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l. INTRODUCTION

Daunting challenges face Canada’s Expert Panel on the future of equalization and, more generally, on the
future of the redistributive underpinnings of Canadian federalism. Some aspects of this future have already
been set in place as a result of the October, 2004 First Ministers’ Meeting: the total equalization envelope was
fixed at $10.9 billion for fiscal year 2005-06 and then set on a 3.5% annual growth path for the ensuing decade.
While this may serve to constrain the options available over the near term, the Expert Panel cannot avoid
wrestling with a wide-ranging set of complex and interrelated issues that are tending, in varying degrees, to
complicate and even to undermine the role of equalization as an essential part of the glue that binds us

together east-west, provinces and citizens alike. My list of these issues would include:

= The choice of the equalization standard -- the five-province standard (FPS), or the national
average or ten-province standard (NAS);

= The treatment of natural resource revenues;

= The accommodation of the 2005 offshore energy accords with Newfoundland/Labrador and Nova
Scotia:

= The perceived inequities in the current approach (e.g., the near-confiscatory tax rates for
Saskatchewan'’s energy revenues, the treatment of property taxes);

= The substitution of a “macro” approach for the representative-tax-system (RTS) approach;

= Evaluating the pros and cons of a German-federation-type interprovincial revenue-sharing pool for
resource revenues;

= Expanding the approach to equalization to incorporate expenditure needs, i.e., the fact that some

provinces (or parts thereof) may need more public goods and services per capita;
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= Evaluating the continuing appropriateness of the representative tax system (RTS), especially for
resource revenues

= Expanding the approach to equalization to incorporate capitalization, i.e., the cost of providing
public goods and services due to higher wages, rents and prices (of non-tradeables);

= Ensuring that the funding for equalization is equitable, i.e., ensuring that the provinces whose
revenue increases are serving to increase equalization entitlements are the principal source for the
extra revenues needed for funding these payments; and

= Investigating the relationship between horizontal fiscal balance and vertical fiscal balance.

While this list is reasonably comprehensive it is not intended to be exhaustive especially since others may have

a different or expanded litany of issues.

In an earlier paper (Vertical and Horizontal Fiscal Imbalances: An Ontario Perspective, 20053, available at
www.irpp.org), my focus was principally on the last three of the above bullets, with an emphasis on the
implications for Ontario. The purpose of the present paper is to shed some analytical light and numerical
simulation on selected aspects of the relationship between natural resources and the equalization program. In
the process, the ensuing analysis will touch upon most of the remaining bullets, with the exception of that

relating to expenditure needs.

In more detail, the paper proceeds as follows. Part Il presents equalization flows for fiscal years 2003-03 and
2004-05 for both the FPS and NAS approaches to equalization. In order to highlight the role of resources, the
33 revenues bases entering the formula are grouped into two categories — resource revenues (both renewable
and non-renewable) and all other revenue sources. Note that this grouping is for presentation purposes only —
the FPS and NAS calculations still involve these 33 separate revenue sources. What is intriguing about the
FPS and NAS comparison is that whereas resource equalization adds $2.4 billion in 2004-05 to the NAS
entitlements arising from non-resource revenues, the inclusion of resources in the FPS approach actually
reduces by nearly a billion dollars the equalization that would prevail from equalizing only non-resource

revenues.
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As prelude to the presentation of estimates for alternative resource-revenue inclusion rates in the equalization
formula, Part 11l focuses on the historical, analytical and practical/political relationship between resources and
equalization. As it turns out, this overview provides little in the way of direction in terms of the appropriate
share of resource revenues that ought to enter the equalization formula. For example, in terms of the historical
evolution of equalization from its inception in 1957 until today, the 1967-1973 period was the only one where
100% of resource revenues and tax bases entered the formula. The role of Part IV, then, is to provide numeric
simulations for 100%, 70%, 50%, 25%, 205 and 0% inclusion rates for resources and to focus on the resulting

implications for both total and provincial equalization flows.

In Part V attention turns to a much more controversial subject, namely interprovincial revenue-sharing pools for
resource revenues in the context of two-tier approaches to equalization. The first tier equalizes all non-
resource revenues utilizing a NAS approach. The second tier is the interprovincial revenue-sharing pool for the
resource categories. Not surprisingly, issues related to the fiscal and political feasibility/acceptability of these

two-tier systems are never far from the surface.

Part VI attempts to simplify the operations of the equalization program both analytically and computationally by
collapsing the dozen or so resource categories in to a single category defined by actual aggregate resource
revenues. In effect, this is an evaluation of the RTS system for resource-revenue bases. The results suggest

that this single-category approach may well be feasible and, in any event, certainly merits further research.

A brief conclusion completes the paper.
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Il RESOURCES AND THE FPS-NAS COMPARISON

A: The Anatomy of FPS Equalization

Row panels 1 and 3 of Table 1 (and row panels 1 and 2 of Table 2) present equalization payments for the FPS
and NAS formulations respectively for fiscal year 2003-04 (and 2004-05). As already noted, after the formula
results for the 33 equalization revenue sources have been obtained, they are collapsed for presentation
purposes into two broad categories—natural resource revenues (NR), and all other revenues. Resource
revenues include the nine energy revenue bases plus water power rentals, mineral resources, forestry
revenues and the two offshore energy bases for Newfoundland/Labrador and Nova Scotia (henceforth NL and
NS respectively). The category “other tax bases” includes income taxes, sales taxes, excises, property taxes
and, as the name suggests, all other provincial revenues. Note that the various transitional payments that have
been put in place en route to the new equalization system are ignored for purposes of these tables and the

related analysis.

As a final introductory comment, emphasis in what follows will be directed primarily to the 2003-04 results on
grounds that they are likely to be more accurate since the fiscal year is now over and the data have been
finalized. However, there is a sense in which the 2004-05 results in Table 2 are more realistic, namely the price
of energy used in the calculations. For 2003-04, the oil price is $31.50 US/bbl and $31.36 US/bbl for
Saskatchewan and Alberta respectively, and $40.00 and $42.00 US per barrel for 2004-05, where the prices
refer to the West Texas Intermediate (WTI) rates. The corresponding natural gas prices are $5.65/GL and
$5.45/GL for Saskatchewan and Alberta in 2003-04, rising to $6.07 and $6.45 in 2004-05. Unfortunately we do
not have information relating to the oil and gas prices for British Columbia, NL and NS although they should be
in the same ballpark. Given that oil prices, for example, are in the $60 dollar range at the time of writing, the

increase in resource equalization from Table 1 to Table 2 (where the oil price increase was in the range of $10)
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may provide some rough information as to the likely resource equalization at current prices, even though the

tables do not provide information on production volumesL.

From line 1 of row panel 1 of Table 1, the FPS formula generates total equalization payments of $8.6 billion for
2003-04 (i.e., the “federal cost” column). This is roughly $5.2 billion less than the $13.7 billion of entitlements
arising from the ten-province or NAS formulation (line 1 of row panel 3). Sorting out the anatomy of this $5.2
billion difference is most intriguing. Toward this end, line 2 of these row panels contains estimates of the
equalization arising from non-resource revenues, or “other tax bases” as these are labelled in Tables 1 and 2.
The FPS value is $9.4 billion while the NAS value is $11.4 billion. Thus, bringing Alberta’s tax bases into the
formula as well as those of the four Atlantic provinces increases equalization from non-resource revenues by
almost exactly $2 billion.2 The NAS equalization of resource revenues adds another $2.4 billion for the overall
NAS total of $13.7 billion. But this $13.7 billion is only about $4.4 billion above the equalization of non-resource
revenues in line 2 of row panel Lunder the FPS results, whereas the difference between line 1 for FPS and for
NAS is $5.2 billion. Where is the other $800 million of the difference between FPS and NAS? And for Table 2,
where is the missing $968 million? The answer is that the FPS equalization generated from resource revenues
for 2003-04 and 2004-05 is negative, which actually serves to decrease overall FPS equalization flows by $800
for 2003-04 million (last column for line 3 of row panel 1) and by $968 million for 2004-05. In other words, FPS

equalization for 2003-04 would be $800 million higher if resource revenues were excluded from the formula!

1. There do exist estimates of equalization for more recent years, but they utilize energy prices supplied by the provinces, which
vary considerably across provinces and often do not bear much relation to current prices. For example, the preliminary estimates
that | have seen for 2005-06 embody smaller energy rents than those reported in Table 2. The Expert Panel can make a
contribution here by recommending ways to ensure that equalization projections embody pricing policies more in line with current
reality.

2. Note that the FPS formulation is not a “pure” FPS because while it uses the five province tax bases, it calculates the
standardized tax rate from all ten provinces. Later in the text the results of a pure FPS will be presented.
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However, the distribution of these larger overall equalization flows would then be very different, as we shall

Soon see.

Why does this decrease in equalization occur? Look no further than Saskatchewan, BC and to a lesser degree
NL. Under the FPS, with Alberta’s large energy bases excluded from the formula, these three provinces
effectively now become very rich provinces in terms of the energy categories. This is clear from the rather
dramatic equalization clawbacks relating to resource revenues— $923 million for Saskatchewan, $1.6 billion for
BC and $157 million for Newfoundland. In terms of the resource revenues for these provinces in row 4 of Table
3, the average (not marginal) clawbacks are 80%, 46%, and 69% for Saskatchewan, BC and NL respectively.
To be sure, this 80% tax-back rate for Saskatchewan is well off its fully confiscatory rate of 108% in fiscal year
2000-01 (Courchene, 2004), but it remains very substantial nonetheless. Moreover, under the provisions of the
2005 Newfoundland/Labrador- Canada offshore-energy agreement the 69% clawback to NL will be refunded to

the province via the provisions of the associated Accord.

This caveat aside, these clawbacks serve to decrease overall equalization flows since they are offset against
equalization owing from line 1. Even more important from Ottawa’s fiscal vantage point is that the huge positive
equalization entitlement for Ontario arising from resource equalization ($1.8 billion from line 3 of row panel 1) is
offset against its much larger negative entitlement from line 1 equalization (-$5.4 billion), so that no resource-
related equalization ends up flowing to Ontario. The major beneficiaries of the FPS equalization of natural
resources are the Maritime provinces, Quebec and Manitoba, i.e., the have-not provinces without much in the
way of resource revenues. (Note that NS receives more in equalization from the equalization of on-shore
resources arising from the other provinces than it loses in clawback for its own offshore energy, so that it

qualifies overall as a have-not province for resource equalization.)

The bottom line should now be clear: Ottawa’s savings from the clawbacks to Saskatchewan, BC, NL and
Ontario exceed the payouts to Quebec, Manitoba and the Maritime provinces, the net impact of which is that
bringing resource revenues into the FPS serves, as already noted, to decrease overall equalization payments
by $800 million in 2003-04 and nearly a billion dollars in 2004-05.
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To be sure, the very rationale for the shift from NAS to FPS in the 1982 fiscal arrangements agreements was to
reduce the importance of Alberta’s energy in the formula, not only because it was costing Ottawa a lot of money
but as well because Ontario had emerged as a have-not province. What is surprising, however, is that the
impact of the FPS has been to reduce Ottawa’s energy-equalization cost to a level below that which would have

resulted had Ottawa simply dropped energy (and resources more generally) from the FPS formula.

Actually, there is another reason why FPS equalization saved Ottawa money, namely it was not a “pure” FPS

formula as endnote 2 has already suggested.

B: A Pure FPS Formula

While the tax bases entering the FPS are indeed the bases of the five provinces comprising the standard, this is
not so for the representative tax rate. The official FPS utilizes a ten-province (or NAS) tax rate. As | have
pointed out elsewhere, this ten-province tax rate has caused no end of problems for provinces like
Saskatchewan since it was the source of the province’s confiscatory (>100%) clawback rates on its resource
revenues (Courchene, 2004). For present purposes, my focus is somewhat different. Alberta’s tax rates are
lower than those of the Atlantic provinces, especially for income taxes and provincial sales taxes (e.g., Alberta
has no sales tax). Hence, a ten-province tax rate is lower than a five-province tax rate would be, with the result

that a given fiscal deficiency will generate a smaller equalization entitlement under the former.

Itis somewhat strange that there has been so little discussion over the past quarter century of the fact that the
official FPS is in fact a hybrid—a combination of a five-province base and a ten-province tax rate. Why not have
a “pure” FPS—namely a five-province base with a five-province tax rate? Row panel 2 of Table 1 presents
estimates of the entitlements arising from a pure five-province standard for the non-resource revenue bases.
(Duplicating this for the resource revenues was too complicated, since Alberta’s tax rates were used to
calculate some of the energy bases of five standard provinces with the result that the process of disentangling
this to obtain a pure FPS proved too complex). The results indicate that the pure FPS entitlements for “other
tax bases,” or non-resource revenues, are $1.3 billion higher than they are for the official FPS—$10.7 billion for
the pure FPS and $9.4 hillion for the official FPS (se row panel 2 and line 2 of row panel 1 of Table 1
respectively).
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This is an intriguing result because the difference between the NAS and FPS can now be parsed somewhat
differently. Specifically, the shift in the 1982 fiscal arrangements from NAS to the FPS can be viewed in the
present time frame as follows. Moving from the NAS to the official FPS sharply reduces the equalization from
resource revenues-—from $2.4 billion under NAS to minus $800 million under the official FPS (compare line 3 of
row panel 3 with line 3 of row panel 1, in Table 1). The shift from NAS to a pure FPS would have reduced
equalization from “all other tax bases” by about $700 million—-from $11.4 billion to $10.7 billion (from line 2 of
row panel 3 and from row panel 2 respectively). But by retaining the ten-province tax rate the official FPS
reduced non-resource equalization by a further $1.3 billion— from $10.7 billion to $9.4 billion as highlighted
above. These results are related in the sense that because Alberta is energy rich its other tax rates can be
much lower than those in other provinces. So if you want to significantly reduce equalization then the way to go
about doing this is to exclude Alberta’s energy tax bases from the formula but to be sure to include its tax rates
which will reduce equalization for “other tax bases.” And of course the official FPS does both of these! Thus,
with the shift from NAS to FPS in the 1982 fiscal arrangements Ottawa succeeded eminently in its goal of

reducing the costs of equalization.

With this brief detour now complete, | return attention to NAS equalization. Note that any further reference to

FPS in the ensuing text will refer to what | have called the “official” FPS and not to the “pure” FPS model.

C: NAS Equalization

As already alluded to, NAS equalization as presented in row panel 3 of Table 1 and row panel 2 of Table 2 is
substantially larger than FPS equalization on two counts, i) the NAS equalization of non-resource revenues is
$2 billion larger than its FPS counterpart and i) NAS resource equalization is $3.2 billion larger, for an overall
increase of $5.2 billion (compare row panels 1 and 3 of Table 1). Effectively, the impact of the switch to NAS
from FPS is to increase equalization payments across the board for all receiving provinces, with both BC and
Saskatchewan now well ensconced as have-not or receiving provinces. While there has always been a
general preference, other things being equal, for the NAS over the FPS, there is a major problem with the “full”
NAS model (100% resource inclusion rate) that appears in Tables land 2, namely it is very expensive,

especially at current energy prices. At one level, this may not seem to be an issue under the new (October,
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2004) arrangements since total equalization will be fixed at $10.9 billion for 2005-06 and then escalated
annually by 3.5%. Therefore, one approach would be to scale back the value of the NAS standard to that level
consistent with the pre-determined global amount of equalization. However, such scaling back brings with it at
least two concerns. One is that the very act of “scaling back” suggests that the system is “under-equalizing,” so
that pressures will develop for increasing equalization. A second is that the resulting distribution across
provinces of the fixed $10.9 billion pool of equalization could well be quite different from that arising from the
operations of an alternative formula or approach. For example, NAS resource equalization for PEI is about two-
and-one-half times larger that the FPS value whereas it is four times larger for Quebec (compare line 3 for row
panels 1 and 3). This issue of whether “scaling back” the standard is the appropriate way to accommodate the

pre-determined equalization pool will be addressed in a separate paper (Courchene, 2005c).

In order to understand more fully the role that resource revenues have played in Canada’s equalization program
the following section focuses on the historical, analytical and pragmatic relationship between resource revenues
and the equalization formula. This will be followed in section IV by a discussion of simulation results for

alternative resource-revenue “inclusion rates” in the equalization formula.

Il RESOURCES AND EQUALIZATION: HISTORY, THEORY AND PRACTICE

A: Resource Revenues and the Formal Equalization Program: An Historical Overview

Historically, the Canada’s equalization system has almost never allowed 100% of resource revenues to enter
the formula. Drawing from the Appendix on the history of equalization from 1867 to the enshrinement of the
principle of equalization in the Constitution Act, 1982, resource revenues did not enter the formula at its
inception in 1957. When they did enter the formula in 1962, it was as 50% of the three-year average of
provincial revenues and taxes from natural resources. However, beginning in fiscal year 1964-65, resources
were again excluded from the formula. Instead, 50% of the amount, if any, by which the three-year average of
a province’s resource revenue per capita exceeded the national average per capita resource revenue would
henceforth be deducted from the province’s equalization entitlement arising from the formula. Two of the
otherwise have-not provinces (Alberta and BC) were precluded from receiving equalization by virtue of this

resource- revenue provision.
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The 1967 equalization amendments represented a watershed in the evolution of the program. One key initiative
was the introduction of the so-called “representative tax system” (RTS) approach to equalization, which still
exists. Among the characteristics of the RTS is that whenever a tax base becomes “representative” of
provincial taxing practices it ought to be included in the formula. A related feature is that for each revenue
source one should identify both a tax base and a tax rate. While this has generally served us well, in Part VI |
will argue that the way in which this feature of the RTS has been applied to the energy categories is creating
serious equity and transparency problems. Another important aspect of the 1967 fiscal arrangements was that
the formula became comprehensive in terms of provincial revenue bases. And as part of this comprehensive
approach, resource revenues re-entered the formula and were equalized in full (via the NAS). Indeed, this has
turned out to be the only period from the inception of equalization to the present where 100% of energy

(resource) revenues and bases entered the formula.

But this 100% inclusion of resource revenues came to an abrupt end with the first energy price spike in 1973-
74, which required further changes in energy equalization. Henceforth, there would be two types of energy
rents—"pasic” and “additional,” with additional being defined as increases in revenues coming from post-1973/74
increases in prices (rather than increases in outputs). Basic revenues would be equalized in full while
additional revenues would be equalized only to the extent of one-third. In the 1977 revisions to the fiscal
arrangements, this “basic-additional” distinction gave way to a provision that only 50% of revenues from non-
renewable resources were eligible to enter the formula. Moreover, a natural-resource “override” was put in

place to ensure that no more than one-third of total equalization could arise from resource revenues.

The 1982 arrangements constituted another landmark in the evolution of equalization with the introduction of
the five-province standard (FPS) to replace the national-average standard (NAS). While the comparison
between the FPS and NAS was addressed in the previous section, one might note in the present context that
the impact of excluding Alberta and the Atlantic provinces from the FPS for 2003-04 is that only 39% of overall
tax bases for resource revenues enter the formula for purposes of establishing the FPS standard (calculated

from row 4 of Table 3).
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Later in the 1980s Canada signed The Canada-Nova Scotia Offshore Petroleum Resources Accord and the
Canada-Newfoundland Atlantic Accord, both of which serve to limit equalization clawbacks on offshore energy.
In tandem with other provisions, in particular the introduction of the so-called “generic solution” and, relatedly,
the creation of separate equalization categories for each of these offshore revenue sources, the net effect was
that a maximum of 70% of offshore energy revenues could enter the FPS formula. Finally, in 2005 Ottawa
ensured that any clawback of NL and NS offshore energy revenues within the equalization program will be
returned to these provinces via “side payments” delivered by other programs (e.g., by the enhanced NL and NS

offshore accords).

Hence, in the near-50 years of equalization and the near-45 years since resource revenues first entered the
program, there was only full equalization of resource revenues over the 1967-1973 period. However, even
beyond the operations of the formal equalization program, there were and are analytic and pragmatic reasons
why 100% (or zero per cent for that matter) may not be the appropriate share of resource revenues to be

subject to equalization, as the ensuing sections will address.

B: Analytical Perspectives on Resource Equalization?

Efficiency Arguments

Typically, the extensive theoretical literature on equalization starts by defining an individual's “aggregate”
income as the sum of his or her earnings or market income (w) and net fiscal benefits (NFBs), where NFBs are
the difference between benefits received from government expenditures and taxes paid. In equilibrium,
individuals will ensure, via migration, that their aggregate incomes are the same (net of migration costs) across
different provinces. Assume, initially, that migration costs are zero and that NFBs are not identical between
provincesiandj. Specifically, let NFB; exceed NFB;. These NFB differentials provide the analytical basis for
what the theoretical literature refers to as the fiscal efficiency and the fiscal equity arguments for equalization.

3. This section isintended as a brief and simplified introduction to the theoretical bases for equalization. Readers
wishing afuller elaboration of the analytical case for equalization may wish to consult Boadway (1998) or the earlier
seminal contribution by Boadway and Flatters (1982).
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Consider fiscal efficiency first. Output maximization requires w; = wj, namely that individuals distribute
themselves across jurisdictions until their market-based marginal products everywhere are identical. However,
if NFB; > NFB;, then people will move to province i (and in the process may drive down w;) to ensure that their
overall aggregate income is equal regardless of jurisdiction. In other words, individuals would be willing to
accept lower market incomes in i (that is, wi < w;) as long as this is offset by NFB; > NFB;. This is inefficient or
“fiscal-induced” migration. The solution proposed in the literature is to provide equalization payments to
province j in order that NFB; = NFB;which then implies that migration will ensure that w; = w;, i.e., will ensure

that migration will be efficiency-driven, not NFB-driven.

However, making the case that differing NFBs require the equalization of per capita standardized revenues
requires further assumptions. Arguably, the most important of these assumptions is that an increase in
revenues in province i or j means that NFBs in province i or j have also risen apace. This is a heroic
assumption since it implies that increases in tax revenues will never be capitalized in wages, rents, and the like.
Thus, one can adhere to the theoretical notion that differing NFBs across provinces ought to be equalized
without adhering to the view that this necessarily implies that per capita revenues have to be equalized. More

on capitalization later.

Another assumption relates to the degree of interprovincial mobility. Thus far in the analysis migration has
been assumed to be costless. If one assumes that there are costs to migration, as there surely are, then NFBs
across provinces can differ by these costs (appropriately discounted) without triggering fiscal- induced
migration. And if citizens are immobile across provinces, then NFBs could vary all over the map with no
implications for the efficiency case for equalization. The assumption of zero mobility is, no doubt, off base, but

so is full and costless mobility.

None of this is intended to downplay the potential efficiency issues arising from differing NFBs across
provinces. This is especially so in the context of the present paper, since resource revenues are surely one of
the principal reasons for differing cross-province NFBs because they are frequently large in value and because
the provincial fiscal benefits they provide are neither tax-financed by citizens nor have the resource revenues

themselves been subject to federal taxation.
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The next two sections address alternative approaches to the fiscal equity case for equalization.

Broad Horizontal Equity

The equity argument for equalization focusses directly on these differences in NFBs across provinces. Among
the factors that would come into play in determining how comprehensive this equalization should be (or, in the
present context, whether 100% of resource revenues would enter the formula) are the division of powers in the
federation and (relatedly) the version of horizontal equity deemed to be appropriate for the federation. The

following discussion begins with the case for equalizing 100% of resource revenues.

What has come to be known as “broad-based horizontal equity,” or broad horizontal equity underpins the case
for a comprehensive approach to resource revenue equalization. According to broad horizontal equity “two
persons who are equally well-off before provincial and federal government actions must also be so afterwards.”
(Boadway and Flatters, 1982, 13). The authors then elaborate:

To institute a federal tax system that would ensure horizontal equity in this sense, the federal
government must account for the nationwide horizontal inequities introduced by the independent
behaviour of the provinces and offset the fact that some persons have been made better-off in one
province than their identical counterparts elsewhere (loc. cit).

In other words, “equalization of this sort essentially makes the financial structure of the federation comparable
to what it would be if the country were a unitary nation with a single national tax system and uniform public

services applying across all regions” (Boadway, 1998, 59, emphasis added).

Applying the concept of broad-based horizontal equity to an equalization system would lead to 100%
equalization of all revenues sources (upward and downward to the “standard”) as well as equalization of
expenditure needs. Among federal systems, Australia has the equalization system that most closely
approximates the dictates of the principle of broad horizontal equity. A further feature of a full-blown application
of broad-based horizontal equity is that in order to equalize fiscal benefits across provinces the funding of the

program should come from the revenue-rich provinces. Hobson (1998) presents equalization estimates for
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such a comprehensive scheme for Canada for fiscal year 1994/95. The resulting equalization flows totalled

$9.5 billion, with the province of Alberta contributing $5.7 billion toward its financing (Ibid, Table 1).

Apart from the obvious political problem of implementing such a scheme, the analytical challenge (from my
perspective at least) is that broad-based horizontal equity is the very antithesis of a decentralized federal

system such as the Canadian system?.

Narrow Horizontal Equity
An alternative view, much more consistent with the federal ideal, is referred to as “narrow-based horizontal

equity:”

...the federal government should take as a starting point the level of real income attained by individuals
after provincial fiscal systems have been established. In this case, the federal government need only
be concerned with ensuring that two persons who are equally well-off after provincial government

4. Hence, rather than relying on the traditional fiscal efficiency and fiscal equity arguments for equalization, | prefer more
federalism-friendly arguments such as what | have termed the “federal rationale” and the “citizenship rationale.” The former
would assert that for federalism to be meaningful the individual provinces need to have fiscal capacities sufficient to discharge
their constitutional competences. The citizenship rationale relates to the reality that there are a select number of public goods
and services that ought to be available to all Canadians as a right of citizenship, as it were. If these fall under provincial
jurisdiction then the provinces must have revenues sufficient to provide these goods and services. To be sure, there are equity
and efficiency values embedded in the federal and citizenship rationales for equalization, but these are quite different than what
the literature refers to as broad horizontal equity which, as noted, serves to fiscally convert federations into virtual unitary states.
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budgets are in place will be equally well-off in the presence of both provincial and federal budgets.
The federal budget need not be concerned with offsetting the nationwide horizontal inequities
introduced by provincial governments. (Boadway and Flatters, 1982, 13).

This conception is complemented in the Canadian context by the constitutional provisions that shelter selected
provincial resource revenues from federal taxation, e.g., $.109 to the effect that all sums and royalties arising
from provincial lands, mines, and minerals belong to the respective provinces, and s.125 which effectively
states that the provincial crown cannot tax the federal crown and vice versa or, more formally, that “No Lands or
Property belonging to Canada or any Province shall be liable to Taxation.” Hence, under the narrow version of
horizontal equity the resulting equalization program would no longer have to fully offset aggregate net fiscal

benefits on equity grounds:

For federal policies to be horizontally equitable, federal taxes should apply to the part of real incomes
corresponding to the per capita share of source-based taxes. Thus, the amount of source-based tax
revenues that must be equalized to satisfy the narrow-based notion of horizontal equity should be a
proportion of them given by the average rate of federal taxation (Boadway, 1978, 62).

In terms of provincial resource revenues, the fact that they are federally-untaxed revenues and are utilized to
provide provincial public goods and services to citizens implies that the value of these public goods and
services should enter citizens’ incomes for federal tax purposes. This “imputed income” would then be taxed at
the federal marginal tax rate, which ranges from 16%-29%. Assuming that the average federal tax side is, say,

25%, it is this share of resource revenues that should enter the equalization formula.

The genesis of this federal-tax-share proposal goes back to the lead article in the first issue of Canadian Public
Policy/Analyse de politiques authored by University of Alberta economists W. D. Gainer and T. L. Powrie (1975,
10-11):

...we would like to suggest a principle by which royalty revenue could be shared between a province
and the federal government. The principle is that the tax claims against any flow or rent should be the
same whether it accrues to a government or to a private person or to a company. (Of course, section
125 or the BNA Act forbids the taxation of one government's revenues by another government:
therefore implementation of this principle would have to be through negotiated voluntary revenue-
sharing agreements and could not be through unilateral tax legislation.)
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If all royalties in Alberta went to private individuals, they would be subject to personal income
tax. Federal marginal rates on personal income tax range between 20 and 30 per cent on most
taxpayers, although the general level of marginal rates in Alberta would be raised if potential maximum
royalty revenues were distributed to persons because they would amount to several thousand dollars
per taxpayer. If corporations received all the royalties, they would be subject to a federal marginal rate
of nearly 40%. If royalties were regarded as capital gains both the personal and the corporate rates
would be halved ... We have chosen the figure of 30% as a reasonable suggestion.

Gainer and Powrie then embark on a numerical exercise where Ottawa receives 30% of the royalties and the
remaining 70% enters the equalization formula. The resulting equalization amounts roughly to the 30% federal
share, so that the costs to Ottawa of paying for equalization essentially equals the monies that it draws from the
resource-rich provinces. Given the reductions in both personal and corporate income taxes at the federal level

since the mid-1970s, the Gainer-Powrie assumption of 30% would now be more like 20% or at most 25%.

This reference to the Gainer-Powrie proposal is important in terms of the ensuing analysis for the following
reason: what Gainer and Powrie have in mind by 30% equalization of resource rents is that 30% of resource
revenues should be taken from the resource-rich provinces and then allocated as equalization payments to the
resource-poor provinces. This is not the same approach as that adopted in the later analysis of the estimates
from Tables 1 and 2 which, for example, allow 25% of resource revenues to enter the formula and then finance
the resulting equalization via Ottawa’s consolidated revenue fund. However, Part V will present numerical

simulations more in the Gainer-Powrie spirit.

The Case For Zero Inclusion Rates

There is also a body of literature that argues for completely excluding non-renewable-resource revenues from
the equalization formula. The argument typically advanced is that non-renewable such as oil and gas are
assets, and the process of converting them into energy royalties or revenues does not alter the fact that they
remain assets — in effect they are converted from assets in the ground to assets in the bank, as it were. What
should enter the formula, the argument continues, are the income flows from such assets, not the energy
revenues themselves. But this analysis is faulty because the rationale for equalization has nothing to do with
whether or not government revenues result from income flows or from non-renewable-asset conversions.

Rather the issue is whether they end up in the consolidated revenue fund for purposes of providing public
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goods and services. Ifthey do, then they should be treated like any other revenues that enter the equalization
formula (but subject to the above analysis relating to broad vs. narrow horizontal equity). Note that this implies
that energy revenues placed in a heritage fund (indeed, any revenues so placed) could be excluded from the
formula on grounds that they are not being used to provide public goods and services. They would enter the
formula if and when they are brought into the consolidated revenue fund (including any interest or earnings
accruing to the assets). A related issue is whether provincial revenues devoted to debt servicing or debt

reduction ought to fall into the same category as revenues placed in a heritage fund.

Clawbacks

A further analytical comment relates to an intriguing recent observation made by Memorial University’s James
Feehan (2005b), namely that a case could be made that equalization clawbacks associated with a province’s
resource revenue may run afoul of sections 109 and 125 of the Constitution Act, 1867. That is, they could be
construed as levying a federal tax on provincial resource revenues. If the analogy is indeed correct, then it
would argue for excluding all resource rents from the equalization formula. Or at least it would lend support for
the recent NL and NS agreements that allow their energy revenues to enter the formula, but then compensate
these provinces for any equalization clawbacks of these energy revenues. If Feehan’s observation is not true,
then the implications may be even more far-reaching. If a negative equalization entitlement for energy
revenues can reduce the equalization that a province may otherwise receive, might this not carry over to the
other cash transfers as well? For example, could an overall negative equalization entitlement serve to reduce
CHT or CST cash transfers to the “have” provinces (Ontario and Alberta)? Intriguing as this issue may be, it
does not arise in a comprehensive way in the Canadian context because we do not have an “overarching”
equalization program, i.e., one that sits atop the overall transfer system and that plays the role of an
overarching “reconciler.” Rather, cash transfers such as the CHT and the CST are, in effect, mounted on top of
equalized revenues. Were the system to move in the direction of having equalization as an overarching

program, then the clawback issue would come to the fore.

Actually, however, the above commentary is not entirely correct because we are already engaged in clawing
back cash transfers for health. Specifically, Alberta and Ontario receive fewer per capita dollars from CHT cash

transfers because they are “have” provinces for the personal and corporate income tax points that are part of
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the overall CHT funding. This issue will be revisited later in the context of revenue-sharing pools for resource

revenue sources.

Capitalization

While s.36(2) of the Constitution Act1982 refers to “reasonably comparable levels of public services,” almost
without exception the theory and practice of Canadian equalization equates “public services” with “per capita
revenues.” However, any meaningful definition of the level of public services must relate to real public services
such as the number of medical operations, number of caseloads, number of professors, nurses, etc. It does not
follow that there is a one-to-one relationship (applicable across all provinces) between an increase in revenues
and the ability to provide a corresponding increase in public goods and services. For example, itis presumably
the case that wages, rents and the prices of non-traded goods are all higher, often considerably higher, in
Alberta, BC and Ontario than they are in Atlantic Canada or Saskatchewan. For present purposes it does not
matter whether higher tax revenues in the richer provinces become capitalized in wages and rents, or whether
the causation runs in the other direction, i.e., to compete in a progressively integrated North American market,
Toronto, Vancouver, Calgary and Montreal must be competitive, in terms of compensation, with Boston, New
York, Seattle, and Houston with the result that tax revenues will correspondingly rise. Yet the Canadian

equalization program assumes that there is zero capitalization.

It is important in this context to note that the Americans do not have a revenue equalization program, one
explanation for which is that there is “nothing to equalize” since the US implicit assumption is that any cross-
state revenue differences are fully capitalized (Oates, 1983). Now it is no doubt inappropriate to assume 100%
capitalization, but the assumption of zero capitalization is equally inappropriate. In my earlier paper (2005a) |
used “average wages” (from Statistics Canada) across provinces as a measure of capitalization, and the result
was that the post-equalization per capita revenues end up being the lowest in Ontario. Yet not only does
Ontario receive no equalization but its citizens, via federal taxes, end up paying about 43% of the overall costs

of Canada’s equalization program (row 3 of Table 3).

Again, several caveats are in order. The first is that much more work needs to be done on the capitalization

issue. For example, one could “construct” a representative or composite unit of provincial public goods. This
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would involve selecting the half-dozen or so largest expenditure categories from aggregate provincial
expenditure data (e.g., education, health, policing, social services, administration, etc.). These would be
assigned weights that would sum to unity. Then one would assign costs by province to these various
categories — perhaps fee schedules for doctors, salaries for nurses, salaries for teachers and professors,
wages for health care workers, and on and on. These costs would then be weighted by the related expenditure
categories and the results would produce the comparable amount of revenues per capita across the provinces
required to produce this one unit of the composite provincial public good. Deflating standardized per capita
revenues by this cost or capitalization index (with 1.00 as the average) would yield a measure of “effective” per
capita revenues for each province. Note that this procedure assumes 100% capitalization. Alternatively, one
could divide by only half of the deviation in the index from 1.0, which would imply a 50% capitalization, and so

on.

A second caveat is that one might interpret the fact that our equalization program brings low-revenue provinces
up to the standard, but not high-revenue provinces down, as embracing some implicit capitalization for the

above-standard provinces.

A further observation is that the issue of capitalization is more important now that, trade-wise, Canada is more
and more a series of north-south economies rather than a single east-west economy. Indeed, the equalization
program was created and then expanded to its current comprehensive version within an economic environment
where trade was largely east-west and where the economy was operating behind high tariff walls. This is no
longer the case. In particular, one now has to be concerned that east-west equity concerns do not undermine
north-south competitive concerns. This is an issue that transcends provinces and progressively applies to what
are referred to as Canada’s global city regions (Toronto, Montreal, Vancouver, the Edmonton/Calgary corridor,
...). Onthe one hand, these cities are in the front lines in terms of having to wrestle with the implications of zero
capitalization outlined above and, on the other, they face the reality that Ottawa still views them as ideal places
to redistribute from (Courchene, 2005b).

By way of a final comment, it is important to note that capitalization does not undermine the theory of

equalization elaborated earlier, i.e., it is still the case that differences in NFBs ought to be equalized. What
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capitalization does do, however, is sever the assumed link between revenues per capita and net fiscal benefits:

equalization of the latter does not require equalization of the former.

Summary
As was the case for the historical record, a resort to analytical principles does not generate a unigue solution to
the resource revenue inclusion-rate issue. Nor, as the next section demonstrates, does a pragmatic or

empirical approach.

C: Pragmatic/Political Approaches to Resource Equalization
Complicating any attempt to make a case for full equalization of resource revenues are a series of practical
issues and political developments. Three of these - “gross” vs. “net” resource revenues, the funding issue, and

the Atlantic accords — are dealt with in this section.

Gross Vs. Net Resource Revenues

Currently, total or “gross” resource revenues typically enter the equalization formula. However, it is “net”
revenues that ought to enter the formula, where net revenues are defined as gross revenues less the amount of
government expenditures required to develop the resource in question and to collect the resulting revenues.
These costs or expenditures include transportation infrastructure, all range of environmental assessment and
monitoring costs, policy/regulatory costs, collection/assessment and auditing costs on the taxation side, and
administration costs especially if there is a dedicated department replete with a ministry and a minister, etc.
Actually, this distinction between gross and net revenues applies to all revenues bases, not only resource
bases. However, for what | have called “other tax bases” for purposes of this paper, these development and
collection costs have to be undertaken by all provincial governments since these tax bases are common to
every province. This means that the redistributive impact of ignoring this distinction for “other tax bases” is
likely to be minimal. But this is clearly not the case for resource revenues. Since the other provinces do not
share in the development costs for these resource bases, the revenues eligible for equalization should be net
revenues rather than gross revenues. By way of a real-life example, John McDougall (1993) in his book on Eric
Kierans notes that Kierans, as Revenue Minister in Quebec, realized that the province’s income from resources

was less than its expenditures in support of the resource sector. Yet when resource revenues were brought
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into the equalization program in 1967 it was Quebec’s gross revenues that were eligible for equalization, which
served to increase the net revenue loss from the resource sector. While one has to be careful to guard against
moral hazard here, the underlying message is that it is net revenues that ought to enter the formula. Indeed, it
Is passing strange that this issue seems never to arise in reform proposals, especially since including gross

revenues can easily generate clawback rates on effective resource revenues of well over 100%.

The Funding Issue

A second practical problem with equalizing anywhere near 100% of resource revenues relates to the funding of
the resulting equalization. When provincial income taxes, for example, rise in such a manner as to generate
increasing equalization, then Ottawa’s income taxes also rise, both in general terms and especially from those
provinces whose rising income tax is generating the equalization increase. Hence, there is a rough and ready
correlation between both a) the rise in equalization and Ottawa’s ability to pay for it and b) the provinces whose
revenues have led to the increase in equalization and Ottawa’s ability to increase its revenues from these same
provinces. But this double coincidence is largely absent when it comes to resource revenues, especially energy
revenues. Consider the $3 billion increase in resource equalization in the transition from FPS to NAS, as
recorded in the Table 1 data. Itis clear that Alberta’s energy is triggering this equalization increase. It is
equally clear that Ottawa is not seeing its revenue increase by this amount, nor is it able to extract much in the
way of extra revenues from Alberta’s energy patch. Rather, it is Ontario that will be called upon to contribute
roughly 43% of the cost of equalizing Alberta’s energy rents! (See row 3 of Table 3 for the percentage source
by province of Ottawa’s revenues.) Therefore, equity considerations would seem to dictate that unless Ottawa
is able or willing to obtain more revenues (or to clawback CHT/CST transfers) from Alberta, 100% of even net
revenues is way too high a proportion of resource revenues to enter the NAS formula. As matters now stand,
Ontario will be footing 43% of the 2004 ten-year $33.4 billion equalization deal regardless what happens to
provincial revenue disparities, and with no real prospect of any equalization flowing Ontario’s way. Indeed, as |
note elsewhere (2005a) Ontario’s horizontal fiscal imbalance is arguably contributing to its high profile $23

billion fiscal gap, and the stage appears set for more of the same in the future.

Resource Inclusion Rates, the Generic Solution and the Off-Shore Accords
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The third of the pragmatic/political developments impinging on resource-revenue inclusion rates relates to the
off-shore energy accords and the so-called “generic solution.” The original offshore energy accords (the 1985
Canada-Newfoundland Atlantic Accord and the 1986 Canada-Nova Scotia Offshore Petroleum Resources
Accord) contained provisions to compensate the provinces for equalization clawbacks of their energy revenues.
These compensatory payments began at 90 percent and then declined annually until they eventually reached
zero. The so-called “generic solution” allows a province with 70% of a given tax base to shelter 30% of the
revenues from that base from entering the equalization program. While not directly related to the offshore
accords, the generic solution has worked in tandem with the accords because Ottawa created a separate
revenue category for each of these two provinces’ off-shore energy revenues, e.g., Newfoundland's off-shore
energy revenues constitute 100% of the tax base, let alone the 70% required for triggering the generic solution.

Hence, the maximum clawback rate for the NL and NS offshore energy was 70%.

There are two ways in which the application of the generic solution is effectively arbitrary. The first is that
Ottawa can simply decree that a given revenue source will become its own, separate category (as was the case
with NL and with NS off-shore energy). Recently, for example, Ottawa re-classified potash to be included in
mineral revenues, which removed potash from qualifying for the generic solution (and which served not
surprisingly to increase the equalization clawback rate on Saskatchewan’s potash revenues (Courchene,
2004)). The second example of arbitrariness has already been alluded to. Under the FPS, Saskatchewan had
70% of the tax base for several of the resource revenue categories. But Saskatchewan was not allowed the
right to have these categories be subject to the generic solution because the province does not have 70% of
the national (ten-province) tax base for these categories. Part of this issue here relates to the fact that the FPS
still relies on the national-average tax rate, as highlighted earlier, but part also depends on how the equalization

authorities choose to define the resource-revenue categories for purposes of the formula.

The high-profile 2005 bilateral agreements between Ottawa-NL and Ottawa-NS with respect to offshore energy
effectively ensure that any equalization clawbacks of NL and NS energy revenues will be fully compensated via
side-payments under a version of the original accords. Hardly surprisingly, this has led to formal proposals
from Saskatchewan to likewise fully exempt its resource revenues from clawbacks under the equalization

program. The bottom line here is that on equity grounds it is becoming difficult to reconcile NL and NS
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effectively being able to shelter all of their resource revenues from the formula when other provinces have to
submit 100% of (gross) resource revenues to equalization. And this is aside from the reality that offshore
energy revenues for NL and NS go beyond formal energy revenues to include revenues like energy-related

corporate income taxes.

D: Summary

Neither the historical record nor analytical principle can point the way toward the appropriate inclusion rate for
resource revenues. Indeed, many of the changes in our equalization program were driven inter alia by fiscal
issues or political necessity or specific challenges. In this sense, the equalization formula often tends to adapt

to the larger economic and political environment. David Milne (1998, 176) asserts that it has always been thus:

...the equalization program still depends upon finding its place in the deeper political logic and interests
of our time. Thisis especially so since the constitutional specialists regard the 1982 commitment [i.e.,
s.36(2)] essentially as a statement of principle and not a firm, justiciable claim upon any particular
share of federal revenues. In that sense, the political future of equalization will continue to rest much
more upon the country’s sense of its importance in the political balance of things than upon legal or
constitutional guarantees. Hence, a sensitive, contemporary reading of the politics of equalization
must begin with a careful reading of our country’s larger political context. In short, emerging trends
and dangers may tell us more about our future than would reliance upon yesterday's political
CONSensus.

Part and parcel of ensuring that equalization can find its place in “the deeper political logic and interests of our
time” is ensuring that we understand fully the range of implications associated with alternative equalization
formulations. Toward this end | return to Tables 1 and 2 and focus on the estimates associated with varying

inclusion rates for natural resource revenues.

IV: ESTIMATES FOR ALTERNATIVE RESOURCE INCLUSION RATES

Tables 1 and 2 present NAS equalization estimates for resource inclusion rates of 70%, 50%, 25%, 20%, 0%
and, of course, 100%. The 70% inclusion rate corresponds to the generic solution inclusion rate, and it
assumes that this 70% rate prevails for all resource revenues for all provinces. The 25% and 20% rates can be
viewed as corresponding to the narrow horizontal equity inclusion rate, namely the estimated average federal

income tax rate. The zero inclusion rate obviously implies that only non-resource revenues are equalized, a
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proposal that, as noted above, has gained some support in the wake of the NL and NS bilateral agreements.
The rationale for the 50% inclusion rate is that it corresponds to historical reality in the wake of the first energy
price spike. Perhaps it can also be viewed as the 70% rate modified by a further exclusion related to the

difference between gross and net resource revenues, as elaborated earlier.

Turning now to the estimates themselves, the first thing to note is that diminishing inclusion rates for resources
generate proportional decreases in equalization entitlements from resource revenues. For example, the $210.3
million in Table 1 resource equalization for Manitoba in line 3 of row panel 5 (where 50% of resource revenues
are included in the NAS formula) is half of the $420.6 million in entitiements in row panel 3 (where 100% of
resource revenues enter the NAS formula). This results because of the way | treated the declining inclusion
rates for purposes of the tables. Specifically, | continued to use all (100%) of the resource revenues to
determine the per capita “deficiencies” and “excesses” for each of the revenue sources. We then scaled back
the amount of resource revenues entering the formula (from 100%, to 70%, to 50%, etc.). This produces the
linear nature of the results in Tables 1 and 2. An alternative approach would be to recalculate the relative
deficiencies and excess, by allowing these scaled-down revenues to reduce the tax bases. This would result in
amuch steeper decrease in equalization entitiements for resource revenues than those shown in Tables 1 and
2. For example, were there only one resource category (rather than the dozen or so that exist), this procedure
for the 70% inclusion rate would generate entitiements closer to 50% (i.e., .70 x .70 =.49). A third alternative
would be to allow 100% of resource revenues to enter the formula, but to scale back per capita resource
revenue yields to 70% in order to create new deficiencies/excesses. As with most issues in this general area,
there tend to be several approaches that one can choose from. The role of the above discussion was to be

very clear about the specific assumptions underlying the results in Tables 1 and 2.

An obvious second point is that resource equalization and, therefore, overall equalization falls as the resource
inclusion rates decrease. Nonetheless, even with a zero inclusion rate, the NAS equalization is larger than the
current FPS equalization — $11.4 billion vs. $8.6 billion (the “federal cost” entries in the last and first lines,
respectively, of Table 1). And it is also larger than the predetermined $10.9 billion for 2005-06 under the new

framework, let alone the smaller legislated value for 2003-04.
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While overall equalization falls with falling inclusion rates, the implications for individual provinces differ
markedly. The big winners, as it were, are clearly the energy-rich, have-not provinces under the NAS formula -
Saskatchewan, B.C. and Newfoundland/Labrador. Consider Saskatchewan. Under the FPS formula (the first
row panel) the province’s negative resource entitlement is $922.8 million. This falls to $704.2 million under the
NAS formula, then to half of this (i.e. $302 million) when only 50% of resource revenues enter the formula, and
finally to zero when resource revenues are excluded from the formula. Correspondingly, Saskatchewan'’s
overall equalization entitlements range from its “have” status under the FPS (a negative overall entitlement of
$5.8 million) to $280 million under the NAS with 100% inclusion, and progressively higher with lower inclusion

rates until Saskatchewan qualifies for $984 million when resource revenues no longer enter the formula.

The patterns for British Columbia and NL are similar to those for Saskatchewan, with the major difference being
that both of these provinces qualify as overall “have-not” provinces under the FPS. The data for 2004/05 (Table
2) indicate that BC is moving toward qualifying as a have province under the FPS as world energy prices rise,
whereas NL still has a long way to go. Under the NAS, however, only Alberta and Ontario qualify as have
provinces. And as the estimates in these two tables indicate, the lower the inclusion rate the less likely it is that
any other province could emerge as a “have” province, whatever the price of energy. But what is possible is
that under the NAS formulation with 100% resource inclusion, Ontario could well qualify as a have-not province
if energy prices were to settle in, say, the $60 per barrel range. Under lower inclusion rates, the likelihood of

Ontario falling in the have-not category diminishes sharply, as the estimates indicate.

The provinces that lose from progressively lowering resource inclusion rates are obviously the have-not
provinces — Quebec, Manitoba, PEI, and New Brunswick. For example, under a NAS formula with 100%
inclusion rates, Quebec qualifies for $2.5 billion in resource equalization for 2003-04 and just over $3 billion in

2004-05. These payments fall to zero as inclusion rates fall to zero.

The results for the 25% inclusion rate merit further attention. | recommended this approach in my 2004 IRPP
paper on equalization, drawing on work by Feehan (2005b) and my earlier research with Copplestone (1980).
And as noted earlier, this inclusion rate came to be viewed as a potential fallback position in the equalization

debates associated with the reworking of the 1982 fiscal arrangements agreements since 25% was the rate of
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federal taxation that would apply to resource revenues were they to accrue to citizens. In any event, this 25%
option appears as a row panel 6 of Table 1. Intriguingly, all provinces except PEI are better off under this 25%
scenario than they are under the FPS status quo in row panel 1. And the shortfall for PEI is rather minimal.
(Note that these FPS estimates do not represent the actual status quo because Ottawa has made “transition
payments” to several provinces as part of the move to the new equalization system). The big winners are
Saskatchewan, B.C. and NL, and this for obvious reasons —these provinces can shelter 75% of their resource
revenues from equalization so that the clawbacks embedded in line 3 of row panel 5 are only one-quarter of
what they were in line 3 of the 100% inclusion panel (i.e., panel 3 of Table 1). And while any clawbacks on NL
and NS offshore energy revenues will be compensated, such clawbacks cannot, by definition, exceed 25% so
that the interprovincial equity issues relating to the offshore accords are considerably ameliorated (in terms of

the FPS status quo, for example).

The final row in Tables 1 and 2 is fully consistent with the NL and NS accords since zero resource revenue
inclusion by definition means that there are no offshore resource clawbacks. This is apparently the preferred
solution of the Conservative Party and, as noted, it is effectively the deal that the Prime Minister delivered to NS
and NL. Not surprisingly, Saskatchewan’s premier quickly made this his preferred approach to dealing with the
province’s high tax-back rates. While a comparison between FPS equalization (line 1 of row panel 1) with zero
resource revenue inclusion reveals that provinces like Quebec and Manitoba and PEI are not that much worse
off when the formula excludes resources (e.g., $3.8 billion vs. $3.9 billion for Quebec), they are dramatically
worse off in relative terms. Consider B.C. By virtue of the equalization in the last line of the Tables 1 and 2, it
has per capita revenues brought up the same national-average standard that applies to Quebec. ButB.C. also
pockets its $3.6 billion of resource revenues (see row 4 of Table 3 for 2003-04). And Saskatchewan would
have an additional $1.16 billion, more than a billion more than Manitoba (again row 4). While 100% inclusion
rates are inappropriate, so too are zero inclusion rates, especially since these resource revenues will be used

for the provision of provincial public goods and services.

However, there is another alternative that merits highlight in spite of the fact that it is highly speculative,
certainly controversial and in all likelihood a non-starter politically, namely a resource revenue-sharing pool

where resource-rich provinces pay into the pool and resource-poor provinces draw from the pool.

Resource Revenues and Equalization - IRPP Working Paper number 2005-04, August 2005 -26-



V: RESOURCE REVENUE-SHARING POOLS

A: Revenue Sharing Pools and Canadian Federalism

Up until this point in the analysis the rationale for classifying revenue sources into those relating to natural
resources and those relating to all other revenue sources was primarily expository, namely to highlight the
implications for equalization flows of resource revenues. In this section the resource/non-resource classification
becomes functional since the focus is on two-tiered approaches to equalization. The first tier contains the non-
resource revenues and here it will be “business as usual” in the sense that the relevant estimates will be those
in the Table 1 and Table 2 rows labelled “entitlements for all other tax bases.” Some flexibility would exist

because one could still opt for the NAS, FPS or the pure-FPS versions.

The critical second tier would take the form of an interprovincial revenue-sharing pool for natural resource
revenues, i.e., itwould be financed by the energy-rich provinces. As already alluded to, self-financing provincial
revenue sharing may well be viewed as politically unacceptable. Indeed, even the benefiting provinces may be
concerned, preferring instead to receive payments directly from the federal government. As an important aside,
these concerns on the part of the receiving provinces as well as the obvious concerns on the part of
contributing provinces might be considerably alleviated were this second tier to be managed by the Council of

the Federation, as it obviously should be.

Political unacceptability notwithstanding, revenue-sharing pools (and particularly resource revenue-sharing
pools) deserve to be included in any reasonably comprehensive litany of alternative approaches to equalization.

One reason is that there already exists a literature on revenue-sharing pools -- among others Courchene and
Copplestone (1980), Courchene, (1984), as well as the seminal article by Gainer and Powrie (1975). Another is
that one can find interprovincial revenue -sharing pools in other federation, most notably in the German
federation. Moreover, a close relative of revenue-sharing pools is a model where the rich provinces do not
contribute directly but have their other cash transfers from the federal government reduced (or clawed back).
This is one way to interpret the comprehensive Australian model of equalization. Indeed, and as noted above

this approach currently exists in Canada in the context of the operations of the Canada Health Transfer (CHT).
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Specifically, the cash component of the CHT s calculated as the difference between i) the equal per capita
entitlements and ii) the equalized value of a given number of income tax points (originally 13.5 personal income
tax points and 1 corporate tax point, the precise numbers applicable now depending on recent changes in
federal tax rates). For the 8 provinces that are have-not provinces for this tax-point transfer, the CHT cash
transfer is identical in per capita terms, because the associated equalization delivered via the formal
equalization program brings all of these provinces up to the same per capita value for these equalized tax
points. However, the Alberta and Ontario values for the tax-point transfers exceed the value of the equalized
PIT/CIT tax points for the other provinces. Under the provisions of the CHT their cash transfers are reduced in
line with the amount by which their PIT/CIT tax point revenues exceeds the equalized value of these tax points.
For Ontario, this reduction (or clawback) in its CHT transfer amounts to close to a billion dollars in 2005.
Relatedly, in the context of the formal equalization formula the positive equalization entitlements for non-

resource revenues for British Columbia, for example, are clawed back because the province is energy rich.

It would seem to follow, therefore, that if BC and Saskatchewan can, under the existing equalization program,
have their non-resource equalization entitlements clawed back because they are energy-rich, and if Ontario and
Alberta can have their CHT payments reduced because they are PIT/CIT rich, then it may not that much of a
leap to suggest that energy-rich provinces might also have their non-equalization-related federal cash transfers

clawed back to some degree.
By way of a final introductory comment, probably the most important point for concerned readers to bear in
mind is that any such interprovincial resource revenue-sharing pool will only see the light of day if it is agreed to

by the provinces, and in particular by the contributing provinces.

With this brief overview as backdrop, attention is now directed to the operations of selected versions of

resource revenue-sharing pools.

B: Resource Revenue-Sharing Pools: Alternative Estimates

Integrated Tiers
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Conveniently, the relevant estimates for two-tiered systems already exist in Tables 1 and 2, i.e., in line 2 of the
row panels for the first tier and in line 3 for the second or revenue-sharing tier. But which row panel? Implicitin
the above analysis was a preference for row panel 6, which embodies a 25% inclusion rate for natural
resources. But since an interprovincial revenue-sharing pool is more redistributive for any given sharing
percentage than is ordinary NAS equalization (because monies are directly transferred from richer to poorer
provinces) the above preference now shifts to 20%, namely the data contained in line 3 of row panel 7 in Table
1and row panel 6 of Table 2. For ease of presentation these line 3 estimates are reproduced as rows A.1 and

B.1, respectively, in Table 4. The relevant first tier estimates are not reproduced in Table 4.

Assume initially that these two tiers, while operationally distinct, are integrated with each other in the sense that
a province will not qualify to receive equalization from the second tier if it is a rich or *have” province for tier one
(or, more precisely, it can only receive equalization from tier two to the extent that its tier two positive
entitlement exceeds any negative entitlement from tier one). This means that the province of Ontario will not
receive its $987 million in second tier equalization entitlements as indicated in row A.1. Thus, even though the
sum of positive entitlements in row A.1is $1.7 billion (which by virtue of the self-financing nature of this second
tier also equals the negative entitlements of the contributing provinces), the exclusion of Ontario means that the
total cost of the revenue sharing pool will only be $731 million, i.e., $1,7 million less Ontario’s $987 million. As
a result, the negative entitlements for the four contributing provinces that appear in row A.1 of Table 4 (for
example, the -$115.3 million figure for BC) need to be scaled down to reflect the assumption of integration,
which deprives Ontario of equalization. This scaling factor is 42.56 %, namely $731.334 divided by $1,718,202.
These corrected estimates for the second tier of an integrated revenue sharing pool appear as row A.2 in
Table 4, with corresponding estimates in row B.2 for fiscal year 2004-05. As the entries indicate, the 2003-04
contributions (in $ million) of the four contributing provinces are: Newfoundland/Labrador ($2.105);
Saskatchewan ($59.942); Alberta ($620.154) and British Columbia ($49.064). For Alberta, this represents

roughly 7.7 per cent of its resource revenues (from row 4 of Table 3).

The contributions from the resource-rich provinces could be in the form of direct transfers to the Council of the
Federation (or some similar body) that would be running the revenue-sharing pool, or they could be deductions

from transfers otherwise owing to these provinces, which Ottawa would then forward to the Council. As already
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noted, there is some precedent for this since Ottawa already reduces the CHT cash transfers to Ontario and
Alberta by the amount that their fiscal capacity in the FPS formula for the designated number of personal and
corporate income tax points exceeds the five-province-standard value for these same PIT/CIT points. And
more dramatically, in fiscal year 2000-01 Saskatchewan's entire endowment of resource revenues was clawed

back against its equalization entitlements from non-resource revenues.

Note that the end result for the resource-poor provinces will be the same as that in line 1 of row panel 7 of
Table 1. However, Saskatchewan, BC and Newfoundland will be better off because with Ontario disqualified as
a tier-two recipient their contributions to the pool will be less than their negative entries in row A.1 of Table 4. To
see this, compare rows A.1 and A.2 of Table 4 for these three provinces. Note also that the linearity of the
various line 3's in Table 1 and 2 carries over to the Table 4 results as well. For example, were one to go to 50
% revenue sharing rather than 20%, then one would scale up the earlier (row A.2) results by a factor of 2.5, i.e.,

Alberta’s contribution rate would be approaching 20 % of its resource revenues.

But this is not the end of the matter. Because the resource revenue-sharing pool is self-financing at the
provincial level, Ottawa is only responsible for paying the $11.4 billion in equalization that arises from first tier
equalization billion (i.e., it pays only for line 2 of row panel 7 of Table 1). In other words, it saves the $470
million in line 3 of row panel 7 of Table 1or in the “federal cost” column of row A.1 of table 4. This federal
saving is less than the cost to the rich provinces of financing the resource revenue-sharing pool because under
the Table 1 NAS approach with 20% inclusion of natural resources Ottawa benefits from the fact that BC,

Saskatchewan and Newfoundland have their line 3 negative entitlements offset against their line 2 equalization.

By way of compensation, and an integral part of the two-tier proposal, Ottawa would transfer this $470.3 million
back to the provinces via an equivalent equalized transfer of personal income tax points. Indeed, perhaps the

provinces could lobby for a transfer of $731 million, which is the cost to the energy rich provinces of this pool.

Several aspects of the optics of this proposal are quite encouraging. Resource-revenue equalization would now

be funded by the very provinces whose resource revenues trigger the increase in equalization. This certainly
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scores well on equity grounds. Second, the recent offshore agreements would remain in place but the
compensating side payments would be very small ($2.103 million for Newfoundland, as noted above, out of its
total resource revenues of $230 million). This would convert the NL and NS offshore agreements into relatively
minor arrangements in terms of interprovincial equity, while remaining fully consistent with letter and spirit of the
agreements. Third, the tax-back rates are rather low so that provinces will be encouraged to follow efficient
resource taxation. For example, this will provide an incentive for Quebec to take more of its hydro power rents
into its consolidated revenue fund rather than transferring them to its citizens by way of subsidized hydro prices
(on which there are no tax-backs). And Ottawa compensates the system via an additional tax-point transfer,
which will go some way to ameliorating the costs to the contributing provinces. Nonetheless, even though the
tax rate is rather low, the reality is that the proposal will be a tough sell politically, and it really could not go

ahead without Alberta’s agreement. But it will not be as tough a sell as the variant that follows.

Independent Tiers

The alternative two-tier model highlighted here is one that treats these two tiers as independent. This means
that a province qualifying for equalization in the resource tier would receive this equalization even if it is a have
province for the first tier. In the above example, Ontario would be eligible to receive its resource revenue
entitlement of $987 million. In turn this means that the data in line 3 of row panel 7 of Table 1 and row A.1 of
Table 4 are now accurate for every province in terms of the pay-out and pay-in figures. These estimates
appear as row A.3in Table 4. As the A.3 figures reveal the total provincial cost (to the contributing provinces)
is now the full $1.8 billion referred to earlier (i.e., the sum of the $731 million from the above integrated model
plus the $987 million now going to Ontario). Alberta’s contribution to the sharing pool now rises to $1.5 hillion,
as noted in row A.3, or 18 % of Alberta’s resource revenues. Despite the very substantial jump in overall
(positive) equalization flows, Ottawa’s saving still amounts to the earlier $470 million, since it remains
responsible for the row A.1 payments. But the provinces would have more leverage in attempting to extract a
larger equalized tax point transfer from Ottawa. Not surprisingly, the potential political problems with this
model for the resource-rich provinces are now magnified, both in terms of the cost and of including Ontario as a

receiving province.
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Itis not clear what conclusions, if any, are appropriate to draw from all this. From an equalizing-fiscal-capacity
perspective, this model seems preferable to the existing FPS or NAS approaches. But it cannot be an
exclusively federal program in the sense that Ottawa could not force provincial treasuries to transfer funds into
the pool (although one presumes that Ottawa could legally, if not politically, deduct entitlements from other
transfers to these provinces). One possible implication that might be drawn is that if the energy-rich provinces
are not interested in sharing their resource revenues, then perhaps Ottawa should also abandon any attempt to
do so because having Ontario bear 43% of the cost of equalizing Alberta’s energy revenues creates its own set
of inequities, as elaborated earlier. Phrased somewhat differently, the row A.2 approach, ans perhaps A.3 as

well, fares very well on equity grounds.

C: Revenue Sharing Pools and the New Equalization Framework

None (or at least not much) of the analysis to this point makes any attempt to accommodate the new
equalization reality, namely a predetermined equalization pool, fixed at $10.9 billion for 2005-06 and then
escalated annually. Rather, the focus has been on the analytical and numerical implications of alternative ways

of treating resource revenues in Canada’s equalization formula.

While focusing on the relationship between resource revenues and equalization is an explicit part of the
mandate of the Expert Panel, so too is the challenge to design a program (in the shorter term at least) that

respects the new framework. Essentially, the issue here is how to allocate this fixed quantum of equalization.

In @ companion paper (2005c), | address this allocation issue. In particular, | attempt to demonstrate that
Ottawa’s preferred approach to accommodating the new framework may be inappropriate. Specifically, where
the formula-driven equalization exceeds the fixed quantum, Ottawa proposes to decrease the standard on an
equal per capita basis until the resulting equalization equals the predetermined level. And vice versa if the
formula-driven equalization initially falls short of the fixed quantum. Appropriately, this has come to be termed
the floating standard approach to accommodating the new framework. My preference, however, would be to
utilize the NAS equalization formula to generate equalization entitlements, as in line 1 of row panel 3 of Table 1.
These provincial entitlements would then be converted into “relative shares” by dividing them by the total of
NAS equalization. Let these relative shares be referred to as relativities. Under the new framework, this
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relativities approach would generate provincial equalization by multiplying the fixed pool by these relative
shares. The role of the companion piece is to compare and assess the floating standard and the relativities

approaches to allocating equalization under the new framework.

What might the new framework imply in the context of a two-tier system for equalization? One of the many
possibilities would be that Ottawa would ensure, via one or the other of the above approaches, that the first tier

would generate the predetermined level of equalization, with the second tier serving as an interprovincial top-

up.

The final substantive issue to be addressed relates to an alternative approach to defining and classifying

resource revenues.

VI: RESOURCE REVENUES AND THE REPRESENTATIVE TAX SYSTEM (RTS)

A: Problems With The RTS Approach To Resources

The mandate of the Expert Panel is, inter alia, to look into the continuing suitability of the representative tax
system. Among the operating characteristics of the RTS is that it attempts to assign both a tax base and a tax
rate to each revenue category that enters the equalization program. For many revenue categories, this is
rather straightforward. For example, one can easily generate a volume-related base for tobacco taxes, for the
three alcohol-related tax bases (wines, spirits and beer) and for general sales taxes. And in most of these
cases the provinces themselves legislate the respective tax rates. While there are problems associated with
some of the tax bases that fall into the non-resource categories (property taxes especially come to mind and,
indeed, are singled out for study by the Expert Panel), the focus in what follows is on the resource revenue
bases.

Applying the RTS to the resource bases is becoming a nightmare for provinces and officials alike, in part
because the base and tax rate decisions are complex analytically, let alone empirically and in part because the
process effectively becomes a zero-sum game with large amounts of entitlements typically at stake. Here,

volume-related bases for resource revenues do not solve the problem. The economic rents associated with a
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ton of iron ore, or a barrel of oil, or a hundred board feet of lumber can and do very widely, both within and
across provinces. Moreover, with eleven different categories for energy entering the equalization program, it
matters a great deal just how these categories are defined: different classifications will yield different
equalization results, as | have demonstrated in the context of the recent reclassification of both mineral
revenues and the fossil fuel revenue sources in Saskatchewan (Courchene, 2004). This should not be the case,
either in principle or practice. Yetin recent years Ottawa created a separate category for offshore energy for
each of NL and NS thereby allowing them access to the earlier-mentioned generic solution, while in roughly the
same time frame Ottawa forced the integration of Saskatchewan’s potash revenues with the rest of the mineral
revenue category, thereby removing potash revenues from accessing the generic solution and in the process
decreasing the province’s equalization. With so much at stake here, the incentive for rent-seeking (or perhaps

“rent-keeping” in the energy-equalization context) becomes well-nigh overpowering.

The problems associated with defining tax bases often tend to be exacerbated in the process of assigning tax
rates. Even the most skillful of analysts will have trouble generating an acceptable tax rate applicable to rent-
varying deposits of a similar resource type (e.g., conventional oil plays), let alone the tax rate appropriate
across different resource types lumped into a single category (such as minerals which includes iron, copper,
nickel, potash ...). In my earlier research (2004, 17) | focussed in some detail on a different issue relating to the
assignment of tax rates. The resource revenue category in question was that entitled “sales of crown leases.”
The problem here has already been alluded to, namely that while Alberta’s tax bases are left out of the FPS
program, its tax rates are part of the national average tax rate. In attempting to assign a tax rate to the auction
of these leases the authorities relied heavily on Alberta’s (implicit) tax rate. The result was to generate a
revenue base for sales of crown leases in Saskatchewan that was nearly two-and-a-half times its overall
revenues obtained from these lease sales. And as a consequence the equalization tax-back rate on the crown
lease revenues was in excess of 200%. Similar problems continue to exist with the treatment of potash

revenues, and one could list still other examples.

By way of some historical perspective here, a similar conceptual approach was part of the Quebec
Government's 1982 Working Paper “Fiscal Equalization: An Important Supplement to Provincial Tax
Systems.” Specifically:
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As it is impossible to measure the amount of economic rent associated with natural resources for
each province, the best measuring device available for fiscal capacity related to natural resources
is found in the revenues that are actually collected from them. (Quebec, 1982, 15-16, emphasis
added)

There is yet a further problem that merits highlight, namely the inherently zero-sum nature of equalization.
While this is a general issue, not one confined to resource revenues, it is convenient to highlight it in the present
context. Focussing again on the crown leases category, Saskatchewan'’s revenues from that source in 2000-01
were roughly $61.5 million and its clawback was about $131.5 million (line 21,Table A.6 for revenues and an
average of lines 23 of Table A.3 and A.4 for the clawback (Courchene, 2004)). By the very nature of the
equalization formula this $70 million difference ends up as entitlements for other provinces. Hence it becomes
politically very difficult to correct even such an obvious error as this one because the other provinces will lose
this $70 million (or more, since this $70 million still assumes a 100% clawback on Saskatchewan'’s crown-lease
revenues). Not surprisingly, therefore, the high clawbacks on sales of crown leases still exist. This suggests
that some arm’s length body may be the appropriate overseer of the implementation of the technical side of
equalization. This caveat aside, the point at issue here is that the RTS approach to resources is progressively

failing and, in the process, is creating equity, transparency and accountability problems for the whole system.

B: The Proposal: Aggregate Resource Revenues As A Single Base

| believe that there is a workable solution to this resource-revenue/RTS issue, one that is at the same time both
straightforward and arguably more appropriate. It requires three assumptions or operating principles. The first
and most important is that the provinces are rational and intelligent revenue maximizers. This means that the
actual revenues collected should serve as the tax base for purposes of the formula. Equivalently, if one wants
to have a separate tax base and tax rate, then let the revenues actually collected be the base and let the tax
rate be 1.0 (or unity). This is much better than the current approach, which assumes that the provinces are not
revenue maximizers. In the case of the auction-related crown lease example, the notion embodied into the
operations of the equalization formula that Saskatchewan is collecting only about 40% of what it could and
should collect is surely far-fetched. A competitive bidding process would not allow this. And as noted above,
these issues become compounded in the mineral category when the comparison is not only between different

provinces for the same minerals but different minerals within and between provinces. Surely, one reasonable
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approach would be to assume that the provinces are acting rationally and that one should rely on actual
provincial revenues as the tax base (or more correctly in terms of the formula, as the “yield at national average

tax rates”).

The second assumption is that one should lump all resource revenues into one single category. This is more
for simplicity and transparency and accountability, since | think that having 679 separate categories (or
whatever the relevant number would be following on from the first assumption) would give the same result as a
single aggregate category. But once one starts creating new categories the rent-seeking behaviour will

inevitably re-appear.

The third assumption or operating principle relates to the nature of the equalization formula for this resource
aggregate. The NAS-consistent allocation formula is the following:

Equalization = Total Resource Revenues (Population Share - Base Share).
For provinces whose share of Canada’s population exceeds their share of aggregate resource revenues, the
formula would bring their resource revenues up to the national-average per capita level. For resource-rich
provinces (where the bracketed value is negative), their equalization would be setto zero. Therefore, asin the

current formula, rich provinces are not “equalized down.”

C: Numerical Estimates

From row 4 of Table 3, aggregate resource revenues for 2003-04 are $13.7 billion, ranging from over $8 billion
for Alberta to less than $1 million for PEI. Data for the population shares appear in row 2 of the table. Row 9 of
Table 3 contains the equalization entitlements arising from the application of the above formula. Alberta, BC,
Saskatchewan and NL are resource rich, i.e., they have negative entitlements. (By way of an aside, were row
9 to contain actual equalization flows, these negative entries would be set equal to zero.) For comparison
purposes, the NAS estimates for 100% resource equalization (from line 2 of the row panel 3 of Table 1) appear
in row 10 of Table 3.

Resource Revenues and Equalization - IRPP Working Paper number 2005-04, August 2005 -36-



Since there are some problems with the NAS entitlements (as noted earlier), it is not evident what to make of
the comparative results from treating resources as a single category and assuming that actual revenues are the
appropriate definition of the tax base. Nonetheless, my perspective is that the results are most promising. For
most provinces the row 9 results are quite close to those in row 10. British Columbia is the major outlier, for
reasons that need further probing. Note that these row 9 figures are not intended as appropriate values for
equalization, since 100 per cent equalization of resource rents is itself not appropriate, as argued earlier. By
way of a further and related note, to obtain the entitlements for, say, a 25% inclusion rate of resource revenues,
simply multiply the row 9 results by .25 or 25%. In other words, this approach could be utilized for the second

tier of the two-tier proposal outlined in the previous section.

Given the recognized problems associated with the RTS approach for resources (i.e., finding a tax base and a
tax rate for every resource revenue and individual components thereof), my conclusion is that this bit of
exploratory investigation indicates that pursuing an aggregate approach to resource equalization in the context

of assuming that the provinces are revenue maximizers merits further research effort.

VII: CONCLUSION

The role of this paper has been to focus on the relationship between resource revenues and the equalization
formula. With energy prices at record nominal levels, the pressures on the equalization system, already high,
may well intensify. Indeed, the possibility exists that the 2004 arrangements which established a fixed and
growing equalization pool may not even keep pace with what a high-energy-price scenario for the FPS would
have generated. Likewise, itis not beyond the pale that Ontario could qualify for equalization at these record
energy prices. Allin all, a most daunting challenge for the Expert Panel constituted to rethink and rework the
equalization program and, more generally, the redistributive underpinnings of Canadian federalism.

The introduction included a list of challenges and issues facing Canada’s Expert Panel commissioned to

rethink equalization. It is therefore fitting to conclude with another set of bullet points relating to options that

the Expert Panel might take into consideration in their deliberations:
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= The FPS has served us well for more than two decades, but it now is coming under strain from
several sources;

= Part of the FPS problem is that it is a hybrid— a combination of a five-province base and a ten-
province tax rate. As a result, average equalization clawback rates on resources can become
near-confiscatory. One option would be to rely only on the five-province tax base for deciding on
eligibility for the 70% generic solution;

= Equalizing 100% of resource revenues has occurred in only a half-dozen of the near-50 years of
Canada’s equalization system. And in any event there are analytical and practical reasons why
100% is inappropriate. But there are also reasons why zero equalization is also inappropriate
(unless all of the resource revenues are put in heritage fund, i.e., are not used to provide provincial
goods and services). There is no one best inclusion rate. This being the case the above analysis
presents simulations for several inclusion rates, selected for highlight because they have all been
used in the evolution of the program;

= Creating a dozen or so resource revenue categories and assigning tax rates and tax bases to all of
them is increasingly a problem. It would be much better to create one aggregate resource base that
is the sum of the resource revenues collected by the provinces. This assumes that the provinces
are rational revenue collectors whereas the current system inappropriately second guesses their
revenue-raising strategies. Simulations utilizing a single resource category reveal promising
results. In the language of the equalization system this means that the RTS is inappropriate for
resource revenues,

= There are several inequities that are affecting the FPS. One is that Saskatchewan has near
confiscatory tax-back rates whereas NL and NS now have zero tax-back rates. Another is that
Ontario is called upon to finance something like two-fifths of equalization arising from energy rents
since Ottawa cannot access these rents. This becomes more problematic in the context of soaring
energy prices.

= One option here is the two-tier proposal. The first tier would use the entire current federal envelope
($10.9 billion in 2005 and growing at 3.5 percent annually) to equalize provincial non-resource
revenues. The second tier would be a voluntary interprovincial resource revenue sharing pool run
by the provinces (perhaps through the Council of the Federation). If the two tiers are integrated
(i.e., Ontario would be ineligible for tier-two equalization since it is very rich in terms of the first tier)
then equalizing 20% of resource revenues would cost the resource-rich province’s about 8% of
their resource revenues.

These and other observations and implications, alongside the range of analytical perspectives and
numerical simulations, are designed to shed light on the complex interaction between resource

revenues and Canada’s equalization system. While it is hopefully the case that some considerable

progress has been made toward this end, the reality is that the ultimate solutions may not have been
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made more obvious technically/analytically or more easy politically. This is the enduring challenge of

public policy.
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Table 1 -- Structure of Equalization Payments under Different Treatments of Natural Resource Revenues, 2003-04 (thousands of dollars)

FPS Entitlements --Prior to floor
Entitlement from other tax bases (not NR)
Entitlement from NR

Pure FPS-- Entitlements from Non-Resource
Revenues

NAS 100% inclusion of NR
Entitlement from other tax bases (not NR)
Entitlement from NR

NAS 70% inclusion of NR
Entitlement from other tax bases (not NR)
Entitlement from NR

NAS 50% inclusion of NR
Entitlement from other tax bases (not NR)
Entitlement from NR

NAS 25% inclusion of NR
Entitlement from other tax bases (not NR)
Entitlement from NR

NAS 20% inclusion of NR
Entitlement from other tax bases (not NR)
Entitlement from NR

NAS 0% inclusion of NR

NFLD.

677,998
835,206
-157,208

866,448

845,381
870,113
-24,732

852,801
870,113
-17,312

857,747
870,113
-12,366

863,930
870,113
-6,183

865,167
870,113
-4,946

870,113

P.E.I.

226,749
202,549
24,200

211,594

271,053
211,787
59,266

253,273
211,787
41,486

241,420
211,787
29,633

226,604
211,787
14,816

223,640
211,787
11,853

211,787

N.S.

1,093,201
964,917
128,284

1,006,013

1,381,969
1,027,946
354,023

1,275,762
1,027,946
247,816

1,204,957
1,027,946
177,011

1,116,451
1,027,946
88,506

1,098,750
1,027,946
70,805

1,027,946

N.B.

1,158,476
1,070,262
88,214

1,109,681

1,400,939
1,120,826
280,113

1,316,905
1,120,826
196,079

1,260,883
1,120,826
140,057

1,190,854
1,120,826
70,028

1,176,849
1,120,826
56,023

1,120,826
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QUE.

3,894,565
3,265,301
629,264

3,435,953

6,312,102
3,769,440
2,542,662

5,549,303
3,769,440
1,779,863

5,040,771
3,769,440
1,271,331

4,405,105
3,769,440
635,665

4,277,972
3,769,440
508,532

3,769,440

ONT.

-5,414,781
7,221,006
1,806,225

-7,485,623

-1,462,473
-6,396,813
4,934,340

-2,942,775
-6,396,813
3,454,038

-3,929,643
-6,396,813
2,467,170

-5,163,228
-6,396,813
1,233,585

-5,409,945
-6,396,813
986,868

-6,396,813

MAN.

1,351,434
1,227,480
123,954

1,278,033

1,726,246
1,305,641
420,605

1,600,064
1,305,641
294,423

1,515,943
1,305,641
210,302

1,410,792
1,305,641
105,151

1,389,762
1,305,641
84,121

1,305,641

SASK.

-5,826
917,017
-922,843

941,737

279,777
983,985
-704,208

491,040
983,985
-492,946

631,881
983,985
-352,104

807,933
983,985
-176,052

843,144
983,985
-140,842

983,985

ALTA. B.C.

13,285,321 174,603
-5,195,881 1,811,208
-8,089,440 -1,636,605

-5,652,152 1,829,899

12,264,121 1,514,127
-4,983,470 2,090,545
-7,285,651 -576,419

10,083,426 1,687,052
-4,983,470 2,090,545
-5,099,956 -403,493

-8,626,296 1,802,336
-4,983,470 2,090,545
-3,642,826 -288,209

-6,804,883 1,946,441
-4,983,470 2,090,545
-1,821,413 -144,105

-6,440,600 1,975,262
-4,983,470 2,090,545
-1,457,130 -115,284

-4,983,470 2,090,545

Federal
Cost

8,577,026
9,376,923
-799,897

10,679,358

13,731,504
11,380,281
2,351,313

13,026,201
11,380,281
1,645,920

12,555,938
11,380,281
1,175,652

11,968,111
11,380,281
587,830

11,850,545
11,380,281
470,264

11,380,281
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Table 2 -- Structure of Equalization Payments under Different Treatments of Natural Resource Revenues, 2004-05 (thousands of dollars)

NFLD. P.E.Il. N.S. N.B.
FPS Entitlements -- Prior to any Floor
Payments 626,077 242,633 1,171,221 1,206,849
Entitlement from other tax bases (not NR) 846,687 213,747 1,029,999 1,106,067
Entitlement from natural resources -229,869 28,886 141,222 100,782
NAS 100% inclusion of NR 808,292 293,670 1,497,199 1,484,991
Entitlement from other tax bases 882,489 223,289 1,094,856 1,158,076
Entitlement from natural resources -74,197 70,381 402,342 326,916
NAS 70% inclusion of NR 830,551 272,556 1,376,496 1,386,917
Entitlement from other tax bases 882,489 223,289 1,094,856 1,158,076
Entitlement from natural resources -51,938 49,267 281,640 228,841
NAS 50% inclusion of NR 845,390 258,480 1,296,028 1,321,534
Entitlement from other tax bases 882,489 223,289 1,094,856 1,158,076
Entitlement from natural resources -37,098 35,191 201,171 163,458
NAS 25% inclusion of NR 863,939 240,885 1,195,442 1,239,805
Entitlement from other tax bases 882,489 223,289 1,094,856 1,158,076
Entitlement from natural resources -18,549 17,595 100,586 81,729
NAS 20% inclusion of NR 867,649 237,366 1,175,325 1,223,459
Entitlement form other tax bases 882,489 223,289 1,094,856 1,158,076
Entitlement from natural resources -14,839 14,076 80,468 65,383
NAS 0% inclusion of NR 882,489 223,289 1,094,856 1,158,076

NAS = National Average Standard (i.e. Ten Province Standard)
NR = Natural Resource Bases
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QUE.

4,084,384
3,305,943
778,441

6,874,771
3,827,694
3,047,077

5,960,648
3,827,694
2,132,954

5,351,233
3,827,694
1,523,538

4,589,463
3,827,694
761,769

4,437,110
3,827,694
609,415

3,827,694

ONT.

-5,502,729
-7,634,953
2,132,224

-920,385
-6,778,139
5,857,754

-2,677,711
-6,778,139
4,100,428

-3,849,262
-6,778,139
2,928,877

-5,313,700
-6,778,139
1,464,438

-5,606,588
-6,778,139
1,171,551

-6,778,139

MAN.

1,469,934
1,319,055

150,879 -

1,902,797
1,399,992
502,804

1,751,956
1,399,992
351,963

1,651,395
1,399,992
251,402

1,525,694
1,399,992
125,701

1,500,553
1,399,992
100,561

1,399,992

SASK.

-169,693
953,299
1,122,992

143,882
1,022,185
-878,303

407,373
1,022,185
-614,812

583,033
1,022,185
-439,152

802,609
1,022,185
-219,576

846,524
1,022,185
-175,661

1,022,185

ALTA.

-14,936,459
-5,398,635
-9,537,824

-13,755,208
-5,177,277
-8,577,931

-11,181,828
-5,177,277
-6,004,552

-9,466,242
-5,177,277
-4,288,965

-7,321,760
-5,177,277
-2,144,483

-6,892,863
-5,177,277
-1,715,586

-5,177,277

B.C.

118,104
2,056,659
-1,938,555

1,669,991
2,346,834
-676,843

1,873,044
2,346,834
-473,790

2,008,412
2,346,834
-338,421

2,177,623
2,346,834
-169,211

2,211,465
2,346,834
-135,369

2,346,834

Federal
Cost

8,919,202
9,878,157
-968,214

14,675,593
11,955,416
2,720,177

13,859,540
11,955,416
1,904,124

13,315,504
11,955,416
1,360,089

12,635,460
11,955,416

680,044
12,499,451

11,955,416
544,035

11,955,416
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Table 3 -- Miscellaneous Provincial Data Relating to Equalization (2003-04)

NFLD. P.E.I. N.S. N.B. QUE. ONT. MAN. SASK. ALTA. B.C. TOTAL
1. Population (thousands) 518.4 137.2 936.1 750.9 7,487.5 12,240.9 | 1,160.9 994.6 3,154.8 4,148.7 31,530.0
2. Population Share 1.644.2 43519 2.9688 2.38168 | 23.74724 38.8231 3.6817 3.1545 10.0058 13.1580 100.00
3. Ottawa’s Revenues by Province (per 1.165 .352 2.336 1.758 21.659 43.186 2.893 2.526 11.848 11.841 99.6°
cent)*
4. Resource Revenues ($ mill) 230.5 .8 52.1 69.9 128.3 266.0 102.1 1,157.0 8,080.0 3,616.3 13,702.9
5. Non-Resource Revenues ($ mill) 2,466.7 628.8 4,622.3 | 3,433.6 46,234.2 74,362.4 | 5,974.1 6,064.7 16,405.2 | 21,974.7 | 182,166.9
6. Total Revenues ($ mill) 2,697.2 629.6 4,674.4 | 3,503.5 46,362.5 74,628.4 | 6,076.2 | 7,221.7 | 24,485.2 | 25,591.0 | 195,469.8
7. Per Capita Revenues (row 6 - row 1) 5,206.9 | 4,588.9 | 4,993.5 | 4,665.7 6,192.0 6,096.6 5,234.0 | 7,260.1 7,761.2 6,168.0 6,212.2
8. Tax Effort (Average = 100.0), Index 113.8 105.5 100.2 101.8 118.0° 98.2 106.4 121.6 76.7 96.1 100.0
9. Resource Eqn: Macro Approach ($ mill) -35.1 58.9 | 3426 | 2694 | 3,144.0 | 5,079.0 354.9 | -718.8 | -7,014.0 | -1,472.0
%ghﬁ)esource Eg'n: Row Panel 2, Table 1 -24.7 59.2 354.0 280.1 2.542.7 | 4.934.0 420.6 | -7042 | -7,285.7 -576.4

Provincial Economic Accounts data, adjusted for the value of the Quebec abatement.

Rest is from the Territories.

My understanding is that this figure for tax effort in Quebec abstracts from the Quebec abatement.
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Table 4 -- Resource Revenue-Sharing Pools

NFLD PEI NS NB QUE ONT MAN SASK ALTA B.C. Federal Provincial
Cost Cost
A: 20% Resource Sharing Pool (2003-04)
1. Reproduction of Table 1 data -4.9%* 11.9* 70.8* 56.0* 508.5* 986.9 84.1* -140.8** -1,457.1 -115.3* 470.3"
2. Resource Sharing (integrated with Tier 1) -2.1 11.9 70.8 56.0 508.5 0 84.1 -59.9 -620.1 -49.1 731.3
3. Resource Sharing (Tier 2 is independent) -4.9 11.9 70.8 56.0 508.5 986.9 84.1 -140.8 -1,457.1 -115.3 1,718.2
B: 20% Resource Sharing Pool (2004-05)
1. Reproduction of Table 2 data -14.8* 14.1* 80.5* 65.4* 609.4* 1,171.6 100.6* -175.7*%* -1,715.6 -135.4* 544.0°
2. Revenue Sharing (integrated with Tier 1) -6.3 14.1 80.5 65.4 609.4 0 100.6 -74.9 -731.0 -57.7 869.9"
3. Resource Sharing (Tier 2 is independent) -14.8 14.1 80.5 65.4 609.4 1,171.6 100.6 -175.7 -1,715.6 -1354 2,041.5
Notes: 1. Federal cost in row 1 of Panel A is the sum of the entries with an asterisk, less the sum of those with two asterisks

(because they are offset against positive entitlements from “other tax bases” in Table 1). Likewise, Ontario’s positive
resource entitlement is offset by its negative entitlement from other tax bases.
2. The row 1 costs to the resource-rich costs are $1,718.2 million. Because Ontario is excluded from receiving equalizatio
the net cost falls to $731.3. Hence, the negative entries in row 2 are only 42.6% of those in row 1 (i.e., 731.3 [0 1,718).
Same as for row A.1.
Same as in note 2 for row A.2, including the same scaling factor.
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Appendix

A History of Canadian Equalization:
From the Constitution Act 1867 to the Constitution Act 1982

Date Subject Description of amendments or innovations Comments

1867 BNA Act statutory subsidies. Payments to provinces in return for surrendering indirect taxes to Ottawa. Important in that they allow the concept of equalization to be traced back to the
The subsidies contained an element of equalization in that they were per BNA Act.
capita grants up to a maximum population. They were revised on many
occasions (e.g., Duncan Royal Commission, White Royal Commission) and
were geared toward the notion of fiscal need. Still exist today, but are of no
real financial significance now, whereasin 1867 they represented a
substantial share of provincial revenues.

1940 National Adjustment Grants. Recommended in Rowell-Sirois Report. These grants were to be paid on Not implemented. However, the rationale for these grants — to enable provinces to
the basis of fiscal need. Determined by evaluating provincial/local provide national average levels of basic services at not unduly high tax rates —
expenditure needs in relation to access to revenues. underlies the present-day formulations of equalization.

1957 First formal equalization program. Part | Federa government agreed to bring per capitayields from the three Equalization was restricted to the three ‘ shared’ taxes. The tax rates appliedin

of 1957-62 fiscal arrangements. standards taxes up to the average yield in the two wealthiest provinces. The | calculating provincial revenues for equalization purposes were those that applied in
revenue sources and tax rates were as follows: personal income taxes (10 the tax-rental arrangements. Albertafell into the category of a“have-not” province.
per cent), corporate income taxes (9 per cent), succession duties (50 per Indeed, only therichest province (Ontario, at thistime) did not receive payments.
cent). This was a necessary result of equalizing to the wealthiest two provinces.

1958 Increased equalization for personal The provincial share of personal income taxes paid to the provinces Equalization wastied in closely with the tax arrangements, as one might expect.

income tax. increased from 10 to 13 per cent. This entered the equalization formula.

1958-61 Atlantic Provinces Adjustment Grants Additional unconditional grantsto the Atlantic Provinces, rationalized on The additional grants appear to have been modelled after the Rowell-Sirois

and Newfoundland Additional Grants the basis of their low fiscal capacity. adjustments grants.
Act.
1962 1962-67 fiscal arrangements Personal income tax share rose to 16 per cent , in accordance with the tax First initiative to expand equalization beyond shared taxes. As compensation for
agreement. arrangements. Introduction of 50 per cent of three-year average of movement down to national average, the Atlantic Provinces Adjustment Grant was
provincial revenues and taxes from natural resources. Equalization standard | increased for $25 million to $35 million. Alberta and British Columbia become
reduced to the national average level. “have” provinces as aresult of the resource provision.
1962-67 Provinces acquired an increasing share | ‘The share of personal income taxes allocated rose from 16 per cent at the Consistent linking of the equalization program with the tax arrangements.

of personal income tax.

outset of the 1962 arrangements to 24 per cent by 1967. Thisincreasing
proportion automatically entered the formula.
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Date Subject Description of amendments or innovations Comments

1964-65 Natural resource changes. In fiscal year 1964-65, the equalization standard once again becamethetwo | Equalization paymentsincreased because the impact of equalizing to the two top
top provinces. Resource revenues were no longer equalized. Rather, 50 per | provinces was worth more than the pulling of resource revenues from the formula.
cent of the amount, if any, by which the three-year average of aprovince's Alberta and British Columbia had positive equalization entitlements, but these were
per capitaresource revenue exceeded the national average resource revenue | reduced to zero by the resource deduction provision.
would henceforth be deducted from the province' s equalization arising from
the formula

1967 Introduction of the representative tax Sixteen revenue categories, each with its own base, equalized to national Program was open-ended, driven by the degree of disparity in the revenue sources

system of equalization (RNAS). average level. Revenuesthat were eligible for equalization over all sixteen and by total provincial revenues. Underlying rationale cited for program was drawn

categories. Thistotal, if positive, represented the province's equalization. from Rowell-Sirois Report. Attempted to be representative of taxing practices of
Negative overall entitlements were set equal to zero (i.e., funding was a provinces. Did not include revenues designated for local purposes.
federal responsibility, no province paid money into the scheme).

1972 Program extended. Addition of three new tax sources brought total to 19. Revenuesfromthese | Part of the ‘housekeeping’ involved in keeping the system ‘representative’.
three sources (race track revenues, medical premiums, hospital premiums)
were previously equalized under miscellaneous revenues.

1973-74 School-purpose taxes included. That proportion of property taxes levied for school purposes was A major modification in that property taxes were traditionally viewed as alocal
incorporated in the program. rather than as a provincial tax.

1974-75 Energy revenue modification Two sorts of energy revenues, ‘basic’ and ‘additional’. Basic revenuesrefer | Abandonment of concept of ‘full’ equalization. Financial implications of not
to those derived in 1973-74. Additional revenues are those generated above | enacting this measure would have been atripling of total payments and the
thislevel and attributable to therise in prices rather than to an increase in inclusion of Ontario in the have-not category.
output. Basic revenues equalized in full. Additional revenues equalized to
extent of one-third.

1977 Equalization component of Fiscal Program expanded to 29 sources as aresult of reclassification of revenues. Postponed rather than solved problems created by mushrooming energy revenues.

Arrangements Act. Major changes in definitions of some tax bases. Only 50 per cent of The 50 per cent provision from 1977 onward was in fact a more generous treatment

nonrenewabl e resources eligible to enter the formula. Natural resources of energy resources than the ‘basic’ and ‘additional’ compromise devised in 1974.
override provision meant that no more than one-third of total equalization Federal government felt it was more consistent to treat all non-renewable resources
could arise from resource revenues. in an identical fashion.

1981 Bill C-24. Two provisions: The personal income override was made retroactive to fiscal year 1977-78, thereby

- withdrawal of sale of crown leases category from the program,;

- personal income override — no province eligible for equalization
of its per capita personal income exceeded the national average
level in the current and preceding two years.

confiscating over $1 billion of equalization due to Ontario. While one may agree
with the spirit of the action, the personal income override is an arbitrary measure
and does not fit well into the conceptual basis of the program, which has to do with
fiscal capacities and not with personal incomes. The provision may lend support to
a‘macro’ equalization program where the basis of fiscal deficienciesis calculated
with respect to variables such as personal income.
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1982 New tax source added. Under the National Energy Policy, Ottawa returns half of oil export tax to Question becomes: should it enter as a separate category or be lumped in
the exporting provinces. It entersthe formula somewhere with existing revenues from energy?
Date Subject Description of amendments or innovations Comments
1982 1982-87 fiscal arrangements. New Five provisions: Removed the personal income override, the resource cap, the differential treatment
RFPS equalization program. - New formula brings provincial revenues per capita up to the of energy and non-energy resources, and extended the coverage to include all
average per capitalevel of five provinces (Ontario, Quebec, provincial and local revenues. Energy-related equalization will fall compared with
Manitoba, Saskatchewan, and British Columbia). Referredtoas | the previous system because the five provinces comprising the RFPS are, on
the representative five-province standard. average, not energy rich. RFPS system replaces the federal proposal for 1982,
- Coverage extended to include municipal revenues and 100 per namely the ‘Ontario standard’.
cent of resource revenues.
- Beginning in 1983-84, equalization payments constrained by the
rate of GNP growth.
- Provision guaranteeing a minimum level of payment for
recipient provinces.
- A transitional payment incorporating minimums for a three-year
period.
17 April 1982 | Constitution Act, 1982. A provision ensuring equalization is enshrined in Canada’' s new ‘Parliament and the government of Canada are committed to the principle of making
constitution. equalization payments to ensure that provincial governments have sufficient
revenues to provide reasonably comparable levels of public services at reasonably
comparable levels of public services at reasonably comparable levels of taxation.’

Source: Adapted from Thomas J. Courchene, Equalization Payments. Past, Present and Future (1984, 64-67).
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