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I: Introduction

The First Ministers” Meeting in October of 2004 ushered in a new framework for
equalization. Specifically, the total amount of equalization for 2005-06 will be set at $10.9 billion
and then indexed by 3.5% (multiplied by 1.035) annually over the next decade. Assuming that this
approach does hold sway for the near future at least, how should this fixed equalization total be
allocated across the provinces?

Focusing on 2005-06, for example, it appears that Ottawa’s approach will be to utilize the
equalization formula to generate both the per-capita payments for the receiving provinces and the
per capita standard to which provincial per capita revenues have been raised. If the aggregate
equalization flows exceed the $10.9 billion allocated for 2005-06 (as would be the case if the
equalization formula utilized was the NAS or national-average standard), then the NAS per capita
“standard” will be reduced until equalization flows match the fixed quantum. If equalization flows
fall short of $10.9 billion (as would be the case if the FPS or five-province standard version of the
formula was employed), then the per capita FPS standard would be raised to bring total equalization
up the $10.9 billion. Following the phraseology of the Expert Panel on equalization this is referred
to as the floating standard approach to accommodating the new equalization environment.

An alternative approach would also begin by generating the formula-driven equalization
payments to the have-not provinces. These equalization payments for each province would be then
converted into relative shares of the total formula-driven equalization. Henceforth, these relative
shares will be referred to as the provincial relativities. The equalization payments under this
relativities approach would be obtained by applying these provineial relativities (which sum to unity)

to the $10.9 billion. The important caveat, to be elaborated below, is that the appropriate



equalization formula for this approach is the NAS formula.)
The purpose of this brief note is to compare and assess the floating standard and relativities

approaches to allocating the predetermined amount of equalization payments.

II: The Floating Standard Approach

While the fixed-quantum framework for equalization is new, the equalization program has
had to deal with a quite similar issue over the years. Specifically, as part of the shift to the FPS in
1982, an equalization ceiling was put in place. When the ceiling became binding, the equalization
system ratcheted payments down to this ceiling by reducing equalization payments on an equal-per-
capita basis to all receiving provinces. Not surprising, perhaps, this is essentially the modus
operandi underlying the floating standard.

By way of providing more detail and to facilitate the later comparative assessment, row 1
of Table 1 presents equalization entitlements for fiscal vear 2003-04 for the national-average or ten-
province formula. These are adapted from Table 1 of my related paper (2005). Row 2 contains the
actual formula-driven equalization payments (i.e. it sets the row 1 negative entitlements for Ontario
and Alberta equal to zero). Total equalization payments under this NAS formulation equal $13.7
billion (last column of row 2). For ease of presentation, we assume that under the new framework
the pre-determined amount of equalization for 2003-04 is $10 billion. This issue, therefore, is how
the floating-standard approach would bring the row 2 total of $13.731 billion down to $10 billion.

Row 3 converts the equalization flows in row 2 into dollars per capita. As indicated beneath
the table, the NAS equalization standard associated with row 3 is $6,212. How much does the

standard have to decrease to bring equalization down to $10 billion? The answer is $231 per capita,



3
the calculation details of which are spelled out below. Row 4 then presents the “adjusted” per capita
values for equalization (i.e., the values in row 3 minus $231) and row 5 converts these per capita
values into nominal equalization flows. As shown in the final column of row 3, total equalization
1s now equal to the required $10 billion.

As already noted, the characteristic of this floating-standard approach to the allocation of a
fixed quantum of equalization is that the decrease in the standard decreases all recipient provinces’
per capita equalization by $231. Thus Nova Scotia falls from $1.476 per capita to $1,245, while
British Columbia’s falls from $365 to $134. Percentage-wise Saskatchewan suffers the largest
decline— its $51 per capita is only 18% of its row 3 value of $282. By way of an important aside,
note that had Table 1 utilized NAS data for 2004-05 rather than 2003-04, adjusting the floating
standard down to the required equalization level ($10.2 billion was assumed as the pre-determined
equalization quantum for 2004/05) would have reduced Saskatchewan’s equalization to zero. This
is so because the required per capita decrease in the floating standard in order to accommodate the
$10.2 billion is larger than Saskatchewan’s original per capita equalization.

Finally, were Table 1 to be reworked for the equalization arising from utilizing the current
FPS formula, the total equalization flows would have been only $8.6 billion for fiscal vear 2003-04
(Courchene, 2005, Table 1). From this starting point the new standard would have to be floated
upward to $10 billion. However, the distribution of this $10 billion across the recipient provinces
would be different from that in Table 1 because the underlying provincial fiscal capacities will differ
as between the NAS and FPS estimates.

A Graphical Interpretation of the Floating Standard

The intuition relating to the floating standard is probably bast captured by resort to Figure



4

1. Even though Figure 1 is a stylistic rather than a faithful representation of the relevant parts of
Table 1, the provinces are arranged from left to right in the same ascending order of fiscal well-
being, as it were. For example, PEI has the lowest fiscal capacity and Saskatchewan the highest (of
the NAS equalization-receiving provinces), with Manitoba and Nova Scotia essentially tied and so
on. The horizontal line labelled “NAS Equalization™ is the NAS standard, with total equalization
equalling $13.7 billion. Were the graph drawn so that the width of the provinces’ bars was in
proportion to their population, one could then conceive of the area between the horizontal NAS
standard line and the per capita yields of the receiving provinces as amounting to $13.7 billion.
Similarly, the broken line labelled the “floating standard™ can be thought as filling this same space
but only up to the $10.0 billion level. Alternatively, and equivalently, this process can be viewed
as providing equalization to bring the least well-off province to the next well-off, then raising both
of theses two provinces to the level of the third least-well-off province, and so on until the $10
billion is exhausted. Although not drawn to scale, the ratcheting down of the floating standard line
nearly removes Saskatchewan as an equalization recipient, which is what also happens in Table 1.
The other horizontal line in Figure 1, namely the “FPS equalization™ line, is the FPS
standard which, at $8.6 billion, is well below the requisite $10.0 billion. Note that as the graph is
drawn there are only 6 have -not provinces initially, but both BC and Saskatchewan become recipient
provinces as the result of the raised floating standard. However, the FPS reality for 2003-04, as
distinet from the graph in Figurel, is that the standard derived from the FPS formulation would float
upward to include BC but not Saskatchewan. This underscores the earlier observation that the
distribution of equalization payments under the floating standard will depend on the whether the

formula applied was the FPS or NAS (or another) version. And the set of recipient provinces may
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not even be identical for the various approaches to the floating standard, let alone between the

floating standard and the relativities approach.

III: The Relativities Approach

The relativities approach is much more straightforward. Row 7 contains these relativities,
which are the provincial shares of NAS equalization calculated from row 2 of Table 1. And the
corresponding equalization payments appear in row 8 (made more transparent by assuming that the
fixed equalization total is $10 billion). Whereas, the floating standard. reduces all recipient
provinces’ per capita equalization by the same number of dollars, the relativities approach maintains
relative shares, i.e., if a province is eligible for equalization under the NAS approach, it is also
cligible for the same share of the predetermined amount of equalization. In terms of the row 7 data
in Table 1, all receiving provinces’ equalization payments are scaled down to 73% of their original
equalization (i.e., $10 billion divided by $13.7 billion equals 73%).

Prior to turning to a comparative assessment of these two approaches, it is important to note
that whereas the floating standard approach can be used in connection with either a NAS or FPS
formulation, the relativities approach is to be used only with the NAS formulation for equalization.
At first blush this may puzzling since elsewhere (2005) I have argued that the NAS formulation is
not appropriate for generating equalization payments. Among the reasons for this is that it is
inequitable funding-wise, since energy and resources generally are the driving force behind the much
higher equalization but it is Ontario that bears the lion’s share of the funding costs. Morever, there
are several reasons, analytical as well as pragmatic, why 100% of resource revenues should not enter

the formula. But under the new equalization framework these concerns more or less fade away
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since the role of the formula is no longer to determine the level of equalization payments. Rather the
issue is only one of allocation and here it seems appropriate to include all revenues that are used to
provide provincial public goods and services. Only the NAS model has this feature (e.g., the FPS
formulation includes only about 40% of the overall resource base for formula purposes and this 40%
is itself arbitrary in the sense that there are other ways to include 40% of the resources bases in the

formula).

IV: Floating Standards vs Relativities: An Assessment

The differences between the floating standard and the relativities approach in terms of actual
equalization payments for 2003-04 appear in Table 1, i.e., rows 5 and 8 for equalization flows by
province and rows 6 and 7 for the percentages or shares of the fixed $10 billion. As one would
expect, the poorer provinces lose under the relativities approach and the richer (but still have-not)
provinces gain. For example, the floating standard would give New Brunswick $1.228 billion while
the relativities approach would give it only $1.020 billion (rows 5 and 8), or 12.28% vs 10.20 % of
the fixed $10 billion as indicated in rows 6 and 7. At the other extreme BC would receive only $556
million under the floating standard rather than the $1.103 billion it would get with a relativities
approach. In this particular example, Quebec would be relatively indifferent as between the two
approaches.

For the Table 1 estimates the set of recipient provinces under the two approaches is identical.
However, this need not be the case if the floating standard is driven off an alternative equalization
formula. As already alluded, were the data underlying Table 1 to relate to 2004-05, Saskatchewan

would be a have province for the floating standard. Since the relativities approach is designed only
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for the NAS standard, the set of recipient provinces is invariant to the predetermined pool of
equalization. Over time, however, the recipient pool can change depending on provincial fiscal
fortunes.

In order to probe deeper into the differences between these two approaches, attention is
directed to the data in row 9 relating to the source of Ottawa revenues by province. The figures in
this row are millions of dollars, but since they sum to $10 billion, the percentage shares can be
derived by dividing the entries by 1000. Hence, Ontario’s residents account for 43.2% of Ottawa’s
revenues. (This is probably an overestimate since it does not reflect the rapid rise in energy prices,
but it will suffice for the task at hand.) For the floating standard, row 10 then creates a “cost-benefit”
ratio, as it were, defined as the share of what the province’s residents contribute to the financing of
equalization divided by the share of equalization that the province receives. Row 11 presents this
same cost-benefit ratio for the relativities approach (i.e. row 9 < row 7).

Not surprisingly, the fiscally poor provinces have somewhat higher ratios under the floating
standard than under the relativities approach. Consider New Brunswick. Under the floating standard
it receives 12.28% of equalization and its residents contribute 1.76% of the cost of equalization, for
arow 10 ratio of 14.3%. This ratio increases to 17.2% under the relativities approach. However,
the differences for the entries in rows 10 and 11 matter a great deal for the have-not provinces that
are near the NAS standard. This is so because it is likely that what these provinces receive in
equalization will already be roughly equal to what their citizens contribute to the funding of
equalization. For example, from row 7 of Table 1, under the relativities approach) Saskatchewan
would receive 2% of total equalization and BC would receive 11.03% while their citizens pay for

2.5% and 11.8% respectively of the funding for equalization (row 9). The resulting cost-benefit
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ratios for the relativities model are 126.3% and 107.4% for Saskatchewan and BC (row 11). But
under the floating standard these cost-benefit ratios deteriorate (i.e., increase) significantly — to
505.2% for Saskatchewan and 213% for BC (row 10).

This sharp rise in cost-benefit ratio is arguably inappropriate. It is likely that have-not
provinces with fiscal capacities near the national-average standard (or five-province standard for that
matter) will have wages and prices that are higher than the fiscally poor provinces, so that a given
amount of revenue will buy fewer “real” provincial public goods and services (Courchene, 2005a).
And from section 36(2) of the Constitution Act, 1982, equalizing revenues are but the stated means
for achieving “reasonably comparable levels of public services” across provinces. Phrased
differently, if one assumes that the degree of capitalization of revenues and incomes onto wages and
rents rises with higher per capita revenue vields, then one would presumably not want to favour an
allocation procedure that reduces the richer of the have-not provinces equalization by a much greater
percentage than it does for the poorer provinces. Indeed, the floating standard can be viewed as
involving double equalization, as it were. The first round equalizes fiscal capacities to the national
average standard. Since this is too high, the second round effectively conducts a second equalization
which transfers funds from the richer of the have-nots to the poorer. And as already noted, in the
limit this may result in some NAS have-not provinces not receiving any equalization at all! On a
pragmatic level problems also arise since the two provinces that are most negatively affected by the
floating standard are the very provinces that sandwich Alberta and therefore are the most affected
by Alberta’s ability to maintain low tax rates and/or higher levels of public goods and services.

One counter to this is to argue that since the FPS has been in place for nearly 25 years, it and

not the NAS approach should be employed to underpin the calculation of the floating standard.
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However, elsewhere (2005) I have demonstrated some of the weaknesses of the FPS. Among other
things, the five-provinces includes only 39% of the resource bases. Not only does this lead to
inadequate estimates of comprehensive fiscal capacities across provinces, but alternative ways of
including 39% of resource revenues in an equalization formula will generate very different provincial

equalization shares (Courchene, 2005).

V: Conclusion

It appears that the equalization authorities are about to accommodate the new equalization
framework in the same way as they accommodated the equalization ceiling in earlier years, namely
by adding or subtracting (depending on the starting point) an equal per capital amount to existing
entitlements. The thrust of this paper has been that a relativities approach (based on the shares of
equalization arising under a NAS framework) is a preferable way to allocate the fixed equalization
pool. One reason for this is that the NAS specification generates the most comprehensive and
equitable measure of provincial fiscal excesses and deficiencies. Another is that the relativities
approach carries these same shares over to the determination of equalization payments, thereby
ensuring that the richer of the have-not provinces do not end up with excessive cost-benefit ratios
(as defined above).

In all probability, however, the equalization authorities would prefer to continue to work with
the existing FPS formulation and, therefore, with the floating-standard approach to accommodating
the new equalization environment. Notwithstanding, the purpose of this paper has been to suggest

that alternative and arguably preferable allocation models exist.



TABLE 1

ALLOCATING EQUALTZATION IN THE NEW FRAMEWORK
RELATIVITIES vs. FLOATING STANDARDS
(Base Case is NAS Equalization - 2003/04)"

NL P.E.L NS NB QUE ONT MAN SASK ALTA BC Total
1. Equalization Entitlements (S mill} 8454 271.1 1,382.0 1,401.0 6,312.1 -1,462.4 1,726.2 280.0 -12.264 1,514.1 13,711.5
2. Equalization Payments ($ mill) 8454 271.1 1,382.0 1,401.0 6,312.1 ] 1,726.2 280.0 0 1,514.1 13,731.5
3. Equalization per capita ($)’ 1,631 1,976 1,476 1,866 843 0 1,487 282 0 3649 -
4. Mew Standard Spe, (Row 4 -$231)' 1,4001 1,745 1,245 1,635 612 0 1,256 51 0 133.9 10,000
5. Mew Standard (8 million) 726 239 1,165 1,228 4,582 0 1,458 51 0 556 10,000
6. Share of Total Equalization (%) 7.26 2.39 11.65 12.28 45.82 0 14.58 0.5 0 5.56 100,00
7. Relativities (Row 2 shares) 616 1.97 10.06 10.20 4597 0 12.56 2.00 0 11.03 1000, 0
8. Equalization (Row 7 x 10,000) 616 197 1,006 1,020 4,597 0 1,256 200 ] 1,103 10,000
9. Who Pays (%)’ 1.165 352 2,336 1,758 21,659 43,186 2,893 2,526 11,848 11,841 99 f
10. Row 9 + Row 6 (%) 16.6% 14.7% 20.1% 14.3% 47.3% - 19.8% 505.2% - 213.0% -
11. Row 9+ Row 7 18.9% 17.9% 23.2% 17.2% 47, 1% - 21.0% 126.3% = 107 4% -

1. The £231 per capita value is the downward adjustment to the equalization standard required to bring total equalization to the $10 billion quantum.
2, The share by province of Ottawa's revenue (Courchene, 2005, Table 3).

3. The NAS equalization standard is $6,212 per capita.

4. Data in rows | and 2 are from the WAS estimates in Table 1 of Courchene (2005),
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FIGURE 1
THE FLOATING STANDARD:
A Graphical Interpretation
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