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The Special Committee to act as a Parliamentary Task Force on Federal-Provincial
Fiscal Arrangements has the honour to present its

SECOND REPORT

to the House of Commons

The Order of Reference of February 5, 1981,
establishing the Task Force reads as follows:

That the committee examine the programs
authorized by the Federal-Provincial Fiscal
Arrangements and Established Programs Financ-
ing Act, 1977, focussing, in particular, on fiscal
equalization, the tax collection agreements, the
Canada Assistance Plan, and Established Pro-
grams Financing; and that this examination take
place within the context of the government’s ex-
penditure plan as set out in the October 28, 1980
budget.

The Task Force held public hearings in Ottawa
and in each of the provincial and territorial capi-
tals. An attempt was made to hear representatives
of as many associations and institutions as possible
within the short time available. Those who were
not able to meet members of the Task Force
personally were encouraged to submit written
briefs; their testimony has been carefully con-
sidered along with that received at public and
private meetings. Witnesses who appeared, as well
as those from whom written briefs were received,
are listed in appendices to this report.

In Ottawa, the Minister of Finance, the Minis-
ter of National Health and Welfare and the Secre-
tary of State appeared before the Task Force.

The governments of the ten provinces and of
Yukon and the Northwest Territories accepted the
Task Force’s invitation to meet either publicly or
privately. Wherever their statements to the Task
Force were subsequently made public, they were
printed as appendices to the Minutes of Proceed-
ings and Evidence of the hearings held in their
region.

Members of the Task Force wish to express
their appreciation to all the witnesses who
appeared to present their views, either as govern-
ment representatives, academic experts, individu-
als representing agencies working in fields related
to the programs it examined, or simply as con-

cerned citizens of this country. The important
influence these public consultations have had on
Task Force views is noted in Chapter I and,
indeed, will be evident throughout the report.

The Task Force’s reporting deadline of June 26,
1981 was extended in June when it became evi-
dent, after the extensive public hearings, that the
report could not be concluded by the original date.

The Task Force requested that the staff of the
Economic Council of Canada undertake certain
analytical studies to aid the Task Force in its
work. The chairman of the Council, Dr. David
Slater, a director, Dr. Peter Cornell, and one
senior staff member, Dr. David Sewell, appeared
in public session to report the results of some of
this work and to offer their personal views based
on other studies undertaken for the Economic
Council. The Task Force wishes to express its
appreciation to the chairman and staff of the
Economic Council of Canada for this effective
contribution to the work of a parliamentary
committee.

The Task Force was empowered by its Order of
Reference to retain the services of professional
staff and contracted with the Parliamentary
Centre for Foreign Affairs and Foreign Trade to
engage advisers with experience in this complex
field. The director of the Centre, Peter Dobell, was
able to recruit a group of able, knowledgeable and
hardworking advisers, and the Task Force wishes
to acknowledge their invaluable assistance, and
extraordinary dedication. Dr. Rodney Dobell of
the University of Victoria headed the group, assist-
ed by Michael Mendelson, formerly of the Ontario
Economic Council, and Ronald LeBlanc of the
Université de Moncton, along with Bill Haney and
Richard Bastien, who were seconded from the
federal public service, and Ghislain Blanchard, a
student at the University of Ottawa. The were ably
assisted by the technical and secretarial staff of
the Parliamentary Centre, who cheerfully worked



atrocious hours under intense pressure in order to
enable the Task Force to meet a very tight dead-
line. Press relations were handled effectively by
David Humphreys, assisted by Pierre Latraverse.
Kathryn Randle edited the text of the report.

The Research Branch of the Library of Parlia-
ment also provided helpful support to the Task
Force. Christopher Lawless co-ordinated research
assistance from the Research Branch and par-
ticipated directly as a capable member of the
committee advisory staff.

An innovative feature of the Task Force’s work-
ing practice involved the participation of advisers
assigned by each of the party research staffs. The
Task Force benefited greatly from the contribu-
tions of David Husband of the Liberal Caucus
Research Bureau, Michael Hatfield and Ian Shu-
gart of the Progressive Conservative research staff
and Karen Stotsky of the New Democratic Party
Caucus Research Bureau.

In addition to the benefit of advice from repre-
sentatives of provincial and territorial govern-
ments, the Task Force received prompt and cap-

iv

able assistance from officials of federal
government departments. For this co-operation
and support, members of the Task Force wish to
express their sincere gratitude and the hope that
this report does justice to the dedication with
which both orders of government serve this
country.

Finally, a special word has to be said about the
support of the Committees and Private Legislation
Branch of the House of Commons. As Clerk of the
Task Force, Nora Lever co-ordinated the efforts of
the professional, technical, clerical and other sup-
port staff. With admirable grace and efficiency,
she served the Task Force until taking up new
responsibilities in early July. She surrendered her
duties to Nino Travella, who had earlier, along
with Richard Prégent, organized the Task Force’s
extensive travel schedule, and with whose capable
support, the report was completed. Jo-Anne Pion,
on contract with the Committees branch, gave
tireless clerical support when the Task Force was
meeting in Ottawa and travelling throughout
Canada. In this latter function she was ably assist-
ed by Gerry Souliére.
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The Report in Brief

For the first time in Canadian history, a special parliamentary committee, known as the Task Force
on Federal-Provincial Fiscal Arrangements, has held public hearings prior to the re-negotiation of the
federal-provincial fiscal arrangements that are central to our federal system. Seven MPs representing
five regions of Canada and three political parties examined fiscal equalization programs, tax
collection agreements, the Canada Assistance Plan, health and medical care programs and support to
post-secondary education. They began work in mid-April 1981 and were required to complete their
work by the end of July.

The premises, conclusions and recommendations that form the core of the Task Force report are set
out below. Overall, they leave an impression of a system of fiscal relations that is fundamentally
sound, but in need of some adaptation to new circumstances. The Task Force did not interpret current
challenges to the system as calling for fundamental change in existing arrangements, nor did it
consider dramatic innovations necessary or appropriate at present. Instead, it has developed a number
of recommendations for amendments or adjustments to existing arrangements that, in total, promise a
more visible and more solid framework to support a working, co-operative federalism throughout the
1980s.

The main points contained in the Task Force report can be summarized, by chapter, as follows:

Chapter I: Introduction

The Task Force is conscious that its work marks the first occasion on which public consultation and
active parliamentary involvement have formed part of the process of negotiation leading to renewed
fiscal arrangements. This participation by both MPs and the public is important.

The Task Force

* recommends that prior to future intergovernmental negotiations on fiscal arrangements, members
of Parliament again have a similar opportunity for consultation with the public. (p. 8)

Chapter II: Fiscal Federalism, Past and Present

The Task Force

* concludes that there does not exist a long-term, structural mismatch between the revenue capacities
and expenditure responsibilities of the federal government. It cannot be claimed that the capacity
of the federal government to raise revenues has reached a structural (as opposed to a political or
discretionary) ceiling. (p. 33)

Nevertheless, a majority of the Task Force

* concludes that further transfers of revenue sources, or tax room, to provincial governments would
not be appropriate. (p. 40)

xi
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Chapter III: Established Programs Financing

The Task Force

* believes that any federal attempt to legislate national standards for post-secondary education would
be unacceptable. (p. 78)

* recommends that the post-secondary and health portions of the Established Programs Financing
(EPF) arrangements be separated into individual programs to become effective April 1, 1982.

(p.78)

® recommends that the division of the EPF program transfer (that is, the total EPF transfer
excluding that portion associated with termination of the revenue guarantee) be allocated to the
health and post-secondary components in the proportions established in 1977. (p. 78)

® concludes that, by virtue of the internal allocation established by the federal government, fiscal
transfers associated with the revenue guarantee must now be considered part of the health care
package and/or post-secondary education transfers and should therefore be allocated, in the
renewed EPF arrangements, to health and/or post-secondary education, in proportions to be
negotiated. (p. 78)

* recommends that once allocated, federal EPF financing be considered earmarked for each program
area and not meant for other purposes. (p. 78)

The majority of the Task Force

* believes that the EPF tax transfers should be seen as part of the agreed contributions devoted to
health and post-secondary programs in the 1977-82 arrangements and therefore recommends that
the 1982-87 arrangements continue to calculate the equalized value of the taxes transferred, and
that these amounts be earmarked for the program areas. The tax transfers would be notionally
allocated in the same proportion as the cash transfer allocation between health and post-secondary
education. (p. 79)

The Task Force

® recommends that per capita entitlements for the proposed health package for 1982-83 be
established as 67.9 per cent of the 1981-82 EPF program transfers plus the escalated (1981-82)
value of the original $20 transfer for Extended Health Care, plus the agreed portion of the fiscal
transfer associated with termination of the revenue guarantee, the total to be escalated as in the
existing arrangements by the EPF escalator from 1981-82 to 1982-83. (p. 79)

® recommends that per capita entitlements for federal general support to post-secondary education
for 1982-83 be established as 32.1 per cent of the 1981-82 EPF program transfer, plus the agreed
portion of the fiscal transfer associated with termination of the revenue guarantee, the total to be
escalated as in the existing arrangments by the EPF escalator from 1981-82 to 1982-83. (p. 79)

® recommends that the total entitlement for each province or territory for each of the two separate
established programs be computed simply as the product of the per capita entitlement and
provincial population estimates adjusted, if so recommended by the Chief Statistician, for census
under-enumeration, the total to be escalated from year to year as in the current arrangments.

(p.79)




e recommends that if the Chief Statistician of Canada so advises, the federal government use
population data adjusted for census under-enumeration for purposes of computing EPF transfer
payments. (In such a case, corresponding adjustments will be necessary to correct base year per
capita entitlements.) (p. 80).

e recommends that the cash transfer paid to each province under the renewed arrangements be equal
simply to the total entitlement less the value of the tax transfer, including equalization paid on the
tax transfer. (p. 79)

e recommends that federal expenditures associated with post-secondary education be transferred
from the Social Affairs envelope to the Economic Development envelope. (p. 80)

Chapter IV: The Health System

The Task Force

e believes that achievement of comprehensive, publicly-funded hospital, medical and extended health
care is a major accomplishment of Canadian society, one that represents the end of a long struggle
for the realization of an ideal espoused and defended by many Canadian citizens and political
leaders. (p. 114)

* believes that this achievement could be jeopardized by reductions in current aggregate levels of
federal support, because such reductions would be likely to lead to increased reliance on private
funding and ultimately to higher health care costs and erosion of the program principles. (p.
114-115)

* concludes that there is an overriding national interest in the operations of health insurance plans
and in the effectiveness of health care delivery, and that the proper role for the federal government
is the formulation, monitoring and enforcement of conditions on its financial support of provincial
programs. (p. 97-98)

e concludes that in aggregate, and in present circumstances, federal government funding for health
care services in Canada appears to be generally adequate. (p. 114)

® recommends that the present provisions of the Federal-Provincial Fiscal Arrangements and
Established Programs Financing (EPF) Act, 1977, respecting the health system, be renewed
essentially in their present form, with a requirement for three years’ notice before termination or
unilateral amendment, and with no notice possible before April 1, 1984. (p. 115)

* recommends that after consultation with provincial governments, the Minister of National Health
and Welfare undertake a consolidation of the existing legislation—the Hospital Insurance and
Diagnostic Services Act, the Medical Care Act and the relevant sections of the Fiscal Arrange-
ments and Established Programs Financing Act covering extended health care—in order to
establish clear program conditions supported by explicit criteria against which satisfaction of those
program conditions can be monitored. Thus, in case federal-provincial negotiations fail to achieve
agreement on program conditions, the Task Force would expect provisions for some withholding of

federal financial support to provincial plans that do not meet fully those conditions as interpreted in
this report. (p. 115)

concludes that retention of the present block-funding arrangement, with stricter conditions,
monitoring and enforcement mechanisms, would provide an effective mechanism to ensure compli-
ance with national program conditions. For this purpose, it will be necessary to establish
operational program criteria, perhaps monitored by a parliamentary committee or a national health

xiii



council, with federal payments conditional on compliance with program criteria, but conditional in
a flexible manner—that is, with a graduated holdback of the federal transfer related to the extent
of achievement of program conditions. (p. 111)

* recommends that the Minister of National Health and Welfare report to Parliament annually on
the extent to which program conditions have been met and the amount, if any, to be withheld from
the federal transfer to provincial governments if it is found that program conditions have not been
fully met, and that this report be referred to a parliamentary committee. (p. 115)

® concludes that hospital and medical care premiums constitute a regressive form of taxation and
that their use for financing a service as basic as health care is regrettable. (p. 106)

* recommends that a clearer definition and measurement of universality of coverage be developed to
ensure that the principle is respected. (p. 106)

® recognizes the right of those provincial governments that levy premiums to recover the costs of
health services rendered to uninsured residents who are not eligible for premium assistance, but
who have elected not to pay applicable premiums. Nevertheless, the Task Force agrees that prior
payment of premiums should not be a precondition of entitlement to treatment. (p. 106)

® recommends that the Minister of National Health and Welfare, as part of the general review of
health programs recommended in this report, initiate discussion with provincial governments to
review and bring up to date the lists of basic insured health services identified in the existing
legislation for purposes of defining comprehensiveness. (p. 106)

e recommends that a central health insurance clearing mechanism be set up to ensure that the
residents of any province have ready access to services in other provinces without administrative
barriers or embarrassment to the insured person. (p. 107)

® agrees that, for reasons of both principle and practicality, user charges (for hospital services)
should be discouraged. (p. 108)

The majority of the Task Force

® recommends that doctors who either bill a provincial medical plan directly, or whose patients are
reimbursed by the plan, not be allowed to charge fees in excess of those permitted under the plan’s
approved fee schedule. (p. 110)

¢ and therefore concurs with the recommendations of Justice Emmett Hall that
“The Medical Care Act should be revised to provide:

1) That extra-billing by physicians inhibits reasonable access to services and is contrary to the
intent and purposes of the act.

2) that the Provinces should develop mechanisms to ensure reasonable compensation to
physicians.”
and concurs with his proposal for a mechanism to ensure fair compensation as follows:
“when negotiations fail and an impasse occurs, the issues in dispute must be sent to binding
arbitration, to an arbitration board consisting of three persons, with an independent chairperson

to be named by the Chief Justice of the relevent province and one nominee from the profession
and one from the government”. (p. 110)

* recommends that, following federal-provincial negotiations, any plan that does not meet fully all
the above criteria be ineligible for full federal financial support under EPF. (p. 110)

Xiv




The Task Force

e recommends that federal and provincial governments work together to develop appropriate criteria
and conditions to ensure that transfers for the purpose of extended health care are effective in
achieving the objective of adequate extended health care services. (p. 102)

e endorses the emphasis on the broad ‘health field concept’ and the community-based health care
philosophy, and recommends that further work by federal and provincial governments in this field
be pursued to identify more precisely program conditions or criteria that would lead to better
implementation of this philosphy. (p. 102)

e recommends that to the extent consistent with provisions respecting confidentiality and privacy,
provincial hospital and medical information systems provide for periodic statements to recipients of
service to indicate both the value of services rendered and the amounts billed to provincial
insurance plans by the suppliers of service. (p. 112)

Chapter V: The Post-Secondary Education Transfer

The Task Force

» recognizes the need for general base funding for the post-secondary sector, to permit adults of all
ages—not just the traditional 18-24 age group—to pursue spiritual and intellectual goals, to polish
their critical faculties and to expand their general base of knowledge on which more specific skills
may be built. (p. 123)

e appreciates fully that because education is under provincial jurisdiction, the responsibility for
coping with change and effectively serving broad Canadian interests must rest with the provinces
and their insitutions. Therefore, the Task Force believes that there should be an effective
consultation mechanism to ensure concerted efforts by all concerned to establish and attain the
goals that are of mutual interest to both orders of government. (p. 129)

* recommends that in line with the 1976 First Ministers’ commitment, the responsible federal
minister or ministers proceed on an urgent basis to consult with the Council of Ministers of
Education, Canada on matters of concern to both orders of government in the field of higher
education. (p. 129-30)

* suggests that early attention be given to the definition of purposes in post-secondary education that
are of concern of all governments. In this connection, priority consideration should be given to the
need for more highly-qualified manpower in the 1980s, and the confirmation of existing commit-
ments to student mobility and equality of access to post-secondary education for Canadians.
Similarly, it is desirable to ensure reasonable access to Canadian higher education for foreign
students. (p. 130)

* recommends that early consideration be given to the establishment of a focal point or mechanism to
ensure internal co-ordination of federal programs related to post-secondary education. (p. 131-32)

* recommends that federal general support for higher education to be continued on the current
block-funded basis, at least until the two orders of government have consulted about the goals and
future needs of the higher education sector, but as a program separate from future support for
health programs. The Task Force believes that this method of providing general support to the
provinces best accords with the primary responsibility of the provinces for education. (p. 132-34)

Xv
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® recommends that the responsible provincial and federal ministers jointly review and take appropri-

ate action on the alternatives for improved assistance to needy students described in the Report of
the Task Force on Student Assistance and that priority attention be given to early adjustments in
existing programs that will ensure that needy students have realistic levels of assistance in the light
of rising living and other costs and reduced opportunities for summer earnings. (p. 137)

agrees that there should be greater accountability to Parliament and more public information made

available on the general (EPF) support provided to provinces for post-secondary education by the
federal government. (p. 137)

recommends that the minister designated responsible for consulting with the Council of Ministers
of Education, Canada (CMEC) report annually to Parliament, beginning in 1982-83 on:

—transfers to each province for higher education;

—to the extent appropriate, other programs of federal support to, or involvement in, post-secondary
education;

—the effectiveness of these federal programs in moving toward the country’s economic and other
goals; and

—the results of consultations with the CMEC about the definition of national purposes to be served
by higher education, and the means by which the CMEC and the provinces will achieve these
objectives. (p. 137)

recommends that the minister’s annual report be referred to a parliamentary committee for review,
and that arrangements be negotiated with the provinces covering information exchange and such
other action as may be required to enable the responsible minister to discharge his or her
responsibility for reporting to Parliament. (p. 137)

recommends that the new post-secondary program be subject to alteration or termination on three
years’ notice, but with no notice possible before April 1, 1983. (p. 137)

recommends that the responsible provincial and federal ministers jointly review and take appropri-
ate action on the alternatives for improved assistance to needy students described in the Report of
the Task Force on Student Assistance. (p. 137)

recommends priority attention be given to early adjustments in existing programs that will ensure
that needy students have realistic levels of assistance in the light of rising living and other costs and
reduced opportunities for summer earnings. (p. 137)

Chapter VI: Social Assistance and Social Services:

The Canada Assistance Plan

The Task Force

e believes that the Parliament of Canada has a constitutional responsibility for programs of income

redistribution, including social assistance programs paying money to Canadians anywhere in
Canada. (p. 143)

® recommends that any statute establishing Parliament’s role in provincial social assistance programs

continue to use a cost-sharing approach. (p. 144)

e recommends that the Minister of National Health and Welfare pursue attempts to resolve the issue

of work incentives and income supplementation for the working poor, either through new fiscal




arrangements for programs of social assistance and supplementation, through direct federal
initiatives (such as, for example, tax credits), or through amendments to the existing Canada
Assistance Plan. (p. 145)

e recommends that positive action by both orders of government on improving training and
employment opportunities as an alternative to social assistance be undertaken in the near future. (p.
145)

The majority of the Task Force

e endorses reducing the restrictiveness of the Canada Assistance Plan on cost-sharing of social
services in areas of highest priority (as identified by the federal and provincial ministers), at least as
an interim measure. (p. 149)

The Task Force

* recommends that fiscal arrangements recognize interprovincial differences in cost arising from
differing levels of need for social assistance payments to individuals. (p. 149)

* recommends that fiscal arrangements allow the federal government to assist new provincial
initiatives in social assistance and social services, or permit the federal government itself to provide
leadership in new initiatives, as these may be desired from time to time. Of course the federal
spending power for social services should be used only in consultation with the provinces. (p. 152)

» recommends that the Minister of National Health and Welfare consider establishing, after
consultation with provincial colleagues, a special short-term de-institutionalization thrust fund,
together with national technical expertise to assist provinces as they continue programs of
de-institutionalization. (p. 152)

* recommends that the Minister of National Health and Welfare have a Canada Assistance Plan
manual compiled to include all guidelines, notes and administrative directives, and that this manual
be made public, with appropriate provision to respond to questions by the public on its application.
(p. 153)

* recommends that the Minister of National Health and Welfare undertake to review the extent to
which provinces are meeting the Canada Assistance Plan conditions, and to consult with provincial
colleagues on a more precise definition of the conditions. (p. 154)

* recommends that the Canada Assistance Plan requirements for statistical and financial information
be strengthened to improve understanding of the programs cost-shared under the Plan. (p. 154)

* recommends that there be no reductions in the overall fiscal commitment for programs now
cost-shared under the Canada Assistance Plan. (p. 154)

Chapter VII: Equalization Payments

The Task Force

* concludes that the principle of equalization should continue to be pursued through direct federal
payments to provincial governments, and that these payments should be unconditional. (p. 157)
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recommends that if the Chief Statistician of Canada so advises, the federal government use
population data adjusted for census under-enumeration for purposes of computing equalization
payments. (p. 161)

recommends that the representative tax system approach to equalization be maintained under the
1982-87 fiscal arrangements. (p. 162)

recommends that property taxes for municipal purposes be included in full in the equalization
formula. (p. 163)

The Task Force does not make specific recommendations regarding the treatment of natural
resource revenues because it is not known how some factors, particularly the split of petroleum
revenues between federal and provincial government, are likely to evolve in the next few years. The
Task Force believes, however, that the following rules should guide decisions taken with respect to
the treatment of resource revenues:

1. The maximum portion of natural resource revenues that should be included in the equalization
formula should be that portion of these revenues that are used for budgetary purposes, that is, as
a minimum, the portion sequestered to non-budgetary heritage funds should be excluded.

2. To the extent that provinces provide special services to their citizens that they would not likely
have offered had they not enjoyed large surpluses from resource revenues, it would be reasonable
to exclude from the formula a portion of resource revenues that find their way into provincial
budgets. For example, if a resource-rich province decides to retire all municipal debts, as was
done in Alberta, the federal government need not assume that the retiring of municipal debts is
a normal provincial expenditure. In short, resource revenues should be included in the formula
only to the extent that they are used to finance what might be be considered normal provincial
services.

3. All resource revenues should be treated in the same manner. That is, no particular type of
resource revenue should be excluded from the equalization formula, and all resource revenues,
should be included to the same extent. (Under the current formula, revenues from land sales are
excluded, non-renewable resource revenues are included to the extent of 50 per cent, and
renewable resource revenues are included in full.)

4. There should continue to be some kind of ceiling or safety net relating to the share of total
equalization that may be paid out on account of resource revenues in order to protect the federal
treasury against runaway increases in the cost of equalization. (p. 164-65)

recommends that negotiations be directed toward an equalization formula that can apply uniformly
to all provinces, without arbitrary or discriminatory special provisions. (p. 169)

recommends that if any province whose equalization entitlement in 1981-82 is more than $5 per
capita sees its equalization entitlement reduced by more than 5 per cent as a result of the
implementation of a revised formula, it should continue to receive 95 per cent of its 1981-82
entitlement until 1984-85 or until the formula yields more than 95 per cent of its 1981-82
entitlement, whichever comes sooner. (p. 171)

Chapter VIII: Fiscal Harmonization and Economic Co-ordination

The Task Force

Xviii

recommends that the federal government encourage continuation of the present tax collection
agreements (as provided in Part 111 of the current fiscal arrangements legislation), subject to the



three general guidelines set out by the Minister of Finance to determine whether proposed tax
measures will be administered by the federal government under the tax collection agreements. (p.
185)

e recommends that the federal government continue, in the new arrangements, the provision for
“Provincial Personal Income Tax Revenue Guarantee Payments™ contained in Part IV of the
current fiscal arrangements legislation. (p. 185)

e recommends that the federal government actively pursue agreement with provincial governments on
a ‘code of tax conduct’. (p. 185)

e recommends that the Minister of Finance propose to his provincial counterparts the establishment
of an intergovernmental committee to examine and report on a regular basis to federal and
provincial Ministers of Finance on the ‘state of the economic union’. This committee would be
concerned with the overall issue of fiscal harmonization and might consider the establishment of a
broad ‘code of economic conduct’ encompassing taxation, expenditure and economic regulation. (p.
185)

Chapter IX: Emerging Issues in the Canadian Federal System

The Task Force

e recommends that the appropriate federal minister(s) establish clearly that fiscal arrangements shall
not in any way prejudice the existing constitutional responsibilities of the federal government for
Native peoples. (p. 189)

* notes that proposals are in the offing that would place federal-territorial government fiscal
arrangements on a formula basis, facilitating long-term financial planning, and

¢ believes that, although federal-territorial government fiscal arrangements based on a longer-term
formula approach might appear to lessen accountability to Parliament in the short run, it could in
fact be increased in the longer term by coupling the periodic renegotiation of the new arrangements
with a requirement for a specific report to Parliament on their effectiveness. Accountability would
be further enhanced if there were to be a requirement that this report be referred to a
parliamentary committee for review and assessment. (p. 190-91)

Thus, the Task Force may be viewed as advocating a workable co-operative federalism, not a classical
division of powers or responsibilities among governments. If the decade or two up to 1976 are viewed
as periods of active federal leadership to launch the network of basic programs falling within the Task
Force order of reference, and the established programs financing arrangements negotiated in 1976 as
an attempt to ensure provincial flexibility and responsibility in these same programs, then the
proposals advanced here must be viewed as reaffirming and re-adjusting the federal role in these
arrangements to meet national needs while respecting provincial jurisdiction. Indeed, while the Task
Force recommends sustained support of these programs, it also recommends a clearer definition of the

purposes of that support and of the results sought through it, and tighter mechanisms of
accountability.

At the same time, this report stresses the question of visibility, not as a public relations exercise, but
as a key element of the answerability of government to the public. If the public does not see how and
where federal money is spent, the Task Force argues, the citizen is denied the opportunity to assess
government performance. Answerability of federal MPs to the public is the other side of the coin from

accountability of ministers to Parliament, and a government whose efforts are not visible cannot be
answerable.

The Task Force report seeks to promote both.

Xix
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Chapter I

INTRODUCTION

Task Force Origins and
Terms of Reference

This special committee of the House of Com-
mons, composed of seven members representing
the three parties, was established as a parliamen-
tary Task Force on February 5, 1981 and charged
to “examine the programs authorized by the Fed-
eral-Provincial Fiscal Arrangements and Estab-
lished Programs Financing Act, 1977, focussing, in
particular, on fiscal equalization, the tax collection
agreements, the Canada Assistance Plan, and
Established Programs Financing; and that this
examination take place within the context of the
government’s expenditure plan as set out in the
October 18, 1980 budget”.

Task Force membership was named March 13
and our first public hearing was held April 23.
Following our decision to travel across the country
to permit public participation in each province and
territory, it became impossible to meet the original
deadline of June 26 set in the Order of Reference,
and a working deadline was established in order
that the report be available as background to
federal-provincial discussions beginning in Sep-
tember 1981. Thus the Task Force was required to
complete its report within three months of begin-
ning work on this formidable topic.

The fact that our terms of reference directed the
Task Force to conduct its examination within the
context of the October 28, 1980 federal budget
represented a particular problem for us, in that the
opposition parties had voted against that budget,
each for its own reasons. Bearing this political
reality in mind, the Task Force faced a choice in
its work. Attempting to address directly the ques-
tion of expenditure levels in specific transfer pro-
grams in the context of the October 28 budget
would have meant implicit acceptance of the

Finance Minister’s expressed intention to achieve
“significant savings ... in transfer payments to
provincial governments which are part of the social
affairs envelope”.

This approach was unacceptable for a number
of reasons, ranging from opposition by some mem-
bers to cutbacks in the social affairs envelope on
principle, to perceptions by others that it would be
a mistake to try to reduce the present federal
budget deficit at the expense of these programs.
Furthermore, in was felt by some that assessment
of expenditure levels in the various programs, in
the context of the October 28 budget, could not be
undertaken without implicit acceptance of the gov-
ernment’s own report of its revenue capacity, an
acceptance again impossible because of differing
views as to the alternatives available to the govern-
ment if it wishes to reduce its budget deficit. Some
would look to the tax expenditure account long
before looking at social programs. Others would
look to alternative forms of restraint.

Questions of economic outlook and expenditure
plans are political—and budgetary policy priorities
must be the subject of ongoing policy debate.
Moreover, economic realities are particularly dif-
ficult to read just now. The Prime Minister, the
Rt. Hon. Pierre Elliot Trudeau, observed, in his
June 30, 1981 letter to all Premiers, that since the
federal budget was presented by the Hon. Alan
MacEachen, Minister of Finance, “there have
been developments at the international, national
and provincial levels which inevitably will have an
impact on our future course... Mr. MacEachen will
be consulting again in the early fall to discuss in
detail what adjustments in policy might be
required...” In any case, the government’s expendi-
ture plan applies only through the 1983-84, while
the fiscal arrangements to be examined by us run
at least to 1986-87, and probably beyond.



The alternative approach to our work was to
concentrate our attention primarily on the major
questions of appropriate structure and institutional
design in intergovernmental fiscal arrangements.
This is what we have done. We have tried to
clarify the purposes of federal involvement in ser-
vices delivered to the public through provincial
governments, to assure full and equitable access of
all citizens to these services, and to establish clear
lines of accountability to Parliament, and of Par-
liament to the public. For this reason, the general
orientation of our report is toward a clearer iden-
tification of the purposes for which federal funding
is voted and of the conditions under which such
support will be maintained, and toward greater
openness in federal-provincial relations.

Thus we have produced a set of guidelines and
principles—a framework—within which we believe
representatives of federal and provincial govern-
ments can best negotiate whatever changes appear
appropriate in light of the social goals of these
programs, the economic circumstances that prevail
as negotiations proceed and the fiscal positions of
both orders of government. We have not attempted
to draft a menu a specific program changes. Our
comments later in this report on funding levels for
particular programs must be interpreted as politi-
cal judgements on the merits of these programs
individually, not conclusions flowing from a con-
sidered budgetary analysis or comprehensive pro-
gram evaluation.

The thread that runs through this report there-
fore is not budgetary calculation, but accountabili-
ty in Parliament for federal spending. We concen-
trate not on the government’s expenditure plan,
but on institutional changes designed to ensure
that Parliament itself can deal more effectively
with, and be held more fully accountable for,
federal revenues flowing directly to provincial gov-
ernments. Our proposals go beyond the context set
by the October 1980 budget to address the struc-
tural problems of fiscal federalism. Our concern
has been the form of intergovernmental fiscal rela-
tions likely to provide the right stepping-stone to
the structure that will carry us into the closing
decade of the century.

Under these circumstances it hardly needs to be
said that not all technical questions have been fully
explored. Moreover, we have not reached full
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agreement on all issues before us. But we have a
number of important recommendations to offer.
On some issues, we report differences of opinion
that remain among members. But while each of us
would have written portions of this document dif-
ferently, we are pleased that we can offer a report
that, in its overall thrust, each of us can support as
a useful response to the assignment we took on.

We are willing to endorse this report collective-
ly, not because we have all compromised to the
point of a consensus document, nor because we
have erased all of the profound philosophical dif-
ferences that separate our positions, but because
this document makes clear what some of those
differences are. We sincerely believe that what is
important for us as a Task Force, and what is
important for this country, is to work together to
arrive at action that is mutually acceptable in light
of our different values, not to separate and go our
own ways because we cannot agree. If we have, by
these efforts, helped Canadians to understand
better the profound questions that challenge the
fiscal arrangements underlying our federation, we
will consider our intensive work on this report a
worthwhile investment.

It is not generally appreciated that this Task
Force was established as a result of a proposal by
the opposition parties, not as a federal government
negotiating ploy or stalling tactic. However, con-
cerned as they are by the need to develop their
next budgets, it is understandable that provincial
governments were initially skeptical and suspicious
of our role, and guarded in their preliminary reac-
tion. We wish to record, nevertheless, that we were
received graciously and hospitably by provincial
governments, and enjoyed their co-operation in our
work. Members of the Alberta government met
with us informally at a private dinner meeting and
members of the Ontario government met with us
and our research advisers in an informal discus-
sion. Neither released an official statement, but
the Hon. Frank Miller, Provincial Treasurer of
Ontario did deal with federal-provincial fiscal rela-
tions in an extensive budget paper released with
the 1981 Ontario Budget a week after our meet-
ing. In Quebec we enjoyed a frank personal discus-
sion with the Hon. Jacques Parizeau, Minister of
Finance. All other provincial governments met us
privately with written submissions, which they
later made public. Only the government of New




Brunswick appeared in an open public session. (It
is interesting, and perhaps revealing, to note that
this experience closely parallels that of the Rowell-
Sirois Commission 40 years ago (see Annex A to
this chapter). For those who think constitutional
strains are new, this precedent may be encourag-
ing.) We also had the pleasure of a very useful
meeting with a number of former provincial
premiers who gave us the benefit of their deep
experience and knowledge of this country.

As we proceed through our review of individual
programs, it will become clear that we are
impressed with the accomplishments of our system
to date. In every area explored, the story has been
similar: increased opportunities to participate in an
independent, dynamic post-secondary education
system; increased standards of care in a compre-
hensive health system; rising standards of income
maintenance and social services; achievement of
tax harmony and efficient tax collection; an exten-
sive equalization program—all represent major
accomplishments in a system progressing and
adapting effectively to changing circumstances.
The concerns we heard have been primarily the
worries that come with success—they have been
criticisms not of progress to date, but fears that
future progress, or even past gains, may be com-
prised or eroded by problems of slowing real
income growth and policies of economic restraint.

There is still a long way to go, of course, and
critical review is warranted at this time. But the
task of marking out new directions should not
make any of us lose sight of the remarkable
strength and adaptability of the structures now in
place. Indeed, we see this as the theme of our
report: to develop, sustain and fortify the network
of fiscal relationships that has evolved to date in
the Canadian federation. Several generations of
development have gone into shaping these fiscal
arrangements, which are fundamentally sound
and, in many respects, the envy of other federal
countries. But for many reasons—constitutional
tensions, political responses to unanticipated
resource revenues, a changing balance of economic
power among provinces—this federal structure is
again experiencing new problems.

We believe that the array of proposals set out in
this report does provide a more effective frame-
work embracing a clearer expression of the nation-
al interest in social programs and greater account-

ability through Parliament for the allocation of
federal expenditures, balanced against a need for
appropriate provincial autonomy, flexibility and
access to the resources necessary to assure mini-
mum standards of basic public services across the
nation.

In this situation we see the federal Parliament as
an institution whose influence can provide the
support—the sustaining webbing or fabric—that
can carry Canada’s fiscal arrangements into a new
stage of co-operative federalism. Context for
Inquiry

Context for Inquiry

In pursuing its mandate, the Task Force was
conscious of following in the tracks left by the
remarkable study produced by the Royal Commis-
sion on Dominion-Provincial Relations (the
Rowell-Sirois Commission) over forty years ago.
As Professor Donald Smiley pointed out in the
introduction to his edition of Book I of that report,
the Commission’s terms of reference made it
“almost inevitable that the Commission’s account
of the development of the Canadian federal system
should be centered around economic factors”.!
Smiley observes that “the other major theme of
the development of our federal system is its adjust-
ment to the demands of cultural dualism’?, a
theme that, as he observed, was addressed by the
Royal Commission of Inquiry on Constitutional
Problems (the Tremblay Commission), appointed
by the Government of Quebec in 1953.

As federal parliamentarians, writing at the
beginning of the 1980s, in the 115th year of the
Canadian federal system, we are conscious of both
themes. We are also conscious of a third theme,
more closely associated with the workings of a
federal system that with its consequences. That is
the theme of accountability in public affairs. We
return frequently to that topic later in this report.

In his commentary on the Rowell-Sirois report,
Smiley calls attention to a significant passage:

It must be emphasized again that collective action
through the agency of democratic government
implies a common purpose and an agreed method
of achieving it. If the common endeavour is one
with respect to which deep impulses in the com-
munity arouse differing conceptions, it is likely to



break down and the consequent disharmony will
embarrass all the common enterprises which have
been entrusted to the government. A population of
common origin and traditions, deeply habituated
to think alike on fundamental issues, may be
readily able to maintain the agreement necessary
for collective action affecting the whole range of
community life. Canada lacks that homogeneity
and this, in turn, limits the extent of collective
endeavour which can be effectively organized
under Dominion control.

This is why Canada is a federal state and must
remain so. Deep underlying differences cannot be
permanently overcome by coercion. There are, of
course, many matters in which there is sufficient
community of interest and purpose for them to be
entrusted to the Federal Government and they are
increasing. Modern transportation and communi-
cation and the integration of the economy lift
many matters to the level of general interests
which might, if agreed upon, be cared for by the
Federal Government.’

Smiley claims that this analysis has two implica-
tions. First,

continuous economic growth whose impact is felt
throughout Canada is necessary to the viability of
the federal system... general economic dislocations
give rise to... severe stresses on the federal fabric
itself. The necessary solvent, the circumstances
under which enough consensus results to make
federalism workable, is thus widely distributed
well-being.*

Second,

because of the dualistic nature of Canadian socie-
ty, there is room for questioning the long run
wisdom of federal initiatives in those fields of
activity which impinge most directly on the cul-
tural differences between English-speaking and
French-speaking Canadians. In terms of the Com-
mission’s analysis, “collective action through the
agency of democratic government implies a
common purpose and an agreed upon method of
achieving it”. And yet since World War 11 federal
involvement in a great number of matters bearing
directly on the quality of cultural life has proceed-
ed apace—imvolvement in hospitalization and
public health services, in welfare, in amateur ath-
letics, in university education, in the promotion of
the arts and letters and so on. Such federal initia-
tives have understandably created certain stresses
in our federal system and it is reasonable to
predict that these stresses will become more
severe....*

Today, the processes of adjusting to changing
patterns of industrial activity in a slowing and
more competitive world economy do indeed give
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rise to severe stresses on the federal fabric. Once

again, it might be said that
it was by no means clear... that the equilibrium
necessary to a working federalism could be
reached. It was not clear whether room could be
found for the free play of provincial aspirations
without denying to the Dominion the confidence
and loyalty it needed for the advancement of
common national purposes.®

What we find comforting about that appraisal
contained in the Rowell-Sirois Report is that it
appeared in their description of conditions prevail-
ing toward the end of the first thirty years of
Confederation. Now, almost a century after the
period they were describing, we confront the same
doubts. With luck, so also will our successors
confront doubts, another century down the road to
a balanced federation, as they attempt to achieve a
new balance in the roles of two orders of govern-
ment serving the same people.

To achieve greater co-operation within the con-
text of this constantly-changing federal system, it
seems to us that clearer accountability of both
federal and provincial governments is essential in
many areas where joint responsibility has been
either prescribed constitutionally or made inevi-
table by the needs of a modern integrated national
economy. In the integrated and interdependent
community of the closing years of the 20th cen-
tury, the ‘classical’ model of federalism, based on
the principle of fiscal responsibility (which would
assign to each province the revenue sources ncess-
sary to permit it independently to provide the
services allocated to it, or to discharge the respon-
sibilities assigned to it under the BNA Act), is not
appropriate—nor can a system of unconditional
“National Adjustment Grants” be exclusively
relied upon for this purpose. But neither can we
recommend a degree of centralization that forces
provinces to adhere unswervingly to federal priori-
ties or imposes a heavy uniformity on diverse
cultural or regional traditions.

If classical federalism cannot be achieved, then
some forms of workable co-operation are essential.
Many of the recommendations in this report bear-
ing on institutional design or structure are intend-
ed to achieve that end by promoting greater
accountability for the portion of the nation’s
resources allocated through the public sector,
including those raised by the federal government




and transferred to provincial governments through
federal-provincial fiscal arrangements.

Such accountability cannot come easily. Some
problems of decentralization in large organizations
are universal and enduring. The twin precepts of
clear central responsibility for plans and policy
and full operational authority in the field are in
conflict—indeed are contradictory. So, too, are the
twin aims of a constitution that assigns responsibil-
ity for general individual well-being and the de-
velopment of a united society and an integrated
national economy to a central government, but
responsibility for delivering health, education and
social services to provincial governments.

In Canada, the realitites of politics work against
the establishment of clear divisions of responsibili-
ties, and certainly preclude neglect by federal
politicians of areas falling in provincial jurisdic-
tion. (The temptations, of course, work both
ways.) As a political representative, a federal MP
cannot ignore any of the immediate concerns of
constituents. Indeed the federal MP, as much as
any provincial representative, takes an active inter-
est in matters of health or post-secondary educa-
tion or day-care service. A constituent appealing to
a federal MP does not wish to be told that certain
problems fall within provincial jurisdiction; what is
more important, many federal MPs have no desire
to say so.

Thus, any tendency toward organizational effi-
ciency through formal decentralization is offset by
the readiness of federal MPs to be actively con-
cerned anywhere their constituents’ interests
appear to be at stake. Many times these interven-
tions will be in areas of provincial jurisdiction.
(Similarly, of course, a provincial politician will be
concerned in areas of federal jurisdiction when
constituents claim to be suffering from federal
policies or lack of action.) Thus the organizational
theory may be fine, but reality keeps breaking in.
This homely observation helps to explain why fed-
eralism is in many ways a matter of pragmatic
adjustment to changing circumstances.

Federalism is also, however, a matter of funda-
mental principle and political philosophy. It
reflects the leadership of political idealists as well
as the accommodations of political realists.

The evolution of fiscal arrangements toward
their present structure reflects individual commit-

ments to the development of government programs
that better embody ideas of equity or sharing or
the security that comes with a sense of community.
But one can understand our federal system only as
the outcome of earlier struggles to reconcile these
desires for a community that is national in scope
with concerns for regional autonomy in the deliv-
ery of programs serving different cultural groups
and meeting diverse needs.

The traditional posture on the question of
accountability, one set out forcefully by the
Rowell-Sirois Commission and repeated in the
principles set out in 1966 by the Minister of
Finance of the day (see Chapter II), is that each
order of government should be directly responsible
for raising the resources necessary to finance its
own expenditures. On this basis, a federal with-
drawal from present intergovernmental transfer
programs would appear to be warranted. But we
have already observed that this principle obviously
conflicts with other principles. Principles of equali-
zation and equity or universal access to national
programs all call for federal support of expendi-
tures falling within provincial jurisdiction in order
to realize national goals of the sort just mentioned.

Moveover, co-ordination may often be required
to achieve a common objective or to ensure that
what it means to be a Canadian is the same
throughout the country. A national presence may
be required to ensure adequate expenditures on
programs whose benefits, in an increasingly inte-
grated economy with an increasingly mobile popu-
lation, spill over provincial boundaries.

For this reason, the principle of direct fiscal
responsibility for program expenditures must be
supplemented by some form of indirect accounta-
bility for intergovernmental transfers. This is a
generic problem where federal parliamentarians
are asked to authorize the transfer of federal
revenues to provincial governments for use in
financing expenditures in programs deemed to be
of national interest or concern. As federal par-
liamentarians, we see no escape from an obligation
to ensure that national objectives are achieved
through these programs funded in part by federal
taxpayers. That is, we see no escape from a respon-
sibility to monitor conditions with respect to pro-
grams in which a significant national interest is at
stake, and to report to the public, through Parlia-
ment, on the satisfaction of those conditions.



In different forms this basic problem arises in
each of the programs we were instructed to exam-
ine. We have not sought a simple, uniform solution
to this dilemma, but in each case we have attempt-
ed to identify an appropriate mechanism to dis-
charge this responsibility to account properly for
the use of public funds allocated by the Parliament
of Canada. Before pursuing that issue, however, it
may be useful to comment briefly on what the
Task Force found during its hearings across the
country.

The Task Force Experience

As we crossed the country, one message was
clear: Canadian citizens are more sensitive to what
unites them than to what separates them. They are
more concerned with a workable federal system
than with fine points of jurisdiction. Despite the
strains and controversy associated with energy
policy, the constitution, RCMP costs and other
intergovernmental frictions, we found that
individual Canadians still seem to have little dif-
ficulty wearing two hats, as federal taxpayers and
voters and as provincial taxpayers and voters. We
are heartened to be able to confirm that Canadians
remain willing to share their good fortune through
interpersonal redistribution and through inter-
regional transfers. They look to the federal govern-
ment to assure appropriate national standards of
access and equity in the programs through which
equality of opportunity can be achieved for all
Canadians. We encountered few who quarrelled
with the need for strong federal leadership in
setting out these national standards. Particularly
encouraging was the view of many provincial offi-
cials and ministers that in co-operative negotia-
tions with their federal counterparts, there would
emerge few serious differences on basic national
objectives. In short, Canadians are more united
than their governments sometimes seem to be—the
links that bind them are in reality much stronger
than the relations between their governments
might suggest.

Canadians demand an effective co-operative
federalism. Witnesses representing legions of citi-
zens engaged in the delivery of services in health,
education, social services and community affairs
made it very clear they would not long tolerate
intergovernmental rivalry as a reason for denying
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the provision of essential services or the resources
necessary to assure all Canadians access to them.

At the same time, representatives of several
provincial governments expressed concern at the
present, unprecedented strains in federal-provin-
cial relations. In order that our federal system
serve better the witnesses who came to us, and all
those they represent, we hope that our work will
make some contribution to solving this problem.

That this vast land of ours is much blessed by
Providence and by nature needs no argument by
the Task Force. What we do wish to offer, how-
ever, is a reminder of the depth of our national
endowment in terms of human energy and human
spirit. As we travelled, we were encouraged by the
spirit of participation and sharing we encountered,
by the commitment to service and community
evident in the many representatives from service
activities and voluntary agencies. Many came long
distances or from remote communities; many came
despite disabilities or handicaps. With little time
and, in most cases, less help or staff support, they
prepared thoughtful, personal presentations. They
argued not their own cases, but for the resources to
serve others. One cannot travel the country and
hear the representatives of its many interest groups
and cultures without carrying away a greater com-
mitment to our identity as Canadians and our
future as a federation.

We believe that this form of public participation
is desirable in the process of periodic review of
federal-provincial fiscal relations. Our report takes
into account the advice and representations we
received in public hearings and it would be incon-
sistent not to argue for a similar role for par-
liamentarians in the future. A recommendation on
this matter is set out later in this chapter.

It must be recognized, of course, that the
representations we heard were from particular in-
terest groups. They came from people who had
dedicated much of their personal or professional
lives to a particular activity. They had a clear
vision of the important purposes to which addition-
al resources could be put; they tried to describe, in
human terms, the contribution a larger budget
could make. They had experienced frustration, and
even anger, at failing to find the expanded
resources they saw as necessary. Each could, in all



sincerity, make a persuasive case that a particular
activity was underfunded and that federal action
to ensure a larger budget, increased resources,
higher priority, was essential, despite provincial
government decisions, constitutional provisions or
any general resource constraints.

Many such representations, from many sources,
enter into the difficult choices to allocate limited
budgets among competing claims. We cannot bal-
ance the claims we heard against those for
resources to ensure higher environmental stand-
ards, improved safety for industrial workers, great-
er opportunities for cultural growth for those living
in urban centres or remote regions, or better hous-
ing for Native peoples. Nor can we ignore the need
to respect cultural and regional differences as ref-
lected in different provincial expenditure priorities
or tax policies, or the simple need to respect the
constitutional division of powers and responsibili-
ties.

We had to recognize, in other words, that our
hearings could not, by their nature, give a fully-
balanced picture of all the considerations to be
weighed in renegotiating federal-provincial fiscal
arrangements. We have therefore done what it is
the job of politicians to do—we have added our
personal judgements to the evidence we received in
arriving at our response to the public representa-
tions to which we listened very carefully in our
hearings across the country.

Purpose of Report

A final word on purpose. First, we are not
attempting to design a structure to last for
decades. Nothing is permanent in a federal system,
save its fundamental principles. It is foolish to aim
for one timeless, optimal allocation of functions
and levels of transfers, and we do not try.

What we are seeking is a system that, so far as
possible, has its own built-in adjustment mech-
anisms and safety nets, a system that is flexible,
resilient and robust enough to withstand shocks.
We know that the next five years may hold
changes and surprises that no formula can fully
anticipate. What we have tried to do is point to the
direction that at the moment seems appropriate for
the next five years, and to avoid establishing

irrevocable commitments to arrangements that
might be challenged by the unexpected.

Second, our goal was not to undertake an exten-
sive analysis of past and future trends in fiscal
relations in Canada. As working politicians, our
aim was to identify the key questions on which
members of Parliament would have to make judge-
ments—political judgements—in debating revised
fiscal arrangements. We hope that in so doing we
may also help all concerned Canadians to under-
stand these arrangements and express their own
views. And we hope that our report will be useful
to the provincial governments and to the federal
government which must collectively debate and
negotiate these arrangements. We do not set out
here a federal government negotiating position,
but a commentary from the perspective of con-
cerned federal parliamentarians.

The purpose of this report is therefore to con-
tribute to a general understanding of fiscal
arrangements in Canada in their historical con-
text, and to provide background and recommenda-
tions useful to the current renegotiation of these
arrangements. Recognizing that many of the ques-
tions discussed here will be settled finally through
federal-provincial discussions, we have aimed at
commentary and assessment as well as policy
recommendations. Where differences exist, we
have not hesitated to describe the range of views
held by Task Force members. Given the diversity
of the country and the complexity of the shifting
sets of federal-provincial and inter-regional
arrangements that reflect the interaction of many
different, strongly-held values and philosophies, it
is not surprising—or discouraging—that agree-
ment among seven individuals representing five
regions and three political parties has not been
achieved on all issues. We make no apology for the
fact that we could not resolve all our differences of
opinion in making specific recommendations.

What was encouraging to us—and what might
be surprising to the reader—is that we were able
to discuss these issues with a commitment to find-
ing, wherever possible, mutually acceptable solu-
tions to the real and shifting pressures of the
present environment. We did not treat these issues
dispassionately, but we approached them without
confrontation; not without disagreements, but with
respect for the genuine differences in the views and
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concerns of the various regions and for the differ-
ent philosophies we hold. We attacked the problem
itself, not each other, and we see our report as just
that—a report on present problems of federal-pro-
vincial relations as perceived by a diverse group of
politicians who were exposed briefly to a sample of
informed opinion and the concerns of involved
Canadians across the country.

Just as Canada represents a compromise and a
paradox in the face of the factors that work
against its existence as a united country, so
Canadian federalism blends and balances many
diverse forces. Its strength lies in the marriage of
pragmatism and principle, the compromise be-
tween the conflicting philosophies and many reali-
ties that make up a society.

Notes (Chapter 1)

! Donald V. Smiley, ed., The Rowell-Sirois Report, Book I
(Toronto: McClelland and Stewart, 1963), p.2.

2 Ibid., p.3.

3 Royal Commission on Dominion-Provincial Relations, Report
(Ottawa: King's Printer, 1940), p. 97.

4 Smiley, The Rowell-Sirois Report, p.4.
5 Ibid., p.5.

6 Royal Commission on Dominion-Provincial Relations,
Report, p. 65.

We are conscious that the work of our Task
Force marks the first occasion on which public
consultation and active parliamentary involvement
have been possible during the process of reviewing
and renegotiating the central features of fiscal
federalism in Canada. We believe that this partici-
pation is important, and the Task Force therefore
recommends that

prior to future intergovernmental negotio-
tions on fiscal arrangements, members of
Parliament again have a similar opportunity
for consultation with the public.

We believe our report demonstrates that this
kind of consultation can contribute a unique per-
spective as background to future negotiations.



Annex I-A

Excerpts from the Rowell-Sirois Report, 1940

The following excerpts include the summary paragraphs from each chapter of Book I of the Rowell-
Sirois Report, in which the Commission sets out its interpretation of economic history from Confederation
up to the time of its Report. Also included are the Commission’s terms of reference and concluding
discussion of constitutional provisions respecting economic powers and federal provincial transfers, particu-

larly their recital of the disadvantages of conditional grants.

RovAaL CoMMISSION ON DOMINION-PROVINCIAL
RELATIONS

TERMS OF REFERENCE
Privy CounciL
CANADA

CERTIFIED to be a true copy of a Minute of a
Meeting of the Committee of the Privy Council,
approved by the Deputy of His Excellency the
Governor General on the 14th August, 1937,

P.C. 1908

The Committee of the Privy Council have had before
them a report, dated August 5th, 1937, from the Right
Honourable W.L. Mackenzie King, the Prime Minister,
submitting—with the concurrence of the Minister of
Finance and the Minister of Justice:—

1. That, as a result of economic and social develop-
ments since 1867, the Dominion and the provincial
governments have found it necessary in the public
interest to accept responsibilities of a character,
and to extend governmental services to a degree,
not foreseen at the time of Confederation;

2. That the discharge of these responsibilities involves
expenditures of such a magnitude as to demand not
only the most efficient administrative organization
on the part of all governments but also the wisest
possible division of powers and functions between
governments. That particularly is this the case if
the burden of public expenditures is to be kept to a
minimum, and if the revenue-raising powers of the
various governing bodies are to possess the adequa-
cy and the elasticity required to meet the respec-
tive demands upon them;

3. That governmental expenditures are increased by

overlapping and duplication of services as between
the Dominion and provincial governments in cer-
tain fields of activity. That in other respects the
public interest may be adversely affected by the
lack of a clear delimitation of governmental powers
and responsibilities;

. That representations have been made on behalf of

several provincial governments and by various
public organizations that the revenue sources avail-
able to provincial governments are not in general
adequate to enable them to discharge their consti-
tutional responsibilities, including the cost of
unemployment relief and other social services and
the payment of fixed charges on their outstanding
debt; that, consequently, if they are to discharge
their responsibilities, either new revenue sources
must be allotted to them or their constitutional
responsibilities and governmental burdens must be
reduced or adjustment must be made by both
methods;

. That representations have been made by provincial

governments that municipal governments which
have been created by, and derive their powers and
responsibilities from the provinces, are confronted
with similar problems; that, in particular, neces-
sary municipal expenditures have placed an undue
burden on real estate and are thereby retarding
economic recovery; also that the relations between
provinces and municipalities are an essential part
of the problem of provincial finances;

. That, finally, it has been represented that unless

appropriate action is taken the set-up of govern-
mental powers and responsibilities devised at the
time of Confederation will not be adequate to meet
the economic and social changes and the shifts in
economic power which are in progress without
subjecting Canada’s governmental structure to
undue strains and stresses.



The Prime Minister, therefore, with the concurrence
of the Minister of Finance and the Minister of Justice,
recommends:—

1. That it is expedient to provide for a re-examination
of the economic and financial basis of Confedera-
tion and of the distribution of legislative powers in
the light of the economic and social developments
of the last seventy years;

History of the Commission

The Commission was appointed by Order in Council
(P.C. 1908) dated 14th August, 1937, printed immedi-
ately preceding this section.

On August 31, 1937 Mr. Alex Skelton, chief of the
research department of the Bank of Canada, was
appointed by Order in Council (P.C. 2113) as Secretary
of the Commission and Director of Research. Subse-
quently Miss M.K. Rowland was appointed as Assistant
to the Secretary to aid in administration. Mr. Adjutor
Savard was appointed French Secretary with particular
responsibility for correspondence and relations with
French-speaking Canadians. Mr. Savard acted as Secre-
tary during the hearings at several provincial capitals
and, in the later stages of the Commission’s work,
became responsible for the important task of supervising
translation of the Report, appendices and other pub-
lished studies. Mr. Wilfrid Eggleston was appointed
Assistant to the Secretary with particular responsibility
for supervision of reporting and travelling arrangements.
After the public hearings Mr. Eggleston was transferred
to the research staff of the Commission. Mr. R.M.
Fowler of Toronto was appointed Registrar and Head
Secretary to the Chairman, Chief Justice Rowell, and
after the retirement of the Chief Justice, Mr. Fowler
continued on the Commission’s secretariat. Mr. Louis S.
St. Laurent, K.C., of Quebec City and Mr. James
McGregor Stewart, K.C., of Halifax, were appointed
Counsel to assist the Commission in its public hearings,
but except during certain sittings in Ottawa only one
counsel was present at each hearing of the Commission.

Terms of Reference.—The Order in Council appoint-
ing the Commission imposed upon it a task of great
complexity and magnitude. But wide and comprehensive
as the terms of reference were, they were primarily
concerned with one great problem, viz., the relations
between the Dominion and the provinces. The Commis-
sion accordingly directed its inquiry strictly to this main
problem. Many representations made to the Commission
were concerned with other matters and, therefore, fell
outside the scope of the inquiry.

The recital in the terms of reference set out certain
conditions on which presumably the Commission was
expected to report: the enlarged responsibilities of gov-
ernment due to economic and social developments; the
need for “the widest possible division of powérs and
functions between governments™; the allegation that ex-
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penditures were increased by overlapping and duplica-
tion of services as between the Dominion and the prov-
inces; the complaint of the provinces that their revenue
sources were inadequate to enable them to fulfil their
constitutional responsibilities; the representations of the
provinces that their municipalities were confronted with
similar financial difficulties and, particularly, that con-
ditions were such as to place an undue burden on real
estate; and finally, the representation that unless appro-
priate action were taken, the governmental structure
would be subject to undue stresses and strains in meet-
ing the economic and social changes and the shifts in
economic power which are in progress.

The operative clauses of the Order in Council more
precisely instructed the Commission to make “a re-
examination of the economic and financial basis of
Confederation and of the distribution of legislative
powers in the light of the economic and social develop-
ments of the last seventy years.” Without limiting the
broad scope of such an inquiry the Commission was
instructed in particular:—

(a) “to examine the constitutional allocation of reve-
nue sources and governmental burdens to the
Dominion and provincial governments, the past
results of such allocation and its suitability to
present conditions and the conditions that are
likely to previl in the future;

(b) to investigate the character and amount of taxes
collected from the people of Canada, to consider
these in the light of legal and constitutional
limitations, and of financial and economic condi-
tions, and to determine whether taxation as at
present allocated and imposed is as equitable and
as efficient as can be devised;

(c) to examine public expenditures and public debts
in general, in order to determine whether the
present divsion of the burden of government is
equitable, and conducive to efficient administra-
tion, and to determine the ability of the Domin-
ion and provincial governments to discharge their
governmental responsibilities within the frame-
work of the present allocation of Public functions
and powers, or on the basis of some form of
reallocation thereof;

(d) to investigate Dominion subsidies and grants to
provincial governments.”

The Order in Council appointing the Commission
clearly indicated that its task was two-fold: the Commis-
sioners were instructed to consider and report upon the
facts disclosed by their investigations; and “to express
what in their opinion, subject to the retention of the
distribution of legislative powers essential to a proper
carrying out of the federal system in harmony with
national needs and the promotion of national unity, will
best effect a balanced relationship between the financial
powers and the obligations and functions of each govern-
ing body, and conduce to a more efficient, independent
and economical discharge of governmental responsibili-
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ties in Canada.” In short, the Commission was intended
to be both a fact-finding body, and a body to make
recommendations.

Although in the preliminary visit made by the Chair-
man and the Secretary in September and October, 1937,
the Premiers of all provinces expressed their willingness
to co-operate in the work of the Commission, it was
found that full participation by all provincial govern-
ments was not forthcoming. The Government of Alberta
subsequently declined to appear before the Commission
or to participate in its activities. The position of the
Government was set forth in a letter from Premier
Aberhart to the Chairman in reply to a request for the
Government’s views on various questions:—

Office of the Premier

ALBERTA
EpMONTON, MARCH 30, 1938

HoN. NEwWTON H. ROWELL, CHAIRMAN,
Royal Commission on Dominion-Provincial Relations,

DEAR SIR,

Owing to the fact that the legislature has decided
against presenting a brief to the Commission on the
grounds already outlined to the Federal Government, we
would respectfully suggest to you that it would be
inconsistent and contrary to the decree of the legislature
to answer the questions you have directed to us.

It is our intention to present a comprehensive brief
directly to the Federal Government, a copy of which will
be sent to each of the provinces.

Yours truly,

(SGp.)
WILLIAM ABERHART,
Premier.

The Commission also inquired if the Government had
any objection to its summoning various officials to
appear before it to give evidence on the matter of
overlapping, but the Premier objected in view of the
resolutions of the Legislature. At the hearings in
Edmonton the Edmonton Chamber of Commerce, how-
ever, presented a comprehensive survey of the position of
the Province within federation, and thereby a serious
gap in information was avoided.

The Province of Quebec was represented at the open-
ing session of the hearings in Quebec City by counsel
who welcomed the Commission and presented a memo-
randum setting forth its reasons for not participating.
The memorandum declared in part:—

“...nous devons déclarer que le gouvernement de
la province de Québec ne comparait devant cette

Commission, ni en qualit¢é de demandeur, ni en
qualité de défendeur; et qu'il n'entend étre lié en
aucune fagon par les conclusions de votre rapport.

Si le gouvernement de Québec a cru devoir se
faire représenter a cette séance initiale, c'est qu’il
n'a pas voulu manquer de courtoisic envers la
Commission, c'est aussi parce que son silence
aurait pu étre considéré comme un acquiescement
au principe qu'a posé le gouvernement fédéral, en
confiant & une commission nommée par lui seul la
mission de faire enquéte en vue d’amender I'acte
fédératif de 1867."™

The Government of Ontario co-operated fully in sup-
lying the Commission with statistical information, and
in public hearings at Toronto, with the exception of
answering a number of questions addressed to the Gov-
ernment by the Commission, but later declined to co-
operate further, alleging that there had been a breach of
faith on the part of the Dominion Government which
had changed the gift tax section of the Income War Tax
Act prior to the Report of this Commission.

The Government of Ontario co-operated fully in sup-
plying the Commission with statistical information, and
in public hearings at Toronto, with the exception of
answering a number of questions addressed to the Gov-
ernment by the Commission, but later declined to co-
operate further, alleging that there had been a breach of
faith on the part of the Dominion Government which
had changed the gift tax section of the Income War Tax
Act prior to the Report of this Commission.

[CHAPTER SUMMARIES]

SUMMARY—the great responsibilities and the domi-
nant financial position of the Federal Government

The financial settlement underlines the various state-
ments of the Fathers as to the great functions of the new
Dominion and relatively minor financial role to be
played by the provinces. The important responsibility for
national defence was transferred to the Dominion and
the provincial treasuries were relieved of the incalcu-
lable burdens which it might entail. The largest single
item of public expenditure in the colonies had been the
promotion of economic development. One of the major
purposes of Confederation was to apply still greater

* Ev. pp. 8130-31. Provincial translation.—*“we beg to state
that we are not appearing before your Commission either as an
applicant, nor as a defendant, and that we shall not feel bound
in any way whatsoever, by the opinions contained in your
report.

The Government of this Province is appearing before you
because, in the first place, it did not wish to be lacking in
courtesy towards this Commission, and also because its silence
might have been construed as an acquiescence in the principle
laid down by the Federal Government, in appointing, of its own
accord and without consulting the Provinces, a Commission
whose report will form the basis of possible amendments to the
Constitution.”
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energies to this task and to provide still larger financial
resources for the purpose. In effect, the Dominion was a
great holding company designed to unify the efforts of
the colonies in realizing the opportunities of a transcon-
tinental domain. All the provincial assets which could be
adapted to that purpose were transferred to the Domin-
ion as were the debts which the provinces had incurred
in acquiring them. The burden of the functions left with
the provinces was expected, in per capita terms, to grow
lighter rather than heavier. In the economic and social
conditions of the time, the cost of education and public
welfare was not expected to increase disproportionately
to the growth of population. It was anticipated that
rapid extension of municipal institutions would carry
any additional burdens which these services might
involve in the future and would reduce the outlay of
provincial governments upon them.

The transfer of the dynamic, expanding functions of
government to the Dominion while the provinces
retained those which were thought to be static or likely
to decline explains the lop-sided division of the revenue
sources of the time. The Dominion was given an unlimit-
ed power of taxation to enable it to meet the growing as
well as the unpredictable responsibilities of the State.
The provinces were left with but fractions of their
former revenues. The power of direct taxation had to be
given to the provinces in order that they might confer
that power on the municipalities which they were
expected to create. But all the circumstances of the day
seemed to indicate that direct taxation could not be
fruitfully employed by other than municipal govern-
ments. It was expected that any additional revenues
which a province might need would be found in the
growing receipts from the public domain rather than in
direct taxation. Subsidies were introduced to make it
barely possible for the provinces to balance their budg-
ets. These subsidies were conceived to be final and,
subject to a minor exception, were not intended to grow
with the growth of population.

SUMMARY—1867-96

In the first thirty years of Confederation, the physical
framework of the Dominion had been completed and the
basic national economic policies for the future had been
adopted. Despite these achievements, the period was one
of trial, discouragement and even failure. The national
economic expansion failed to materialize. The long
depression naturally weakened the newer and more ten-
uous loyalties and the Federal Government which, at
first, undertook its appointed task of national leadership
with vigour and assurance floundered and seemed to
have lost its way. Its hesitations helped to undermine its
claim to dominate the provinces. Provincial loyalties, on
the other hand, showed the unsuspected strength and
Privy Council decisions confirmed the provinces in
possession of a large sphere of action beyond the the
Dominion. But the provinces were caught in a financial
strait jacket from which they laboured, as yet unsuccess-
fully, to free themselves. The provincial governments
lacked financial resources, while the Dominion failed to
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evoke a spirit of national loyalty. In these circumstances,
it was by no means clear, at the end of the period, that
the equilibrium necessary to a working federalism could
be reached. It was not clear whether room could be
found for the free play of provincial aspirations without
denying to the Dominion the confidence and loyalty it
needed for the advancement of common national

purposes.

SUMMARY—1896-1913

The common efforts of all regions in building up the
country between 1896 and 1913 cemented the political
union of 1867 and Canadians became conscious of
themselves as a nation. The growing sense of community
was accompanied by increasing economic interdepend-
ence. The national policies of all-Canadian transporta-
tion and protective tariffs were effective in making the
wheat boom the basis of a general economic expansion
in which the manufacturing industry of eastern Canada
became heavily dependent on the agricultural export
region of the Prairies. With the exception of the Mari-
times, which were affected by but did not share general-
ly in the expansion, the wheat boom brought prosperity
to the whole country but it was prosperity which
remained conditional on the profitable production of
wheat. A high degree of economic integration had been
achieved but it required a sustained world demand for
wheat to make it a lasting success.

As Canadians on the prairies specialized in growing
wheat for the international market and Canadians in the
older parts of Canada specialized in providing a wide
variety of goods and services for the national market,
the old self-sufficiency of pioneer days passed from th
scene. By 1913, the open frontier had almost disap-
peared. With the coming of a highly specialized inter-
dependence, the capacity of individuals to overcome
economic reverses and mischances by their own efforts
was greatly impaired and the material conditions which
force governments into costly expenditures for social
security were begun. With intensive industrial develop-
ment came the shift from the country to the cities,
bringing in its train a greater demand and a greater
need for collective provision of various services.

The general expansion was accompanied by the multi-
plication of the expenditures at all levels of government.
In part, this was due to the growth of population and the
extension of the area requiring governmental services. In
part, it was due to the undertaking of many collective
services by urban minicipalities. Despite these factors,
the traditional pre-occupation of British North Ameri-
can governments with economic development continued
to dominate public finance and reached its greatest
intensity during this period. Federal and provincial gov-
ernments spent lavishly to open the doors of opportunity
for private enterprise. In so doing, they encouraged the
growth of a new economy, more productive and diversi-
fied but also more vulnerable in times of adversity. Its
tribulations at a later date were to alter the character as
well as the emphasis of Canadian public finance.




SUMMARY—1914-21

The permanent effects of the War upon Canada have
not yet been fully realized but some of them, at any rate,
have become obvious. It stimulated the economy in
various ways. Economic and financial inter-relationships
with the United States were multiplied. The necessity of
financing the War effort at home brought a quick
development of financial machinery, giving the system a
maturity it had hitherto lacked. The insatiable demand
for supplies advanced the economy rapidly along the
main lines projected by the wheat boom. With the rise
of new exporting regions and industries and the expan-
sion of wheat growing on the Prairies, the dependence
on export markets was greatly deepened. Domestic
industry committed itself still further to supplying the
needs of the exporting groups. At the same time, the
long-range effect of the War was to hamper internation-
al trade and to make the grip on foreign markets more
precarious. The Canadian economy became still more
vulnerable to external influences.

While the struggle lasted, the Federal Government
monopolized public attention. The national effort led to
a concentration on national issues and finally to bitter
division on the national interest. The cleavages on this
question followed cultural, class and occcupational lines
rather than the familiar party division or the alignment
of some provinces against the Dominion. The immense
authority, born of a common aim, which the Dominion
Government exercised during the struggle disintegrated
with the return of Peace. It became very difficult to
combine the group interests, which more and more
found expression in Federal politics, for the support of a
vigorous policy by the Dominion. Thus, in the event, the
partial eclipse of the provinces was short-lived. In the
twenties, the provinces were to take a more important
place than ever before while the Dominion followed a
mainly negative policy.

At the beginning of the period, most of the varied and
exciting opportunities which came with western expan-
sion suddenly vanished with the ccllapse of the boom.
Economic diversification continued and people were
obliged to apply themselves to highly specialized occu-
pations. As they became less adaptable and less able to
make sudden shifts in occupation, the economy lost
much of the flexibility and capacity for automatic
adjustment to change conditions which had marked it in
the days of the open frontier. Many of the material
conditions which had already led the advanced industri-
al countries of Europe to make public provision for
social security were emerging in Canada. The War
accelerated this significant change in the economy and
contributed to the decline of laissez-faire as a social
philosophy. It exacted innumerable individual sacrifices
for the community and thus suggested reciprocal obliga-
tions of the community toward individuals. The common
folk who bore the brunt of the struggle were encouraged
to expect that victory would usher in a new era. The new
era did not come, but instead the inequality of individual
rewards and sacrifices which marked the prosecution of

the War sharpened social distinctions. This combination
of circumstances stimulated a growing concern for the
social welfare of those who must fight the country’s
battles. Recalling the War-time activity of governments,
many were led to hope that governments would organize
for social welfare as they had organized for War. The
War hastened considerably the acceptance of the
philosophy of the social service state in Canada.

The whole burden of the War expenditures fell on the
Dominion at a time when it also had to pay the full
consequences of the rash railway policies launched
during the wheat boom. In seven years, the public debt
of the Dominion increased seven-fold. The Dominion
was reluctant to undertake new responsibilities, and this
paralyzing debt became the financial counterpart of the
political weakness which fell upon the Dominion. On the
other hand, the War had been a damper on expenditures
by provincial governments. After its conclusion, the
provinces began without hesitation to make large expen-
ditures to meet accumulated demands. They at once
increased their expenditures on social welfare and,
although they secured some federal financial assistance
through conditional grants, the events of the first two or
three years after the War indicated that it would be the
provinces, and not the Dominion, which would meet the
growing demand for social services.

SUMMARY—1921-30

Throughout this period the provinces were politically
aggressive in undertaking new activities, in advancing
their own affairs, and in securing concessions from the
Dominion. In their difficulties, in their ambitions and
opportunities, as well as in the disparities between them,
several sets of common interests of a regional character
emerged. These regional forces served to weaken the
common interest in a national integration based on
wheat. In the general prosperity of the twenties, which
provided an expanding national income, the regional
interests were harmonized amicably without serious fric-
tion or serious sacrifice and the provinces were able,
with more or less difficulty, to carry the new respon-
sibilities they had assumed.

But the great depression which began at the end of
the period, and which will be described in the next
chapter, was to widen greatly the disparities and to
reveal both the insecurity of the foundation on which
prosperity had been based, and differences of interest
which were extremely difficult to reconcile under condi-
tions of sharply falling revenues. These differences of
interest were to assume a new significance in an era of '
depression, when weaker provinces, overwhelmed in the
struggle to carry new and old responsibilities, were to
become financial wards of the Dominion, and the
strongest provinces stood to gain by enlargement of
provincial autonomy.

THE CONTRAST: CONFEDERATION AND TODAY

Within the brief compass of the preceding chapters
we have attempted to portray the significant economic,
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financial, political and social changes which constitute
the background of the present problems of Dominion-
provincial relations and public finance. To obtain a
proper understanding of those problems we have found
it necessary to survey the history of Confederation, and
to analyse the factors which have determined the course
of Canadian development and have made Canada what
it is to-day. We have outlined the forces which brought
about Confederation, the federal distribution of finan-
cial powers and responsibilities which was set up in
1867, and the political and economic objectives of the
new self-governing British Dominion in North America.
We have described, with particular reference to the
working of the federal fiscal ysstem, how, within that
political framework, the isolated regions and pockets of
settlement with a population of less than three and a
half millions have grown into an integrated transconti-
nental economy with a population of eleven millions;
how small towns and cities have grown into large urban
concentrations and great metropolitan centres; how the
self-sufficiency of the household and the family has been
superseded by highly specialized activities which are
closely dependent upon the smooth operation of an
intricate exchange economy; how the meagre but rela-
tively stable incomes have risen to support a much
higher but more precarious standard of living; and final-
ly how the philosophy of government has changed from
one of laissez-faire to one of increasing interference with
a view to improving economic and social conditions.
These far-reaching changes have had a profound effect
upon public finance, and particularly upon that of our
federal system.

The revolutionary change since Confederation in the
economic and social role of government is strikingly
illustrated in Table 14. Between 1874 and 1937 total per
capita government expenditures increased by eleven
times. The portion of the national income spent by
governments rose from less than one-tenth to more than
one-fourth of the total. The collective efforts to promote
economic development and the collective assumption of
the responsibility for the alleviation of individual distress
and for the provision of rising standards of public wel-
fare and education have come to play an immensely
important part in the economic affairs of the country—a
part which could hardly have been envisaged at the time
of Confederation and provided for in the framing of the
constitution. The amounts expended to promote econom-
ic development, added to debt charges arising out of war
and deficits, have risen from $14 million to $384 million.
The cost of education and public welfare rose from the
almost negligible figure of $4 million to $360 million.
Such increases would in any case have created difficult
problems for public finance, but under the federal
system these difficulties were greatly enhanced. The
division of powers and responsibilities devised at Con-
federation was made on the basis of conditions existing
at the time. The Federal Government was charged with
the responsibilities which were then national in scope—
of which defence and economic development were the
most important—and the provinces and their municipal-
ities with responsibilities which were then predominantly
local in nature, including education, public welfare and
local works. The growth in government expenditures and
functions has not fitted the simple pattern which was set

Table 14

The Growth of Government Expenditures Since Confederation
and the Increasing Share Borne by Provinces and Municipalities
(Millions of Dollars)

Percentage

Muni-  of Dominion

Total' Dominion Provinces cipalities  to the Total
1874 1937 1874 1937 1874 1937 1874 1937 1874 1937

Net Debt Charges
National Defence and War Pensions
Public Welfare —
Relief
Other
Education
Highways and Transportation
Highways and Transportation (including debt charges)

66 2713 54

1670 06 509 18 548 82 62

1.3 88.0 1.3 88.0 100 100

126.6 66.1 429 17.6 52
14 1244 02 438 07 450 05 356 14 35
30 1089 14 .  321. I8 = 765

54 B8 28

180 12 252 14 306 52 24

(9.8) (2404) (7.2) (143.0) (1.2) (51.6) (1.4) (458) (73) (59

Public Domain and Agriculture 1.6 85 09 179 07 206 56 46
General Government and Miscellaneous 126 1646 6.0 562 39 418 27 669 48 34
Subsidies to Provinces 38 21.2

TOTAL 319 996.1 204 4782 73 2585 80 2820 64 48

Total Expenditures per Capita $
Percentage of Total Expenditures to the National Income

8.19 89.58

524 430 187
9% 26% 6%

2325 205 2536

2% 2% % 2% %

'Less Duplications,
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up in 1867. Government responsibilities which were
formerly of purely local significance have become na-
tional in character. The provinces have assumed heavy
commitments for economic development. The invention
of the motor vehicle has added heavy burdens to provin-
cial expenditures on transportation. A number of essen-
tial or important public welfare services which have
remained as primary obligations of local governments
can now be provided efficiently only on a national basis.
The provinces, which at the time of Confederation were
not expected to incur any sizeable debts, had by 1937
assumed debt charges which absorbed over one-fifth of
their current revenues. Public welfare, the outlay upon
which was negligible in 1874, took more than one-third
of the provincial revenues in 1937. Thus, expenditures
which were virtually non-existent at Confederation
absorbed nearly 60 per cent of total provincial receipts
on current account in 1937. The development of these
expenditures by the provinces in addition to the share
supported by their municipalities has greatly altered the
relative importance of the different layers of government
in our federal system. The share of the total costs of

government borne by the Dominion, which possessed the
broadest base of taxation, fell from two-thirds to less
than one-half. Furthermore, an important part of the
Dominion’s outlay at the present time, namely for relief
and old age pensions, is actually expended by the
provinces.

The increase in revenues required to support the
immense rise in government expenditures has placed a
heavy strain on the constitutional division of powers
adopted at Confederation. The revenue sources used in
1874 (of which customs and excise collected by the
Dominion made up two-thirds of the total), provided
only one-half of all government receipts in 1937 includ-
ing the taxes on real estate which have continued to
support virtually the whole of the great increase in
municipal services. The Dominion, which in 1874
depended almost entirely on the essentially national
revenue sources of customs duties and excises on a few
luxuries, has expanded its income mainly by a heavy
impost on general consumption, by levies on corpora-
tions and by the taxation of personal net incomes. The

Table 15

Growth of Government Revenues Since Confederation
(Millions of Dollars)

All
Government
Percentage
Muni- to Total
Total' Dominion Provinces cipalities Revenues
1874 1937 1874 1937 1874 1937 1874 1937 1874 1937
Revenue from Sources Used at Confederation—
Customs 144 112.1 144 112.1 46 11
Excise 56 520:..56,.520 18 5
Public Domain 18 236 04 25 ol 280 6 o
Licences, Permits and Fees 1.2 219 9. B 89 05 105 4 2
Taxes on Real Property 6.5 250.8 59 65 2449 21 25
Miscellaneous 1.5 391 04 102 0.1 33 1.0 270 5 5
Sub-Total 310 4995 208 179.3 22 392 80 2824 100 50
Revenue from Sources Developed since
Confederation—
Sales Taxes 144 4 138.1 19 44 15
Gasoline Taxes and Automobile Licences 64.8 64.8 6
Liquor Control 298 298 3
Manufacturers Taxes 17.2 17.2 2
Amusement Taxes 28 28
Miscellaneous Taxes 30.8 7.4 3.1 204 3
Corporation Taxes 105.7 71.7 34.0 11
Income Taxes on Persons 64.4 50.6 119 1.9 6
Succession Duties 358 358 4
Sub-Total 495.7 285.0 184.1 26.7 50
Total Revenues Raised by Each Class of Government 310 9952 208 4643 22 2233 80 309.1 100 100
Federal Subsidies to the Provinces 38 212
GRAND TOTAL 310 9952 208 4643 60 2445 80 309.1 100 100
Percentage of Revenue Raised by each Class of
Government to Total 100% 100% 67% 41% 7% 22% 26% 31%

'Less Duplications.
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provinces, which at Confederation were given power to
levy direct taxation, but were expected to rely on the
fixed federal subsidies, and on receipts from public
domain and from various licences and fees, obtained less
than one-fourth of their income from these sources in
1937. The unconditional federal subsidies comprised
nearly two-thirds of total provincial revenues in 1874
and less than one-tenth in 1937. The great bulk of the
present provincial revenues is collected from sources
which have been interpreted as falling under provincial
jurisdiction but which could hardly, if at all, have been
envisaged at Confederation. Some of these sources are
directly competitive with those employed by the Domin-
ion; many of the others constitute onerous or uneconom-
ic levies on on consumption and the costs of production.
With the joint occupation of the field of direct taxes,
neither the Dominion nor the provinces nor both to-
gether have been able to employ the progressive taxes to
the extent which is economically and socially desirable.

It is clear that the present situation in Canadian
public finance represents a wide departure from the
conception of the Fathers of Confederation and from the
spirit of the financial settlement which they devised.
Costly government responsibilities which have become
national in scope are being supported by regional and
local revenues. Revenue sources which have become
national in character are being employed by regional
and local governments to the complete or partial exclu-
sion of the central authority. We have seen that the
efficient administration of the functions of government
under present day conditions requires some redistribu-
tion of the functions as between the Dominion and the
provinces. In the same way, if the growing waste and
inequities in taxation are to be avoided, a better alloca-
tion of taxing powers and responsibilities is imperative.
A third essential step will be to adjust the revenue
sources to the functions so as to ensure that every unit of
government will be financially able to meet its recog-
nized responsibilities.

CHAPTER VII

The Constitution Today

In an earlier chapter the significant decisions on the
meaning of the British North America Act given by the
Privy Council Before 1896 were briefly considered and
their bearing on the future interpretation of the constitu-
tion was pointed out. Between 1896 and the present the
Privy Council has decided well over one hundred cases
which involved the interpretation of various provisions of
the British North America Act. Some of these cases
dealt with matters of very minor importance but the vast
majority of them have been woven into the texture of the
constitution. An accurate and complete statement of
what the constitution is at the present day must analyse
these cases, considering the scope of the decisions and
the qualifications, express or implied, imposed by later
decisions on earlier ones. Such a minute examination is
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beyond the scope of this Report and would involve a
lengthy excursion into constitutional niceties, of interest
mainly to specialists.

But the interpretations of the Privy Council have
marked out the limits of the legislative power of the
Dominion and the provinces. Among other things, they
have determined the scope of provincial taxing powers.
In these ways the decisions of the Privy Council have
fixed both the responsibility for carrying out new func-
tions which it is considered desirable for governments to
undertake and the limits of the revenue sources available
to the province for financing its activities. In working
within this framework to meet mounting demands for
governmental action, many new aspects of Dominion-
provincial relations have emerged. The interpretation of
the constitution in relation to twentieth century
demands has helped to shape the present financial rela-
tionships between the Dominion and the provinces and
has led to the adoption of several expedients involving
co-operative action by the Dominion and the provinces.
These co-operative ventures have, in turn, complicated
the relationships which the Commission is required, by
its terms of reference, to examine.

Accordingly, a survey of the constitutional develop-
ment is necessary for the understanding of present prob-
lems. It is also important to see how the provinces and
the Dominion were forced into these co-operative ven-
tures and to appreciate the inherent difficulties which
they involve. A short survey of constitutional develop-
ments cannot hope to deal adequately with many consti-
tutional complexities. An attempt to state briefly how
the constitution allots responsibility for dealing with the
problems which absorb the attention of legislatures
today must speak in general terms without exhaustive
reference to the legal decisions in which these matters
have been explained. It cannot state all the qualifica-
tions to which any general proposition is subject nor
grapple with the obscurities which still undoubtedly
exist. What follows is a summary of those aspects of the
constitution relevant to the inquiry conducted by the
Commission and not a full exposition of constitutional
law.

The Restrictive Interpretation of Section 91

In its interpretation of the British North America Act
in the last forty years, the Privy Council has adhered to
the general rule of construction laid down by Lord
Watson in the Local Prohibition Case in 1896 which
accorded Dominion legislation under the enumerated
heads of section 91 primacy over the provincial powers
set out in section 92 but denied this primacy to the
general clause of section 91 which gave the Dominion
power to make laws for the “peace, order and good
government of Canada”. This rule of construction, cou-
pled with a broad interpretation of the general expres-
sion “property and civil rights in the province”, con-
tained in section 92, has given a narrow application to
the so-called residuary clause in section 91. Accordingly,
with rare exceptions, if a proposed piece of Dominion
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legislation does not fall within the specific enumerations
of section 91, it is beyond the enacting power of the
Dominion and within the powers of the separate prov-
inces. That is to say, most of the novel legislation of our
day, which is not of a type actually contemplated and
expressly provided for by the framers of the British
North America Act, must be enacted, if at all, by the
provinces. There is much truth, as well as some exagger-
ation, in the contention that the “property and civil
rights” clause has become the real residuary clause of
the constitution.

The Dominion power under section 91 (2) “regulation
of trade and commerce™ has received a restricted inter-
pretation, improving on the limitations suggested in
Citizens' Insurance Company v. Parsons in 1882 until,
in 1925, the Privy Council questioned whether it was
operative at all as an independent source of legislative
power. More recent decisions show that it has some
scope but the narrow meaning given to it limits severely
the power which it confers on the Dominion to regulate
economic life.

The trend of interpretation, therefore, has been
favourable to provincial power. However, between 1930
and 1932, the Privy Council handed down several deci-
sions upholding Dominion legislation in a manner which
seemed to involve qualifications on some of their earlier
pronouncements and, at the same time, to countenance
freer and looser interpretation of the British North
America Act than had hitherto been adopted. Some
regarded these decisions as marking a reversal of the
trend of decision and a new emphasis on the scope and
magnitude of Dominion powers. But this reversal of
trend by the Privy Council, if reversal it was, turned out
to be merely temporary, as its adverse decision in 1937
on a number of Dominion measures, commonly known
as the Bennett “New Deal”, clearly showed.

These decisions of 1937 scarcely came as a surprise
but they served to underline again the wide scope of
provincial powers and responsibilities in modern eco-
nomic and social legislation. When related to the limita-
tions on the taxing powers of the provinces under the
British North America Act and the wide disparities in
the yield of revenue sources in the different provinces,
they placed the crisis which had been gathering in
Canadian public finance in clear relief. In a sense, it
may be said that these decisions framed the Commis-
sion’s terms of reference and it is both appropriate and
revealing that this discussion of the constitutional posi-
tion today should revolve around them. With some
reference to earlier decisions on particular points, a
discussion of these cases illustrates the division of legis-
lative power between the provinces and the Dominion in
relation to the urgent issues of the present day.

In 1936 the constitutional validity of eight Dominion
enactments was referred to the Privy Council and their
decisions on them were rendered early in 1937. The
validity of two of these statutes was upheld in full, and
of one of them, in part. These three statutes are not

highly important for our purposes and they need not be
discussed in detail. But the nature and the fate of the
remaining five require careful consideration.

Three of the remaining five enactments, the Weekly
Day of Rest in Industrial Undertakings Act, the Mini-
mum Wages Act and the Limitation of Hours of Work
Act, established, as their titles indicate, nation-wide
standards for minimum wages and maximum hours of
weekly work. They were enacted by Parliament pursu-
ant to obligations assumed by the Dominion under
conventions of the International Labour Organization
and were thus, in substance, in fulfilment of treaty
obligations of Canada. All three were held by the Privy
Council to affect “Property and Civil Rights in the
Province™ and, therefore, to be beyond the powers of the
Dominion Parliament to enact.

Apart from the fact that the decision on these statutes
denied the power of the Dominion to set up nation-wide
standards of labour legislation, it established two gener-
al propositions of great significance. First, it interpreted
section 132 of the British North America Act which
empowers the Dominion Parliament to implement “the
Obligations of Canada or of any Province thereof, as
Part of the British Empire, toward Foreign Countries
arising under treaties between the Empire and such
Foreign Countries.” It held that the power of the
Dominion under section 132 aplies only to “British
Empire treaties” negotiated by the Imperial Executive
where the treaty obligations involved are assumed by
Canada as part of the British Empire. In international
treaties which the Dominion negotiates in its own right
as an independent political unit, the power of the
Dominion to implement the treaty by legislation depends
entirely on whether the subject matter of the treaty falls
within section 91 or 92. That is to say, in view of the
broad interpretation given to section 92, there are a
number of matters on which the Dominion cannot give
effect to treaties which it alone has power to negotiate.
The second proposition established by this decision is
also involved in the decision on another of these statutes,
the Employment and Social Insurance Act, and can be
most conveniently discussed along with it.

The Employment and Social Insurance Act provided
for a nation-wide system of unemployment insurance in
specified industries to be supported, in part, by compul-
sory contributions of employers and employees and, in
part, by contributions from the Federal Government.
Such a scheme, the Privy Council held, was beyond the
powers of the Federal Parliament to enact because it
affected “Property and Civil Rights in the Province”.
The argument that unemployment was a national evil,
justifying national action under the *“peace, order and
good government” clause of section 91 was met by
reference to a line of decisions holding that this clause of
section 91 conferred on the Dominion an emergency
power only.

In the interval between 1896 and 1937, Lord Wat-
son’s remark in the Local Prohibition Case that “some
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matters in their origin local and provincial might attain
such dimensions as to affect the body politic of the
Dominion and to justify the Canadian Parliament in
passing laws for their regulation...” under the general
clause of section 91 had been explained in several cases.
In substance, these cases had decided that, during the
stress of a severe crisis like the War of 1914-18, the
Dominion Parliament had power to fix the prices of
commodities and to regulate comprehensively other
aspects of Canadian economic life under the “peace,
order and good government” clause but that as soon as
the crisis was overcome, the power to impose such
regulations evaporated. Other decisions had emphasized
the emergency nature of the general clause of section 91.
The two decisions of 1937 now being reviewed made it
finally clear that this general power was operative only
in temporary and overwhelming emergencies such as
war, pestilence or famine.

The Canadian dilemma over social legislation was
thus sharply outlined. The constitution forbids the
Dominion to establish uniform labour legislation of gen-
eral application and, despite the unrestricted taxing
powers of the Dominion, the possibility of framing any
contributory social insurance scheme of nation-wide
extent which could be validly enacted by the Dominion,
is open to the gravest doubt.

Temporary evils of great magnitude may be grappled
with by Dominion legislation under the general clause of
section 91 but an enduring and deep-rooted social
malaise, which requires the mobilizing of efforts on a
nation-wide scale to deal with it, is beyond the power of
the Dominion unless it is comprised in the enumerated
heads of section 91. Generally, therefore, the power to
deal with these pressing social questions rests with the
provinces. But this makes it very difficult to secure the
uniformity of standards which are desirable in many
kinds of social legislation. Moreover, the provinces are
limited in their access to revenues by the financial
settlement of 1867 (and in practice by Dominion taxa-
tion in the same fields) and many of them are unable to
carry the financial burden involved.

Of course, these difficulties had been encountered in
practice long before the Privy Council decisions of 1937.
Over a period of twenty-five years, several attempts
have been made to overcome them by the method of
Dominion conditional grants of financial assistance to
the provinces. In various matters where uniform govern-
mental action was deemed desirable in the national
interest, the Dominion has made grants available to the
provinces for special purposes on condition that the
province undertake the work and maintain certain
standards, designed to secure a fair degree of uniformity
across the country. The Dominion has tried to secure
sufficient control over the administration of the particu-
lar activity by the provinces to enforce the maintenance
of the desired standards. This has involved very substan-
tial efforts in administrative co-operation between the
provinces and the Dominion. The results obtained from
this co-operation are far from reassuring. The experi-
ence gained from these efforts will be discussed later.

The fifth Dominion enactment to be held ultra vires
by the Privy Council in 1937 was the Natural Products
Marketing Act. It provided for regulation of the market-
ing and distribution of natural products by a Dominion
Marketing Board. The Board was given power, under
certain conditions, to determine the time and place of
and the agency for marketing as well as the quantity,
quality and grade of any natural product which was to
be allowed to be marketed at any time. The Act was to
be aplicable to a particular natural product only when
the principal market for it lay outside the province of
production or when some portion of it went into export
trade. When these conditions were satisfied, the regula-
tions contemplated by the Act were applicable to all
marketing transactions in the particular product, includ-
ing those which were finally completed within the prov-
ince of production. In other words, the Act was appli-
cable to some portion of purely intra-provincial trade as
well as to interprovincial and export trade.

The Privy Council found this measure to be beyond
the power of the Dominion parliament because the
federal power to regulate trade and commerce under
section 91(2) did not extend to the regulation of trading
transactions completed within a single province. This
ruling confirmed earlier decisions on the meaning of the
phrase, “regulation of trade and commerce”. Whatever
its exact scope, it was confined to interprovincial and
international aspects of trade. According to rulings of
the Privy Council, it does not justify the regulation of
the financial practices of insurance companies, nor gen-
eral regulation of the grain trade through a system of
licences. It does not cover prohibition of trade combina-
tions and regulation of the supply and price of the
necessaries of life. Nor do compulsory provisions for
investigating industrial disputes come within its terms.

In each of these Dominion attempts at economic
regulation just referred to, the common defect was that
each involved an interference with trades and businesses
carried on within a single province and was not appli-
cable merely to interprovincial or international aspects
of trade and commerce. Although the exact scope of the
phrase “‘regulation of trade and commerce” is not yet
clear, it is settled that it does not cover the regulation of
purely provincial trades, businesses and business trans-
actions. Power to establish such regulations belongs
exclusively to the provinces. On the other hand, it is
equally clear that the provinces have no power to regu-
late interprovincial and export trade. The Privy Council
ruling of 1937 holding the Dominion Natural Products
Marketing Act invalid emphasized again the fact that
the power to regulate economic life is divided between
the provinces and the Dominion, and that neither one
can encroach upon the sphere of the other.

It should be pointed out by the way of caution,
however, that the Dominion, relying on other heads of
section 91, has a considerable power of economic regula-
tion. It has some power of control over the operations of
companies with Dominion charters which are, in sub-
stance, its own creatures and, therefore, in some degree,



subject to its supervision. By use of its power to declare
local works to be for the general advantage of Canada, it
has been able to exercise effective control over the grain
trade. As was confirmed by the Privy Council in one of
the references concerning the social legislation of 1935
which is not specifically discussed here, the Dominion
Parliament, under its power to enact the criminal law,
has power to prohibit economic practices (e.g. certain
kinds of trade combinations), provided the courts are
satisfied that Parliament has acted in good faith in
stigmatizing them as criminal offences and is not “using
the criminal law as a pretence or pretext” to encroach
upon provincial powers. Under other specific powers, the
Dominion has extensive control over banks and mone-
tary matters, bankruptcy, railway and air transporta-
tion, shipping and interprovincial communications. In
other fields and other circumstances, however, it cannot
go beyond regulation of the interprovincial and interna-
tional manifestations of business activity.

While the desirability of the sweeping kind of regula-
tion contemplated by the Natural Products Marketing
Act is the subject of considerable controversy, the pro-
nouncement of its invalidity by the Privy Council con-
firmed earlier doubts about the validity of several much
less drastic Dominion measures relating to marketing,
which were generally agreed to be desirable. Several
Dominion statutes had set up compulsory grading legis-
lation on a nation-wide scale for a variety of natural
products. From time to time, most of the provinces had
sought to cure any possible constitutional defects of
these Dominion enactments by enabling legislation
designed to authorize the Dominion to impose its grad-
ing regulations on purely provincial transactions. In
1935 and 1936, several provincial Courts of Appeal held
that this enabling provincial legislation, in the form in
which it came before them, was invalid, being an uncon-
stitutional delegation of power to the Dominion.

The delegation of power by a province to the Domin-
ion and vice versa would be a useful device for overcom-
ing, in practice, the difficulties which arise from the
division between the provinces and the Dominion of
legislative power over many complex economic activi-
ties. Unified control and administration in the hands of
a single government is sometimes desirable but it is very
doubtful whether, as the constitution stands at present,
the delegation of legislative power is constitutionally
possible.

Such a power of delegation would give the constitu-
tion a flexibility which might be very desirable. With the
present degree of economic integration on a national
scale, it is extremely difficult for either the Dominion or
a province to frame legislation which will deal separate-
ly and effectively with the local or with the interprovin-
cial aspects of business activity, as the case may be.
When natural products are assembled for national or
international markets and the manufacturing and dis-
tributive trades operate on a nation-wide or internation-
al scale, most of the large important trades and busi-
nesses are engaged at the same moment in both

intra-provincial and extra-provincial activities. These
activities are so intertwined that it is difficult to isolate
purely intra-provincial activities so as to apply provincial
regulations to them and equally difficult to select the
interprovincial activities and foreign activities which are
subject solely to federal regulation.

For example, the grading of natural products, in order
to serve its purpose, should be done when the product
passes from the producer into the hands of the dealer,
but it is frequently impossible at that stage to tell
whether the particular lot of produce is destined for
intra-provincial or for interprovincial or export trade
and, therefore, impossible to say whether provincial or
federal regulations should be applied. In the absence of
a power to delegate legislative authority and control to a
single government in such situations, the only alternative
where comprehensive regulation seems desirable is a
scheme of joint Dominion and provincial legislation and
administration. For reasons which are noted later, such
schemes have inherent weaknesses which can be avoided
by delegation of legislative power to a single authority.

Several situations have arisen where regulation is
admittedly necessary but the constitution divides the
power of regulation between the provinces and the
Dominion. The case of the marketing of natural prod-
ucts has already been noted. The fact that the ownership
of inland fisheries goes with the public domain to the
provinces while the Dominion has the ownership of the
seacoast fisheries and the full power of regulation over
all fisheries has caused some confusion. The Dominion
has power to enact compulsory legislation concerning
industrial disputes in industries over which it has a
comprehensive general power of regulation, such as
interprovincial railways. The provinces have power gen-
erally to legislate respecting industrial disputes and,
therefore, situations may arise where two or more gov-
ernments are concerned in the settlement of a dispute.
In each of these cases, efforts have been made in the
past to surmount the difficulties by delegation of power
but they are now either embarrassed or being abandoned
owing to the dubious constitutionality of the device.

Power to regulate the financial practices of insurance
companies does not belong exclusively either to the
Dominion or to the provinces. The Dominion has power
to regulate companies with a Dominion charter. The
Dominion also exercises supervision over British and
foreign insurance companies doing business in Canada.
The constitutionality of this practice is not beyond
doubt. On the other hand, the provinces have the power
to regulate the activities of all insurance companmies
carrying on business with the province. As a result,
separate and overlapping systems of Dominion and pro-
vincial supervision have grown up causing duplication of
government machinery and unnecessary expense and
inconvenience to insurance companies.

By way of summary then, the constitution as it stands
today divides the power of regulating economic activity
between the provinces and the Dominion. A great deal
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of the business activity of today is national in its scope
and cannot be easily divided into intra-provincial and
extra-provincial aspects for the purpose of regulation
which may seem desirable. The delegation of legislative
power by a province to the Dominion and vice versa,
which would make possible a unified authority without
any drastic amendments of the constitution increasing
the power of the Dominion, is of doubtful constitutional-
ity. Furthermore, the present division of legislative
power under the constitution throws the main burden of
modern social legislation on the provinces. The support
of such legislation has become one of the heaviest
financial charges which governments are obliged to
meet. The division of taxing powers which gives the
Dominion unlimited access to sources of revenue and
restricts the provinces to a limited number of sources is
discussed elsewhere. The scope of the provincial power
of taxation as explained by Privy Council must be
considered briefly here.

Interpretation of Provincial Taxing Powers

Section 92 (2) gives the provinces power to levy
“direct taxation within the province”. Also, under sec-
tion 92 (9) “shop, saloon, tavern, auctioneer and other
licences™ may be imposed for the purpose of raising
revenue. The scope of section 92 (9) is not yet entirely
clear. It is not entirely certain whether indirect as well
as direct taxation is authorized under this head nor
whether licences may be imposed on any kind of busi-
ness activity or only on a limited genus of which those
specifically mentioned are examples. It is not highly
important for purposes of this chapter because the great
source of provincial revenues is direct taxation under
section 92 (2). But if our recommendations (made in
Book II) for the transfer of taxes are implemented, it
would be very important that the scope of the power to
raise revenue by licence fees should be clearly defined.

In an earlier chapter the criterion of direct taxation
adopted by the Privy Council was discussed. The rule
laid down in the case of Bank of Toronto v. Lambe in
1887 that “a direct tax is one which is demanded from
the very persons who it is intended or desired should pay
it” has been explained and amplified in later decisions.
In substance, it has been held that a provincial legisla-
ture, in levying a tax, must intend the natural conse-
quences of its action and, therefore, “it is the nature and
general tendency of the tax and not its incidence in
particular or special cases”, which determine whether it
is a direct tax within the power of the provinces to levy.
Accordingly, if in the normal course of events, the
burden of the tax is likely to be shifted to others by the
person who is required to pay it, the tax is indirect.

The result of the application of this rule has been
almost entirely to prevent provincial taxation on indus-
trial production and wholesale turnover and to limit the
productivity of provincial taxation by restricting it, in
the main, to levies on the ultimate consumer. A percent-
age tax on the gross revenues of mining entreprises is an
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indirect tax. So is a tax payable by the first purchasers
of fuel-oil after its manufacture of importation. So also
is a tax levied on sales of grain for future delivery. On
the other hand, a tax payable by the consumer of fuel-oil
according to the quantity consumed is a direct tax. Thus
the familiar gasoline tax and the retail sales taxes found
in some provinces are direct taxes within the power of
the provinces because, by making the retailer the agent
of the government for purposes of collection, they are
deemed to be levied directly on the consumer who
cannot naturally and easily shift the burden of them to
others.

Fortunately for the yield of provincial taxation the
provinces have been able to go beyond taxes on con-
sumption in the corporation taxes and succession duties.
The validity of a corporation tax as a direct tax was
upheld in 1887. A province has power to levy a tax on
any corporation which is exercising its powers within the
province. The so-called succession duties which, in most
provinces, are, in part, probable duties levied on prop-
erty as such and in part, legacy duties levied on the
transmission of property from the deceased to benefici-
aries are validly imposed by the provinces under certain
conditions.

A probate duty is a direct tax but the provinces, being
restricted to taxation “within the province™, can levy
only on that portion of the property of the deceased
which is found within the province. A legacy tax, or
succession duty proper, satisfies the test of “direct taxa-
tion within the province™ when levied on beneficiaries
domiciled or resident in the province in respect of the
transmission of property to them by virtue of the law of
the province. Under certain conditions, the province, by
taxing the transmission of the property to a beneficiary
domiciled or resident within the province rather than the
property itself, is able to impose, in substance, a tax
upon “‘movable” property situated outside the province.

Under certain circumstances, provincial succession
duty can reach property in another province. With two
exceptions, all the provinces do extend their succession
duties to property in other provinces. At the same time,
they all levy a probate duty on property situated in the
province. Thus estates of deceased persons are subjected
to the inequity of double tax whenever “movable™ prop-
erty belonging to the estate is found in more than one
province. Long efforts by the provinces to eliminate
double taxation of estates by agreement have broken
down completely under the stress of the depression.

Disallowance of Provincial Legislation

Before concluding this review of the constitution as it
works today, it is necessary to refer to the present status
of the federal power of disallowing provincial statutes.
Although the scope of this power given by the British
North America Act is legally unlimited, except as to
time, it has been recognized from the beginning that it
should be used with circumspection and in accordance



with some guiding principles. The principles relied on by
the Dominion Government in the exercise of disallow-
ance have varied from time to time and it is, therefore,
impossible to state them with precision. There has been
no such consistent and unbroken practice as would be
necessary to establish a constitutional, or conventional,
limitation on the exercise of the power. There is reason
for thinking that it will not again be used as freely as it
was during the first thirty years of Confederation but
this cannot be stated with finality.

As we have remarked earlier, the Dominion made
very extensive use of the power of disallowance between
1867 and 1896. Not only was provincial legislation
disallowed on the grounds that it was ultra vires or in
conflict with Imperial or Dominion interests or policies.
Provincial legislation might also be struck down on a
ground which had great potential scope, namely, that it
was inequitable and unjust. From 1896 to 1911, the
Dominion Government consistently disavowed this last
ground as a sufficient reason for exercise of the power.
After 1911, there was a tendency to reaffirm the pro-
priety of disallowing provincial legislation which the
Dominion Government thought to be inequitable and
unjust but this ground was actually relied upon in two
cases only, arising in 1918 and 1922.

The power of disallowance was in complete abeyance
from 1924 until 1937 when it was used against a number
of Alberta statutes. Again in 1938 and in 1939, Alberta
legislation was disallowed. Apart from showing that the
power of disallowance has not become generally
obsolete, the recent use of it does not throw any new
light on its scope. Most of the eight Alberta statutes
disallowed since 1937 were invasions of the federal field
of legislation, conflicting with the interests and policies
of the Dominion. However, among the reasons given for
disallowance of two of these statutes, specific reference
was made to the injustice of the confiscations which they
proposed and to their discriminatory character.

Thus it is quite impossible to regard disallowance on
grounds of inequity and injustice as obsolete. It is true
that in declining to disallow the so-called Padlock Law
of Quebec in 1938 the Government disclaimed any
intention to review the policy of provincial legislatures
acting within their own field of competence. It is also
true that in the Alberta cases, the distinct ground of
interference with Dominion policy and interests was
available in each case and relied on. But the only
inference to be drawn from the recital of the unjust,
confiscatory and discriminatory character of legislation
is that these qualities are relevant to the use of the
power. Nevertheless, the whole trend indicates a lessen-
ing use of the power. Up to 1900, 72 provincial acts
were disallowed while only 35 have been disallowed
since that time. It seems unlikely that disallowance on
grounds of inequity and injustice will ever resume the
importance it had prior to 1896.

It must be remembered also that in 1867, the world
had had little experience of widespread democratic suf-

frage and much thought was expended on finding ways
to prevent legislatures from abusing their powers. In
that temper of affairs, whatever may have been the
special reasons for inserting the power in the Canadian
constitution, there is little wonder that it was extensively
exercised. As time went on, confidence in the self-
restraint of democratic legislatures increased and will-
ingness to accept their measures with resignation also
grew. In other words, the principle of legislative sover-
eignty is more fully accepted now than it was in 1867.
The decisions of the Privy Council that the provincial
legislatures are sovereign in their own sphere have oper-
ated to secure for them also the benefit of this accept-
ance. Consequently, the trend towards a narrower use of
the power is likely to be sustained, although it is impos-
sible to say that a different policy would not be adopted
in special circumstances.

Difficulties of Divided Jurisdiction

At two points in particular, the division of legislative
powers has led to attempts at close co-operation between
the Dominion and the provinces. First, where the finan-
cial resources of the provincial governments are not
commensurate with their legislative powers and conse-
quent responsibilities for maintaining desired social ser-
vices, the Dominion has made money grants to the
provinces to assist in the maintenance of such services.
Hoping to ensure the nation-wide maintenance of cer-
tain minimum standards in the assisted services, the
Dominion imposes certain conditions on the grant and
conducts a periodic inspection of the service given by the
province. Hoping to hold the provinces to careful stew-
ardship of funds which they do not themselves raise, the
Dominion supplements its inspection activities with a
detailed audit of provincial expenditures. Agreements as
to the conditions on which the provinces are to under-
take and the Dominion is to assist such services must be
made at the political level. Federal officials are con-
stantly investigating specific activities of provincial offi-
cials at the administratiave level. Disagreements at
either level may prejudice Dominion-provincial rela-
tions.

Second, in the field of economic regulation, where
legislative power is divided, the Dominion and the prov-
inces have made some attempts at co-operation, particu-
larly in establishing nation-wide regulations for the
grading of agricultural products. As first a device was
used which, is substance, amounted to a delegation of
power by the provinces to the Dominion enabling the
Dominion to impose grading regulations on all transac-
tions. However, after doubts arose as to the constitution-
ality of this practice, the provinces began to meet the
problem by enacting the Dominion grades and regula-
tions as provincial legislation and appointing Dominion
inspectors and officials to act as provincial officials.
Whereas the device of delegation was a very simple
arrangement for unifying the administration of grading
regulations in the hands of a single government, the new
method involves the continuous co-operation of ten legis-
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latures and ten governments in joint administration,
making necessary a higher degree of sustained harmony
and agreement.

These co-operative ventures are opening a new chap-
ter in Dominion-provincial relations. A certain mini-
mum of co-operation is always necessary if separate
governments are to share in governing the same area
and the same people. The original purpose of the consti-
tution was to set up a sharp division of powers enabling
each government to manage separately without interfer-
ence the affairs allotted to it and to reduce all intergov-
ernmental difficulties to a question of power and legal
competence. Because different governments were likely
to disagree from time to time about the extent of their
respective powers, such questions are always referred to
the courts for their final determination as independent
and impartial bodies. The co-operation required between
governments in these circumstances was mainly of a
negative character; each should abstain from interfering
with the others.

But Dominion and provincial governments are now
embarked on the joint administration of projects which
require positive and constructive co-operation if they are
to be carried out efficiently. Two separate governments,
neither one of which has any authority over the other,
must agree on objectives, on the means of reaching
them, and on the daily application of these means to new
situations. However, there are always a number of issues
on which the interests of the Dominion and those of the
separate provinces do not run side by side. These differ-
ences in interest lead to disagreements which cannot be
solved by appeals to the courts because they do not
involve questions of formal constitutional power at all.
They are disagreements about matters which the consti-
tution intended that the appropriate government should
handle separately in its own way.

Accordingly, if the co-operative projects are to be
continued, the governments involved must be their own
arbitrators. Arbitration conducted solely by the interest-
ed parties leads to delay and sometimes to deadlock
which is ruinous to administrative efficiency. It always
leads in the end to a compromise. While compromise is
inherent in the political process, it is rarely conducive to
good administration. The evolution of political policies
within the framework of the constitution is leading to
joint activity between the Dominion and the provinces.
This contrasts sharply with the original conception of
federalism as a clear-cut division of powers to be exer-
cised separately, and experience indicates that it is
injurious both to sound public finance and to efficient
administration. The problems raised by joint administra-
tion of activities where jurisdiction is divided between
the provinces and Dominion may now be pointed out.
The first step in any scheme of co-operation must gener-
ally be taken by the legislatures concerned. As indicated
above, the divided legislative powers over the subject
matter in question could be pooled by one legislature
delegating its share of power to the other if the constitu-
tionality of such an expedient had not been rendered
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doubtful by the courts. If it were constitutionally possi-
ble and the province or Dominion, as the case may be,
were willing to delegate its powers in the specific
instance, the act of delegation would complete the co-
operation required. The legislature receiving the powers
could then establish its regulations and provide for their
enforcement just as if the entire matter had originally
been within its jurisdiction. In such a case, no joint
administration by province and Dominion would be
involved and as long as the legislature delegating its
powers was satisfied with the results obtained, through
vicarious use of its powers, no further action by it would
be required.

In the past, the Dominion and provincial legislatures
have had no serious difficulty in agreeing on this kind of
co-operation. Nation-wide schemes for the compulsory
grading of natural products under the administration of
the Dominion Government were set up and the provinces
purported to extend the Dominion Industrial Disputes
Investigation Act to disputes entirely within the jurisdic-
tion of the provinces by essentially similar devices. The
administration of the legislation was placed in the hands
of a single government and the difficulty arising out of
the division of legislative power over the subject matter
was surmounted. The constitutionality of this procedure
was, however, challenged by the courts in 1935. As a
result, the provinces have begun to abandon this method
in favour of a more complicated one which escapes the
constitutional difficulty but which involves joint
administration. The new device requires that the prov-
ince should enact legislation in substantially identical
terms with that of the Dominion but covering intra-pro-
vincial as distinct from interprovincial and export trans-
actions. To be specific, in legislation providing for the
compulsory grading of natural products, the province
enacts the Dominion grades and regulations for enforce-
ment and then appoints the Dominion graders and
inspectors as provincial officials to enforce the provincial
as well as the federal legislation.

Close and continuous co-operation is necessary for
success under this device. Any needed revision in the
detailed regulations or definition of grades must be
made by both the provincial and Dominion authorities
concerned. They must be able to agree on the need for
change and the exact nature of the change required.
Moreover, the graders and inspectors are now subject to
the control of two masters, the Dominion and provincial
departments concerned. The intention, of course, is to
leave the initiative and the general control of adminis-
tration of grading legislation to the Dominion and thus
far in the limited experience of the new device, this has
been the practice. However, it can only be a matter of
time until it is discovered that the principles of respon-
sible government are being flouted when provincial
legislation is administered by officials who get all their
instructions from Ottawa. Administration will then
become joint in substance as well as in form.

Thus far, activities jointly administered by the
Dominion and a province have not been of any signifi-




cant magnitude or duration in Canada. As already
remarked, however, the present division of legislative
power and the present trend towards greater governmen-
tal regulation are rapidly leading in that direction.
Although direct Canadian experience of joint adminis-
tration is not available for assessing its probable effi-
ciency, an appeal can be made to twenty years of
experience in the administration of conditional grants in
Canada. It has already been pointed out that, in the
conditional grants made by the Dominion to the prov-
inces to assist specific services, the Dominion attempts,
by supervision and inspection of the provincial adminis-
tration, to ensure that the grant is being properly
applied to the purposes for which it was given. This
involves a form of co-operation approaching joint
administration and raises most of the problems involved
in it. Before considering the manner in which condition-
al grants have worked in Canada, it is important to state
some general considerations bearing upon all co-opera-
tive efforts in administration by separate governments.
One of the principal differences between government
and business is that the objectives and policy of govern-
ment, in democratic states, at any rate, are generally
arrived at as a result of bargaining and compromise
among a wide variety of interests concerned. But once a
policy is agreed upon, it is a maxim of all good adminis-
tration that concerted effort in pursuit of the policy
should not be frustrated by a multitude of counsel on the
best means of arriving at it.

In business, unity of effort is secured by having a
single manager responsible for administration as a
whole. The Constitution of the United States aimed to
reach the same result by concentrating all executive
authority in the hands of the President. In the cabinet
system of government, the conventions requiring
unanimity and imposing collective responsibility are
designed to secure a similar co-ordination of all adminis-
trative action.

Where the Dominion and the provinces co-operate in
the execution of a single policy, there is no single
authority which can impose its will and decide what
daily action shall be taken in pursuit of objectives. The
Dominion and the provinces occupy exclusive spheres of
power in which no one can over-ride the others. If unity
and harmony of administration are to be maintained, it
must be through voluntary agreement between Domin-
ion and provincial personnel on the best means of
advancing the policy. And this agreement must be
reached without delay and without serious compromise
watering down the vigour of the measures employed.

It is one thing to get a legislature willing, at a single
moment of time, to delegate some portion of its powers.
Once the act of delegation is complete, it is not likely to
reconsider its action until administration by the author-
ity to whom the power was delegated becomes highly
unsatisfactory. It is a quite different matter, however, to
get sustained unanimity on the minutiae of administra-
tion from day to day. There are two main reasons for
thinking it likely to break down from time to time.

It is no criticism of higher government officials to say
that they generally like to extend the sphere of their
authority. Like everyone else, the energetic official must
try to express his personality in his work. He must try to
prove the correctness of his ideas by putting them into
practice and, in this way, prove himself to his superiors.
Quite naturally, he wants credit for successful adminis-
tration and he, therefore, cannot acquiesce in methods
and practices which he thinks are prejudicial to it. In the
nature of things, there are forces making for rivalry
between Dominion and provincial officials who are
co-operating in joint administration. Honest differences
of opinion quite unconnected with personal ambitions
are often sufficient to bring them into disagreement.
Sooner or later, the incompatibility of their ideas or
their ambitions are likely to lead to different views on
administration. Such rivalries and differences of opinion
have prejudiced Dominion-provincial co-operation in
many instances in the past. They are to be found
between officials within a single government where it is
only the unified control of administration in the hands of
the cabinet which prevents them from seriously imped-
ing administration. Officials testify to their existence by
saying that success in Dominion-provincial co-operation
in administration depends entirely upon “personalities™.

Secondly, in joint administration the officials in the
provincial department concerned are responsible
through the minister to the provincial legislature, while
the federal department is likewise responsible to Parlia-
ment. Politics and administration are closely linked by
the cabinet system. The Government of the Dominion,
and the government of a province, as is well known, may
be at odds over some question of policy. On occasion
there are genuine conflicts of interest between the
Dominion as a whole and one or more provinces. More-
over, where active administration affects the interests of
particular persons or groups, representations are made
by them to the government of the day, which is some
times constrained, as a result, to intervene in administra-
tion on political grounds. Thus there will be a tendency
for joint administration to get entangled in political
issues. Where both Dominion and provincial politicians
have access to administration, there will be constant
danger of Dominion-provincial political friction being
transmitted to areas of joint administration.

There is no occasion to be critical of political differ-
ences between the Dominion and a particular province.
It is the duty of a provincial legislature and government
to pursue the interests of the province as they conceive
them to be, just as it is the duty of Parliament and the
Dominion Government to push forward what they
believe to be the nationl interest. These apparent con-
flicts of interest can scarcely be avoided. But they
should be fought out in the political arena and not
permitted to engage one another in the sphere of
administration where they will destroy vigour and
efficiency.

In the United States the cabinet system of govern-
ment is not used and members of the legislature cannot
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intervene in daily administration. Thus administration
is, in a considerable measure, insulated from politics.
Accordingly, joint administration of projects by federal
and state governments escapes one of the serious dif-
ficulties to which it is exposed in Canada. It is danger-
ous therefore to argue from experience in this field in
the United States.

These general considerations do not apply with equal
force to all kinds of joint activity. In activities which can
be largely reduced to a number of routine operations
and which do not have to wrestle constantly with new
situations and new problems, the danger of differences
between officials is considerably less. The same is true of
activities which consist mainly in the application of
scientific standards. To some extent, the discipline of
science compensates for the lack of a discipline imposed
by a single superior and the recondite nature of the
problems which arise tends to withdraw the activity
from the intrusion of political differences between the
provinces and the Dominion.

Limitations of Conditional Grants

On the whole, however, these general considerations
suggest that joint administration by Dominion and prov-
inces is not likely to be very satisfactory. The history of
the administration of conditional grants in Canada
points in the same direction. From 1912 on, the Domin-
ion has made grants of money to the provinces for
specific purposes on specified conditions. Grants for
assisting agricultural instruction, highway development,
technical education and control of venereal disease have
expired and have not been renewed. Grants for employ-
ment offices, old age pensions and unemployment relief
are still being made. The activities being assisted are in
each case within the constitutional power of the prov-
inces and accordingly they are administered primarily
by the provinces. As indicated earlier, the Dominion
agrees to give financial aid to a provincial service pro-
vided the province spends equivalent or specified sums
on it and maintains certain standards in the service
rendered. Thus it is necessary for the Dominion and the
province to agree upon the standard and the means of
reaching it. The agreement is embodied in a set of
regulations which are to govern administration and the
claim of the province to Dominion financial assistance
depends on the observance of these regulations. In an
attempt to ensure careful application and substantial
observance of the regulations, the Dominion government
audits provincial expenditures on the assisted service
and, where feasible, measures performance against the
standard by supervision and inspection.

Such administration is, in a sense, joint. Dominion
auditors and inspectors check provincial accounts and
the actions of provincial officials, while provincial offi-
cials are obliged to get the approval of federal officials if
there is to be no interruption in payments of the federal
grant. Disagreements between the two sets of officials
involved cause delay and confusion and lower the effi-
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ciency of administration. We are convinced that, on the
whole, the administration of the services assisted by
these conditional grants has fallen far short of reason-
ably good administration. The basic reasons for this
failure are the two set out above in general criticism of
joint administration.

To decide whether particular payments have been
properly made or whether provincial performance comes
up to the agreed standard, it is necessary to interpret the
regulations which define the conditions on which federal
assistance is granted. Dominion and provincial officials
frequently disagree about the meaning of the regula-
tions. General rules are never entirely clear in their
application to particular cases and most of the disagree-
ments are genuine honest differences of opinion as to
how the activity should be carried on in cases where the
regulations are not entirely clear. It is true that the
disagreements arise in a relatively few cases but since
there is no single superior authority to resolve them,
they are enough to cause delay, and may generate
friction which spreads through the administration, and
generally reduces efficiency.

The difficulty is that in many of the activities assisted
by conditional grants it is impossible to find a clear-cut
standard which can be applied automatically in measur-
ing performance. Really objective criteria are hard to
find in human affairs and where the measuring-rod
cannot be applied automatically, it leaves room for
difference of opinion. It is inevitable that federal
inspecting and auditing officials should be primarily
concerned with protecting the Dominion treasury while
provincial officials engaged in active administration of
the service are concerned with seeing that it meets what
they conceive to be the needs for which it was estab-
lished. Where there is room for difference of opinion,
this difference in interest and purpose causes disagree-
ments to emerge.

Federal officials cannot insist directly upon their
interpretation of the regulations by giving orders to
provincial officials in the field. Provincial officials must
take their orders from the provincial government and
not from federal auditors and inspectors. Thus disagree-
ments in the field are referred back to higher officials
and minsters in Ottawa and in the provincial capitals,
and questions of administration become the subject of
diplomatic interchange between governments, involving
long delays in their settlement.

When administrative questions rise to the political
level, they tend to become entangled in political issues
and to be treated as such. Nowadays Dominion and
provincial policy impinge upon one another at many
points. When, as a result of this fact, sharp differences
emerge between the Dominion and a province, there is
grave danger that the difficulties of joint administration
will be intensified. The intrusion of politics in adminis-
tration is always unfortunate but it is doubly so when a
single government activity or service is disturbed by
both federal and provincial politics.



In pointing generally to the difficulties in the adminis-
tration of conditional grants, there is danger of creating
false impressions. It must be emphasized that the exas-
perations noted are not found in all provinces nor at all
times. If they were, conditional grants would never have
survived their launching. But they occur with sufficient
frequency to cause waste, friction and delay. Nor are
they due to the perversity of officials and politicians.
The federal scheme of government was devised precisely
because of the lack of complete identity of interest
between the whole and the component parts. Where
differences of interest exist they become manifest simply
through officials and politicians doing their duty. If
these differences cut across fields of co-operative activ-
ity, they inevitably have a prejudicial effect.

Those who favour conditional grants as a means of
overcoming constitutional difficulties are aware of the
objection frequently made that governments which
spend public money ought to be fixed with full responsi-
bility of raising it. They argue that this objection is
overcome and adequate control over provincial adminis-
tration secured in two ways. In the first place, the grant
is made for a particular purpose and the Dominion can
define exactly what that purpose is. Then by supervision
and inspection, it can determine whether provincial
administration complies with the terms of the grant. If
not, disallowances and deductions from the grant can be
made as a penalty and a warning for the future. Second-
ly, if this sanction is not effective, the entire grant may
be withheld until defects are remedied.

This argument ignores certain stubborn difficulties. In
the first place, we have already pointed out that in many
of the services assisted by federal grants it is impossible
to devise exact standards for measuring performance.
Opinions differ as to what amounts to an earning of the
grant and disputes arise. Federal auditors may disallow
particular provincial expenditures as not being author-
ized by the regulations. Because there is generally room
for difference of opinion, the province does not normally
acquiesce in such action. In resisting a disallowance
which it considers unfair, the province feels justified in
bringing pressure on the Dominion. As the province is in
full control of administration, there are generally a
variety of expedients which it can adopt to inconven-
ience or prejudice the Dominion. Thus the Dominion is
obliged to be very chary of disallowing expenditures
except in very flagrant cases which, of course, are rare.

Moreover, in most cases, federal audit of provincial
expenditures cannot go to the root of the activity. To
determine independently the correctness of all provincial
expenditures on an aided activity, it would be necessary
to duplicate provincial field staffs. Such duplication of
staff cannot, of course, be contemplated and federal
audit is generally confined to a review of the documents
and vouchers on file. Occasional test investigations by
way of sampling are made and complaints of serious
abuses investigated. We do not suggest that there is any
need to inquire into the honesty of provincial adminis-
tration but there may be occasions when its vigilance in

these assisted activities is not as rigorous as if the
province itself raised all the funds expended on them. In
any case, federal audit and supervision cannot go to the
root of these activities.

Secondly, the power of the Dominion to withdraw the
grant from a province which fails to conduct its adminis-
tration in accordance with the conditions imposed on the
grant can rarely be exercised in practice. The Dominion
assists particular provincial services because they further
some important national interest. Withdrawal of the
grant to discipline a province must be at the expense of
the national interest in question. Furthermore, it is a
very serious matter to say that a provincial administra-
tion is so bad that assistance must be withdrawn. Obvi-
ously no Dominion Government could come to that
conclusion about a provicial government of its own
political stripe. And a Dominion Government would
scarcely dare to withdraw a grant from a provicial
government of a different political stripe because of
repercussions in the province affected.

Thus the Dominion must always hesitate long before
withdrawing a grant. The provinces know this and they
are not seriously impressed by threats of such action.
The power to withdraw the grant is not an effective
sanction except against the most flagrant of abuses.
Experience shows that where flagrant abuses have been
brought to light, the province in question has hastened
to correct them. In the prosaic but much more common
cases, where administration is hampered by honest and
reasonable differences of opinion, withdrawal of the
grant as a means of resolving such differences is out of
the question.

On these grounds we are satisfied that, for permanent
purposes, the conditional grant, as it works under
Canadian conditions, is an inherently unsatisfactory
device. It may be used in some special cases and for
some limited purposes, as we shall indicate later. But in
most activities we believe it to be more costly than if the
service in question were financed by a single govern-
ment. It unquestionably leads to delay and to periodic
friction between Dominion and provincial governments.

The experience with conditional grants leads us to
doubt whether joint administration of activities by the
Dominion and a province is ever a satisfactory way of
surmounting constitutional difficulties. Where legisla-
tive power over a particular subject matter is divided, it
is ordinarily desirable that these powers should be
pooled under the control of a single government in order
to secure unified effort in administration.

INTRODUCTION

In the course of our work we have come to appreciate
as never before the achievements of the Fathers of
Confederation. Not only did they devise an instrument
of government which has successfully withstood the test
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of seventy years of rapid and in large part quite
unpredictable change, but they secured assent to the
adoption of this instrument under circumstances which,
in the minds of some, have given it the same sort of
sanctity that the most solemn treaty might possess. By
their achievements they laid the foundations of national
unity and of the federal system, both of which our
instructions enjoin us to respect. It is our hope, and we
venture to say our confident expectation, that they
accomplished these great things without laying on future
generations the dead hand of the past, and that they
transmitted to us a constitution capable of development,
not only through judicial interpretation but through
amendment as well to meet the new situations and
problems which were bound to arise incidental to the
vast and unforeseeable changes which lay before the
people of Canada seventy years ago.

Canadians are so proudly conscious of the national
unity which they have achieved, and so respectful of the
federal system that has made this unity possible that
there may be some danger of their thinking of national
unity and of the federal system in the abstract as having
some special merits which make them desirable in them-
selves. We have endeavoured to keep before us at all
times the goal of human welfare which should determine
the character both of political and economic systems.
We are fully alive to the importance of maintaining, and
of expanding as rapidly as possible, the national income
which is woefully inadequate for the standards of well-
being which Canadians have come to adopt. It is this
need for a larger national income which has governed us
in the recommendations which we have made for simpli-
fying our financial system, for carrying as economically
as possible the great burden of public debt, for co-opera-
tion in the direction of future governmental investment
through borrowing, and for eliminating those features of
our fiscal system which involve a high cost of tax
compliance or which have a marked tendency to check
investment and so to reduce employment.

But it is not merely an expansion of the national
income which is needed. If welfare is to be achieved the
national income must be better distributed and a greater
measure of social and economic security must be pro-
vided for those in low income groups. We have not, of
course, attempted to lay down a pattern for social
legislation in Canada, but we have, in accordance with
our instructions endeavoured to clear the way for the
sort of legislation which seems probable in the future by
making recommendations concerning the responsibility
for enacting or withholding it.

The problem of the prevention of unemployment,and
in so far as it cannot be prevented, of the relief of its
victims, is of outstanding importance both as regards the
size of the national income and as regards its distribu-
tion. In seeking the highest possible national income we
must seek conditions under which full employment of
the whole labour force of the nation will occur, and the
distribution of the national income is most satisfactory
when the incomes of the able-bodied take the form of
adequate wages for work done.
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There is a second aspect of the distribution of the
national income which is of great importance in a
federal system, and of particular importance in Canada.
The unequal distribution of the national income as
between the people of different regions may excite feel-
ings quite as dangerous to national unity as those
aroused by gross inequalities between different income
groups. The provision of a national minimum standard
of social services in Canada cannot (without complete
centralization of all social services) be divorced from the
assurance to every government of Canada of the reve-
nues necessary for the adequate performance of its
recognized functions. This assurance, which the Fathers
of Confederation were able to give by means of a system
of subsidies and debt allowances financed by taxation
that was national in character, is infinitely harder to
give now that the recognized functions of provincial
governments have become far larger than they were in
1867. We have attempted to compute what the financial
balance of each provincial government (and its munici-
palities) would be with taxation at the national average
and after making provision for services of at least na-
tional average quality.

In giving this special prominence to economic aims we
have not been forgetful that any nation worthy of the
name will have other and, in a sense, higher aims as
well. Economic aims have of course a moral aspect, and
crusading zeal to assail evil social conditions, high rates
of sickness and death, poverty, illiteracy and bad hous-
ing, cannot be considered as crudely materialistic. But
these higher aims are in no danger of conflicting with
economic aims unless, of course, they are pursued with a
reckless disregard for the necessity of maintaining the
national income which is in the long run essential for
their achievement.

But there are other aims less closely intertwined with
economic well-being. In Canada, whether we speak of
personal freedom and democracy, or of preserving the
healthy mean between too great liberty for the individu-
al and too great authority for the state, we reach much
the same conclusions as to one of the higher aims of the
Canadian people. None of these higher aims are, in our
opinion, inconsistent with the economic aims which we
have discussed. We believethat the proposals which we
make in this Report respect economic and moral aims
alike. We make important recommendations for adjust-
ments in the distribution of governmental burdens, and
in sources of revenue necessary to meet them, but these
adjustments will leave untouched the arrangements
which during the last seventy years have preserved
complete provincial liberty of action in spheres which
are primarily cultural and social. Indeed this liberty of
action will be assured even better than it is today, as the
provinces will be freed from the pressure which is apt to
be exerted upon them by demands for this or that social
service which, it is said, can be financed only with
assistance from the Dominion that would of necessity
involve some supervision by the Dominion.

Some of the recommendations which we make
throughout the Report may require amendments to the



British North America Act for their implementation.
Others might not, although amendment of the Act
might be the most satisfactory method of implementing
them. We make no attempt to deal with the question of
how amendment to the British North America Act
should be brought about nor do we attempt to draft
amendments, for we feel that once the general will to
seek amendment exists these matters can be dealt with
more effectively by others than by us.

We realize that at first sight our proposals as a whole
may appear to involve bold departures from former
practices. We have asked ourselves anxiously whether
our proposals are politically impossible. If we are hope-
ful that they are not politically impossible it is because

we think that when our Report is considered as a whole
the people of Canada will see that any lesser departure
might lead to disastrous consequences. The present peril
is serious and cannot be allowed to grow worse.

We plead most earnestly that our proposals should not
be considered one by one in isolation, although we have
done our best so to frame them as to withstand even this
test. But we have attempted to integrate them in a
comprehensive plan of a constructive character, depend-
ent for its harmony on the observance of the general
principles which we have set out, and designed to enable
Canada to withstand the stresses and strains of today
and tomorrow without undue peril either to reasonable
national unity or to legitimate provincial autonomy.
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Chapter 11

FISCAL FEDERALISM, PAST AND PRESENT

The purpose of this chapter is to discuss briefly
fiscal relations in a federal system of government.
The discussion begins with an identification of four
aspects of fiscal federalism and a review of some
principles that have been advanced in connection
with them. It goes on to provide a brief history of
problems of:

1. revenue-sharing, or the problem of fiscal
balance;

2. fiscal equalization;

3. financing provincial programs of national in-
terest; and
4. fiscal and economic co-ordination.

On item 3, the chapter discusses in general
terms only the concept and use of the federal
spending power, leaving a history of federal
involvement in specific programs to Annexes B-D
to this chapter. Thus, this chapter provides an
historical backdrop to the broad questions of
public finance and economic union, while the
Annexes describe the history and background of
federal involvement in certain programs falling
wholly or partially within provincial jurisdiction.

Principles of Fiscal Federalism

The distinguishing feature of a federal system of
government is that it provides for a division of
governmental powers between two orders of gov-
ernment, the existence of which is guaranteed by a
written constitution specifying the powers of each.
It is in this sense that each order of government
may be said to be autonomous. In a federal
system, each order of government has a life of its
own: neither is subordinate to the other.

The unique nature of a federation is perhaps
best understood when compared with what it is
not. A federal system of government is different
from a unitary system in that the latter concen-
trates all state powers in a single government. This
is the case for countries such as France, the United
Kingdom and Italy, where all powers are vested in
the central government. In these countries, region-
al governments do exist, but they are merely ‘crea-
tures’ of the central government and are, therefore,
subordinate to it. A federal system is also different
from an international alliance of states because the
‘federated’ states, while not subordinate to to any
higher authority, do not enjoy the prerogatives of
an independent state. A federal system is thus a
distinct breed. It is neither a loose unitary system
nor a tightly-organized international organization.
What makes it unique is that citizens who live
under a federal system may participate actively
and simultaneously, as electors, in an autonomous
provincial government and in the broader federal
state that embraces it.

In the pre-industrialized world, it was relatively
easy to assign clear-cut jurisdiction to each order
of government, and it was reasonable to expect
each to exercise its powers without encroaching on
those of the other. However, in the modern world,
it is much more difficult to establish distinct juris-
dictions because the various functions of govern-
ment are highly interdependent and can no longer
be compartmentalized as was generally the case
less than half a century ago. For example, the
structure of the federal government’s unemploy-
ment insurance program can have important
implications for income support programs adminis-
tered by the provinces. Conversely, the sensitivity
of provincial educational services to manpower
requirements may affect future employment levels.
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These examples demonstrate that the modern
industrialized state is characterized by a high
degree of interdependence and is in a constant
state of flux. This implies that a federal system
can operate coherently only if its two orders of
government work in concert. The effective opera-
tion of a modern federal system therefore appears
to rest on two fundamental requirements: a recog-
nition of the autonomy of each order of govern-
ment, and a need for co-operation between the two
orders. These requirements, which in some ways
conflict, appear to be equally important, because
failure to satisfy one or the other can, in the long
run, result in complete disruption of the system.

Nowhere is the need for co-operation between
the two orders of government more pressing than
in the area of public finance. There are essentially
four broad public finance issues that must be dealt
with in all modern federations. (Because they can
only arise in the context of federal systems, they
are often referred to as fiscal federalism issues.)
These are: revenue-sharing, or the achievement of
fiscal balance; fiscal equalization; financing pro-
vincial programs deemed to be of national interest;
and fiscal and economic co-ordination. Examining
how federations deal with these issues provides
insights not only into how they actually function,
but also about how they cope with the centralizing
and decentralizing forces that are constantly at
work within them. Put another way, the responses
to these broad fiscal issues can usually tell us
much about how a federation is meeting the two
necessary, yet often conflicting, requirements of
unity and diversity.

This chapter examines these four issues in the
context of the Canadian federal experience. The
last major statement of principles of fiscal federal-
ism was made in 1966 by the Hon. Mitchell Sharp,
then federal Minister of Finance:

a) The fiscal arrangements should give both the
federal and provincial governments access to
fiscal resources sufficient to discharge their
responsibilities under the constitution.

b) They should provide that each government
be accountable to its own electors for its
taxing and spending decisions and should
make these decisions with due regard for
their effect on other governments.

¢) The fiscal arrangements should, through a
system of equalization grants, enable each
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province to provide an adequate level of
public services without resort to rates of
taxation substantially higher than those of
other provinces.

d) They should give the federal government
sufficient fiscal power to discharge its eco-
nomic and monetary responsibilities, as well
as to pay its bills. In particular, they should
retain for the federal government a sufficient
part of the income tax field in all prov-
inces—both personal and corporate—to
enable it to use variations in the weight and
form of that tax for economic purposes, and
to achieve a reasonable degree of equity in
the incidence of taxation across Canada.

e) They should lead to uniform intergovern-
mental arrangements and uniform applica-
tion of federal laws in all provinces.

f) The fiscal arrangements should seek to pro-
vide machinery for harmonizing the policies
and the priorities of the federal and provin-
cial governments.'

These principles were proposed in the particular
context of the negotiations that led to the 1967-72
fiscal arrangements. However, some of them are
expressed in terms broad enough to make them
relevant to the present discussion.

The first principle is to ensure that each govern-
ment has sufficient access to fiscal resources to
enable it to discharge its responsibilities. It there-
fore relates directly to the revenue-sharing issue
discussed later in this chapter.

The second principle, fiscal responsibility, holds
that the government that spends should also be the
government that taxes. Many of the federal-pro-
vincial discussions in the past 15 years, particular-
ly those relating to shared-cost programs, have
been influenced by this principle. In his 1966
statement, Mr. Sharp said:

... We must recognize that the continuous and
cumulative use of shared-cost programs in fields
of jurisdiction which are primarily provincial,
would result in a greater and greater proportion of
provincial budgets being devoted to programs
whose costs are shared by the federal government,
leading to a continuing influence on provincial
decision-making. The result would be to reduce
the fiscal responsibility of the provinces, and to
hamper them in establishing their own priorities.?




With this in mind, and because some provinces,
particularly Quebec, had expressed a desire to take
full responsibility for social programs, Mr. Sharp
announced the federal government’s intention to
propose a number of steps that were to lead to a
“removal of federal conditions in respect of certain
well established and continuing programmes, and
the assumption by the provinces of full responsibil-
ity for them™. (It was assumed, however, that the
relevant programs would be continued by all prov-
inces and that, in particular, program standards in
the health field would be maintained.)

In recent years, the principle of fiscal responsi-
bility has come to be discussed in terms of ‘govern-
ment visibility and accountability.” In his submis-
sion to the Task Force, the federal Minister of
Finance, the Hon. Allan MacEachen, expressed
concern about federal visibility, noting that the
role of the federal government in financing health
programs, social services and post-secondary edu-
cation is not publicly recognized. He concluded his
remarks by stating that:

This has implications for public accountability
which should concern all members of Parliament.
How can we properly account for what the federal
government does with the taxpayers’ money, when
a very large number of Canadians are not aware
that $14 billion worth of federal expenditures
really serve to finance essential provincial and
local services?

To operate in accord with the principle of fiscal
responsibility would, of course, call for the federal
government to respond to this dilemma by with-
drawing (with appropriate surrender of revenue
sources) from the use of federal expenditures to
finance essential provincial and local services. As
noted in Chapter I, it is because a continued
federal presence has seemed politically desirable—
indeed perhaps essential—that it is now necessary
to search for extended mechanisms of accountabil-
ity for these transfers.

The third principle, relating to fiscal equaliza-
tion, is discussed later in this chapter. Like the
first two principles, it has been present, implicitly
or explicitly, since Confederation.

The fourth principle seeks to ensure that the
federal government has sufficient control over the
personal and corporate income tax fields for eco-
nomic stabilization purposes. It is an outgrowth of

Keynesian economics, which inspired federal eco-
nomic policies in the post-War era; a similar con-
cern has returned as a central feature of the
‘powers over the economy’ debate.

The fifth principle states that there should be
uniformity in fiscal relations between the federal
government and the provinces, that is, there should
be no special deals with individual provinces. This
principle was meant to dispel any misunderstand-
ing that might have arisen on account of the
contracting-out arrangements, which had been
legislated by Parliament in 1964, but of which only
one province—Quebec—had taken advantage,
despite the fact that they had been offered to all
provinces. (The contracting-out arrangements are
discussed later in this chapter.)

The sixth principle, that fiscal arrangements
should provide for a harmonization of federal and
provincial policies and priorities, is particularly
relevant to present concerns about the machinery
of ‘co-operative federalism’, designed to accommo-
date greater interdependence between govern-
ments.

The Task Force accepts the essential features of
these six principles, with the qualifications noted
with regard to the second, as valid guides in
analyzing federal-provincial fiscal relations, recog-
nizing that they require interpretation in light of
overriding national interests in many programs
falling within provincial jurisdiction, and the
changing nature of Canadian federalism.

Revenue-sharing*

The issue of revenue-sharing boils down to the
following question: how can a reasonable balance
be attained between the revenue needs of each
order of government and the expenditure respon-
sibilities assigned to them by the British North
America (BNA) Act? The allocation of revenues
between the two orders of government must be

* The term ‘revenue-sharing’ has recently been used in Canada
to refer to the possibility of an interprovincial sharing of
natural resource revenues. For purposes of this report, it will be
used in the more traditional way to designate the allocation of
revenues between two orders of government so that each order
may meet its expenditure responsibilities.
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reviewed at regular intervals, because it must be
made to correspond with the allocation of respon-
sibilities, which itself tends to change over time.
As one expert on federalism put it:

Conditions in a variety of communities joined
together in a federation differ too much from time
to time and from place to place for a fixed division
of financial resources to be laid down finally in a
constitution. There is and can be no final solution
to the allocation of financial resources in a federal
system. There can only be adjustments and re-
allocation in the light of changing conditions.?

In Annex II-A is set out a dispassionate account
of the way the powers to raise revenues have
swung back and forth between the different orders
of government in Canada. This account talks in
terms of the provinces “requesting control of sub-
surface mineral rights”, and the federal govern-
ment “agreeing”. Tax rental agreements are “pro-
posed” and terminated; transfers of tax room are
“requested”’; the growing expenditure obligations
of the provincial governments are ‘“acknowl-
edged”. The results of these negotiations over the
course of a century are set out in Table I1-1, which
reveals the significant changes in the distribution
of revenues between the two orders of government
that occurred as a consequence.

What is not revealed by the historical account,
but what might be inferred from today’s headlines
describing current ‘agreements’ relating to control
of mineral rights or the transfer of resource reve-
nues, is the struggle and passion that preceded and
accompanied these fluctuations. The exercise of
political power has driven the structure of the
Canadian federation through dramatic swings over
the course of a century, and presumably will con-
tinue to do so. None of these shifts came easily or
without controversy.

This history teaches above all that fiscal federal-
ism in general, and revenue-sharing in particular,
cannot be aproached with fixed standards or a
purely analytical eye. Tables depicting revenue
shares are in fact describing the successive out-
comes of a perpetual contest between political
forces searching for the revenues vital to accom-
plishing their political goals for Canada. These
contests certainly reflect economic determinants,
but they also reflect distinct views of the country
and its needs at a given time—and they reflect the
distinct personalities and accidents of history that
shape the development of any nation.
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Table 1I-1 shows that in 1945 the federal gov-
ernment levied 71.4 per cent of all taxes paid by
Canadians, while the provinces raised 28.5 per
cent. Since then, however, the provincial-local
share has grown steadily, reaching 41.8 per cent in
1960, 49.1 per cent in 1970 and 53.3 per cent in
1980.* Throughout the period 1967 to 1976, the
two orders of government split the fiscal pie more
or less evenly, the federal share hovering around
53 per cent and that of the provinces around 47
per cent. But since 1977, the provincial-local share
has grown to about 54 per cent while the federal
share has dropped to around 46 per cent. Nothing
stays stable, however—there may now be some
evidence that the trend is once again turning
around.

The extent of fiscal decentralization achieved in
recent years appears even greater when federal
grants to provinces are taken into account.
Deducting the value of these grants from federal
revenues and adding it to the revenues of the
provincial-local sector yields the estimates set out
in Table II-2.

Table 1I-1

Federal and Provincial-Local Shares of Total
Government Revenues from Own Sources

(per cent)
Federal Provincial-Local?
1926 449 55.1
1930 334 66.6
1940 54.5 45.5
1945! 714 28.5
1950! 64.1 359
1955! 63.6 364
1960! 58.2 41.8
1965 54.5 45.6
1970 50.9 49.1
1975 51.8 48.2
1977 47.1 529
1978 45.2 54.8
1979 459 54.1
1980 46.6 533

1. Tax rental payments are assumed to be a provincial revenue from own-
sources and have been deducted from federal re

2. Municipal or local revenues are treated as provincial revenues because
municipal or local governments are ‘creatures’ of provincial governments

and t be idered an independent order of government.

Source: Department of Finance, Economic Review, April 1981.

* Of course, this trend still fails to restore the provincial-local
share to the level prevailing in the late 1920s. (See also Annex
11-A)



Table II-2

Federal and Provincial-local Shares of Total Government
Revenues (when federal grants are deducted from federal
revenues and considered as revenues of the
provincial-local sector)

(per cent)
Federal Provincial-Local
1926 43.1 56.9
1930 30.5 69.5
1940 50.2 49.8
1945 69.2 30.8
1950 59.8 40.3
1955 61.1 38.9
1960 51.6 484
1965 459 54.1
1970 39.8 60.3
1975 39.2 60.8
1977 34.1 65.9
1978 322 67.8
1979 335 66.5
1980 34.7 65.4

Source: Department of Finance, Economic Review, April 1981.

Table II-2 shows that since 1977, the federal
share of government revenues, after federal trans-
fers have been made to the consolidated provincial-
local sector, has been aproximately one-third of
the total. In the decade preceding 1977, the federal
share fluctuated around the 40 per cent level. In
the immediate post-war years, and up to 1966, the
federal share declined progressively from 68 per
cent to about 45 per cent.

The fact that the federal share of total govern-
ment revenues has been declining over time, and
that the federal government has been registering
substantial deficits in recent years, has prompted
some to argue that there is a ‘fiscal imbalance’
between the two orders of government. This view is
reinforced by the fact that provinces are, in aggre-
gate, in a surplus position.

On closer examination it apears, however, that
the concept of fiscal imbalance is not so simple.
First, the observation that the provinces are in a
surplus position, although not incorrect, must be
balanced by another observation: the surplus is
attributable to the three western-most provinces,
whose oil and gas revenues have increased consid-
erably since 1973. The other seven provinces coni-
nue to incur significant deficits.

Second, federal grants to provinces and munici-
palities expressed as a percentage of total federal

spending have been fairly constant since 1970.
There is, therefore, no ground to suggest that
federal transfers have been getting out of control.
In fact, they grew at a slower rate in the 1970s
than they did in the 1960s. They are, moreover,
forecast (in the federal government’s expenditure
plan) to decline over the next three years, not only
as a share of federal government expenditures and
as a share of GNP, but also relative to forecast
growth in the consumer price index.

Finally, it is important to note that the mere
fact that one order of government is experiencing a
succession of deficits does not necessarily imply
that there is a fiscal imbalance, as that term is
used by public finance specialists. Only if the fiscal
posture of a government has deteriorated for rea-
sons beyond its control is a fiscal imbalance said to
exist. That is, there must be some structural cause
to explain the situation. The federal deficits regis-
tered in recent years can, however, be explained
partly in terms of discretionary counter-cyclical
fiscal policy—a deliberate attempt to maintain
employment in a time of world recession. In addi-
tion, the various tax expenditure measures intro-
duced since the 1972 implementation of tax
reform, as well as the indexation of the personal
income tax system, have deprived the federal
treasury—as well as provincial treasuries—of sub-
stantial amounts of money, and unusually high
debt service charges have compounded the difficul-
ty. The Task Force concludes that there does not
exist a long-term, structural mismatch between
the revenue capacities and expenditure respon-
sibilities of the federal government. It cannot be
claimed that the capacity of the federal govern-
ment to raise revenues has reached a structural
(as opposed to a political or discretionary) ceiling.

What is undeniable is that the federal govern-
ment faces a major budgetary problem in the size
of the public debt and corresponding debt service
charges. In exercising its unique responsibility for
stabilization policy in the post-OPEC period, the
federal government—in common with most na-
tional governments in the western industralized
world—took on massive deficits. Over the remain-
der of the 1970s, these deficits accumulated to the
point where debt service charges now represent 20
per cent of the federal budget, and this share,
which is a completely non-discretionary expendi-
ture, is rising.
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Thus the Task Force considers that the concept
of fiscal imbalance requires a careful distinction
between a structural problem in the design of the
arrangements of Confederation, and a problem of
budgetary imbalance reflecting political judge-
ments on revenue and expenditure priorities. The
federal government is at an interesting intermedi-
ate point on the spectrum between these two
extremes, a point where a prolonged cyclical
budget deficit begins to lead to some aspects of a
persistent structural imbalance. The structural
problem emerges because the size of the debt
accumulated to date begins to constrain to an
unacceptable degree the margin of manoeuvre in
federal government decisions on fiscal policy.

Whether one views the sequence of federal
budget deficits beginning in the early seventies as
an inevitable consequence of the federal govern-
ment’s unique responsibility for stabilization policy
in an unsettled world economy, or as a deliberate
discretionary political choice, is a matter of politi-
cal judgement. But the fact that the federal gov-
ernment enters the next phase of federal-provincial
relations with a stock of accumulated debt that
imposes serious constraints on budgetary decisions
is beyond debate.

The present federal government has, on several
occasions, expressed concern about the size of the
deficit, and there can be no doubt that this concern
will affect the way in which it approaches the
forthcoming round of negotiations on fiscal
arrangements. More specifically, the federal Min-
ister of Finance stated in his submission to the
Task Force that:

First, the most urgent priority of the federal gov-
ernment is to strengthen its fiscal position. Trans-
fers to the provinces cannot be insulated from
policies of restraint; otherwise, the full burden of
such restraint would fall within exclusive federal
program areas. This would place the federal gov-
ernment in an even weaker position vis-a-vis the
provinces.

Second, the reduction in the federal deficit should
be implemented gradually. Insofar as expendi-
tures are concerned, there are major categories of
outlay over which the federal government has very
little discretion, in particular, public debt charges
and major transfer programs to individuals. There
are other areas where the government’s priorities
have increased, most notably economic develop-
ment. The need to accommodate these priorities
requires that savings be made in other areas,
including social affairs and transfers to provinces.
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Third, there should be a continuing emphasis on
equity in respect of intergovernmental transfers.
The method chosen to cut back on federal trans-
fers to provinces must respect this emphasis on

equity.

This view is, of course, predicated on the
assumption that the federal government will con-
tinue to register large deficits in coming years.
However, this assumption is not shared by all
experts. Dr. David Slater, Chairman of the Eco-
nomic Council of Canada, noted in his presenta-
tion to the Task Force his belief, based on analyses
undertaken for the Council, that if the various
elements of the October 1980 budget and of the
National Energy Program (NEP) are realized,
“the federal government’s deficit will be substan-
tially reduced”. He also stated that the effects of
the NEP on the provinces as a whole “will be to
reduce the surpluses of the provinces, although to
a lesser amount than the federal deficit”. Should
the current negotiations between the federal and
Alberta governments on oil and gas prices lead to
a schedule of price increases more costly to con-
sumers than those announced in the October 1980
budget, the federal budgetary situation in the next
few years could be significantly relaxed.

Dr. Slater’s view @s the Chairman of the Eco-
nomic Council rests on a projection of federal
revenues higher than those currently forecast by
the Department of Finance. Whether high reve-
nues emerge from current policies or must be
sought through changes in policy, however, it
seems clear that the current federal budgetary
deficit cannot be redressed by means of expendi-
ture restraint alone. Some increase in federal reve-
nues also will be necessary to achieve greater
budgetary balance at the federal level.

What all this shows is that the balance between
fiscal capacity and expenditure responsibilities will
constitute an important topic in forthcoming
negotiations on fiscal arrangements. The historical
record suggests that such discussions should be
approached with a good deal of pragmatism. There
is nothing sacred about the allocation of revenues
between orders of government at a particular time.
The economic conditions prevailing now are not
the same as those that prevailed in 1976, when the
current fiscal arrangements were negotiated. It is
therefore natural that questions be raised about
the current and future fiscal situations of the two
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orders of government. The important thing is that
in discussing possible changes, the potential effects
on both the provinces and the federal government
must be taken into account.

Fiscal Equalization

The second major fiscal issue raised by a federal
system is that of equalization. It arises out of the
fact that although most provincial governments
have the same constitutional responsibilities, they
do not, due to economic disparities among the
various regions of the country, have the same
financial capacity to assume those responsibilities.
Alberta or British Columbia, for example, has the
potential to provide a larger number and higher
quality of public services than does Newfoundland
or Prince Edward Island, while maintaining lower
tax rates. (The extent to which this potential is
exercised of course also reflects the prevailing
political philosophy in each province—but it is the
underlying endowment or capacity that poses the
problem of equalization.)

The effective functioning of a federation there-
fore calls for some means of dealing with differ-
ences in provincial capacities to provide services.
Such means could involve a redesign of interpro-
vincial boundaries, or a centralization of taxing
powers coupled with a system of federal grants to
all or most provinces, or a system of grants to
provinces with low fiscal capacity. Canada has
relied mainly on the latter two methods.

Tax rental agreements are a good example of a
centralization of taxing powers coupled with
grants to all provinces.* Under these agreements,
the differences in provincial fiscal capacities were
minimized because the per capita yield of the taxes
that were rented to the federal government (essen-
tially personal and corporate income taxes) was
very uneven between provinces, while the formulas
for computing rental payments incorporated an
important equal per capita component for all prov-
inces. Thus the payments contained a substantial
element of implicit equalization.

Grants directed to provinces with low fiscal
capacities have, however, been the preferred

* For an explanation of tax rental agreements, see Annex I1-A.

Canadian method for countering fiscal disparities.
The history of our federal system provides numer-
ous examples of such grants, the first going back
to 1867, when it was agreed that New Brunswick
would receive special annual grants of $63,000 for
10 years following Confederation because of the
province’s special difficulties. Nova Scotia
managed to obtain a similar grant in the 1870s
after threatening to withdraw form the federation
on the grounds that the financial provisions of the
BNA Act prevented it from meeting its expendi-
ture needs. Several special assistance grants were
paid in the 1920s and 30s to help provinces with
particularly severe financial difficulties.

Since 1957, however, the federal government
has had in place a distinct program of fiscal
equalization (discussed in greater detail in Chap-
ter VII) that is specifically aimed at augmenting
the lower fiscal capacity of poorer provinces. The
purpose of equalization payments is to ensure that
all provinces are able to provide their citizens a
reasonably comparable level of public service at
reasonably comparable rates of taxation. The
assumption underlying this federal program is that
provinces levy taxes only with a view to financing
public services, and that equalizing provincial
fiscal capacities by means of equalization pay-
ments will enable provincial governments to pro-
vide reasonably comparable services.

From 1957 to 1962, equalization payments were
calculated on the basis of each provinces yield
from personal income tax, corporate income tax
and succession duties levied at the standard rental
rates. Provinces with a per capita yield lower than
the weighted average of the two wealthiest prov-
inces were eligible for equalization grants. In
1962, 50 per cent of natural resource revenues
were incorporated into the equalization formula,
but the method of determining the level of equali-
zation was changed from the average yield of the
two wealthiest provinces to the national average.
(It has been suggested that one of the reasons for
bringing in resource revenues was to make Alberta
ineligible for equalization payments.) The basis for
determining the level was temporarily restored to
the top two provinces in 1964-65, although in a
qualified manner.
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In 1967-68, following extensive discussions with
the provinces, the federal government introduced
the present system of equalization. This formula,
which was modified somewhat in subsequent
years, takes account of each provinces fiscal
capacity in respect of almost all sources of provin-
cial or local revenues. It employs the concept of a
‘representative provincial tax system’. This system
takes into account both the tax bases, such has
personal income, retail sales or oil production, and
the tax rates that the 10 provinces collectively use.
If application to a particular province of the repre-
sentative tax system results in a lower per capita
yield than the average for all provinces, that prov-
ince is entitled to receive from the federal govern-
ment an equalization grant covering the differ-
ence. The formula is open-ended, with no upper
limit on total payout.

The basic policy question that must be asked
with respect to equalization grants is whether their
size is commensurate with their objective. This
question has arisen on several occasion in recent
years, particularly because of the inclusion of oil
and gas revenues in the equalization formula. The
fact that these revenues have grown very rapidly,
and that they are unevenly distributed among
provinces, has caused the equalization associated
with them to become very substantial.

The phenomenal growth in oil and gas revenues
that Alberta and, to a much lesser extent, Sas-
katchewan and British Columbia have experienced
since 1973 has meant that provincial revenues in
those provinces have become much more closely
related to the good fortunes of their petroleum
resource bases than to their expenditure needs.
Consequently, it can no longer be assumed that the
revenues accruing to certain provincial govern-
ments are a reasonably good measure of what it
costs them to provide basic services to their citi-
zens. In fact, a significant portion of the resource
revenues of Alberta and Saskatchewan is no longer
administered through the regular budgetary pro-
cess, but is instead deposited in special heritage
funds.

This rapid growth in resource revenues has
required several adjustments in the equalization
formula. If they had not been made, that is, if the
formula as devised in 1967-68 had been retained
unaltered, equalization payments would have been

36

far in excess of those required to meet the funda-
mental purpose of the program. To prevent this
from happening, a number of modifications to the
original formula have been introduced:

1. revenues from non-renewable resources, i.e.,
oil, natural gas and metallic and non-metallic
minerals, are equalized to the extent of 50
per cent only;

2. a resource revenue ceiling is in place that
ensures that equalization payable in respect
of resource revenues of all kinds will not
exceed one-third of total equaliztion; and

3. oil and gas land sales have been excluded
entirely from revenues to be equalized.

The ceiling in respect of natural resource reve-
nues has not yet been reached. However, it could
become effective in the near future, if the present
formula continues to be used. Once the ceiling is in
effect, further increases in oil and gas revenues in
the three western-most provinces would no longer
have any effect on the growth of equalization
payments beyond the growth of all revenue sources
in total. The ceiling is thus a safety net for the
federal government that would limit the potential
for further runaway increases in equalization.

Another major current equalization issue is the
eligibility of the province of Ontario. Ontario
became entitled to equalization payments as of
1977-78, although this did not become known until
1979. That Ontario had become a ‘have-not’ prov-
ince was perceived at the time as an unexpected,
even unbelievable, phenomenon. It caused concern
because its effect was to raise substantially the
potential cost of equalization to the federal trea-
sury and because there was genuine doubt that
Ontario was unable to provide a reasonable level of
public services from its own resources. Although
Ontario’s revenue-raising capacity (as measured
by the current representative tax system formula)
was shown to be below average, a special provision
was introduced in Parliament that had the effect
of excluding that province from receiving equaliza-
tion. This measure, which was enacted in February
1981 (as an amendment to the Federal-Provincial
Fiscal Arrangements and Established Programs
Financing Act, 1977), stipulates that no equaliza-
tion can be paid to any province that is above the
Canadian average in personal income per capita. If
this special measure had not been introduced,




Ontario would have had equalization entitlements
for the 1977-78 to 1981-82 fiscal period in excess
of $1.4 billion.

This entitlement reflects the fact that in the last
ten years Ontario’s revenue-raising capacity, as
measured by the current equalization formula, has
declined in relation not only to that of the oil and
gas-producing provinces, but also to that of other
provinces. Much of Ontario’s relative decline is
attributable to a weakness, perhaps temporary in
nature, in Canada’s manufacturing sector which is
concentrated in central Canada. Thus, the ques-
tion arises as to whether the special measure taken
to prevent Ontario from receiving equalization can
be maintained indefinitely.

This is a troublesome problem, however. Few
people share any perception of Ontario as a ‘have-
not’ province, and most find the idea of equaliza-
tion payments to Ontario more than somewhat
farfetched. Ontario’s image as a province with
power and influence, enjoying both a large number
of seats in Parliament and a strategic location in
the industrial heartland of North America, is at
odds with a calculation of fiscal capacity that
suggests inadequate revenues to meet obligations
to provide an appropriate level of public services.
The Task Force discussed at some length the
possibility that this phenomenon provides evidence
that the formula employed for determining equali-
zation payments is somehow deficient, and does
not adequately reflect provincial economic
strength. This question is addressed in Chapter
VIL

Although the changes in the treatment of natu-
ral resource revenues referred to above preserve
the purpose of equalization payments, they imply
that once equalization payments have been made
to less wealthy provinces, there remain significant
disparities between the fiscal capacities of
resource-rich and other provinces. These dispari-
ties will almost certainly widen as oil and gas
prices increase. This raises the issue of whether
some means should be established for redistribut-
ing, among all provinces, at least part of the
resource revenues that, for purposes of equaliza-
tion, are not deemed to be used for financing basic
services, and that consequently, are not being
equalized. Various proposals aimed at establishing
interprovincial schemes have been put forth to deal
with this issue. However, the resource-rich prov-

inces have shown little interest in them, partly
because they are already implicitly contributing
massively to redistribution through forgone oil and
gas revenues. The Alberta government has argued
that the amount of revenue it has forgone since
1973 on account of domestic prices being lower
than world prices is in the order of $40 billion.*
According to calculations done by the Economic
Council of Canada, the revenues forgone by Alber-
ta in 1980 alone may be in the order of $12 to $15
billion.

One basic question that these proposals have left
unanswered is the following: since there already is
a fair degree of sharing in the fiscal resources of
the federation through equalization, and to the
extent that these existing arrangements allow all
provinces to provide comparable public services
without unduly taxing their citizens, why should
resource-rich provinces be asked to share beyond
current levels? (Indeed, how does one explain the
puzzlingly selective character of the political pas-
sion for sharing provincial resource revenues?
Although these passions appear to be easily excited
by an awareness of large accumulations of public
wealth, they seem to be surprisingly more relaxed
about accumulations of private wealth.)

Financing Provincial Programs of
National Interest

Although provines are constitutionally respon-
sible for such matters as health, education and
social services, there can be circumstances where
some federal funding in these areas is thought
desirable or necessary. Funding may be warranted
on the grounds that certain benefits arising from
provincial initiatives tend to spill over into other
provinces. Spill-over effects are particularly appar-
ent, for example, in the area of higher education
because of the mobility of highly-skilled people.
Another reason for federal funding might be a
decision on the part of the federal government, or
on the part of both orders of government, that a
program or programs for which the provinces are
constitutionally responsible ought to be provided to
all citizens at specific ‘national standard’ levels.

Again, the clash of many interests makes this
more than an analytical matter. Constituents press
federal representatives to assume responsibilities
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for some programs even in the face of constitution-
al provisions relating to provincial jurisdiction. The
need for co-ordination may dictate joint adminis-
tration in some activities no matter how reluctant
the ‘co-operating parties’. Watertight constitution-
al compartments spring leaks under the pressure of
changing circumstance, as society’s views on the
appropriate roles of government evolve. The
arrangements that emerge from time to time
reflect not only changing needs but also all these
accidents of history that lead not to watertight
divisions of expenditure responsibilities, but fiscal
arrangements spanning a number of leaky com-
partments by means of federal financing, at vari-
ous stages, of programs falling within provincial
jurisdiction.

Federal funding in areas of provincial jurisdic-
tion is usually based on what is known as the
federal spending power, that is, the power of the
federal government to pay out money to anyone it
chooses for whatever purpose it chooses. The fed-
eral spending power, of course, is not unique to
Canada; equivalent powers exist in most modern
federations. Moreover, it has a counterpart, the
provincial spending power, under which provinces
spend money on matters such as international
relations or the provision of financial credit.

There have been discussions as to whether some
constitutional limitations ought to be imposed on
the federal spending power. The federal govern-
ment itself proposed in the context of the 1969-70
constitutional review that:

The power of Parliament to make general condi-
tional grants in respect of federal-provincial pro-
grammes which are acknowledged to be within
exclusive provincial jurisdiction should be based
upon two requirements: first, a broad national
consensus in favour of any proposed programme
should be demonstrated to exist before Parliament
exercises its power; and secondly, the decision of a
provincial legislature to exercise its constitutional
right not to participate in any programme, even
given a national consensus, should not result in a
fiscal penalty being imposed upon the people of
that province.’

In the last half-century, the federal government
has on several occasions funded major activities in
areas of provincial jurisdiction through the mech-
anism of shared-cost programs, undertaking to
share, usually on a 50-50 basis, the cost of particu-
lar programs administered by provinces. The most
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important of these have been hospital insurance,
medicare, the Canada Assistance Plan (CAP) and
the post-secondary education transfer. The histo-
ries of these programs are discussed briefly in
Annexes B-D to this chapter. Here, we simply
sketch an outline to illustrate the nature of the
federal role.

The hospital insurance program was implement-
ed in 1958 following adoption by Parliament of the
Hospital Insurance and Diagnostic Services Act.
In order to participate in the program, provinces
were required under the Act, “to make insured
services available to all residents...upon uniform
terms and conditions”.

The medical care program began in 1968. In
order to be eligible for federal contributions, pro-
vincial programs were required only to meet four
broad conditions or ‘standards’, described in
Annex C.

Under the Canada Assistance Plan Act, which
was passed in 1966, the federal government pays
50 per cent of provincial and municipal costs for
social assistance (welfare) and social services to
persons in need.

The post-secondary education transfer was
introducd in 1967. The value of the transfer to
each province was based on the greater of 50 per
cent of post-secondary education operating costs
incurred in the province, or $15 per capita, the
latter escalated annually thereafter at the rate of
growth of total post-secondary operating costs in
all provinces. The transfer took the form of an
abatement of four equalized percentage points of
personal income tax, and one equalized percentage
point of corporate taxable income, plus a cash
adjustment.* The latter payment was equal to the

* A tax abatement is a means of transferring ‘tax room' from
the federal government to the provinces. In the case of the
personal income tax, as pointed out in Annex A, the value of an
abatement is measured in percentage points of federal basic
tax. An abatement of one point of personal income tax is a
reduction of one per cent of federal basic tax. Such a reduction
is accompanied by an increase in provincial taxes designed to
collect from taxpayers an amount equal to the federal tax
reduction. In the case of the corporation income tax, the value
of an abatement is measured in percentage points of the taxable
income of corporations. Since the revenues lost to the federal
government through an abatement become provincial revenues,
they are automatically equalized under the general equalization
formula. Thus, a tax abatement involves additional equaliza-
tion. The real value of an abatement to a ‘have-not’ province is
its ‘equalized’ value, that is, the value of the abatement itself
plus the equalization automatically associated with it.



difference between the total value of the transfer
(i.e., the greater of 50 per cent of operating costs
or $15 per capita multiplied by the population of
the province) and the equalized value of the abate-
ment. No program conditions or ‘standards’
applied to this transfer. This particular shared-cost
arrangement was meant to help provinces meet a
rapidly rising demand for educational services in a
way that would accomodate provincial sensitivities
about their jurisdiction over education. In
announcing the transfer in 1966, the Prime Minis-
ter of the time, the Rt. Hon. Lester B. Pearson,
noted: “The approach we are proposing rests on an
awareness of the extraordinary financial require-
ments for higher education in the years ahead,
together with a recognition of provincial jurisdic-
tion over education™.®

The foregoing suggests that shared-cost pro-
grams were initiated for a variety of reasons. In
the case of hospital insurance and medicare, the
federal initiative seems to have sprung from a
desire to ensure that essential health services be
available to all Canadians on a similar basis and to
co-ordinate the development of insured health ser-
vices. Federal involvement in social assistance
under CAP has generally been justified simply on
the grounds that the federal government has essen-
tial responsibilities in the area of income redistri-
bution. The federal role in social services under
CAP has been justified on the grounds that these
are services requiring development and federal
leadership to co-ordinate provincial policies (and
in which a single province may find it difficult to
take the initiative). As for the post-secondary edu-
cation transfer, it seems to have resulted primarily
from a desire to ensure that provinces had suffi-
cient financial resources to meet the rapidly-grow-
ing requirements arising from the baby-boom of
the 1950s.

Shared-cost programs have often been perceived
by some provinces, notably Quebec, Alberta and
Ontario, as an intrusion by the federal government
into areas of provincial jurisdiction. These prov-
inces have criticized the fact that, by offering to
finance half the cost of a given program, the
federal government was compelling them to imple-
ment a program that they might not otherwise
have introduced, or that they might have intro-
duced in a different form. Because of provincial
pressures, especially from Quebec, the federal gov-

ernment announced in 1963 its willingness to with-
draw from some of these programs, which were
considered to be ‘established’, and to replace cash
grants with a tax abatement.

The expression ‘established’ was applied to pro-
grams that had achieved a certain level of ‘maturi-
ty'—that is to say, programs that had been in
effect long enough and that commanded sufficient
public support to justify the presumption that they
would not be discontinued by the provinces. The
federal government offered to provide additional
tax abatements to compensate for ending the con-
ditional grants. Each province would thereby
assume the entire financial and administrative re-
sponsibility for the programs it administered.

It is open to question, of course, whether any
social programs on which views differ widely can
be considered ‘established’ in this sense. Even
where the form of a program is maintained, essen-
tial features may be eroded by the manner in
which administrative discretion is exercised. It is
concern on this point that leads to a number of
recommendations later in this report, particularly
with respect to matters of health care.

The first concrete proposal for bringing about
the gradual withdrawal of the federal government
from shared-cost programs was put forward to all
provinces in 1964 and applied mainly to hospital
insurance, and to the welfare programs later incor-
porated into the Canada Assistance Plan. The next
year, the Established Programs (Interim Arrange-
ments) Act was passed, providing a legal frame-
work for the implementation of the proposal. The
Act was—as its title implies—designed as an
interim measure. Although it amended the form of
the federal contribution, it made relatively little
change in its conditional nature. Only Quebec took
advantage of this offer and entered into what
became know as ‘contracting-out’ arrangements
with the federal government. Under these arrange-
ments, Quebec taxpayers were granted an addi-
tional abatement of 20 percentage points of the
federal basic personal income tax in lieu of the
federal cash contribution that would otherwise be
payable. Of the 20 points, 14 were for hospital
insurance, four for welfare programs, one for voca-
tional training and one for national health grants.
The total entitlement to Quebec for these pro-
grams remained identical what would have been
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granted had the previous arrangements continued.
Any difference between the value of the tax abate-
ment for a program and the grant that would
otherwise have been paid was made up by a cash
adjustment.

In 1966, the federal government reiterated the
view that it would not be healthy for the federation
to continue to introduce and maintain shared-cost
programs, and made a new offer to complement
the interim arrangements of 1964-65. The new
offer included some modifications to the tax abate-
ment, to which would have been added, over a
transition period, cash adjustment payments. Had
this offer been accepted by all the provinces, it
would have substantially reduced the conditional-
ity and complexity of the three program areas
(hospital insurance, welfare and vocational train-
ing) and given the provinces full financial and
administraive responsibility for them. However,
general agreements would have been put in place
guaranteeing the portability of benefits between
provinces and the maintenance of national stand-
ards in the health field. Only Quebec showed any
interest. In an attempt to interest the other prov-
inces, the federal government repeated its offer at
a meeting of finance ministers in 1968, but with no
results. Some of the provinces feared that the
fiscal compensation offered as replacement for
cash grants would not produce revenues equal to
the value of the grants.

In 1973, the federal government proposed fur-
ther alternatives for financing the medical care
and hospital insurance programs.* By then, the
federal government’s desire to reach an agreement
had been strengthened by the fact that these pro-
grams, the cost of which it could in no way control,
were absorbing an important share of its resources.
The 1973 offer was also rejected, however, by a
majority of the provinces because they considered
that the compensation offered was insufficient for
them to take the risk of assuming sole responsibili-
ty for financing the shared-cost programs.**

*The offer did not include the Canada Assistance Plan, the
principal provisions of which were under review as part of an
overall review of Canadian social security policies.

**The federal government proposed the transfer to the prov-
inces of 100 per cent of the taxes and excise duties on alcoholic
beverages and tobacco and six tax points on personal income
(that is, on the latter, the federal government would have
reduced its tax rate by six per cent and the provinces would
have raised theirs correspondingly).
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Nonetheless, during negotiation of the fiscal
arangements for the period 1977-82, the federal
government and the provinces agreed on a new
formula, since known as the Established Programs
Financing (EPF) arrangements for financing the
hospital insurance, medicare and post-secondary
education programs. A description of these
arrangements, and the issues to which they give
rise, forms the core of Chapter III.

The Task force heard submissions from a
number of provincial governments suggesting that
further transfers of personal income tax points or
other revenue sources to provincial governments
would be appropriate.* In its reasoning on this
question, the Task Force began from consideration
of the budgetary positions of federal and provincial
governments that would prevail if there were no
federal transfers to provincial governments: the
federal government would enjoy a modest budget
surplus, and many provinces would experience
massive deficits. If one then introduces equaliza-
tion payments as an offset to structural deficien-
cies in fiscal capacity, the federal government
would be seen in a slight deficit position, while
most provincial governments would still show sub-
stantial deficits. The majority of the Task Force
concludes, however, that further transfers of reve-
nue sources, or ‘tax room’, to provincial govern-
ments would not be the appropriate response to
this situation, essentially for three reasons:

1. expenditure obligations of provincial govern-
ments as hospital and medical insurance,
post-secondary education and the like are not
of concern solely to provincial governments,
but are program areas involving significant
national interests in which some federal pres-
ence is desirable;

2. the federal government must retain sufficient
revenue sources to ensure adequate capacity
to manage the economy; and

3. the transfer of revenue sources—particularly
personal income tax points—provides the

* Technically, a transfer of tax points differs from a tax
abatement. With a transfer of tax points, the federal govern-
ment makes tax room available to provincial governments by
lowering its entire rate schedule, and hence the tax yield or
basic federal tax. With a tax abatement, the federal govern-
ment makes tax room available by a special deduction that
applies after the federal basic tax is determined.



greatest increase in revenue to the richest
provinces, with tax points of highest value—
the same provinces already in a position of
budget surplus.

This reasoning leads to the general conclusion
that in designing fiscal relations for the next few
years it is necesary to think in terms of suitable
fiscal arrangements to support an appropriate bal-
ance in shared expenditure responsibilities, not a
separation in which no federal-provincial transfers
(with the exception of equalization payments) are
necessary.

Fiscal and Economic Co-ordination

Another issue of fiscal federalism is the co-ordi-
nation of fiscal and economic policies (including
taxation policies) between the two orders of gov-
ernment. Co-ordination is necessary to ensure that
the policy measures adopted by one order of gov-
ernment do not neutralize or offset measures taken
by the other.

In Canada, fiscal and economic co-ordination
has been achieved essentially through the Confer-
ence of Ministers of Finance and Treasurers. Since
the early 1970s, this Conference has met at least
once a year, usually prior to budget time, to review
the economic and fiscal outlook.

One area where co-ordination is particularly
important is income taxation. This became par-
ticularly apparent in the 1930s when the two
orders of government were levying incomes taxes
with little harmonization in the sense that there
was limited co-ordination of tax bases and the
allocation of taxable income by province. The
consequence was that certain types of income
could be taxed in excess of 100 per cent.

During the war and immediate post-war years,
income tax harmonization was achieved implicitly
through the tax rental agreements. Since 1962,
co-ordination in the income tax area has been
achieved through the mechanism of tax collection
agreements, under which the federal government
provides collection services to the provinces by
collecting provincial personal and corporate
income taxes. Provincial governments that are
party to the agreements accept the federal system

as a common tax base for their corporate and
personal income taxes. The agreements provide for
a formula for allocating the income of individuals
and corporations among provinces, so that no ele-
ment of income is taxed by more than one province
and all income taxed by the federal government is
taxed by at least one province.

Since 1972, and particularly in the last three
years, these agreements have come under some
pressure due to a desire for increased provincial
flexibility on the one hand, and for the preserva-
tion of some degree of tax uniformity and harmony
between taxing jurisdictions on the other. The
pressure for greater provincial flexibility arises
from the fact that provinces, which collectively
levy over 40 per cent of all personal income taxes
and 28 per cent of all corporate income taxes, are
understandably eager to use their tax systems as
an instrument to achieve certain social and eco-
nomic objectives.

Over the past ten years, the federal government
has responded to these provincial concerns by
agreeing to administer various tax measures such
as tax credits, tax rebates, tax reductions and dual
corporate tax rates. This proliferation of special
measures has had several effects. First, it has
made the administration of our tax system more
complex. Second, it has modified, from province to
province, the progressivity of the combined federal
and provincial tax systems. Third, and most impor-
tant, it has opened up to each province the possi-
bility of adopting special incentive measures in the
corporate income tax field to encourage economic
activity within its territory. The federal income tax
systems provides for such measures for Canada as
a whole, and it is understandable that provinces
would want to proceed in a similar way in their
own tax systems. However, if adopted by one
province, these measures could lead to pressures on
other provinces to compete. This in turn may lead
to interprovincial tax competition which this Task
Force believes would, in the long run, be detrimen-
tal to all governments.

Finally, some provinces have been seeking to
introduce some degree of regionally discriminatory
treatment in their tax systems. This tendency is
manifested in incentives offered only to firms
based in, or with head offices in, a particular
province and in measures that encourage individu-
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als to restrict their investments to their province of
residence. Such discriminatory measures establish
tax barriers to interprovincial investment flows
and can lead to interprovincial tax competition
detrimental to all provincial treasuries. The federal
government has so far refused to administer such
measures through the tax collection agreements.
The Task Force is concerned that provincial gov-
ernments are looking increasingly toward dis-
criminatory tax measures as a means of stimulat-
ing economic activity within their territory and
shares the federal government’s view that they
should not be permitted under the tax collection
agreements. These questions are discussed further
in Chapter VIII of this report.
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Annex II-A

Historical Evolution of Federal and Provincial-Local
Shares of Total Government Revenues

The Canadian federal experience bears witness to
the need for considerable flexibiity in revenue-
sharing arrangements. When the Fathers of Con-
federation drafted the British North America
(BNA) Act, they gave the federal government the
power to raise money “by any Mode or System or
Taxation” and, in particular, the exclusive right to
levy customs duties which, in those days, account-
ed for the bulk of the Colonies’ revenues. The
BNA Act empowered the provinces to levy direct
taxes and raise revenues from the public domain.
Except for property taxes, direct taxes were
uncommon in the 19th century and it was general-
ly agreed that the new provinces would be unable
to balance their budgets with such limited taxing
powers. The drafters of the constitution therefore
decided that the provinces’ own-source revenues
would be supplemented by a system of federal
grants. The payment of these grants was guaran-
teed under the BNA Act and was to “be in full
settlement of all future demands upon the General
Government for local purposes”.

In the early years of Confederation, federal
grants accounted for well over one-half of total
provincial revenues. The federal government there-
fore occupied a predominant position in taxation
and revenue matters. Throughout the period lead-
ing up to World War I, however, the provinces,
pressed by increasing financial obligations in mat-
ters such as road construction, education and wel-
fare, began to make increased use of their taxation
powers, introducing new taxes such as personal
income taxes (British Columbia in 1876 and
Prince Edward Island in 1894), a tax on corporate
profits (Quebec, 1882) and succession duties
(Ontario, 1892). In 1906, the federal government
agreed to increase its statutory grants to provinces
to help them finance their growing expenditure
responsibilities. But this did not deter provincial

governments from further increasing their taxes.
Thus, provinces gradually became less financially
dependent on the federal government. Between
1880 and 1910, the proportion of provincial reve-
nues accounted for by federal grants slipped from
50 per cent to 26 per cent.'

With the onset of World War I, the emphasis
shifted back to the federal government. Military
expenditures increased sharply and required the
imposition of additional taxes, including personal
and corporate income taxes. Thus began a period
of joint occupancy by federal and provincial gov-
ernments of major tax fields.

After the war, the federal government adopted a
relatively low profile in the economic and financial
affairs of the country. Governmental priorities
shifted toward matters such as roads, education
and social welfare, which fall primarily under
provincial jurisdiction. Throughout the 1920s,
provinces and municipalities implemented huge
capital spending programs called for by the
increasing use of electricity and automobiles.

The provinces financed their increased expendi-
ture responsibilities by creating such revenue
sources as government monopolies on the sale of
alcoholic beverages, taxes on gasoline, commercial
permits and so on. The prairie provinces which,
unlike other provinces, had not been granted con-
trol of sub-surface mineral rights at the time of
their entry into the federation, requested that the
federal government cede this control to them so
that they might have the same revenue-raising
powers as other provinces. The federal government
agreed to transfer the mineral rights in 1930, and
the prairie provinces thus acquired what came to
be a major revenue source. Although federal
grants to the provinces increased substantially
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during the period, provincial own-source revenues
increased even more quickly and by 1930, grants
accounted for no more than 10 per cent of total
provincial revenues. That same year, provinces and
municipalities combined collected twice the reve-
nues of the federal government.

During the Great Depression, provinces and mu-
nicipalities were hard-pressed for money. Some
western provinces in particular experienced a surge
in debt charges and a decrease in revenues that led
to a state of catastrophe requiring federal action.
Most provincial governments had to increase tax
rates and introduce new forms of taxation. Be-
tween 1930 and 1940, the number of provinces
taxing personal income rose from three to seven,
while the number of provinces taxing corporations
rose from two to nine. Retail sales taxes were
introduced and succession duties were raised.
Because revenues from customs duties had
declined, the federal government also had to
introduce new forms of taxation and increase rates
of existing taxation. Both orders of government
were thus using every possible means to increase
their revenues, and were doing so without any
intergovernmental co-operation—hence the
so-called ‘tax jungle’ of the thirties.

Under the pressure of circumstances created by
Canada’s entry into World War II, the provinces
recognized the necessity for strong central govern-
ment leadership, at least for the duration of the
conflict. In 1941, they agreed to refrain from
collecting personal and corporate income taxes
until one year after the end of hostilities. In return,
the federal government agreed to pay them a
‘rent’, that is, a payment for the exclusive occu-
pancy of the personal and corporate income tax
fields. This marked the beginning of tax rental
agreements between the provinces and the federal
government. The rental agreements, which had
been signed by all provinces in 1941, were renewed
by all provinces except Quebec and Ontario in
1947, and by all provinces except Quebec in 1952
and 1957. In 1957, the federal government intro-
duced a rax abatement system; it undertook to
reduce its income tax rates by a specified percent-
age for taxpayers living in a province that did not
want to rent its income tax fields. This measure
was designed essentially to accommodate the
Quebec government, which had set up its own
personal income tax system in 1954.
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In 1962, the federal government proposed that
tax rental agreements be replaced by a new mech-
anism to provide the provinces with greater fiscal
flexibility. The tax rental agreements were to be
replaced by tax collection agreements, under
which the provinces legislated their own income
tax laws and the federal government undertook to
collect provincial and corporate income taxes free
of charge. Provinces could thereafter impose what-
ever rates they desired without having to set up
their own collection services.

At the same time, the federal government
offered to provide some tax room to the provinces,
so that they might impose higher personal and
corporate income tax rates without increasing the
overall burden on their taxpayers. This was
achieved by means of tax abatements. The federal
government offered to abate or reduce its personal
and corporate income taxes so that provinces
might concurrently levy taxes on the same base
without increasing the burden on taxpayers. Tax
abatements were therefore conceived as a means of
transferring tax room from the federal government
to the provinces.*

Under the tax collection agreements of 1962,
the abatements were first set at 16 per cent of
basic federal tax on personal income and nine per
cent of corporate taxable income. Steps were taken
to increase the personal income tax abatement
from year to year until it reached 24 per cent in
1966. In 1967, it was further increased by four
percentage points to 28 per cent, while the corpo-
rate income tax abatement rose from nine to ten
per cent of taxable income. The latter increase was
part of the compensation paid to provinces under
the new program to help them meet the rapidly
rising costs of post-secondary education.

By transferring tax room to the provinces
through tax abatement, the federal government
acknowledged that the growing expenditure
requirements of the provinces called for some re-
adjustment in the distribution of revenues between
the two orders of government, and that such a

*In the case of the personal income tax, the value of an
abatement is measured in percentage points of federal basic
tax. An abatement of one point of personal income tax is a
reduction of one per cent of federal basic tax. In the case of the
corporation income tax, the value of an abatement is measured
in percentage points of the taxable income of corporations.



re-adjustment ought not to be achieved through
net increases in the level of taxation. Since 1966,
however, the federal government has maintained
that if a government needs additional revenues to
finance new expenditure responsibilities, it should
seek those revenues through tax increases. More
specifically, the federal government has usually
rejected the notion that if the expenditure require-
ments of one order of government are consistently
higher than its revenues, it should seek to redress
its situation by ‘sharing’ its deficit with the other
order.

Successive increases in federal tax abatements
between 1962 and 1967 enabled the provinces to
increase their tax revenues substantially without
increasing the burden on their taxpayers. Since
1967, the provinces have also exercised the fiscal
freedom provided by tax collection agreements by
increasing their income tax rates. These measures,
combined with increases in federal transfers to the
provinces, have brought about significant changes
in the distribution of fiscal revenues between the
two orders of government.

Notes (Annex II-A)

' M.A. Moore, J.H. Perry, Donald T. Beach, The Financing of
the Canadian Federation, The First Hundred Years
(Toronto: Canadian Tax Foundation, 1966), p. 119.
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Annex II-B

Fiscal Arrangements for Social Security

Social security: up to 1966

In the early 1900s, income maintenance pro-
grams were limited mainly to workmen’s compen-
sation, provincial programs for mothers with chil-
dren and some municipal relief plans. Social
services were provided by religious groups and
some secular voluntary organizations. But with the
pressure of increasing industrialization, the spread
of the market economy and the shrinking of the
extended family, the need for a more organized
form of support became increasingly apparent. In
1927, the federal government introduced the first
major conditional grant program, allowing cost-
sharing of provincially administered old age assist-
ance. But it was during the Depression and post-
war reconstruction that the modern system of
fiscal arrangements was born.

The Depression caused extraordinary financial
pressures on municipalities, and provincial govern-
ments consequently became more extensively
engaged in what had been municipal welfare. The
federal government was then forced to provide ad
hoc grants to hard-pressed provincial governments.
Responding to the circumstances of the time, Par-
liament passed an unemployment insurance act in
1935. It was declared unconstitutional in 1937, but
this setback was short-lived. Ottawa obtained pro-
vincial consent for a constitutional amendment,
allowing it to pass a new unemployment insurance
act in 1940.

In 1937, cost-sharing programs similar to that
for the aged were widened to include provincially-
administered assistance to the blind. By this time
as well, major secular voluntary agencies such as
the Children’s Aid Societies had become firmly
established in most urban centres in Canada.

A good deal of the impetus for unemployment
insurance and other social security measures
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stemmed from the recommendations of the
Rowell-Sirois Royal Commission on Dominion-
Provincial Relations. In addition to recommending
a national unemployment insurance scheme, it also
argued that income insurance for the elderly
should be a responsibility of the federal govern-
ment. Social services, on the other hand, were to
remain matters of provincial jurisdiction, with the
important proviso that the federal government was
to ensure national standards were maintained.

Many of these recommendations, along with the
prevailing Keynesian economic beliefs, were ref-
lected in the Green Book proposals of 1945, which
were the centrepiece of post-war reconstruction.
Following the Greeen Book, a universal Family
Allowance was introduced in 1945. In 1950, a joint
committee of the Senate and House of Commons
recommended a universal old age pension to begin
at age 70 and a means-tested pension for those 65
to 70. The federal government wanted to set up an
‘earmarked’ tax to fund the new pension, and
believed that a constitutional amendment was
required, because the courts had interpreted
funded plans as insurance programs falling under
the “property and civil rights™ clause of the BNA
Act for exclusive provincial jurisdiction. To obtain
unanimous consent for the amendment, the federal
government agreed to include a condition that no
federal law could limit the powers of the provinces
with respect to old age pensions. The universal Old
Age Security and the means-tested, cost-shared
program came into effect in 1952.

Provinces had in the meantime continued to
develop their welfare programs, and were provid-
ing assistance to persons not covered under cost-
sharing. With the possible exception of Quebec, it
might be fair to say that provinces had begun to
see cost-sharing of social assistance as an obliga-
tion of the federal government. Largely in response



to provincial requests, a series of categorical cost-
shared plans were introduced in the 1950s:

In 1951 the federal government established a
means-tested Blind Persons’ Allowance similar to
old age assistance. It provided for federal aid to
the provinces of 75% of the cost of allowances, up
to $40 a month, to blind persons aged 21 years or
more, subject to a means test.

The Disabled Persons Act of 1954 provided for
federal aid to the provinces of 50% of the cost of
allowances, up to $40 a month, to totally and
permanently disabled persons 18 years of age or
more, not blind or disabled for causes covered by
Workmen’s Compensation, subject to a means
test.

The Unemployment Assistance Act of 1956 for the
first time provided federal reimbursement to any
provice entering into an agreement of 50 per cent
of the amount spent by the province and its munic-
ipalities on financial assistance to needy unem-
ployed persons. In 1957 federal cost sharing was
extended to both the employable and unemploy-
able.

This legislation came about as a result of pres-
sures from the provinces on the federal govern-
ment to enact a supplementary social assistance
program for those temporarily unemployed due to
the economic downturn of 1954. No limits were
placed on the levels of aid which the federal
government would share; a means test was not
specified as a condition of sharing.!

Thus, the 1950s saw increasing federal co-ordi-
nation of the social security system. Where direct
federal programs were not established, fiscal
arrangements, mainly cost-sharing, were used to
ensure that similar programs were available
throught out Canada. As discussed in Annex
ITI-C, hospital insurance was enacted in 1958 as
the first major cost-sharing arrangement not in the
area of income security. But by the late 1950s,
there were signs of discontent from the province of
Quebec. The Quebec Royal Commission of Enqui-
ry on Constitutional Problems (Tremblay Com-
mission) argued that the entire area of social
security, including veterans’ benefits and unem-
ployment insurance, was one of exclusive provin-
cial jurisdiction.

With the Quiet Revolution in Quebec, federal
efforts to co-ordinate Canada’s social security
system encountered greater resistance. But this
resistance arose as much from federal-provincial

differences over program design as from differ-
ences over jurisdiction per se.

In 1963, the federal government began to seek a
consensus on a national pension scheme. There
followed a long series of federal-provincial confer-
ences where both Ontario and Quebec objected to
the federal plan. A complex package resulted from
the pension discussions, with effects for all of
Canada’s social security system, as well as other
fiscal arrangements. This included an offer of
‘opting out’ of federal programs with compensa-
tion to provincial governments through a tax
abatement. During negotiations, the federal gov-
ernment introduced its own youth allowance pro-
gram, essentially the same as that begun by
Quebec a few years earlier. Federal taxes in
Quebec were reduced by three tax points and
provincial taxes were increased by the same
amount to compensate for the costs of Quebec
running its own youth allowance program. It was
also agreed that opting out would be allowed for
the cost-shared programs developed in the 1950s.
The federal government obtained unanimous con-
sent to amend the BNA Act so that it could
provide pensions for the disabled and widows as
well as for the elderly.

When the Canada and Quebec Pension Plans
were finally brought into effect in 1966, the Old
Age Security Act was also amended to provide for
direct federal delivery of the Guaranteed Income
Supplement. This was Canada’s first (and until the
introduction of the Child Tax Credit in 1978, the
only) federally-administered income-related pro-
gram.

In 1965, Parliament had enacted the Estab-
lished Programs (Interim Arrangements) Act,
allowing provinces to opt out of federal conditional
grant programs and receive, in their place, tax
abatements as follows:

Hospital Insurance—14 points

Assistance for old age, blind and
disabled persons—2 points

Unemployment assistance—2 points
Vocational training—1 point

Health grants—1 point

Provinces accepting the opting-out offer were
guaranteed that if the fiscal transfer were ever less
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than the amount they would have received had
they remained in the conditional program, the
difference would be made up in cash payments.
Despite the generosity of this offer, only Quebec
accepted the fiscal transfer. In 1966, the opting-
out offer was renewed and combined with new
post-secondary education arrangements, new
equalization and other measures. Quebec remained
the only province opting out. The federal offer was
withdrawn in 1969 to allow time to assess ade-
quately the effects of tax reform.

The Canada Assistance Plan Act

In 1965, federal and provincial governments
entered into a series of discussions on reforming
the existing cost-sharing agreements. These
negotiations eventually resulted in the Canada
Assistance Plan (CAP) Act of 1966, which con-
solidated and expanded the provisions of the prior
categorical cost-shared programs, and for the first
time paid federal cost-sharing toward provincial
social service expenditures. The following is an
account prepared by an interprovincial committee
of officials of the introduction of the Canada
Assistance Plan:

The Canada Assistance Plan of 1966 replaced
these federal programs: unemployment assistance,
old age assistance, blind persons allowance, and
disabled persons allowances. Like these, it linked
the legislative authority of the provinces to the
spending power of Parliament. Assistance was to
be provided by the provinces. Cost sharing now
included mothers’ allowances, child welfare and
welfare services and non-insured health services
for people in need or likely to become in need.

A more liberal needs test rather than a means test
was required in order to obtain federal cost-shar-
ing. Administration costs were shareable.

The Canada Assistance Plan was an expansionary
document and probably the most harmonious
product of federal-provincial relations of the
decade. Its provisions were influenced by the
report of the Quebec Committee on Public Assist-
ance (Boucher Report) even though the Boucher
Report recommended a retreat by the federal
government in this sector. Most of the consider-
able growth of provincial welfare programs in the
late sixties was well provided for by cost-sharing
under the Canada Assistance Plan. Virtually the
only non-shareable provincial programs were the
Quebec and Newfoundland Family Allowance
supplements. The Canada Assistance Plan thus
allowed most provinces to consolidate the various
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income support programs operated provincially
and municipally into a single comprehensive
system of income maintenance. Its emphasis on
eliminating the causes of poverty spurred the pro-
liferation of welfare services.

The Plan was supported by both levels of govern-
ment as a needed step to consolidate the various
categorical cost-sharing measures which had been
enacted in the previous decade. Both levels of
government were involved in establishing its basic
contents through an extensive process of consulta-
tion in the formulation stage.2

The CAP thus allows the federal government to
pay 50 per cent of provincial and municipal costs
of social assistance (welfare) to persons in need,
and of social services to persons in need or likely to
become in need if they do not receive such services.
For a person or family to be ‘in need’ they must
have assets less than a maximum specified ceiling
and their needs must be greater than their finan-
cial resources. The CAP also cost-shares work
activity projects designed to improve the employa-
bility of persons who have unusual difficulty find-
ing and retaining jobs.

The CAP and related agreements (notably the
Vocational Rehabilitation for Disabled Persons
(VRDP) Act) resulted in a rapid expansion of
provincial social services and social assistance pro-
grams in the late sixties. But by the early seven-
ties, some provinces were beginning to go beyond
the limits of CAP sharing, in particular the
requirement that services could only be cost-shared
if provided to those in need or likely to be in need.
As early as 1970, the federal White Paper, Income
Security for Canadians, commented on this short-
fall of the CAP and called for its amendment:

..the extension and development of welfare ser-
vices have not resulted in the level of services
required to achieve the objectives of the Plan.

This deficiency is particularly marked in respect
to day care and homemaker services...access to
such services is also needed by other employed
people with low incomes. An alternative to the
needs test now employed under the Plan would be
to develop a simplified income test. Through it the
services would be provided, with the extent of
payment by the family being determined through
the use of a scale of payments related to family
income.

Discussions concerning the development of an
alternative income test of this kind for the support
of day-care and homemaker services and of conse-
quent changes in the Canada Assistance Plan will
be held with the provinces.?




The 1970s also saw continuing development of
provincial social security programs largely outside
of any national framework:

Provinces began to implement programs to sup-
plement the OId Age Security/Guaranteed
Income Supplement. British Columbia was the
first province to introduce a provincial elderly
supplement; other provinces introduced similar
supplements shortly afterwards. These programs
were only partially cost-shared after complex,
mainly bilateral, negotiations. Provinces also
began to establish various new initiatives for the
provision of, for instance, drugs, day care, dental
care, ambulances, home care, and nursing home
care on a more universal basis. These programs
were not clearly covered under the needs-test
provisions of the Canada Assistance Plan, and
some even resulted in a loss of cost-sharing.*

In 1974, Saskatchewan introduced Canada’s
first income-tested general supplementation
scheme, called the Family Income Plan (FIP). FIP
pays a benefit for each child to every family with
income below a maximum; the benefits are then
gradually reduced as income increases. Saskatche-
wan administers needs tests to FIP recipients,
although their benefit is not dependent upon the
test, and CAP shares 50 per cent of the cost of all
recipients passing the ‘notional’ needs test. In
1979, Quebec introduced an earned income sup-
plementation scheme. This program is not cost-
shared under CAP, primarily because Quebec
refuses to administer a notional needs test. In
1981, Manitoba became the third province to
introduce a general supplement with its Child
Related Income Support Program (CRISP). This
program is similar to FIP and will likely be cost-
shared in the same way.

Canada’s system of social security has thus
become more complex and less integrated over the
last decade. Seeing the necessity of providing some
overall direction to reform and in response to
provincial requests, the Minister of National
Health and Welfare initiated a comprehensive
review of Canada’s social security system using the
Orange Paper, 4 Working Paper on Social Secu-
rity, as a basis for discussion. A reporting struc-
ture was set up under the Federal Provincial Con-
ference of Ministers of Welfare under the name,
“The Social Security Review.” The Review lasted
until 1976 and recommended a new Social Ser-
vices Act (SSA) to replace the CAP (and the
Vocational Rehabilitation for Disabled Persons

Act) provisions for social services. The SSA would
have broadened eligibility conditions with con-
tinued 50 per cent cost-sharing. However, some
provinces (Quebec and Ontario), as well as a
substantial current of opinion within the federal
government, felt that cost-sharing of social ser-
vices, a recognized area of provincial jurisdiction,
was inappropriate. As a result, the SSA was with-
drawn and the Social Services Financing Act
(SSFA) was introduced in tis place.

The SSFA would have provided block-funding
for social services on a basis similar to the Estab-
lished Programs Financing arrangements for
health services. The condition on provinces would
have been to supply information of a statistical
nature and to impose no residency restrictions.
There also would have been a substantial increase
in federal transfers paid to the provinces. Some
provinces objected in principle to block-funding,
but were willing to agree with the SSFA in the
absence of an alternative. However, the SSFA was
withdrawn by the federal government in Novem-
ber 1978, as part of its effort to restrain spending.

In the area of social assistance, the Social Secu-
rity Review resulted in a proposal for a cost-shared
income support and supplementation program.
The income support component was designed to
provide financial assistance to those with little or
no other income. The provisions to costshare the
support level were similar to those of CAP. The
supplementation component was meant to cover
the working poor and was based on two-thirds
federal and one-third provincial sharing. Unlike
social services, Canada has regarded programs of
income redistribution as co-jurisdictional, with nei-
ther level of government having sole responsibility.
As a result, this cost-sharing proposal was not seen
by federal authorities as the use of federal spend-
ing power in an area of provincial jurisdiction.
Some provinces, notably Quebec, have disagreed
with this interpretation of the division of powers.
For this reason, as well as for fiscal reasons, there
was insufficient agreement among the provinces to
proceed with the cost-shared income support and
supplementation proposal, and it was withdrawn in
August 1976.

The original 1966 CAP therefore remains the
basis for cost-sharing of provincial social services
and assistance programs, despite federal and pro-
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vincial recognition of its inadequacies. The federal
government has now joined the provinces and
begun using the income tax system to experiment
with delivering its own income supplementation
program (the Refundable Child Tax Credit).

After the Social Security Review failed to pro-
duce the expected results, federal-provincial con-
sultation on reform ceased for a few years. How-
ever, the Social Security Review had resulted in a
general ‘upgrading’ in the planning capacities of
provincial social services departments. The provin-
cial ministers established an interprovincial work-
ing group in 1978 to report on the social security
system as a whole. The Interprovincial Task Force
on Administration of Social Security report was
published in 1980 and reawakened interest in a
further attempt at reform.

In 1980, a federal-provincial Task Force to
review the CAP and VRDP was established, with
a mandate to identify particularly problematic
areas of CAP and VRDP where additional flexibil-
ity might be most warranted but without implying
large additional costs. At the time of writing this
report, that Task Force report had not been made
public. But the Minister of National Health and
Welfare, in testimony to the Task Force on Feder-
al-Provincial Fiscal Arrangements, indicated that
the review had been harmonious and productive.

Notes (Annex I11-B)

! Interprovincial Conference of Ministers Responsible for
Social Services, The Income Security System in Canada
(Ottawa, 1980), p. 20.

2 Ibid., p. 25.

3 Health and Welfare Canada, Income Security for Canadians
(Ottawa, 1970), p. 19.

4 The Income Security System in Canada, p. 27.
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Annex II-C

Health Programs

As in many other areas of public life, the history
of modern fiscal arrangements for health begins
with the federal Green Book proposals placed
before the Dominion-Provincial Conference on
Reconstruction in 1945. Financial aid was offered
to provincial governments for a comprehensive
health insurance program, nation-wide in scope.
Although these proposals were not accepted at the
Conference, the federal government took the first
steps on the road to national health insurance by
introducing a program of general health grants in
1948. The grants assisted in the improvement of
provincial public health services and led to a stand-
ard hospital accounting and reporting system, an
upgrading of diagnostic services and, through the
Hospital Construction Grant, an upgrading of
physical facilities.

In January 1956, the federal government placed
concrete proposals before the provinces to inaugu-
rate a phased health insurance program, with pri-
ority to hospital insurance and diagnostic services.
When proclaimed in 1957, it was planned that the
Hospital Insurance and Diagnostic Services Act
(HIDSA) would come into force when a majority
of the provinces having a majority of the popula-
tion agreed to implement hospital insurance plans
that qualified under the Act. However, after the
Rt. Hon. John G. Diefenbaker became Prime Min-
ister, the limiting provision was deleted, permitting
the federal government to implement the Hospital
Insurance Program from July 1, 1958.

As documented by the Royal Commission on
Health Services (the Hall Commission, 1961-65),
a variety of factors contributed to the 1956 federal
decision to proceed with a national hospital insur-
ance program. There were successful provincial
plans in British Columbia and Saskatchewan, a
more limited but expanding provincial-municipal

plan in Alberta and a plan in Newfoundland.
Equally important were the Blue Cross plans,
which, although they could not reach all the popu-
lation (in Ontario, Blue Cross insured 40 per cent
of the population in 1956), were sound in principle.
Another factor was the gradual improvement in
the supply of hospital beds and personnel, achieved
partly through the Hospital Construction Grant
and other health grants.

Despite voluntary prepayment and commercial
insurance, demands on provincial governments and
municipalities for increased hospital grants were
large and persistent. Even in Ontario, only two-
thirds of the population had any health insurance
protection, and much of this was inadequate. Hos-
pitals were also, by and large, in serious financial
difficulty.

Four provinces, Newfoundland, Saskatchewan,
Alberta and British Columbia, were already oper-
ating hospital insurance plans in 1957 when the
HIDSA was passed. They, plus Manitoba, entered
into federal-provincial agreements on July 1, 1958,
and were later joined by Prince Edward Island,
Nova Scotia, New Brunswick and Ontario in 1959,
the Northwest Territories and Yukon in 1960, and
Quebec in 1961.

The following are some of the main features of
the hospital insurance program:

e It is a joint federal-provincial program
that recognizes the constitutional position
of the provinces and leaves responsibility
for administration with them.

* The services authorized as insured services
under the Hospital Insurance and Diag-
nostic Services Act are, by and large, all
the in-patient services normally provided
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at the standard ward level in an active
treatment hospital, hospital for the con-
valescent, or a hospital for the chronically
ill, but not in mental hospitals, tuberculo-
sis sanatoria, nursing homes, homes for the
aged, infirmaries or other institutions the
purpose of which is the provision of cus-
todial care.

e The program is based on the assumption of
universal coverage of all citizens on uni-
form terms and conditions regardless of
age, sex, physical or economic condition.
(Subsequent interpretations of “‘uniform
terms and conditions™ have tended to limit
the application of uniformity through such
things as age exemptions from premiums
and different levels of authorized charges
for different ages.) It also facilitates porta-
bility of benefits from province to prov-
ince.

* The original formula for cost-sharing paid
each province a per capita grant for in-
patient services equal to one-quarter the
national per capita cost plus one-quarter
the provincial per capita cost Thus, the
federal contribution was proportionately
higher in low-cost provinces than in high-
cost provinces.

* The Act is not concerned solely with the
financing mechanism; hence the require-
ment that each province indicate the
means whereby it proposes to “license,
inspect and supervise the standards of hos-
pitals”. The Act is primarily a legislative
enactment to enable people to obtain the
services they require, and secondarily, a
financial arrangement to assist in payment
for those services.

At the option of the individual province, out-
patient services can also be cost-shared. Although
the range of insured out-patient services still varies
from province to province, over the decade follow-
ing introduction of the program out-patient ben-
efits became much more comprehensive and
uniform.

During the 1930s and 40s a number of medical
care insurance plans had been implemented under
medical society sponsorship. These plans supplied
comprehensive coverage for physicians’ services
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and were known as ‘service plans’ in which the
plan payment to doctors was accepted as payment
in full. The service plan approach became the most
popular type of insurance arrangement with the
public and medical profession. It is not surprising,
therefore, that this approach was eventually ref-
lected in the medical care program.

In 1959, the Premier of Saskatchewan, the Hon.
T.C. Douglas, announced his government’s inten-
tion to develop a comprehensive medical care pro-
gram that would embody five basic principles—
prepayment, universal coverage, high quality of
service, administration by a public body respon-
sible to the provincial legislature and a form that
would be acceptable to both those providing the
service and those receiving it. Legislation reflect-
ing these principles was assented to in November
1961, and July 1, 1962 was set as the starting date.

On July 1, 1962 the provincial College of Physi-
cians and Surgeons withdrew all physician services
except for emergency treatment, pending certain
demands being met. Services were not reinstated
until July 23, 1962 after an agreement had been
reached between the government and the College
that contained concessions from both sides. In the
settlement, the government accepted the right of
doctors to operate outside the system and bill
patients directly rather than billing the govern-
ment. The doctors conceded the right of the pro-
vincial government to implement a universal plan,
while the government agreed to retain voluntary
health insurance agencies as intermediaries in the
processing of claims.

Prior to the introduction of the medical care
program, three other provinces (Alberta, British
Columbia and Ontario) introduced some type of
medical care legislation, although none tried to
repeat the Saskatchewan requirement of universal-

ity.

The Royal Commission on Health Services was
appointed in 1961, and over the next few years
carried out the most extensive inquiry so far
undertaken to determine the future health care
needs of Canadians and how these needs might
best be met. The Commission recommended a
program that would ensure that virtually all
Canadians had access to necessary medical care on
a prepaid basis. These recommendations formed
the basis for the medical care program.



At the 1965 Conference of First Ministers, the
Prime Minister, the R. Hon. Lester B. Pearson,
announced that the federal government was pre-
pared to contribute to the provinces approximately
one-half of the national cost of insured medical
services. Provincial medical care insurance plans
would be required to meet the following four
principles:

1. The scope of benefits should be, broadly
speaking, all medically required services pro-
vided by physicians, both general practition-
ers and specialists. Whether the federal con-
tribution should be extended subsequently to
encompass a broader range of services was to
be a matter for future agreement.

2. The plan should provide coverage to all eli-
gible residents of the province on uniform
terms and conditions.

3. The plan should be publicly administered,
either directly by the provincial government
or by a public agency fully accountable to the
provincial government.

4. The plan should provide full transferability of
benefits when insured persons are absent
from the province or when moving to reside
in another province.

Following the 1965 Conference of First Minis-
ters, there were two federal-provincial conferences
of Ministers of Health at which the federal gov-
ernment’s proposals for the medical care program
were discussed. Only one province (Alberta)
objected to the proposed program, on the grounds
that commercial profit-making insurance carriers
would be excluded from having other than an
agency role in the publicly-financed scheme. To be
eligible for federal contributions, provinces would
be required to have a minimum of 90 per cent of
eligible residents insured. Several provinces
indicated a preference for a more gradual intro-
duction. This preference was primarily related to
the problems involved in setting up the administra-
tion, and was not based on opposition to the princi-
ple of universal coverage per se. However, several
provincial treasurers expressed their concern about
the timing of the program and the effect this
would have on provincial priorities.

The Medical Care Act was introduced in the
House of Commons on July 12, 1966. The details
of the Bill followed the principles described earlier,

but new policies were also embodied. The first was
that the financial base on which the federal share
would be calculated would be the national per
capita cost calculated on the costs in participating
provinces rather than in all provinces. The second
was that the definition of public administration
was broadened to permit non-profit private insur-
ance carriers a limited role in the administration of
the provincial plan. The original starting date pro-
posed for the medical care program had been July
1, 1967. However, after consultation with the
provinces, the federal government decided in Sep-
tember 1966 to change this to not later than July
1, 1968 in view of the general economic situation.
The Medical Care Act was passed by the House of
Commons on December 8, 1966 with only two
members dissenting at third reading and 177 in
favour.

Participation in the medical care program fol-
lowed the general pattern of other cost-shared
health and welfare programs, with some provinces
participating from the beginning of the program
and others entering later as provincial priorities
permitted. All 10 provinces intoduced qualifying
medical care insurance plans within two and a half
years of the implementation of the national pro-
gram, followed by plans in the Northwest Territo-
ries and Yukon in 1971 and 1972 respectively.

The implementation of the medical care pro-
gram was not free of acrimony. The Minister of
Health in Alberta, the Hon. J. Donovan Ross, and
the Provincial Treasurer in Ontario, the Hon.
Charles MacNaughton, were vociferous about this
use of federal spending power. Mr. MacNaughton
was particularly concerned about the problem of
financing. He disliked the cost-sharing formula
and preferred to have each province reimbursed at
50 per cent of its actual costs. He also preferred a
major reallocation of revenues to the provinces
before proceeding with the medical care program.
Mr. Ross objected to the exclusion of commercial
profit-making insurance carriers.

In most provinces there was considerable tension
evident during negotiations between the provincial
government and the provincial medical associa-
tions as provinces prepared to implement their
plans. Fortunately, with one notable exception,
there was no repetition of the doctors’ strike that
Saskatchewan experienced in 1962. The exception
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was the withdrawal of services by specialists in
Quebec prior to the implementation of the medical
care insurance plan in Quebec on November 1,
1970.

In Quebec, the background for implementation
of medicare was different from what pertained in
most of Canada. During the 1960s Quebec was the
only province without a first-dollar coverage ser-
vice plan, and there was no uniform provincial fee
schedule to standardize physicians’ charges. There
was a disproportionately large number of special-
ists versus general practitioners and the provincial
medical association was not the negotiating body
for the medical profession as in other provinces.
The specialists and general practitioners are sepa-
rate negotiating groups, called syndicates.

During the summer of 1970, the Quebec govern-
ment eliminated the right of physicians to opt out
of the provincial plan without loss of plan benefits
to insured patients. This led to the specialists’
syndicate ordering, on October 8, 1970, a with-
drawal of services except for emergency services in
selected hospitals. The specialists returned to work
on October 18, 1970, having gained no real
concessions.

At the December 1970 Conference of Ministers
of Health, the federal government raised the possi-
bility of new financing arrangements for health. It
was felt that greater provincial flexibility could
offer increased prospects for innovation in the
development of less costly alternatives and enable
the provinces to develop their plans more in
accordance with their particular needs.

A formal federal offer on health financing was
placed before the provincial governments in 1973.
The offer included a block per capita arrangement
for health financing related to the growth in the
Gross National Product and a thrust fund. The
offer included provision for risk-sharing, in that
additional federal contributions would be provided
if provincial costs escalated at a high rate. A
condition was that the existing national standards
of comprehensiveness, accessibility, universality
and portability were to be retained by the provin-
cial plans. However, in 1974 the provinces unani-
mously rejected the federal offer.

Under the Hospital Insurance and Diagnostic
Services Act, the federal government must give
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five years’ notice before the existing arrangements
can be terminated and new arrangements under-
taken. The Minister of National Health and Wel-
fare, the Hon. Marc Lalonde, notified the prov-
inces in July 1975 that the agreements would be
terminated as of July 15, 1980. At the same time,
the Minister assured the provinces that this notice
should not be interpreted as an intention on the
part of the federal government to withdraw its
financial support for hospital care services at the
end of the five-year period. He expected that new
financing arrangements would come into effect at
that time, if not earlier.

In the 1975 budget, ceilings were announced on
the rate of growth of the federal per capita contri-
butions to the provinces under the Medical Care
Act. The ceiling on the federal per capita contribu-
tions under the Medical Care Act for fiscal year
1976-77 was enacted at a level of 113 per cent of
the 1975-76 per capita contributions.

By 1977 the federal medical care and hospital
insurance fiscal arrangements had achieved their
main objective: to establish a universal, compre-
hensive system of health insurance in Canada. But
once this goal was achieved, much of the reason
for the particular design of the fiscal arrangements
was removed. In particular, the costs of the pro-
grams were now relatively well understood, and
organized opposition to the programs had disap-
peared. It no longer seemed necessary for the
federal government to play an advocacy role,
through shared-cost programs, to develop a nation-
al system of medicare and health insurance.

As the need for the earlier fiscal arrangements
diminished, problems with them came all the more
clearly into view. These were reflected in provin-
cial complaints about rigidity (often accompanied
by calls for expanded coverage), and, as we have
noted, federal actions to retain control over its own
spending decisions. These problems, and how they
were addressed, are discussed in the Chapter III.



Annex II-D

Evolution of Federal Support of Education in Canada*

Early Developments

At the time of Confederation, the federal gov-
ernment played no role in education in Canadian
society. Under the terms of Confederation in 1867,
the British North America Act placed responsibili-
ty for education with provincial governments. At
that time... public responsibility extended only to
elementary schooling. Secondary schools, which
were usually supported by religious organizations,
were reserved to train future elites... However,
social and economic changes over the hundred
years since confederation moved the federal gov-
ernment into an increasingly active role in educa-
tion. Thus the federal government responded to
educational demands of industrialization in the
early 1900s, veterans returning from wars, and
expanding post-secondary enrolments in the 1960s.
These and other events, which placed heavy strains
on education facilities, resulted in increased feder-
al commitment....

Federal participation dates back to 1876 when...
to train more Canadians to serve as army officers,
the Royal Military College was established at
Kingston. Another early step was a 150,000-acre
land endowment to the University of Manitoba in
1885...for capital expenditures and...a permanent
source of revenue for the university.

Pressure for educational reform came to bear on
the federal government in the early 1900s.... Fol-
lowing requests for action from business and
labour, the federal government appointed the
Royal Commission on Industrial Training and
Vocational Education in 1910.

*This history is based in large part on extracts from a 1975
submission by the Government of Canada to the Organization
for Economic Co-operation and Development. The submission
was prepared by the Department of the Secretary of State.

The work of the Commission resulted in.. the
Agricultural Aid Act of 1912, and the Agricultur-
al Instruction Act of 1913. The former supplied
grants to provinces to develop agricultural educa-
tion and techniques; the latter specifically gave
assistance for training, directly to the three exist-
ing veterinary colleges and indirectly (by channell-
ing funds through the provinces) to agricultural
colleges....

In 1919, the federal government, in consultation
with the provinces, introduced the Technical Edu-
cation Act which bound the federal government to
grant ten million dollars over a ten-year period for
upgrading vocational, technical and industrial edu-
cation in Canada.... Funds were not to exceed, in
any year, the amount which each provincial gov-
ernment spent on technical education.

There were problems with the Act: it was poorly
administered.... Furthermore, since benefits for
each province were related to its willingness to
spend in the designated sector, it was difficult for
poorer provinces to take full advantage of available
funds. As a result, when the Act lapsed... (in
1929)... Ontario was the only province which had
taken full advantage of the allotted funds. Exten-
sions had to be implemented to permit other prov-
inces to claim their allotments.

In 1916, as a result of Canada’s war involve-
ment and a desire to improve research and de-
velopment, the federal government formed the Na-
tional Research Council (NRC). Initially, this was
an effort to co-ordinate government research pro-
grams. During World War II, NRC played a vital
role in co-ordinating and conducting scientific
research.

When the federal government established the
Dominion Bureau of Statistics in 1918, provision
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was made for a division to be concerned with
education statistics. The Education Division pub-
lished its first statistical report in 1921.

In the late 1920s, anticipating the expiry of the
Technical Education Act, the provinces
approached the federal government to continue
federal aid. Another Royal Commission to study
technical and professional services was appointed
in 1927. The report of the Beatty Commission
resulted in the Vocational Education Act of 1931
which, due to the depression, was never pro-
claimed. This Act would have provided for the
continuation of the programs initiated under the
Technical Education Act of 1919. As it was, the
Technical Education Act was given two five-year
extensions which prolonged its existence until
1939.

The economic depression of the 1930s helped
identify a major problem within the secondary
school systems. On school leaving, many students
found they had few occupational skills.... In an
attempt to alleviate this problem, the federal gov-
ernment introduced a new program for technical
education in 1937 with the Unemployment and
Agricultural Assistance Act. This Act, directed
towards maintaining the morale and increasing the
employability of young people, was negotiated in
agreement with the provinces, on a cost-sharing
basis, through the establishment of various occu-
pational training projects.

In 1939, the Youth Training Act, introduced as
the successor to the Unemployment and Agricul-
tural Assistance Act, directed $4.5 million over the
following three years to the provinces for the pur-
pose of training young people between the ages of
16 and 30. Emphasis was below the post-secondary
level. In addition, further assistance in the form of
grants and loans was provided to post-secondary
students under the Dominion-Provincial Student
Aid Program.

In 1942, the existing federal-provincial agree-
ments on vocational training were combined under
the Vocational Training Co-ordination Act. This
Act permitted the continuation of projects under
the Youth Training Act, 1939, and provided for
the establishement of a Vocational Training Advi-
sory Council. The new Act also made provision for
vocational training of discharged servicemen.
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Royal Commission on
Dominion-Provincial Relations

This Commission, known as the Rowell-Sirois
Commission, was appointed in 1937 to make an
assessment of the economic and financial basis of
Confederation; the distribution of federal and pro-
vincial powers; and federal-provincial financial
relations. While its mandate did not extend to
education, the Commission felt that equality of
educational opportunity did come within its
domain. According to the Commission, the con-
cept of “‘education™ had changed and expanded to
include new dimensions since the time of the Brit-
ish North America Act. In view of this, the Com-
mission recommended that “the federal govern-
ment should have full power to provide
employment aid for those recognized as employ-
able... (which would) make the training of unem-
ployed youth a matter of even greater federal
concern than at present”. The Commission
assumed that the provinces would provide a system
of courses to those Canadians requiring further
training.

While the Commission stated that a free hand in
education was vital to provincial autonomy, it
identified certain problems arising in this con-
text.... Although the Commission lamented the
disparity in educational opportunity throughout
the country, it made no relevant recommendations,
due to constitutional restraints. Solutions rested on
financial proposals which would place the prov-
inces in a position to meet their responsibilities for
education, if they chose to do so.

...However, in view of the importance of higher
education to Canadian society, and the fact that
academic freedom required financial security, the
Commission offered the following advice: “it is
conceivable that even the provinces might welcome
a small Dominion grant to their universities made
contingent on the maintenance over a period of
some years of the provincial grants to the same
institutions and on the preservation of high aca-
demic standards”. In addition, it suggested that
grants could be given on a per capita basis, and
scholarships and bursaries could be provided in
order to attract more students from lower-income

groups.



Another suggestion was that a council, analo-
gous to the National Research Council, could be
established to support research work in the social
sciences in Canadian universities and elsewhere.
The Commission suggested, furthermore, that it
might be appropriate for the federal government to
establish a national library.

The Veterans’ Rehabilitation Act

The Veterans’ Rehabilitation Act of 1945 was a
federal response to the thousands of soldiers
returning from World War II with little education
and poor job prospects. By virtue of this Act, a
veteran attending an educational or vocational
training institution was entitled to receive a
monthly living allowance, and have his tuition fees
paid by the governement. These provisions permit-
ted over 50,000 veterans to attend universities, and
another 85,000 to enroll in vocational and techni-
cal training courses.

While the Veterans’ Rehabilitation Act assisted
veterans, it also helped to ease the financial dif-
ficulties of Canadian universities, which had
experienced a steep decline in enrolments and
revenues during World War II. Uner the provi-
sions of the Act, universities became entitled to a
direct subsidy of $150 per year for each veteran
enroled. In addition, they received further direct
aid for construction of new buildings and facilities.
However, by 1950, the inevitable decline in the
number of veterans enroled came to be an impor-
tant factor leading to new financial difficulties for
Canadian universities.

Royal Commission on National
Development in the Arts, Letters
and Sciences

Growing Canadian cultural awareness and con-
cern for a Canadian identity prompted the federal
governement to appoint in 1949 the Royal Com-
mission on National Development in the Arts,
letters and Sciences (the Massey Commission).
The Commission released its report in June 1951.
In the field of higher learning, the Commission
saw three major problems: a scarcity of financial
aid to the arts and humanities; the financial condi-

tion of universities; and orientation toward a small
educated elite. As the Commission noted, the
number of veterans enroling as students was quick-
ly diminishing and, as a result,the federal aid that
came with them was eroding. The Commission
believed that action was urgently required in in
this sector and that it was the duty of the federal
government to assist in some way.

In view of the fact that the Canadian constitu-
tion did not forbid financial assistance to a citizen
in order to help him to carry on studies in his
chosen field, the Commission did not feel that it
would be improper to recommend federal aid in
the form of contributions to individuals. A further
recommendation was the continuation of federal
support for the program of the National Research
Council. Outside of the boundaries of natural
science, the Commission recommended the estab-
lishment of... the Canada Council, with the stipu-
lation that such a council receive an annual grant
from the federal government for the establishment
and maintenance of an adequate number of schol-
arships, studentships and bursaries for post-gradu-
ate students of Canadian universities in the
humanities, the social sciences and law. Further
recommendations included a broadened and
improved system of aid to undergraduates, and
funds for exchange scholarships.

Recognizing the increasingly vital role of univer-
sities in the Canadian society, the Commission felt
that the Governement of Canada had responsibi-
lites towards these institutions. The Commission
therefore recommended:

—That in addition to the help already being
given for research and other purposes, the
federal government make annual contribu-
tions to support the work of the universities on
the basis of the population of each of the
provinces of Canada;

—That these contributions be made after con-
sultation with the government and the univer-
sities of each provinces, to be distributed to
each university proportionately to the student
enrolment;

—That these contributions be sufficient to
ensure that the work of the universities of
Canada may be carried on in accordance with
the needs of the nation.

57



Other recommendations in this report were that
all members of the National Conference of
Canadian Universities be eligible for the above-
mentioned grants and that grants be made directly
to the universities for each scholarship holder to
compensate for the supplementary expenses
incurred by the institution. Furthermore, as the
Rowell-Sirois Commission had suggested, the
Massey Commission recommended that a Nation-
al Library be established as soon as possible.

The Technical and Vocational
Training Act

Toward the end of the 1950s there was growing
concern about the need to expand the training
facilities for Canada’s manpower, which was short
of skilled workers. ...the Technical and Vocational
Training Assistance Act (TVTA) of 1960 marked
a major federal attempt to overcome Canada’s
skilled manpower shortage.

The TVTA authorized the investment of a vast
amount of federal funds in capital development
and a wide variety of programs. These programs
ranged from technical and vocational high school
training to the training of technical and vocational
teachers. The largest expenditures were made
under the 75 per cent cost-sharing Capital Assist-
ance Program. This program, which permitted the
provinces to undertake capital development of 25
per cent of the costs, resulted in a substantial
expansion of technical and vocational education
facilities in Canada.

While the programs inaugurated under TVTA
did not completely eliminate Canada’s skilled
manpower shortage, the number of students that
could be accommodated in technical and vocation-
al training courses was increased by four times. A
total of 688 new schools were built and 440
projects involving additions and alterations to
existing schools were completed.

Adult Occupational Training Act

In 1967 (concomitant with the introduction of
the fiscal transfers for post-secondary education
discussed below), the federal government ter-
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minated the Technical and Vocational Training
Act programs but introduced the Adult Occupa-
tional Training Act (AOTA). This signalled the
end of cost-sharing with the provinces in the tech-
nical and vocational area, and the assumption by
the federal government of responsibility for the
upgrading and retraining of adult members of the
labour force. The Act led to the establishment of
the Canada Manpower Training Program, which
is administered by the Department of Manpower
and Immigration (now the Canada Employment
and Immigration Commission). The program,
which is designed to contribute to economic and
social development while reducing regional and
individual disparities, provides employment-orient-
ed training.

Grants to Universities

Not only were Canadian universities threatened
in the late 40s and early 50s by decreasing veter-
ans’ enrolments, and corresponding decline in fed-
eral assistance, but also by rising costs. Tuition
fees were increased, restricting access to university
education.

Obviously, a long-term solution had to be found
to the problem of financial instability of Canadian
universities. In 1949 the National Conference of
Canadian Universities (NCCU) presented a state-
ment to the Rt. Hon. Louis St-Laurent, then
Prime Minister, in which they offered a justifica-
tion of federal participation in university financ-
ing. A few weeks later, an NCCU brief presenting
a similar case was submitted to the Massey Com-
mission. In both instances, federal aid was justified
by the NCCU in terms of national requirements
for professional manpower. As a result, the
Massey Commission, in its report, supported feder-
al assistance to universities in co-operation with
provincial governments. The federal government
instituted, by Order-in-Council, a program of
direct assistance to universities for 1951-52; a
grant of 50¢ per capita of each provincial popula-
tion was made available to universities in the
respective provinces.

This assistance was welcomed by the universi-
ties. It was less well received by provincial govern-
ments, since the plan had not gone through the
recommended intergovernmental process. The
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Quebec government, furthermore, viewed this as
an incursion into an area of provincial jurisdiction
and instructed its institutions to refuse the grants.
This issue was finally settled by a federal-provin-
cial agreement in 1959.

Over the years the grants under the program
were gradually increased until they reached $5 per
capita in their final year, 1966-67. During the
program’s 16-year existence, $400 million was dis-
tributed to universities across Canada. This pro-
gram was replaced by the Federal-Provincial
Fiscal Arrangements Act of 1967.

The Canada Student Loans Plan

Until the early 1960s, there was little direct
government assistance available in Canada for
post-secondary students. A small-scale federal
plan, the Dominion-Provincial Student Aid Pro-
gram, in existence since 1939, was limited in
scope. Federal expenditure on the program totalled
less than $45 million during its 25-year existence,
affecting on an average fewer than 3,000 students
a year.

It is important to note that in the early 1960s
only about five per cent of the relevant population
attended university, with enrolment comprising to
a great degree students from families in the middle
and upper income groups. It was evident that
university accessibility was restricted. In an
attempt to overcome this inequity, the federal
government in 1964 introduced legislation creating
an extensive national program of loans to students
at the post-secondary level.

Fiscal Transfers for
Post-Secondary Education,
1967-1976

In 1966, in the face of mounting evidence that
university enrolments were likely to double in the
next ten years, the federal government proposed to
assist the provinces in financing the anticipated
costs of post-secondary education by a special
arrangement of fiscal transfers. This approach
rested on an awareness of the extraordinary finan-
cial requirements for higher education in the years

ahead, together with a recognition of provincial
jurisdiction over education.

To effect these transfers, the federal government
reduced its tax on incomes of individuals by 4 per
cent of the basic tax, and its corporation income
tax by 1 per cent of corporate profits, thus en-
abling the provinces to raise their own taxes by
corresponding amounts. It was recognized, fur-
thermore, that the foregoing tax transfers would
meet a different proportion of the expenditure
needs of each of the individual provinces for post-
secondary education. This was because of the dif-
ferences in the levels of education expenditures
across Canada, and because of differences in pro-
vincial tax yields even after application of a sup-
plementary equalization formula. Thus a straight
transfer of tax points would result in an unequal
federal contribution toward the expenditures of the
different provinces in this field. The federal gov-
ernment therefore made provision for additional
payments to be known as the post-secondary edu-
cation adjustment payments. This latter element of
the fiscal transfers rested on a formula linked to
the expenditures in each province in the field of
post-secondary education, with the federal govern-
ment guaranteeing that its total contribution for
post-secondary education to a province would
equal a certain proportion of these expenditures.

It was felt that the broad financial needs of the
provinces in higher education could best be mea-
sured by totalling the operating expenditures of
the post-secondary institutions in each province,
i.e.,, the expenditures of universities, technical
institutes and other post-secondary institutions
that arise from the training of students beyond
junior matriculation. The post-secondary educa-
tion adjustment payments were, therefore, set at a
level necessary to augment the tax transfer to each
province to a total compensation equal to 50 per
cent of the operating expenditures for post-second-
ary education in each province. It was recognized
that this method might not suit some of the prov-
inces. Consequently, provision was made for an
alternate formula representing the flat figure of
$15 per capita, which was roughly equal to 50 per
cent of post-secondary operating expenditures in
all provinces combined.

The statutory provisions governing the new pro-
gram of fiscal transfers for post-secondary educa-
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tion were written into Part II of the Federal-Pro-
vincial Fiscal Arrangements Act, 1967, which took
effect on April 1, 1967.

The 1967 formula was modified in 1972 with
the placing of a ‘cap’ on the federal overall contri-
bution, restricting its rise to a maximum of 15 per
cent annually.

Established Programs Financing,
1977-1982

The original post-secondary trans