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Introduction

Sometime this autumn, federal and pro-
vincia delegationswill gather to begin discussing
the final form of the Canada Health and Social
Transfer (CHST). The CHST replaces the
Canada Assistance Plan (CAP) and Established
Programs Financing (EPF) — the fiscal arrange-
ments under which the federal government and
the provinces had shared the costs of welfare,
persona socia services, health care and post-
secondary education.

That the previousfiscal arrangementswill
be replaced has already been decided. But much
else remains undecided. How will federal pay-
ments be distributed among the provinces? What
conditionswill there be on the federal payments
and how will those conditions be enforced? Will
the federal government abandon altogether the
last 50 years of using leveraged federal dollars
to shape Canada s social security system — what
iscalled its ‘ spending power?

These and other issueswill becritical for
Canada s social, health and post-secondary edu-
cation systems over the next decades. Not just
social programs are at stake. The outcome of
the discussions will help determine the relative
tax burdens of Canadians in each province and
how we respond to continuing instability in our
economy. In the broadest sense, the new fiscal
arrangements will reveal the extent to which
Canadians remain committed to acting as a
nation, sharing both adversity and good fortune
among provinces, rather than a collection of
semi-independent principalities loosely con-
nected by trade links and a shared debt burden.

The coming negotiationswill bethe most
important federal-provincia discussionssincethe
late 1960s. Unfortunately, the prospects are not
good for Canada’s social security system. The

Nationa Council of Welfare hascalled the CHST
“theworst social policy initiative undertaken by
the federal government in more than a gener-
ation,” an assessment shared by the Caledon
Institute [National Council of Welfare 1995: 26].

In a series of commentaries and reports,
Caledon has attempted to spell out the dangers
of the CHST. However, it iscertain that we are
going to end up with some form of the CHST, so
Caledon has also suggested ways to make the
most of a bad thing [Battle 1995; Battle and
Torjman 1995; Torjman 1995a,b; Torjman and
Battle 1995]. This paper continues the Caledon
commentaries on the CHST by setting out some
of the key signposts we should look for in the
coming negotiations and recommending waysto
make, if not a silk purse, at least a serviceable
handbag out of this sow’s ear.

The negotiations process

Oddly enough, the first signpost to look
for iswhether therewill beany ‘signs at al. Will
it be possiblefor anyonein the media, the public
or even members of the federal Parliament and
provincial assemblies to find out enough about
the negotiationsto follow and assessthem? Tra-
ditionally, federal-provincial fiscal negotiations
have taken place behind closed doors with no
access to the media and no Parliamentary or
public input. In these secret negotiations, not
even the opening positions of the respective jur-
isdictions are known. The public is kept com-
pletely inthe dark until the last moment — unless
there is an acrimonious breakdown.

Although Caledon recognizesthat detailed
negotiations between governments cannot occur
in public, we also believe that these negotiations
are far too important to take place completely
behind a screen of secrecy. Canadians should be
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able to hold their governments accountable for
the positionsthey take. We cannot do so without
information.

There are a number of ways in which
information can be made available to the public
during the negotiations without compromising
theability of governmentsto negotiate. Although
tedious, the tradition of opening statements to
begin major federa-provincial meetings could
be resurrected. At the very least, opening posi-
tions could be tabled with the media, if not read
aloud in front of TV cameras. If undertaken
periodically during the negotiations, this would
provide some knowledge of what isgoingon. In
addition, a schedule for negotiations could be
released to permit monitoring of significant mile-
stones. Periodic summaries could be issued,
including differences of viewpoint where they
exist. These are minor changes, not difficult to
implement, but at least would go asmall way to
providing some openness in the negotiations.

Of course, when we speak of negotia-
tions, this might be using the word very loosely.
The money that is being discussed is federal
money and its disposition is entirely under
Ottawa's control. No province's agreement is
required at all. The federal government can
include whatever it wants in the new arrange-
mentsfor federal-provincial financing and adopt
these arrangements unilaterally against the will
of al the provinces, if it so chooses. The only
constraint is the Constitution and this imposes
few, if any, limits on federal grants to the
provinces. Whilethe CHST implementing legis-
lation speaks of mutual consent, thisisplaced in
astrictly limited context, as discussed below.

The Caledon Institute would urge the fed-
eral government to seek mutual consent regarding
the entire negotiations, including fiscal matters.
Rather than rely onitsunilateral powers, Ottawa

should approach these negotiationsin a spirit of
true cooperation and search for areasonablelevel
of consensus. Thisdoesnot mean that unanimity
needs to be achieved. Although not necessarily
alone among possible dissenting provinces, it is
simply realistic to recognize that the current
Quebec government will not readily endorse any
federal-provincia agreement. Unanimity may be
impossible. In any case, as we have seen in the
Constitutional negotiations, unanimity can be a
straight jacket, with one province able to hold
al the others to ransom. Instead, the federal
government should voluntarily state in advance
of the negotiations its intention to achieve a
consensus among the provinces.

From a strict bargaining perspective, it
may appear strange to recommend that the fed-
eral government give up its power to act uni-
laterally. This, after all, isitsstrongest card, and
we are suggesting foresaking it before the
negotiationseven begin. However, thisistoview
the negotiations asacontest between adversaries.
This view of federalism has done nothing but
harmto Canadaover thelast decade. Thefederal
government is responsible for the well-being of
Canada, not just of the programs and services
labelled ‘federal.” Until the mid-1980s, a rea-
sonablelevel of agreement among the provinces
and thefederal government wasawaysimplicitly
assumed asagoal of federa-provincial relations.
Only in the last decade or so has unilateral
imposition against the will of all or almost al of
the provinces become the common coin of every-
day federa-provincial relations. Adopting an
explicit goal of consensus now will makeaclean
break with this negative trend and go along way
to restoring a healthy climate of cooperative
federalism.

It will also be useful to the federal gov-
ernment to disciplineitsalf inthisfashion. Ottawa
will have to work much harder at achieving
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agreement and dealing fairly with al the pro-
vinces. Without a constraint on federal powers,
therewill be anirresistible temptation to impose
an arbitrary resolution at the first sign of aroad-
block, leaving aresidue of bitterness and weak-
ening Canadian federalism. By contrast, requir-
ing consensus will turn the forthcoming discus-
sionsinto true negotiations and not just one-way
consultations.

Accountability to Parliament and provincial
assemblies

Right now, thereisno rolefor our elected
representatives, except those who happen to be
aCabinet Minister. Asthe outcome of the nego-
tiationswill be among the most important events
shaping the future of Canada, it is ironic that
agreements can be signed without even a sym-
bolic debate in our legislative assemblies, let
alone aratification vote.

Real negotiationswith agreements at the
conclusion provide an opportunity to increase
democratic accountability by enhancing therole
of the federal Parliament and provincial assem-
bliesin the new fiscal arrangements. At amini-
mum, Caledon would urge that all governments
commit themselves to submitting the results of
the negotiations and their final positionsto their
assembliesfor open debate. Better till, proposed
agreements should be submitted to the assemblies
for avoteof ratification. Thiswould ensure media
attention and apublic debate representing differ-
ing perspectives.

If the prospect of an open debate in the
federal and provincial assemblies were known
from the start, this would give the whole nego-
tiation process much greater public accountabil-
ity throughout and go hand in hand with open-
ness in the negotiations.

Who does the bargaining?

Section 13(3) of thefederal Act toimple-
ment the 1995 Budget directsthat: “ The Minister
of Human Resources Development shall invite
representativesof al the provincesto consult and
work together to develop, through mutual con-
sent, aset of shared principlesand objectivesfor
the other social programs....” By ‘other social
programs’ ismeant anything other than programs
covered by the CanadaHeath Act. TheMinister
of Finance, by contrast, isenjoined by the Budget
summary document, not by any Act, to “consult
[no ‘mutual consent’ needed here] with the pro-
vinces and territories in devel oping a permanent
method of allocating payments among the pro-
vinces’ [Canada 1995a]. So the plan seems to
be this: Human Resources Development sup-
posedly negotiates content, while Finance defi-
nitively decides on the money.

We have discussed above the need for
more than just consultation with the provinces,
and lessthan unanimity. However, regardless of
what rule is adopted for decision-making, the
process set up by the 1995 Budget seemsto split
the negotiations — with the money going to one
table and any discussion of objectives, principles,
conditionsor standards going to another. Having
had amajor public review of social policy effec-
tively cancelled by the 1995 Budget, the Minister
of Human Resources Development isnow asked
to play poker when someone else is holding all
the cards.

What this means is that any real dis-
cussionswill be held by the Ministers of Finance
with Human Resources Ministers|eft, at best, to
come up with some meaningless, unenforceable
platitudes to placate the public. Unfortunately,
thefederal Department of Finance hasnot in the
last several yearsdemonstrated agreat regard for
social programs. Trusting the Department of
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Finance to negotiate social programsisthe pro-
verbial fox guarding the hen house.

If thereisto be any socia policy content
in these negotiations, the discussion of dollars
and programs must be undertaken simultan-
eously and at the same table. The Minister of
Human Resources Development can follow the
requirements of the Act by co-chairing with the
Minister of Financeajoint Ministers conference.
While this would be unwieldy, it would need to
be maintained only as the plenary forum, with
smaller working groups being assigned specific
tasks. It isnot beyond the realm of imagination
to set up aworkable negotiations process which
isnot dominated solely by aFinance perspective.
Both Ministers should be co-participants in a
comprehensive negotiation with the provinces
and territories.

Thelevel of the CHST

The 1995 Budget announced that com-
bined CAP and EPF entitlements would be
reduced by $2.5 billion and $4.5 billion in
1996-97 and 1997-98, respectively. In 1997-98,
the combined CAP and EPF entitlement would
have been $29.6 billion; instead it will be $25.1
billion. But al isnot asit seems. To explainthe
1995 Budget's fiscal impact on the provinces
requires a brief excursion into the arcane world
of tax points, because the entitlement of $25.2
billion isnot really a payment of that amount of
money to the provinces.

Entitlements are made up of tax points
plus cash. A ‘tax point’ is a percentage point of
thebasic federal tax (e.g., if aprovince’ sincome
tax is50 percent of the basic federal incometax,
thisis 50 tax points). As part of fiscal negotia-
tionsin 1977, thefederal government transferred
13.5 personal income tax points and one cor-
porate tax point to the provinces. From the point

of view of the taxpayer, there was no change
except that more tax now showed up as payable
to the province and less to the federal govern-
ment. But from the point of view of the pro-
vinces, therewas abig change: The federal gov-
ernment no longer had any control at all over the
revenue from these tax points. Now, with almost
20 years having passed, the tax transfer has
becomejust another indistinguishable part of the
provinces general revenue base.

However, every year Ottawa still calcu-
lates the up-to-date value of the tax points that
were transferred in 1977 and subtracts this up-
dated value from the entitlements. The result is
the amount of real cash paid. When the value of
thetax pointsgoes up more quickly thanthevaue
of the entitlements, the result is a reduction in
cash paid to the provinces. By freezing and
placing ceilings on the entitlements, the federal
government has cut cash transfers over the last
severa years and more. Ottawa could claim it
was only freezing the EPF at its existing level;
but for the provinces, the freeze amounted to cash
reductions.

What all this means about the 1995
Budget is that while entitlements are decrea-
sing $4.5 billion from what they otherwisewould
have been, the cold hard cash paid to the
provinces will decrease even more. Cash will
be $6.6 billion lessin 1997-98 than in 1994-95.
In 1994-95, combined CAP and EPF cash pay-
ments were $16.9 billion; in 1997-98, cash pay-
ments under the CHST will be $10.3 billion.?

These are large, abrupt cuts. But if the
remaining CHST entitlements are not indexed
or only partially indexed so that they do not grow
with inflation and the economy, the cuts after
1997-98 will be even larger — if a little more
gradual. As we pointed out in Constitutional
Reformby Sealth [Battle 1995], partial indexing
of the CHST would mean that the remaining
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$10.3billion cashwould runoutin10to 15 years.
With partial indexing, CHST entitlementswould
decreaseinrea termsevery year and, asthevalue
of the tax points continued to grow propor-
tionately to the economy, the cash payment would
decline until it disappeared altogether. Even
before the money ran out, thefederal government
would soon be unable to enforce any conditions
associated with the transfers. We discuss the
issue of conditionality and national standards
below, but the threat of a continuous declinein
federal cash transfers has important conse-
guences in itself, regardless of the issue of
national standards. This point has been little
understood to date.

Because most provinces are now repor-
ting surpluses, while Ottawastill hasabig deficit,
it is often thought that the provinces are in
relatively good fiscal shape compared to the
federal government. Thisis one of the reasons
why it appears reasonable for Ottawa to be
shifting part of itsdeficit to the provinces, which
seem better ableto cope. Unfortunately, thisisa
misleading picture of the underlying reality —
arising mainly fromthegreat variationinthesize
of Canadian provinces and their economies.

All of the smaller provinces, six out of
ten, are highly dependent upon federal trans-
fer payments — made up mainly of CAP,
EPF and equalization — accounting for about 35
to 40 percent of revenues in Newfoundland
and the Maritimes, and 25 to 30 percent for
Saskatchewan and Manitoba. But since they
make up only 13 percent of Canadian gross
national product (GNP), very small changes in
paymentsin Ottawa sterms can loom very large
for those six provinces. This is just what
happened a few years ago. In a positive move
for Canadian federalism, the Chretien govern-
ment restored full equalization payments by
moving to a1992 base and removing the ceilings

which had accumulated since 1987. This gave
large bonusesto provincesreceiving equalization
and made abig fiscal differencefor the six small
provinces. Ottawa has stated its continuing sup-
port for the equalization program. Caledon
applaudsthiscommitment, which wasreaffirmed
in the 1995 Budget.

As for the larger provinces, Alberta and
BC do not receive equalization payments, but are
both awash in resource revenues. This leaves
Ontario and Quebec. Ontario does not receive
equalization and the federal share of itsrevenue
Is less than 15 percent. Although Quebec does
get equalization payments, these are relatively
small. Quebec usually getslessthan 20 percent
of its revenue from federal transfers, partly
becauseit opted for moretax point transfersthan
the other provinces. Neither province has any
special sources of revenue.

Together, Ontario and Quebec account for
63 percent of Canadian GNP. In hard-nosed
economic terms, Canada stax baseisOntario and
Quebec, with some relatively modest influences
from other areas. Itis, therefore, no coincidence
that the three jurisdictions in fiscal trouble are
Quebec, Ontario and the federal government; all
three have experienced the same problem of a
stagnant or declining revenue base, increasing
social costs due to high unemployment and high
debt servicing costs due partly to high interest
rates. Ottawa can rescue a small province by
dipping into Ontario’stax base, in thisway.

If the new Ontario government proceeds
withitspromisedincometax cuts, unlessit raises
other taxes to compensate (e.g., through GST
and provincial sales tax integration), its fiscal
situation will probably deteriorate further. This
issimple arithmetic. Federal CHST cash trans-
fersto Ontario decrease by more than $2 billion
and the promised Ontario income tax cuts will
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cost at least $5 billion.? Add them together and
Ontario’s lost revenue is at the very minimum
$7 billion, and thisislikely a significant under-
estimate. The Ontario spending cuts of $1.9 bil-
lion announced in July 1995 pale in comparison
to this daunting figure. In any case, the $1.9
billion savings have been used mainly to compen-
sate for revenue estimate shortfalls and cannot
offset much, if any, of the $7 billion or more still
needed.

At thesametime, if Ontario proceedswith
its tax reduction, this will automatically reduce
federal payments to the equalization-receiving
provinces. Equalization is calculated based on
the National Average Tax Rate for each separate
provincial tax source (e.g., personal incometax,
corporate income tax and provincial sales tax).
Of all provincial tax sources, the personal income
tax isthelargest. Table 1 estimatesthe lossesto
equalization-receiving provinces resulting from
Ontario’s planned tax reduction.

As aresult, in the next few years, even
the small provinces now in good fiscal shapewill
have their hands full coping with the federal

transfer reductions announced in the 1995 Budget
and reduced equalization payments. After the
Referendum, Quebec will also haveto deal with
the combined effects of the CHST and equa-
lization reductions, as well as spillover pressure
to reduce taxes if Ontario proceeds with its tax
cuts. Only BC and Alberta would remain rela-
tively unscathed and ableto absorb further federa
reductionswith their current revenue base. And
this scenario assumes continued modest econo-
mic growth. If thereisanother economic down-
turn, everything becomes much harder.

All of thishas one simpleimplication: If
the CHST continuesto declineinreal terms, after
the two large cuts now planned for 1996-97 and
1997-98, the steady |oss of federal transferswill
require continued long-term reductions in the
public sector in almost all provinces — meaning
everything from universities and hospitals to
highwaysand parks. A decisionto partially index
the CHST entitlement isnot just adecision about
afederal transfer payment. Itisadecision about
the role of the public sector in Canada over the
next decades.

Tablel
Equalization L osses (Savings) Due to Planned Ontario Income Tax Cuts
($000s)
total tax cut Nfld. PEI NS NB Quebec Man. Sask. Canada
$5.0 billion 42421 8,657 38543 | 41,117 | 191,303 | 43,532 55,131 |(420,704)
$5.5 billion 46,663 9,522 42,398 | 45,228 | 210,434 | 47,885 60,644 |(462,774)
$6.0 hillion 50905 | 10,388 46,252 | 49,340 | 229,564 | 52,238 66,158 |(504,844)

Source: Canada. Department of Finance. First Estimates 1995-96 Equalization Entitlements.

Note: These are estimates of the effect of the tax cut based on current (1995-96) data. By 1997-98 or 1998-99 when the tax
cuts are fully implemented, income would have grown and tax disparities may have shifted among the provinces. The
nominal amount of the equalization losses likely will be somewhat larger at that time.
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While the 1995 federal Budget did not
include a fiscal projection beyond 1996-97, it
is clear that the transfer payment and other
reductionsalready built infor 1997-98 will result
in continuing significant improvement in the
federal fiscal position [Canada 1995a:79-80]. By
then, thefederal deficit should bewell below $20
billion. Perhaps more importantly, net financial
requirements (the actual cash thefedera govern-
ment will need to borrow will likely be below
$10 hillion or only alittle more than one percent
of GNP — among the lowest ratios of any indus-
trialized nation. Moreimportantly, the operating
balance — revenue minus program spending —
should be at a surplus of around $35 billion or
more.

In short, thereisnofiscal need for Ottawa
to continue reducing the CHST beyond 1997-98.
Theonly rationalethefederal government would
have for partial indexation rather than full
indexation of the CHST would be aphilosophical
commitment to a continuing reduction in public
services. Thereisnoargument of fiscal necessity.
Quite the reverse; given that many of the pro-
vinceslikely will beinamorefragilefiscal posi-
tion than the federal government by that time,
good fiscal management may require the federal
government at |east to maintain the real value of
its cash payments at 1997-98 levels into the
future. Thiswould mean, at minimum, contin-
uing the cash transfers of about $10.3 billionin
real terms.

The federal Minister of Health was
recently reported in the mediaas announcing that
Cabinet had, indeed, decided to maintain the cash
portion of the CHST and not to allow it to decline
to zero [Globe and Mail, 5 July 1995:4]. If this
report is correct and the Cabinet decision is not
reversed at alater date, then it would seem Ottawa
has come to asimilar conclusion. Whether this
means payments would be maintained at

1997-98 levels, increased to accommodate spe-
cial circumstances, as discussed below, or just
kept somewhere above zero would be an
appropriate subject for the federal-provincial
negotiations. Thisgivesthefedera government
theleverageit needsto work successfully within
a cooperative decision-making process.

Distribution among the provinces

The 1995 Budget announced the distri-
bution of CHST entitlements for 1996-97, but
left the distribution for 1997-98 and beyond to
be negotiated. For 1996-97, CHST entitlements
will be “alocated among the provinces in the
same proportion asprovincia entitlementsunder
combined CAP and EPF transfers in 1995-96"
[Canada 1995c: 54]. Thisleadsto some curious
consequences, as can be seen in row A of
Table 2. New Brunswick gets $901 per capita,
while Quebec gets $1,001, Saskatchewan gets
$865 per capita; BC gets $877. Such a distri-
bution lacks all rhyme or reason other than
that it is based on the sum of the previous CAP
and EPF transfers. However, CAP was not a
block fund; it cost-shared 50 percent of eligible
expenses except in Ontario, Alberta and BC
whereaceilingwasimposed in 1990. Therewas
little enough rationale for this distribution of the
cost-shared CAP. Thereiscertainly norationale
for reproducing this allocation in a block fund.
Of course, thisisonly for 1996-97; 1997-98 and
subsequent years are to be negotiated. That is
where the fun comesin.

In the multi-year fiscal projections for
their Budgets, all provinces had to make assump-
tions about what they would get from the CHST
in1997-98. The previous Ontario government’s
Budget plan assumed Ontario’s worst case
scenario — that the federal government would
continue the distribution of the CHST on the
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1996-97 basis. As seen on row D of Table 2,
this assumption results in approximately $385
million less for Ontario than an equal per capita
distribution. However, Quebec assumed exactly
the opposite. Quebec estimated its worst case
scenario, that the current distribution of the CHST

would be replaced by an equal per capita
allocation after 1996-97. Thisassumption results
in aloss of $652 million for Quebec compared
to continuing the existing distribution (row D,
Table 2). Clearly, Quebec and Ontario cannot
both be correct!

Table 2

Distributing the CHST Among the Provinces
($000,000 unless otherwise indicated)

Nfld | PEI NS | NB

Que. | Ont.| Man. | Sask.|[ AB BC | Canada

A. 1996-97 CHST
per capita ($) 942 | 906 | 924 | 901

B. 1997-98 CHST
distributed same 646
sharesas 1996-97 | 514 116 816

C. 1997-98 CHST
distributed equal
per capita 495 116 | 801 | 649

D. 1997-98, same
shares minus equal
per capita (cash) 20 0 16 | (3

E. Federal cost of
equalizing to

Quebec per capita
(cash) 32 12 68 | 71

F. 1% of 1997-98
CHST: province's
below Quebec

per capita (cash) 5 1 8 6

G. Yearstoreach
Quebec level at 1%
‘extra per year 6 10 8 11

1,001| 869 | 906 865 | 840 | 877 | 906

6,882| 9,007| 967 892 | 2,158 | 3,071| 25,100

6,230 9,392| 967 868 | 2,327 | 3,174| 25,100

652 [ (385) O | (40) | (169) | (109)| ©

1,368 101 130 | 413 | 436 | 2,628

90 10 8 22 31 181

15 10 15 19 14 NA

Source: Distribution of CHST in row A from the Canada 1995 Budget Plan. Department of Finance population estimates

for 1995-96.

Note: CHST totalsinrowsA, Band C are ‘ entitlements’ made up of tax pointsand cash, but figuresinrows D, E and F are
in cash because they areincremental adjustmentsto the entitlements. Estimatesin row G would vary over time, depending
upon tax versus GNP growth over the years. Numbers do not add due to a small adjustment for the Territories.
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Notethat these gainsand losses are above
and beyond the losses as a result of the cut in
transfers generally and result only from the
distribution of the already reduced transfers.
Without additional federal money, thereisnoway
to square this circle. Without more money,
moving towards an equal per capita allocation
meansthat the current beneficiaries of the skewed
distribution — almost entirely Quebec — lose out.
Failing to move towards an equal per capita
allocation means that the provinces on the short
end of thearbitrary 1996-97 distribution—mainly
BC, Alberta, Saskatchewan and Ontario — are
the losers.

There are two general strategies that
could be followed to move towards an equal per
capitadistribution of CHST, assuming that enti-
tlementsin general arefully indexed to GNP. The
federal government could adopt a‘noloser’ stra-
tegy and increase those bel ow the national aver-
age gradually towards the highest per capita
province (Quebec). Alternatively, Ottawacould
adopt a‘no cost’ strategy and ‘ super-index’ those
now below the national average and pay for it by
partially indexing those above the national aver-
age until they meet.

Toillustratea‘noloser’ strategy: Say one
percent additional escalation was added to the
indexing formulafor al the provincesreceiving
less per capita CHST than Quebec. The cost to
the federal government would be an estimated
$181 million (row F of Table 2) extra each year
(i.e., $362 million in the second year) until al
the provinces are caught up. This is not an
overwhelming amount of money relative to the
very largesumsinvolved. It would achieve equity
between provinces over time without penali-
zing any provinces, taking almost two decades
for all provincesto catch up to Quebec (row Gin
Table 2).

Over the 20 years, this method of equa-
lizing per capitadistribution would restorein the
order of $2.6 billion intoday’s dollars (row E of
Table 2) of the approximately $6.6 billion cut.
From afiscal perspective, this would mean that
asthefederal government regained fiscal health,
it would gradually return about 40 percent of the
financing it had removed from socia transfers
during today’speriod of fiscal crisis. Thismakes
sense in re-establishing fiscal balance to the
federation, since it now appears that with the
exception of BC and Alberta, the provinces will
be in worse fiscal shape than the federal gov-
ernment within the next decade or so. More-
over, this would give the federal government
additional leverage to develop and maintain
national standards.

Caledon recognizes that it may appear
wildly dissonant to talk at thistime of additional
funding for the CHST. But thisisasystem being
designed for more than the current fiscal situ-
ation. We should not be blinded by today’s
requirements when thinking about a gradual
restoration of part of the funding cuts over the
next two decades. In any case, whether through
this method or some other — the point is that if
the provinces currently over the national average
are not to be cut further in real terms and per
capita equality is to be achieved, there is no
choice other than additional federal funding.

Let'slook at thealternative. Toillustrate
the ‘no cost’ approach, say that the CHST is
indexed to increase by a formula tied to GNP
andthisresultsin afour percent indexation. This
strategy would index those provinces below the
national average by, say, four percent plus one
percent (i.e., five percent), while indexing those
above the national average by four percent less
one percent (i.e., three percent). Thiswould have
no net cost for the federal government, but it
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would result in agradual lossin the value of the
CHST inall provinceseast of Ontario other than
New Brunswick. The amounts would be small
except for Quebec. In Quebec, however, this
would result in asteady, long-term erosioninthe
level of public services (about $65 million ayear)
and undoubtedly would be very difficult for
federal-provincial relations. Moreover, because
Quebec has alarger tax point transfer than other
provinces, its cash paymentsarerelatively lower.
As a result, partial indexation would substan-
tialy erode relative per capita cash paymentsto
Quebec, making federal conditions uniquely
difficult to enforce in that provmce.

There are variations other than an equal
per capita alocation for distribution among the
provinces. The most prominent aternative advo-
cated doubtless will be to build a measure of
economic or social need into the allocation for-
mulaamong the provinces. Asdiscussed below,
Caledon believes that the federal government
must share responsibility for welfare costs ari-
sing from extraordinary economic downturnsin
aprovince; but such downturns should have mini-
mal effectson health care, post-secondary educa-
tion and personal socia services. Thesetypes of
services require long-term predictable funding
which should not be grestly sensitiveto economic
cycles. Thisarguesfor asplitinfederal funding:
stable support for institutional and service expen-
ditures on the one hand, and responsive support
for volatile welfare costs on the other.

It is difficult to make a sound argu-
ment for any consistent interprovincial pattern
of higher needs or costs for institutional and
service programs. Attempting to develop a
formula becomes a quagmire of comparative
saary levels, percentage of elderly and disabled
population, comparative use of facilities, policy
differences and so on. In fact, if an accurate
measure of needsfor non-welfare public services

were developed, BC probably would be the big
winner, not Newfoundland.

The bottom line is simple. Once you
move to block funding, equal per capita enti-
tlement is a simple, fair criterion for funding
health care, persona social services and post-
secondary education. Of course, the federal
government may attempt to ignore this issue or
somehow finesse it. But this will just set up a
ticking time bomb under Canadian federalism.
The issue of afair distribution will need to be
addressed at some point. It should be dealt with
now in aclear and forthright fashion, even if the
process of achieving a fair distribution takes
many years. From the point of view of social
programs, Caledon would urgea‘no loser’ stra-
tegy because this would restore some of the
funding lost to social programs, minimize ten-
sionsin the federation and give the federal gov-
ernment additional bargaining leverage.

Responding to extraordinary economic down-
turns

In rationalizing the move to block fun-
ding, the 1995 Budget states that the provinces
“have clear responsibility to design and deliver
social assistance programs’ [ Canada 1995d: 17].
If thisis taken to mean that provinces have sole
responsibility for social assistance, this statement
isneither historically nor legally accurate.

Since the introduction of the Old Age
Pensions Act in 1927 and the Unemployment
Relief Act in 1930, the federal government has
been a partner with the provincesin both paying
for and designing socia assistance programs.
Ottawa has been an active participant amost
since the beginning of Canada’'s developing
social security system.

Legally, Ottawa has an almost unre-
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stricted ability to offer conditional grantsto pro-
vinces, which it has long upheld as a power of
Parliament. For example, in papers prepared for
the 1968-71 Constitutional discussions, the
federal government argued that: “In addition to
the Powers of the Parliament of Canada to
legislate, the Constitution as it has been inter-
preted by the Courtsgivesto it the power to spend
from the Consolidated Revenue Fund on any
object, providing the legislation does not amount
to aregulatory scheme falling within provincial
powers’ [Canada 1969: 12].

In fact, it was only under the Mulroney
government that the federal government began
to retreat from the assertion of its legal right to
exerciseits spending power as part of the unholy
alliance between advocates of ‘ provincia rights
with those opposed to social programs. It is
disappointing to seethe Libera government now
automatically reflecting this philosophy as a
‘given,” apparently without careful consideration.
Nor, as argued above, does Ottawa have to use
its spending power in an arbitrary and unilateral
manner. Aiming for consensuswhile asserting a
federal role is entirely consistent with pre-
Mulroney federal-provincial fiscal relations.

Caledon believes the exercise of the
federa spending power to influence and assist
provincesin carrying out their responsibilitiesis
legitimate and consi stent with Canada’ s historical
experience. Thereis an especially obvious and
necessary federal role when unemployment
reaches mass proportions, putting enormous
strains on local resources.

There are many different mechanisms
through which this could be accomplished.
Perhapsthe simplest would be to supplement the
CHST with a per capita payment to a province
to kick in if unemployment rose above a certain
level, with the transfers required to be spent on
programs to assist the unemployed through

training and relocation or income assistance.
Alternatively, amore complex and finely-tuned
mechanism could be developed — e.g., the
reintroduction of cost-sharing for the portion of
assistance costs attributable to extraordinary
economic distress. Or, as suggested in Consti-
tutional Reform by Sealth, a more general
counter-cyclical formula could be incorporated
right into the CHST — e.g., “by designating a
certain portion of the CHST for welfare and
building into the annual indexation formula an
indicator of demand, such as the percentage of
each province’ snon-elderly population that isnot
employed” [Battle 1995: 6]. This latter mecha
nism would requirethe CHST to be divided into
welfare and non-welfare components.

Thepoint hereisfirst to adopt aprinciple
of ensuring that each province is not cast adrift;
the means to reflect this principle within the
CHST can then be developed through nego-
tiation. Canada should not again repeat the
mistakes of the 1930s when the federal gov-
ernment responded with endless ad hoc (and
completely inadequate) measures to the bank-
ruptcy or near bankruptcy of some municipali-
ties and provinces, bowled under by the weight
of unemployment and economic collapse. If we
are to be a nation, these are not burdens to be
carried by each province alone.

National standards and conditions

In Can We Have National Sandards?
[Torjman and Battle 19954, we set out in detall
anumber of potential objectives, principles, con-
ditions and standards which should be con-
sidered. Wewill not repeat these here. The most
important of theseisfor the federal government
to provide some protection for the most vul-
nerable, through making sure that a reasonable
portion of federal funds goes to welfare, rather
than all siphoned off for health care, and that the
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gains achieved through the CAP are not al lost
in the CHST. This might be accomplished by
dividing the funds into two components and by
attaching specific conditions to protect welfare.

But for those looking for national stan-
dardsor conditionsfor welfare, acareful reading
of the CHST implementing legidlation will prove
very disappointing. Thelegislation providesfor
enforcement of the conditions of the Canada
Health Act through financial penalties. However,
for the other socia programs — welfare, socia
services and postsecondary education — the Act
permits a fmancial penalty only for a single
condition: theimposition of residency conditions
under provincia welfare rules.

Section 13(1)( ¢) of the Act states that
one of its purposes is “maintaining national
standards where appropriate, in the operation of
other socia programs,” and 13(3) requires the
Minister of Human Resources Development to
devel op shared principlesand objectivesfor these
other social programs through mutual consent.
‘Social programs’ are defined by Section 25 as
“health, post-secondary education, social assis-
tance and social services,” so ‘other social ser-
vices refersto post-secondary education, social
assistance and social services.

Section 13 gives the casual observer
the impression that the Act was being set up to
allow the enforcement of some conditions, to be
developed by mutual consent, for programsother
than health. Weimaginethisiswhy lawyershad
to be invented — because the casual observer
would be dead wrong.

Thelegal l1abyrinth in the Act workslike
this: Section 17(2)(a) isthe part of theAct which
permits financial penalties to be imposed for
failure to meet conditions. This Section allows
penalties only through a process set out in Sec-

tions 21 and 22. These sections, in turn, refer
only to a failure to comply with conditions set
out in Section 19 for other social programs. Then
Section 19 imposes one and only one condition:
“The laws of the province must not require or
allow a period of residence in the province or
Canadato be set as a condition of eligibility for
socia assistance ... .” There is no other basis
under which thisAct allows a financial penalty
to be imposed.

This makes the quest assigned to the
Minister of Human Resources Devel opment even
more quixotic, if that could be imaginable. For
it to be anything else, Ottawa must be willing to
amend the CHST implementing legislation.
Otherwise, there cannot be any enforceable
conditions, with the exception of residency, for
programs other than health. If the recom-
mendationsin thispaper are adopted, in particular
the measures that would see federal dollars on
thetable, it may be possibleto achieve agreement
on a set of relevant conditions for welfare and
personal social services as well as health (post-
secondary education is different because there
were no conditionsunder the pre-CHST system).
In this case, an amendment to the legislation
becomes the denouement to a successful nego-
tiation and not an insurmountable barrier. On
the other hand, if Ottawais unwilling to amend
thelegid ation, the negotiations under Section 13
will be nothing more than afarce.

Conclusion

The coming negotiations of the CHST
will be among the most important federal-
provincid discussionsinthisgeneration. Caledon
has set out a number of signposts in this paper
which can be used to measure the progress, or
otherwise, of the negotiations. Unlikethevarious
Constitutional rounds, these negotiations must
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have aconclusion, even if thefinal resolution of
outstanding issues is, in the end, unilaterally
imposed by the federal government.

The Government of Canadacanturnthese
negotiations into an opportunity for the resur-
rection of cooperativefederalism, reasserting the
sharing of adversity which is the signature of
nationhood, while stabilizing and protecting part
of our socia security system if it wishes to do
so. That'sthe big if.

Michael Mendelson
Senior Scholar

Endnotes

1. All figures derived from Canada 1995c¢:51, Table 4.4:
Major transfer entitlements to provinces. If the equali-
zation onthetax pointstransfer isalso ‘ counted’ asacash
payment under the CHST rather than the equalization
program, the cash payment will be about $11.1 billion in
1997-98. However, there was also $786 million in
equalization paid on the tax point transfer in 1994-95, so
the amount of the cash reduction in 1997-98 is almost
unchanged.

2. There are several ways to calculate the promised 30
percent tax cut and the exact cost will not be known until
the Ontario government releases details of its plans. The
minimum cost would appear to be 30 percent of total
incometax revenue. Total income tax revenue was about
$16 billion in 1995-96; it should be at least $18 billion by
1998-99, thefirst full year of thetax cut. Thissuggestsa
minimum cost of $5.4 billion.

References

Battle, Ken. (1995). Constitutional Reform by Sealth.
Ottawa: Caledon Institute of Social Policy, May.

Battle, Ken and Sherri Torjman. (1995). How Finance
Re-Formed Social Policy. Ottawa: Caledon Institute of
Social Policy, March.

Canada. (1995a). Budget 1995 (Summary). Tabled in
the House of Commons by the Honourable Paul Martin.
Ottawa: Department of Finance Canada.

Canada. (1995b). Budget in Brief. Tabled in the House
of Commons by the Honourable Paul Martin. Ottawa:
Department of Finance Canada.

Canada. (1995c). Budget Plan. Tabled in the House of
Commons by the Honourable Paul Martin. Ottawa:
Department of Finance Canada.

Canada. (1995d). Budget Speech. Tabled in the House
of Commons by the Honourable Paul Martin. Ottawa:
Department of Finance Canada.

Canada. (1969). Federal-Provincial Grants and the
Spending Power of Parliament. Working Paper on the
Constitution, the Honourable Pierre Elliot Trudeau.
Ottawa: Government of Canada.

National Council of Welfare. (1995). The 1995 Budget
and Block Funding. Ottawa: Minister of Supply and
Services Canada.

Torjman, Sherri. (1995a). CHST Spells COST for Dis-
abled. Ottawa: Caledon Institute of Social Policy, May.

Torjman, Sherri. (1995b). The Let-Them-Eat-Cake Law.
Ottawa: Caledon Institute of Social Policy, May.

Torjman, Sherri and Ken Battle. (1995a). Can We Have
National Sandards? Ottawa: Caledon Institute of Social
Policy, May.

Torjman, Sherri and Ken Battle. (1995b). The Dangers
of Block Funding. Ottawa: Caledon Institute of Social

Policy, February.

Caledon Institute of Social Policy 13



