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Introduction

Grants or subsidies {rom the {ederal government to the provinces
have been an important part of the Canadian liscal system since 1967,
The initial statutory subsidies at Confederation designed to balance per
capital provincial budgets, were altcred and added to on an ad hoc hasis
until the 1940's when the Rowell-Sirois Commissicn recommended  the

substitution of wunconditional grants. These proposed ftiscal wneed
transfers were not implemented but the Commission's determination to
lessen differences in rtevenue-raising capacities and expenditore

responsibilities among provinces did {nfluence suhsequent  Canadian
federal-provincial fiscal agreements. From 1947 wuutil 1967, the
agreements contalned an element of implicit equalization but in 1957,
equalization payments were made explicit: grants were to bring the per
capita yicld from the three standard income taxes in each province up to
the yield of the two richest provinces. This "income approach' to
equalization was later replaced by a "tax indicator'" ar ‘'representative
tax” approach in 1967 when all major revenue sources were used Lo assess
provincial tax capacities. With several modifications (most notewnrthy
being those to accommodate energy price increases), this is the
equalization grant system in Canada Lcday.

The economic philosophy underpinning the Canadian grant system s
at best unclear. Some authers claim that although the formula fngores
provinclal differences in expenditure needs it can be construed as a
fiscal need system if one assumes that per capita nceds are implicitly
the same in all provinces. Other authors «claim that the philesophy
underlying the Canadian grant system is derived Ffrom Buchanan's
principle of fiscal equity, Llhat simitarly sitvated citizgns should
receive equal fiscal treatment repardless of where they live. The
well-quoted statement by Finance Minister Mirchell Sharp hefore Lhe Tax
Structure Conmitlee in 1966 that: "there should be a redistrihution of
‘that wealth so that all provinces are able teo provide to their citizens
a reasonably comparable level of hasic services, without resarting to
unduly burdensome levels of taxation', bhas been interpreted as
supporting either the philosophy of fiscal need or ol fiscal equity,
depending upon the author.
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The aim of this paper is to review two philosophies of fiscal
fedrralism, that of fiscal equity and of fiscal need; and to determine
which (il either) offers a rational and useful basis on which to build a
system of equalization grants in Canada. Sections 1l and 111 review the
economic literature; section 1V builds two theoretical models of optimal
equalization grants; section V contains some statistics measuring the
importance of grants in Canada; and section VI attempts to reconcile the
philosophies behind cqualization grants with the current programme.

11. A Philosophy of Fiscal Federalism: Fiscal Equity

The theory of public goods traditionally studies two problems: how
much of the public good to efficiently supply; and how to equitably
distribute the cost among citizens. Efficient supply can be achieved
when IMRS = MRT while the allocating of costs depends upon whether the
benefit, or abllity to pay approach is taken. The benefit approach has
the advantage than when each individual pays a tax price equal to
his/her marginal benefit from the public good, the efficiency criterion
is also satisfied since IMB = tax prices = MC so IMRS = MRT.

Once the output of public goods and the distribution of costs have
been decided, an individual faces the same level of services and taxes
regardless of where he/she lives in a unitary state (assuming all public
goods are pure). The fiscal system is neutral geographically for each
citizen. As a result, population migration within a country is affected
in theory only by private sector decisions, not by the public sector.(})
However, government provision of public goods is not (except by chance)
geographically neutral in a federal system. Some provinces with larger
tax bases will be able to provide better levelss of services and/or
lower levels of taxation than their poorer neighbours. As a result,
incentives to migrate from the low public goods/high tax provinces to
the high public goods/low tax provinces do exist. Individuals are not
treated neutrally by the fiscal system in a federal country.

This unequal treatment of equals prompted J.M. Buchanan to propose
that the federal government should ensure that equals are treated
equally either through provincially differentiated {ederal tax rates or
unconditional equalization grants to the provinces. He proposed fiscal J
equity as the criterion: that the individual should receive the same
fiscal pressure or residuum (defined as total benefits minus total l
taxes) regardless of residence.

Later R.A. Musgrave pointed out that the fiscal equity criterion |
i icall {sfied hy (i i Buct lied t} /
———although-—benefit—taxation—ensures—MHB—=tax—price;—the—tndividval———
taxpayer's surplus (total benefits minus total taxes) varies between
provinces as long as service levels vary. Buchanan concluded that MB -
tax price is a necessary but not sufficient condition for fiscal equity.
For true neutrality the individual must be able to purchase the same
quant ity of the public good for the same tax price (implying a constant
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taxpayer's surplus) repardless of residence. Musgrave disagreed,
arguing that differences {n taxpayer's surplus under heneflit taxatinn
are a given datum for location and do not distert regional allocation of
resources., He also argued that Buchanan's theory was Loe simple since
it ignored real world problems such as tax shifting, business taxation
and differences in cost functions for public services. Such fiscal
inequities should therefore be treated as the price of federalism and

that being able to receive the same Tevel of services and tax HRurden
regardless of residence is as important as simply equalizing fiscal
residua. Since Graham did not see bencfit taxation as necessary for the
achievement  of fiscal equity, his definition is somewhat less
restrictive than Buchanan's in Lerms of the distribution of taxes.

Most of the work on equalization prants since the mid-1960's has
focused not on fiscal equity but on fiscal need or horizontal fiscal
imbalance (HFI). The difficulty of applying the fiscal equity concept
in practice coupled with the distortionary effects on migration and
resource allocation assumed to accompany fiscal equity transfers have
resulted in a de-emphasis on fiscal equity as a justification for
grants. As R. W. Boadway recently concluded: "the notion of {iscal
equity as a rationale for unconditional grants has fallen out of faveur
in the economics literature.'

IIT. A Philosophy of Fiscal Federalism: Fiscal Need

Unlike the fiscal equity criterion which relates the Ffederal
government to individuals within the provinces, the fiscal need
criterion relates the federal government tn the provincial governments.
Equalization grants here are necessary to correct horizontal fiscal
imbalance: the imbalance between expenditurc needs and rcvenue wmeans
among ‘provincial governments. Due to differences in costs of providing
public services, in tax capacities and in exceptional needs, expenditurc
requirements and potentia] revenues will vary from province to province.
The Australian Grants Commission and later the Rowell-Sirois Commission
in Canada proposed that equalization grants be based on fiscal need to
enable each province to provide adequate (nationally acceptable) lcvels
of services without resorting to wunduly high (higher than average)
taxation rates.

The principle of fiscal need has beeun criticized by J. F. Graham
(1964) as being a vague concept that does not provide a clear -tationale
for fiscal adjustments and implies an organic theory of the state.
Certainly much of the literature on fisca) need dors not make any clear
theoretical justification for fiscal need. Most of the justifications
are normative, elther political or ethical, such as the Tollowing:

1. Provincial governments should be able tn provide at least minimun
uniform standards of public services across the country (reasons:
splllovers, option values, inequity tao individual).
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2. Stronp regional governments are nece55Ary lto preserve the f{ederal
character of the country: if grants arc withheld dilferences in
service levels can become intolerable and the fcderation dissolve.

3. Some national policles benefit certain regions and not others and
the latter should not be penalized.

4, The region where income is received is not necessarily the region
where the income was ecarned so granls are necessarty Lo
redistribute tax revenues.

5. Disparities in service levels are inconsistent with the concept of

-naticenhood ~ all Canadians regardless of where they live should be
able to enjoy the same level of public services simply because they
are Canadians.

6. 1f grants are withheld the relative position of the poor provinces

will deteriorate even further as labour and capital move out.

7. The exercise of self-government by Lhe regions is valuable and
justifies giving these governments sufficlient resources to perform
their Eunctions,

Two authors, Bargava (1963) and Hunter (1977?), have developed a
positive theory of horizontal fiscal imbalance that justifies the use of
equalization grants. Bargava (1963} treats the federal system as an
assoclation of provinces cooperating like a family to maximize national
wellare. He notes that each province on its own efficiently allocates
resources where M58 equals M5C of the last unit of public expenditure.
In the rich regions M5B of the last unit (and the assoclated M5C) will
be smaller than in the poorer region. The federal povernment should
therelore provide federal grants in aid to the poorer ones 50 that
province 1's MSB = province i's MSC = federal M5B = federal MSC for all
provinces i = 1,2...n. A.D. Scott (1964) strongly criticized Bargava's
paper on the grounds that il tastes differed between regions the federal
gavernment would have to develop a social welfare function to weigh the
met  fiscal advantages from public goods in each region. Provincial
autonomy would be lost with the federal government emerging as the
paternalistic and superior political entity.

Hunter later refined Bargava's analysis; pointing out the crucial
assumptions of diminishing marginal utility, tax costs treated as real
costs, and the static nature of the analysis. In Hunter's model,
national welfare is maximized where HSBy = MSCy = MSBy - MSTy for
provinces 1 and j. The federal government intervenes to vredistribute

tax revenues among provinces via grants &0 this can be acthiteved:

Scott's criticisms of Bargava can, hovever, still be levelled at the
Hunter analysis since it also requires interprovincial comparisons of
HSB and MSC. 1t we ignore this criticism then Bargava-Hunter do provide
us with a definition of horizontal fiscal balance; HFB is achieved when
HSB1 = H5C4 = MSBy = HSCJ for all provinces {1 and §. Equalization
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grants can be justified on this basis whenever fiscal aerd or HFE exints
such that MSRy = HSBJ or MCy ¥ HCy.

1¥. Models of Optimal Equalization Grants

Two basic theoretical Justifications are made for rqualizaltion
WW.M,g;gn;s,,mglhemwjj;;gl cquity approach says that grants are arcessary 1o
*"‘TFYFSQ'T‘VL’"'*VOP! sontal equity under a_ lederal Tiscal —strmctore so-—+RAb

equal individuals are treated ecqually. How Fiscal equity 15 Ta b
achieved in theory s unclear. It could require some comhination of the
following elements: (a) equalized fiscal residua or taxpayer's surplus
(b) benefit taxation; and (c) similar levels of government services and
tax burdems. Buchanan's initial definition of fiscal equity was simply
(a) - total benefits minus Lotal taxes should be the same regardless of
residence~ for any fndividual. Later Musgrave concluded that benel it
taxes (b) were sufficient for horizontal equity- Buchanan disagreed
with him and redefined the criteria as benefit taxation (b) plus
identical service levels and tax burdens repardless of rcsidence (c).
1f we assume individusl demand for puhlic gnods do not shilt as people
move from one province to anoLher (2) then Buchanan's revised definition
is equivalent to reguiring (a) plus (h) hold: rhat is, beaclit taxes
apply and taxpayer's surplus is constant regardlass ol residence. And
lastly, Graham's detinition requires that {a) and (¢} bntd
simultaneously.

The second justification for equalization grants is fiscal necd or
horizantal f[iscal imbalance between subordinate levels of government.
Many of the reasons for fiscal need Lransfers are parmative and
there{ore non-testable, huwever, Bargava-Hunter have developed a theory
that justifies the granls as mecessary for the waximization of nalicnal
economic welfare. WF1 occurs whenever MSRy * MSB and/or MSC4 = MSCy.
Equalization grants are therefore necessary to reac horizontal  Fiscal
balance between provinces.

The purpose of this section is tn build two simpic models
{1lustrating the types of equalization grants that would be requived to
achieve fiscal equity and/or fiscal need. 1 want te determipc whether
any of the above detinitions provide a sound and practical rationale lor
uncondit fonal grants and whether or nal the two goals of fiscal egunity
and HFB can be jointly achicved. Hust grants designed ta achieve fiscal
equiLy necessarily create FB or vice versa?

Let us outline a simple model similar te Hunter (1977) where there
exist two provinces, L, the low fiscal need and H, the high fiscal nesd
province. L has lower fiscal need either due e {Ls greater fiscal
capacity, lower production coOSLS far pubiie services, and/or fewer
special needs compared ro province H. Asswme cach province pravides ils
cltizens with the same pure public pond, g, prodeced under {ncreacing
cost condilions.(3) Benefil taxes are used so thar IMB - L - MG where
n repuesents each province's residents. Taste difterences and henef it



L8 A.C.E.A. FAPERS

spillovers between the provinces are ruled out. Province L can have a
larger or smaller population than H (e.g. compare Ontario and Alberta
to Quebec) but we assume the population is greater in L since this is
the usual case in practice. Horizontal fiscal balance (HFB) between the
two provinces according to the fiscal need criterinn will Le achicved
when tMBH = mcH - puBL - McL.

let us assume omne representative individual A whose marginal
benefit curve from public goods is unaffected by place of residence.
Fiscal equity [or individual A {is here easily defined due to our
assumption of benefit taxation. Since Musgrave holds that benefit
taxation alone is sufficient for Ffiscal equity we can ignore his
definition as wunioteresting. All the other definitions are now the
same: [iscal equilLy is achieved under benefit taxation when A receives
similar levels of services and taxes regardless of residence, or,
alternatively, when A receives the same taxpayer's surplus in each
province.

Figure 1 1llusirates the initial sitvation A faces in province L or
province H. H's MC and IMB curves for the publlt good ﬁ are shown.
Efficient provincial resource allocation implies pHef - mcll ac point b
so that gH is initially provided. Given A's marginal benefit curve, A
consumes gl and pays tjgHin taxes for a net raxpayer's surplus equal to
the shade area. 1f A were to reside in the low fiscal need province
his/her consumption of g would be larger ( L); the per unit tax price
lower and the taxpayer's surplus larger. Fiscal incquity clearly exists
giviag A an incentive to live in province L in order to enjoy tLhe
greater public services at lower per unit cost.

The fiscal need criterion is not satisfied either in Figure 1.
Both provinces are efficiently providing public goods to their citizens
but province B (the lower fiscal capacity; higher cost, higher nced
province) supplies a smaller quantity at higher per capita cost per unit
of g. Since EMBH > LHBL and McH o MCL  (compare points b and e¢)
horizontal fiscal imbalance exists.

If these two criteria are to be achieved, the provinces must
reorganize the supply of the public good and the distribution of the vax
costs. They must first decide whether to form a wunitary or [ederal
system, and second, what are to be the cconomic goal(s) of this system.
Let us examine some possibilities.

Model 1: form a unitary system

If the two provinces agree to merge into one system, then the
regional governments and boundaries are dissolved and a uniform lcvel of
public goods and uniform tax structure apply throughout the system. 1f
the goal of the vnitary government is to provide an efficient supply of
public goods, it will do so by vertically summing Bt and mMB to get
the total national demand for g {(now assumed Lo be a pure national
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good).  In the simplesr cvase, the marginal production costs of g would
be the wvertical sum of MCH and MCL. (4 Elfiviem productinn is rearched
at g in Figure 1, where lrom Appendix I:

LMRS = MRT or

r( w4+ el - EmcH 4 mcl)
£ n n g

Production of the public good expands In the highrr need area (states nn
longer exist) and comtracts in the low need area. Since individuals pav
according to their marginal benelils, the Jow nced arca contributes
orIgU while the high need ares contributes oqdgl in tax revenues. As it
vould have cost the low need area oskg™ (and the high need area opcgU)
to produce gU, 1t s clear that wuwitication means an  implicit
suhsidization of area H by area L raual 1o pcdg or rfks. This is the
implicit egqualization grant wecessary to provide a uniform standard of
public goods across the country paid for hy benefit taxation. The poal
of fiscal equity s clearly satisticd in a umitary stare since A's
ctonsumption of g, total tax payments and A's taxpayer's surplus are
unalfected by choice of residence. (See Figurc 1.) The gaal of HFR  uo
longer matters since only a unitary goverument exists.

Is economic welfare maximized in this wunitary systrm? As  most
public finance theorists would expect, the answer is no. Unitarmity af
consumpt ion imposes welfare losses on citizens which can be called the
“costs of centralization". These are casily measured using Figurce I.
The gailn {n taxpayers’' surplus from thec unitary system is wbdq in slate
H; the loss 1in state L is rfen. The gain in producers’ or government
surplus in state H is mpch; the loss in state L is  snek. The Lotal
gains are therefore qpcbd; total losses arc srfek. Since rfks - podq
that means net wellare losses equal Lo triangles hod plus fek arise [rom
unification.(6) As a result, [iscal equity can be achieved for any onc
individual {n a unitary system bul aL the expense of lnsses in tofal
economic welfare.

Model 2: form a [ederal system

Suppose instead the twn provinces retain their federal structure
buL decide to cooperate and maximizc national rather than pravincial
economic welfare. Since W and L now retain thelr srparate statuys no
spillovers of benefits from public scrvices ncour hetween proviaces.
The total amount mnationally supplied is therefore the sum of (the
quantities supplied by each province. The total amounts nat fonally
demanded is similarly equal to the sum of the Lwo provincial quantities
demanded. The economic goal of the federal system is thus maximization
of natfonal economic welfare subject to the constraint that the national
quanlilﬁ of i supplied must eqgual the natiowal quantity demanded (gg +
gg = Bg 0B ) Appendinx 2 demonstrates thal the Hargava-ilunter
critecion is indced the carrect ome:

.

el - omcHely - pnlply - moliqly
d 5 d s
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where the d, s subscripts represent quantities demanded and supplicd
respectively.

This procedure is illustrated in Figure 1I1. In the absence of
cooperation between H and L, L provides a larger quantity of g at a
lower per unit price to each resident. Since el < puBH and EMCL <
IMC horizontal fiscal imbalance exists. Individual A would prefer Lo
live in province L since gl s> gH, his/her per unit tax is lower, and
taxpayer's surplus higher. ﬁelther fiscal equity nor HFB therefore
occur initially. .

Efficient allocation of the public good depends significantly on
the distinction between production and provision of g. Province L can
produce g at lower marginal cost than H due to 1its greater fiscal
capacity and/or lower production costs. Clearly, given the choice,
production should be shifted from H to L wuntil mcH - mcl. However,
since the summed marginal benefits from the public good are higher in H
than L due to H's greater needs and/or smaller population, provision of
g should be shifted from L to H until EHBH = IMBL. In effect, H is a
high need - high cost province compared to L and national welfare can be
increased by shifting production to L, the low cost province and
provision to H, the high need one. This is illustrated in Figure I1
where national welfare is maximized when ):HBI = mcH (points d and c) =
ML - mcl (points f and k). In province H, gg is produced and only gg
provided; the difference is transferred to province L to fill the excess
demand = - @&l. 1n B jnitially total taxes of ombgo are paid while in
L total axes are oqeg_. Now in H, total taxes fall to oncgp with the
excess demand being filled with public goods from L equal to gl cd 84
In province L the tax bill has risen to opkgg with gl £ k gL gelng used
to finance public goods for province H. Here the qualizallon grant
occurs in kind, actual physical transfers of g between L and H with one
province's payment equalling the other's receipt. In practice, such
fiscal need transfers could be monetary - the excess of revenues over
expenditures in L paying for budget deficits in L. The point 1is that
horizontal fiscal balance clearly requires the transfer of resources
from the low fiscal need province to the high fiscal need in order to
maximize economic welfare.

The gains in welfare from this reallocation of production and
provision are casily seen in Figure J11. The gain in consumers' surplus
in H is nmbd; the loss in L is qpfe. The loss in producers' surplus in
H is nmbc; the gain 1is qpke. The consumers' gain outweighs the
producers' loss in H by triangle cbd while the producers®' gain outweighs
the consumers' loss in L by triangle fke. The net national gains are
thus triangles cbd + fke.(7)

Fiscal equity for Individual A, however, 15 not achieved diwthis

system. Although gs and g are now more similar, it [s highly unlikely
that they arc equal except by chance. It A lives initially in province
L, he/she consumes Fg At price tLy (f A lives initially in H,

consumption is gg at price LA. If A lives in province L, now the level
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ol scrvices is lower and the tax payment higher in order to [inance the
fiscal nced transfer Lo province H. A receives gy but must pay to
produce g7. Since benefit taxation is used, A pays a unit tax price

vqual to MB, from gL but ans this price for all units produced lor a
toral rtax payment of 1y APRs When all residents in L do_this. total tax
revenues of opkg’ are ranch to (inance consumption of p at  home and
the equalization grant for province . 1t now A lives in pravince U,

his/her consumption Fises Lo gl bul taxes wow need —onty “he ~ratsed—to— —

finance gH. Under benefit taxation, A pays lA per unit for a rotal tax
bill of t!gd. A's personal taxes are therefore considerably increased
in provint% L and reduced in H (note the shaded arcas in Figure 11)
while the differences in service levels are smaller.(R)

Fiscal need transfecrs therefore cause the grant-receiving province
to 1) cut back its production of the public pood; 2) increase its
consumption via equalization grants; 3) rcduce its per wunit tax price
for each resident and &) reduce each taxpayer's tax bill under henefit
taxation. In the low fiscal need province, the effeccts arc reversed: 1)
production increases while 2) consumption declines; 1) each taxpayer

faces a higher tax price and 4) a greater total rax hill. Clearty
taxpayers in the high fiscal need province gain while taxpayers in the
low fiscal nced province lose. 1If production of g is carricd out  under

constant cost conditions, these are the only gains and losses, se
obviously residents of L lose substantially under a system of Tiscal
need transfers. However, assuming increasing costs, there are
producers' gains in L from reallocating production of g to 1. and these
gains offset any taxpayer losses. Similarly in H, the producer losses
due co production shifts are outweighed by the taxpayer gains.

In summary, HFB can be achieved in a federal system but at the
expense of fiscal equity. Consumption levcls of g are now closer and
taxpayers' surpluses more similar but only by chance would Lrue fiscal
equity be achieved.

V. Equalization Grants in Canada in Practice

It is clear from these two models that the peals of [liscal egnity
and horizontal fiscal balance are to some extent in conflict. In arder
to achieve fiscal equity, an individual must be able to receive the same
level of services and pay the same taxes in each province. This
constraint forces all provinces to offer the same bundie of pure public
goods at substantial loss in producer and taxpayer surpluses. In order
to achieve HFB, production must be reallaocated to the low cost province
and consumption to the high demand province. This results in mare
similar service levels and per unit tax costs, but fiscal equity fis
unlikely to be achieved. Maximization of economic welfare is thus in
con(lict with equal treatment of equals in a federal syslem.
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In order to determine which (if either) goal is bring achieved in

practice, questions such as the following must be answered: Do
individuals pay the same tax burdens and reccive the same Irvel of
public services under the current equalization grant scheme? 10 not,

are differences between provinces shrinking over 1time? Are marginal
production costs and bencfit levels approximately equal for similar
services across provioces? 1 we are to assess the effecliveness of

gFAnLE-286 @ policy tool, these issues must he addressed.  tnfortunately,

these questions must awail a mote in-depth study than this onc.

The aim of this section is much simpler - to provide some mcasurcs
of the importance of equalization grants in Canada and their changing
role over the period 1963-64 to 1978-79. These years were chosen at
five year 1intervals to coincide with the following Federal-Provincial

Arrangements: 1962-67, 1968-71, 1972-77, and 1978-82. In the first
period, only three revenue sources were cqualized; this was expanded to
sixteen in the second and twenty-three sources in the third period. In
1974-75, equalization with respect to oil and gas was limited to

one~third of "windfall" revenues. In the 1977-82 agrecment, earh
province's grant iIs calculated as . the sum total of its pnsitive and
negative entitlements from twenty-nine revenue sources. An entiflement
ts determined as the difference between each province's percent share of
the national tax base and its share of the population applied to  the
aggregate tax collections for that base. Only ene-half of provincial
revenues f{rom non-renewable resources are included and equalization with
respect to thesc revenues is subject to a ceiling of one-third of tatal
equalization payments.

Tables 1 - 3 measure equalization grants as a percent of federat
transfers, provincial own gross reveuves and provincial GHP. They
highlight the ({increasing dependence of the recceiving provinces,
especially the Atlantic Provinces, on these grants. Table 1 measures
the share of equalization payments in total federal transfers to the
provinces. For provinces receiving equalization, the share haz risen
from 21 percent to 45 percent of federal transfers. In the Arlantic
Provinces, equalization grants now account for over 50 percent of all
federal transfers. Equalfzation grants as a percent of prévincial own
gross revenues also show a dramatic increase in Table 2. 1In 19613 -64,
the grants were 9 pcrcent of revenues for provinces receliving
equalization; in 1978-79 this climbed to 17 percent. In the Atlantic
Provinces, the grants now represent between 48-63 percent of provincial
own revenues. Tabie 3 demonstrates the same increasing role of
equalization grants grants with respect to provinctal GDP. Crants now
range between 7-12 percent of GDP in the Atlantic brovinces compared to
3 percent for all receiving provinces.

Clearly the pgrants have grown significantly over this period
although their relative growth has been slower since [973-74. The
Attantic Provinces are dependent on the grants te a much greater extent
than any of the other provinces and this is unlikely to chanpe in the
foresecable future. Some Lndication of the effects of these grants on
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Table 1

Equalization Grants as a Percent of Total Federal Transfers to Provinces

1963-1978

Total Federal

Equalization as ¥ of Federal Transfers Transfers to
Provinces 1978-9

Province 1963~ ~  1968-9 19734 1978-9 4 Mlllion

MED 20.4%2 48.5% sh kg 54,32 $ 579.8
PEI 20.4 h7.6 L8.2 51.6 147.4
NS 31.1 Is.0 54.7 55. 709.3
NB 2T.4 9.7 9.4 51.1 634.9
QUE 21.4 43,3 45.9 ny,2 3,055.1
ONT - - - - 2,304.8
MAN 19.8 30.7 38.5 38.7 602.14
SASK 34.5 12.9 53.3 7.3 362.0
ALTA 2.3 - .G - 650.9
BC - -~ -~ - 754.5
Total 15,53 24.5% 29.3% 21.53 $9,801.1
Total .

Receiving  21.4% 1.2 48.1% uu, 7% $6,090.9
Provinces

% Alberta treated as non-receiving province in 1973 in all Tables
(grant was $286 in 1973)

Sources: - Statistics Camada, Provincial Goverrment Finances-Revermes and
Expenditures, Catalogue No. b8-207, various years.
- Canadian Tax Foundation, Provincial and Municipal Finances, 1979.
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Table 2

Equalization Grants As A Percent OF Provincial Gross

Revenues From Own Sources, 1963-1978

Lamy
Equauzatlon a5 % of Owrr ﬁrossﬂevcme& GP?S&Revewesm ------- S

-9
Province 1963-4 1968-9 1973-4 1978-9 $ Million
NFLD 30.6% 62.82 56.8% 52.5% § 599.3
FEI 26.3 52.9 51.9 2.8 121.0
NS 23.3 u7.7 u2.9 51.7 762.8
NB 23.6 Ly y 39.8 48.4 670.0
QUE 7.6 12.8 11.8 12.3 10,943.2
ONT - - - - 11,696.6
MAN 9.0 13.0 19.5 20.5 1,138.7
SASK 10.4 4.0 32.0 1.6 1,637.8
ALTA .0 - .0 - 5,975.7
BC - - - - 4,058.0
Total 4.7 7.0% B.3% T.2% _ $37,603.1
Total

Recelving 8.92 17.7% 19.1% 17.1%  $15,872.8
Provimces

Sources: - Statistics Canada, Provinclal Govermment Firances-Revermes and
’ Experditures, Catalogue Ro, 68-207, various years.
— Camadian Tax Foundation, Provincial ard Municipal Finances, 1979.
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Table 3
Equalization Grants As A Percent of Provinclal Gross Domestic Product At Market Price

1963-1978
Provincial
Equalization as ¥ of Provincial GDP GDP

1978
Province 1963-4 1968-9 1973.4 1978-9.  $ Million
NFLD 2.5% 7.4% 9.82 10.5%2 $ 2,987.8
FEL 2.5 6.9 9.5 12.0 633.7
NS 1.7 4.3 6.0 7.0 5,636.1
NB 1.9 5.3 6.2 7.4 4,396.5
QE 0.6 1.5 2.0 2.4 56,180.9
ONT - - - - B2,940.0
MAN 0.6 1.3 2.4 2.5 9,300.3
SASK 1.0 0.5 3.8 0.3 9,661.5
ALTA 0.1 - 0.0 - 28,128.9
BC - - 27,890.7
Total 0.3% 0.5% 1.2% 1. 2% 37 756.4
Total
Receiving 0.7% 1.9% 3.0% 3.1%2 $ 88,796.8
Provinces

Sources: - Statistics Canada, Provincial Economic Accounts: Experimental Data, 1978.
-~ C.T.F.; Provincial and Municipal Finances 1979.
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pravincial per capita gross revenues and expenditures can be sren in

Table 4. This table compares cach pruvince's per capita revenurs
{expenditures) to the national average. Newloundland, P.E.I. and
Alberta consistently have above average per capita revenues
(expenditures) while Quebec moved above the averape and British Columhia

below the average over the period, If one compares the average for
provinces receiving equallzation to the average [or nonreceiving
provinces, it 1s clear that receiving pravinces on average now. have ...
higher per capita revenues and expenditures than the non-rrccivers
(Onrario, Alberta, B.C.).

Higher per capita expenditures can he indicative of higher costx aor
scrvice levels. Some indication of changing service levels can be seen
in Table 5 which shows provincial employees per 1,000 provincial
population. In 1963, there were on average 16 provincial emplayers for
every {,000 residents with the highest numhers ‘in Saskatchewan and

. Alberta. The average has now risen to 22 (with New Brunswick recording
an astonishing 41) civil servants per 1,000 residents. The Atlantic
Provinces recorded higher than average per capita employment levels over
the whole period. Given the fixed overhcad nalure of many public
services, it 1s probably true that substantial ecrnomics of =scale in
public employment exist so that small provinces such as Atlauntic
Provinces require higher per capita employment levels to provide a given
level of service. A rough measure of how rapidly proviaclal puhtic
employment has prown as provincial population increases can he seon by
computing the elasticity of employment with respect to popuiation
changes. (see Table 5.) With the exception of New Brunswick and
Saskatchewan, these estimates are moderately clastic, ’

B In summary, this section demonstrates the increasing (mportance of
equalization grants particularly to the Atlantic Provinces. Per capita
revenues and expenditures of equalization prant recelving provinces now
exceed those of nonreceliving provinces. Perfiaps as a result ol these
grants provincial civil service employment in prant-receiving provinces
has expanded more rapidly than the mational average.

V1i. Conclusions

The purpose of fiscal need transfers is to enable each province to
provide adequate service levels without wnduly high tax rates. The
purpose of fiscal equity transfers is to enable each citizen to receive
Lhe same public services at the same tax cost where ever hc/she resides.
Individual citizens can be trealed equitably under a fcderal system |if
equalization grants are used Lo provide similar service levels across
the nation. The cost of achieving [iscal equity is the effliciency loss
that accompanies uniform production and consumption of the public good.

1f horizontal fiscal balance is the objective, maximum national wrliare
can be achleved by reallocating productina of public goods to low cast
producers and consumption Lo high demand  consumers. Differences in

servicc levels and per wunit benelit tax rates are reduced but fiscal
equity is wnlikely to occur.
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Tnable 4
Per Capita Gross Provircial Revenues and Expenditures By
Trovince As A Tercernt Of National Average Per Capita
Provincial Revenues and Expenditures
1963-1978 L
Per Capita Revenues by Province Per Capita Expenditure by Province
as % of National Average as & of National Average
Province 1963-4 1968-9 1973-4 1978-9 1963-4 1968-9 1973-4 1978-9
NELD 103% 106% 103% 102% 119% 123% 115% 106%
PEI 107 102 121 109 114 102 123 107
NS 81 91 96 86 84 100 98 89
NB 88 103 104 93 94 111 105 96
QUE 92 98 106 110 98 98 105 114
ONT 97 98 92 82 96 99 98 86
MAN 85 92 94 84 92 88 96 88
SASK 129 102 98 105 119 98 89 103
ALTA . 125 116 116 166 106 114 104 127
BC 120 106 101 94 113 95 92 96
National
PUeTAES  g2u0  $BB  $1,004  $2,020 $252 $498 $995  $2,054
Capita
$
Average
for .
Provinces $236 $478  $1,048 $2,093 $253 $U9h $1,022  $2,197
Receiving
Equalization
Average
for
Provinces . _
Not $2u5 $498 $986  $1,962 $251 $501 $972 41,938
Receliving
Fqualization
Ratio of
Recelving
Average 0 .96  0.96  1.06  1.07 1.01 0.99 1.05 - 1.13

Hon
Recelving
Average

Sources:—- Statistics Canada, Provincial Govermment Finarces-Revenues and

Expenditures, Catalopue No. 68-207, various years.
- Canadian Tax Fourdation, Provincial and Municipal Finances, 1979.




9

QUALIZATION GRANTS

E

M v e

TRTOUTAGLY a1 -

‘sIBaf | SNOTJIBA l00~z2. "ON onFoTelr) ‘IjusuwAcTOLE JUSULLIDAOH dﬂoﬁ?o& ‘gpeue) E0TISTAEAS =~ (E90JNOE
saoupnoad IYBTI JRAD STBIRAY 4
(Rh t2 Fidad £ 25 G2 [ nee o1 0L £°93 SHBISAY
nhs g - 1°05 §N ‘YN VN ‘YN VN x
2l6'1 OrE f"0n 12T A3 T4 0°92 502 YITV
056 g9rg2 hd gh 02t L'ST 9°te t 2e ¥SYS
TE0°T Lty cg oy G n2 G ET §e2 69T NV
99n‘g 12 £°TE 59 2Lt A 161 9°ET IND
6gz‘g - 641 VN 902 04T 9°2T “¥'N s
869 groz €1 zgz T°Th 9'9E G 61 6 91 =N
whg 1L 9°TI 24 2 ot g 12 9'92 g SN
Z21 5 0°hT 6TT g'he T 28 2°62 2'g1 I3
1.8 2y 2L6T ¥6L° 062 lee 9'cz 161 i
(000 () Aatoraseld 8L~t96T RL-£98T  gL6T ‘980 £l6T "99Q B96T '98Q  £96T '03Q R T CEE]
8L6T' 300 uor3ETdod  qusuforduy
uorjsrndog Uy aBrey) 3 Te3aL
ut a3uey) £

§8TIUSRY POTTIY PUY SIUSWLIBAO) TETOUTAGM JO €aafordug

PO6T~ES6T ‘BpEUED
uotseindog TETAUTAGIZ Q00°T J93

§ FIEVL




60 A.C,E.A, PATERS

In practice, Canadian equalization grants have transferred
substantial revenues to the low [lscal capacity provinces. Since the
grants are not directly paid by the high capacity provinces but by the
federal government from i{ts pgeneral revenues, Lhe effects of the
transfers are not as simple as the theory would suggest. In [act the
torm "equalizaten grant® Is actually a misnomer slnce the Canadian gram
formula does not equallze; lr raises the fiscal capacity of the lower
capacity provinces wup to the national average. Because provinces with
higher than sverage [iscal capaclity do not pay a nepative pgrant,
differences still remain after equalization. KA more accurate title Is
*f{scal capaciity adjustment transfers” (Lynn, 1967) with the adjustments
being patd owt of federal revenues.

The aim of Lhis paper Is to review the philosophies of [iscal
equity and fiscal nced and to determine which (4 elther) offers a
rational and useful basis for equalization grants. Clearly the uni{orm
service levels required for fiscal equity result {in substantial
efficiency losses. MAchievement ol horizontal fiscal balance is
efficient and Increases natlenal economic welfare, but {t too is nat
without costs, Marginal bene{its and costs af public pgoods must be
measured and compared in order to efficliently altocate productien and
cnsumglLion. Froblems of preference revelatinon; tnterpersonal
comparisons of wLility, and measuremeant af production costs plague any
atlempt to measure ILMSB and MSC for each provloce in practice. Allowing
for spillevers of benefits and economies of scale in production would
complicate the analysis. A testlmony Lo the severity of these problems
has beea the reluctance of the Canadian goveranment to measure the
expenditure needs of each province. Subjective judgements would have to
be made by the federal government (or some governmeni body) im order to
compare interprovincial IMS5B and MSC.

Tn practice, the current Canadian grant system achieves neither
fiscal equity nor WFB. It increases che Flscal capacity of the low tax
revenve provinces vp Lo the pational average. These extra reveopues, now
equal to 17 percent of provincial own vrevenues are used by the receiving
provinces to raise service levels and/or reduce tax burdens. Perhaps
achievement of [(iscal equity and/or horizontal fiscal balance s
{mpossible in practice and the Canadian system 15 a reasonable
compromise with realily.

The success of this compromise is a1 present being severely tested
by the rapid growth in Alberta’s o1l and gas revenues which increase the
differences {n provincial fiscal capacities and raise the level of

—equrlization grants. The federal government may be [orced into an

“asEeEsment oi-provincial-noeds in order to_preveni
from skyrocketing. Clearly the national efflciency g
of fiscal need grants justify the retentian of the grants. The preblem
{5 Lo establish a prant scheme such that all provinces share in the
benefits, not just the receiving provinces,

gains Trom 3 sy§tem
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Foolnotes

(1) Once one allows for local public goods and local raxation (both nf
which exist in unitary states) this is ol course no longer true.

(2) This rules out such geographlcally specific public goods as  spaw

~~~~~~~~~~~~~~~ removat—and-martnetransports—

(3) Most auvthors assume constant cost of production for public pgoods
which implies that taxpayers’ surplus equals total economic welfare. To
illustrate the possible producer pgains f[rom federalism we assume
increasing cost conditions.

(4) 1f economies of scale exist, then MCU < HCE 4 ucH. We ignore this
possibilit sinc it nnecesqarlly complicates the analysis, (%) Or
where IM gu - MC par HCﬂ Mph gu as shown in Figure 1.

(6) 1f economies of scale in production of g exist, then these net
welfare losses will be smaller. This point was earlier made by W. R.
Oates (Fiscal Federalism, Harcourt Brace; 1972) where the potential
losses from increased centralization of decision making must be cumpared
to the patential cost savings from collective consumption. Ecnnemies of
scale in production might justify central production of g which rould
then be distributed by lower levels of pgovernment (e.g. R.C.M.P.
services versus local pelicy) rather than the formation of a wunitary
system, central provision, and the end of lccal povernments. The
distinction between production and provision of governmenl services s
important here.

(7) These gains are similar to W. R. Dates® gains {rom
decentralization (1972).

(8) R.E. Robb has pointed ocut to me that If the IMB curves in the two
provinces are 1identical, HF1 arises only on the supply side due to
differences in production costs andfor fisgal capacities. Tn this
maximizing natiomal welfare will mean g ~ g; after transfers., Since A
now. consumes the same level of public services and pays the same per
unit tax price, 1t appears that baolth Fiscal equity and HFR can be
simultaneously achieved. This does not happen, however, berause A pays
t for esch unit produced, not consumed. Since gg > gg. A's Lax payer
surplus will be smaller in the low Fiscal need province. Also, similar
IMB curves iIn two provinces, even assuming Iidemtical tastes, are
probably unljkely in practice.
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APPENDIX 1

where n represents the residents of each province amd g, the quantity of the
public good.

Maximize W = W’ + W1 subject to the constraint that
glegl-d=gdl-¢g
c3)w=[{m’*(£‘)-—-m"(g")+[[m“ @ - @ e @ -
) awrgh = T @ -mt (@) - =0
(5)?ﬁng"={m" @ -t @H+a-o0
L

(6) awar =g - gt =0

which can be rewritten as:

M Imh )+ T () -l () e (m) =

vhere 1 15 the shadow price or the optimal 4mplicit equalization grant per umit
of the public good.
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APPENDIX 2

where gg represents the quantity produced of the public good and g4 represents
the quantity provided,

Maximize W = W + W subject to the constraint that
AL AT
(3) wQIzMB’“ ) - e (&) +]zma” gy -1 (@) e gk gl -
() aiazg =] M (g) -2 =0
(5) aW/ags = ol (gh) + 1 = 0
6 g = I v () - =0 .
(7) aw/ag) = - mH () + 2 =0
(8) 2Py = g;‘ + g;[ —-‘gg - Eg -0
vhich can be rewritten as:‘
(9 [ " gl = T v (g = mo gy - mdt (gl <

vhere ) 1is the shadow price or optimal equalization prant per unit of the public
good.,





