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Cet article analyse les programmes de péréquation provinces-municipalités pour sept provinces. Il présente la
rationalité fiscale de la péréquation, explique chacun des programmes et simule les schémas d’allocation de
chacun en utilisant une base de données commune. Les programmes sont alors évalués en terme de leur capacité a

réduire les inégalités fiscales entre les municipalités.

This paper examines current provincial-municipal equalization programs in seven provinces. It outlines the fiscal
equity rationale for equalization, explains each program and simulates the grant pattern of each using a common
data base. The programs are then evaluated in terms of their success at reducing fiscal inequities across

municipalities.

Introduction

he unequal distribution of wealth and income

across Canada is an economic fact of life.
As a result of this inequality, the ability to pay
for public services differs across provinces;
governments with lower fiscal capacities would
need to levy higher taxes to finance the same
level of services. Federal grants prior to 1957
were -implicitly equalizing, e.g., per capita
grants, ad hoc subsidies to poorer provinces.
Since 1957 the federal government has given
provincial equalization grants designed to lessen
these imbalances; in 1982 the principle of equal-
ization was enshrined in the Constitution Act.
Table 1 shows that equalization represented 87.3

per cent of federal-provincial general purpose

transfers in 1981-2, for a total of 4,407 million
dollars or $178.12 per capita.

Equalization is now an important part of
provincial-local finance as well, which makes
the relative lack of attention to it to date
surprising. With the rapid pace of urbanization
in the 1960s and 1970s, local governments faced

increasing expenditure commitments. Given the
large differences in per household assessments
across communities, providing comparable
levels of public services would have meant
significantly higher mill rates in low-assessment
communities. Seven provinces responded to this
problem with explicit equalization programs;
only Manitoba, Newfoundland and British Co-
lumbia did not.! In three provinces — Alberta,
New Brunswick and Quebec — equalization is
the only general purpose transfer while it forms a
significant share in four others (Table 1). In
1982, general purpose transfers varied from a
low of 1 per cent of total local grants or $8.76 per
capita in Quebec to a high of 72 per cent or
$111.74 per capita in New Brunswick. With
specific purpose transfers to education removed,
these figures rise, although Quebec and New
Brunswick remain the lowest and highest, re-
spectively. We estimate that local equalization
was approximately 37 per cent of general pur-
pose transfers, for a total of 464.36 million
dollars or $18.73 in per capita terms. The
amount spent in 1982 by the provinces on local
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Table 1

Provincial-municipal and federal-provincial transfers in 1982

General - GPas% GP as % GP ) Equalization

purpose - - of - - of $ per a8 % $ per
Province ($million) GP+ SP GP + NSSP capita of GP capita
Alberta $ 128.15 5.86% 9.91%. $ 54.75 100% $ 5475
NB 81.04 71.89 71.89 111.74 100% 111.74
PEI 2,59 3,32 36.61 20.91 50%? 10.46?
Quebec 56.72 1.26 11.33 8.76 100% 8.76
Ontario 656.57 11.81 24,51 75.01 20% 15.00
NS 29.78 4,65 11.77 34.75 90%? 31.28?
Sask. 72.81 11.97 25.30 73.47 40% 29.39
Nfld. 51.43 66.89 66.89 89.31 0 0
Manitoba 47.60 7.08 23.13 45.66 0 0
BC 116.56 7.59 29.85 41.62 0 0
Yukon/NWT 9.09 27.89 35.72 124.13 50%? 62,077
All Canada 1,252.34 7.83 21.47 50,62 37%? 18,737
Federal- ]
provincial i ) .
transfers ~5,051.00 34.60 34.80 204.15 87.3% 178.12

Notes: GP.= General purpose transfers do not include payments in lieu of taxes.
SP = Specific purpose transfers for health, education, social services, ete.
NSSP = Non-school specific purpose, i.e.; SP minus education transfers.
? = guesstimate (detailed data on equalization as %GP not available).
SOURCE: Canadian Tax Foundation, Provincial and Municipal Finances (1983:57 and ch.7; and 1985:198,211

and ch.13).

equalization therefore was about 10 per cent of

federal spending on provincial equalization.

The purpose of this- paper is-to examine
municipal equalization in those provinces with
explicit programs.: Fitst, the  traditional- ra-
tionales for equalization payments are applied to
the case of provincial grants to municipalities.
Next, the equalization programs are reviewed.
We explain the actual formulas that have been
developed in each province, and apply them to a
common data base of Ontario cities to simulate
the grants each formula would generate if ap-
plied to this data base.> We then measure the
impact of the simulated grants on local fiscal
capacities as proxied by assessment per house-
hold, using two tests for horizontal ‘inequities
between municipalities: The ‘paper concludes
with an -appraisal of the relative success of the
seven programs at achieving the fiscal equity
goal.

The Rationales for Equalization as Applied to
Municipalities

When differences in revenue-raising capacities
and/or expenditure needs occur among govern-
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ments, low capacity and/or high need govern-
ments would have to levy higher tax rates than
their neighbours to provide similar levels of
public services.®> Thus individuals with similar
private incomes and property would be treated
differently in terms of their net fiscal benefits
(NFBs), i.¢c., total benefits from public services
net-of taxes paid, depending on where :they
reside. With unequal NFBs individuals with the
same private incomes would have overall private
plus public incomes that vary, causing fiscal
inequity. Unequal net fiscal benefits could also
cause fiscally-induced migration as people move
between jurisdictions in response to varying
NFBs, unless they were fully capitalized in land
prices. An additional -equity and efficiency
rationale for equalization is the potential tax
exporting that could occur if nonresidents own
land or firms export products and/or hire factors
outside their jurisdiction. Such exporting could
shift the tax burden onto adjacent areas, raising
NFBs in the exporting area and lowering them in
the importing one, inducing inefficient migra-
tion and inequities between households. Equal-
ization grants are designed to offset these prob-
lems and achieve fiscal equity, i.e., equal
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treatment of equals, so that lower-level jurisdic-
tions could provide reasonably comparable ser-
vices with reasonably comparable levels of
taxation. In practice the grants are lump sum so
that governments are free to spend the funds as
they wish. Equalization therefore permits but

does not ensure the achievement of fiscal equity.* |

The arguments for equalization are at least as
strong at the local level as at the provincial, due
to the characteristics of -provincial-local fiscal
relations.> First, the term ‘municipality’ encom-
passes a wide variety of government types in

terms of -area, population: and population den-.

sity. Municipalities have no separate constitu-
tional authority; their functions are assigned by
provincial legislatures. Local responsibilities
vary widely as a result, raising the probability of
differing net fiscal benefits between communi-
ties and increasing the need for local equaliza-
tion. Since factor mobility is probably higher
between municipalities than provinces, differ-
ences in tax and expenditure packages between
local governments may - cause more fiscally-
induced migration than equivalent differences
between provinces, unless full capitalization of
NFBs occurs. :

Second, municipal governments -rely to a
greater extent on intergovernmental grants as a
revenue source than do provincial governments.
The federal government in 1981-2 provided
about 21 per cent of total provincial revenues
through transfers, compared to 49 per cent: of
local revenues from provincial transfers: (Cana-
dian Tax Foundation, 1985:197,208). The pro-
vinces therefore are more responsible for local
financing problems than the federal government
is for provincial financing. In addition, local
governments rely to a much larger extent on
specific purpose grants (see Table 1), implying
greater interdependence and vulnerability and
less autonomy at the local than the provincial
level. High reliance on conditional grants im-
plies that local expenditures are likely to strongly
reflect provincial priorities. If fiscal capacities
differ among communities; poorer local govern-
ments cannot achieve these priorities without
raising tax rates or reducing otherservices, in the
process creating differing NFBs that require
equalizing.

Third, municipal - tax revenues are highly

concentrated on one source-based tax, the pro-
perty tax, whereas provincial governments have
access to personal and corporate income, sales
and natural resource taxes. The key argument for
local equalization is the heavy. reliance of munici-
palities on business-related taxes, i.e., commer-
cial, industrial and business property taxes,
which can cause fiscal inequities and inefficien-
cies among communities. Problems of tax har-
monization, tax competition, overlapping taxes
and tax exporting may also be stronger. Since the
property. tax is source based, the extent of
nonresident land ownership and nonresident
commodity purchases affects the ability of local
governments to export their taxes.- Equalization
can lessen these distortions by reducing the need
to tax nonresidential property. In addition, re-
liance on one tax base implies greater vulner-

“ability and volatility since changes in- the base .

translate into large .changes in total revenues.

- This is particularly true where growth rates differ

(e.g., cities versus rural areas) since a slowly
growing base puts upward pressure on mill rates. -

In summary, the equity and efficiency ratio-
nales for local equalization are as strong or
stronger than at the provincial level. It is
therefore important to understand what schemes
are in place, and how effective they are in
reducing these inequities.

Current Municipal Equalization Programs

There are three types of municipal equalization
programs currently in use across Canada. (See
Eden and Auld, 1987, for technical details.) The
first type is based on relative fiscal disparity. It
calculates a ratio for each municipality compar-
ing local fiscal capacity to-a provincial average,
and then-multiplies this ratio by total expendi-
tures or a.grant pool to obtain individual munici-
pal entitlements. Examples of this type are the
Alberta, NB and PEI formulas. All cities receive
grants regardless of fiscal capacity, with lower
capacity- cities- receiving higher grants.® The
second type is based on a fiscal gap. It subtracts
the ratio of local to provincial average fiscal
capacity from a provincial benchmark figure to
find the fiscal gap, and gives grants to a
municipality only if its fiscal gap is positive.
Positive gaps are then multiplied by a measure of
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total revenues /expenditures to determine actual
local grants. Examples of this gap approach are
the Ontario, NS and Quebec formulas. The third
approach, based on fiscal need, is used by

Saskatchewan. It compares standardized expen--
ditures to standardized revenues and provides:

grants whenever the difference is positive. This
is the only approach that includes cost differ-
ences; the others are based solely on dlfferences
in fiscal capacmes

Grants Based on Relative F tscal Dtspartty
Alberta

Alberta -has a complicated structure. of -local
governments dominated,; in terms of the number
of jurisdictions, by a county system. Hospital-
ization is a provincial responsibility; municipali-
ties are liable for 10 per cent of local social
welfare costs and a maximum levy based on
equalized assessment covering about 60—65 per
cent of education costs. Specific purpose grants
dominate provincial transfers; Table 1 shows
that general purpose transfers in 1982 were 10

per cent of municipal-related transfers or $54.75 .

per capita.

All general purpose transfers under the Mu-
nicipal Assistance Grant were consolidated into
an equalization program-in 1984. The program
provides separate ceilings -and ‘formulas for
grants to rural and urban municipalities. The
urban formula is the product of weighted popula-
tion and a per capita grant. Weighted urban

population is determined by own' population
times' the ratio of average urban :per ‘capita

assessment to own per. capita assessment. The
per capita grant is the ratio of the urban grant
pool to total weighted population. The rural
formula incorporates road kilometrage into the
weighted population term. The Alberta urban
formula is the simplest-of the‘seven programs as
grants are based only ‘on per-capita assessment
relative to the provincial average:

Column 1 of Table 3 shows the dlstnbutlon of
grants when the Alberta formula is applied to the
Ontario data base. London and Windsor receive
the largest grants with the smallest grants going
to Pembroke and Trenton. The ranking of ‘grant
share is almost identical to the ranking of
population share as can be seen by comparing the
. -grants with column-2 of Table 2.In.per capita
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terms the grants are not related to population, but
to own assessment per-capita relative to provin-
cial average per capita assessment. (Compare

“>column 1 of Table 4 with columns 2 and 7 of

Table 2.) This ratio predicts the grant rank 21
times out of 23, although the dollar variation in- -
grants is small (between $46°and $29).

New Brunswick

In 1967 the NB- government shifted the major
general services (e.g:, health, education, wel-
fare) to the provincial level, leaving local ser-
vices such as fire and water at the municipal
level. Since education, health and welfare are
usually funded with ‘conditional grants, 'the:
reassignment of expenditures reduced the need
for these grants. Hence the province increased its
general purpose transfers so that by 1982 they-
were 72 per cent of the total or $111.74 per
capita, the highest of all the provinces (see Table
1). Equalization is the only general purpose

- grant,

The current equalization formula, 1nst1tuted in
1978, is the product of three terms: the per cent
of grant support, shareable expenditure and a
scale factor ensuring that total grants equal the
available grant pool. The first term is a ratio
based on assessment ‘per-capita relative to the
provincial average, assessment per kilometre of
roads relative to the- average, and a. graded
population adjustment factor for cities:over 5000
population- that favours large cities. Shareable
expenditure measures the excess: of gross bud-:
geted expenditure of the municipality over non-
tax-revenue, multiplied by an inflation factor.
The product of these two terms™is’ the: pre-
adjusted grant. The last adjustment caps the total

“amount spent on equalization; the total of the

pre-adjusted grants (negative grants‘in-all seven
formulas are set equal to zero) is divided by the
amount available for equalization to determine
the scale factor. The pre-adjusted grant times the
scale factor is the final grant. -

The per cent of grant support ratio is biased
towards large population centres and is highest
for large cities that are poor in terms of per
capita/weighted kilometre assessment. It gives
two cities the same ratio if one is wealthy and
high population and the other ‘poor and low

-population. This is surprising since ' large,



*T dlour 9a8 {aseq BIED §Y VI WOIJ SUOHB[NOMES SIOYINE SIDUNOS

LoT'1 %6¥9°L. %0YL’6 %TSE'8 R 14 & o %ES6'L %009°6 Avg 1opunyg, €T
$e8” W %YLEE %ST6'E %1€0°E %ryi’e . %T1I9E %880°€ Aeg yLION (44
ST6’ O %IT0E %Yice %LSL'T %YSL'E BLYT'E . %116'T SUTUIUAT, 1z
P€0'1T , %00¢°S %6¥L'9 %LYS'S %9T6°S %0€6°S %0€T'9 QLB “9)§ 3[neg 0T
€66’ %890'S %S$88°€ " %9Y8'Y %6¥0°¥ %SYT'S %01T°S ydreng) 61
23 %T60°€ %LLIE %9YT’€ %0789 %0TEE %Pel€ Treanion 87
088’ C%TLYT BILY'T - %YES'T %9€8°1 %ST9°1 %Y1 BHINO LT
LET'T %TT6'T %9TS'T %SS1°E %8LT'E - %60L°T %180°¢ uzreg 91
LsL’ %956°0 %YL6" S %8l %L56° %T66° %ISL™ ajorqurad st
606" %6EE Y %ITYY - BLOYY C%SY9E %S1Y'Y %810V ysnoloqisiag )
066’ %EE6'T %$09°1 , %EEL’T %PEY'T %TLY'T %ES81 poneng €1
$10°1 %T6S 61 BLSTIT %TY8IT . BLISET %128'81 %980°61 uopuoy [4)
296’ %1€S°T ; %ILS'T %BSLLT %9£T"1 %L1 %96£°1 amANdoIg i1
001°1 %S8L'E %¥69°€ %150’y %EIT'E %EES'E %S$88°€ " erureg o1
1L6’ %088°T %SLS'T - %0SY'T . %¥60°C %168°C ; %L08°T weyiey) -6
6L’ %S€0°T %£96° . %ETE’ %006° %950°1 %9¢8° uojuary 8
806° %019'C %68C°T - %1E9T T %9981 %6LY'T %TSTT amAalreg L
£68" %8LY'T %69TT . BYEY'L v %8S9T %611 BLITT . ‘. punog uamg 9
088" %SIS'Y %8LYY %ILOY -~ BHETST %E8EY %658°€ : uoyssury S
‘080°1 %00T'¥1 %6EL'ST - - %EVYLT %04E°1T %8IT'¥1 %SYTST i JospurM 1 4
984" : %1€0°C BISL'T %0¥S°1 %966°T %1961 - %19S1 sewoyy, 1§ €
576" %1TT'S COUBLBLS il %OpL BLYL'Y . %¥0T'S %PI8' projiueig (4
0L6" - . %v$8°1 %9E1°T %¥LO'T T BYYE'T VN %RL8'T ©%8TYT H0018poO N L AND
WRIV)INv HZIH Fz/a A=/ A=/ L NRIN RV
Aronden : fIBYS < preyS. areys sreys L eTeys : arens
TROsYy ployssnoy amnypuadxa . .- snwaAsr. .. SIQWONY aoneindod - - Judissasse
SATB[RI . ; . LI xey : poyySrom o :
Lo 9 S, 14 ‘ € o T !

; - (s8ryusored e su satir [Te 10} [#103 53U} AG PAPIAIP [F30} AY0. = aTBYS £19) 78T ‘OLBIUQ UT SRS Juepuadepur oﬁ, 103 SOTSTIRYS PAIOBISS
FE e e, b o : ; zoeL




*(L86T) PINY PUe Uaps pue 7 alou 956 ‘SUORE[NUANS SIOUINE WOIJ PIIB[Noed :ADUNOS

%1T9'T

%E0¥°9. 0 T %911°6 %696°L %1TS'9. Aeg Iopunyfg, €T
%TTO'Y %E/T'S %99%°S %8TL'Y %096°T %T8T'¥ Arq YiION (44
%YTE'E %09%"€ “%TL6’S %TSY'E %9%9°T %LIE'E Surwniy, 1T
%1¥9°S 0 %8799 %9599 %BLEE'S %LLYS SUB ‘91§ 3neg 0T
%S61°S %¥ST'T %¥68°T %TEB'E %065V %9TT S ydpeng 61
%19¢°€ %S€8°1 %ILY'E %886°€ %S8T’E %08°€ Treauio) - 81
%1781 %80T ¥ %Y9T'T %PES'T %YTY'1 %L18’T - BUHO LI
%IYET %yye’ %S1S” %YTY'T %LIL'T %LSE'T sureg 91
%06C°1 BTYT'E %$S0°T %0L0°1 %09L" %L6T'T ajoiquisg ST
%819'Y %L80°L, %199°€ %BLEL'Y F/339 28 4 %S08’V ySnoroqiarod 1
%¥06°'1 %66€°T %0SY'T %1651 %EES’T %TLY'T piojieng €1
%6€€°61 %LEL'OT %6E8°ET %950°91 %TOL'8T %89¢€°81 uopuo’y (A
%6TS°1 _BIPLT %Tr9’1 %ILST %69S°T %E6Y'1 smaAydoIg 11
%81I1°€ %SLY'T %Yss’ %LTS'E %T6S°E %6LT°E eHuIeg 1)
%TE6'T %6T0°€ %188V %1S$S'T %Y1T'T %LY6°'T weyleyn 6
%HLEE’T yTAARY %SLO'T %¥E0°1 %yLY %0TE'T uojualy, 8
%8¥9°C %E6T"9 %EL8'T %TEET %ETP'T %10L°T aMAaTIeq L
%T6S°'T %56S°€ %8071 %EEE’T %0vE’1 %TLS’T punog uomQ 9
%ETL'Y %6111 %£66°% %LLE™Y %€06°€. %0€6°Y uois3ury S
%YLIET 0 %S6L°6 %08L°ST %119°61 %0v6°T1 I0SpUTM L4
%TSE'T %66T'L BLST'E %1161 %E1S'T %69¥'T sewoy], 1§ €
%01¥°S %SEL'S %99T'S %YLT'S %919'¥ %L9S’S piojjusrg 4
%1161 %0€8°1 %8111 %ETT’T %LTS’T %T16°'T J2015pOO T A1
ueMoYIIBYSES e10ag orreiuQ B 7 JPrasung BISqIY
: BAON MoN
9 S 14 € 4 1

[ood yueIS HOWUIG) B PUR SBINULIO] TeroutAold oy} Sulsn (Z86T) sjuerd :ouuuﬂgwo potenuls Jo uonnqrusp a8ejusorog

‘¢ 9198,




“(L86T) PINV DUE USpH DUE T 210U 95 ‘SUOMEB[MUNS SIOUINE WO palBInoes :HOANOS

9€"95%

65°'8TS: 0 . oL'0r$ 65°S€$ [4¥:14 9 Aeg Topuny], €C
$S6ES T $6°15$ yLesS 65°0v$ 01°6T$ 1584 £ Asg yyIoN [44
1S°LES. - §0°6€S 1v°L9% 96°8€$ - L8°6T$ 00°8¢$ surwrarLy, 12
6LEES 0 0L°6E$ L6°6ES L6°1ES 00°¥€S QUERN 91§ }neg 07
L1°s¢gs 8S¥Ig” 09°61% §6°5T$ 80°1¢€$ 6£°S€S ydreno 61
96'SES ¥9°61% [4 487 L9°TYs ST°S€S €T°LES TeAuIo) 81
$0'0PS$ - €5°T6$ LL'6v$ TLees | 54 £:41 ¥6°6£%$ MO LI
0L'0€$ £330 9L°9% 8L'1€$ 62°9¢€$ 16°0€$ oLreq 91
0T°9v$ 1S°T118 6S°ELS 0£°8€S. 1T°LTS$ Povs syoIquisd ST
S1°LES 10°LS$ Ly'ets 01°8€$ $8°5€$ §9'8¢$ y3noroqrolsg 4!
11°9¢$- (44543 8t°ov$ 61°0€$. 60°6C$ 15°S€8 plopjeng €1
6¥°9¢$ €T°6€$ 11°9Z$ 0€°0¢s 9p°$€S 99'4e$ uopuo’y (A
TrLes 80°L9$ 61°0v$ LS'8€$ 8€°8€S ¥5°9¢€$ SMAya0Ig 1T
SE'1€ES $8°91¢ LSS 9°s€S 11°9¢$ 96'1¢$ elureg o1
T0°9¢$ TT°LES $6°65$ £E°TES oT’LTs 0T°9¢$ wreyieyn 6

6L ¥YS. €0°S01$ 8L°698%. LL'vES 6€°6C$ 6E'vYS uojualy, 8
$6°LES: vL°88% L1'1y8 6£°€€S ives 0L'8€$ o qasmag L
$8°6£$ 10°06$ STseS LEEES §sees _9E°6ES punog usmQ 9
81°8¢E$. S1°06$ Sy'ov$ [4 %1143 T9'1ES v6'6£$ uoisduryy S
PEes (I $Y9°¥T$- 0L°6€$ LEE6PS $STES . 1oSpuim 4
09'ZY$ 61°CETS LI°LSS 19°p€$- 6€°LTS TLYYS SEWOYL 1S €
£6°9€8 - 29'65$: $6°S€$ 66°5ES 05'1£$ 00:8€$ piojjuelg . <
8L°9¢8 69'¥ES: 8118 8C'1T8 i 19°9€S ¥T'9¢$ " §o0ISPOOM T A0

UBMOYDIESES “Enoag opeuQ 194 - AopmsunIg Teqry
: : BAON MaN u ,
9 PR 14 € 4 T L
: Tood jueIs uotnuios v pus seinuLro} ferautaold a3 Susn (786 1) swirsl eyrdes rod uy sjueld uopezirenbs pajemung -

¥ JlqeL



wealthy cities should not receive the same
entitlement as small, poor ones if the term
compensates for fiscal capacity differentials.
The shareable expenditure term also biases the
grant in favour of large, high expenditure cities
since they have larger gross expenditure net of
non-tax revenue. It rewards tax effort since it is
sensitive to the local mill rate and penalizes cities
with high non-tax revenue. The NB scale factor
is .0994, implying that the uncapped program,
designed for a rural province and biased towards
large cities, costs ten times the Ontario Resource
Equalization Grant (REG) when applied to the
Ontario data base.

The simulated 1982 grant distribution is shown
in column 2 of Table 3. The largest grants go to
the largest cities, London and Windsor, while

the smallest grants go to the smallest centres,

Pembroke and Trenton. If we compare. the
rankings of shareable expenditure as proxied by
current tax revenues (see column 4 of Table 2)
with the predicted grants we see that the correla-
tion is almost 100 per cent. Thus the grant

support ranking affects grant size but has little

effect on grant rank. Column 2 of Table 4 shows
that in per capita terms the largest grants go to
Windsor ($49) and Brockville while the smallest
go to Chatham ($27) and Pembroke. Again, the
per cent of grant support is not an important
determinant of the grant in per capita terms; the
ranking is determined by per capita shareable
expenditure.

Prince Edward Island

Since the late 1960s the P.E.I. government has
been responsible for health and social services;
education remains a municipal responsibility.
Table 1 shows that general purpose grants in
1982 were 3.3 per cent of ‘all local grants or
$20.91 per capita. With the large conditional
grants to education removed, this percentage
rises to 37 per cent. There are two general
purpose grant programs in PEI, a per capita
entitlement that increases with population size,
and equalization.

The equalization program, introduced in 1980,
is similar to the NB program. The formula is the
product of the equalization grant factor line,
projected current expenditure and a scale factor
ensuring that total grants equal the grant pool.
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The factor line is a ratio that adjusts for the total
assessment base the municipality would have if
it had provincial average per capita assessment,
the total kilometres of roads the municipality
would have if it had provincial average per
kilometre assessment, and a correction factor for
population over 2000. This ratio is multiplied by
projected expenditure, the average of the pre-
vious two years’ current expenditure, times an
inflation factor. The product of the factor line
and projected expenditure gives the pre-adjusted
grant, which when multiplied by the scale factor
determines the adjusted grant. The factor line
functions similarly to the per cent of grant
support term in the NB formula but is less
generous to large population municipalities.
Projected expenditure is larger for larger,
wealthier cities and positively affected by the -

-local mill rate, as in the NB formula.

Column 3 of Table 3 shows that the largest
grants go to Windsor and London; the smallest to
Pembroke and Trenton. If we compare the grant
rankings with current expenditure rankings (see
column 5 in Table 2) we see that the correlation
is almost 100 per cent; the factor line has little
influence. The largest per capita grant ($43) goes
to Cornwall, the smallest ($21) to Woodstock
(see column 3 in Table 4). This formula general-
ly gives larger (smaller) per capita grants to the
smaller (larger) cities than the NB formula (see
column 2 in Table 2).

Grants Based on a Fiscal Gap
Quebec
In 1980 Quebec reformed its municipal struc-
ture, shifting the health and social welfare
functions to the province. Financing of educa-
tion via conditional grants replaced school board
taxation. General purpose transfers were $8.76
per capita in 1982, representing 11 per cent of
non-school transfers (see Table 1). The equaliza-
tion grant is the only general purpose transfer.
The Quebec equalization formula compares a
provincial benchmark ratio to the ratio of each
municipality’s per capita assessment divided by
the provincial average. If the benchmark is
higher than the municipality’s share of the total
base, the municipality receives a grant equal to
the fiscal gap multiplied by own tax revenues net
of business tax revenues. If the benchmark is



lower the grant is zero. In 1980 the benchmark
was set at 3/4 for communities with above
20,000 population and 2/3 for smaller areas, but
in 1982 the benchmark was reduced to 2/3 for all
municipalities. Thusacity can only qualify fora
grant if its per capita assessment is less than 2/3

of the provincial average - No cities in our sample
received a grant in any of the three years under

the Quebec formula, since the municipality with
the lowest share ‘of the assessment base is
Pembroke at-.757 (see column.7 of Table 2).
This formula is clearly rural biased; ‘designed to
give grants only'to poor, rural areas.”

Ontario

The municipal structure in Ontario is divided
into two-tier regions and counties and single-tier
municipalities with 23 single-tier or independent
cities (our data base).and 20 two-tier cities:

Upper-tier governments are genetally responsi- -

ble for health, social services, police, etc., while
lower-tiers provide local services. Education is
provided by school ‘boards ‘and financed by
provincial grants and municipal levies. General
purpose transfers, representing 24.5 per cent of
non-school trarisfers, were $75.01 per capita in
1982 (see Table 1). There are -six ~general
purpose grant programs: the per capita, police
and density grants, the general/northern special
support grants, the revenue guarantee and the
REG. The REG represents about 20 per cent of
general purpose transfers, approx1mate1y $15.00
per capita in 1982.

The equalization grant is the product of two
terms, the assessment deficiency rate and the net
general levy. The deficiency rate equals-a
pro-rating factor, .6, times the difference be-
tween the provincial benchmark of 1 and the
ratio of per household assessment to provincial
average per household assessment. Each munici-
pality’s assessment deficiency rate is constrained
to lie ‘between zero and 25 per cent. The net
general levy is the total of last year’s local tax
revenue, payments in lieu of taxes and uncondi-
tional grants. The grant is further constrained to
lie between last year’s equalization grant and last
year’s plus a dollar amount times the number of
households.

Column 4 in Table 3 shows that the Ontario
.. program gives the largest grants to London and

Thunder Bay and the smallest to Barrie and
Sarnia. Note that seven cities have relative fiscal
capacity ratios above 1 (see column 7 in Table 2)
and would not have received grants if the grant
floor did not exist. The formula is driven by the
net general levy, i.e., last year’s revenues
determine this year’s grant. Column 4 in Table 4
shows that the largest grants in per capita terms
20 to Pembroke ($74) and Trenton; the smallest
to Sarnia ($6) and Barrie. The direction is right:
larger per capita grants.go to poorer cities, but
the individual grant floors and ceilings constrain’
the amount of actual equalization.

Nova Scotia , _

In"Nova Scotia health is a provincial respon-
sibility, education is financed mainly by provin:
cial grants and partly' by mandatory local mill v

rates, and social service costs are jointly shared

by the province ‘and municipalities. In 1982

. general purpose transfers were 11.8 per cent of

non-school transfers or $34.75 per capita (see
Table 1). The grant structure was reformed in
1980 to include three unconditional grants: a
capital grant, a basic operating or equalization
grant and a revenue guarantee. The equalization
grant was about $31 per capita in 1982.

‘The equalization grant divides municipalities
into five classes according to number of house-
holds; and-calculates grants separately by class.
The first-round grant is the difference between
standard expenditure minus revenue yield. Stan-
dard expenditure is the product of summed'per
household expenditure, net of conditional grants,
for all municipalities in a- class times own
households. Revenue yield is the product of the
standard tax rate times own assessment. The
standard tax rate is measured as class net
expenditure minus the class grant pool, divided
by total class assessment. The first-round grants
are totalled and compared to the class grant pool
to find the scale factor. The actual grant is the
first-round grant times the scale factor. This
means that each municipality -of a given class
receives a grant sufficient to enable it to make the
standard expenditure at the same rate as other
municipalities in that class. The grant is: thus:
designed to enable all municipalities of each
class to provide comparable. levels of services
with the same tax burden. -
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Manipulation of the NS formula reduces it to a
simpler and familiar result: the grant is the
difference - between  share of households and
share of ‘weighted assessment, multiplied by
class net expenditure. This result is similar to the
federal equalization formula; i.e., share of popu-
lation minus share of the tax base, multiplied by
total revenues- for all provinces. The federal
program provides grants to enable each province
to obtain the same amount of revenue it would
obtain if it had per capita tax bases equal to the
average bases of the five designated provinces
and if it applied the national average tax rates to
those bases. Thus the NS formula is, like the
federal formula, a revenue equalization pro-
gram; if the population share exceeds (is less
than) the base share the grant is positive (zero).®
We can also rearrange the NS-formula as a fiscal
gap -formula; the. grant equals the difference
between a class benchmark of one and weighted
"per household assessment as a fraction of the
class average, times standard expenditure. The
formula, therefore, is similar to Ontario’s with a
unitary benchmark and class, rather than indi-
vidual floors and ceilings.

Three cities, Windsor, Sault Ste. Marie and
Thunder Bay do not receive grants (see column5
in Table 3); in each case their share of assess-
ment (weighted by .94) exceeds their share of
households (see columns 1 and 6in Table 2).
The largest grants go to London and Kingston.
Column 5 in. Table 4 shows that in. per capita
terms the:NS. formula gives the largest grants-to
the poorest municipalities, St. Thomas, Trenton
and Pembroke — three to four times what they
receive under the other formulas. The grants
range from $132 to zero. The NS formula clearly
achieves its objective of correcting for differ-
ences in fiscal capacities. The NS scale factor
equals .755, the highest of the formulas. This is
because it gives zero grants to some cities,
reducing the pre-adjusted total and thus raising
the scale factor:

Grants Based on Fiscal Need: Saskatchewan

In Saskatchewan health and social services are
provincial functions whereas education is
administered by local school districts;  all
three functions are financed by provincial trans-
_ fers. General purpose transfers were $73.47 per
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capita and represented 25 per cent of municipal-

related transfers in 1982, according to Table 1.

Saskatchewan introduced a Revenue Sharing

Program in 1978 which included three uncondi-

tional transfers: a basic grant, a per capita grant
and the foundation, or equalization, grant. The
foundation grant pool, constrained to 40 per cent
of total unconditional transfers, equalled about
$30 per capita in 1982.

The foundation - grant is designed to help
equalize the ability of comparable municipalities
to provide an average level of services. The grant
is measured as recognized current. expenditure
net of recognized revenue, multiplied by a scale
factor to ensure total grants equal the grant pool.
Recognized expenditure is determined by an
ordinary least squares regression of operating
expenditures against population. Recognized

‘revenue is the sum of payments in lieu of taxes

plus recognized property tax révenue, which is
calculated as the computational mill rate times
assessment. This mill rate is based on an
ordinary least squares regression of municipal
mill rates against population. The grant, there-
fore, to a city is its recognized expenditure based
on population, minus its receipt of payments in
lieu of taxes, minus its.computational mill rate
based on.population times its own assessment.
The scale factor for our simulation is .095
indicating that the Saskatchewan formula un-
capped would cost ten times the Ontario equal-
ization grant pool. If we use our Ontario data to
regress recognized revenue against population
we can directly compare the revenue and expen-
diture equations to determine the grant, assum-
ing the grant pool:ceiling holds. The capped
results are:

Recognized Expenditure = $ 836,667 +
$ 689.41 x Population

Recognized Revenue = — $ 461,779 +
$ 343.11 X Population
where average recognized - expenditure is
$ 42,571,990; average recognized revenue is $
20,309,414; and average population is 60,536.
Subtracting the expenditure equation from the
revenue equation gives the foundation grant:

Foundation Grant = $ 1,298,446 + $ 346.30
X Population
The cities receive an estimated grant equal to a
floor of 1.3 million dollars plus $346 times their



population, with the average grant being $
2,116,414. In effect, the formula reduces to a
fixed grant which acts like a deficiency transfer,
plus a grant based on population. All the
municipalities receive grants since they all have
recognized expenditures that exceed their recog-
nized revenue.

According to column 6 of Table 3 the highest
grants under the Saskatchewan formula go to
London and Windsor; the lowest to Pembroke
and Trenton. In per capita terms column 6 of
Table 4 shows that the highest go to Pembroke
($46) and Trenton; the lowest to Thunder Bay
($29) and Barrie. The grants in both total and per
capita terms are very close to those of the Alberta
formula. Since the Alberta program is based
solely on per capita assessment relative to the
provincial average, this implies that cost factors
(taken into account by recognized expenditure in
the Saskatchewan formula) either differ little
among the sample cities or have little impact on
the actual grants. Since the Alberta formula is
the simplest and the Saskatchewan formula the
most complicated, it is surprising that both yield
almost identical results.

The Impact of Equalization on Municipal
Fiscal Capacity

Each of the seven equalization programs de-
scribed above was designed toassist municipali-
ties with lower fiscal capacities and/or higher
costs than deemed acceptable by their provincial
government. It must be emphasized that these
formulas have been revised, in some instances
several times, to meet particular needs. Testing
them on a data base of Ontario independent cities
ignores the special circumstances under which
these formulas actually function. However, the
technique has the advantage of showing clearly
their similarities and differences. In particular,
the simulated grants can be used to- test the
impact of the various programs on local fiscal
capacity. Since the goal of ‘equalization is to
compensate for differences in fiscal capacities,
one method of measuring the success or failure
of the seven programs is to compare their
redistributionary impacts.

The GINI coefficient can be used to test the
impact of equalization on differences in assess-

ment per household among the sample cities.”
We assume equalization grants are used to
provide local public goods and/or to reduce mill
rates so that, over time, these grants are fully
capitalized into property values. Thus equaliza-
tion should raise total equalized assessment per
household. Since Ontario has had an equaliza-
tion program for several years, the equalization
grant should already be capitalized into assess-
ment values. Our pre-grant measure of -per
household assessment is therefore determined by
subtracting the capitalized value of the Ontario
grant from total equalized assessment for each
city. Following Chaudry-Shah (1986) we as-
sume a capitalization factor of 0.2 and an infinite
life for the property and the grant.'®

. The GINI coefficient ranks the cities from
lowest to highest fiscal capacity, and cumulates -

-the gap between each city’s per household -

assessment and the provincial average. The
cumulated gap represents the pre-grant amount
of fiscal disparity between the cities. The pre-
grant GINI is equal to .0710, indicating small,
but clear evidence of vertical inequity. To the
pre-grant income measure we then add the
capitalized value of the grants under each of the
seven programs, and recalculate the GINI coeffi-
cient to determine whether the cumulated post-
grant gap is smaller or larger. The post-grant
GINI ratios, in order of least to most successful
at reducing fiscal capacity differentials, are
Quebec = .0710 (which equals the pre-grant
measure since -the Quebec formula gives no
grants), New Brunswick = .0703, PEI = .0671,
Saskatchewan = .0628, Alberta = .0625,
Ontario =.0606, and Nova Scotia-= .0317. In
percentage terms the change between pre and
post-grant GINIs are Quebec (0%), New Bruns-
wick (1%), PEI (5.5%), Saskatchewan (11.6%),
Alberta (12%), Ontario (14.6%) and Nova Sco-
tia (55.4%). Clearly, most of the programs do
little to reduce disparities in fiscal capacities so
that fiscal equity is' not achieved. The NS
program, on the other hand, significantly lessens
these disparities. Since achieving fiscal equity,
in theory, is the purpose of equalization, the first
three programs would have to.be judged failures
and the NS program as most successful.!!

Our. second test uses Plotnick’s (1981) HI
index to measure horizontal fiscal capacity
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inequalities between municipalities accordmg to
the formula: :

N, -
HI=1%:{1_WP—W']2§)|W5WI

where W is the post-grant fiscal capacity of
municipality i, W is the mean post-grant fiscal
capacity, W? is-the rank-preserving fiscal capa-
city for i, N is the total number of municipalities
and M the number of reranked munici palities.
Fiscal capacity is measured by per household
assessment: The HI index is zero if no communi-
ties are reranked (M = 0 for complete horizontal
equality) and equal to 1 if all cities are reranked
(M = N for complete horizontal inequality).
Very little reranking occurs in the relative fiscal
disparity programs (Alberta, NB and PEI) since
their formulas are based on-a percentage times a
total dollar amount. The Quebec benchmark is
so low that it generates no grants. The fiscal need
program in Saskatchewan should- generate re-
rankings. of cities; it- does not - because ‘the
program reduces to a fixed grant plus a per capita
grant and hence does little equalizing. The only
two programs that do.generate- significant re-
rankings are the fiscal gap programs, Ontario
(HI = .074) and Nova Scotia (HI = .150).
Substantial reranking occurs in. these programs
as poor cities move up the income distribution
replacing middle communities. Since cities can-
not receive ‘negative - grants, .and since. fiscal
deficiency is measured relative to-the provincial
average in the Ontario. and NS formulas, cities
above the average do not suffer declines in rank.
Increasing the fiscal capacity of the poorest cities
implies that middle cities must-suffér a drop in
rank. In absolute terms; middle cities are better
off since they receive positive grants but in
relative terms their fiscal capacity has deterio-
rated. The reduction in fiscal inequity under the
Ontario and-NS formulae is thus achieved at the
expense of worsening horizontal inequalities.

Summary and Cenclusions

The ’seven provinéial-local -equalization pro-

grams in Canada can be divided into three types

based on relative fiscal disparity (Alberta, New
Brunswick and PEI), fiscal gaps (Quebec, On-
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tario and Nova Scotia) and fiscal need (Saskatch-

ewan). Four of the formulas generate similar

total and per capita grants when applied to a -

common data base, and do little -equalizing
according to our GINI and HI tests ~ Alberta,
New Brunswick, PEI and Saskatchewan. A fifth
program, Quebec, gives no grants at all under
this simulation because its benchmark is so low.
The last. two programs,. Ontario and Nova
Scotia, are similar -and: do achieve substantial
reductions in fiscal inequities among local

governments.

‘While the NS formula achleves the greatest
amount of fiscal equity according to our simula-
tion, it is not clear that fiscal equity is or should
be the dominant objective for all, or even any of
the provincial governments. In fact, the limited

achievement of fiscal equity and small dollar -
-amounts allocated to these programs suggest that

equalization is not a major priority for most
provinces. The continued heavy . reliance on
specific purpose grants suggests that  local
governments, to a large extent, exist to-carry out
the specific priorities of their Legislatures.
Equalization grants may be used more as a way
to reduce the vertical fiscal imbalance between
revenues and expenditures at the local level than

' to offset fiscal capacity differentials. Hence, if

many of the programs reduce to relatively
constant grants in per capita terms this is not
surprising since flat grants are generally used to
offset revenue deficiencies, not horizental fiscal
imbalances across municipalities:

Unlike the federal-provincial equahzation
program which is formally set-every five years,
local equalization formulas are often adjusted
annually -on an' ad -hoc basis in response to
individual provincial and municipal circum-
stances. The variety of formulas reflects each
province’s special needs and its existing munici-
pal and grant structures. The wide. range of
schemes can also be partly explained by the lack
of formal co-ordination between the provinces
on equalization policy. While social security,

health and education are all major agenda items -

at provincial -ministers’ conferences - across
Canada (many of which are now formalized),
local equalization has not recelved such high
level attention.

Our analysis suggests-that the NS program
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goes the furthest towards achieving fiscal equity.
It does not necessarily follow, however, that the
other provinces should substitute the NS formula
for their current program. Whether a province
would want to-adopt another’s scheme depends
entirely on provincial objectives. Each province
has its own needs and government structures,
For example, unique political wunits such as
regional and/or two-tier municipal governments
may well preclude the application of one provin-
cial formula to another. However, given the
strong case for local equalization and the relative
success of the NS and Ontario formulas, prov-
inces should consider seriously the merits of
moving to a fiscal gap approach. '

We conclude that a strong case can be made
for provincial-municipal equalization; although
to date only minor progress has been made in this
direction.-Much work remains to be done, both
in terms of the theory and its practical applica-
tion to the financing problems of local govern-
ments in Canada. ’
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and we thank the Council for its support. We also thank
D. Lucescw, N, Dabirian, M. Howe and R. Ghaeli for
research assistance, and the various ministries of munici-
pal affairs, particularly the Ontario Ministry, for their
co-operation. We have also benefited from discussions.

with R. Meng and }.F. Graham, from comments by M.

McMillan at the 1986 CEA meetings in Winnipeg where

an eatly draft of this paper was presented and from

detailed comments made by three referees and the editor
of this journal.

Several provinces have non-equalization ‘grants with

equalizing features, e.g., BC and Newfoundland. In

addition, the ‘North: West Territories now- provides
municipal equalization grants. In this paper we restrict
our analysis to the seven explicit provincial-local equal-
ization programs and do not discuss programs with
equalizing features since their primary purpose is not

" equalization. : :

2 The data base used in this paper was constructed from the
MARS base of the Ontario Ministry of Municipal
Affairs. The Municipal Analysis and Retrieval System
(MARS) consists of a data base of demographic, finan-
cial, service and program-related information about the
province of Ontario-and its municipalities. It is available
from the Municipal Management: Policy Branch of the
Ontario Ministry of Municipal Affairs and Housing. We
selected the 23 independent or single-tier cities in Ontario
as the sample and used the Resource Equalization Grant
(REG) each city actually received in the years 1980 to

—

1982 as our base case. The total grant pool available for
equalization under each formula was constrained to equal
the total REG actually paid to the 23 cities. In practice
each province imposes its own grant pool; however, in
order to make comparisons between: the programs we
constrain- all - formulas to ‘the same ceiling. Thus our
analysis is an‘exercise in what economists call ‘differen-
tial fiscal incidence”. We report only the 1982 results,
given limited space and the similarity. of results for the
‘thiree years, so that all formulas are capped by:the 1982
total: $586,761,083. Table 2 provides some financial and
demographic data for the 23 cities calculated from:the
‘MARS tape and unpublished kilometrage data from the
Ontario Ministry of Transportation.

3 Boadway and Flatters (1982) argue that fiscal capacities
differ whenever governments finaneé publicly-provided
private goods with source-based taxes such as corporate
income taxes and natural resource rents. Needs can vary
depending on geography and sociodemographic vari-
ables, e.g., snow removal expenses are higher in
northern communities, older populations require more
health care, etc.

" 4 Our review of the enormous literature on the theoretical

rationales for equalization grants is necessarily brief. The

arguments as applied to Canadian- federal-provincial

equalization are spelled out in more detail in Auld and

Eden (1983), Boadway and Flatters (1982); Courchene

(1984) and Graham (1982).

Useful background reading material includes Auld and

Eden (1982), Boadway and Kitchen (1984; chap.4),

Kitchen (1984), Kitchien and McMillan (1985), Siegel

(1980) and various issues of the Provincial and Munici-

pal Finances (Canadian Tax Foundation).

6 In such cases, the grant can be decomposed into two
elements, a deficiency or flat grant which goes to all
municipalities, and an equalization grant which: goes
only to municipalities with low fiscal capacities.

7 In 1985, 457 Quebec municipalities received a total-of
$13.3 million in equalization; all but 15 had less than
5,000 population and only one had a population over
50,000. Thus little equalizing occurs in practice in
Quebec. )

8 The NS formula includes current expenditure; hence, on
first glance the program-appears to include a fiscal need
element. However, since municipalities are not allowed
to deficit budget, operating expenditures and revenues
must balance. Since the NS formula is a fiscal gap times
total expenditures there is no significant difference
between it and the federal formula which is a fiscal gap
times total revenues. Both programs are revenue equal-
ization formulas.

9 The Saskatchewan program recognizes expenditure need
as an influence on the equalization grant in addition to
fiscal capacity differentials. The GINI test looks only at
the impact of equalization on fiscal capacity and hence
cannot account for the impact of grants on fiscal need.
Hence the GINI coefficient is not a good test of formutas
that incorporate an element of cost disparities.

10 Capitalizing the grant into-assessment as a measure of it
impact on fiscal capacity inequities is clearly a crude

w
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method subject to many criticisms. We acknowledge this

" and argue that this measure serves as a crude first

 estimate.

.. The grant pool can influence the GINI coefficient if some
cities receive zero grants. As the pool rises the differen-
tial between the zero-grant cities and the. positive-grant
cities increases since the positive-grant cities -receive
more money while the others remain at zero. Thus the
GINI falls as the grant pool rises. This affects the NS
formula since it gives zero grants to three cities; without a
grant pool ceiling the NS- GINI would be lower than
recorded here. This is not true for formulas which give all
cities positive grants since differing F factors simply
scale the grants up and down, leaving the relative
proportions between the cities unchanged. (We are
indebted to economists at the Ontario Ministry of
Municipal Affairs and a referee for pointing out notes 9
and 11.)
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