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The expenditure side of the equation

Discussions about financing in Canada often focus on the revenue side of the equation.
Federal revenuesderive primarily from various sources of taxation including incometax, salestax,
payroll taxes (al so known as payroll contributions) and corporatetax. Thelevelsand mix of these
taxes always seem to spark spirited conversations within and outside government. Both thevolume
and rhetoric heat up as electionsdraw near.

Thisreport does not deal with the revenue side of theledger. Itisnot about how money
comesinto the government and how Ottawa usesthe personal incometax system to deliver income
benefits—thelatter acrucial subject about which Caledon haswritten in previousreports. We have
argued for aprogressiveincometax system, theremoval or refundability of ‘ boutique’ tax creditsthat
favour the well-off and restoration of the two-percentage point cut in the Goods and Services Tax
(GST) [Battle and Torjman 2011, Battle, Torjman and Mendelson 2011].

Rather, thisreport isabout the expenditure side of the equation. When revenues comeinto the
federal coffers, thesefundsare allocated through several key instrumentsfor awide range of purposes
deemed to bein the public good.

In 1993, the Caledon I nstitute published areport entitled Fiscal Federalismand You. Its
purpose wasto explainin simplelanguage the arcane funding arrangementsin Canadathat help
finance social programs|[Torjman 1993]. Substantial changes have been madeto those arrangements
sincethat time. Thispaper presentsan overview of the key shiftsin that financing architecture.

Thetiming of thisexpenditure discussionisimportant. Three mgjor transfer arrangements
described below —the Canada Health Transfer, Canada Socia Transfer and Equalization—are
governed by federal legislation that is set to expireon March 31, 2014. A more recent measure, the
Total Transfer Protection program (described below), will be cut altogether.

Transfers to Canadians and to governments

Thefederal government investsin Canadaboth directly and indirectly. 1t makesdirect
investmentsin programsthat focus on groupswithin itsown jurisdiction including Aboriginal
Canadians, members of the Armed Forces, veteransand avariety of transferstoindividuals. Ottawa
investsin Canadaindirectly through transfersto other orders of government.

Transfersto personsinclude paymentsfor the elderly, children, the working poor and
unemployed Canadians. These expenditures amount to $72.4 billionin 2013-14 [Finance Canada
2013]. SeeTablel. Major income security programs financed by the federal government are: Old
Age Security, Guaranteed | ncome Supplement, the Allowance, Canada Child Tax Benefit, Universal
Child Care Benefit, Working Income Tax Benefit and Employment Insurance. Ottawaalso
administersthe Canada Pension Plan, whichispaid for by employer and employee contributions.
Quebec operates the anal ogous Quebec Pension Plan.
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Tablel
Program Expenses Outlook

billions of dollars 2012-13 | 2013-14| 2014-15( 2015-16| 2016-17| 2017-18 | 2018-19

Major transfers to

persons
Elderly benefits 40.3 42.0 441 46.4 49.0 51.7 54.4
Employment Insurance

benefitst 17.1 17.3 179 185 19.0 195 20.3
Children’s benefits 13.0 131 132 134 136 13.7 139
Total 70.3 724 75.2 78.3 815 84.9 88.6

Major transfers to
other levels of

gover nment
Canada Health Transfer 28.6 30.3 321 34.0 36.1 37.7 39.3
Canada Social Transfer 11.9 122 12.6 130 133 13.7 14.2
Fiscal arrangements? 17.8 18.7 19.3 200 20.8 21.7 225
Gas Tax Fund 2.0 21 20 20 21 21 2.2
Other major transfers® 15 0.6 0.3 0.2 0.1 0.1 0.0
Alternative Payments for

Standing Programs* -34 -35 -3.7 -3.9 -4.1 -4.4 -4.6
Total 58.4 60.5 62.6 65.2 68.3 70.9 73.7

Direct program

expenses

Operating expenses 78.0 77.0 739 74.5 754 77.2 79.3
Transfer payments 34.9 38.2 35.6 35.2 370 374 38.3
Capital amortization 49 55 58 6.2 6.5 6.7 6.9
Total 117.7 120.7 1154 1159 119.0 1214 1245

Total program expenses 246.4 253.6 2531 2594 268.8 277.2 286.8

Source: Finance Canada. (2013). Update of Economic and Fiscal Projections- 2013. Part 3 of 4, pp. 10-11.
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Table1 (continued)
Program Expenses Outlook

billions of dollars 2012-13| 2013-14| 2014-15 | 2015-16 | 2016-17 |2017-18 |2018-19

Percent of GDP

Major transfers to persons 3.9 39 39 39 3.9 38 38
Major transfers to other

levels of government 3.2 32 3.2 32 3.2 32 3.2
Direct program expenses 6.5 6.5 6.0 57 5.6 55 54
Total program expenses* 135 136 131 12.8 12.7 125 124

* Totals may not add due to rounding

Notestothetable

1 El benefitsinclude regular benefits, sickness, maternity, parental, compassionate care, fishing and work-
sharing benefits, and employment benefits and support measures. These represent 90 percent of total El
program expenses. The remaining El costs relate mainly to administration and are part of operating
expenses.

2. Fiscal arrangementsinclude Equalization, Territorial Formula Financing, the Youth Allowances Recovery
and statutory subsidies.

3. Other mgjor transfers to other levels of government include transitional payments; transfer protection
paymentsin 2012-13 and 2013-14; payments under the 2005 Offshore Accords; assistance regarding sales
tax harmonization; the Wait Times Reduction Transfer; and other health-related transfers.

4. Alternative Payments for Standing Programs represent a recovery from Quebec of an additional tax point
transfer above and beyond the tax point transfer under the Canada Health Transfer and the Canada Social
Transfer.

Paymentsto other orders of government are made primarily through several major funding
arrangements: the Canada Health Transfer, Canada Socia Transfer, Equalization and Territorial
FormulaFinancing. Major transfersto other orders of government total $60.5 billionin 2013-14.
Table 1 showsthat transfersto persons and major transfersto other orders of government comprise
just over half ($132.9 billion or 52 percent) of total federal program spending ($253.6 billion) in
2013-14 [Finance Canada 2013].

Anadditional $38.2 hillionintransfersin 2013-14 isadministered directly by federal
departments and agenciesfor designated purposes, such as skillstraining and infrastructure
development. These arrangements often require afinancial contribution by the recipient government
or financing partner.
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In 2013-14, for example, the federal government is expected to allocate more than $2.7 billion
to the provincesand territoriesfor labour market and skillstraining programs. Thisfundingisintended
to supplement existing provincial funding and isdelivered through several bilateral accordsknown as
the Labour Market Development Agreements, L abour Market Agreements, Labour Market
Agreementsfor Personswith Disabilitiesand Targeted Initiativesfor Older Workers.

Recent proposed changesin federal financing for skillsdevelopment are discussed in Caledon
reports on the Canada Job Grant. Thisnew measure would have imposed on the provinces and
territoriesan additional cost of up to $600 million plus administrative expenses[Mendelson and Zon
2013]. Inan unexpected twist, Ottawa appearsto have softened itsfiscal position. It madea
Christmas Eve announcement in whichit offered to waive the provincial matching requirement [Curry
2014].

In addition to transferring money to the provinces and territories, Ottawafundsits own labour
market programsfor youth, personswith disabilities and Aboriginal Canadians.

Three major fiscal transfers

Federal fiscal transfersareacrucial source of revenuefor provincesand territories. These
funds help maintain Canada's system of health and social programs, while seeking to reduce revenue
disparities between, and within, various orders of government.

From asocia policy perspective, there arethree main arrangementsthat fund provincial/
territorial social programs: the Canada Health Transfer (CHT), Canada Socia Transfer (CST) and
Equalization. The Total Transfer Protection program, described bel ow, isan add-on that is cal culated
after thefirst three are determined.

The CHT and CST arethetwo key instrumentsthat Ottawaemploysto direct fundsto
provincial and territorial governmentsin support of major health and social programs, respectively. In
2013-14, combined national CHT and CST cash paymentstotal $42.5 billion [Finance Canada
2013]. SeeTable 1.

Thesetwo transfers originally comprised one envel ope called the CanadaHealth and Social
Transfer (CHST). The CHST was created when Ottawa combined into one big bucket the former
Established Programs Financing arrangement that hel ped pay for health care and post-secondary
education, and the CanadaAssistance Plan that had supported social assistance (welfare) and social
services.

InApril 2004, the federal government dismantled the CHST and created two separate pools
of funds: the Canada Health Transfer and the Canada Social Transfer. Thetax and cash components
(described below) of theformer CHST were apportioned between the two new transfersin the same
ratio asoverall provincial spending inthe areas covered by thetwo transfers.
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a. Canada Health Transfer

The Canada Health Transfer isthelarger of the two pools of funds. Itspurposeisto provide
long-term predictable funding for health care. 1n 2013-14, total federal CHT expenditure comesto
$30.3 hillion [Finance Canada 2013]. SeeTable1.

The CHT isintended to support the five principles set out in the Canada Health Act:
comprehensiveness, universality, portability, public administration and accessibility. Inorder to qualify
for thefull federal cash contribution under the CHT, provinces and territories must comply with the
conditions of the Canada Health Act which, at |east in theory, prohibit extra-billing by physiciansand
user charges by hospitals.

The CHT payment consists of two components: atax transfer and acash transfer. A tax
transfer occurswhen, upon agreement, the federal government reducesitstax ratesand provincial/
territorial governments simultaneously raisetheir tax rates by an equivalent amount. Revenuesthat
would haveflowed to the federal government are directed instead to these other orders of
government.

Thetax transfer, in particular, was part of afederal-provincial/territorial arrangement that had
taken effect in 1977 under the former Established Programs Financing Act. At that time, Ottawa
transferred 13.5 percentage points of its personal incometax and one percentage point of its
corporate incometax to the provinces and territories. The value of the tax point component continued
toincreasein linewith economic growth.

Asfor the cash component of the equation, thetotal CHT cash envelopeislegisiated under the
Federal-Provincial Fiscal ArrangementsAct. Initially set at afixed amount in 2004-05 and 2005-
06, thetotal CHT cash envelope was slated to increase at arate of 6 percent annually until 2013-14.

CHT transfer paymentsto the provinces are determined on an equal per capitabasis
according to an agreed-upon formula. Each province's share of per capita CHT cash iscalculated as
aresidual or aremainder —i.e., the province's per capitashare of total CHT lessits per capitatax
point transfer. Becausethe per capitacash transfer ishigher for provinceswith relatively weak tax
point transfers, the CHT cash component was deemed to include an equalizing component.

Thisequalizing component of the CHT formulahad been criticized on the groundsthat
interprovincia equity imbalances are more appropriately redressed through the Equalization program.
In response, the 2007 federal Budget removed the equalizing component of the CHT. It legislated
that the cash transfer shift to an equal per capitaallocation effective 2014-15, thefirst year of anew
agreement following the expiry of the 10-Year Plan, described bel ow.

When the Canada Health Transfer was split off from the larger Canada Health and Social
Transfer in 2004, provinces signed a 10-Year Plan to Srengthen Health Care. The Plan identified
the core areas around which greater investmentswererequired in order to support health care
renewal.
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Under the 10-Year Plan, Ottawacommitted $41 billion in new, long-term funding, including a
6 percent annual escalator, beginning in 2006-07. Most of theincrease ($35.3 billion) wasdelivered
through the CanadaHealth Transfer. A separate payment of $5.5 billion was madeto help reduce
wait timesand an additional $500 million wasallocated for medical equipment.

Thefederal government also promised to invest $16 billionin aHealth Reform Fund over the
course of fiveyears starting in 2004-05. The purpose of the payment, known asthe Health Reform
Transfer, wasto accelerate changein priority areas: primary care, home care and catastrophic drug
coverage.

Funds under the Health Reform Transfer were all ocated to each jurisdiction on an equal per
capitabasis. Thefunding allocation over fiveyearswas$1 billionin 2004-05, $1.5 billionin 2005-
06, $3.5 billionin 2006-07, $4.5 billion in 2007-08 and $5.5 billionin 2008-09. Starting in 2005-
06, the Health Reform Transfer wasintegrated into the CHT.

The 10-Year Plan to Srengthen Health Careis scheduled to end on April 1, 2014. Starting
in 2014-15, provincial and territorial CHT transferswill be allocated on an equal per capitacash
basisonly.

Asnoted, the moveto an equal per capitacash allocation was part of the plan announced in
Budget 2007 to provide comparabletreatment for all Canadians, regardless of wherethey live. The
federal government made acommitment at the time to ensure that no province or territory would
receivelessthanits2013-14 CHT cash allocation in future years asaresult of the moveto equal per
capitacash.

Total CHT cash levelswere set inlegislation up to 2013-14 and were slated to grow by
6 percent annually asaresult of an automatic escalator. But in December 2011, Ottawa announced
that total CHT cash would keep rising at the annual rate of 6 percent until 2016-17. Startingin 2017-
18, total CHT cashwill grow inlinewith athree-year moving average of nominal Gross Domestic
Product, with funding guaranteed to increase by at least 3 percent per year. The $30.3 billion CHT
cash transfer in 2013-14 is expected to reach at |east $39.3 billion by 2018-19 [Finance Canada
2013]. SeeTable 1.

But al isnot well with the health caretransfers. The Government of Manitoba points out that
the new formulawasintroduced unilaterally by thefedera government with no provincial/territoria
consultation. It notestheimplicationsfor the future financing of health care:

Under the unilateral federal renewal plans, annual growth inthe CHT will decline significantly
from the 6 percent previously set out in the 10-Year Plan to Strengthen Health Care. Starting in
2017-18, growthin federal support will be determined by athree-year moving average of national
nominal GDP, expected to be from 3 percent to 4 percent (with aminimum increase of 3 percent).
The CST will continue to grow at its current rate of 3 percent per year. Both the CHT and CST are
not due to be renewed again until 2023-24 [ Government of Manitoba2013: D3].
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The January 2012 meeting of the Council of the Federation, comprising provincia and
territorial Premiers, also expressed concern about thisshift. The Council had appointed aWorking
Group on Fiscal Arrangementsto exploretheimpact of the federally announced change. The Group’s
findingswere highlighted in astatement released in 2012 [Council of the Federation 2012]:

For health, the federal government’s Canada Health Transfer (CHT) will be reduced by almost

$36 billion, intotal, over the 10-year period from 2014-15 to 2023-24 compared to the arrangements
currently in place. Thiswill bring the federal share of health care costs to less than 20 percent,
compared to about 50 percent originally.

In the shorter term, the 5-year period from 2014-15 to 2018-19, provinces and territories will
receive, in total, about $23 billion less than under the current arrangements, with the CHT
accounting for about $7 billion of the reduction and Equalization accounting for about $16 billion.

The Working Group did not estimate Equalization implications beyond 2018-19.

Manitobaarguesthat the 2011 federal announcement, made more than two years before the
2014 renewal date, by-passed an opportunity for consultation, collaboration and co-operation
between the two orders of government. These factorshave historically been critical to the success of
the Canadian federation and to the devel opment of effectivetransfer arrangements| Government of
Manitoba 2013: D4].

Ontario, in particular, will take ahit from the shift to equal per capitacash. Asnoted, Ottawa
had made acommitment to ensure that no province or territory would receive lessthan its 2013-14
CHT cash allocation in future yearsasaresult of the moveto equal per capitacash. Ontario Health
Minister Deb Matthews has expressed anger about the fact that the federal government “ betrayed
Canada smost populous province by breaking their promise over health carefunding” [Babbage
2013]. Ontariowill receivethe equivalent of only a3.4 percent increasein 2014-15. Alberta, by
contrast, will be gaining about $1 billion more—the equivalent of a38 percent risein that year.

b. Canada Social Transfer

The Canada Social Transfer (CST) isafinancial transfer to provincesand territoriesin support
of post-secondary education, social assistance and social services, early childhood development, and
early learning and child care. The CST has been paid out on an equal per capitabasis since 2007-08.
Its purposeisto ensurerelatively equal support for servicesthroughout the country. Prior to that time,
the CST payment included cash aswell asatax component, similar to the current CanadaHealth
Transfer alocation.

The CST baseincreased by $687 million in 2007-08 in order to support the provision of equal
per capitacash. 1n2008-09, the CST grew by $800 million for post-secondary education and an
additional $250 million to enhancethe development of child care spaces.

CST cashlevelsarecurrently set in legislation up to 2013-14 and have grown by three
percent annually asaresult of an automatic escal ator applied since 2009-10. In December 2011,
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Ottawa announced that the CST will continueto grow at three percent ayear effective 2014-15 and
beyond. The CST cash transfer totals $12.2 billionin 2013-14 and is slated to reach $14.2 billion by
2018-19 [Finance Canada 2013]. SeeTable 1.

c. Equalization

Equalization payments represent the third major transfer in Canada. Their purposeisto ensure
that al provinces havethefinancial capacity to offer their residents reasonably comparable public
services at reasonably comparable rates of taxation.

Equalization payments play an important stabilizing role in Canada; they guarantee that all
regions of the country have relatively equal ability to finance basic services. Equalization
ensures that all provinces can support the infrastructure — including roads, sewers, garbage
collection, police and fire services —required to build and maintain a minimum standard of public
servicesin both urban and rural communities. By significantly reducing the disparitiesin the
fiscal capacity of provincial governments, these payments help minimize the extreme disparitiesin
servicesthat likely would occur in the absence of the Equalization program [ Torjman 1993: 2].

Therole of thistransfer is seen as so important that its objectiveisentrenched in the Canadian
Congtitution. It statesthat: “ Parliament and the government of Canada are committed to the principle
of making equalization paymentsto ensurethat provincial governments have sufficient revenuesto
provide reasonably comparablelevelsof public servicesat reasonably comparable level s of taxation”
[ Subsection 36(2) of the Constitution Act, 1982].

In the absence of Equalization, Canadiansin lesswealthy provinceswould face higher debt,
lower levelsof public servicesand/or higher levels of taxation than Canadiansin more wealthy
provinces.

It should be noted that there isaseparate, but similar, program in placefor the threeterritories
—Yukon, the Northwest Territoriesand Nunavut. The Territorial FormulaFinancing (TFF) programis
an annual transfer from Ottawato the threeterritorial governmentsto enable them to provide arange
of public services comparableto those offered by provincial governments, at comparablelevels of
taxation.

TheTerritorial FormulaFinancing helpsterritorial governmentsfund essential public servicesin
the North, such as hospitals, schools, infrastructure and social services. It recognizesthe high cost of
providing public services north of 60 aswell asthe challengesthat territorial governmentsfacein
delivering these servicesto alarge number of small, isolated communities.

Thisreport focuses upon Equalization paymentsto provinces. Inorder to determine
appropriate levels of payment, the program cal cul ates, on aper capitabasis, what each province
couldraiseonitsown at typical rates of taxation. Any shortfall relativeto this* 10-province standard”
ispaid out in Equalization. Paymentsare also adjusted to keep thetotal program payout growing in
linewith the economy.
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In2013-14, six provinces are currently receiving atotal $16.1 billion in Equalization payments:

e PEI $340 million
e NovaScotia $1.46 billion
e New Brunswick $1.51 billion
e Quebec $7.83hillion
e Ontario $3.17 hillion
e Manitoba $1.79hillion

Adjustmentsto the Equalization formulahave been made along the way to reflect both
revenues and major distortions—from anational perspective—to which those revenues may giverise.
The Equalization formulawas altered in 1982, for example, asthe result of animbalance related to the
largeincreasein oil and gasrevenuesin the Western provinces.

Previoudly, the Equalization formulahad taken into account the revenue-raising capacity of all
the provinces. Alberta’s revenues subsequently were dropped from the equation in order to reduce
distortionsresulting from big gainsin energy revenue. To help offset thisshift, the Atlantic provinces
were eliminated from the base calculations aswell.

In addition, the growth in total federal paymentswas capped. These could not rise abovethe
level of Equalization paymentsin the 1982-83 fiscal year by morethan theincreasein Gross National
Product. Adjustments have also been made with the Atlantic region through the Atlantic Accordsfor
Nova Scotiaand Newfoundland and L abrador.

The calculation of resourceswithintheformularemainsanissueto thisday. The current
formulaallows provincesto get the greater of the amount they would receive by fully excluding natural
resource revenues, or by excluding 50 percent of natural resource revenues.

Other recent changesinclude theintroduction of the Total Transfer Protection (TTP) program.
It was announced by the federal government in 2010 to hel p provinces addressthefiscal challenges
related to the 2008-09 recession.

The purpose of the TTP wasto ensure that no province receives|essin combined major
transfers (CHT, CST and Equalization) than it did the previousyear. If the Equalization formula—
combined with health and social transfers— produced atotal reductionintransfersfor aprovince, then
Ottawawould step into cover theloss. If aprovince'seconomy improved or if its population
declined, the TTP payment would hel p offset the associated declinein transfers.

Sinceitsinception, the program has paid out morethan $2.2 billion to seven provinces,
including Newfoundland and L abrador, Prince Edward Island, Nova Scotia, New Brunswick,
Quebec, Manitobaand Saskatchewan. In2012-13, Ottawa provided transfer protection of $680
million to Nova Scotia, New Brunswick, Manitobaand Quebec. 1n 2011-12, Ottawadirected atotal
of $952 million to Nova Scotia, New Brunswick, Manitobaand Quebec. 1n 2010-11, thetransfer
protection paymentstotalled $525 million and were paid to Newfoundland and L abrador, Prince
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Edward Island, Nova Scotia, New Brunswick, Manitoba and Saskatchewan [Curry and Morrow
2013].

Whilethe TTP was extended into 2013-14, its pending demise was announced by the Finance
Minister in December 2013, much to the dismay of the provinces—Ontario, in particular. Prior tothe
December 2013 announcement of itstermination, few Canadians even knew that the program existed.

A perfect example of policy stealth [Battle 1990], referenceto the TTPwasfound primarily
buried in footnotesto major Budget entries. It was essential to read the subscriptsin order to seethat
$2.2 hillion had been paid through this program in addition to the nearly $60 billion that Ottawa had
transferred to the provinces since 2010 [ Gunter 2013].

Ontariowill bethebig loser from the announced change. The Ontario Finance Minister was
“infuriated” to learn that the Equalization funding to Ontario for 2014-15 would be $19.2 billion—
down $641 million, or 3.24 percent, from thisyear’s $19.8 allotment [Benzie and Boutilier: 2013].
The provinceisfacing alossin thefirst place because Equalization isbased on athree-year average of
economic growth; the Ontario economy has strengthened since the recession, leading to lower
Equalization payments.

The coming year would have been thefirst in which Ontario qualified for apayment under the
TTPprogram. But therewill beno TTP assistancein this case.

Ottawa, for itspart, arguesthat the Total Transfer Protection program wasintended only asa
temporary measureto help provinces and territories” in transitioning through current economic
challenges.” In Manitoba, for example, the TTP payments have played animportant rolein helping
stabilizeitsyear-over-year revenuesfollowing the recession in 2008 and 2009, and the major flood it
experienced in 2011 [ Government of Manitoba2013: D2].

But some observers have questioned the timing of the TTP cut — especially when Ontariois
about to enter into full-swing el ection mode [M endel sohn and Zon 2013]. Therevenuelosswill not
be seen well by credit rating agencies or by Ontario taxpayerswho will haveto make up therevenue
loss.

Ontario contendsthat there had never been aconversation or dialogue with Ottawaasto
when thistransfer protection would end. Thereisusually awarning or heads-up to give provinces
some lead time to absorb the shock of —and prepare for — these types of seismic fiscal shifts.

Conclusion

Thereislikely no public policy topic more arcane (or dull) than fiscal transfers. Yet they are
crucial to understand and to track. Their impact upon the quality of life of Canadiansisnothing short
of profound. Fiscal transfersaretheway that Canada paysfor the benefits, amenities and protections
that effectively comprisethiscountry.
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Budget 2014 doubtlesswill reiterate many of the recent announcements and changes already
introduced. Provincesand territories, for their part, are hoping for no more surprises asthe February
Budget draws near.
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