
in a Macroeconomic Perspective: 
An Overview

T e r e s a  T e r - M i n a s s i a n

ver the p ast few decades a clear trend has em erged worldwide tO'
ward the devolu tion  o f spending and, to a lesser extent, revenue- 

raising responsibilities to  subnational levels o f  governm en t (state  and 
lo ca l).1 T h is  trend is ev iden t not only in federal, but also in m any uni
tary countries, including som e that h ave had a long tradition  o f ce n 
tralist governm ent. T h is trend is partly a reflection o f  the political evo
lution tow ard m ore dem ocratic  and participatory form s o f  governm en t, 
seeking to im prove the responsiveness and accountability  o f  political 
leaders to their electorate, and to ensure a closer correspondence o f  the 
quantity, quality, and  com position  o f  publicly provided goods and ser
vices to the preferences o f  their beneficiaries.

T h e  view  th at decentralization , o f  spen d in g  resp on sib ilitie s can 
en tail su b stan tia l gain s in  terms o f  efficiency and  w elfare has long 
b een  h eld  in th e eco n o m ic  literatu re , T ieb o u t (1 9 6 1 ) , M usgrave 
(1 9 6 9 ), and O ates (1 9 7 2 ). A lso  com m on in the literature is, however, 
the view th at decentralization  can entail sign ificant costs in terms o f 
d istributional equity and m acroeconom ic m anagem ent (see, for exam -

T h e author wishes to  th an k  in particular Ehtisham  A hm ad, Isaias C oelh o , G .A . 
M ackenzie, Jo h n  N orregaard, Barry Potter, G erd Schw artz, Emil Suniey, and Vito Tanzi 
for their useful com m ents.

‘ In th is chapter state refers to  the regional level (encom passing states, regions, or 
provinces) and local to the m unicipal level (including counties, towns, and villages).



pie, Prud'homme, 1995; Tarai, 1996). This chapter examines the vaiki
lty o f these views, in the light not only of theoretical considerations, 
but also of the experience of a number o f countries worldwide, which 
are discussed in detail in Chapter 8 through Chapter 28 of this book. A  
major conclusion o f this analysis is that substantial decentralisation is 
indeed likely to make it more difficult to carry out both redistribution 
and macroeconomic m anagem ent through the budget, it does not, 
however, make it impossible. The specific design o f intergovernmental 
fiscal relations, as well as o f institutional arrangements within and 
am ong the various tiers of government, plays a crucial role in this 
respect.

Tin's chapter briefly reviews and discusses the main issues to be faced 
in the design o f various aspects o f intergovernmental fiscal relations: 
ex pe nil i tu re ass ignment, revenue assignment, intergovernmental trans
fers, t ax administration, budgeting and financial management in a mul
ti level government setting, and the control o f subnational government 
borrowing. These topics are developed in greater depth in subsequent 
chapters (Chapter 2 through Chapter 7) o f the book. In this chapter, 
emphasis is placed on the implications that different choices in the de
sign o f intergovernmental fiscal relations have for m acroeconomic 
management.

Expenditure Assignment

As indicated above, there is broad consensus in. the literature that 
decentralization o f spending responsibilities can entail substantial wel
fare gains. According to this view, efficiency in the allocation o f re
sources is best served by assigning responsibility for each type o f public 
expenditure to the level o f government that most closely represents the 
beneficiaries of these outlays. In this perspective, a clear case for cen
tralized provision can be made— at least on allocative grounds— only 
lor national public goods, that is, goods whose benefits extend nation
wide or whose provision is subject to substantial economies of scale. 
Defense, foreign affairs, and infrastructures for interstate transport and 
telecommunications are the categories o f expenditure that most closely 
fit these criteria.

Proponents of centralization argue, however, that allocative consid
erations can come into conflict with distributional and macroeconomic 
management objectives. Especially in large countries characterized by 
.substantial regional disparities in the distribution o f productive re
sources and incomes, the ability of subnational governments to provide 
public goods and services to their residents can vary widely, leading to
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:hmleslmble internal migrations, as well as, in some cases, to unsustain- 
viable social anti political pressures. To the extent that substandard lev- 

els of'provision o f certain public goods (for instance, primary education 
or basic health care) affect adversely the stock o f human capital o f the 
country (and, thereby, the prospects for long-term growth of the econ
omy), t here can be even significant efficiency costs from the decentral
isation of these types o f expenditures.

While these are certainly valid points, they do not necessarily imply 
t hat the provision o f public goods and services— other than those o f a 
clearly national nature— should be administered centrally. T he central 
government can influence the decentralized delivery of such goods and 
services through the setting o f  policy guidelines (or mandates) for this 
delivery; a transfer o f resources to the subnational governments to 
equalize their capacity to m eet these mandates; and the ex post control 
of the use of the transfers and o f the level and quality of the services 
provided by the lower levels o f  governments.

The decentralization of a large share o f public expenditure can have 
significant implications for macroeconomic management. Even if the 
overall level of expenditures o f subnational governments is effectively 
constrained by limits on their taxation and borrowing powers, changes 
in the composition o f their expenditures can affect aggregate demand 
In. ways which may run counter to the stabilization objectives o f the 
central government. This may be the case, for example, if the compo
sition o f subnational expenditures shifts in favor of items that have a 
relatively large impact on demand (such as transfers to individuals with 
a high propensity to consum e). Even a balanced budget expansion by 
subnational governments could boost aggregate demand, and worsen 
the balance of payments, if the average multiplier o f their expenditures 
exceeded significantly that o f their revenues. Purely from a m acroeco
nomic management perspective, therefore, central governments should 
retain responsibility for expenditures that have a particularly strong im
pact on demand or that are particularly sensitive to changes in the 
cycle, such as unemployment benefits. More broadly, it is clear that the 
greater the share o f public expenditure that is assigned to the subna
tional levels of government, the greater the need to involve the latter 
(especially the states or provinces and large municipalities) in the pur
suit of any needed fiscal adjustment. The section on Administrative 
Aspects of Fiscal Decentralization will discuss some possible m echa
nisms of such coordination, referring in particular to the experience of 
some large federations like Germany and Australia.

I lt is important to recognize that the theoretical efficiency gains from 
decentralization can be significantly undermined in practice by institu
tional constraints (Tanzi, 1996). First, the administrative capacity of
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.'Uibnntional governments may be quite weak. Overstaffing, poor techni
cal skills and training of employees, and the inability to formula re and 
implement, effective spending programs to fully exploit potential financ
ing sources characterize many regional and local jurisdictions in a num
ber of countries worldwide. The incidence o f corruption at the local 
level is not negligible either.2 Second, subnational governments often 
have not been able to develop modem and transparent public expendi
ture management systems, including adequate mechanisms o f financial 
control, reporting and accounting, and evaluation of expenditure pro
grams, Third, the size of local jurisdictions (which is often the result of 
historical developments or political factors) is not always consistent with 
the full realization of potential efficiency gains from decentralization.

Against the background of these considerations, it is not surprising 
that country experiences regarding expenditure assignments vary widely. 
As indicated in Chapter 2, during the 1980s the shares of state (provin
cial) governments in total expenditures of the general government ranged 
from less than 8 percent (in Mexico) to over 40 percent (in Australia, 
Canada, and India). The corresponding shares of local governments 
ranged from 2 percent (in Mexico) to over 50 percent (in Denmark).

These differences reflect varying practices with respect to the choice 
of functions to be covered by each level o f government. Most countries 
assign such functions as defense, foreign affairs, foreign trade, and reg
ulation of immigration to the central (federal) level. A t the other end 
o f the spectrum, services such as local police, fire prevention, sanita
tion, transportation, and certain utilities are typically assigned to the 
municipal or county level. For the other expenditure functions, how
ever, which account for the bulk of government noninterest spending, 
there is no uniform pattern o f assignments. Moreover, the legal frame
work regulating these assignments is not always clear, allowing the per
sistence o f ambiguities regarding the respective roles of the various lev
els o f government in the formulation o f policies, the financing, and the 
delivery of shared expenditures (see, for example, the cases o f Italy 
(Chapter 11) and Brazil (Chapter 18)).

A  prevalent tendency is to reserve to the central or federal level the 
intervention in, and regulation of, strategic sectors of industry, as well 
us o f interstate transport and telecommunications. The central govern
ment is also generally responsible for the promotion of research and de
velopment. State or provincial governments tend to share responsibil
ity with the central government in the areas of agriculture, forestry,

•’See, however, Huther and Shah (1996) for an empirical analysis suggesting that de
centralization promotes accountability and strengthens governance.
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fishing, and environmental protection. They are generally responsible 
for regional infrastructures, notably the road network. Local govern
m e n ts  te n d  to regulate locally based businesses.

Substantial diversity can  be found in the assignment of responsibili
ties within the broad area of social spending. There is a case for the as
signment to the central level of responsibilities for social insurance 
mechanisms against life-cycle and economic contingencies (such as old 
age, disability, and unemployment), since a  main rationale for the set
ting up o f such mechanisms is a pooling o f risks. This case is reinforced 
by the desire in most societies to ensure nationwide standards for social 
insurance. Indeed, this is the prevailing pattern in the countries sur
veyed in this book, at least as far as old age and disability pensions are 
concerned. The provision o f unemployment benefits, however, which 
is a federal function in most countries, is a responsibility of the states in 
the United States (although the federal government contributes to its 
financing through grants). A s regards social assistance, for administra
tive efficiency reasons, its delivery is frequently devolved to the local 
level, but the federal and/or regional level generally plays a  role in set
ting standards for, as well as in funding, local programs.

In the area of education, the most frequent pattern is the assignment 
of responsibility for the primary and secondary levels to local govern
ments and for the postsecondary level to the national or regional gov
ernments. In a number o f unitary states, however, education at all lev
els remains a central government responsibility. Even in countries that 
decentralize expenditures on education to the state and/or local levels, 
the central government, generally maintains a significant role in shap
ing nationwide education policies and standards, and in funding vari
ous education programs.

Concurrent responsibilities are also frequent in the area of health 
expenditures. Local governments are often responsible for basic and 
preventive health care provision. The states, or, in unitary countries, 
the central government, are generally responsible for the prevention of 
communicable diseases, more advanced curative facilities, such as hos
pitals, and the funding of medical research. In some cases, there is over
lapping and even duplication o f services in this area, leading to ineffi
ciencies and waste o f resources. In som e countries, particularly 
developing and transition, economies (for example, China, Russia), the 
devolution o f health expenditure responsibility to lower levels of gov
ernment, in the absence o f adequate equalization transfers, has led to 
increased regional discrepancies in the level and quality of public 
health care services, with adverse effects especially on the lower income 
groups in the poorer regions, which cannot substitute private health 
care for the deteriorating public services.
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The Assignment of Revenue-Raising Responsibility

There is a degree o f consensus in the public finance literature on a 
number of desirable criteria to guide the assignment o f revenue-raising 
responsibilities across the various levels o f government, Nevertheless, 
country experiences do not always conform to those criteria and exhibit 
;i fairly wide range o f variation,

It is generally recognized that both distributional and, especially, 
macroeconomic management considerations argue against arrangements 
(such as the ones in the former Yugoslavia and, until recently, in China) 
i hat would assign all or most taxing powers to subnational governments, 
with upward revenue sharing, especially if the sharing formulas were to 
be renegotiated frequently Such arrangements deprive the central gov
ernment of tax instruments for macroeconomic management. Moreover, 
they do not facilitate a redistributive role for the central government 
budget, either across regions or across income groups. Therefore, upward 
revenue-sharing arrangements can only be viable in countries (such as 
Germany) with a long-established tradition of close policy coordination 
among different government levels and relative homogeneity o f eco
nomic conditions across regions, or in loose confederations, or common 
economic areas, in which the responsibility for redistribution and stabi
lization policies continues to rest primarily with the member states. 
Moreover, since substantial regional variations in the bases and/or rates 
o f certain taxes would tend to lead, in an integrated economic space, to 
distortions in the flow of goods and factors o f production, even in com 
mon economic areas efforts have to be made to achieve a degree o f har
monization of national tax policies, to avoid such allocative distortions, 
I'h is is illustrated by the experience o f the European Union, especially 
since the beginning of the single market in 1993.

Arrangements that assign all or most taxing powers to the central 
government are undesirable as well. By separating spending authority 
from revenue-raising responsibilities, these arrangements obscure the 
link between the benefits of public expenditures and their price, 
namely, the taxes levied to finance them. Thus, they do not promote 
fiscal responsibility in subnational politicians and their electorate.3

Therefore, the alternative favored in the literature and most fre
quently observed in countries around the world is one that provides for

’In Italy recognition o f the shortcomings o f a system {enacted after the tax reform of 
1973) that concentrated all the major taxes at the central government level— making 
both the regions and the local authorities highly dependent on transfers from the central 
government—has ted to reforms that in the last few years have increased significantly the 
share o f own revenues for the lower levels of government {see Chapter 11 for details).
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the assignment of own sources o f revenue to each level o f government, 
In combination with various types o f intergovernmental transfers, to 
bridge any resulting gap between revenue and expenditure assignments. 
There is, however, wide variation in the forms o f both revenue assign
ments and intergovernmental transfers.

Some countries espouse a principle o f complete separation of the tax 
bases for the different levels o f government. Others allow different lev
els to tap the same tax base. Examples o f tax separation can be found 
in, among others, India, Australia, and, for nonshared taxes, Germany. 
By contrast, there is a considerable degree o f tax overlapping in the 
United States and Canada.

There is broad consensus in the literature that the central govern
ment should be assigned taxes that have certain characteristics (see 
Chapter 3):

(1) They are levied on  the more mobile tax bases. This is necessary 
to avoid tax-induced m ovements of factors of production, and also to 
avoid tax com petition driving down revenues excessively.

(2) They are more sensitive to changes in income, that is, they have 
higher income elasticity. T his is to provide the central government 
with stabilization instruments, and also to shelter to the extent possible 
the budgets o f subnational governments from cyclical fluctuations.

(3) They are levied on tax bases that are distributed unevenly across 
regions.

These criteria would argue for the assignment to the central govern
ment of income taxes on enterprises (criteria (1) and (2)) and of taxes 
on natural resources (criterion (3)). For the latter, however, a plausible 
case can be made for a sharing o f the base between the federal and the 
relevant subnational governments, especially in view of the impact that 
the exploitation o f these resources might have on the local environ
ment. There is also general consensus that taxes on foreign trade should 
be assigned to the central government.

Since the mobility o f individuals and households tends to be less 
than that of businesses, the personal income tax appears more suitable 
for partial assignment— through tax overlapping— to the subnational 
(especially state or provincial) level.4 However, to minimize distortions 
and tax-induced movements o f labor and capital, it is preferable that 
the definition of the tax base be homogeneous throughout the country 
and also that rate differentials among subnational jurisdictions be kept 
relatively small. Since this tax should be levied on the basis o f the res-

4ln  Canada, the provinces levy a  personal income tax, which is calculated as a sur
charge on the federal income tax.
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idcmce principle, including in the base income from out-of-state 
sources, its administration would be carried out most effectively by the 
central government. If it is carried out at the state level, it is crucial 
( hat there he adequate and systematic exchange of information among 
the states, to permit the identification of out-of-state incomes.

As regards multistage sales taxes, such as the value-added tax (VAT), 
i he difficulties o f coordinating and administering such taxes, if levied at 
the subnational level, are frequently pointed out in the literature, and 
arc exemplified by the case of Brazil where the state-level VAT on in
terstate transactions is levied on an origin basis— at a lower rate than 
on t ransact ions within the state— giving rise to significant distortions 
and administrative difficulties (see Chapter 18 for details). Although in 
principle a destination-based VAT could be levied at different rates in 
different regions of a common economic area (with a deferred payment 
mechanism) without allocative distortions (along the current model of 
die European Union), the requirements for its effective administration 
(including exchange o f relevant information among the regional tax 
ndm narrations) are substantial, making it a difficult option for most 
countries.

B y  contrast, single-stage sales and excise taxes are generally consid- 
rtvd good candidates for assignment to the regional governments, pro
vided that the rates do not differ excessively among the regions, Prop
erty  taxes, business license taxes, and various types of user fees for local 
Mm v ic e s  are generally regarded as ideal candidates for local taxation, 
s in c e  their base is relatively immobile.

As indicated above, country experiences conform only partially to 
I hc.sc recommended criteria for revenue assignment. In some countries, 
suite-level taxation of corporate profits, in the absence o f a coordinated 
approach, has been accompanied by strong competition (tax wars), 
iemling to distortions in enterprises’ location decisions, tax avoidance 
through transfer pricing by enterprises operating in multiple areas, and 
erosion of revenues. Com pliance costs for enterprises have also been 
substantially increased by regionally differentiated corporate tax 
regimes and by having to deal with multiple tax administrations. A lso, 
in contrast with recommended principles o f tax assignment, natural re
sources are assigned in some federations wholly to the region in which 
the resources are located. This arrangement, which reflects economic 
and political power balances, tends to exacerbate horizontal imbalances 
among regions. This is, for example, the case in Canada.

The substantial variation across countries of arrangements for rev
e n u e  assignment is reflected in wide disparities in the shares of own 
revenues in total revenues o f regional and local governments. These 
sh a re s  provide an indication of the degree of dependence of subna-
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tional governments on financial support from the central government. 
Rough calculations suggest: that for regional governments these shares 
ranged from 4 percent in Italy, prior to the 1992 reform mentioned 
above, to over 80 percent in the United States and Canada. C om pa
rable data are not available for the local governments in all countries. 
Those available point to a variation from about 17 percent in G er
many and the United Kingdom  to about 70 percent in the United 
States and Australia.

Intergovernmental Transfers

Since most major taxes are typically assigned to the central govern
ment, while substantial and growing expenditure responsibilities ate de
volved to regional and local governments, sizable vertical imbalances 
(that is, pre-transfer fiscal deficits) frequently emerge at the subnational 
government level. There are also horizontal imbalances, because the 
capacity to raise own revenues differs across jurisdictions, depending on 
the distribution of their assigned tax bases, and also because different 
regions may face different costs and demand pressures in meeting their 
assigned expenditure responsibilities.

T hese imbalances must be addressed through intergovernmental 
transfers, or borrowing by deficit jurisdictions, or a combination of the 
two. T he design o f an appropriate system of intergovernmental trans
fers is crucial not only to promote any desirable redistribution o f re
sources among subnational jurisdictions, but also to ensure that effec
tive lim its can be set, and enforced on a sustained basis, on the 
borrowing of subnational governments. The design of intergovernmen
tal transfers is also one of the more complex aspects of fiscal federalism, 
as demonstrated by the wide range o f country experiences in this area. 
Intergovernmental transfer mechanisms can be broadly grouped into 
two m ain categories, revenue-sharing arrangements and grants,

Revenue-Sharing Arrangements

Revenue-sharing arrangements o f  various types are quite common in 
the international experience, and tend to be primarily geared to cor
recting, to varying degrees, the vertical imbalances generated by rev
enue and expenditure assignments. Sharing of tax revenues can be 
arranged on a tax-by-tax basis, with different coefficients of distribution 
among levels of government for each tax or on the entire pool o f cen
tral government tax revenues. Examples of tax-by-tax sharing can be 
found in a number of countries, including Argentina, Brazil, Germany,
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Hungary, India, and Russia.5 A disadvantage of this type of ammge- 
menl: is the fact that it may provide an incentive for the tax adminis- 
nation at the federal level to concentrate its collection and enforce
ment: efforts on the taxes that are not shared or are shared to a lesser 
degree. Moreover, the central government has also an incentive to con
centrate on those taxes in any tax reforms (base broadening or rate in
creases) that may be needed for stabilization purposes, with possible dis
tort ive effects on die structure o f the tax system. For these reasons, it 
would be preferable that revenue sharing be applied on the entire pool 
o f central government revenues.

Revenue-sharing arrangements with coefficients set in law, or in the 
constitution (as in Brazil or Colom bia), provide the subnational gov
ernments a degree of predictability of revenues, which is important for 
(heir budgetary planning. However, they impart considerable rigidity to 
the central government budget. In particular, they can substantially d i
lute the impact of a fiscal tightening by the central government, as tax 
increases by the latter also boost the capacity of the subnationa! gov
ernments to spend. This shortcoming could be avoided if the portion o f 
revenues going to the subnationa! governments was determined by ap
plying a constant rate to the shared tax base. Fixed revenue-sharing 
arrangements can also have pro-cyclical effects, as increases in shared 
revenues during periods o f boom increase the capacity to spend o f the 
subnational governments, while declines in revenues during economic 
downturns force them to cut back spending. To address this problem, el
ements of flexibility could be introduced in these sharing arrangements, 
lor instance, by relating the transfers to a moving average over a few 
years o f central government revenues, or by requiring subnational gov
ernments to constitute revenue stabilization funds,6 to even out cycli
cal fluctuations in the shared taxes.

T he distribution o f shared revenues am ong subnational jurisdictions 
is often made on a derivation basis, with each jurisdiction getting the 
sluice o f the revenue collected in its territory.7 This is, for example, the 
principle used in Germany for the sharing of revenues from the personal 
and corporate income taxes (Chapter 10). Revenue-sharing arrange
ments based on a derivation principle cannot be used to correct hori-

r,See relevant chapters for details.
'’In the United States, most states have constituted so-called rainy day funds, which 

mi“ drawn down during cyclical downturns and reconstituted during the subsequent re
covery (see Chapter 15).

'Specific rules have to be defined for the apportionment o f revenues from incomes 
lienvmted by companies operating in different jurisdictions, or by individuals working 
iiul residing in ciffetent states.
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zonti.il imbalances since, under these arrangements, the level o f  the 
transfer from the center to each subnational government is positively 
correlated wit:h the taxing capacity o f the latter. To promote horizontal 
balance, in allocating shared revenues among regions or localities, some 
countries utilize formulas based on redistributive criteria. For example, 
in Germany shared revenue from the VAT is apportioned on a per 
capita basis, which entails a  degree of redistribution to the less affluent 
states. India utilizes formulas that combine population, income per 
capita, indicators o f backwardness, and the state ’s own tax effort 
(Chapter 21), Brazil utilizes a set of coefficients agreed among the states 
in 1988, which are only loosely linked to relative per capita income lev
els o f the states. Hungary distributes the local governments’ share o f the 
personal income tax partly on a derivation and partly on an equaliza
tion basis (Chapter 27).

Grants
Besides revenue sharing, the main mechanism for intergovernmen

tal transfers are grants from higher (federal or state) to lower (state or 
local, respectively) levels. G rants can be grouped into the following 
main categories:

•  General purpose gram s. These are unconditional transfers, aimed 
at addressing vertical and horizontal imbalances.

•  Spec^kjmr^ose^rmts^ These grants carry more or less tight condi - 
tions regarding the use o f the funds and/or the performance 
achieved in the program or programs financed through them. 
They may be open-ended or subject to a cap. They may or may 
not have m atching requirements for the recipient government. 
Specific purpose grants may be of a recurrent nature, if used to fi
nance current expenditures, or of a once-off nature, if used to fi
nance investment projects.

In between these two categories fall the so-called block grants, 
which are earmarked for the financing o f broad areas of expenditure 
(such as education) rather than o f specific programs.

T he choices between conditional and unconditional transfers should 
be based on a number o f considerations. On the one hand, the imposi
tion o f conditions clearly detracts from the autonomy of subnational 
governments, partly negating the welfare (efficiency) arguments for de
centralization. On the other hand, the imposition of conditions may be 
justified by distributional considerations (for example, ensuring the ob
servance of minimum nationwide standards for the provision of services 
of national concern, such as primary education and health care, or pol
lution control). W hether or not desirable in theory, the design and en-
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iorcomvm t;>i' appropriate conditions for grants is noi easy in practice, 
anti controls on the use of grants often end up being more formai than 
substantive. Even more difficult is to specify and enforce conditionality 
on the performance o f the programs supported by the grants,8

The amounts transferred under open-ended, specific purpose grants 
can often be influenced by the recipient institution (for example, by 
unnecessarily admitting patients to hospitals, if the size of the grant is 
based on the number o f inpatients). Moreover, these types of grants 
may create, opportunities for corruption. Therefore, it is important that 
the norms regulating them be specified with care, to avoid inappropri
ate incentives and minimize the scope for abuse.

Within conditional grants, the choice of whether or not to impose 
matching requirements has also to take into account various consider
ations. Matching requirements may induce a redirection of resources of 
subnntional governments to the areas of spending considered of prior
ity by the central government, but obviously at a cost for the local pro
vision of other services, Also, matching requirements may place poorer, 
resource-constrained, regions at a disadvantage vis-à-vis the richer ones 
in the utilisation of federal grants. Finally, budgetary and, more broadly, 
m acroeconomic m anagem ent considerations clearly argue against 
open-ended grants.

A brief review o f grant mechanisms in a number of countries indi- 
calcs that combinations of different types are used in most cases, with 
special purpose grants generally predominating over general purpose 
ones. The two main federal countries that use general purpose equal- 
isaiion schemes are C anada and Australia, Equalization mechanisms 
arc also used in a number o f unitary countries (notably the Scandina
vian countries). The Australian system can be viewed as the most com
pre) tensive effort at equalization, but it is also very complex, and de
manding in terms of information requirements. The system is aimed at 
ensuring equal ability o f the states to provide a standard level of public 
services at an average level of taxation. Other countries (including 
Pen mark, Japan, and Korea) use simpler indicators of expenditure 
needs, such as demographic characteristics, population density, and 
length of roads, information on which is more easily available.

In Canada, equalization transfers to provinces are based only on their 
relative taxing capacities; they do not take into account relative expen
diture needs. Equalization payments are complemented by block grants 
for the financing o f health care and postsecondary education, which int-

"See Chapters 4 and 6, and the case study of Italy (Chapter 11), in particular, for an 
illustration of these difficulties.
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lialiy were open-ended, but: more recently have been capped, as part of 
the effort to reduce the overall government deficit (Chapter 9).

Block grants are also extensively used in the United States, in com 
bination with a large number o f special purpose grants. These latter 
grants currently account for almost 90 percent of total federal transfers 
to state and local governments in the United States. About 70 percent 
of such grants are project-specific. Concern over the escalating costs of 
some of the programs supported by these grants (for example, Medicaid 
and the A id to Families with Dependent Children), and dissatisfaction 
with the effectiveness of the federal government control over the use of 
these funds, has led to proposals for reform, and to initial steps in the 
direction of reducing the linkage of the grants to specific projects, and 
allowing greater responsibility (and hopefully political accountability) 
to the states in their m anagem ent (Chapter 15).

In Germany, central government grants to the states are essentially 
an instrument for the former to influence specific state programs in 
areas that are defined as o f common interest. These transfers have ac
quired greater importance, especially vis-à-vis the constituent states of 
the former east Germany, in the aftermath of unification. Equalization 
objectives are pursued in Germ any through direct horizontal redistrib
ution among the states, without participation of the central govern
ment. Interstate “solidarity” came under severe stress in the years fol
lowing unification, given the enormous disparities in taxing capacity 
and expenditure needs of the eastern states vis-à-vis the western ones 
(see Chapter 10 for details).

Administrative Aspects of Fiscal Decentralization

The fiscal federalism literature has focused to date much more on 
policy than administrative issues. There is little doubt, however, that 
substantial devolution of revenue raising and expenditure responsibili
ties poses new challenges for tax administration and for public expen
diture management. These aspects are discussed in some detail at a the
oretical level in Chapters 5 and 6 and, to the extent that information 
is available on individual countries’ practices in these areas, in the case 
studies (Chapter 8 through Chapter 28). This section highlights some 
main conclusions o f these analyses,

Tax Administration

T he assignment of certain taxes to subnational governments need 
not involve a decentralized administration of these taxes. In principle,
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especially it the definition of the base o f some taxes assigned to the 
slates is uniform, or nearly uniform, across the nation— with the states 
deciding only the rate or rates— those taxes could be administered by 
(he central government. A  centralized administration would have cer
tain advantages, notably a uniformity o f procedures, which would pro
mote. consistency of treatment of taxpayers across the country and re
duce compliance costs, especially for enterprises conducting business 
in, and individuals receiving income from, more than one subnational 
jurisdiction. It would also permit economies of scale, in particular in the 
utilization o f computer hardware and systems. A  decentralized adm in
istration, on the other hand, would entail greater responsibility and ac
countability of the subnational authorities for the performance o f taxes 
assigned to them, as well as greater flexibility in adapting systems and 
procedures to local needs and conditions.

Decentralized administration is more likely to be effective for local 
t axes, such as property taxes, business licence fees, user fees, and other 
minor levies. Decentralized administration of state-level taxes, such as 
personal or company income taxes, or even a general sales tax, may re
quire, to be carried out effectively, a systematic exchange o f relevant 
information among state administrations (especially on cross-border 
transactions). More generally, if devolution o f revenue-raising respon
sibilities is to be accompanied by decentralization of the tax adm inis
tration, substantial efforts have to be made to ensure that subnational 
tax administrations are equipped— through the development o f their 
.systems and procedures, technology, and human resources— to carry 
out the basic functions of collection and enforcement effectively. In 
i his effort, the central government can play an important role, by pro
viding guidance and technical support. T his support may extend, for 
instance, to the carrying out of joint audits for the more com plex 
taxes, and/or to the monitoring o f large taxpayers who operate in sev
eral states.

Public Expenditure Management

Substan tial decentralization o f expenditure responsibilities also 
poses new challenges for public expenditure management by the vari
ous levels o f government. These challenges relate to

•  The need to coordinate the budgetary policies of the central and 
subnational governments, to ensure their consistency with na
tional macroeconomic objectives (for example, for growth, infla
tion, and the external accounts).

•  The need to promote responsiveness o f all levels o f government to 
the preferences o f their constituents in both the allocation o /bu d
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getary resources ami the delivery of goods and services assigned to 
them, in as efficient and cost-effective a.manner as possible.

•  The need to ensure sound financial management o f the opera
tions o f each level o f government.

These objectives should be pursued through all aspects o f the public 
expenditure management process: planning and budget preparation, 
budget im plem entation and revisions, financial planning and cash 
management, debt management, accounting, and audit and evaluation.

Especially in federal countries, the objective of macroeconomic co
ordination could be pursued through the creation o f an institutional 
forum— such as the Premiers’ Conference and the Loan Council tn 
Australia (Chapter 8) or the Financial Planning Council in Germany 
(Chapter 10),9 In such a forum, the main lines of budgetary policy 
would be discussed each year— preferably within the framework of 
medium-term rolling budget plans— in advance of the preparation of 
national and subnational budgets; agreement would be reached on the 
major budgetary aggregates for the central and state governments, and 
at least for the larger municipalities; and a common set of procedures 
and assumptions would be adopted for the preparation of those budgets. 
The same forum should monitor the implementation of agreed plans 
during the year and approve any significant modifications that may be 
required in the light of changing circumstances.

In unitary countries, the central government needs to provide ade
quate and timely guidance to  the local governments for their budget 
preparation. The creation o f institutional forums for promoting fre
quent dialogue between the central and local authorities can be also 
useful in this respect. Exam ples of such an approach can be found in a 
number o f European countries, such as the United Kingdom (C hap
ter 14), Denmark, and Sweden.

The steps to promote sound expenditure choices and a cost-effective 
delivery o f public goods and services, as well as to strengthen financial 
management, are not dissimilar at the central and the subnational gov
ernment levels.

•  A  clear definition of respective expenditure assignments is cru
cial, in particular to avoid duplication and waste o f public 
resources.

•  It is important that the system of intergovernmental transfers be 
also clearly defined, so that each level o f government can antici
pate the level and timing of these transfers as much as possible. In

9A  high-level forum of this type would need, of course, to be supported by a similar 
committee at a more technical level, to prepare relevant analysis.
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lULs respect— as noted in the section on Intergovernmental Trans
fers— open-ended, matching, and conditional grants, which in
herently entail significant uncertainty for both donor and recipi
ent governments, are clearly inferior to formula-based general 
purpose grants.

® Effective budgeting and accounting can be greatly helped by the 
adoption by all levels o f government o f modern, comprehensive, 
standardized, and transparent budget classifications, and account
ing rules.

•  Each level o f government should prepare, and update frequently, 
rolling financial plans, and exchange relevant information about 
them with other levels of government.

•  The development and implementation by subnational, as well as 
the central, governments of modern, integrated, computerized 
and accounting-based information systems, allowing the m onitor
ing and control of all phases of the public expenditure process, 
would greatly facilitate effective financial management and con
trol and help prevent the accumulation of budgetary arrears.

•  Finally, the improvements in audit and evaluation that have oc
curred, or are occurring, at the central government level in many 
countries (for example, the United Kingdom, New Zealand, and 
Australia), need to be disseminated and replicated at the subna
tional level.

The Control of Subnational Government Borrowing

A  review of country experiences with the control of subnational 
government borrowing shows considerable diversity in approaches. 
These indicate, among other things, the legal or constitutional status of 
subnational governments, the degree of political and administrative 
controls of the central government over them, the country’s overall tra
dition of financial discipline, the presence or absence of serious fiscal 
and macroeconomic imbalances, and the state of development of the 
country’s financial market.

Country approaches to the control of sub national borrowing can be 
grouped into four broad categories, although most countries utilize a 
mix of them. The four “stylized” categories are

(1) sole or primary reliance or\ market discipline;
(2) cooperation by different levels o f government in the design and 

implementation o f debt controls;
(3) rules-based controls; and
(4) administrative controls.
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Examples of fhe first model catr he found in Canada, and in Brazil 
until recent years. N otable examples of the second model are the Scan
dinavian countries, Australia, and Germany, although in the latter 
country subnational governments have also to follow the golden rule, 
which prohibits borrowing to fill current budgetary deficits. Other types 
of rules prevailing in different countries stipulate limits to the absolute 
level of subnational indebtedness, or allow new borrowing up to a level 
of debt consistent with maximum debt service ratio, or ban or restrict 
certain types of borrowing that involve greater macroeconomic risks 
{including borrowing from the central bank or from abroad). Examples 
of a rules-based approach can be found in, among others, the United 
States. Switzerland, and Spain  (see Chapter 7 for details).

Finally, in a number o f  countries, the central government is empow
ered with direct control over the borrowing of subnational govern
ments. This control may take various forms. These include the setting 
of annual (or more frequent) limits on the overall debt o f individual 
subnational jurisdictions (or some of its components, such as external 
borrowing); the review and authorization o f individual borrowing oper
ations (including approval o f the terms and conditions o f the opera
tion); and/or the centralization o f all government borrowing, with on- 
lending to subnational governments for approved purposes (generally 
investment projects). Control powers generally encompass not only the 
ex ante authorization o f proposed borrowing, but also the ex post m on
itoring, on a more or less detailed and timely basis, of the financial op
erations of subnational governments. Direct central government con
trols are, of course, more common in unitary states (such as the United 
Kingdom (Chapter 14), France, Japan (Chapter 12), and Korea (C hap
ter 22)) than in federations. One example for the latter is India, where 
federal government approval is required for borrowing by the states if 
they have outstanding debt to the federal government— which is cur
rently the case for virtually all the states (Chapter 21).

Each of these models of control presents advantages and disadvan
tages, the balance of which would make it more or less suitable to a par
ticular country’s circum stances. Moreover, as these circum stances 
evolve— for example, as fiscal and macroeconomic imbalances improve 
or worsen— the preferable model may change over time. The review of 
country experiences presented in Chapter 7 would appear to justify the 
following main conclusions:

*  Although appealing in principle, sole reliance on market disci
pline for government borrowing is unlikely to be appropriate in 
many circumstances. T his is so, because one or more of the con
ditions for its effective working frequently are not realized in any 
particular country. However, market discipline can be a useful



iH T im u o v iiitW M iiN m  Ris s a i R ì ìl a ì io n s

complement to other forms of borrowing controls, in particular to 
help contain  resort by subnational governments to practices 
aimed at circumventing those controls. In this respect, greater 
transparency and dissem ination o f information on recent and 
prospective developments in the finances of subnational govern
ments are highly desirable, and governments should be encour
aged to make any necessary changes in the legal and institutional 
framework to promote these objectives. In countries with a his
tory o f bailouts o f insolvent subnational governments by the cen
tral government, a firm and sustained refusal to engage in further 
operations of this kind will be necessary to change expectations 
and behaviors of market participants vis-à-vis subnational gov
ernment borrowing. It must be recognized that this may be a pro
longed process, the more so the longer the previous history of 
bailouts.
The ongoing decentralization trend seems likely to come into 
growing conflict with systems of administrative controls by the 
central government on subnational borrowing (involving, for in
stance, a centralization o f borrowing or approval o f individual 
loan operations). It would not be surprising to see administrative 
controls on domestic subnational borrowing decline in impor
tance in the years ahead.
Rules-based approaches to debt control would appear preferable, 
in terms o f transparency and certainty, to administrative controls 
and also to statutory limits defined in the context o f the annual 
budget process, the outcome of which may be unduly influenced 
by short-term political bargaining. There is a clear m acroeco
nomic rationale for barring all levels of government from borrow
ing from the central bank (or, at a minimum, for severely restrict
ing this type of borrowing). Borrowing abroad by subnational 
governments should also be strictly limited, in accordance not 
only with the debt-servicing capacity o f the subnational jurisdic
tion involved, but also with macroeconomic (especially monetary 
and balance o f payments) considerations.
In principle, a good case can be made for limiting all borrowing to 
investment purposes. However, the so-called golden rule may not 
be sufficiently restrictive in countries that need to generate gov
ernment savings to finance at least a part o f public investment.! 
Moreover, it may not be desirable to allow government borrowing 
to finance investments that do not have adequate rates of eco
nomic and social return. Indeed, in many countries, efficient cur
rent expenditures on health and education may have higher rates 
o f return than many capital projects. Finally, in practice, it may be
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diliicuk to avoid circumvention of the golden rule through the la
beling of certain current expenditures as investments,

•  These considerations would seem to argue for setting global limits 
on the debt of individual subnational jurisdictions on the basis of 
criteria that mimic m arket discipline, such as the current and pro
jected levels o f service o f the debt in relation to the jurisdictions’ 
revenues, it is crucial that the projection o f the debt service and 
of revenues, utilized in testing compliance with the ceiling, be re
alistic, and indeed preferably conservative. It is equally important 
that a comprehensive definition o f the debt subject to the ceiling 
be adopted (including, to the extent feasible, extrabudgetary op
erations, suppliers’ credits, and guarantees to credits contracted by 
the subnational governm ents’ enterprises).

•  Finally, even in the context of rules-based approaches, there 
seems to be scope for increased cooperation for all levels of gov
ernment in containing (or reversing, if needed) the growth of the 
public debt. Enhanced involvement o f the subnational govern
ments (especially at the regional or state level) in formulating and 
implementing medium-term fiscal adjustment programs (along 
the lines discussed in the previous section) should result in greater 
responsibility o f these governments in the conduct o f their bud
getary affairs, facilitate the recognition of any need for reforms of 
the existing system o f intergovernmental fiscal relations, and help 
muster adequate political consensus for such reforms.

Concluding Remarks

This chapter has provided a broad survey of the theory and practice 
of intergovernmental fiscal relations, focusing on key issues and se
lected country experiences. From this review, a few major conclusions 
emerge:

•  As is well known, the design o f intergovernmental fiscal relations 
is importantly influenced by noneconomic (political, social, and 
cultural) factors, as well as by economic considerations. There
fore, the lim itations o f a purely economic analysis o f intergovern
mental fiscal arrangements should be kept in mind. Within the 
narrower economic context, the design of these arrangements re
flects a balance am ong different (and not always easily reconcil
able) objectives, namely allocative efficiency, income redistribu
tion, and m acroeconomic management. The specific balance of 
these objectives in different countries, and its evolution over 
time, tend also to reflect the country’s social and political history
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ntk I eiirrent conditions, and L'hc presence or ai^ciu e ol’ serious 
macroeconomic imbalances.

•  There is broad consensus in the literature that a decentralization 
of* expenditure responsibilities should in principle lead to alloca- 
tive efficiency gains, by promoting a closer correspondence of ex- 
penditure priorities with the preferences of affected citizens. How- 
ever, it is also increasingly recognized that these theoretical 
efficiency gains may be negated in practice (or substantially re
duced) by administrative weaknesses at the subnational level, es
pecially the lack of modern and transparent public expenditure 
management systems.

•  Country experiences, by and large, bear out the need to accom 
pany a decentralization of spending responsibilities with the as
signment to subnational governments of significant own sources 
of revenue. This is necessary to promote fiscal responsibility by 
subnational government officials, and their political accountabil
ity to the electorate. The best candidates for assignment to the 
subnational level are taxes characterized by relatively low mobil
ity, a fairly even distribution of the base over the national terri
tory, and relative stability over the cycle. These criteria would 
tend to argue for total or partial assignment to the regional gov
ernments of the personal income tax, general retail sales taxes, 
and certain excises; and to the local governments of the property 
tax, business license fees, and user fees. In general, harmonization 
of the definition of tax bases across the national territory and a 
not excessive variance of the rates are desirable, to avoid tax- 
induced distortions.

•  As in the case of expenditures, administrative weaknesses may 
also impair the effectiveness of revenue decentralization. In coun
tries characterized by weak and inexperienced subnational tax ad
ministrations, a determined effort to strengthen these entities 
should be given high priority by the central, as well as the subna
tional, authorities, and preferably should precede a decentraliza
tion of the administration of the taxes devolved to the subna
tional governments, to safeguard the revenue performance.

•  It must be recognized that a high degree of decentralization may 
come in serious conflict with distributional objectives. This is es
pecially the case, of course, in countries characterized by large re
gional disparities in income. In these cases, a system of equaliza
tion-oriented vertical transfers from the center (as in Australia) or 
a horizontal redistribution mechanism (as in Germany) are likely 
to be necessary, to preserve adequate economic and social cohe
sion in the country. It is important: that such mechanisms be
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designed, however, so us nor to discourage tax effort and cost- 
effectiveness by the subnational governments.

•  Substantial decentralization is also likely to make it more difficult 
for the central government to carry out macroeconomic stabiliza
tion through budgetary policies, for the reasons outlined earlier. 
Therefore, ceteris paribus, decentralization should progress more 
slowly in countries facing acute fiscal or macroeconomic imbal
ances. In these countries, it is especially important that a hard 
budget constraint be imposed on the subnational governments, 
through a design o f intergovernmental fiscal relations that ensures 
for the subnational jurisdictions an adequate ex ante balance be
tween expenditure responsibilities and own revenues plus clearly 
defined transfers from the center; and which bars them from 
borrowing.

•  In countries that do not face serious macroeconomic or fiscal im
balances, it should be recognized that substantial decentralization 
of revenues and expenditures entails the need for the central gov
ernment to involve more actively the subnational governments, 
especially states and large municipalities, in macroeconomic man
agement, and to make them share responsibility for the achieve
ment of national economic objectives (for some suggestions in 
this respect, see section on Administrative Aspects of Fiscal De
centralization). In these countries, subnationai governments can 
be allowed to borrow, but subject to clearly specified limits, relat
ing to their prospective ability to service the debt. It is important 
that any such borrowing be carried out by the subnational gov
ernments in their own name, without central government guar
antee, and that all efforts be made to promote adequate market 
discipline on such borrowing.
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