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Introduction

The 2006 federal Budget acknowledged
the need to address a number of provincial-
territorial concerns that had been placed under
the label of “fiscal imbalance.” This budget pro-
mised to restore fiscal balance primarily through
(a) anew and formula-based equalization pro-
gram, (b) a strengthened Territorial Formula
Financing (TFF) program, and (c¢) a new way of
contributing to the financing of postsecondary
education.

In the 2007 Budget, the federal govern-
ment took the following steps towards address-
ing fiscal imbalances in the above three areas.
First, it implemented the recommendations of the
Expert Panel on Equalization. Second, it intro-
duced a formula-driven approach to the TFF
program based also on the recommendation of
the expert Panel. Third, its approach to the financ-
ing of postsecondary education, social services
and support for children (the Canada Social
Transfer or CST) by shifting to equal per capita
cash funding for all provinces with an escalator
of 3 percent per year starting in 2009-10 (to be
extended in 2013-14 to the Canada Health
Transfer or CHT).

This federal attempt at addressing fiscal
imbalances in the Canadian federation has
important implications for interprovincial equity
because the changes in after-transfers fiscal
capacity are unlikely to be equal for all provinces.
The interprovincial equity implications of the
federal changes to the equalization program and
CST financing are addressed in this paper. The
conceptual issues are discussed in section II and
the quantitative evaluation of interprovincial
equity is presented in section III. The last section
contains a few concluding comments. The general
conclusion is that the new fiscal arrangements
have built-in inequities that may grow over time

and may widen regional disparities. The changes
to equalization favour resource-rich provinces
while the changes to CST financing (and in the
future also CHT financing) favour the provinces
with the highest income.

Concepts

Evaluating equalization and CST+CHT
transfers in terms of equity requires the identi-
fication of appropriate equity criteria. In this
section, these criteria are discussed separately
for each of the two programs.

Alternative approaches may be used to
evaluate the equity implications of changes in
intergovernmental fiscal arrangements. One may
focus the analysis on the strict objectives of the
programs that were restructured. In this case,
the evaluation would be confined to the effect of
the changes on interprovincial differences in fiscal
capacity, which are the focus of the two federal
programs analyzed in this paper. Alternatively,
one may broaden the scope of the analysis by
including a comparison of fiscal capacity and
fiscal requirements. One may go even further and
investigate the relationship between the equity
effects and their implications for provincial
policy, resource allocation and overall economic
efficiency. In this paper, I have confined my
evaluation to the first perspective for two main
reasons. First, I want to focus on the two major
federal intergovernmental transfers as they exist
today. Second, the changes to these programs
were largely justified on grounds of fairness as
applied to the existing rationale for these programs.

Equalization

The purpose of equalization is to raise the
fiscal capacity of the less prosperous provinces

Caledon Institute of Social Policy 1



so that they can provide the Canadians who reside
in their jurisdiction similar standards of public
services as in other provinces while imposing
similar burdens of taxation. The formulas used to
pursue this objective have changed several times
since its introduction in 1957. During the two
decades prior to 2004, equalization entitlements
were calculated by using a formula that deter-
mines simultaneously total entitlements and their
provincial allocation. This formula included 33
different tax bases (the Representative Tax System
or RTS) and a five-province standard (Quebec,
Ontario, Manitoba, Saskatchewan and British
Columbia).

In October 2004, a New Framework for
Equalization was announced. Under the new
approach: (a) total entitlements were no longer
formula-driven but were set by legislation, (b) total
entitlements were guaranteed to grow at an
annual rate of 3.5 percent for ten years, (c) the
provincial shares of total entitlements were fixed
for the first two years, later extended to 2006-
07, (d) a special Panel of Experts was appointed
to conduct a comprehensive review of equaliza-
tion and territorial financing.

The recommendations of the Panel were
incorporated in the new approach to equaliza-
tion introduced in the 2007-08 federal Budget.
The new equalization formula contains the follow-
ing major elements: (a) a ten-province standard,
(b) the exclusion of 50 percent of all resource
revenues, (c) retention of the RTS but compressing
the 33 revenue sources into five categories of
revenues, (d) the exclusion of fees and charges,
and a new measure for residential property taxes
based on market value assessment, (e) the
introduction of a cap on per capita entitlements
so that no receiving province can, as a con-
sequence of equalization, have higher fiscal
capacity than the lowest non-receiving province,
(f) the choice for Newfoundland and Nova Scotia

to opt for the previous system, and (g) the choice
for all Provinces to calculate equalization entitle-
ments by excluding resource revenues or includ-
ing 50 percent of them (subject to the cap in both
cases).

For equalization, two separate aspects of
equity may be identified: (a) equity between
provinces that receive equalization transfers and
those that make a net contribution to the program
(through the extra federal taxes paid by their
residents), and (b) equity among equalization-
receiving provinces. While they both address
issues of horizontal equity within a federation,
they have different implications for the selection
of equity criteria.

The first aspect of equalization deals with
the issue of how far the federal government should
go to fill the fiscal capacity gap between the more
prosperous and the less prosperous provinces.
The appropriate instrument for dealing with this
issue is the standard to which the per capita fiscal
capacity of receiving provinces is raised. A top
province standard (and the full inclusion of all
revenue sources) would equalize per capita fiscal
capacity in all provinces. A ten-province standard
brings the per capita fiscal capacity of the receiv-
ing provinces to the national average. A standard
with fewer than ten provinces may lead to a
post-equalization level of per capita fiscal capa-
city in the receiving provinces which is higher or
lower than the national average depending on
whether the province left out has below-average
or above-average per capita fiscal capacity.

There is no unique criterion for this aspect
of interprovincial equity. Since the Constitution
does not require the federal government to
equalize post-equalization per capita fiscal
capacity in all provinces, the criterion for the
standard is a largely political decision negotiated
between federal and provincial governments.

2 Caledon Institute of Social Policy



Historically in Canada, it has been affected by
the associated decision on which revenue sources
to include in the calculations, the treatment of
natural resource revenues and the federal gov-
ernment’s perception of what it can afford.

The introduction of a cap on per capita
entitlements is part of this aspect of interprovin-
cial equity. Its purpose is to prevent the possibil-
ity that equalization does not shift a receiving
province’s position from a have-not to a have pro-
vince. Equalization payments that resulted in a
receiving province having total per capita fiscal
capacity above that of the lowest non-receiving
province would allow the residents of the former
to enjoy higher levels of public services at equal
levels of taxation than the residents of a province
that made a net contribution to the program
through federal taxation. They might also distort
the interprovincial allocation of resources in a
manner that would affect negatively the country’s
economic performance.

The second aspect of interprovincial equity
is the relationship among equalization-receiving
provinces. The Constitution is not specific in this
respect and the federal government is not obli-
gated to treat all receiving provinces equally.
Nonetheless, federal transfers that would be
delivered through a program that addresses
interprovincial inequalities in fiscal capacity but
would treat receiving provinces unequally would
certainly be viewed as inequitable. For this
aspect of interprovincial equity, the main
instrument is the full inclusion of all revenue
sources, regardless of their origin or use, and
the equity criterion is equal after-equalization
per capita fiscal capacity. The manner in which
these revenue sources are calculated for equali-
zation purposes, such as whether to use gross
revenues or net rents from natural resources, is
strictly a technical issue.

CST+CHT

For over a decade prior to 1977, the
federal government provided cash transfers to the
provinces (except Quebec which opted for tax
abatements) equal to 50 percent of eligible pro-
vincial spending on health care, postsecondary
education and social services. Under these
arrangements, the annual amount of these fed-
eral transfers was determined by provincial
decisions, which had been distorted by the
program itself. In making their budgetary
choices, the provinces compared two groups of
programs: those not benefiting from the federal
transfers carried a full price tag while those
covered by the federal transfers required the
spending of 50-cent dollars. For these arrange-
ments, the equity criterion is the program para-
meter itself, in this case 50 percent. If per capita
costs are equal among provinces, all provinces
are treated equally when the federal transfer
represents the same share of provincial spend-
ing in all provinces.

For health care and postsecondary edu-
cation, this cost-sharing arrangement was
replaced in 1977 by the combination of cash
transfers and the transfer of tax points (13.5
personal income and one corporate income tax
point). Initially, the two components were equal
in size but evolved separately. The tax points
were equalized and their value increased as
provincial economies expanded while the cash
transfer (which was allocated on an equal per
capita basis) followed the growth of per capita
GDP.

Under the initial structure of these new
fiscal arrangements (called Established Programs
Financing or EPF), the cash component pro-
vided certainty of spending for the federal gov-
ernment and of revenues for the provincial govern-
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ments. Only for the tax point transfer was there
some interaction between provincial decisions and
federal spending. The transfer of tax points was
final and the provinces acquired on a permanent
basis additional income tax room over which they
had complete authority. To the extent that prov-
incial policies affected the growth of income tax
revenues and regional disparities in fiscal capacity,
the tax point transfer affected federal spending on
equalization. The new arrangements, however,
eliminated the distortions in provincial spending
policy by ensuring that all provincial expenditures
had to be financed with 100-cent dollars.

Between 1977 and 1994, EPF funding
was subject to two major sets of changes. The
first involved the linkage between tax points and
cash transfers. Instead of growing at separate
rates, with a given escalator applying only to cash
transfers, the escalator was applied to the com-
bined value of tax points and cash transfers, with
the latter becoming a residual amount. Since
income tax points tended to grow at a faster rate
than GDP, this change guaranteed a reduction of
cash transfers over time, eventually eliminating
them altogether. The second change involved
successive reductions in the escalator and freezes
to the total amount of cash payments.

Following the 1995 federal Budget and
starting in 1996, EPF and the cost-shared Canada
Assistance Program (CAP) were combined into
anew block grant called the Canada Health and
Social Transfer (CHST). Since the tax points had
been transferred permanently, the adjustments
took place entirely on the cash side. The 1995
Budget established a floor to the cash transfers, a
total amount for 1996-97 and 1997-98 and an
escalator for the following three years. There
was also a change in the allocation of the cash
transfer among provinces. The different per capita
yields of the transferred tax points within the
constraint of an equal total entitlement resulted in

interprovincial differences in cash payments,
which were calculated as a residual. In 1996 a
new allocation formula was introduced with the
purpose of cutting in half by 2002-03 the differ-
ence from an equal per capita cash allocation.
The 2003 federal Budget announced that, start-
ing in 2004, the CHST would be divided into two
separate programs, the Canada Social Transfer
(CST) and the Canada Health Transfer (CHT),
primarily to account for the different spending
pressures in the two areas. The 2007-08 federal
Budget restructured the CST by providing equal
per capita cash transfers to all provinces, starting
with the 2007-08 fiscal year. The same change
will be made to the CHT starting in 2014-15.

A fundamental change from the cost-
sharing arrangements that existed prior to 1977
was the separation of the federal contribution
from the level of provincial spending on the
selected programs. The focus of these fiscal
arrangements since 1977, therefore, has been on
the revenue side only, as is the case of equaliza-
tion. Within this framework, the criteria for
interprovincial equity must be based on fiscal
capacity. [In this case, the equitable treatment
of all provinces requires an equal increase in
per capita fiscal capacity from the combination
of cash and tax points. Since this approach
ignores cost differentials or, equivalently, assumes
equal per capita costs, equity requires that all
provinces receive the same per capita capacity
to finance the expenditures in the selected areas.
This criterion can be met through two different
approaches.

In the first approach, the value of the
combined additional fiscal capacity is fixed as is
its growth over time. Interprovincial equity is
achieved by adjusting cash payments based on
the yield of the transferred tax points. In this case,
there is no need to have a separate equalization
of the tax points because interprovincial differ-
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ences in the per capita yield of the tax points is
totally offset by the appropriate differential in per
capita cash transfers.

In the second approach, the two com-
ponents are separate and can grow at different
rates, but each component must have equal per
capita values. This means that the transferred tax
points must be equalized to the top province. Any
standard lower than this would lead to a program
that would be biased in favour of those provinces
with above-average fiscal capacity in the income
tax area.

While both fulfill the interprovincial
equity criterion, these two approaches differina
variety of ways. In the first approach the cash
payments by the federal government vary annually
depending on provincial rates of economic growth,
which affect the income tax yield. Over the long-
term, however, cash payments would vanish as
long as the escalator for the combined tax point
and cash transfer is less than the growth of the
income tax yield. In the second approach, the
direct cash transfer is totally under federal control,
but the cash component associated with the
transferred tax points is not. Which option is more
costly to the federal government depends on the
relationship between the escalator under the
first approach and the combination of the cash
escalator and extra equalization in the second
approach.

The 2007-08 federal Budget moved only
part way from a variant of the first approach to
the second approach, thus creating an arrange-
ment that incorporates interprovincial inequities.
It applied the equity criterion to the cash compo-
nent by placing it on an equal per capita footing
(initially for the CST only), but failed to apply the
criterion to the tax points by equalizing them only
to the ten-province average. Before evaluating the
magnitude of these inequities in the next section,

it may be useful to discuss a couple of issues
related to the reporting of these transfers.

The federal department of Finance reports
major intergovernmental transfers on both a
gross and a net basis, and reports both cash trans-
fers and the value of the tax points. The equali-
zation related to the tax points is included in both
the tax points value and the equalization amount.
For the total, equalization payments are still
recorded on a gross basis, the value of the tax
points is not recorded explicitly, but the total
eliminates the double counting of the tax points
equalization.

There is ongoing debate on this matter.
The federal government records the value of tax
points as part of its total transfers. Provincial
governments object to this approach because
they consider the value of those tax points their
own revenue and not a federal transfer. While
we can easily sympathize with the provincial view,
it must be stressed that these different views have
no relevance for the interprovincial equity of this
program. What matters in this respect is the
additional fiscal capacity acquired by different
provinces through these fiscal arrangements to
help finance their spending on health care,
postsecondary education and social services.

The federal practice of including in total
equalization payment the amounts related to the
transfer of tax points interferes with the evaluation
of the interprovincial equity implications of the
CST+CHT programs. These amounts, though
delivered through the equalization program, are
payments aimed at the addressing equity issues in
the CST+CHT program. They are an integral part
of CST+CHT financing rather than of equali-
zation. Therefore, they should be included in the
value of the tax points and excluded from
equalization, the opposite of the netting approach
that is currently used by the federal government.

Caledon Institute of Social Policy 5



Table 1
Major Federal Intergovernmental Transfers, 2006-07 and 2007-08, $ millions

2006-07
Province Equalization CST + CHT Total
Tax Tax
Basic Extra Total Cash Points | Total | Cash Points | Total
NL 911 104 1,015 496 188 684 | 1,511 188 1,699
PEI 260 31 291 135 48 183 426 48 474
NS 1,302 141 1,443 909 394 | 1,303 | 2,352 394 2,746
NB 1,308 143 1,451 729 286 | 1,015 | 2,180 286| 2,466
QC 4,862 677 5,539 7,435 3,703 | 11,138 | 12,974 3,703 | 16,677
ON 11,204 8,377 119,851 | 11,204 8,377 19,851
MN 1,549 160 1,709 1,145 514 | 1,659 | 2,854 514 3,368
SK 13 13 1,084 426 | 1,510 | 1,097 426 1,523
AB 2,428 2,770 | 5,198 | 2,428 2,770 5,198
BC 319 140 459 4,186 2,326 | 6,512 | 4,645 2,326 6,971
2007-08
NL (1) 619 113 732 512 194 706 | 1244 194 1,438
NL (2) 858 113 971 512 194 706 | 1,483 194 1,677
PEI 261 33 294 139 51 190 433 51 484
NS 1,378 155 1,533 940 411 | 1,351 | 2473 411 2,884
NB 1,321 156 1,477 754 297 | 1,051 | 2231 297 2,528
QC 6,368 792 7,160 7,726 3,845 | 11,571 | 14,886 3,845 | 18,731
ON 12,274 8,694 | 20,968 | 12,274 8,694 | 20,968
MN 1,646 180 1,826 1,189 533 | 1,722 | 3,015 533 3,548
SK 76 150 226 988 442 | 1440 | 1214 442 1,656
AB 2,908 2,876 | 5,784 | 2,908 2,876 5,784
BC 4,505 2,414 | 6919 | 4,505 2,414 6,919

Note: For Newfoundland and Nova Scotia, basic equalization also includes the offset payments the Atlantic Accord.
The value of tax points excludes the related equalization. For Newfoundland in 2007-08, the first row refers to the new
equalization system and the second row refers to the previous system; for all other provinces, the information on
equalization refers to the new system (for 2007-08 Nova Scotia is better off with the new system). CHT cash transfers
include the health reform transfer and the wait times reduction transfer. The value of the unequalized tax points is
calculated as the difference between total and cash transfers from the federal Finance table.
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Evaluation of Interprovincial Equity

The basic information used in my evalu-
ation is shown in Table 1, which is based on the
tables in the department of Finance web site
called “Federal Transfers to Provinces and
Territories” (updated March 2007). In Table 1,
basic equalization for Newfoundland and Nova
Scotia includes federal payments under the
Atlantic Accords. The table also shows as “extra
equalization” the benefit to provinces resulting from
the equalization of the tax points transferred to
them. This extra equalization is an integral part of
the CHT+CST transfers, and it is so treated in
this paper. This treatment facilitates the isolation
of the equity implications of equalization on the
one hand, and of the CST+CHT transfers on the
other.

In the rest of this paper, the interprovincial
equity implications of equalization and the
combination of CST+CHT are evaluated
separately because they address different issues
of fiscal federalism.

Basic Equalization

A comparison of total and per capita
entitlements for 2006-07 and 2007-08 is shown
in Table 2. The total for 2007-08 shows entitle-
ments for Newfoundland under the “old” system,
which is more advantageous. In deriving the per
capita values, the population are the data used
in the equalization calculations — namely, the 2006
population figures employed by the federal
Department of Finance (unofficial second esti-

Table 2
Basic Equalization Payments: 2006-07 and 2007-08

Province 2006-07 2007-08 Difference

Total Per Capita Total Per Capita Total Per Capita

$millions $ $millions $ $millions $

NL (1) 911 1,787.2 619 1,199.8 -292 -587.4
NL (2) 911 1,787.2 858 1,663.0 -53 -124.2
PEI 260 1,880.3 261 1,893.5 1 13.2
NS 1,320 1,411.9 1,378 1,471.4 58 59.5
NB 1,308 1,744.9 1,321 1,757.5 13 12.6
QC 4,862 635.8 6,368 828.1 1,506 192.3
ON 0 0 0 0 0 0
MN 1,549 1,315.8 1,646 1,407.0 97 91.2
SK 0 0 76 76.5 76 76.5
AB 0 0 0 0 0 0
BC 319 74.1 0 0 -319 -74.1
Total 10,529 11,908 1,379

Note: For Newfoundland in 2006-07 the actual payments are calculated under the old system [NL(2)]; these numbers are
repeated in the first row [NL(1)] to allow a comparison with the payments that would occur in 2007-08 under the new

system. For 2007-08, total payments to be received by Newfoundland are based on the old system.

Caledon Institute of Social Policy
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mate for 2006-07) and the three-year moving
average for the 2007-08 estimates (kindly
provided by Wade Locke).

This table shows that total entitlements
were raised by $1.4 billion in 2007-08, but were
associated with a large reduction in entitlements
for British Columbia (due to a previous one-time
payment) and a small one for Newfoundland. Of
the gross amount available for the other provinces
($1.7 billion), 86 percent ($1.5 billion) went to
Quebec. When we consider the reduction for
Newfoundland, the Atlantic Provinces receive a
total increase of $19 million. If Newfoundland is
excluded, the total gain for the three remaining
Atlantic Provinces amounts to $72 million, 81 per-
cent of which went to Nova Scotia. On a per
capita basis, the largest increases accrued to
Quebec, followed by Manitoba, Saskatchewan
and Nova Scotia.

The above differences in the changes in
equalization entitlements, total and per capita,
do not tell much about the interprovincial equity
implications of the recent restructuring of the
program. As mentioned in section II, the appro-
priate equity criterion for equalization is equality
of after-equalization fiscal capacity for all receiv-
ing provinces. This interprovincial comparison is
carried out in Table 3 for 2007-08. Inspection of
Table 3 leads to the following observations.

1. There is considerable interprovincial variation
in the pre-equalization fiscal capacity with
respect to non-resource revenues. The highest
province (Alberta) had a non-resource per
capita fiscal capacity 29 percent higher than
the national average and 85 percent higher than
that of the lowest province (PEI). However,
only two provinces (Alberta and Ontario) had
above-average non-resource fiscal capacity.

Table 3
Provincial per Capita Fiscal Capacity before
and after Basic Equalization: 2007-08, $

Province Pre-Equalization Fiscal Capacity Basic EQ Post-EQ
Non-Resource Resource Total Fiscal Capacity

NL 42273 983.8 5211.1 1,663.0 6,874.1
PEI 4,176.8 6.1 4,182.9 1,893.5 6,076.4
NS 4,669.2 159.0 4,828.2 14714 6,299.6
NB 4,299.1 97.8 4,396.9 1,757.5 6,154.4
QC 5,282.4 164.6 5,447.0 828.1 6,275.1
ON 6,486.0 144.9 6,630.9 0 6,630.9
MN 4,682.1 1394 4821.5 1,407 6,228.5
SK 4,858.3 1,544.8 6,403.1 76.5 6,479.6
AB 7,726.8 3,712.8 11,439.6 0 11,439.6
BC 5,821.5 1,036.5 6,858.0 0 6,858.0
ALL 5,970.9 683.1 6,654.0

Source: Data on pre-equalization per capita fiscal capacity kindly provided by Wade Locke.
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Table 4

CST+CHT: Cash Transfers and Value of
Equalized Tax Points in 2006-07 and 2007-08, $ millions

Province 2006-07 2007-08 Difference
Tax Tax Tax

Cash | Points Total Cash Points | Total | Cash | Points | Total
NL 496 292 788 512 307 819 16 15 31
PEI 135 79 214 139 84 223 4 5 9
NS 909 536 1,445 940 566 | 1,506 31 30 61
NB 729 429 1,158 754 453 1,207 25 24 49
QC 7,435 4,380 11,815 7,726 4,637 12,363 291 257 548
ON 11,204 8,377 19,581 12,274 8,094 [ 20,968 1,070 317 1,387
MN 1,145 674 1,819 1,189 713 1,902 44 39 83
SK 1,084 439 1,523 988 592 | 1,580 -96 153 57
AB 2,428 2,770 5,198 2,908 2,876 5,784 480 106 586
BC 4,186 2,466 6,652 4,505 2414 | 6,919 319 -52 267
ALL 29,751 | 20442 | 50,193 31,935 21,336 [53271 | 2,184 894 3,078

2. When resource revenues are fully included,
the variation in fiscal capacity is even greater.
Alberta’s fiscal capacity in this area is 5.4 times
the national average and 609 times that of PEI.

3. When both sets of revenues sources are com-
bined, three provinces (Alberta, Ontario and

BC) end up with above average fiscal capacity.

4. Basic equalization reduces considerably the

percent lower than that of Ontario. The other
three provinces with substantial resource
revenues (Nova Scotia, Quebec and Mani-
toba) also end up with total fiscal capacity
closer to Ontario’s (about 9 percent lower).
PEI and New Brunswick remain the provinces
with the lowest after-equalization fiscal
capacity.

Table 3 indicates that the new equalization

variation in total fiscal capacity, but does not system is inequitable and it has a systematic bias
eliminate it. in favour of provinces with large resource endow-
ments. Saskatchewan and Newfoundland benefit

5. One receiving province (Newfoundland) has a most from the flexibility provided to all provinces
higher after-equalization fiscal capacity than in the calculation of equalization entitlements and
two of the non-receiving provinces. end up with a higher standard than the ten-province

standard applied to the other receiving provinces.

6. The other resource-rich province (Saska-
tchewan) has a total fiscal capacity only 2.3

Caledon Institute of Social Policy 9



CST +CHT

I now turn to the fiscal arrangements for
the financing of health care, postsecondary edu-
cation and social services. Table 4 shows the total
value of the fiscal resources made available
through these arrangements for fiscal years 2006-
07 and 2007-08. As in the case of equalization,
we notice great variation in the change in these
fiscal resources from one year to another. More-
over, the variation in the change is much larger
for the cash transfers than for the value of the tax
including the related equalization. The increase
in the cash transfer was 2.4 times the increase in
the value of the equalized tax points. Almost half
of the nearly $2.2 billion increase in the cash
transfer went to Ontario, an additional 22 percent
went to Alberta and a further 15 percent went to
BC. By comparison, Atlantic Canada received

less than 5 percent of the increase in the combined
value of cash and equalized tax points.

As mentioned in section II, the equity
criterion for the fiscal arrangements related to the
financing of health care, postsecondary education
and social services is based on the per capita value
ofthe increase in fiscal resources associated with
the combination of cash transfers and tax points.
The per capita amounts associated with the total
values shown in Table 4 are presented in Table 5,
which shows that the pre-2007 Budget system
fulfilled the equity criterion. First, the equaliza-
tion receiving provinces had essentially equal
per capita fiscal resources from the equalized tax
points. Second, the variation in the per capita
values of the tax points between equalization-
receiving and non-receiving provinces was offset
by the variation in cash transfers, resulting in

Table S
CST+CHT: Per Capita Cash Transfers
and Value of Equalized Tax Points in 2006-07 & 2007-08, $

Province 2006-07 2007-08 Difference
Cash Tax Total Cash | Tax Total Cash Tax Total
Points Points Points

NL 973.1 572.8 | 1,5459| 1,0058 | 603.1 1,608.9 32.7 30.3 63.0
PEI 976.3 571.3 | 1,547.6| 1,001.4| 605.2 1,606.6 25.1 33.9 59.0
NS 9723 5733 | 1,545.6( 1,003.6| 604.3 1,607.9 313 31.0 62.3
NB 972.5 5723 | 1,544.8| 1,004.7( 603.6 1,608.3 32.2 313 63.5
QC 972.2 572.7 | 1,5449( 1,004.7( 603.0 1,607.7 32.5 30.3 62.8
ON 884.0 6609 | 1,5449| 9579| 678.6 1,636.5 73.9 17.7 91.6
MN 972.6 572.5 | 1,545.1| 1,005.1| 602.7 1,607.8 32.5 30.2 62.7
SK 1,100.3 4456 | 1,5459] 1,0053| 602.4 1,607.7 -95.0 158.6 61.8
AB 721.2 822.8 | 1,544.0| 854.0( 844.6 1,698.6 132.8 21.8 154.6
BC 972.1 572.7 | 1,544.8| 1,034.7( 5544 1,589.1 62.6 -18.3 443
ALL 915.7 6292 | 1,5449| 9747 651.2 1,635.9 59.0 22.0 81.0

10 Caledon Institute of Social Policy




practically equal values of the total increase in per
capita fiscal resources.

This condition no longer holds for the
reformed system that introduced equal per capita
cash payments for the CST without making off-
setting adjustments to the equalization related to
the tax points. As a result, Alberta gained an
increase in total per capita fiscal resources nearly
2.5 times the average for the equalization-receiving
provinces in 2007-08 and Ontario gained a rela-
tive increase of nearly 50 percent. The effect of
moving half way to the equity criterion for the
CST+CHT is an inequitable system with a built-
in bias in favour of the provinces with the highest
income tax fiscal capacity.

Conclusions

The federal government claims that
“Budget 2007 restores fiscal balance in Canada”
by “investing an additional $39 billion over the
next seven years”... [Finance Canada 2006: 106]
and by putting “all major fiscal arrangements on a
long-term, principles based track to 2013-14”
[Finance Canada 2006: 204]. Whether fiscal
balance has been restored is debatable. What is
clear is that the principles used to reform the
equalization program and the financing of health
care, education and social services have created
interprovincial inequities that may become larger
over time.

Among provinces, the undisputed winners
are Alberta and Ontario that will now receive equal
per capita cash transfers while enjoying their
above-average fiscal capacity from the transferred
income tax points. Therefore, they have access
to larger fiscal resources to finance postsecondary
education and social services (and later health
care) than less affluent provinces. Newfoundland,

Nova Scotia and Saskatchewan lose on the
CHT+CST financing both in absolute terms, as
the tax points are equalized only to the national
average, and relative to the two richest provinces.
However, they gain on equalization because,
despite the cap on per capita entitlements, they
have a choice of calculations and end up with a
standard higher than that applying to the other
equalization receiving provinces. Quebec and
Manitoba also lose on the CHT+CST financing.
They would have been better off if the equalization
formula included 100 percent of resource
revenues, but will not be affected as much as New
Brunswick and PEI by the 50 percent exclusion
because they have large endowments of natural
resources. PEI and New Brunswick are the
biggest losers on both CHT+CST financing and
equalization because they have relatively low
natural resource endowments and the 50 percent
exclusion of resource revenues reduces both total
entitlements and the share accruing to them.

The debate on the new fiscal arrange-
ments has been focused on the political issue of
the promises that may have been made by Prime
Ministers and whether the reformed programs
have broken those promises. In my view, the real
issue is the inequities built into these new programs
and the potential for these inequities to widen
interprovincial economic and fiscal disparities
over time and to create different standards of
public services and/or tax burdens for Canadians
depending on where they reside.

The new funding arrangements for the
CST+CHT favour the richest provinces. If their
additional fiscal capacity is spent to expand human
capital, it will raise productivity thus widening the
economic gap with the less prosperous provinces.
The same result is achieved if the extra fiscal
capacity is used for tax reductions directed at
productivity-enhancing areas. In either case,
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economic and fiscal disparities will be aggravated
by the greater potential for fiscally induced
migration.

Economic and fiscal disparities among
equalization-receiving provinces will also be
aggravated by the indirect introduction into the
equalization program of perverse elements of
regional development policy. By favouring the
resource rich provinces, the new equalization
system will place major obstacles on the road to
sustainable prosperity for the smaller resource-
poor provinces. The dynamic implications of the
inequities built into the reformed equalization
program and financing of health care, post-
secondary education and social services are
serious and far reaching. They require greater
attention by policy analysts and policy makers
than they have received so far.
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