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FEDERAL FISCAL POLICY AND INTERREGIONAL REDISTRIBUTION

I. INTRODUCTION

By the time it recorded it first budgetary surplus in fiscal year 1997-98, the federal
government had developed a fiscal structure capable of generating surpluses of increasing
amounts over time even under moderate rates of economic growth. There was no
shortage of demands for a share of what was initially called “the fiscal dividend”. Some
groups wanted the surplus to be dedicated to tax reductions and debt repayment. Other
groups wanted more spending on social programs. Provincial governments demanded the
restoration of federal funding to levels that existed prior to the cuts implemented during
the previous decade. Municipal governments asked for financial help in renewing their

deteriorating physical infrastructure.

In the end, the federal government was able to partly accommodate the requests of all the
parties. During the past decade, federal budget surpluses have financed debt repayment,
tax reductions, higher transfers to provinces and territories, greater direct federal
involvement in municipal financing, and higher direct program spending in selected

areas.

The elements of federal fiscal policy during the past seven years have the potential to
alter the distribution of economic resources among Canadians in different economic
positions (fiscal redistribution) and the relative economic position or average standard of
living among provinces (interregional redistribution). The latter effect of federal fiscal
policy is analyzed in this paper, which aims to measure the change in the degree of
interregional redistribution from 1998 to 2004 and identify the major factors contributing
to this change. The initial year was selected as the beginning of the period of fiscal
abundance following the initial federal surplus, while the terminal year is the last year for
which detailed and consistent data by province are available. The information in the

Provincial Economic Accounts (PEA) is also available for 2005, but large one-time



federal payments to Newfoundland and Nova Scotia do not allow for a consistent

comparison with 1998.

A summary of the main changes in the federal fiscal structure from 1998 to 2007 is
presented in Section II. Section III briefly discusses briefly the methodology employed to
estimate federal fiscal balances and their effect on interregional redistribution. Section [V
discusses the results, and the last section contains some concluding remarks. More details
on the methodology employed are found in the Appendix. The results show that the
period of fiscal abundance was associated with a declining degree of interregional
redistribution. To determine whether the change from 1998 to 2004 is indicative of a

policy-driven trend requires additional research.

II. FEDERAL FISCAL CHANGES FROM 1998 TO 2007

During the decade prior to 1998, the federal government, in its strategy to eliminate the
budget deficit and halt the growth of the public debt, put in place a fiscal structure
capable of eventually generating surpluses of increasing amounts over time. The
effectiveness of this strategy became evident in the later 1990s when, having eliminated
the deficit, the federal government started to record budget surpluses. The federal
government was now forced to shift its fiscal thinking from fighting deficits to allocating
surpluses. This shift in policy resulted in fiscal plans that incorporated debt repayment,

tax reductions, and higher spending.

The federal policy of using part of the surplus for debt repayment resulted in a decline in
net debt by $85 billion from 1996-97 to 2006-07 (Finance, 2007). Combined with
sustained economic growth, this decline in the federal debt resulted in a major
improvement in the debt position of the federal government. The debt-to-GDP ratio,
which was close to 60 percent at the beginning of the budget surplus period in 1997-98,
fell to less than 30 percent in 2006-07, and is projected to continue its decline in the
foreseeable future. Concurrently, there was a major decline in the interest on the federal

debt and its burden on federal revenues. Interest payments on the federal debt fell by 34



percent from 1997-98 to 2006-07. In 1997-98 interest on the debt claimed nearly 27 cents
out of each dollar of federal budgetary revenues. By 2006-07, this claim had fallen to
14.4 cents.

The budget surplus also provided the federal government the fiscal power to reduce the
burden of taxation. Since 1997-98 the federal government has implemented substantial
rate reductions for personal income taxes, corporate income taxes and the goods and
services tax (GST). On the personal income tax side, the major changes included (a)
periodic increases in the amount for the personal credit, increases in the limits for
contributions to Registered Retirement Saving Plans (RRSPs), elimination of the high
income surtax, expansion of the size of tax brackets, the restoration of full indexing, and
across the board reductions in statutory rates. Changes on the corporate tax side included
increases in the amount eligible for the small business income tax reduction and
substantial reductions in statutory rates. Recently, the GST rate was reduced from 7
percent to 5 percent. The result of this tax-cutting policy has been a decline in the ratio of

federal tax revenues to GDP from 14.6 percent in 1997-98 to 13.7 percent in 2006-07.

A portion of the surplus was also used to undo some of the cuts in intergovernmental
transfers introduced during the fiscal restraint strategy of the previous decade. Total
federal transfers to other governments increased by $30 billion. There was little change to
the general unconditional transfers (Equalization and Territorial Formula Financing), but
a major reform of these programs was introduced in fiscal year 2007-08. The major
increase in federal transfers was directed at the Canada Health and Social Transfer
(CHST) and particularly its health care component, and served the main purpose of
redressing the vertical imbalances that had been created by federal fiscal restraint
policies. There was also increased funding for conditional grants and financial aid to local

governments.

There have been substantial increases in transfers to persons, which rose by $25 billion

from 1997-98 to 2006-07, particularly for support for families with children. Details of



federal changes in revenues and expenditures, expressed in 1998 dollars, are shown in

Table 1.

Table 1. Breakdown of Government Revenues by Order of Government in Canada;

Fiscal Year; $ millions

Item 1997-98 2006-07
Personal Income Tax 79,112 102,623
Corporate Income and Capital Tax 22,152 33,214
General Sales Tax 22.323 29,091
Taxes on Alcohol Beverages and Tobacco plus Liquor Profits 3,119 3,454
Fuel Taxes 4,625 4,590
Custom Duties 2,765 3,159
Contributions to Social Insurance 19,242 14,950
Natural Resources Taxes and Revenues 116 591
Misc. Taxes and Fees 2,470 1,277
Sales of Goods and Services 4016 5,700
Royalties 204 809
Other Investment Income 4,505 5,431
Own Source Revenues 164,649 204,887
Government Transfers 522 680
Total Revenues 165,171 205,567
Item 1997-98 2006-07
General Government Services 5,787 7,314
Protection of Persons and Property 14,866 21,758
Health Care 926 3,949
Education 2,848 3,331
Social Services 63,201 70,978
Other Program Spending 19,360 22,672
Interest on the Debt 27,781 17,160
Total Expenditures Before Transfers 134,769 147,162
Net Intergovernmental Transfers 25,977 48,395
Total Expenditures 160,746 195,558

The changes in each element of the federal fiscal structure during the past seven years

will have different impacts on federal fiscal balances by province. Changes in federal

fiscal balances, in turn, may affect the degree of interregional redistribution. The

measurement of these effects is addressed in the remainder of this paper, starting with the

methodology used in our calculations.




III. METHODOLOGY

Measuring the redistributional effect of federal fiscal activity requires three major stages.
The first stage involves the calculation of federal fiscal balances, which measure the net
gain from or contribution to federal finances by each province. This stage includes two
steps: (a) selecting the approach for measuring federal fiscal balances, and (b) allocating
federal revenues and expenditures to each province. The second stage develops the
measure of regional economic disparities necessary for measuring the degree of
interregional distribution. The third stage produces the indices of interregional

redistribution.

Three different approaches may be used to calculate federal fiscal balances: (i) the cash-
flow approach, (ii) the benefit approach, and (iii) the economic gain approach (Ruggeri,
2008). The cash-flow approach focuses on the location where revenues are collected and
disbursements are made. The benefit approach is a direct extension of fiscal incidence
analysis and focuses on the residence of those who receive the benefits of government
services and bear the burden of its financing. The economic gain approach is a
compromise between the two approaches. On one side, it focuses on the income received
by individuals and governments in a region from the federal government plus the
generation of factor income from direct federal spending. On the other side, it focuses on
the collective contribution made by the residents of a region to the federal coffers.
Statistics Canada publishes annual data on the provincial distribution of federal revenues
and expenditures in the publication Provincial Economic Accounts (PEA). This
publication serves as the basis for our calculation of federal fiscal balances, with
adjustments when deemed necessary. Details on these adjustments, the allocation of
federal revenues and expenditures by provinces, and the approach to the treatment of

interest on the federal debt and federal budgetary surpluses are found in the Appendix.

In order to derive specific estimates of the redistributional effects of federal fiscal

balances and their components, it is necessary to relate the federal fiscal balances to some



measure of regional economic disparities. Moreover, this measure must be consistent
with the approach used to estimate federal fiscal balances. Since we used the economic
gain approach, the appropriate measure of economic disparities is based on income.
Details of this income concept are shown in Appendix Tables A-1 and A-2. To estimate
the redistributional effect of federal fiscal balances, two measures of this concept are
used. The first includes the actual federal balances and is called “base income”. The
counterfactual is calculated on the assumption that federal revenues and expenditures are
allocated in proportion to a province’s share of private income (income before the

adjustment for the federal fiscal balances) and is called “neutral-fisc income”.

Indices of Interregional Redistribution

As shown in Ruggeri (2008), one can measure interregional redistribution by using local
indices, which provide information for each province separately, or global indices, which
provide a single measure of redistribution. Global indices, in turn, may be estimated
through: the aggregation of local indices, regression analysis of local indices, or
comparisons of Gini coefficients. We used the latter approach because it facilitates the
estimation of the contribution to interregional redistribution made by selected

components of the federal fiscal system.

When we use the Gini coefficient (G) as the aggregate measure of per capita income
inequality among regions, we can derive an aggregate index of interregional

redistribution as:

L=G,-Gyp

where n is neutral-fisc income and b is base income.

When federal fiscal activity redistributes income from higher to lower income regions,

actual base income will be distributed less unequally than neutral-fisc income, G, will be

higher than Gy. Therefore, I, will have a positive value. The greater the difference, the



larger is the degree of interregional redistribution. Cassady, Ruggeri, and Van Wart
(1996) have shown that this index is equivalent to the index of vertical redistribution for

fiscal incidence developed by Reynolds and Smolensky (1977).

For fiscal redistribution, Pechman and Okner (1980) suggested an aggregate index based
on the proportional change instead of the absolute change in the two Gini coefficients.

Using this measure for interregional redistribution yields the aggregate index:

I* = (Gn — Gp)/Gy

We estimate the contribution of selected revenue and expenditure components to
interregional redistribution by recalculating base income as neutral-fisc income plus the
selected federal budget item. We then estimate the Gini coefficient for this value of base

income and compare it to the estimated Gini coefficient for neutral-fisc income.

IV. FEDERAL FISCAL BALANCES AND INTERREGIONAL
REDISDTRIBUTION, 1998 AND 2004

In this section we first show the estimated federal fiscal balances by province calculated
by neutralizing the interest payments on the federal debt and adjusting for the federal
surpluses on allocated revenues and expenditures. Then we present our estimates of
interregional redistribution for 1998 and 2004 and the changes in the contribution to

redistribution made by selected components of the federal fiscal structure.

A. Federal Fiscal Balances

Table 2 shows the allocated federal revenues and expenditures and the associated federal
fiscal balances for 1998 and 2004, adjusted by neutralizing the effect of the surplus on
federal fiscal balances recorded for those two years. Positive values of these balances

indicate a gain while negative values indicate a contribution.



Table 2. Allocation of Federal Revenues and Expenditures; 1998 and 2004

1998 2004
Province | Revenues Expenditures Balance | Revenues Expenditures Balance
NL 1,587 4,480 2,893 2,315 4,421 2,106
PE 457 1,043 586 635 1,256 621
NS 3,498 6,387 2,889 4,636 7,593 2,957
NB 2,599 5,030 2,431 3,439 6,029 2,590
PQ 21,551 27,890 6,339 28,034 33,565 5,531
ON 59,941 47,408 -12,534 78,994 67,041 -11,953
MB 4,441 6,771 2,330 5,618 8,679 3,061
SK 3,728 5,363 1,635 4,764 7,227 2,464
AB 16,017 11,475  -4,543 23,550 17,464  -6,086
BC 18,486 16,457  -2,028 24,189 22,898  -1,290

For a meaningful inter-temporal comparison, in Table 3 these “balanced” federal
balances for 2004 are shown in constant 1998 dollars (based on the Canadian consumer

price index).

Table 3. Real Balanced Federal Balances, 1998 and 2004

$Millions Per Capita

Province | 1998 2004 Change 1998 2004 Change
NL 2,893 1,836 -1,057 5,358 3,550 -1,809
PE 586 542 -44 4,316 3,931 -384
NS 2,889 2,579 -310 3,100 2,749 -350
NB 2,431 2,258 -173 3,239 3,003 -236
PQ 6,339 4,823 -1,516 869 639 -230
ON -12,534  -10,424 -2,110 -1,103 -839 -263
MB 2,330 2,669 339 2,049 2,280 232
SK 1,635 2,148 513 1,607 2,159 552
AB -4,543 -5,307 765 -1,567 -1,654 88
BC -2,028 -1,125 -903 -509 -268 -242
Transfer 19,104 16,856 -2,248

We notice that in 1998 a total of $19.1 billion was transferred through the intermediation
of the federal fiscal system from Ontario, Alberta and British Columbia to the remaining
seven provinces. Of this contribution, 65.6 percent was made by Ontario, 23.8 percent by
Alberta, and 10.6 percent by British Columbia. Among the seven provinces benefiting

from the transfers, Quebec received 33.2 percent, the four Atlantic Provinces received a



combined 46.0 percent, and the combination of Manitoba and Saskatchewan received

20.8 percent.

On a per capita basis, the average contribution by Ontario, Alberta and British Columbia
amounted to $1,047 and ranged from a high of $1,567 in Alberta to a low of $509 in
British Columbia. The average per capita gain for the other provinces was $1,618, and its
value ranged from a high of $3,731 for the average of the four Atlantic Provinces to a low
of $869 in Quebec. This pattern of per capita contributions and gains suggests that the
population size of the Canadian provinces and their respective economic structures
provide the Canadian federation with conditions favourable to interregional
redistribution. Since the contributing provinces account for over 60 percent of the
population and for an even larger percentage of gross domestic product, relatively small
levels of per capita contributions are capable of delivering large per capita gains in the
smaller and less prosperous provinces. In other words, on a per capita basis, interregional

redistribution in Canada is not onerous for the residents of the contributing provinces.

Substantial changes in federal balances occurred between 1998 and 2004. First, the total
amount transferred in constant dollars from the contributing to the receiving provinces
fell by nearly 12 percent, dropping from $19.1 billion to $16.9 billion. Second, the
distribution of contributions and gains also changed. The contributions by Ontario and
British Columbia decreased by similar degrees, 3.8 and 3.9 percentage points,
respectively, while the contribution of Alberta rose by 7.7 percentage points. Among the
gaining provinces, Quebec and the Atlantic Provinces experienced declines, of 4.6 and
3.2 percentage points, respectively, while Manitoba and Saskatchewan combined saw
their gain rise by 7.8 percentage points. Notably, the combined reduction in the
contributions by Ontario and British Columbia matches the combined decline in the gains
by Quebec and the Atlantic provinces, while the increase in the contribution by Alberta

matches the increase in the gain by the two Prairie Provinces.

The changes in total contributions and gains by provinces are reflected in the changes in

per capita values. The combined per capita contribution by Ontario, Alberta, and British



Columbia fell by 19 percent because a decline in the total amount of the contribution was
associated with a higher share of the population by these three provinces. The average
gain by the receiving provinces fell by 13.3 percent to $1,404. Substantial declines in per
capita gains in Quebec and the Atlantic provinces were partly offset by increases in

Manitoba and Saskatchewan.

B. Interregional Redistribution

The estimates of interregional redistribution in Canada are shown in Table 4 and are
compared previous estimates in Ruggeri (2004) for 1992 and 1997 with the current
estimates for 1998 and 2004. Although the two sets of estimates are not strictly
comparable because of small differences in methodology, the two years within each
period offer a consistent comparison. Comparing the change from 1992 to 1997 with the
period from 1998 to 2004 provides some indication of differences in the degree of
interregional redistribution during the period of fiscal restraint (1992 to 1997) and the
period of fiscal abundance (1998 to 2004).

Table 4. Indices of Interregional Distribution

Gy Gb  Ga-Gp  [(Go-Gp)/Go]*100
1992 0.072  0.040  0.032 44.44
1997*  0.073  0.042  0.031 42.47
Change  0.001  0.002  -0.001 -1.98
1998 0.072  0.039  0.033 45.83
2004 0.077  0.052  0.025 32.47
Change  0.005  0.013  -0.008 -13.37

* Source: Ruggeri (2004)

Inspection of Table 4 leads to the following observations. First, when we compare
provinces with respect to average income, the degree of income disparities is a fraction of
the degree of income inequality among individuals, which is associated with Gini
coefficients in excess of 0.3. With respect to income inequality, differences among
individuals within a province are more significant than differences of average incomes

among provinces. Second, there may be a trend towards higher interprovincial disparities

10



of neutral-fisc income as the estimated Gini coefficient, which had the same value in
1992 and 1998, rose by 7 percent from 1998 to 2004. Third, there seems to be a
downward trend in the degree in interregional redistribution generated by the federal
fiscal system. The estimated Gini coefficient for base income, which fluctuated little
during the 1992-1998 period, in 2004 was 33 percent higher than in 1998, resulting in a
decline in the proportional change in interregional redistribution from 46 percent to 33

percent.

Table 5 shows the contribution made by selected federal budget items to interregional
redistribution. As mentioned earlier, in 1998 the federal fiscal system offset 46 percent of
interprovincial differences in a broad measure of earned income. Four-fifths of this offset
was generated by federal spending and only 17 percent by federal revenues. Moreover,
redistribution on the revenue side was generated almost entirely (93 percent) by the
personal income tax. It should be noted that, in the disaggregated analysis contained in
Table 5, we have excluded CPP revenues and expenditures because Quebec has its own
plan. No adjustment s needed for estimates of interregional redistribution based on total
federal fiscal balances because CPP revenues and expenditures roughly cancel out on the

aggregate.

The extent of the federal fiscal offset fell to 33 percent in 2004. All the selected elements
of the federal fiscal system contributed to this decline, though by different magnitudes.
The absolute decline in the case of federal spending was almost double the decline for the
revenue side. The largest decline occurred for transfers to governments (46 percent of the
total decline), followed by personal income taxes (15 percent). There was no change in
the redistributional impact of purchases and small declines for other revenues and

transfers to persons and business.

As a result of these changes and the lower overall degree of interregional redistribution,
the relative contribution of each of the selected budget items changed considerably from
1998 to 2004. Three items are particularly noticeable. First, the revenue side became

largely insignificant as it accounted for less than 10 percent of the total redistributional

11



impact. This implies that, at least with respect to interregional differentials in per capita
income, recent changes in the federal taxation have moved the federal revenue system
much closer to proportionality. Second, transfers to persons and business became by far
the largest single contributor to interregional redistribution, accounting for 43 percent of
the total, more than transfers to governments and total revenues combined. Third,
transfers to governments accounted for less than one-third of interregional redistribution.
The decline in the contribution of this item resulted from the fact that there were minimal
changes in federal transfers for the only program specifically directed at horizontal fiscal
imbalances (equalization). The increase in federal transfers were mostly directed at
vertical fiscal imbalances through programs that generate little interregional
redistribution. When comparable data become available for future years, which
incorporate all the changes in federal transfers introduced from 2004 to 2008, it will be
interesting to discover whether the changes recorded between 1998 and 2004 represent a

policy-determined trend.

Table 5. Components of Interregional Redistribution; 2004

Gn — Gy [Gh - Gbi/Ga - Gp]*100

1998 2004 Change 1998 2004 Change
Personal Income Taxes 0.0050 0.0030 -0.0020 15.6 13.8 -1.8
Other Revenues* 0.0004 -0.0011 -0.0015 1.2 -4.4 -5.6
Total Revenues* 0.0055 0.0024 -0.0031 16.8 94 -7.4
Transfers to Persons and Business  0.0118 0.0107 -0.0011 356 428 7.2
Transfers to Governments 0.0130 0.0081 -0.0049 39.3 32.2 -7.1
Purchases of Goods and Services 0.0018 0.0018 0.0000 5.5 7.1 1.6
Total Expenditures* 0.0266 0.0206 -0.0060 804 821 1.7

* Excludes CPP Revenues and Expenditures

V. CONCLUSIONS

The period of federal fiscal abundance that started in 1998 allowed the federal
government to make major changes to its fiscal structure. These changes resulted in a
substantial reduction in the debt-to-GDP ratio, in the share of revenues claimed by

interest payments on the debt, and in the share of tax revenues to GDP. They were also

12




associated with increases in federal spending, particularly for transfers to persons and
transfers to other governments. This restructuring of the federal fiscal system may have
affected the degree to which the federal fiscal system influences the pattern of regional
economic disparities. Estimates of the impact of federal fiscal activity on interregional
redistribution in 1998 and 2004 are presented in this paper. The results from study and a

comparison with the results from Ruggeri (2004 lead to the following observations.

1. When measured with respect to a broad measure of earned income per capita, the
degree of economic disparities among provinces is quite small relative to the

degree of income inequality among individuals.

2. There was a moderate increase in the inequality of earned income from 1998 to

2004.

3. For 1992, 1997, and 1998, the federal fiscal system offset nearly 44 percent of the

interprovincial disparities in earned income.
4. The degree of interregional redistribution declined substantially from 1998 to
2004, as the percentage offset generated by the federal fiscal system fell to 33

percent.

Most of the interregional redistribution was generated by the spending side,

wh

particularly transfers to other governments and transfers to persons.

6. The contribution of the revenue side became even smaller in 2004, accounting

only for 9 percent of the total change in that year.

Our study does not capture the effects of the fiscal changes that have been implemented
since 2004. Since our results indicate the possibility of a downward trend in the degree of
interregional redistribution, it would useful to perform this analysis in future years as

comparable data become available.

13



APPENDIX

A. Allocation of Federal Revenues and Expenditures

Before discussing the allocation of federal revenues and expenditures, it is necessary to
discuss some general issues. First, the relevant data used in our calculations, which are
based on the information contained in the Provincial Economic Accounts, are for
calendar years and are calculated on an accrual basis, which conforms with the National
Income Accounts but not to the recording methods used in the Budgets and Public
Accounts of the federal and other governments. Second, the years for which federal fiscal
balances are calculated are 1998 and 2004. The ending year is the last year for which
comparable data are available, while the beginning year is the first year of federal budget
surpluses. Comparing the results for the two years will provide some information on how
much federal fiscal abundance affected the degree of interregional redistribution. Third,
the calculations are confined to provincial and associated local governments. The
Territories are excluded from my calculations because they have a different legal and
fiscal relationship than the provinces. Fourth, we included a non-budgetary item, namely,
the Canada Pension Plan Account, a public pension fund financed by compulsory
contributions of equal amount by employers and employees. A similar plan in Quebec is
treated as a provincial program and is excluded from my calculations. Finally, federal
fiscal relationships with the rest of the world are excluded because they do not affect the

economic conditions and living standards of the residents of the various provinces.

1. Revenues

In the case where the person paying the tax is also the person bearing the burden of that
tax, the three approaches yield the same result. In those cases, the PEA allocation may be

used directly. This allocation may be done for (a) Personal Income Taxes, (b) the Goods

and Services Tax, (c) the Air Transportation Tax, and (d) Employee Contributions to

14



Public Pension Plans, Employment Insurance, and the Canada Pension Plan (CPP). 1 used
the PEA allocation for the above revenues, but made a small adjustment for personal
income taxes. Under Canada’s approach to the integration of personal and corporate
income taxes, individual taxpayers include a “grossed-up” amount of dividends in their
income — cash dividends plus an approximation of the corporate tax paid — but receive a
tax credit equal to this approximate value of the corporate tax paid. This “dividend tax
credit” is deducted from personal income tax revenues in both the Taxation Statistics
published by the Canada Revenue Agency and by the PEA. In theory, this tax credit
offsets corporate tax payments. To maintain conceptual consistency, I deducted the
dividend tax credit from the corporate tax assigned to owners of capital and added it to

personal income revenues.

For all other federal revenues there is the potential for tax shifting, therefore, their
allocation was based on the methodology for tax incidence. A major departure from the
PEA approach is the case of the corporate income tax because distributing its burden on
the basis of the residence of the taxpaying unit (as is done in the PEA) is inconsistent
with tax incidence analysis. I followed several steps in allocating the revenue from this
tax among provinces. In the first step, I assumed that 25 percent of these taxes are
shifted forward to Canadian consumers to take into account the market power of
corporations operating in the non-tradable sector and in the energy sector, and 75 percent
are borne by the owners of capital. In the second step, I divided the latter component
between residents and non-residents in proportion to their share of dividends received as
recorded in Statistics Canada’s National Income and Expenditure Accounts. In the third
step, I allocated the domestic component according to the provincial distribution of cash
dividends and realized capital gains (from Taxation Statistics by the Canada Revenue

Agency). Finally, I deducted the dividend tax credit.

Employers pay contributions to social insurance in the case of government pensions,
Employment Insurance, and the Canada Pension Plan (CPP). These contributions are a
form of benefit-related payroll taxes, where the combination of employer and employee

contributions is directly related to the expected benefit, particularly with respect to

15



pensions and the CPP. In tax incidence studies, employer payroll taxes are often shifted
back entirely to employees. The case for such shifting is stronger in the case of these
benefit-related payroll contributions. For this revenue source I used the PEA allocation,
which combines both employer and employee contributions on the basis of the place of

employment.

Federal indirect taxes, take the form of custom duties, excise duties, excise taxes, and
miscellaneous taxes. Together they account for only 6.4 percent of federal tax revenues.
Custom duties are imposed on a variety of products. In the PEA, the provincial allocation
is based on the port of entry and the associated revenue collection centres by province.
There is no a priori reason to assume that the tax collections in each province have any
systematic relationship with the consumption of the imported goods, upon which the tax
is imposed. A more meaningful allocation is one based on the provincial distribution of
total consumer spending, which is the approach used in my calculations. Excise duties are
levied on alcoholic beverages and tobacco products. Using the same logic, I allocated
them according to the provincial share of expenditures on these items. Similarly, excise
taxes are imposed on gasoline and other motor fuels, and I allocated them on the basis of
a province’s share of fuel consumption. For the rest of indirect taxes and miscellaneous
taxes and fees, which account for less than half of indirect tax revenues, I used the

provincial distribution of consumer spending as a rough approximation.

Investment income represents 3 percent of federal budgetary revenues. It is composed
mostly of remittances from government enterprises and interest. Royalties account for
only 13 percent of this revenue source and originate entirely from the Territories. Trying
to develop a provincial distribution of these revenues sources that would be consistent
with the economic gain approach and be accurate at the same time may be an impossible
task. Therefore, I opted for the PEA distribution, which provides separate allocations for
the major components, which in my view are a good approximation of the economic gain
approach. For example, interest on the funds held by federal public service pension funds

is allocated on the basis of federal wages and salaries, which are related to the place of

16



employment. Remittances from government business enterprises are largely allocated on

the basis of the place where production takes place.

B. Expenditures

Federal spending may be disaggregated into four major categories: (a) purchases of goods
and services, (b) transfer payments, (c) intergovernmental transfers, and (d) interest on
the public debt. In turn, purchases may be separated into wages and salaries, other current
expenditures, and investment. Similarly, transfer payments may be divided into transfers

to persons and transfers to business.

The allocation of intergovernmental transfers does not raise any issues because the
jurisdiction receiving the transfers is clearly identified. While the benefits of these federal
transfers to one province over time spill over to other provinces, the immediate impact is
on the receiving province which receives the fiscal gain. The direct beneficiaries are also
readily identifiable by their residence in the case of transfers to persons. In my view,
transfers to business are equivalent to negative corporate taxes; therefore, I allocated

them following the same steps used in the allocation of corporate income taxes.

With respect to government purchases, the PEA allocates capital spending on the basis of
where it is located and wages and salaries according to the place of employment. This
allocation is consistent with the economic gain approach; therefore, in my calculations
for these two items I used the PEA allocation. For the non-wage component, the PEA
allocates federal spending on the basis of where the goods and services are consumed.
According to the economic gain approach, the allocation should be based on the place of
production. Ideally, one would need detailed information of where the goods and services
purchased by the federal government were produced. In the absence of such detailed
information, I allocated these expenditures in accordance with the provincial distribution

of private sector factor income.
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The interest on the public debt raises a variety of conceptual and measurement issues.
This expenditure is neither a purchase of goods and services nor a transfer payment.
Conceptually, it should be excluded from the calculations of federal fiscal balances.
However, the revenue that is needed to finance it is already included in the revenues to be
allocated. As discussed in Ruggeri (2008), two alternative options for this treatment of
this item may be used: (a) inclusion of the interest payments and the tax revenues needed
to finance them, or (b) exclusion of interest payments and corresponding adjustments to
the revenue side. The first option may generate some interregional redistribution as the
known allocation of the payments may differ from the implicit allocation of the revenues
(proportional to tax revenues or to total revenues?). The second option provides an
opportunity to neutralize this potential effect, and is the option used in my calculations in

the manner explained below.

The PEA allocates the total federal revenue and also the entire amount of the interest
payments on the debt. In theory, the domestic component is largely distributed on the
basis of the original place of sale of the federal bonds, while the payments to non-
residents are allocated to each province on an equal per capita basis. In practice, in the
PEA the entire payment is allocated on an equal per capita basis. In my view, this
allocation has two shortcomings. First, the payment of interest to non-residents does not
increase the income of residents in the same manner as the income tax paid by non-
residents does not impose a burden on residents. Second, allocating the interest paid to
residents on an equal per capita basis automatically incorporates an element of
interregional redistribution because equal per capita spending is redistributional by
definition. The alternative used in my calculations “neutralizes” the distributional effects
of the interest on the debt through the following steps. First, I excluded the entire interest
on the debt from the spending side. Second, I started with the PEA allocation. Third, I
allocated the non-resident component on an equal per capital basis as is done in the PEA,
and then I subtracted it from the total allocation. Finally, the difference between the
allocated total and the allocated non-resident component was subtracted from the revenue
side. This procedure has two main effects. First it assigns the burden of the payment to

non-residents to residents by province and Territories in proportion to their share of total
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federal revenues. Second, the potential redistributional effect of the domestic component
has been neutralized be deducting in each province the same amount from the revenue

and the spending side.

C. Federal Surplus

To have the amount of allocated federal revenues equal to the allocated expenditures
would be a rare coincidence. Moreover, the difference between allocated revenues and
expenditures is not necessarily equal to the federal surplus or deficit because of the fiscal

transactions with the rest of the world.

In Canada, the allocated revenues exceeded the allocated expenditures in both 1998 and
2004. This surplus can be treated as unplanned excess revenue which must be netted out
from the calculations of interregional redistribution. It is revenue that generates a burden
on the residents of all provinces but provides no benefits in return. This adjustment is
particularly relevant in the case of Canada where, according to recent federal laws, any
unplanned surplus must be dedicated entirely to debt repayment. I made the necessary
adjustment by reducing federal revenues in each province according to a province’s share
of income and consumption taxes, the revenue upon which the federal government would
have greatest policy flexibility. These amounts were then deducted in the calculation of

the income measure used in estimating the indices of interregional redistribution.

Details or our allocation of federal revenues and expenditures are found in Tables A-1

and A-2.
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Table A-1. Federal Revenue by Province

Calendar Year 1998, ($ millions) NF PE NS NB PQ ON MB SK AB BC Total
Personal Income Tax 876 245 1,984 1422 14,703 37,214 2578 2,096 9,709 10,653 81,480
Corporate Tax 98 36 266 178 2,073 4,308 346 307 1,320 1,572 10,504
Contribution to Social Security Plans 262 71 508 420 4,459 7,679 677 524 1,814 2,494 18,908
Consumption tax 567 153 1,074 832 7,776 13,607 1,151 1,122 4,012 5,033 35,327
Investment Income 95 29 162 138 1,273 2,284 216 235 525 644 5,601
Canadian Pension Plan Revenue 342 90 650 523 41 9,348 871 697 2,363 3,098 18.023
Sub-Total 2,240 624 4644 3513 30,326 74440 5839 4,981 19,743 23,493 169,843
Deduction for debt interest adjustment 602 151 1,032 830 8,072 12,542 1,253 1,131 3,203 4,404 33,219
Total Revenue 1,639 472 3612 2,683 22,254 61,898 4,586 3,850 16,540 19,089 136,624
Calendar Year 1998, ($ Per Capita)

Personal income Tax 1,623 1802 2,129 1,895 2,015 3,274 2,266 2,060 3,349 2,675 2,309
Corporate Tax 181 267 286 237 284 379 304 302 455 395 309
Contribution to Social Security Plans 485 523 545 560 611 676 595 515 626 626 576
Consumption tax 1,051 1,123 1,153 1,109 1,066 1,197 1,012 1,102 1,384 1,264 1,146
Investment Income 176 214 174 184 174 201 190 231 181 162 189
Canadian Pension Pian Revenue 633 663 697 697 6 822 766 685 815 778 656
Sub-Total 4,149 4591 4,983 4,681 4,157 6,549 5,133 4,895 6,809 5,898 5,185
Deduction for debt interest adjustment 1114 1,114 1,107 1,105 1,106 1,103 1,101 1,111 1,105 1,106 1,107
Total Revenue 3,035 3477 3876 3,575 3,050 5445 4032 3784 5,705 4,793 4,077
Calendar Year 2004, ($ millions)

Personal Income Tax 1,058 281 2252 1629 17,502 44071 2,782 2316 12991 12399 97,282
Corporate Tax 142 51 403 242 3,287 6,254 452 434 2,229 2,384 15,880
Contribution to Social Security Plans 244 72 460 377 4,085 6,896 597 445 1,785 2,134 17,095
Personal Income Tax 700 194 1,334 1,002 10,077 18,098 1,462 1,345 5,651 6,378 46,241
Investment Income 190 30 215 153 1,279 2,384 223 258 551 693 5,976
Canadian Pension Plan Revenue 567 164 1,058 893 68 16575 1,447 1110 4,453 5,243 31,578
Sub-Total 2,902 792 5722 4,296 36,298 94,278 6,964 5908 27660 29,231 214,052
Deduction for debt interest adjustment 467 124 848 680 6,821 11,221 1,058 900 2,898 3,798 28,814
Total Revenue 2,434 668 4,874 3,616 29,477 83,058 5907 5009 24,762 25433 185237
Calendar Year 2004, ($ Per Capita)

Personal iIncome Tax 2,045 2,041 2401 2,166 2,318 3,548 2377 2328 4,049 2,949 2,622
Corporate Tax 275 370 430 322 435 504 386 437 695 567 442
Contribution to Social Security Plans 472 522 490 501 541 555 510 447 556 508 510
Consumption Tax 1,353 1,404 1,422 1,332 1,335 1,457 1,249 1,352 1,761 1,517 1,418
Investment Income 367 218 229 203 169 192 191 259 172 165 217
Canadian Pension Plan Revenue 1,096 1,190 1,128 1,187 9 1,335 1,236 1,116 1,388 1,247 1,093
Sub-Total 5609 5,744 6,100 5713 4,808 7591 5949 5939 8622 6,954 6,303
Deduction for debt interest adjustment 904 902 904 904 904 903 903 904 903 904 904
Total Revenue 4,706 4842 5197 4,809 3,905 6,687 5,046 5,034 7,718 6,050 5,399
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Table A-2. Federal Expenditure by Province

Calendar Year 1998, ($ millions) NF PE NS NB PQ ON MB SK AB BC Total
Purchases of Goods and Services 530 212 1,487 945 7,104 14679 1,273 1,003 3,427 3,888 34,548
Net Transfers to Persons 1,672 372 2,025 1,787 12,794 15906 2,666 2,358 4,210 6,658 50,448
Net Transfers to Government 1,866 339 1,889 1,637 7103 5197 1769 1,062 1,366 2,140 24,368
Net Transfers to Business 23 14 111 62 835 1,924 139 119 649 714 4,589
Canada Pension Plan Expenditures 389 107 875 599 54 9,701 925 821 1,823 3,057 18.351
Total Expenditure 4480 1,043 6,387 5030 27,890 47,408 6,771 5383 11475 16457 132,304
Calendar Year 1998, ($ Per Capita)

Purchases of Goods and Services 982 1558 1,596 1,259 974 1,291 1,118 986 1,182 976 1,192
Net Transfers to Persons 3,097 27398 2,173 2,381 1,754 1,399 2344 2317 1,452 1.672 2,133
Net Transfers to Government 3,456 2,496 2,027 2,181 974 457 1,555 1,044 471 537 1,520
Net Transfers to Business 43 101 119 82 114 169 122 117 224 179 127
Canada Pension Pian Expenditures 720 788 939 798 7 853 813 807 629 767 712
Total Expenditure 8,297 7,683 6,853 6,701 3,823 4,171 5953 5,271 3,958 4,132 5,684
Calendar Year 2004, ($ millions)

Purchases of Goods and Services 772 273 1,965 1,180 9,550 20,844 1,680 1,334 5,376 5,349 48,322
Net Transfers to Persons 1,791 449 2425 2191 16,210 21,589 3,146 2,815 5,770 8,459 64,845
Net Transfers to Government 1,340 386 2,040 1,854 7,097 11,239 2641 2,000 3,318 4,565 36,480
Net Transfers to Business 13 8 76 32 614 1,160 69 77 505 479 3,033
Canada Pension Plan Expenditures 505 141 1,087 772 94 12209 1,143 1,002 2,495 4,046 23,494
Total Expenditure 4421 1256 7,593 6,029 33,565 67,041 8679 7,227 17,464 22898 176,174
Calendar Year 2004, ($ Per Capita)

Purchases of Goods and Services 1491 1978 2,095 1,569 1,265 1678 1435 1,340 1,676 1,272 1,580
Net Transfers to Persons 3462 3257 2585 2813 2,147 1,738 2,688 2,829 1,799 2,012 2,543
Net Transfers to Government 2,590 2,800 2,175 2465 940 905 2,256 2,010 1,034 1,086 1,826
Net Transfers to Business 26 56 81 43 81 93 59 77 158 114 79
Canada Pension Plan Expenditures 976 1,023 1,159 1,027 12 983 976 1,007 778 962 890
Total Expenditure 8,546 9,113 8,095 8017 4,446 5398 7,414 7264 5,444 5,447 6,918
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B. Base Income and Neutral-Fisc Income

The calculation of base income and neutral income is shown in Tables A-3 and A-4.

Table A-3. 1998 Base and Ncutral-Fisc Income by Province

NF PE NS NB PQ ON MB SK AB BC Total

Wages, salaries & supplementary

labour income 5,583 1,511 11,495 9312 102,400 199,854 15680 12,422 52,742 61965 472964
Less: Federal wages and salaries 294 125 1,008 498 2,839 5,827 621 385 1,029 1,514 14,142

Net 5,289 1,386 10,487 8.814 99,561 194,027 15059 12,037 51,713 60,451 458,822
Accrued net income of farm

operators from farm production 12 22 38 43 592 235 179 174 263 166 1,724
Net income of non-farm

unincorporated business, including rent 842 258 1,639 1,180 11,490 24,050 2,119 1,742 6,092 8,285 57,697
Interest and misc. investment income 756 139 1,102 1,226 12,583 17,130 2,632 2,440 7,694 8,355 54,057
Retained earnings in Canada 181 93 982 526 7,223 14,603 1,063 732 4,782 5,348 35,535
Add: Dividends distributed in Canada 71 37 384 206 2,826 5713 416 287 1,871 2,092 13,903
Less: Dividend tax credit 9 5 51 27 372 754 55 38 247 275 1,833
Sub Total 7,142 1930 14,581 11,967 133,903 255,004 21,414 17,374 72,168 84,422 619,904
Other Pensions or superannuation 433 122 1,212 733 7,182 13,433 1,082 860 2,235 4,076 31,369
Deduct: Federal component 80 56 535 237 979 2,718 255 154 467 1,010 6,491

Net 353 66 677 496 6,203 10,715 826 706 1,769 3,067 24,878
RRSP Income 81 28 196 141 1,370 2,770 252 219 764 1,048 6,868
Taxable capital gains 69 46 272 159 2,101 5672 401 432 1,914 2,093 13,160
Cash capital gains 92 61 363 212 2,802 7,563 535 576 2,552 2,791 17,546
Corporate income taxes shifted backward 38 23 181 101 1,365 3,145 227 195 1,060 1,167 7,500
CPP Contributions 252 70 483 402 27 7.410 642 503 1,810 2,485 14,084
CPP Employer contributions 126 35 242 20 14 3,705 321 252 905 1,243 7.042
El Contributions 262 71 508 420 4,459 7,679 677 524 1,814 2,494 18,908
E! Employer contributions 153 41 296 245 2,600 4,477 395 305 1,058 1,454 11.023
Sub Total 842 254 1,955 1,395 14,353 32,375 2,555 2,253 8,107 10,769 74,858
Deduct: Allocated Surplus 52 15 114 85 704 1,957 145 122 523 603 4,319
Neutral-Fisc Income 7,932 2,169 16,421 13277 147,552 285423 23824 19,505 79,752 94587 690,443
Balanced Federal Balances 2,893 586 2,889 2,431 6,339 -12,534 2,330 1635 -4543 -2,028 0
Base Income 10,825 2,755 19,310 15708 153,892 272,889 26,154 21,141 75210 92,559 690443
Base Income Per Capita 20,049 20,284 20,721 20,829 21,093 24,007 22,992 20,777 25939 23,238 22,970
Neutral-Fisc Income Per Capita 14,691 15968 17,621 17.690 20,224 25110 20,943 19,170 27,506 23,747 22,970
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Table A-4. 2004 Base and Neutral-Fisc Income by Province

NF PE NS NB PQ ON MB SK AB BC Total

Wages, salaries & supplementary

labour income 7,648 2108 15,534 12,303 139,561 275842 20,450 16,080 81,698 80,376 651,600
Less: Federal wages and salaries 370 180 1,300 706 4,187 9,256 840 494 1,424 2,139 20,896

Net 7,278 1,928 14,234 11,597 135374 266,586 19610 15586 80,274 78,237 630,704
Accrued net income of farm

* operators from farm production 1 26 13 14 670 315 256 859 830 122 3,106

Net income of non-farm

unincorporated business, including rent 1,058 331 2,150 1,450 15,579 33,806 2,615 2,113 9,380 12,196 80,679
Interest and misc. investment income 854 142 1,205 1,205 14,826 17,912 2,453 3,030 15,198 9,753 66,578
Retained earnings in Canada 390 223 2,876 1,131 21,016 35,962 1,989 2,291 16,282 14,147 96,306
Add: Dividends distributed in Canada 83 48 613 241 4,483 7,671 424 489 3,473 3,018 20,543
Less: Dividend tax credit 11 6 82 32 597 1,022 56 65 463 402 2,737
Sub Total 9,655 2691 21,009 15606 191,351 361,230 27,290 24,303 124,974 117,070 895179
Other Pensions or superannuation 613 174 1,562 1,095 10,317 19,332 1,442 1,106 3.004 5,724 44 369
Deduct: Federal component 81 56 538 238 985 2,734 257 155 469 1.016 6,530

Net 532 117 1,024 856 9,332 16,597 1,185 951 2,535 4,708 37,839
RRSP tncome 108 32 249 156 1,425 3,451 245 220 974 1.181 8,041
Taxable capital gains 61 35 221 112 2,229 5,003 327 347 2,052 2,217 12,604
Cash capital gains 121 71 443 224 4,458 10,006 653 694 4,104 4,435 25,208
Corporate income taxes shifted backward 47 27 271 115 2,177 4111 243 272 1,792 1,698 10,753
CPP Contributions 492 147 919 791 55 14,951 1,255 946 3,989 4,728 28,273
CPP Employer contributions 246 74 460 396 28 7,476 628 473 1,995 2,364 14,137
El Contributions 244 72 460 377 4,085 6,896 597 445 1,785 2,134 17,085
El Employer contributions 142 42 268 220 2,382 4,020 348 259 1,041 1.244 9,966
Sub Total 1,196 364 2,714 1,966 19,801 45,661 3,302 2,868 12,440 15,631 105,943
Deduct: Allocated Surplus 119 33 238 177 1,442 4,064 289 245 1,212 1,244 9,063
Neutral-Fisc Income 10,732 3022 23484 17395 209,710 402,827 30,303 26,926 136.202 131456 992,059
Balanced Federal Balances 2,106 621 2,957 2,590 5531 -11,953 3,061 2,464 -6,086 -1,290 0
Base Income 12,838 3644 26442 19985 215241 390,874 33,365 29,390 130,116 130,166 992,059
Base Income Per Capita 24816 26,430 28,191 26,574 28,513 31,471 28,503 29,540 40,558 30,964 31,107
Neutral-Fisc income Per Capita 20,746 21,922 25,038 23,130 27,780 32,433 25888 27,064 42,455 31,271 31,107
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