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FOREWORD

When the members of the Rowell-Sirois Commission began their collec-
tive task in 1937, very little was known about the evolution of the
Canadian economy. What was known, moreover, had not been exten-
sively analyzed by the slender cadre of social scientists of the day.

When we set out upon our task nearly 50 years later, we enjoyed a
substantial advantage over our predecessors; we had a wealth of infor-
mation. We inherited the work of scholars at universities across Canada
and we had the benefit of the work of experts from private research
institutes and publicly sponsored organizations such as the Ontario
Economic Council and the Economic Council of Canada. Although
there were still important gaps, our problem was not a shortage of
information; it was to interrelate and integrate — to synthesize — the
results of much of the information we already had.

The mandate of this Commission is unusually broad. It encompasses
many of the fundamental policy issues expected to confront the people
of Canada and their governments for the next several decades. The
nature of the mandate also identified, in advance, the subject matter for
much of the research and suggested the scope of enquiry and the need for
vigorous efforts to interrelate and integrate the research disciplines. The
resulting research program, therefore, is particularly noteworthy in
three respects: along with original research studies, it includes survey
papers which synthesize work already done in specialized fields; it
avoids duplication of work which, in the judgment of the Canadian
research community, has already been well done; and, considered as a
whole, it is the most thorough examination of the Canadian economic,
political and legal systems ever undertaken by an independent agency.

The Commission’s research program was carried out under the joint



direction of three prominent and highly respected Canadian scholars:
Dr. Ivan Bernier (Law and Constitutional Issues), Dr. Alan Cairns (Pol-
itics and Institutions of Government) and Dr. David C. Smith (Economics).

Dr. Ivan Bernier is Dean of the Faculty of Law at Laval University.
Dr. Alan Cairns is former Head of the Department of Political Science at
the University of British Columbia and, prior to joining the Commission,
was William Lyon Mackenzie King Visiting Professor of Canadian Stud-
ies at Harvard University. Dr. David C. Smith, former Head of the
Department of Economics at Queen’s University in Kingston, is now
Principal of that University. When Dr. Smith assumed his new respon-
sibilities at Queen’s in September 1984, he was succeeded by
Dr. Kenneth Norrie of the University of Alberta and John Sargent of the
federal Department of Finance, who together acted as Co-directors of
Research for the concluding phase of the Economics research program.

I am confident that the efforts of the Research Directors, research
coordinators and authors whose work appears in this and other volumes,
have provided the community of Canadian scholars and policy makers
with a series of publications that will continue to be of value for many
years to come. And I hope that the value of the research program to
Canadian scholarship will be enhanced by the fact that Commission
research is being made available to interested readers in both English
and French.

I extend my personal thanks, and that of my fellow Commissioners, to
the Research Directors and those immediately associated with them in
the Commission’s research program. I also want to thank the members of
the many research advisory groups whose counsel contributed so sub-
stantially to this undertaking.

DONALD S. MACDONALD
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INTRODUCTION

At its most general level, the Royal Commission’s research program has
examined how the Canadian political economy can better adapt to
change. As a basis of enquiry, this question reflects our belief that the
future will always take us partly by surprise. Our political, legal and
economic institutions should therefore be flexible enough to accommo-
date surprises and yet solid enough to ensure that they help us meet our
future goals. This theme of an adaptive political economy led us to
explore the interdependencies between political, legal and economic
systems and drew our research efforts in an interdisciplinary direction.

The sheer magnitude of the research output (more than 280 separate
studies in 70+ volumes) as well as its disciplinary and ideological
diversity have, however, made complete integration impossible and, we
have concluded, undesirable. The research output as a whole brings
varying perspectives and methodologies to the study of common prob-
lems and we therefore urge readers to look beyond their particular field
of interest and to explore topics across disciplines.

The three research areas, — Law and Constitutional Issues, under
Ivan Bernier; Politics and Institutions of Government, under Alan Cairns;
and Economics, under David C. Smith (co-directed with Kenneth Norrie
and John Sargent for the concluding phase of the research program) —
were further divided into 19 sections headed by research coordinators.

The area Law and Constitutional Issues has been organized into five
major sections headed by the research coordinators identified below.

* Law, Society and the Economy — Ivan Bernier and Andrée Lajoie

» The International Legal Environment — John J. Quinn
* The Canadian Economic Union — Mark Krasnick

xi



* Harmonization of Laws in Canada — Ronald C.C. Cuming
« Institutional and Constitutional Arrangements — Clare F. Beckton
and A. Wayne MacKay

Since law in its numerous manifestations is the most fundamental means
of implementing state policy, it was necessary to investigate how and
when law could be mobilized most effectively to address the problems
raised by the Commission’s mandate. Adopting a broad perspective,
researchers examined Canada’s legal system from the standpoint of how
law evolves as a result of social, economic and political changes and
how, in turn, law brings about changes in our social, economic and
political conduct.

Within Politics and Institutions of Government, research has been
organized into seven major sections.

» Canada and the International Political Economy — Denis Stairs and
Gilbert Winham )

» State and Society in the Modern Era — Keith Banting

» Constitutionalism, Citizenship and Society — Alan Cairns and
Cynthia Williams

» The Politics of Canadian Federalism — Richard Simeon

» Representative Institutions — Peter Aucoin

» The Politics of Economic Policy — G. Bruce Doern

* Industrial Policy — André Blais

This area examines a number of developments which have led Canadians
to question their ability to govern themselves wisely and effectively.
Many of these developments are not unique to Canada and a number of
comparative studies canvass and assess how others have coped with
similar problems. Within the context of the Canadian heritage of parlia-
mentary government, federalism, a mixed economy, and a bilingual and
multicultural society, the research also explores ways of rearranging the
relationships of power and influence among institutions to restore and
enhance the fundamental democratic principles of representativeness,
responsiveness and accountability.
Economics research was organized into seven major sections.

* Macroeconomics — John Sargent

» Federalism and the Economic Union — Kenneth Norrie

» Industrial Structure — Donald G. McFetridge

» International Trade — John Whalley

» Income Distribution and Economic Security — Francois Vaillancourt
» Labour Markets and Labour Relations — Craig Riddell

« Economic Ideas and Social Issues — David Laidler

Economics research examines the allocation of Canada’s human and
other resources, the ways in which institutions and policies affect this

Xxii



allocation, and the distribution of the gains from their use. It also
considers the nature of economic development, the forces that shape our
regional and industrial structure, and our economic interdependence
with other countries. The thrust of the research in economics is to
increase our comprehension of what determines our economic potential
and how instruments of economic policy may move us closer to our
future goals.

One section from each of the three research areas — The Canadian
Economic Union, The Politics of Canadian Federalism, and Federalism
and the Economic Union — have been blended into one unified research
effort. Consequently, the volumes on Federalism and the Economic
Union as well as the volume on The North are the results of an inter-
disciplinary research effort.

We owe a special debt to the research coordinators. Not only did they
organize, assemble and analyze the many research studies and combine
their major findings in overviews, but they also made substantial contri-
butions to the Final Report. We wish to thank them for their perfor-
mance, often under heavy pressure.

Unfortunately, space does not permit us to thank all members of the
Commission staff individually. However, we are particularly grateful to
the Chairman, The Hon. Donald S. Macdonald; the Commission’s Exec-
utive Director, J. Gerald Godsoe; and the Director of Policy, Alan
Nymark, all of whom were closely involved with the Research Program
and played key roles in the contribution of Research to the Final Report.
We wish to express our appreciation to the Commission’s Administrative
Advisor, Harry Stewart, for his guidance and advice, and to the Director
of Publishing, Ed Matheson, who managed the research publication
process. A special thanks to Jamie Benidickson, Policy Coordinator and
Special Assistant to the Chairman, who played a valuable liaison role
between Research and the Chairman and Commissioners. We are also
grateful to our office administrator, Donna Stebbing, and to our sec-
retarial staff, Monique Carpentier, Barbara Cowtan, Tina DeLuca,
Frangoise Guilbault and Marilyn Sheldon.

Finally, a well deserved thank you to our closest assistants: Jacques
J.M. Shore, Law and Constitutional Issues; Cynthia Williams and her
successor Karen Jackson, Politics and Institutions of Government; and
I. Lilla Connidis, Economics. We appreciate not only their individual
contribution to each research area, but also their cooperative contribu-
tion to the research program and the Commission.

IVAN BERNIER
ALAN CAIRNS
DAvID C. SMITH
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PREFACE

In the Collected Research Studies of the Royal Commission on the
Economic Union and Development Prospects for Canada, volume 65 is
the seventh in a series on the economic union and Canadian federalism.
This series deals with the rules designed to ensure a well-functioning
barrier-free economy and the institutions required to meet specific needs
based on the recognition of community concerns.

Since Confederation, there has existed as well the recognition of the
need for regional equity. This has often remained unstated, however, for
regional equity is not easy to define, nor do the participants agree on how
to make it operational. In Canada we have made regional equity syn-
onymous with equalization, and barrier reduction has been coupled with
harmonization. This volume tries to unwind and then recast some of
those concepts.

One area that has caused much controversy in the last decade is that of
fiscal federalism. While this statement may initially appear arguable,
given our preoccupation with language and political survival, to much of
the nation survival is a question of revenue sharing, a matter of control
over resources and tax policy.

This point became especially clear as the present volume took shape.
Questions such as the use of the spending power, the harmonization of
federal and provincial taxation policy, the use of conditional and uncon-
ditional grants, provincial ownership versus national sharing, and the
approach to equalization — all raised significant concerns to students of
the Canadian federation.

The entrenchment of the principle of equalization in section 36 of the
Constitution Act, 1982, brought many of these concerns to the fore. Here
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was a nation entrenching a principle without stating the means to achiev-
ing the ends. One harkens back to an earlier period: at the time of the first
constitution, the BNA Act of 1867, the nation incorporated specific
amounts for per capita grants to take the place of some of the taxing
prerogatives that the old independent colonies were relinquishing.

We harken back as well to the call of the Rowell-Sirois Commission
(the Royal Commission on Dominion-Provincial Relations) of 1940, for
here the goal of providing comparable services is first articulated as a
national goal. Here as well the concept of a tax code to end interprovin-
cial and federal-provincial competition emerges.

There is much Canadian history in the study of fiscal relations, and
each of the four papers in the present volume reflects a considerable part
of that history.

In the first study, on federal-provincial transfers, Robin Boadway
offers a critical review of the existing arrangement, providing an exam-
ination of the economic rationale for grants and a discussion of the
problems of the existing system.

The question of resource revenues is the focus of Peter Cumming’s
study on equitable fiscal federalism, prompting an important debate
about whether — or probably more accurately, how — Canadians
should share from resource rents. Does the answer depend only on
where you live? Are new models available for better allocating the rents
that accrue from the new golds of the 20th century?

Claude Forget’s paper, on the harmonization of social policy, raises
the question of national standards and the key role played by the federal
government in initiating the social agenda that has structured Canada
since the end of World War II. Many commentators have said that
Canadian federalism has benefited from this use of the spending power;
but as general programs became specific policies to which penalties for
failure were attached, concerns were to emerge over whether this
unwritten and untested power had gone too far.

In the final paper, on taxation policy, Anthony Sheppard reviews the
constitutional framework and the criteria for tax reform and provides a
thorough appraisal of the Canadian tax system.

Some commentators hold the view that fiscal arrangements are as
important to a federation as are the institutions of the federation and the
division of powers. We think that this volume shows this to be true in
Canada. It is our hope that this series will provide some of the recom-
mendations, analyses and proposals that will be discussed when the
question is addressed once again.

There is some evidence that in that next debate the focal point will be
scarcity. The robustness of our policy proposals in an era of less will be
the mark of the contribution that this volume will make.

MARK KRASNICK
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Federal-Provincial Transfers in Canada:
A Critical Review of the Existing
Arrangements

ROBIN BOADWAY

Introduction

Transfers from the federal government to the provinces have existed
since Confederation. They have played a significant role in the financing
of provincial public expenditures throughout the history of Canada,
especially in the period since World War II. Federal-provincial grants
fulfil a large number of roles, and the purpose of this paper is to review
what can and ought to be expected from them and to evaluate to what
extent the present system fulfils these expectations. Our concern will be
primarily with the financial-economic aspects of grants rather than with
political/constitutional matters; that is, we shall be concentrating on the
economic rationale for transfers and their financial consequences for the
two levels of government rather than on the political debates as to
whether, for example, grants should be used by the federal government
to influence spending decisions in areas of provincial jurisdiction. Our
discussion will be limited to grants from the federal government to the
provinces, although there exist other sorts of grants including federal-
municipal grants, provincial-local grants and grants from the federal
government to the territories. Many of the same principles of grants
discussed in this paper would be applicable to these kinds of grants.

Grants may be used for a variety of purposes, and there exists a
corresponding variety of types of grants. For future reference, we sum-
marize here the characteristics of different grants. Grants may be uncon-
ditional or conditional. Unconditional grants are those that may be used
for any purpose (including the reduction of provincial tax rates) by the
recipient province. Conditional grants are intended to be used for par-
ticular purposes or types of expenditures. They may be specific condi-



tional grants to be used for a specific type of activity (e.g., the financing
of highways, hospitals or universities); or, they may be block conditional
grants to finance expenditures in a general but defined area, while
leaving considerable discretion to the recipient over the allocation of
funds within the general area. This distinction between specific and
block conditional grants is a conceptual one only and simply refers to the
fact that conditional grants differ in the degree to which they must be
used for specific types of expenditure programs.

Conditional grants may or may not be matching. That is, their magni-
tude may be contingent on the amount spent by the recipient. If the
matching rate is x percent, the federal government will finance x percent
of the expenditures undertaken by a province on the designated activity.
In Canada, the matching formula used to determine each province’s
grant has, for some types of grants, been taken to apply not to the
expenditures in the recipient province but to the expenditures of all
provinces combined. Thus, a province’s grant is x percent of national per
capita expenditures multiplied by the province’s population. This sort of
matching formula has important behavioural consequences since the
ability of an individual province to influence the size of its grant is
significantly diluted. Under an ordinary matching grant, each additional
dollar of expenditure by a province yields an additional federal grant of

$x . For example, if x = 0.5, $x is $1.
1 -x 1 -x

Thus, the federal government matches each province’s expenditures
dollar for dollar. However, if the matching formula applies to all provin-
ces collectively, an additional dollar spent by one province gives rise to
the federal government’s transferring  $x , but the transfer is spread

over all provinces. (1 —1x)

Conditional grants may also be subject to an upper limit. If so, they are
said to be closed-ended. Those with no limit are open-ended. These two
types of grants may have very different incentive effects. If a matching
grant is closed-ended, then once the limit has been reached, additional
dollars spent by the province give rise to no additional grant. From the
recipient province’s point of view, it is just as if the grant were non-
matching.

For grants that are not matching, whether they be conditional or
unconditional, there must be some formula to determine the size of the
grant. The formula determines how much is to be transferred in a
particular year, how the grant will change over time and how the amount
transferred will vary over provinces. There are a large number of poten-
tial factors that could be, and have been, used to determine the size of a
grant. The simplest grant might be one of equal per capita amounts to
each province. The grant could then be allowed to grow at a particular
rate — for example, at the rate of growth of GNP. Another reasonably
simple method of determining the size of a grant is by the so-called
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principle of derivation. According to this principle, the grant to a prov-
ince from a particular federal revenue source is given according to the
proportion of the revenue actually collected in the province. One simple
case of this is the transfer of tax points from the federal government to
the provinces. (The use of this is discussed in the following sections.)
Many grants incorporate more complicated factors into their structures.
The grant to a province may depend upon the magnitude of one or more
tax bases of the province relative to that in the other provinces —
referred to as the tax capacity of the province. The equalization scheme
disburses funds according to provincial tax capacities. The formula may
incorporate elements of the relative costs of financing public services, or
of the relative needs for public services among provinces. For example,
the grant for highway expenditures may vary with kilometres of road per
capita. The grant size by province may also depend upon some macro-
indicator such as income per capita. These various factors have all been
advocated in the literature at one time or another.

One final characteristic of grants is important in discussing the finan-
cial consequences of federal-provincial transfers. In financing the
grants, the federal government will have to raise revenues from its own
sources. These could be from general tax revenues or from increases in
tax rates on particular tax bases. In evaluating the consequences of
various grants for the provinces, it is useful to know not only the pattern
of grant transfers across provinces, but also the net effect after account-
ing for the incidence of tax revenues across provinces.

The following section presents a survey of the economic arguments for
grants. This is followed by an evaluation of the existing structure of
federal-provincial grants in view of their economic rationale. Special
attention is given to the proposals of the two major policy documents
that have appeared in recent years: the report of the Parliamentary Task
Force on Federal-Provincial Fiscal Arrangements of August 1981 titled
Fiscal Federalism in Canada, hereinafter referred to as the Breau Report;
and the Economic Council of Canada’s 1982 report titled Financing
Confederation, hereinafter referred to as the ECC Report.

The Economic Rationale for Grants

The problem of intergovernmental grants is unique to federal states and
arises because of the consequences of decentralized and independent
responsibilities and decisions taken by lower levels of government. The
need for intergovernmental grants obviously never arises in a unitary
state in which all decisions are taken centrally by one government. Tax
and expenditure policies tend to be uniformly applied throughout a
unitary state, which is not the case in a decentralized federation. This
distinction, though obvious, is worth bearing in mind in what follows.
The unitary state will serve as a useful benchmark against which to judge
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the need for grants. Much of the economics literature is devoted to
devising a set of federal-provincial grants which will allow the federation
of decentralized decision makers to replicate the financial consequences
of a unitary state, while at the same time reaping the benefits of
decentralized decision making. These latter include the ability to cater
to the specific tastes of local residents and the efficiencies that may result
from decentralized responsibility for budgetary decisions (including
those arising from decisions taken by political institutions “closer” to
the people).

In the economics literature,' one can discern four general types of
arguments for federal-provincial grants, each of which is applicable to
the Canadian case. These arguments are the existence of a fiscal gap,
fiscal inequity, fiscal inefficiency and interprovincial spillovers. This
section analyzes each of these rationales and considers the type of grant
most appropriate to each.

The Fiscal Gap

The existence of federal-provincial transfers implies that the federal
government is raising more revenue relative to its expenditure respon-
sibilities than are the provinces. It is argued that this may reflect, in part,
astructural imbalance in a federal system of government between expen-
diture responsibilities on the one hand and revenue-raising capabilities
on the other. This differential is sometimes referred to as the fiscal gap, or
the existence of vertical imbalance. Of all the arguments for federal-
provincial grants, this is the most difficult to substantiate and quantify.

The magnitude of this imbalance depends upon both the desired level
of provincial expenditures and the relative ability of the provinces to
raise revenues compared with the federal government. Both of these are
judgmental. One possible indicator of the existence of vertical
imbalance would be the persistence of larger structural deficits at one
level of government than at the other. The ECC Report considered the
question of whether there existed a difference in structural deficits in
Canada. The report did so in the context of evaluating the claim of the
federal government that the magnitude of federal-provincial grants
would have to be restrained as part of a more general policy of reducing
the federal deficit. It argued, first, that since both levels of government
had access to all major revenue sources, there could not technically exist
a structural fiscal imbalance. If one level was in imbalance, all it had to
do was to adjust tax rates appropriately. The ECC Report also investi-
gated the question of whether federal transfers to the provinces had
contributed inordinately to recent federal deficits, and it found that such
transfers accounted for a roughly constant proportion of federal expen-
ditures in the period 1975-81. Transfers were, therefore, not the cause of
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the federal deficit. The report argued, on the basis of this, that the
vertical imbalance argument should not be used to justify a reduction in
federal transfers.

In this context, let us consider some of the economic arguments
concerning vertical fiscal imbalance. The fact is that the magnitude of
federal-provincial grants is large relative to provincial expenditures.
What economic arguments can be given for the federal government
financing such a large share of provincial spending?

In the Canadian context, the vertical imbalance argument could be
taken to imply that, given the heavy expenditure responsibilities of the
provinces, especially in the areas of health, education and welfare, if the
provinces were left to themselves to finance these items out of their own
revenue sources, they would not be able to fund them in an efficient
manner. Either the expenditures on such services would be below the
socially desirable level, or the tax structure would be inefficient. Since
the arguments basically revolve around the ability of the provinces to
raise revenues, it is worth presenting a catalogue of the potential limita-
tions on the ability of the provinces to raise revenues efficiently.

CONSTITUTIONAL LIMITATIONS

One potential source of problems could be that the constitutional assign-
ment of taxing powers does not match the constitutional assignment of
expenditure responsibilities. For example, the Constitution Act, 1867,
limits provinces to raising direct taxes but allows the federal government
access to any tax source. The judicial interpretation of this stricture has
been such as to allow provinces to gain access to most types of taxes.
They do, for example, levy general retail sales taxes as well as specific
commodity taxes, both of which might be construed by economists to be
indirect taxes. Similarly, resource revenues can be viewed as a form of
production tax — also an indirect tax, from an economist’s viewpoint.
Combining these with the lucrative income taxes on individuals and
corporations gives the provinces access to virtually all major tax bases.
Constitutional limitations on taxing powers per se do not seem to be a
constraining factor that would lead to a fiscal gap. If any level of govern-
ment is impeded by its limitation on entering alternative tax fields, it is
probably the local level which, by and large, is restricted to property
taxation.

TAX COMPETITION

The limitations on the ability of provinces to raise taxes may be eco-
nomic rather than constitutional. The argument is that certain types of
resources (such as labour and capital) are mobile across provinces in a
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federation and will respond to differential tax rates in determining their
province of location. This being the case, provinces acting in an uncoor-
dinated fashion will tend to bid down tax rates in an attempt to attract
resources away from the other provinces. These policies, like all beggar-
thy-neighbour policies, will ultimately be self-defeating if all provinces
behave in a similar way. In the end, provincial tax rates would all tend to
be too low and, therefore, the level of government expenditures would
also be low.2

While this line of argument has a prima facie plausibility about it, it has
not been convincingly established even in theoretical models. It is fairly
easy to construct reasonable models of decentralized federations in
which local governments behave perfectly efficiently.?> Moreover, by
allowing for the possibility of ““tax exporting,” it is possible to have local
jurisdictions overspending rather than underspending. Tax exporting
means provincial taxes are borne by non-residents, either because non-
residents own some of the property being taxed (in the case of source-
based taxes on property income), or because excise or source-based
taxes are partly shifted to higher output prices on commodities that may
be purchased by non-residents.

In any case, given the conflicting stories that can be told, it is difficult
to base the case for substantial federal-provincial transfers on the phe-
nomenon of tax competition. Nor does it seem to be what has motivated
policy makers in the past.

CO-0OCCUPIED TAX FIELDS

The major tax bases are used by both the federal and provincial govern-
ments. These include the personal income tax, the corporation income
tax, payroll taxes and the various sales and excise taxes. The exceptions
to this rule are the tariff, which is a relatively minor revenue source for
the federal government, and resource and property taxes, which are
major revenue sources for provincial and municipal governments. Thus,
if anything, the availability of tax bases favours (at least some) lower
rather than higher levels of government. The fact that both the federal
government and the provinces occupy the lucrative income and com-
modity tax fields implies that, in addition to any competition or conflict
that may exist among the provinces, competiton also exists between the
federal government and the provinces. This conflict concerns the man-
ner in which the tax capacity of a particular tax base is shared between
the two levels; or, to use the common jargon, the way in which tax room
is apportioned.

Historically, the resolution of the conflict over tax room has probably
been more of a factor in determining the nature and magnitude of federal-
provincial grants than any other. During World War II the provinces
agreed to vacate the personal and corporate income tax fields in favour
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of the federal government. In the immediate postwar period the federal
government continued to occupy these fields but compensated the prov-
inces for revenues collected in their jurisdictions by means of tax rental
agreements. Over the years, the federal government has gradually pro-
vided more tax room to the provinces but has continued to occupy
enough of the tax room to finance the large transfer programs that have
been instituted, including equalization, the Canada Assistance Plan,
other conditional grants and Established Programs Financing (EPF). In
analyzing the system of grants that has evolved over the postwar period,
it is important not to lose sight of this historical evolution. The fact that
the federal government had already occupied a large share of the tax
room made possible the massive transfer programs that occurred. One
could argue that the real issue over the years has been the manner in
which the federal government should make funds available to the provin-
ces: via the surrender of tax room or via various sorts of grants.
Surprisingly little analysis has been undertaken concerning the con-
flict between the federal government and the provinces over the alloca-
tion of tax room. The process could be viewed partly as a cooperative
game of close to zero sum or, also partly, as a non-cooperative (competi-
tive) game, since the federal government is dealing with ten separate
provinces. In the latter case, the federal government could be seen as
having a stronger bargaining position. The strength of the federal bar-
gaining power could be taken as giving it some power to pre-empt its
desired level of expenditures as well as to transfer funds to the provinces
in the manner that serves its interests. The justification for the federal
government’s wishing to collect taxes on behalf of the provinces and to
transfer funds to them lies in the arguments of the rest of this section.
With the federal government having pre-empted its share of the tax
room and having determined the amount of transfers to the provinces
more or less unilaterally, the provinces are then left to choose, in a
decentralized manner, their desired tax rates. This view of the process as
one in which the federal government essentially determines the magni-
tude of federal-provincial grants by its decision as to how much of the tax
room to pre-empt is, of course, refutable by the evidence. No analysis of
it has been done to date. What is important to recognize at the outset,
however, is that, because of the co-occupancy of the major tax fields by
the two levels of government, it would always be a feasible policy option
for the federal government to transfer tax room to the provinces rather
than to transfer funds through grants. The federal government has
chosen not to pursue that option. If it did, it could be argued that the
fiscal gap would be eliminated. In evaluating the system of transfers, it
will be useful to ask whether or not it would be socially desirable for the
federal government to substitute tax room (or tax points) for any of the
existing transfers, or whether the nature of the transfers themselves
justifies their existence. In fact, as we shall argue below, from a purely
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financial point of view, there would be little difference to the provinces if
the federal government were to substitute tax points for the existing EPF
transfers. This is because of the fact that when the tax points are
equalized, they are turned into nearly equal per capita grants. This
means that the only rationale for having EPF transfers is the leverage
they give the federal government over the spending decisions of the
provinces.

COORDINATION OF TAX BASES

The appropriateness of viewing the transfer of tax room as equivalent to
federal-provincial grants is contingent upon the uniformity of the tax
structures of the federal and provincial levels of government. This uni-
formity owes a great deal to the Tax Collection Agreements, which
themselves may be viewed as a particular form of federal-provincial
transfer. Under the Tax Collection Agreements, the federal government
agrees to collect taxes on behalf of the provinces provided the provinces
adhere to the same definition of the tax base as the federal government
and, in the case of the personal income tax, to the same rate structure.
The agreements also rely on a formula for allocating to the provinces the
provincial share of the taxes collected by firms operating in several
provinces. The coordination of bases, the existence of a common alloca-
tion formula and the centralized collection of tax revenues all contribute
to an efficiently operating federal economy.

In conclusion, it is probably not sensible to view the existence of a
fiscal gap of a given amount as an exogenous concept that characterizes
the Canadian federation. Instead, since both the federal government and
the provinces co-occupy the major tax bases, and since the federal
government can probably be seen as pre-empting its desired share of the
tax room from these sources, the amount of vertical imbalance is the
outcome of the resolution of the conflict over tax room. The federal
government plays a primary role in deciding what share of the tax room
to retain for itself and at the same time decides how much to transfer to
the provinces in forms other than tax room. Thus, vertical imbalance is
very much an endogenous concept determined mainly by the perceived
need for federal-provincial transfers on other grounds. To these other
grounds we now turn.

Fiscal Inequity

The Tax Collection Agreements involve the federal government’s trans-
ferring funds to the provinces in the same amounts as if the provinces
themselves had raised the revenues. That is, they obey the principle of
derivation. Other transfer programs are not of this type. They typically
transfer funds to the provinces in proportions different from those in
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which their financing has been raised by the federal government; that is,
the transfers redistribute funds among provinces. The question is: why
should this be necessary? This subsection and the following two provide
an answer to this question.

Economists take as the ultimate objective of economic activity the
improvement of the welfare of individuals in society. According to that
view, any intergovernmental transfers ought to be judged according to
their usefulness in improving individual welfare. Furthermore, the trans-
fers ought to be judged relative to other sorts of policy instruments that
may be actually or potentially available. Economists usually identify a
set of criteria against which to judge policies, and which themselves are
thought to contribute to social welfare in the broader sense. Two of the
most commonly used criteria are equity and efficiency. The criterion of
efficiency is the simplest of these to use, since it requires minimal value
judgements and can often be implemented on the basis of observed
market prices. The economy as a whole, or a particular market, is
operating efficiently if all gains from trade have been exploited; that is, if
it is not possible to change the allocation of resources in the economy or
in the market so as to make all persons better off. We consider the use of
federal-provincial transfers to improve the efficiency of the economy in
the next subsection of this paper.

The criterion of equity is somewhat more difficult to apply since it
involves making interpersonal comparisons of welfare. Most policy changes
involve making some persons better off and others worse off. Loosely
speaking, a change is said to be beneficial on equity grounds if those who
gain from the move obtain more utility per dollar of gain than those who lose
from the move. To be able to apply this criterion involves making a com-
parison between the marginal utilities of various individuals.

Public finance economists often find it useful when judging policies to
disaggregate the equity criterion into two components: horizontal equity
and vertical equity. Government policy is said to be horizontally equita-
ble if it “treats equals equally”’; that is, if those who would be equally
well-off in the absence of the policy are equally well-off in its presence.
There are all sorts of difficulties with implementing the criterion of
horizontal equity, most stemming from the difficulties of establishing
when two persons are equally well-off. To do so requires making inter-
personal comparisons of utility levels. The tax system does this by
assuming that two persons with the same taxable income are equally
well-off for tax purposes. More generally, some ideal norm such as
comprehensive income is used as an index of individual well-being.4 It
ought to be recognized that accepting the principle of horizontal equity
itself involves a value judgment. However, horizontal equity is a crite-
rion that is widely accepted for tax policy purposes and for that reason is
a suitable norm for the analysis of fiscal inequity. As we shall see, fiscal
inequity is simply a special application of the notion of horizontal
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inequity. Vertical equity concerns the appropriate way to treat persons
with different levels of utility and is of prime concern in judging the
progressivity of the tax system. Fortunately, the criterion of horizontal
equity is all that is needed to make the case for federal-provincial grants,
not vertical equity.

The system of taxes and transfer applying to individuals is one method
by which the government pursues equity goals. The base and rate
structure of the personal income tax, for example, are designed, at least
in principle, to reflect society’s norms of horizontal and vertical equity.
Horizontal equity is pursued by adjusting the tax base for such things as
family size, medical expenses, education expenses and the cost of
earning income. Vertical equity is achieved by the choice of a rate
structure, bearing in mind that there is likely to be a trade-off between
vertical equity and efficiency that tempers the ability to achieve full
vertical equity.

In discussing the equity rationale for intergovernmental grants, the
essential question to be addressed is: Why not rely solely on interper-
sonal taxes and transfers to achieve equity? Since it is the distribution of
individual welfare that is at stake, why not pursue it directly through the
existing tax-transfer system rather than relying on intergovernmental
grants as well? The answer to this question lies in the recognition that, in
the absence of intergovernmental transfers, the federal income tax
applied uniformly across the federation will systematically violate the
norm of horizontal equity. Identical persons in different provinces will
be treated differently by the tax system. This difference arises because
the federal tax base does not fully capture the real incomes of persons, in
particular the real income generated by provincial government budge-
tary actions. In principle, this anomaly could be corrected by a federal
income tax whose rate structure varied across provinces. However,
there are reasons of administrative ease, jurisdictional incentive and
initiative, and political expediency for a system of intergovernmental
grants being preferred. In the following discussion, we shall explain why
horizontal inequities result in a decentralized federation and how inter-
governmental grants can be used to correct for them.

There are two main reasons for the persistence of horizontal inequities
in a federal system of government. The first reason is that the fiscal
actions of provincial governments give rise to net benefits to provincial
residents, the magnitude of which may vary across provinces for other-
wise identical individuals.’ The second reason is that the federal income
tax system, which is the main vehicle for redistributing income among
persons, may not include in its base some of the net benefits of provincial
government expenditures. As a consequence of these two problems, the
combined tax-transfer system of the provincial and federal governments
is horizontally inequitable. In reviewing this issue, it is useful first to
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enumerate the various sources of horizontal inequity and then to con-
sider appropriate ways of eliminating them.

SOURCES OF HORIZONTAL INEQUITIES

Horizontal inequities result from the existence of net fiscal benefits
arising from the budgetary actions of provincial governments. We refer
to these as fiscal inequities. The term net fiscal benefit (hereinafter
denoted NFB) refers to the difference between the value of public ser-
vices received by taxpayers and the tax they pay. NFBs also arise out of
the actions of the federal government, but the presumption is that they
are uniformly distributed across the nation, or at least do not vary
systematically by province. As a benchmark it is useful to describe a
situation in which there are no fiscal inequities and then consider cases
in which provincial budgets may cause deviations from this. If all provin-
ces provided quasi-private goods at equal per capita costs and financed
them by benefit taxes levied on residents, there would be no NFBs
according to the way in which we are using that term (i.e., ignoring
consumer surplus). Therefore, there would be no NFB differentials
across provinces. At the same time, the federal income tax base, which
is personal income gross-of-provincial-income-taxes, would adequately
represent the real income of persons in the economy. To see this, we can
rewrite taxable income as follows:

Taxable Income = Gross income — provincial taxes + provincial

expenditures
= Private goods purchased + public services
consumed.
In this case, the federal income tax would be horizontally equitable
across provinces in the sense that persons in different provinces with the
same real income would pay the same federal taxes.

There are several reasons why provincial budgets may give rise to
differential NFBs and/or why the federal tax base may not properly
account for the real income accruing to households from the activities of
the provincial governments. They include the following.

Source-based Taxation

The use of source-based taxation rather than residence-based taxation
by provinces can give rise to both these difficulties. Source-based taxes
are taxes levied on income where it is generated. Examples are the
corporate income tax and resource taxes. If provinces finance some of
their expenditures by source-based taxes, the federal personal income
tax will understate personal incomes by an amount equal to the benefits
accruing to provincial residents from the per capita expenditures
financed by source-based taxes. That is, taxable income equals net
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income plus provincial expenditures financed by personal taxes; it does
not include those financed by source-based taxes. To the extent that
source-based tax collections per capita vary across provinces, the fed-
eral income tax system will be horizontally inequitable in the sense that
identical persons residing in different provinces will be treated dif-
ferently. In particular, persons in provinces with higher source-based
taxes will be favoured.

Provincial Redistributive Policies

Another main source of NFB differentials is the existence of
redistributive provincial tax-expenditure systems. Consider the simple
case in which provinces levy proportional income taxes in order to
provide a given level of equal per capita benefits to their own residents.
In this case, the rate of tax required to produce a given level of services
will be higher in provinces with lower per capita incomes. In fact, if
provinces wished to provide identical per capita public services, the
NFB differences over provinces would just equal per capita differences
in per capita income tax collections. If the tax were more progressive
than this, the NFB differentials would exceed the difference in per capita
tax collections and vice versa. The existence of non-neutral provincial
budgets will therefore give rise to horizontal inequities. These NFBs
would not exist in a unitary state which provided a uniform level of
services to all residents and financed them by a uniform tax system
applied to all residents. Furthermore, these NFBs arising out of provin-
cial government redistributive policies are not captured in the federal
income tax base so the latter will itself be horizontally inequitable.

Other Taxes
So far, the discussion has centred on the provincial personal income tax
and on source-based taxes like the corporate income tax and resource
taxes. Provinces and their municipalities do use other taxes such as
indirect (commodity) taxes and property taxes. The same principles can
be used to analyze the horizontal inequities caused by these taxes.
Consider indirect taxes, which include both provincial sales taxes and
excise taxes. If these taxes are shifted to consumers as higher prices,
and if they are incident on residents, they are basically residence-based
taxes. They give rise to NFBs only to the extent that they are
redistributive. If they are incident on residents, which seems plausible,
and if they are roughly proportional to income, they are then equivalent
to a proportional income tax. If they are used to finance equal per capita
benefits, they give rise to NFB differentials equal to differentials in per
capita tax collections. If indirect taxes are not shifted, but instead are
incident on producers, they are equivalent to source-based taxes and
give rise to NFBs.

Similarly, property taxes can be categorized according to their inci-
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dence. Residential property taxes are quite similar to indirect taxes. If
they are shifted forward to consumers of housing services, they are like
residence-based taxes. For non-residential property taxes, the same
applies. If borne by firms, they are like source-based taxes. If shifted
forward to consumers of the firms’ products, they are like residence-
based taxes.

Provision of Infrastructure

Provincial public expenditures may be used to provide public services to
firms rather than to resident households. If these public services enable
firms to produce goods at a lower price, the result is equivalent to the
case in which the government provides public services directly to resi-
dents. On the other hand, if the public services simply go to produce
higher factor incomes for non-residents, no NFBs are generated so no
corrective action is needed. If higher factor incomes are provided to
residents, this represents a benefit to residents from provincial govern-
ment activity that may well vary from province to province, but it is one
which is captured in the federal tax base.

Crown Corporation Pricing Policies

Provincial Crown corporations are often involved in production activi-
ties that produce significant economic rents, such as hydro-electric
utilities. These rents may be captured and reflected as the profits of
Crown corporations. Since these profits may be used to provide public
services to residents, they can give rise to NFB differentials. In addition,
these benefits would not be reflected in the tax base used for the federal
income tax. Thus, horizontal inequities arise on both counts.

The same sort of problem arises if the rents are not captured as the
profits of the Crown corporation but are dissipated as lower prices to
residents for the consumption of the output produced. The ECC Report
argued that significant rents accrue to residents of hydro-producing
provinces in the form of lower prices. These lower prices ought to be
viewed as NFBs in exactly the same way as are other provincial public
services. These NFBs are likely to differ from one province to another
and are not captured in the federal income tax base.

Provincial Public Services’ Costs

Two provinces may incur different costs to provide identical public
services. This is a source of horizontal inequity, since two persons with
identical incomes and tax bills could receive different provincial public
services. The difficulty in accounting for this source of inequity is that it
is difficult to measure. There is no obvious reason why it should be
correlated with per capita incomes or tax collections. Elements of cost
differences are often used in particular types of grant programs where
the costs can be readily identified.
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Provincial Government Savings
Not all provincial revenues are used to provide current services. Some
are saved and used to provide future services. An example of this is the
Heritage Fund set up by the Alberta government.® In principle, the
saving of revenues implies that currently no NFB differentials are being
created, therefore, no corrective action is needed. However, NFB
differentials will exist in the future when the funds are drawn upon. At
that time, horizontal inequities will be created that need to be corrected.
In fact, treating current saving that goes to produce future NFBs as if it
were providing current NFBs presents no great problems in principle.
The present value of the future NFBs created by provincial government
saving is equivalent to the actual amount of saving now being done.
Thus, treating current saving as if it were producing provincial services
for residents should not cause any economic difficulty.

This concludes our survey of the sources of horizontal inequities. We
now turn to a consideration of what policy measures would properly
correct for these inequities.

THE CORRECTION OF HORIZONTAL INEQUITIES

As mentioned above, the horizontal inequities that arise in a federal
system of government do so from two sources: those that result from the
generation of different sized NFBs by different provincial governments,
and those inherent in the federal income tax because some of the real
income accruing from provincial public services is not included in the
federal income tax base. Before considering how one might correct for
these, it is worth considering, first, whether or not they ought to be fully
corrected, and this depends on the normative view one takes of horizon-
tal equity in a federal state. There are two notions of horizontal equity to
which the federal government could adhere in a federal system of gov-
ernment. Following the Economic Council of Canada (ECC) these are
called the broad-based and the narrow-based views of horizontal equity.

Recall that the principle of horizontal equity dictates that if two
persons are equally well-off in the absence of government policy, they
should remain so after the policy is in place. Any policy that satisfies this
principle is said to be horizontally equitable. In a federal system of
government, from the federal government’s point of view, the
benchmark pregovernment situation could refer to one of two things. It
could refer to the situation in the absence of both the provincial and
federal governments, or it could refer to the situation after the provincial
government budgets are in place but before the federal budget is. In the
former case, the federal government is said to adhere to a broad-based
view of horizontal equity, and in the latter to a narrow-based view. If the
federal government takes the broad-based view of horizontal equity, its
policy instruments must completely undo the horizontal inequities aris-
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ing in a federal system. That is, all NFB differentials must be eliminated.
If they adhere to the narrow-based view, they need only ensure that
persons otherwise equal in the presence of provincial government pol-
icies remain so when federal policies are superimposed. Let us consider
the appropriate federal grant policy in each of the two cases.

Broad-based Horizontal Equity

Ideally, the federal government, in pursuing broad-based horizontal
equity, would seek to eliminate all differences in provincially imposed
NFBs. As we have seen, the extent of NFB differentials depends upon the
characteristics of provincial government policy and on the way in which
the economy operates (the incidence of taxes, etc.). For example, if
provincial government budgets were distributionally neutral, and if
source-based taxes were incident on foreigners on average, the federal
government would like to equalize differences in source-based tax col-
lections. In principle, this could be done by a system of interpersonal
transfers. However, there are two reasons why this might not be the
desirable method. First, if the federal government tried to equalize all
interpersonal differences in per capita source-based tax collections,
there would be a great disincentive against provinces using source-based
taxes, since such tax collections would implicitly be subject to a very
high marginal tax rate. The second reason why a system of interpersonal
transfers might not be preferred, and this applies more to the case of
residence-based taxes, is the constitutional reason that the federal gov-
ernment may not wish to undo the redistributive actions of the provinces
that give rise to some of the NFBs in the first place. They may wish to
redistribute revenues in such a way as to provide the provinces with the
financial capability of conforming to nationwide horizontal equity but
allowing them some leeway within that to conduct their own
redistributive policies. There is, thus, no advantage to using interper-
sonal as opposed to intergovernmental transfers, and the latter are
presumably easier to administer.

In determining the system of federal-provincial transfers, it is desir-
able that the system eliminates NFB differentials without setting up
incentives for the provinces to exploit it by tax changes. One way to do
this is to equalize tax capacity rather than tax revenue. It can be shown
that, if all provinces behave in an identical manner when faced with the
same budget opportunities, equalizing tax capacities will then have the
same effect as equalizing actual taxes without imposing the disincentive
effects. In other words, the provinces will behave as if the system of
government were unitary rather than federal.

The exact tax bases to be equalized and the extent of the equalization
depends upon the economic circumstances. For example, if the public
services provided by provinces are quasi-private goods and yield equal
per capita benefits to all residents, and if source-based taxes are, on
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average, incident on foreigners, source-based tax capacities should be
fully equalized.” If residence-based taxes (income tax, sales and excise
taxes, residential property tax and payroll taxes) are roughly propor-
tional to income, they too should be fully equalized. Thus, all tax
capacities should be fully equalized across provinces. This prescription
is based on a reasonable set of assumptions and one accepted by the ECC.
However, other sets of assumptions will give rise to other policy pre-
scriptions, in particular to less than or more than full equalization of
some tax bases.

If tax capacities are fully equalized, provinces will have the potential
to eliminate all NFB differentials and will do so if they all behave
identically. In this case, the federal tax system will also be horizontally
equitable in the broad sense. However, in general, the federal fiscal
system will be only potentially horizontally equitable. If the provinces
adopt different budget policies, there will be nothing the federal govern-
ment can do to correct for the resultant horizontal inequities short of
overriding the discretion the provinces have to determine their own tax-
expenditure policies. Some amount of horizontal inequity will be one of
the costs of a federal system of government.

As mentioned, if provinces do behave uniformly, the general result of
a fully equalized tax system will be equivalent to having all budgetary
decisions taken centrally in a unitary state. Thus, full equalization can
be viewed as a method for pursuing nationwide horizontal equity but
retaining one of the main advantages of a federal state, decentralized
decision making.

Narrow-based Horizontal Equity

In this case, the federal government takes as given the real incomes
achieved by residents in various provinces inclusive of the NFBs gener-
ated by provincial government actions. The federal government is con-
cerned only that its own budgetary policies be horizontally equitable.
One way to view this is in terms of “property rights.” With the narrow-
based view, provincial residents are seen as having full property rights to
the NFBs generated by their provincial governments. The only concern
of the federal government in this case is to ensure that its income base
treats as equals persons residing in different provinces who have the
same real income, where the real incomes could include differing
amounts of provincial public services.

As discussed above, the benefits of provincial public services financed
by source-based taxes are left out of the definition of income for tax
purposes (regardless of their incidence). In principle, these benefits
ought to be taxed at the federal tax rate in the hands of recipients. The
equivalent of this can be achieved at least potentially by equalizing a
proportion of source-based taxes where the proportion is given by the
average federal tax rate (say, 30 percent). For residence-based taxes,
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NFBs are present to the extent that these taxes introduce progressivity
into the budget. As before, these NFBs represent sources of real income
that are not captured by the federal tax base and so escape federal
taxation. However, as discussed in the ECC Report, federal-provincial
grants can do nothing to correct for this. The NFBs arising from the
redistributive effects of provincial budgets represent gains by some
residents and losses to others, but for each province in aggregate no net
NFBs result. Only a complex set of interindividual transfers can correct
for this source of inequity, and they can be ruled out on the grounds that
the appropriate set would involve the federal government undoing part of
the redistributive actions of the provinces.

It is possible for the federal government to take a hybrid view of
horizontal equity; that is, to use the narrow-based version with respect
to some tax bases and the broad-based version with respect to others.
The EcCC argued for precisely that, taking the view that where no
property rights to NFBs were guaranteed to the provinces by the Consti-
tution, the broad-based view should be taken. Only if the Constitution
stipulated provincial property rights should the narrow-based view be
taken. This led the ECC to recommend that the narrow-based view be
taken with respect to resource revenues, since the Constitution deemed
them to be provincially owned. For all other tax sources, the broad-
based view should be taken. The ECC suggested that the ideal scheme
should fully equalize all non-resource revenue sources, plus all Crown
corporation profits. Only a proportion of resource revenues (including
hydro-electricity rents) ought to be equalized, the proportion being
given by the average federal tax rate.

Finally, it should be noted that intergovernmental transfers for the
purpose of correcting horizontal inequities should be unconditional. The
ideal system would be a so-called net scheme; that is, tax capacities
should be equalized by provinces with above-average tax capacities
giving transfers to provinces with below-average tax capacities. The
appropriate formula would be the national-average tax approach used
until 1983 but broadened to include all revenue sources. In such a
scheme, the federal government incurs no net cost. As an alternative,
the federal government could collect all tax revenues on behalf of the
provinces and turn them over to the provinces as equal per capita
unconditional grants.

Fiscal Inefficiency

The term fiscal inefficiency refers to the misallocation of resources
among provinces in a federation as a consequence of the tax-expenditure
decisions taken by the provinces. This inefficiency can be characterized
as a situation in which the value of the marginal product of a factor of
production varies systematically according to province of use. The
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factor may be capital, in which case its before-tax rate of return varies
across provinces. This is most likely to be due to the varying tax
treatment of capital income. The misallocation of capital by jurisdiction
has not been viewed in the literature as a rationale for intergovernmental
grants, although similar arguments could be applied to it as in the case of
labour, and a system of corrective grants could readily be devised. Such
grants might be considered an unnecessary intrusion into the discretion-
ary powers of the provinces. Almost all of the literature has concentrated
on the inefficiency of the allocation of labour among provinces as a result
of provincial fiscal activities.®

In the absence of taxes and assuming competitive labour markets,
wage rates correspond to the value of the marginal product of labour.
Workers will respond to wage-rate differentials in deciding on their
province of residence. In this manner, if there were no migration costs,
workers would allocate themselves across provinces in such a way that
the values of their marginal products would be equated. This would be an
efficient allocation of labour. If there were costs of migration, the differ-
ences in the values of marginal products in equilibrium would just reflect
migration costs for the marginal workers and, again, there would be an
efficient allocation of labour. In an economy with a federal system of
government, this correspondence between the rewards to labour in
various locations and the values of the marginal product of labour is
upset by the existence of NFB differentials. There is an incentive for
workers to migrate from provinces with relatively low NFBs to those
with relatively high NFBs because the NFB is a reward to be obtained
from provincial government activities on the basis of residence alone.
This incentive is independent of the presence of migration costs. The
magnitude of the latter determines the extent to which the incentive to
relocate will actually give rise to inefficiencies.

The same sorts of NFBs that give rise to fiscal inequities of the broad-
based type also induce inefficient migration. For example, suppose that
one province has a relatively large base for a source-based tax, suchas a
natural resource. The taxation of that resource for the purpose of financ-
ing provincial public services gives rise to NFBs to the extent that the
source-based tax is incident on foreigners and the public service is for
the benefit of residents. Similarly, NFBs can arise from other source-
based taxes (such as the corporate tax or non-residential property
taxes), from the redistributive activities of provincial governments and
from the pricing policies and profits of Crown corporations.

Efficiency considerations dictate that these NFB differentials be elimi-
nated (with the exception of those arising from differences in the cost of
providing public services). Since the NFB differentials are the same as
those that give rise to horizontal inequities, the remedy for fiscal ineffi-
ciencies is the same as that for horizontal inequities of the broad-based
sort. As mentioned, the extent of the NFBs generated from source-based
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taxes and from the redistributive activities of the provincial governments
depends upon the workings of the price mechanism (particularly the
shifting of taxes), upon the nature of provincial public services, and upon
the net progressivity of provincial budgets. In the particular circum-
stances outlined in the ECC Report, fiscal efficiency, like fiscal equity,
would call for the full equalization of all revenue sources. This corre-
sponds to the case in which provinces provide equal per capita public
services for their residents and levy residence-based taxes at propor-
tional rates and whose source-based taxes are, on average, incident on
foreigners. The same sort of provisos we outlined above for fiscal equity
apply here also. Of course, if one opts for the narrow-based view of
horizontal equity, there will be a conflict between the degree of equaliza-
tion called for on_efficiency grounds and that called for on equity
grounds. The former will be greater.

This argument for equalization based upon fiscal efficiency is
designed to correct only for labour market distortions arising from NFB
differences. There are two caveats which ought to be borne in mind, both
involving second-best considerations.

First, capital markets will misallocate capital across provinces if
provinces levy different tax rates on capital income. Given this mis-
allocation, the efficiency case for full equalization may no longer be
valid given the usual second-best arguments. It is not apparent in which
direction full equalization will err. The possibility of misallocation of
capital is a good reason for harmonizing both tax bases and tax rates
across provinces.

Second, there are other federal policies that induce labour misalloca-
tion or that have equalizing components. In principle, the ideal equaliza-
tion scheme should take these into account. They include tariff policy,
regional policy, oil-pricing policy and transport policy. Once again, it is
not obvious what direction these other effects take on balance.

So far, all of the arguments for federal-provincial grants call for uncon-
ditional grants. The final class of arguments to which we now turn would
justify conditional grants designed explicitly to give the provinces an
incentive to undertake or expand certain types of expenditures.

Interprovincial Spillovers

The final argument for federal-provincial grants arises from the fact that
actions taken by one province may confer external benefits on the
residents of other provinces — interprovincial spillovers. It is useful to
think of these spillover benefits as falling into two categories. The first is
conventionally referred to as interjurisdictional externalities and results
when public expenditures undertaken by one province yield direct bene-
fits to the residents of another province for which there would ordinarily
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be no compensation received in a decentralized system of decision
making. The second category of spillover benefits might be referred to as
the “‘gains from trade” from coordinating provincial expenditure pro-
grams in order to ensure that the full benefits of an internal common
market are realized. Let us consider each of these in turn.

INTERPROVINCIAL EXTERNALITIES

Interprovincial externalities are analogous to externalities between
households or firms. A decision maker, in this case a provincial govern-
ment, undertakes an expenditure which yields benefits both to its own
residents and to the residents of other provinces. The externality could,
of course, be reciprocal. The total or social benefits of the activity in
question consist of the benefits to a province’s own citizens and the
benefits to citizens of other provinces. Benefits to a province’s own
residents are referred to as private benefits, and those to other provinces’
residents are external benefits. The presumption is that both sorts of
benefits rise as the level of activity rises. A rational provincial govern-
ment acting on behalf of its own voters would undertake that level of
expenditures such that the marginal cost to itself from the activity
equalled the marginal benefit to its own citizens — to whose benefits
alone it must cater. There is no incentive to take account of the external
benefits accruing to citizens of other provinces. All provinces are liable
to be faced with similar circumstances. The end result would normally
be too low a level of expenditure from a social point of view. Examples of
this phenomenon might include education and manpower training pro-
grams (which are accessible to residents or potential non-residents), and
highways, which are also used by non-residents.

One theoretical remedy is straightforward. It is to subsidize each
provincial government to undertake the socially efficient level of expen-
ditures.® The appropriate form of subsidy would be a conditional grant
with a matching rate corresponding to the proportion of the benefits of
the expenditures which spill over to the residents of other provinces.
This is the remedy analogous to the Pigovian subsidy in the context of
interpersonal or interfirm externalities.

This remedy, however, is virtually impossible to implement. As with
any externality, the external benefits are difficult to measure: they do not
correspond to any price that can be observed on markets. Furthermore,
unlike externalities among households or firms, even the private benefits
are hard to measure. It is also difficult to know how closely provincial
government behaviour corresponds to ideal behaviour. Unlike house-
holds or firms, one cannot presume that public expenditures are chosen
in such a way that marginal benefits equal marginal costs. Therefore it is
difficult, if not impossible, to know what the appropriate matching rate
should be. In practice, it will be chosen in a more or less arbitrary
fashion.
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COMMON MARKET ISSUES

It is often argued that tax harmonization is important in the presence of
mobile factors and goods; so also is coordination on the expenditure
side — including expenditures both on goods and services and on trans-
fers. The free flow of goods and services in a federation will be enhanced
to the extent that expenditure programs are uniform across jurisdictions.
The strength of this argument depends upon how closely one would wish
the federation to mimic a unitary state in terms of the expenditure
programs undertaken. There may be good reasons for not interfering
with the decentralized decision making of lower levels of government
despite the impediments they may impose on the free flow of goods and
factors of production. An important class of reasons concerns the fact
that there may be systematically different preferences for various types
of public services on the part of persons living in different provinces. The
conflict between the desire for unimpeded mobility of goods and factors
and the desire for decentralized decision making to respond to taste
differences is one that must be resolved ultimately by the political
process.

There are several areas of provincial jurisdiction where it might be
desirable to have some mechanism for enforcing uniformity on programs
in provincial jurisdictions. Those that affect labour mobility might
include medical and hospital insurance, pensions, welfare, education or
manpower training. There are other areas that might primarily affect
capital mobility, such as industrial infrastructure, resource and agri-
cultural development and transportation. Since these areas are normally
within provincial jurisdiction, the federal government cannot directly
ensure their uniform provision across provinces. Instead, it can influ-
ence them indirectly by the use of conditional grants; that is, by the use
of the so-called spending power. In this case, there is no obvious reason
why any particular matching formula should be appropriate, provided
the grant were conditional. The size of the grant could be completely
unrelated to what a recipient government decides to spend. The object is
not necessarily to induce the provinces to expand their expenditures as
in the case of externalities, but only to ensure that their expenditures
correspond to a given degree of uniformity as stipulated by the condi-
tions of the grant.

Since the purpose of these grants is to allow the federation to exploit
collectively certain gains from an internal common market — gains
which might otherwise be dissipated under decentralized decision mak-
ing — one would expect that agreement could be secured among the
provinces and the federal government in the first place. Indeed, this
should be true whenever the spending power is used for any reason
(including that of correcting for externalities). It might be argued that this
is a test which the use of the spending power should always be required
to pass; both the federal and provincial governments should agree to it.
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There is another circumstance in which the federal government may
use the spending power to ensure uniformity, and that is when the
program under consideration falls jointly under the jurisdiction of the
federal and provincial governments. The provision of welfare might be a
case in point. Its purpose is partly to provide social welfare, which is a
provincial responsibility, and partly to redistribute income, which can
also be construed as a federal responsibility. Similarly, agricultural
policies might involve this sort of split jurisdiction. The case for the use
of unilateral spending power in these circumstances may be somewhat
stronger.

Existing System of Federal-Provincial Transfers:
The Problems

The evaluation of the existing system of transfers implies some view
about the ideal system. As was stressed in the previous section, the ideal
system depends upon one’s interpretation of constitutional issues, one’s
value judgment about the appropriate notion of equity and one’s judg-
ment concerning certain key stylized facts about the workings of the
economy (the incidence of source-based taxes, the mobility of factors,
etc.). Having said this, let us for the sake of presentation adopt what the
ECC Report regards as a reasonable constitutional/ethnic/empirical
position — characterized as follows.

Constitutional Provincial decision making ought not to be interfered
with in areas of clear provincial jurisdiction except with provincial
consent. These latter cases include those in which national gains from
trade can be had from correcting interprovincial spillovers and from
coordinating taxes or expenditures. Otherwise, provinces ought to be
free to determine their own budgetary policies, including their
redistributive activities.

Ethical The broad-based view of horizontal equity should prevail
except in the case of resource rents. In this case, property rights have
been explicitly granted to the provinces by the Constitution Act, 1867, so
the narrow-based view is proper.

Empirical The economy is essentially a small, open economy. Pro-
vincial source-based taxes are on average incident on foreigners. Those
which are incident on residents are offset by those which are incident on
the residents of other provinces (see note 7). Residence-based taxes are
roughly proportional and provincial expenditures provide quasi-private
goods of roughly equal per capita value to residents of the province.

Under these circumstances, the broad outlines of an ideal system of
federal-provincial transfers can be sketched. Much hinges on the equal-
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ization scheme, since the transfers of tax points and tax room are
equalized. The ideal equalization scheme would be a net scheme which
equalizes fully the tax capacity of all taxes except resource revenues. On
equity grounds, a proportion of the latter should be equalized, given by
the average federal tax rate (say, 30 percent), since these revenues
represent a source of real income to provincial residents that would
otherwise escape federal taxation. The equalization should be on tax
capacity and should be calculated at national-average tax rates applied
to provincial tax bases. All provincial and local tax revenues should be
included as well as Crown corporation profits and hydro rents, whether
dissipated by low prices or not. In measuring tax capacity, particular
attention should be placed on resource revenues since, for them, the tax
bases used by provinces may not correspond to tax capacity. It would be
more appropriate to use resource rents as a reflection of tax capacity. In
fact, it would be much more appropriate for provinces themselves to use
rents as their tax bases rather than production or revenues, as at present,
but this is something for the provinces to decide.

The existence of a set of Tax Collection Agreements much like the
present one seems appropriate, with the division of tax room between
the federal and provincial governments subject to negotiation. The
choice of tax bases for personal and corporate taxes should also be
subject to negotiated agreement, as should amendments to these bases.
In principle, provinces could have rate structures separate from the
federal government and be allowed to set their own rate levels as a
proportion of the tax base. This would increase slightly compliance
costs by taxpayers compared with the present system, but it would avoid
the problem of provincial revenues changing when the federal govern-
ment changes the tax base, as under the present system.

Other federal-provincial transfers not undertaken for reasons of inter-
provincial spillovers should be equal per capita across provinces. The
exact magnitude of these depends upon the amount of tax room left to
the provinces by the Tax Collection Agreements. The two methods of
getting revenues to the provinces are equivalent, since equalized tax
room approximately equals per capita grants under an ideal equalization
scheme. Only the accountability for raising taxes will differ. The magni-
tude of per capita transfers should depend upon the aggregate revenue
needs of the provinces compared with the revenue already provided
from their own sources. The conditional nature of any of these transfers,
if desired to coordinate provincial spending programs, should be subject
to federal-provincial agreement. Such agreement should always be pos-
sible if there are gains to be exploited. Matching conditional grants are
appropriate in cases in which spillovers among provinces exist. Here
again, agreement should be possible between the federal government
and the provinces before the spending power is used in this way.

These broad prescriptions concern the structure of federal-provincial
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transfers rather than their exact magnitude. The latter will always be a
matter of political judgment. The structure is, of course, contingent on
acceptance of the principles outlined above. There may be good reasons
for advocating a different structure on grounds of disagreement with
these principles. Our objective in the following section will be to judge
the main components of the existing federal-provincial grants against
these norms. We begin with equalization since, as mentioned, its struc-
ture has implications for some of the other schemes. We will then
consider, in turn, the Tax Collection Agreements, Established Programs
Financing, and the Canada Assistance Plan.

Equalization

The Breau task force took as the objective of equalization the guarantee
that all provincial governments have the fiscal capacity to ensure com-
parable levels of public services at comparable levels of taxation. This is
a somewhat stronger statement than that found in the Rowell-Sirois
Report, which was concerned only that minimum standards of services
be provided at reasonable tax rates. The investigations of the ECC into
the underlying economic rationale for equalization gave credibility to
the Breau task force notion. Essentially, the ECC argued that, on
grounds both of equity and efficiency, the full equalization of tax capaci-
ties was justified. The arguments were enumerated in the preceding
section of this paper. The only stricture on pursuing this objective is a
constitutional one concerning the provincial property rights to
resources. In view of this, and despite efficiency arguments to the
contrary, the ECC felt constrained to take a narrow-based view of
horizontal equity with respect to resource revenues, and to advocate
equalizing only a proportion of them. Let us use the ECC ideal as a
benchmark against which to compare the existing system.

There are several ways in which the existing system and its immediate
predecessor differ from this ideal. We shall deal with these differences
point by point. There are also some alternative proposals that we might
Judge against the ECC version. These also will be dealt with in the points
below.

NET VERSUS GROSS SCHEMES

The ideal system of equalization is self-financing; positive payments to
“have-not” provinces would be offset by negative payments from
“have” provinces. There would be no net contribution by the federal
government. This is referred to as a net scheme. Under a representative
tax system (RTS) approach to equalization — the type used in
Canada — a net scheme would be mechanically easy to apply. It would,
however, require that payments into the scheme be made by provinces
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with tax capacities above the national average. Canadian equalization
has always been on a gross basis. Equalization is paid to the have-not
provinces out of revenues raised by the federal government. It is highly
unlikely that these revenues would be incident across provinces in a
manner anything like that which a net scheme would produce. There-
fore, a gross scheme could not be fully efficient or equitable when judged
by ideal standards. If one adopted the ECC view of the ideal equalization
scheme, a gross scheme would be ideal only if the federal government
collected all tax revenues on behalf of the provinces and distributed
them to the provinces on an equal per capita basis rather than according
to the principle of derivation. Of course, this happens to a certain extent
now. EPF transfers are effectively equal per capita transfers from the
federal government to the provinces. To that extent, EPF transfers
contribute to the aims of equalization.

The Breau Report outlines some strong reasons as to why a net
scheme would not be politically acceptable. It argues that the federal
government has a responsibility for correcting regional disparities and
that equalization could be viewed as an appropriate instrument. In
addition, the Constitution explicitly makes the federal government
responsible for making equalization payments. Of course, these argu-
ments may not be compelling since there is nothing in the Constitution
preventing the federal government from extracting negative equalization
from the have provinces. However, from a practical point of view, there
is no reason why the have provinces should agree to such payments,
except, perhaps, as insurance against becoming have-not provinces
themselves. (As an alternative, the federal government could impose
differential federal income tax rates by province.)

It should be realized that there is an element of net equalization in the
present scheme. One could view the revenue-sharing agreements
between resource-producing provinces and the federal government as a
way of obtaining equalization revenues from the have provinces to
finance equalization payments to the have-not provinces. The energy
agreement signed with Alberta gave the federal government a share of oil
and gas revenues very close to what would be required to finance the
equalization owing to the have-not provinces using the narrow-based
view of horizontal equity.!? In addition, the spreading of rents across the
nation by artificially low energy prices represents a way, albeit arbitrary
and inefficient, of equalizing resource revenues on a net basis.

In the end, it is probably unrealistic to imagine a full net scheme
coming into operation. Perhaps the best that can be hoped for is that the
gross scheme does all that it is capable of doing: bringing have-not
provinces up to the national average. To the extent that this is supple-
mented by pseudo-equalization arrangements such as revenue sharing
and EPF transfers, all the better.

Boadway 25



EQUALIZATION IN THE EXISTING SYSTEM

The ideal equalization scheme would equalize tax capacities to the
national average. Up to 1982, equalization was based on a representative
national average standard (RNAS).!" Under this scheme, provinces
obtaining less than the national-average per capita tax revenues by
applying national-average tax rates of a representative set of taxes to
their bases would receive enough equalization to bring them up to the
average. If such a scheme were applied comprehensively to all revenue
sources, it would correspond to the ideal.

The RNAS was abandoned in 1982 in favour of the representative five-
province standard (RFPS). Under this system, all provinces are provided
with enough equalization to raise their tax capacity up to the average of
Ontario, Quebec, Manitoba, Saskatchewan and British Columbia. In
effect, the resource-rich province of Alberta is omitted, as are the four
Atlantic provinces, traditionally the least well-off. Unless the average
per capita tax revenues raised at national average tax rates under the
RFPS happened fortuitously to equal those under the RNAS, the RFPS
would not be ideal. Instead, it would represent an arbitrary deviation
from the ideal.

There are several adverse consequences of the RFPS, at least as
judged by economic criteria. We shall list these below. The first two
listed would not be viewed as adverse by the policy makers since they
represent, not an unintended consequence of the RFPS, but the very
rationale for adopting it. Nonetheless, from the standpoint of an ideal
equalization system, they are aberrations. The consequence is a system
that effectively amputates a good part of the economic purpose of
equalization.

Oil and Gas Revenues

Since Alberta is not one of the five provinces in the standard, the average
tax base to which national-average tax rates are applied in the case of oil
and gas is negligible compared with that under RNAS. Consequently,
Alberta’s tax capacity in oil and gas (and other resources) is not equal-
ized. This, of course, was one of the aims of the RFPS — to eliminate the
cost to the federal government of equalizing oil and gas revenues. The
argument used by the federal government was that it was unrealistically
expensive to equalize these revenues, presumably because the federal
government did not have direct access to them. In order to avoid the
arbitrary measures that had been taken in the past to reduce resource
equalization (such as including only one-half of resource revenues in the
formula, capping them, and excluding the scale of Crown leases), a
formula was devised which ostensibly treated oil and gas revenues on an
equal footing with all other revenue sources but effectively eliminated
them from the scheme by leaving Alberta out of the national average.
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The difficulty with this argument is that the justification for avoiding
oil and gas equalization based on a federal revenue constraint is invalid.
As mentioned, the energy agreement reached between the federal and
Alberta governments, in fact, gave the federal government access to
resource revenues in roughly sufficient quantities to finance oil and gas
equalization according to the narrow-based view. Thus, the argument
that the federal government had no access to resource revenues to
finance equalization could not be used to justify eliminating equalization
from the scheme. In addition, there is nothing to prevent the federal
government from using its corporate income taxing power to obtain a
larger share of the resource rents. Indeed, this would be a particularly
efficient way to do so.

Ontario Denied Equalization

Under the RNAS, Ontario would have been designated a have-not prov-
ince by 1977-78. However, it has never collected any equalization. For
one thing, the Ontario government has never appeared to desire any
equalization, at least in the amounts owing to it at that time. For another,
the introduction of the personal income override, by which any province
with per capita personal income above the national average could not
receive equalization, effectively excluded Ontario from equalization
under the RNAS. This was viewed as an unsatisfactory solution, since it
appeared to some observers (including the Breau task force) to be an
arbitrary measure designed specifically to exclude Ontario. It seemed to
be desirable to establish a set of general rules rather than arbitrary
measures. The first general rule attempted was to switch from the RNAS
to an Ontario standard by which the Ontario tax base would be used as a
benchmark for equalization. Obviously this would have excluded
Ontario. In the process, however, it had a number of other undesirable
consequences that led to its undoing.!? The replacement by the RFPS
appeared to be less arbitrary, avoided some of the adverse incentive
difficulties of the Ontario standard, but still had the effect of turning
Ontario into a have rather than a have-not province as under the RNAS.
Since the RFPS is itself arbitrary, this seems a no less arbitrary way of
excluding Ontario than any other.

Have-not Provinces’ Resource Revenues

By eliminating Alberta from the average tax base, the five-province per
capita average resource tax base is very low relative to the national-
average. The oil and gas revenues of Alberta do not get equalized.
However, oil and gas revenues of the have-not provinces (e.g., New-
foundland and Nova Scotia) would reduce, comparably, the equalization
entitlements of these provinces. This is because these revenues enter the
formula as a component of the provinces’ per capita tax base and are
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subject to equalization at the national-average tax rate. Thus, equaliza-
tion owing to the have-not provinces falls by the national-average tax
rate applied to the provinces’ tax base. Indeed, as we shall argue below,
additional resource revenues of the have-not provinces may well be
equalized at more than 100 percent. If their tax rates are below the
national average, they will lose more in equalization than they will gain
in resource revenues.

In any case, it is anomalous on equity grounds that the have-not
provinces should be fully equalized on their own natural resource reve-
nues, but should not have any equalization owing on account of the
massive resource revenues of Alberta. It is also inefficient since it
imposes a strong disincentive for provinces like Newfoundland to
exploit their own natural resources.

TAX BASES INADEQUATE FOR RESOURCES

Under both the RFPS and the RNAS, as well as under most other
proposed schemes, tax capacities are approximated by actual tax bases.
That is, what are equalized are the revenues that would be obtained by
applying the national-average tax rates to the differences between the
national average per capita tax base (or the five-province per capita tax
base) and the tax base per capita in each province. In the case of most
taxes this is a reasonable procedure to follow. However, in the case of
resources, it can lead to two anomalies.

First, resource tax bases themselves are not exogenously given to the
provinces. Provinces can influence the rate at which resources are
discovered and developed and, thus, can influence the tax base itself.
Since increments in the tax base reduce equalization entitlements
directly, the equalization formula can impose a significant disincentive
to develop resources, depending on the proportion of resources equal-
ized. With resources entering fully into the RFPS formula, the disincen-
tive can be significant. Even under the RNAS the disincentive could be
significant. If a have-not province levied the average tax rate, and if it
had an insignificant impact on the national average tax base, then
equalization could impose a 100 percent tax on provincial resource
revenues if the latter entered fully into the formula, or a 50 percent tax if
only half of them entered.

Second, the tax base used for resource revenues is not a suitable
indicator of the revenue-raising potential of the resource. Much of
resource revenues are production royalties that are levied either on the
quantity of output produced or on its value. However, the revenue-
raising potential may be more closely reflected in the rents of the
resource. Provinces whose resources can be recovered at lower cost can
levy higher royalties than provinces having high-cost sources — given
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that both must end up selling at the same competitive price. Further-
more, marginal discoveries presumably cost more than inframarginal
discoveries. The consequences of this are as follows. If, for example,
Newfoundland acquires oil deposits in the Hibernia, which is relatively
high cost, the revenue produced will appear in the equalization formula
as an increment to Newfoundland’s base and will be equalized at
national-average tax rates. If the national-average tax rate exceeds
Newfoundland’s royalty rate, the equalization entitlement will fall by
more than the extra resource revenue generated by the royalties.!® In
effect, Newfoundland will be taxed at a rate greater than 100 percent by
an equalization formula which equalizes 100 percent of resource reve-
nues as under the RFPS. Newfoundland could do very little about this
excess tax rate except not to exploit the resource because the high cost
of extracting the resource precluded the province from raising royalty
rates to the national average.

This latter difficulty will be partly avoided under the ECC scheme,
since much less than 100 percent of resource revenues would be equal-
ized. Nonetheless, some disincentive to development still exists. The
difficulty is that actual tax bases are not a reliable indicator of tax
capacity in the case of resource rents. The tax capacity is probably better
measured by the potential rents of resource properties in the province.
The problem could be partly avoided if provinces used rents (or income)
as a tax base for resources rather than revenues or output. In fact, this
would solve the second problem. However, to solve the first problem
involves using potential rather than actual rents as a tax base. Obviously,
this would be difficult to administer.

EQUALIZATION OF RESOURCES REVENUES

The proportion of resource revenues one wishes to equalize depends
upon one’s view of equity and on the trade-off between equity and
efficiency. The ECC leaned on constitutional arguments to suggest that
only a proportion of resource revenues should be equalized, the propor-
tion being given by the federal tax rate. The pre-1982 RNAS did equalize
only a part of resource revenues; however, that part was determined in a
relatively arbitrary manner. The RFPS system now in effect purports to
equalize at 100 percent but, of course, it omits from the standard tax base
all resources found in Alberta and the Atlantic provinces. The ECC view
would seem to be the preferable approach because it is based on national
average standards, because it is based on a reasonable view of equity and
because it avoids some of the disencentives of the RFPS system.

An alternative proposal, and one not too different from that of the ECC,
is that of the Breau Report,'# which argued that the proportion equalized
should be given by provincial income tax rates. The argument was based
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on the view that, if the resources had been privately owned, this is the
amount of provincial revenues that would have been collected in taxes
and would have entered the equalization formula. In fact, resources are
not privatized so the “as if” situation is purely hypothetical. There is no
particular reason why equalization should be based on a set of circum-
stances that do not in fact exist.

CEILING ON EQUALIZATION IN EXISTING SYSTEM

Under the existing system, equalization payments are precluded from
growing more rapidly than the growth in nominal GNP. This cap is imposed
essentially to prevent costs to the federal government from escalating.
There is no economic reason for this ceiling; its imposition is essentially
arbitrary. If the federal government wishes to reduce aggregate transfers to
the provinces, or implicitly to increase its own tax room, it should do so by
EFP transfers or tax room directly rather than by cutting back equalization
whose magnitude is based on other considerations.

INCLUSION OF PROVINCIAL GOVERNMENT SAVINGS

Both the Breau Report and the ECC Report argued that provincial
revenues that were saved rather than spent should be exempted from
equalization. The prime example of this is the Alberta Heritage Fund.
They argued that only interest earned and spent or the drawing down of
the fund ought to be equalized. The rationale for this suggested treat-
ment of provincial savings is that, since they are not used to finance
current provincial services, they do not contribute to differences in the
ability of provinces to provide services at comparable tax rates. The-
oretically such a view is correct. However, the administrative implica-
tions could be considerable. Provincial budgets must be monitored to
determine what proportion of revenues are spent and what are saved. To
be fully consistent, provinces that run a surplus would have their equal-
ization reduced, while those that have deficits would have equalization
increased. This would introduce an element of uncertainty into the
system.

Fortunately, from a present-value point of view, the amount of savings
accumulated in a heritage fund is equivalent to future interest and
decumulations. Thus, it should not matter (except for timing) whether
equalization is based on tax receipts on a cash-flow basis, or whether it is
restricted to those that are actually spent. It would be simpler to equalize
all revenue sources (except for interest) regardless of whether they are
devoted to current or future expenditures on public services.
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DISCRIMINATION AGAINST LOW INCOME PROVINCES

The Breau Report pointed out a way in which the existing equalization
system may work to the disadvantage of low-income provinces. In
equalizing the personal income tax, only tax revenues actually collected
are included in the formula. There are varying numbers of taxpayers
across provinces who would be in a non-taxpaying position, or who
might reasonably be regarded as potentially negative taxpayers. The
provinces may be making income transfers to them in the form of welfare
assistance and tax credits. The equalization system does not account for
these persons.

From a theoretical point of view, this is a legitimate complaint. The
argument for full equalization of residence-based taxes, like the income tax,
rests on their being incident on taxpayers roughly in constant proportion to
income. If the system is more progressive than that, more than full equaliza-
tion is called for. The existence of a group of non-taxpaying persons or
transfer recipients implies that the system is more progressive than a
proportional tax. This would tend to lend weight to the desire for more
rather than less equalization to low-income provinces.

INCLUSION OF HYDRO-ELECTRIC RENTS

As pointed out in the previous section concerning the economic
rationale for grants, one can regard the rents generated by provincially
owned hydro-electric resources as an appropriate item for equalization.
These rents can take the form either of profits of Crown utilities that
currently go untaxed and thus are not equalized, or they can be dissi-
pated as lower prices to resident consumers. As the ECC showed, the
magnitude of these rents can be substantial. In principle, they should be
equalized on the same basis as other resources. If we take the narrow-
based view of horizontal equity, a proportion equal to the federal tax rate
on residence-based taxes should be equalized.

NEED AND COST DIFFERENCES

The ability to provide national average levels of public services at
national-average tax rates can depend critically on differences in cost
per service and need per capita across provinces. On equity grounds one
would like the equalization system to account for such differences. The
U.S. revenue-sharing system and the Australian system of grants do so
in crude ways. As well, some conditional grants do so. The difficulty
here is not one of principle but of measurement. How to devise a
comprehensive index of need or cost, covering all public services that
could be used in an equalization formula is not obvious. Nor is it
obvious, even qualitatively, which of the provinces would be expected to
be favoured by the inclusion of need or cost factors.
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PUBLIC INFRASTRUCTURE

Not all public services are quasi-private goods provided to residents.
Some are intermediate goods including capital infrastructure, while
others are public goods. The ideal equalization system would take these
into account. In the case of infrastructure, as we saw earlier, to the
extent that these benefits ultimately accrue as factor incomes, they need
not be equalized; if they ultimately benefit residents through lower
output prices, they should be equalized. It is rather difficult to be certain
as to exactly how the benefits of public spending are distributed. In
addition, the full benefits from current infrastructure spending may not
accrue until several years down the road. On balance, however, the fact
that some spending is on intermediate goods would argue for less than
full equalization.

In the case of pure public goods, one cannot be sure. Pure public goods
yield economies of scale in consumption, so that the larger the popula-
tion, the greater the benefit per tax dollar of public goods. How this
could be implemented into an equalization scheme is not obvious.

SECOND-BEST ARGUMENTS

The system of equalization is not the only manner in which real income is
redistributed across provinces. Many other federal policies impart pro-
vincial or regional biases. Subsidies to firms assist low-income provinces
as does the unemployment insurance scheme. Tariffs are presumed to
assist Central Canada. Transportation policy favours the Prairies and the
Maritimes. Tax policy has ambiguous effects. Some taxes favour the
manufacturing industries (e.g., the corporate tax); others do not (e.g.,
the manufacturer’s sales tax). The same is true for resource industries.
Other conditional grant programs may favour some provinces rather
than others. Ideally, one would like to take all these into account in
designing the ideal second-best equalization scheme. In practice, this is
impossible, since no reliable estimates of the net impact of all federal
programs by province are available. Nor is it obvious a priori which
provinces are favoured and which are not. For example, the provinces
themselves would not agree unanimously on who has gained and who
has lost by existing policies. Thus, it is not clear how these second-best
considerations can be taken into account.

MACRO-INDICATOR APPROACHES

Some authors have argued that the equalization scheme could be sim-
plified if it were based on an aggregate such as per capita income. !5 That
is doubtless true. However, it is not obvious what would be gained from
such a system. The amount accruing to each province would bear no
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particular relation to that which would be called for on the grounds of
either efficiency or horizontal equity as defined above.

Tax Collection Agreements

The Tax Collection Agreements fulfil several important functions in the
economic union. First, they are the vehicle by which income taxes are
harmonized among the governments that are party to them (i.e., all
provinces except Quebec in the case of the personal income tax, and all
provinces except Alberta, Ontario and Quebec for the corporation
income tax). As such, they contribute to the unimpeded free flow of
goods and services. Second, they establish a set of allocation rules for
dividing provincial tax revenues according to their province of origin.
Given the recent controversy over “unitary taxation” in the United
States, the continuance of such a system, even though only a crude one,
is important. Third, by having the federal government collect taxes for
both itself and the provinces simultaneously, the administrative costs of
tax collection are economized. For these reasons, most observers
acknowledge that the Tax Collection Agreements are a valuable adjunct
to the more explicit federal-provincial grants.

Nonetheless, in recent years there has been considerable concern
about the operation of the agreements and especially about the friction
that has developed between the federal and provincial governments. In
this section, the most apparent of these concerns are discussed, and
some suggestions for reform are presented. Much of the concern stems
from the conflicts that naturally arise in a federal system from the
benefits of a centralized, uniform system of taxation and the benefits of
decentralized, discretionary decision making by the provinces. The
ideal federal tax system would be that in which one obtains the benefits
of centralization in the form of tax harmonization and low collection
costs while at the same time accommodating the desires of the provinces
to pursue their own tax policies and structures in accordance with the
desires of their limited constituencies in a manner that does not unduly
fragment the economic union. It is not obvious that such an ideal could
ever be achieved. Uniformity ultimately conflicts with provincial auton-
omy. The appropriate compromise is a matter of political judgment.

In what follows we present and discuss briefly the major irritants in the
existing system. Many of these have also been discussed in the recent
Ontario Economic Council study entitled A Separate Personal Income
Tax for Ontario, hereinafter referred to as the OEC Study.

UNILATERAL ACTIONS BY FEDERAL GOVERNMENT

Under the present system, the personal income tax collected for the
provinces is based on a provincially determined tax rate applied to basic
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federal taxes payable. In the case of the corporate tax, the provinces
select a tax rate to apply to taxable income. In both cases, actions by the
federal government will affect both the amount of tax collected and its
allocation among taxpayers. In the case of the personal income tax, the
provinces must adhere both to the base and to the rate structure deter-
mined by the federal government. Unilateral changes in either of these
by the federal government will affect both the revenues of the provinces
and the degree of progressivity of their taxes. A negative revenue effect
above a threshold is cushioned for one year by the revenue guarantee,
but after that provincial countervailing action must be taken to restore
tax revenues.

Three sorts of objections may be raised to this by the provinces. The
first is that the federal government is able to change, unilaterally, the
base of the personal income tax that is, after all, a tax field jointly
occupied by the provinces. The second is that the provinces have no
scope for altering the progressivity of their personal income taxes,
except through the use of special credits, tax reductions and surcharges.
The third is that the federal government can unilaterally affect the
revenue-raising ability of the provinces, since provincial tax is deter-
mined as a proportion of federal tax. The latter two could be dealt with,
at least partially, if the provinces were allowed to apply their own rate
structures to a commonly agreed base. This idea, proposed by the OEC
Study, would not introduce a great deal of complexity into the system
and would provide the provinces with considerable discretion over the
progressivity of their own taxes. In addition, it would be possible to
dispense with the revenue guarantee since federal tax-rate changes
would no longer cause changes in the taxes collected for provincial
governments. The costs of this system would be the minimal additional
collection costs plus some reduction in tax harmonization.

The unilateral federal choice of a tax base is more problematic. The
desirability of a common tax base is strong; therefore, some centralized
mechanism must be used to determine it and to introduce changes when
needed. The issue is whether or not that authority ought to rest solely
with the federal government. One possibility also suggested by the OEC
would be to establish a federal-provincial tax structure committee
which, at the very least, could perform a consultative role in determining
the tax base. Whether it would have actual decision-making power over
the tax base is another matter, given the reduction in federal budgetary
flexibility this would imply.

The corresponding problems with the corporate tax are less severe,
since the provinces already apply their tax rates directly to the common
base rather than to federal taxes. They are, therefore, able to set their
own rates and to vary them independently if they so desire. Nonethe-
less, they are obliged to use the same base as the federal government,
and so the federal-provincial tax structure committee would presumably
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also have a role in determining the tax base and changes to it. The ability
of the provinces to set their own corporate tax rates is not without costs,
since capital allocation is presumably highly responsive to corporate tax
rates. Realistically, there is probably nothing that can be done about this.

INABILITY OF PROVINCES TO INTRODUCE
SPECIAL MEASURES

Another argument stressed by the OEC Study is that there is only limited
flexibility allowed to provinces to introduce their own credits and sub-
sidies. In fact, what the federal government has been willing to admin-
ister (for a fee) are credit/subsidy measures that are administratively
simple, that will not erode the harmonization or uniformity of the tax
system and that will not jeopardize the economic union. The federal
government retains discretion as to what measures do or do not satisfy
these criteria. Two points might be made here. The first is that the above-
mentioned tax structure committee could be involved in determining
which credits and subsidies are admissible and which are not. Second, as
the OEC Study recommended, the tax credit system could allow the
provinces more freedom to institute measures that do not discriminate
against other provinces’ residents or firms. They argued that it was folly
not to allow this sort of thing since the provinces would, in any case,
introduce them outside the personal or corporate tax systems in another
form. Indeed, they might be induced to leave the Tax Collection Agree-
ments if they were denied some measure of discretion.

The OEC also suggested that the provinces might well be asked to
conform to some ““code of economic conduct.” The exact nature of this
code was left rather vague, but the intent would be to ensure that
provinces do not engage in measures that erode the economic union by
discriminating against the residents of other provinces.

NOT ALL PROVINCES INCLUDED IN AGREEMENTS

One of the apparent barriers to complete income tax harmonization is
the fact that not all provinces are party to the Tax Collection Agree-
ments. Quebec administers its own personal income tax, and Alberta,
Ontario and Quebec have their own corporate taxes. This is at least
partly due to a dissatisfaction with the amount of discretionary power
residing with the federal government in matters relating to the choice of
tax base and the use of discriminatory provisions. These provinces have,
nonetheless, abided by the base used by the federal government as well
as by the allocation rules. They are, however, free to introduce provin-
cially discriminatory measures, and this can be regarded as one of the
real disadvantages of the provinces going their own ways. Examples of
this include special incentives for provincial firms to invest in the prov-
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ince or measures introduced enabling persons to put their savings into
provincial securities, as with the Quebec Stock Purchase Plan. One of
the advantages of reducing the ability of the federal government to make
unilateral and unannounced changes would be that provinces might be
less inclined to go it on their own. Even so, provinces may still prefer to
withdraw because of the strictures on discrimination. For example,
Alberta apparently withdrew from the corporate tax agreement in order
to have the ability to use tax incentives to encourage local firms. The
ability of provinces not adhering to the Tax Collection Agreements to
introduce discriminatory measures against which others cannot retaliate
is a difficult irritant for which there is no easy remedy. The best that can
be done is to reduce the “price” of joining the Agreements.

NOT ALL TAXES INCLUDED

The Tax Collection Agreements currently cover only the personal and
corporate taxes, since these are the main tax bases actually co-occupied
by both levels of government. Nonetheless, the provinces levy other
sorts of important taxes, and some degree of harmonization would be
desirable for them as well. There are two other main revenue sources in
which uniformity is distinctly lacking: commodity taxes and resource
taxes. In the case of commodity taxes, bases differ among provinces, as
do rates. It is not obvious that an arrangement like the Tax Collection
Agreements would be appropriate here, since there do not seem to be
any special advantages to centralized collection. The bases are not co-
occupied by the two governments. Nor is the degree of disharmony great
enough to impede the free flow of goods and services significantly.

The case of resource taxation is a cause for greater concern. There
exists a wide variety of provincial practices in taxing resources, both
renewable and non-renewable.!® Some provinces levy royalty-type taxes
based either on quantity of output (per unit royalties) or on its value (ad
valorem royalties). Others levy taxes on income or profits defined in
various ways. Some provincial taxes on resources are flat rate; others are
graduated. Some have taxes on the value of resource stocks held, and
some have exploration and development incentives.

The effect of these different tax treatments is twofold. First, they
cause a misallocation of investment and employment in resource indus-
tries among provinces. Second, the manner in which resource taxes are
levied is highly distorting. Ideally what one wants is a tax on rents per se
rather than taxes on output or revenues. A tax on rents is neutral, while a
tax on output discourages production, in some cases quite substantially.
It is now well-known from the public finance literature that rent taxes are
feasible from an administrative point of view.!” Furthermore, they could
easily be collected with ordinary corporate tax revenues since they use
basically the same information. This suggests that one useful extension
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of the Tax Collection Agreements upon which the provinces might well
agree is provincial resource taxes. Both the coordination of tax bases
and the institution of an efficient system of resource taxes could be
accomplished at the same time.

FEDERAL PRE-EMPTION OF TAX ROOM

The provinces have the freedom to set the tax rates that they desire, given
the rate of federal tax already in existence and given the magnitude of
transfers from the federal government to the provinces. As we have argued,
providing tax room to the provinces is, in a broad sense, an apt substitute for
making federal-provincial transfers, given a sensible equalization system. It
would seem reasonable that the overall means of getting tax revenue to the
provinces, whether by tax room or outright transfers, ought to be the
subject of negotiation. This is one of the matters on which an advisory body
(such as the federal-provincial tax structure committee recommended by
the OEC Study) could be consulted.

The basic point to emerge from our consideration of the Tax Collec-
tion Agreements is that they fulfil a very important function in the
federation by harmonizing some of the tax bases. Most suggestions for
reform have had to do with strengthening the Agreements by making
them more palatable to the provinces. The most concrete proposals
include: allowing the provinces to stipulate their own tax structures to be
applied to the agreed tax base; allowing the provinces considerable
leeway in establishing their own credits and subsidies provided they are
non-discriminatory; enforcing tax harmonization by a code of economic
conduct; introducing the requirement for more consultation before
action is undertaken to change a tax base; and allowing consultation on
the broader issue of the division of tax room on shared bases.

Established Programs Financing

The issues surrounding established programs financing (EPF) fall into
four historical phases. It will be convenient to deal with them chronolog-
ically. The first phase was the pre-1977 period when the federal-provin-
cial cost-sharing arrangements for medicare, hospital insurance and
postsecondary education were in effect. This was followed by the first
five-year period of EPF, 1977-82. Next came the EPF arrangements
beginning in 1983. Finally, there is the Canada Health Act'8 that changes
the terms of the existing EPF transfers.

FEDERAL-PROVINCIAL COST SHARING TO 1977

Prior to 1977, medicare, hospital insurance and postsecondary educa-
tion was financed jointly by the federal and provincial governments. This
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was accomplished by a set of matching conditional grants of a particular
sort. In the case of medicare, the federal government contributed to each
province 50 percent of the per capita national average costs multiplied
by the province’s population. With hospital insurance the per capita
transfer was made up of 25 percent of the national average costs plus 25
percent of the actual costs to the province to which the transfer was
being made. Thus, in neither of these cases were the provinces spending
50-cent dollars at the margin. Provincial medicare expenditures were
virtually unsubsidized at the margin (except to the extent that a prov-
ince’s expenditures raised the national average). Provincial hospital
expenditures were subsidized at the rate of 25 percent. In the case of
postsecondary education, provinces received an equal per capita grant
prior to 1967. This was replaced by a system of tax abatements plus a
cash transfer of the greater of 50 percent of operating expenditures or $15
per capita. The latter would rise thereafter at the national rate of growth
of postsecondary education operating expenditures and could also be
regarded as a conditional grant with a virtually zero marginal subsidy
rate. The noteworthy characteristics of this system of cost sharing are
that: the grants were conditional; the marginal subsidy was often very
small; and the subsidy rose at roughly the rate of growth of total provin-
cial government expenditures in these areas.

Three sorts of concerns with these cost-sharing arrangements led to
their abandonment: induced inefficiencies, the mix of matching and per
capita elements, and cost to the federal government.

Induced Inefficiencies

The provinces argued that the strings attached to the use of these funds
was unduly restrictive, and they resented the detailed auditing require-
ments. For example, their use for such things as extended care, nursing
homes and mental hospitals was not permitted. The consequence was
the inefficient use of provincial health resources — especially for hospi-
tals that were partly subsidized at the margin. In the case of extended
care, more expensive acute-care facilities were provided in hospitals.
More generally, there was an objection to the federal government’s use of
its spending power to influence the expenditure decisions of provinces in
areas of provincial jurisdiction.

The Mix of Elements

The grants were largely equal per capita with, in the case of hospitals,
some element of matching individual provincial expenditures. Depend-
ing on one’s point of view, this may or may not be efficient. Matching
grants are suitable as a remedy for spillovers from marginal provincial
expenditures. One might argue that spillovers are a characteristic of
postsecondary education, so some matching might be justified there. In
the case of health, the argument for grants is probably more to establish
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national standards, so subsidies of provincial government expenditures
are probably not appropriate. However, whether one wants equal per
capita grants is another matter. As the ECC Report pointed out, there
exist wide differences in need and cost in health expenditures across
provinces. For example, age structures differ considerably, as does
access to hospitals and physicians’ services. Equal per capita transfers
(unlike matching grants) take no account of these differences.

Cost to the Federal Government

On the purely financial side, the federal government was committed to
paying one-half of national average costs of these programs, despite
having no direct control over the expenditures. It was therefore con-
cerned about the escalating cost to it of the arrangements. Much of the
argument was unjustifiably couched in terms of “50-cent dollars™ as if|
somehow, the escalating costs were due to the cost-sharing arrange-
ments themselves. However, as we have argued, the existence of 50-cent
dollars was a myth, and provinces that were treating health expenditures
as such were not behaving rationally.

ESTABLISHED PROGRAMS FINANCING 1977-82

The institution of EPF in 1977 took steps to satisfy the main concerns of
the cost-sharing arrangements. The grants were replaced by block con-
ditional grants of roughly equal per capita size, half in the form of cash
transfers and half in the form of equalized tax points. Significantly, the
equivalent of two tax points was added to compensate the provinces for
the elimination of the revenue guarantee which had been in existence
since the tax reform of 1972. The overall rate of growth of EPF was set at
the rate of growth of nominal GNP per capita.

These reforms affected both the efficient use of the funds and the
financial commitments of both the federal and provincial governments.
We shall consider each of these in turn.

Efficiency

The move from specific conditional grants to block grants gave the
provinces much more leeway in organizing their spending priorities and,
as a consequence, efficiency in the use of these funds is said to have
increased. For example, extended-care services are now eligible for
financing; consequently, extended-care services have been integrated
with general hospitals. Whether this can be attributed solely to EPF is
questionable since, as argued earlier, there was only a small subsizing
component in the cost-sharing arrangements to begin with. The block
grants were not without conditions, but the conditions were rather
general. For example, in the case of health care provinces could qualify
for EPF if their insurance plans were comprehensive, universal, porta-
ble, accessible and publicly administered.
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Financing

The new formula had implications for the allocation of funds among
provinces and for the allocation of funds between the federal and provin-
cial governments. In the case of the former, the removal of any matching
element from health transfers eliminated, along with subsidies, any
element of need and cost from the system. In addition, the unnecessarily
complicated use of tax points benefited the well-to-do provinces, since
the equalization of these points applies only to the have-not provinces.
The more important issue concerns the implications of the EPF for the
sharing of tax room between the federal government and the provinces.
The previous cost-sharing formula ensured that federal government
transfers rose at the rate of expenditures on health care and postsecond-
ary education. Under EPF, federal per capita grants would rise at the
rate of growth of GNP. Since it is widely predicted that health care
expenditures will continue to rise more rapidly than GNP, ° this could be
viewed as a unilateral shifting of financing ability or tax room away from
the provinces.

ESTABLISHED PROGRAMS FINANCING POST-1982

Except for one provision, the second five-year set of EPF arrangements
is basically the same as the first. The federal government has eliminated
the equivalent of the tax points given in lieu of the revenue guarantee.
Whether or not one views this as reneging on an earlier agreement, it
does have the consequence of further shifting tax room away from the
provinces to the federal government. This effect is strengthened by the
federal government’s application of the “6 and 5” anti-inflation guide-
lines to the increase of postsecondary education grants.

CANADA HEALTH ACT 1984

The federal government has again initiated a unilateral change in the
arrangements. The Canada Health Act penalizes provinces which allow
their health systems to engage in extra billing or user costs. There is a
one-dollar reduction in the EPF cash grant for every dollar collected in
one of these two ways. The federal government argues that these violate
the requirement of accessibility of health insurance. Where previously
the only recourse to the federal government was to make the province
ineligible for transfers, under the Canada Health Act the possibility of
lesser and more credible penalties is introduced. This represents a
reversal of the effects of the EPF program in that it imposes tighter
conditions on health spending.2® Though it will have no significant
overall financial effects, it could have severe constitutional and effi-
ciency effects. On the constitutional side, it represents a move in the
direction of the federal government’s using its spending power uni-
laterally to influence provincial spending on items purely within the
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provincial jurisdiction. From the provinces’ point of view, there is no
compelling spillover argument to justify such a move. Indeed, the prov-
inces would argue that the tightening of the purse strings in this way
prevents them from responding to the growing pressures on the health
care system by introducing, say, user costs, in an innovative way to
increase the efficiency of the system.

These recent developments in EPF grants underline two of the main
problems that have also come up in the context of equalization and the
Tax Collection Agreements. The first of these problems is the strain that
arises when the federal government takes unilateral actions that affect
the ability of the provinces to make budgetary decisions within their own
jurisdictions. The second problem is the overriding importance of
achieving vertical balance within the federation; that is, ensuring that
both levels of government have a proper share of access to the limited tax
sources available. Here, too, the concern is the federal government’s
excessive exercise of unilateral power.

The Canada Assistance Plan

The Canada Assistance Plan (CAP) is the sole remaining sizeable federal-
provincial shared-cost program. The grants from the federal government
are 50 percent matching conditional grants based on provincial expen-
ditures on needy persons in two areas — social assistance and social
services. Social assistance refers to transfer payments made to the
needy in the form of provincially or locally administered welfare
assistance. Social services to needy persons include rehabilitation ser-
vices, counselling and referral services, child welfare services, daycare
services, homemaker and home support services, information services,
community development services, research, consultation and evalua-
tion, and administrative services. In the case of social services, the costs
eligible for the 50 percent grant are operating costs in excess of the costs
of providing the services in the base year 1964—65. Thus, at the margin,
the subsidy is virtually 50 percent of operating costs.

Abill was introduced in Parliament in 1978 that would have supplanted
the matching grant to social services by a block non-matching condi-
tional grant while retaining the social assistance transfer on a 50 percent
matching basis. Initially, the size of the grant would have been equal to
the per capita national average federal contribution for social services in
1977-78 multiplied by provincial population. It would have risen at the
rate of growth of nominal GNP, thus making it similar to the EPF scheme.
The bill was never enacted but, obviously, the option of moving to a
block grant remains.

The existing system of matching grants gives the provinces consider-
able leeway in setting their own rates for social assistance and establish-
ing their own set of social services. The major strings attached to the
funds are that, to be eligible for aid, individuals must be needy, and there
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can be no residence requirements. The main constraint this imposes on
the provinces, as discussed in the Breau Report, is that the restriction to
the needy has precluded the provinces from using the funds to assist the
working poor. If the programs could be income-tested rather than needs-
tested, assistance to the working poor would be possible. Other than
this, there have been relatively few complaints from the provinces about
CAP. Of course, the federal government may be as concerned with
escalating costs in this shared-cost program as it was with the previous
cost-sharing arrangement for health care. That was, presumably, one of
the rationales for the bill of 1978.

In discussing CAP, it is useful to consider the rationale for the two
categories of expenditures separately.

SOCIAL ASSISTANCE

Basically, social assistance or welfare payments are made for
redistributive reasons to transfer income to the needy. The Breau Report
argued that this implied that social assistance was a matter of co-
jurisdiction between the federal government and the provinces and that
this justified a federal presence in welfare assistance. Whether a match-
ing scheme is the most appropriate way for the federal government to
participate is another matter. That is contingent on there being inter-
jurisdictional spillovers arising from welfare payments. There is a body
of economic literature on the spill-over effects of local government
income redistribution that would support the supposition of spillovers.2!
The argument is that local governments provide welfare assistance
because of the altruistic feelings of local residents toward the low-income
persons in their jurisdictions. However, local governments are dis-
couraged from being too generous for fear of attracting low-income
persons from other jurisdictions. Therefore, the decentralized provision
of welfare would result in too low a level.

Whether or not such spillovers exist and how large they might be are
empirical questions, but they are particularly difficult to verify. It
depends both on the mobility of low-income groups and on the fact that
the altruism of local taxpayers is directed at the low-income persons in
their own area but not to those in others. Nonetheless, a case can be
made for there being some spillovers here and for having matching
grants of the sort in existence.

An alternative way to proceed would be to have block funding of the
type used in the EPF system. One of the difficulties with block funding is
that, if it is done on a per capita basis, any element of cost or need
differences is eliminated. We have already pointed out, in the section
concerning the economic rationale for grants, that need or cost differ-
ences can be justified on equalization grounds. On the other hand, block
funding does remove the incentive effect of matching grants that induce
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provinces to spend more in these areas. If it were judged that spillovers
did not exist, one could try to design a block grant system that incorpo-
rated need and cost elements rather than being equal per capita across
provinces. It would be difficult to do this without, at the same time,
providing provinces with an incentive to spend more.

If block funding were instituted, one would also have to stipulate its
rate of growth. It could be at the rate of growth of GNP as with EPF, or it
could be at the rate of growth of aggregate provincial government expen-
ditures in this area. The latter would have the advantage of leaving the
relative financial capacities of the federal government and the provinces
as they are under the present system.

After having considered the alternatives, the Breau Report came to
the conclusion that the present system ought to be retained rather than
moving to block funding or the provision of tax room to the provinces.
Their argument was based primarily on the argument of co-jurisdiction,
although, as we have suggested, this in itself does not justify matching
grants. The ECC Report did not consider CAP at all.

SOCIAL SERVICES

The provision of social services is more clearly in the area of provincial
Jurisdiction than is social assistance. Nonetheless, the same arguments
for matching grants on the basis of spillovers can presumably be applied
here as in the latter case. However, for constitutional reasons, one may
prefer to require provincial government agreement for the use of the
spending power in this area. According to the evidence presented by the
Breau Report, this agreement may not be difficult to obtain. There is also
some evidence that the provinces appreciate federal initiatives in social
services, perhaps because of the existence of federal expertise in the
area.

The Breau Report argued for a system of block funding similar to the
system proposed in the bill of 1978. This would provide the provinces
with more flexibility in the use of funds and would remove the heavy-
handed use of the federal spending power in an area of clear provincial
jurisdiction. Presumably, it would also contain the growth of the federal
contribution. The report did, however, recognize that this was unlikely to
be politically feasible; it therefore suggested, as an interim measure, that
the restrictions on the eligibility of social-service spending be loosened
up to give the provinces more flexibility. They were not explicit as to
what exactly should be the looser eligibility criteria.

The Breau Report also argued that the cost-sharing formula recognize
differences in need across provinces. Such differences are already recog-
nized to the extent that they are reflected in higher provincial spending in
some provinces than in others. We have discussed the appropriateness
of including need in the equalization formula. To include it separately in
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CAP would be a piecemeal approach. It would give weight to need
differences in the provision of one sort of service (social services) but
would ignore the fact that there are likely to be need differences in other
services as well.

Concluding Remarks

In this paper, we have restricted our attention to the four major methods
used by the federal government to transfer funds to the provinces:
equalization, Tax Collection Agreements, Established Programs
Financing, and the Canada Assistance Plan. We have summarized the
economic rationale for various sorts of transfers and have evaluated
these schemes from the purely economic point of view.

What is apparent from our discussion is not so much the defects of the
present system of grants but how well-served the Canadian federation is
by it. Compared to, for instance, grants from the U.S. federal govern-
ment to the states, our system seems particularly equitable and efficient.
There are, however, some ways in which matters could be improved. The
equalization system should revert to a national-average approach as
existed before 1982, and its coverage should be broadened to all revenue
sources. The Tax Collection Agreements could benefit from a more
cooperative approach between the two levels of government. There
should be less of a tendency for the federal government to take unilateral
decisions on matters affecting the structure of various grants, par-
ticularly on matters affecting the relative access of the two levels of
government to tax revenue sources. There should be more account taken
of the effect on vertical balance of the various changes recently instituted
by the federal government and on the interrelationships among the
various grant types. By and large, federal-provincial transfers are in
good shape, and they provide a sound base from which improvements
can be made.

Notes

This paper was completed in September 1984.

I am grateful for the assistance provided by Chiichii Ashwe in the preparation of this
paper and, for comments on an earlier version, to John Sargent, Douglas Clark, Frank
Gregg, James Lynn, Robert McLarty and members of the Research Advisory Group on
Federalism and the Economic Union. Two anonymous referees also provided very helpful
comments, although at least one of them will undoubtedly still take issue with the
normative perspective adopted in the paper.
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12. These are discussed in Courchene (1983).

13. This example should be taken as illustrative only. In fact, a separate category of
resource revenues will be created for off-shore oil, and the tax rate used for equaliza-
tion will be different from that of on-shore. Nonetheless, the general point applies that
higher cost deposits within any category will have lower tax capacity than lower cost
deposits.

14. This, in turn, was originally suggested by Gainer and Powrie (1975) and by Powrie
(1981).

15. See, for example, Davenport (1979).

16. For a discussion of resource taxation see Cairns (1982).

17. See the discussion in Boadway, Bruce, and Mintz (1982).

18. S.C. 1983-84, c. 6.

19. See the discussion in Watson (1984).

20. For a fuller discussion of the implications of the Canada Health Act, see Watson
(1984).

21. See Breton and Scott (1978) and Pauly (1973).
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2

Equitable Fiscal Federalism:
The Problems in Respect of Resources
Revenue Sharing

PETER A. CUMMING

Introduction

Over the past decade, we in Canada have experienced the traumas of
three great public policy debates: energy; Quebec’s place in Con-
federation; and constitutional reform. This paper considers a further, but
hardly visible, public policy issue: equitable fiscal federalism. Exacer-
bated by the energy crisis, it also relates to the issue of constitutional
reform.

First, some root values underlying Canadians’ concept of “Canada”
will be considered. The specific concept and mechanical formula of the
equalization program will then be outlined. There will then be a consid-
eration of the energy crisis 1973-81, rising energy revenues and the
resulting series of ad hoc amendments to the equalization formula over
the period 1974-82, bringing us to the present and a realization of the
problem as it now exists and continues. We shall then consider the need
for fiscal equity in nation building and conclude with a consideration of
possible means to achieve this objective.

A Concept Germane to Confederation — Fiscal Equity
Economic Arrangement of Confederation

There were many reasons for Confederation, including the advantage of
economic union, loyalist traditions, the spectre of Yankee imperialism
and a greater defensive capability.

The basic economic arrangement of Confederation was a transfer of
the key revenue sources — customs and excise — to the national gov-
ernment, coupled with free trade in goods among the new provinces,
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thereby securing an economic union. In exchange for this surrender of
revenue-raising power to the central government, the latter would make
financial transfers to the provinces. )

Underlying these factors was the notion of sharing the costs and
benefits resulting from nationhood and ongoing national growth. Within
a general objective of economic union, it has always been a national goal
to reduce regional disparity and foster regional growth, and, while
seeking to maximize national prosperity, to achieve an equitable dis-
tribution of benefits. (The controversial petroleum and natural gas sector
itself may be used, infra, as illustrative of the point.) The Economic
Council of Canada states that it considers “the sharing of costs and
benefits” to be “one of the major foundations of Canadian nationhood.”!

There are undeniable advantages gained by an economic union. It is
often said that there is some loss of political autonomy at the local (in our
case, provincial) level through joining such a union;2 however, if the
economic surplus so derived is redistributed and shared equitably within
the union, political autonomy at the provincial level is actually
enhanced, because the provincial governments receive the monies nec-
essary to provide desired public services at the local level. Moreover,
when there are generally shared social and cultural values, the loss of
economic sovereignty of the constituent colonies coming together as
provinces in an economic union as part of a federal state is far out-
weighed by the benefits gained.

Political autonomy at the provincial level, without meaningful
resources to achieve desired programs, can in fact be meaningless
autonomy. Where there are assured unconditional transfer payments
from the central government to the provincial governments, enabling the
latter to implement local programs within their constitutional range of
powers, greater social and cultural autonomy is achieved at the provin-
cial level than if union had not taken place. A system of unconditional
transfer payments from the federal government, in effect, allows for
decentralization in the delivery of governmental services. That is, the
notion of fiscal equity is a core value for Canada, together with the core
value of economic union. Canada has always been seen by Canadians as
a nation that is greater than a mere collection of its parts; Canada is not
merely a community of communities.

Federal-provincial economic relations since Confederation have con-
sistently contained an element of redistribution to alleviate the fiscal
needs of the less well-to-do provinces. The basic arrangement was
contained in section 118 of the Constitution Act, 1867.3 In return for the
transfer of the receipt of customs and excise taxes to Ottawa, the federal
government agreed to pay the provinces an 80 cents per capita subsidy to
address the expected deficits in the provincial budgets. These payments
were seen as a full settlement of all future demands upon Canada.*
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Reality, however, immediately would prove this view to be less than
prescient.

The first divergence was actually incorporated in the Constitution Act,
1867, section 119, whereby New Brunswick was given ‘“‘an additional
Allowance” of $63,000 annually for a ten-year period, the 80 cents per
capita subsidy being seen as simply too low.

Only two years later, Nova Scotia pressed for, and received, its “Better
Terms” to enable the province to balance its budget.> It was granted an extra
subsidy of $83,000 annually for a ten-year period. The basic economic deal
of Confederation had already proved difficult to implement.

Section 118 provided the cornerstone of ‘“‘equality of treatment”®
among the provinces. This principle would be transformed quickly into
one in which statutory subsidies and grants became instances of
redistribution, assuring that the less affluent provinces could provide a
greater amount of services to their citizens.

Manitoba’s case is a good example of this development. Its financial
terms of entry into Confederation in 18707 were similar to those orig-
inally given to New Brunswick and Nova Scotia. However, in the next
fifteen years the federal government increased the province’s subsidy
four times to enable it to meet budgetary requirements. To meet par-
ticular needs and satisfy political considerations, it was necessary to
interpret “equality of treatment” in a broad and flexible way.8

Subsidies to Provinces

The remainder of the nineteenth century witnessed three developments.
First, provinces were constantly clamouring for increased subsidies; the
vehicles for carrying out these ends included provincial conferences,
petitions and even a threat of secession by Nova Scotia.® These pro-
cesses culminated in the Constitution Act, 1907'° which gave the provin-
ces substantial increases in grants, contemporaneously with rapidly
rising federal revenues. Second, in part out of frustration, in part out of
resourcefulness, provinces turned to new financial options like corpo-
rate taxes and succession duties. Third, there was an incipient
awareness of the differing economic needs of certain regions arising from
disparate circumstances.

Not too surprisingly, the entreaties for financial assistance arose from
those provinces that had undertaken large financial initiatives — Mani-
toba, Prince Edward Island and British Columbia — and those that had
no strong municipal tax system — New Brunswick and Nova Scotia.!!
Redistribution, in effect, occurred from the fiscally stronger provinces of
Ontario and Quebec to the geographically peripheral provinces.

Further financial devices were introduced to lessen the plight of the
provinces. Conditional grants were used in areas where the provincial
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governments had new responsibilities but were lacking the financial
wherewithal, whereas the federal government had the fiscal capacity but
minimal constitutional authority, or none. Annual grants were employed
in addition to the subsidies. Subsidies granted to the provinces by
Parliament under the Constitution Acts, 1867 to 1952 are still paid, being
about $35.8 million for the fiscal year 1982—83.12

Regional problems were prevalent in the 1920s, with the Maritime
provinces of greatest concern. “The spectacle of some provinces forging
ahead while others languished gave rise to complaint that the Maritime
Provinces were not getting their due share of the benefits of Con-
federation.” '3 The resulting Duncan Commission in 1926 recommended
“immediate interim lump-sum increases”!'* which the federal govern-
ment acted upon.

The debate over Dominion control of the public lands in Manitoba,
Saskatchewan and Alberta may also be viewed in terms of equitable
fiscal federalism. These lands were originally retained to meet national
obligations relating to immigration and settlement policy and the build-
ing of the transcontinental railway. With the completion of these great
tasks, the subsidiary principle of equality of treatment reasserted itself
in 1930.15 Ironically, the western provinces had derived more from
Ottawa in compensation subsidies than they would have earned had they
originally owned the lands. The subsidies were not discontinued with the
transfer of the public lands, an indication not simply of the objective of
equality of treatment but also of the objective of raising the financial
means of these provinces. That is, the transfer of natural resources was
seen as a means of bringing the western provinces up toward the level of
the other provinces in fiscal capacity.

Rowell-Sirois Report

As this brief review illustrates, there were evident disparities in provin-
cial revenue-generating capacities. This matter was brought into focus
by the 1940 Report of the Royal Commission on Dominion-Provincial
Relations (the Rowell-Sirois Report).!¢ The Commission recommended
“National Adjustment Grants” be made to provinces whose revenue
sources were insufficient to provide public services comparable to
national standards without levying higher than average taxes. What
heretofore had been only implicit — equitable fiscal federalism — was
to be made explicit. Unfortunately, the objections of Ontario, Alberta
and British Columbia stalled this initiative. They argued, on the one
hand, that the war effort should be the nation’s only concern at that time
and, on the other, that the grants smacked of centralization. It may be of
more than passing note that these three provinces were not to receive the
grants. The Commission’s recommendation was nevertheless an impor-
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tant recognition of the nature of fiscal equity as it evolved in federal-
provincial economic arrangements:

The Commission’s recommendations for payment of National Adjustment
Grants, and for provision of a body to advise on future adjustment grants
and emergency grants, are of major importance for several reasons. They
are a complete break from the traditional subsidy system and the principles
ostensibly underlying it. They make provision for the Commission’s recom-
mendations (other than those for the relief of unemployed employables) on
the major subjects of public welfare, education, and provincial develop-
mental and conservation expenditures. They illustrate the Commission’s
conviction that provincial autonomy in these fields must be respected and
strengthened, and that the only true independence is financial security.
They meet a number of provincial grievances and claims, raised under other
heads.!7

Although a formal equalization program was not put into place until
1957, the five-year tax rental agreements between the federal and provin-
cial governments, commencing in 1942 and continuing until 1957, con-
tained elements of equalization.

Fiscal equity has been observed as a core value in the nation’s history
and, apart from occasional aberrations, progress toward its greater
realization has been the rule. Indeed, fiscal equity is now enshrined in
Part 111, section 36 of the Constitution Act, 1982'8 under the title “Equal-
ization and Regional Disparities’:

36(1) Without altering the legislative authority of Parliament or of the provin-
cial legislatures, or the rights of any of them with respect to the exercise of
their legislative authority, Parliament and the legislatures, together with the
government of Canada and the provincial governments, are committed to:
(a) promoting equal opportunities for the well-being of Canadians;
(b)furthering economic development to reduce disparity in opportunities;
and
(c) providing essential public services of reasonable quality to all Cana-
dians.

Some critics tend to view this provision as being of little substance given
that it does not, apparently, alter the distribution of sovereign powers.
However, to focus upon that is to lose sight of the presence of the notion
of fiscal equity, in the expression of principles.

The Concept and Mechanics of Equalization

The fundamental goal of the equalization program, first introduced in
1957, is to ensure that through unconditional grants providing suffi-
cient financial means, all provinces will have the opportunity to provide
reasonably comparable levels of public services to their citizens at
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reasonably comparable levels of taxation. The objective is achieved by
the transfer of federal tax revenues to the less financially affluent provin-
cial governments.

In fiscal 1984-8S, it is estimated that federal outlays for equalization
will amount to about $5.4 billion.2° This figure constitutes more than 6
percent of total gross federal expenditures, and 28 percent of cash
transfers from the federal to provincial governments.2! This represents
the largest single source, more than 25 percent, of the total general
revenues of the Atlantic provincial governments.?2 The equalization
program is the major specific vehicle for intergovernmental redistribu-
tion of revenues within Canada.

Although subsidies have been paid by the federal government to the
provinces since Confederation, the principle of equalization was first
explicitly stated in the 1940 Rowell-Sirois Report. The Commission
recommended unconditional “National Adjustment Grants” be paid by
the federal government

whenever a provincial government established that it could not supply
Canadian average standards of service and balance its budget without
taxation (provincial and municipal) appreciably exceeding the national
average in relation to income.23

The philosophical premise for the prospective national adjustment
grants was stated as follows:

They are designed to make it possible for every province to provide, for its
people, services of average Canadian standards and they will thus alleviate
distress and shameful conditions which now weaken national unity and
handicap many Canadians. They are the concrete expression of the Com-
mission’s conception of a federal system which will both preserve a healthy
local autonomy and build a stronger and more united nation.2* [emphasis

added]

Underlying the Commission’s view was a concept of horizontal fiscal
equity, the notion that the benefits and burdens of provincial services
should be reasonably comparable for Canadians in similar circum-
stances, regardless of their place of residence.

The Commission was of the view that the provinces had entered into a
federation in 1867 whereby they would share the economic benefits as
well as the costs associated with the overall growth of the nation.
Moreover, it contended that without national adjustments grants this
concept would be departed from by reason of the “National Policy” of
1879, of high tariff protection, which had altered the economic develop-
ment of the country and its individual regions.2’ The National Policy,
adopted in the judgment of the government of the day for the benefit of
the nation, meant that the regions bearing the costs in part of such
national policy should share in its benefits, through a redistribution of
those benefits.
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However, although the tax rental agreements initiated in the war years
contained an element of equalization, it was not until 1957 that the
Rowell-Sirois recommendation was adopted, a formal equalization pro-
gram being realized with the federal treasury compensating ‘“have-not”
provinces for deficiencies in revenue-raising capacity. A successful
regional development policy may well lead to a regional increase in
income per capita, and equalization serves to compensate for such
differences.

Since 1957, the equalization program has been implemented through a
federal statute, renewed quinquennially, now called the Federal-Provin-
cial Fiscal Arrangements and Federal Post-Secondary Education and
Health Contributions Act, 1977, as amended.26

There has been apparent continuing general agreement since 1957
upon this core principle of fiscal equity. The philosophy of the concept
was set forth by the then Finance Minister Mitchell Sharp in 1966, at a
time of extensive legislative reformulation of the program:

It represents one of the dividends of Canadian unity, designed . . . to enable
all Canadians to enjoy an adequate level of provincial public services.
Where circumstances — whether natural or man-made — have channelled
alarger than average share of the nation’s wealth into certain sections of the
country, there should be a redistribution of that wealth so that all provinces
are able to provide to their citizens a reasonably comparable level of basic
services, without resorting to unduly burdensome levels of taxation.2?

This basic notion has been repeated by successive finance ministers, and
has been referred to as cooperative federalism in action. In essence,
some federal tax revenues, derived in relatively greater amounts from
so-called “have” provinces, are transferred to “have-not” provinces, so
that Canadians in the latter provinces may enjoy a higher standard of
living than would otherwise be the case. This mechanism exemplifies the
underlying unstated major premise that the nation is more than simply a
community of communities. Thus, “equalization” is ““the glue that holds
Confederation together.”28 The principle is now enshrined in subsection
36(2) of Part III of the Constitution Act, 1982:

(2) Parliament and the government of Canada are committed to the principle
of making equalization payments to ensure that provincial governments
have sufficient revenues to provide reasonably comparable levels of public
services at reasonably comparable levels of taxation.

The “equalization principle” was the only item upon which federal-
provincial agreement was achieved in the initial stages of constitutional
negotiations, indicating the broad acceptance of its importance to
Canada’s federal structure and the belief that its statement as a constitu-
tional principle would enhance national unity.2°

It is emphasized that there is no essential difference between the
stated objectives of the 1940 Rowell-Sirois Report, the Equalization
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Program of 1957, the statement of Mitchell Sharp in 1966 and Part I1I of
the Constitution Act, 1982. Furthermore, the Rowell-Sirois Commission
expressly premised its recommendations upon a value of fiscal equity
emanating from the act of Confederation in 1867.

Professor John F. Graham puts the rationalization for fiscal equaliza-
tion nicely:

One of the advantages of a federal country like Canada is that it is possible to
have one’s cake and eat it too, providing certain principles are understood,
accepted, and applied. That is, it is possible to have the economic and
political advantage of belonging to a larger country with its superior political
and fiscal resources and the social advantage of the provinces’ establishing
their own priorities in many areas of fundamental concern in relation to their
peculiar cultural circumstances. Provincial autonomy means nothing with-
out the fiscal resources to exercise that autonomy. The economic integra-
tion of all of Canada provides the common advantage of more effective
utilization of collective resources and therefore greater means to pursue
both common and separate interests than would be possible otherwise.
Inevitably, with or without integration, there will be substantial differences
in fiscal capacity among the regions. With a single country, however, it is
possible to have the advantages of a high degree of economic integration
and, at the same time, through fiscal equalization, to have comparable fiscal
resources for all provinces that provide the opportunity and the means of
effectively pursuing provincial social policies. The resulting provincial ser-
vices can differ in character but still be at comparable levels. Citizens
wherever they live in the country can thus receive comparable levels of
public services with comparable tax burdens.

Moreover, under a system of fiscal equalization, where there are linguistic
or cultural impediments to mobility of people that might preclude taking full
advantage of country-wide economic integration, as in the Province of
Quebec, that province does not suffer the consequences of inferior fiscal
capacity in providing public services and in pursuing its provincial social
policies.30

The mechanics of the equalization formula3! are relatively straightfor-
ward. Initially, only three revenue sources were considered — personal
income tax, corporate income tax and succession duties. In 1962
resource revenues were added. Gradually, the number of revenue
sources included has been expanded; 33 sources are now taken into
account.

A representative average of present taxing practices is calculated on a
source-by-source basis. The national average rate of tax is determined
by dividing the total revenues from a given source for all the provinces by
the revenue base for that source for all provinces. It is immaterial that a
particular province does not actually utilize a given revenue source:
Alberta, for example, does not have a provincial sales tax, but its sales
tax base is still taken into account. To provide the per capita yield, the
national average tax rate for a revenue source is applied to each prov-
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ince’s revenue base for that source, and the resulting figure is divided by
the population figure for the province. Essentially, the program mea-
sures the capacity for a province to raise revenue from the various
revenue sources as against a standard.

Put simply, the equalization formula in effect worked historically as
follows (ignoring the changes introduced by the 1982 amendments).
Considering each revenue source separately, a province’s percentage
share of the total Canadian population (for example, say 3.5 percent) was
compared to its share of the revenue base for the particular source (say
2.9 percent). If there was a deficiency, that is, its population percentage
share exceeded its share of the tax base, the difference (0.6 percent), was
multiplied by the total actual revenues (say $494.9 million) arising from
that national revenue source to yield an equalization payment for that
specific source ($2.9 million in the example).

Separate calculations were made for each one of the revenue sources
and the resulting figures were then aggregated with an overall positive or
negative amount. If the aggregate was positive, an “equalization” pay-
ment or entitlement was made from the federal treasury.

Stated otherwise, a province might have a fiscal capacity “excess” or
*“deficiency” in considering fiscal capacity on a normative basis with
respect to each of the several revenue sources available to a province.

With the 1982 amendments to the formula, a significant change was
introduced, as will be discussed in detail infra. Fiscal equalization is now
determined by calculating for each revenue source the amount obtained
by: taking the average per capita yield for five representative provinces
(British Columbia, Saskatchewan, Manitoba, Ontario and Quebec), sub-
tracting from it the per capita yield for the particular province, aggregat-
ing the positive and negative amounts for all 33 revenue sources, and
multiplying any positive balance by the population in the province for
that year. In effect, a province’s overall equalization entitlement is
determined by the aggregate fiscal capacity deficiency (that is, the
aggregate shortfall in per capita yield from the 33 revenue sources) for
that province relative to the standard of the five representative provin-
ces’ average on a per capita basis, multiplied by the province’s popula-
tion. If there is an overall excess fiscal capacity (an aggregate negative
balance under the formula), no equalization is payable.

The essence of the system, before the 1982 amendments, was to make
a transfer of dollars from the federal treasury to provinces that were
“have-not” on balance, to bring such provinces up to the average in
fiscal capacity. Following the 1982 amendments, the system brings a
province that is ““have-not” on balance up to the average fiscal capacity
of the five representative provinces.

Provinces with excess fiscal capacity, i.e., above the average do not
themselves redistribute that excess capacity. However, given that federal
revenues with which to pay equalization in large part come from the
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federal income tax base, the residents of those provinces with excess
fiscal capacity (the correlative of which is that such residents have higher
personal incomes) pay collectively somewhat more federal income tax
(to fund such equalization) than those in a “have-not” province. Thus,
there has been an element of vertical fiscal equity present in the equaliza-
tion formula as originally implemented.

In fiscal year 1973-74, for example, Quebec residents contributed
23.618 percent of federal revenue (necessary to finance equalization).
Quebec received 46.363 percent of federal equalization payments for the
year, resulting on balance in a net benefit of 22.745 percent of the federal
gross payment. Correspondingly, for that year, Ontario received zero
dollars in respect of equalization, but its share of federal revenue to
finance equalization was 45.501 percent, resulting in a net contribution
(net negative benefit) of that same percentage.3? In 1980-81, Quebec
received 29.13 percent (50.68 —21.55); Ontario’s share of federal revenue
to finance equalization was 43.20 percent.33

The Energy Crisis, Energy Rents and Amendments
to the Equalization Formula, 1973-82

When petroleum and natural gas were at cheap, pre-Organization of
Petroleum Exporting Countries (OPEC) prices, there was no pressure
upon the equalization formula. This can be said notwithstanding the
peculiar constitutional position of resource revenues. First, the provin-
ces have ownership of their resources — section 109 of the Constitution
Act, 1867 — and second, they have exclusive authority over the manage-
ment and sale of publicly owned resources within the province — sub-
sections 92(5), (13), (16) of the Constitution Act, 1867 (now enhanced by
section 92A, through the 1982 constitutional amendments). The province
receives royalties from production (as consideration for giving leases to
explore, develop and produce publicly owned minerals), bonus pay-
ments in giving leases and lease rental payments, all of which can be
called resource revenues or energy rents. In concept royalties are, of
course, very different from taxes. A royalty is the money flowing to the
vendor province in consideration for the granting by it of the right to the
developer to exploit the provincially owned minerals. Royalties are a
return to a factor of production and are thus a component of national
income. Taxes on capital and labour are a transfer of the income of these
factors to government and thus are not a contribution to national
income. However, from the standpoint of the receiving government,
royalties have precisely the same function as ordinary taxes, that is,
providing revenue to government. Indeed, where the minerals are not
publicly owned, the producing province imposes taxes upon the freehold
interests.

As well, a third constitutional provision, section 125 of the Constitu-
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tion Act, 1867, must be kept in mind. Provincially owned resources are
beyond the tax reach of the federal government.

Producing petroleum and natural gas reserves are very unevenly dis-
tributed across Canada, being located almost entirely within the three
western provinces. Moreover, about 85 percent of the petroleum and
natural gas reserves of the Western Sedimentary basin is within Alberta,
and more than 80 percent of the mineral interests in Alberta lands are still
owned by the province.

In the fall of 1973 the OPEC cartel presented Canada with two basic
problems: first, a rising world price for oil, and second, a threat to the
security of supply of oil imports into eastern Canada. For reasons that
will be discussed, the rising world price necessitated a rising domestic
price, although the domestic price was kept lower than the world price
by federal regulation. Revenue sharing on rising domestic prices for
petroleum and natural gas was the main point of conflict between the
federal government and the producing provinces over the period of the
energy crisis, 1973-1981, and resulted in the country not being able to
pursue stated public policy objectives in respect of energy security of
supply and self-sufficiency as effectively as otherwise might have been
the case.

The producing provinces moved quickly in the wake of OPEC I in the
fall of 1973 to raise their royalties in order to capture the energy rents as
the domestic price began to move upward. The term “rents” is used here
as meaning,

. . . the surplus revenues that may be available beyond those sufficient to
recover all of the investment and operating costs of the producers, including
an adequate rate of return to capital from all natural resources that have
some economic value.34

The increase in provincial royalties, deductible for federal income tax
purposes, meant that the federal income tax base was correspondingly
eroded.

While the federal government did try through its income tax legislation
to capture some part of the energy rents, or windfall profits, for the
national treasury, it was largely unsuccessful.

A first response of the federal government was to render provincial
royalties non-deductible for federal income tax purposes. This meant a
producer was paying tax upon a wellhead price which included “phan-
tom income,” that is, income not received but which constituted a
royalty to the provincial government. The federal government later
allowed a resource allowance deduction of 25 percent of resource profits
(which, in effect, roughly equalled the historical percentage of price
taken by the provinces by way of royalty), with the provinces cutting
back upon their royalty rates at the same time. However, the resource
allowance accounts for less than 60 percent of the actual provincial
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government energy revenues through bonus payments, royalties upon
production and lease rental payments.

Notwithstanding the above actions of the federal government, with all
the deductions available in computing taxable income, the effective
federal share of the wellhead price remained at about 10 percent, while
the provincial share through royalties rose to above 45 percent. The two
necessary federal policy objectives through its income tax legislation
during the period 1973 to 1980 — first, to obtain a fair share of the energy
rents from rising domestic prices for the national treasury, and second,
to provide incentives for exploration and development through tax
expenditures so as to achieve greater domestic supply and energy secu-
rity — were working at cross-purposes. The numerous tax incentive
deductions, including fast write-offs, earned depletion, the frontier
exploration allowance, supplementary depletion and investment tax
credits, all reduced the nominal federal income tax rate of 36 percent to
an effective rate of about 10 percent. Federal price regulation pursuant to
the trade and commerce power was also employed to keep a uniform
domestic wellhead price ceiling lower than the world price. The effect of
this was to leave some portion of energy rents with consumers through
their paying lower prices than otherwise.

It must be remembered that there is no direct contribution by provin-
cial governments in respect of resource revenues due to equalization
entitlements of have-not provinces. That is, there has been no sharing of
resource revenues for equalization purposes.

Therefore, the first impact of the energy crisis upon the equalization
program was that higher energy prices and the consequential dramatic
increase in producing-province revenues resulted in substantial
increases in federal contributions to equalization. In turn, there was a
secondary impact upon consuming provinces, through higher income
tax rates than would have been necessary otherwise, to fund the
increased federal need for revenues to fund equalization.

In contrast, consider, for example, the revenue source of personal
income taxes. As personal incomes rise in certain provinces, with
increased provincial income taxes, equalization is triggered; but Ottawa
is funding such equalization from rising federal tax revenues in those
same provinces. There is a geographical correspondence between rising
provincial revenues and the source of the federal funds to finance higher
equalization payments. Thus, there was an element of vertical equity
present in the equalization system as it operated historically, but this
element of vertical equity was lost with rapidly rising oil and gas
resource revenues due to the unique geographical and constitutional
factors in respect of such revenues.

The federal treasury could not support escalating equalization pay-
ments, resulting from escalating resource revenues to producer provin-
ces. Moreover, given the nature of the scheme, increasing equalization
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payments were being financed largely by Ontario. In 1973-74 Ontario
contributed a net 45.50 percent (for 1980-81, about 43.20 percent)
whereas Alberta and British Columbia contributed only a net total of
19.23 percent (for 1980—81 about 25.25 percent, together with Saskatchewan
which in the interim had become a net contributor).35 The other six
provinces received net benefits.

Thus, rising petroleum and natural gas prices had a two-fold effect
upon consuming provinces west of Quebec, supplied by Western
Canada producers. Ontario, with about 35.5 percent of the country’s
population, and nearly 43 percent of the federal income tax base, was
affected the most. First, Ontario residents made large transfers of wealth
to the Alberta government because of higher prices for petroleum and
natural gas, about 50 percent of the increase in prices going to the
provincial treasury and the remainder to producers and the federal
government. Secondly, Ontario residents also made indirect transfers
(through federal income taxes) to the “have-not” provinces through
federal equalization payments. The six “have-not” provincial govern-
ments (Manitoba, Quebec and the four Atlantic provinces) were net
beneficiaries of rising resource revenues to the three western provinces
(although in an overall sense their individual residents were relatively
much poorer, given the higher prices for consumer purchases of
petroleum and natural gas, and some degree of higher federal income
taxes to support increased equalization). This phenomenon may explain
in part why provincial governments, with the exception of Ontario,
tended to support the three western producing provinces throughout the
energy crisis. Higher prices and energy rents to the producing provinces
meant more dollars to all provincial governments except Ontario,
although the increased equalization payments to such governments did
not nearly offset the higher cost of energy to the residents of those
provinces.

Resource revenues by 1981 accounted for over 30 percent of equaliza-
tion payments, but only 7 percent of provincial revenues to be equal-
ized.36 This was due to the geographical concentration of those revenues
in the three western provinces, particularly Alberta.

With rising energy prices, triggering rising equalization, increasing
federal deficits and the constitutional and political inability of the federal
government to tax provincial resource revenues, the principle of fiscal
equity underlying equalization was departed from, with pragmatism
dictating adjustments which would solve the problem for the near term
even if, in the longer term, the federal fabric might be harmed. Indeed,
this question was really not addressed. The more visible, direct impact of
energy prices and energy rents upon the national economy, rather than
the secondary, less obvious impact upon equalization, was paramount in
developing federal energy policy.

Insofar as equalization is concerned, the common theme to federal
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policy became simply that of cost-control. If world prices for oil had
prevailed in Canada in 1974, equalization payments would have tripled
and federal financing would have required a 25 percent increase in the
personal income tax rates.3” Even with a federally regulated domestic
price ceiling for oil, which kept energy rents to the producing provinces
down significantly, the federal government considered it necessary to
amend the equalization formula. Given significant imports in eastern
Canada at rising world prices, with resale after refining at the lower
uniform domestic price ceiling, the federal government was compelled to
allow the domestic price to rise and narrow the gap between the domes-
tic and world price in order to reduce import compensation payments
from the federal treasury to refineries importing oil in eastern Canada.
However, as the domestic price for oil rose, further equalization pay-
ments were triggered, and the manner in which the resultant cost to the
federal treasury was controlled was through amendments to the equal-
ization formula. '

The first amendment to the formula was made in 1974.38 Commencing
with fiscal 1973-74, a restriction was placed on resource revenues enter-
ing the formula: revenues prevailing in 1973-74, plus one third of reve-
nues above the 1973-74 levels. Thus, the principle of full equalization
was departed from, on the simple, quite pragmatic basis of federal cost
control.

However, pressures due to escalating energy rents continued. The
1977 revision of the Act brought two further changes.3® The non-renew-
able resource revenue sources were now set on a basis of inclusion of a
flat 50 percent of all revenues therefrom. This did result in slightly
greater equalization than under the formula, as amended in 1974, but still
departed significantly from full equalization. Again, the implications of
the cost of the existing formula were addressed, rather than the appropri-
ate level of payments due to underlying principles.

The second amendment provided that equalization payments result-
ing from renewable and non-renewable resources would thereafter be
limited to one-third of the total entitlements. Thus, although the federal
government was slightly more generous with the percentage of energy
revenues included within the formula, an overall capping was imposed
with respect to resource-related payments.

Unfortunately, by 1978 it was clear that the federal government was
continuing to miscalculate grossly equalization payments. Alberta’s
annual resource revenues had jumped from $340 million in 1972 to nearly
$4.7 billion in 1979.40 The Iranian revolution had also launched OPEC 11
with a new acceleration in energy prices. The final estimate for 1977-78,
completed in 1979, showed a large positive entitlement for Ontario.
Because of energy revenues, Ontario was technically transformed into a
“have-not” province.
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Two more amendments were introduced in Parliament in 1979,4! but
because of the two changes of government they were not enacted into
law until 1981; but by amending the regulations, the same result was
achieved as of fiscal year 1977-78. The federal government rendered
Ontario ineligible by means of a “per capita income override”: any
province having a per capita income in excess of the national average in
the current fiscal year, as well as in the two preceding years, was thereby
excluded from equalization payments.

Another amendment was to delete entirely one energy revenue
source, “Sales of Crown Leases,” which accounted for about five
percent of all entitlements in 1979-80. By the exclusion of this source, a
significant item of provincial fiscal capacity was simply ignored, because
of its impact upon entitlement.

Over the course of the five-year period 1977-82 under the 1977 Act,
Ontario would otherwise have been entitled to about $1.347 billion but
for the per capita income override.42

Such entitlement might seem inappropriate at first glance, given
Ontario’s position, both historically and present, of affording its resi-
dents a high standard of public services and high standard of living. The
province is above most people’s notion of basic services levels. Recall,
however, that the concept of equalization as expressed historically was
to bring a disadvantaged province to “average standards” (Rowell-

~Sirois) and provide it with “reasonably comparable” services at nor-
mative tax levels (Finance Minister Sharp). It was not simply to ensure
that services come up to a reasonable standard in an objective sense.

Thus, if Ontario were entitled to equalization (i.e., ignoring the per
capita income override), given its population of almost 36 percent of that
of the nation, coupled with virtually nil oil and natural gas revenues
within the province, and if the six natural resource revenue sources were
considered on a basis similar to the other 26 revenue sources for
1979-80, Ontario would have had an approximate $1,750 million positive
entitlement generated because of those six natural resource revenues
which, offset against an overall negative entitlement of some $687 mil-
lion for the other 26 revenue sources, would have resulted in about $1
billion as an overall entitlement.*3

At this point, Ontario was significantly disadvantaged in respect of the
operation of the equalization system. Though precluded from receiving
equalization, it contributed some 40 percent of the $889 million eligible
for energy-related equalization through federal income taxes. Ontario
was the only province with a net negative energy-based equalization
balance (of $345 million). Alberta was left with a surplus of $3.98 billion
from energy revenues, after its contribution, though federal income tax
paid by its residents was subtracted.44

Equalization payments would end legislatively if a new program was

Cumming 63



not enacted by March 31, 1982, the expiry of the then five-year legislated
period. There were concerns by all provincial governments as to what
the new formula might be.

The federal government initially suggested that Ontario’s fiscal capac-
ity be regarded as the standard for equalization entitlements.*° It sought
thus to obfuscate the issue of energy revenues by including all energy
rents sources within the formula on an equal basis, but by then employ-
ing Ontario alone as the representative standard. This would effectively
exclude energy rents from triggering equalization.

Furthermore, by entering into a federal-Alberta Energy Pricing and
Taxation Agreement (EPTA) on September 1, 1981, and with the other
two western producing provinces subsequently, there was an implicit
undertaking by the federal government not to attack provincial energy
rents to fund equalization.

The November 12, 1981 federal budget proposals suggested, first, the
removal of the per capita income override which was visibly directed
against Ontario, and second, the removal of the one-third resource cap.
The adoption of Ontario as a representative provincial fiscal capacity
standard would have allowed this measure. In effect, by sleight of hand,
energy rents would be made irrelevant to the equalization formula. The
federally proposed ‘“improved formula” was indeed that, in terms of
saving expenditures from the federal treasury, but was harmful to any
resolution of the larger, silent issue of fiscal imbalance or fiscal inequity.

The proposals in the federal budget of November 12, 1981, were met by
provincial hostility. The provinces argued that with only five months to
the expiration of the then current program, there was insufficient time to
negotiate and try and reach a consensus. As well, the “have-not”
provinces were skeptical about the adequacy of the Ontario standard,
given the ill health of the Ontario economy. Moreover, the effective
exclusion of energy rents from the formula would cost the provinces
several billion dollars in equalization over 1982—-87. Full equalization up
to the national average would have required total equalization payments
of about $10.2 billion in 1982-83, but only about $4.5 billion if the
1977-82 formula, as amended, was retained.4¢

The Ontario standard was dropped by the federal government in
discussions in February 1982, with an averaging formula covering five
provinces — Ontario, Quebec, Manitoba, Saskatchewan and British
Columbia — being substituted. The eventual legislation of March 31,
1982 adopted this standard. This approach reduced the vulnerability of
the “have-not” provinces to the performance of the economy of a single
province and did bring in a component, albeit modest, for energy rents,
through the inclusion of Saskatchewan and British Columbia.

The exclusion of Alberta from the five-province representative aver-
age meant that the residents of the four provinces then not receiving
equalization, being British Columbia, Alberta, Saskatchewan and
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Ontario (the first three provinces having an aggregate negative entitle-
ment and the fourth, Ontario, being subject to the personal income
override) would not, under the new formula, have to pay federal income
tax to fund equalization payments to the six “have-not” provinces,
triggered because of rising resource rents to Alberta. In particular, this
removed an injustice to Ontario present in the previous system. In terms
of the overall system, however, both vertical and horizontal fiscal equity
had been further compromised.

Vertical equity was still distorted by the mechanics of the formula as
there was no real sharing of the energy rents of the richest province.
Even more significantly, horizontal equity was greatly eroded through
the series of amendments from 1974 to the present.

Equalization payments grew by an average of 16 percent per year from
1971 to 1982, including a 29 percent per annum growth rate for the period
for energy-related equalization.4” Through a series of ad hoc amend-
ments, the equalization system has been rationalized from the stand-
point of costs. However, federalism has been compromised through the
continuing departures from the basic cornerstone principle for which
equalization stands. There is now only partial equalization, in terms of
bringing a “have-not” province up to the per capita national average in
fiscal capacity, with consequential significant differences in fiscal capac-
ity and, in turn, substantially different levels of tax rates and public
services.

Some will argue that it is enough to equalize to the extent of only
bringing disadvantaged provinces up to a reasonable objective standard
and that the five-province representative average is such a standard. In
other words, equalization is sufficient if it brings provinces to a reason-
able standard of services at reasonable tax rates. Nevertheless, this falls
short of the historical concept, and the concept as expressed in subsec-
tion 36(2) of the Constitution Act, 1982, which stipulates that the stan-
dard, germane to nation building, is to enable provinces to have “‘reason-
ably comparable levels of public services’ at “reasonably comparable
levels of taxation” (emphasis added). The original draft version of sub-
section 36(2) read: “Parliament and the Government of Canada are
committed to taking such measures as are appropriate to ensure that
provinces are able to provide the essential services . . . without impos-
ing an undue burden of provincial taxation.”4® The “reasonably com-
parable” wording formulation in the final version, rather than the more
restricted wording of ““essential public services” and “undue burden”
seen in the first draft, supports the argument that the concept of equal-
ization extends beyond one of simply ensuring the provision of “basic”
services, to a broader notion of equity.

The root cause of the problems in respect of the formula has been the
inclusion (albeit partial) of energy revenue sources under provincial
control. Yet if the principle of fiscal equity underlying equalization is to
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be maintained, this means that a comprehensive formula for measuring
provincial fiscal capacity must in turn be maintained. A dollar of fiscal
capacity is a dollar of fiscal capacity, whatever its source. To achieve
horizontal equity there must be a full inclusion of all revenue sources in
any formula and the overall system must function in a way whereby
energy rents directly or indirectly fund the part of equalization payments
attributable to energy rents.

The Need for Fiscal Equity in Nation Building
Economic Union — Efficiency

There is an animated debate at present underway with respect to the very
utility of equalization-type payments in an economic context. On the
one hand, Professor Thomas Courchene, chairman of the Ontario Eco-
nomic Council, has put forth the view that federal transfers distort the
otherwise normal allocation of resources in the economic union by
acting as a disincentive to the mobility of labour and capital.#® On the
other hand, the Economic Council of Canada has stated that such
programs are basic to a smooth-running economy.>° These perspectives
merit brief elaboration.

In the Courchene view, the types of payments under discussion make
poorer provinces more dependent on federal assistance and even less
inclined to alter conditions creating the underdevelopment. Equaliza-
tion payments account for approximately 25 percent of the provincial
government budgets of the Atlantic provinces. The major consequence
which is perceived is an upsetting of the natural adjustment mecha-
nisms, equalization payments being seen as permitting the recipient
provinces to sustain higher consumption levels than otherwise possible.
Resource allocation is distorted, the argument goes, via the disincentive
to labour and capital to move to areas of greater efficiency.

Diametrically opposed are the analyses of, for example, the Economic
Council of Canada and John F. Graham. The conclusion of the Economic
Council, in Financing Confederation Today and Tomorrow, is stated as
follows:

Contrary to allegations that the Equalization Program leads to an inefficient
allocation of resources in the economy, our analysis has shown that such a
program is essential to the efficient functioning of the economy. If factors of
production are to be allocated as productively as possible, an equalization
program is needed to offset the effects of provincial net fiscal benefits on the
movement of such factors. Our research has shown that such fiscally
induced migration does take place in Canada, although its extent varies by
income group and region.

It needs to be emphasized that efficiency considerations call for complete
equalization of net fiscal benefits, including those related to resource reve-
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nues, while equity considerations call for something less if we choose to
regard Crown-owned natural resources as a provincial property right. Gen-
erally, therefore, the issues involved in the equity/efficiency trade-off, as it
affects the various Canadian regions, are clearly relevant to the design of
federal-provincial fiscal arrangements.5!

Graham’s thesis is that equalization and similar payments help to fore-
stall not only any tendency toward the movement of well-allocated
resources from low- to high-income provinces/regions but also any
impediment to the movement of capital and labour from high-income to
low-income provinces/regions if such resources would be more bene-
ficially located there:

Without transfers, differential fiscal treatment will exert pressure indis-
criminately on factors to move from a poor province or locality, even factors
that are well located there, and will inhibit the inward movement of factors
from richer provinces and localities, even ones that would be better located
in the poor province or locality.52

However, it should also be noted that there will be some capitalization
due to differences in net fiscal benefits among provinces, through
increased land values and housing prices, and to this extent there will be
a counterbalancing tendency.

If there is a point of consensus between the competing viewpoints, it
is that this debate is not limited to a sterile economic context. As
Courchene states:

In the final analysis, the solution will no doubt be political and will take
account of two aspects that have not as yet been mentioned in this paper,
namely the constitutional framework and, as important although clearly
related, the degree of centralization or decentralization of power within the
federation.53

Notwithstanding the definite view espoused by the Economic Council
of Canada, this subject matter requires more empirical study, as
Courchene mentions in his most recent comments upon the subject.>#
Conversely, however, the more that transfer payments become a politi-
cal issue, the less will be the significance attached to such further
research.

As the issues involved are fundamental to the fabric of Canada,
economics will be a secondary concern in any final determination. The
nation’s sense of fiscal equity, together with political realities, ultimately
will determine the matter. However, Courchene himself has emphasized
recently that ‘“‘the potential exists for equalization to enhance effi-
ciency,” his argument being that Canada’s recent equalization programs
in practice cannot be defended on this basis.>>
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Fiscal Equity — Fairness

As we have seen, equalization is founded upon the historical Canadian
value of fiscal equity as seen in the language of subsection 36(2) of the
Constitution Act, 1982. This provision asserts that all Canadians, wher-
ever they reside and whatever the degree of choice present in that
decision as to the place of residence, should receive a reasonably com-
parable level of basic public services at reasonably comparable rates of
taxation. The qualifier upon horizontal equity in terms of fiscal capacity
is only that of reasonableness in terms of approaching the norm.

The Rowell-Sirois Commission was of the view that equalization was a
trade-off for tariff benefits to central Canada through the “National
Policy” and that there was an implicit contract in Confederation
whereby provinces would share benefits and costs associated with the
overall growth of the nation. Ontario, the prime benefactor of the
National Policy of 1879, will have contributed more than $20 billion in
federal income taxes to fund equalization in the period 1957-87.5¢
Whether this was too much or too little in quantitative terms is beside the
point. The goal of fiscal equity has been pursued. Equalization has been
an appropriate and successful mechanism in strengthening the fabric of
the Canadian nation.

THE CASE OF ALBERTA

Let us consider historical energy policy in Canada in the context of this
view. Alberta, as well as the other producing provinces, has benefited
from the historical concept of fiscal equity in the creation of its resource
wealth.

First, Alberta lands were federal lands until 1930. One reason the lands
were transferred was in response to the argument of a need for revenue
sources to help bring Alberta up to the national norm. Second, through
the most favourable national tax expenditures given to any industry, the
non-renewable resources industry was built up over the past sixty years.
Third, through the National Oil Policy of 1961, the major expansion of the
Alberta petroleum and natural gas industry was achieved. Under this
policy, Ontario was made a captive market for Alberta oil at higher than
world prices, which situation prevailed to 1973 and OPEC 1. Fourth, the
federal government made possible the pipeline to deliver natural gas to
eastern Canada, through financial guarantees and subsidies, which not
only benefited Alberta as supplier but also Ontario and Quebec as
consuming provinces, through giving greater security of energy supply
and access to a cheap energy source. The then minister of trade and
commerce in the St. Laurent government, C.D. Howe, “likened the
building of the Trans Canada natural gas pipeline to the centrepiece of
Macdonald’s policy, the Canadian Pacific railway,” both being seen as
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essential to the building of an east-west economy.>” All of the above-
stated federal policies and actions were founded in part upon a national
value and objective of reducing regional disparities by fostering regional
growth, that being a corollary to the concept of equitable fiscal fed-
eralism. As well, Alberta itself was the beneficiary of equalization while
it lacked average per capita fiscal capacity, until 1962, when it achieved a
mature natural resources industry.

These historical energy sector policies were seen at the time of their
formulation as being largely to the economic benefit of the western
provinces but also as a necessary component of equitable fiscal fed-
eralism. Moreover, with the hindsight gained because of the energy crisis
of the 1970s, it is clear they have been a boon to the nation as a whole. It
would be consistent with the historical concept of fiscal equity, as
evidenced by historical energy sector policies and the equalization
program pre-1974, now to reformulate the equalization system through
providing for the redistribution of energy rents.

Alberta argues that the federal fiscal take in respect of energy taxes (in
particular, through the petroleum and gas revenue tax)>8 via the National
Energy Program, coupled with domestic price ceilings established by
the Energy Administration Act,>® has meant that there has been a sharing
with other Canadians, and that the federal government uses its revenues
from provincial resources for expenditures to the benefit of all Cana-
dians. Indeed, the Economic Council of Canada in Financing Con-
federation, emphasized that the three western provinces lost about $13.5
billion in 1980 in foregone rents due to federally regulated low domestic
prices.®® The Council stated:

A point that bears repeating is that the amount of net redistribution that
occurs as a result of the inclusion of natural resources in the equalization
formula is of minor significance — after account is taken of the cost of
financing this additional payment by the federal government — compared
with the implicit redistribution through other mechanisms. For example, of
the $12.7 billion that was redistributed from Alberta to other provinces, only
$114 million was accounted for by its resource-related contribution to the
Equalization Program.é!

There can be no doubt that the residents of Ontario and the other non-
producing provinces have gained significant benefits through the pay-
ment of lower than world oil prices over the period 1974-85.

This argument by Alberta may be valid, as far as it goes, but it is not
responsive to the larger question of fiscal equity. First, through these
twin measures of taxes and price ceilings, there has been only a partial
sharing of resource revenues. It is estimated that, after redistribution,
the net benefit per capita in Alberta in 1980 from resource rents was more
than three times as great as the average for the nation.%? Alberta, with
about 9.5 percent of the national population, takes the greater share of
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current revenues. Second, resource revenues arise from consumer pay-
ments. Producers receive their revenues from all Canadians (and from
exports of natural gas and petroleum), but there is only a relatively small
redistribution of revenues through the national government.%3

Alberta would counter this argument with two assertions: provincial
ownership of natural resources implies that the benefits of those
resources accrue to the province; as these resources are non-renewable,
such benefits should accrue, in the main, to Albertans.

However, arguments can be advanced against this position. First,
provincial ownership and control was historically related primarily to
the notion of equality of treatment, and the ownership of lands within a
province was seen in the context of “matters of local interest,” what we
might now call socio/environmental issues, not economic benefits. In so
far as economic benefits were perceived as becoming important at a later
time, the argument of the western provinces in the 1930s was to gain
control of the economic benefits from resources to bring them up to the
Canadian norm. Second, domestic energy revenue benefits arise indi-
rectly from the fact of the OPEC cartel control. The bulk of the revenues
represents a monopoly or windfall profit, with the factor of ownership in
itself being irrelevant in price, and hence benefit, determination. More-
over, resource revenues are unique provincial revenues in that they are
largely collected from individuals who are non-residents of the revenue-
taking province.

Third, Alberta has, in a total sense, a vast quantity of non-renewable
resources. Resources are, in reality, a function simply of cost and
technology and, looked upon in this manner, Alberta has more
petroleum and natural gas than ever before. Consider the Syncrude plant
at Fort McMurray in Alberta. With the most impressive modern, high
technology one can imagine, some 125,000 barrels a day are produced at
a profit, representing about 7.5 percent of Canada’s daily oil require-
ment. The billions of barrels of recoverable reserves of the oil sands
represent the next generation of wealth from natural resources in
Alberta. When non-conventional sources are taken into account,
Alberta has more recoverable oil and gas than ever before. There are one
trillion barrels of oil in the oil sands, although only a relatively small part
of that will be recoverable. However, such oil was not a feasible resource
at all pre-OPEC, because of cost and lack of technology. Natural gas
reserves have increased by about 50 percent since 1970. Moreover, with
the shift to an off-oil, and on-gas policy through the National Energy
Program, and further probable natural gas exports, Alberta will receive
some increase in energy rents from natural gas. However, it is true that
Alberta’s conventional oil reserves have been diminishing for the past
fifteen years, with the exception of the past year; hence low-cost, high
windfall-profit oil has a limited life.
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At present, Alberta has the lowest provincial tax rates, the highest
level of provincial services, a heritage fund with $13 billion and no
provincial deficit.

It was asserted at the beginning of this paper that centrifugal forces
had developed in Canada in 1973 with the impact of OPEC 1. At the 1971
Victoria Conference on the Constitution, natural resources were not
mentioned as a topic, and all provinces were satisfied with the then
existing Constitution. Yet ten years later the Heritage Fund had become
in symbolic terms to Alberta what Bill 101 was to Quebec. Finally, even if
resource revenues can be said to accrue largely to provincial govern-
ments, logically by virtue of ownership and constitutionally by virtue of
the distribution of powers, the rule should be changed, given the need for
equitable fiscal federalism, through the introduction of an appropriate
equalization system.

An analysis of the history of energy policy in Canada shows that such
policy is not different from the concept at Confederation in 1867 and the
later “National Policy” of 1879, which gave rise to the need for equaliza-
tion on equity grounds — a sharing of costs and benefits. Historically,
energy policy and equalization policy were perceived as necessary to
nation building, with costs and benefits. Both, therefore, call for
redistribution of benefits to achieve equity.

THE CASE OF NEWFOUNDLAND

The Newfoundland-Canada offshore issue mirrors potentially the past
and present problems experienced with the western producing provinces
since the inception of OPEC in 1973. As well, the 35-year history of
Newfoundland in Confederation with Canada reflects the traditional
value of fiscal equity. Given first, national ownership of the continental
shelf and sole constitutional authority in respect thereof being with
Parliament under sub section 91(1A) and the peace, order and good
government clause of the Constitution Act, 1867; second, the fact that
more than 90 percent of energy industry expenditures in the continental
shelf off the east coast have come from the national treasury through tax
subsidies and now petroleum incentive payment grants; and third, the
fact that close to 30 percent of Newfoundland’s budget for 35 years has
come from federal general purpose transfer payments, pursuant to a
national concept of fiscal equity, one can argue against the transfer of
constitutional authority in respect of offshore resources to New-
foundland as a province. To transfer the offshore may mean that New-
foundland’s per capita fiscal capacity could become several times greater
than that of other provinces, such as Prince Edward Island or New
Brunswick. If there are future significant offshore discoveries, and if
there is an OPEC III whereby prices again accelerate, Newfoundland,
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with 584,000 people — 2.3 percent of Canada’s population — could be
rendered the wealthiest province in the union from the standpoint of per
capita fiscal capacity.

The Rt. Honourable Joe Clark, as prime minister, made a commitment
in 1979 to transfer ownership of the adjacent offshore continental shelf to
Newfoundland and to amend the Constitution whereby such lands
would be brought within the province so that it would have the same
legislative authority over these lands as it enjoys in respect of onshore
lands presently within its boundaries.®* Prime Minister Brian Mulroney,
while Leader of the Opposition, said that Newfoundland should be
entitled to collect resource revenues from the adjacent offshore as if it
were within Newfoundland’s boundaries and that if the provinces wish
to have a constitutional amendment in respect of an offshore agreement,
his government would support such an amendment before Parliament.63

Pursuant to these commitments, the Atlantic Accord on offshore oil
and gas development was signed February 11, 1985 by the Newfoundland
and federal governments.

As has been emphasized in this paper, a basic theme of Confederation
has been the pursuit of fiscal equity, a value now enshrined in Section 36
of the Constitution Act, 1982, whereby there is a redistribution of the
wealth of the country to the “have-not” provinces. Newfoundland itself
has been a prime beneficiary of federal transfers through equalization,
health care, post-secondary education, and social assistance program
monies, which constitute more than 55 percent of the provincial govern-
ment’s revenues, and have totalled about $8 billion since 1949. The
nation, quite properly, has shared its wealth with Newfoundland
because its fiscal capacity has been below the national average, so that
its residents can have reasonably comparable public services at reason-
ably comparable tax rates.

However, the federal government has now agreed that Newfoundland
can take the economic rents from offshore development just as if the
offshore constituted provincial lands. If there are further significant
offshore discoveries, and if there are further world price increases due to
OPEC, both of which are quite possible in the long term, then New-
foundland could quite possibly have the highest per capita fiscal capacity
in the nation. Newfoundland might well be 10 to 20 times wealthier than
say, Prince Edward Island, New Brunswick or Manitoba. In contrast to
our history since Confederation, which has seen the reduction of
regional disparities in fiscal capacity, the Atlantic Accord may well
create growing regional disparities. Newfoundland is not obliged to
share its rising wealth with the rest of Canada; and to get even a part of it,
a federal government would be forced to repeat the federal-provincial
conflicts seen in Alberta and the western producing provinces over the
past decade.

Thus, the offshore agreement has planted the seed for future ine-
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quality and inequity, notwithstanding that the wealth is generated upon
federal lands and more than 90 percent of the cost of the development
will have come from the national treasury through tax expenditures and
federal grants. All the people of Canada have paid for the cost of offshore
development, but it is only the provincial government representing 2.2
percent of the population that will receive the economic rents, no matter
how sizeable they may be.

In contrast, the approach of the Canada—Nova Scotia Agreement on
Offshore Oil and Gas Resource Management and Revenue Sharing
signed March 2, 1982 and enacted into law in June, 1984, (to be discussed
infra) by the Trudeau government would give to Nova Scotia all offshore
revenues until it achieved 110 percent of the national average in fiscal
capacity, and there would then be a sharing of revenues until the prov-
ince achieved 140 percent of the national average, whereupon all addi-
tional revenues would flow into the federal treasury for the benefit of all
Canadians. However, the federal Minister of Energy, Pat Carney, has
stated that she will reopen the Nova Scotia agreement, so that it will be
given the benefits extended to Newfoundland through the Atlantic
Accord.

Newfoundland has also been assured that it will receive offset pay-
ments for much of the equalization it would otherwise lose because of
rising fiscal capacity due to offshore development, for some 12 years
after production from Hibernia commences. Thus Newfoundland and
Nova Scotia (the only two provinces with a real promise of significant
offshore oil and gas riches) are also to be placed in a preferred position
under the equalization program. For example, if Manitoba’s economy
prospers at a higher rate than the national average, its equalization
entitlement is correspondingly reduced.

Moreover, the federal government has undertaken to support a consti-
tutional amendment to entrench the agreement if Newfoundland has the
requisite support of the other provinces. Although the glow of cooper-
ative federalism evidenced by the signing of the agreement may be
appealing in the short term, the truth, in the long term, is that the
offshore settlement represents a new, potentially centrifugal force for
Canada as a nation.®6

Quite clearly, no Canadian wants Newfoundland to be maintained in a
state of dependency upon federal transfers. However, Newfoundland
should achieve the national average, or better, in per capita fiscal capac-
ity, not by constitutional right in respect of the offshore but by national
policy. This is the approach of the present Canada—Nova Scotia Agree-
ment on Offshore Oil and Gas Resource Management and Revenue
Sharing. The federal government may wish in the future that revenues
significantly in excess of the national average per capita fiscal capacity
be utilized by the national government for national purposes, including
the funding of federal government activities and services. At the least,

Cumming 73



such revenues should be shared for purposes of equalization. Should
Newfoundland be given constitutional authority over the offshore, it
would be politically and constitutionally difficult for the federal govern-
ment to force a sharing of energy rents. In the event of rapidly rising
prices and windfall profits, there could be a revenue-sharing struggle like
that seen between the federal government and the western provinces
over the period 1973 to 1981.

While the proposals of this paper are important in all events, they have
even greater significance if the coastal provinces are ever to be given
constitutional authority over the adjacent offshore. In such event, it is
appropriate that there be in place some mechanism whereby coastal
provinces share their energy rents with those provinces below the
national average in per capita fiscal capacity. The above points made in
the context of the Newfoundland-Canada offshore dispute have par-
ticular relevance also in respect of Yukon and the Northwest Territories
becoming provinces at some future date, given the petroleum and natu-
ral gas potential of the continental shelf underlying the Beaufort Sea.
Yukon has a population of about 23,000 people, and the Northwest
Territories about 46,000 people. With populations of less than 0.1 per-
cent and 0.2 percent respectively of Canada’s total population, as prov-
inces these jurisdictions could have very high per capita fiscal capacity
with significant offshore development.

THE EQUALIZATION PROGRAM TODAY

This paper asserts that the amendments through the 1970s distorted the
equalization program by moving it away from the underlying premise of
full fiscal equity. The equalization program does not today attempt to
realize its historical objective — expressed in subsection 36(2) of the
Constitution Act, 1982:

Parliament and the government of Canada are committed to the principle of
making equalization payments to ensure that provincial governments have
sufficient revenues to provide reasonably comparable levels of public ser-
vices at reasonably comparable levels of taxation. [emphasis added]

Did the amendments through the 1970s also have the effect of moving the
equalization program away from the more limited, contemporary
expression of equalization (due to the five provinces’ representative
average standard) namely, being just an aspect of full fiscal equity that all
Canadians should have a reasonable (but not “reasonably comparable”)
level of public services in an objective sense, at a reasonable (but not
“reasonably comparable”) level of taxation? It is very difficult to say, in
view of the absence of standards against which to measure public
services. Moreover, the cost of public services has not increased to keep
abreast with energy prices. Some might even claim that equalization falls
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short of the realization even of a limited, contemporary objective of
bringing disadvantaged provinces up to a reasonable objective standard.

Expenditures in 1972-73 by all provinces were roughly the same per
capita with roughly equal tax rates. Alberta’s per capita expenditures for
1981-82, however, were about $6,861, compared with Prince Edward
Island’s at only $1,460. The difference in tax rates has become wider as
well.67 Considering the comprehensive tax base of the equalization system,
but taking 100 percent of resource revenues into account, it is evident that
there has been growing regional disparity in fiscal capacity throughout the
energy crisis, 1973-81. With the national average being 100, Alberta’s tax
base per capita rose from about 137 to 247 over the period 1972-73 to
1980-81, while Prince Edward Island’s fell about 58 to 53.68

Taxes can be looked upon as revenue necessary to provide public
services, yet to the extent that a government can gain revenues from
sources other than personal or consumption taxes, such as from energy
rents through public ownership, the disparity of public services is com-
pounded because they are provided without taxation. For example,
Alberta today provides the highest level of public services at the lowest
tax rates.

The clear statement of principle set forth in subsection 36(2) of the
Constitution Act, 1982, is not fully defined. How does one measure the
degree of success of an equalization formula?

What are basic services, particularly given variables of cost and
population from area to area? Current fiscal capacity to raise revenues is
adopted as the measurement, but what about the problem of provinces
having different levels of services because of different wealth histor-
ically? As a disadvantaged province historically, undoubtedly much of
Alberta’s relatively recent public wealth has gone to providing an infra-
structure of public goods and services that residents of Ontario have
enjoyed for some time. As well, given greatly varying populations, some
provinces of small population are put to a disadvantage through the
measurement of fiscal capacity on a per capita yield basis. Yukon, as a
vast “province” of rugged and remote terrain, would require consider-
ably more in expenditures to provide even basic provincial public ser-
vice, than some other provinces. Yet with a small population, and high
fiscal capacity with offshore development, Yukon might well be tech-
nically rendered a “have” province. Even in provinces with large popu-
lations, the per capita basis may be inadequate under some circum-
stances, due to the differences in the age structure of the population or
because of the view as to the nature of basic services due to cultural or
language differences. The equalization formula does not look at expen-
diture needs.%®

Itis sometimes asserted that equalization looks just to the provision of
“some basic level of public services” and is not addressed to a broader
concept of fiscal equity. However, it is submitted that equalization is
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more than the mere financing of some basic level of public services in all
provinces. When first articulated in this context by the then Finance
Minister Mitchell Sharp, it was as the objective achieved by a formula of
full equalization. Sharp also spoke of provinces ‘“having reasonably
comparable services.” A basic level of public services was the limit of
what could be foreseen by full equalization at the time of his statement.

The provision of basic public services is but one rung up the ladder of
fiscal equity. What if greater equalization provides more than “some
basic level of services in all provinces” but rather would tend to give
“reasonably comparable” services at “‘reasonably comparable” tax
rates? The divergence in possible standards was not foreseen in the pre-
OPEC days of 1967. This paper asserts that the core principle is fiscal
equity, with equalization up to the national average per capita fiscal
capacity being the means (if through a technically imperfect formula) by
which to achieve equity. The most that could be imagined in 1967 through
such achievement was *“some basic level of public services in all provin-
ces.” Section 36 of the Constitution Act, 1982, with its ‘“‘reasonably
comparable” formulation, is more apt for the underlying equity concept
(although one must query whether these fine distinctions were seen at
the time of constitutional formulation).

If one sees the goal as simply ‘‘some basic level of public services in all
provinces,” then the inclusion of massive energy rents, without any
amendments of the original formula might, admittedly, result in over-
rather than under-equalization. Some observers accept the limited view
of the principle of equalization.”®

In 1972-73, before the OPEC price shock, national average expen-
ditures per capita on public services provided by provincial and local
governments were $1,092; in the seven “have-not” provinces, $1,079.7!
The then Finance Minister John Turner remarked:

Our . . . equalization program will clearly be a more powerful weapon in
combatting the effects of regional disparities in income and represents a
further significant move toward the achievement of a regionally balanced
fiscal policy.72 [emphasis added]

The present equalization program will result in total payments of about
$5.4 billion per year for 1984-85.7> With energy rents equalized in full,
payments might rise significantly, as will be discussed infra.

Let us assume that there is today a reasonable (if not comparable)
level of public services throughout Canada at reasonable (if not com-
parable) taxation rates. Has the impact of natural resource revenues, in
economic and political terms, had such a dramatic effect upon Canada
that there should be a level of fiscal equity over and above this more
limited notion of equalization? One can argue that the mechanism
should strive to horizontal equity, to distributive justice, toward an equal
sharing of fiscal capacity. It can also be argued that there are merits from
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the standpoint of the national economy to recycling energy rents.
Courchene attacks the “representative five-province average” system
as being relatively inefficient because the resource revenues that are a
major source of differential net fiscal benefits across provinces have
been downplayed in the new formula.”4

On the other hand, there are arguments for less than an equal sharing
of fiscal capacity. First, if there were to be a total loss to a producing
province of energy rents in excess of national average fiscal capacity,
there would be less self-interest in developing provincially-owned
resources. While development would indirectly benefit the provincial
treasury through increased employment and business activity and,
hence, increased income taxes, the significant present benefit of
resource royalties would be lost. Second, the fact of provincial
ownership is a reality which suggests to many people that the provincial
government owner should receive more than the nation as a whole
through the federal government from that province’s energy rents, in per
capita terms. Third, while the equalization program has served to reduce
regional disparities, the approach has not been to equalize provincial
fiscal capacities. While “have-not™ provinces were brought up to the
norm on a per capita basis, and while the residents of the wealthy
provinces did contribute in respect of such equalization through
increased income taxes, provincial governments in wealthy provinces
were still left with fiscal capacities above the norm.

With price de-regulation (now announced federal government pol-
icy)7? as petroleum prices increase, there may be a combined inflation-
ary and recessionary impact upon the national economy. Increased oil
prices make sense, first, to reduce economic disparities occasioned by
having a lower domestic price as compared to the international price
and, second, to increase conservation due to decreasing consumption
because of rising prices. If some part of additional resource revenues to
the public sector were recycled back through lower taxes (say through
individual refundable tax credits), then any inflationary/recessionary
impact could be offset, or at least modified. A full equalization program
would tend to have the same effect through a reduction of provincial
taxes. That is, as provinces receive increased equalization payments,
they can lower their provincial tax rates. There is a recycling, anti-
inflationary effect.

It might be politically more attractive to have some energy rents move
to the federal government and be recycled directly to all individuals (say
as energy tax credits). By having individuals, rather than provincial
governments, receive resource revenue benefits, some argue that such a
scheme would be less offensive to producing provinces and more accept-
able to Canadians generally, thereby being more politically attractive to
the federal government. Resource revenues are collected largely from
non-residents of the revenue-taking province. However, as all provinces
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except Alberta have a serious deficiency in revenues to meet expen-
diture needs for provincial services, it is arguable that resource revenue
benefits should be transferred directly to provincial governments. Such
considerations are the subject matter of the following part of this paper.

Proposals for Reformulating the Equalization Program

Courchene and Copplestone propose a two-tiered system with an inter-
provincial revenue-sharing pool for resource rents sources.’® The first
tier entitlements would be as calculated under the existing equalization
formula, with Ottawa to fund the payments. The second tier would
embrace resource revenues. Entitlements would be determined with
respect to the deficiency or surplus of a province’s per capita resource
revenue compared to the national average per capita resource revenue.
Provinces with positive entitlements would receive payments from the
interprovincial revenue-sharing pool, but such payments would be only
a percentage of what would be necessary to redistribute fully such rents.
The proposal is dependent upon periodic, voluntarily agreed-to pay-
ments by the producing provinces. At a 50 percent level of sharing,
Alberta would have paid out $1.106 billion in 1979/80. Alberta’s per capita
revenue, at about 163 percent of the national average, would have fallen
to 139 percent under the two-tiered system.’” The three western provin-
ces have all rejected the notion of a two-tiered system, suggesting,
perhaps ironically, that it would undermine the federal nature of Canada.

Courchene has estimated recently that this two-tier approach would
have resulted in first-tier equalization payments by the federal treasury
of $3.409 billion for 1982—83, almost $2 billion less than would have been
paid if the national-average standard had been continued as the touch-
stone of the equalization formula.’® With a 33-1/3 percent contribution
ratio for the second tier, the western provinces would have contributed
$2.4117 billion.
The two tiers are not independent of each other. A province which has a
positive entitlement for the second tier would receive payments only for
the portion of such entitlement that exceeds any negative entitlement
associated with the first tier.”® Thus, for 1982-83, Ontario would have a
second-tier entitlement of $1.119 billion, but with a negative entitlement
for the first tier of $0.7224 billion, its net entitlement would be $0.3895
billion.80

Courchene sets forth several advantages for the proposed two-tier
system. First, it would address the funding inequity inherent in the old
equalization formula whereby the source of the escalation in equaliza-
tion payments differed geographically from the source of the revenues
Ottawa needed to cover the increased payments. That is, the funding of
equalization is more in line with the “ability to pay.”8! Because the
second tier, in effect, provides for a direct transfer of net fiscal benefits
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from “have” provinces to “have-not” provinces, the two-tier system is
seen as being more consistent with the efficiency arguments for equal-
ization than a ‘“representative national average system” approach.
Moreover, as the two-tier system would simply transfer existing reve-
nues across jurisdictions, rather than require new revenues to be raised
to fund equalization, the two-tier system is seen as leading to a smaller
overall government sector. As well, there would be a considerable saving
for the federal government, almost $2 billion in the example year of
1982-83.

The Federal Republic of Germany has a form of two-tier equalization,
with the first tier coming from an earmarked shared tax and the second
tier being an interstate revenue-sharing pool.82

Professor John Helliwell has proposed a substitution for the equaliza-
tion scheme with an interprovincial revenue-sharing system with com-
mon tax and benefit rates; but interprovincial negotiations would set the
rate at which revenues would be redistributed.®3 The upper limit would
thus be determined by the generosity of the producing provinces.
Helliwell and Scott propose that each province contribute 25 percent of
its standardized total revenues to the common pool to be shared.84

Walter Gainer and Thomas Powrie85 would treat the flow of resource
rents to a government in the same manner as if it accrued to an individual
or a company. Section 125 of the Constitution Act, 1867 prohibits inter-
governmental taxation, necessitating a voluntarily negotiated federal-
provincial revenue-sharing agreement. This proposal is also dependent
upon periodic, voluntarily agreed-to payments by the producing provin-
ces. Moreover, with both the Energy Pricing and Taxation Agreement
(EPTA) of September 1, 1981, and the Western Accord of March 28, 1985,
between Alberta and the federal government, whereby a revenue-shar-
ing arrangement was finalized outside the context of equalization pay-
ments, this idea was passed by, at least for the present.

The Economic Council of Canada in Financing Confederation¢ saw
provincial ownership and constitutional authority over natural resources
as meaning energy rents should largely remain at the provincial level —
and perhaps the Council did not view equalization as meaning more than
a federal obligation to ensure funding a basic level of provincial public
services. The Council did, however, suggest that for formula purposes,
equalized energy rents passed on in benefits to provincial residents
should be subject to a notional federal tax.87 Presumably the federal
government would get the funds via federal-provincial agreement. The
Economic Council of Canada’s approach would ignore those monies
isolated in a “heritage fund” until the benefits therefrom were received
by the residents of the province.

In its 1980 Budget Paper A, “Equalization and Fiscal Disparities in
Canada,” the Ontario government made several proposals. Scenario I1
is a variation of the Courchene and Copplestone formulation. In this
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second tier, the financing would be obtained by provinces above the
national average on a per capita basis contributing 25 percent of their
resource surpluses to a pool. Provinces below the per capita national
average would receive 25 percent of their resource deficiencies from the
pool. However, Ontario proposed as well not to subtract its positive
entitlement thereunder from its overall negative entitlement under the
non-resource revenue sources and, undoubtedly, many would take
exception to this approach.

The Means to Achieve Fiscal Equity

On a basis of both efficiency and fiscal equity, but primarily for the latter
reason, which is sufficient in itself, there should be more equalization. A
greater redistribution of provincial income could bring all provinces
closer to the same approximate standard of fiscal capacity.

If constitutional change is necessary, a provision could, in theory, be
introduced allowing the federal government to tax provincial property
(in effect, resource rents), modifying section 125 of the Constitution Act,
1982 to the extent necessary to redistribute provincial fiscal capacity to
meet the mandate of subsection 36(2). Even to contemplate such a
change seems to be politically naive. Such a proposal is also repugnant
to the concept of provincial ownership of property as seen by many
Canadians. However, having said that, one should also remember that
such a proposal would result in more revenue for most provinces.

The federal government could, of course, redistribute some part of
energy rents through federally regulated price ceilings under the trade
and commerce power. However, price de-regulation for oil makes sense
in economic terms, but federal quasi-royalty taxes, like the petroleum
and gas revenue tax, are seen as inappropriate, given provincial
ownership of resources and the fact that constitutional authority rests
with the province to manage its resources.®® Therefore, federal price
regulation and federal quasi-royalty taxes are not suitable or desirable
mechanisms for the redistribution of resource revenues or to achieve the
objective of greater equalization of provincial fiscal capacity. Even more
repugnant to many Canadians might be any proposal to modify section
125 to allow the federal government to tax provincial property, even for
the limited purpose of funding equalization.

Constitutional Amendment

A more acceptable approach would be for the provinces to agree consti-
tutionally to an obligation to fund part of equalization. The *“two-tier”
proposals of Courchene and Copplestone, the 1980 Ontario Budget
proposals and the suggestion of an interprovincial revenue-sharing sys-
tem by Helliwell and Scott, all would favour this type of approach.
However, all apparently would be based upon federal-provincial negotia-
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tion every five years in the context of renegotiation of the equalization
program. It is unrealistic to think that this is feasible, given the political
forces often compelling some provinces to act in their narrow self-
interest. Certainly, the details and mechanics of equalization require
periodic federal-provincial agreement. However, the core value of fiscal
equity, as this paper has argued, is a cornerstone and fundamental aspect
of the basic institutional structure of the nation. The enshrinement of the
value is seen in the articulation of principles in section 36 of the Constitu-
tion Act, 1982, but the means to carry out the principles are lacking. The
provinces must be constitutionally obliged to contribute some part of
their excess fiscal capacity to a redistribution pool for equalization
purposes, given the unique nature of resource revenues.

Accordingly, this paper recommends that federal-provincial negotia-
tions ensue to consider amending subsection 36(2) of the Constitution
Act, 1982 to provide that provincial legislatures and governments, as well
as Parliament and the government of Canada, “are committed to the
principle of making equalization payments.” In his appearance before
the parliamentary task force on federal-provincial fiscal arrangements,
the then Minister of Finance Allan MacEachen viewed the concept of a
two-tier system as consistent with the principle of equalization as
expressed in the initial draft of what is now subsection 36(2) of the
Constitution Act, 1982; however, the initial draft made reference to both
levels of government, whereas the final version obligates only Parlia-
ment and the federal government.8 Accordingly, subsection 36(2) can
be interpreted as excluding an interprovincial revenue-sharing pool.2° A
second proposal is that a new provision, to be enacted as subsection
36(3), be negotiated between the federal and provincial governments to
provide the broad framework for the implementation of an equalization
program in order to achieve equitable fiscal federalism as now con-
templated by the principles enunciated in subsections 36(1) and (2). The
amended subsection 36(2) and new subsection (3) could provide a broad
framework of principle and commitment plus the essential specifics of
provincial obligation. This could possibly take the form of a two-tier
provision, with the federal government funding the first tier entitlements
to equalization.

This approach would result in a return to a national average per capita
fiscal capacity standard and would allow some portion of natural
resource revenues to be redistributed as equalization to bring “have-
not” provinces closer to the national average standard than at present.
Natural resources revenues would influence the magnitude of equaliza-
tion payments. The second tier of equalization would be funded by
resource-rich producer provinces.

There are various alternatives by which the second tier entitlements to
equalization could be structured, in particular, by using the Courchene-
Copplestone model, as previously discussed. An additional possible
approach would be for provinces above the per capita national average in
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fiscal capacity to contribute monies equal to a percentage, say 25 per-
cent of their excess fiscal capacity, or to contribute monies to a second-
tier pool equal to 25 percent of their resource revenue sources’ surplus
(computed by determining a province’s per capita resource revenue as
compared to the national average per capita resource revenue), which-
ever is the lesser amount. Provinces below the per capita national
average in fiscal capacity would receive per capita payments from this
pool via the federal treasury, the payments going to the province with the
greatest deficiency until its deficiency equals that of the province with
the next greatest fiscal deficiency, with payments then going equally to
those two provinces until they rise in fiscal capacity to the province with
the next greatest fiscal deficiency, and so on.

Such an approach would mean that only the relatively minor details of
the equalization program would need to be renegotiated and reformu-
lated every five years. The commitments to basic principles and the
basic funding mechanism would be set forth clearly in the constitutional
framework and would serve to bring the nation closer to truly equitable
fiscal federalism.

Nova Scotia Agreement Example

Another approach is exemplified by the Canada—Nova Scotia Agree-
ment on Offshore Oil and Gas Resource Management and Revenue
Sharing of March 2, 1982. The Canada—Nova Scotia Oil and Gas Agree-
ment Act®! gives legislative effect to the Canada—Nova Scotia Agree-
ment. It provides a useful example of an alternative approach to
resource rent sharing.

Under the Canada—Nova Scotia revenue-sharing arrangement of
March 2, 1982, the Nova Scotia government receives 100 percent of
offshore revenues so long as its per capita fiscal capacity, including its
share of offshore revenues, does not exceed 110 percent of the national
average per capita fiscal capacity (plus two percentage points for every
percentage point by which Nova Scotia’s annual average unemployment
rate exceeds the national average annual employment rate).®2 There are
then three tranches of sharing. Nova Scotia receives 80 percent of incre-
mental revenues as its per capita fiscal capacity climbs from 110 percent
of the national average to 120 percent.?® In the second tranche
Nova Scotia receives 50 percent of incremental revenues while its per
capita fiscal capacity is between 120 and 130 percent of the national
average. When its fiscal capacity exceeds 130 percent, the percentage is
limited further, with an overall capping upon receipts of incremental
revenues should it rise above 140 percent of the national average.

The above approach has several advantages, most notably that it
works like a progressive tax rate, so that there is a large element of
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vertical equity present. This approach, extended to rents from resources
within provincial boundaries, would result in much greater equalization
where significant disparities in fiscal capacity arise, as seen in the past
decade of the energy crisis. On the other hand, relatively slight increases
in fiscal capacity due to resource rents beyond the national average (10
percent in the offshore Nova Scotia case) would not trigger the
redistribution mechanism. Finally, given the fundamental distinction
between which government has ownership and control as between pro-
vincial lands and offshore Canada lands, it would be best to have a
redistribution scheme for provincial resource rents which always allows
the province a significant percentage, say 50 percent, of incremental
revenues. The offshore Nova Scotia approach, without the capping
feature, affords a useful model. Adapting it to onshore provincial
resource rents, no monies would be payable by a producing province in
respect of resource rents toward a second tier of equalization payments
until the paying province’s per capita fiscal capacity rose above 110
percent of the national average per capita fiscal capacity, when there
would be some payments toward equalization as provincial per capita
fiscal capacity continued to rise. Such payments would be at progres-
sively higher rates as fiscal capacity continued to rise and exceeded
certain levels above the national average, with the top rate of 50 percent
of incremental energy rents being applicable once provincial per capita
fiscal capacity exceeded 130 percent of national average per capita fiscal
capacity.

Given the intent of the federal government to treat the offshore as
though it is onshore and within the adjacent coastal province, as seen in
the Atlantic Accord (and as announced in respect of the intended modi-
fication of the Canada—Nova Scotia Agreement so that Nova Scotia will
be put in the same position as that of Newfoundland through the Atlantic
Accord), the redistribution scheme suggested above should be made
applicable to the offshore as well as the onshore in respect of resource
revenues. That is, given the premise of the Atlantic Accord, to not
distinguish between the onshore and offshore, it follows that any
redistribution of provincial resource rents through a two-tiered equaliza-
tion mechanism, should apply in the same manner to the offshore as to
the onshore.

In offering this approach for consideration, it is also suggested that all
of a province’s resource revenues enter the regular equalization formula,
in the same manner as its revenues from other revenue sources. There
should not be special, bilaterally agreed-to equalization offset pay-
ments, which are the subject of severe criticism in respect of the
Nova Scotia Agreement,® and in respect of the Atlantic Accord. The
equalization program should apply in the same manner to all provinces.

With a two-tier system for equalization constitutionally entrenched,
as prosperity between regions fluctuates over time, there would be an
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adjustment mechanism in place, with constitutional rights and obliga-
tions. The country can ill afford not to have an appropriate sharing
mechanism to deal with present imbalances in fiscal capacity. Of even
greater importance is to have a mechanism in place in respect of any
future energy crisis and renewed escalation of energy rents, particularly
if the federal government contemplates giving coastal provinces consti-
tutional authority over the adjacent continental shelf, through constitu-
tional entrenchment of the Atlantic Accord and any later accords with
other coastal provinces with respect to the offshore.

All Provincial Revenue Sources to be Considered

Given the principles set forth in section 36, the obligation of Parliament
and the government of Canada to pay equalization should be based on a
system that considers all provincial revenue sources, yet measures fiscal
capacity as against the standard of national average per capita fiscal
capacity. However, given that this could result in an excessive financial
obligation upon Parliament and the federal government, due to equaliza-
tion stemming from resource rents, there should be an overall ceiling
placed upon the obligation of Parliament and the federal government to
make “first-tier” payments of equalization over the previous year’s
payments, say (as at present) to the extent of the annual percentage
increase in gross national product. Admittedly, limiting the increase in
equalization payments to the percentage increase in the GNP, a practice
that began with the 1982-1987 fiscal arrangements, constitutes a depar-
ture from the equalization principle of fiscal equity. However, a produc-
ing province would be obliged to pay into the second tier of equalization
in all events, even if Parliament and the government of Canada were able
to bring “have-not” provinces up to the national average in per capita
fiscal capacity by payments under the first tier within the increase-in-
GNP ceiling. In such an event, the payment by the producing province
into the second tier of equalization would, in effect, go toward reducing
the payment otherwise required to be made by the federal government.
In this situation, the equalization payment, while within the increase-in-
GNP constraint, would necessarily be a resource-rent-created equaliza-
tion payment and, accordingly, the redistribution from the province with
excess fiscal capacity should still take place.

To date, the position of the western producing provinces and New-
foundland has been to oppose vehemently any suggestion that any part
of their resource revenues should be used toward making up equalization
payments. However, if the constitutional changes in respect of section 36
of the Constitution Act, 1982 were blended with a wholesale revamping of
the basic institutional structure of the nation — as part of a grander
scheme of nation- and economy-building, such an approach might be
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seen as both desirable and possible. In the context of an overall new
“National Policy,” equitable fiscal federalism would be seen as one key
element.

Hydro-electric Power

While it has been the revenues from petroleum and natural gas that have
skewered the equalization system over the past decade, it is emphasized
that the proposals set forth relate, generally, not only to energy rents, but
to all natural resource rents. To consider only petroleum and natural gas
would be discriminatory and unfair; all resource revenues must be taken
into account. Included, as well, in the consideration of provincial
resource revenue sources, should be foregone rents in respect of hydro-
electric power. Quebec and Manitoba both produce immense quantities
of hydro-electric power which is significantly under-priced for their
residents, with the result, in effect, that there is no sharing of the
economic rents from this resource through the equalization program.
Moreover, both provinces have substantially larger entitlements to
equalization than would be the case if these revenue sources were
properly taken into account. Any national sharing scheme through the
equalization program must take into account sharing and non-sharing
through present government activities beyond the formal equalization
program. The Economic Council of Canada estimated that if all
resources revenues were to be fully equalized, including hydro rents,
equalization payments to Manitoba and Quebec would be reduced by
about one-third, while payments to Prince Edward Island and Nova
Scotia would be increased by 13 to 15 percent.®>

In its 1982 report, Financing Confederation, the Economic Council of
Canada estimated that for 1980-81, with all resource revenues, except
hydro rents, taken into account for equalization purposes and without
any capping provision in effect, equalization payments would almost
double those under the existing program.®® However, with the constraint
imposed by equalization payments not growing at a rate higher than the
rate of growth of GNP, payments for 1982—83 and 1986—-87 were projected
to be only about 8 percent higher than under the current program.®’
With the inclusion of hydro rents, the increase would be even less. The
inclusion of hydro rents would reduce equalization payments otherwise
payable because it would result in a more even distribution of resource
revenues across Canada than is reflected under the existing equalization
formula.

Courchene, Helliwell and Scott, the Economic Council of Canada and
generally all those advocating a form of interprovincial revenue-sharing
proposal argue that potential as well as actual resource revenues and
rents should be calculated. All argue for the inclusion of foregone hydro
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rents in equalization determination, recognizing that the quantification
of such rents is somewhat imprecise.”® It may be that 25 years from now,
the major source of resource revenues will be hydro-electric power rents
rather than fossil fuel rents.

National Energy Policy

The proposals of this paper have been advanced with an objective of
fiscal equity: bringing all provinces closer toward the national average in
per capita fiscal capacity. As already cited, the Rowell-Sirois Report
emphasized that such proposals would result in the concrete expression
of the “conception of a federal system which will both preserve a healthy
local autonomy and build a stronger and more unified nation.”

Moreover, an improved, comprehensive revenue-sharing mechanism
for resource revenues would serve well the objectives of both national
economic policy and national energy policy. With respect to the national
economy, the tremendous shocks generated by the energy crises of
1973-81 would have been diffused relatively harmlessly if a comprehen-
sive equalization scheme had been in place and if natural resources had
been priced at their economic rents with equalization being financed in
part out of resource revenues instead of general taxation. By pricing
domestic resources at the world market level, the rents generated by
rising world prices would have been automatically recycled. The
adversely affected purchasing power as well as the impacts of inflation
and unemployment in respect of consuming provinces, would have been
alleviated. Fiscally induced migration would also have been attenuated.
Federal-provincial confrontations would have been avoided and uni-
lateral actions by the federal government through regulated price ceil-
ings and special energy taxes, which introduced inefficiencies and trans-
actional costs, would have been rendered unnecessary.

The proposed constitutional changes could be done within the context
of the dismantling of the National Energy Program (NEP) by the Western
Accord of March 28, 1985, the federal government and the three western
provinces. The Western Accord (to be discussed infra) will serve both to
further the national public policy objective of providing greater energy
security and to stimulate the energy economy of the western producing
provinces. However, NEP was introduced by the federal government
with its October 28, 1980 budget in large part because the federal income
tax system and price regulated ceilings were inappropriate mechanisms
to effect revenue sharing. NEP, as seen at present, resulted in over-
regulation, inadequate producer netbacks and discrimination (both
against provincial lands in favour of Canada lands and against foreign
ownership, through the operation of the petroleum incentive payment
system). However, there cannot be a coherent, stable, generally accept-
able and effective domestic energy policy for Canada’s long-term needs
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without resolution of the issue of the sharing of energy rents between the
federal and provincial governments within a clearly established set of
principles. An appropriate sharing mechanism, together with an appro-
priate and viable management framework, are necessary pre-conditions
to a national energy policy.

Economic Council of Canada Proposals

The Economic Council of Canada’s recently published Connections: An
Energy Strategy for the Future emphasizes that the cornerstone of energy
policy for the next 10 to 15 years should be to allow domestic energy
prices to reflect economic values to a much greater extent, so that
energy policy can make the maximum contribution possible toward the
primary objective of raising the income of Canadians. The Council sees
the economic objectives of growth, development and the efficient man-
agement of resources as the primary concerns in energy policy before
the 1973 OPEC crisis, but not over the past 12 years when the two OPEC
price shocks made economic stabilization and the sharing of energy
revenues the paramount issues.!%0 The Council considers that a first
requirement of a new energy policy is the replacement of the present
cumbersome regulatory regime of detailed sets of rules, regulations and
pricing formulae by a “‘strategy aimed at facilitating flexible adjustment
of prices to changing conditions in the market place.” 10!

The proposals of the Economic Council of Canada for the reformula-
tion of a national energy policy have considerable appeal. However, the
resolution of the issue of economic efficiency and development means
that there should also be an appropriate mechanism to deal with the
problem of regional fiscal disparities within Canada.

The Council sees two principal elements in respect of federal-provin-
cial fiscal relations in relation to energy policy. The first concerns equity
among Canadians with respect to provincial taxation and the provision
of services by their principal governments, which are handled through
the equalization program, the subject of this paper. However, the Coun-
cil identifies the second as “the participation of all Canadians in financ-
ing the cost of the nation;” 102 that is, the costs of federal services and
activities must be distributed fairly among Canadians on the basis of
ability to pay.103

The Council recommends that resource rents should be collected by
the owner, the province, but that the federal government *“‘should have
access to an agreed share of these rents, regardless of the policies of the
provincial governments with respect to their collection and distribu-
tion.”’ 104 However, it views an appropriate rent-sharing arrangement as a
longer-term arrangement after protracted negotiations, whereas
improvements in resource-management can begin immediately.10

The federal government entered into a Western Accord with Alberta,
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British Columbia and Saskatchewan March 28, 1985, effectively disman-
tling the National Energy Program and adopting virtually all of the
proposals recommended by the Economic Council of Canada as to the
management framework for petroleum and natural gas. Thus, the West-
ern Accord will result in the deregulation of the price of oil as of
June 1, 1985, and it is intended that natural gas pricing will be made
market-sensitive in the near future. As well, the plethora of special
federal taxes, incentive grants and tax-offset payments will all be phased
out. By the Western Accord the federal government will move the
petroleum and natural gas sector of the economy from an excessively
regulated and costly “administered system,” to a “market system.”

However, the Western Accord implicitly denies the need for an equita-
ble revenue-sharing mechanism in respect of resources rents. The West-
ern Accord will reduce the federal government’s revenues simply to
those realized through income taxes. The problems suggested by this
paper, and by the Economic Council of Canada, in respect of federal-
provincial fiscal relations in relation to energy policy, are not addressed
in the Western Accord. The matter of equalization is not mentioned.
Thus, while the Western Accord undoubtedly has considerable merit in
serving to restore market efficiencies to the energy sector of the econ-
omy, it omits mention of the most fundamental public policy issues in
respect of energy over the past 12 years, the question of equitable rent-
sharing and an appropriate mechanism to effect that objective.

While the low-cost oil resources of the Western Sedimentary Basin are
largely developed, there are extensive low-cost natural gas reserves and
higher-cost petroleum and natural gas reserves in both the three western
provinces, and on Canada lands (Yukon, the Northwest Territories and
the offshore continental shelf), which can still be produced at costs lower
than the world price. As well, the world price for oil may rise again and at
a pace higher than the rate of inflation. In the long term, it is only
Saudi Arabia, Iran and Iraq in the non-Soviet-controlled world that will
have sizeable surplus oil reserves available for export. The stability and
political orientation of these countries, together with their capacity as
the core of the OPEC cartel, will greatly influence the future world price
of oil, as well as security of supply in the free world. As Canada is a price-
taker in the world market for oil, the future presents significant risks and
opportunities for the development of Canadian petroleum and natural
gas reserves. The national objective of security of supply in Canada
through the development of domestic reserves of petroleum and natural
gas, together with the matter of the export of surplus, will depend largely
upon the issue of price which, in turn, necessitates a consideration of
revenue sharing as between the two levels of government and industry.
Maximizing the welfare of Canadians depends upon the coincidental
pricing of natural resources so that their prices equal their economic
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rents (their marginal contributions to gross national product) and the
sharing of those rents in an equitable manner.

Advantages for the Producing Provinces

A resolution of the revenue-sharing issue on an equitable basis should
result in a situation whereby the overall constitutional scheme in respect
of resources is made more workable than at present. The producing
provinces would have the freedom to act as owners and as stewards and
managers of their resources, as contemplated by the Constitution Act,
1867 (sections 109, 92(5), (13), (16) and 92A), limited only by the tradi-
tional division of powers which gives to Parliament constitutional
authority in respect of trade and commerce, interprovincial works and
undertakings, and through the declaratory power (subsections 91(2), (29)
and 92(10)(a) and (¢)), together with the residual power and power to deal
with emergencies, through the “peace, order and good government”
clause. Resource rents would be collected by the provincial government
owners under the collection mechanisms they have chosen. The provin-
ces’ only commitment under an amended section 36 of the Constitution
Act, 1982, would be to transfer the agreed share of revenues to the federal
government as the intermediary for a second tier of equalization to
“have-not™ provinces.

Moreover, the producer provinces would regain effective responsibil-
ity for the exploitation and development of natural resources. Federal
price regulation by way of underpricing would not be seen as necessary
to redistribute energy rents and the province would collect rents through
bonus bids, production royalties and lease rentals on provincially-owned
minerals or production taxes on freehold interests. The provincial gov-
ernments would be responsible for funding resource activity on their
lands where rents are available. Overall, there would be more efficient
resource management. Federal quasi-royalty taxes, like the petroleum
and gas revenue tax, or the incremental oil revenue tax, would not be
necessary. Ideally, both the federal and provincial governments would
modify their rent collection tools for them to apply to a net revenue base,
with the rates of taxation and rates of royalty being set competitively, but
with the damage to private economic incentives being considerably
reduced.

This paper deals with the problems of sharing resource rents by
incorporating a sharing mechanism to facilitate equalization through
section 36 of the Constitution Act, 1982. If a fair and suitable mechanism
is put in place through section 36, such as that in the Canada—Nova
Scotia Agreement,!%6 it is not foreseen that the federal government
should tax resource revenues in the producing province except through
the general income tax payable by the industry.
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The report of the Parliamentary Task Force on Federal-Provincial
Fiscal Arrangements estimated the cost of equalizing 30 percent of all
natural resource revenues for 1986—-87 to be $3,622.6 million, this
amount being made up of $65 million in respect of Saskatchewan,
$3,463.1 million in respect of Alberta and $94.5 million in respect of
British Columbia.!97 The estimated revenues to the federal government
for the fiscal year ending March 31, 1983, from the petroleum and gas
revenue tax, natural gas and gas liquids tax and oil export charge, totals
$3,476 million.!98 Increased equalization payments, through contribu-
tions under a two-tier system by the producer provinces, could be
balanced off approximately by the withdrawal by the federal government
of its producer-related special excise taxes.

As of this date, there is great uncertainty in respect of the future world
price of oil. It is suggested that in the long term the price may well rise
again, possibly dramatically, and that this necessitates putting in place
now a suitable equalization formula and mechanism in pursuit of equita-
ble fiscal federalism.

On the other hand, it is quite possible that in the short term the price of
oil may fall dramatically, given OPEC’s apparent inability to control
supply. This phenomenon may well suggest government measures of
another form, also in pursuit of equitable fiscal federalism. Either as a
measure together with the United States or, preferably, as part of a
broader energy agreement reached with the Organization of Economic
Cooperation and Development countries, a relatively high minimum
domestic price might be set for oil. This could be accompanied by a tax
upon imported oil so as to ensure a minimum import price equal to the
minimum domestic price. This would give needed financial security to
the international investment community and afford western economies
the price baseline by which security of supply, through increased self-
sufficiency, could be reached. Within this minimum price many Cana-
dian high-cost energy megaprojects could proceed on a basis of price
certainty. Longer-term energy export contracts could then be obtained
as well, with advantage to Canada. Overall, Canada can gain immensely
through exploiting its comparative advantage in terms of trade in the
energy sector. This would particularly benefit the western producing
provinces of Canada as well as those provinces receiving resource
revenues from adjacent offshore development. If this approach were
taken, it might well be (if OPEC prices fell below the minimum domestic
price for oil) that residents of the consuming provinces would once again
(as under the national oil policy of 1961) pay higher than world prices for
domestic oil, in the interest of national security of supply and fostering
regional growth.

Other national objectives might also be addressed — in particular, for
example, greater free trade with the United States — when the pro-
posals for constitutional reform suggested in this paper are considered.
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Finally, such a basic restructuring as proposed could be seen as one part
of meaningful, rational trade-offs by all Canadians for the overall
national good in several important areas of public policy concerned with
the institutional structure of the nation.

Conclusion

The core value of equitable fiscal federalism is fundamental to the
concept of Canada as a federal state, and this has been so since Con-
federation. The enshrinement of this value is seen in section 36 of the
Constitution Act, 1982. The principles enunciated therein can be made
more workable only through constitutional amendment. Subsection
36(2) of the Constitution Act, 1982 should be amended to bind the provin-
cial legislatures and governments, as well as Parliament and the govern-
ment of Canada, to the principle of contributing toward equalization
payments. As well, a new provision should be negotiated and enacted, as
subsection 36(3), providing the basis of a mechanism for the equitable
sharing and redistribution of resource rents. These constitutional
changes would serve the objective of achieving equitable fiscal fed-
eralism and, consequently, a stronger and more united Canada.
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general equalization formula upon the province’s revenues from equalization. Thus,
the province would receive offset payments equal to 90 percent of the value of the
reduction in its equalization payments, due to the impact of its resource revenues
entering the equalization formula, from the time of commencement of production
until the end of the first full fiscal year following. The rate of offset would be reduced
by 10 percent in each subsequent year, until the payments were entirely phased out.
Thus, Nova Scotia’s equalization will be calculated by including only 10 percent of
offshore revenues in year one, 20 percent in year two, and so on. Therefore, overall,
Nova Scotia’s equalization payments will be determined by an entirely separate,
more generous formula, one that runs the risk of generating regional tension rather
than fostering national unity. Courchene sees the “possibility of a movement of
Canada’s equalization program away from a formula-based system to a province-
specific system” if the offshore agreement were to be adopted generally. See
Courchene, supra, note 19 at 75-77, 401-3, 406. The Nova Scotia approach has been
followed in the Atlantic Accord of February 11, 1985, and indeed, the equalization
offset scheme in the accord is more generous to Newfoundland than the one in favour
of Nova Scotia under the present Nova Scotia Agreement.

Supra, note 50 at 50, 51.

Ibid., at 51.

Ibid., at 49, 51.

See Courchene, supra, note 19 at 105, 244 and 250.

Ibid., at 25.

Ibid., at 125.

Ibid., at 100.

Ibid., at 127.

Ibid., at 129.

But without the special equalization offsets; see supra, note 93.
Supra, note 28, Table VII-3 at 166.

Supra, note 12, Table 3.3 at 41.
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The Harmonization of Social Policy

CLAUDE E. FORGET

Introduction

Harmonization, unlike centralization and decentralization, is an idea
that is not often used to analyze public affairs in Canada. Yet it is not
enough to describe certain areas of government responsibility as either
“centralized” or “decentralized,” for these concepts give only a static
snapshot of the distribution of powers. Harmonization, on the other
hand, attempts to describe how these powers are used. Harmonization is
more a movement than a fixed state of affairs, and therefore it describes a
dynamic rather than a static property of a system of intergovernmental
relations.

The idea of harmonization is of a different order than the discussion of
centralization or decentralization. In addition to the distinction made
above, the following should also be mentioned. Even if the distribution
of government responsibilities among various levels of government were
extremely detailed and accurate and even if it were considered “ideal”
or “perfect” in some respects, there would still be a need for harmoniza-
tion. That is because any kind of distribution of powers tends to become
fragmented and compartmentalized. There are very few matters that can
be grouped under a single constitutional heading and, even if the consti-
tution were rewritten as simply as possible, it would still have to reflect
the way in which reality is divided into the issues that appear to us today
to be most important. Such a division would still be arbitrary and with
time would inevitably become even more so. There are also interdepen-
dencies that must be taken into account. Discussions of the right degree
of centralization or decentralization are based on a fragmented view of
reality — of a piecemeal analysis of government responsibilities — and
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those discussions in turn feed and perpetuate that view. A consideration
of the harmonization of government policies, on the other hand, is based
on the analysis of the interactions involved in the exercise of a number of
government responsibilities, and encourages a global perspective of
government policies.

There is a third important feature of harmonization: it is a logical
category that is essentially distinct from the ‘‘centralization-
decentralization” category. The concept most directly opposed to har-
monization is that of non-coherence or non-compatibility. Ideally the
purpose of harmonization is to allow two different objectives to be
achieved at the same time. To harmonize policies does not mean to
reduce them to a single policy and make them identical. We shall see in
this study that consistency has often been the enemy of harmonization
because, in sacrificing diversity to an objective that is considered impor-
tant, one often, without wishing to, sacrifices other objectives that are
every bit as important. The harmonization of policies is necessary within
a single government, and it is clear in this context that harmonization is
not effected by subordinating all departments to a single one, but rather
by searching for accommodations and compromise. For example, gov-
ernments attempt to achieve economic growth and social justice at the
same time and as a consequence must adjust their economic and social
policies to attain each of these goals to the greatest degree possible. Such
adjustments are a good illustration of the concept of harmonization.

In federal-provincial relations, the concept of harmonization above all
starts from the assumption that there is a degree of pluralism in the social
philosophies of the various provinces and the federal government; there
would of course be no need to harmonize social policies based on
identical objectives. Pluralism is essential for a proper understanding of
federal-provincial institutions. Moreover, the idea of policy harmoniza-
tion also reminds us that many different kinds of social measures are
intended for the same public and must therefore — to a degree that
remains to be determined and by means that are specifically considered
in this study — take each other into account. This study makes no a
priori distinction between what might be called horizontal harmoniza-
tion (that is, between provinces) and vertical harmonization (between
the federal government and one or more provinces). We are interested in
both.

In this study, the expression “social policies” means what it usually
means; in other words it is a vague and broad concept. In principle, it
includes everything that has to do with health and social services, as well
as all programs aimed at the income security of individuals and families
and even all government activities that create rights to benefits in cash or
in kind. Thus the goal of income redistribution or the opportunities
provided by programs to facilitate access to housing, legal services or
education allow us to classify such programs as social programs.
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Because of the obvious limitations on time and resources, most illustra-
tions, and perhaps even conclusions, refer to social policies dealing with
health, social services and income security benefits.

Our starting point is the fact that the federal and provincial govern-
ments are deeply involved in social policies. This has long been the case
and will in all likelihood continue to be so. From here it is only a short
step to the following question: has the active simultaneous presence of
two levels of government in the same vast field of intervention caused
problems that are likely to have adverse effects on the Canadian econ-
omy, or on the success of the social policies themselves?

It is not easy to do justice to that question. To what degree are social
policies in Canada harmonized, by what methods and with what degree
of success? It is not a matter of passing judgment on current social
policies in Canada, but rather on whether there is harmonization among
the social policies and between these policies and economic policies —
whatever their intrinsic merits. Nearly all studies of social policies
attempt to evaluate them according to extrinsic criteria, that is, accord-
ing to what characteristics such policies ought to possess. Because our
goal is different, we cannot base our own observations on these studies.
Moreover, the official documents made available to us very rarely con-
sider policy harmonization.

This study comprises five sections, each of which discusses a distinct
strategy used in the past to offset the lack of harmonization. The first
section evaluates the key role played by the federal spending power,
particularly in relation to social policy. This power has been used to
coordinate the timing of provincial action and also to impose ‘““national
standards.” Our purpose is to determine as carefully as possible which
factors accounted for the federal government’s success in the past and
also the factors that may influence and even limit the success of any
future efforts.

The second section is a briefer consideration of a radical strategy used
(or proposed) in the past because of the lack of harmonization among
provincial policies, namely constitutional amendment. With hindsight,
one can see that such solutions made it possible to solve a number of
problems, but that they also created new ones. A constitutional amend-
ing formula giving the provinces control over social matters was never
adopted, but the concept gave rise to some new perspectives.

The third section describes a strategy for harmonization by consensus
or by formulas similar to consensus. The technique is not used very
much for a number of reasons, particularly the lack of any constitutional
basis to give legal effect to those agreements and endow them with some
stability.

The fourth section assesses the significance of the failure to coordinate
and harmonize the most ambitious federal and provincial effort ever
attempted in the field of social policy: the social security review from
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1973 to 1977. This was a planned and coordinated harmonization effort
which, though not a total waste of time, certainly failed in its main
purpose.

Finally, the fifth section presents the conclusions that stem from our
overview of harmonization mechanisms in the field of social policy.

The Spending Power and National Standards

The evolution of social policy in the developed countries of the West
demonstrates that sovereign countries located close to one another and
sharing the same civilization and a great many social and political
values, as well as similar living standards, have all adopted social
policies that have many points in common. Ideas and people travel
readily in our era and, whether we like it or not, the result is similar
institutions, taxation systems and social security. Without any special
effort to establish it, a degree of implicit harmonization in social policy is
found from one country to the next.

However, this international harmonization is far from perfect. Unless
two countries have signed a specific treaty, the citizens of one country do
not have access to social security benefits of a neighbouring country,
even if they take up residence there, and if they change nationality, the
retirement benefits they have acquired under their country of origin’s
pension plan may be lost.

In a federation, harmonization requirements are greater. In Canada
the federal government has made itself the interpreter of these require-
ments by a variety of methods. It is these methods that we will be
describing and attempting to evaluate in this part of the study.

The federal government’s involvement in social policy takes two main
forms. On the one hand, Ottawa on its own has directly designed and
administered a number of social programs, such as Old Age Security
Pensions from 1951. It would be going too far to speak of harmonization
in connection with these programs. What is involved is instead unifor-
mity, because the same program is applied uniformly across the country.
Ottawa has also intervened in a number of other programs in a cost-
sharing arrangement with the provinces responsible for administering
the programs. It is in connection with this second category of action that
itis possible to speak of a harmonization role for the federal government.

Ottawa has played this role in many ways. Thus, federal financial
participation has profoundly affected the rate at which new programs are
introduced. Moreover, as a condition for providing funds, Ottawa has
attempted, sometimes successfully, to narrow the scope of differences in
provincially provided services by means of a definition of new man-
datory standards.

The impressive results of the federal government’s intervention in
those areas in which the Constitution assigns legislative responsibility to
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the provinces is based on the exercise of its spending power. This
authority was used to harmonize provincial social policies but not to
make them identical or to centralize the management of these policies,
because there are limits on the power to spend. It would be useful to look
into the nature of these limits because the conditions under which
spending authority will be exercised in the future are more likely than
ever to test these limits.

The Spread of Innovations

Except for unemployment insurance in 1940, all significant social pol-
icies in Canada were instituted after 1944. From 1944 to 1973, Canada
underwent rapid economic growth, interrupted only by mild recessions.
Prosperity and the resulting feeling of economic well-being were fertile
ground for the development of an ideal of social justice at a time when
social policies abroad (especially in Europe) provided a concrete demon-
stration of the feasibility of the various programs which represented that
ideal.

Thus even though the federal government had played no part in the
social field, it gradually developed all kinds of social programs. The
concentration of tax revenues in Ottawa as a result of the war made the
federal government a convenient and powerful instrument for carrying
out the programs of the social reformers. But the fact that this develop-
ment took place primarily at the instigation of the federal government
rather than the provinces is a historical accident that is not important in
relation to the phenomenon itself: the almost explosive development of
social programs would have taken place no matter what the political
structure of the country. However, such social programs would almost
certainly have taken a very different form.!

When government policies are under discussion — in social matters
as well as others — it is almost always impossible to identify clearly the
original source of an idea. Many ideas circulate on a great many ques-
tions both within and outside of governments. For example, some
descriptions of the development of social policy in Canada go back as far
as the work of the House of Commons Special Committee on Social
Security in 1943 and 1944. Although the Committee’s report did contain
the essential components of the current health insurance plan, it also
knowingly included a number of the proposals contained in Lord Bev-
eridge’s report, which had appeared somewhat earlier in Great Britain.
The Committee, moreover, was fortunate in being able to discuss the
subject with Lord Beveridge during his visit to North America. Even the
sources of Beveridge’s ideas may be disputed, because he certainly did
not invent the idea of “a national health service”: he only adapted the
concept.

All of which emphasizes the fact that innovation in government policy
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(as inindustry) does not lie in the discovery of anidea (and even less in its
popularization) but rather in its first successful practical application.

Thus, in state-financed health services, Saskatchewan was clearly the
innovator that led to the establishment of the present Canadian system.
As early as 1947 Saskatchewan had established a hospital insurance
plan. But Saskatchewan was not the only province to experiment with
public funding of hospitalization. In 1950 Alberta provided partial finan-
cial assistance to municipalities that had established hospital insurance.
British Columbia had had its own plan since 1949, and Newfoundland
had had a plan of its own from the time of its entry into Confederation.
These four public plans differed substantially from one another, and the
successful operation of such plans in these four provinces did not appear
sufficient to encourage the others.?

That is the context in which the influence of the federal government on
the spread of innovation in this field must be evaluated: in four years,
from 1957 to 1961, all the provinces adopted the same hospital insurance
plan. This single plan is substantially the one that had been in operation
for ten years in Saskatchewan. This concentrated effort and the speed
with which the plan was adopted across the country constitute a major
contribution of the federal government to the harmonization of social
policy in the provinces.

Beginning in 1968, the same thing was repeated for health insurance.
By 1971, all the provinces had adopted the same plan based on an
experiment that had been conducted successfully since 1962 — again in
Saskatchewan. Here again, before the passage of federal legislation,
there appeared to be no trend toward the convergence of programs at the
provincial level.

The significance of these facts becomes clearer if they are compared to
equivalent data for eleven health service programs not included under
hospital insurance or health insurance. In 1982, the “rate’ of acceptance
of these eleven programs by the ten provinces averaged 64 percent
against 100 percent for the two federal-provincial programs. Moreover,
while only four years went by from the introduction of federal legislation
to acceptance by the last province for each of the two programs intro-
duced, it took an average of fifteen years for the eleven strictly provincial
programs, and, in one case, 32 years. Table 3-1 lists these eleven pro-
grams with their year of introduction and shows whether they are
universal or selective and whether they use deterrent fees.

According to some descriptions of the development of social services
policy, it would appear that in an analogous fashion, the adoption of the
Canada Assistance Plan (CAP) in 1966 was also preceded by successful
provincial plans. According to Leslie Bella, the CAP was preceded in
Alberta in particular, by unique social services programs.> Bella believes
that the programs already established by the various provinces led them
to urge Ottawa to adopt the 1966 federal Act. Claude Morin also confirms
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that the federal government relied to a great extent on the Boucher
Report on social assistance published in 1963, which contained recom-
mendations very similar to the 1966 federal legislation.4

These examples suffice, although many others could be cited, since all
kinds of “shared-cost” programs had the same effect in other areas of
government activity; even in the social field, other programs had similar
effects. But the magnitude of the resources employed in the three programs
mentioned above illustrates the power of this instrument for policy harmo-
nization. Let us summarize how it was used. Cost sharing was:

* Based on successful experiments over a number of years in at least
one province.

+ Compatible with a completely autonomous provincial government in
terms of capital costs, wage policies and control structures.

* Subject to the requirement that provincial programs be compatible but
nevertheless allowed significant variations. Apart from the “national
standards,” which will be discussed below, the scope of services
offered varies considerably from one province to another as do the
methods of financing the provincial contribution.

* Used during a period of growing government expenditures to harmo-
nize provincial programs up to a national level.

National Standards

The term “national standards™ refers to a small number of common
features that must be part of social programs established by the provin-
ces in an area that is harmonized by the federal government. Hospital
insurance and health insurance programs include such standards,
namely, universality, transferability, comprehensiveness and public
administration of programs.

Although national standards are usual, they are not essential. In post-
secondary education, for example, there are no national standards. In
their absence, federal intervention has the sole effect of stimulating the
introduction of a program (health insurance for example) but without
any restrictions on the form it must take. The purpose of harmonization
is then to coordinate the times at which new programs are introduced,
but nothing more. The intent of such restricted harmonization is proba-
bly to limit fiscal disparities between provinces or generally to stimulate
some beneficial government activity, whatever form it may take.

The CAP provides another concrete example of a program that
involves massive financial participation by the federal government but
has no national standards. The federal-provincial bargaining that pre-
ceded the passage of the federal CAP Act took place at the same time as
the discussions that resulted in the opting-out formula, which only
Quebec adopted. The premier of Quebec stated during these negotia-
tions that Quebec was opting out of the CAP to avoid having its social
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services subjected to national standards: this warning from Quebec led
to the abandonment of the national standards without, however, prevent-
ing Quebec from opting out.>

Health insurance programs, unlike post-secondary education and
public assistance, are the best known and most important example of the
application of national standards to provincial public expenditures.
Since the provinces seem to have successfully opposed the imposition of
such standards on other programs, it is especially interesting to consider
what led to a different outcome in the health sector. Three factors appear
to have played a role:

« the specific nature of national standards in health insurance programs:
the common principle underlying the two most important of these
standards was the financial accessibility of health services to citizens;

« flexibility in applying national standards to allow them to be compati-
ble with a decentralized health insurance plan; and

 the absence of a fully developed national health policy except for
financial accessibility.

FINANCIAL ACCESSIBILITY

Two of the national standards for health insurance are based on a single
goal: to provide each Canadian citizen with the “right” to equal access
to current hospital and medical services.

The transferability of benefits acquired by Canadians in one province
when they move to another is only a specific extension of the financial
accessibility of health services. This goal, rather than the more abstract
one of promoting interprovincial mobility of manpower, is the one that
tended to make financial access to health services a personal right of
each citizen — a kind of extension of citizenship.®

The purpose of the universality rule was to ensure that the health
insurance plan was equally accessible to all Canadians. This of course
assumed that financial barriers would be removed but not necessarily
that all health services would be free. In fact the first Hall Report took a
very casual attitude to deterrent fees. And the Hospital Insurance and
Diagnostic Services Act, in the same permissive spirit, limited itself to
providing for the income derived from these fees to be deducted from
shared expenses. In 1964, The Hall Commission (Royal Commission on
Health Services) stated:

The Commission is concerned, as it has said elsewhere, with the mounting
cost of the hospital plan and believes, therefore, that the efforts of a prov-
ince to introduce a greater degree of prudence in the use of these services,
which are both reasonable and compatible with the spirit of the Act, should
not be penalized.”

In short the aim was to prevent discrimination against certain classes of
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individuals (including, obviously, low income earners) in order to ensure
that all were protected equally by the same plan. The purpose of allowing
the income from authorized fees to be deducted from the federal contri-
bution was not to penalize the province imposing such fees, but to reflect
the fact that the sharing was aimed at government expenditures on health
and not all health-related expenses.

The federal government, in assuming a very heavy financial burden in
the health care sector, was stating through these two national standards
that it was taking on this burden to establish a benefit or an equal “right”
for all Canadians, if not throughout Canada, at least within each of the
provinces and also when Canadians move from one province to another.
This uniformity, which was required whatever organization and regula-
tion methods were decided upon by the provinces, was based on the
direct link with each citizen that the federal government wished to affirm
and consolidate in the exercise of its powers to tax and to spend.

FLEXIBILITY IN APPLYING NATIONAL STANDARDS

In view of the direct link provided by universality and transferability
between each citizen and the federal government in the exercise of its
powers to tax and to spend, the purpose of the other national standards
was primarily to define the goal of these transfers. Provided that the
health services in a province were generally accessible without discrimi-
nation to all Canadians in that province, the provinces were free to
change significantly the content of their health programs and the ways
they administered them.

Contrary to what might be believed, the public administration stan-
dard was not an attempt to predetermine management methods for
hospitals. The rule was specifically not intended to prevent private
corporations, even profit-making corporations, from managing hospi-
tals — nor did it have that effect. This is made clear in the first Hall
Report, and it is also consistent with the survival of such hospital
corporations — and to their recent reappearance in some provinces. In
general, the purpose of the standard was to define the goal of the transfer
program rather than to control the management of the program; that goal
was to substitute a state monopoly for the private insurance companies,
because the savings in administrative costs resulting from such a monop-
oly were expected to be a major source of financing for a universally
accessible plan. The standard provided a definition for public plans,
which were basically designed as state monopolies. Similarly, the “com-
prehensiveness” of the programs was limited to a reference to the
services of medical doctors and to other “medically necessary” ser-
vices: those are the only services covered by the equal access rule. The
federal government did not attempt to impose its view of the ideal scope
of health services or an optimum organization of such services, leaving
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this to the provinces; its purpose rather was to guarantee that all such
services, once defined, would be accessible to all Canadians.

Thus the whole range of health services was never included in the
definition of insured services in any province, although some came
closer than others, and there was never any federal pressure on the
provinces to complete the coverage. Table 3-1 shows clearly the number
and significance of these provincial variations.

The Hospital Insurance and Diagnostic Services Act (R.S.C., c. H-8)
also defined “insured services” under this Act in reference to the provin-
cial Acts (s. 2). Moreover, the Act stated that no regulation resulting
from an agreement between the federal government and a province in
reference to this program could be amended without the agreement of
the province. As we shall see in the third section of this study, the
provincial acts themselves were passed in response to the federal Act,
and the latter logically and chronologically preceded the former, includ-
ing its definition of insured services. The practical significance of listing
insured services in the federal Act was, however, to exclude a number of
services from cost sharing (psychiatric hospital services, sanatoria and
reception centres and shelters) rather than to force the inclusion of
additional services.

THE ABSENCE OF A FEDERAL HEALTH POLICY

This flexibility in the organization of health services and the existence of
approximately 50 percent funding by the federal government alongside a
wholly provincially operated delivery system, are not nearly as surpris-
ing as they might first appear. In fact the national health insurance
programs had nothing to do with health policy and everything to do with
providing equal access to such services, which is a very different matter.
That is why the national accessibility standards, even interpreted
broadly, were sufficient to ensure that the federal objective would be
achieved.

From this standpoint, the design of the health programs made it
possible for them to be coordinated with income security programs, but
it left unsolved the problem of harmonizing health services between
provinces. In this respect, the only harmonization mechanisms that
existed and continue to exist were the successful cases of provincial
innovations. At the outset and even long after the gradual introduction of
a health insurance plan, action by the federal government was not
intended to establish any specific view of a health services system, or
even to promote health. When in the early 1970s, the federal Department
of Health and Welfare began to publish the first documents outlining the
main features of a health policy, such as the document entitled “A New
Perspective on the Health of Canadians” and the Hastings Report on
community health centres, it did so as a result of provincial initiatives
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that had already been taken in these fields and at the same time as
negotiations were being announced for what were to become the Estab-
lished Programs Financing Act.

The development of a federal health policy came too late to have a
significant influence on the plans that were financed in part by Ottawa. It
was only in 1984, as we shall see later, that an attempt was made to use
financial sanctions to make federal policies in this field more effective.

Limits on the Spending Power

Thus, in the field of social policy, especially health insurance, the
various provincial acts were effectively harmonized. Not only did the
various provinces pass very similar statutes within a very short time —
and on two occasions, first in the late 1950s and again ten years later —
but once again the various statutes contained common national stan-
dards. This successful harmonization can be attributed to the exercise of
the spending power.

There are constitutional limits on the spending power, but these limits
are imprecise because the provinces have chosen not to contest legally
the use that the federal government has made of this authority over the
years, even in the health sector, where Ottawa has exercised its authority
very broadly indeed.

The power itself is not specifically mentioned in the Constitution; it is
rather the result of legal interpretation, which has been firmly estab-
lished through a few cases having to do with the exercise of this power in
respect of individuals. There is no doubt that Parliament has the author-
ity to make payments to individuals for any reason — even, for example,
for purposes of education or under a policy having to do with families —
two areas that the Constitution assigns to the provinces, at least where
legislation on these matters is concerned. In other words, the distribu-
tion of legislative jurisdictions under sections 92 and 93 of the Constitu-
tion does not affect the federal government’s power with respect to “the
raising of money by any mode or system of taxation” or its power to use
the proceeds as it deems fit. When the payments are to be made to
private individuals, Parliament may attach conditions, but these condi-
tions may not result in any substantial regulation of an activity over
which the provinces have exclusive legislative jurisdiction. The courts
have never been called upon to decide a case disputing a federal subsidy
to a province, and one can only speculate about the boundary between
allowable conditions and ultra vires conditions that may be attached to
federal legislation providing for conditional payments to provinces.

The constitutional amendments of 1982 may have introduced a new
problem for Parliament when it imposes conditions on the payments that
it may authorize to the provinces. Not only must these conditions not
constitute a method of legislating indirectly on questions that fall under
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provincial legislative jurisdiction, but the withholding of any federal
subsidy — if the condition is not met — must not imperil the delinquent
province’s ability to provide its residents with public services of reason-
able quality. In fact section 36 of the Constitution provides that

Parliament and the legislatures, together with the government of Canada
and the provincial government, are committed to [ . . . ]
e) providing essential public services of reasonable quality to all Canadians.

In the absence of any legal interpretation, the precise meaning of this
provision must remain vague. It is nonetheless possible that section 36
may be invoked to invalidate the federal government’s use of the sanc-
tion of non-payment of a conditional subsidy if any condition is not met.
At the very least, the court would have to ensure that the condition
imposed is absolutely essential to the responsible exercise of federal
spending authority “in a free and democratic society.”® Although this
provision does not apply to Part III of the 1981 version of the Constitu-
tion, to which section 36 belongs, it is plausible to assume that the
“commitment” provided for in it is not absolute but must be assessed in
a specific context, namely, the need for the government to be account-
able for its use of public funds. At the very least, this assumes — in
connection with payments to the provinces — a definition of the pur-
pose of the payments made, but perhaps not conformity to “national
standards.” Even if this power were compatible with national standards,
then it would be possible for some standards to be acceptable and others
not, depending on their purpose.

To a certain extent, the absence of legal action by the provinces
concerning the legal basis for conditional payment programs is an
indication of what conditions the provinces themselves feel are probably
acceptable. It is clear that the lack of legal action does not amount to
consent on the interpretation of the Constitution but, as long as the
interpretation is reasonable, it at least provides useful markers of what is
politically achievable without dispute and perhaps an indication of what
rules of interpretation the courts could rely on if the matter were placed
before them.

For approximately twenty years now, conditional payment programs
to the provinces have largely been concentrated in health (hospital
insurance and health insurance), public insurance and post-secondary
education.

Even though the latter two areas belong to the category of conditional
subsidy, they do not involve any national standard. The “condition” to
which the transfers are subject is simply the province’s obligation to
spend an equivalent amount in the same area and, since the 1977 Estab-
lished Programs Act, even this obligation has disappeared for post-
secondary education. It is now sufficient for the province simply to
maintain the program.
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The health insurance sector is therefore the testing ground par excel-
lence for the constitutional validity of the “national standards” that are
imposed by Parliament as a condition that the provinces must satisfy to
remain eligible for federal payments. This is even more significant in
view of the fact that these conditions were confirmed in the new frame-
work established in 1977 by the Established Programs Act.

The question of the validity of the conditions attached to federal
government transfers to the provinces is not likely to be generally
resolved by a yes or a no. Even though there are very few legal prece-
dents, jurisprudence at least suggests that certain conditions may be
considered valid and others not.

Some requirements are strictly formal: thus a federal program whose
purpose is to underwrite half the cost of building a teaching hospital
presupposes that satisfactory accounting standards have been used.
This administrative requirement by the federal authorities is not a sec-
ondary appendix but is rather an integral part of the “condition” that
gives its name to conditional grants. What is to be shared, under this
assumption, is not any capital expenditures related to a teaching hospi-
tal, but only those expenditures that correspond to an established
accounting model. This is a direct consequence of the federal govern-
ment’s responsibility to Parliament and its political obligation not to
discriminate among provinces.

Other requirements are more significant. In particular, some condi-
tional transfer programs could incorporate requirements concerning the
value to citizens of the benefits deriving from the program. In the field of
income security, the federal government is entitled to pay benefits
directly to individuals; there is no apparent reason why it would be
unconstitutional for the federal government to use a national standard to
determine the payments to be made by a province toward the financing
of a program in which it participates by means of intergovernmental
transfers: it amounts to doing indirectly what it is legally entitled to do
directly. In health and social services, accessibility rules are analogous
to the rules concerning the amounts of income security benefits: it is
these accessibility rules that determine who may benefit from these
services and under what conditions.

Until 1984, the two health insurance programs contained requirements
for national standards belonging to one of two categories:

+ formal requirements, mainly to do with accounting, whose purpose is
primarily to identify precisely the essence of the program, that is, the
public administration of programs and their so-called “comprehensive
character” (The characteristic of being medically required); and

* requirements based on accessibility, that is, transferability and univer-
sality.

To my knowledge these requirements have not been disputed before the
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courts and if they had been, the cases would have been lost. This use of
spending authority is within legitimate limits. The same cannot be said,
however, for more recent innovations in health insurance.

Bill C-3 and the Canada Health Act, which was passed into law on the
basis of the bill, are dubious efforts to extend the application of national
standards to matters that have nothing to do with accessibility, and their
success remains to be determined. Thus, subclause 12(d) of the bill
provided among other things that “the health care insurance plan of a
province [ . . . ] must provide for the payment of appropriate amounts
to hospitals [ . . . ].” Under provincial pressure, the word *“appropri-
ate” was later removed because it appeared to indicate the federal
government’s intention to establish national standards for hospital fund-
ing. On the other hand, in the form in which the bill was passed into law,
paragraph 12(2)(b) provides the right to arbitration when there are dis-
putes between the provincial governments and the provincial medical
associations; this provision would have the effect of making the rates for
medical fees established under arbitration or conciliation a national
standard. Such a standard has nothing to do with accessibility to the plan
but rather with the management of the programs. If a province were to
decide to dispute its validity (which is highly likely), and the courts were
to decide against the province (which is much less likely), this would
amount to a major extension of the federal government’s spending
authority.

Is the Spending Power Reversible?

Faced with a deficit that has become one of the main topics of debate
among economists, the federal government is going to have to carefully
reevaluate all its expenditures, and transfers to provinces are sure to be
included in such a study. To this difficult financial situation are added
political pressures for a thorough reevaluation of intergovernmental
transfers: the political capital that the federal government acquired from
the exercise of its spending power when the new expenditure programs
were introduced was dissipated long ago. It may perhaps be regained by
imposing new national standards on existing programs. This might
induce the federal government to use its spending power to downsize
programs and its commitments by threatening to reduce its transfers
unless the provinces agree to adopt such new standards.

Such a strategy is not a mere assumption. The adoption of Bill C-3 as
the Canada Health Act during the 1983-84 session stems directly from
the context described above. In the debates that preceded its passage,
the Act underwent many changes that affected its scope, but not its
principal objective, which was to positively prohibit deterrent fees and
extra-billing, which had only been discouraged by the earlier rule. This
prohibition was ostensibly made more operational by weakening the
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sanction that would result from infringement: instead of completely
stopping its transfer, the federal government is henceforth authorized to
deduct from the transfer an amount equal to the unauthorized charges.
This new strategy for imposing national standards raises a number of
problems that were not solved by the passage of Bill C-3. It will be a
number of years before a definitive judgment can be made.

The offer of a federal subsidy to stimulate the development of a new
provincial spending program was a very strong incentive for even the
most reluctant provincial government. On three occasions the provin-
ces, including Quebec, which was more opposed than any other prov-
ince, were subjected to that pressure, especially with regard to the two
shared-cost health programs, and to the additional pressure that would
result from the fact that the residents of a province would “lose” — in
their capacity as federal taxpayers — the federal government’s financial
contribution to a program that a province delayed implementing.

It would be difficult to recreate a comparable incentive by the reverse
use of the spending power to make a marginal reduction in the federal
subsidy as is provided for in the recent Canada Health Act. For a
province, the suppression of deterrent fees leads by definition to a loss of
revenue equivalent to the federal transfer that would be withheld if
deterrent fees were to be maintained. From a financial point of view,
provincial governments are therefore indifferent. The pressure on resi-
dents of the province, although not negligible, is obviously fairly weak,
because although they “save” their part of the portion of the federal
transfer withheld, they must pay all the deterrent fees — insofar as they
make use of hospital services during the year. It is doubtful that most
taxpayers will be able to make a rational distinction between these two
opposite effects, because it will be difficult for them to evaluate the
probability of how each alternative would affect them. It is therefore
perfectly logical to assume that there is no real financial or political
pressure on the provinces.

Extra-billing may appear to be an example that is more favourable to
the effectiveness of the new incentive strategy, because it appears to
benefit only a number of doctors rather than the provincial Treasury.
However, to assume that the latter can simply prohibit extra-billing, with
no costs to itself, would be to ignore the dynamics of the relations
between provincial governments and medical associations. The most
probable results of such a prohibition would be an increase in the fee
schedules negotiated between provinces and physicians, with the result
that medical doctors would now have an average income at least equal to
that formerly produced by the standard fees plus extra-billing; in some
cases, doctors’ incomes would actually rise as a result of the extension to
all doctors of the average extra-billing that formerly went only to some
doctors. Paradoxically, the new federal legislation, by insisting on
arbitration in the setting of medical fees may encourage such an upward
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adjustment of fees. Even if this were to take place, the provincial
governments are likely to be indifferent from a financial standpoint.

The use of the new negative incentive strategy is narrowly circum-
scribed by the two following restrictions. Politically it has been judged
impractical to suspend all transfers to a province that does not follow
national standards. This political difficulty has been given impetus by
section 36 of the Constitution Act, 1982, which may have the effect of
making such a radical sanction unconstitutional. As a result, the Canada
Health Act allows a partial suspension of federal payments if a national
standard has been violated, but the value of the suspension is propor-
tional to the “infringement”, which may also have the effect of making
the sanction ineffective. To make it effective once again, it would appear
that the financial sanction would have to be a multiple of the cost to a
province of meeting a national standard without, however, making the
punitive impact of the sanction capable of being interpreted as an infrac-
tion of section 36. In view of the uncertainty surrounding the legal
interpretation of this section, the negative incentive strategy for the
implementation of national standards leaves a great deal of leeway for
subjective judgments.

Harmonization by Constitutional Amendment

Since 1982 Canada has had a procedure for amending its constitution that
allows amendments to be made with the agreement of seven provinces
having 50 percent of the population of Canada. It is not certain that this
will make constitutional amendments any easier than in the past but,
assuming that it does, it is a solution that will certainly be called upon to
solve problems of harmonization in areas of social policy as in others.

In the past, the Constitution was amended twice in the social sphere to
assign responsibilities to the federal government that had formerly been
the preserve of the provinces: unemployment insurance and old age
security. How can this transfer of powers be evaluated in terms of the
harmonization of social policies?

In 1971, Quebec made a radically different suggestion for a new provision
to be included in the Constitution: an overriding power for the provinces in
matters of social policy. The provision was obviously not intended to ensure
the harmonization of social policy from one province to another, but rather
the harmonization of federal and provincial social policies for the residents
of each of the provinces. It would be interesting to evaluate also the possible
contribution of such a constitutional provision.

In general, as I shall attempt to demonstrate in the conclusion to this
section of my study, a constitutional settlement of the problem of harmo-
nizing social policy is difficult to reconcile with federalism: rather than
solving problems of harmonization, such a procedure would appear to
deny the relevance of federalism.
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Constitutional Amendments with Respect
to Unemployment Insurance and Old Age Security

The distribution of legislative powers as specified in sections 91 and 92 of the
Constitution Act, 1867, has not often been amended. Twice however, in 1940
and 1951, the provinces gave their unanimous consent to amendments that
gave Parliament jurisdiction in matters formerly on the list of provincial
powers.” Both constitutional amendments were in the realm of social policy
and related to programs that remain even today among the most important.
The unusual solution taken in these cases suggests that the problems that
had to be resolved must have been very special ones.

The amendments were first clearly put forth in the Report of the Rowell-
Sirois Commission (Royal Commission on Federal-Provincial Relations).
The same arguments were used for both amendments. Both unemploy-
ment insurance and old age pensions already appeared to be particularly
burdensome government responsibilities and this, therefore, caused
funding problems. The social philosophy of the period, or at least the
philosophy espoused by the Commission, favoured financing by means
of mandatory contributions. This was an attempt to keep general taxes
down and, implicitly, to minimize income redistribution to the unem-
ployed and the aged by means of the income tax through the use of
uniform rate financing, which therefore had a regressive effect.

This social philosophy and funding option, once adopted, led auto-
matically to the rest. In fact, as the Commission stated:

[ . .. lifcompulsory contributory old age annuities are to be established in
Canada, the matter cannot be left to the provinces. They are scarcely likely
to have very strong incentives to establish their own systems; it would be
undesirable if they did establish them. It is clear that only the Dominion
could institute a compulsory system which would be administratively sim-
ple, which would not interfere with the free movement of labour, which
could impose burdens on industry equally irrespective of provincial bound-
aries (and likewise on labour) [ . . . ]10

This uniformity from one province to another was desirable because:

The principal reason for this uniformity lies in the readiness of industry in
one province to complain if it is taxed for social services which are provided
out of general taxation in other provinces or are not provided at all in other
provinces. !
In other words, the Commission was attempting to achieve uniform
benefits under these two programs (especially unemployment insur-
ance) in order not to reduce the mobility of labour, and it wished to have
uniformity of funding in order to avoid affecting the competitive position
of industry in the various provinces. The topic of manpower mobility was
not developed further than the statements of principle made by the Royal
Commission in 1937, and we shall see later that it continues to haunt any
evaluations of the program.
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At the time the Rowell-Sirois Commission was formulating its recommen-
dations, unemployment insurance and social benefits to the elderly were
being handled by means of federal transfers to the provinces. These trans-
fers could have been increased if the Commission had deemed them to be
not large enough, and the Commission itself had identified the concept of
unconditional payments in 1957, which was introduced under the name of
equalization payments, and which it could have recommended be used
immediately to compensate for the very unequal impact of the economic
depression and unemployment on the various provinces.!?

In other words, although the Great Depression had in fact affected the
various provinces in a very unequal way and although the provinces were
unequal in their ability to pay the cost of assistance to the unemployed, this
was not the determining reason for the recommendation to centralize
unemployment insurance in Ottawa. In another part of its report, the
Commission had proposed a solution to the problem of provincial fiscal
disparities — a problem that was only partly attributable to the depression
and that was to survive the centralization of the responsibility for unemploy-
ment insurance. Although the Rowell-Sirois Commission saw unemploy-
ment insurance as a vehicle for interregional redistribution, it did not want it
to be a vehicle for social redistribution, and that is why it insisted on a strict
social insurance plan that was self-financed and not dependent on contribu-
tions from the public Treasury. The Commission’s social preferences made it
impossible to use intergovernmental transfers as a means of interregional
redistribution of the cost of unemployment insurance — an option that
would have opened the door to disparities in contributions and benefits, as
previously mentioned.

Similar reasoning was applied to old age pensions in 1950 in connec-
tion with the question of making universal a social program that formerly
had been selective: the new component in old age security that was
proposed at the time was to make eligible for old age pensions all persons
who had not formerly been eligible because their income was higher than
the median.!3 An extension of the old age pension to these people could
not be justified on grounds of redistribution and, as a result, it was
politically necessary to link this extension of coverage to equal and
mandatory contributions.

In both cases, it was this way of viewing and financing the two social
programs that was the true reason for the two amendments to the
Constitution.

In fact, legal interpretation had already clearly stated, and would
subsequently confirm, that the federal government could spend freely in
areas of provincial jurisdiction (including assistance to the unemployed,
social benefits to the aged and family allowances) but that it could not
under the same legislation impose a mandatory contributory plan and
use the proceeds to defray the expenditures involved. In other words, it
could not establish a social insurance plan under a federal act.
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In a decision in 1933 the Privy Council Legal Committee stated: “Now
as to the power of the Dominion Parliament to impose taxation there is
no doubt. But if the tax as imposed is linked up with an object which is
illegal, the tax for that purpose must fall.”* And, on the basis of this
interpretation, the federal government’s New Deal was judged ultra vires
of Parliament. This New Deal specifically included a federal social
insurance plan.’

This social philosophy and the economic environment in which it flour-
ished were widespread enough to overcome any dissent. Thus the Social
Insurance Commission, a public agency of the Quebec government, took
the same point of view in its 1935 report, and the CCCL (Confederation of
Canadian Catholic Labour), a Quebec Catholic union (which has since
become the Confederation of National Trade Unions, or CNTU), did the
same in its brief to the Rowell-Sirois Commission. This was a clear indica-
tion on two fronts that these considerations, even in Quebec, had more
weight than any objections by those in favour of provincial autonomy to a
transfer of jurisdiction to the federal government.'®

Harmonization Does Not Require Uniformity:
The Case of Unemployment Insurance

The Rowell-Sirois Commission was correct in emphasizing the possible
effect of unemployment insurance on the allocation of resources and, in
particular, of labour. It even foresaw that the program would have a
different effect on protected industries and industries exposed to compe-
tition. Unfortunately, it did not take its analysis far enough, for uniform
benefits and contributions for industries that are very different also have
an unfavourable effect on manpower mobility and the allocation of
resources.

Since the rate of unemployment varies from province to province,
unemployment insurance is a permanent source of income redistribution
from provinces with low unemployment to provinces with high unem-
ployment. When the benefits paid in each province are not financed by
contributions collected in these provinces, these transfers slow the
migration of labour from high-unemployment regions to low-unemploy-
ment regions, because incomes are raised artificially where unemploy-
ment is high and lowered artificially where unemployment is lower. As a
result, national production is lower than it would be if there were no such
transfers. The uniformity of the federal unemployment insurance pro-
gram therefore does not mean that the program is neutral in its effects; in
fact, provincial unemployment insurance plans might have been more
economically efficient.!”

But interregional transfers are not the only problem resulting from a
federal unemployment insurance plan. There are also transfers between
industries, in particular those made to wage earners in industries with
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great seasonal variations in unemployment (e.g., forestry, maritime
fishing and construction). These transfers entail a permanent subsidy
and thus an incentive for the development of those industrial sectors that
do not make the most desirable use of their manpower and, by means of
contributions from everyone, a disincentive to the development of indus-
tries that suffer less from seasonal cycles. Once again the redistributive
effect of unemployment insurance also acts to the detriment of the
national economy.!®

The obstacles to geographical and industrial mobility that stem from a
uniform Canadian unemployment insurance plan were made worse fol-
lowing major changes made in the early 1970s. In fact, since the early
1970s the unemployment insurance plan has increasingly taken on the
characteristics of an income redistribution plan rather than an insurance
plan. But even if the provinces had introduced their own plans on the
basis of the same ideology, they would have had to rely on their own
resources and, as a result, the redistributive emphasis in each individual
provincial program would have been moderated.

Many authors who have studied federalism and social policy in federal
systems have in fact expressed the idea that compared to a centralized
country, a federal country restricts the expression of a distribution
philosophy. Almost 30 years ago K.C. Wheare commented that the
advantage of a federal constitution was that it made it possible to isolate
prosperous regions from the full impact of the implicit and explicit
redistribution that would naturally result in a centralist country.!® More
recently Keith G. Banting wrote: '

Cross-national studies have demonstrated a clear relationship between the
scope of welfare and political centralization: other things being equal,
countries with decentralized governments devote a smaller proportion of
their resources to welfare than do those with centralized governments. In
comparative terms, federalism is clearly a conservative force in welfare
politics, and the analysis of Canadian experience [ . . . ] supports this
proposition.20

The 1940 constitutional amendment concerning unemployment insur-
ance brought Canada closer to centralism. But the increasing interest of
Canadian governments since 1963 in the question of “‘regional dis-
parities” would lead one to believe that regions are a legitimate frame of
reference for evaluating economic performance. There would therefore
appear to be a contradiction in the definition of the intended objectives
when the desire to treat all Canadians equally in terms of unemployment
insurance creates obstacles to manpower mobility that make it more
difficult to eliminate these disparities.

There is no doubt that the unemployment insurance experiment in
Canada shows clearly that the harmonization of social and economic
policy is an objective that assumes, not necessarily the uniformity of
these policies, but rather an adaptation to the different circumstances
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that may obtain in the various areas. By producing uniformity, a consti-
tutional amendment like the 1940 amendment goes farther than neces-
sary and may even contribute to the country’s economic problems rather
than solve them.

In view of comments received by the author on an earlier version of
this report, it is necessary to specify more clearly the import of the above
comments on unemployment insurance:

» The question is not whether the Canadian unemployment insurance
plan is “good” or “bad” according to economic or social criteria, or
whether or not, assuming the plan is “bad,” the federal government
could improve it.

» In 1940 the constitutional amendment that gave exclusive jurisdiction
in unemployment insurance to the federal government was presented
as necessary for the harmonization of the plan with the economic
policy of the federal government. (Although different language was
used at the time, that was the essence of the argument.)

* The unemployment insurance experiment over the years shows
clearly that this centralization was certainly not sufficient to produce
the desired harmonization of federal policies. Because the
redistributive potential of a centralized unemployment insurance plan
was greater than that of provincial plans, some of the problems with
the existing plan cannot be treated as mere accidents. If we accept this
statement, it may be concluded that the centralization of unemploy-
ment insurance was not a necessary precondition for the harmonization
of Canadian social and economic policies.

» The centralization of unemployment insurance greatly increased the
seriousness of the problem of harmonizing federal and provincial
social policies both in terms of benefits and administration. This is
particularly true of the harmonization (an inappropriate word in this
instance) between federal unemployment insurance and provincial
social assistance programs.

Constitutional Amendments Complicate Harmonization:
The Case of Old Age Security

A universal old age pension was proposed by the federal government at a
federal-provincial conference in 1950. The purpose of the program was to
make all Canadians 70 years or older eligible to receive a uniform old age
pension of $40 a month. The benefit at the time was available only to
those who could establish need, which admitted 45 percent of the target
population, and expenses were shared on a fifty-fifty basis with the
provinces; the plan had been in effect since 1927. Ottawa proposed
continuing the cost-sharing agreement for a new old age assistance
program, subject to the need criterion, for persons from 65 to 70 years of
age; but the federal government alone was to bear the financial burden of
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the new universal program for those over 70 years. The financing of the
program was to be by means of mandatory contributions specifically for
the program: 2 of the 10 percentage points of the manufacturers’ sales
tax, a 2 percent tax on corporate profits and a 2 percent tax on personal
income tax to a maximum of $60. The need, recognized by all, for a
constitutional amendment was due to the method of financing; all prov-
inces agreed to it in 1951, and by January 1952 the program was in
effect.?!

Even before 1952, three provinces (British Columbia, Alberta and
Saskatchewan) had been paying a special supplement to persons over 70
years of age. The 1950 federal proposal was not intended to prevent these
practices, either in connection with the new universal pension for those
over 70 years of age or for recipients of old age assistance. As we shall
see later, these practices have continued and even proliferated.

However, the characteristic feature of this program, namely the fact
that it was a contributory plan (which was what had made the constitu-
tional amendment necessary), was later abandoned. Old age pensions
and the guaranteed income supplement (under which the principle of
selectivity was reintroduced into the income security plan for pen-
sioners) have long been financed from the Consolidated Revenue Fund.

The transformation of the Old Age Security Plan into a non-contrib-
utory plan took place in two stages. The first was in 1971, when the
taxation system underwent a thorough transformation following the
work of the Royal Commission of Inquiry on Taxation (the Carter
Commission). At that time new tax legislation combined the share of
personal income tax, manufacturers’ sales tax and corporation taxes
that had been allocated to old age security and assigned to a special fund
for pensions with all other income and other taxes. Eligibility for old age
pensions had already been gradually lowered from 70 to 65 years without
any increase in “contributions,” and as a result the Old Age Security
Fund had moved from a surplus position to a deficit position. In 1975, the
government decided to solve the problem — by simply eliminating the
Old Age Security Fund because the taxes used to finance it were no
longer earmarked as such and there was no longer any means of increas-
ing them to replenish the fund.?2

The constitutional amendment of 1951 no longer has any application
today because the plan depends on Parliament’s spending power in the
same way as the Family Allowances Plan.

The 1951 constitutional amendment kept the provincial legislatures’
spending power intact and even explicitly maintained the concurrent
legislative jurisdiction of the provinces in this field. This amendment,
known as section 94A of the Constitution Act, 1867, ensures the provin-
ces’ “legislative supremacy” for it stipulates that no federal law shall
affect the operation of any law present or future of a provincial legis-
lature. We shall see later just how ambiguous is this provincial legislative
supremacy. Nevertheless, it was a determining factor in the introduction

120 Forget



of the Quebec Pension Plan in 1964 as well as in the decision rules
applicable to the Canada Pension Plan.23

This provincial spending power in the field of old age security con-
tinues to be used extensively. Table 3-2 shows the size of the provincial
supplements as well as their disparity from province to province.

Although the creation of concurrent federal jurisdiction in a contrib-
utory pension plan has not led to uniformity, it may also be said that it
has been unable to foster harmonization of social policies in general. The
possibility of using the social benefits that it administers directly to
increase its “legitimacy” vis-a-vis the provinces has a certain attraction
to the federal government. As we shall see in the fourth section of this
study, this attraction appears to have been powerful enough to lead the
federal government to increase the benefits of “its” programs (unem-
ployment insurance, old age security and family allowances) in the early
1970s rather than devote equivalent amounts to a guaranteed annual
income plan that the provinces would probably have administered.
Before 1952, old age security was on an equal footing with other income
support plans, and if the plan had not been changed, this preferential
treatment would not have developed.

Once again, it is important to emphasize that the question in which we
are interested concerns the effect on the harmonization process of a
constitutional amendment. In this connection let us examine the follow-
ing points:

* The constitutional amendment of 1951 was not designed to create
uniformity from one province to another in income security benefits to
the aged. Such a uniformity does not exist any more today than it did
in the past.

 In strictly constitutional terms, the amendment did not in the least
affect the harmonization of social programs for the elderly adminis-
tered by various levels of government.

 In practice, however, the amendment made it possible to replace the
joint old age security program that existed from 1927 to 1951 with
separate programs established respectively by the federal and provin-
cial governments, with the result that there was an increased need for
harmonization.

In this specific instance then, it is difficult to interpret the amending
process as an instrument of harmonization.

Provincial Legislative Supremacy with Respect
to Social Policy: The Stumbling Block
of the Victoria Constitutional Conference

The 1951 amendment did not transfer the power to legislate on pensions
from the provinces to Parliament; what it did was establish another area
of concurrent jurisdiction. Moreover, the wording of section 94A, intro-
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duced into the Constitution by the 1951 amendment, specified that “no
law [of the Parliament of Canada] shall affect the operation of any law
present or future of a provincial legislature in relation to any such
matter.” This clause establishing legislative supremacy for the provinces
nevertheless involved an ambiguity that later events would bring to the
fore. At the time the Canada Pension Plan and the Quebec Pension Plan
were established in 1965, Quebec made use of this power to insist on
establishing its own pension plan and thus demonstrated that in this
sphere, if a province were to insist on acting on its own and establishing
its own plans, the federal government could not prevent it from doing so.
Although this interpretation of provincial legislative supremacy in pen-
sion matters was clear, it was nevertheless impossible to know whether
section 94A would allow a province to amend or establish restrictions
that would be binding on federal pension legislation. In other words, if a
province wished merely to make changes in a federal pension program
rather than substitute its own program, it is not clear that it would be able
to do so. In this sense, it has been said that the legislative supremacy in
question is “illusory,” because, for example, to replace the federal Old
Age Security Plan, not only would legislation be required, but also
financing for the provincial plan established to replace it.24

In 1969, when it was announced that there would be a constitutional
review, which ended in the Victoria failure of June 1971, the federal
government, in a document called Income Security and Social Services,
proposed reversing the legislative supremacy granted to the provinces in
section 94A. Quebec responded by proposing that provincial legislative
supremacy in pensions be extended to other social benefits programs:
family allowances, youth allowances, manpower training allowances and
unemployment insurance.

This constitutional debate is of interest to us because, for the first
time, Quebec’s arguments for the extension and for provincial legislative
supremacy itself were expressed in terms of harmonization of social
programs and not only in terms of provincial autonomy.

This new rationale found its origin in the Report of the Commission of
Inquiry on Health and Social Welfare, which in part three, on income
security, illustrated the failure of the existing programs to solve the
problem of poverty despite the large amounts of money devoted to social
security. The Commission therefore concluded that what was required
was a close integration of all income security programs in terms of
common objectives and, leaving aside administrative (and constitu-
tional) considerations, “in terms of individual and family needs.” The
Commission was consistent in including in its report an analysis of, and
recommendations concerning, old age security, family allowances and
unemployment insurance. As for the distribution, if not of powers, then
at least of the responsibility for the various income security programs,
the Commission concluded:
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942. It should be recalled in this connection that Quebec governments
which have succeeded each other for a number of years have insisted that
Quebec, as a State, itself define its priorities in the field of social measures.
We believe that this demand reflects a profound need of the Quebec people.
That is why we have attempted to define the overall income security mea-
sures which meet these priorities and the imperatives of overall planning,
without in any way taking the different levels of government into account.
The impossibility of dividing the plans among governments, within the
framework of an evaluation of needs and measures which must be taken to
meet them adequately, sufficiently illustrates the precarious situation of
jurisdictional breakdown in the field of income security.

943. With respect to coordination from the recipient’s viewpoint, it is
essential that the situation of manpower centres not be repeated. Local
income security offices must carry out the functions of plans administered
by the two levels of government. In other words, we believe that the
recipients and public users must not in any case pay the cost of a dual
jurisdiction, irrational from every viewpoint.

In practice, this type of approach postulated the harmonization under

provincial authority of all social programs. To achieve this end, Quebec

proposed, during the 1971 constitutional review, a new version of provin-

cial legislative supremacy that would give a constitutional basis to the

provincial “variation” of federal social appropriations. This plan pro-

vided:

1. federal administration and financing of existing income security plans
or of plans that might one day replace them or supplement them;

2. determination by each of the provinces of eligibility rules, amounts of
benefits, recovery rates and so on; and

3. fiscal equivalence between the cost of the program in each province,
as modified by provincial legislation, and the cost of the federal
program before provincial modification.

Two years later the federal government was to accept an arrangement
that was identical in all respects to this model for family allowances, but
at the time, it claimed not to understand Quebec’s proposal and, at the
final meeting on June 14, 1971, Mr. Trudeau stated that Quebec’s
demands with respect to legislative supremacy were unacceptable
because they assumed replacing federal income security programs with
provincial programs:

Consequently, the constitutional change proposed by Quebec would, over
the years, lead to an erosion of federal income security programmes and
their replacement by purely provincial plans. The old and the poor in the
wealthier Provinces might do as well in such circumstances as if the federal
government were making the payments, but in the other provinces including
Quebec, the tax base would not support as good income security payments
as Parliament could provide.25

After that had been said publicly, negotiations continued behind closed
doors until late into the night, following which sections 44 and 45
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appeared in the proposed Charter. Essentially, these sections were to
replace section 94A; their purpose was to broaden the definition of
concurrent social policy subject to provincial legislative supremacy in
the manner desired by Quebec (family allowances, youth allowances and
occupational training allowances); unemployment insurance was
excepted, however. On the other hand, the concept of legislative
supremacy — including its inherent ambiguity — was not specified fur-
ther. Quebec wanted the supremacy to be clearly defined as the power to
modify rather than to replace federal social payments, and the power of
replacement to be accompanied by the right to fiscal compensation for
any province exercising this power. since these two concessions were
not obtained, Quebec refused, on June 23, to sign the Victoria Charter.

Quebec was not attempting to deny the existence of federal spending
authority, but rather to restrict the exercise of this authority in such a
way as to make social allowances paid to citizens by the federal govern-
ment consistent with provincial social policies. The purpose of that goal
appears to have been to obtain a constitutional base for the administra-
tive arrangements that resulted later and which, for example, made it
possible for the provinces (especially Quebec) to modify federal family
allowances.

The fact that these arrangements have been working well for some ten
years now shows clearly that Quebec’s objective was achievable and not
likely to lead to instability or decay. Moreover, unlike the constitutional
amendments of 1940 and 1951, which were not harmonization mecha-
nisms but rather centralization mechanisms, Quebec’s 1971 proposal
would have led, not to the provincialization of income security pro-
grams, but to a provincial variation intended to harmonize programs that
would have continued to be federal programs.

The reasons for the failure are many, and it is impossible to evaluate
the importance of each. These reasons are both technical and political.
Among the technical reasons, the very newness of the idea of provincial
variation of federal programs as a means of harmonizing social policies
must be mentioned. This concept was introduced during the discussions
in January 1971, whereas the constitutional negotiations themselves had
begun in 1969 and an outline of a consensus, excluding this aspect, had
already been agreed upon the previous month. Any new idea is liable to
be misunderstood at the outset, especially if it is introduced within the
context of negotiations. Moreover, the concept itself contained an ambi-
guity that was not specifically pointed out at the time but which was
bound to cause misunderstandings.

In the absence of any judicial interpretation (for which we might still
be waiting), the amendment proposed by Quebec opened the door to
distortions which, on the one hand, could have deprived it of most of its
effect, or on the other hand, made of it a provision incompatible with the
continuance of federalism. First, if it were given a restrictive sense, only

Forget 125



federal social allowances would have been subject to provincial legis-
lative supremacy. The federal government then would probably have
been able to circumvent the new constraint by turning its social allow-
ances into tax credits.

If, on the other hand, provincial legislative supremacy over social
policy were interpreted broadly, almost all federal government activity
would become subject, in terms of its “social” impact at least, to current
or future provincial legislation. One matter in particular falls clearly into
the category of ““social policies” as understood in this way, and that is
the whole area of taxation, especially the personal income tax. In all
countries, personal income tax has long played an important role in
social policy because it is the instrument par excellence for income
- redistribution. The income-progressivity of the tax due to the rate struc-
ture as well as basic exemptions (tax exemptions for children, child care,
education, exemptions for other dependants, age exemptions) and the
definition of the tax base for inclusion or exclusion of social benefits —
all are components that must be considered as part of an overall social
policy.

It is difficult to reconcile the federalist principle of non-subordination
between the various levels of government with the legislative
“supremacy” of one level or the other in social policy if that is inter-
preted to include taxation. Yet, if the latter is excluded, this partial
supremacy loses almost all meaning.

However, the political reasons for the failure were perhaps more
important. On the federal side, the loss of decision-making power over
income security programs, except in terms of their “‘average value,” was
not compensated for by the continuation of federal administration of the
programs. Province-by-province harmonization of income security pro-
grams was a solution entirely opposite to the one sought by Ottawa,
which involved national standards. It was moreover a solution that
reflected poorly the relative contributions of Ottawa and the provinces to
the financing of income security (85 percent compared to 15 percent if
the federal share of social assistance is taken into account). Had Quebec
won its case, federal spending authority would have been used largely to
maintain provincial standards rather than national standards and the
ultimate erosion of federal financing and the political interest of the
federal government in income security, as predicted by Prime Minister
Trudeau, would perhaps have occurred.

For Quebec and its provincial government, the political situation was
unfavourable to the success of its official position. For some, the intro-
duction at the last minute of this new and contentious element into the
constitutional debate increased the likelihood of failure and therefore
appeared inopportune; for others, who did not want to see the constitu-
tional review meet with success, the very difficulty of the case created a
situation to be exploited. Under these circumstances, neither party had
any interest in pleading its case too persuasively.
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We conclude this study of constitutional amendment as a means of
harmonizing social policy by noting the following:

 Paradoxically, the Canadian Constitution was amended twice to give
the federal government the power to establish social insurance plans,
but once created, the two plans evolved away from the idea of a social
insurance plan to become, instead, a method of redistribution.

* For unemployment insurance, the uniformity thus created is probably
unfavourable to the Canadian economy, because in this field unifor-
mity goes beyond the requirements for harmonization, whose goal
would merely have been to minimize the unfavourable impact of the
plan on the economy.

» As for old age security, the constitutional amendment produced nei-
ther harmonization nor uniformity and, except for a very short time,
the amendment itself was an exercise in futility.

* Quebec’s effort to have its own supremacy in social matters enshrined
in the Constitution failed because, on the political level, this inclusion
involved a change that was either “too much” or “too little,” depend-
ing on one’s point of view.

* Quebec’s proposal clearly brought out the fact that harmonization
could be based on provincial objectives as well as federal objectives
and could thus be one of the dimensions of the distribution of powers.
As a corollary, harmonization must be clearly delimited; otherwise it
may rapidly contradict the principles of a federal constitution.

To summarize, it would appear that constitutional law has not yet been
able to define fixed rules to allow harmonization to be used to eliminate
disparities in social policies. An inflexible and absolute cure may be
worse than the disease, and this should not be surprising. Harmoniza-
tion can result only from dynamic adjustments and, for this reason, it
requires movement. Ideally, the Constitution should be able to provide
constitutional mechanisms to foster adjustment, coordinate change, and
so on, but as yet the constitutional solutions adopted in Canada have not
been of this kind, but instead have involved structural change in the
distribution of powers.

The solution proposed by Quebec in 1971 was not a structural one but a
functional one. In this sense, it was probably a step in the right direction.
However, by giving each province the power to harmonize its own social
policies on the basis of provincial standards, it contradicted the financial
realities of the Canadian federation.

Consensual Harmonization

The two preceding sections of this study have analyzed harmonization-
mechanisms that are essentially unilateral. The Federal spending power,
on the one hand, introduced a very strong incentive for the provinces to
accept the conditions — in other words, a number of specified national
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standards — as the price for obtaining funding from the federal govern-
ment, but it was the latter that alone held the power. Moreover, the
constitutional provisions under which some government responsibilities
were centralized, or under which Quebec attempted to provincialize
them, also led to unilateral solutions of the harmonization problem.

This section will examine harmonization experiments based on the
parallel action of the governments involved, without recourse to finan-
cial or constitutional instruments that give the final say to one or the
other.

Although there are few such experiments, those that have taken place
are extremely important, not only because of what they illustrate but
also because of the intrinsic significance, including the financial signifi-
cance, of the social programs involved, i.e., federal family allowances
and the Canada and Quebec Pension Plans. Finally, we shall analyze the
“agreements” that have been concluded in federal-provincial relations.

Family Allowances:
Provincial Variation of Federal Benefits since 1974

Following the failure of the Victoria Constitutional Conference in 1971,
the federal government, which had rejected Quebec’s demand for legis-
lative supremacy in social policy, announced that it was prepared to
consider ‘“administrative arrangements’’ that could satisfy the concerns
expressed by Quebec on the subject of the harmonization of various
social policies applicable to Quebec residents. In this connection, family
allowances were to play an important role. In fact, the Commission of
Inquiry on Health and Social Welfare had already formulated specific
objectives with respect to income security. These objectives were to
provide all families and individuals with a sufficient income (defined in
relation to a “poverty line” established objectively according to a number of
criteria) and also to improve the incentive to beneficiaries for complete
social integration, including participation in the labour force. Having
observed that poverty was strongly concentrated in families with children
and that there was a direct relation with family size, the continuation of, or
even a substantial increase in, universal family allowances was seen as the
ideal solution to both problems. High family allowances that would increase
with the size of families would make it possible to offset the income shortfall
for a large proportion of children living in poverty, and the universality of
these allowances would make it possible to achieve a high level of income
maintenance without creating the disincentives to work that would result
from an income guarantee under social assistance at the same level, with its
100 percent tax back rate.

That is why Quebec had formerly been opposed to the federal plan for
provincial allowances that would decrease with family income. Follow-
ing the appointment of a new federal minister of Health and Welfare and
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the failure of the Victoria Constitutional Conference, the federal govern-
ment proposed a new universal family allowance plan, which would
increase the budget for this item by almost threefold.

The federal Act provides for payment of an average amount per person
in the form of a uniform allowance for all children 16 years of age or under
living in a province, or in the form of varying allowances as determined
by provincial law.

Subsection 3 (2):

In a province that has, by provincial law, specified rates for family allow-

ances in respect of children whose parents are resident in the province,

there shall be paid out of the Consolidated Revenue Fund, for each month,
instead of the amount authorized under subsection (1), a family allowance in
an amount determined in accordance with such rates [. . .]

Subsection 4 (1):

[Under this Act, the expression “provincial legislation” means for a prov-

ince]

(a) an Act of the legislature of the province that specifies rates for family

allowances in respect of children whose parents are resident in the province

based on the age of such children or on the number of children in a family or
both and that

(i) will result, in the payment of family allowances in each month in respect

of each child to whom the law applies of an amount not less than 60 percent

of the family allowance authorized under subsection 3(1). [i.e., $20 indexed

since 197426]

In principle, all federal social allowances would lend themselves to this
type of provincial modification to harmonize them with the social policy
of the various provinces. In practice, family allowances were the only
program in which this modification has been possible and, even for this
program, only two provinces — Quebec and Alberta — availed them-
selves of that flexibility.

The reason why this particular plan for family allowances was intro-
duced in 1974 is the same reason why this harmonization method was not
extended to other programs; in general, there is no political incentive for
the federal government to move in this direction because the harmoniza-
tion permitted takes place in terms of provincial objectives. However,
the introduction of this method for family allowances in 1974 was the
price to be paid for having rejected the position defended by Quebec at
the Victoria Constitutional Conference. Ottawa had claimed at the time
that Quebec’s objectives could be achieved without constitutional
amendment, and it intended to prove that it had been right. After the
federal government had used family allowances to prove its point, the
question disappeared from the political agenda.

In 1978 the federal government introduced a new program relating to
family contributions in the form of a tax credit. In doing so it was
returning, basically, to a concept proposed in 1970 and it entirely left
aside the possibility of provincial variations.
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The absence of debate, even in Quebec, when all of this was taking
place illustrates the accidental nature of the effort to harmonize federal
and provincial policies. From 1970 to 1973 the question of family allow-
ances had been in the forefront of the discussions between Ottawa and
Quebec and had been the source of considerable public friction. How-
ever, the solution that had been developed following a long and arduous
process and to which one would have expected Quebec at least to attach
a great deal of importance, was partly set aside without comment.
Admittedly the government of Quebec was at the same time introducing
a labour income supplement plan, and the new child tax credit was
enabling it to save a large portion of the funds necessary for its imple-
mentation. Moreover, in the pre-referendum Quebec of the period, the
two main political forces each had their own reasons to side-step the
question. The separatists had no desire to remind the public of the
existence of an original federal-provincial harmonization formula, and
the federalists did not wish to call attention to the discarding of a federal-
provincial “agreement.”

Other federal programs were formulated in such a way as to allow for
consultation with provincial governments about application methods. It
is worth mentioning them here, even though it would be going too far to
refer to them as instances of successful harmonization of social policies.
The consultation process was used in particular for a number of job
creation programs. In some cases, such as the Local Initiatives Program
(LIP), consultation made it possible for the provinces to reject certain
projects as unsuitable (and to take responsibility for the rejection), but
that was the provinces’ only role. The Local Employment Assistance
and Development Program, which was established in 1972 and which still
exists, provides for formal consultation with the provinces through a
“provincial review committee.” Also, the Job Creation Program that has
been funded and administered by the Unemployment Insurance Com-
mission since 1979 operates on the basis of projects submitted by the
provinces and evaluated by the federal Treasury Board. These are the
only two programs that specifically provide for a provincial role; that
role is limited to secondary participation in program administration and
does not bear directly on the allocation of funds. Not only is there no
legislative “delegation” (unlike the family allowance program), there is
also no administrative delegation. Finally, the funds allocated to these
job creation programs are only a small part of the total funds devoted to
all employment programs during the 1970s. The same is true of the
present decade; in 1981-82 there were:

» two youth programs, entirely federal, totalling $106,000,000; and

» nine general adult programs totalling $289,000,000 and comprising
seven wholly federal programs totalling $159,000,000 and two pro-
grams with provincial participation totalling $130,000,000.
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The Canada Pension Plan and the Quebec Pension Plan

In 1964 the province of Quebec, referring to section 94A of the Constitu-
tion Act, 1867, the origins of which were described in the second section
of this study, insisted on establishing its own pension plan. Its reason for
doing so went beyond an affirmation of its constitutional power and lay in
its preference for a pension plan that was at least partly capitalized.
Constitutionally, legislatively and financially, the two plans are entirely
distinct and independent. However, no doubt for the same reasons that
struck those who wrote the Rowell-Sirois Commission’s Report in
1937 — that is, the economic disadvantages of different social insurance
plans in a single economic space — the two plans were identical at the
outset and, over a 20-year period have developed in a very similar
fashion. Table 3-3 shows the similarities in contributions and benefits for
1984, at which time the two plans had been in force for 18 years.

The table slightly exaggerates the similarities in the two plans,
because it does not take into account such rules as the exclusion period
for benefits for spouses who temporarily leave the workforce to take
care of children seven years or under — a provision of the Quebec plan
since 1977 that was added to the Canada Pension Plan (CPP) very late,
even though it was added retroactively. Other rules, such as those
bearing on the computation of the pension for persons between the ages
of 65 and 70 years, were different for a number of years before being
harmonized.

The establishment of the Quebec Pension Plan (QPP) is the illustration
par excellence of the exercise of provincial legislative supremacy inter-
preted as the power to exclude federal legislation and social programs by
providing substitutes for them. The similarities between the Quebec and
Canada plans show clearly that formal powers are not always necessary
to achieve a high degree of harmonization, since the same social aspira-
tions and economic conditions will usually lead to similar — if not
identical — pressure on governments. The common social and eco-
nomic context is also very important, especially when such programs
are being introduced. In commenting on the events that led to the
simultaneous establishment of the CcPP and the QpP, Claude Morin
wonders whether Quebec could have acted alone and finally concludes
that the answer is yes; however, he leaves no doubt about the strength of
the pressure that would have been brought to bear on the government of
Quebec against the plan if there had not been a similar plan being
introduced in the rest of Canada.2”

The rules that determine how the Canada Pension Plan can evolve are
an even more interesting example of the potential and problems in a
consensual approach to the harmonization of social policies. The rules
specify that the plan can be amended only with the assent of two-thirds
of the provinces representing two-thirds of Canada’s population. This
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TABLE 3-3 Comparison of Canada Pension Plan
and Quebec Pension Plan after 20 years

Canada Quebec
Pension Plan  Pension Plan
(in dollars) (in dollars)
Maximum contributory earnings 20,800.00 20,800.00
Basic exemptions 2,000.00 2,000.00
Annual maximum contribution
Employees 338.40 338.40
Self-employed 676.80 676.80
Maximum benefits
Death benefits 2,080.00 2,080.00
Survivor’s benefit
Under 55 years 229.18 360.00
55 to 65 years 229.18 420.31
65 years and over 232.50 232.50
Orphan’s pension 83.87 29.00
Disability benefit
100 percent disability pension 374.50 505.57
Disabled child pension 83.87 29.00
Maximum retirement pension 387.50 387.50

rule is stricter than the one that is now contained in the Constitution
concerning amendments to the distribution of powers, for such amend-
ments now require the assent of two-thirds of the provinces but only half
the population. Moreover, although Quebec has its own plan, it partici-
pates on an equal footing in decisions affecting the Canada Pension Plan:
because of its population and the two-thirds rule, its weight is that much
greater than in constitutional amendments. Finally, the federal govern-
ment may also oppose any amendments of which it disapproves.?8
These extremely strict rules have meant that the Canada Pension Plan has
evolved more slowly than it would have otherwise. Paradoxically, this
slowness probably caused the QPP to evolve more slowly because of the
importance attached to keeping the two plans similar. Banting notes two
other consequences of the high level of consensus required by the CPP:

« Growing importance was given to the guaranteed income supplement
for the elderly, an exclusively federal program.

« The balance that existed in 1966 between private and public pension
plans was continued.?®

Intergovernmental Agreements in the Social Field

The abundance of federal-provincial “negotiations” on a very broad
range of topics would lead us to assume that their purpose is the signing
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of formal agreements, or even contracts. Political rhetoric also often
uses the word “‘agreement” even when what is meant is the discussion of
the formula to be used to establish equalization payments — a striking
illustration of the sovereign power of the federal government. A political
consensus is a moral commitment that is unenforceable, at least before
the courts and often even before public opinion.

Sometimes, however, the use of the expression “federal-provincial
agreement” appears to be somewhat more accurate, and there are even
provisions in legislation that make reference to it. Is it then a formal
instrument for intergovernmental coordination?

The example par excellence of a legislative reference to intergovern-
mental agreements is found in the federal Hospital Insurance and Diag-
nostic Services Act of 1957. According to this Act, before the government
paid its contribution toward the costs of the hospital insurance plan,
there had to be an “agreement” between the federal minister of health
and the province in question. The purpose of the accord was to specify
the terms for the plan in the province (insured hospital institutions,
authorized fees, etc.); the Act also provided that the regulation under
which such an agreement would be signed could not subsequently be
changed without the approval of the province.30

Legally, such an accord would appear to be a contract predetermined
by one party insofar as its purpose, contents and methods of application
are largely predetermined by the federal Act. Once a province signs, the
principal terms of the agreement are applicable without any possibility
of negotiation. The only choice left up to the province is not to partici-
pate, depending on the political climate. Despite the risks involved in
any political decision, the freedom of choice here is a real one, as
evidenced by the four-year delay between the passage of the federal Act
in 1957 and its application, in 1961, to Quebec, the last province to join.
Since it involved a free choice, this sort of agreement would appear to
possess that characteristic essential to the validity of any contract.

Even though such an agreement is valid, however, a question arises
about its enforceability. The federal minister is committed to the con-
tracting province ‘“subject to the Act,” including any future amend-
ments, and the enabling power assigned to the federal minister to con-
clude agreements with the provinces does not include the power to bind
Parliament in the exercise of its sovereign legislative power. The obliga-
tion to obtain the assent of the contracting province before amending the
federal regulations under which the agreement was signed, could per-
haps make any unilateral regulatory change invalid unless it were subse-
quently ratified by Parliament. It is clear that, from a legal standpoint,
any contractual limitation of the power to legislate and regulate would be
interpreted very strictly. Without express constitutional provisions
allowing the federal and provincial governments to be bound mutually
and to bind Parliament and the legislatures by means of prior legislative
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authorization or ratification, it must be concluded that intergovernmen-
tal agreements last only as long as the political will that made them
possible at the outset.

Since the provinces have never brought any case involving such
agreements before the courts, there are no legal precedents to assist us;
“and this is the case for the very good reason that the provinces, who
were the only parties likely ever to oppose the agreements, believed on
the contrary that the agreements were to their economic if not their
political benefit”3! [translation].

Although the “economic benefit” to the provinces was substantial and
obvious at the time the cost-sharing agreements for a number of social
programs were concluded, that was not the case when the federal contri-
bution was unilaterally adjusted downward. Thus in 1975, in his budget
speech, the federal minister of finance announced — without any prior
consultation with the provinces — a ceiling on the growth rate of federal
health insurance contributions. The following year, the indexing of fed-
eral family allowances was similarly suspended. In a related area, post-
secondary education, there had been a ceiling on federal participation
since 1972.32

We referred above to the setting aside of the administrative arrange-
ments on family allowances between Ottawa and Quebec when the child
tax credit was introduced. In the social field, one could add the accord on
global financing of social services, which represented funding principles
already provided for in the Established Programs Financing Act. Also in
1978, the federal government decided not to legislate on this accord,
which it had already signed with the provinces after years of negotiation.

From the financial standpoint at least, these examples of unilateral
amendments made by the federal government to joint programs are a
concrete illustration of the fragility of the agreements, a fragility that had
already been identified in the analysis of their legal status. In fact then,
they are not really agreements at all because they do not create any
obligations that are binding for the parties — even for the provinces they
add nothing more than a certain gloss to the unilateral exercise of federal
spending authority. In 1960, Jean Lesage, then premier of Quebec,
announced that he would no longer sign any federal-provincial agree-
ments. Following his announcement, the federal government made sure
that any new federal programs based on the federal spending power
could apply without the need for explicit agreements with the provinces
but rather by their simply joining. For this reason, the 1966 federal
Medical Care Act differs from the 1957 Hospital Insurance Act.33

Conclusions

In the current constitutional context, the harmonization of social pol-
icies by consensus is the result of a political coincidence rather than a
normal and reliable mechanism. Apart from the Canada Pension Plan,
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there is no social policy whose development was submitted to a formal
co-determination process. Provincial modulation of federal family allow-
ances is an unintended side effect of the failure of the Victoria Constitu-
tional Conference, and it has no value as a precedent. The agreements
that are involved in a number of social programs are probably not
enforceable, and the programs themselves may be revoked and changed
at any time, as experience has shown, because their only foundation is
the federal government’s unilateral spending power. The inalienable
sovereignty of Parliament and the legislatures makes it impossible for it
to be otherwise without constitutional amendment.

Although it is easy to dispose of the question of the existence of a
federal-provincial co-determination mechanism for social policies, the
question of the possibility of creating such a mechanism is more difficult.
At most, the following comments are possible:

+ The difficulty of reaching a consensus on expensive policies that have
a direct impact on citizens means that a co-determination mechanism
for social policies will always have the effect of inhibiting change and
especially, perhaps, of restricting development. This is clearly a politi-
cal choice.34

* In view of this inhibiting effect, if the consensual mechanism applies
only to certain questions, then the arrangement of the various social
policies will reflect the disparities that exist in the decision-making
mechanisms as much as they reflect social preferences. This is a
situation to be avoided unless the disparity is clearly anticipated and
the effects deliberately sought. For example, governments appear to
have difficulty preserving the integrity of social insurance plans unless
they are encouraged to do so by relatively burdensome decision-
making mechanisms.

» The well-known fragility of federal-provincial agreements and cost-
sharing programs (including the financing of established programs)
would appear to make desirable, if not inevitable, a more binding
contractual mechanism for increasing the stability of financial and
intergovernmental commitments.

* The co-determination of social policies is one possible solution only
insofar as the policies continue to derive from a shared jurisdiction.
The mechanism is therefore an intermediary between the perpetuation
of the unrestricted federal spending power on the one hand and, on the
other, the legislative supremacy of the provinces (of the type that
involves provincial variation of federal allowances).

Limitations on the Harmonization of Social Policies:
The Failure of the Social Security Review

From 1973 to 1977 Canada underwent one of the most ambitious under-
takings ever attempted in peacetime: the complete review of all income
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security policies. The process was not the work of a single government,
which in itself would have been unprecedented, but rather a particularly
difficult effort involving the joint work of the federal government and the
provinces.

At the outset, the undertaking involved purely redistributive programs
such as social assistance as well as social insurance programs. As we
shall see later, the real scope of the review was not as broad as that but it
nevertheless covered a very large field, including the public pension
plans, family allowances and, of course, social assistance and the vari-
ous plans to provide a “guaranteed annual income.” In addition, the
review covered social services, including employment creation pro-
grams and human resources retraining programs.

The description of the terms of reference and work carried out by the
committees of public servants and ministers who considered these mat-
ters may be found in various sources,3’ and shall not be repeated here.
My purpose is rather to analyze that mandate and the significance of the
failure of this enormous effort. The word “failure” does not apply to the
whole of the review exercise. In fact, the first concrete result of the
review was the profound change in the family allowance plan and the
considerably greater funding provided to it: the purpose of the changes
was to allow the provinces to modify the federal allowances, as was
described above, and funding was increased threefold. In a similar —
although less spectacular — way the federal-provincial review of social
security made it possible to achieve significant agreement on the devel-
opment of the pension plan as well as on cost-sharing for social services
benefits.

Only one of the review objectives was not met — the objective to
establish a guaranteed annual income for Canadians. Since, however,
this objective lay at the very heart of the process and was in fact its raison
d’étre, the failure to achieve it despite the immense effort involved in the
global review of social security remains a very important event that
contains a number of useful lessons. Although it may be possible to learn
from the experience, it is to be expected that at least some of the lessons
to be learned involve the federal-provincial harmonization of social
policies. The very scope of the mandate that had been taken on by
federal and provincial social affairs ministers made such a harmoniza-
tion indispensable. The failure of the undertaking may probably be taken
to define the inherent limits of such harmonization efforts.

Circumstantial Reasons for the Failure

The word “failure,” which has been used to describe the outcome of
Canada’s social security review process, has strong emotional con-
notations. In particular, most of the people who, over a four-year period,
devoted their time and energy to the undertaking, naturally resist having
their effort described as a failure. There are certainly many external
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circumstances that may be called upon to explain the lack of concrete
results following from the intense social planning exercise that took
place from 1973 to 1977. It is even more tempting to fall back on circums-
tantial reasons because it makes it possible to eliminate two of the most
threatening hypotheses. One of these is that Canada may have implicitly
rejected, using the changed economic environment as a pretext, the idea
of social equity that was being proposed as an objective. It may also be
that our political system instinctively refused to give its assent to a
project that entailed too many changes in the structure of government
policies and even political power itself. These two hypotheses are not
mutually exclusive.

Two unforeseeable circumstances are claimed to have caused the
failure of the social security review. The first is the rapid changes in the
economy that coincided with the beginning of the social security review.
In the fall of 1973, the first oil crisis ushered in an inflationary spiral on a
scale not seen for over 20 years. Not only did the prices of oil and raw
materials skyrocket, but as a consequence there was a massive shift of
wealth toward the OPEC (Organization of Petroleum Exporting) coun-
tries, as well as from one part of Canada to another. This new situation,
whose ramifications gradually appeared during 1974 and 1975, was a
most unpropitious background for a reasoned consideration of social
security because, interregionally at least, the lines between who was
“rich” and who was “poor” were no longer clear. The Canadian govern-
ment, having decided moreover to protect energy consumers from the
full impact of what was happening on a world scale, acquired at the same
time a new fiscal responsibility that supplanted other priorities.

From another standpoint these years also saw successive transforma-
tions of the political climate. At the federal level, the decision to launch
this global evaluation and review of social security was made by a
minority government whose survival depended on the support of the
New Democratic Party. It is obvious — and the decision concerning
family allowances proved it — that such an evaluation had to take place
from an expansionist point of view. From the 1974 summer elections
onward, the precarious situation came to an end and a majority govern-
ment acquired the freedom to manoeuvre what it had lost in part from
1972 to 1974.

These circumstances, which were to change profoundly the economic
and political climate of the mid-1970s, offered plausible arguments to
those who held that the failure of social security review did not reflect
any fundamental defect in the goal or the decision-making process used
to achieve it. However, plausible arguments are not necessarily cogent
arguments.

The first oil crisis, whatever its importance may have been for interna-
tional economic relations, had only a moderate effect on Canada, par-
ticularly on Canadian public financing. Until 1980, subsidies for oil
imports were offset by export duties and excise taxes on gasoline, thus
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resulting in a net positive fiscal balance on oil for five of the six years
following 1973.36 It is true that from 1975 onward the battle against
inflation became a priority, but it was essentially a short-term cyclical
policy. Insofar as even social programs were affected (by the de-indexing
of family allowances in 1976), they were affected only for a single year.

The introduction in 1978 of the child tax credit, which came about long
after the return of a majority government, also shows that the global
review of income security was not merely the by-product of temporary
parliamentary circumstances. The broadening of unemployment insur-
ance preceded this situation, just as the introduction of the child tax
credit followed it. The objective of improving social security was not
abandoned in 1974.

There is no question of denying the relevance of the economic and
political events that took place during this period to the outcome of the
social security review. Bureaucracies and governments, both federal and
provincial, are not all of a piece; on the contrary, among them are those
who are opposed to objectives which, at one time or another are top
priority. Accidental events sometimes strengthen the point of view of
those opposed and provide opportunities for them to be more per-
suasive, but it would be a mistake to exaggerate their importance. There
is no doubt that circumstances are no more than that — circumstances
and not causes, either sufficient or necessary, of the failure of the income
security review. In other words, it is very doubtful that the failure could
have been avoided, even if there had been no world oil crisis and even if
the political situation had not changed.

An Unjustified Assumption Relating to Social Consensus

An ideal of social justice and effectiveness as ambitious as the global review
of social security carried within itself the seeds of the disappointment that
was to be felt by those who had devoted themselves to it and given it shape.
It involved developing an ultimate reform of social security that would make
any future reform unnecessary, and designing a perfect plan along with a
rigorous, objective and non-discriminatory definition of the “just society.”
There were essential components to the plan:

« the universal right of every person to a “poverty line” rigorously set in
a uniform fashion for all those who found themselves in need and with
identical incomes; and

« incentives to join or remain in the labour force assumed to result from
a smooth transition between a social benefit reduction rate and the tax
rate on employment income; the system being designed in such a way
as to achieve perfect continuity from social assistance recipients to the
better paid wage earners, in terms of their financial relations with
government.
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Such a plan, if it were possible to spell out the mode of implementation,
was so perfect that it met with unanimous approval from one end of the
social philosophy spectrum to the other. On the right it was solidly based
on the long-standing proposals of Milton Friedman for a negative tax; at
the same time it had the support of the left for its promise to establish a
consistent form of redistribution and to eliminate any kind of value
Jjudgment concerning the relative merits of the various categories of low-
income individuals.

The desire to establish a perfect system was in no way arrogant. In
1966 the introduction of the Canada Public Assistance Plan had ratified
the elimination in social assistance of the old discriminatory categories:
single mothers with children, the blind, the handicapped, unemployed
persons who had used up their right to unemployment benefits and so
on. It even seemed possible to eliminate a final barrier, the barrier
separating those who were part of the labour force from those who are
not. What was proposed was nothing less than to make social assistance
rules universal. Had we not come as far as we had by means of a gradual
broadening of the concept? What then could be more natural than to
continue along the same path?

During the 1960s, there had been other equally ambitious proposals for
social reform. The Carter Commission (Royal Commission of Inquiry on
Taxation) had drawn up a program of tax reform based, among other
things, on the famous statement that “a dollar is a dollar is a dollar.” The
strength of these recommendations, like the intellectual attractions of a
global review of income security, lay precisely in this belief that it was
possible to measure the equity of the taxation system as well as the
equity of income security programs using the simple and sole criterion of
monetary income. The real world, in its diversity, was thus conveniently
reduced to a single dimension. Looked at from this standpoint, the
problem of taxation, as well as the social problem, could therefore be
“perfectly” solved. From this standpoint alone, the paraplegic and the
construction worker both had an income and the only difference was its
level, but the logic involved treated them as if their positions were
interchangeable.

During this same period, similar social security reform proposals
made in the United States followed the even more complex decision-
making path that is typical of that country. The war against poverty had
given rise to an intellectual ferment that could not fail to spill over into
Canada. Social problems in the United States, such as racial strife, had
become far more serious in the early sixties than anything found in
Canada. The civil rights movement could not disregard economic and
social rights. From 1963 to 1968 the Johnson administration established
social programs on an unprecedented scale and, with typical U.S.
optimism, it was believed that poverty could be completely rooted out.3?

By the early 1970s, sustained postwar economic growth had led people
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to believe in the physical possibility of solving the problem of poverty if
only it were possible to design a system that was both generous and wise.
The example of efforts made in the United States to deal with the
problem were an additional incentive. The apparent possibility of devis-
ing a system that was “beyond ideologies” appeared to remove the
political obstacles. A one-dimensional view of the solution to poverty,
which had been conceived essentially as a deficiency of monetary
income, appeared to be an acceptable price to pay to obtain the required
consensus.

If all of these assumptions had been true, the reform would have taken
place in spite of delays attributable to economic and political circum-
stances. Unfortunately the aspirations of the social planners were light
years ahead of the political realities, as events were later to prove.

First of all, the ideal of non-discrimination toward various classes of
social security recipients was not taken seriously enough to prevent,
before as well as during the review process, the introduction of improve-
ments in social allowances for specific classes. The increase in family
allowances introduced in 1973, taking place at the very beginning of the
process, was the result of federal-provincial interaction and not of an
evaluation process that had not yet got under way. During 1974, the
broadening of the old age security plan to make spouses aged 60 to 65
eligible, introduced a new source of disparity among recipients. One
could add that the unemployment insurance reform, which preceded the
social security review by two years and therefore completely escaped
the general income security evaluation, restricted the latter even more
closely. At the provincial level, social programs were also evolving.38

The meaning of all this is clear: an integrated income security pro-
gram, as envisaged in the income security review, must be supported by
a fundamental assumption: the equivalent “merit” of the various classes
of recipients. During the 1970s at least, Canadians showed that they
believed families with children, the unemployed and the elderly to be
more meritorious than others. Once the needs of these classes of recipi-
ents were satisfied, the often objectively greater needs of the working
poor and single-parent families did not appear to be of great importance
in the eyes of public opinion. This objection to a comprehensive and
truly non-discriminatory income security system remains valid today.

A final illustration of the fundamental nature and the strength of social
preferences in the field of income redistribution is the decision in 1972 to
index the personal income tax. This decision, seen ten years later,
seemed clearly to be the greatest cause of the federal government’s
structural fiscal deficit: its cumulative financial impact was estimated by
the Economic Council of Canada at six billion dollars for the 1979 fiscal
year, much more than a guaranteed annual income plan would have cost.
The way in which these two measures affect the various income classes
is obviously completely different.
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A Federal-Provincial Harmonization Mechanism
Poorly Suited to the Intended Objective

But political reality contradicted the assumptions of the income security
review in another way. A guaranteed income plan assumed that the
design and management of a number of government programs would be
integrated. The programs that absolutely must be coordinated with a
guaranteed income plan include among others:

* Unemployment Insurance. In an integrated plan, a period of unem-
ployment that leads a wage earner to fall below the zero allowance
limit may lead to a double benefit: unemployment insurance and
income security. On the other hand, the reintegration into the labour
force of a formerly unemployed worker may, under these circum-
stances, lead to a “tax-back” rate of up to 100 percent. Moreover, if
the guaranteed income program does not apply to the unemployed,
there may be a number of anomalies vis-a-vis recipients who find
themselves outside of the labour force. These problems can be solved
on condition that at all times the programs in question be designed,
modified and administered in relation to one another.

* Manpower Training and Retraining. The guaranteed income, par-
ticularly because of its reduction rate, which is under 100 percent, is
likely to increase people’s motivation to acquire training to increase
theirincome. This assumes a considerable number of changes to plans
whose primary purpose for at least some of its beneficiaries has been
until now to supply immediate pecuniary benefits stemming from the
difference between occupational training allowances and social
assistance benefits.

* Minimum Wage. From a business standpoint, a guaranteed income
plan may play the role of a manpower subsidy program. The factors
that will determine the importance of this economic impact of a
guaranteed income plan are to be found in collective bargaining agree-
ments, level of unionization and perhaps especially the minimum
wage level. The significance of the latter is not restricted to the
hypothetical situation in which a guaranteed income plan has already
been instituted, as indicated by T. Courchene:

Quebec has the highest minimum wage on the continent, let alone
Canada. One of the reasons it is able to maintain this level is that much of
the cost of such a policy is borne by other Canadians. Ottawa steps in with
UIC payments and equalization payments as well as one-half the costs of
welfare payments which arise from the high minimum wage.39

* Taxation. The mathematics of a guaranteed income program, i.e.,
the level of guaranteed income and the reduction rate, make it inevita-
ble that income security benefits will be paid to people who fall largely
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above the level of personal exemptions for personal income tax pur-
poses. This paradoxically results in social allowances being paid to
people considered able to pay taxes and an apparent waste involved
when income transfers take place in opposite directions between the
government and several million individuals. This problem may not be
insoluble either, but a solution would require a close coordination in
the development of the two policies or even complete integration, with
the guaranteed income plan becoming a negative income tax.

In the 1973 to 1977 review, there was no question of including three of the
four complementary areas described above. The review was set in
motion by federal and provincial social affairs ministers, and none had a
broad enough mandate to include these other questions. In fact, only a
federal-provincial conference of first ministers would have been able to
deal with the whole problem. It would appear that the political will to
solve it simply did not exist at this level.

The global review of income security undertaken in Canada in the
1970s failed to meet its central objective, which was to establish a
comprehensive guaranteed income plan. This failure cannot, I believe,
be accounted for by circumstances outside the process, whether politi-
cal or economic. More fundamentally, it was the objective itself that,
while it was not repudiated, for it had never been the object of a true
consensus, was abandoned; the absence of a political consensus became
clear both through the adoption of other social measures that were given
a higher priority and the isolation of sectoral ministers who, on their
own, could not control a number of factors that were essential to a
concept as ambitious as this one.

A final and necessarily hypothetical question needs to be considered.
No one who has studied the income security review process from the
federal-provincial standpoint has blamed intergovernmental considera-
tions for the failure of the exercise. At the most, it has been suggested
that the participants may have harmed the process by leaving the matter
of the distribution of powers between the federal and provincial govern-
ments in this area until the end of the discussion. But the opposite is just
as plausible.

One may nevertheless ask whether a federal-provincial agreement
could have been reached on a question as vast as this and, if so, whether
such an agreement would have been lasting. It is difficult to be optimistic
about either question.

A guaranteed income plan differs from all existing social programs in
that it affects a significant proportion of the labour force. Its beneficiaries
find themselves in the centre of a conflict between the goal of social
justice and that of economic efficiency. In a federation the separate
exercise of sovereign power implies that different judgments may be
made by the provinces and the federal government concerning the best
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way of making these divergent objectives come together. It is difficult to
imagine any agreements that would take precedence for long over such
political judgments.

Conclusion

The first conclusion of this study is the following: of all the methods used
to harmonize social policies, the spending power is the most important.
It is obvious that the federal government’s power to spend is the only
method that has yielded results. Because of that power, the federal
government has been the disseminator of innovation in the field of social
policy; the first thing that was successfully harmonized was the date on
which the main components of the health insurance plan came into force
in the various provinces. The second aspect of the plan that was harmo-
nized was the implementation of national standards of financial accessi-
bility to the services in question.

For the future, this most effective instrument for the harmonization of
social policies appears to be threatened primarily by the consequences
of its past successes. Successive federal governments seem to be
inclined to use it to the breaking point. The progressively widening use of
national standards appears to reflect a willingness to adopt:

1. standards defining the program in question and the expenditures that
may legitimately be made in connection with it;

2. standards determining who is entitled to benefits or payments from a
given program and under what conditions; and

3. standards that determine a number of management practices for the
programs in question.

Until recently, the spending power was used to institute standards in
categories 1 and 2, and this was never contested. Recent efforts to
institute standards for category 3 will probably lead to the first legal test
of this federal power. At any rate it is difficult to imagine how a legal
dispute on this matter could be avoided.

Another source of difficulty for the future use of the spending power
stems from the precariousness of the arrangements that depend upon it.
Unilateral changes in the federal government’s contributions have made
clear the lack of a true contractual basis to federal-provincial relations.
Canada, like the other Western countries, has passed through a period of
public sector growth that was propitious to the exercise of the spending
power. For the present and the foreseeable future, the prospects are
completely different, and this will certainly have consequences for
intergovernmental arrangements: for those reasons it is quite possible
that such arrangements might be rejected by the provinces in favour of a
direct exercise of their own fiscal powers. By enshrining the “right” to
equalization, the new Constitution makes such a possibility a virtual
certainty.
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In light of these considerations, it would appear that a number of
changes will be necessary to preserve the federal government’s spending
power and hence its ability to take the initiative in harmonizing social
policies. First, the “standards” that this authority brings into being must
be restricted to categories 1 and 2. Third-category standards are clearly
ultra vires, because they involve obvious federal regulation in an area
defined as a provincial jurisdiction. The courts could be called upon to
define the restriction more precisely.

Furthermore, a constitutional foundation should be established as a
base for genuine federal-provincial agreements. Such agreements
become virtually indispensable if the constant calling into question of
financing programs involving both levels of government is to be avoided
and to provide a basis for arbitration concerning interpretation prob-
lems. The formalism that would result from contractually binding agree-
ments (prior legislative authorization or a posteriori ratification) would
prevent their being used as they are today, for any short-term oppor-
tunistic purpose.

The creation of a constitutional basis for federal-provincial agree-
ments requires a constitutional amendment. A definition of the spending
power and a restriction on national standards in certain areas could take
this form. A number of proposals for constitutional amendments have
already been formulated by the federal government itself concerning its
spending authority. In a federal white paper on federal-provincial grants
and Parliament’s spending power,*° the prime minister proposed in 1969
that spending authority should not be used to create or change a program
unless it was determined that there was a national consensus on the
matter following a formula analogous to the one envisaged for amending
the Constitution. Fortunately, this proposal was not agreed to at the
time, or in 1982.

The advantage of the spending power is that it constitutes a power to
initiate. If — rightly or wrongly — the federal government sees a need
for harmonization, it can take the initiative in suggesting to the provinces
a solution to any inconsistency or incompatibility among their respec-
tive policies. In order to be useful, this power to initiate must be capable
of being exercised without a prior consensus; otherwise it will never be
exercised in situations where the need for harmonization is greatest.

The danger of the spending power for the country’s constitutional
balances lies not so much in the unilateral character of the initiative in
which it originates, but rather in the excessive scope that it might be
given or in the ill-considered, or even frivolous uses to which it might be
put. That is why restrictions are desirable in these two areas; the federal
government should be given the ability to propose — with as few imped-
iments as possible — adjustments that are likely to make the multiple
objectives of the provinces and the federal government more compati-
ble. However, these proposals should lead to long-lasting and trustwor-
thy arrangements that create obligations for all parties and they should

144 Forget



be restricted to the elements that are necessary to harmonization with-
out spilling over into other areas in such a way as to make harmonization
nothing more than a pretext for centralization.

In the past, the use of unemployment insurance and old age security to
solve problems of disparities in the labour force were in fact such a
pretext for centralization. A clearer analysis of the true requirements for
harmonizing social policies would have shown that the constitutional
amendments of 1940 and 1951 were neither necessary nor really useful.
Harmonized social policies were confused with uniform social policies.
Although this was done in the name of economic efficiency, the result
was that the Canadian economy probably suffered, and in any case,
uniformity in income security policies for the elderly was not really
achieved, nor was harmonization with the main social programs encour-
aged or facilitated. These two constitutional amendments show that
harmonization is difficult to achieve by this means.

Quebec’s attempt in 1971 to have provincial supremacy in social
policies provided for in the Constitution is the only attempt so far to tie
harmonization specifically to the Constitution. Since 1974, this constitu-
tional idea has been illustrated in a practical fashion in provincial varia-
tions of federal family allowances. Since the law usually trails behind
social developments, Quebec’s proposal of 1971 was, in the context, a
paradox. Income security is an area where the federal government
predominates (it provides 85 percent of the financing), and under these
circumstances provincial legislative supremacy would perhaps have
offended common sense.

Nevertheless, from a broader perspective, the concept of provincial
variation of federal programs is an idea that should be considered fur-
ther, because it leads us to call into question other concepts that deserve
criticism. In a way, equalization is an extreme example of a federal
program modified by the provinces. Essentially, equalization and federal
income security programs are very similar. Would it not be useful to
examine the possibility of breaking down the airtight compartments into
which the two have always been placed? The purpose of equalization is
to provide all Canadians with equivalent public services and taxation
levels: is this not — in another form — the same national standard for
accessibility that is found in health insurance?

Apart from the accident of provincial variation of federal family allow-
ances, the consensual approach to the harmonization of social policies
in Canada has no accomplishment to its credit. The Canada Pension Plan
and the Quebec Pension Plan are condemned to progress, like ocean-
going convoys, at the speed of the slowest partner. In the context of a
specific program — in this case a social insurance program — con-
servatism is perhaps an advantage.

However, when an attempt was made to coordinate the overall plan-
ning of income security, the net outcome was a failure. The failure was
not the result of external circumstances: in a federal state, common
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planning assumes a convergence of values and an identity, at a given
moment, of preferences and priorities that would be surprising even in a
centralized state. When planning is concerned, not with a clearly delim-
ited sector or a specific program, but with a whole range of government
activity, negotiations can take place only at the level of heads of govern-
ment. When, moreover, the negotiations cannot achieve a formal con-
tract and are exposed to sniping based on the political and electoral
agenda of eleven different governments, it is to be expected that little will
result, and that the risk of failure will be high.

The harmonization of social policies cannot result spontaneously from
the identification of the need. In an international or federal context in
which there are a number of sovereign powers, harmonization calls for a
supranational or federal power. This power must be able to take the
initiative in harmonization; to succeed, its efforts must not go beyond
the objective needs of harmonization and must certainly not have a
subversive influence on the general political balance of the union.
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4

Taxation Policy and the
Canadian Economic Union

ANTHONY F. SHEPPARD

Constitutional Framework, and Criteria for Tax Reform

In this research paper we shall examine the Canadian tax system and its
impact on the economic union within Canada. The topic raises vast and
difficult issues about which Canadian economists and political scientists
have written extensively. The purpose of this paper is to contribute a
legal perspective to public knowledge and understanding of these issues.
A lawyer analyzes a problem by reference to decided cases and statutes,
and in this paper we shall rely heavily upon these references with the
object of reaching interested members of the general public who do not
have any background in tax policy analysis. Therefore, to reduce the
topic to manageable proportions, we shall inform the general reader
about the legal context of tax policy analysis, apply that analysis to
specific questions of current interest and advance some proposals for
reform.

The paper is divided into three parts. First, in this section we shall
briefly describe the constitutional provisions allocating the power of
taxation between the federal and provincial governments and establish-
ing the Canadian economic union. Also in this section we shall set forth
the criteria for tax reform. Second, under the heading “An Appraisal of
the Canadian Taxation System,” we shall discuss various suggestions
for reform. Finally, we shall briefly summarize the subject under the
heading “Conclusions and Recommendations.”

The Constitutional Framework

The primary sources of Canadian constitutional law are British and
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Canadian statutes and decided cases. One of Britain’s constitutional
landmarks is a statute known as the Bill of Rights, 1689,! prohibiting the
Crown from imposing a tax without the authority of an act of the central
Parliament in London.2 In a unitary state such as Great Britain, all
legislative power rests with Parliament. As a result of the Bill of Rights,
1689 in Britain, Parliament has complete sovereignty to tax anything or
any person capable of being taxed,? in other words, to impose any
conceivable form of taxation.

Although taxes appear in many forms, for constitutional purposes
when we refer to taxation we mean a compulsory exaction enforceable
by laws imposed by public authority for a public purpose.*

CANADA IS A FEDERAL STATE

Canada did not follow the British model and, looking to the United
States, adopted the federal system of government. The British North
America Act, 18673 (renamed the Constitution Act, 1867 by the Constitu-
tion Act, 1982,)° creates a central or federal Parliament and provincial
legislatures and divides sovereignty between the two levels of govern-
ment. Sovereignty means that each of these levels of government, within
its area of legislative competence, exercises its power free from the
control of the other.” By subject-matter, the act enumerates the federal
and provincial functions and confers on the federal Parliament any
function not allocated to the provinces.8 Because the Bill of Rights, 1689°
is part of Canada’s Constitution, a valid tax requires legislative authority.
To determine the validity of tax legislation, we must turn to the act which
divides taxing powers between the federal Parliament and the provincial
legislatures.

The Division of Taxing Powers
Subsection 91(3) of the Constitution Act, 1867, confers on the Canadian
Parliament legislative competence over the following:

91(3). The Raising of Money by any Mode or System of Taxation.

This general power of taxation includes the exclusive right of the federal
Parliament to impose two particular forms of tax, namely, customs and
excise duties.!® A customs duty is imposed on goods imported into or
exported out of Canada.!' An excise duty is “imposed at some step in
the production or distribution [of goods] before they reach the hands of
consumers.’’ 12 In other words a tax on consumers, such as a retail sales
tax, is not an excise duty.!?

Section 92 of the act confers upon the provinces, to the exclusion of
the federal government, the following powers to tax and to charge fees
for revenue purposes:
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92(2). Direct Taxation within the Province in order to the raising of a
Revenue for Provincial Purposes.

92(9). Shop, Saloon, Tavern, Auctioneer, and other Licences in order to the
raising of a Revenue for Provincial, Local, or Municipal Purposes.

By subsections 92(8) and (9), the act subordinates the municipal level of
government to the provincial legislature. A municipality derives its
existence and powers from the legislature of the province in which the
municipality is located. The courts have interpreted these subsections of
the act as implicitly authorizing a province to delegate taxing power to its
municipalities.!'# Since the municipality is subordinate, the province
cannot delegate greater taxation power than the act confers upon it.
Similarly, territorial governments derive their existence and taxing
power from the Canadian Parliament.!5

The Limits of the Federal Taxing Power

Although subsection 91(3) of the act appears unlimited, permitting the
federal Parliament to raise money by any mode or system of taxation,
the courts have held that subsection 92(2) implicitly fetters the federal
taxing power by conferring upon the provinces exclusive authority to
impose direct taxation within the province to raise money for provincial
purposes. Reading subsections 91(3) and 92(2) together, the courts have
held that the federal Parliament cannot levy a direct tax for provincial
purposes since subsection 92(2) reserves that function exclusively to the
provinces.!® Whether the federal Parliament can levy an indirect tax for
a provincial purpose is an open question which the courts have not
finally decided.!”

The Limits of the Provincial Taxing Power

Subsection 92(2) of the Constitution Act, 1867 confines the provinces to
imposing direct taxation within the province for provincial purposes.
The courts have carefully defined the two limitations, “direct taxation”
and “within the province.” They have never explained the third limita-
tion, “for provincial purposes.”!®

“Direct taxation” After many cases raising the question whether a
tax is direct or indirect, the courts have developed a general approach to
determining the issue. It usually arises because a disgruntled taxpayer
contends that a provincial tax is indirect and beyond the power of the
legislature. Dickson, J., for the Supreme Court of Canada, described the
method of analyzing whether a tax is direct or indirect as follows:!®

Direct or indirect taxation —
The appellant claims that the mineral income tax and the royalty surcharge
are indirect taxes and hence beyond the power of a provincial legislature.
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The established guide for determining the validity of this submission is the
classical formulation of John Stuart Mill (Principles of Political Economy,
Book B, c. 3):
Taxes are either direct or indirect. A direct tax is one which is
demanded from the very person who it is intended or desired should
pay it. Indirect taxes are those which are demanded from one person in
the expectation and intention that he shall indemnify himself at the
expense of another; such are the excise or customs.

The producer or importer of a commodity is called upon to pay a tax
on it not with the intention to levy a peculiar contribution upon him, but
to tax through him the consumers of the commodity, from whom it is
supposed that he will recover the amount by means of an advance in
price.

Mill’s well-known writings appeared not long before the drafting of the
British North America Act, 1867 and were presumed by the Privy Council to
be familiar to the Fathers of Confederation. The definition was first applied
inA.-G. Quebec v. Reed.?0 In that case it was held that the question whether
a tax is a direct or an indirect tax cannot depend upon special events which
may vary in particular cases; the best general rule is to look to the time of
payment and if at that time the incidence of the tax is uncertain then it
cannot be called direct taxation. Mill’s test became firmly established in
Bank of Toronto v. Lambe.?! In that case Lord Hobhouse said that while it
was proper and, indeed, necessary to have regard to the opinion of econo-
mists, the question is a legal one, viz. what the words mean as used in the
statute. The problem is primarily one of law rather than of refined economic
analysis. The dividing line between a direct and an indirect tax is referable to
and ascertainable by the “general tendencies of the tax and the common
understanding of men as to those tendencies”: Lambe’s case.

In this passage, Dickson, J. points out that the incidence of tax for
constitutional purposes is a legal question, so that whether a tax is direct
or indirect depends upon its legal rather than its economic incidence.
“Incidence” and “indirect” have different meanings for constitutional
lawyers and economists. Throughout this paper, we should be aware that
lawyers and economists analyze tax statutes for different purposes and
from different disciplinary perspectives, using the same terminology
with differing meanings. We shall note the different meanings as they
appear.

“Within the province” The second limitation on the provincial taxing
power under subsection 92(2) of the act is that a province can impose a
tax only within its own geographical boundaries. The courts deal with
this issue by identifying the subject matter of the tax and then locating it
either inside or outside the province. A tax imposed on a person or thing
outside the province is beyond provincial legislative competence. Lord
Thankerton described the proper method of finding the subject matter as
follows:22
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The identification of the subject-matter of the tax is naturally to be found in
the charging section of the statute, and it will only be in the case of some
ambiguity in the terms of the charging section that recourse to other sections
iS proper or necessary.

Provincial natural resource taxation In recent years, natural resource
taxation has strained federal-provincial and interprovincial relations
causing political and economic disunity.?3

Until 1982, subsection 92(2) of the Constitution Act, 1867 set forth the
constitutional limits of provincial taxing powers over natural resources.
Applying subsection 92(2) courts prohibited a province from taxing
gross revenue or production from natural resources in the province
because it is indirect excise taxation; to qualify as a direct tax, it must
permit the taxpayer to deduct at least some costs of production in
computing the tax base.?* In 1975, a majority of the Supreme Court of
Canada held in the CIGOL case?’ that a Saskatchewan tax on the windfall
profits of oil production in the province was unconstitutional as indirect
taxation and an infringement of the federal power to regulate trade and
commerce. Dickson, J., dissenting, held that the tax was not only direct
but also consistent with provincial ownership of the natural resources in
the province:26

The province of Saskatchewan had a bona fide legitimate and reasonable
interest of its own to advance in enacting the legislation in question, as
related to taxation and natural resources, out of all proportion to the burden,
if there can be said to be burden, imposed on the Canadian free trade
economic unit through the legislation.

In 1982, the Constitution Act, 1867 was amended by the addition of
subsection 92A(4), reversing the majority decision in the CIGOL case,
and permitting the provinces to levy indirect excise and customs
(export) taxes on non-renewable natural resources, forestry resources
and electrical energy destined for interprovincial and international
trade:

92A(4). In each province, the legislature may make laws in relation to the
raising of money by any mode or system of taxation in respect of

(a) non-renewable natural resources and forestry resources in the province
and the primary production therefrom, and

(b) sites and facilities in the province for the operation of electrical energy
and the production therefrom,

whether or not such production is exported in whole or in part from the

province, but such laws may not authorize or provide for taxation that dif-

ferentiates between production exported to another part of Canada and pro-

duction not exported from the province.
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Subsection 92A(4) authorizes the provinces to tax exports of natural
resources, forestry and electrical energy production according to the
“origin” principle,?” meaning that a producing province must impose
tax equally upon all its output of a particular commodity regardless of
whether its intended destination is within the producing province,
another province or a foreign country.

The Principal Taxes
Within these constitutional limits, Canadian governments presently
impose the following taxes.?8

Of course, the list is incomplete, but it sets forth the taxes with which
this research paper is concerned.

Federal:
Income tax
Sales tax
Customs and excise duties
Oil and gas royalties and taxes

Provincial and territorial:
Income taxes
Retail sales taxes (except Alberta, Northwest Territories,
Yukon Territory)
Gift tax and succession duty (Quebec only)
Mining taxes
Natural resource royalties
Corporate capital taxes (British Columbia, Manitoba,
Newfoundland, Ontario, Quebec and Saskatchewan)

Municipal:
Property taxes
Business taxes

CANADA IS AN ECONOMIC UNION

The constitutional ideal of a Canadian economic union underlies many
of the provisions in the Constitution Act, 1867 and the Canadian Charter of
Rights and Freedoms,?® which was enacted in 1982 and is part of our
Constitution. An eminent Canadian historian has written that the
Founding Fathers envisioned an economic as well as a political union:3°

The central economic ambition of the Fathers of Confederation was to
increase the production, to hasten the expansion and to promote the pros-
perity of the British North American provinces by the establishment of a
new national economy. It was believed that the resources and industries of
British North America were diversified and complementary: it was argued
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that the integration of these various elements would provide the requisite
basis of a stable economic life.

In this section of the paper, we are concerned with the federal and
provincial taxation powers in the Constitution and their relationship to
the constitutional ideal of economic union. Among the possible goals of
the Canadian economic union we might tentatively list the free move-
ment of goods, people, capital and enterprise throughout Canada and
the attaining of equality of opportunity and economic benefits among
individuals and regions throughout the country. Taking a legal approach,
we shall examine the Constitution and the cases — particularly those
involving the taxing powers — to determine whether these ideals have a
legal basis.

Free Movement of Goods

Subsection 92(2) of the Constitution Act, 1867 helped to integrate the
Canadian economy by limiting the provinces to imposing direct taxes,
thereby prohibiting them from imposing indirect taxes on imports and
exports at provincial borders.3! Another important provision is section
121 of the Constitution Act, 1867, providing for free trade among the
provinces:

121. All Articles of the Growth, Produce or Manufacture of any one of the
Provinces shall, from and after the Union, be admitted free into each of the
other Provinces.

Despite its broad wording, the courts have narrowly interpreted section
121 as prohibiting the provinces from erecting customs barriers to inter-
provincial trade. The courts have held that the section exempted inter-
provincial trade from provincial customs and excise duties but that it was
not “free” from other forms of provincial taxes. Duff, J., a leading
constitutional judge, said of section 121 “that the real object of the clause
is to prohibit the establishment of customs duties affecting interprovin-
cial trade in the products of any province of the Union.”32 In the same
case, Mignault, J. explained section 121 as follows:33

I'think that . . . the object of section 121 was not to decree that all articles of
the growth, produce or manufacture of any of the provinces should be
admitted into the others, but merely to secure that they should be admitted
“free”, that is to say without any tax or duty imposed as a condition of their
admission. The essential word here is “free” and what is prohibited is the
levying of customs duties or other charges of a like nature in matters of
interprovincial trade.

Since subsection 92(2) prohibited the provinces from imposing customs
duties because they were indirect taxes, this interpretation of section 121
gave it little additional impact. The courts have often upheld the validity
of a tax interfering with interprovincial trade on the ground that the tax
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was in the form of a direct tax, different from a customs or excise duty,
such as a retail sales# or tobacco tax3> on goods imported into the
province.

Before 1982, the courts readily struck down provincial export taxes as
indirect customs and excise taxes and as the colourable regulation of
trade and commerce.3®¢ However, the enactment of subsection 92A(4)
now permits such taxes on natural resource production.

Section 121 has little application to the federal Parliament since the
courts have said that it does not fetter the federal trade and commerce
power under which the federal government can prohibit imports into a
province.37 Thus, section 121 does not prevent the federal government
from erecting non-tax barriers to interprovincial trade.

Free Movement of Persons

Since Confederation, the opening up and settlement of Western and,
more recently, Northern Canada have helped to integrate the Canadian
economic union. The Canadian Charter of Rights and Freedoms, 1952,
added to the Constitution rights of free movement of persons throughout
Canada:

6(2). Every citizen of Canada and every person who has the status of a
permanent resident of Canada has the right

(a) to move to and take up residence in any province; and

(b) to pursue the gaining of a livelihood in any province.

The Supreme Court of Canada has interpreted subsection 6(2) as creat-
ing two rights relating to the free movement of persons.3® Paragraph
6(2)(a) creates the right to take up residence in another province. Para-
graph 6(2)(b) confers the right to find employment or become self-
employed in another province without taking up residence there. The
Court said that paragraph 6(2)(b) concerns interprovincial movement of
persons and does not create a right to work in the province where one
resides.

Ever since Confederation, the courts have protected the freedom to
move and work throughout the country unimpeded by tax barriers. In
1878, British Columbia passed An Act to provide for the better collection of
Provincial Taxes from Chinese, requiring every Chinese person over 12
years of age in the province to pay a quarterly licence fee of $10 and every
employer to pay $100 quarterly for each Chinese employee. Gray, J., of
the British Columbia Supreme Court, held the tax invalid because it
infringed on the federal legislative powers over aliens and trade and
commerce.3® Mr. Justice Gray criticized the tax as destructive of the
Canadian economic union and federal sovereignty over international
relations: 40

From the examination of its enacting clauses, it is plain that it was not
intended to collect revenue, but to drive the Chinese from the country, thus
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interfering at once with the authority reserved to the Dominion Parliament
as to the regulation of trade and commerce, the rights of aliens, and the
treaties of the Empire. It interferes with the foreign as well as the internal
trade of the country, and its practical effect would operate as an absolute
prohibition of intercourse with the Chinese.

Then in 1884, the British Columbia Legislature enacted the Chinese
Regulation Act, imposing an annual tax of $10 on every Chinese over 14
years of age. A taxpayer refused to pay the tax and, again, the Supreme
Court of British Columbia struck it down as contrary to the exclusive
federal legislative power over trade and commerce and aliens.4! Crease,
J. condemned the tax as creating a barrier to the free movement of
immigrant labour through British Columbia to areas of Canada where
Jjobs were available building the railroads, thus weakening the Canadian
economic union by impeding not only migration but also the national
transportation system.42

It is a great assumption of power on the part of a Province to pass laws, the
effect of which must be practically to expel a particular class of aliens from
the Province, to say in effect that it will by its legislation impede or prevent
that class from being employed in another Province — say the North-west
Territory or Manitoba — where railway works may be languishing for want
of that very class of labourers, British Columbia being the only seaboard of
Canada on the Pacific through which . . . that class of labourers can enter
and pass through [sic]; that s, in fact, legislating on interprovincial immigra-
tion; . . .

These two cases show the appreciation possessed by these 19th century
judges that Canada’s survival depended upon the development of a
strong national economy. In both cases, they held that a province did not
have the power to exclude unwanted persons from its borders by impos-
ing a discriminatory tax. If such legislation were enacted today, it would
violate subsection 6(2) of the Canadian Charter of Rights and Freedoms.
Subsection 15(1) of the Charter (effective April 17, 1985),43 could strike
down such legislation as discriminatory based on race, national or ethnic
origin.

Free Movement of Capital and Enterprise

The mobility of capital and enterprise throughout Canada has received
some recognition in the constitutional cases. For constitutional pur-
poses, taxing is different from regulating, and a province may not impose
a tax as a disguised attempt to regulate the banking industry or other
federally-regulated undertaking in the province.** Similarly, the consti-
tutional doctrine that a province may not impair the “status and essential
powers” of a federally-incorporated company might prevent a province
from imposing discriminatory taxes against such a company doing busi-
ness in the province, but there is a dearth of authority on the question.*5
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Equality of Opportunity

Equality of opportunity will soon become a recognized constitutional
norm and may have implications for the Canadian economic union.
Subsection 15(1) of the Canadian Charter of Rights and Freedoms,*®
effective April 17, 1985, will invalidate, with qualifications, federal or
provincial legislation (including tax statutes) causing inequality before
the law and discrimination. Subsection 15(1) provides as follows:

Every individual is equal before and under the law and has the right to the
equal protection and equal benefit of the law without discrimination and, in
particular, without discrimination based on race, national or ethnic origin,
colour, religion, sex, age, or mental or physical disability.

Subsection 15(2) will permit reverse discrimination to increase economic
equality among individuals or groups:

15(2). Subsection (1) does not preclude any law, program or activity that has
as its object the amelioration of conditions of disadvantaged individuals or
groups including those that are disadvantaged because of race, national or
ethnic origin, colour, religion, sex, age, or mental or physical disability.

Regional Equality

The Canadian economic union consists of economically diverse regions;
some fortunate areas have abundant population, natural resources and
investment capital. Other areas lack one or more of these important
ingredients of economic prosperity. The federal and provincial govern-
ments have a constitutional obligation to relieve the less prosperous
regions of the country and to reduce regional disparities. In a recent
constitutional case, Laskin, C.J.C. said:4” “attempted equalization of
economic benefits throughout the country is a value that goes to the
heart of a working federalism. . . .”

Even more important than this judicial dictum, subsection 36(1) of the
Canadian Charter of Rights and Freedoms commits the federal and
provincial governments to the goal of greater equality of opportunity to
reduce individual and regional disparities. Subsection 36(1) provides as
follows:

36(1). Without altering the legislative authority of Parliament or of the

provincial legislatures, or the rights of any of them with respect to the

exercise of their legislative authority, Parliament and the legislatures,

together with the government of Canada and the provincial governments,

are committed to

(a) promoting equal opportunities for the well-being of Canadians;

(b) furthering economic development and to reduce disparity in oppor-
tunities; and

(c) providing essential public services of reasonable quality to all Cana-
dians.
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The Courts’ Role
Although the courts have struck down provincial customs and excise
duties that interfere with the free movement of goods and discriminatory
taxes intended indirectly to prohibit people from living or working in a
particular province, they generally have furthered provincial attempts to
impose taxes impinging on interprovincial trade. The courts have often
upheld the validity of a provincial tax despite the taxpayer’s objection
that the tax interfered with an enterprise important to the Canadian eco-
nomic union, such as banking,*® transportation*® or telecommunication.5°
As a general rule of statutory interpretation, the courts try to interpret
a tax so as to minimize its adverse impact on the Canadian economic
union.! If a tax is free from ambiguity, the courts are powerless even
though they may consider that it hinders the economic union. As
Lord Hobhouse said:>2

Whether this method of assessing a tax is sound or unsound, wise or unwise,
is a point on which their Lordships have no opinion, and are not called on to
form one, for as it does not carry the taxation out of the province it is for the
Legislature and not for Courts of Law to judge of its expediency.

The Criteria for Tax Reform

TAXATION POLICY

Taxation reform generates a great deal of public discussion; magazines,
newspapers, radio and television frequently contain criticisms of
aspects of the Canadian tax system or proposals for change. The general
public needs a clear understanding of the basic principles by which to
judge such criticisms and proposals. Taxation policy is concerned with
formulating the appropriate criteria or standards and applying them to
particular policy questions. Drawn from the fundamental ideas of politi-
cal science, economics and constitutional law, these criteria are the
goals of a tax system.>3 In this section of the paper, we shall describe the
most important goals or criteria of a good tax or tax system,* apply each
of the criteria to current issues of taxation and the economic union, and
rank the criteria in order of importance. The main criteria may be
summarized as follows:

Criterion Policy Objective

Adequacy Tax revenues, in the long run, should
balance the budget.

Practicality Taxes should be simple, easy to admin-
ister and understand.
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Equity Each taxpayer should pay no more and
no less then his or her fair share of the
tax burden.

Redistribution of wealth Taxes should improve the economic
well-being of the poor.

Neutrality Taxes should not interfere with the effi-
cient and effective operation of the free
market economy.

Economic stability Taxes should encourage economic
growth and discourage inflation.

Political order Taxes should be enacted by open par-
liamentary democracy and adminis-
tered without official abuse of the
rights and freedoms of individual tax-
payers. Taxes should not weaken fed-
eral-provincial relations.

Adequacy

To raise money, governments may command resources, create money,
borrow, or impose taxes.55 Usually, various combinations and forms of
the last three methods are used. The adequacy criterion simply recog-
nizes that, in determining whether to introduce a tax, the policy maker
must compare its capacity to raise revenue with those of other methods
such as borrowing or other forms of taxation. Similarly, in determining
whether to change a tax, the impact of the prospective change on tax
revenue should be considered. If the planner is considering whether to
introduce or increase a deduction or exemption, the potential loss of tax
revenue should be estimated.

The criterion also emphasizes the idea that a good tax system should
yield the appropriate amount of revenue to balance the budget over time.
If the system yields insufficient revenue, the government must either
reduce expenses or enter into deficit financing. Conversely, if the tax
system yields too much revenue, it may depress economic activity in the
private sector and reduce investment. The current debates about govern-
ment restraint and reducing the deficit at both federal and provincial
levels show the difficulty and importance of this criterion.

The criterion has a well-established basis in constitutional law, where
the dominant feature or pith and substance of a tax is raising revenue.>°
Subsections 91(3) and 92(2) of the Constitution Act, 1867, refer to the
raising of money and the raising of a revenue as the proper purposes of
federal and provincial taxation. Subsection 92(9) of the act also refers to
the raising of a revenue as the proper purpose of a licence fee.3’ In
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constitutional terminology, a so-called tax imposed for a legislative
purpose other than raising revenue is a colourable attempt to regulate the
activity bearing the tax.8 The constitutional validity of a regulatory tax
depends on whether the legislature could regulate the activity.>® The
British Columbia cases striking down taxes on Chinese are examples of
regulatory taxes exceeding provincial powers. Customs duties may be
enacted to raise revenue, to regulate foreign commerce or to accomplish
both objectives.®0 If the federal government imposes a customs duty to
raise revenue, a court would uphold its validity because subsection 91(3)
of the act confers on it the power to levy an indirect tax such as a customs
duty. Alternatively, a customs duty to protect domestic industries would
fall within federal regulatory competence under subsection 91(2) of the
act as trade and commerce.®!

Applying the adequacy criterion to Canadian federalism, we can
identify as chronic problems the provinces’ inability to meet expenses
from their own revenues and their dependence on federal financial
assistance. Subsection 36(2) of the Canadian Charter of Rights and
Freedoms states the federal responsibility to offset this perpetual inade-
quacy as follows:

36(2). Parliament and the government of Canada are committed to the
principle of making equalization payments to ensure that provincial govern-
ments have sufficient revenues to provide reasonably comparable levels of
public services at reasonably comparable levels of taxation.

These problems began in 1867 when the Fathers of Confederation allo-
cated the taxing powers between the national and provincial govern-
ments, intending to match their respective revenues and spending
responsibilities so that each level of government would be financially
independent. They expected the provinces to pay their expenses by
borrowing, and from three other sources provided for by the act.2 A
primary source of provincial funds would be an annual subsidy paid by
the Dominion of Canada to the provinces according to their respective
populations.®3 As an equally important revenue source, the act allocated
to each province public lands within its boundaries.®* Section 125 of the
act protected that source from encroachment by taxation:

125. No Lands or Property belonging to Canada or any Province shall be
liable to taxation.

Recently, Martland, J., of the Supreme Court of Canada, explained the
historical reason for section 125:65

Section 125 . . . protected the lands and property of one level of government
from incursion by way of taxation by the other level of govern-
ment. . . . Faced with the general constitutional taxing competence of the
federal parliament under s.91(3) of the Act it was important for the survival
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of the provinces and of Canadian federalism that this vital source of provin-
cial revenue be protected from erosion through taxation. Section 125 thus
gives legislative recognition to that constitutional value.

Finally, the provinces were expected to resort to direct taxes (subsection
92(2)) and licensing fees (subsection 92(9)) merely to supplement tempo-
rary shortages in the first two sources:%°

These revenue sources [direct taxes and licence fees] were not expected to
yield significant sums of money; indeed, the extreme unpopularity of direct
taxes in this era of “laissez-faire” political theory created the assumption
that the provinces would levy taxes only as a last resort: . . .

Since Confederation, provincial expenditures on matters such as public
health, education and social welfare have drastically exceeded these
sources of revenue. The chronic shortage of funds weakens provincial
governments, makes them dependent upon the federal government for
financial aid and can destroy provincial sovereignty on which federalism
is based. The difficulty of dividing revenue sources between federal and
provincial governments so as to make them financially self-sufficient is
“one of the chief obstacles to the proper working of federalism in
modern conditions.” %7

To relieve this federal-provincial fiscal imbalance, Canada has used
three main techniques. First, the federal government gives the provinces
financial assistance in the form of cash payments, grants and loans.
Second, the federal government can create “tax room”; where the
federal and provincial governments share a common form of taxation
such as the income tax, the federal government can reduce its share of
the revenue by lowering its rates, thereby allowing the provinces to raise
their rates without adding to the tax burdens of the taxpayer. Third, an
amendment to the Constitution Act, 1867 can increase provincial taxing
power: an example was the enactment of subsection 92A(4).

There are limits to these techniques. The federal government’s own
mounting deficit impairs its capacity to increase financial assistance or
“tax room’’ to the provinces.®® Similarly, taxpayers seem to have
reached the point at which they will balk at further tax increases, so that
if enhancing provincial taxing power means heavier taxation it would be
not only potentially harmful to a weak economy but also very unpopular.

Nevertheless, the federal Department of Finance,% a Royal Commis-
sion,”% and at least one constitutional expert’! have recommended that
the Constitution should empower the provinces to impose indirect taxes.
After these recommendations were made, the enactment of subsection
92A(4) and the declining economy took away at least some of their force.
Is the provinces’ inability to levy indirect taxes other than on natural
resources a serious impediment to fiscal self-sufficiency? The answer to
this question is beyond the scope of this paper.”2 However, if the provin-
ces were given further powers to impose indirect taxes, section 121 might
need to be expanded to protect the economic union.”3
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Practicality

The criterion of practicality points to several related qualities of a tax or
tax system. Classical economists required certainty as to the time,
manner and amount of payment of tax. Recently, the Federal Court of
Appeal struck down a tax because the time of payment was uncertain.?4
Usually, uncertainty does not have such drastic consequences; it merely
annoys or inconveniences taxpayers and administrators. Doubt about
the impact of the present law or whether proposals for change will be
implemented can delay taxpayers in making business or investment
decisions. The slow federal legislative process of enacting tax changes
has left taxpayers and public officials at sea for months or even years.

Simplicity is “universally sought after”7> as a quality of a specific tax
or tax system.

Efficiency in collection is also desirable; the government’s administra-
tive costs in collecting each dollar of tax revenue and the taxpayer’s
compliance costs in time, money and effort spent in paying the tax
should be small.”®

To improve tax collection, the courts should try to avoid interpreting a
taxing statute so as to create opportunities for fraud and other abuses by
tax collectors’” or wholesale avoidance by the intended taxpayers.’8
The courts should, if possible, avoid an interpretation that renders a tax
statute unworkable or absurd.”®

In a federal tax system, the practicality criterion tends to prefer tax
changes enhancing centralization at the federal level and to oppose any
province wishing to go its own way in a taxation matter.80

According to the practicality criterion, tax policy formulation, tax
collection and administration should perhaps be centralized in the fed-
eral government. In theory, the federal government is in a better position
than the provinces to develop consistent policies for the whole coun-
try.8! A federal government insensitive to regional variations in develop-
ing such policies will ultimately face the voters’ harsh judgment at the
polls. In the administration and collection of a tax for the whole country,
the federal government can take better advantage of economies of scale
to minimize bureaucratic costs. Finally, a centralized tax system should
minimize taxpayers’ compliance costs; there should be fewer tax forms
to complete and tax rules to master. In this era of government restraint,
practicality assumes even greater importance, suggesting that the prov-
inces should avoid the unnecessary expense of duplicating federal tax
collection systems.

For example, the federal government will provide the necessary ser-
vices to administer and collect income tax on behalf of any province
adopting the federal rules for computing taxable income.®2 For the
collection of corporate income tax, all of the provinces except Ontario,
Quebec and Alberta have made collection agreements with the federal
government. For the collection of personal income tax, all of the provin-
ces except Quebec have made similar agreements. Agreeing provinces
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do not have to pay the federal government for this service. Considering
the additional costs, the Ontario Economic Council felt that Ontario
should not withdraw from the tax collection agreement and institute its
own collection system for personal income tax.83 Yet, in 1984, the
Province of Alberta announced as a “possible initiative” the implemen-
tation of its own personal tax system.84 The proposal summarily deals
with the practicality criterion only by suggesting that the “utilization of
the most modern computer and information technology” will lower
administrative costs and manpower requirements.8> Surely this does not
begin to satisfy the demands of the practicality criterion.

In a federal state such as Canada, provincial sovereignty and prac-
ticality are generally considered to be at odds, but there is another point
of view. Several leading Canadian economists have used the practicality
criterion to defend federalism and provincial sovereignty, and have
argued that centralization imposes heavy economic costs on both the
government and the public.8¢

Equity

A tax or tax system should fairly and equitably spread the burden over
the range of prospective taxpayers. While everyone shares the ideal of
equity, it is a difficult concept to define or measure.®” Some early
Canadian cases adopted equity as a constitutional requirement of a valid
federal or provincial tax,88 but since 1895 the courts have rejected it.® To
have continued with such a standard of constitutional validity would
have infringed on the parliamentary supremacy of the sovereign levels of
government. In that year, Sir Henry Strong, C.J.C. said:*°

The objection of want of uniformity which was so strongly pressed is no legal
objection. Granting that the legislatures have the power of imposing such
taxes it is for them to say how it is to be distributed.

In the same case, Taschereau, J. said:°!

The contention of the appellant based on the ground that this tax has not
been legally apportioned, and is null for want of uniformity and equality, is,
in my opinion, untenable. Whatever political economists and other writers
may say on this subject I know of no law in the Dominion that in any way
puts any restriction, limitation or regulation of that kind on the powers of the
federal and provincial authorities in relation to taxation within their respec-
tive spheres.

The new subsection 15(1) of the Canadian Charter of Rights and Freedoms
will restrict this aspect of Parliamentary supremacy by requiring equal
and non-discriminatory legislation, including taxing statutes.

The municipal level of Canadian government derives its subordinate
taxing powers from a provincial legislature, so that parliamentary
supremacy does not apply to municipal tax by-laws, and the courts will
strike them down if they violate the equity criterion.®?
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Some courts may exceptionally apply equity standards to interpret an
ambiguous tax statute.®> Where a taxing statute is unambiguous, a
taxpayer will not persuade a court to alter its literal interpretation on the
ground that it is inequitable:*

.. . as I understand the principle of all fiscal legislation, it is this: If the
person sought to be taxed comes within the letter of the law he must be
taxed, however great the hardship may appear to the judicial mind to be. On
the other hand, if the Crown, seeking to recover the tax, cannot bring the
subject within the letter of the law, the subject is free, however apparently
within the spirit of the law the case might otherwise appear to be.

The literal rather than the equitable interpretation of taxing statutes is
the general rule.

To the policy maker, the equity of a tax or tax system is often its most
important single criterion.%>

Public finance theory divides equity into two dimensions: horizontal
equity, meaning that taxpayers in the same situation should be treated
the same; and vertical equity, that those in different circumstances
should be treated differently, according to their respective circum-
stances. To determine whether taxpayers are in the same or different
circumstances, public finance theory provides two standards of mea-
surement.

First, according to the benefit standard, the tax burden imposed on
each taxpayer should relate to the benefit that person receives in the
form of goods and services provided by government. Some courts have
mentioned this standard of equity. Lord Sumner, on behalf of the Privy
Council, approved of the benefit theory as a policy goal but not as a
constitutional standard:%6

Allrates and taxes are supposed to be expended for the benefit of those who
pay them and some really are so, but the essence of taxation is that it is
imposed by superior authority without the taxpayer’s consent, except in so
far as representative government operates by the consent of the governed.

In a provincial income tax case, Taylor, J., of the Saskatchewan King’s
Bench, perhaps exceeded the judicial function and ranged too far into
tax policy when he dismissed a corporation’s objection to an assessment
with the following invocation of the benefit standard:®’

And I may be pardoned for pointing out that this province largely maintains
the governmental and social institutions which enable the company to
do . . . business in Saskatchewan. Other firms in competition with the
appellant’s business have to pay towards the upkeep of these social and
governmental institutions, and it ill becomes any corporation taking advan-
tage of a market for their products to contend that they should not pay the
same share of taxation as other companies in like business in that market.

Reflecting the benefit theory of equity, that one should pay for what he or
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she gets, governments finance some goods and services by user charges,
meaning that a member of the public must pay a fee or price for a benefit
provided by government. Whether a particular import is a tax or a user
fee can be a difficult question for economists and lawyers. Recently
Dickson, J., of the Supreme Court of Canada, suggested that if the
amount of the price or fee related generally to the government’s cost of
providing the good or service, it was a user charge; but if the fee or price
was “significantly greater” than its cost to government, the levy was a
tax.%8 In other words, adequacy was the proper criterion to differentiate
between user charges which merely defray expenses and taxes which
raise revenue.

The other standard of measuring equity proceeds from the premise
that taxpayers sacrifice their private well-being to pay taxes so that each
taxpayer’s sacrifice should be equal. According to this approach, tax-
payers’ well-being in monetary terms is their ability to pay. Horizontal
equity requires that taxpayers with the same ability to pay should in
general pay the same taxes. Vertical equity requires that a taxpayer with
greater ability to pay should pay more taxes than one less capable of
paying. A measure of ability to pay is income; the courts have recog-
nized that the sacrifice standard of equity supports in principle the
fairness of an income tax.%?

Before 1972, Canada did not tax capital gains. In the public debate
over whether capital gains ought to be taxed, the federal government
invoked as its two main policy arguments, equity and practicality.!00
Invoking equity, the government said that “the well-to-do receive a
much higher proportion of their purchasing power — their ability to
pay — from capital gains than do those with lower incomes.” 0! The
government also felt that the taxation of capital gains would satisfy the
practicality criterion by reducing income tax avoidance and uncer-
tainty. 102

In 1972, there was a consensus in favour of the tax, 193 but since then
criticisms have mounted. For example, in 1978, the Royal Commission
on Corporate Concentration concluded that the tax had encouraged
concentration in Canadian industry and, to encourage small business,
recommended abolition of the tax.!%4 In 1984, the province of Alberta
criticized the tax as complex and a deterrent to new jobs.105

In 1980, the federal Department of Finance defended the tax, arguing
that it should be retained.!%¢ Since then, the federal government has
amended the tax to blunt some criticisms. The deductibility of capital
losses was expanded to meet the criticism that gains were unfairly taxed
while deduction of losses was disallowed. Similarly, a scheme called an
indexed securities investment plan (ISIP) now permits a taxpayer to pay
tax only on real (non-inflationary) gains on corporate securities. By
introducing 1SIPs the federal government attempted to meet two crit-
icisms: first, that the tax violated the equity criterion by catching illusory
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or inflationary gains and second, that it deterred investment in Canadian
companies. Further, the government restricted the principal residence
exemption to meet criticisms that the exemption had violated equity,
adequacy and practicality. Before 1982, the exemption permitted a mar-
ried couple to claim two principal residences and was extremely favoura-
ble to the rich. By exempting capital gains on the disposition of one of
the most important and common capital assets, the family home, the
principal residence exemption drastically reduces the revenue yield of
the tax, thus violating the adequacy criterion. Finally, the exemption
violates practicality, inviting abuses by both taxpayers and public
officials attempting to administer it. Other amendments to the capital
gains provisions of the Income Tax Act have attempted to block tax
avoidance devices in the corporate area and to reduce the tax burden on
farms and small businesses.

In the result, the capital gains tax has become complex and perhaps an
embarrassment to some of its former adherents. If we seriously want to
simplify the tax laws and create an attractive environment for foreign
and domestic investment capital, curtailment or repeal of the capital
gains tax deserves a high priority for thorough consideration. However,
equity, adequacy, and the next criterion, redistribution of wealth,
strongly support a capital gains tax. Therefore, reform might be prefer-
able to repeal, but the capital gains tax cannot endure much more of the
complex reform it has recently received.

Redistribution of Wealth

Taxes and public expenditures, separately and jointly, can redistribute
wealth among richer taxpayers and regions and poorer ones. To the
policy maker, a good tax or tax system has the capacity to redistribute
wealth among individuals and regions.

To achieve redistribution of wealth among individuals independently
of public expenditures, a tax or tax system must be progressive, meaning
that the burden must fall more heavily on the rich and more lightly on the
poor than would be necessary to satisfy vertical equity. For example, a
personal income tax is progressive in the sense that tax rates rise with
income levels. A flat rate income tax would be proportional rather than
progressive; that is, the rate is the same at all income levels, satisfying
the vertical equity criterion but not redistribution. A regressive tax fails
both criteria because its rates fall as taxpayers’ abilities to pay rise to
higher levels.

Judicial attitudes to redistribution as a goal of tax policy have changed
over the years. In 1933, the Privy Council would say only that redistribu-
tion could be an element of a valid tax.!97 By 1982, in the words of
Laskin, C.J.C., which we have already quoted, equalization of economic
benefits went to the heart of a working federalism.!98 In the tumultuous
50 years between the two judicial dicta, redistribution had risen from an
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inconsequential objective of a tax to a fundamental constitutional value.
Even more authoritative, as we have seen,!%° the Canadian Charter of
Rights and Freedoms, sections 15 and 36, explicitly endorses the
redistribution of wealth as a constitutional norm.

Since the Canadian tax system comprises many federal, provincial
and municipal taxes, we should consider whether the overall effect is
progressive, proportional or regressive. Apparently, the system as a
whole violates the redistribution of wealth criterion, for it is only propor-
tional.!'® Moreover, the trend in recent years has been toward a
regressive shifting of the tax burden from the wealthiest taxpayers to the
middle-income earners.!!!

The guaranteed annual income (GAI) or negative (reverse) income tax
generated considerable support not so long ago as a reform which would
not only improve the redistributive effect of the income tax but also
rationalize equalization among the provinces and social welfare pro-
grams.!12 Under a negative income tax, a single form, the annual income
tax return, would provide the basis for determining whether one was
liable to pay tax or entitled to receive income benefits. Politicians of
socialist!!® and free enterprise!'4 points of view recommended the guar-
anteed annual income during that era. GAI created so many practical
problems and would have been so expensive that it was never implemen-
ted. !>

Although GALI retains a certain theoretical appeal, the adequacy crit-
erion suggests that revenue raising is at least as important as redistribu-
tion of wealth.

The GALI tried to combine the collection and distribution of income in
one scheme and failed. Perhaps as a result of this failure the redistribu-
tion of wealth criterion has lost ground in recent years. The intervening
changes to the tax system have been regressive, as we noted. This trend
should at least be stopped, if not reversed, as it contradicts the spirit of
the Canadian Charter of Rights and Freedoms by promoting greater
economic inequality and regional disparity.

Neutrality

To the policy maker, a good tax promotes the efficient allocation of
resources through the market economy, inhibiting misallocation and
waste. Exponents of the neutrality criterion believe that individuals will
save or spend in their best interests and that businesses will maximize
productivity if the tax system does not distort their choices either by
influencing prices or by altering the after-tax return from different forms
of activity or investment. A tax that impartially leaves the allocation of
resources to free market forces is neutral. According to this criterion,
the tax system and its components should generally be neutral but where
the free market mechanisms misallocate resources and if other policy
instruments should fail, the policy maker might try to correct the market
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distortion by imposing a non-neutral tax without infringing the criterion.
Beyond this, the staunch neutrality adherent would disapprove of the
use of the tax system as a policy instrument. Similarly, when business
and investment decisions are made for tax rather than economic rea-
sons, the tax violates neutrality. .

When we examined adequacy, we saw that a regulatory tax failed the
criterion because it provided little revenue to the government. A reg-
ulatory tax also infringes neutrality. The courts use the neutrality crit-
erion to identify a regulatory tax. Recently, the Supreme Court of
Canada had to determine whether a windfall tax on exported natural gas,
introduced as part of the National Energy Program, 1980, was reg-
ulatory.''® The problem arose because the tax applied to all exporters,
including the province of Alberta, which claimed that section 125 of the
Constitution Act, 1867 exempted it. The courts had previously interpreted
section 125 as exempting provincial governments from revenue-raising
taxes, but not from regulatory ones. The federal government argued that
the windfall tax was intended to regulate exports and foreign trade in gas,
so that section 125 did not exempt the province. The majority of the
Supreme Court held that the tax was introduced to raise revenue and that
section 125 exempted the province. Martland, J., for the majority of the
Supreme Court, applied the neutrality criterion in deciding whether the
tax was regulatory:!17

The Shorter Oxford English Dictionary, 3rd ed., (1944) (revised with correc-
tions 1973) defines ““to regulate™ as “To control, govern, or direct by rule or
regulations; to subject to guidance or restrictions. . . . To adjust, in respect
of time, quantity, etc., with reference to some standard or purpose”. In
relation to “‘regulation of trade and commerce”, this definition and common
sense would suggest a restraint upon or channelling of economic behaviour
in pursuit of policy goals. The proposed tax in this case, when viewed in light
of other legislation touching the natural gas industry, has no such regulatory
effect on behaviour. By its very comprehensiveness, the tax belies any
purpose of modifying or directing the allocation of gas to particular markets.
Nor does the tax purport to regulate who distributes gas, how the distribu-
tion may occur, or where the transactions may occur.

It might be said that in a free market, a general tax touching all natural gas
would either lead to an increase in the price charged for gas, or, if that is
impossible a shifting of money and effort out of a less profitable natural gas
production industry into other industries. In a word, either the consumption
or production of natural gas could be discouraged. There could be valid
policy reasons for such discouragement, and excise taxes have often been
justified on bases apart from revenue generation: . . .118

The application of differential rates of taxation, for example, might reveal
aregulatory or directive purpose. Yet in the present case, no such purpose
or justification is advanced. Nor has the federal government expressed any
desire to create disincentives to gas production or distribution. The pro-
posed tax was not argued to be a conservation measure.
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In short, the majority of the court felt that the tax was neutral and did not
interfere with the free market allocation of resources. Obviously, Mar-
tland, J.’s concept of neutrality for constitutional purposes is different
from that of an economist who might note the characteristics on which
Martland, J. relied and reach the opposite conclusion: that a windfall tax
on natural gas exports discriminated against that form of economic
activity. In any event, neutrality is an established guide to the constitu-
tional validity of a tax.

In the quotation, Martland, J. made a passing comment to the effect
that ‘“‘valid policy reasons’” may justify tax measures intentionally
designed not to raise revenue but to interfere with the market system. As
a constitutional norm, Martland, J.’s dictum is correct. As a matter of tax
policy analysis, his dictum should be viewed cautiously, if not skep-
tically.!!® When the economy is in difficulty, governments are tempted to
try to promote economic growth and new jobs through tax incentives.
Why should governments generally resist appeals for specific tax mea-
sures to achieve economic objectives?

First, tax incentives favour everyone qualifying for the relief, even
those who would have done the tax-favoured thing had there been no
such incentive. Second, the public often cannot accurately determine
whether the economic benefit produced by the incentive has exceeded
its costs, that is, the lost tax revenue. Third, taxpayers try to exploit tax
incentives by using them for purposes unforeseen by the legislature, the
prevention of which the government attempts by introducing hard-line
administration and complex amendments and, if these fail, by repeal of
the abused provision. Fourth, repealing tax incentives, even those no
longer serving a useful economic purpose, is often extremely difficult,
for repeal can disrupt businesses and investments. Fifth, in a free market
economy, tax incentives favour some taxpayers at the expense of others,
putting the latter at an unfair disadvantage and tempting them fraudu-
lently to evade their tax burden. Sixth, tax incentives seldom achieve
their economic objectives. For these reasons, tax policy analysts prefer
the use of government grants and subsidies, rather than tax incentives,
to attempt economic objectives.!2°

For example, the federal and British Columbia governments have
expressed interest in creating “special economic zones” to stimulate
growth. While the exact nature of these zones has not been indicated,
they probably would be small, economically depressed enclaves desig-
nated by government, in which qualifying businesses would enjoy the
competitive advantages of reduced taxes and regulatory requirements.
The danger of such a tax incentive, as appears to have been the British
experience, is that the formation of such zones would cause existing
businesses to relocate therein and to compete on advantageous terms
with rivals located elsewhere, causing the movement of existing jobs
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from parts of the province and country to the zone, not the creation of
new jobs, and a loss of tax revenue.

Throughout the world many nations, rich and poor, vie with each
other to attract foreign trading and manufacturing operations by offering
tax and other advantages to international enterprises willing to locate
their operations in tax-free trade zones.!2! In Britain and the United
States, attempts have been made to adapt the zone concept to urban
renewal, thus encouraging new businesses to locate in decaying inner
city slums.'?? Urban decay is not a serious problem in British Columbia,
and other jurisdictions offer British Columbia little to go on in develop-
ing the zone concept to meet its unique economic problems. 23 Thus the
general presumption against tax incentives seems applicable to the
“special economic zones.”

Economic Stability

Since the late 1960s the Canadian economy has suffered from unemploy-
ment, inflation, declining value of the Canadian dollar and balance of
payment deficits, despite the efforts of the federal and provincial govern-
ments to stabilize their respective economies. Under the Constitution
Act, 1867, the federal government has exclusive control over the levers of
monetary policy, and both levels of government have concurrent legis-
lative powers over fiscal, prices and incomes policies.

In a federal state, the control of policy is divided among different
levels of government that can pursue conflicting goals, cancelling out the
others’ efforts and weakening management of the economy. Because
Canada is an economic union, interprovincial trade tightly integrates the
provincial economies into one national economy. These links with other
provinces, called externalities by economists, limit each provincial gov-
ernment’s control over its local economy. Because of these externalities,
economists disagree about the extent of a province’s fiscal power to
stabilize its economy against recessionary or inflationary forces in other
parts of the country.

To coordinate economic policy and to centralize decision making in
the level of government having real power over the economy, economists
used to argue that the federal government must have primary if not
exclusive responsibility for managing the economy, but the prevailing
view nowadays is that the provinces should participate in stabilizing
their economies.!?# The legal argument against centralization is that
increasing federal power over the economy would diminish provincial
sovereignty, the cornerstone of Canadian federalism.

In 1976, the Supreme Court of Canada faced this issue in the Anti-
Inflation Act Reference.'? In 1975, the federal Parliament passed the
Anti-Inflation Act'?® restraining profit margins, prices, dividends, sal-
aries, wages and the like. In supporting the validity of the act, the
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Attorney General of Canada argued, alternatively, that the federal gov-
ernment had the constitutional power to legislate on a matter of
(1) national crisis and emergency or (2) national concern or (3) national
dimension. The emergency argument reasoned that the Canadian Con-
stitution would permit the federal government to centralize management
of the economy only temporarily, and in exceptional circumstances, to
combat a specific emergency. A majority of the Court accepted this
argument, but rejected the broader argument based on national concern
because, in the words of Beetz, J.:127

It is not difficult to speculate where this line of reasoning would lead: a
fundamental feature of the Constitution, its federal nature, the distribution
of power between Parliament and the Provincial Legislatures, would disap-
pear not gradually but rapidly.

The decision points out a constitutional obstacle to more effective
management of the Canadian economy. Policy planners at the provincial
as well as the federal level continue to have autonomous, sovereign
responsibilities for managing the Canadian economy within their respec-
tive spheres and should have regard to the criterion of economic stability
in formulating taxation policy.

A tax which meets the stability criterion has the capacity to reduce
inflation in good times, and during recessionary periods to stimulate
economic growth. When the revenue yielded by a tax automatically rises
in good times and falls in bad, the tax is called an automatic stabilizer.
Other taxes meeting the criterion are flexible enough that their rates can
be raised or lowered to help level out fluctuations in the economy.

During a period of economic instability, such as a war or economic
depression, the Canadian government has introduced a new tax as a
temporary measure to meet the crisis but the tax has become perma-
nent.!28 In Canada, World War I was the cause of a “temporary’ income
tax (1917)!2° and sales tax (1915).139 In the present economic recession,
the huge federal deficit may tempt the government to introduce a new
indirect tax which would perhaps take the form either of a value-added
tax (VAT) or a retail sales tax (RST).

At the present time the federal government does not impose an RST,
though all the provinces, with the exception of Alberta, do so on goods
and some services purchased in or brought into the province for con-
sumption. The federal government imposes excise taxes,!3! which, as
we have seen, are taxes on products before they reach the hands of a
retailer or consumer. Federal sales and excise taxes may briefly be listed
as: (1) the manufacturers’ sales tax!32 — imposed on manufacturers,
wholesalers and importers relating to all goods manufactured or pro-
duced in Canada, or imported into Canada (unless exempted), based on
the manufacturer’s selling price and the wholesaler’s cost or, for
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imported goods, the duty-paid value; and (2) excise taxes'3? — imposed
on domestic and imported goods such as various forms of tobacco and
alcohol, luxuries, large passenger cars and automobile air conditioners,
gasoline for personal use and aviation fuel.

A VAT is a multi-stage sales tax.!34 A business enterprise usually
purchases raw materials from its suppliers and, by processing, manufac-
turing or ‘‘adding value” in some other way, produces goods or services
from the initial materials. A VAT would be levied on the amount of value
added at each stage in the production, distribution or importation of the
goods or services, usually including the retail step, by which they reach
the consumer. Since the retail price of a product equals the total of the
values added, a VAT including the retail stage is equivalent to an RST, the
only difference being that an RST is collected only once, at the retail
stage, and a VAT is collected at several stages.!33

In Canada there has been little enthusiasm for a VAT but the proposed
federal RST has received a warmer reception. In 1967 the Carter Com-
mission recommended that the federal government abolish the manufac-
turers’ sales tax and replace it with an RST but that if the problem of
administrative control of the RST became too great, the federal govern-
ment should adopt the VAT.!13¢ Instead of proceeding with Carter’s
recommendation, the federal government in 1982 attempted to move the
manufacturers’ sales tax to the wholesaler stage, thereby bringing it a
step closer to a retail tax. The federal government did not, however,
implement its proposal and instead appointed a committee to review the
policy options. The committee disapproved of the government’s pro-
posal and endorsed Carter’s proposed federal RST.!37

Although the question is fraught with controversy, forceful policy
considerations suggest that the federal government should not proceed
with either a VAT or an RST. Each tax may have its own merits, but both
may be criticized as inflationary, inequitable, regressive, complex and
an invasion of an important provincial revenue source.!3® The taxes
would cause at least a one-time price level increase by the rate of tax and
might set off claims by workers for higher wages to maintain their
purchasing power, in either event violating economic stability.!3® The
taxes violate the equity criterion because the burden falls more heavily
on lower income taxpayers who consume a higher proportion of their
income than do their higher income counterparts who are able to save
and invest.!40 Similarly, the taxes would violate the redistribution of
wealth criterion because younger families and the retired and elderly
who are often not savers would bear a heavier burden relative to their
incomes. 4! Both the RST and VAT impose heavy administrative burdens
on the business community, violating practicality, but the VAT’s com-
pliance costs are “staggering.” 42 Since deficit problems exist at both
the federal and provincial levels of government, the introduction of a
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federal VAT or RST would make increases in provincial RSTs more
difficult and reductions more probable, violating adequacy at the provin-
cial level. Finally, the introduction of either tax would probably exacer-
bate federal-provincial relations, violating our last criterion, political
order, to which we now turn our attention.

Political Order
This criterion emphasizes that a tax or tax system should meet legal and
democratic standards. A tax must be valid under the Constitution Act,
1867 and conform to the requirements of the Canadian Charter of Rights
and Freedoms.'*3> Few would disagree with the Carter Commission’s
statement that the objectives of tax legislation include protecting the
liberties and rights of the individual and strengthening the Canadian
federation.144

In the Amax Potash' case, the Supreme Court of Canada affirmed
this criterion and struck down Saskatchewan legislation. In 1974, Sas-
katchewan introduced a potash prorating scheme including a tax on
reserves of potash. Amax, a potash producer, brought an action for a
declaration that the tax was beyond provincial legislative competence as
an indirect tax and for a refund of taxes paid under protest. The province
argued that even if the legislation were invalid, the Proceedings Against
the Crown Act (Sask.), exempting the province from liability for any
occurrence under an invalid act, protected the provincial treasury
against claims for refunds. The Supreme Court of Canada rejected the
argument, holding unconstitutional the Proceedings Against the Crown
Act. Dickson, J. said:!4¢6

If a state [province] cannot take by unconstitutional means it cannot retain
by unconstitutional means.

Subsequently, the Supreme Court of Canada declared that the potash
prorating scheme including the tax was beyond provincial legislative
competence.!#” Laskin, C.J.C., for the court, affirmed the political
order criterion in his reasons for judgment:148

Where governments in good faith, as in this case, invoke authority to realize
desirable economic policies, they must know that they have no open-ended
means of achieving their goals when there are constitutional limitations on
the legislative power under which they purport to act. They are entitled to
expect that the Courts, and especially this Court, will approach the task of
appraisal of the constitutionality of social and economic programmes with
sympathy and regard for the serious consequences of holding them ultra
vires. Yet, if the appraisal results in a clash with the Constitution, it is the
latter which must govern.

The political order criterion was perhaps violated by a recent British
Columbia case'#® in which a taxpayer sought a refund of provincial
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gasoline tax paid since 1937, claiming that the tax was beyond provincial
legislative competence. To recover the taxes paid before August 1, 1974,
the taxpayer could sue the provincial Crown only after submitting a
petition of right to the cabinet and obtaining its approval in the form of a
fiat permitting the action. For causes of action against the provincial
Crown arising after August 1, 1974, the procedural requirement of a fiat
has been abolished, so that the taxpayer could sue directly to recover the
tax paid since that date. The provincial cabinet refused the fiat, on the
advice of the Attorney General, possibly taking unfair advantage of the
obsolete procedural hurdle to deprive the taxpayer of a “day in court™ to
challenge the taxing statute for the period ending in August 1974. The
taxpayer sought judicial review of the cabinet’s refusal, but a majority of
the British Columbia Court of Appeal dismissed the application. Since
we do not know whether the taxpayer had a strong case on the merits, we
can conclude only that the taxpayer may have been denied justice. If the
taxpayer had a weak case, the political order criterion might have been
violated only in a technical sense.

Finally, a court interprets an ambiguous tax statute so as to minimize
intrusion on individual rights and freedoms, applying the political order
criterion as a guide to statutory interpretation.!50

Both federal and provincial taxation statutes confer investigative
powers on government officials that violate the political order criterion.
The purpose of these powers is primarily to enable the officials to
investigate and prosecute the offence of tax evasion but, particularly in
recent years, the powers have also been directed toward scrutinizing
lawful tax avoidance. Both purposes are legitimate, but the means of
investigation must not offend political order.

Even before the Canadian Charter of Rights and Freedoms, at least one
Canadian law reform commission had examined such revenue ‘“snooper
powers” 151 as:

1. The power to enter and search premises without a warrant;
2. The power to seize without a warrant; and
3. The power to enter, search and seize with a warrant.!52

The Charter provides that “everyone has the right to be secure against
unreasonable search or seizure.”!53 Recently, for a majority of the
Federal Court of Appeal, Pratte, J. summarized the Charter’s possible
impact on investigative power:!54

Searches and seizures are intrusions into the private domain of the individ-
ual. They cannot be tolerated unless circumstances justify them. A search
or seizure is unreasonable if it is unjustified in the circumstances. Section 8
does not merely prohibit unreasonable searches and seizures. It goes fur-
ther and guarantees the right to be secure against unreasonable search and
seizure. That is to say that section 8 of the Charter will be offended not only
by an unreasonable search or seizure or by a statute authorizing expressly a
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search or seizure without justification, but also by a statute conferring on an
authority so wide a power of search and seizure that it leaves the individual
without any protection against unreasonable searches and seizures. It is for
that reason, in my view, that a statute authorizing searches without warrants
may, as was decided in R. v. Rao, contravene section 8. A search without a
warrant may or may not be justified irrespective of the fact that it was made
without warrant; however, save in exceptional cases, a statute authorizing
searches without warrants may be considered as offending section 8
because it deprives the individual of the protection that normally results
from the warrant requirement.

Thus, the federal and provincial governments should review the inves-
tigative provisions in their revenue statutes to ensure that they contain
adequate safeguards for the citizen.'>® Provisions authorizing war-
rantless searches or seizures should be repealed. Perhaps provisions
authorizing the issuance of warrants should be amended, taking the
power of issuance away from government officials and conferring it
exclusively upon the judiciary. At the very least, provisions authorizing
government officials to issue warrants should set forth the conditions of
issuance and execution. Provisions should be enacted whereby claims of
solicitor-client privilege may be submitted to and resolved by a judge.
The retention and return of seized documents should also be prescribed.

Harmonization

Tax harmonization is perhaps becoming an important issue for several
reasons. First, the European Economic Community has given it high
priority.15¢ Second, astute observers of the Canadian economy saw
disturbing signs that the country was heading toward balkanization, that
is, a more fragmented economy.!>7 Third, royal commissions!>8 and
study papers'3® have discussed the problems of tax disharmony in the
Canadian economy. Fourth, separation or sovereignty association with
Quebec and alienation in Western Canada have raised broad questions
about economic unity.!%? Finally, the process of constitutional reform
has also raised issues concerning the reallocation of legislative powers
between the federal and provincial levels of government. 16!

However, tax harmonization will not be treated as a fundamental tax
policy criterion in this paper for the following reasons. First, unlike the
criteria, harmonization does not have an established and precise mean-
ing. Second, descriptions of the merits of harmonization are replete with
reference to the basic criteria, prompting us to question whether harmo-
nization adds a significant concept or is merely an application of more
fundamental concepts. Two descriptions of harmonization appear to
bear out these points:

Tax harmonization refers to the degree to which federal and provincial
governments exercise their respective powers of taxation in a co-ordinated
manner to promote consistency and equity in the tax system. In this way,
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harmonization, in addition to preventing double taxation, helps to minimize
economic distortions arising out of tax measures, simplifies procedures for
taxpayers, encourages them to comply with tax laws and reduces collection
costs for governments. 162

Within broad constitutional constraints, different levels of government in
afederal system compete for revenue sources on the tax side of public sector
budgets and for public approval on the expenditure side. Subfederal units of
government ordinarily seek the highest possible degree of expenditure and
taxation discretion. In pursuit of this fiscal freedom, however, some sub-
federal tax and expenditure policies may be considered or adopted which
are inimical to national welfare. The task of fiscal harmonization is to secure
fiscal arrangements between different levels of government that will
enhance economic efficiency in the country.163

Third, Canadian economists appear to be in the process of reappraising
the importance of the harmonization, feeling that the economic merits of
decentralization, diversity and provincial independence have been over-
looked.!64 Fourth, adopting a legal perspective, a constitutional lawyer
might observe that fiscal sovereignty is a vital component of provincial
sovereignty, and a legislature is unlikely to surrender its fundamental
prerogative of voting on tax matters to Parliament. Finally, Canada is
such a diverse country that uniform provincial taxes may not make
economic or political sense. For these reasons we may conclude that if
the various levels of government in Canada carefully and diligently
pursue the tax policy criteria that we have previously discussed, they
will at the same time achieve the proper amount of harmonization.

Ranking the Criteria

To make a judgment about a specific issue of taxation policy, we must
rank the criteria in order of importance, apply them and decide whether
on balance the criteria are satisfied. The criteria often conflict, meaning
that any particular proposal will satisfy some criteria and violate others.
To resolve these conflicts, we must balance the relative importance of
the criteria, making compromises or trade-offs among them. Each of us
will have personal preferences about the proper ranking of the criteria.
Even a royal commission cannot agree upon the most important crit-
erion. The Bélanger Commission felt that adequacy was the “primary
purpose of taxes.””165 The highly influential Carter Commission gave
“primacy of place” to equity (sacrifice standard).!66 The Smith Commit-
tee also felt that equity “rises above all the rest, both because a majority
of the remaining characteristics flow from it and because it goes to the
core of constitutional democracy.”'67 The Meade Committee declined
to address the question considering it to be a matter for “the political
process” to determine.!®® The Asprey Committee felt that the three
“dominant tests” were equity (sacrifice standard), practicality and neu-
trality.'® Among contemporary policy analysts, neutrality is growing

Sheppard 177



and equity is declining in importance.!’® Our choice depends upon what
we consider to be the most serious economic, social and political prob-
lems. For the purposes of this paper, our primary concern is the Cana-
dian economic union.

An Appraisal of the Canadian Taxation System

Having outlined the division of taxing powers and the principal tax
policy criteria, we are now in a position to make judgments regarding the
merits of existing taxes. Since this paper is concerned with Canadian
economic union, we should attempt to identify tax barriers to the free
movement of people, goods and capital over provincial borders. We will
also consider tax obstacles to free movement within a province. While
our principal objections to these distortions are lack of neutrality and
equity, we will consider other criteria as well. Our emphasis will be upon
tax reform rather than exposition.

Income Taxes

The federal Parliament and provincial legislatures have the power to levy
or authorize income tax on taxpayers or sources of income within their
respective borders.!”! In the Canadian federal state, the federal govern-
ment and each province could impose its own separate income tax
computed according to different rules. Their respective delegates, the
territories and municipalities, could also impose distinct income taxes.
However much we may bemoan the complexity of Canadian income tax,
most of us are fortunate enough to be required to complete only one
annual form, even if we have sources of income in several provinces.
Canada has developed a highly integrated comprehensive income tax
system, implemented through the federal Income Tax Act and provincial
income tax acts and the Federal-Provincial Fiscal Arrangements and
Federal Post-Secondary Education and Health Contributions Act, 1977 .72
The Ontario Economic Council aptly praised the Canadian income tax
system for its exemplary harmonization:!73

Canada has one of the most decentralized federations in the world. More-
over, in terms of the proportion of income tax revenues, both personal and
corporate, that accrues to the provincial governments, Canada has one of
the more decentralized income tax systems in the world. Yet we have
succeeded in maintaining a degree of coordination and harmonization in the
income tax field that is the envy of other federations. This degree of integra-
tion and harmony is a remarkable achievement in light of the fact that
scarcely forty years ago the Rowell-Sirois Commission called the highly
uncoordinated, allocatively inefficient and openly beggar-thy-neighbour
approach to income taxation that prevailed during the depression a veritable
“tax jungle”.
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Despite the accuracy of this praise, we can fault both the personal and
corporate income taxes for interfering with the free movement of per-
sons and capital throughout the Canadian economic union.

PERSONAL INCOME TAXES

By personal income taxes, we mean taxes on the non-business income of
individuals. Every individual resident in Canada (or a non-resident
having a Canadian income source) is liable to pay federal income tax on
taxable income.!”* An individual is also liable to pay territorial or
provincial tax on non-business income, imposed by the jurisdiction
within Canada where the taxpayer resides at the end of the taxation
year.!”> The federal, provincial, and territorial taxes on the business
income of individuals will be discussed under the heading “Corporate
Income Taxes,” since the corporation is the most common form of
business enterprise. For all provinces except Quebec, provincial indi-
vidual income tax is a flat percentage of the taxpayer’s basic federal tax
(federal income tax minus certain tax credits).'’®¢ Quebec imposes,
administers and collects its own personal income tax and individuals
residing in that province at the end of the year must file separate federal
and provincial income tax returns.!”” Residents of the other provinces
and the territories file only one annual return, because under tax collec-
tion agreements with the other provinces, the federal government
administers, collects and remits their income taxes to the provincial and
territorial governments.!78

We shall now describe some personal tax factors bearing upon the free
movement of persons and capital.

Free Movement of Persons
Under this heading, we shall consider migration to and from Quebec and
tax-free fringe benefits.

Migration to and from Quebec Despite Quebec’s separate personal
income tax, the tax position of someone moving into or out of Quebec
during the year is not complicated by the employer’s withholding federal
and provincial income taxes on salary or wages or by other instalment
payments of provincial income tax. Specifically, an employee moving
from Alberta to Quebec should have had Alberta income tax deducted
from each pay cheque up to the date of the move. Assuming the taxpayer
at the year-end is a resident in Quebec, it will give the taxpayer a tax
credit for the Alberta tax withheld and Alberta will reimburse Quebec
for the tax credit. If a Quebec resident moves to Alberta, tax credit and
reimbursement are reversed. These reciprocal provisions coordinate
Quebec’s separate personal income tax with the tax systems of the other
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provinces.!7 The other agreeing provinces have similar reciprocating
provisions to provide relief for taxpayers who move during the year.'8°

Tax-free fringe benefits To both employer and employee, a tax-free
fringe benefit offers income tax advantages. The employer may deduct it
as a business or salary expense in computing the taxable profit of the
business. Since the employee receives the benefit free of tax, it may be
worth more than its actual cost to the employer. If the employee had to
purchase the equivalent of the benefit out of after-tax salary or wages, it
would cost more. For example, to an employee in the 50 percent income
tax bracket, a $100 tax-free fringe benefit is worth twice as much, since
the employee would have to earn $200 before tax to be able to purchase
it. Two tax-free fringe benefits influence worker mobility because of
geographical factors: board and lodging at a special or remote work site,
and the northern or isolated post benefit and allowance.

Special or remote work site Ordinarily, if an employer supplies or
pays for an employee’s personal board or lodging or transportation to
and from work, the employee receives a taxable fringe benefit. Subsec-
tion 6(6) of the Income Tax Act'8! exempts such benefits in connection
with work at (1) a temporary, distant location, called a special work site,
or (2) a remote location. For readers who wish to grapple with a typical
income tax provision, subsection 6(6) is set out in full:

6(6) . . . in computing the income of a taxpayer for a taxation year from an
office or employment, there shall not be included any amount received or
enjoyed by him in respect of, in the course of, or by virtue of his office and
employment that is the value of, or an allowance (not in excess of a reason-
able amount) in respect of expenses incurred by him for,
(a) his board and lodging at
(i) aspecial work site, being a location at which the duties performed
by him were of a temporary nature and from which, by reason of
distance from the place where he maintained a self-contained
domestic establishment (in this subsection referred to as his *“ordi-
nary place of residence”’) in which he resided, he could not reason-
ably be expected to return daily to his ordinary place of residence,
or
(ii) a location at which, by virtue of its remoteness from any estab-
lished community, the taxpayer could not reasonably be expected
to establish and maintain a self-contained domestic establishment,
in respect of a period while he was required by his duties to be away from his
ordinary place of residence, or to be at the location, for a period of not less
than 36 hours; or
(b) transportation between
(i) his ordinary place of residence and the special work site referred to
in subparagraph (a)(i), or
(ii) the location referred to in subparagraph (a)(ii) and a location in
Canada or a location in the country in which the taxpayer is
employed,
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in respect of a period described in paragraph (a) during which he received
board and lodging, or a reasonable allowance in respect of board and lodging
from his employer.

Subsection 248(1) of the act defines “self-contained domestic establish-
ment” as meaning:

“self-contained domestic establishment” means a dwelling house, apart-
ment or other similar place of residence in which place a person as a general
rule sleeps and eats;

This exemption benefits employees particularly in the construction,
fishing and marine industries. Their employers perhaps appropriate
some of the exemption through paying lower wages than might otherwise
be required. In short, the exemption may reduce labour costs in those
industries.

The rationale for the exemption appears to be that where a person
chooses to live is usually a personal matter, so that board and lodging
and commuting expenses are not deductible and must be paid from
earnings after tax, but where an employer sends an employee to a special
work site, the employee cannot be expected to move his place of resi-
dence nearer because it is merely a temporary place of employment.
Similarly, if the employee goes to work at a remote location, because of
its remoteness, he cannot move near it. In both cases, job requirements
rather than personal choices determine where the employee must live,
and the employee receives no personal benefit from the employer’s
expenditures for board, lodging and transportation.!82 If this is the
rationale, subparagraph 6(6)(a)(i) seems to defeat it by requiring the
employee to maintain a self-contained domestic establishment. Since to
maintain means to support or keep up, the taxpayer must incur duplicate
living expenses for his regular home while at the special work site. The
requirement to maintain a domestic establishment violates neutrality
and equity. Comparing two employees living at a special work site, one
of whom maintains an apartment in town, the other living rent-free with
his parents in the same town, subparagraph 6(6)(a)(i) would deny the
exemption to the latter taxpayer. Because of the serious unemployment
problems of our young people, many live at their parents’ homes to
economize, and the requirement of maintaining a place of residence hits
them the hardest. For these reasons, Parliament should repeal the
requirement to maintain a self-contained domestic establishment in
subparagraph 6(6)(a)(i).!%3

Northern or isolated posts benefit and allowance Under section 17 of
the Financial Administration Act,'®* the Treasury Board, in 1980, promul-
gated a regulation entitled the Isolated Posts Benefits and Allowances
Remission Order.'®> The order was reissued for 1981 and extended for
1982 in the November 1981 federal budget. A press release dated
December 2, 1982, extended it for the 1983 taxation year.!8¢ Then, in a
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release on December 9, 1983, the earlier release was countermanded and
the remission order would be extended indefinitely.'®” Finally, in
November 1984, the government announced that the order will remain in
effect until December 31, 1985.188 Taxation (or exemption) by press
release hardly satisfies the requirements of practicality (certainty) or
political order.

To qualify for the exemption, an employee must live either north of the
60th parallel of latitude, in Labrador or in an isolated post as defined by
the Treasury Board in the remission order, according to population,
remoteness and inaccessibility. Employees who live in these areas and
whose benefit plans began on or before November 12, 1981, are entitled
to tax exemption for low cost housing benefits, cash allowances for
housing, and financial assistance to travel for vacation or medical pur-
poses. However, employees whose benefit plans began after that date
will be taxable on the full amount of cash allowances for housing, subject
to the possibility of transitional relief.'®® Low cost housing benefits and
financial assistance for travel will be partially exempted from income
tax. The taxable benefit for subsidized vacation travel by employees and
their families will be limited to $250 for each of two trips a year to the
nearest metropolitan centre. Other travel benefits will be fully taxable.
The upper limit of the taxable portion of low-cost housing benefits is the
lesser of: (1) 20 percent of income from employment and (2) complex
dollar limits for different types of accommodation, varying with location
and indexed for inflation. Since the proposed scheme eliminates or
reduces the income tax burden on in-kind housing benefits and cash
payments for certain purposes, it fails both the equity and neutrality
criteria. Employees in the same locations who do not receive such
benefits bear heavier taxes. The exemption compensates for the high
costs of living and travelling in northern and isolated areas and to
stabilize the northern economy. However, the proposed exemptions are
too narrow and arbitrary.!®° The Department of Finance should recon-
sider the exemptions and introduce them in proper legislative form.!*!

Free Movement of Capital

As we have seen, the Canadian Constitution generally permits provin-
cial taxes interfering with the free mobility of capital. Under the Federal-
Provincial Fiscal Arrangements and Federal Post-Secondary Education
and Health Contributions Act, 1977,'92 the provinces, other than Quebec,
have entered into tax collection agreements whereby the federal govern-
ment collects and administers provincial personal income taxes. Com-
pared with the Constitution, these place much more onerous restraints
on provincial tax policies. A province which exceeded one of these limits
would violate the tax agreement, not the Constitution; these limits are
contractual (between the levels of government), rather than constitu-
tional.193 Within these contractual limits, the province can set the rate of
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provincial tax applied to the taxpayer’s basic federal tax. Provincial
income tax policy in an agreeing province is limited to establishing (1) its
tax rate and (2) its own scheme of tax credits deductible from provincial
income tax. The federal Finance Department will accept such credits
only if they meet three general guidelines:!94

First, the measure must be able to be administered reasonably effectively.
Second, the measure must not significantly erode or have the potential to
erode the essential harmony and uniformity of the federal and provincial
income tax systems. Third, the measure must not jeopardize the efficient
functioning of the Canadian economic union by the erection of income tax
barriers to normal interprovincial investment flows.

In applying these guidelines the Finance Department must strike a
balance between allowing the provinces enough flexibility in formulating
tax policies to keep them within the joint collection system without
permitting provincial measures threatening to the system’s harmony and
uniformity. 195

We shall now examine provincial personal income tax provisions
intended to attract investment capital to and keep it in the province.

Quebec stock savings plan In 1979,9¢ the Quebec assembly enacted
personal income tax legislation permitting an individual, other than a
trust, resident in Quebec on the last day of a taxation year, to establish
for provincial income tax purposes a stock savings plan and to deduct
annually the cost of new shares in Quebec companies purchased on
behalf of the plan, up to the lesser of $20,000 or 20 percent of total
income. The object of the legislation is to create a provincial tax stimulus
to public investment in new equity issues of Quebec-based com-
panies. 97

British Columbia dividend and housing and employment bond tax credits
In 1979,'%8 British Columbia enacted a 5 percent dividend tax credit to
be deductible from provincial income tax for dividends received from a
public corporation having its head office and central management in
British Columbia. The federal government refused to administer the
credit. Since the credit would obviously encourage companies to locate
their head office and central management, in effect, their residence, in
British Columbia, it would appear to violate the third guideline. British
Columbia has not proclaimed it and it has not taken effect.

In 1982, British Columbia enacted the housing and employment devel-
opment tax credit.!®® The federal government agreed to administer it on
behalf of the province but refused to recognize it for federal income tax
purposes. In 1983, the province proclaimed the credit in effect against
provincial income tax only. The tax credit is part of a scheme2° whereby
the provincial government will raise money by issuing bonds and lend
the proceeds to eligible borrowers to create employment within the
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province.20! The credit will exempt interest income earned by the bonds
from provincial tax.202 Where the credit exceeds provincial income tax
otherwise payable, the difference will be refunded to the taxpayer.203
Where the bondholder is not required to pay provincial income tax, the
full amount of the credit will be refunded.?* The Ontario Economic
Council described the federal decision to accept this credit as?03

.. . a very important precedent. . . . This is a remarkable concession by
the federal government, since the end result will be to erect barriers to
interprovincial flow of enterprises and capital.

CORPORATE INCOME TAXES

A Canadian resident corporation is liable to pay federal and provincial or
territorial corporate income taxes. All the provinces except Alberta,
Ontario and Quebec have entered into tax collection agreements with
the federal government adopting a common tax base and centralizing
collection and administration.2%¢ Alberta, Ontario and Quebec impose,
administer and collect their own corporate income taxes.?7

We shall briefly describe some corporate tax incentives created by the
federal and the provincial governments violating equity and neutrality
and interfering with the free movement of capital and business
entrepreneurship.

Federal Investment Tax Credit

As a stimulus to new business investment in buildings, machinery and
equipment and in scientific research and development, an investment
tax credit is deductible against federal tax payable.2%8 Individuals, trusts
and corporations carrying on business can claim the credit. Unused
credits may be carried forward for up to seven years and back for three
years.20° The investment tax credit is calculated as a percentage of the
cost of qualifying expenditures, the rate depending on the type of expen-
diture and the region. (See Table 4-1.)

Quebec SODEQ Tax Credit

In 1976, Quebec established a tax credit to encourage the incorporation
of companies offering venture capital to eligible Quebec-based manufac-
turing firms.21° The venture capital companies are called sociétés de
développement de I’entreprise québécoise (SODEQ). As a tax incentive
to stimulate investment, a purchaser of shares issued by a SODEQ may
deduct a tax credit from Quebec personal or corporate income tax equal
to 25 percent of the equity investment to a maximum of $25 a share, and
may carry forward unused tax credit to future years.?!!
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TABLE 4-1 Federal Investment Tax Credit

Tax Credit as a Percentage of

Qualified
Qualified Transportation and

Region Qualified Scientific Construction
Expenditure Property Research Equipment
Invested in Expenditure Expenditure Expenditures
1. Newfoundland,

4.

Prince Edward

Island, Nova Scotia,

New Brunswick,

and the Gaspé

Peninsula 20 202 i/

. Prescribed

designated regions

under the Regional

Development

Incentives Act

excluding those in 1

abovec 15 10a N/A

. Certified property,

prescribed areas
under the Regional

Development
Incentives Actd 50b N/A N/A
Rest of Canada 7 102 7

Source: Derived from Price Waterhouse, Doing Business in Canada (1983), p. 140.

a.

b.
[

35 percent if incurred anywhere in Canada by a Canadian-controlled private corpora-
tion that would be eligible for the small business deduction if it had taxable income.
Acquired before 1986.

Prescribed designated regions comprise Northern Quebec, Ontario, Alberta and Brit-
ish Columbia, all of Manitoba, Saskatchewan, the Northwest Territories and the
Yukon.

Prescribed areas include most of Newfoundland, all of the Yukon and Northwest
Territories, most of the Gaspé region and northern parts of the remaining provinces.

Ontario SBDC Tax Credits

In 1979, Ontario established a tax credit to encourage similar investment
in venture capital entities called small business development corpora-
tions (SBDC).?12 A corporation may claim a tax credit against Ontario
corporate income tax in the amount of 30 percent of the amount invested
in new equity issued by an SBDC.2!3

Saskatchewan Venture Capital Program

In June 1984, Saskatchewan implemented a program similar to those in
Quebec and Ontario,?!* effective for 1984 and subsequent years. Unlike
Quebec and Ontario, however, Saskatchewan had previously entered into
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tax collection agreements with the federal government covering the collec-
tion of both personal and corporate income taxes. The federal Finance
Department has agreed to administer the venture capital tax credit for the
province. In so doing, the department appears to have interpreted its
guidelines (see text supra, at note 194) more permissively than it did in 1979
when it rejected British Columbia’s proposed dividend tax credit (see text
supra, at note 198); but because the Saskatchewan program focusses on
small local business, it may be less open to the objection that it constitutes a
barrier “to normal interprovincial investment flows” (see text supra, at note
194) than the British Columbia proposal which was aimed at attracting
public companies to the province.

Under the venture capital program Saskatchewan will give a tax credit
to individual and corporate taxpayers investing in the equity of venture
capital corporations (VCC) which must, in turn, invest in prescribed
types of small businesses in the province. The tax credit equals 30 per-
cent of the amount invested and may be carried forward for up to seven
years. Tax-exempt investors may claim a grant of the same 30 percent. A
vcce must generally have a minimum equity capital of at least $100,000
and not more than $5 million, but if it is based in a community with a
population of less than 5,000 and invests in businesses in that com-
munity, a VCC may have a minimum equity capital of $25,000.

Other agreeing provinces may follow Saskatchewan’s lead and fashion
similar tax incentives to attract investment capital. From a tax policy
perspective, we may well question the wisdom of such incentives, but
the provinces have the prerogative of withdrawing from the tax collec-
tion agreements and the federal Finance Department must make com-
promises to keep the provinces within the agreements.

ALLOCATION RULES

Where a corporation (or individual) carries on a business across provin-
cial or territorial borders, the business income must be allocated to
particular provinces or territories for tax purposes. These allocation
rules are intended to apportion the income to the jurisdiction producing
it, satisfying the equity (benefit) criterion and to prevent interjurisdic-
tional tax avoidance and double taxation. Tax avoidance would occur if
income were not allocated to a province or territory; double taxation, if
the same income were allocated to two or more provinces or territories.
Uniform allocation rules uniformly applied by all the provinces prevent
interprovincial tax avoidance and double taxation.?! The allocation
rules have three elements: (1) the requirement of a permanent establish-
ment in the province or territory; (2) the definition of permanent estab-
lishment; and (3) a formula for apportioning income among the provin-
ces or territories.

To become liable for provincial or territorial income tax, an individual
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taxpayer who is not a resident of the jurisdiction must earn business
income and the business must have a permanent establishment in the
province or territory.2!¢ Similarly, a corporation is liable for provincial
or territorial income tax only if it has a permanent establishment in the
Jurisdiction.?!” Among the agreeing provinces, the definitions of perma-
nent establishment are identical.2'® Among the non-agreeing provinces,
Alberta?!® follows those definitions, but Ontario?2? and Quebec22! do
not do so entirely, thereby raising the prospect that either of them and
another province or territory may impose tax on the same business
income.

Furthermore, Alberta has objected to the mathematical formula222
whereby income is apportioned to each province or territory under the
federal income tax.?23 Because the formula is based on sales and payroll
in the province, Alberta objects that it allocates business income from
natural resources to consuming provinces having sales and population
such as Ontario and Quebec, rather than to producing provinces lacking
those factors.??# To avoid double taxation, Alberta has put aside its
objections and reluctantly applies the common formula.225 QOntario226
and Quebec??” do so as well. But Ontario’s and Quebec’s departures
from the common definition of permanent establishment create a poten-
tial for double taxation. To prevent further interference with interprovin-
cial free trade, the non-agreeing provinces must adhere to the same
allocation rules.

INVESTIGATORY OR FEASIBILITY EXPENSES

The old saw that you should investigate before you invest is poor tax
advice! The costs of investigating the feasibility of a prospective busi-
ness venture are not deductible as business expenses if the taxpayer
incurs them and never establishes the business. Once the business is
established for tax purposes, further investigatory costs are deductible
as current expenses. '

Inthe M.P. Drilling Ltd. case,??8 the taxpayer was incorporated in 1963
as a vehicle to market liquid petroleum gases overseas. From 1964 to
1966, the company incurred expenses, making feasibility studies and
negotiating with prospective suppliers and customers. The marketing
business never advanced beyond this stage and, in 1966, the company
changed its name and forsook marketing for drilling. The minister dis-
allowed the company’s claim to deduct these marketing expenses on two
grounds: (1) the expenses were capital outlays; and (2) the expenses did
not produce revenue. The taxpayer appealed to the Federal Court and
succeeded at trial and on an appeal by the minister, Rejecting the
minister’s first argument, the Court of Appeal held that feasibility or
investigatory expenses incurred before business begins are capital out-
lays and that those incurred after the commencement of the business are
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currently deductible. Urie, J. said that the taxpayer “was in fact in
business and was not simply bringing the business into existence.”2%°
The court rejected the minister’s second argument, holding that
expenses were deductible even if they produced no revenue and created
a loss, as long as the taxpayer incurred the expenses for the purpose of
earning income.

In a more recent case, Mr. Squires,23° the taxpayer, joined with two
other individuals to investigate the feasibility of establishing a profit-
making tennis and squash club. When the local municipality refused the
necessary permits, the taxpayer and his associates gave up the idea.
Squires claimed to deduct as business expenses his share of the costs ofa
marketing study and consulting fees, business meals, maintenance
household expenses, travel to Florida and automobile expenses.
Obviously some of these expenses looked suspiciously like personal
outlays. The minister disallowed all of the expenses. On appeal, the Tax
Review Board upheld the minister’s disallowance, following the princi-
ple of the M.P. Drilling case, that feasibility expenses incurred in inves-
tigating a business venture that never begins are not deductible. In this
case, the board held that the racquet club business never came into
existence.

In summary, the Income Tax Act treats feasibility and investigatory
expenses in three ways. First, if the taxpayer incurs the expenses after
the business begins, they are currently deductible. Second, if the tax-
payer incurs the expenses before the business begins, they are capital
outlays. Before 1972, such capital outlays were not deductible and were
called “nothings.” Since 1972, the act permits their amortization against
business income as eligible capital expenditure.?3! However, to qualify
for amortization, the business must come into existence.?32 Third, if the
business never starts, the expenses are non-deductible nothings.?33 The
disallowance of such expenses violates equity, neutrality and economic
stability because it favours established businesses and creates a barrier
to new ventures. The Income Tax Act should be amended to permit the
deduction of genuine investigatory and feasibility expenses incurred
where the prospective business never comes into existence. Because the
taxpayer incurred these expenses for a capital (long-term) purpose, they
are capital outlays. Like other capital outlays, only half of the amount
should be deductible. However, because the expenses did not produce a
long-term advantage, they should be currently deductible in the year
rather than amortized over a period of years. Finally, like allowable
business investment losses, these expenses should be deductible from
all sources of income.

Provincial Retail Sales Taxes

All the provinces except Alberta impose a retail sales tax.234 The Yukon
and Northwest Territories do not impose sales tax. For years the courts
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struck down provincial sales taxes as indirect and beyond provincial
competence. The current provincial sales taxes qualify for constitutional
purposes as direct taxes because they are imposed on the ultimate
consumer or user of tangible personal property or services, and the vendor
is merely the collection agent on behalf of the provincial government.233

On a good or service entering over a provincial border, retail sales tax
is imposed according to the destination principle.236 The province where
the good or service is used or consumed imposes sales tax on the
taxpayer residing or carrying on business there,237 and the province of
production either exempts238 the good or service from sales tax or
refunds?3® to the purchaser the tax paid at the time of purchase. For
exemption, the seller must either deliver or ship the good by common
carrier outside the province. To obtain a refund, the purchaser may be
required to prove payment of sales tax to another province where the
good is used or consumed and must apply within three years.

NEUTRALITY

The destination principle satisfies the neutrality criterion since goods or
services bear the same rate of tax — that imposed by the province of
consumption, whether they were produced in that province or in another
province having a different tax rate. However, the destination principle
does not meet the adequacy and practicality criteria. On the importation
of a taxable good or service into a province, the importer should file the
proper forms, pay the provincial sales tax owing and claim a refund from
the provincial government where the good or service originated. Unlike
federal customs duty and sales tax, which are collected by customs
officials at the national borders, post offices and so on, the provincial
sales taxes on imports from other provinces are not collected at provin-
cial borders. The taxpayer is required to report the importation and pay
the tax, with sanctions for violators. Except on imported motor vehicles
whose ownership must be registered with the provincial government,
consumers seldom pay sales tax on imports. Similarly, the procedure for
obtaining a refund from the province of production is inconvenient, and
few taxpayers know about it. To avoid provincial sales tax, a purchaser
in a taxing province may prefer interprovincial mail-order or cross-
border shipping, instead of buying from a local merchant.24? Thus, the
provincial sales tax may distort interprovincial competition, violating
neutrality.

Provincial taxes on imports of gasoline, 24! alcohol?42 or tobacco243 for
consumption are further instances of the constitutional validity of the
destination principle and have been upheld as direct taxes.244 Alcohol
sales taxes have been upheld as valid provincial legislation incidental to
the creation of a liquor board monopoly.245 Alcohol and tobacco sales
taxes are also justifiable for the purpose of regulating the consumption of
products injurious to the health of consumers in the province.
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We shall consider some ways in which provincial retail sales tax
impedes the free movement of goods within the Canadian economic
union.

DOUBLE TAXATION OF IMPORTS

From 1975 to 1982, Nova Scotia, through its retail sales tax, tried to
discriminate against purchases outside the province and failed. Provin-
cial sales taxes are generally imposed on the sale price or fair value of
goods or services; where a vendor takes a trade-in toward the price, the
tax is imposed on the net price after deducting the value of the trade-in.
In 1975, Nova Scotia amended its sales tax, allowing trade-in credit only
on purchases in the province.24¢ A purchaser making a trade-in purchase
outside the province and importing the item was required to pay sales tax
on the full price. According to the provincial Hansard, the Nova Scotia
government intended to encourage consumer sales in the province.4’

In Re Clearwater Well Drilling Limited,?*8 the Nova Scotia Court of
Appeal thwarted the amendment. The taxpayer had purchased equip-
ment outside the province, partially paying for it with a trade-in and, on
bringing the equipment into Nova Scotia, the province denied credit for
the value of the trade-in. At trial, the taxpayer unsuccessfully challenged
the amendment as an invalid indirect tax.

On appeal, Jones, J.A. dissented, holding that the amendment was
unconstitutional because the legislature had deliberately erected “a
barrier to the free flow of goods into the Province.”?4° Without deciding
the constitutional issue, the majority interpreted the amendment so as to
render it meaningless and ineffective and the province repealed it, to
replace it with a more effective provision. Jones, J.A.’s reasoning is
contrary to many cases holding that a sales tax which discriminates
against imports by imposing double taxation is nevertheless valid.?°
Since 1887, the courts have interpreted the Constitution Act, 1867, as
permitting interprovincial double taxation.23!

When subsection 15(1) of the Canadian Charter of Rights and Freedoms
comes into effect, it will prohibit discrimination, but the courts are
unlikely to overturn the well-established constitutional rule permitting
double taxation. New Brunswick2?32 and Prince Edward Island?33 have
retained similar provisions to the one that the Nova Scotia Court of
Appeal frustrated; and Nova Scotia, unrepentant, has enacted another
provision.24 These provisions should be repealed.

INTERPROVINCIAL CARRIERS

Provincial retail sales taxes have been assessed upon interprovincial
carriers such as airlines, railways, and hauliers, raising difficult issues of
constitutional law and taxation policy. Provinces have attempted to
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assess interprovincial airlines on in-flight sales of alcoholic beverages,
but the courts, holding that in-flight sales do not take place within the
province, under subsection 92(2) of the Constitution Act, 1867, have
overturned the assessments.235 The constitutional principle applies to
sales on all flights: over-flights, temporary stopovers, and flights orig-
inating or terminating (or both) in the province.25¢

The provinces have also attempted to assess interprovincial airlines
for sales tax on the cost of the aircraft, component parts, equipment and
other tangible personal property purchased outside the province and
brought in for the airline’s use. The courts have held that a province
cannot impose tax on the cost of aircraft, etc., engaged in overflights or
temporary stopovers since they are not within the province under sub-
section 92(2).257 On the other hand, aircraft on flights originating or
terminating or serving more than one point in the province are within it
for the purposes of this aspect of the sales tax while, at the same time,
the in-flight sales of drinks take place outside the province.258 Whether
an aircraft is within the province is a complex factual question depending
on the use of each individual airplane on each flight. The test adopted by
the Supreme Court of Canada is extremely vague. Macfarlane, J.A., of
the British Columbia Court of Appeal, described it as follows:259

On that question a substantial or at least sufficient presence must be shown.
Transportation involves a spectrum of activity. At one end of the spectrum
of aircraft activity are overflights, which never have a real presence within
the province. At the other end are aircraft based in British Columbia, which
take off and land only in British Columbia. I would have no difficulty in
concluding (in the absence of precedent) that the former do not have a
substantial presence within the province, but that the latter do. Temporary
stopovers . . . involve aircraft having a transitory or momentary presence
within the province. The distinction between those aircraft which have only
a nominal presence and those which have a sufficient presence to form a
basis for taxation, is in some circumstances, difficult to draw.

The British Columbia Court of Appeal also applied the substantial, or at
least sufficient, presence test to determine whether an American truck-
ing company carrying on business in the province was liable for sales tax
on its trucks.?¢? The court held that the company was not liable for sales
tax on trucks carrying bonded goods from Washington state to Alaska,
because the vehicles were insufficiently present within the province.

While these decisions may seem illogical, they strengthen the Cana-
dian economic union. First, by striking down provincial attempts to tax
purchases of drinks in flight, the courts have tried to protect the free
mobility of air passengers and to discourage taxes that could ultimately
disrupt interprovincial travel. Second, in denying provincial sales tax on
airplanes or trucks that are merely passing over or through a province,
the courts have prevented provincial corridor taxes, thereby enhancing
the free mobility of goods. Third, by holding that a province can impose
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sales tax on airplanes or trucks that are substantially within the prov-
ince, the courts are attempting to ensure equity and neutrality in the
taxation of intraprovincial and interprovincial carriers so that they can
compete on equal terms.

To avoid double taxation, the provinces impose sales tax only on that
portion of the cost of eligible aircraft, repair parts, etc., reflecting
mileage of the aircraft within the province as a percentage of total
mileage. The British Columbia Court of Appeal felt that this prorating
satisfied equity (benefit standard). The same allocation formula applies
to provincial sales tax imposed on interprovincial hauliers for the cost of
trucks and component parts purchased outside and used within the
province for interprovincial haulage. In British Columbia, these alloca-
tion rules are set out in administrative guidelines rather than in legis-
lative form.26! Such publications neither carry the force of law nor bind
the government publishing them.262 Their existence is not widely
known. Hutcheon, J.A., of the British Columbia Court of Appeal, said of
these administrative allocation rules:263

It is remarkable to find this charging provision in the instructions rather than
in the statute.

To satisfy practicality and political order, the allocation rules should be
enacted in statutory or regulatory form.

CONSTRUCTION CONTRACTORS

In Re Rush and Tompkins Construction Ltd.,?%* the taxpayer, an Alberta
construction company, had been awarded a federal government road build-
ing contract to be performed in Glacier National Park, British Columbia.
British Columbia assessed the taxpayer for sales tax on its tangible personal
property, such as equipment and parts brought into the province tem-
porarily to perform the contract. The British Columbia Supreme Court
upheld the assessment. The effect of such a tax is to interfere with the free
mobility of enterprises by erecting a tax barrier to out-of-province con-
tractors, increasing their costs. Since the contractor was based in Alberta
which does not impose sales tax, British Columbia could make a protec-
tionist argument that the imposition of sales tax merely equalized the
competitive conditions with those of local contractors and deprived the
Alberta contractors of their tax haven2%5 competitive advantage. According
to the equity and neutrality criteria, the argument cannot withstand scru-
tiny. Other provinces grant sales tax relief for goods brought into the
province for a merely temporary purpose.

SETTLERS’ EFFECTS

Personal effects brought into certain provinces by a non-resident indi-
vidual intending to take up residence are exempted from sales tax.266
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The exemption removes a barrier to the free movement of persons
seeking residence. However, since the exemption does not extend to
migrant workers intending to work in the province without taking up
residence, sales tax interferes with the free movement of workers across
provincial borders, and appears to violate paragraph 6(2)(b) of the
Canadian Charter of Rights and Freedoms. Ontario’s exemption for
settlers’ effects permits proprietors or owners of businesses to move
their businesses into Ontario free of sales tax on the business person-
alty.267 Other provinces should adopt similar exemptions to encourage
freedom of business establishment.

Gift and Succession Duty

After 1977, all the provinces had abolished gift and succession duty.
Later, Manitoba, Ontario and Quebec reintroduced them. Now Quebec
is the only province levying gift and succession duty.26® Alberta and the
Territories have never imposed the taxes. When they were in force, the
taxes weakened the Canadian economic union by interfering with the
free movement of capital. They caused interprovincial double taxa-
tion?%? and tax avoidance.270

The courts held that under the Constitution, a province may impose
succession duties based on: (1) the situs (location) in the province of
property owned by a deceased; (2) the transmission of personal property
outside the province to a beneficiary resident or domiciled in it; and (3) a
beneficiary resident in the province.2’! When the situs of property was in
one province and the beneficiary in another, the rules created the prospect
of double taxation. However, the courts?’? laid down three principles
regarding the situs of intangible property for provincial succession duty
purposes which prevented some double taxation: (1) intangible personal
property has only one situs, (2) the situs must be determined according to
common law, and (3) a provincial legislature cannot alter the common law
situs of intangible property. Apart from the situs rules, the courts held that
the Constitution permitted double taxation.?’3 Taxpayers depended on
unilateral or reciprocal exemptions or tax credits enacted by the provincial
legislatures to relieve them from double taxation.

Interprovincial succession duty avoidance often involved the freezing
of one’s estate by transferring investments which would be exigible on
death to a holding company incorporated in a tax haven such as Alberta
or one of the Territories and issuing shares in the holding company to
family members or to their tax haven companies. Succession duty
freezes inspired the incorporation of many holding and subsidiary com-
panies in tax havens and the transfer of wealth accumulated in other
provinces, thereby distorting the free movement of capital.

Provincial succession duties could also distort capital flows by apply-
ing higher tax rates to non-resident beneficiaries receiving property
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located in the province. The courts upheld the validity of heavier taxa-
tion of non-residents.2’4

On balance, the repeal of succession duties in all the provinces except
Quebec has strengthened the Canadian economic union.

Provincial Natural Resource Taxes

In recent years, natural resource taxation has strained federal-provincial
and interprovincial relations.27>

Natural resource enterprises must pay federal and provincial taxes
and royalties. Although some royalties are merely taxes by another
name, strictly speaking a royalty is a return to the Crown as the owner of
public land from which a natural resource has been produced. Since
none of these taxes and royalties is deductible from any other, natural
resource enterprises are subjected to double or multiple taxation.

The constitutional limits of provincial taxing powers over natural
resources are set out in subsections 92(2) and 92A(4) of the Constitution
Act, 1867, which we have already discussed. We noted that subsection
92A(4) authorizes the provinces to impose excise taxes on natural
resources, forestry and electrical energy production exported from the
province according to the origin principle.

Neutrality of an origin or source-based tax requires strict uniformity
among the provinces. Tax differentials can distort interprovincial trade.
If there is a disparity among the taxes or rates of producing provinces
and it affects costs of production and prices, the cheaper output of the
lower-tax province will outsell that of the other province. Professor
Thirsk has said:276

If origin taxes were adopted by non-federal governments, uniform rates
would be required in all jurisdictions in order to avoid serious economic
distortions.

To integrate the Canadian economic union and to attain neutrality,
provincial taxes introduced pursuant to subsection 92A(4) of the Consti-
tution Act, 1867 should be uniform.

Provincial Corporate Capital Taxes

British Columbia, Saskatchewan, Manitoba, Ontario and Quebec
impose taxes on the capital of a corporation having a permanent estab-
lishment in the province.2’7” Newfoundland taxes the capital of bank,
loan and trust companies only.2’® Quebec began imposing the tax in
1882, later withdrawing it. Since the Second World War, the tax has
proliferated: Quebec, 1947; Ontario, 1957; British Columbia, 1973; Man-
itoba, 1976; Saskatchewan, 1980; and Newfoundland, 1982. After intro-
ducing the tax at ‘“‘nuisance’ rates, the provinces have steadily
increased them.
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Each province adds its own nuances to the definition of taxable
capital, but it generally comprises paid-up capital, earned surplus or
retained earnings and other surpluses, reserves and various loans and
advances received, less allowances for investments and goodwill. The
courts permit double taxation, holding that taxable capital may include
that employed outside the province.?’® To prevent double taxation, the
provinces impose tax only on the capital employed in the province
apportioned according to the income tax allocation rules based on sales
and payroll in the province, which we have previously mentioned.

The tax is popular with provincial governments but not with some
policy analysts.?80 The tax catches a company that escapes income tax
because it has no taxable income.28! It diverts tax revenue to the
provincial government that would otherwise have gone to Ottawa
because the taxpayer may deduct the tax in computing taxable
income.282 If the federal government wished to prevent the erosion of its
tax revenue, it could disallow the deduction of corporation capital tax.
The Bélanger Commission (1965) and Smith Committee (1967) felt that
the tax should be repealed because it violated adequacy, practicality,
equity, and neutrality.283 Since it diverts tax revenue from the federal
government, we might add that the tax violates political order.

The Bélanger Commission felt that the tax was non-neutral because it
distorted the conditions of interprovincial competition, prejudicing
domestic producers by increasing production costs:284

. Capital tax saps the strength of Quebec enterprises competing against those
in other provinces.

The economic union would be better off without the tax, but obviously
the provinces want the revenue.

Provincial and Municipal Property Taxes

Municipalities impose property taxes on the owners of real property and
business taxes on the occupants of business premises, within municipal
boundaries. The provinces impose property taxes on the owners of other
real property.

While an early Manitoba case?®3 struck down a provincial property tax
because the rate for non-resident owners was five times greater than that
for residents, the better view is that the courts have little control over
property taxes interfering with the efficient operation of the Canadian
economic union.

In the leading case,?8¢ the Supreme Court of Canada upheld Prince
Edward Island legislation enacted in 1972 prohibiting non-residents of
the province from acquiring shore-frontage exceeding five chains or
other lots above ten acres without the provincial cabinet’s approval. For
the court, Laskin, C.J.C. said:?87
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No one is prevented by Prince Edward Island legislation from entering the
province and from taking up residence there. Absentee ownership of land in
a province is a matter of legitimate provincial concern. . . . In the present
case, the residency requirement affecting both aliens and citizens alike and
related to a competent provincial object, namely, the holding of land in the
province and limitations on the size of the holdings (relating as it does to a
limited resource), can in no way be regarded as a sterilization of the general
capacity of an alien or citizen who is a non-resident, especially when there is
no attempt to seal off provincial borders against entry.

The Supreme Court of Canada evidently felt that a province could not
prohibit the free movement of persons across its borders but could
regulate where they resided or worked. Surely free movement implies
freedom of choice and opportunity. Perhaps subsection 6(2) of the Cana-
dian Charter of Rights and Freedoms, 1982 has overturned the Supreme
Court’s whole approach. However, the Supreme Court’s view that a
province can discriminate against absentee landowners remains
unaffected by the charter and a province may erect barriers to the free
movement of investment capital intending to cross its borders to pur-
chase land. Since businesses require premises from which to conduct
their activities, discriminatory land taxes can interfere with free move-
ment of entrepreneurship.?88

In 1974, Ontario enacted a land transfer tax discriminating against
non-residents of Canada. The Ontario High Court upheld the validity of
the tax despite its imposition of a heavier rate on non-residents of
Canada.?8

Since the provinces have wide sovereignty to impose property taxes
which are protectionist and discriminatory against non-residents, they
can damage the productivity of the Canadian economic union. Unfor-
tunately, the courts have not appreciated that land is a component of the
Canadian economic union. Perhaps the courts feel that because land is
fixed and an economic union consists of the free mobility of people and
goods, land is not part of it. However, free mobility obviously has a
geographic aspect, to which land is essential. Sound property tax pol-
icies should pursue equity and neutrality in the interests of greater
economic unity.

Crown Priorities

To obtain payment of arrears of taxes ahead of a taxpayer’s other
creditors, governments may draw from a formidable array of legal tech-
niques.

Common law prerogative At common law, the Crown has the right to
prior payment of its tax claims over other debts of equal degree. This
prerogative is enjoyed by the Crown in right of both federal and provin-
cial governments. Where both the federal and provincial governments
claim the prerogative over a fund, their claims rank pari passu, each
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government being entitled to a pro rata share of the proceeds (equal
cents on each dollar claimed).

Statutory lien or charge A federal or, more commonly, a provincial
taxing statute may impose a lien or charge on a taxpayer’s assets to
secure arrears of taxes and to confer on the government as lienholder
priority in payment ahead of the taxpayer’s other secured or unsecured
creditors. Provincial and municipal governments may compete between
and even within themselves, one lienholding arm of government vying
with another for priority.

Statutory trust Federal and provincial tax statutes may impress a
deemed trust on tax monies which were or should have been collected on
behalf of the Crown and were not remitted to it, to confer upon the
Crown beneficial ownership of the tax funds. For example, the federal
government may claim a trust against an insolvent employer’s estate to
collect employee income tax withholdings. The provincial government
may claim a trust against an insolvent merchant’s assets for sales taxes.

Various procedural techniques Although these techniques do not of
themselves confer a right of priority on the Crown, they create a short-
cut remedy to give it an advantage over other creditors of the taxpayer
who are “handicapped” by slower legal processes, such as the require-
ment to obtain a judgment or an order of foreclosure.

Certificate: the taxing statute authorizes the government to issue an
official certificate assessing the tax owing by the taxpayer and upon
registration in the court registry, it takes effect as a money judgment and
may be enforced by execution against the taxpayer’s assets.

Third party demand: the taxing statute authorizes the Crown to issue
an order garnishing or attaching a debt owed to a delinquent taxpayer by
a third party, requiring that party to pay the amount of the debt or enough
of it to satisfy the tax arrears to the government. A third party who does
not comply with the demand, without legal justification, becomes per-
sonally liable to pay that amount to the government.

Distress: a taxing statute may authorize the government to take
possession, without legal process, of the tangible personal property of a
delinquent taxpayer and to sell it in satisfaction of tax arrears.

Clearance certificate: a taxing statute may impose upon a trustee,
personal representative, receiver or other fiduciary, the duty to obtain a
government certificate that all taxes have been paid before distributing
assets held in trust and, if the certificate is not obtained, the fiduciary is
personally liable to the government for unpaid taxes up to the value of
assets distributed.
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The need for reform has been emphasized over and over in the reports of
law reform commissions in Canada?®® and throughout the Common-
wealth.2! Crown prerogative, statutory liens, deemed trusts and the
procedural devices violate the practicality, equity, and neutrality criteria
and the claim that they serve the adequacy criterion is debatable. The
consensus of these reports is that the Crown should usually rank as an
ordinary unsecured creditor and that effective reform requires federal
and provincial action.

Comparative Provincial Tax Rates

To complete our discussion of taxation policy and the Canadian eco-
nomic union, we should compare the provincial tax rates. If the rates are
similar, they may tend to minimize interference with the free movement
of persons, goods and capital throughout the country. Conversely, wide
disparities among the rates may violate the neutrality criterion. The
rates do show considerable disparities, Alberta and the Territories
imposing lower rates and the Atlantic provinces imposing higher ones.
(See Table 4-2.)

Conclusions and Recommendations

In this paper, we have discussed many issues of taxation policy relating
to the Canadian economic union. We examined the federal and provin-
cial taxing powers and the constitutional foundations of the economic
union. We then identified the primary criteria of a good tax or tax system
as adequacy, practicality, equality, redistribution of wealth, neutrality,
economic stability and political order, applying them to various tax
policy issues, and recommending that investigative powers in revenue
statutes should be reformed. We concluded that equity and neutrality
were probably the most important criteria. We then appraised federal
and provincial taxes and recommended specific reforms in the following
areas: (1) income tax — expanding and rationalizing the exemptions of
fringe benefits for employees working at special or remote work sites and
at northern or isolated posts; and increasing the deductibility of inves-
tigatory and feasibility expenses; (2) provincial sales tax — abolishing
the double taxation of extra-provincial trade-in purchases; enacting
apportionment rules in statutory or regulatory form; eliminating tax
barriers to construction contractors, settlers, migrants and business
proprietors; (3) Crown priorities — general abolition, at the federal and
provincial levels. We also made other more general observations about
(1) corporate income tax—provincial allocation rules; (2) gift and succes-
sion duty; (3) provincial natural resource tax rates; (4) provincial corpo-
rate capital taxes; and (5) provincial and municipal property taxes.
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