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FEDERALISM AND FISCAL EQUALIZATION IN
CANADA AND THE UNITED STATES, 1990 - 1999

This paper examines the system of intergovernmental transfers in Canada and the United States
from 1990 to 1999. The analysis focuses on (1) the effects of federal transfers on the revenues of
subnational governments and (2) the relationship between federal transfers to subnational units
and the fiscal capacity of those units. Equalizing transfers are transfers whose distribution is
inversely proportionate with a subnational unit’s fiscal ability or capacity. During the 1990’s,
Canada’s system of intergovernmental transfers has explicitly attempted to equalize the fiscal
capacities of the provinces. The effects of the U.S. system, on the other hand, have been unclear.
Coefficients describing the relationship between the per capita receipt of federal transfers and the
fiscal capacity of the states (as measured by both per capita GDP and per capita income) in the
U.S. are at times positive but, for the most part, statistically insignificant, indicating that state
fiscal capacity is not a very important factor in the distribution of U.S. federal transfers.
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I. Introduction

In a federal country, decision-making powers are divided between a central
government and several regional governmental units. Each level of government is
constitutionally assigned rights and responsibilities in an attempt to better respond to
regional differences while abiding by national policies. Yet when lower level
governmental units are limited to the resources within their boundaries, disparities in
resources among regions will lead to problems of rich and poor regional governments.
Intergovernmental transfers from the central government to regional units are often used
in federations in an attempt to achieve a balance between resources and responsibilities
and to ensure that a citizen can enjoy a standard of living similar to anyone else in any

part of the country.

The purpose of this paper is to examine the system of intergovernmental transfers
in Canada and the United States during the 1990’s, focusing on the effects of federal
transfers on the revenues of regional governments and the relationship between these
transfers and the fiscal disparities of the regions in both countries. Focusing on the last
decade will provide a recent but also fairly comprehensive examination of Canadian and
American federal transfers.  The paper begins by dealing with the role of
intergovernmental transfers in a federal system. The section continues by explaining the
federal systems in Canada and the United States and the use and importance of grants
within those systems. Section 3 presents a review of the literature on the topic of grants
and fiscal equalization in Canada and the United States. Section 4 looks at the source of
the imbalances — the demographic and economic disparities between provinces and states.
Finally, sections 5 and 6 present the empirical analysis: Section 5 shows what effects
federal transfers have on the fiscal disparities of the regions by comparing regional
governmental revenues before and after funds from the federal government are
distributed. Section 6 examines the relationship between the major grant programs and

the fiscal capacities of the states and provinces.

" In this paper, unless stated otherwise, “region” will refer to the subnational units of states or provinces.



II. On Federalism, Grants and Fiscal Equalization

It is the co-ordination but also the independence between a central government and
the regional units which gives a federal country its balance. A federal system can provide
unity in matters of stabilizing the national economy, assuring an equitable distribution of
income and providing public goods that are national in scope, but it can also ensure,
through the autonomy of its regional governments, that public services and goods suit the
tastes and needs of the residents of the various jurisdictions.” However, while the central
government has access to the resources of the citizens of the entire country, the regional
units are limited to the taxpayers that reside within that region’s boundaries.” This can

lead to imbalances in a federal system.

The existence of rich and poor regional units leads to horizontal inequities. A widely
accepted principle in the area of federal finance is that individuals in similar economic
circumstances, regardless of their place of residence in the country, should receive similar
treatment from government in terms of services and taxes.* Yet this principle is
Jeopardized if a resident’s regional government, due to inadequate revenues, is unable to
provide nationally comparable public services at similar tax rates. The real price of
public goods and services, measured by the individual’s tax bill, increases compared to
the prices in other regions of the country. A wealthier region, with its superior resources,
will be able to meet its fiscal responsibilities with less effort (1.e. lower tax rates) than the
poorer region. Hence, despite identical nominal incomes, the resident of the poorer
region will face a greater tax burden for the same level and quality of public services as

the resident of the wealthier region — two equals being treated unequally.’

There are two possible solutions to this imbalance. The central government may

administer geographically discriminatory personal taxes, in which the federal rate of tax

* Qates (1972), p.15

* This assumes that tax exportation — taxes coming from nonresidents — is not feasible or is not significant
to a regional government’s budget.

* See Buchanan (1950), p.587, Oates (1972), p-81, Hobson and St-Hilaire (1993), p-14, or Boadway (1998),
p. 58

> Oates (1972), p.83



varies proportionately with the wealth of the region (residents of rich regions pay higher
rates of federal tax), or equalizing transfers may be distributed to the regional
governmental units, with poorer regional units receiving more per capita funds than the
wealthier ones. A federal tax system based on geography and the wealth of regions
would very likely be unrealistic; therefore, intergovernmental transfers seem to be the
most suitable mechanism in correcting the “rich-region poor-region” problem in a federal

system.

Two basic types of transfers are used in federal countries: conditional transfers
and unconditional transfers. In the case of conditional transfers, the government
responsible for providing the funds, dictates how the money is to be spent. The
“condition” can be as vague as a general area, such as health or transportation, or as
precise as a specific program. Unconditional, or general-purpose transfers, may be spent
according to the recipient government’s priorities or, as is sometimes the case, simply
used to provide tax relief. Canada, concerned with equalizing the fiscal capacities of its
regional governments, makes significant use of unconditional transfers. As discussed

below, the United States relies heavily on conditional, or specific-purpose grants.

Federalism, Grants and Fiscal Equalization in Canada

The strength and autonomy of Canada’s provinces have tempted many to label
Canada the most decentralized federation in the world. Beginning in the early 1960’s,
provincial governments accumulated considerable responsibility in the areas of taxation
and public expenditure.  Provinces have control over health, education and social
assistance while their authorization to tax stops only at international trade.® While this
widespread provincial authority and responsibility ensures that regional needs are met, a

province’s own revenues are often not sufficient to match the needed expenditures.

® Vaillancourt (1999), p.2
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Figure 1 illustrates the importance of Canada’s federal government relative to
provincial governments in the areas of spending and revenue since 1950. Federal-
provincial ratios, which measure this importance, have fallen in both areas since the mid-
1950’s, with a sharp downward trend from 1955 to 1970. This demonstrates the shift in
taxing and spending powers from the federal government to the provincial governments.
However, while provincial expenditures have exceeded federal expenditures since the
late 1960’s, the federal government still collects more revenue than the provincial
governments (though barely since 1980). Transfers are then made from the federal
government to the provinces to correct this vertical fiscal imbalance — the fact that the
provinces spending responsibilities exceed their revenues while quite often the opposite
1s true for the federal government. Moreover, as described above, transfers from the
federal government may also be needed to ensure that horizontal inequities in a

federation do not lead to varying levels and qualities of services.

This decentralization of the Canadian federation has shaped the country’s system
of intergovernmental transfers. The 1950°s witnessed the introduction of a number of
conditional grants and federal-provincial cost-sharing programs for health insurance,
post-secondary education and welfare, as well as the creation of the equalization
program. However, as the provinces increased their demands for greater discretion and
the federal government looked to control its spending, the cost-sharing arrangements
covering health and education were eventually replaced by a block grant from the federal
government. This block grant, introduced in 1977 as Established Programs Financing
(EPF), accommodated the wishes of both levels of government; the provinces could set
their own spending priorities in post-secondary education, hospital insurance and medical
care (the “established programs”) with few restrictions while the federal government’s
contribution was limited, growing at a rate determined by per capita GNP and per capita
tax collections.” Each province received an amount, half of which came as a cash
transfer and half as a transfer of tax points, according to their portion of the population.
In 1996, EPF was blended with Canada’s social welfare program (Canada Assistance

Plan) to create the Canada Health and Social Transfer.

7 Perry (1997), p.173



Canada now essentially has two major transfers: the Canada Health and Social
Transfer (CHST), a conditional transfer with very few conditions, and the Equalization
program, an unconditional grant. The simplicity and virtual lack of restrictions in the
Canadian system demonstrates Ottawa’s apprehension of infringing upon provincial
freedoms in setting priorities and managing public programs. Table 1 shows the size of
Canada’s two major transfer programs along with total cash transfers from 1989-90 to
1998-99. In addition to the CHST and the Equalization program, there are a number of
“small” federal transfers, which have totaled between 3 and 4 billion dollars throughout
the 1990°s.® Table 1 also does not include the federal transfer of tax points, which made
up more than 50% of the CHST transfer in 1998-99.° The exchange of “tax space” is for
tax points that were relinquished to the provinces in 1977. Therefore, Table 1 focuses on

cash transfers from the federal government to the provinces.

TABLE 1
Equalization, CHST and Total Transfers in Canada
Cash Transfers, 1990 — 1999

Year | Equalization CHST Total Transfers| Total Transfers | Totalas% | Totalas %
I ($millions) ($millions) ($millions) | percapita($) | of GDP | of Fed.Spending
| |
1989-90 | 8155 | 13715 | 26,446 965.90 3.9 17.9
1990-91 | 8,261 | 13861 | 26,592 956.87 | 3.9 16.9
199192 . 8075 | 14961 | 27298 |  970.78 ; 3.9 17.0
1992-93 | 7377 | 17,916 | 30,758 | 1,077.65 | 4.2 18.8
1993-94 | 7756 | 16,830 | 29,669 | 102517 | 3.9 18.3
1994-95 | 8543 | 17,331 | 32,004 | 1,004.12 % 4.0 19.0
1995-96 | 8,801 16790 | 31,046 | 1,04865 | 3.7 { 19.2
199697 | 8796 | 15127 | 26565 | 89529 | 3.0 17.0
1997-98 | 8,292 12500 | 24805 = 82719 | 2.8 3 15.4
1998-99 | 8,482 16,018 | 28343 | 937.02 3.0 j 16.4
Sources: Transfers: 1989 90 to 1995-96: Perry (1997), tables A.48 to A.54
1996-97 to 1998-99: Finances of the Nation, table 8.1
Statistics Canada: CANSIM matrices 8182-8191
GDP: Statistics Canada: CANSIM label D44959
Population: Statistics Canada: CANSIM label D31248

Notes:

Federal spending: Statistics Canada: CANSIM label D25776
CHST: Before 1996-97, this is the sum of Established Programs Financing (EPF) and Canada Assistance
Plan (CAP)

i , Vaillancourt (1999b), p.3
? Treff and Perry (1998), p.8:2
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Canada Health and Social Transfer (CHST)

While Canada’s system of transfers is straightforward, the transfers themselves
are far from uncomplicated. In 1996, Canada’s last major federal-provincial cost-sharing
program, the Canada Assistance Plan (CAP), was combined with the block transfer for
health and post-secondary education, EPF, to form the Canada Health and Social Transfer
(CHST). Much like the introduction of EPF in 1977, the CHST allowed the federal
government to reduce its contribution to the provinces (since CAP transfers were
determined by provincial spending) while provincial governments now had considerable
flexibility in social welfare. Once again, Ottawa’s ability to impose national standards on
the provinces was weakened.'® Essentially, the only obligations that now rest with the
provinces are to provide social assistance without imposing minimum residency

requirements on recipients and to respect the principles of the Canada Health Act.!!

As mentioned above, the CHST is composed of a cash and tax transfer. The tax
transfer is an exchange of tax points between the federal and provincial governments; the
provinces increase their income tax rates while the federal government reduces its rates
by an equal amount." The federal government determines the cash component of the
transfer by subtracting the total value of tax points from total CHST entitlements (the

sum of cash and tax points). The calculation is as follows >

TOTAL CASH TRANSFER
+ TOTAL VALUE OF TAX POINTS

= TOTAL ENTITLEMENTS AVAILABLE TO PROVINCES

X POPULATION WEIGHT OF PROVINCE j

= TOTAL ENTITLEMENTS TO PROVINCE ]

- VALUE OF TAX POINTS

10 |, Perry (1997), p.263
Treff and Perry (1999), p.8:12
2 Bird and Vaillancourt (2000)
"* Commission sur le déséquilibre fiscal (2001), p.10
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= CASH TRANSFER TO PROVINCE j

The tax points consist of 14.9% of the basic federal personal income tax and 1.0%
of taxable corporate income.'* However, since a tax point will raise more revenue in a
richer province than in a poorer province, richer provinces receive a smaller per capita
cash transfer. Table 2 lists CHST cash transfers by province for 1998-99. Per capita
amounts vary since the CHST included a limit on the growth of transfers to the “have
provinces” (British Columbia, Alberta and Ontario). Thus the CHST includes an
equalizing component. These disparities in per capita payments were scheduled to be
removed by 2001-02, when all provinces should receive $1,067 per capita in total

entitlements (tax and cash transfers).15

Equalization

The objective of Canada’s second major transfer is to reduce the horizontal
imbalances among the provinces. Initiated in 1957 and enshrined in the Constitution in
1982, Canada’s equalization transfer program has always focused on enabling all
provinces to provide “reasonably comparable levels of public services at reasonably
comparable levels of taxation”.!® The equalization formula is based on the difference
between the per capita revenue yield that a particular province would obtain using an
average tax rate and the average per capita revenue yield in the five “representative”
provinces, which are all the provinces except resource-rich Alberta and the poorer
provinces of New Brunswick, Nova Scotia, Prince Edward Island and Newfoundland.
The current formula considers 33 revenue sources ranging from a province’s personal and

corporate income taxes to gasoline and tobacco taxes to lottery revenues.'” The

" There is an additional step in the province of Quebec. In the 1960’s, Quebec opted-out of a number of
federal conditional grant programs and therefore the province receives an additional transfer of tax points
equal to 16.5% of basic federal tax. The province then returns the value of three basic federal tax points to
the federal government for a program that was discontinued in 1974. See Commission sur le déséquilibre
fiscal (2001), p. 10.

" Commission sur le déséquilibre fiscal (2001), p.11

16 Constitution Act (1982), Section 36

" Treff and Perry (1999), p.8:5
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differences are summed for all 33 revenue sources and those provinces with a deficiency
at the end receive an equalization transfer based on the size of that deficiency.'® Hence,
the equalization program entitles all provinces to per capita revenues equal to the
potential average of British Columbia, Saskatchewan, Manitoba, Ontario and Quebec."’
Table 2 shows how much each province receives under Equalization in both dollar and
per capita amounts. While the four Atlantic Provinces receive the most in per capita
terms, almost half of all equalization dollars are paid to the province of Quebec. Over the
last thirty years, British Columbia, Alberta and Ontario have been known as the

“contributing provinces” since they do not receive any equalization payments.

Table 2 also illustrates the importance of federal transfers to each province. In 1998-
99, federal transfers accounted for less than 10% of total provincial revenues in the
“have” provinces. In Atlantic Canada, these transfers are much more important, making
up more than 40% of Newfoundland’s total revenues. Over the last decade, it is clear that
the intention of Canada’s system of intergovernmental transfers is to redistribute
revenues among the provinces while respecting the discretion of those provinces in the

use of federal funds.

Federalism, Grants and Fiscal Equalization in the United States

Perhaps one of the most surprising aspects of the U.S. federal system is how
“unfederal” it is compared to other federations. There are such overlaps in authority
between Washington, the states and the municipalities, that it is difficult to identify any
clear distinctions between state, federal and even local functions. For instance, it may
seem odd to a Canadian, accustomed to the strength and autonomy of the provinces, that
in the United States, federal and local governments play active roles in the areas of

health, public housing, education and transportation. In fact, the responsibilities of the

** However, those provinces with excess capacity do not make payments —~ they simply do not receive any
equalization transfers.
" Boothe (1998), p.12
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U.S. federal government often extend into such fields as local libraries, zoning

. . 20
regulations, mass urban transit and even pest control.

Much of this intertwining of powers is due to the traditional roles and strengths of
both state and local governments. Compared to the Canadian provinces, U.S. states are
relatively weak. In his comparative study on federal finance, Richard Bird labeled the
states as “little more than yet another public sector pressure group and a set of
administrative agencies intermediating in some respects between the federal government
and the local governments and citizens”.>’ While the states have since, to a certain
extent, “shed their image as the “weak links” in the federal system”*?, Bird’s comment
does highlight the dominance of the federal government and the significant importance of

local governments relative to the states.

This dominance of the federal government is clearly reflected in the U.S. system of
intergovernmental transfers to state and local governments. In the United States, there
are three types of grants-in-aid: categorical (specific-purpose) grants, block grants and
general-purpose assistance. Over 80% of the more than 600 U.S. federal grant programs
in 1996 were categorical®. It has often been suggested that the preference for categorical
grants in the United States stems from a mistrust of the states. Frustration on the part of
the federal government, caused by the states’ neglect, inadequacy and unwillingness in
dealing with problems traditionally under their authority, led to the dependence on
categorical grants that ensured specific levels of public goods and services rather than

providing the capabilities of supplying such levels, as is done in Canada.

In 1995, the so-called “Devolution Revolution” (a plan to transfer more power from
Washington to state governments), along with federal deficit pressure, increased the
support for block grants. Block grants, although a type of specific-purpose grant, provide

funds for a broadly defined functional area and thus give recipients some discretion in the

* Wilson (1998), p.224
1B1rd(1986) p.147

2 Pagano and Bowman (1989), p.12
* Posner and Wrightson (1996), p.88
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use of the funds. In the United States, these grants are usually the result of the
amalgamation of a number of previously existing categorical grants in a specific policy
area. For instance, the Temporary Assistance for Needy Families Block Grant (TANF)
replaced three categorical grants in 1997: Aid to Families with Dependent Children
(AFDC), Job Opportunities and Basic Skills Training (JOBS) and Emergency Assistance
(EA) — each one with very specific el gibility criteria and directives. States now recejve a
lump-sum payment that may be used in any manner to meet the objectives of the program
thus giving state governments greater flexibility in managing the programs. But this
increased flexibility comes at a cost. As entitlement (a form of categorical grant)
programs, AFDC, JOBS and EA were adjusted to match economic conditions; costs were
not capped and the number of beneficiaries and the amount of benefits increased as the
state of the economy worsened. Using a lump-sum payment, the federal government is
able to reduce its domestic spending. In the words of two experts at the U.S. General

Accounting Office,

From a budgetary perspective, block grants have distinct advantages as a tool of
cutback management. From the national viewpoint, coupling budget cuts to grant
consolidations and regulatory relief can help gain needed state support for reduced
federal spending. Also, the federal government can reduce its political liabilities by
shifting the burden of making painful choices to the states. The states, in turn, can
lay responsibility for the decisions they eventually must make at the federal doorstep
because the federal government imposed the cuts initially.**

While the creation of block grants does help the federal government in its struggle with
deficits, the removal of strict conditions on funding for a number of programs gives the

states considerable authority and strengthens their role in the U.S. federal system.

1996 appears to have been a significant year for both provincial and state
governments. With the introduction of a major block grant in the United States and the
creation of the CHST block grant in Canada, both Washington and Ottawa conferred a

greater degree of flexibility upon their regional governments while accepting a reduction

* Posner and Wrightson (1996), p.92
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in their ability to impose national standards. Unquestionably, the threat of mcreasing

deficits made this option relatively more attractive to the two federal governments.

Table 3 presents total U.S. transfers in both absolute and per capita dollar amounts
and as percentages of U.S. Gross Domestic Product and total federal spending. Amounts
for Medicaid, the United States’ largest grant program, are also listed. Medicaid’s
importance has increased significantly over the 1990’s, rising from roughly 30% of total

U.S. transfers in 1989-90 to 40% in 1998-99

TABLE 3
Medicaid and Total Transfers
in the United States, 1990 — 1999

Year Medicaid | Total Transfers| Total Transfers| Total as % | Total as %
($millions) | ($millions) | per capita ($) of GDP | of Fed.Spending
% J f I I
1989-90 | 40,857 | 135325 | 54246 | 24 g 10.8
1990-91 | 52,583 | 154,519 |  612.80 ; 2.6 | 11.7
1991-92 | 67,740 | 178,065 | 69821 | 2.9 | 12.9
1992-93 | 75774 | 193,612 | 751.07 3.0 | 13.7
1993-94 | 82,034 | 210,596 | 808.97 3.0 14.4
1994-95 | 89,070 | 224,991 | 856.12 3.1 14.8
1995-96 | 91,844 | 227,811 | 85892 | 3.0 14.6
1996-97 | 95552 | 234,160 | 874.44 | 2.9 [ 14.6
1997-98 | 101,001 | 246,128 |  910.75 | 2.8 | 14.9
1998-99 | 108,569 | 267,081 | 979.43 | 2.9 f 15.7

i
Sources: Medicaid: Statistical Abstract of the United States, Federal Aid to State and Local Governments
Transfers, GDP and Fed.Spending: Statistical Abstract of the United States: 2000, Table No.497
Population: Bureau of Economic Analysis (www.bea.doc.gov/bea/regional/spi/) as of Feb.2001

What is remarkable about the system of intergovernmental transfers in the United
States is the absence of any interstate equalization. As this paper points out below
(Section IV), there are significant fiscal disparities among the states. Yet, there is no
grant program designed specifically to correct these disparities. Of the over 900 U.S.

grant programs listed in the Catalog of Federal Domestic Assistance, only 172 are
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distributed according to a formula.®® And among these formula grants, only sixteen
include any measure of a state’s fiscal capacity. Seven lump-sum grants list State per

capita income as one of the statistical factors in the allocation formula:

1. Senior Community Service Employment Program (Older Worker Program): State
per capita income is one of three statistical factors used for fund allocation.

2. Vocational Education Basic Grant: State per capita income is one of two
statistical factors used for fund allocation.

3. Rehabilitation Services — Vocational Rehabilitation Grants to States: Pederal
funds are distributed based on population wei ghted by per capita income.

4. Tech-Prep Education: State per capita income is one of two statistical factors
used for fund allocation.

5. Protection and Advocacy for Individuals with Mental lliness: State per capita
income is one of two statistical factors used for fund allocation.

6. Developmental Disabilities Basic Support and Advocacy Grants: Two-thirds of
the amount appropriated is allotted to each State according to population,
weighted by the relative per capita income for each State.

7. Child Welfare Services: State per capita income is one of two statistical factors
used for fund allocation.

Seven matching grants use State per capita income to determine the matching rate:
1. Medicaid. State per capita income is one of two factors used for fund allocation.
2. Family Support Payments to States: If the State has an approved Medicaid plan,
it may elect to use the Medicaid formula (which depends in part on State per

capita income levels).

3. Child Care Mandatory and Maiching Funds of the Child Care and Development
Fund. Matching funds are allotted based on the applicable Medicaid rate.

4. Foster Care: Maitching rate for payments is equal to the Medicaid percentage.

5. Adoption Assistance: Matching rate for payments is equal to the Medicaid
percentage.

3 Catalog of Federal Domestic Assistance (www.cfda.gov), Types of Assistance (as of July 2001)
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6. State Children’s Insurance Program: Provides for an “enhanced Federal
Matching Assistance Percentage” that is equal to the matching rate in the
Medicaid program.

1. Temporary Assistance for Needy Families Contingency Fund: Contingency funds
are available at the applicable Medicaid rate.

Two grants consider State Total Taxable Resources:

1. Community Mental Health Services Block Grant: Allotments to States are based
upon certain weighted population factors and Total Taxable Resources.

1o

Substance Abuse Prevention and Treatment Block Grant- Allotments to the
States are based upon certain wei ghted population factors and Total Taxable
Resources.

Assistance is more often based on the perceived need of a state or city, which might
be measured by population, the past expenditures of that state or city or the poverty rate

in a jurisdiction. The remaining grants are associated with specific projects, which are

awarded to States based on an application process.

A large number of U.S. grant programs include matching requirements, which often
benefit wealthier states. This is because the size of a matching grant depends on state
spending. Therefore, state governments capable of offering greater program spending
attract more federal funds. Table 4 lists the amount of federal transfers and their
importance to each state for fiscal year 1996-97. The state of Alaska clearly benefits the
most in per capita terms, receiving two and a half times the national average of per capita
federal transfers. However, federal transfers only make up 11.5% of Alaska’s total
revenues. Most states seem to count on federal transfers for between 10 — 20% with no
states depending on federal money as much as the Atlantic Canadian Provinces. South
Dakota and North Dakota are the most dependent on federal aid — transfers make up just

more than 28% of total state revenues.
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Major U.S. Grant Programs

Outlays for the largest grant program, Medicaid, are projected to be $124.8 billion
in 2001.*° Medicaid provides financial assistance for health services and medical aid to
those who meet low-income requirements. The program also includes Medicare, which
provides health insurance to high-risk persons over the age of 65. To be eligible for
federal funds, states must meet strict federal criteria, which dictate the health services that
are to be offered and the income qualifications of program beneficiaries.”’ Medicaid is a
matching grant program and is allocated based on (1) a state’s medical assistance
expenditures and (2) the per capita personal income of that state (an average of the three
most recent years is used). States with lower incomes are provided with a more
favourable matching rate. Hence, Connecticut, for example, the state with the highest per
capita personal income for 1999 received a matching rate of 50 cents of federal money
for every state dollar spent on Medicaid expenditures, while the federal share was 77
cents (legislation lists 83% as the maximum matching rate) for every state dollar in the
low-income state of Mississippi.®® Furthermore, Medicaid might be more important in
Mississippi than in Connecticut simply because Mississippi is a poorer state and may

contain more eligible applicants within its borders.

Table 5 shows the top 10 per capita recipients of Medicaid between 1996 and
1999. In 1999, Mississippi received $527 per person in Medicaid funds from the federal
government. While this was 34% above the national average for Medicaid, higher
income states such as New York and Rhode Island received more in per capita funds
from the federal government. Connecticut, also well above the average in the receipt of

federal Medicaid funds, was just below Mississippi, receiving $484 per capita.

%0 United States Department of Commerce (2001), p.243

7 As part of President Bill Clinton’s desire for increased decentralization, a waiver was introduced in 1994
which allowed states to request adjustments in Medicaid compliance requirements. States must apply to
the federal government for such a waiver and promise that their management of the program will be
“budget-neutral” over a five-year period (Pagano and Bowman 1995, p.2-3).

#US. Department of Health and Human Services (www.aspe.hhs.gov/health/fmap00.htm). See Table 14
in Section VI for the 1999 Medicaid matching rates (called the Federal Medical Assistance Percentages —
FMAP) by state.
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Therefore, it seems that Medicaid rewards states with either low incomes, such as
Mississippi, West Virginia ($583 per capita) and Louisiana (3548 p.c.), or states with
high expenditure capabilities such as New York. Massachusetts and Connecticut. This
observation is consistent with Medicaid’s allocation formula. Of course, the rewarding of
low-income states depends on whether that state government is prepared to commit an

adequate amount in program spending.

One of the more interesting developments in the area of federal grants over the
latter half of the 1990’s was the replacement of some major categorical grants with block
grants. The most cited example of this was the introduction of the Temporary Assistance
for Needy Families (TANF) welfare block grant in 1996. This grant makes up 60% of
the Administration for Children and Families program agency. The TANF block grant
does not contain the precise spending requirements of its predecessor, Aid to Families
with Dependent Children. However, while states now have increased flexibility in setting
spending priorities, they must meet strict federal work quotas for former beneficiaries to
be eligible for federal aid. Because the failure to meet minimum working requirements
entails the potential loss of millions of federal funds, “states have had no real choice but
to concentrate their discretion under TANF on moving welfare recipients into paid
employment as quickly as possible”.” The existence of such obligations makes one

wonder whether the TANF grant truly is a “block” grant.

One would expect these kinds of terms for federal aid to benefit states
experiencing strong economic conditions. Therefore, it is no great surprise that the
Administration for Children and Families program has favoured states with high per
capita GDP since the new program regulations took effect in 1996, The lower half of
Table 5 lists the top 10 per capita recipients of federal transfers for the Administration for
Children and Families program since the TANF block grant was introduced. Alaska,
California, Rhode Island, New York and Connecticut were the top recipients of per capita
federal dollars for this program in 1999 — states, all of which generate relatively high

economic activity.

* Schram (Spring 1999), p. 3
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Other dominant grant programs include the Highway Trust Fund, Lower Income
Housing Assistance, Compensatory Education and Education for the Disadvantaged and,
more recently, Food and Nutrition Services. Compensatory Education and similar
education programs have, fairly consistently, benefited poorer states. The majority of
these funds go directly to local governments and school districts based on their number of
school-aged children from low-income families. Lower Income Housing Assistance
grants are, perhaps surprisingly, consistently distributed in favour of high-capacity and
high-income states. States that received the most in per capita dollars in 1999 were states
with high fiscal capacities and income, but also states that ranked high in population
density, such as Massachusetts, Rhode Island, New York and New Jersey. Grants for
highways might simply be determined based on the amount of road per capita in each
state. Wyoming, Alaska, Montana and North Dakota, all sparsely populated states but
very large in terms of area, were the top four receivers of per capita highway grants. As
the review of previous research reveals, there are often different opinions about which

states, rich or poor, benefit from the distribution of federal transfers.
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III. Literature Review

Canada-US comparisons in finance and economics are logical considering the
geographical proximity of the two countries as well as the economic activity between
both nations, particularly following the signing of two Free Trade Agreements.
However, very little exists in the way of comparative studies on the two systems of
intergovernmental transfers. As L.S. Wilson puts it, referring to the Canadian case, “it is
as if our own system is so complex that the prospect of going on to understand yet
another one is just too daunting”.*® Or, it is perhaps because the evolution of fiscal
federalism in Canada and the United States has been so different that some see little of
value in comparative studies. The comparative studies that do exist are often theoretical
and focus on lessons that might be learned from the design and problems of other
systems. Such studies include Mieszkowski and Musgrave (1999), and Wilson (1998).
And while these studies compare theories of what systems of intergovernmental transfers

should look like, they rarely report on what actually exists.
U.S. Studies

While the subject of U.S. fiscal federalism is a popular one among American
economists, there is little recent analysis of the relationship between grants and the fiscal
capacity of the U.S. states. In fact, the Advisory Commission on Intergovernmental
Relations (ACIR), the organization that developed the concept of the Representative
Tax System (RTS) and that did considerable research in the area of fiscal equity among
states, folded in the early 1990’s. Nevertheless, in 1982, two researchers from the ACIR
published a paper analyzing state fiscal disparities and intergovernmental grants in the
United States (Davis and Lucke, 1982). The study is dated but remains a remarkably
thorough quantitative analysis. The authors calculated the fiscal capacities of the 50 U.S.
states using the RTS and found that there was a significant level of disparities among the
states in 1980 and that these disparities had grown since 1975 by over 100%: from a

population-weighted coefficient of variation among all the indices of 0.106 in 1975 to

* Wilson (1998), p.205
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0.222 in 1980. In 1980, Davis and Lucke reported the state with the highest fiscal
capacity to be Alaska (capacity 5.15 times the national average) and the state with the
lowest to be Mississippi (capacity 68% of the national average). The “escalating
capacities of the energy-producing states” was cited as one of the major factors

responsible for the increasing fiscal capacity disparities among states.’!

Examining the U.S. federal government’s attention to the rich-state-poor-state
problem, it was determined that most of the grants to state and local governments are not
intended to equalize the fiscal capacity of the states. Davis and Lucke found that only
twenty-nine programs, totaling $34.2 billion (out of $89.8 billion in total grants to state
and local governments in 1980), included per capita income as one of the statistical
factors in the allocation formula.*> An important point that the authors fail to mention is

that almost 40% of the $34.2 billion comes from one program — Medicaid.

Calculations revealed an overall population-weighted correlation between the per
capita state distribution of 1980 grants and 1981 revenue capacity of +0.154; higher
capacity states receive more per capita federal transfers on average than Jower capacity
states. Of the three major U.S. grant programs in 1980, Medicaid and Food Stamps were
negatively correlated with state revenue capacity (implying equalizing effects) while Aid
for Families with Dependent Children (AFDC) was positively correlated. It is proposed,
however, that federal fiscal equalization works through the U.S. tax system rather than
the grant system. Since the federal tax structure is progressive, higher capacity states pay
more in taxes and therefore fund a greater amount of U.S. grants. Indeed, the positive
correlation between per capita federal tax collections and state revenue capacity is
+0.87. Still, the authors give the following reasons as to why Australia, Canada and

West Germany place greater emphasis on interstate equalization:

- the centralization of revenue collection in these other countries, which leads to
greater tax uniformity

Davxs and Lucke (1982), p.339
Dav1s and Lucke (1982), p.350
¥ Davis and Lucke (1982), p.352
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- State governments in these countries have a much stronger role vis-a-vis localities
than in the U.S.

The study concludes by saying that “the U.S., in contrast to these other countries, has
a rococo, relatively unstructured federalism in which other priorities [than differences in
fiscal capacity among states] dominate the federal grant system. Because Congress wants
to focus on particular services rather than on the general level of service or tax capacity, a

substantial portion of the remaining grant system is focused on very narrow purposes.”**

A 1988 study (Inman, 1988), examining the case for federal aid from the perspective
of economic efficiency and equity, shows that most federal transfers do demonstrate
equalizing effects. The author regresses federal aid to states against two variables to test
for the presence of equity in federal aid - income per capita by state and the coefficient of
variation in family income within the state. The results show that “while aid is
occasionally allocated more heavily to states with larger within-state income variations,
federal aid is almost always inversely related to the level of state income. By 1972,
almost all federal aid is equalizing.”™® The effects of one dollar of additional state
income on the receipt of federal aid are also calculated. The coefficients for 1972 and
1984 are negative for all program categories (education, highways, welfare and “other”),
indicating equalizing effects for federal aid. The study’s conclusions are more cautious,
however: “while federal aid is a useful step toward state-local fiscal equity, [the study’s
results on the fiscal equity performance of federal aid] suggest it would be hard to
rationalize the present aid system as a grant structure designed solely to promote

536

fairness.

A more recent study comes from the United States General Accounting Office and
focuses on the extent to which the federal grant system succeeds in targeting funding to

states with relatively greater needs and fewer fiscal resources.’’ The study estimated the

** Davis and Lucke (1982), p.355

35 Inman (1988), p.51. The years used in the study are 1957, 1962, 1972, 1977 and 1984.
** Inman (1988), p.54

7 United States General Accounting Office ( 1996).
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influence of state fiscal capacity on 1994 per capita federal grant allocations to the 50
states with the use of a multiple regression analysis. The independent variables included
state fiscal capacity, represented by a state’s cost-adjusted Total Taxable Resources
(TTR)*, and several measures of need, such as poverty rates, unemployment rates and
the population of school age children and seniors. From the study’s results, it was
concluded that a state’s fiscal capacity was not an important factor in targeting most
closed-ended (grant amount limited) grant funds to lower capacity states. In fact, for
“very small” states (states with less than 0.25% of the total U.S. population), the per
capita grant distribution was positively related to fiscal capacity. The authors attributed
this last observation to the fact that many grants have guaranteed minimums, which, on a
per capita basis, greatly benefit the very small states. The GAO paper’s final conclusion
was that federal aid is not targeted to offset the fiscal imbalances that exist between

states.

While the results of the three studies were not unanimous on the absence of
equalizing effects in federal aid, there does seem to be a consensus that reducing the

fiscal inequalities of the states is not a priority of the U.S. grant system.

Canadian Studies

Because equalization is a very important component of the Canadian federation,
issues surrounding federal-provincial relations and fiscal equalization receive a great deal
of attention in Canada. And since it is already established that the system of
intergovernmental transfers attempts to equalize provincial fiscal capacities, many
Canadian studies focus on how much equity is and should be achieved through Canada’s
transfer system. Boothe (1998) explains that despite the Canadian transfer system’s
commitment to redistributing revenues equitably among the provinces, the system creates
a certain amount of inequity among people.>® Since equalization is intended to allow all

provinces to offer comparable services without having to resort to higher taxes, Boothe

¥ See Appendix I for a description of TTR and other indicators of regional fiscal capacity.
* Boothe (1998), p.19
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argues that transfers from richer provinces benefit high-income persons in poorer
provinces at the expense of lower-income persons in richer provinces. This is because
the burden of progressive taxes falls more heavily on higher-income earners; with
equalization permitting lower taxes but the same services, high-income earners in poor
provinces benefit the most from these transfers. Boothe’s calculations for what provinces
receive what amounts in transfers after the payment of federal taxes shows that
Newfoundland received $2,360 per person in 1996-97 while Ontario paid $536 more per

person in taxes than it received in federal transfers.*

Questions have often been raised as to whether Canada’s system of transférs over-
equalizes the fiscal capacities of the provinces. That is, are federal transfers too generous
to poorer provinces while imposing greater than necessary burdens on the richer
provinces? Hobson (1998) insists that the Canadian system instead under-equalizes
because the fiscal capacities of the recipient provinces are brought up to a standard that
lies below the national average. Furthermore, Hobson argues that since transfers are
funded out of the taxes paid by all provinces, poorer provinces contribute to their own
transfer payments.*’ This leads to situations such as the province of Quebec contributing
22% to federal revenues while it receives one of the lowest per capita amounts in
equalization due to the fact that it has one of the higher fiscal capacities among the
recipient provinces. Therefore, Hobson concludes that compared to the level of implicit
equalization existing in a unitary state, which would equalize all provinces to a national
average, Canada’s system under-equalizes. In order to reach an optimal level of
equalization, Hobson proposes that those provinces with negative entitlements under the
equalization formula should be required to pay that amount (presently, the “contributing”
provinces are not required to make payments because of their greater fiscal capacity; they
simply do not receive any equalization payments). Hobson states that if the equalization
program does not adopt this sort of scheme, there should then be an equalizing

component in the Canada Health and Social Transfer (CHST).*

““ Boothe (1998), p. 18
“! Hobson (1998), p. 158
“ Hobson (1998), p.173
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The equalizing effects of the Canadian transfer system are well known and most
Canadian researchers agree that equalization should be one of the main objectives.
However, there is much disagreement over the level of equalization that should exist.
Suggestions that the system exhibits “super-equalization” has created some il feelings

< ”» 3 3 4
between the “haves” and “have nots” in Canada.®

Despite the fact that Canada and the United States have different systems of federal
finance and different priorities for those systems, both countries suffer from extensive

economic inequalities among regions.

* The term “super-equalization” has been credited to Canadian economist Thomas Courchene. Taken from
Boothe (1998), p.15
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IV. Regional Disparities

Canada

Canada is the largest country on the North American continent, extending from
the Pacific Ocean in the west across to the Atlantic Ocean in the east and north to the
Arctic Ocean. However, economic activity and prosperity in Canada is not “a mari usque
ad mare”. Economic activity in Canada is extremely concentrated. While there has been
significant convergence in provincial Gross Domestic Product (GDP) per person and
personal incomes among the regions over the century, the disparities between Atlantic
Canada and the rest of the country continue to be the nation’s primary economic concern.
As recently as a 2001 Industry Canada study on productivity among the 50 American
states and 10 Canadian provinces, Prince Edward Island, Nova Scotia and New
Brunswick were ranked last while Newfoundland finished 53".* Table 6 summarizes

some key demographic and economic features of Canada’s provinces.

Ontario, Canada’s most populous province, has, for the last forty years, accounted
for roughly 40% of the country’s GDP. With the inclusion of Ontario’s neighbour to the
east, Quebec, the two central provinces make up more than 60% of Canadian GDP.
However, since 1985, important population growth has been limited to the three “have”
provinces, Ontario, British Columbia and Alberta. Meanwhile, population growth has
almost been at a standstill in the poorer Atlantic provinces, with Newfoundland losing

residents since 1985.

Fiscal disparities between the provinces are also striking when provincial
government revenues are compared. Table 7 presents own revenue per capita and GDP
per capita relative to the national average, which is assigned a value of 100. As a
summary measure of fiscal disparities, the standard deviation of the index is calculated.

This statistical measure quantifies the dispersion of the indices around the national

* Simpson (June 2, 2001), p.A15
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average — the greater the standard deviation, the greater the disparities among provinces.
The standard deviation is not weighted by population and treats each province as an equal
regional unit, regardless of the number of residents. This has the effect of emphasizing

the region instead of individuals.

TABLE 7
Fiscal Disparities in Canada, 1996-97
Oown revenue  own revenue GDP
per capita per capita per capita

Province $ ratio to mean ratio to mean
British Columbia 7,002 117 110
Alberta 7,562 126 144
Saskatchewan 7,033 117 109
Manitoba 6,194 103 Q99
Ontario 6,519 109 122
Quebec 5,992 100 99
New Brunswick 5,331 89 85
Nova Scotia 4,677 78 83
PE! 4,766 80 77
Newfoundland 4,820 80 72
Mean 5,990 100 100
Variation
All Provinces 0.175 0.220
Excluding Alberta 0.158 0.167

Sources: Calculations based on: Statistics Canada: Cansim matrices 9229-9220
Cansim matrices 8181-8191

Notes: Revenue from QPP contributions (source: Cansim D26665) subtracted from Quebec’s own source
revenue so as to be comparable with other provinces.
Canadian territories (Yukon, NWT, Nunavut) not included in calculations.
1996-97 is the most recent data available for U.S. State and Local Government revenues.
Therefore, despite the availability of more recent data in Canada, 1996-97 data has been used for
the Canadian provinces to allow for comparisons with to the United States.

The own source revenue calculations above measure the actual fiscal performance
of a province instead of potential fiscal capacity. Hence, it is affected by that provincial

government’s choice of tax rate and tax base. Fiscal “capacity”, on the other hand,



33

assesses the potential resources a regional governmental unit can tax to raise revenues. A
“macro” approach, such as GDP per capita, provides a fairly accurate picture of the
economic activity within a province; the greater the economic activity in a province, the

greater the “ability” of its residents to pay taxes.®

Table 7 clearly illustrates the fiscal gap between Atlantic Canada and the rest of
the country. At the other end of Canada’s economic spectrum lies the resource-rich
province of Alberta. If the provinces were left to fund public services out of their own
resources, it is obvious that the disparities in service levels or quality would be enormous.
For instance, in 1997, Alberta raised 57% more revenue per person than did
Newfoundland. This is even more astounding when one considers that Alberta does not
even levy a sales tax and that the province’s personal income tax rates are 17% lower (for
high income earners) than in Newfoundland Using provincial GDP per person to
estimate potential fiscal capacity, if Alberta and Newfoundland were to use identical tax

rates, Alberta would be able to raise 100% more In revenues.

Fiscal disparities in Canada have remained fairly constant for the last two decades
with Alberta consistently 30% above the national average in own revenue per capita and
the Atlantic Provinces lying 15-25% below. However, as Alberta learned in the 1940’s,
the discovery of natural resources drastically changes the fiscal position of a province. If
Newfoundland’s Hibernia offshore oil field and Nova Scotia’s Sable Island natural gas
project are as successful as predicted, Canada could be looking at two resource-rich
Atlantic Provinces.*’ In the meantime, however, Atlantic Canada continues to rely on the

country’s equalization system for financial survival.

3 Perhaps one of the most commonly used measures of fiscal capacity is, of course, the Representative Tax
System (RTS), which has been used in Canada since 1967 to determine the fiscal capacities of the
provinces for the purposes of distributing equalization payments. The RTS defines fiscal capacity of a
province or state as the amount of revenue that it could potentially raise if it applied the national average
rate to each base. For an assessment of the major indicators of fiscal capacity, see Appendix L.

“ Bird and Vaillancourt (2000), p.25. Combined federal and provincial personal income tax rates for a
single taxpayer in Alberta with income of $200,000 are 44.7% while the rates in Newfoundland for the
same individual are 52.5%.

¥ Simpson (June 2, 2001), p.Al5
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The United States

Interstate disparities in terms of own-source revenue per capita and GDP per
capita are roughly similar to those in Canada. However, the range of own-source revenue
per capita is drastically greater in the United States than in Canada. The state of Alaska
collects $12,988 more per person in revenue (more than 4 and a half times the revenue)
than South Dakota. In comparison, Canada’s richest province in 1997, Alberta, raises
only 1.6 times the revenue of the lowest province, Nova Scotia. Examining the
coefficient of variation for the two countries shows the extreme effects of Alaska on the
level of dispersion in the United States. When one removes the resource-rich regions
(Alaska and Alberta) from the calculations, Canada’s coefficient of variation falls from
0.175 to 0.158 while the coefficient for the United States drops significantly from 0.354
to 0.161. Disparities in per capita GDP between the two countries are a little more
comparable with Alberta contributing to a higher level of dispersion in Canada than is

present in the United States.

Table 8 presents demographic and economic numbers for the United States.
Significant regional disparities do exist. A number of southeastern states, notably
Mississippi, Alabama, South Carolina and West Virginia, are consistently poor while
states with small populations but vast energy resources, such as Alaska and Wyoming,
enjoy considerable wealth. In terms of personal incomes, the New England and Middle
Atlantic regions (comprising of the states of New Hampshire, Vermont, Massachusetts,
Rhode Island, Connecticut, New York, New Jersey and Pennsylvania) have traditionally
been the richer areas. However, over the last 15 years, remarkable population growth has
taken place in the country’s Far West and Rocky Mountain regions. The state of Nevada,
although quite rich in natural resources, has experienced explosive growth due to its
gambling and resort industries. The population of Nevada’s neighbours, Arizona, Utah,

Idaho, Oregon and California, has all grown at well over 20% since 1985.
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Table 9 shows the per capita revenue raised by state and local governments in
1997.* U.S. local governments play a much greater role in terms of expenditures and
raising revenues than in Canada. In fact, some local governments even levy an income
tax. All state governments generate revenue from taxes on sales, income and corporate
taxes, payrolls and insurance premiums, as well as revenues from the operation of
utilities and liquor stores. The use of these revenue sources, however, is not uniform
from state to state. For instance, Alaska has neither a sales tax nor a personal income tax
but instead gets its revenues primarily from the corporate income tax and also various
taxes related to its natural resources. Oregon, on the other hand, depends on the
individual income tax for almost 70% of its revenues. * In addition to different tax rates,
it is, perhaps, this variation in tax mix among the states that accounts for some
discrepancies between a state’s fiscal capacity (per capita GDP) and its collection of
revenues. New Hampshire clearly demonstrates this; the state sits comfortably above the
national average in per capita GDP yet has per capita revenue collections that are 20%

below the average.

% 1996.97 is the most recent data available for State and Local Government revenues.
* Tax Foundation: www.taxfoundation.org : State Finance, Table 2 (as of June 2001).
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V. The Effects of Federal Aid

To demonstrate the effect of federal aid on the fiscal positions of the individual
regions, all intergovernmental transfers from the federal government have been added to
state/provincial own-source revenue. This provides a “before and after” picture of the
revenue available to each regional government. The standard deviation is recalculated to
determine the dispersion between the regions in per capita revenue raised with the help of
the federal government. A standard deviation that is lower after the inclusion of federal
intergovernmental transfers suggests that these transfers have equalizing effects in
aggregate. Table 10 and Table 11 compare a region’s 1997 own-source revenue per
capita with its total (own-source revenue plus intergovernmental revenue from the federal
government) revenue per capita relative to the national average for Canada and the
United States respectively. The amount of federal aid per capita received by each
province is also listed. The fourth column shows the percentage change, positive or

negative, in each region’s relative per capita revenue after federal aid has been added in.

The equalizing effects of Canada’s intergovernmental transfers are obvious after
comparing the standard deviations of the first and third columns in Table 10. Figure 2
depicts this situation. Due to the distribution in per capita federal transfers, per capita
revenue is brought substantially closer to the national average in the three contributing
provinces, British Columbia, Alberta and Ontario; the same occurs (but from the opposite
direction) in the Atlantic Provinces. The end result is that the disparities in relative per
capita revenue among the provinces have been reduced by 66%. Alberta remains the
richest province in per capita terms but now has only 21% more in per capita revenue
than the lowest province, Nova Scotia, despite raising 62% more in revenue per person in

1997.



Province

British Columbia
Alberta
Saskatchewan

Manitoba
Ontario
Quebec

New Brunswick
Nova Scotia
PEI
Newfoundland

Mean

Variation
All Provinces
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TABLE 10
Relative Provincial Government Revenue per capita
by Canadian Province, 1996-97
Before and After the Inclusion of Federal Transfers

government own total government
revenue revenue
per capita per capita per capita percentage
ratio to mean transfers ($) ratio to mean change (%)
117 $557 101 -13.5
126 472 108 -14.4
117 710 106 -10.0
103 1,777 105 1.2
109 485 95 -12.7
100 968 103 2.7
89 2,246 98 10.6
78 2,189 89 14.6
80 2,226 93 16.3
80 3,308 102 27.2
100 1,494 100 0.0
0.175 0.060 -65.66%

Sources: Calculations based on Statistics Canada: Cansim matrices 8181-8191
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The United States is a different story. Although, with the exclusion of Alaska,
disparities in per capita revenue are roughly similar to those in Canada, little is changed
by the inclusion of federal transfers. While some states, both rich and poor, are brought
closer to the national average in per capita revenue, for the most part, the effect of U.S.
federal aid on the fiscal positions of the states is very erratic. For instance, Table 11
shows that South Dakota, a state with revenues 33% below the United States average,
receives above average per capita federal aid, augmenting its relative fiscal position and
thus bringing it in line — equalizing it — with the national average. Yet, Wyoming,
Massachusetts and New York, all relatively rich states, also receive greater than average
amounts of federal aid, having the effect of exacerbating regional disparities. Indiana,
Kansas and Iowa, all below the average in both per capita revenue and GDP per capita,
receive below average aid. Collectively, the inclusion of federal aid does seem to reduce
the dispersion in per capita revenues relative to the average among the states but the
effect is tiny. Figure 3 illustrates the effects of federal aid on state government revenues
per person. States such as North Dakota and South Dakota clearly have their relative per
capita government revenues raised closer to the national average but the remaining

effects of federal transfers are very mild.
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FIGURE 3
1997 Relative State Government Revenue per capita — Ratio to Mean
Before and After the Inclusion of Federal Transfers
(Mean = 100)

400
300 7\
200 +—

100 ‘#‘Aﬁ?‘_—"%—

o T T T [ T I 1 T 1
AL AK AZ AR CA CO CT DE FL GA
f ——before —#— after]
120
100 \W
80
60
40 1 1 I 1 i i T i i
HI D L IN A KS KY LA ME MD
—e— pefore -m— after
140
120
100 _.=:-£l,/\ A::\()
80 M
60
40 KN I i i 1 1] ! i H

MA° MI MN MS MO MT NE NV NH NJ

—e— before —m— afteﬂ




46

FIGURE 3 (cont.)
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VI. Federal Grants and the Fiscal Capacity of States and Provinces

From the preceding sections it seems reasonably clear that Canada’s system of
intergovernmental transfers explicitly attempts to equalize the fiscal abilities of the
provinces, while the effects of the U.S. system are a little more puzzling. This last
section will analyze the relationship between the per capita receipt of federal transfers
and two “macro” estimators of state fiscal capacity: per capita GDP and per capita
personal income. GDP per person gives us the amount of expenditure for the average
resident of that state or province and is a reasonably good indicator of that region’s level
of economic activity. Personal income represents the amount of income that a household
receives. This measure is an indication of the standard of living of the residents of a

.50
region.’

Using a state or province’s fiscal capacity, instead of simply looking at the collection
of revenues, will ignore the variations in tax rates among the regions and put everyone on
equal footing. Per capita GDP provides a more comprehensive measure of fiscal capacity
(since states tax more than just personal income); however, since some grants in the
United States use per capita personal income in their allocation formula, this measure has

been used in the analysis as well.

Table 11 of Section V showed some of the erratic effects of U.S. federal aid to the
American states. From this table, there does not seem to be any clear connection between
a state’s own resources and the fiscal aid it receives from the federal government. Simply
put, some states win and some lose. Figure 4 illustrates, for both Canadian provinces and
U.S. states, the relationship between a regional unit’s fiscal capacity, measured by per
capita GDP, and the amount of federal transfers that regional unit receives on a per capita
basis. The equalizing effects of the Canadian system are obvious with the richer

provinces sitting in the lower right quadrant (provinces with higher fiscal capacities

* Bird and Vaillancourt (2000), p.10 and Mankiw and Scarth (1995), p.27, 30. See Appendix I for an
assessment of the measures of fiscal capacity.
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receive less per capita federal aid) while the poorer provinces are located in the upper left
quadrant (low fiscal capacity, high per capita aid). A clear negative relationship between
fiscal capacity and per capita transfers can be observed from this graph. However, for the
United States, only 11 out of the 28 states with below-average fiscal capacity receive

greater than average per capita transfers.

A second set of graphs highlights the contrasting patterns in the distribution of
federal transfers between the United States and Canada. Figure 5 isolates the ten richest
and ten poorest states as measured by relative per capita GDP. The twenty states are
measured against the national average; hence, 100 represents the average amount of per
capita transfers received by the states ($908) and the U.S. average for state GDP per
capita ($29,785). Five of the ten poorest states (West Virginia, Mississippi, Montana,
Maine and North Dakota) receive above-average per capita aid, four (Oklahoma, Idaho,
Alabama and South Carolina) receive below-average aid, while Arkansas receives
exactly the average amount. At the other end of the scale, Alaska, New York, Wyoming
and Massachusetts, all with high fiscal capacities, benefit from greater than average
amounts of per capita transfers.”! Tumning to the Canadian case in Figure 6, a clear
inverse relationship emerges between a province’s fiscal capacity and the amount of
federal transfers it receives on a per capita basis. The four provinces with the lowest
fiscal capacities (far left of Figure 6), the four Atlantic provinces, receive amounts of per
capita federal transfers well above the national average, while the three “have” provinces,

Alberta, Ontario, B.C. receive the least in per capita terms.

*! It should be noted that while Wyoming has above-average GDP and own-source revenues, the state’s
personal income per person has consistently been below the national average. Wyoming’s oil and gas jobs
tend to be temporary and the state has a brain drain problem. Therefore, while economic activity is often
high in Wyoming, the state is perennially poor in terms of income, which could explain the large sums of
aid from the federal government.
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Transfers and the Fiscal Capacity of the Canadian Provinces

Table 12 presents the correlations between the provincial per capita receipt of federal
transfers and (1) per capita provincial GDP and (2) provincial per capita personal income
for the 1990’s. Considering that the objective of Canada’s Equalization program is to
raise the fiscal capacities of the poorer provinces, it is not too surprising that there is a
very strong negative linear relationship between federal transfers and fiscal capacity.
However, Canada’s other major transfer program, the Canada Health and Social Transfer,
also shows a very strong negative correlation with a province’s fiscal capacity. This is
most likely due to the system’s equalization of tax points along with the limit on the
growth of transfers to the contributing provinces. Both these features were adopted from
the CHST’s predecessors, EPF and CAP. However, these strong equalizing effects
hidden in the CHST should diminish after 2001-02 when all provinces are to receive

equal per capita amounts.

Prior to 1996-97, correlations are listed for EPF and CAP as well as “other” transfers,
which represent the small federal transfers in Canada. These small transfers also show
strong equalizing effects. Indeed, since 1990, the four Atlantic provinces, along with

Manitoba and Saskatchewan have benefited the most from the small transfers.>>

> Vaillancourt (1999b), p.7
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TABLE 12

Correlations Between per capita Receipt of Federal Transfers and
(1) per capita Provincial GDP and (2) Provincial per capita Personal Income
Canada, 1989-90 to 1998-99

1998-99 !
! I
‘ f
| Per Capita GDP | Per Capita Income | Percentage of
Transfer Program and Transfer | and Transfer | 1999 Total
Equalization | -0.866* -0.826* | 29.9
Canada Health and Social Transfer -0.803* -0.757* f 44.1
4
I |
Total Federal Transfers -0.863* | -0.873" ! 100.0
| |
| 199798 | I
| | |
| Per Capita GDP | Per Capita Income Percentage of
Transfer Program | and Transfer and Transfer 1998 Total
Jf
Equalization | -0.902 -0.851* 33.4
Canada Health and Social Transfer -0.795* ; -0.742* 50.4
Total Federal Transfers | -0.867* -0.818" 100.0
I
‘ %
| 1996-97 J
| |
. Per Capita GDP | Per Capita Income | Percentage of
Transfer Program |_andTransfer |  and Transfer | 1997 Total
T 1 l
Equalization -0.916* § -0.909" | 33.1
Canada Health and Social Transfer -0.799" -0.748" | 56.9
|
Total Federal Transfers -0.902" -0.875" | 100.0
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TABLE 12 (continued)

1995-96 |
i
|
| Per Capita GDP | Per Capita Income . Percentage of
Transfer Program __andTransfer | and Transfer . 1996 Total
|
Equalization ; -0.928* -0.918* ; 28.3
Established Programs Financing ' -0.302 , -0.401 J 30.9
Canada Assistance Plan ] -0.911* ] -0.819* 23.1
Other Transfers | -0.625* g -0.844* ; 17.6
1 J !
Total Federal Transfers -0.918* ! -0.940" ! 100.0
g
1994-95 | |
Per Capita GDP | Per Capita Income | Percentage of
Transfer Program and Transfer and Transfer | 1995 Total
| |
J ;
Equalization -0.950* [ -0.927* | 26.7
Established Programs Financing -0.344 -0.432 31.4
Canada Assistance Plan -0.893* -0.705* 22.7
Other Transfers -0.361 -0.648* 19.2
Total Federal Transfers -0.916* -0.957~ 100.0
|
| |
| 1993-94 |
| !
| Per Capita GDP | Per Capita Income Percentage of
Transfer Program and Transfer | and Transfer 1994 Total
|
Equalization -0.950" j -0.908* 26.1
Established Programs Financing -0.259 I -0.381 32.4
Canada Assistance Plan -0.895* | -0.697* 24.3
Other Transfers -0.689* | -0.877* 17.1
|
Total Federal Transfers -0.915" ‘ -0.922* 100.0
!
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TABLE 12 (cont.)

1992-93
Per Capita GDP | Per <ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>