
Equalization Payments
First  made  in  1957,  equalization  payments  are  monetary  transfers  from  the  federal
government to provincial governments.[1] Equalization payments are encapsulated in the
Constitution, and section 36(2) reads:

Parliament  and  the  government  of  Canada  are  committed  to  the  principle  of  making
equalization payments to ensure that provincial governments have sufficient revenues to
provide reasonably comparable levels of public services at reasonably comparable levels of
taxation.[2]

Their  inclusion  in  the  Constitution  received  bi-partisan  support  from  the  likes  of
Conservative premiers William Davis and Peter Lougheed, and Liberal Jean Chretien.[3] By
1982, when it was enshrined in the Constitution Act, 1982, the principle of equalization had
become so accepted by provinces, that its inclusion in the constitution was largely without
controversy.[4] Section 36(2) imposes a burden specifically on the federal government, and
it is responsible for deciding how the equalization program is carried out.[5] Equalization
payments are highly-politicized, and some have argued that the constitutional obligation is
too vague to be justiciable.[6] Nevertheless, it is a distinct feature of Canadian federalism
which would require constitutional amendment to remove.

The money for payments comes entirely from federal funds; provinces do not transfer money
to each other or the federal  government as a result  of  this  program.[7]  There are no
conditions attached to the receipt of an equalization payment; provinces can use the money
as they see fit.[8]

How provincial governments spend their money is closely linked to the misconception that
whether a province is running a surplus or a deficit affects equalization payments. Because
provinces choose how they spend their money, they determine whether they are in a surplus
or deficit. “Deficit is a choice, not something caused by equalization.”[9] Eligibility for a
payment is determined by a province’s ability to generate tax revenue, not how much they
actually generate.[10]

Eligibility is determined, on a per capita basis, by how a province’s fiscal capacity (ability to
raise tax revenue) compares to the average fiscal capacity of all ten provinces.[11] If a
province’s capacity is below the average, it receives an equalization payment. The payment
only brings the province up to the average.[12]

There are five revenue sources used to determine fiscal capacity:

Personal income;1.
Business income;2.
Consumption;3.
Property taxes and miscellaneous revenues; and4.
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Natural resources.[13]5.

There are two differences when calculating natural resources. First, actual revenues are
used rather than a calculated fiscal capacity.[14] This is because resources and royalty
structures  are  so  different  from province  to  province  that  it  would  be  impossible  to
determine an average (ex.  comparing oil  to  lumber).[15]  Second,  only  50% of  natural
resource revenue is included in the final calculation.[16] Provinces can opt out of having
natural resources included in the calculation if  doing so increases the amount of their
equalization payment.[17]

The federal government typically renews or amends equalization payments and the formula
every five years after consultation with the provinces.[18] The current formula was set in
2007.[19] It has been renewed until 2024 and can be found in the Federal-Provincial Fiscal
Arrangements Act.[20]

Example Illustrating the Principle of Equalization Payments

Suppose a country has two provinces, A and B. Now imagine that province A and B have the
same population, 1,000 people, and (for simplicity) that the only taxable revenue source is
personal income.

In province A, the average personal income is $10,000, the tax rate is 10%, and so the
province  collects  $1,000,000  in  personal  income taxes.  Province  A’s  fiscal  capacity  is
$1,000,000.

But in Province B the average personal income is $7,500, and with a tax rate of 10% collects
only $750,000 in personal income taxes. Province B’s fiscal capacity is $750,000.

Even though they have the same number of people and the same tax rates, through the fault
of no one, the provinces’ revenues are different. Province B has a weaker fiscal capacity
than province A. Equalization payments step in to ensure that province B has a similar
amount of money as province A to provide government services to its citizens.

The federal government determines the average fiscal capacity across the provinces:

($1,000,000 + $750,000) / 2 = $875,000.

Next, they determine how a province’s fiscal capacity compares to the national average:

Province A = $875,000 – $1,000,000 = – $125,000

Province B = $875,000 – $750,000 = $125,000

If the amount is less than $0, then the province does not receive an equalization payment. If
it is above $0, the province will receive that amount.

$125,000 is the amount that the federal government will give in equalization payments to
province B, to bring it up to the average. Province A still has a larger total revenue than



province B, even after equalization payments.
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