CALEDON

] - -
RATARD)

A,
(ERERER)

e il

INSTITUTE Ol
SOCIAL POLICY

caledon
commentary

July 2002

ISBN #1-55382-025-8

Fiscal Imbalances and the
Financing of National Programs

There is a mgjor difference of opinion
between the federal government and the prov-
inces and territories on the state of government
financesin Canada. The premiersare concerned
about a growing fiscal imbalance between the
two orders of government, commonly known
as vertical fiscal imbalance (VFI). They see
growing federal surpluses, which provide the
federal government with ample policy flexibil-
ity, while most of them must perform juggling
acts just to keep their budgets in balance. The
federal government’s view — as expressed, for
example, by the Minister of Intergovernmental
Affairs — is that Canada is a fiscally balanced
federation because, according to that view, both
federal and provincial/territorial governments
have sufficient revenues to meet their spending
responsibilities over the long term. This differ-
ence of opinion may arise from two sources: (a)
factsabout fiscal balances, and (b) interpretation
of those facts.

The Facts

Two recent studies have looked at verti-
cal fiscal imbalances [Matier, Wu and Jackson

2001; Ruggeri and Howard 2001]. Despite some
methodological differences in the estimation of
projected trends in government revenues and
expenditures, these two studies are in complete
agreement on the federal fiscal position. Both
studies cometo the conclusion that in the absence
of discretionary policy measures, thefederal fis-
cal structure will generate surpluses that will
increase in magnitude over time. For the fiscal
position of provincial/territorial governments,
thetwo studiesderive similar resultsin scenarios
that incorporate similar assumptions. For exam-
ple, if cost pressuresin health care spending are
moderate and CHST cash payments increase in
line with the growth of nominal GDP, the pro-
vinces and territories as a group would experi-
ence potential surpluses in the future, but much
smaller than federal surpluses.

The Senate Standing Committee on
Social Affairs, Science and Technology has
identified a number of factors that are likely to
accelerate the growth of health care spending,
such as population aging, drug costs, new tech-
nology, health research and growing public
expectations. |If these cost pressures lead to
higher levels and growth of health care spend-



ing, provincial and territorial governments will
experience budget deficits in the absence of
higher federal contributions that rise at a faster
rate than under current arrangements.

The I nterpretations

Given the general agreements on ‘the
facts,’” and in the absence of new discretionary
policies, thefederal government can expect large
and increasing surpluseswhilethe provincesand
territories may have small surpluses or deficits
depending on cost pressuresin health care —the
different views represent different interpreta-
tions of these facts. One interpretation, which
represents the federal view, is that there are no
fiscal imbalances as long as the provinces and
territories have sufficient funds to finance their
expenditures, regardless of the size of the fed-
eral surplus. Analternativeinterpretation, which
represents the provincial/territorial view, is that
there arefiscal imbalances because the provinces
and territories have the spending pressureswhile
the federal government has the excess revenue.

The debate about fiscal imbalances is
not about numbers, but about the very nature of
the Canadian federation. The solutions to this
debate will determine the future of Canada as a
federal state.

Thefedera interpretation of fiscal imbal-
ances is consistent with a federation composed
of fiscally independent jurisdictions, in the sense
that each jurisdiction finances its spending
entirely through own-source revenues. In the
federal view, the provinces and territories have
sufficient revenue-raising capacity to finance
their spending responsibilities. If spending pres-
suresincrease, they can raiserevenuesfromtheir
diversified revenue structure.

This federal position has evolved over
25 yearsof fiscal retrenchment which started with
the Established Programs Financing arrange-
ments of 1977. The cash component of this
arrangement provided the federa government
with the necessary flexibility to reduce its con-
tributions to the financing of health care and
postsecondary education. That flexibility was
exercised inthe 1980sthrough unilateral changes
in the formula that determined federal cash
payments. This approach was refined during
the fiscal restraint period of the 1990sinto what
may be called ‘leveraged control.” The federal
government consolidated the original three
large cost-shared programs — the Canada Assis-
tance Plan (CAP), hedth care and postsecon-
dary education — into a single block grant (the
Canada Health and Socia Transfer or CHST)
and reduced itstotal contribution, thustrying to
obtain policy leverage at reduced financial cost.
Theadditional funds provided under thearrange-
ment of September 2000 simply restored some
of the cuts that had been implemented in pre-
Vious years.

The position of the provinces and ter-
ritories is that the federal government has the
financial capacity within its existing fiscal
structure to fulfill its historical commitment to
asubstantial share of the cost of social programs.
It should honour that commitment or transfer an
appropriate amount of tax room to the provinces
and territories. The policy of leveraged control
is unsustainable: It disrupts provincial/territo-
rial decisions while leaving provinces and ter-
ritories with an overwhelming fiscal burden.

In my view, the provincial/territorial
position is well rooted within the historical
developmentsof fiscal federalism during thelast
half century. During the Second World War,
the provinces and territories surrendered the
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income tax field to the federal government in
exchange for certain payments and guarantees.
Over time, these arrangements were modified to
accommodate increasing provincial/territorial
autonomy and expanding provincial/territorial
responsibilitiesin the social policy area.

One could arguethat the federal primacy
over income taxes, particularly personal income
taxes, was conditional on the federal govern-
ment’s contribution to social programs in the
form of intergovernmental transfers. This con-
ditionality was evident in the opting-out option
offered by the federal government in 1964. At
that time, thefederal government offered to trans-
fer 20 personal income tax points if the pro-
vinces and territories took full responsibility
for hospital insurance, old age assistance and
blind and disabled persons allowances, unem-
ployment assistance to unemployables(i.e., wel-
fare) and vocational training, and if they would
forgo health grants. With this opting-out offer,
Ottawa seemsto have acknowledged that at |east
the number of incometax pointsto betransferred
were not viewed as permanent federal tax room,
but as provincial/territorial tax room used by the
federal government for the purpose of financing
the federal share of social programs.

This view of the conditionality of a
portion of the personal income tax room used by
the federal government was reinforced in 1977
with the Established Programs Financing (EPF)
arrangement. The number of persona income
tax pointsactually transferred under thisarrange-
ment was less than under the 1964 offer for
two reasons: (a) the EPF arrangement covered a
small number of programs, and (b) the federal
government remained a partner through a cash
contribution equal to the value of the tax
point transfer. In effect, the federal government
transferred half of the income tax points that
would have been necessary under full provincial/
territorial responsibility for health care and
postsecondary education because the other half

was needed by Ottawafor the purpose of financ-
ing its cash contribution.

Federal unilateral reductionswith respect
to its cash contributions during the 1980s and
1990s, which in effect shifted to the provinces
and territories a portion of the federal responsi-
bility for the financing of social programs, were
not accompanied by a corresponding shift of
income tax room. One could argue, therefore,
that the amount of tax points equivalent to the
difference between the current cash payments
and the cash payments that would have been
forthcoming under the original agreement should
not legitimately be treated as federal revenue.
They are morein the nature of joint federal/pro-
vincial/territorial tax room, originaly reserved
for the financing of shared-cost programs and
assigned to the federal government in support of
its cash contribution. In this historical contest,
federal surpluses cannot be treated as independ-
ent of provincial/territorial spending commit-
ments to the financing of national programs —
namely health care, education and social
services. The provinces and territories have a
legitimate claim to a share of the federal sur-
pluses because those surpluses are generated
partly by federal tax room that represented aform
of revenue-sharing with the provinces and terri-
tories for the financing of national programs.

The Transfer of Tax Points

Greater balance in the relative contri-
bution of federal and provincial/territorial gov-
ernments to the financing of national programs
could be restored by increasing the level and
future growth rate of federal contributions. The
experience of the past 25 years, however, has
shown that the federal government is not areli-
able partner when it can take unilateral actions.
Therefore, some provinces and territories are
showing a preference for the transfer of tax
points. Recently, the Séguin Commission in
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Quebec evaluated two tax options for the trans-
fer of tax points. personal income tax points or
thetransfer of the Goodsand Services Tax (GST)
to the provinces and territories.

The GST transfer is not a long-term
solution. Becauseitsrevenueisexpected to grow
at a lower rate than spending on national
programs, particularly health care, it will result
in a declining share of provincial/territorial
spending on those programs over time. These
revenue shortfalls must be offset by increases
inother provincial/territorial revenues, reduction
inother provincia/territorial expendituresor new
federal cash payments. These cash transfers
would have to grow at afaster rate than provin-
cial/territorial spending on social programs in
order torelievethefiscal pressures generated by
the relatively low growth of GST revenues.

The transfer of personal income tax
points may eliminate the revenue shortfall issue
as revenues from this source are likely to grow
in line with provincial/territorial spending on
national programs. This option, however, also
has some drawbacks. If the points transferred
are not equalized, thericher provinces and terri-
tories will gain more than the other provinces
and territories over the long run because they
receive a higher per capita revenue from each
personal income tax point. If the tax points are
equalized, the federal government will face a
substantial increase in equalization payments.
These drawbacks can be eliminated by an
option that contains a notional transfer of per-
sonal income tax points.

TheNotional Transfer of Personal | ncome Tax
Points

Under this proposal, the revenue from a
selected number of personal income tax points
still would be collected by the federal govern-

ment, but would not remain under federal con-
trol. Instead, it would be dedicated to intergov-
ernmental transfersfor the purpose of financing
national programs. The proposal contains the
following elements. First, the current level of
CHST cash payments would be increased by an
amount necessary to restore balance between
federal and provincial/territorial contributions
to the financing of national programs. Sugges-
tionsby Mike Harris, ex-Premier of Ontario, the
Senate Standing Committee on Social Affairs,
Science and Technology, and the Séguin Com-
mission indicate that the re-balancing amount
would beinthe range of $5-$10 billion per year.
Second, thisnew level of CHST cash payments
would be transformed into equivalent federal
personal income tax points under the current
income tax structure. Third, the revenue from
these tax pointsin each year would be placed in
a national programs fund jointly administered
by the federal and provincial/territorial govern-
ments. Fourth, the revenue deposited in this
fund would be distributed annually among pro-
vinces and territories on an equal per capita
basis.

For this proposal to be effective, thefol-
lowing three conditions must be met:

1. The provinces and territories must reach an
agreement on common standards regarding the
main elements of the health care delivery sys-
tem within the framework of the Canada Health
Act. The federal government could play an
important role in facilitating this agreement.

2. The joint commission administering the
national programs fund must have the power
to impose penalties on provinces and territories
that contravene the provincial/territorial agree-
ment on standards.

3. The legislation that allows the notional
transfer of tax points must be structured in a
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manner that prevents unilateral federal action
with respect to the number of tax points notion-
aly transferred and the formulathat determines
the cash value of those points over time.

The two point transfer options— GST or
notional PIT points — need not be viewed as
mutually exclusive options. Withinaframework
of asymmetric federalism, Quebec could have
the choice between the two options under two
conditions: (a) both options incorporate the
principle of portability for health care services,
and (b) no additional federal transfers would be
required over time to adjust for the different
revenue growth potentials of the two options. |
believe that this choice would be a meaningful
one because it involves atrade-off between pro-
vincial/territorial autonomy and revenue trans-
fer. The notional transfer of PIT points would
offer less provincial/territorial policy flexibility
compared to the GST transfer, but would pro-
vide greater revenue growth at given tax rates.
The GST transfer would confine the limitations
on provincial/territorial policy flexibility to
portability, but would provide aslower growing
revenue source.
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