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IN BRIEF

The costs of programs under provincial responsibility are likely to grow faster in the
years ahead than those administered by the federal government. Not only are provincial
programs more costly, but they are also more popular and visible to Canadians, making
it harder for provincial governments to cut spending. Provinces could alleviate these cost
pressures by increasing revenues, but they also face more severe revenue constraints
than the federal government. The unequal distribution of cost pressures, retrenchment
capacities and revenue constraints mean that the federal government has more fiscal
room to manoeuvre. This disparity may reshape Canadian federalism in durable ways by
exacerbating inequality among provinces or by centralizing the federation without any
formal constitutional change or consultation with Canadians.

EN BREF

Les colits des programmes relevant de la responsabilité des provinces sont susceptibles
d'augmenter plus rapidement dans les années a venir que ceux administrés par le
gouvernement fédéral. Non seulement les programmes provinciaux sont plus colteux,
mais ils sont aussi généralement plus appréciés et connus de la population, rendant la
réduction des dépenses plus difficiles pour les provinces. Elles pourraient atténuer ces
pressions sur les co(ts en augmentant leurs recettes, mais elles sont également confrontées
a des contraintes plus sévéres que le gouvernement fédéral en la matiére. La répartition
inégale des pressions sur les colts, des capacités de réduction des dépenses et des
contraintes de revenus signifie que le gouvernement fédéral dispose d'une plus grande
marge de manceuvre budgétaire. Cette disparité a le potentiel de remodeler durablement
le fédéralisme canadien en exacerbant les inégalités entre les provinces ou en centralisant
la fédération sans changement constitutionnel formel ni consultation des Canadiens.
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KEY HIGHLIGHTS

The federal government’s net debt is trending downward while the average debt of
the provinces is on a path to double in less than 30 years, reaching more than 90 per
cent of GDP in 2050. This trend gives the federal government much more fiscal room to
manoeuvre than the provinces and is due, in large part, to the unequal distribution of
three factors: program cost pressures, retrenchment capacities and revenue constraints.

Cost pressures: The costs of programs under provincial responsibility are likely to grow
more quickly than those administered by the federal government. For instance, the cost
of provincial health care tends to increase faster than the growth in the economy, while
the costs of federal programs are largely under control.

Retrenchment capacities: Provincial programs are more costly, but they are also more
popular and visible. This makes it more difficult for provincial governments to curtail
program spending than their federal counterpart because reducing federal transfers
to provinces and means-tested benefits to individuals is easier than cutting universal
programs like health care and education for which the provinces are responsible.

Revenue constraints: While the provinces could alleviate cost pressures by increasing
revenues rather than reducing expenditures, they also face more severe revenue
constraints than the federal government. Among subnational jurisdictions within OECD
countries, Canadian provinces rely most heavily on corporate taxes. This makes provinces
vulnerable to tax competition and to economic recessions. While all federal revenues
are derived from own-source revenues, provinces are dependent on intergovernmental
transfers from the federal government to bridge the gap between their revenues and
expenditures. However, intergovernmental transfers remain relatively low, with little
political incentive to move away from this equilibrium and reform fiscal arrangements.

The study shows how the combination of these three factors could have important
consequences for Canadian federalism:

First, the differences in policy choices between left-leaning and right-leaning
governments are likely to be more significant at the federal level given its larger fiscal
room and we should observe convergence of budgetary policies between left and right
provincial governments given how constrained they are in their policy choices.

Second, this could lead to more centralization in the federation when the Liberal party
is in power in Ottawa and uses the federal spending power in provinces' jurisdictions.
If the Conservatives are in power and prefer to reduce federal taxes, this could lead to
more inequalities between provinces that recuperate the fiscal room left by federal tax
cuts and those that do not.

The overarching consequence is the potential reshaping of Canadian federalism and
party politics at the provincial level in a durable way without any formal constitutional
change or consultation with Canadians.
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INTRODUCTION

The sustainability of provincial public debt is a great concern for the future of the
Canadian federation. Figure 1 visualizes Trevor Tombe’s (2020) projections of the
provincial and federal fiscal balances, assuming programs budgeted in 2023 are
maintained over time. Whereas the federal government’s net debt is trending
downward, provincial debt is on a path to double in less than 30 years, reaching more
than 90 per centof GDPin 2050, up from only 30.5 percentin 2022.Thislong-termtrend
reflects an imbalance between the revenue-raising and revenue-spending capacities
of the provincial and federal governments; similar trends have been highlighted
by the Parliamentary Budget Officer (2022). Provincial governments (Ministere des
Finances, 2021; CoF, 2021) have therefore expressed concern that the fiscal pressure
generated by rising public debt may preventthem from providing the services needed
by their citizens, unless the federal government increases intergovernmental transfers
significantly to balance the situation.

The imbalance in public debt between provincial and federal governments depicted in
figure 1 can be attributed to three different factors: first, the difference in the projected
growth of program costs between the provinces and the federal government is a well-
known cause of unequal public debt. The cost of provincial health care tendsto increase
faster than the growth of the economy, while the costs of federal programs are under
control (Hartmann, 2017; Tombe, 2020; Tremblay, 2012). Second, the current analysis
shows that not only does the nature of provincial and federal social programs result
in divergent cost pressures, but they also lead to significantly different retrenchment
capacities. Fiscal consolidation has been more substantial at the federal level because

Figure 1. 2050 projection of the evolution of federal and provincial net debts
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reducing transfers to provinces and means-tested benefits to individuals is easier than
retrenching universal programs administered by the provinces, like health care and
education.

While the political left may celebrate the difficulty provincial governments have in
implementing austerity measures, its proposed solution — that is, raising revenue — to
pay for rising social policy costs is also more likely to be constrained at the provincial
level. Third, we argue that another factor contributing to imbalanced public debt is that
provinces face more stringent constraints on revenue than the federal government does.
Provincial tax revenues are more restricted by tax competition and political incentives
lead to relatively low intergovernmental transfers from the federal government.

The dynamic outlined above — unequal constraints faced by provincial and federal
governments — has important political consequences. Building on Paul Pierson’s New
Politics of the Welfare State (2001), we suggest a theory that should be tested in future
research: since the provinces' fiscal room to manoeuvre is more constrained than the
federal government'’s, the differences in policy choices between left- and right-wing
provincial governments should be smaller than those between Liberal and Conservative
federal governments. Liberal federal governments have used, and may continue to use,
their spending power, which allows them to spend in areas of provincial jurisdiction to
respond to public demands for policy expansion that provincial governments cannot
provide. This ultimately leads to the centralization of the federation. In fact, the federal
government’s fiscal room to manoeuvre allows the current Liberal federal government
to pay for significant social policy expansions by increasing public debt rather than
by balancing the books through tax increases.! In contrast, Conservative federal
governments also have the room to manoeuvre in order to substantially reduce taxes,
thereby increasing inequalities between provinces while preserving the decentralized
nature of the federation.

UNEQUAL GROWTH OF PROGRAMS UNDER PROVINCIAL AND
FEDERAL RESPONSIBILITY

The programs administered by provincial and federal governments differ significantly in
terms of how they contribute to increasingly unequal cost pressures. Figure 2 compares
the types of programs provided by the provinces and by the federal government. Almost
50 per cent of total provincial expenditures are composed of wages (26.3 per cent)
and of the consumption of goods and services (23 per cent). However, wages and the
consumption of goods and services represent only 20.4 per cent of federal expenditures.
In contrast, more than 27 per cent of total federal expenditures are allocated to grants
(including transfers to other levels of governments) while grants represent only 15.5 per
cent of provincial expenditures. Almost 29 per cent of federal expenditures are allocated
to social expenditures, mostly in the form of transfers to individuals rather than services.

! Pre-pandemic projections suggested that the federal government’s net debt would reach zero by 2050.
The comparison with the situation depicted in 2023 in figure 1 suggests that the federal government has
spent a large proportion of its future room to manoeuvre by implementing new programs.
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The Financial Reference Tables also reveal that, in 2019-2020, transfers to
other levels of government represented 22.7 per cent of total federal program
expenditures; transfers to individuals represented 30.7 per cent (of which 52.6
per cent were for old age security, 22.7 per cent for family benefits and 20.3 per
cent for employment insurance); and transfers to direct programs represented
43.6 per cent. However, a third of these direct programs are composed of other
transfer payments and of carbon tax benefits. Hence, transfer payments represent
71 per cent of federal expenditures, in comparison to an estimated 30 per cent of
provincial expenditures (Noél, 2022). In fact, more than 80 per cent of provincial
expenditures are allocated to “open-ended” programs, whose costs are determined
by the number of beneficiaries. Similar programs represent only about 30 per cent
of federal expenditures (Hartmann, 2017).

Health care already represented an average of 42 per cent of provincial program
expenditures in 2019-2020 and up to 47.5 per cent of those in Quebec and British
Columbia (Kneebone & Wilkins, 2016). Because of population aging and costly
technological innovations, health-care costs are projected to continue to grow. Health
inflation — defined as health-care cost growth beyond annual inflation and above
those incurred by aging — represents a substantial cause of the projected imbalance
between federal and provincial net debts. Figure 3, based on Tombe's projections
(2020), reveals that health inflation has a significant impact on provincial net debt,
which varies from 72.6 per cent in 2050, when health-care inflation is constrained to
0.5 per cent per year, to 111.7 per cent if health inflation reaches 1.5 per cent per

Figure 2. Proportion of total expenditures allocated to the four main categories of
expenditures for Canadian provincial and federal governments, 1991-2019
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Figure 3. Projected provincial net debt, based on three scenarios of health inflation
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year. Following the cutbacks in the health-care sector during the austerity period of
the mid-1990s, average provincial health-care cost inflation was 1.3 per cent per year
from 1998 to 2018.

In contrast, according to the Parliamentary Budget Office’s Fiscal Sustainability Report
(2022), the costs of federal programs are projected to remain stable during the first
half of the 21st century. The costs of pensions, a federal responsibility in Canada, are
low and under control from a comparative standpoint. The first tier of the Canadian
pension system is composed of basic universal flat rate benefits, called Old Age Security
(OAS), and of the Guaranteed Income Supplement (GIS), a means-tested benefit for
poor seniors. These two federal programs currently cost 2.4 per cent of GDP, which is
projected to increase to 3.1 per centin 2032 but will decline afterward and remain stable
(PBO, 2022). The second tier of the pension system, the Canada Pension Plan (CPP), is
a federal contributory public plan available in all provinces, except Quebec. The CPP is
not particularly costly, as replacement rates offered by the public system remain low for
incomes at and above the average (Myles, 2000). Under the current structure of the CPP,
projected contributions and benefits are sufficient to ensure that, over the long term, the
net asset-to-GDP position remains close to its initial value (PBO, 2022).

The costs of the other most expensive federal programs are also under control. Child
benefits’ costs are projected to decline as children are expected to represent a smaller
proportion of the population in the next decade (PBO, 2022). Employment insurance
(El) costs are related to the business cycle, and as discussed in the following section,
the government has had no difficulty reducing the amount of the benefit when the
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cost to maintain the program did not match the contributions to it. Finally, the two
most expensive transfers to provinces (Canada Health Transfer (CHT) and equalization
payments) have been capped to the growth of the economy. The federal provincial
agreement on health-care transfers signed in the winter of 2023 increases federal
funding without making significant changes to the federal government’s long-term
sustainability. The Canada Social Transfer, on the other hand, is not tied to the growth of
the economy, but is legislated to increase at 3 per cent per year, which is sustainable. In
fact, more than 60 per cent of federal expenditures are either fully funded (like the CPP
or El) or discretionary (Hartmann, 2017). Hence, Ottawa could decide to implement
new programs that may endanger its long-term fiscal sustainability, but the costs of
current programs are not projected to grow (PBO, 2022).

UNEQUAL RETRENCHMENT CAPACITIES

Welfare state retrenchment is the main tool available to governments to control cost
pressures. We contend that itis easier to achieve at the federal level because provincial
social policies are considerably more popular and visible, and are supported by larger
and more influential beneficiary groups.

The federal government’s focus on transfers also makes it easier to achieve retrenchment
of federal programs. Transfers only involve extracting funds and allocating them,
while services involve transforming money into an output, generally provided by well-
organized groups that control the production process and have a vested interest in
continuing the existing system (Jensen, 2011). The influence of these provider groups
may prevent the retrenchment of provincial services (Starke, 2021). Moreover, these
services are composed of the wages of permanent, unionized public sector employees,
which tend to be easier to freeze than to cut (Forni & Novta, 2014; Tepe, 2009). In short,
the cost of transfers to other levels of government is less likely to grow over time than that
of provincial services and these transfers are relatively easy to compress.

The largest cuts in all the expenditure categories presented in table 1 happened in
1996 and 1997, when the federal government reduced transfers to the provinces by
20 per cent (in current dollars) (Finance Canada, 2021). Politicians can avoid blame
for cutbacks to intergovernmental transfers — even if these transfers fund popular
programs like health care — because the public does not know who is responsible for
what in complex intergovernmental fiscal relations (Cutler, 2008). There is plenty of
opportunity to avoid blame when federal versus provincial responsibility for programs
is separated and one government funds programs in the jurisdiction of the other
(Jordan, 2009). Governments can also easily avoid blame by delaying cutbacks, such
as when the Harper government reduced the future growth of the CHT as part of its
fiscal consolidation exercise in the early 2010s.

Moreover, programs at the federal and provincial level do not have the same degree
of popularity. International evidence suggests that education, health care and
pensions are the most popular social policies (Busemeyer & Garritzmann, 2017). This
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is because they cover life cycle risks that all citizens face: everyone ages, becomes
sick and goes to school at some point in their life (Jensen, 2012). Hence, the potential
pool of beneficiaries is large and the perceived deservingness of the recipients is
particularly high (Jensen & Petersen, 2017). In contrast, labour market risks tend to be
correlated with income; the programs covering these risks, like the federal El benefit,
are popular mostly among those facing labour market risks (Jensen, 2012). Between
66 per cent and 75 per cent of provincial expenditures are allocated to health care
and education, whereas a considerably smaller proportion of federal expenditure is
allocated to pensions, the only life cycle risk covered by Ottawa. Moreover, health care
and education are universal programs in Canada, which tend to be considerably more
popular among the middle class than means-tested programs for the poor (Brady &
Bostic, 2015; Larsen, 2008).

Canadian-specific data on public opinion and the popularity of different programs
are scarce, but what little there is seems to confirm the popularity of provincial
programs relative to federal ones. Figure 4 compares the popularity of provincial
and federal programs, using the International Social Survey Programme (ISSP) on
the Role of Government in 2006, the last year during which Canada participated
to the survey. Support for additional spending for the unemployed is considerably
less popular (24.3 per cent) than for health care, education and pensions, which
are supported by more than half the respondents. Moreover, only 16.3 per cent of
respondents believe that it is a government’s responsibility to provide basic living
standards for the unemployed, whereas 66 per cent believe it is a government's
responsibility to provide health care for the sick.

Figure 5 provides additional evidence based on the Canadian Election Study of 2015.2
It shows that support for additional spending and public attention remains low for
programs of federal responsibility (like defence and crime) and of shared responsibility
(like welfare and immigration), but very high for programs of provincial responsibility
(like education and health care).

Popularity matters because governments choose the path of least resistance when
they implement retrenchment measures: they cut back less popular programs and
tend to preserve the popular ones (Jacques, 2021, 2020). Since provincial programs
are considerably more popular than federal programs, analyzing previous episodes
of consolidation episodes should reveal that the federal government has been able to
implement more stringent retrenchment measures than provincial governments have.
Table 1 compares the size (expressed as a proportion of GDP) of federal and provincial
fiscal consolidations since 1990, the first year for which provincial data are available in
the Fiscal Reference Tables (Finance Canada, 2021). Two main consolidation episodes
occurred at both levels of government, first in the mid-1990s and then in the early
2010s, each following major recessions (Alesina et al., 2019; Finance Canada, 2021).
Table 1 summarizes changes to current program expenditures from the start of the
consolidation period to its end.

2 The 2019 survey has fewer question on social policies and the 2021 survey is not yet available.
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Figure 4. Public support for additional government spending in five policy areas in
Canada
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Figure 5. Preferences for public spending on different types of expenditures and
attention to each issue
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Table 1. Comparison of fiscal consolidation episodes, Canadian provincial and
federal governments, per cent of GDP

Average annual Decline of expenditures Proportion of reduction
cuts to program before and after of pre-consolidation
expenditure consolidation expenditure
Provincial Provincial Provincial
average Federal average Federal average Federal
Period 1993-94 to
2000-01 -3.25% -5.03% -4.8% -5.2% 23% 31%
Period 2010-11 to
2014-15 -1.97% -4.21% -1.9% -3.1% 9% 19%

Source: Finance Canada (2021).
Note: Consolidation period measured as the start of the decline of current expenditures to its end. In the first
period, the last federal consolidation budget is in 1999-2000, whereas it is in 2000-2001 at the provincial level.

This reveals that the federal government’s consolidation exercises resulted is a greater
decrease of expenditures than those implemented by the provinces in absolute and
relative terms. From 1993 to 2001, public expenditures were reduced by more than 5
per cent per year at the federal level, leading to a 31 per cent total reduction relative
to pre-consolidation expenditure levels. This is greater than the provincial average of
a 3.3 per cent per year reduction of expenditures, which led to a 23 per cent overall
reduction. Federal cuts reached 4.2 per cent per year from 2010 to 2015 (19 per cent
reduction of pre-consolidation expenditures), in contrast to only 1.97 per cent per
year at the provincial level (9 per cent reduction of pre-consolidation expenditures).
Hence, provinces can consolidate and have been able to do so, but significantly less
effectively than the federal government.

What else could explain this difference? Government partisanship cannot explain
federal-provincial differences in the size of fiscal consolidations: during the
consolidation of the 1990s, provinces were evenly split between right, left and centre
governments, whereas the federal government was led by the Liberals. During the
second consolidation, the Conservatives were in power federally and the provinces
were also right-leaning: the right governed in half of provinces during the period,
while the left governed in only 25 per cent of provinces at the same time. In fact,
comparative studies suggest that government partisanship has little effect on the
scale of reduction during consolidation episodes, which are rather driven by electoral
demands, economic declines and the size of the deficit (Hubscher, 2016).

We recognize that the fiscal situation was worse at the federal level than at the provincial
level in the years preceding the two fiscal consolidation episodes, which helps to
explain why cutbacks were larger at the federal level than in provinces. However, we
contend that this situation is not sufficient to explain federal-provincial differences in
the size of consolidations. Had the provinces been in the worse financial situation,
many factors suggest that consolidations would still not have been as large as what
the federal government was able to achieve. It is difficult to reduce total provincial
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government expenditures without facing significant popular backlash, particularly as
baseline costs for health care generally grow at a faster rate annually than inflation.
Provinces can constrain the rate of growth, but the federal government can more easily
cut expenditures. If provincial governments implemented cutbacks to health care and
education, their popularity would decline, as was the case after the austerity measures
implemented by the Couillard government in Quebec (2014-2018). At the time, the
deficit was projected to increase to 7.9 per cent of total government expenditures
(Tellier, 2018), leading the Quebec Liberal Party (QLP) government to implement
significant budget consolidation measures in the first two years of its mandate — this
generated surpluses as early as 2016. It is worth noting that the government could
only constrain the rate of health-care cost growth to 1.4 per centin 2014 and 1.1 per
cent in 2015, which was well below cost inflation, but it could not implement cuts in
absolute terms (Béland et al., 2023). This consolidation has been identified as one
of the decisive factors explaining the defeat of the Couillard government: public
disapproval jumped from 51 per cent in fall 2014 to 65 per cent in October 2017,
while only a third of citizens approved of austerity (Bélanger & Chassé, 2021).

The popularity of the federal governing party, in contrast, increased as itimplemented
consolidations during both austerity periods presented in table 1 — exceptional
considering austerity generally reduces a government’s popularity (Jacques and
Bélanger 2022). Ottawa was able to manage one of the largest fiscal consolidations
of any OECD country in the 1990s (Haffert 2019) in large part because its main
expenditures are for programs that are not particularly visible or popular. For example,
in 1996 and during the tenure of Prime Minister Harper, the federal government
significantly retrenched El benefits, a means-tested and somewhat unpopular program
(Béland and Myles 2012), or it reduced transfers to the provinces.

UNEQUAL REVENUE CONSTRAINTS

Since retrenchment is more difficult to implement at the provincial level, provinces
could ensure their fiscal sustainability by increasing revenues. However, revenue
constraints are also more severe at the provincial level. Among OECD countries, the
Canadian provinces are the form of subnational jurisdiction with public budgets that
relies most heavily on corporate taxes. This overreliance makes provinces vulnerable
to tax competition and to economic recessions (Tremblay, 2012). Indeed, fiscal
federalism literature has established that subnational taxes on mobile factors, such
as capital or highly skilled individuals, are subject to strong competition within a
federation (Musgrave, 1971; Oates, 1968). Mintz and Smart (2004) find that corporate
taxes are very elastic at the provincial level because firms can easily shift income to
lower-tax locations within the same country. Similarly, Milligan and Smart (2016) argue
that reported individual income is also very elastic: they estimate that a 10 per cent
tax increase on the top 1 per cent of earners leads to a 6.6 per cent decrease in their
taxable income, while the elasticity is much less for lower-income individuals. Of the
income that has been shifted, 75 per cent is due to taxpayers moving their income to
lower-tax provinces (Milligan & Smart, 2019). As such, increases of top marginal tax
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rates on the highest percentile do not generate substantial revenues at the provincial
level (Milligan & Smart, 2016).

Models of fiscal federalism assume that capital and labour mobility is considerably
lower across national borders than between subnational jurisdictions (Oates, 1999).
While tax competition also poses constraints on capital taxes for the government
of Canada, the federal government’s corporate tax rates apply to all corporations
in Canada, reducing their capacity to pit provinces against each other to reduce tax
rates. Hence, increasing the tax on high incomes, corporations and capital to alleviate
the pressures of permanent austerity generates significantly fewer revenues at the
provincial than at the federal level. These taxes have rarely represented a significant
proportion of the revenues of mature welfare states, but they can provide a useful
marginal gain of income for cash-strapped governments.

Moreover, taxes on high-income individuals and corporations are considerably more
popular than taxes on the middle class. Workhorse models of political economy
assume that voters want to reduce their own tax burden while maximizing the size of
the public benefits they receive (Meltzer & Richard, 1981). This means that most citizens
prefer to shift the tax burden toward high-income individuals and corporations, since
few individuals consider themselves to be rich (Cansunar, 2021) and because the
incidence of corporate tax is complex to understand for the average voter. Citizens
tend to consider taxes on the middle class to be too high (Barnes, 2015; Jacques,
2023a). Indeed, political parties are more likely to lose votes if they increase broad
taxes than if they raise taxes on the rich (Tillman & Park, 2009) and survey experiments
have shown that taxes on top incomes increase public support for tax reforms whereas
taxes on middle incomes decrease it (Bremer & Birgisser, 2022), while governments
can increase corporate taxes without losing popularity (Bansak et al., 2021). Increasing
taxes on the rich is not necessarily easy to implement and can lead to “rich people'’s
movements” that are often successful in blocking tax increases (Martin, 2013), butthese
tax increases remain more popular than increases of taxes paid for by all taxpayers.
Hence, these relatively popular taxes do not generate sufficient levels of revenues for
provinces.

A LOW-TRANSFER EQUILIBRIUM

While all the revenues of the federal government are derived from own-source
revenues (OSR), provinces are dependent on intergovernmental transfers to bridge
the gap between their revenues and expenditures. However, the Canadian federation
rests on a low-transfer equilibrium structured by political incentives (for an extended
discussion on this issue, see Jacques, 2023b). If Ottawa increases costly transfers,
provincial governments will benefit electorally from presumably better public
services. But to increase transfers to provinces, the federal government must raise
taxes, increase deficits or cut its own programs, which could hurt the party in office
in the next election. Voters do not know enough about fiscal federalism to reward
the federal government for an invisible increase in transfers to the provinces. Instead,
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they are likely to punish the federal government for the visible costs of financing these
transfers. Support for additional health-care transfers is overwhelmingly high, but it

drops considerably when the costs of transfers are revealed in terms of higher taxes
or deficits (Borwein et al., 2023).

Moreover, the current transfer system gives the federal government little
opportunity to monitor how the additional funds are spent by provinces; it must
trustthe provinces to use the transfers wisely. Additionally, Canadian party systems
are not integrated between the federal and provincial levels: parties may share
the same name, but they are not the same organization and do not hesitate to
blame each other — in contrast with, for example, the Republicans and Democrats
at the state and federal levels in the United States. In integrated party systems,
electoral credits go to provincial and federal leaders for improved collective
goods but politicians can also be disciplined since they must face the electoral
consequences oftheir policy decisionsin otherjurisdictions.In contrast,in Canada’s
non-integrated system, the party in power in Ottawa has very little incentive to
increase transfers to help their provincial party members. Intergovernmental co-
operation in which benefits at one level (province or federal) are sacrificed to

yield gains at another is unlikely, thereby increasing the difficulty of reforming the
arrangements of fiscal federalism (Rodden, 2006).

Figure 6 suggests that these political incentives constrain the transfers from the
federal government to the provinces as they have remained largely constant since
1976. The substantial increase of transfers from 1966 to 1976 corresponds to the
implementation of the Medical Care Act, which created shared-cost universal health
care. In 1977, the federal government shifted to block funding, which reduced the
cost of transfers. Whereas shared-cost programs force each level of government

Figure 6. Aggregate federal transfers to provinces, 1966-2021, per cent of GDP
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to match the expenditures made by the other, block grants can be determined in
a discretionary manner by the federal government. Transfers were further reduced
during the consolidation period of the 1990s and have remained relatively low ever
since, except for a significant increase implemented by the Martin government in
2004. Federal transfers went up significantly during the COVID-19 crisis, but these
were temporary measures. In short, a low-transfer equilibrium contributes to limiting a
provincial government’s revenues, namely because these transfers are low relative to
the main expenditure of health care, the cost of which has grown from about 4.5 per
cent of provincial GDP in 1970 to 8.7 per cent in 2021.

CONCLUSION: POLITICAL CONSEQUENCES OF THE UNEQUAL
DISTRIBUTION OF BUDGET CONSTRAINTS

In New Politics of the Welfare State, Pierson (2001) argues that acute fiscal pressures
caused by a combination of growing program costs, and difficulties raising
taxes and retrenching popular welfare state commitments reduce the impact
of government partisanship on policy outcomes. The left cannot expand public
expenditures significantly, whereas the welfare state's popularity prevents the right
from cutting back programs in order to reduce taxes. Confirming Pierson’s insight,
previous studies of the Canadian provinces and OECD countries have shown that
the effect of government partisanship on policy choice is larger when fiscal and
economic pressures are lower (Jacques, 2020; Lipsmeyer, 2011). Intuitively, when
a government'’s fiscal room to manoeuvre is reduced, the budgetary differences
between the left and the right are smaller.

In a near future, provinces may be spending 75 per cent of their budget on the two
core functions of health and education, leaving few resources for other policy fields
and therefore limiting the capacity to provide public spending that responds to citizen
demand. Hence, we should observe some form of convergence of budgetary policies
between left and right governments in Canadian provinces. Provinces facing harsher
fiscal constraints should witness even more convergence between their parties and
large-scale cuts to public spending or taxes may become less frequent. In contrast,
the federal government has more fiscal room to manoeuvre and we should observe
larger differences between left and right governments. It is beyond the scope of this
essay to demonstrate these political consequences empirically, but we hope to open
a new research agenda.

The consequences of the trends described in this article are that Conservative
governments will have substantial fiscal room to reduce federal taxes. The first Harper
government (2006-2008) reduced federal sales taxes from 7 per cent to 5 per cent,
thereby achieving several results desired by the Conservative Party: constrain the
size of the federal government, reduce vertical fiscal imbalance and increase policy
competition between provinces (Harmes, 2007). However, only Quebec and Nova
Scotia responded by increasing their provincial sales taxes by two percentage points
between 2010 and 2012, whereas other provinces either waited until 2016 to do so
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(N.B., P.E.l.and N.L.) or didn't increase their sales taxes in response to Harper's tax cut
(Ontario and the Western provinces). Indeed, provincial governments have electoral
incentives to pass on the tax cuts to their constituents rather than to solve their long-
term fiscal problems. The main consequence of reducing federal taxes is inequality: it
reduces the federal government’s redistributive capacity and generates an imbalance
between the provinces that recuperate the fiscal room left by federal tax cuts and
those that do not. Hence, federal tax cuts have tended to preserve decentralized
governance at the expense of provincial equality.

A government led by the Liberal Party of Canada will have the fiscal room to expand the
role of the federal government without having to pay the political price of equivalent
tax increases, because the government's fiscal room allows for some degree of deficit-
financing. If cash-strapped provinces cannot respond to public demands, the federal
government might use its spending power to implement policies in areas of provincial
jurisdiction. In fact, the federal government has the capacity to significantly expand the
federal welfare state: examples include the recent creation of a national dental-care
plan and child-care strategy, as well as an increase of child benefits. Likewise, cash-
strapped provinces may be more likely to accept federal conditions imposed on health
and social policy intergovernmental transfers. This may take the form of shared-cost
programs that allow provinces to fund social policy expansions in strategic areas, but it
also requires that provinces accept federal encroachment in their policy jurisdictions.
Politically, conditional transfers are popular among left-wing voters outside of Quebec
and are generally supported by the left wing of the Liberal Party of Canada and by
New Democratic Party voters (Borwein et al., 2023).

Since the degree of centralization of the Canadian federation evolves along with
the balance of power between the constitutive units rather than by constitutional
means (Banting, 2005; Lecours, 2019), it is conceivable that this unequal fiscal room
to manoeuvre could push the federation toward more centralization, especially if
the Liberals are in office in Ottawa. Indeed, there are very few safeguards in Canada
against federal encroachment on provincial authority. In her classic study on Robust
Federation, Jenna Bednar (2008) highlights four safeguards against encroachment,
none of which exist in Canada. The provinces are not incorporated in the federal
decision-making process; the courts have allowed the federal government to use
its spending power; the party system is not integrated and the popular safeguard
does not exist outside a few provinces such as Quebec; and citizens do not share a
strong federal culture that would constrain the federal encroachment of provinces'
power (Fafard et al., 2010). Hence, this unequal fiscal room between provinces and
the federal government may shape Canadian federalism in a durable way, either by
increasing inequalities between provinces or by centraling the federation, without any
formal constitutional change or consultation of Canadians’ opinion on the matter.

3 For a recent review of the use of the spending power by the federal government under the Liberals, see
Graefe and Fiorillo (2023).
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