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Abstract

We investigate the conditions under which an inequality averse and additively separable welfarist

central government would choose to set up a progressive equalization payments scheme in a federation

with local public goods. A progressive equalization payments scheme is a list of per capita net (possibly

negative) subsidies – one such net subsidy for every jurisdiction – that are decreasing with respect to

jurisdictions per capita wealth. We examine this question in a setting where the case for progressivity is

a priori the strongest, namely: all citizens have the same utility function, inhabitants of a given

jurisdiction have the same wealth and are not able to move across jurisdictions and there is no cross-

jurisdiction competition in the setting of tax rates. We show that the central government favors a

progressive equalization payments scheme for all distributions of wealth and population sizes if and only

if its objective function is additively separable between each jurisdiction’s per capita wealth and number

of inhabitants. When interpreted for a mean of order r social welfare function, and assuming the absence

of congestion in the local public good, this condition is shown to be equivalent to the requirement that

the individual indirect utility function be additively separable between wealth public good price and be

raised at the power 1/r before its agregation by means of the mean-of-order r social welfare function.

Some implications of this restriction to the case where the individual’s direct utility function is additively

separable are also derived.
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1. Introduction

Many federal countries have developed equalization payments schemes by which a central

government transfers money between jurisdictions. For instance, these equalization payments

are entrenched in the Canadian and the German constitutions. They also underlie the design of

the European Funds for Structural Development which are given to specific regions suffering

from economic backwardness. The alleged purpose of these schemes is, as their name suggests,

to equalize citizens’ access to public services across jurisdictions.

It is usually thought that these equalization payments should somehow correct for the unequal

distribution of wealth across jurisdictions. More specifically, most equalization payments

schemes that we are aware of are progressive: they are designed in such a way that the (net) per

capita subsidy received by a jurisdiction is decreasing with respect to its per capita wealth.1

There are of course many reasons to question the soundness of this progressivity from a

normative viewpoint. One such reason is cross-jurisdiction taste differences. Why should the

inhabitants of a jurisdiction who like the public good and who decide to contribute extensively to

its financing be required to transfer money to people living in a slightly poorer jurisdiction who

care very little about the public good and have all their money available for private consumption?

Another obvious source of skepticism with respect to progressive equalization systems is

within-jurisdiction heterogeneity. Suppose jurisdiction A has a slightly higher per capita wealth

than jurisdiction B but that the distribution of wealth within A is much more unequal than B.

Suppose in particular that a significant fraction of A’s population is extremely poor while nobody

experiments severe poverty in B. Then, there is no reason to expect a transfer of funds from A to

B. As a matter of fact, standard inequality aversion considerations, such as those underlying the

ranking of Lorenz curves, could very well recommend a transfer from B to A in a case like this.

A third case that can be made against progressivity arises if there is mobility across jurisdictions.

If citizens can easily move from one jurisdiction to the next, then progressive equalization payments

may not be sustainable because it may induce citizens from net donator jurisdictions (who therefore

receive less public good than the tax they pay) to move to recipient ones. In order to prevent such

migration, the constitution maker may have to limit the progressivity of its scheme.2

There is also an important stream of literature on fiscal federalism (see, for instance, Boadway

and Flatters, 1982; Flatters et al., 1974; Boadway et al., 2002) that recognizes the need of

intergovernmental payment schemes for correcting the inefficiencies that may arise from the

competition between jurisdictions’ governments in selecting taxes and public good packages

when households can move across jurisdictions. Since, in this literature, the equalization

payments schemes are partially thought of as correcting these inefficiencies, we do not expect

them a priori to be progressive.

1 While all federal countries that we know have explicit systems of intergovernmental grants of some form, not all of

these systems can be considered as equalizing. In the US, for instance, there are several bconditional grantsQ programs by

which the federal government commits itself to match, at a predetermined rate, specific expenditures made by state

governments in order to provide them with incentives to spend their money in specific ways. But, as noticed by Oates

(1999), these programs bdo not accomplish much in the way of fiscal equalization.Q
2 It is not at all clear that allowing for cross-jurisdiction mobility would reduce the progressivity of the equalization

payment scheme that a welfarist constitution maker would favor. If citizens living in relatively poor jurisdictions envy the

package of public good and taxes of their wealthier neighbors, the constitution maker may have to increase progressivity

in order to prevent the citizens of poorer jurisdictions to move to richer ones. The (difficult) analysis of the optimal

equalization payments scheme when mobility is allowed across jurisdictions is the object of another paper (see Gravel

and Poitevin, 2005).
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