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The Canada Health and Social Transfer
(CHST), the largest program of federal-
provincial payments, was front and center in
the February 1999 federal budget. The budget
proposed to raise Ottawa’s CHST payments to
the provinces from $12.5 billion to $15 billion
in fiscal year 2001/02, and distribute CHST
money more equally on a per person basis
among the provinces.

Since the budget, there have been conflict-
ing statements from Ottawa and some provin-
cial capitals about how much money will go
where. The new arrangement does mark a
major step toward a more equal distribution
of CHST money. As is typical with federal-
provincial transfers, however, the CHST’s evo-
lution has yielded a program rather different
from what Canadians would choose today if
they could start from scratch. It has several
wrinkles that obscure the flow of money.

This Backgrounder attempts to lay out the
current and future distribution of CHST money
as clearly as possible. We present some back-
ground, show the numbers that underlie the
budget proposals, and close with some
thoughts about possible further reform and
simplification of the program.

How We Got Here:
A Brief History
The CHST redresses what is often called “ver-
tical imbalance” in the taxing powers and
spending responsibilities of Canada’s federal
and provincial governments. Thanks largely
to changes made before and during World
War II, Ottawa has had readier access than the
provinces to rapidly expanding personal and
corporate income tax bases. But over the past
40 years, the bulk of rapidly expanding social
programs have been under provincial jurisdic-



tion. The response was a series of transfers,
both of tax “room” and cash, related to post-
secondary education, health care, and welfare:
precursors to today’s CHST. By contrast,
equalization, the other major federal provin-
cial transfer, addresses “horizontal imbalance”
among the revenue-raising capacities of differ-
ent provinces by topping up the budgets of the
less well off.

The CHST’s Precursors

An early CHST precursor was federal cash
grants to the provinces in support of universi-
ties, which started in the early 1950s. Quebec’s
dissatisfaction with this arrangement prompted
a transfer of tax room in 1960: Quebec received
a special tax reduction (an abatement) of fed-
eral corporate taxes that allowed it to collect
revenue to fund its universities directly.

Federal cost sharing in health care began in
the late 1950s. In 1965, Ottawa offered an abate-
ment of personal income taxes to provinces
wishing to finance more of their health and
education programs themselves, an offer only
Quebec took up. In 1966, the Canada Assis-
tance Plan (CAP) established 50-50 cost shar-
ing between Ottawa and the provinces for
specified provincial welfare programs. And in
1967, Ottawa established abatements of corpo-
rate and personal taxes for all provinces, giv-
ing them room to raise additional revenue for
health and education. These abatements ap-
peared as a line on the tax form reducing fed-
eral tax otherwise payable until 1972, when
they became straight reductions in federal tax
rates.

The Established Programs Financing (EPF)
agreements of 1977 and 1982 pushed federal-
provincial fiscal arrangements toward their
current form. In 1977, Ottawa ceded further
tax room, cutting its personal tax rates, while
the provinces increased theirs. EPF also en-
tailed cash payments distributed among the
provinces according to their past spending on
health and education. Total EPF entitlements

grew over time according to a formula that
tracked growth in the economy.

In 1982, a new formula made equal per per-
son EPF entitlements — tax room plus cash —
the benchmark for each province. This approach
meant that the cash component offset the dif-
ferent yield of the ceded tax room in richer and
poorer provinces, so that total per person no-
tional federal support for provincial health
and postsecondary education programs was
the same everywhere.

For the next 13 years, increasing budgetary
problems led Ottawa to scale back the formula
determining total EPF entitlements. And since
economic growth was raising the notional
value of the tax points, limits on the growth of
the total entitlement meant that the aggregate
cash transfer grew more slowly — which, in
turn, meant that differences between the per
capita cash transfers to provinces with health-
ier tax bases and those with less healthy tax
bases began to loom larger. Fiscal pressure fur-
ther complicated the design of the CHST’s an-
cestors in 1990, when Ottawa capped growth
in CAP transfers to Ontario, Alberta, and Brit-
ish Columbia to limit its exposure to the then-
exploding growth in welfare programs.

The Advent of the CHST
The 1995 federal budget folded EPF and the
CAP into the CHST. Its ancestry marked the
CHST in two ways. First, its basic structure
was inspired by EPF: federal legislation deter-
mined each province’s entitlement — tax room
plus cash — and actual cash transfers were de-
termined by subtracting the notional value of
the tax points from the entitlement. Second,
the provincial allocation of the aggregate enti-
tlement in the CHST’s first year reflected the
distribution of EPF and CAP entitlements in
their last year, perpetuating — in fact, thanks
to its neglect of different rates of population
growth, accentuating — the differences be-
tween the cash transfers to Ontario, Alberta,
and British Columbia and those to other prov-
inces that existed in the mid-1990s.
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Subsequent budgets attended to both
wrinkles. In 1996, Ottawa, by putting a
floor (set at $11 billion and later raised to
$12.5 billion) under the aggregate CHST
cash transfer, implicitly acknowledged
that the provinces now “owned” the tax
room and that cash was what counted in
federal-provincial relations. Then in fiscal
year 1997/98, Ottawa began a phased real-
location of provincial entitlements, so that
by 2002/03, half of the difference between
the historical distribution and an equal per
capita entitlement would disappear.

The 1999 Budget
The changes in the February 1999 budget
addressed these same two wrinkles again.
Total CHST cash is now set to increase
from $12.5 to $15 billion by fiscal year
2001/02. The additional $2.5 billion will be
distributed among the provinces on an
equal per person basis. Second, the elimi-
nation of differences among per capita
CHST entitlements by province will accel-
erate, so that total tax points plus cash per
person will be the same in all provinces by
2001/02.

Looking ahead, then, Ottawa will de-
termine the CHST cheque to each province
in 2001/02 by

• calculating the aggregate national CHST
entitlement (tax room plus cash) using
the old $12.5 billion cash floor;

• dividing it among the provinces on an equal
per person basis;

• subtracting the notional value of the tax
points in each province to get an interim
cash amount (the Quebec abatement further
reduces the cash Ottawa sends Quebec); and
then

• adding the new money announced in the
1999 budget, distributed equally per person
to all provinces.

Figure 1 shows the projected per person enti-
tlements in each province in both 1998/99 and
2001/02. Table 1 also shows total entitlements
and cash for each province for each year.

On a per person basis, cash transfers to On-
tario and Alberta will still lag those to other
provinces. The notional value of the tax points
is greater in those provinces, and the equal per
person distribution of new money does not,
for obvious reasons, narrow the gap.

But the distribution of cash among the
provinces will change profoundly. The big fac-
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Figure 1: CHST Entitlements by Province,
fiscal years 1998/99 and 2001/02
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tors are the new emphasis on equal per person
entitlements, differing provincial population
growth — by 2001/02, Ontario, Alberta, and
British Columbia will likely have almost 5 per-
cent more people than in 1998/99, as opposed
to 1 percent more in the other provinces to-
gether — and differing economic outlooks,
which cause the relative value of tax points to
change. Cash transfers to Ontario, Alberta, and
British Columbia are projected to rise by
35 percent, while those to the other provinces
will rise by 3 percent. Quebec and Newfound-
land will actually see their cash amounts fall,
as shown in the first panel of the table.

Reactions
Not surprisingly, this pronounced shift in the
distribution of CHST money has provoked
strong responses. For Ontario and Alberta,
which contribute disproportionately to the fed-
eral tax revenue that supports these payments,
the accelerated move to equal per person enti-
tlements is a major triumph. For Quebec and
Newfoundland, which contribute less than
their population share to federal revenues, the
change in financial arrangements is a bitter
blow.

That eliminating an existing unfairness in
the distribution of CHST money could pro-
voke such sharp condemnations is a caution
that federal-provincial transfers may be less
conducive to national unity than is sometimes
maintained. In the wake of these announce-
ments, what steps might Canadians take to
make these transfers less contentious?

Cash Is King
Ottawa’s emphasis in the February 1999
budget on the aggregate amount of CHST cash
highlights the fact that the tax room trans-
ferred to the provinces in the mid-1970s is, by
fiscal standards, ancient history. The fact that
differing notional values for these points in the
various provinces continues to affect the cash
transfers at all is an anomaly. Both fairness and

transparency would require that, if money for
health care must be recycled through Ottawa,
the cash distributions to the provinces should
be equal per capita. Unlike the Quebec abate-
ment, which shows as a specific deduction
from federal taxes otherwise payable by Que-
bec residents, the provincial taxes levied on all
other tax bases — whether or not they once no-
tionally “belonged” to the federal government
— are contributions from provincial taxpayers
to provincial social programs.

If, in aggregate, provinces have insufficient
ability to collect taxes to meet their needs, Ot-
tawa could step up its cash transfers. But off-
setting such an aggregate revenue shortfall
does not justify discriminating among prov-
inces. As noted already, the CHST exists to ad-
dress a vertical imbalance; horizontal
imbalances among better and less well off
provinces are appropriately dealt with
through the equalization program, which di-
rects cash transfers on a scale comparable to
the CHST ($10.7 billion in fiscal year 1998/99)
exclusively to the less well off provinces. On
this view, one might argue that the federal gov-
ernment should eliminate the remaining dis-
crepancies among the per person cash
transfers to each provincial government after
2001/02.

Cutting Ottawa Out of the Loop
The logic of equal per person CHST entitle-
ments, however, forces the question of why Ot-
tawa is involved in provincial social programs
in the first place. There are reasons to support a
federal role in health activities such as drug ap-
provals and medical research, as well as in
benchmarking provincial programs and op-
posing discriminatory interprovincial prac-
tices. None of these roles, however, justifies the
friction and distorted accountability involved
in recycling through the federal treasury the
contribution of provincial taxpayers to provin-
cial service delivery.

A major advantage that may emerge from
Ottawa’s proposed move to more equal treat-
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ment across the country is that it would reduce
the vested interest that net recipient provinces
have in boosting the scale of federal transfers.
Scaling back the recycling might involve, as a
first step, other provinces’ receiving the
equivalent of the Quebec abatement for the
taxes that their residents pay, and stepping in
with offsetting levies of their own.

Alternatively, a 1977-style transfer of fur-
ther income tax room to the provinces could
put more money directly in the hands of the
governments that run the programs. Either
way, more tax revenue would flow to provin-
cial governments in support of provincial
spending priorities, and less would flow to Ot-
tawa for recycling into the confusing and
conflict-generating web of federal-provincial
tax-and-spend agreements.

Conclusion
The new CHST arrangements proposed in the
1999 federal budget signify a step toward a
fairer distribution of federal financial support
for provincial social programs. Since the pur-

pose of the CHST is to reconcile provincial re-
sponsibilities for program delivery with the
share of their revenue room left over after
federal taxation, equal per person support is
reasonable.

Despite the volume of praise and blame
the changes have inspired, however, the CHST
does not deliver equal per person cash sup-
port. Its current design, which bears the
mark of the old EPF arrangement, all but guar-
antees that it never will. A simpler mechanism
— such as equal per capita cash payments —
would produce less confusion and misrepre-
sentation.

Better yet, however, would be for the prov-
inces to tax their citizens in support of their
own social programs and to use federal equali-
zation payments to make comparable pro-
grams similarly affordable in each province.
Canadians could then see more clearly where
they pay their taxes and for what. Such an ap-
proach would also reduce tension between the
provinces and Ottawa and among the prov-
inces themselves over who funds and provides
the programs Canadians vote and pay for.
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