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Some E v i d e n c e oh t h e E f f e c t o f t h e 
S e p a r a t i o n o f Spending and T a x i n g 

D e c i s i o n s 

" I t i s a sound p r i n c i p l e o f f i n a n c e , and a s t i l l s o u n d e r 
p r i n c i p l e o f government, t h a t those who have t h e d u t y 
of e x p e n d i n g t h e revenue of a c o u n t r y s h o u l d a l s o be 
s a d d l e d w i t h t h e r e a p o n s i b i l i t y o f l e v y i n g and p r o v i d i n g 
i t " . 

S i r W i l f r e d L a u r i e r 

1. I n t r o d u c t i o n 

I t has o f t e n been a s s e r t e d t h a t r e s p o n s i b l e government r e q u i r e s 

a c l o s e l i n k b e m a i n t a i n e d between p u b l i c s p e n d i n g and t a x i n g d e c i s i o n s . 

One o f t h e o r i g i n s o f t h i s v i e w l i e s i n t h e f a c t t h a t i n t h e 

p o l i t i c a l m a r k e t p l a c e , w h i l e v o t e s a r e t h e b a s i s o f power, t h e y a r e n o t 

t h e m s e l v e s t h e economic r e s o u r c e s w h i c h power s e e k s . The command o v e r 

r e s o u r c e s comes from t h e t a x i n g power which i s awarded b y a m a j o r i t y 

of v o t e s . But t h e r e i s no e x p l i c i t mechanism i n r e p r e s e n t a t i v e demo­

c r a c i e s , a s B r i t t a n (1974, 1978) and J a y (1976) have r e c e n t l y emphasized, 

f o r e n s u r i n g t h a t a m a j o r i t y v o t e i m p l i e s a commitment b y t h e v o t e r s 

o f t h e r e s o u r c e s r e q u i r e d t o f i n a n c e the program on w h i c h a p o l i t i c a l 

p a r t y has won a n e l e c t i o n . B y way o f c o n t r a s t t o t h e p o l i t i c a l m a r k e t ­

p l a c e , when i n d i v i d u a l s p l a n t o a c q u i r e more goods o r s e r v i c e s i n t h e 

p r i v a t e market t h e y must each s i m u l t a n e o u s l y commit t h e r e s o u r c e s 

r e q u i r e d t o f i n a n c e t h e p r o d u c t i o n o f t h o s e goods. 

I n a paper w h i c h argued t h e c a s e f o r e n f o r c i n g such u n a n i m i t y 

o f d e c i s i o n s i n t h e p u b l i c m a r k e t , W i c k s e l l (1896) s u g g e s t s t h e absence 

o f a c o n s t i t u t i o n a l l i n k between s p e n d i n g and t a x i n g c r e a t e s t h e 
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a b i l i t y f o r p o l i t i c a l a g e n t s , and v o t e r c o a l i t i o n s , t o use a n 

i n c r e a s e i n t h e d i s t a n c e between t h e s e d e c i s i o n s as a means o f c r e a t i n g 

( u s u a l l y ) f a l s e hopes w i t h r e s p e c t t o the s h a r i n g - o u t f u n c t i o n o f 

government, i n o r d e r t o d i r e c t a d d i t i o n a l r e s o u r c e s t h r o u g h t h e p u b l i c 

s e c t o r and towards t h e m s e l v e s . 1 Making i t more e x p e n s i v e t o compute 

i n d i v i d u a l t a x - s h a r e s b y t h e f a i l u r e t o s i m u l t a n e o u s l y p r e s e n t t a x 

and e x p e n d i t u r e b u d g e t s , f o r example, i n d u c e s v o t e s f o r government 

e x p a n s i o n . F o r under t h e s e c i r c u m s t a n c e s , a promise t o r e d u c e t h e 

t a x - p r i c e o f p u b l i c s e r v i c e s b y s h i f t i n g p a r t o f t h e c o s t e l s e w h e r e 

cannot be i n s t a n t a n e o u s l y d i s c o u n t e d by t h e d e c i s i v e v o t e r ( B r i t t a n , 1974) . 

However, a r e d u c t i o n i n p e r c e i v e d b u t not a c t u a l t a x - s h a r e s , 

because t h e v o t e r i s s u b j e c t i v e l y c e r t a i n o t h e r s w i l l b e a r a l a r g e r 

p a r t o f t h e c o s t , i m p l i e s i n c o n s i s t e n t demands o n t h e s h a r i n g - o u t 
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f u n c t i o n o f government. A t t h e v e r y l e a s t , t h e r e f o r e , w e s h o u l d 

e x p e c t t h e gap between p e r c e i v e d and a c t u a l t a x - s h a r e s t o n a r r o w 

o v e r time as t h e v o t e r , c e t e r i s p a r i b u s , comes t o t h e r e a l i z a t i o n 

t h a t h i s e x p e c t a t i o n s have n o t been f u l f i l l e d . But a l s o , i f a d j u s t ­

ment o f e x p e c t a t i o n s i s s l o w and p u b l i c s p e n d i n g i n c r e a s e s i n s i z e 

r e l a t i v e t o p r i v a t e incomes, because the s e p a r a t i o n does i n d u c e 

u n d e r e s t i m a t i o n o f t a x - s h a r e s , t h e economics o f i n f o r m a t i o n s u g g e s t s 

the v o t e r w i l l use a d d i t i o n a l r e s o u r c e s i n t h e e s t i m a t i o n o f h i s 

t r u e t a x - s h a r e . ( S t i g l e r , 1961). 

That t h e r e must be some l i m i t t o t h e e x t e n t t o w h i c h i n f o r m ­

a t i o n c o s t s can b e p u r p o s i v e l y m a n i p u l a t e d , however a r r i v e d a t , i s 

c l e a r . O t h e r w i s e i t would n o t b e p o s s i b l e t o e x p l a i n why l e s s t h a n 



1 0 0 p e r c e n t o f o u t p u t f l o w s t h r o u g h the p u b l i c s e c t o r . 

Thus, w h i l e t h e t e m p t a t i o n f o r p o l i t i c i a n s and c o a l i t i o n s 

t o f o s t e r t h e b e l i e f t h a t t h e c o s t o f p u b l i c s e r v i c e s w i l l f a l l 

d i s p r o p o r t i o n a t e l y o n o t h e r s i s o b v i o u s , the e m p i r i c a l q u e s t i o n i s 

w h ether, and t o what e x t e n t , t h e p r o m i s e s o r s e l f - i n d u c e d hopes 

t h a t g o a l o n g w i t h a n i n c r e a s e i n t h e s e p a r a t i o n o f s p e n d i n g and 

t a x i n g can have a s y s t e m a t i c and p e r s i s t e n t i n f l u e n c e o n t h e 

r e l a t i v e s i z e o f government. W h i l e i n f o r m a t i o n may b e e q u a l l y 

p o s s e s s e d b y a l l a g e n t s i n s t o c k m a r k e t s , i t may o r may n o t b e s o 

i n p o l i t i c a l m a r k e t s . 

I n t h i s paper I a t t e m p t t o shed l i g h t o n t h i s q u e s t i o n b y 

c o n s i d e r i n g a phenomenon w h i c h i n b o t h Canada and t h e U n i t e d S t a t e s 

has been a s s o c i a t e d w i t h one o f t h e most d r a m a t i c and i n c r e a s i n g 

s e p a r a t i o n s o f t h e p o s t - w a r e r a : t h e i n t e r g o v e r n m e n t a l g r a n t from 

f e d e r a l t o s t a t e o r p r o v i n c i a l governments. 3 I f s e p a r a t i o n , b y 

i t s e l f , i n f l u e n c e s t h e r e l a t i v e s i z e o f t h e p u b l i c s e c t o r , w e c o u l d 

r e a s o n a b l y e x p e c t t o o b s e r v e t h i s e f f e c t a s one o f t h e consequences 

o f t h e s y s t e m o f i n t e r g o v e r n m e n t a l f l o w s . 

Under t h e m a i n t a i n e d h y p o t h e s i s t h a t s e p a r a t i o n r e d u c e s p e r c e i v e d 

t a x - s h a r e s , and i n t h e c o n t e x t o f a v o t i n g model, a t h e o r y o f i n t e r ­

g o v e r n m e n t a l g r a n t s i s d e v e l o p e d i n s e c t i o n two. I n t h i s t h e o r y , 

g r a n t s e x i s t f o r the same r e a s o n t h e y i n c r e a s e t h e s i z e o f t h e 

r e c i p i e n t ' s p u b l i c s e c t o r ; because they r e p r e s e n t a p r o m i s e , n o t 

c o m p l e t e l y d i s c o u n t e d b y t h e v o t e r , t o s h i f t t a x e s t o o t h e r 



j u r i s d i c t i o n s . Hence, g i v e n a n a p p r o p r i a t e l y s p e c i f i e d a l t e r n a t i v e 

t h e o r y , t h e e f f e c t o f g r a n t s o n t h e budget s i z e o f t h e r e c i p i e n t 

s e r v e s c o n v e n i e n t l y a s a measure o f t h e e f f e c t i v e n e s s o f s e p a r a t i o n 

as a means o f e x p a n d i n g t h e p u b l i c s e c t o r . The a l t e r n a t i v e t h e o r y 

o f g r a n t s i s based o n t h e ( a l t e r n a t i v e ) h y p o t h e s i s t h a t s e p a r a t i o n 

does n o t i n d u c e u n d e r e s t i m a t i o n o f t a x - s h a r e s . A c e n t r a l f e a t u r e 

o f t h i s t h e o r y i s t h a t g r a n t s a r e sought b y t h e r e c i p i e n t t o e f f e c t ­

i v e l y b l o c k t a x - s h i f t i n g a c r o s s j u r i s d i c t i o n s . I t i s a l s o o u t l i n e d 

i n t h e second s e c t i o n . 

The e s t i m a t i n g e q u a t i o n used h e r e t o t e s t t h e e f f e c t o f g r a n t s 

i s one t h a t b l e n d s t h e ' p i t f a l l s ' l i t e r a t u r e ( B r a i n a r d / T o b i n , 1968; 

S m i t h , 1975) and t h e e m p i r i c a l v o t i n g - m o d e l l i t e r a t u r e ( B e r g s t r o m / 

Goodman, 1978; M c Q u i r e , 1977; Romer and R o s e n t h a l , 1978) to p r o d u c e 

a dynamic v o t i n g model c o n s i s t e n t w i t h a l l r e l e v a n t c r o s s - e q u a t i o n 

adding-up c o n s t r a i n t s . The sample i s a p o o l e d t i m e ' - s e r i e s , c r o s s -

s e c t i o n s e t o f o b s e r v a t i o n s o n t h e Canadian p r o v i n c e s , 1952 t o 1969. 

The e s t i m a t i n g e q u a t i o n i s d e v e l o p e d i n s e c t i o n t h r e e , and t h e e s t ­

i m a t e s a r e r e p o r t e d i n s e c t i o n f o u r . 

C o n c l u s i o n s a r e s t a t e d i n s e c t i o n f i v e . I r e j e c t t h e m a i n t a i n e d 

h y p o t h e s i s . E v i d e n c e from f i t t i n g a dynamic d e c i s i v e - v o t e r model o f 

Canadian p r o v i n c i a l d e c i s i o n s does n o t c o n f i r m t h a t g r a n t s have a 

s t a t i s t i c a l l y s i g n i f i c a n t e f f e c t o n e x p e n d i t u r e s o f t h e r e p r e s e n t a t i v e 

p r o v i n c e . T h i s a s t a r t l i n g r e s u l t i n view o f t h e p r e v i o u s e c o n o m e t r i c 

l i t e r a t u r e o n t h e e f f e c t s o f i n t e r g o v e r n m e n t a l f l o w s , a s r e v i e w e d b y 

G r a m l i c h (1977). 
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5. 

2. U s i n g t h e P o l i t i c a l Economy of F e d e r a l i s m t o T e s t t h e E f f e c t 
o f the S e p a r a t i o n o f D e c i s i o n s 

C o n s t i t u t i o n s a r e r o o t e d i n h i s t o r i c a l t i m e . However, r a t i o n a l 

t h e y might be, t h e y r e f l e c t t h e m i l i e u and t h e c o n c e r n s o f a p a r t i ­

c u l a r e r a . Over l o n g p e r i o d s o f t i m e t h e s e change. Hence t h e r e may 

emerge a s h i f t i n r o l e s a t t h e v a r i o u s l e v e l s t h a t was n o t f o r e s e e n . 

I n p a r t i c u l a r , t h e growth o f t h e w e l f a r e s t a t e was n o t f o r e s e e n b y 

t h e f r a m e r s o f e i t h e r t h e C a n a d i a n - B r i t i s h N o r t h A m e r i c a A c t o r t h e 

C o n s t i t u t i o n o f t h e U n i t e d S t a t e s . The c e n t r a l governments i n b o t h 

cases h i s t o r i c a l l y p o s s e s s e d t h e most i n c o m e - e l a s t i c t a x r e v e n u e s , 

w h i l e the l o c a l j u r i s d i c t i o n s had e i t h e r h i s t o r i c a l o r c o n s t i t u t i o n a l 

r e s p o n s i b i l i t y t o s a t i s f y t h e g r o w i n g demands f o r s o c i a l s e r v i c e s . 

T o a c e r t a i n e x t e n t s l o c a l ( p r o v i n c i a l o r s t a t e ) e x p e n d i t u r e s 

i n the post-war e r a have been f i n a n c e d by a r e a s s i g n m e n t of r e v e n u e 

s o u r c e s , p r i m a r i l y income t a x , towards the l o c a l i t y . However, t h e r e 

has a l s o been a r a p i d growth i n f e d e r a l g r a n t s , p r i m a r i l y o f t h e 

c o n d i t i o n a l t y p e n o m i n a l l y t i e d t o l o c a l p r o v i s i o n o f s o c i a l s e r v i c e s 

such a t h e a l t h , w e l f a r e and e d u c a t i o n . " A n i n t e r e s t i n g q u e s t i o n i s 

why t h e s e i n t e r g o v e r n m e n t a l f l o w s have a r i s e n , t h a t i s , why t h e 

p r o v i s i o n o f s o c i a l s e r v i c e s i n t h e l o c a l i t y has n o t been f i n a n c e d 

e n t i r e l y v i a r e a s s i g n m e n t o f e i t h e r revenue s o u r c e s o r e x p e n d i t u r e 

r e s p o n s i b i l i t i e s . 

Under t h e m a i n t a i n e d h y p o t h e s i s t h a t t h e d e l i b e r a t e d i v o r c e o f 

s p e n d i n g and t a x i n g s u c c e s s f u l l y reduces t h e v o t e r ' s p e r c e i v e d t a x -

s h a r e , one p o s s i b l e answer i s t h a t v o t e - s e e k i n g l o c a l p o l i t i c i a n s 



(and budget m a x i m i z i n g a d m i n i s t r a t o r s ) f a v o u r i n t e r g o v e r n m e n t a l 

f l o w s r a t h e r t h a n a n i n c r e a s e i n l o c a l t a x e s p r e c i s e l y because i t 

e n a b l e s them t o a v o i d t a x i n g d i r e c t l y t h e i r own c i t i z e n s i n o r d e r t o 

expand e x p e n d i t u r e programs. W h i l e t h e need t o f i n a n c e s o c i a l 

s e r v i c e s i s t h e b a s i c cause o f t h e r e s t r u c t u r i n g o f t h e f e d e r a t i o n , 

the e f f e c t o f s e p a r a t i n g d e c i s i o n s e x p l a i n s t h e c h o i c e o f means. 

C o n s i d e r t h e f o l l o w i n g example. A r e p r e s e n t a t i v e ' p r o v i n c e ' 

w i l l n o m i n a l l y r e c e i v e a c o n d i t i o n a l g r a n t o f 5 0 c e n t s from t h e 

f e d e r a l a u t h o r i t i e s f o r e v e r y d o l l a r i t spends o n s o c i a l s e r v i c e s . 

F u r t h e r m o r e , l e t 2 5 p e r c e n t o f a l l f e d e r a l t a x revenue b e c o l l e c t e d 

i n t h e p r o v i n c e i n q u e s t i o n . Thus each a d d i t i o n a l d o l l a r o f p r o v i n c i a l 

s o c i a l s e r v i c e s c o s t s p r o v i n c i a l v o t e r s 50 - .25 x 50, or 62.5 c e n t s . 5 

Here 12.5 c e n t s r e p r e s e n t s t h e f e d e r a l f i n a n c i n g o f i t s 5 0 c e n t g r a n t 

t o t h e p r o v i n c e v i a f e d e r a l t a x e s c o l l e c t e d i n t h e same j u r i s d i c t i o n . 

The system o f g r a n t s seems t o have r e d u c e d t h e m a r g i n a l t a x - p r i c e o f 

g r a n t - a i d e d p r o v i n c i a l e x p e n d i t u r e s by a l m o s t 3 8 p e r c e n t , a ' f a c t ' 

t h a t p r o v i n c i a l governments w i l l h a s t e n t o p o i n t o u t . 

Of c o u r s e t h i s s o r t o f t a x s h i f t i n g w i l l be r e c o g n i z e d and opposed 

b y p o l i t i c i a n s and v o t e r s i n o t h e r j u r i s d i c t i o n s . But under t h e 

m a i n t a i n e d h y p o t h e s i s , t h e v o t e r s i n t h i s j u r i s d i c t i o n d o n o t b e l i e v e 

such r e s h i f t i n g t o b e e f f e c t i v e . I n e f f e c t , t h e r e f o r e , t h e s y s t e m o f 

g r a n t s i s a p r o m i s e t o t h e d e c i s i v e v o t e r i n e v e r y p r o v i n c e t o s h i f t 

t a x burdens o n t o v o t e r s i n o t h e r j u r i s i d c t i o n s . 



7. 

A r e d u c t i o n i n t h e p e r c e i v e d t a x - p r i c e would o c c u r r e g a r d l e s s 

o f whether t h e g r a n t was p a i d c o n d i t i o n a l l y o r u n c o n d i t i o n a l l y . A n 

u n c o n d i t i o n a l g r a n t o f one d o l l a r appears t o c o s t t h e p r o v i n c i a l 

t a x p a y e r 2 5 c e n t s . Hence even i f t h e s e g r a n t s were i n f a c t (but were 

n o t p e r c e i v e d t o be) e n t i r e l y f i n a n c e d b y f e d e r a l t a x e s l e v i e d i n 

t h e p r o v i n c e i n q u e s t i o n , because r e s h i f t i n g was c o m p l e t e , e x p e n d i t u r e s 

w i l l be i n c r e a s e d beyond t h a t w h i c h would o c c u r were t h e y f i n a n c e d 

d i r e c t l y b y t h e p r o v i n c e i t s e l f . 

The e c o n o m e t r i c l i t e r a t u r e o n t h e e f f e c t s o f g r a n t s o n l o c a l 

e x p e n d i t u r e s , a s r e v i e w e d b y G r a m l i c h (1977), seems t o i n d i c a t e p r e c i s e l y 
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t h i s l a t t e r r e s u l t . The e v i d e n c e i s t h a t t h e p o s i t i v e e f f e c t o n 

l o c a l s p e n d i n g o f a n u n c o n d i t i o n a l g r a n t outweighs t h e n e g a t i v e i m p a c t 

o f a n e q u i v a l e n t i n c r e a s e i n f e d e r a l t a x e s . Indeed, t h e c o n c l u s i o n 

t h a t 'money s t i c k s where i t h i t s ' (the g r a n t i s n o t e n t i r e l y r e t u r n e d 

t o the v o t e r v i a l o c a l t a x c u t s ) was s o u n i f o r m a c r o s s v a r i o u s s t u d i e s 

t h a t G r a m l i c h c a l l e d f o r development o f t h e o r y t o e x p l a i n t h e 

phenomena. 

A t t h i s p o i n t i t i s i m p o r t a n t t o acknowledge t h a t g r a n t s a r e 

t h e outcome o f i n t e r a c t i o n between two l e v e l s o f government. A s B r e t o n 

and S c o t t (197 8) have a r g u e d , a t h e o r y of t h e s e g r a n t s must t h e r e f o r e 

b e compatable w i t h t h e s e l f - i n t e r e s t o f p o l i t i c a l a g e n t s o f b o t h 
9 

r e c i p i e n t and donor j u r i s d i c t i o n s . I have s o f a r d e a l t o n l y w i t h t h e 

i n c e n t i v e s o f l o c a l p o l i t i c i a n s , a r g u i n g t h a t under t h e m a i n t a i n e d 

h y p o t h e s i s t h e y f a v o u r g r a n t s r a t h e r than own t a x a t i o n b e c a u s e t h i s 

e n a b l e s them t o a v o i d t a x i n g t h e i r own v o t e r s d i r e c t l y . I t seems 
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r e a s o n a b l e t o argue,on t h e o t h e r hand, t h a t t h e f e d e r a l p o l i t i c i a n d e s i r e s 

t h i s because h e can t h e n o b t a i n t h e c r e d i t o f b e i n g a c o - p r o v i d e r o f 

s o c i a l s e r v i c e s a l o n g w i t h h i s l o c a l c o u n t e r p a r t . T h i s w o u l d e x p l a i n 

why g r a n t s a r e p r i m a r i l y o f t h e c o n d i t i o n a l t y p e w h i c h c a r r y w i t h 

them some i d e n t i f i c a t i o n o f t h e donor w i t h b e n e f i t s r e c e i v e d . The 

a l t e r n a t i v e i s t o a l l o w o t h e r j u r i s d i c t i o n s t o b e seen a s t h e s o l e 

p r o v i d e r o f s o c i a l s e r v i c e s , t h e s i n g l e most r a p i d l y g r o w i n g a r e a o f 

the p u b l i c s e c t o r . 

B r e t o n and S c o t t a l s o r e g a r d a g r a n t as t h e b y - p r o d u c t of an 

exchange between donor and r e c i p i e n t j u r i s d i c t i o n s . I n t h e i r model 

a r e v e n u e - r i c h f e d e r a l government buys f u n c t i o n s from a r e v e n u e - p o o r 

' p r o v i n c e ' . "Hence, a s i n t h e p r e s e n t model, t h e purpose o f t h e g r a n t 

i s n o t r e l a t e d t o t h e form i t t a k e s , and may n e v e r b e p o p u l a r l y 

known; c o n d i t i o n a l g r a n t s a r e n o t n e c e s s a r i l y meant t o a l t e r t h e composi­

t i o n o r s i z e o f p r o v i n c i a l e x p e n d i t u r e s . However, B r e t o n and S c o t t 

d o n o t e x p l a i n why t h e p r o v i n c e , w i t h c o n s t i t u t i o n a l a c c e s s t o 

income t a x a t i o n , f i n d s i t p r o f i t a b l e t o s e l l a f u n c t i o n t o t h e f e d s 

r a t h e r than r a i s e t h e i r own t a x r a t e s . A f t e r a l l , v o t e s a r e n o t l o s t 

b y f i n a n c i n g p u b l i c s e r v i c e s f o r w h i c h t h e r e i s a g r o w i n g demand. 

One answer, g i v e n above, i s t h e a b i l i t y o f p o l i t i c a l a g e n t s t o 

b e n e f i t from t h e l a r g e r budget i n d u c e d b y t h e e f f e c t o f g r a n t s o n 

p e r c e i v e d t a x s h a r e s . 
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2.1 A l t e r n a t i v e Hypotheses 

The a s s u m p t i o n s u n d e r l y i n g t h e t h e o r y o f g r a n t s d e v e l o p e d 

above are e s s e n t i a l l y t w o f o l d . F i r s t , the m a i n t a i n e d h y p o t h e s i s , 

t h a t a n i n c r e a s e i n t h e s e p a r a t i o n o f s p e n d i n g and t a x i n g d e c i s i o n s 

such a s g r a n t s c r e a t e i s s u f f i c i e n t t o reduce p e r c e i v e d t a x - s h a r e s . 

Second, t h e e x i s t e n c e o f g r a n t s r e s u l t s from c o l l u s i o n between 

p o l i t i c a l a g e n t s o f donor and r e c i p i e n t j u r i s d i c t i o n s t o t a k e advantage 

o f t h e e f f e c t o f g r a n t s o n v o t e r p e r c e p t i o n s . 1 1 

I seek a s a n a l t e r n a t i v e t h e o r y o f t h e e x i s t e n c e and e f f e c t 

o f g r a n t s , one w h i c h p r e d i c t s g r a n t s w i l l have no e f f e c t on budget 

s i z e i n t h e r e c i p i e n t j u r i s d i c t i o n , at least i n part because the f i r s t of 

the above a s s u m p t i o n s i s f a l s e . 

I t t u r n s o u t t h a t b y d r o p p i n g the second o f t h e above 

a s s u m p t i o n s , s u c h a t h e o r y can b e d e v e l o p e d . T h i s a l t e r n a t i v e t h e o r y 

i s n o t r e j e c t e d b y c a s u a l o b s e r v a t i o n , and i t t o o i s c o n s i s t e n t w i t h 

B r e t o n and S c o t t because i t s u p p l i e s a d i f f e r e n t r e a s o n f o r g r a n t s 

t o a r i s e as t h e b y - p r o d u c t of some exchange between donor and r e c i p i e n t . 

T r a d i t i o n a l t h e o r i e s i n v o l v e e x t e r n a l i t i e s o r r e d i s t r i b u t i o n . 

F o r example, and i g n o r i n g t h e r e d i s t r i b u t i o n m o t i v e f o r t h e moment, 

the p r e s e n c e o f i m p e r f e c t mappings, t o use B r e t o n ' s (1965) t e r m , 

between t h e range o f b e n e f i t s o f n o n - p r i v a t e goods and t h e j u r i s d i c t i o n 

b u y i n g t h e good i m p l i e s g r a n t s a r e r e q u i r e d f o r t h e a t t a i n m e n t o f 

P a r e t o e f f i c i e n c y . A l o c a l j u r i s d i c t i o n t h a t produces p u b l i c s e r v i c e s 

w i t h b e n e f i t s t h a t s p i l l o v e r i n t o o t h e r j u r i s d i c t i o n s w i l l p r o d u c e 

l e s s t h a n a p a r e t o - e f f i c i e n t q u a n t i t y . The remedy i s c o n d i t i o n a l 



g r a n t s from a h i g h e r l e v e l o f government t o s t i m u l a t e p r o d u c t i o n . 

But Schumpeter (19 42) would p r o b a b l y r e j e c t t h e e x t e r n a l i t y 

based t h e o r y o f t h e e x i s t e n c e o f g r a n t s f o r t h e same r e a s o n he r e j e c t e d 

t he c l a s s i c a l p o l i t i c a l t h e o r y ; because i t i m p l i e s t h e a t t a i n m e n t o f 

a s o c i a l g o a l ( p a r e t o e f f i c i e n c y ) m o t i v a t e s i n d i v i d u a l p o l i t i c a l 
12 

ag e n t s . I n a t h e o r y w h i c h i s c o n s i s t e n t w i t h u t i l i t y m a x i m i z a t i o n 
b y i n d i v i d u a l p o l i t i c a l a g e n t s , g r a n t s s h o u l d a r i s e n a t u r a l l y a s a 

13 
b y - p r o d u c t o f t h e c o m p e t i t i v e s t r u g g l e f o r p o l i t i c a l power. 

Moreover, i n t h e c o n t e x t o f a v o t i n g model, I s s e r m a n (1976) has 

shown why t h e t h e o r y o f e x t e r n a l i t i e s does n o t p r o v i d e a f i r m b a s i s 

f o r t h e d i r e c t i o n o f g r a n t s from c e n t r a l t o l o c a l government. The 

r e a s o n i s t h a t i n a v o t i n g model, t h e l o c a l p r o d u c t i o n o f t h e e x t e r n a l i 

g e n e r a t i n g p u b l i c s e r v i c e depends upon demands b y t h e d e c i s i v e v o t e r 

i n t h a t j u r i s d i c t i o n . I f he has a ' h i g h ' demand, i t i s p o s s i b l e 

t h a t t o o much w i l l be p r o v i d e d , r a t h e r t h a n t o o l i t t l e . T h e r e f o r e 

the mere e x i s t e n c e o f e x t e r n a l e f f e c t s does n o t a l l o w u s t o p r e d i c t 

t h e emergence of a system of g r a n t s from h i g h e r to l o w e r government 

l e v e l s . 
T o d e v e l o p a n a l t e r n a t i v e t h e o r y o f g r a n t s w i t h o u t e i t h e r o f 

t h e above f a u l t s , I b e g i n b y a c c e p t i n g t h e p r o v i o u s e x p l a n a t i o n f o r 
14 

the f e d e r a l (donor's) i n t e r e s t i n g r a n t s . The f e d e r a l a u t h o r i t i e s , 

t h e n , w i s h t o buy, o r f o r c e , t h e i r way i n t o t h e system o f s o c i a l 

s e r v i c e s u s i n g g r a n t s , because t h e s e s e r v i c e s a r e c o n s t i t u t i o n a l l y 

o r h i s t o r i c a l l y c o n t r o l l e d b y t h e p r o v i n c e o r s t a t e . Now suppose 
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t h a t the f e d e r a l government makes an o f f e r t o each ' p r o v i n c e ' 

s e p a r a t e l y t o f i n a n c e p a r t o f i t s s o c i a l system. I n e f f e c t , t h i s i s 

a n o f f e r t o t a x o t h e r p r o v i n c e s t o pay f o r g r a n t s t o t h i s p r o v i n c e . 

I f o t h e r p r o v i n c e s d o n o t t a k e u p t h e o f f e r , t h e g r a n t w i l l , and w i l l 

b e seen t o , l o w e r a c t u a l t a x - p r i c e s i n t h i s p r o v i n c e , w h i l e r a i s i n g 

i t i n o t h e r s . But t a x - s h i f t i n g ( t o b e d i s t i n g u i s h e d from r e d i s t r i b ­

u t i o n a c c e p t a b l e t o r e c i p i e n t and d o n o r ) , l i k e o t h e r forms o f d i s -

c r i m i n i a t i o n , must c o n t e n d w i t h t h e r e a c t i o n s o f t h o s e d i s c r i m i n a t e d 

a g a i n s t ( S t i g l e r , 1970). E v e r y p r o v i n c e must and w i l l a c c e p t t h e 

f e d e r a l o f f e r . S i n c e t a x - s h i f t i n g i s then p r e v e n t e d , and because 

b y a s s u m p t i o n t h e s e p a r a t i o n o f d e c i s i o n s t h a t i s c r e a t e d b y t h e 

system o f g r a n t s has n o e f f e c t o n p e r c e i v e d t a x - p r i c e s , p r o v i n c i a l 
14 

d e c i s i o n s r e m a i n u n a l t e r e d . The o n l y purpose and e f f e c t o f t h e 

g r a n t system i s t o a l l o w t h e f e d e r a l government t o f o r c e i t s way 

i n t o t h e p r o v i n c i a l f i s c a l s y s t e m , b y p l a c i n g each p r o v i n c e i n t h e 
15 

p r i s o n e r ' s dilemma d i s c r i b e d above. From t h i s p o i n t o f v i e w , 

f o r example, t h e f e d e r a l o f f e r t o s h a r e w i t h t h e p r i v i n c e s i n Canada 

5 0 p e r c e n t o f e x p e n d i t u r e s o n t h e i r major s o c i a l s e r v i c e i t e m s 

(medicare, h o s p i t a l s , p o s t - s e c o n d a r y e d u c a t i o n , w e l f a r e ) i s under­

s t a n d a b l e . A u n i f o r m 5 0 p e r c e n t f e d e r a l c o n t r i b u t i o n t o encourage 

t h e p r o d u c t i o n o f s p i l l o v e r s i s n o t . 

S t r i c t l y s p e a k i n g , t h i s t h e o r y i s complementary t o t h e t r a d i t i o n a l 

t h e o r y based o n t h e r e d i s t r i b u t i o n m o t i v e . T h i s e x p l a n a t i o n o f g r a n t s 

b e g i n s w i t h a d e s i r e t o reduce d i f f e r e n c e s i n p e r - c a p i t a t a x a b l e 
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c a p a c i t y o f d i f f e r e n t r e g i o n s . These d i f f e r e n c e s l e a d t o i n d i v i d u a l s 

i n s i m i l a r economic c i r c u m s t a n c e s , b u t l i v i n g i n d i f f e r e n t j u r i s d i c t i o n s 

b e a r i n g d i f f e r e n t t a x burdens o r e n j o y i n g d i s p a r a t e l e v e l s o f p u b l i c 

s e r v i c e s . I n t h i s v i e w , t r a n s f e r s from r i c h e r t o p o o r e r r e g i o n s a r i s e 

t o p r e v e n t u n e q u a l t r e a t m e n t o f s i m i l a r i n d i v i d u a l s i n d i f f e r e n t 
16 

r e g i o n s . 

For p u r p o s e s o f t h i s p a p e r , I can a c c e p t the p o s s i b i l i t y o f a 

r e d i s t r i b u t i o n m o t i v e f o r g r a n t s w i t h o u t compromising t h e t e s t o f 

t h e m a i n t a i n e d h y p o t h e s i s . I t does n o t m a t t e r t h a t t h e t h e o r y o f 

g r a n t s based o n t h e r e s i s t r i b u t i o n m o t i v e a s s t a t e d h e r e a p p e a r s 
t o b e i n d e p e n d e n t o f t h e s e l f - i n t e r e s t o f t h e p o l i t i c a l a g e n t s who 
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o r g a n i z e them. What i s i m p o r t a n t about t h e r e d i s t r i b u t i o n m o t i v e 

i n the p r e s e n t c o n t e x t i s t h a t i f g r a n t s e x i s t t o p e r f o r m t h i s f u n c t i o n , 

t a x - p r i c e s w i l l , and w i l l be s e e n , t o change. V o t e r s i n r e c e i v i n g 

j u r i s d i c t i o n s w i l l f i n d t h e i r t a x - p r i c e s l o w e r t h a n t h e y w o u l d be i n 

the absence of such g r a n t s , and c o n s e q u e n t l y we s h o u l d o b s e r v e more 

s p e n d i n g t h e r e , t h a n i n absence o f t h i s r e d i s t r i b u t i o n . O n t h e o t h e r 

hand, s p e n d i n g i n t h e c o n t r i b u t i n g j u r i s d i c t i o n s s h o u l d b e l o w e r . 

P u t t i n g t h e r e d i s t r i b u t i o n t h e o r y t o g e t h e r w i t h t h e p r i s o n e r ' s 

dilemma model o u t l i n e d above i m p l i e s t h a t g r a n t s w i l l have no e f f e c t 

u n l e s s t h e y a r e i n t e n d e d , b y r e c i p i e n t and donor, t o r e d i s t r i b u t e 

amongst t h e m s e l v e s . T h i s i s i n c o n t r a s t t o t h e t h e o r y based o n t h e 

maintained- h y p o t h e s i s , w h i c h p r e d i c t s a n e x p a n s i o n o f e x p e n d i t u r e s 

b y the r e p r e s e n t a t i v e l o c a l government r e c e i v i n g t h e g r a n t , even i f 
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5. Conclusions 

The empirical question dealt with in t h i s paper is whether the 

premises or self-induced hopes about t a x - s h i f t i n g that go along with 

an increase in the separation of spending and taxing decisions can have 

a systematic and persistent influence. Information may be equally 

possessed by a l l agents in stock markets, but it may or may not be so 

i n p o l i t i c a l markets. 

To shed l i g h t on t h i s issue, I have considered a s i t u a t i o n which 

has led to one of the most dramatic and increasing separations in the 

post-war era: the intergovernmental flow from federal to state or 

p r o v i n c i a l governments. Under the maintained hypothesis that separation 

reduces perceived tax-shares, a theory of intergovernmental flows was 

developed. In t h i s theory grants e x i s t f o r the same reason they increase 

the s i z e of the r e c i p i e n t s ' p u b l i c sector; because they represent a promise, 

not completely discounted by the voter, to s h i f t taxes to other j u r i s d i c ­

tions. Thus, in t h i s theory, the e f f e c t of grants on the budget s i z e of 

the r e c i p i e n t serves conveniently as a measure of the e f f e c t of separation 

on perceived tax-shares. However, evidence from f i t t i n g a dynamic d e c i s i v e -

voter model of Canadian p r o v i n c i a l decisions does not confirm that grants 

have any e f f e c t on expenditures of the representative province. 

The a l t e r n a t i v e theory that survives the t e s t is one in which grants 

not meant to r e d i s t r i b u t e between regions represent the working out of 

a prisoner's dilemma, forced upon the 'provinces' by the f e d e r a l government. 

In t h i s theory, p r o v i n c i a l governments must and do accept grants i n order 

to e f f e c t i v e l y block t a x - s h i f t i n g across j u r i s d i c t i o n s . But in so doing 

they allow the federal a u t h o r i t i e s to associate themselves with the 

provision of s o c i a l services, the s i n g l e most important area of p u b l i c 

sector growth, and one in which the provinces have the primary c o n s t i t u t i o n a l 
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o r h i s t o r i c a l r e s p o n s i b i l i t y . 

Obviously some separation of spending and taxing decisions i s 

necessary before any t a x - s h i f t i n g is a p o s s i b i l i t y . But the success of 

the a l t e r n a t i v e theory of grants suggests that an increase in separation 

does not necessarily lead to excessive expectations with respect to r e ­

d i s t r i b u t i o n v i a the f i s c a l system, by obscuring the true r e l a t i v e cost 

of public services. This is turn r a i s e s the question of what conditions 

are s u f f i c i e n t to generate a demand f o r r e d i s t r i b u t i o n v i a the f i s c a l 

system that exceeds the supply. 







NOTES TO TABLES 

1. Sample p e r i o d s a r e f o r f i s c a l y e a r s ended n e a r e s t December 31 of t h e 
y e a r s named. 

2. C o e f f i c i e n t s on c o n s t a n t t e r m s , p o p u l a t i o n and p r o v i n c i a l dummy v a r i a b l e s 
a r e not r e p o r t e d . G e n e r a l l y s p e a k i n g , a l l p r o v i n c i a l dummy v a r i a b l e s a r e 
s i g n i f i c a n t a t t h e 9 0 p e r c e n t l e v e l . 

3 . I n s t r u m e n t a l v a r i a b l e s i n c l u d e a l l p r e d e t e r m i n e d v a r i a b l e s i n e q u a t i o n (8) 
a s w e l l a s lagged per c a p i t a income, lagged t o t a l g r a n t s , lagged u n c o n d i t i o n a l 
g r a n t s , and a s h i f t v a r i a b l e w h i c h s t e p s i n t h e f i s c a l y e a r f o l l o w i n g 
r e n e g o t i a t i o n o f f e d e r a I - p r o v i n c i a I economic a r r a n g e m e n t s . 



Footnotes 

1. Wicksell (1896), e s p e c a i l l y pp 86-87 and 91. This view should be 

distinguished from Wicksell's argument i n the same paper, that a 

system of unanimity and voluntary consent in public taxation might 

on balance lead to an increase in the aggregate s i z e of the p u b l i c 

sector. 

2. The difference between actual and perceived tax-shares (or tax-prices) 

has been referred to as ' f i s c a l i l l u s i o n . ' For a review of the 

f i s c a l i l l u s i o n l i t e r a t u r e , see West and Winer (forthcoming) . 

3. The discussion applies equally w e l l to grants from p r o v i n c i a l or 

state to municipal government, though that case is not considered 

here. 

4. Conditional grants have been f a r more important than unconditional 

grants since 1945 in both the U.S. and Canada. See, f o r example, 

Pommerehne (1977, 336-7) . Excluding tax revenue c o l l e c t e d by the 

federal government on behalf of lower l e v e l s , the r a t i o of con­

d i t i o n a l to unconditional grants in Canada in 1970 was 2.6 to 1. 

In the United States in 1970 there were no unconditional grants. 

However, i t i s important to recognize that t i e d grants may be con­

d i t i o n a l only i n name, p a r t i c u l a r l y when the r e c i p i e n t does not 

a l t e r t o t a l spending, or does make appropriate a l t e r a t i o n s i n 

accounting procedures. 

5. I am ignoring f o r s i m p l i c i t y that sharing of t h i s t o t a l tax burden 

amongst i n d i v i d u a l s in the province. 

6. I t i s of i n t e r e s t to note that there i s some evidence the pioneers 

of the Canadian c o n s t i t u t i o n in the I860's recognized the dangers 

and t r i e d to f o r e s t a l l them. Thus spoke Alexander T i l l o c h G ait 

(Minister of Finance) in the 1865 L e g i s l a t i v e Assembly: " I f the 
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men i n power f i n d that they are required, by means of d i r e c t taxation, 

to procure the funds necessary to administer the l o c a l a f f a i r s , f o r 

which abundant provision i s made i n the scheme, they w i l l pause before 

they enter upon any career of extravagance..." (from P.B. Waite, 1963, 

p. 54). 

7. Gramlich (1977, p. 234). 

8. Of course t h i s suggests the c i t e d evidence is not d e f i n i t i v e . See 

Gourant, Gramlich and Rubinfeld (1978) for an explanation of t h i s 

r e s u l t related to that presented here. Their argument r e l i e s on 

mispercaption of the magnitude of grants, rather than f a l s e expec­

tations concerning t a x - s h i f t i n g . 

9. See A. Breton and A. Scott (1978, chapter 12) . 

10. Both federal and l o c a l bureaus would also favour conditional over 

unconditional grants because the former lead to greater administration 

cost. The model might be further fleshed out as follows: The f e d e r a l 

p o l i t i c i a n (and federal administrator) would probably prefer a r e ­

assignment of expenditure r e s p o n s i b i l i t i e s from the'province* to the 

federal l e v e l , but the p r o v i n c i a l p o l i t i c i a n w i l l enforce h i s con­

s t i t u t i o n a l o r h i s t o r i c a l r e s p o n s i b i l i t y f o r s o c i a l services i f a t 

a l l possible or r i s k l o s i n g i d e n t i f i c a t i o n with the sing l e most 

important area of government growth in the post-war period. Enforce­

ment of the c o n s t i t u t i o n i s also i n the int e r e s t s of the p r o v i n c i a l 

bureau, since otherwise it loses control over a provision of a very 

s i g n i f i c a n t part of public expenditures made i n the province. For 

the same reasons, federal grants are made to p r o v i n c i a l governments 

rather than i n d i v i d u a l s . (A recent i l l u s t r a t i o n of t h i s l a s t point 
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is contained in the U.S. bureaucracy's response to pressure f o r a 

voucher system in education. See E.G. West (1980). 

11. The theory does not p r e d i c t the extent of c o l l u s i o n amongst the 

j u r i s d i c t i o n s receiving grants. 

12. Breton and Scott have also rejected the t r a d i t i o n a l e x t e r n a l i t y 

theory of grants, though not f o r the reason given here. Their 

argument is based on the absence of transactions costs in t h i s 

theory. 

13. Of course, t h i s does not mean the system of grants can never con­

t r i b u t e toward s o c i a l welfare. 

14. Since the federal government is then subsidizing expenditures in 

each province, the marginal tax-price of grant-aided public services 

is reduced there, given the behaviour of a l l other p r o v i n c i a l 

governments. But t h i s does not lead to greater p r o v i n c i a l expen­

ditures in the present case, because the behaviour of other provinces 

is not thought to be i n v a r i a n t with respect to attempts at tax-

s h i f t i n g v i a the grant system. 

15. There may be other theories of grants which do not assume it is 

impossible f o r the j u r i s d i c t i o n s receiving grants to collude, but 

which y i e l d the same conclusions regarding the e f f e c t of grants 

(none) . I do not consider them here. I have chosen the prisoner's 

dilemma formulation because it seems to f i t the cases of Canada 

and the U.S., in which no arrangements e x i s t to prevent t a x - s h i f t i n g 

v i a the grant system if a p a r t i c u l a r province or state should wish 

to abstain from p a r t i c i p a t i o n . Only in Canada is there a mechanism, 

c a l l e d the 'opting-out formula,' that compensates abstaining provinces 

according to what they would have received had they stayed in (see 
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20. An a l t e r n a t i v e formulation (see f o r example Bergstrom/Gocdman, 1973) 

i s to maximize the decisive voter's u t i l i t y subject to h i s budget 

r e s t r a i n t . The government budget r e s t r a i n t is then enforced by the 

condition that i n d i v i d u a l tax-shares sum to one. The procedure used 

here enforces the government budget r e s t r a i n t e x p l i c i t l y , and i s 

formally equivalent to the a l t e r n a t i v e method. However, in the present 

context i t i s more convenient. 

21. One method would be to redefine expenditures so as to broaden the 

grant-aided category. Thus an increase in expenditures on the (re­

defined) grant-aided commodity may s i g n i f y the successful conversion 

of c o n d i t i o n a l grants to unconditional form, while a naive model 

would consider the conditions to have been e f f e c t i v e l y binding. 

21. See McQuire (1975) f o r an extensive l i s t of other methods. S t r i c k 

(1971) in Canada, and McQuire (1977) and Johnson and Tomola (1977) 

in the U.S. have concluded that f o r the p a r t i c u l a r cases they con­

sidered, c o n d i t i o n a l grants were e f f e c t i v e l y transformed to uncon­

d i t i o n a l ones. 

22. Most c o n d i t i o n a l grants are equal to .5Q, but I could a l s o allow 

them to depend on population, cross-section dummy vari a b l e s , or 

discreet changes in f e d e r a l - l o c a l agreements, without loss of 

generality. The reason is that only the dependence of G on Q 

matters in the d e r i v a t i o n of the f i r s t order conditions. 

23. Substitution of (3) does not seem wise because some of the r e c i p i e n t s 

in the sample used here received only very small unconditional grants 

which varied l i t t l e over the sample period. I t seems preferable to 

leave G in (4) and use a simultaneous estimation technique. Moreover, 

it turns out that a t e s t of the maintained hypothesis using the 
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30. The t e s t uses an F s t a t i s t i c (see f o r example Maddals, p. 324) which 

allows the intercept term to vary across cross-section u n i t s . The 

t e s t is rough because there are endogenous variables on the r i g h t -

hand side of (8). 

31. Heteroscedasticity across cross-section units f o r given t was 

eliminated in the usual manner, by estimating (8) and then using the com­

puted standard errors to transform dependent and independent v a r i a b l e s , 

including the constant term. A l l estimates reported here and in Table 

2 are based on the transformed data". Also, equation (8) was estimated 

with, and without, Quebec in the sample f o r each of the chosen sub-

periods. This is because Quebec was the only province to 'opt-out' 

of some of the shared-cost grant programs. F i n a l l y , note that the 

s t a r t and end of subperiods corresponds either with the main sample 

period, or with the f i s c a l year in which f e d e r a l - p r o v i n c i a l arrange­

ments were renegotiated. 

32. The estimates are rough because a change in the system of grants as a 

whole may not be given by the estimates i n Table 2, which s t r i c t l y 

speaking r e f l e c t behaviour f o r a given structure of the federation. 

The c o e f f i c i e n t s of (8) may s h i f t if the structure of the federation 

does. 

33. I say, at l e a s t , because the calculations are based on impact m u l t i p l i e r s . 
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