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Why equalize?

* To reduce disparities among governments of federated
entities:

— for equity among citizens: to ensure reasonably comparable
public services at reasonably comparable tax levels in all
federated entities;

— for the economy: to enhance economic efficiency by reducing
distortions (e.g., fiscally induced migration).

* The need for equalization increases with the magnitude
of responsibilities of governments of federated entities
and the degree of disparities among them.



What should be

equalized?

« What kinds of disparities need to be equalized?

— revenue disparities? expenditure disparities? both?

* Answer will likely depend on:

— the relative size of revenue and expenditure disparities;

— the balance between simplicity and exhaustiveness.

What is equalized Canada | Switzerland Australia

Revenue disparities reduced moderately

Expenditure disparities reduced none moderately extensively




. How to equalize?

Who finances equalization ?

Formal Entrenched
equalization in Federal to Governments of Governments of
program? Constitution? governments of federated entities federated entities

federated entities to federal among themselves
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Sources: IMF, Fiscal Federalism in Theory and Practice (1997); Ronald Watts, Comparing Federal Systems in the 1990s (1998);
Belgian Constitutio: www.uni-wuerzburg.de/law; German Basic Law: www.jura.uni-sb/law; Swiss Constitution: www.admin.ch



How much?

 Can/should disparities be eliminated or be (only
partly) reduced ?

 Answer will likely depend on:

— the magnitude of responsibilities of governments of
federated entities;

— the extent of disparities in revenue capacity and
expenditure needs across federated entities.

 Should equalization transfers be conditional?

— Generally, no conditions attached since goal is to reduce
disparities not to create a national program.



What results?

 There is a debate about the efficiency of the
equalization program.

» Some comentators in Canada have argued that
equalization increases dependency of some provinces
and contributes to increased economic disparities.

— However, the evolution of provincial per capita real GDP
and income shows that disparities between provinces have
diminished since 1981 in Canada.



In Canada, equalization is strongly supported

Percentage of respondents who
1 strongly support ------ - moderately support

Canada’s equalization program
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Qualitative comparison of equalization systems

Different contexts: Canada | Switzerland Australia
Degree of decentralization high high moderate
Revenue disparities large large relatively small
Expenditure need disparities small small relatively large

Resulting design choices:

Degree of equalization not full not full full
Revenue disparities reduced extensively moderately extensively
Expenditure disparities reduced none moderately extensively




Summary

Why equalize?

— To reduce disparities (revenue and expenditure) across
governments (equity and efficiency reasons).

What should be equalized?

— It depends on the relative size of revenue and expenditure
disparities and the balance between simplicity and
exhaustiveness.

How to equalize and by how much?

— It all depends on the magnitude of responsibilities of
governments of federated entities and the size of disparities

(revenue and expenditure) across them. 10



Summary

« What results ?

— No empirical evidence that equalization is inefficient.

— In Canada, disparities between provinces have diminished
over the past 20 years.
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Indices of fiscal capacity

Annex 1 :
national average = 100
1980-81 2000-01
PROVINCES Pre- Post- Pre- Post-
Equalization Equalization| Equalization Equalization
Newfoundland 56.8 90.2 65.1 96.9
Prince Edward Island 53.4 90.2 66.7 96.9
New Brunswick 64.4 90.2 70.7 96.9
Nova Scotia 63.4 90.2 73.7 96.9
Quebec 76.6 90.2 86.4 96.9
Ontario 91 91 105.9 105.9
Manitoba 75.7 90.2 79.6 96.9
Saskatchewan 113.4 113.4 90.5 96.9
Alberta 229.7 229.7 148.4 148.4
British Columbia 117.6 117.6 96.4 96.9
Canada 100 100 100 100
Receiving provinces 76.6 90.2 86.4 96.9
Equalization standard - 90.2 - 96.9
National average 100 100 100 100

Source: Department of Finance, Canada
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Annex 2  The economic disparities have decreased over the

last 20 years in Canada

Real GDP per capita compared with national average, 1981-2001
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Most of the less well-off provinces have moved closer
to the national average over the past 20 years. 14
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Annex 3 Indicators of fiscal decentralization
in selected federal countries
Federal share of Federal share of
direct spending total revenues
Austria 69% Spain 84%
Spain 69% Austria 73%
us. 61% us.
India India
Australia Germany
Germany Australia
Canada Canada
Switzerland Switzerland
Belgium Belgium 35%

0% 25% 50% 75%

100%

0% 25% 50% 75% 100%

Sources: Ronald Watts, Comparing Federal Systems in the 1990s (1998); National Bank of Belgium; Statistics Canada



Annex4  Canada has very large revenue disparities ...

(in US$ per capita)

Pre-equalization Post-equalization

Alberta 2,410 2,410
Ontario 307 | 307
British Columbia 173 ] 150
Saskatchewan -482 | -150
Quebec -690 | -150
Manitoba -1,007 | -150
Nova Scotia -1,324 | -150
New Brunswick -1,469 -150
Prince Edward Island -1,683 ] -150
Newfoundland | 1,784 ] -150

-2000 | 0 | 2600 | 4600 | -2600 | ﬂO | 2600 | 4600 |
-1000 1000 3000 5000 -1000 1000 3000 5000

Source: Department of Finance, Canada, Equalization Estimates, (October 2001)



Annex 5 ... as does Switzerland, both pre-equalization...

(in US$ per capita)
Thurgovia -616 Zug 2,922
Solothurn -684 Geneva 1,687
Argovia -730 Basle-Town 1,362
Neuchatel -786 Zurich 1,357
Lucerne -820 Basle-Country ] 368
Glarus  -853 Nidwalden % 318
Berne -875 Ticino 117
Appenzell IR 977 Schwyz 50
Fribourg  -1,063 Vaud -49
Uri 1,109 Grisons 51
Jura 1,143 Schaffhausen -347[
Valais -1,402 Saint Gallen -463[
Obwalden -1,418 Appenzell OR -560E
-2600 . 0 . 2(;00 . 4(;00 -2;)00 . 0 . 2(.)00 . 4(.)00
-1000 1000 3000 -1000 1000 3000

Sources: OECD, Territorial Review of Switzerland, (January 2002); Swiss Federal Department of Finance



Annex 6 ... and post-equalization
(in US$ per capita)
Thurgovia -829 Zug 2,845
Solothurn -826 Geneva 1,399
Argovia  -1,152 Basle-Town 1,396
Neuchatel 48 Zurich 931
Lucerne -815 Basle-Country -3
Glarus -678 Nidwalden 664
Berne -792 Ticino ] 83
Appenzell IR -428 Schwyz ] 315
Fribourg 563 Vaud 209 |
Uri 659 Grisons 1,087
Jura [ | 456 Schaffhausen  -733
Valais -676 Saint Gallen -598
Obwalden -820 Appenzell OR -529
-2;)00 . 0 2600 4(;00 -2;)00 . 0 2(.)00 . 4(.)00
-1000 1000 3000 -1000 1000 3000

Sources: OECD, Territorial Review of Switzerland, (January 2002); Swiss Federal Department of Finance




Annex 7

small, both pre-equalization...
(in US$ per capita)

Whereas Australia’s disparities are generally
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Source: Commonwealth Grants Commission (Australia), Summary of Standardized Revenues and Expenditures, (1999-2000)




Annex 8 ... and post-equalization

(in US$ per capita)
Revenue disparities Expenditure disparities
Western Australia 0 0
New South Wales 0 0
Australian Capital Territory 0 0
Queensland 0 0
Victoria 0 0
South Australia 0 0
Northern Territory 0 0
Tasmania 0 0
-2600 . 0 . 2(;00 . 4(;00 . -2000 0 2000 4000
-1000 1000 3000 -1000 1000 3000

Source: Commonwealth Grants Commission (Australia), Summary of Standardized Revenues and Expenditures, (1999-2000)




