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The theory of intergovernmental fiscal relations is a well defined

Ha(.oual T ’e 1.G. 1982 severa per SOna] conv f nce wWhic
[ » ' nver tion ab hich trﬂdi tiona'ly has emphas‘zed probl
sations out branch of publ‘ic inanc

forestry and small scale farming on P.E.]. ¢
I { a federal system between the central and lower level governments. In
McLoughlin, P., 1982, Small Scale Farming, notes from a speech ! Canada the theory has been used to explain, justify and develop a
given at U.P.E.I. TTTTh Tt T pecc ! complicated system of conditional and unconditional grants from the
! federal to the provincial governments. {On the theory of grants see
Orden, D, and D.K. Smith, 1978, Small Farm Proqrams: Implicatic } Scott, 1964; Graham, 1964; Clark, 1969; Boadway, 1980 and Economic

from a study in Virginia {Virginia: Virainia Polviechnie T nrf»-“ ns 1 Council of Canada 1982.)

State UniVEf§¥tYT _?Ugugmﬁ‘ ginia: Virginia Polytechnic Institute and i
Pt . i More recently public finance theorists have addressed problems in
eterson, R., 1977, Small Business: i i rovincial-municipal fiscal relations. See MNova Scotia Royal
{Don Mills: Porcepic), iqz'ﬁ:~-~~43{wgiih Building a Balanced Economy : ommission, 1974;pJohnson, 1969; Young, 1977, éacMil]an, 1981; and Au{d,
Provi ; : 1981.) Municipal governments historically have financed Tlocal
rovince of P.E.1., A Proposed _ T i expenditures with property taxes. Slow growth in tax revenues coupled
Agriculture on Prince EdﬁﬁFg' : 12%5959;t9§0§?$};ﬁ%§3}5 ;29,?g)};ty?g i wigh rising expeﬁdizure{ and public gbelief in the regressivenesg of
“ommiFEec on small-scale and part-time agriculture and the 23;]‘0 l;e 1 property taxes have led to complaints that local governments have
ind part-time farming advisory study group, 20 p. -scale v inadequate revenue sources to meet rising expenditure commitments. At
' } the same time differences in rural-urban growth rates and household
Zandstra, H., K. Swanberg, C. Zulberti and B. Nestel, Caqueza: i migration from the cities to the suburbs have caused wide discrepancies
R among municipalities in tax bases and in tax rates necessary to finance

ving Rural Development (Ottawa: INRC), 321 p.
° a given standard of service. Lastly, provincial governments have bequn
to take interest in the provincial implications of local expenditures,
particularly on education, As a result of these events municipal
reliance on property tax revenues as a percent of gross revenues in
Canada has fallen From 36.3 percent in 1971 to 30.2 percent in 1980,
while provincial government transfers and grants paid in lieu of taxes
have risen from 46.2 percent of municipal revenues in 1971 to 48.2
percent in 1982. { Provincial Finances, 1981, p. 68). Provincial
. governments now employ a broad range of fiscal instruments to transfer

funds to their municipalities, e.g., revenue sharing, conditional

grants, foundation grants for education, tax incentive grants, revenue

* guarantees, and equalization grants.
! The aim of this paper is to examine provincial-local equalization
grants and revenue sharing, and to relate these policies to the theory
,,,,,, : of i{ntergovernmental finance. Section II  describes the key
. . . . ! . characteristics of provincial-iocal finance —tpCanada:—Section Hi——

develops the theory and policy Vmplications of fatergoverimental ~¥iscal
relations in terms of provincial-local finance. Section ¥ discusses the
equalization payments and revenue sharing schemes currently in operation
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at the pravincial-municipal level in Canada. Section VI concludes the

paper.

I1. Characteristics of Provincial-Hunicipal Fiscal Relations in

Canada

We believe the following are key characteristics of
provincial-municipal fiscal relations (PMFR) in Canada, selected on the
basis of their difference from federal-provincial fiscal relations. Due

to these differences, the problems in inter-governmental finance
be the same so that policies that work well at one level may

may not
fail at

another. This 1ist will he employed in Section [11 to develop a thcory

of PIFR in a Canadian Context.

1. local governments in Canada are creatures of their re

spective

provincial governments; that is, each provincial government must

determine the expenditure responsibilities and revenue sources g
its municipalities. This differs from provincial governments i
whose means and needs are outlined in the Constitution. As a
provincial governments in some scnse are more responsible for f

iven to
n Canada

result
inancing

problems that arise at the local level than the federal government is

for the provinces. Also, financial problems at the local leve
more easily solved since municipal powers are not laid down
Constitution,

2. The term "local government” encompasses a wide var
government types in terms of area size, population, population
financial powers and expenditure responsibilities. For examp

1 may be
in the

ifety of
density,
le, the

Canada Year Dook 1980-1 (1981, p. 107) organizes local government into

Three types, 137 regional municipalities (in Quebec, Ontario, an
the 4090 wunitary municipalities {(mostly in Quebec, Onta

d B.C.);
rio and

Saskatchewan and varying from 37 in P.E.1. to 1502 in Quebec); aqd 508
quasi-municipalities (mostly in Mewfoundland and British Columbia with

none in the Maritime Provinces). The largest group, the
municipalities, consists of 185 cities, 824 towns, 1087 vill
1994 rural municipalities. The large number and variety of loca
may complicate PMFR in comparison to federal-provincial finance.

3. Factor mobility between municipalities within a prov

uni tary
ages and
1 units

ince s

probably much higher than between provinces due to lower travel costs,

better information, etc. This means that differences in

tax and

expenditure packages between local governments may induce more migration
than equivalent differences between provincial governments. Prohlems.of
tax harmonization, tax competition, overlapping taxes and tax exporting

—-——atso-may-be—stronger—at—the municipal level. On the other han

d, less

s

o R
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4. The range of expenditure powers delegated by provincial
governments to their municipalities varies greatly. 1In general, local
governments in Canada are responsible for “protection, transportation,
environmental health and education...(and) may also operate such
facilities as public transit and the supply of electricity and gas®.
(Canada  Year Book 1980-1, 1981, p. 91). Education is wusually
administered and financed separately by school boards although some
provinces (Quebec and New Brunswick) have assumed full responsibility
for financing. The types of goods provided by municipal governments are
generally referred to as local public goods which may or may not be
congestable or pollutable {Hochman, 1982). Problems of benefit and tax
spillovers and of fiscal externalities between wmunicipalities may
therefore complicate efficient provision of these public goods.

5. Municipal governments rely to a greater extent on
intergovernmental grants as a revenue source than do provincial
governments. In 1980 49.5 percent of local government revenues came
from federal and provincial transfers and grants in lieu of taxes
compared to 20.8 percent of provincial revenues received from the
federal government. (Provincial Finances 1982, pp. 62, 28). This
greater reliance on revenues from upper Tevels of government implies
more Interdependence and vulnerability and less autoncmy at the local
level. Also municipal governments rely on grants almost entirely from
provincial governments. In 1980 only 1.3 percent of local revenues were
received from the federal level while 4B.2 percent came from the
provincial level.

6. Local governments, to a large extent, exist at the pleasure of
Provincial Legislature and consequently, specific purpose or conditional
grants are a much larger percentage of total intergovernmental grants at
the local compared to the provincial level (90.5 percent compared to
69.4 percent (Provincial Financess 1982, pp. 62, 68)). As a result
local expenditures are likely to reflect strongly provincial prierities,
leading to demands on the part of local government politicians for more
autonomy.

7. Municipal government tax revenues are highly concentrated from
one source based tax - the property tax. Provincial governments, on the
other hand, have access to all direct taxes, and 1in addition, sales
taxes. Heavy reliance on one tax base implies greater vulnerability and
volatility since changes in the base translate into large changes in
total tax revenues. This is particularly true where growth rates differ
(e.g., cities versus rural areas). And if the base grows slowly, tax
revenues also grow slowly. At the same time, since the tax is source
based, the extent of nonresident land ownership and the fraction of
local products sold to nonresidents affects the ability of the local
government to export its taxes. The next major source of 1local tax

costly  mobitity may ensure a - distribution. of local gov
tax-expenditure policies more aligned with community tastes and
than at the provincial level.

oermment
incomes

revenue,  user charges, has grown in importanceas theproperty tax—has
declined. $ince more provincial” governments Tmpose restrictions on
local public debt, municipal borrowing is not a major source of funds.
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tures of provincial
moary, local governments are crea f
goveri;eni: ¥his makes problems in PHFR mo;$ t;ac:??le. :?;ﬁve;;cE2$
y is.
i fety and number of local governments offsets th
;;gglyz; ¢ iotween local Jurisdictions 1?creases]]proalizsef?ICi£::
exp d harmonization but it may allow
competition, exporting an allow more oo ot
holds and public goods - tax packages. )
O e ond tax spi1 )r when local governments provide
benefit and tax spillovers can occt nlocal e fon the
1 ublic goods financed by property taxes, ~ > (
12;:ind2r of 2hcir revenues on conditional grants reduces local

autonomy.

tergovernmental fiscal
~tion 11l we outline the theory of 1in
relatggnierusing the characteristics of PMFR to develop a theory of

provincial-municipal finance in Canada.
111. The Theory of Ergllggigl:£9§§]~E}qul_ggjg}jgng

A. The Efficient Division gzlg}ngQityfg Bg§ggn§jpjjj}jg§_ 5 [ngpioq
Rights =~ :

i i that, since most
fficiency in a federal system \mplges t,
uhllgcoggglg ehave a {patial dimension, the optimal jyrlsdiction $9;9:
puhllc qood should be determined by the range of boneflts. it groh;"'d
?nates " 1972, Ch. 2). Within each benefit area tha public goomaiginal
v t ni that the summe
be provided at minimum cost in such a manner
ratzs of substitution between the publii good :zgma pr}:ifgigggg e§¥:;
‘ tion between . - C
the marginal rate of transforma " be e e oty goods
< that those households who receive
l:glzggpay for them. Musgrave (1971, p. &) calls this the pr*nc;glg}g;
reciprocity. As a result, the optimal asslgnmeng of taxes s 07d S
be dgtermincd by the spatial incidence of the public goods provide

each jurisdiction.

A more recent, and slightly different, interpretation fof dt?ﬁ
efficient assignment of expenditure powers and tax sources is'n?;?zlng
Sreton and Scott (1978). Their model _of a 4 cost em}unctiuns
constitutional assembly would allocate expenditure an ;i:agu ity

ini ts spent on signa R s

so as to mipimize resource CoOS M
However, they assert

administration and co~ordlna§ion. . L e s mot

nment should be self-sufficient in taxes t
30:§:essary condition for the choice of an ass!gnmcnt tagle . eﬁhglg’cgn
143i‘Since the efficient al]ocatiog of dengnd‘Eg;izndaTnte:Z;verﬁmenta?

srate a mismatch of means and needs they
gﬁ:::s are necessary for balamcing purposes. Therefore, while tMu??:?;$
:L»ﬂxt argue  that reciprocity is necessary for efficien .

hat ") 1< t
federalism; Breton and Scott would argue that repfp'UL§€; L
necessarily cost minimizing. .
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In the real world, of course, expenditure and revenues are not
efficiently allocated. The major sources of inefficiency that cause
problems in the provincial-local finance are the following:

1. The first problem arises from the spatial nature of public good
benefits. fo the extent that benefit spillovers occur between
Jurisditions, underprovision of the public good may occur. Conditional
open-ended matching grants (at a rate equal to the spillover rate)l can
be wused to induce an efficient provision. Alternatively, the function
in question can be shifted to a higher level of government. (See Oates,
1972, ch. 3). Of the ten billion dellars in specific purpose transfers
from provincial to local governments in 1980, fully 66 percent were
granted for education with another 11.8 percent for health and 7.6
percent for transportation and communications. ( Provincial and

Municipal Finances 1981, p. 181). This may imply that provincial
governments beTievée there are significant positive spillovers in these
functions. The high percent of total grants to the municipalities {(90.5
percent) given in the form of specific purpose grants {s, however,
difficult to justify.

An alternative method to handle benefit spillovers is to increase
the size of the Jurisdiction. A larger area may permit economies of
scale in provision of services or in collective decision making and also
internalize benefit or tax spillovers. Since local governments are
Creatures of their provincial governments this 1s wmore easily
accomplished than between the provincial-federal levels. Regional
groupings of local governments have, however, been criticized by Sharpe
(1981} on the grounds that functional efficiency is at the cost of the
Tocal democracy. This view has been challenged by the Nova Scotia Royal
Comnission (1974) which argued that general services, those with
province-wide benefits, should, on the other hand, be 1locally provided
and financed from real property taxes.

2. A second problem associated with the allocation of functions arises
when the provincial government wishes to ensure a uniform provision of
certain public goods, e.g., education. It may efther wish to encourage
consumption of a particular good or to ensure a minimum standard of
service. In efther case the provincial government substitutes its
preferences for 1local preferences on the grounds that the good has
provincial merit. To ensure a minimum standard, the provincial
government shosusld completely finance the service up to the standard
level, leaving it to local governments to raise the level If desired.
Or if the goal is to reduce the cost, a matching grant should be used.
(See Musgrave, 1971; Nova Scotia Royal Commission, 1974, Ch. 24.)

3. A third problem may arise from a spillover of the tax burden. To
the extent that residents can export their taxes to non-residents an

——tncentive—to-overprovide—the public-good-may-arise.—To—avoid—this, one— -

could attocate onty those tax powers which mintmize the “posstbtitty of
tax exporting (e.g., residence based taxes) to local Jurisdictions, or
use unconditional grants to equalize net tax burdens between
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municipalities.  How serijous is this problem at'thc local !gvel: lzﬁ
major source of taxation is the prOpert{ taxh?nd }£~t2::~r§3;5?:e o
or 1f firms export products f{or re fac 1
}zc?sdictinn) the possibility of tax exporting arises. Th;r§kd it??:i
‘qui araues that the municipal tax on commercial and in uh] !
p;r erfy <hould be replaced or moved to a provincial 1ev?l s:nc?lqﬂonca
gaxgs <hould rest on local reﬁidontsf& E?a?wayian:mﬁlﬁﬁ?gT prnpe;tgi
for uniform tax rates on vesidential and c¢ d .
};Z) ;;g:ech;ia Royal Commission recomnended that logﬂi guverﬁmentﬁ :;:
oniy residential real property, all other property being taxed a 3
provincial level {1974, ch. 29).

iffi i x of tax harmonization

th difficulty arises 1f there !s a lac mon

ai Qh:ougocal level. 1f labour and capital are'mnbile, and dlffgrnnce;

?n tax bases and rates exist between municipalit:es, ;ax o;eqbag?;:gt?:n
e ) fuce inefficient houscho

differences in tax rates may inc usehold ot

i 3 ts may also compete Lo
between localities. Local governmen bso encourage
es, removal o I

i tion. Tax harmonization of hases and rates,

‘:clgr:n the provincial government, tax credits against pfovinclal tﬁ?:

gurdens or equalization payments are possible solutions to i.

problemt {See Herber, 1979, Ch. 18; Thirsk, 1980, and the Fconomic

Council of Canada, 1982, Ch. 9).

B. The Fiscal Balance Bntwggp_ﬂfovjncjp]_ggﬂ HT¥U$GQX?IQW?E§§

i lance requires that each

Within a federal system, vertical fisca] ba ? .

level ];f government has *...the financ;a}i[$sngrces(agig;:zvy {g;ﬂlt ;o
' - sibilities”. , , P

carry out its constitutional respons e erensts in

mbatance may be due to inelastic revenue R
;1;;nd§tue responsibilities (without corresponding tax changes) or a
combination of both.(1)

i the provincial-local
h blem of vertical fiscal imhalance at
Jevel in Canada has been documented by m(ng7;=97?,”11981ligggiighn;gg
1 . e W
69) and in the United States by Moak g
;;zuegn revenues and expenditures c?nlbe gxg}?:ggglgyt;hia}?gl:?;;gltz
erty tax, the reluctance of loca )

2:xt¢it2205hic{ are highly visible, unpopular and constdcrcd regresiivii
and thc-constraints on local debt impoused by many provmcesi 61s ergﬁnt
overnment reliance on own source rovenue fell from B6 to ﬂ;t ent
gvtwven'IQSS and 1980, a higher and higher percent of local expen(;iur‘
wéreb financed from provincial grants which were almost entirely

specific-purpose grants.

3 ding
that the bulk of the increase in Tocal spen
was’41252%6:i%%ﬂirggggh""pub}%€44gﬁeds~—wi$h~_sign111£ant spillover or
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of either a general re-alignment of expenditure and revenue
responsibilities or an unconditional grant scheme that would provide
some certainty to local governments and exhibit eleasticity with respect
to nominal changes in cost and income (Auld, 1981).

Another policy sotution 1s general reyenue sharing where the upper
level government collects its tax revenues and distributes some fraction
to lower level governments without attaching specific conditions to the
funds. Such funds can be returned to the jurisdiction in which they are
ratsed (pure revenue sharing) or distributed on a per capita basis (an
element of equalization is included here). Even pure revenue sharing,
however, can lead to changes in local public expenditures. Fisher
(1979) shows that one can determine how pure revenue sharing affects the
individual voter by comparing the voter's share of local taxes {what he
would have paid in local taxes to get the grant) with his share of
central taxes paid (what he did pay to finance the grant). [If the
median voter in the locality gains implicitly from revenue sharing he
may vote for an expansion of government programs. Fisher also notes
that {f central government taxes are more progressive than local taxes,
substituting revenue sharing for local taxes raises the progressiveness
of the overall tax system. A corollary to general revenue sharing is
tax sharing. While there are, in some countries, sales and income taxes
at the local level, they contribute only a minor share of total revenue.
The various arguments for and against tax sharing at the local level can

be gound in several sources (Auld, 1981; Bennett, 1981; and Haurin,
1981).

Finally, the problems associated with vertical fiscal imbalance can
be solved, at least in part, by more fully utlizing existing revenue
sources. Boadway and Kitchen (1980) and Young (1977) argue that the
property tax 1is underutilized and would be more elastic if assessment
procedures and practices were improved. Although there has been no
major reform in this or other areas noted above, revenue sharing, as we
shall see later, has become more widespread in recent years.

C. Fiscal Balance Among Local Governments

The unequal distribution of wealth and income across a country or
within a province is an economic fact of life. As a result, the ability
to pay for similar public services differs among local Jurisdictions.
Horizontal fiscal imbalance {s, according to Mathews, “...an inherent
characteristic of a multi-level system of government® (1978, p. 173).
The imbalance is a direct result of differences in per capita tax bases
{basically property values) and/or differences in costs and needs

associated with the geographical location of a city or its economic
base.

“Drovincial merit good characterfstics, this increased fpli??ﬁedhy ];ozzl

governments on specific'purposeb grant; cguldprgging?;: gzvérnmnntS.
ledqe, this argument has not been made by C r k

;:2:er qcondltiona1 grants have bcen employed in most instances 1n place
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The resolution of this problem {is similar lo. horizontal
inequalities among provinces; the development of an equalization grant
scheme which takes into account fiscal capacity, costs and needs. 1hg
literature of equalization grants at the fedcral:prnvincial 0
federal -state level 1s well-developed, reflecting the high degree .of
complexity reflected in various schemes and the problems §ssoc1nted With
their implementation (2, 3). The problems are not that different at the
state-local or provincial-local level. As Fisher (1979) has arqued,
equalization grants may create a hias toward increased expenditure for
recipient governments. The 1inclusion of tax effort can further bias
recipients toward more expenditure at the Yocal level.

Local governments have, for many years, received provincial grants
based on population which incorporates one element of equalizatioq.(d]
formilae for explicit local equalization grants have become more widely
discussed in recent years along with the adoption of explicit schemes by
several provinces (Sce Mathews, 1974; Le Grand, 1975; qua Scotia Reyal
Commission, 1974; and McMillan, 1981). Tax base sharing has also been
suggested as a solution to the problem (Bahl and Puryear, 1976 and
Reschovsky, 1980) as has general revenue sharing.(5)

Since horizontal fiscal imbalance (HFI) implies Qtﬁat a househo!d
receives for the same taxes less public goods In munlcrpallty A than in
B, or must pay more taxes in A to receive the‘same public services in
both jurisdictions, HF1 causes fiscal inequities between households. To
achieve fiscal equity, households with cqual incomo? and tastes in ?nch
local jurisdiction (i), must receive equal neg fiscal benefits (nru;)
defined as the difference between total benefits from local public
goods, Ry, minus local taxes paid, Tj. In an excellent statgment of ?he
fiscal equlty principle, Graham (1980, 45} arques tha? the fiscal equity
objective is to provide "...comparable levels of service with compara@1e
tax burdens for citizens wherever they live". In addition to creating
inequities, it has been argued that horizontal flsca! imbalance can !ead
to economic inefficiency as unequal net fiscal benefits cause nonOpllmgl
migration between Jjurisdictions (Boadway and Flatters, 1982; €cgnnm1c
Council of Canada, 1982; Fden, 1981). To further comp]!cate the issue,
migrants can cause fiscal externalities for the_exlst!ng populaticn
which are ignored by the migrant, further distorting resource
allocation.

Fqualization grants are a possible solution to the fiscal equity

problem.  Such grants, while designed to create h9r!znnta! fiscal
balance between municipal governments, do give the municipalities the
optian of providing comparable services with compar?b!e tax burdens'so
that fiscal equity in theory 1is pozsible. In .addltlon equalization

or eliminate migration induced by unequal MI'Bs

ts- S S tod—as
between localities.(6) These grants have dlso been —sugy 5o o

possible sotution to the Ffiscal externalities problem. (7)(8) Another
solution is increased reliance on benefit taxation and. user charges.
Musgrave {1961) has argued that bencfit taxation is sufficient to ensure
fiscal equity.{9) A thorough analysis of user charges for urban services
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can be found in Bird (1976, part I11).

D. Summary

The problems associated with provincial-local government finance
are similar to those at the federal-provincial level. Even the forces
which give rise to the problems are similar, suggesting that models of
federal-provincial fiscal relations may be applicable at the
provincial-local level. While change has been slow, it is evident that
new methods are being tried by several provinces to minimize fiscal
fmbalances at the local level. A review and analysis of some of these
arrangements are the subject of the next section.

1V. Equalization and Revenue Sharing at the Local Government Level

It was noted earlier that while the concepts of equalization grants
and  revenue are not new, thelr application to the problems of
provincial-local fiscal arrangements is a recent development. In this
section of the paper we note briefly the development of these
arrangements and examine the precise structure of the schemes now 1in
operation.

1. New Brunswick

By the 1975-1976 financial year, local governments in New Brunswick
were recelving equalization grants based on a formula incorporating the
tax base, population and miles of road in the community. The grant to
the ith community was equal to:

t+1 .t t-1 7 t t-1
G N - Hm e st B rET < v
LI S i L
2
where E:z expenditure in conmunity i in year t
AS: tax assessment in community i

V = provincial limit on the proportion of £. allowable for ad-

Justment.
A R TR
Ai LNi zMi
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assessment includes the capitalized value of certain grants in lieu of
whore Nt - population of commnity i taxes. There are 5 tax rates, one for each class of municipality. This
i determines the potential revenue R;;j for each municipality. The
MF = miles of road in comwnity i cqualization grant G;; is simply the difference between the standard
. i expenditure and potential revenue. 1In equation form

= - ) o )
toT My R000) st ke G = - R
200,000 1] (K] 1]

where t” :(M)Niam

= (tj) (Aij)

This scheme has several wunique features, particularly as they

relate the control of various instruments which can affect the grant.

The grant depends on what a local community has snent in the past two

years, on average, suggesting an “open endness” to the scheme. The
ovince, however, may thwart any attempt to build up a base ex end1ture

prov » Owever, may Lhw y p P s p unilateral action in terms of changing mill rates, on the part of one or

by its cnmplete discretionary control over ¥, The local government's
control is confined to decisions on road building and the rate of growth more municipalities does not affect the grant. Similarly, since the
X:'s are fixed, individual action has no fmpact on the grant.

of the population, and to the extent local government influcnces j

assessment values. There is no role for tax effort in this arrangement., 3. pr Edward 1s)and

The grant scheme was altered in 1980 changing the tenn[. vl - Prince Edward Islan
(£.+ F )/i]

Since the tax rate is fixed by the provincial government,

Prince Edward lsland introduced a local equalization grant in 1980

to [t+l which incorporates taxable assessment, population and miles of roadway.
A The grant to the 1th locality is
-{_B* P
. & *lgna ] i
where EA !

where Ei = projected local expenditure

b

is approved expend%ture for next year and is equal to ([k) (1 +4)

Ai = the tax base in comwunity i
where q 1s the expected rate of growth in the province's net revenues, B* = (A)(Ny) + LT L (Ni ~ 2000) (R) (.25)
including federal unconditional grants. Iﬁ;
2. MNova Scotia
The Nova Scotia equalization arrangement takes both ability to pay _ R

and fiscal need 1into consideration. The objective is to provide a where A = average tax base for the province
reasonably good standard of service to each dwelling unit without undue R . .

~ taxation. Munictpalities are divided into-§ classes based-on—thedegree— H, = population of community i
of urbanization. For edch class there 15 a standard —expenditure per : - il f . - .
dwelling unit XJ The “"standard expenditures" for municipality 1 is M; = wiles of road in conunity i
therefore (X;) N.7or E.. where N; is the number of dwelling wnits. The

revenie ralling capac*{y of a municipality 1s determined by applying a
standard tax rate, tJ, to the wuniform assessment A; where uniform
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E. i ince for each community after
1129 E; lslgrogsgsigd bzta::;engzovf:om local governments. The only
of a "
rggztgol' directly exercised by the local government s thed :;leiou$2
roadway in the community although zoning and other procedu

1imit population.

q, Qpﬁ@f[q

' y lace since 1972 was to
ince of Ontario's scheme, in p 5
equal::§ Prgv portion of the deficiency betwsent actgalthgerkeggﬁlgg
. heme referre 0 a
assessment and $10,650. This sc , ] Trahely o charae. the
i Grant (REG) has been altered only slig
;gxgl;;i:';gr capita assessment and the limit on the grant (Auld, 1991).

The formula in 1982 was

t-1 t
RFG? = .60 | 18,800 - A, NGLS

where At"l = per capita equalized assessment in community i in -1
i

N(‘zlt_l = the net general levy of the local government wh1§h
i encampasses own source tax revenue and other levies,
payments in lieu of taxes, and grants from the

provinces,

t = years.

5. Nuebec

The Quebec Fqualization scheme, introduced in 1980 _1nco;po;3%§5foi
fiscal &eficiency factor and local tax effgrt. The explicit for
an‘equalization grant to each local community (Gi) is

Z oA, A;
SVGw W
Gi G | L I

: i
T

LNi
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Thus, if a community‘s per capita assessment was less than 2/3 of the
per capita assessment for al) communities, 1t would be eligible for a
grant.(11) The grant can be increased by raising local own source effort
thereby rewarding tax effort only for the community which raises taxes.

6. Saskatchewan

The equalization grant formula introduced in Saskatchewan in
1975-1976 allowed for payments to be made based on the category of the
local jurisdiction, the categories being based on population. The grant
for the ith jurisdiction in the Jth category was

Gid T A R Mty
N.. N.. .
: 13 1 NJ
where Aij = taxable assessment in jurisdiction 1 in population category
Nij = population in ith Jurisdiction in category j
tij = the mill rate in the 1th Jurisdiction in category

The grant scheme was similar to those in other provinces with
respect to the gap between actual and average or benchmark assessment.
Including the mill rate does provide a unique feature since by raising
its mill rate a local government can increase its grant if it's entitled
to one. 1In addition, grants to other communities in that category also
rise.

By 19682, Saskatchewan had revised its scheme to incorporate need,
reflected by different costs of services in each Jurisdiction. The
grant scheme is now represented by the following formula

G =k ,’..C_LL - Aij rt Nij
IN. . N.
1
where k < 1.0
C.. = cost of services ip community 1 in category j

1

Gt

.. . (10
where ni = a portion of real properly assesswent of municipality l( )

i

N population

i
T. = local tax revenue, excluding business Lax revenue.
i

%iJ =—equatized assessment in Community 1 in jurisdiction J

The formula indicates that if the per capita tax contribution by a
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te) is less than the per
assessment times average tax rate
cngzgigzer;ge cost of services for all communities, ;t ?;]:uszgﬁe;:eth:
;rgnt equal to some proportion of that def:clencyiin; iels?tivity of the
i ost of services creates an interes
m1lltratg a??sgal variables. First, {if a community increaiis 1zzdp§;
gra?ta pxpenditure (costs), the grant will rise unless itdi?' in:g by
3T i in fhe tax rate that just offsets the increased deficie y(.wrce
ah ’ zecnditure or portion of expenditures is financed from hown ei ree
te:esug, the balance would always bz zaizﬁilgodis l;, sg:$;d 'cost
ide 1includes programs wher 2 d
i:gggg;;gai Sa one dollar increase in expenditure can be financed

locally by a less than one dollar rise in local taxes.
B. Revenue-Sharing

For many years, municipalities across Canadat.h?ve Tﬁ:mgzzggﬁg f;:
v h potential. .
s to revenue sources with growt
2:E?lnpg$§?:tnnce in this goal were dgcume;ted I:O;ESEde:;lliqev?:{: tﬁg
er. While many schemes have been p 5
:?lzalp?zbalance at the local level, only a few provinces have cnacted
ledlslation to deal with the matter.

in 1975 two Canadian provinces introdued a fgrm of pro:inﬁ;il—hszzl
-qﬁaring. Manitoba's per capita unconditlopal grants , nLe
revenucf‘nd based on 5% oF the province's personal income tax reve ue-
froT ? t:e reQenue was obviously endogenous, so too was the ha:e ;: ;$
Egzeial-prov1ncial context since 1£ng§pen$§g g:;;lzeogha:?ﬁg g:rgggoment
ngem .
:2d:::;é2r?;igi:::s;iég?Lm;::aig the mid-seventies transferred one-third

of all revenue [rom gas exports f{over $1 per m.c.f.) to local
governments through per capita grants.

Ry 1981, four provinces had established revegue:igagiggd :g:gtgz
- ’
1 government sectors. Manitoba
between the province and loca sectors. A LN e i tion,
lier arrangement to include corpor >
Z;Zn;:rthe structure so that the revenue pool is now composed of

income tax
2.2 percentage points of personal
:} 1 pe£Centage point of corporate taxahle income.

The inclusion of corporate income as a base for t?e fundc]genders the
revenue pool more susceptible to swings in the business cy .

British Columbia's scheme now has three parts:
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and corporate profits, the broadening of the base provides slightly more

stability for the fund from which per capita grants to local governments
are drawn.

Nova Scotia's scheme is more simple; ;basic operating grants as of

1979 are increased by the percentage growth in total provincial revenue.

The grants are then allocated according to the formula described above
incorporating equalization.

¥. Egﬂslusioqg

The purpose of this paper was to outline the varfous policies
employed at the provincial-municipal Tevel and to relate them to the
theary of inter-governmental finance. MWe can summarize the policy

fmplication for PMFR of the theory of intergovernmental fiscal relations
as follows:

1. Where benefits and burdens can be clearly defined, those who benefit
should bear the burden. This wauld imply greater relfance at the
municipal level on residence based taxes and user charges and a lower
rate of tax on nonresidential property.

2. Conditional matching grants from provincial to municipal governments
should be restricted to financing those expenditures that have benefit
spillovers or provincial merit good characteristics.

3. Tax harmonization between municipalities is important, particularly
with respect to property taxes since they are source based. Uniforn
provincial-wide assessment at uniform rates is therefore desirable while
tax exporting and tax competition should be discouraged.

8. Equalization grants to municipalities can be Justified on several
grounds:  hoarizontal fiscal balance, fiscal equity and Fiscal
externalities. The grants should be unconditional and take account of
differences in fiscal capacities, needs and costs.

5. Provincial governments have the responsibility to eliminate vertical
fiscal 1imbalance at the 1local level. A combination of pure revenue
sharing, the introductfon of a local income tax, greater reliance on the
residential property tax, or the shifting or particular expenditure

functions {e.g., education) to the provincial level, are feasible
solutions.

Therefore there are several theoretical Justification for
equalization grants and revenue sharing schemes at the
provincial-municipal level. HWe have outlined some of the main programs

a) 17 of personal income ta:
f corporate taxable income
2; éi gf theBrevenue from gasoline fuel tax, sales tax and
other indirect tax sources. ’
Since enpenditure on taxable goods is less volatile than personal income

in__curre ; r
tmprovement,; of these programs ts left for future work.
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Footnotes

* This is a revised version of a paper presented to the ACEA Meetings in
Movember of 1982. Professor John Graham, the discussant of the paper at
the Meetings, made several valuable suggestions for improving the paper.
We have also benefitted in the last few months from comments 'and
correspondence from several provincial and Tlocal finance off!cnals
including M.C. Hasters of the Nova Scotia Department of Municipal
Affairs; Glenna Carr of the Ontario Ministry of Municipal Affairs and
Housing; John Wright of the Saskatchewan Budget Bureau; Ron McHeil of
the Prince Edward 1sland Department of Community Affairs; and Bryan
Hachonald of the Hew Brunswick Department of Finance. An earlier
version of this paper is availahle as University of Guelph Discussion
Paper, Mo. B83-1.

(1) MNote that vertical fiscal imbalance is not seen as a problem in
Breton and Scott (1978) if it arises from an efficient assignment of
powers. Musgrave {1964) would argue that VYF[ if inefficient.

{?) The classic article outlining equalization formulas and their
effects is Musgrave (1961). His favourite plan cqualizes performance
per effort unit and generates redistribution from low need - large base
states to high need - small base states.

(3) For comparisons between the Canadian, Australian and West
German equalization schemes sce Hunter (1980) and Courchen? and
Copplestone (1980). Hunter concludes that VFI is worse in Australia but
that the Australian equalization grants scheme 1is superior to the
Canadian and West German ones.

(4) Gatti and Tashman {1976) develop a formula to finance 1local
education based on an equalizing matching grant. The matching portion
is designed to pay for spillovers while the equalizing portion is_ a
revenuye equalfzation grant designed to achieve equal fiscal capaclgves
with respect to education expenditures between Jurisdictions
(Feldstein's "categorfcal equity"). The formula also takes into account
tax exporting of the nonresidential share of the property tax base.

{5) McMillan and Norton (1981} compare the U.S. general revenue
sharing program with unconditional grant programs in Alberta_ and
Saskatchewan. They conclude the Albertan scheme docs not ;meet fiscal
need or fiscal equity criteria and that HFI in Alberta has worsened
since the early 1970s as a result.

(6) Boadway and Flatters (1982) and the Fconomic Council of Canada
{1982) argue that differences in NFBs between provinces basically arise
from two sources: {I) residence-based taxation by provincial governments
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equity. (See Scott [1982] for critical reviews of the E.C.C.'s
proposals on equalization.)

{7) Markusen (1977) has argued that the fiscal externalities
ieposed by migration between declining and expanding regions may be very
large due to the lumpiness of public capital. She recommends taxes on
tmigrants to growing regions and subsidies to economic activities
locating in declining regions.

(8) Since migrants ignore these externalities local governments may
have an incentive to encourage immigration whenever the tax saving
exceeds the congestion cost. (See the exchange between Starrett {1980]
and Boadway [1982].)

{9} There {s disagreement on this, however, since Buchanan (1961)
and  Graham (1964) argue that total benefits are important to lacation.
Fiscal equity would therefore require equalized service levels and tax
burdens between municipalities.

(10) With certain classificiations of buildings, only a percentage
of the assessment is included in the standardized real property
assessment.  {See Canadian Tax Foundation, Provincial & Municipal
finances 1981, Toronto, 1982, p. 189.) o

(11) The 2/3 factor is incorporated to reflect the varying needs of
municipalities based on the size of the municipality.

Bibliography

Auld, D.A.L., "Fiscal Dimensions of Provincial-Local Government
Retations 1in Ontario” in Intergovernmental Relations. Toronto: Ontario

Economic Council, (1977), 1337-48.

______» Optimal Fiscal Balance and Provincial-Local Finance.
Centre for Study of Federal Fiscal RetatTons, Tanberra, 1991,

Dahl, Roy and Puryear, David, "Regional Tax Base Sharing:
Possibilities and Implications® National Tax Journal. XXIX No. 3,
(1976), 328-35.

Bennett, R.J., "The Local Income Tax in Britain: A Critique of
Recent Arguments Against its Use", Public Administration. (1981}, 59,
295-311.

Boadway, Robin W., Inter overnmental Transfers in Canada. Toronto:
Canadian Tax Foundation, [19B0T.

that (s distributionally non-neutral and (2] the provinciat use of
source based taxation which can be exported to nonresidents who own
provincial  resources. They conclude the equalization grants are
necessary to equalize HWFBs between provinces in order to achieve fiscal




68 AC.C.A. PAPERS

5 "A Note on the Method of Taxation and the Provision of
Local Public Goods", American Economic Review, (1982).

and Flatters, Frank, Equalization in a Federal State: an
Economic Analysis, background study prépired for the Fconomic Council of
Canada, nttawa, (1982).

] ___and Kitchen, Harry M., Canadian Tax Policy, Canadian Tax
Paper Ho. " 83, Canadian Tax Foundation, Toronto, "([9A07.

fireton, Albert and Scott, Anthony, The Economic Constitution of
Federal States. Torento: University of Toronto Press (1978). "7~

Canada Year Book 1980-1, Government of Canada, 1981, Ottawa.

Courchene, Thomas J. and Coppleston, Glen H., "Alternative
Equilization Pragrams: Two-Tier Systems" in Bird, Richard M. editor
Fiscal Dimensions of Canadian Federalism, Canadian Tax Foundation,
Toronto, (1980Y 8-5% ~— 7~ —TTTTT

Fconomic Council of Canada. Financing Confederation: Today and
Tomorrow, {1982}, Ottawa. T Tt e

Eden, Lorraine B., "Canadian Equalization Grants in Theory and
Practice” in Atlantic Canada Economics Association Papers, Vol. 9,
43-63, (1980). T T e

s "Fiscal Equity and Equalization Payments® presented at
the annual ‘meetings of the Canadian Economic Association, Halifax
(1981).

Fisher, Ronald C., "A Theoretical View of Review Sharing Grants”
Hational Tax Journal XXXII, (1979), 173-84.

Fox, William F. "Fiscal ODifferentials and Industrial Location:
Some Evidence” Urban Studies. 18, 105-111 (1981).

Gattl, James F. and Tashman, Leonard J. “Fqualizing Matching
Grants and the Allocative and Distributive Objectives of Public School
Financing™ National Tax Journal, XXIX, (1976), 461-76.

Graham, John F. “Fiscal Adjustment 4n a Federal Country" in
Graham, John F., Johnson, A.W., and Andrews, J.M. Intergovermental
Fiscal Relationships. Tax Paper MWo. 40. Toronto: Canadian Tax
Foundation.  (1964).

, "Comment” in Bird, Richard M., editor Fiscal Dimensins_ of

HISCAL RELATIONS 69
Hanson, Eric J. Fiscal Needs of the Canadian Provinces. Canadian
Tax Paper No. 23, Toronto: Canadian Tax Foundation (19617,

Kaurin, Donald R. "Local Income Taxation in an Urban Area“ Journal
of Urban Ecanomics 10, (1981), 323-37. T

Herber, Bernard P. Modern Public Finance. 4th edition,
Georgetown, Ontario: IrwIn-Dorsey Limited [19737.

floctman, Oded, “Congestable Local Public Goods in an Urban Setting”
Journal of Urban Economics I1. (1982), 290-310.

Hunter, J.S.H. “Intergovernmental Fiscal Adjustment in BRustralfa:
A Review of Recent Developments in the Light of Experience in Canada and
West Germany" Finanzarchiv 38 3, 424-42 (1980).

Johnson, J.A. “Provincial-Municipal Intergovernmental Relations"
Canadian Public Administration 12.1, 166-80, (1969).

Le Grand, Julian “Fiscal Equity and Central Governmental Grants to
Local Authorities" The Economic Journal, 85, 531-47 (1979).

Harkusen, Ann Roell “Federal Budget Simplification: Preventive
Programs versus Polliatives for Local Governments with Booming, Stable
and Declining Economies.” National Tax Journal XXX MNo. 3, 249-58
(1977), - T T T

Mathews, Russell “Fiscal Equalization for Llocal Government."
Economic Record, 329-45 (1974).

, "Federal Balance and Economic Stability.“ Economic
Record.” August, 170-81 (1978).

McMillan, Melville L. “Rethinking Fiscal Equalization for Local
Governments.” Presented at the Queen's University Public Finance
Workshop, Kingston, {1981).

____and Norton, Deryk G. "The Distribution of Unconditional
Transfers to Alberta Municipalities: Existing and Alternative Methods."
Canadian Tax Journal 29 No. 2, 171-83 (1981).

Moak, Lennox 1. "The Trouhle With Revenue Sources." Governmental
Finance Nov. 3-7 (1977). )

Musgrave, Richard A. "Appreoaches to a Fiscal Theory of Political
Federalism.” fn_ Public Finances: MNeeds, Sources and Utilizaton.
Princeton: National Bureiu of Economic “Research, Princeton “University

Canadian Tederalism, Toronto: Canadian Tax Foundation. [1380), 4557,

Press {1961) 97-133



70 A.C.E.A. PAPERS

"Economics of Fiscal Federalism." Hehraska Journal of

Economics and Business, Yol. 1, No. 3, 3-13 (1971). ~~

Nova Scotia. Report of Royal Commission on Education, Public

Services and Provincial-MuiTcipal Relations. ~Uuecn's Printar: Halilax,

RS ey, ——

Dates, Wallace R. Fiscal Federalism. New York: Harcourt Brace
(1972). T T

Reschovsky, Andrew "Ap Evaluation of Metropolitan Area Tax Base
Sharing." National Tax Journal, XXXIIl, 55-66 {1980}).

Scott, Anthony "The Economic Goals of Federal Finance."” Puhlic
Finance 19, fo. 3, 241-88 (1964). T

_..._ editor "Financing Confederation.” Canadian Public Policy
Y¥il.3, 283-310 (1982). anactan nblle Xl

Starrett, Pavid A. "On the Method of Taxation and the Provision of
Local Public Goods." American Economic Review. 70, 380-92 (1980).

Thirsk, Wayne R. "Tax Harmonization and 1Its [lmportance in the
Canadian Federaton.” in Bird, Richard M. editor Fiscal Dimensons in
Canadian Federalism. Toronto: Canadian Tax Foundation, 118-48 {1940},

. "Political Sensitivity Versus Economic Sensibility: A Tale
of Two Property Taxes.” 1in Thirsk, Wayne R., and Walley, John, eds.
Tax Policy Options in the 1980s. Canadian Tax Paper No. 66, Toronto:
Tanadian Tax Foundation, 383-307 (1982).

Young, Geoffrey "Financing Local Government.” {in Intergovernmental
Relations, Toronto: Ontario Economic Council, 149-61 (19777, 7~~~

ANOTHER LOOK AT THE SECONDARY RESERYE REQUIREMENT AS AN INSTRUMENT
OF MONETARY POLICY.

tarry R. Clark

University of Prince Edward Island

. Introduction

In 1967 the secondary reserve requirement became an instrument of
Canadian monetary policy when the Bank of Canada was given the power to
establish secondary reserve ratios to a maximum of 12% of deposit
liabilities. The requirement was instituted for various reasons (see
Botha, 1972a and Dean, 1975) but its power as an instrument (supposedly)
lies in its effect on the more-to-less liquid asset (MLA) ratio.

Its specific advantage 1lies in its wuse to supplement a
contractionary monetary policy during an economic expansion. To the
extent that chartered banks can sell government bonds to meet the
fncreased demand for 1loans, and to the extent that the deposits of
borrowers have a greater income velocity than the deposits ?iven u? by
the purchasers of the bonds, the contractionary policy will be
frustrated. Since secondary reserves consist of day-to-day 1loans,
treasury bills and excess reserves, an increase in the secondary reserve
requirement will increase the MLA ratio and reduce the ability of
chartered banks to finance the new loans (see Dean, 1975, p. 72 and
Johnson, 1963, pp. 215-15).{1)

The effect of changes 1n the secondary reserve requirement on the
MLA ratio has been analyzed by Dean (1975). But what about the effect
on the money supply? Since excess reserves can be used to meet
sccondary reserve requirement changes, it seems prudent to inquire
whether changes in the requirement alter the money supply by their
effect on excess reserves. 1f, 1in fact, changes in the secondary
rescrve ratio generate changes in the money supply, then the power of
the secondary reserve requirement as an instrument of monetary policy
Increases.

Existing models of the Canadian monetary sector have ignored any
effects of secondary reserve ratio changes on excess reserves. This is
due, in part, to the fact the excess reserves of chartered banks are
quite low as a proportion of deposit Viabilities, so for convenience
excess reserves are sometimes assumed to be zero (see Courchene and
relly, 1971, p. 221, and Dean, 1975, p. 77). And, it is due to the
fact that econometric models have used data that did not cover a time
span that allowed for much variation in the secondary reserve ratio.(2)
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