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Equalization: Will The Attacks Ever End?

There seemsto be no end to the misunder-
standings of therole of equalization and the pro-
posals to reform into oblivion this cornerstone
of the Canadian federation. The latest mis-
understanding involves a misinterpretation of
recent remarks made by the federal Minister of
Finance.

In an addressto the Greater Halifax Cham-
ber of Commerce delivered in late December,
Mr. Martin indicated his support for the idea of
levying lower federal tax rates, particularly cor-
porate tax rates, in less affluent provinces as an
instrument of regional development policy. The
heads of threeregional think tanks—the Frontier
Centrefor Public Policy, the Montreal Economic
Institute and the Atlantic Institute for Market
Studies—twisted Mr. Martin’ sremarksinto sup-
port for using regionally differentiated federal tax
rates asareplacement for equalization transfers.

| argue in this commentary that this mis-
interpretation begets a pernicious idea that not
only would undermine the constitutional foun-
dations of the equalization program but also
would threaten the existence of the national pro-

grams— health care, education and asocial safety
net — that Canadians have come to cherish so
dearly.

This paper first places the issue within a
broad policy framework. It then identifies the
role of equalization. Finally, it addresses the
issueof regionally differentiated federal tax rates.

The current debate on reforming equaliza-
tion has been tainted by confusion about therole
of different instruments in the policy arsenal
available to Canadian governments. The Cana-
dian federation was born with, and still contains,
four setsof imbalances. Theserelateto: regional
disparities, vertical fiscal imbalances (i.e., the
federal government has the fastest growing rev-
enue sourceswhile provincia governments have
the fastest growing spending), horizontal fiscal
imbalances (i.e., the capacity to raise revenue at
national-average tax rates differs among pro-
vinces) and income inequality. The fiscal his-
tory of Canadaislargely arecord of the flexibil-
ity exercised by federal and provincial govern-
ments in redressing these imbal ances.



Over time, Canadian governments have
devel oped four separate policy toolsto deal with
theseimbalances: regional policies, intergovern-
mental grants and transfer of tax points, equali-
zation and transfers paid both directly to indi-
viduals and indirectly through the income tax
system. Each policy tool is aimed at a specific
imbalance. We can reform these tools individu-
aly to ensure that they servethe stated objective
in an effective manner, but we should not mis-
direct them to a role for which they were not
designed.

Equalization, in particular, is a distinct
policy tool developed to deal directly with dis-
parities in fiscal capacity. As stated in Section
36(2) of the Constitution, the purpose of thispro-
gram is “to ensure that provincial governments
have sufficient revenues to provide reasonably
comparable levels of public services at reason-
ably comparable levels of taxation.”

Equalization isdirected at the provision of
public services, not the subsidization of private
consumption, the reduction of income inequal-
ity among individuals and families, or the nar-
rowing of regional economic disparities. The
fundamental role of equalization is to help the
less affluent provinces finance the national pro-
gramsthat largely define who we are as Canadi-
ans (namely, health care, education and social
services).

In fiscal year 1999-2000, expenditures on
those programsrepresented nearly three-quarters
of total program spending by equalization-
receiving provinces. AsBernard Lord, Premier
of New Brunswick reminds us, equalization is
about health care and education. Emphasizing
the essential public services delivered to Cana-
dians with the support of equalization payments
and the commitments of both orders of govern-
ment enshrined in Section 36 of the Constitution,
an earlier commentary identified five fundamen-

tal principles underlying the equalization pro-
gram: economic justice, social justice, pro-
motion of human rights, social cohesion and
effective democracy [Ruggeri and Strain 2001].
Keeping these principlesin mind when evalua-
ting potential changes to equalization will help
focus on the valuesto which Canadians gave con-
stitutional protection.

Using lower federal tax rates in the less
affluent regions as a tool of regional develop-
ment policy isnot anovel idea. Recently, it has
been discussed in connection with the use of the
oil and gasrevenues generated by energy devel-
opmentsin Atlantic Canada. Itisgenerally rec-
ognized that the lion’s share of royalties from
those energy developments will be received
indirectly by the federal government through
lower equalization payments to selected Atlan-
tic provinces. Frank McKenna, former Premier
of New Brunswick, suggested that some of these
royalties should be used for the creation of “a
regional pool of money for collaborative pur-
poses.” Under his proposal, the Atlantic pro-
vinces and eastern Quebec would share this
regiona pool of money for program spending
by provincial governments “or better, yet, tax
relief.”

| suggested avariation of McKenna' s pro-
posal which includes three basic elements:. (a)
revenue-sharing confined to the Atlantic prov-
inces, (b) funds provided only by thefederal gov-
ernment, and (c) these funds would be used to
reduce income tax rates in Atlantic Canada. |
argued that thisproposa would increase account-
ability, by clearly identifying the federal gov-
ernment as the sole contributor. It would use
revenue indirectly received by the federal gov-
ernment from Atlantic Canada’ s resources and
would focus the regional development stimulus
directly and exclusively on private decision-
making.

2 Cadledon Institute of Social Policy



The suggestions expressed by Finance
Minister Martin provide a broader perspective
on the use of tax policy as a tool of regional
development. They sever the link between
sources of federal revenue and tax-based regional
development policy and incorporate somenotion
of regional equity by expanding the program to
all thelessaffluent provinces. Mr. Martin’sideas
are awelcome sign of federal policy flexibility
and should be given serious consideration in the
formulation of regional development policy. At
the sametime, we should oppose vigorously any
attempt at transforming this potential flexibility
inregional development policy into an attack on
the equalization program for at | east two reasons.
First, replacing cash paymentsto provincia gov-
ernments with lower federal tax rates under-
mines the constitutional foundations of the pro-
gram. Without its constitutional underpinnings,
equalization would become vulnerable to short-
term political pressures. Second, thisreplacement
would undermine the foundations of our national
programs.

In Section 36(1) of the Constitution, both
federal and provincial governments are commit-
ted to “promoting equality of opportunities for
the well-being of Canadians and “providing
essential public services of reasonable quality to
all Canadians.” This commitment has been
honoured through a Social Union Framework
Agreement, which includes federal transfers to
all provinces through the Canada Health and
Social Transfer (CHST) and federal transfersto
the less affluent provincesto enable them to ful-
fill their constitutional responsibilities. It would
be impossible, in my view, to honour the above
constitutional commitments by dismantling the

foundations of fiscal federalism uponwhichthese
national programs rest.

The smaller Canadian provinces face
major economic and fiscal challenges. They will
be hard-pressed to maintain both a competitive
tax structure and alevel of public services that
can attract the skilled workers required by the
knowledge-based economy. The larger, more
prosperous provinces are facing the challenges
of international competition by slashing income
tax rates. The less prosperous provinces do not
have the financia resources to match these tax
cuts. Yet these provinces must be given equal
opportunities for economic growth and human
development if Canadaisto prosper in the new
millennium through balanced regional develop-
ment. This balance requires the coordinated
strengthening of both equalization and regional
development policies, not atrade-off between the
two.

Joe Ruggeri
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