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Foreword

The Sustainable Development Department commissioned Richard Bird to prepare a paper on intergov-
ernmental relationships as part of the activities leading to the preparation of a Subnational Development
Strategy for the IDB. Using his vast academic and consulting experience, Bird produced a document of
significant breath and depth, touching on the most important aspects that determine the complex relation-
ship that exist between central and subnational government, with a particular reference to Latin America
and the Caribbean. His analysis provided key inputs to the work of the team drafting the strategy paper
and portions of it were included in the background paper for the strategy. However, given the many n-
sights that this work provides on issues surrounding intergovernment relations, the Social Development
Division considered worth publishing the study in its entirety.

The paper develops recommendations concerning a desirable structure of intergovernmental relations that
create the correct incentives for subnational governments to become efficient and equitable providers of
sarvices. However, as Bird highlights in his conclusions, the discussion and recommendations contained
in the paper, are of a genera nature and point towards an optima structure of intergovernmental relations.
They need to be adapted to the redlities of each individua country and gain their full significance when
full consideration is given to the legal, political and socioeconomic determinants of each individual case.

We are pleased to publish the full text of Bird's paper as a guide for policymakers and practitioners inter-
ested in the topic and as a contribution to promote in-depth analysis of this complex area of government.

Mayra Buvinic
Chief, Socia Development Division
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Intergovernmental Fiscal Relations

Decentraization is an important phenomenon in
an increasing number of Latin American countries
(See IDB, 1994, 1997; Burki et a. 1999,
ECLAC/GTZ, 1996, 1997; Lopez Murphy, 1995;
Fukasaku and Hausmann, 1998).  Subnational
finance and intergovernmental fiscal relations
have long been matters of concern in Brazil and,
to a lesser extent in Argentina.  These issues are
now becoming increasingly important in other
larger countries, whether formally federal, such as
Venezuela and Mexico, or unitary, such as Co-
lombia. Even smaler countries such as Paraguay,
Uruguay, Ecuador, and Guatemaa are increas-
ingly considering decentralization. Decentraliza-
tion is not only in the air, it is dready on the
ground and influencing policy outcomes through-
out the continent in a major way. It is therefore
critical to understand the actual and potential im-
pact of intergovernmental relationships on such
key questions as the ability of central govern-
ments to conduct sound macroeconomic policies,
the incentives for subnational governments to ke-
have in a fiscally responsible way, and the effi-
cient and accountable delivery of public services.

This paper sets out some of the main factors ce-
termining the effects of intergovernmental fiscal
relations on such matters. It represents not new
research but rather an attempt to digest and reflect
upon what we have learned to date about some of
these complex questions!  The balance of the
paper is organized as follows. First, since the
structure and to some extent the effects of inter-
governmental fiscal relations depend largely upon

Much of the paper draws freely on related prior work.
See, for example, on Colombia (Bird, 1984; Bird and
Fiszbein, 1998; and World Bank, 1996a) and on Ar-
gentina (World Bank, 1996b). | have also made use of
additional unpublished material (initially prepared
largely for the World Bank at various times) dealing
with these countries and with Mexico, Venezuela,
Chile, and Uruguay, as well as on more general pub-
lished materials such as Bird (1993), Bird and Vaillan-
court (1998), and Litvack, Ahmad, and Bird (1998).
Some of the issues discussed in this paper are treated in
more detail in Bird (1999a, 1999b, and 1999c).

the objectives and congraints of the country in
guestion, Section 2 discusses some core genera
guestions that arise with respect to decentraliza-
tion issues % specifically, the objectives of -
centralization, the related but distinct question of
the underlying model of subnational finance, and
the key role played by the central government in
decentralization. Against this background, Sec-
tion 3 briefly introduces the three key components
of intergovernmenta fiscal relations % expendi-
tures, revenues, and transfers.  Sections 4 through
6 review, under each of these headings, the impli-
cations of dternative arrangements for the effi-
cient delivery of public services, emphasizing the
importance of both enabling and requiring hard
budget condtraints a al levels of government.
Some have argued that the outcome of recent de-
centraization in many countries will be unsatis-
factory owing to loca incapacity to handle the
new tasks. Others have asserted that decentrali-
zation will result in macroeconomic problems.
Section 7 considers briefly the question of loca
capacity, while Section 8 discusses subnational
borrowing and the implications of decentralization
for macroeconomic management. Section 9 sets
out the critical need to develop both an adequate
information base and an appropriate institutional
forum if the dynamics of decentralization are to
evolve in a congructive direction in any country.
Section 10 summarizes some of the key conclu-
sions of the paper.



The Context of Intergovernmental Fiscal Relations

Intergovernmental fiscal relations are only one
aspect of a complex political, economic, and al-
ministrative system. Their design, role, and d-
fects can only be understood in the specific ingti-
tutional context in which they operate. How one
views many issues, for example, depends in part
upon whether one views decentralization as a pro-
cess of delegation or devolution. Delegation refers
to a stuation in which local governments act as
agents for the central government, executing cer-
tain functions on its behaf. The appropriate per-
spective is “top-down”, that is, from the viewpoint
of a centra government? whose objective in -
centraizing is often assumed, in theory, to be the
achievement of a more efficient allocation of re-
sources through the delegation of authority to b-
ca governments. The top-down approach implies
that the main criterion for evaluating fisca de-
centralization should be how well it serves na-
tiona policy objectives, whatever they may be?

In contrast, devolution refers to a Studion in
which not only implementation but aso the
authority to decide what is done is in the hands of
local governments % or, to put it another way,
local autonomy prevails. The appropriate per-
spective is then “bottom-up,” from the viewpoint
of locd citizens. Those who take this approach
often stress such political values as improved

2In some federal countries, the “central” government
from the perspective of local governments might be the
state or provincial government. Although for the most
part the terms “ subnational” and “local” are used more
or lessinterchangeably in the present paper, as Bird
(1995a) sresses, there may be important differences
between regional and local governments, particularly in
formally federal countries (see also Sections 5 and 10
below).

*Thefinal qualifying phrase isimportant, since decen-
tralization in the real world has seldom been driven by
efficiency objectives. Even those concerned solely
with such objectives must take explicitly into account
the inevitably political context of most decentraliza-
tion: see, for example, Salegh and Tomassi (1999) and
Haggard (1999).

governance (through increased local political par-
ticipation, for example) as well as such economic
values as dlocative efficiency (through increased
responsiveness to local preferences or, perhaps,
the increased scope for dynamic innovation that
may be afforded by a variety of competing local
governments). If this is the relevant perspective,
the appropriate criteria for appraising intergov-
ernmental fiscal relations may differ sharply from
those under the top-down approach.

For example, is a good outcome one which best
achieves the goals of the central government or
one which frees local governments most from
central dictates? Decentralization is unlikely to
produce precisely the expenditure pattern that the
central government would itself choose to imple-
ment unless, improbably, the goals of central and
local governments coincide and al decisionmak-
ers face exactly the same incentives as in a cen-
tralized system.  Since conflicts between central
and loca governments as to what should be done
are inevitable on many issues, the appropriate
choice of perspective is essentia in analyzing and
interpreting issues of fiscal decentralization in any
particular jurisdiction.

Similarly, how one evaluates any particular aspect
of intergovernmental relations depends in part
upon whether one focuses on its intrindc or its
instrumental aspects. Devolution may, for exam-
ple, be considered to be an intrinscaly worth-
while objective. Whatever outcomes emerge from
a decentraized system of decision-making must,
from this perspective, beright. Loca people may
make wrong decisions from the perspective of the
central government or of an outside observer, but
if they make them, the decisons must, by defini-
tion, be assumed to be right for them. The results
of agood process must themselves be good.

For such arguments to be persuasive, however,
severd dtringent conditions must be satisfied.
First, loca decison-making processes must be
fully democratic. Electoral democracy alone is



not enough to satisfy this criterion. The costs and
benefits of decisions must be transparent, and eve-
ryone affected must have an equal opportunity to
influence the decision. Few, if any, countries can
meet this high standard. Second, the costs of local
decisons must be fully borne by those who make
the decisions. There must be no “tax exporting”
and no funding at the margin via transfers from
other levels of government. Third, the benefits
(like the costs) of local decisons must not “spill
over” jurisdictional boundaries without explicit
and transparent compensation.  In principle, the
last two conditions, unlike the first one, can be
met to a substantial extent by good ingtitutiona
design, as discussed later in this paper.

Again in principle, even if decentralization is less
than perfect it may yield a more efficient and et
uitable pattern of public services than the over-
centralized and unresponsive public sectors that
currently exists in many developing countries.
But it will do so in practice only if it is properly
implemented. The key to ensuring that incentives
are conducive to good decisions is to ensure that
those who make the decisions bear the financia
(and political) consequences. Thus, the three
conditions can be extended and restated as politi-
cal, economic and administrative requirements.

Palitical Condition: Leaders at al levels should
be responsive and responsible to their constitu-
ents, and those constituents should be as fully in-
formed as possible about the consequences of
their decisions and those of their leaders. Making
politicians bear the consequences of their own
mistakes is as close as one can get to a hard po-
litical budget constraint.

Economic Condition: It should be difficult for
local residents to shift costs to nonresidents who
do not receive benefits, and local decisionmakers
should be appropriately accountable to three dis-
tinct, though overlapping, groups: (1) their citi-
zens for the use they make of revenues collected
from them (through local taxes), (2) users of local
public services for the use made of the revenues
they contribute (through user charges of various
sorts), and (3) taxpayers in general for the use
made of any transfers (or subsidized loans) they
receive from the central government.

Administrative Condition: Such a system requires
an appropriate institutional framework, including,
for example, a clear set of framework laws (on
local budgeting, financia reporting, taxation,
contracting, dispute settlement, rules to be fd-
lowed in designing user charges, etc.), as well as
adequate ingtitutional support to enable subna-
tional governments to operate effectively in this
environment.

It is of course much easier to lay down such gen-
era prescriptions than to satisfy them in the very
diverse situations found in the real world. None-
theless, if these conditions are not met, the per-
verse incentives that too often distort public sector
outcomes in many countries may be exacerbated
by further decentralization.*

The recent wave of decentralization in Latin
America has largely followed, and accompanied,
an increase in the level of democratization (IDB,
1997). As dready emphasized, democracy is a
particularly important mechanism to promote ac-
countability. At the same time, however, ac-
countability¥sin the sense of transparent decision-
making¥ is an essentid ingredient of democracy.
The ultimate assurance of good government is, on
one hand, the ability of citizens to compare gov-
ernments in terms of the services they provide and
the tax prices they charge and, on the other, the
ability of citizens to affect and ater the decisions
of government (Breton, 1996). Thus, democracy
without good information is not enough.

4AIong similar lines, Bahl and Linn (1994) noted that
“...thesituation in a devel oping country that could pro-
vide maximum gains from a more decentralized local
government structure would include: (1) enough skilled
labor, accessto materials, and capital plant to expand
public service delivery when desired; (2) an efficient
tax administration; (3) ataxing power able to capture
significant portions of community income incremen-
tally; (4) an income-elastic demand for public services;
(5) popularly elected local officials; and (6) some local
discretion in shaping the budget and setting the tax
rate.” They might have added: (7) atradition of local
decision-making. All these points seem correct, and
are discussed in this paper, albeit with somewhat dif-
ferent emphasis.



Even in countries without well-established demo-
cratic ingtitutions, in which decentraization is
smply an instrumentality of the central govern-
ment, good information is essentia to ensuring
enhanced service outcomes. Regardless of the
rationale and circumstances surrounding the de-
centralization process, its outcomes will improve
as more information is made publicly available.
The extent to which information relevant to un-
derstanding and evaluating the impacts of decen-
traization is available is thus critical to improved
outcomes, amost regardless of the status of politi-
ca democracy. From this perspective, will be
seen below, it is important that intergovernmental
fisca relations in decentralized countries be as
simple, transparent, comprehensible, and predict-
ableas possible.

When both democracy and good information sys-
temsarein place, devolution (in the sense defined
earlier) makes sense. When they are not, it may
not. Even if one or more of these conditions does
not hold, however, the delegation of implementa-
tion responsibilities to local bodies may make n-
strumental sense provided that the incentives fac-
ing local decisionmakers are properly structured.
In these circumstances, this means that they
should be structured to produce the results desired
by the centrad government. Indeed, whether the
underlying policy intention is devolution or dele-
gation, central governments must carefully con-
sider the effects of alternative intergovernmental
fiscal relations upon the outcomes in which it is
interested. The instrumental character of inter-
governmental fiscal relations their effects on rele-
vant outcomes, is thus critica viewed from any
perspective.

Mod€ls of Local Government Finance

Another important dimension of intergovernmen-
tal finance is the underlying model of local gov-
ernment finance. Two quite different models im-
plicitly underlie much of the discussion of inter-
governmental fiscal relations. The first of these
models views subnational government in an abil-
ity-to-pay framework. This ability modd focuses
on the effects of governmental action, whether by
central or local governments, on the interpersonal
distribution of income and wealth. In this frame-

work, decentralization is judged largely by its €-
fects on such distributional goals as poverty dle-
viation. The benefit modd, in contrast, views
subnational governments primarily as agencies
providing identifiable services to identifiable local
residents (Break, 1992).

The Ability Model. The ability model dominates
public discussion in most countries. However,
while attention must be paid to the redistributive
aspects of public policy at al levels of govern-
ment, the allocative costs of distorting local taxing
and spending decisions in the name of equity may
often exceed any conceivable equity gain. Pur-
suing active distributive polices at the locd fi-
nance level, though to some exent perhaps inevi-
table in the context of democratic politics, is
nonetheless generdly inadvisable from a strictly
economic point of view.®

In developing countries, most productive tax
bases are invariably taken by the centra govern-
ment. Thus, in practice, the ability approach to
local government usualy amounts to a system in
which centra transfers finance most local services
even though it is often far from clear that those
who benefit from such centra largesse are less
able to pay for what they get than those whose
incomes are reduced by the taxes that finance the
transfers. If local governments attempt to imple-
ment differential policies (such as progressive
taxes or “pro-poor” pricing policies), the result
over time may be an outflow of tax base and, con-
sequently, a smaller total package of local services
than if the benefit approach had been followed.

Moreover, wealthier local governments, which
can apply lower tax rates and obtain similar
yields, may attract tax base from poorer ones, thus
accentuating initia interjurisdictional disparities.
Although intergovernmental fiscal relations

®Governments are not si mply providers of services.
They are also institutions which reconcile and manage
conflicting interests in society, and distributional policy
isone of the major policy instruments used for this
purpose. Even if, asisoften the case, subnational at-
tempts at redistribution are vitiated by market forces,
the attempt to redistribute may still be politically es-
sential. For an extended discussion of this point, see
Bird (1980).



should presumably not accentuate market-driven
inequalities, it is generaly a mistake to design tax
and expenditure policy specificaly to dleviate
such digparities. As discussed further in Section
6, attempts to incorporate regional developmental
goals into the design of intergovernmental trans-
fers often result in complex and confused policies
that not only fail to achieve these objectives but
aso fail to foster the efficient and effective deliv-
ery of desired locd public services (Bird, 1982).
Whether “ability” concerns are motivated by con-
Siderations of interpersona  digtribution  or
interregiona disparities, they are better addressed
directly rather than indirectly through distortions
in the design of intergovernmental fiscal relations.

The Benefit Model. The benefit model of loca
finance is more conducive to effective, efficient,
and accountable local government. In this model,
locad governments are essentiadly viewed as
equivalent to firms that provide services. Res-
dents are willing to pay a price or charge for the
last (margina) units of government services that
they receive that is just equa to the benefit they
derive. This approach to loca finance is appeal-
ing because the results are not only alocatively
efficient but aso equitable in the sense that no one
pays less (or more) than he or she would be will-
ing to pay in afree market.

The benefit model is not without its problems,
however. Fird, it is often surprisingly difficult to
design an appropriate pricing policy for many b-
ca public services (Annex 3). Second, even if
such prices can be designed, implementing them
is seldom politically appealing, particularly if, as
in most countries, the introduction of financing
via user charges means a sharp change in historic
practice. Understandably, citizens seldom appre-
ciate being asked to pay for services that were
supplied free of charge in the past. Despite these
problems, in principle, services that flow to identi-
fiable individuals (or firms) should be priced g-
propriately to the extent feasible.

Where such pricing is not possible or desirable,
local expenditures and revenues should be linked
through matching service benefit areas to the spa-
tid dimension of the financing sources. Any
taxes levied by subnational governments to fi-

nance local services should thus fall primarily on
local residents. Moreover, as discussed further in
Section 5, if such governments are to behave in a
fiscally responsible way, they must be made -
litically responsible for determining the rates of at
least some major taxes. Subnational governments
may have large revenues from what appear to be
local taxes, but if they cannot set tax rates they
cannot be made accountable to their constituents
at the margin, as both democracy and efficiency
require.

Findly, even if loca services are largely paid for
through locally-determined (and locally-paid) fees
and taxes, intergovernmenta transfers must still
be carefully designed to ensure that, at the mar-
gin, the costs and benefits of locdl fiscal decisions
are borne localy, while taking adeguately into
account such interjurisdictional spillovers as are
deemed relevant. Consistent application of these
rules will impose what is called a hard budget
constraint on local decisonmakers and, hence,
make them fully accountable for the consequences
of their decisions.®

Central Government Policy

The ingtitutional setting within which local gov-
ernments in most developing countries must func-
tion was recently characterized as faling into one
of three categories. (1) the over-controlled local
public sector, (2) the under-controlled loca public
sector, and (3) the perversely regulated local pub-
lic sector (World Bank, 19958). The first of these
Stuations seems most common in developing
countries.  Central governments sometimes con-
trol all the details of local government (who they
hire, what they pay, where and when the buses
run, etc.) and leave little or no freedom for loca
initiative.” Central governments also often finance

®of course, neither local decisionmakers nor, in most
instances, their constituents may be happy to be subject
to such abudget constraint. Itisawayseasier and
more pleasant to spend, asit were, “other people's
money” in an unaccountable (and hence inevitably
somewhat irresponsible) fashion, which is no doubt
one reason for the continued political attractiveness of
the ability model of government.

7Roj as (1999) stresses the dominance of “controlled,

monitored” decentralization in Latin America. Of



local services directly, or earmark and restrict lo-
cal financing to such an extent that they might as
well do so (Annex 2). In such circumstances, bb-
ca citizens look to the centra government to fix
potholes, and they are right to do so. Just as chil-
dren who are never given responsbility seldom
act like responsible adults, this type of micro con-
trol generally produces weak and incapable local
governments.

While less common, the opposte ill of under

control has also emerged in some countries as a
result of inappropriate decentralization strategies.

For example, a number of East European coun-

tries in trangition have given loca governments
large shares in nationa revenues as well as re-

sponsibility for important public service functions,
without at the same time setting up an adequate

ingtitutional structure to ensure that central funds

are being properly spent in, say, maintaining
minimum standards of service in such areas of

overriding national concern as education or headlth

(Bird, Ebel, and Wallich, 1995). Similar concerns

have frequently been expressed in some Latin

American countries.

Finaly, local governments frequently receive per-
verse signals from centra governments. If, for
example, the amount of transfers a government
receives depends upon the size of its budget defi-
cit, incentives are clearly perverse. As another
example, nationa funding is often available for
infrastructure investment but no funds are avail-
able for operation and maintenance (Annex 7).
This creates a perverse preference for new in-
vestment and rewards localities for not maintain-
ing existing facilities (which they would have to
do out of their own funds) in order to strengthen
their apparent need for new ones (for which the
central government will pay).

Even when local government face perverse incen
tives, local efforts and policies may sometimes
make a rea difference. In Brazil, for example,

some cities are wdl-run and provide efficient
services. Others, superficially similar in charac-
ter and resources, are badly-run and poorly
equipped. In Colombia, some departments pro-
vide superior hedth services compared with oth-
ers whose resources are similar.  Almost every-
where, some loca governments do much better
than others. The reason may simply relate to his-
torical circumstance. For one reason or another
an area dtarted to do something well some time
ago, and it continues to do so. Or it may be l&-
cause of a caring and charismatic loca leader or
some other chance circumstance. Whatever the
cause, such experiences highlight two important
points. First, even in the perverse stuation in
which many local governments are placed by n-
appropriate central policies, there is usually some
scope for local initiative. Second, such loca ini-
tiatives may make a real difference in the lives of
local people. One way to make decentraization
effective and efficient is to make it easier for good
examples to occur by giving subnational govern-
ments some room maneuver, and, in part through
facilitating an adequate flow of information, to
make it easier to emulate their success®

Many Latin American countries fail to recognize
explicitly the diversity of loca governments.
“Loca government” is a term that covers a wide
range of redlities. Cities of 10 million people,
villages with 200 inhabitants, densely populated
rural and urban areas, sparsaly populated territo-
ries %adl are, as arule, organized in one form of
local government or another. Some localities, are
rich, some are poor. Some, have strong loca
community spirit, some have none. Some are run
by well-intentioned, well-trained people; others by
incompetent and corrupt officials. Unfortunately,
the diversity of local government redlity is seldom
matched by equa diversity in central government
rules. Even though some areas may manage to
break out of the inappropriate mold into which
they have been put, most will not. Successful de-
centralization must recognize the diversity and

course, as Carlsen (1998) and Schweger (1999) analyze
rigorously, and asis discussed later in the present pa-
per, there are often good theoretical and practical ar-
guments for maintaining some degree of central con-
trol.

s Rojas (1999) notes, dissemination of best practices
and horizontal exchanges among subnational govern-
ments are probably more effective in improving local
capacity than formal technical assistance: see also the
discussion in Section 7.



heterogeneity of loca government and allow for
an equaly diverse and heterogeneous set of e
sponses to particular decentralization initiatives,
including accommodating home-brewed solutions
to particular local problems.

A useful approach in some circumstances may be
through contracts or the making of specific
agreements with different areas in accordance
with their capacities and interests. The centra
government may, for example, contract with a
particular local government (preferably for a -
riod of years, and preferably in an open and mutu-

aly agreed fashion). To provide a particular
service, as has to some extent been done in @&
lombia (World Bank, 1996a). At its best, this go-
proach focuses pragmatically on what may work,
rather than on trying to force everyone into the
same centrally-determined Annex. Given the re-
ality of diversity and the apparent political need in
many countries to have nominally uniform laws,
perhaps only something like a contract approach
may be able to provide the necessarily non-
uniform conditions needed to secure more or less
uniform outcomes at least cost.



The Big Questions

Four big questions must be answered with respect
to intergovernmental finance in any country:

(1) Who does what? % The question of expendi-
ture assignment.

(2) Who levies what taxes? ¥ The question of
revenue assignment.

(3) How is the (virtualy inevitable) imbalance
between the revenues and expenditures of subna-
tional governments that result from the answers to
the first two questions to be resolved? % the ques-
tion of vertical imbalance.

(4) To what extent should fiscal ingtitutions at-
tempt to adjust for the differences in needs and
capacities between different governmenta units at
the same level of government? % The question of
horizontal imbalance, or equalization.

Idedlly, to achieve the relevant policy objectives,
these questions should be approached within each
country’s specific circumstances. These objectives
include not only the normal public finance trio of
efficiency (allocation), equity (distribution), and
stabilization but also economic growth as well as
such nebulous but politicaly resonant goas as
“regiona balance’” and maintaining nationa integ-
rity and political stability. There may be conflicts
between these objectives, as well as differences
between local and central perceptions of the
weights to be attached to them. Moreover, like dll
public policies, intergovernmenta fisca policies
must take into account both political constraints
(such as the drength of different regions and
groups in political decisions) and economic con-
straints (such as the development of financia
markets). Finaly, al policy change must start
from the here and now. Since every country has
its own history, the current state of fiscal ingtitu-
tions in large part reflects the results of an accre-
tionary process of policy change over time.
Therefore, to understand, let alone to resolve, the
intergovernmental fiscal puzzle in any country

thus requires substantial ingtitutional as well as
analytical knowledge.

Expenditure Assignment

How government functions should be divided
among levels of government is a complicated
matter, to which each country has its own unique
solution. Section 4 sets out a few principles and
aternative approaches with respect to the spend-
ing side of public sector budgets. The main point
made is that the most important question about
expenditures, from an economic perspective, is
not who does what but rather what is done, and
how well it is done. The details of expenditure
assgnment are less important in determining out-
comes than the clarity of that assignment, how it
is determined and implemented, and how well
expenditures are managed at al levels of govern-
ment.

Revenue Assignment

Who should levy what taxes, and how effectively
they can do so, has been a mgor issue in some
countries. The correct revenue assgnment in a
multi-level government structure is by no means
clear in principle, and is likely to prove highly
controversia in practice. The fundamental prab-
lems are two. First, the centra government can
inherently collect most taxes more efficiently than
subnational governments. Second, the potential
tax bases available to the latter vary widely from
jurisdiction to jurisdiction. The first of these
problems gives rise to vertical imbaance; the sec-
ond produces horizontal imbalance.

The first of these problems could be solved to the
extent that variable surcharges on central taxes are
feasible. Given the paucity of such surcharges in
Latin America, however, vertica imbaance may
indeed give rise to concern. In addition, since the
second problem, horizontal imbalance, would ac-
tualy be worsened by more decentralized reve-
nues, even if vertical imbalances were resolved by



adjusting revenue assignments, there would still
be a need for transfers, a least in countries in
which such interjurisdictional disparities are of
policy concern.®

Closing the Gap

No matter how revenues and expenditures are as-
signed, worldwide experience suggests that some
vertical imbaance islikely to remain.  Even if the
tax base of the richest subnationa government
enabled it to balance “own” revenues and expen-
ditures, imbalances would remain for all the rest.
Even for the richest region, the differential elas-
ticity of expenditures and revenues assigned to
different government levels may, in any case,
soon lead to a re-emergence of a vertica imbal-
ance problem. One way or another, structura
“gaps’ are likely to exigt in dl multi-tier fisca
systems.

In principle, there are at least four ways in which
any subnationa revenue-expenditure gap might be
closed.

Revenues could be increased at the subnational
level. In many Latin American countries, such
increases seem both feasible and desirable (Bird,
1999b). But even if subnational revenues are n-
creased as much asis politically and economically
feasible, it may not be enough in some countries
and will certainly not provide sufficient resources
to finance adequate service levels in many poor
localities.

Subnational expenditures could be reduced.
While aways popular with central governments
and no doubt sometimes necessary, this approach
is unlikely to be advisable if the system has been

*AsM ay (1969) argues, the “taste” for regional equali-
zation may vary greatly from country to country.
Compare, for example, the explicit interregional redis-
tribution of the unemployment insurance system in
Canadawith the state-based (and hence non-
equalizing) system of the United States. Note that re-
gionally redistributive transfers must be distinguished
from so-called “equalization” transfers discussed in
Section 6 (and also found in Canada, see Annex 5)
which areintended to ensure specified efficiency ob-
jectives.

properly designed and the right expenditures a-
signed to the subnationa leve in the first place.

Some expenditure functions could be transferred
up to the level with more revenue (or revenue-
raising power) or some revenues transferred down
to the level with more expenditure. While such
shifts would be both unnecessary and unwise if
the basic structure of the system is correct, this is
abig “if” in many countries.

Some centrally-collected revenues could be
transferred to subnational governments In the
end, in virtudly every country in the world, even
those in which subnational governments have
much greater access to revenues than in Latin
America, there invariably remains some need for
intergovernmental transfers. As discussed in Sec-
tion 6, however, the design and implementation of
transfers involves many more considerations than
smply closing the subnational revenue

expenditure gap.

In practice, intergovernmental fiscal transfers are
the major source of subnationa revenue in most
Latin American countries (IDB, 1997). This
stuation seems unlikely to change significantly in
the near future. Together with a properly designed
subnational tax base, a properly designed transfer
system is, therefore, essential to ensure that ade-
quate incentives for fiscal responsbility are pro-
vided. Unless made accountable in this sense,
local decisonmakers are unlikely to make effec-
tive and efficient resource allocation decisions (to
the extent that any political process can produce
such decisions). In this respect accountability at
the margin, and not smply the size of the amount
transferred is critical. It is possible in principle for
a provincial government to be amost totally ab-
pendent on central transfers and still be fully ac-
countable, provided the amounts are fixed in ak
vance and cannot be atered as a result of any (in-
period) action by the recipient. On the other hand,
a badly designed transfers, even if quantitatively
much smaller, can do a lot of damage to the effi-
cient and effective operation of the loca public
sector. A well-designed transfer can ensure that at
the margin, local actions to raise or lower loca
revenues or expenditures will directly affect out-
comes, which is what is needed to ensure political



accountability.*® One should not underestimate,
however, ether the difficulty of implementing
such a system in the real world of politics or the
likelihood that the transfers currently in place in
most countries fall far short of ideal.*

Other Issues

Three additional issues have attracted consider-
able attention in recent discussions of fiscal -
centralization in Latin America. The first relates
to local capacity. (Are loca governments up to
the job?) The second focuses on the need or de-
srability of specific restrictions on subnational
borrowing. And the third relates to the broader
issue of the impact of decentralization on macro-
economic stability and policy. Important as these
issues may be in particular context, in the long run
they are secondary to the key questions of who

A s discussed in Section 6, two special forms of trans-
fers also need to be considered. First, some transfers
are explicitly intended either to ensure the provision of
specific services at specific levels (asin the case of the
capitation grants discussed in Annex 6, in which the
transfers are essentially payments to agents). Second,
transfers may be explicitly intended to induce subna-
tional governmentsto provide more of certain services
than they would otherwise do (asin the discussion of
matching grants for infrastructure in Annex 7).

see, for example, the detailed analyses of transfersin
Colombia and Argentinain World Bank (19963,
1996b).
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does what and how is it financed. If subnational
tax policy and transfers are appropriately de-
signed, the resulting hard budget constraints
should, over time, curb any tendency to either mi-
croeconomic inefficiency or macroeconomic in-
stability, hence largely vitiating the need for spe-
cia concern about subnationa borrowing. Given,
however, that reality in many countries is often far
from ideal and that there may be substantial -
litical difficulties in altering it (Salegh and Tom-
masi, 1999), “second-best” policies may be
needed areas. The capacity issue too can and
should be addressed best by a combination of
good initid design and the establishment of an
appropriate ingtitutional framework, even though
political interests may block such moves in the
near future in many countries®® These points are
discussed further in Sections 7 through 9.

2Eor example, Rojas (1999) notes that no country in
Latin America has thus far managed to create adequate
technical unit to monitor and foster decentralization:
see Section 9 for further discussion.



Government Spending

The basic requirement for efficient and effective
subnational government may be thought of as the
“matching principle.” As aready discussed, to
the extent possible, benefit areas should be
matched with financing areas as in the benefit
model of local finance. In addition, expenditure
responsibilities should be matched with revenue
resources, and, finally, revenue capacities should
be matched with political accountability.

Assigning Expenditures

The basic rule of efficient expenditure assignment
is often taken to be to assign each function to the
lowest level of government consistent with its d-
ficient performance’® So long as there are local
variations in tastes and costs, there are efficiency
gains from carrying out public sector activities in
as decentralized a fashion as possible®  Indeed,
from this perspective, the only services that
should be provided centraly are those for which
there are no differences in demands in different
localities, where there are substantial spillovers
between jurisdictions that cannot be handled in
some other way (by contracting, by redrawing
boundaries, or by grant design), or those for which
the additional costs of local administration are
sufficiently higher to outweigh its advantages.

Under this approach, apart from the important
issue of distribution, dmost al public services
(other than national defence, foreign policy, and
surprisingly few others) should in principle be
delivered at the loca level. Decisions about the
services provided, to whom they are provided, and
in what quantity and quality, should be made lo-
caly and loca taxpayers should pay for the serv-
ices provided. In practice, however, athough
some functions (such as street maintenance) are

3111 the context of the European Union, this has come

to be called the “subsidiarity principle:” see Breton,
Cassone and Fraschini (1998) for a useful discussion.
Oates (1972) haslabelled this “ the decentralization

theorem.”
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local everywhere, the alocation of functions to
subnational governments varies considerably from
country to country (IDB, 1997).

This approach to expenditure assignment need not
be consistent with the matching principle, since
there is nothing that guarantees that the bundle of
services thus assigned to any particular level of
government will be matched by the set of revenue
instruments assigned to that same level. On the
contrary, as aready noted in Section 3, a funda-
mental imbalance emerges in the vertical assign-
ment of expenditures and revenues in virtualy
every country. Hence, there is an apparent need
for intergovernmentd fiscal transfers to close the

budgetary gap.

As emphasized in Section 2, the essential eco-
nomic role of loca government is to provide to
local residents those public services for which
they are willing to pay. Loca governments are
(or at least should be) accountable to their citizens
to the extent that those citizens finance those ac-
tions. Such accountability is the public sector
equivaent of the “bottom ling” in the private sec-
tor. Three conditions need to be satisfied to
achieve accountability in this sense in subnational
finance. First, subnational governments should,
whenever possible, charge for the services that
they provide (Annex 3). Second, if charging is
impracticable, subnational governments should
finance such services from taxes borne by loca
resdents (Section 5), except to the extent that the
central government is willing to pay for them
(Section 6). Third, where the central government
does pay as a rule, subnational governments
should be accountable to the centra government
(to at least some extent) when the central govern-
ment pays (Section 9).



To apply these rules, an essentia first step is to
establish clear lines of responsibility and account-
ability.*> But clarity of assignment in terms of
specifying exactly what services, each govern-
mental agency is responsible for, is only part of
the story (Annex 1). Clarity must be matched by
accountability, in terms of politica democracy
and transparency of operation, as wel as by
authority in terms of both the ability to manage
expenditures and to determine (within limits)
revenues. Moreover, even in the best of all poss-
ble worlds full clarity in expenditure assignment
may never be fully attainable, for severa reasons.

First, with respect to many important spheres of
public sector activity (for example, education)
different jurisdictional levels may play critica
roles. The centra government may, for example,
appropriately set national standards for graduates
and for teachers and may aso establish the basic
curriculum to be covered. Within this frame
work, regiona governments may develop ther
own policy goas (for instance, with respect to
school facilities) and deploy appropriate regula-
tory instruments to achieve them. Loca govern-
ments may be responsible for actually paying
teachers and maintaining facilities. Finaly, edu-
cational services are delivered by loca schools
which may often, experience suggests, produce
better outcomes if they have a substantial degree
of budgetary autonomy and can react to input
from teachers, parents, and the local community
(Burki et a., 1999). Three or more levels of gov-
ernment may thus play important roles in deliv-
ering educational services.

It is not meaningful to consider a particular serv-
ice as assigned to the local level, when much of
the relevant policy and regulatory framework, and
indeed much of the financing, comes from higher
levels of government (and delivery of the service
may teke place a a lower ingdtitutional level).
Clarity as to whom is responsible for what is in-
deed important, but many different public sector
actors may appropriately be involved in the provi-
sion of any particular public service. What mat-
tersis not so much that each expenditure function,

Y Thisis, for example, one of the key principles set out
inthe IMF's recent Code of Good Fiscal Practice.

broadly understood, is clearly assigned to one
level of government or another, but rather that it is
clear to dl exactly who is responsible for doing
precisely what.

Second, clarity in expenditure responsibility is
sometimes taken to mean that much attention
needs to be paid to the problem of coordination. In
this regard, however, it should be recalled that the
principal argument for decentralization is that @-
ordination (or cartelization, or monopoly, as it
might also be caled) is not delivering the goods,
or a least not delivering the right goods in the
right quantities to the right people. Moreover,
what may at first glance appear to be undesirable
duplication or overlapping of functions may, in
some instances, reflect either useful redundancy in
a complex system (Landau, 1969) or desirable
governmental competition (Breton, 1996). On the
other hand, in the real world duplication and con-
fuson may often imply waste and the need for
better intergovernmental coordinationa. The an-
swer, however, is not to abandon decentralization
but rather to design intergovernmenta fisca rela-
tions in such a way as to minimize rea coordina-
tion problems and to continue working at the dif-
ficult task of establishing effective coordinating
institutions (Annex 8).

However, even the best-decentraized public sec-
tor is undoubtedly far from a perfectly competi-
tive market structure and outcomes will never be
optimal in the technica economic sense!® The
most appropriate approach is to establish budget
constraints that are as hard as possible for al rele-
vant decisonmakers and to make the operation of
the system as transparent as possible. “Letting
100 flowers bloom” in the form of relatively un-
coordinated decentralized public sector suppliers
striving to meet clearly specified and publicly ac-
countable mandates may, in the end, provide a
better laboratory for the development of new and
better public sector services than any conceivable
centralized aternative (Oates, 1998).

80t course, as Goodin (1996) emphasizes, how im-
portant the failure to achieve economic optimality is
depends upon the extent to which policymakers are
actually trying to do so.



Managing Expenditures

No matter where subnationa governments get
their funds, they are unlikely to have enough to do
all they or their citizens want and expect. Success-
ful local government requires that scarce public
funds be managed as efficiently and used as d-
fectively as possible. Both financial honesty and
political accountability require that budgeting and
financia procedures are properly established and
implemented. Budgeting, financia reporting, and
auditing should be comprehensive, comprehensi-
ble, comparable, verifiable, and public.

It is equdly important, however, to ensure that
budgeted resources are applied as efficiently and
effectively as possible to achieve desired public
outcomes. Adequate and appropriate procedura
norms are important in any financia system, but
substantive outcomes are what redly matters.
Proper public expenditure management must ade-
quately control the total level of revenue and ex-
penditure, appropriately alocate public resources
among sectors and programs, and ensure that gov-
ernmenta  ingtitutions operate as efficiently as
possible (World Bank, 1998). It seems particu-
larly critical in this respect for subnational gov-
ernments to have sufficient authority to manage
both expenditures and revenues sides.

For this reason, it is important to ensure that cor-
rect incentives exist on the revenue side.  Specifi-
caly, effective subnational governments must
have significant revenue sources under their con-
trol, for which they are economically and politi-
caly responsible. They must adso be able to pre-
dict with considerable certainty anticipated inter-
governmental transfersin any financial period.*’

In many Latin American countries, decentraliza-
tion has been recently characterized by the ear-
marking of substantial parts of intergovernmental
transfers to locdlities to local infrastructure in-
vestment. This is the case in Argentina (for

|t isthus not appropriate to have exactly the same
budget period for local and central governments, since
the former cannot determine their budgets until they
know the size and nature of the transfersthey arelikely
to receive from the latter.
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housing), Brazil, Colombia, Chile, Ecuador, Gua-
temaa, and Venezuela. Presumably motivated in
part by the desire to prevent loca governments
from “wasting” transfers on expanding local pay-
rolls, earmarking has had the paradoxical effect of
exacerbating loca fisca problems in some in-
stances (Annex 2). Although not fully effective
(since money is fungible, there is usually some
substitution of transfers for own-source revenues)
the result has usualy been to expand capital
spending to some extent, while making the al-
ready difficult problem of funding the operation
and maintenance of these investments even more
difficult. Even when it succeeds in fostering local
investment, earmarking has little to be said in its
favor. It distorts loca preferences, exacerbates
perverse incentives aready found in the loca fi-
nance system, and often connects revenue sources
with expenditures in totaly illogica ways.
Moreover, excessive earmarking (like the related
process of “mandating” subnational governments
to spend in accordance with central preferences
rather than their own) significantly reduces the
scope of subnational governments for effectively
managing expenditures, even if they had both the
will and the capacity to do so.

Good subnational budgeting should take place
within the framework of medium-term expendi-
ture framework (MTEF) both to ensure the proper
financing of investment projects and to reduce the
scope for the short-term political manipulation of
budgets (for example, to expand pre-election pub-
lic employment in an unsustainable fashion).’* An
essentia first step in this direction is to put sound
budgetary and financial procedures into place,
especialy in the more important subnational gov-
ernments such as states and large cities.

Subnationa budgets, like centra budgets, should
be comprehensive, accurate, periodic, authorita-
tive, timely, and transparent. The budget law

¥Unlessthereisan adequate MTEF at the central
level, it may be difficult to require onelocally. On the
other hand, given the growing importance of local gov-
ernments in many countries, it isincreasingly difficult
to have an adequate MTEF at the central level without
explicitly incorporating aggregate local revenues and
expendituresinto the budgeting and planning exercise.



should be uniform and clear, and it should be en-
forced. Moreover, expenditures should be subject
to externa audits to ensure that the law is fd-
lowed. All this would seem to require is a strong
central hand to ensure compliance with the rules.
For example, the central government should e-
tablish a “framework” budget law and require
adequate external audits (such as by a private
sector firm). It should not, however, subject sub-
national budgets to prior approval, or the whole
point of decentrdization is logt.

A strong budgeting and financia system aong
these lines will satisfy two essentia requirements
of good government. First, it will establish the
basis for financia control. Second, it will provide
reasonably accurate, uniform, and timely financial
information. Even the best set of financia proce-
dures does nothing, however, to ensure that scarce
public resources, even if properly spent and a-
counted for according to law, have been spent in
the best possible way or as efficiently as possible.
Nor, as some countries have seen in recent years,
does even the best-enforced set of budgetary pro-
cedures ensure that aggregate fiscal discipline will
be adequately maintained. To attain favorable
outcomes in these respects, additiona important
fiscd institutions need to be put in place.

For example, with respect to fiscal discipline, the
MTEF mentioned above can provide an essentia
baseline for measuring and monitoring the budg-
etary impact of policy changes. Similarly, it is
critical for fiscal discipline that the amount of
revenue expected from intergovernmental trans-
fersis predetermined and is not subject to political
re-negotiation during the budget year. Moreover,
subnational governments must not be able to d-
pend on central government bailouts of imprudent
financia decisons, such as unsustainable bor-
rowing or expenditure increases. On the other
hand, subnational governments should be able to
increase expenditures to the extent that the full
fiscal consequences of such increases are borne by
loca residents and, equally importantly, they
should be able to reduce expenditures if they so
wish.*®

%A s Rodden (1999) notes, Brazilian states are consti-
tutionally restricted in the extent to which they can
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Similar ingtitutional safeguards should be in place
to ensure alocative and operationa efficiency
within affordable fiscal limits. Allocative effi-
ciency requires that managers at all levels receive
adequate and accurate information on the effec-
tiveness and social outcomes of the programs for
which they are responsible. This can take place
for example, through the revenues produced by
properly-designed user charges (Annex 3 and/or
through participatory interaction with clients at
both the budgetary and implementation stages
(Vergara, 1999). Moreover, they must have
strong incentives to respond to these signals, for
example, by facing a predetermined spending
limit which can be dtered only if they can “sdl”
more services that their client groups are willing
to pay for.

Operational efficiency may best be achieved in
most cases by alowing line managers (like the
school managers mentioned earlier) significant
discretion, within budgetary cash limits, to redlo-
cate funds among inputs or perhaps even across
budgetary periods, subject to the attainment of
predefined operational (performance) goas as
well as compliance with appropriate internal and
external financia control and audit systems. Em-
phasis is thus shifted from input controls (hiring
S0 many persons at such and such a wage or rent-
ing SO many square meters of space) to output
controls (providing hedlth care of a determined
quality to so many persons within a specified time
period or issuing so many marriage licenses).

Shifting the emphasis in public finance from n-
puts to outputs in this way is an essentia step in
improving policy outcomes at any level of gov-
ernment. It carries with it some risks?® and it is
by no means as yet fully clear how best, or to
what extent, this shift can be accomplished in the
difficult circumstances facing most countries of
the region. Nonetheless, there is aready consid-
erable experience in Latin America with such

reduce expenditures, even those funded solely from
their own revenues. Such limitations are clearly not
conducive to good expenditure management.

“For example, there must still be full accountability by
clearly identifiable decisionmakers with respect to al
expenditure decisions to reduce the possibility of fraud.



techniques as client surveys, participatory budg- see more clearly some of the directions in which-
eting (notably in some Brazilian cities), perform- countries should begin to move in terms of expen-
ance budgeting, and user financing Burki et a., diture management if their leaders are serioudy

1999). The path to success is by no means clearly interested in making life better for their popula-
marked. But at last, it seems, we are beginning to tions.
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The Revenue Side

Before discussing the appropriate design of sub-
national taxes, it may be useful to clarify the
meaning of a subnationa tax. A completely sub-
national tax might be defined as one that is &
sessed by subnational governments, at rates de-
cided by subnational governments, which is aso
collected by subnational governments, with its
proceeds accruing to subnational governments. In
the real world, however, many taxes may possess
only one or two of these characteristics, and the
“ownership” of the levy may be unclear.

In Argentina, for example, athough part of the
proceeds of many taxes accrue to the provinces,
the rates (and bases) of these taxes are determined
by the national government, which aso assesses
and collects them. For most purposes, such taxes
are best thought of as central government taxes
that are alocated to the provinces through trans-
fers. This interpretation is particularly plausible
because there is little connection between the
amount transferred and the amount collected b-
caly.

Nevertheless, what appears as a central tax with a
related transfer program may, from some per-
spectives, be a subnational tax. If, for example, a
provincia government decides whether or not to
impose a particular tax, determines the tax base,
sets the tax rate, and receives al the revenues,
then even if the tax is collected by the central
government, the only role the latter plays is as a
collection agent. Presumably, the central govern-
ment has a comparative advantage in tax collec-
tion, and the subnational government has con-
tracted for its services in this respect. In this case,
there is no intergovernmenta transfer at all, &-
cept in the narrowest accounting sense®

21Argenti na’ s revenue-sharing system has sometimes
been interpreted along these lines because the prov-
inces have delegated much of their revenue-raising
power to the center and are, so to speak, simply being
“compensated” through the so-called coparticipacion
transfer. Asalready noted, however, thisinterpretation
does not appear to be economically meaningful both
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Intermediate cases between these extremes may
easly be found. In Brazil, for example, the states
impose and collect their own VATs (ICMS), but
the rate of the tax is set centraly and uniformly.
Most Canadian provinces do not levy persona
income taxes, but impose surcharges on the fed
eral income tax, which is collected by the federa
government and remitted to the provinces. A
third example is the case of Russia where al-
though the VAT base and rates are set centrally,
proceeds are shared with the regional govern-
ments on a derivation basis. In fact, the VAT is
actualy collected localy and the (variable) fed-
erd share is remitted (not always in a timely
fashion) to Moscow. In which of these three cases
is subnational tax power the strongest? Theory
and experience suggests that it is in Canada, the
only one of the three in which the subnational
governments do not, in fact, collect the tax in
question. Why? Because the most critical aspect
of subnationd taxing power is who is politicaly
responsible for setting the tax rate.

Tax Assignment in Principle

The traditiona theory of fiscal federalisn pre-
scribes a very limited tax base for subnational
governments. The only good loca taxes are said
to be those that are easy to administer locally, that
are imposed solely (or mainly) on loca residents,
and that does not raise problems of “harmoniza-
tion” or “competition” between subnational gov-
ernments or between subnational and nationa
governments?*> The only major revenue source
that passes these stringent tests is the residential
property tax. Taxes on vehicles and user fees may
aso fall under this category (Annex 3). Since this

because the revenues are not distributed on a derivation
basis and (especially) because the relevant tax rates and
bases are determined by the national government.

“The classic tax assi gnment arguments are set out in
Musgrave (1983). Recent restatements may be found
in Oates (1998) and McLure (1999a). For areview of
thisliterature, see Bird (1999a).



conclusion accords with the reluctance of most
central governments to provide subnational gov-
ernments access to their lucrative sales and in-
come tax bases, it is not surprising that it has ke-
come conventiona wisdom.  Subnational gov-
ernments amost everywhere are urged to make
more use of property taxes, and criticized when
they do not do so enthusiastically.

Up to a point, there is much to be said for this a-
gument. Unfortunately, that point falls far short
of the task facing many subnational governments
for a number of reasons. First, the conventiona
case for property taxes is to some extent flawed.
Such taxes are costly and difficult to administer
well, and these problems are greatly exacerbated
as the tax burden increases. Moreover, in prac-
tice, political reality means that increases in prop-
erty taxes are often concentrated primarily on
those nonresidential properties which most lend
themselves to tax exporting, thus undercutting one
of the principal arguments for loca use of this tax
base.

Second, even a well-administered local property
tax cannot finance major socia expenditures
(education, health, social assistance) except per-
haps in the richest (and usually largest) communi-
ties. To the extent that it is desirable for govern-
ments to finance from their own revenues the
services they provide, ether local governments
financed by property taxes are confined to pro-
viding such loca services as street cleaning and
refuse removal, or they are heavily dependent on
transfers from higher levels of government. This
is the pattern in most developed countries, in-
cluding the relatively few in which the property
tax is the mainstay of local finance. Inthe OECD
countries, to the extent that local governments are
not dependent on national transfers, they invaria-
bly impose significant direct taxes on businesses
or levy surcharges on nationa income taxes (Bird
and Slack, 1991).

Third, the conventional argument does not take
adequately into account the existence, in most
larger countries, of important regional (intermed-
ae) leves of government which often play a ma-
jor role in financing social expenditures. Even if
local governments, can to a considerable extent,
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finance loca services through property taxes and
user fees on residents, regional governments that
are responsible for such socia services as a rule
cannot. The conventiona approach, while not
firmly grounded in anything except expediency,
has been to suggest that such governments are, in
principle, best financed by retail sales taxes, Such
taxes are usualy assumed to fall mainly on resi-
dents® Asthe experience of the United States
and Canada have long demonstrated, retail sales
taxes can be administered at the regiona level.
However, it seems unlikely that this experience
can be applied to developing countries, which
have universaly found it impossible to administer
such taxes even at the nationa level.

Given the recent move towards decentralization in
Latin America and the concern frequently ex-
pressed about the resulting strain on intergovern-
mental fisca relations and the possibility of irre-
sponsible behavior by some subnational govern-
ments (Tanzi, 1996), the issue of subnational
revenues requires re-examination.  International
experience suggests that subnational governments
carrying out important expenditure functions are
more likely to do so responsibly the more respon-
sible they are for raising the revenues they spend.
While there will obviously aways remain an im-
portant role for intergovernmental transfers, espe-
cidly in countries with wide regiona economic
digparities, there seems to be no reason why
wedlthier regions (including metropolitan areas)
should not be able to raise and spend most of their
budgets themselves.*

%I reality, most retail salestaxesfall to aconsiderable

extent on business inputs even in devel oped countries.
One Canadian study, for example, found that between
one-third to one-half of theretail salestax basein dif-
ferent provinces consisted of such inputs (Kuo,

M cGirr, and Poddar, 1988).

For an earlier statement of this argument, see Bird
(1993). Note that an important implication of strength-
ening subnational revenuesis that the resources accru-
ing to different states or provinceswill differ greatly,
depending upon their access to the tax base in question.
While transfer systems could, in principle, be adjusted
asdesired to prevent unduly penalizing poorer regions,
as noted earlier, the extent to which such adjustments
will actually be made is country-specific.



Two basic principles of assigning revenues to
subnational governments may be suggested. Firgt,
“own-source” revenues should idedlly be suffi-
cient to enable a least the richest subnational
governments to finance from their own resources
al locally-provided services primarily benefitting
loca residents. Second, to the extent possible,
subnational revenues should be collected only
from loca residents, preferably in relation to the
perceived benefits they receive from loca serv-
ices. Thisapproach isin turn based on three sm-
ple principles: First, more attention should be paid
to matching expenditure and revenue needs at dif-
ferent levels of government. Second, greater effort
should be made to ensure that al governments
bear significant responsibility at the margin for
financing the expenditures for which they are -
litically responsible. And third, subnational taxes
should not unduly distort the alocation of re-
Sources.

The characteristics that might be sought in a sub-
national tax satisfying these requirements may
include the following:

- The tax base should be relatively immobile, to
allow local authorities some leeway in varying
rates without losing most of their tax base.

- The tax yield should be adequate to meet local
needs and sufficiently buoyant over time (that
is, it should expand at least as fast as expendi-
tures).

- The tax yidd should be reatively stable and
predictable over time.

- It should not be possible to export much, if any,
of the tax burden to nonresidents.

- The tax base should be visible to ensure a-
countability.

- Taxpayers should perceive the tax to be rea
sonably fair.

- The tax should be relatively easy to administer
efficiently and effectively.
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Not everyone would agree that al these charac-
teristics are necessarily or equally desirable. For
example, is it unequivocably good that subna-
tional governments should be insulated from e-
ther the tax base consequences of their tax rate
choices or from inflation? More importantly, the
characteristics that may be sought in an ideal loca
tax from the point of view of local and central
governments are not necessarily compatible.
Both levels might agree that the tax base should
be immobile, and perhaps also that the tax yield
should be stable and adequate to meet local needs.
Yet, while central governments should be con-
cerned about ensuring that the tax burden cannot
be exported to nonresidents and that the local tax
base is visible to ensure accountability, such a-
tributes are less likely to be appeding to loca
governments.

The bottom line, however, is that unless local
governments have some significant degree of
freedom to ater the level and composition of their
revenues, neither local autonomy nor loca ac-
countability are meaningful concepts. In particu-
lar, as noted earlier, subnationa governments
should be able to set tax rates (albeit perhaps
within limits). Though this condition is seldom
satisfied in developing countries, such rate flexi-
bility is essentia if a tax is to be adequately Ke-
sponsive to local needs and decisions, while e-
maining politically accountable.

Local governments should not only have access to
those revenue sources that they are best equipped
to exploit (such as residential property taxes and
user charges for local services) but they should be
both encouraged and permitted to exploit these
sources. A potential danger in permitting local
governments even limited freedom to tax is that
they will not utilize fully al the revenue sources
open to them, thus alowing the level and quality
of public services to deteriorate. If intergovern-
mental fiscal structures are properly designed, this
should not be a rea problem. If the service in
question is one of national importance (such as
research, for example) or one in which there is a
strong nationa interest in maintaining standards
(for example, poverty dleviation), it should pre-
sumably be funded and monitored by the centra
government. If it is not a matter of nationa inter-



est, why should the central government be con-
cerned? Of course, this argument assumes that the
central government has both adequate information
and a predetermined transfer system, as discussed
further in Sections 6 and 9 below.

If local eectors do not like what their local gov-
ernment does, or does not do, they can (try to)
“throw the rascals out” at the next election. The
freedom to make mistakes, and to bear the conse-
guences of one's mistakes, is an important compo-
nent of local autonomy in any country. Indeed,
unless local governments are given some degree
of freedom with respect to local revenues, in-
cluding the freedom to make mistakes (for which
they are accountable to voters), the development
of responsible and responsive local government is
likely to remain unattainable. Of course, if the
conditions of effective democracy and adequate
information are not satisfied, or if those who fall
to collect local taxes, or to spend revenues effi-
ciently are bailed out by discretionary transfers,
the “rascals’ may not be thrown out but rather re-
elected for their success in obtaining a larger share
of other people's money. Countries that, for what-
ever reason, fail to set up an appropriate intergov-
ernmenta fiscd structure are likely to have both
more problems in managing decentralization and
less satisfactory policy outcomes.

Another danger is that loca governments may
attempt to extract revenues from sources, for
which they are not accountable, thus obviating the
basic efficiency argument for their existence. To
avoid this problem, it may be desirable to limit
local government access to taxes that fall mainly
on nonresidents (such as most natural resource
levies, pre-retail stage sdes taxes and, to some
extent, nonresidential real property taxes). One
way to deal with this problem may be to establish
a uniform set of tax bases for loca governments
(perhaps different for different categories such as
big cities, small towns, and rural areas), with a
limited amount of rate flexibility permitted in a-
der to provide room for loca effort while re-
straining unproductive competition and unwar-
ranted exploitation. If inappropriate tax bases are
assigned to subnational governments, wasteful
competition and undesirable tax exporting are
likely to result.
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These general points are discussed further with
respect to two distinct, and important problems in
subnational taxation. The first is how to finance
regional governments. This problem is especialy
important in larger and federa countries, but it is
by no means confined to them. The second prab-
lem, found everywhere, is how to finance “local
services’ more narrowly understood.

Financing Regional Governments

The present assignment of taxes in most countries
with important regiona levels of government,
such as Brazil and Argentina, seems particularly
deficient. One problem is that there is a Sgnifi-
cant vertical imbalance between expenditures and
revenues, with consequent implications for auton-
omy, efficiency, and accountability. Another
problem is that the present confused and confus-
ing system results in significant costsCcosts of
administration, costs of compliance, and costs
arising from tax-induced inefficiencies in the alo-
cation of scarce resources?®

In principle, multitiered governments work best
when taxes and the benefits of public spending are
as closaly related as possbleCwhen citizen-voter-
consumers residing in a particular political juris-
diction pay for what they get from the public sec-
tor and get what they pay for (that is, benefit from
the expenditures financed by the taxes they pay).
Obvioudy, when citizens reside in several over-
lapping jurisdictions (local-state-nation) this so-
caled “principle of fiscal equivalence” (Olson,
1969) suggests that they should pay taxes to each

For adetailed discussion of the |atter problem, see
Bird and Mintz (1999). A particular problem arisesin
some countries because of the uneven geographical
distribution of natural resources and the resulting sev-
erance of the link between local taxes and benefits
when subnational governments are able to tax such
resources, asisoften the case. Theideal solutionisto
prevent them from doing so (Mieszkowski, 1983), but
if thisis not possible, considerable care must be taken
in designing other aspects of intergovernmental fi-
nance, particularly transfer systems, in order to offset
the resulting distortion as much as possible. Unfortu-
nately, although this problem isimportant in a number
of countriesin theregion, it cannot be discussed further
here.



level corresponding to the benefits they receive
from each jurisdiction. In this framework, inter-
governmenta transfers would exist to restore this
equivalence when, for example, some benefits
flow from one jurisdiction to another or (nega-
tively) when some taxes levied by one jurisdiction
are paid by persons residing in another.?®

Considerations of administrative efficiency and
feasibility may dictate that higher (or lower) lev-
els of government impose certain taxes or carry
out certain expenditures even when it would not
be dtrictly appropriate to do so on equivalence
grounds. Vertical fisca flows, like those that
dominate the intergovernmental fiscal scene in
most countries, are motivated largely by this con-
sideration, at least with respect to those flowing to
richer jurisdications. In contrast, if more adequate
subnational taxes are made available, this “fiscal
gap” (Boadway and Hobson, 1993) argument for
transfers disgppears. There is then no case for
universal intergovernmental fiscal transfers, since
in this system the richest units of government at
subnational levels should be essentidly sdlf-
sufficient (Bird, 1993). Any grants from higher
levels of government made for reasons of regional
equalization in this system should then be clearly
inframarginal, so that, as McLure (1999a8) notes,
al subnational governments face the full marginal
tax price of the spending decisions for which they
are responsible, thus yielding the hard budget con-
straint emphasized by such authors as Tanzi
(1996).

Good subnationa taxes (at both regiona and local
levels) should thus satisfy two main criteria. First,
they should provide sufficient revenue for the
richest subnationa units to be essentially fiscally
autonomous.?’  Second, they should clearly im-
pose fiscal responsibility at the margin on subna-

**Note that such transfers would be horizontal, between
provinces or municipalities, and not between levels of
government. An example of such asystem (at least in
principle¥the practice is quite deficient from this per-
gpective) isthe Fondo Comuin in Chile.

This does not preclude intergovernmental fiscal trans-
fersto achieve the usual “spillover” objectives but also,
as noted in Section 6, to ensure the adequate provision
of certain servicesto “national standards’
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tiona governments. As mentioned earlier, the
simplest and probably best way to achieve the
latter goal is by alowing them to establish their
own tax rates with respect to, at least, some major
taxes.

The most immediately important subnational
revenue issue facing large countries in Latin
America is the development of a satisfactory
revenue base for regiona governments, that is,
one for which they are politically responsible.
While more can be done in the form of regiona
excise taxes, especially on vehicles and fuels, in
most countries (Bird, 1999D), if regiona govern-
ments have significant expenditure responsibili-
ties, there are really only two important possibili-
ties. a surcharge on the central persona income
tax (PIT) or a surcharge on the centra vaue-
added tax (VAT). If local governments are to be
both large spenders and less dependent on grants,
they must have access to national tax bases. “Pig-
gybacking” through surcharges seems to be the
only viable way to do this while retaining an im-
portant element of political accountability.

The possibility of loca income tax surcharges
now seems to be broadly accepted. Unfortu-
nately, as Shome (1999) has recently emphasized,
few Latin American countries have sufficiently
robust central income taxes to offer much hope
that subnational governments will soon be able to
derive much revenue from this source. A poten-
tially more promising aternative for subnational
revenues may thus turn out to be a surcharge on
the VAT. Such atax dready exists and works
well in Canada, and its implementation now
seems feasible even in countries with less well-
developed tax administrations (Annex 4). At least
in the larger Latin American countries with fed-
eral features, such as Brazil, Argentina, or Mex-
ico, this path to increased regional taxation seems
to warrant further exploration.

Financing Local Services

Turning to local taxes, apart from user charges
(Annex 3), there seem to be only two major possi-
bilities¥sa revised, and revived, property tax and
an improved form of local business taxation.



The Property Tax. Almost without exception,
much can and should be done to strengthen the
deficient property taxes now in place in most
Latin American countries. The tax should be sm-
plified and applied uniformly. Cadastra maps
should be updated and valuations made more con-
sistently and currently. Improved use should be
made of flows of information from property reg-
istries, local building license authorities, public
utilities, etc. In addition, as Dillinger (1991) has
argued, from a revenue perspective, more atten-
tion should be paid to improving the “sharp end”
(collection and enforcement) rather than to the
technically more costly (and less immediately
productive in terms of revenue) mapping and sur-
veying of the tradtional cadastral approach.

Nonetheless, property taxes are not easy to ad-
minister, particularly in countries where inflation
is endemic, and they are never politically popular
owing to ther vishility and to certain inherent
administrative difficulties. Even in the most ®-
phisticated countries, local property taxes seldom
yield enough to finance local services. No devel-
oped country which depends significantly upon
property taxes for loca fiscal resources have a
local government sector that accounts for more
than 10 percent of total public spending (Bird and
Slack, 1991). Similarly, property taxes seldom
account for more than 20 percent of local current
revenues (or less than 1 percent of total public
spending) in developing countries (UNCHS,
1996). The property tax is a useful, even neces-
sary, source of local revenue, but it cannot easily
provide sufficient resources to finance a signifi-
cant expansion of local public services in most
countries.  Indeed, many countries have been
hard-pressed even to maintain the present low
relative importance of property tax revenues in the
face of varying price levels and political difficul-
ties.

These facts reflect both the political and the al-
ministrative realities of property taxation. One
reason for the commonly observed phenomenon
of widespread resistance to the property tax, for
example, issimply its visibility. The tax generdly
has to be paid directly by taxpayers in periodic
lump sum payments. Taxpayers who pay taxes
directly to the government tend to be more aware
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of the size of their tax bill than those whose take-
home pay is reduced by weekly or monthly tax
deductions. The need to make large periodic
payments may well add to the accountability and
responsibility of governments, but it aso in-
creases the sensitivity of taxpayers to even nomi-
nal increases in taxes.

The indagticity of the property tax has a similar
effect. Since the base of this tax does not increase
automatically over time, the periodic nomina in-
creases in property tax bills needed to maintain
real revenues when price levels rise require in-
creased tax rates. In terms of political account-
ability, the need to confront the people with the
cost of government is a virtue of the property tax.
However, the downside, at least from the govern-
ment's point of view, is the heightened visibility
of nominal tax increases and the accompanying
political resistance.

Finaly, property taxes best finance such services
as roads and garbage collection. The quantity and
quality of these services (or their absence) is thus
readily linked to the property tax. When potholes
develop in their street, taxpayers are understanda-
bly quick to question the taxes that supposedly
finance street repair. Again, the very feature that
makes the property tax a good source of loca
government revenue also makes it especidly vul-
nerable to political resistance.

Other problems result from property tax admini-
stration. As a rule, for example, property is &
sessed on the basis of its market vaue, usualy
defined as the price struck between a willing
buyer and a willing sdller in an arm's length trans-
action.  Even in countries with well-devel oped
property tax systems, political and technical issues
lead to discrepancies between assessed values and
market values within classes of property, between
classes of property, and across municipalities
(Bird and Slack, 1993). Since taxpayers can eas-
ily compare their property taxes with those of
similar properties in their neighborhood, such dis-
crepancies lead both to specific assessment -
peals and to general pressure for tax relief.

For such reasons, experience around the world
suggests that the political cost of reliance on resi-



dential property taxes is so high that no govern-
ment with access to “cheaper” sources of finance
will willingly do so. Both intergovernmental
transfers, which can be spent as local governments
wish, and local taxes on business, which can
largely be exported, must, as arule, be curtailed if
local citizens are to be confronted more openly
(through their local tax hills) with the true eco-
nomic (and political) costs of the decisions made
by those whom they have dected.

In particular, the temptation to indulge in politi-
caly panless but economically inefficient “tax
exporting” suggests that constraints should be
placed on the local taxation of nonresidential
property.?®  As discussed below, some local busi-
ness taxation may be justified on benefit (effi-
ciency) grounds, but it should aways be drictly
constrained in order to preclude localities from
attempting to shift the costs of services to outsid-
ers.

Other policy reforms are needed to turn the prop-
erty tax into a responsive instrument of local fiscal
policy. First and most importantly, as emphasized
earlier, local governments must be alowed to set
their own tax rates. Few countries currently give
local governments much freedom in this respect.
Secondly, the tax base must be maintained ade-
quately. In countries with much inflation, some
form of index adjusment may be advisable
(World Bank, 1989). National assessing agencies
must, if necessary, be provided direct financial
incentives to keep the tax base up to date. Finally,
procedural reforms are often needed to improve
collection efficiency, vauation accuracy, and the
coverage of the potential tax base. None of these
steps is easy, but countries that want to have local
governments that are both responsive and respon-
sible must follow this difficult road. There are no
short cuts to successful local property taxation.

“There appear to be no studies of this phenomenon in
Latin America. Studiesinthe U.S. (McLure, 1967)
and Canada (Ballentine and Thirsk, 1982), where resi-
dential property taxation is much more important than
in Latin America, suggest that “exporting” local taxes
on businessis both acommon and an important phe-
nomenon. It seemsunlikely tobelesssoin Latin
America

Local Business Taxes. Another critical problem in
many countries is the reform of various unsatis-
factory subnational taxes on business. While the
ability to distort market conditions through such
taxes must be restrained (for example, by estab-
lishing a uniform national base for local business
taxation, with a minimum and maximum rate’)
there is both an economic (benefit) case for some
regiond and loca taxation of business and, it
seems, often an overwheming political need for
local leaders to impose such taxes. Indeed, in
many countries, given the restrictions on (and un-
popularity of) residential property taxes and the
unreliability of central transfers, local business
taxes may be the only way in which loca gov-
ernments are able to expand revenues in response
to perceived local needs.*

Unfortunately, most forms of local and regional
business taxes found in developing countries may
introduce serious economic distortions. These n-
clude corporate income taxes, trade taxes, busi-
ness taxes, differentially heavy nonresidental
property taxes, and even so-caled “retail” sales
taxes (usualy levied in the form of levies based
on estimated gross receipts). One way to reduce
such problems is through a so-caled Abusiness
vaue tax@ (BVT)% a relatively low rate flat tax
levied on an income-type value-added base (An-
nex 4).3' In contrast to the earlier suggestion of a
regiona VAT surcharge, which was motivated
mainly by the desire to provide more adequate
Aowni revenues to regional governments and
hence to encourage greater fisca responsibility
and accountability, a BVT is aimed primarily at

29A minimum rate is needed to prevent distorting “tax
competition” (with richer jurisdictions, those with
larger tax bases, lowering ratesto attract an even larger
tax base). A maximum rate is needed to prevent dis-
torting “tax exporting” (as when jurisdictions in which
breweries or gas distribution pipelines are located i m-
pose especially heavy taxes on such facilitiesin the
expectation that the taxes will ultimately be paid by
persons not resident in thejurisdiction). .
Another, equally undesirable, outlet has sometimes
been borrowing, as discussed further in Section 8.
The history of thisidea, and various partial examples
found around the world, are set out in detail in Bird
(1999a). Anempirical application of this approach to
Canada may be found in Bird and Mintz (1999).



improving the alocative efficiency of subnational
revenue systems. Therefore, it seems less likey
to find a welcoming political audience. Nonethe-
less, this line of action may offer a potentialy
promising alternative to the proliferation of in-
creasing, and distorting, subnational business
taxes that otherwise seem likely to lie in the future
of many countries.

The Future of Tax Assignment

Suppose that both of the new proposals for subna-
tional revenue reform mentioned in this section
were to be accepted in any given country. The
result would then be a “family” of VATSs, with a
standard invoice-credit destination-principle con-
sumption-type VAT imposed at the centra gov-
ernment level, corresponding state VATS imposed
at varying rates on the same base by regiona gov-
ernments, and a BVT (essentialy an income-type
VAT imposed by the subtraction or the addition
method) levied on al VAT registrants by regional
(and perhaps larger local governments) at rela-
tively uniform rates. In addition, al levels of
government should apply appropriate user charges
and some excise taxes (particularly those related
to vehicles) might appropriately be levied at the
regiona level. Thereis aso a strong case in most
developing countries for more effective loca
taxation of residential property. Finally, the cen
tral government may continue to levy both a cor-
porate and a (progressive) persona income tax,
perhaps with regional governments imposing flat-
rate PITs on the same base.

Much work needs to be done to develop the a-
talls of such a tax assgnment scheme in specific
national circumstances. Some of the issues that
need consideration are the myriad details of a-
sign and administration, the relation between dif-
ferent levels of subnational government and the
role and design of intergovernmental fiscal trans-
fers® The agppropriate and tolerable level of

32De'volving more taxing authority to subnational gov-
ernments will mean most in revenue terms to those
with the largest tax bases. As noted earlier, if acountry
isat all concerned with providing relatively equal op-
portunities for access to key public services, amore
explicitly equalizing transfer system may be required.
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asymmetry in the application of the suggested
principles to subnational governments of vastly
differing size and competence aso needs to be
established. Nonetheless, it does appear that the
three long-accepted principles governing subna-
tiona taxation detailed below need to be dis-
carded.

First, the conventional model of tax assignment,
which in effect assigns all significant revenue
sources to centra governments, is clearly inap-
propriate for countries in which subnational gov-
ernments, for whatever reason, account for a sig-
nificant proportion of public sector spending. If
such governments are to be big spenders, they
must, in the interests of fiscal responsbility and
accountability, also levy higher taxes?

Second, the VAT isthe key to central government
finance in most developing countries. Central
governments are most reluctant to lose control
over this tax, and this understandable reluctance
has, until now, been supported by the conven-
tiona wisdom that subnational VATSs are not
technically feasible. Contrary to what has long
been thought, however, such taxes are feasible.
Subnational VATs may thus, over time, become
the most important source of regional revenue in
a least some of the larger federd countries in
Latin America

Third, admirable as the user charge and property
tax package conventionally recommended for -
nancing local governments is in many ways, expe-
rience has made it clear both that these proposals
are very difficult to implement and that they are
unlikely to provide an adequate fiscal base if local
governments have major spending responsibilities
in the social area. One result has been the prolif-
eration of a variety of bad loca (and regional)

31 principle even subnational governments that de-
pend heavily upon intergovernmental transfers may
spend such funds efficiently and responsibly provided
that all the conditions discussed in Section 2 are fully
satisfied so that budget constraints are hard and local
decisionmakers bear the full consequences of their de-
cisions at the margin. Since few, if any, countries are
likely to achieve such perfection, however, the better
part of wisdom would seem to be to follow the advice
in the text to the extent possible.



taxes on business. Partid relief from theresulting  solve all the problems of establishing sound and
distortion may lie in the introduction of a “busi- workable subnational tax regimes in al develop-

ness value tax” (BVT) at alow and uniform rate. ing countries. Such reforms would, however, g-
Even mgjor reforms along these lines would not pear to move matters in the right direction.
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Designing Intergovernmenta Transfers

Regardless of the revenue sources made available
to loca governments, transfers from centra to
loca governments will undoubtedly continue to
congtitute an important feature of the public fi-
nances of many countries. Transfers are needed
if, for whatever reason, services must be provided
by loca governments that do not have the fisca
capacity to finance them at levels considered ade-
quate, if there are externdlities associated with the
services in question, or if a country wishes to take
inter-regiona differences in needs into account.
A wedl-designed system of intergovernmental
transfers thus almost inevitably congtitutes an es
sential component of any decentralization strat-

egy.

Experience suggests that no smple, uniform pat-
tern of transfers will be suitable for al circum-
stances. Since one size will not fit dl, the first
task of the fiscal tailor is to know as much as pos-
sible about the client. In particular, since transfers
reflect closely the nature of a country's political
system, their inherently political nature must be
taken into account. One way to do so issmple, if
somewhat artificia: focus on the effects, rather
than on the instruments used to achieve them
(Bird, 1993). Transfers as such are neither good
nor bad. What matters are their effects on such
policy outcomes as alocative efficiency, distribu-
tional equity, and macroeconomic stability. If, for
example, the sole objective of fiscal decentraiza-
tion is the efficient ddlivery of public services, as
is assumed in the benefit model of Section 2, then
al that matters is how transfers affect the effec-
tiveness and efficiency of public sector opera-
tions.

The critical issue about intergovernmental trans-
fers is, thus, not who gives them, or who gets
them, or what the details of program design are,
but solely their effects on policy objectives. As
with user charges, the idea is to “get the prices
right” in the public sector by designing transfers
so that they do not weaken the hard budget con-
draint that exists if local citizens determine and
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pay for the services that they receive (at least at
the margin). Even if, asis likely to be the case in
many countries, local democracy is not perfect or
well-informed, it is still critical to ensure that
transfers do not worsen outcomes by bailing out
the incompetent and the irresponsible.

This focus on results suggests some desirable
characteristics of transfer programs. Efficiency
requires that those responsible for the provision of
any service have a clear mandate, adequate re-
sources (including, those they themselves raise),
and sufficient flexibility to make decisions, while
being held accountable for results. Transfers must
be designed to satisfy these conditions. In addi-
tion to being “incentive-compatible’ in this sense,
simplicity, objectivity and transparency in transfer
design are adso important characteristics if the
system isto work well.

Properly-designed transfers can achieve this goal
even if they finance 90 percent of loca expendi-
tures. Poorly-designed transfers will not, even if
they finance only 10 percent of expenditures.
There is no andytical rationae for the argument
sometimes made that accountability requires, say,
half or more of local expenditures to be financed
from local sources. However, it is obvioudy im-
portant to ensure that larger, more powerful juris-
dictions ¥ those where failure is likely to give rise
to sgnificant externalities and which are thus
more likely to be bailed out¥s are self-financing
to the greatest extent possible. Fortunately, these
are aso usualy the places where potentia local
revenue bases are the greatest so that properly-
designed transfer programs may have the greatest
gavanizing effect on loca revenue mobilization.

In redity, of course, many transfers are intended
to achieve broader political goals, such as secur-
ing and maintaining stability either by rewarding
friends or buying off enemies. Such objectives
ae by no means unimportant or irrdevant in
many countries, as Breton (1996) has convinc-
ingly argued in genera terms (and as Treisman



(1998) has recently demonstrated empiricaly for
Russia). Nonetheless, from the economic per-
Spective, it is important to minimize the collateral
damage done to efficiency objectives by such
“political” transfers.

Key Design Options

Three key factors in the design of intergovern-
mental fiscal transfers are the size of the “dis-
tributable pool,” the basis for distributing trans-
fers, and conditionality.

Determining the Distributable Pool. Stability and
flexibility are important characteristics of any
good system of intergovernmental grants. How
can these apparently contradictory characteristics
be achieved smultaneoudy? Basicaly, there are
only three ways to determine how much money is
to be distributed through intergovernmental fiscal
transfers: (1) as a fixed proportion of central gov-
ernment revenues or some other macro basis, for
example, as a percentage of GDP; (2) on an ad
hoc basis, that is, in the same way as any other
budgetary expenditure; and (3) on a “formula
driven” basis ¥ for instance, as a proportion of
specific loca expenditures or in relation to some
genera characteristics of the recipient jurisdic-
tions. Variants of al these methods are found
around the world.3*

If the centrd government wishes to maintain
maximum political and budgetary control, the best
system might seem to be one in which the tota
amount to be transferred (the “distributable pool”
or the “primary distribution”) is determined annu-
ally in accordance with budgetary priorities. Un-
der such a system, however, subnationa govern-
ments will neither be able to budget properly nor
will they face an appropriately hard budget con-
straint. Moreover, centra governments that are
susceptible to pressure from subnational govern-
ments may wish to insulate themselves to some
extent by adopting aless discretionary system.

A better way to provide both some degree of sta-
bility to local governments and some degree of

#seethe country discussionsin Shah (1994), Ahmad
(1996), and Bird and Vaillancourt (1998).
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flexibility to the centra government is by estab-
lishing a fixed percentage of al central taxes (or
current revenues) to be transferred.  Sharing spe-
cific national taxes is less desirable than sharing
al national taxes because over time centra gov-
ernments will understandably tend to increase
more those taxes which they do not have to share.
When nationa taxes are very senditive to external
shocks (such as a fal in export prices), however,
this approach, although it may till be justified as
sharing the pain between levels of government,
may provide insufficient stability for the subna-
tional finance of such vital human capital devel-
opment services as education and hedth. For this
reason, it may therefore be desirable either to base
the total amount transferred on a more stable
macro measure such as a moving average of GDP
growth (as is done, for example, in Canada) or
perhaps to finance such services separately
through a system of capitation grants (Annex 6).

The Distributive Formula. A sound transfer sys-
tem distributes funds among recipient jurisdic-
tions on the basis of a formula. Discretionary or
negotiated transfers are undesirable. Needs and
capacity are the essential ingredients of most for-
mulas for genera transfer programs (as opposed
to “matching grants’ which are intended to fi-
nance narrowly-defined projects and activities
¥aAnnex 7). Needs may be roughly proxied by
some combination of population and the type or
category of municipality, or more refined mess-
ures might be used.®* A more difficult, but con-
ceptualy critical, problem is to include a measure
of the capacity of local governments to raise re-
sources, given the revenue authority at their dis-
posa. Even though, to remain transparent, for-
mulas should not be too complex, any desired de-

*An example of refined measurement is the Australian
system sketched in Annex 5. Greater refinement need
not mean better measures. Colombia, for example,
includes ameasure of “unsatisfied needs” in itstransfer
formula. Theresult, however, isthat the formula as-
sumesthat it costs more to provide a given unit of
service in onelocality than in another, even thought
there is no reason to expect any particular association
between needs and costs (World Bank, 1996a).



gree of interjurisdictional equalization can be
build into such aformula (World Bank, 1996a).3¢

A good transfer system, for example, might be
structured to provide each local government with
sufficient funds (own-source revenues plus trans-
fers) to deliver a (centraly) predetermined level
of services. Because capacity-based transfers are,
in principle, based on measures of potential reve-
nue-raising capacity (not on actual revenues), as
developed below no disincentive to fiscd effort is
created by this approach. Differentials in needs
and in the cost of providing services (for example
in rura or less densely-populated areas) may be
taken into account although caution is necessary
in introducing refinements since it is al too easy
to turn a simple, transparent formula into an do-
scure and manipulable one.  (Annex 5 outlines
capacity-based transfer systems in Canada and
Australia).

Conditionality. Once the total amount to be dis-
tributed has been decided and the basic distribu-
tion formula determined the question remaining is
whether the transfer should be made conditional
on the provision of certain services at specified
levels. Two quite different approaches may be
taken. On one hand, to the extent that the primary
objective of the transfers is to ensure that al re-
gions of the country have adequate resources to
provide services at acceptable minimum stan-
dards, smple “lump-sum” transfers, with no con-
ditionality other than the usual requirements for
financial auditing, will suffice (Shah, 1994). This
approach assumes that the fact that the funds flow
to locally-responsible political bodies will ensure
sufficient accountability and that it is neither nec-
essary nor desirable for the centra government to
interfere with or influence local expenditure
choices.

On the other hand, if the central government is, in
effect, using local governments as agents in exe-
cuting nationa policies (such as providing pri-
mary education at a specified level throughout the
country), then it would make sense for the attain-

)t isoften argued that formulas should also include
explicit measures of effort, but effort can be adequately
taken into account in a capacity-based formula.
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ment of some level of educational performance to
be made a condition of the transfer (Bird, 1993).
Since money is fungible, even transfers based
solely on need do not ensure that the recipient
governments will use the funds they receive as the
central government might wish-unless receipt is
conditioned on performance and compliance is
monitored in some way. Although the extent to
which fungibility is a problem depends upon
whether the preferences of donors or recipients
should rule, in the circumstances of most devel-
oping countries some conditionality often seems
desirable, particularly when important national
services such as education and health are provided
by local governments (Annex 6).

Expenditure conditionality ensures that grant
funds are spent on the specified service. It does
not guarantee that grant funds do not simply dis-
place “own” revenues that would otherwise have
been spent upon the service in question. The ex-
tent of such substitution may vary greatly from
service to service (Slack, 1980). An alternative is
performance conditionality, which focuses on
outputs rather than inputs (for example, the pro-
portion of students achieving certain standards
rather than the amount spent on education). This
approach has considerable merit. For example, it
focuses on what is presumably the rea policy do-
jective: education. It aso, however, makes much
greater demands on the ability of the central gov-
enment to interpret the inevitably incomplete
(and perhaps biased) information it receives. Ex-
perience suggests that, while it is useful to attempt
to develop such indicators, it would be unredistic
to think that the many problems in doing so will
soon be solved (Bird and Banta, 1999).

Fiscal Capacity and Fiscal Effort

Some measure of fiscal capacity is an essentia
element in the design of intergovernmenta trans-
fers to provide appropriate incentives both to local
fiscal effort and to the appropriate use and man-
agement of transfer funds by recipient govern-
ments. In the absence of such a measure, a rough
approximation may be attempted by using esti-
mates of per capita regiona GDP or some other
macroeconomic index.  Unfortunately, experi-
ence suggests that such indexes may not be



closely corrdlated with a reasonable tax capacity
index (World Bank, 1996b). The “representative
tax system” approach used in such countries as
Canada and Australia (Annex 5) has not yet been
tried in Latin America

Although the evidence in support of the oft-
asserted “fiscal laziness’ of loca governments
and their failure to exert adequate effort to mobi-
lize resources is far from overwhelming (Bird and
Fiszbein, 1998), it is often argued that explicit
measures of fiscal effort should be included in
transfer formulas. There may indeed be reason
for concern about the lack of will to utilize even
the limited revenue mobilization discretion usu-
aly available to local governments. The solution,
however, is unlikely to lie in playing with the
terms of the distributive formula. Indeed, such a
step is seldom advisable.  Conceptualy, fisca
effort may be most meaningfully understood as
the ratio of actua taxes collected to “potentia”
taxes estimated on the basis of some standard
measure of fiscal capacity and some standard tax
rate (such as the national average). So defined,
the absence of reliable empirical estimates of fis-
ca capacity renders the concept largely non-
operational in most countries.

In any case, the measurement of fiscd effort is
more complex than simply calculating such a fa-
tio. If, for instance, tax bases are sengtive to tax
rates, then this measure will overestimate capacity
in areas with low tax rates (and hence underesti-
mate the effort needed to increase tax rates) le
cause the base will decline if the rate is increased.
Moreover, given the limited flexibility of most
subnational governments to alter revenues, it is far
from clear the extent to which revenue behavior
reflects “own effort”. Placing undue weight on
fiscal effort in alocating grants may, for example,
unduly pendize poorer aress, where, by defini-
tion, a given percentage increase in effort is more
difficult to achieve. The problem giving rise to the
need for equalization in the first place is that the
fiscal capacity (tax base) of poor areas is too low,
not that their tax rates are too low. Imposing an
additiona penalty on such localities is hard to
justify.®

370n the other hand, experience in some countries sug-
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In addition, including actual tax rates in any for-
mula undesirably opens it to manipulation by re-
cipient governments and hence distorts their allo-
cative decisions. In fact, some such effects occur
even in capacity-based grants when actual rates
enter into determining a “standard” rate (Smart
and Bird, 1997). Such problems will be even
greater if the actual tax rate of any particular ju-
risdiction actually determines to some extent the
size of the transfer it receives. Such arguments,
combined with the fact that equalization transfers
including a capacity factor embody a strong im-
plicit incentive for transfer recipients to levy taxes
at least at average levels, suggest that it is neither
necessary nor desirable to include explicit effort
factors in transfer formulas, even if such factors
could be calculated in some reliable way.

Nonethdless, it is important to take fisca effort
into account in a more general sense in designing
transfers Wiesner, 1992). The reason is smply
that local citizens should be required to pay in
some meaningful sense for what they get so that
those who make local expenditure decisions can
be held accountable (through local political insti-
tutions) for their actions. So long as loca gov-
ernments are spending what they and their con-
stituents view as “other people's money,” they are
unlikely to be under much loca pressure to spend
it efficiently. Experience shows that people are
more careful in spending money they have to earn
(taxes they have to pay themselves) because they
are aware of the burden of taxation and because
they will feel ownership of the activity as a result.
Unless increased transfers are matched by a local

geststhat introducing an effort correction into fiscal
transfers may actually give moreto poorer areas (that
is, increase the redistributive effect of transfers) be-
cause poorer areas, once their much smaller fiscal ca-
pacity istaken into account, often levy relatively higher
taxes than their richer neighbors. Again, itisby no
means clear that this outcome is desirable. In practice,
neither of these effects has been noticeable in most
countries with “effort” measuresin their formulas, ei-
ther because the measureis seriously deficient (for
example, the simple percentage increase in revenues)
or because the weight attached to this factor is so small
(World Bank, 1989, argues that both these problems
existed with respect to the effort factor in the Colom-
bian municipal grant).



contribution (however small that contribution may
be in the poorest communities) the full efficiency
benefits of decentralization are unlikely to be re-
alized. People do not, it seems, take ownership of
what is given to them in the same way as they do
of things they have to pay for themselves, at least
in part. And without local ownership, expenditure
efficiency seems unlikely to be enhanced by -
centralization.

Transfers and Poverty

Some analysts assess intergovernmenta transfers
in terms of how they affect the development of
different regions. Others do so in terms of how
successfully such transfers serve as proxies for
direct interpersona distributional measures. In
Argentina, for example, athough most transfers to
provinces are unconditional, the relationship of
transfers and poverty is broadly positive; poorer
provinces receive more support from the centra
government, though it is not the very poorest that
gain most. The regiona redistributive process
seldom runs smoothly, however. Porto and San-
guinetti (1993) show that per capita transfers to
the poorest provinces (Chaco, Formosa, and San-
tiago del Estero), where 40 percent of the popula-
tions lives in poverty, are only dightly higher than
the average per capita transfer to al provinces. On
the other hand, per capita transfers to some rela-
tively wedlthier provinces (such as Catamarca)
were amost double the average.

Transfers, particularly those for investment pur-
poses, are clearly influenced by political and ter-
ritorial criteria. In Chile, for example, most e
giona investment is done by the centra govern-
ment. As in Argentina, the results favor southern
frontier regions with low population density
(Aisén and Magallanes). Nonetheless, per capita
investment in Chile's poorest regions (Maule and
Biobio) were close to the 1991 average (Espinoza
and Marcel, 1993). Of course, many poor fami-
lies live in rich regions. Over hdf of all Chileans
with incomes below the poverty line live in the
wealthiest regions of the country: the Metropoli-
tan Region of Santiago, Vaparaiso and Libertador
@@l in Centra Chile). Territorially-based transfers
are inherently inefficient in reaching these poor
families.
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The greater the weight the central government
ataches to the equitable delivery of essentia
services to specific groups of poor citizens, the
less the weight that can be given to local govern-
ment autonomy. If a principal aim of central pol-
icy is to ddiver “basic needs’ to the poor, it
should do it itself or develop an elaborate and de-
tailed (and probably not very effective) monitor-
ing system to ensure that local governments per-
form their role as agents of centra policy effi-
ciently and equitably. Decentraization, properly
carried out, may have many virtues, but doing
exactly what the central government wants in
terms of income redistribution is not likely to be
one of them.

Targeting the neediest is dways difficult in devel-
oping countries. Nonetheless, Chilean munici-
palities appear to have been able to implement a
fairly sophisticated method of targeting the poor.
Municipalities maintain social welfare depart-
ments to gather, update, and verify data through
household visits. Information from these ques-
tionnaires are fed into a national database, and
national household surveys check municipa data
periodically (World Bank, 1993). Chile's combi-
nation of better staff (see Section 7 below) and
better data appears to allow it to come closer than
most countries to achieving the level of sophisti-
cation needed at the local level to implement such
specific poverty-aleviation schemes as direct de-
livery (or contracting) of preschool meals and nu-
trition supplements.®

When local governments are expected to play a
major role in delivering socia services, they in-
evitably depend on central government transfers.
Experience suggests that successful decentraiza-
tion with a focus on poverty aleviation, must take
care not to complicate intergovernmental finance
unnecessarily (Bird and Rodriguez, 1999). Fisca
relations between governments are inevitably

A recent study in the much less developed country of
Albania has similarly suggested that local targeting
may sometimes be more effective than central efforts
in relieving poverty (Alderman, 1998). Such outcomes
assume either that local elites support these efforts or
that the central government effectively monitors|ocal
efforts, or both.



complex. If the centra government wants to &-
complish a specific goa such as delivering spe-
cific services to specific (poor) households, it
should do so, without further complicating inter-
governmental finance. Many of the complica-
tions, and complaints, that characterize intergov-
ernmental fiscal relations in most countries result
from overloading the system with tasks for which
it isill-equipped, such as targeted poverty alevia-
tion. Whenever feasible, direct transfers to the
poor are better than indirect transfers to localities
intended primarily to help poor households.*

Similarly, if the provison of a nationwide basic
uniform (or minimum) level of health or educa-
tional services is an important objective of na-
tiona policy, the nationa government should &-
ther provide such services itsdf or directly trans-
fer the needed resources to the target population,
perhaps through some voucher system. |If, for
whatever reason, key poverty-related services
must be provided through decentralized govern-
ments then (in addition to such issues as those
discussed in Annex 6), very careful attention has
to be paid to:

- getting the prices facing service providers right
(for example, through a well-designed system of
grants),

- setting up an information and inspection system
able to ensure that the desired services are -
livered to the target groups, and

- devising a system (such as a “fall-safe”’ clause
for direct nationa provision) to deal with non-
compliance without punishing the innocent.

These are not easy tasks. For example, experience
suggests that it is not easy to develop an effec-
tively decentralized hedlth system that provides
acceptable minimum levels of service in poor re-
gions, let aone to poor people. In Chile, munici-
palities have for some years provided basic med-
ca care, with most financing coming from ear-
marked subsidies from the central government.
The subsidies were initidly based on the number

% ndeed, such transfers may even have perverse ef-
fects. Localitiesthat receive more money if they have
more poor people have no incentive to reduce the nun
ber of poor.

and type of treatments provided by municipa
health posts, and the level of reimbursement was
intended to reflect the full cost of each specific
type of treatment. The original open-ended reim-
bursement system, however, prompted a high
level of demand and an unsustainable increase in
total subsidies. As a result, in 1983 the central
government imposed an arbitrary ceiling on these
payments, but hedth expenditures continued to
increase and had to be financed from loca re-
sources. From 1987 to 1990, municipal subsidies
for primary health increased at an average annual
rate of 61 percent, athough they still anounted to
only 4 percent of municipal expenditure in the
latter year (World Bank, 1993). Similar problems
have occurred in other countries with decentral-
ized hedth deivery systems and centralized fi-
nance (for example, Canada).

Conclusion

Three digtinct types of transfers play a role in
most countries.*® First, programs with strong ra-
tiond rationales and substantial interpersona re-
distributive elements (such as education and
health) might be separated out and funded through
a national capitation system (Annex 6). Such
programs are focused on redistribution among
persons rather than regions. Central governments
also have an interest in the provision of physical
infrastructure related to these programs as well as
other projects with significant spillovers. These
investments might be financed on a matching
grant (cofinancing) basis (Annex 7). However,
these transfers will not work properly unless a
final critica component of the system of intergov-
ernmenta transfers, which may be called a “gen-
eral purpose’ grant, is put into place. Such a grant
has two important, and distinct, rationales. The
first rationale, and the most important from a sys-
temic perspective, is to provide the necessary u+
derpinning for decentraization, and for the other
transfers by equalizing (to some level) the fiscal
capacity of departments and municipdities. The
basic economic case for some form of genera

40Although some or all of the features of these three
types of transfers may be combined in asingleinstru-
ment, it is nonethel ess important to keep them analyti-
cally distinct.



transfer is to enable poorer local governments* to
respond adequately to centra transfers intended to
generate the appropriate level of public goods.*?
A second rationale may be to provide sufficient

*Note that this means* poor” in terms of their capacity

to raise resources out of local taxesimposed on local
residents not necessarily in terms of how high the pri-
vate incomes of those residents or the output of the
locality may be. Thisdistinction isimportant: local
people can berich, but the local government may
nonetheless be poor because it has accessonly to a
very limited range of taxes and charges.

The casefor at |east some unconditional general
transfer support to most (perhaps all but the very rich-
est) local governments thus has nothing to do with re-
distribution but is based on an efficiency argument.
This need not be the whole story in efficiency terms.
There may, for example, be growth-deterring effects of
such transfers on migration.
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resources to enable dl local governments, even
the smallest and poorest, to provide a basic pack-
age of local services other than health, education,
or infrastructure.*?

43Although from apurely economic point of view, this
objective may appear to make little sense, one ration-
ale, similar to the familiar “basic needs’” argument,
might bethat all citizens should be entitled to some
basic level of local services, regardless of where they
happen to live. Although the lack of local resources
should not be confused with alack of local capacity to
make and implement suitable expenditure decisions
(World Bank, 1995b), it is nonetheless evident in many
countries that many poor local governments will al-
ways be dependent on transfers. A critical questionin
transfer design is therefore how to provide the basic
resources such non-viable municipal governments need
to survive while maintaining adequate incentives for
them to do what they can in terms of raising their own
revenues. Fortunately, it turns out that the same basic
general support transfer design needed to make the
capitation systems for education and health (Annex 6)
and the matching grant system for infrastructure (A n-
nex 7) can readily accommodate the politically neces-
sary task of ensuring the survival of even thefiscally
unfit.



Improving Local Capacity

One concern about the possible dangers of decen-
tralization arises from the poor quality of local
administration in most developing countries
(Prudhomme, 1995). While there is often good
reason for such concern, to considerable extent
countries get the local governments they want and
deserve. Subnational politicians and officias, like
those at the centra government level, respond to
the incentives with which they are faced. If those
incentives discourage initiative and reward ineffi-
ciency and even corruption, it should not be sur-
prising to find corrupt and inefficient loca gov-
ernments.  The appropriate response is to adjust
the formal and latent incentive structures affecting
local (and central) decisonmakers to make it pos-
sible and attractive for honest, well-trained people
to embark in a career in local government. Given
appropriate incentives (in terms of heightened
expectations of improved services from their con-
stituents and access to resources for which they
are politically responsible) even very smal loca
governments have demonstrated significant im-
provements in administrative capacity within a
relatively short time (Fiszbein, 1997).

If expenditures, taxes, and transfers are set up
properly aong the lines sketched earlier, decen-
tralized provision of services seemsin principle at
least, as likely as centralization to prove fiscaly
responsible. Moreover, it should be both more
efficient and more accountable. Nonetheless,
many are dubious of such assertions, not least ke-
cause of experience in countries in which decen-
tralization has not been well structured. Central
politicians and officias are generally among the
first to deplore the inevitable examples of corrup-
tion, malfeasance, and general incompetence that
are likely to emerge in countries in which (often
for the first time in their history) people at the lo-
ca level are being asked, encouraged, and re-
quired to make decisions for themselves and to
bear the consegquences of them. Some of the peo-
ple who fed this way may lose their jobs if they
can be done more efficiently and in a more &-
countable fashion in a decentralized system.
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More generdly, like al maor ingtitutiona
changes, decentralization is a complex and
lengthy process. Dillinger, Perry, and Webb
(1999) recently noted that many of the alleged
macroeconomic problems arising from decentrali-
zation are transitiona. Much the same may be
said of some of the implementation problems d-
ten experienced at the local level.

Those who emphasize the local capacity problem
often suggest one of two solutions. If they sup-
port decentralization, they usually propose in-
creased central support of local training and yo-
grading. If they are less supportive of decentrali-
zation, they often in effect take back the devolved
power through means such as earmarking and
mandating local expenditures (Annex 2). While
there is little to be said for the latter approach,
even the former may sometimes be dightly poi-
soned since there is no reason to believe that the
best or only source of technical support and
training for newly-decentralized activities should
come from the central government.

During the last decade Colombia has made major
strides toward decentralizing responsabilities and
resources to its two levels of subnational govern-
ment (departamentos and municipios). Consder-
able doubts have been expressed as to the effects
of the newly decentralized system on the poor,
particularly with respect to socia spending. Both
the willingness and the capacity of local govern-
ments to deliver effective assistance to aleviate
poverty have been questioned (World Bark,
1994).

Although partial and preliminary, the evidence
with respect to the development and use of local
capacity in Colombia is surprisingly encouraging.
A study of 16 municipalities across the country
found numerous positive results in terms of e
hancing local capacity (World Bank, 1995b).*

“As Maldonado (1999) emphasizes, however, this
study sample was non-representative, sinceit wasde-



Some municipalities, for example, improved the
sKkills of loca officias through competitive hiring,
sharing the services of professionals among nu-
nicipalities, training municipa employees, and
rotating personnel across different departments in
the same municipality. Capacity in terms of cap-
tal was dso increased. One municipality privat-
ized road maintenance; another put private devel-
opers in charge of the construction of urban roads.
Computers have been introduced to monitor water
and sanitation services in other localities. Some
municipaities have started to share equipment.
Some have aso improved their technological @a-
pability (in terms of internal organization, plan-
ning, and monitoring) to ensure better manage-
ment of municipal projects.

Underlying these improvements is a more basic
change. In effect, some Colombian municipalities
have moved to a “demand-driven” approach to
public services as opposed to the previous “sup-
ply-driven” approach.  Increasingly, reflecting
both the liveliness of local politics and more ex-
tensive community participation, people are get-
ting what they want, rather than what someone in
the capital thinks they should want. Most munici-
palities have emphasized roads, education, and
water works. These priorities may not aways
coincide with what the central officias previoudy
in charge of these areas think is most important,
but since these are the needs people perceive,
these are the needs that the newly empowered and
responsive local governments are attempting to
satisfy. Opinion surveys suggest that the resulting
sectoral allocation of resources is consistent with
community preferences, with most respondents
indicating that they trust the loca government
more than the national government to deliver
goods and services (World Bank, 1995h).

As always, people are central to success, and the
key to successful decentralization in any areaisto
provide the right incentives and institutional
structure to induce and permit the right people to
be in the right places. Thisis not always easy, and
more attention should be paid to this critica “hu-
man” dimension of decentraization. Since newly
empowered local governments are unlikely to ce-

liberately chosen to reflect largely positive experiences.

liver services efficiently or to maintain (or meet)
high quality standards, one way to deal with po-
tential capacity problems has sometimes been to
reassign central government workers to local gov-
ernments. In the Philippines, for example, central
government employees who were transferred to
newly-decentralized local services in 1991 re-
ceived on average around US$142 a month (at the
officia exchange rate) compared to only US$38
for loca employees (Bird and Rodriguez, 1999).
In these circumstances, improved quality and de-
livery of services may lead to an increase in loca
sdary bills. Indeed, more generaly as Campbell,
Peterson, and Brakarz (1991) have argued with
respect to Latin America, if service levels are to
be maintained, decentralization may well increase
rather than reduce government outlays, at least
initially, through a “levelling-up” of salaries and
service levels.*> Over time, of course, cost-saving
incentives may come into play and offset this ini-
tial effect.

A related problem that may arise concerns the
location of central government officials who are
reassgned to the loca level. In principle, the
most motivated public servants should be relo-

cated to the areas of greater need. In most coun-

tries, however, most public employees work in the
capital region, and there is generally no observ-

able relation between regiona “needs’ and the
ratio of public employees. A greater concentra-
tion of public employees in poor areas may not
necessarily reflect a change for the better. Public

bureaucracy is an essential part of the delivery of

government services, but it may aso reflect the
creation of jobs for partisan supporters. Such a
pattern seems clear in Argenting, for example,
where the richest provinces (such as Buenos Aires
and Cordoba) have less than 30 public workers
per 1,000 residents while poorer provinces (such
as Formosa, La Rigja, and Catamarca) have more
than 80 per 1,000 (Porto and Sanguinetti, 1993).

“>Stein (1998) found that decentralization had indeed
led to larger government outlaysin Latin America,
although the main reason appeared to be inappropri-
ately designed intergovernmental fiscal relations which
resulted in subnational governments not being subject
to hard budget constraints.



On the other hand, both Colombia and Chile dem-
onstrate the importance of qualified and involved
local officids and the possibilities of improving
local capacities in these respects. Municipa gov-
ernments in Chile were once largely politicaly
influenced employers of low-productivity labor.
After more than a decade of reform, however, d-
though the number of government workers per
capita has dropped by 12 percent, the proportion
of skilled professionals employed at the loca
level had increased (World Bank, 1993). An im-
portant starting point for this reform was a 1976
law establishing equivalence between municipal
and centra government employees in labor rela-
tions under the Public Sector Adminigtrative Stat-
ute**  The Colombian study mentioned earlier
found that some municipalities had made consid-
erable progress in improving the level and profes-

*Central regulation of local government employment

may also exacerbate problems, however. In some
countries, central control over employment (for exam-
ple, in education) encompasses numbers, qualifica-
tions, and salaries with the result that virturally the
entirelocal current expenditure budget (80 percent or
more of which iswages as arule) is predetermined
from above (see Annex 2).

siondization of their staff (World Bank, 1995b).
One municipality, for example, had channelled
some of its unskilled laborers into a cooperative
enterprise to maintain roads.  Another had in-
creased its level of ‘professionalization” through
conscious personne attrition policies. Evidence
suggests that there are substantial economies of
scale in this respect: a core minimum number of
professionas is required for efficient loca gov-
ernment, but the size of this core does not increase
proportionally with population. Earlier Colom-
bian experience had shown that there are a very
wide variety of sources other than the central gov-
ernment from which localities can draw expertise.
These include professional associations, universi-
ties, state enterprises, regiona service agencies,
and nonprofit organizations (World Bank, 1989).



Macroeconomic Aspects of Decentralization

An interesting aspect of the recent move to -
centralize public sector activities in many coun-
tries has been the revival of an old worry; namely,
that subnational governments, left to their own
devices, will act in a macroeconomicaly *“per-
verse” fashion.’ In Latin America, the fear is that
increased nationa transfers will induce subna-
tional governments to cut their own taxes while
simultaneously expanding expenditures both
through increased transfers and through “lever-
aging” increased borrowing on their new (trans-
fer) revenue base. Subnationa deficits, and hence
total public sector spending and the overall public
sector deficit, will thus expand. As a result, many
countries developed new and more stringent con-
trols over subnational borrowing (Ter-Minassian,
1996).

Transfersand Deficits

When a central government transfers revenues to
subnational governments, as arule it also transfers
expenditures that are supposedly roughly equiva-
lent. If so, subnational expenditures should, in
the absence of behavioral reactions, increase by
exactly the same amount as subnational revenues.
Revenues available for expenditure at the central
level decline and those available at the subna-
tional level rise by the same amount, as do subna-
tional expenditures. The macroeconomic impact
of such a change depends not on the amount of
the transfers per se but rather on what happens to
central expenditures and what happens to non-
transfer (“own™) subnational revenues.

Subnational revenues may decline as a result of
increased transfers (“fiscal laziness,” decrease in
fiscal effort, or “subgtitution effect” of transfers),

*"The literature on the alleged “fiscal perversity” of
subnational governments from the point of view of
macro stabilization dates back to the early Keynesian
era, when it was argued that subnational governments
would tend to accentuate recessions by cutting back on
their expenditures exactly when the economy needed
stimulus (Rafuse, 1965).

they may remain the same as in the absence of
transfers (“flypaper effect”), or they may actually
increase local own revenues (“stimulative effect”
of grants). On the whole, the evidence, such as it
IS, suggests that at least up to now thereis little or
no evidence of a decrease in local fiscal effort in
most countries Burki et a., 1999). Macroeco-
nomic problems arising as a result of increased
transfers must then occur because the central gov-
ernment has not reduced its spending proportion-
ately. Except when increased transfers are unac-
companied by increased expenditure responsibili-
ties, the key to their impact on macroeconomic
dtability lies largely in the behavior of centra
(non-transfer) spending. Moreover, since loca
governments do not control monetary policy, even
the most irresponsible local politicians can cause
macroeconomic problems only when their actions
are in some way validated by central authorities,
either by the central bank (monetizing subnational
deficits) or by the Ministry of Finance (bailing out
subnational governments). Decentralization may
complicate macroeconomic management, but it
does not shift the final responghbility from the
central government.

The common emphasis on the macroeconomic
dangers of subnational borrowing, for example, is
thus somewhat surprising. Since subnational gov-
ernments cannot print money, a systemic problem
can arise only if one or more of three conditions
holds:

- the central government validates subnational
deficits by expanding the national deficit to fi-
nance them,;

- the centra government explicitly or implicitly
subsidizes subnational borrowing (for example,
by guaranteeing it); or

- subnational governments borrow abroad and
spend the money in ways that do not add to the
country's capacity to service foreign debt.*®

“8Asfamiliar from the classic discussion of the “ trans-
fer problem” by Keynes and others, thisis essentially



The first two of these conditions are clearly within
the control of the central government.  If it wants
to avoid macro problems arising from subnational
debt it can do so by not subsidizing such borrow-
ing and by letting subnational governments that
borrow too much go bankrupt % athough the me-
chanics of how this might be done are by no
means simple (World Bank, 1996b). If intergov-
ernmental fiscal relations are properly structured,
many problems can be avoided.

Subnational Borrowing

Nonetheless, there have recently been some well-
known examples of subnational deficits and debt
in practice, particularly in Argentina and Brazil
(Dillinger and Webb, 1999). Similar concerns
have arisen in other countries such as Mexico and
Colombia.  Given the prevaence of bailouts and
discretionary transfers in such countries, it is clear
that there is reason to be concerned about this
problem. In effect, central governments in most
countries do seem to be providing implicit (if not
explicit) guarantees to subnational borrowing. In
these circumstances, they should indeed keep the
door to the treasury locked to obviate the possi-
bility of loca profligacy and hence demands on
central funds. Such practices are common even in
developed countries. In Canada, for example,
athough there are no restrictions on provincial
borrowing, the provinces themselves severely re-
strict local government borrowing in a number of
ways. the amount of debt, the type of debt instru-
ment, the length of term, the rate of interest, and
the use of debt funds, are dl, as a rule, dtrictly
controlled.*

what happened in Germany in the 1920s, as municipal
governments borrowed abroad in order to finance such
things as swimming pools.

“some provinces require provincial government ap-
proval before debt isissued; others require the specific
approval of local electors. Sometimes the restrictions
are different for different categories of municipalities
or for short-term as opposed to long-term debt. But in
no case are local governments allowed to borrow as
they wish. For a detailed discussion of subnational bor-
rowing at both the provincial and local levelsin Can-
ada, see Bird and Tassonyi (1999).

It has been proposed that (Artana et d., 1995) to
deal with this problem, a drict limit on the bor-
rowing ability of subnational governments should
be put in place. The rationales behind such rec-
ommendations appear to be twofold. The first is
simply that unchecked subnational governments,
particularly those that are highly dependent on
nationa transfers, are inherently likely to behave
irresponsibly by increasing current expenditures
well above their capacity to finance them out of
current revenues and then closing the gap through
borrowing (especidly if, as in Argentina, they
control provincia banks), often pledging future
transfer revenues to service the loans.

To counter this, it might be argued that the subna-
tional deficits observed in some countries may, to
a considerable extent, have been a transitory
rather than systemic phenomenon, reflecting the
inevitably lagged adjustment of fiscal institutions
after the irresponsible budgeting practices that
developed during the hyperinflation years Burki
et d., 1999). In Argentina, for example, the rapid
and unexpected rise in provincia revenues in the
early 1990s during the first phase of fiscal adjust-
ment led to some unwise expenditure increases
that could not be sustained. Such asymmetric be-
havior is common. The solution is simple in prin-
ciple, dthough seldom put into practice: mute the
effects of the boom, and subsequent bust, by
smoothing out fiscal effects (for example, through
a stabilization fund). In addition, as always, try to
improve public understanding of fiscal redlities by
such measures as increasing the transparency of
financia reporting.

Principled solutions like these are seldom found in
practice, however. Their absence may be symp-
tomatic of a more basic underlying problem;
namely, the generd inability of central govern-
ments to credibly commit to a“no bailout” policy.
In the absence of hard budget constraints local
governments will have some incentive to misbe-
have. But it may not be possible in the circum-
stances of many countries to ingtitute constraints
hard enough to prevent this outcome. Some sub-
nationa governments may be too economicaly
significant or too politicaly important to let them
fail (Wildasin, 1997). In other instances, the d-
fects of failure on loca residents may be so unde-



sirable that the central government has no choice
but to interfere. Indeed, no matter how well inter-
governmental fiscal relations are designed there is
likely to remain a serious short-term problem with
respect to those subnational governments, which
fal into the deficit trap. Emergency support from
the central government may sometimes be needed
to resolve such problems.® If so, however, assis-
tance should carry with it the obligation to intro-
duce effective reforms under the supervision of a
review board. More genera restrictions on subna-
tional borrowing may also be advisable.

The second rationale for imposing specia controls
on subnationa borrowing is that the central gov-
ernment must have full control over all the policy
instruments needed to ensure macroeconomic sta-
bilization. In particular, subnational governments
should be restrained from accentuating cyclica
pressures by going into debt. In particular, sub-
national governments should be discouraged from
borrowing overseas and adding to the foreign
debt. This argument suggests that transfers should
be fixed amounts in any particular fiscal year
(Artana et al., 1995). In addition, in countries
such as Argentina where provincial control of fi-
nancial ingtitutions facilitated excessive borrow-
ing and its concealment, privatizing provincial
banks and making provincial fiscal behavior more
transparent through improved accounting and re-
porting proceduresis also desirable.

Subnational governments may borrow for many
reasons, some more defensible than others. In
some cases, for example, loca officids have
regped the political benefits of expenditure fi-
nanced by borrowing, while leaving the political
pain of debt service to their successors. Such

*Note that this does not necessari ly imply subsidiza-
tion. In Canada, for example, the full cost of any
needed financial restructuring is supposed to be borne
locally in the form of reduced servicesfor a period of
years until the debt is cleared. Theruleisclear: “your
mistake, you pay.” The central (provincial) govern-
ment supervises the review and adjustment process, but
it does not subsidize it except very occasionally when
the default was clearly beyond the control of the local-
ity (for example, aforest fire that destroys the resource
base of arural community) so that the problemis one
of solvency not liquidity.
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practices raise a mgjor issue of accountability. A
policy that might be considered to stem this e
havior is to prohibit government officias from
raising their own salaries. Legidatures could vote
sdary increases for themselves and for local offi-
cias, but no increases could take effect until after
the next election.

In other instances, subnational governments have
been forced to borrow (even illegaly) because
they are so congtrained by centra rules that the
only resources that they can freely alocate at the
margin in response to constituent demand are bor-
rowed funds. Is it not surprising that some gov-
ernments choose to increase borrowing when after
years of rapid increases, transfers level off. From
the point of view of strict fiscd virtue they should
have reduced expenditures at once. But even -
ca politicians are human and tend to take the easy
way out, if they can find one.

Finaly, borrowing may be the economicaly g-
propriate way to finance capital outlays. Asevery
public finance textbook notes, in terms of both
alocative efficiency and intergenerationa equity
it often makes sense to finance long-lived invest-
ment projects by borrowing rather than relying
upon current public savings or transfers.

Despite the potentia for subnationa fiscal indis-
cipline, there are some instances when borrowing
is good. In principle, it is as important to facilitate
“good borrowing” as to block “bad borrowing.”
Indeed, it may even be more important since, in
the right conditions, the market may impose the
needed discipline. From this perspective, impos-
ing too strict and arbitrary central limits to subna-
tional borrowing may have a perverse result. Like
deposit insurance, debt limits and similar controls
raise moral hazard problems precisely because
they prevent market discipline from being applied.
Potential lenders to subnational governments
should reasonably be expected to be sufficiently
capable and motivated to find out what risks they
face. If such loans enjoy the approval of the cen-
tral government, they are relieved of this task and
also provided with a stronger implicit guarantee
that the central government will back it up. The
result may be more risky lending.



For a hard budget constraint to be effectively m-
posed by capital markets, there must not only be a
credible no bailout rule, but in addition there must
also be transparency so that lenders have full in-
formation on borrowers and loca residents have
full information on the consequences for them of
local borrowing and the ability to influence local
decisonmakers. To the extent that democracy
and markets work together in bringing about e
sponsible fiscal behavior, the process is likely to
take time. Perhaps, as has been argued with e
spect to some developed countries, the “hardest”
budget constraints are those forged in the fires of
experience (Bird and Tassonyi, 1999). If coun-
tries have learned through experience that careful
attention needs to be paid to subnational borrow-
ing to avoid serious problems, then such problems
are more likely to be avoided % whether by -
designing intergovernmental fiscal relations to
reduce the temptation to borrow irresponsibly or
by establishing a set of rules or signas constrain-
ing such borrowing. In the end, what may matter
more than the specific solution adopted is the
clear recognition of the problem and of the conse-
guences if it is not dealt with properly. Most ma-
ture democracies went through decades, even
centuries, of difficulty before working out the
ways in which they presently cope with the -
tentiad problems arising from relatively autono-
mous subnational governments.>  Perhaps Latin
American countries can shorten the process by
learning from the experience of others, but in the
end each country is likely to follow its own path
witf;zsome having an easer time of it than oth-
ers.

To some extent, the oft-expressed concern about
irresponsible subnational governments getting
themsealves into trouble looks like yet another in-

*15ee, for example, the discussions of various devel-
oped countriesin Ter-Minassian (1997); see also Rod-
den (1999), Inman (1999), and Bird and Tassonyi
g%999).

For example, asDillinger and Webb (1999) note,
Argentina should be able to deal with thisissue more
easily than Brazil and, asthe same authors note in an-
other study, Colombia's conservative fiscal traditions
may help it to cope with such difficultiesin its own
way (Dillinger and Webb, 1998).

stance of inappropriate and misconceived pater-
nalism, a common attitude of central governments
faced with the uncomfortable prospect of losing
control as a result of decentralization. Subna-
tional governments seem unlikely to be well man-
aged if those in charge know that central govern-
ment bailouts will save them from the conse-
quences of their actions. Clear rules and limits on
subnational borrowing will aso save the central
government from the consegquences of its own
inability to refrain from bailing out subnational
governments. In other words, one reason for im-
posing restraints on subnational borrowing may be
to restrain the central government from its own
weakness (Elster, 1984). If central governments
are dl too likely to bail out defaulters, they have
good reason to try to limit the extent to which this
weakness can be exploited by limiting the possi-
bility of default.

Although alowing subnational access to capital
markets should, in the long run, strengthen rather
than weaken fisca discipline, the “long run” may
be quite long. In the interim, it may be sensible to
limit such access to some extent, for example, by
introducing something like the Colombian system
of “traffic lights,” under which subnational gov-
ernments can borrow freely (green light) when
debt is below a specified threshold, but require
centrd approva (ydlow light) when debt levels
are higher Qillinger and Webb, 1998). Given
that formal bankruptcy proceedings in the public
sector are impossible, reducing the moral hazard
requires the institution of a credible review and
control systems for working out debt, perhaps
aong the lines suggested recently for Argentina
(World Bank, 1996b).

Subnational government borrowing in foreign
markets may give rise to specia problems. A sen-
sible precaution might, therefore, be to require
explicit prior approva from the centra govern-
ment before any such loans are entered into.
More generally, to ensure accountability, al sub-
national borrowing should be reported immed-
ately and in a trangparent fashion so that no gov-
ernment can shift hidden debts onto the next at-
minigtration and local voters and the central gov-
ernment can understand more clearly what is -
ing on. The problems in Argentina, for example,



arose under a clearly inadequate set of rules with
respect to accounting, reporting, and transparency.
Such problems can, and should, be corrected.
Moreover, since the only good case for local bor-
rowing is to finance capital investment, no bor-
rowing should be permitted for other purposes, no
matter how worthy.>

Findly, although some have expressed concern
about the ability of loca governments to borrow
on the basis of the increased cash flow as a result
of transfers (or, for that matter, royaties), it is not
clear why this should be a problem if such bor-
rowing is not subsidized. To the extent that trans-
fers congtitute revenues that local governments
can spend as they wish, if private agents are will-
ing to lend money based on this security they
should be free to do so, provided that they aso
bear the consequences if the loan goes bad.

To sum up: as a rule, inappropriate borrowing by
subnational governments should be viewed not as
a problem of decentrdization but as a symptom of
more basic underlying inadequacies with the in-
tergovernmental fiscal system in general. Once
this is resolved (through measures such as the re-
assgnment of revenues (and perhaps expendi-
tures); a revised transfer system; the introduction
of transparent, timely, and reliable reporting sys-
tems; and the establishment of a stable, accepted
periodic review process,) the institutional prdo-
lems that may give rise to unsustainable subna-
tional borrowing should largely be solved. How-
ever, it may take considerable period of learning
before practice reaches the same level as theory
and, in the interim, certain specific rules and lim-
its may need to be put into place to reduce the
likelihood of undesirable outcomes.

Two distinct problems now face some countries
(Argentina, Brazil) and may soon face others
(Mexico, Colombia). The first is to restructure the
finances of a few subnational governments that
face difficult debt Situations. The second is to
restructure the system of intergovernmental fi-
nance in such away as to ensure that the delivery

*3Some arrangements may have to be made to permit
“in-period” borrowing to smooth out cash flows over
the budgetary year.
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of services provided a the subnationa leve
should be as equitable, efficient, effective, and
stable as possible. These are essentialy unrelated
problems, and need to be dedlt with separately. If
the long-term problem is properly solved, how-
ever, the short-term problem should not arise

again.

In the end, only two basic ex ante limits on sub-
national borrowing seem strictly desirable in most
countries: First, borrowing should be permitted
only for investment purposes (a restriction that
may not always be easy to enforce in the absence
of strictly segregated capital budgets). Second,
explicit nationa approval should be required for
borrowing abroad. At a deeper level, however,
given the extreme dependence of subnational gov-
ernments on central transfers (as well as political
redlity in many countries), somewhat stronger
borrowing restrictions than these may be war-
ranted.

Unless subnational governments are able to save
themselves from fiscal crises by drawing on their
taxing powers, their only options are bankruptcy
or bailouts. Thefiscal root of this problem is the
limited taxing powers available to subnational
governments that are expected and required to
carry out a much wider range of functions than
they can finance on their own without extensive
reliance on central support Y either directly
through transfers or, less desrably, indirectly
through bailouts (Eichengreen and von Hagen,
1995). The political root of the problem, how-
ever, lies in the continuing expectation by all
players (citizens, subnational and nationa politi-
cians, and lenders) that, in the end, the centra
government will come to the rescue. Aslong as
central actions, ex post, reinforce this expectation,
such common ex ante administrative controls on
borrowing as requiring prior central approval or
limiting debt service to a certain proportion of
current revenues may have to remain in place.>

*For an example of a phased (and assymetric) ap-
proach to liberalizing subnational accessto capital
markets, see Ahmad (1999).



Information and Accountability

As has been emphasized throughout this paper, if
decentralization is to work properly, providers of
local infrastructure and services must be account-
able both to those who pay for the services and to
those who benefit from them ¥atwo groups that
are seldom identical. Enforcing accountability at
the locd level is not easy. It requires the estab-
lishment of an intergovernmental fiscal system
that provides clear and correct incentives to all
relevant decisonmakers. It also requires the pro-
vison of adequate information to local congtitu-
ents, as well as the opportunity for them to exer-
cise some redal influence or control over the serv-
ice delivery system. “Informa” organizations
amost by definition must be structured like this or
they are seldom sustainable (de Soto, 1989). In
the political and socia circumstances of many
developing countries, however, it can be a consid-
erable challenge to introduce a similar degree of
responsiveness into forma governmental organi-
zations.

In any case, improved accountability is the key to
improved public sector performance and im-
proved information is often the key to account-
ability. The systematic collection, analysis, and
reporting of information that can be used to verify
compliance with goals and to assist in making
future decisions is critica to successful decen-
tralization. Such information is essentia both to
informed public participation through the politica
process and for monitoring local activity by cen-
tral agencies responsible for supervising and (usu-
aly) financing such activity. Unless loca “pub-
lics’ are aware of what is done, how wdl it is
done, how much it cost, and who paid for it, no
local congtituency for effective government can be
created. Unless centra agencies monitor and
evaluate loca performance, there can be no assur-
ance that functions of nationa importance will be
adequately performed once they have been de-
centralized, although care must be taken to avoid
the use of such information for inappropriate con-
trol purposes.

An important accompaniment of any successful
decentralization program is thus an improvement
in national evaluation capacity. Decentralization
and improved central evauation and assessment
of loca activities are not substitutes; they are
complements. An essential element of the hard
budget constraint needed to induce efficient loca
decisions is adequate central enforcement capacity
in the shape of credible information gathering and
evaluation. The “carrot” of centra financid sup-
port of loca efforts must in the end be accompa-
nied by the “stick” of some degree of withdrawn
support if performance is inadequate. A credible
stick requires both some standard of adequacy and
some way of measuring performance.

Unfortunately, a common problem is the lack of
an appropriate structure to monitor and support
local governments. Central governments should,
for example, be responsible for monitoring and
assessing subnational governments finances, both
in tota and individually. Yet, most centra
authorities do not have a very good understanding
of the situation faced by local governments or of
the likely effects of any proposed changes in local
finance. Most need much more regular and de-
tailed financia data on loca governments than
they usually possess.

Ideally, uniform financia reporting and budgeting
systems should be established, perhaps with dif-
ferent degrees of complexity for different catego-
ries of local governments. As discussed below, an
appropriate agency (preferably one with a degree
of political separation from the central govern-
ment) should be made responsible for collecting
and processing datain atimely fashion.

Centra government support may be needed not
only to develop and maintain an appropriate le-
porting system, but also to train and support loca
government officials. As noted in Section 7, if
decentralization is to be effective, support is often
needed to upgrade the technica capacity of loca
governments to carry out efficiently and effec-



tively the expenditure functions for which they are
responsible. In some instances the necessary sup-
port might come from the relevant centra minis-
try, while in other instances it may come from the
ministry, regional agencies, universities, private
sources, or some mixture of these bodies. Each
functional area has different requirements, prob-
lems, and possibilities and needs be treated differ-
ently.

Different countries may have different cultura
understandings and political conditions with re-
spect to the desirable level and nature of account-
ability. Whatever standards and practices of ac-
countability may be considered desirable, how-
ever, formal reporting and evaluation systems in-
evitably constitute essential components of any
workable accountability system (whether to users,
to local taxpayers, or to the central government,
depending upon the source of financing). In Wi-
esner's words (1993) “the nature and source of
financing is the crucial determinant of efficiency.”
In all cases, an adequate system of collecting and
assessing information is required not just for a-
countability but aso, more importantly, to help
establish a“public” to whom to be accountable.

The role of the central government in ensuring
and monitoring effective decentralization is espe-
cidly critical when, as is often the case in prac-
tice, a mgor concern is to enhance service deliv-
ery, particularly with respect to services such as
health and education that are important determi-
nants of national development, poverty and wel-
fare. An unfortunate side effect of decentraliza-
tion in some countries has been the virtua disap-
pearance from the central government's cognitive
horizon of reliable information on the provision of
such services. Decentralization of a function does
not mean that the central government no longer
has any responsbility in the area. What it means
is smply that the nature of central responsibility
has changed from direct service delivery to regu-
lating and monitoring the efficiency and equity of
services delivered by loca governments. The es-
sentia tool needed for this task is an adequate and
up-to-date information base (generated, for exam-
ple, by requiring loca governments to file uni-
form and informative budgets and financial and
other reports). Unfortunately, this need for ex-
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tended and reliable information has been sadly
neglected in most decentraizing countries, in
which those making the decisons often under-
standably wish to hide the real reasons for (and
the results of) their actions and to live the quiet
life of the unaccountable.

An incentive to comply with demands for such
information may be created by making timely
submission of such reports a condition of receiv-
ing fiscal transfers. Implementing this require-
ment may in turn imply significant initial set-up
costs in the form of system design, training, and
implementation. To spend money wisely in a ce-
centralized system may sometimes require some
initial investment. While such concerns are less
important when full responsbility for the effi-
ciency and equity of services is devolved (asin a
formal federa structure) rather than simply dele-
gated to subnational governments (see Section 2
above), the need for an adequate information sys-
tem remains critical to effective macroeconomic
management (see Section 8), given the importance
of such services as education and health in total
public expenditure. Regardless of the form of
decentralization, an important institutional prdo-
lem is thus how to ensure both that the relevant
central government agencies have adequate in-
centives to monitor subnational activity and that
subnational governments have sufficient incen-
tives to provide the necessary information.

Institutionalizing Decentralization

Decentralization is a dynamic process. No coun-
try ever getsit right on itsfirst try. Circumstances
change, and the nature and design of intergovern-
mental fiscal relations should change also. An
important aspect of establishing an adequate n-
stitutional framework for decentralization is thus
to build in some “eror-correction” mechanism,
that is, to permit and encourage the adaptative
development and evolution of the system in e
sponse to changes in needs and capacities.

Several possible mechanisms aong these lines are
suggested by experience around the world. One
approach, is to build in “sunset” provisons into
transfer programs, that is, transfers to local insti-
tutions are subject to renewal in a specified num-



ber of years, provided they pass an independent
performance evauation. Another approach is to
use the likely need for some centrally-supported
access to capital markets for infrastructure finance
not only as a screening device to rgect obvioudy
flawed projects (Annex 7), but aso as an evaua-
tion system to build up “ratings’ of local capacity
and effort. Yet another approach, emphasized in
this section, is to assemble and publicize reliable
comparative information on loca government per-
formance. Finally, as discussed further below,
most democratic federal countries have developed
specialized ingtitutions that serve to integrate the
fiscal government decisions at different levels and
to provide the public with some useful and trust-
worthy (nonpartisan) information on what both
levels of government are doing, separately and
together.

Developing such ingitutional “infrastructure” is
neither a quick nor a cheap undertaking, but it is
essentia if countries wish to decentralize public
sector activities without losing touch with what is
going on in these important parts of the public
sector.

Much more informed and open discussion of these
matters than now prevails in most countries is
needed. Regular publication of relevant data
would help, but one cannot rely solely on an inter-
ested party (the central government) to carry out,
let aone publish, al the information needed for
public discussion. In countries in which intergov-
ernmental fiscal issues are important, considera-
tion might therefore be given to establishing a
small nongovernmental research ingtitute focusing
on loca government problems.

Some central governments  are learning through
experience to carry out this essentia information
and monitoring activity more adequately in their
own interests, for example, to avoid excessve
subnational borrowing and hence potentially un-
desirable macroeconomic pressure.  Nowhere,
however, has the central government yet admitted
that full disclosure (transparent accountability)
should apply aso to its own actions as they affect
intergovernmental fiscal relations. Decentraliza-
tion is a two-sided street, and the role played by
the central governments in determining the out-
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come of this complex process needs more atten-
tion than it seems to have received. As Breton
(1996) has demonstrated, for the potential benefits
of increased governmental competition to be -
alized, governments at all levels must become
more transparently comparable and hence ac-
countable for their actions.

Without a public better informed of the real alter-
natives and choices facing them in their collective
capacity as members of society, the long-run
sustainability and outcome of decentralization is
questionable in many countries. The decentralized
governments that now exist in most countries
seem unlikely to be particularly efficient. But
they can, and may, become more so over time if
sufficient attention is paid to developing the n-
stitutional infrastructure needed to produce such a
favorable outcome,

Achieving Fiscal Transparency

Fisca transparency is fundamenta to sound pub-
lic palicy. It is needed not only to improve the
working of the executive and legidative branches
of government but aso to improve the level of
public discussion and understanding of policy &
sues. The capacity to accept and absorb policy
change in the public at large needs to be strength-
ened in countries in which, al too often, people
have adready suffered much from change while
they have not yet absorbed such basic economics
lessons as that one cannot get something for
nothing and that life is not a zero-sum game. In
general, the more open and transparent the public
policy process is, the more likely are policy deci-
sions to be grounded in fact rather than fantasy,
and the more policy outcomes should coincide
with stated policy intentions. Such arguments are
now well accepted in theory, and to some extent
supported by empirical studies and experiencein a
variety of countries (Kopits and Craig, 1998).

Nonetheless, fiscal transparency is inherently a
difficult concept for many politicians and officials
to accept. For them, there are often overwhelming
incentives to hide taxes and liabilities, to exagger-
ate benefits, and generally to present fiscal reali-
ties in as complex and confusing a way as possi-
ble in order to present a more acceptable public



face. In this way, they can then live the quiet life
available to those who exert monopoly control
over information that might be used to make them
accountable for their actions (or lack thereof).

The need for transparency and more informed
public input, is nowhere greater than when the
responsibility for governance is divided between
two (or more) tiers or levels of government. Not
only do citizens in such countries need to know
exactly who is responsible for precisdly what if
they are to hold governments accountable through
the electora process (or in other ways), but it is
aso criticaly important that each level of gov-
ernment be well informed of the intentions, ac-
tions, and outcomes of the other levels. Although
most apparent in formal federations, similar pres-
sures, and needs, arise in al countries with some
degree of fisca decentralization.

As stressed earlier, the key to effective account-
ability, and hence to good governance, is to make
relevant information publicly available in a com-
prehensive and comparable form. Uncomfortable
though the lives of politicians and officials may be
when their actions are open to public scrutiny, the
more that is known, and the more publicly it is
known, the better policy outcomes are likely to be
over the long run. To achieve efficiency in a -
centralized setting, the rules of the game must be
clear and dl players must have access to broadly
the same information base.

Perhaps the main conclusion one can draw from
international experience with specialized “decen-
traization ingtitutions’ intended to improve the
nature and understanding of the process is that
each country deals with these matters in accor-
dance with its own genius (or stupidity). None-
theless, experience around the world (Annex 8)
suggests that severa different roles might be e+
visaged for a body concerned with intergovern-
mental finance issues. Depending upon what is
politically desired and feasible, some of these
roles may, or may not, be incompatible and may
or may not be combined in the same ingtitution.

One of the most important ingtitutional require-
ments for effective decentralization is a cadre of
fisca and policy analysts at all levels of govern-

ment. These persons need to be trained not only
in the mechanics of analysis but in working b
gether, from their different perspectives, the
common goa of making the complex political and
adminigtrative system work. A possible role for a
specid intergovernmental commission or agency,
for example, might be to serve as a link between
the political and executive branches in the center
and the regiona (and perhaps local) governments.
A specia ingtitution might achieve this am by
providing a nonpartisan forum within which vari-
ous actors may get to know one another in a non-
confrontational setting; by providing a common
informationa basis to al parties that is trusted by
al parties; or by training both formally and infor-
mally a cadre of experts in fisca and financial
areas.

Whether the “forum” role (which would appear to
require that members be selected largely on politi-
cal criteria) isrealy compatible with the other two
attributes mentioned is by no means clear, how-
ever.

An intergovernmental fiscal agency might support
and develop subnational administrative capabili-
ties in financial and fiscal areas, working with
local institutions to develop and offer appropriate
training and even helping to implement uniform
datistical information systems. Such an agency
might help develop the needed pool of profes-
siona financid analysts committed to public sec-
tor work in a variety of ways, through, for exam-
ple, offering short training programs, affording
promising young graduates internship positions
and so on. Experience with such training pro-
grams in a variety of circumstances suggests that
one of their mgjor intangible benefits is the facili-
tation of frequent (and productive) interchanges
not just between federal and regiona actors but
also between regional actors themselves.

Other ways in which an intergovernmental agency
might, if desred, serve a forma politica role
might be by making annual or periodic reports on
“the state of the federation”; by determining, or
reporting on, the appropriate basis for grants, by
providing “federalism impact statements’ indi-
cating clearly the impact on subnational govern-
ments of central actions; by working with central



banks and departments of finance in developing
comparable public finance data (for example, on
borrowing); or by going further and, like the Aus-
tralian Loan Council (see Annex 8), serving as a
forma coordinating mechanism for public sector
borrowing.

The substantive content of such tasks might best
be achieved by a body whose main forma role
was educational rather than political. For exam-
ple, a common accounting framework could be
developed and utilized for monitoring the fiscal
performance of al levels of subnational govern-
ment. Such reports might be more credible if the
agency did not have a forma “reporting” role to
the centra government, and its output was ac-
cepted as the work of competent and politicaly
neutral anaysts.*

An intergovernmental fiscal body might also play
a useful role from the point of view of the subna-
tiona governments by monitoring and reporting
on the possibly intrusive impact of central gov-
ernment policies on subnational governments.
Such work might be more credible if it were not
seen as that of one of the players in the political
game but rather as an outside, but well-informed
and trustworthy, referee

In the hurly-burly of emerging democratic politics
in many Latin American countries, such sugges-
tions may seem either naive or hopelessly idedlis-
tic.’*® Nonetheless, for a decentrdized system to
work well in a democratic setting, people need to

*50n the other hand, such an agency might have more
public impact if legislative bodies were legally required
to receive and discuss its reports.

*For an accurate, and pessimistic, assessment of Latin
America's record to date along these lines, see Rojas
(1999).

understand not only what is going on but also the
real possibilities and congtraints facing govern-
ments at al levels. If an appropriate agency can
be established, it might serve as a central analyti-
cal focus, supplying trustworthy information to all
actors and also helping to create the informed
public that is needed for the political system to
cope with the great strains and challenges facing
it. How “political” such a body should be (like the
details of its appropriate structure and functions)
can only be determined in the context of each
country.

Experience in developed federa countries sug-
gests that transparency is needed for good fiscal
management, that good fisca management is
needed for a successful decentralized structure,
and that an agency performing at least some of the
functions sketched above may play avitd rolein
this process. Good, relevant, timely analysis of
intergovernmental fiscal relations, training good
anaysts, facilitating and encouraging productive
technical exchange between and within govern-
ments, and providing neutral, competent input to
the public discussion of intergovernmental fiscal
and financia policy (such intangible but critical
ingtitutional factors) play a vitally important role
in making decentraization work. If the current
wave of decentralization in Latin America is to
prove sustainable and beneficia in the long run,
steps could usefully be taken to foster the devel-
opment of such an institutional framework, cer-
tainly in the larger countries of the region.



Conclusion

This paper has covered a very wide range of top-
ics. One of its principa arguments is that many
aspects of intergovernmenta fiscal relations can
be worked out specifically only in the context of
each individual country. The extent to which any
“idedl” structure of intergovernmental fiscal rela-
tions may be approximated in the case of any par-
ticular country depends upon constitutional re-
strictions, political redlities and an array of spe-
cific contextual factors. Allowing for differing
degrees of democracy or differing levels of com-
petence would introduce more variations, as
would alowing for different sizes and capabilities
of subnational governments. Although such com-
plexities cannot be encompassed in a smple
tabular presentation, it may nonetheless be useful
to summarize in box 1 the principal recommen-

dations with respect to intergovernmental fisca
relations that emerge from the extended discus-
sion in this paper.

While most of the items listed in this table relate
to such universal principles as establishing a
transparent and accountable system (and hence
apply in principle to al countries), several may be
differentiated for types of countries (for example,
(1) alarge federa country in which important so-
cia services are provided by subnational govern-
ments, (2) a decentradized unitary country in
which socia services are provided at the subna-
tional level but where the centra government has
more control over subnational spending, (3) a
small unitary country in which loca governments
provide only “local” services).



BOX 1

Some Guidelines on I ntergover nmental Fiscal Relations
Expenditures

Clarity of assignment

No unfunded mandates

Only rational earmarking

Different fiscal years

Uniform framework laws (possibly differentiated by size and level)

No prior budget approval

External audit

Public reporting

Medium-term expenditure frameworks at all levels

Subnational must have ability to cut expenditures

Subnational must have ability to raise expenditures (financed by self)

Revenues
User charges whenever feasible
Residential property taxes (at local level)
Ability to set tax rates
Surcharge on VAT (for regional governments)*#
Surchargeon PIT*
Floor and ceiling on any business taxes (including nonresidential property tax)
Selected excise taxes (vehicles, etc.)*

Transfers
Total determined in stable/flexible manner (% GDP or revenues)
Distributed by simple formula, including revenue “ capacity” element
No discretionary transfers
Basic transfers can be spent as recipient wishes
Capitation transfers for key social services**
Matching transfers for infrastructure
Periodic review of system

Borrowing
No bailouts
Specific “work-out” system to deal with liquidity crises
Only permitted for investment projects
Interim “traffic light” system of debt limits requiring approval
Coordination of foreign borrowing

Institutions
Framework laws (possibly differentiated by size and type)
Support for training and capacity-building
Support for nongovernmental analysis
Intergovernmental agency for periodic review of system
Central government “decentralization” agency##

Notes: *Regional governmentsonly.

#In “federal” state, regional governments may levy variable surcharges; in “decentralized unitary” state, or where
regional governments are small, it might be better to impose a uniform surcharge, with proceeds distributed by esti-
mated consumption.

**This approach may be used in both decentralized unitary countries and in those federal countries in which it is
constitutionally permissible.

##n afederal country, this agency would have primarily an informational and policy role; in other countries, it may
play a monitoring and to some extent control role.




Annex 1

Expenditure Assignment in Chile

Chile, dthough a highly centrdized country, pro-
vides a good illugtration of both the use of the effi-
ciency rule for expenditure assgnment and its
limitations from an accountability perspective.
Chile has for some decades systematicaly under-
taken the strengthening of loca government ingtitu-
tions and resources. Care has been taken to define
clearly the responshilities of different levels of
government. Municipdities are in charge of paving
urban streets and rural feeder roads, drainage, solid
waste collection and disposa, street lighting, open
spaces, recregtion, and cemeteries. Primary and
secondary education and basic hedth care services
are aso ddivered by municipa governments, but
the centrd government is largely responsible for
financing these services and ensuring that minimum
standards are provided regardiess of the poverty of
loca governments. Higher education and higher-
level hedth care is the full respongbility of the
central government, and, in contrast to many coun-
tries, the central government also provides and -
nances public safety.

On the whole, the level of ingtitutional capacity a
the local level in Chile appears to have been suffi-
ciently high and responsive to loca needs and de-
mands to carry out the assigned functions ade-
quately. Nonetheless, Chile till faces significant
chdlenges in terms of improving local (and re-
gional) revenue capacity and accountability. For
example, the responsibility imposed on loca gov-
ernments in terms of expenditure assgnment has
not been matched by devolving sufficient
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authority to them to do the job correctly. Although
following the congtitutional reform of 1991 locd
political democracy was restored with the elections
of mayors and councilors, little has been done to
give local governments greater discretion in levying
and collecting taxes and charges. Local govern-
ments have only a very limited ability to raise taxes
to meet residents demands for additiona services.
Loca governments with the capacity to do so are, to
some extent, discouraged because under the present
transfer system a share of any additiond tax reve-
nues has to be shared with other municipalities®”

Nonetheless, on the whole, Chile's experience with
decentralization appears to have been farly posi-
tive. Consderable use has, for example, been made
of such promising ingtitutional innovations as con-
tracting services. Over 70% of the municipdities
contract out solid waste collection and disposa as
well as maintenance of sreet lights (World Bank,
1993). As noted elsewhere, what matters with re-
spect to locd public services is what is delivered,
not who deliversit. Experience in Chile, asin other
countries, demongtrates that much of what is com-
monly thought of as traditional local government
activities can, in fact, be carried out more efficiently
in nontraditional ways (UNCHS, 1996).

>Uniquely in Latin America, Chile has a well-
developed “horizontal” revenue-sharing system (not
unlike that in Denmark). While this approach has con-
siderable merits in theory (for example, the “external-
ity” argument for intergovernmental transfers suggest
that they should be between governments operating at
the same jurisdictional level) in practice it is difficult to
relate the actual design of the Fondo Comun to such
considerations, and the disincentive effects of “taxing”
those who raise more revenues suggest that this system
should perhaps be reconsidered.



Annex 2

Earmarking and Expenditure Mandates in Colombia

Colombian public finances have long been charac-
terized by extensve earmarking, or assgnment of
particular revenues to particular expenditures. Such
earmarking is particularly important a the munici-
pa and departmentd levels. McCleary and Uribe
Tobon (1990), for example, etimated that two-
thirds of municipal and four-fifths of departmenta
current income were earmarked (if net public enter-
prise profits were included). Much of this subna-
tional earmarking reflects centrd, not local, deci-
sons. Nationa laws require most departmenta
own-source revenues and a substantia fraction of
municipal own-source revenues to be spent on par-
ticular activities. In addition, dmost dl central
transfers to subnationa entities in Colombia are
earmarked in the sense that they must be spent on
specific activities in amounts (or proportions) des-
ignated by national legidation. Colombia, like other
countries, offers many examples of unfunded legis-
lative mandates, that is, expenditure obligations im-
posed on subnational governments with no addi-
tiond funding being attached.

In operationa terms, two approaches to earmarking
with quite different fiscal implications may be de-
fined (Bird, 1998). The first approach may be
called pureearmarking, under which certain tax (or
charge) revenues flow into a specia fund and le
come the primary source of funding for a particular
expenditure. There may, or may not, be a benefit
rationale for thus linking revenues and expendi-
tures. With this system, the margind expenditure
decison is, in effect, in the hands of the taxpayer-
voter. Provided there is some logica (benefit) con-
nection between the source of the funds and the
sarvices purchased with them (and there is no over-
riding distributive or other reason to sever this con-
nection) such strong earmarking offers a desirable
method of financing certain public sector activities
by introducing the logic of the market into the
budgetary process. Apart from valorization, how-
ever, there appear to be no obvious examples of

such earmarking at the subnationd level in Colom-
bia.*

In contrast, under a second gpproach, which may be
caled notional earmarking, certain types of taxes
(or charges) are inframargind and are designated to
help pay for particular government services, but the
revenues from these taxes finance only a portion of
the government service in question. Often, there s,
at best, only an extremely loose connection between
the growth of earmarked revenues and higher levels
of government spending in the designated area. Nor
is there any commitment on the government's part
to forge a close link between the amount of ea-
marked revenues and the volume of services to
which the earmarked revenues are nomindly tied.
Moreover, there is seldom any benefit rationale for
such earmarked taxes®® Under such notiond ea-
marking, the amount of earmarked revenues may
rise (or fal) while the level of associated services
that are provided remains the same. In contrast to
the pure earmarking case described above, the mar-
gina expenditure decison remains firmly in the
hands of the relevant budgetary authorities. Most
subnationa earmarking in Colombia is of this type.
The relevant authority in most instances remains at
the central rather than the subnationa level.

*BCritical to the relative success of valorization in some

Colombian cities have been careful planning and ex-
cution of projects, participation of beneficiaries in both
planning and managing projects, an effective collection
system, and, often, significant initial financing of the
valorization fund from general government revenues
(so that works can be begun in atimely fashion, with-
out requiring prospective beneficiaries to put up all the
fundsin advance).

°A portion of tobacco tax revenues, for example, was
earmarked to support local sports activities in Colom
bia. What possible complementarity is there between
smoking and football, or the craving for nicotine and
the need for exercise?



Whether such earmarking is effective in dtering
expenditure patterns depends upon whether the
amount required to be spent is more or less than
would otherwise be spent. The result of receiving an
earmarked transfer, for instance, may be to increase
spending on the designated activity by exactly the
amount of the transfer, by less than the transfer, or
by more than the transfer. The effects may depend
upon the locd eadticity of demand for the specified
activity. The evidence to date in Colombia appears
to be that, for the most part, the areas to which
transfers are earmarked are those in which the mu-
nicipaities would, in any case, spend so that the
earmarking is largely unnecessary (this question can
and should be studied more rigoroudly).

In addition, many other restrictions and mandates
have been imposed on locd fiscal freedom over the
last few years. To mention only two examples, an
anti-corruption law requires al loca governments,
no matter how smdl, to establish and maintain an
800 telephone number. The central government has
aso recently mandated increased payments to vari-
ous locdl officids. The partid evidence available
suggests that the overdl result of these policiesin a
least some municipalities has been that not only al
of the transfers but aso some own-source revenues
are spent not in accordance with local wishes but as
directed by nationd laws (Bird and Fiszbein,
1998). Colombian experience Sug-
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gests three points that may be of wider applicability.
Fire, increased trandfers do not necessarily imply
increased loca fisca autonomy. Local govern-
ments in Colombia now have more resources than
they did before, but in at least some cases they may
have less freedom to decide how much should be
spent on what. Second, repeated attempts by the
central government to direct loca expenditure pat-
terns (in detail are not only basicaly inconsistent
with the stated genera intent of decentraization but
seem likely to ensure that decentrdization (in the
sense of developing effective and efficient subna-
tional governments) will fall. Loca governments
will never become fiscaly responsible if the centra
government continues to mandate their every move.
Third, the concern frequently voiced in Colombia
with respect to inadequate local fisca effort is a bit
puzzling given the evidence that even if loca gov-
ernments do succeed in raisSing more revenues on
their own how they can spend those fundsis signifi-
cantly controlled by the central government. What
local politician is going to be willing to dienate lo-
ca citizens by levying more taxes to carry out poli-
cies on which neither politician nor citizen may
place a high priority?

While the extent to which similar questions may be
raised in other countries remains to be seen, it g~
pears that care should be exercised in equating n-
creased transfer flows to subnational governments
with either increased local autonomy or % the dark
Sde¥% with increased fisca irresponsibility by sub-
national governments.



Annex 3

User Charges

Since many services provided by local government
benefit clearly identifiable persons (or businesses,
or properties) the failure to levy appropriate user
charges not only results in government spending
that is higher than it should be, but dso in a mix of
government spending that does not reflect the real
needs of society as determined by citizens, rather
than bureaucrats.

At least three types of locd user charges, broadly
defined, exist dmost everywhere; namely, service
fees, public prices, and specific benefit charges.
Service fees include such items as license fees (mar-
riage, business, dog, vehicle) and various smal
charges levied by loca governments for performing
specific services (registering this or providing a
copy of that) for identifiable individuas (or busi-
nesses). In effect, such fees condtitute cost reim-
bursement from the private to the public sector.
Charging people for something they are required by
law to do may not aways be sensible (for example,
if the benefit of, say, regidration is general and the
cost is specific) but, on the whole, there is seldom
much harm, or much revenue, in thus recovering the
cost of providing the service in question.

In contrast, public prices refer to the revenues re-
ceived by locad governments from the sde of pri-
vate goods and services such as water (other than
the cost-reimbursement just described). All sales of
locally provided services to identifisble private
agents (from public utility charges to admission
charges to recregtion facilities) fall under this gen
erd heading. In principle, such prices should be set
at the compstitive private level, with no tax or sub-
sdy dement included unless doing so is the most
efficient way of achieving public policy gods, and
even then it is best if the tax subsidy eement is ac-
counted for separately.

A third category of charge revenue may be called
specific benefit taxes These revenues are distinct

from service fees and public prices because they do
not arise from the provison or sde of a specific
good or service to an identifiable private agent. Un-
like prices, which are voluntarily paid (dthough like
fees paid for services that may be required by law)
taxes represent compulsory contributions to local
revenues. Nonetheless, specific benefit taxes are (at
least in theory) related in some way to benefits re-
ceived by the taxpayer, in contrast to such generd
benefit taxes as those on fud levied on road users as
a class or local generd business or property taxes
viewed as a price paid for loca collective goods.
Examples abound in loca finance: specid assess-
ments land vaue increment taxes, improvement
taxes, front footage levies, supplementary property
taxes related to the provison of sewers or street
lighting, development exaction and charges, de-
lineation levies, and so on. Mogt such charges are
imposed ether on the assessed vaue of red prop-
erty or on some characteristic of that property (its
areq, its frontage, its location).

Unfortunately, it can be surprisingly difficult to set
such prices correctly, and most fees and charges
now imposed in most countries of the region are
clearly defective® Water rates, for example, are
frequently applied as fixed charges independent of
the volume of water consumed. Since the margina
cost of consumption is then zero, the result is likely
to be over consumption of water and over invest-
ment in water capacity. Even when water consump-
tion is metered, prices will usudly be less than mar-
gind cost for large water consumers if declining
block rates are used. The fact that sewer charges are
usualy pro-rated on the amount of the water hill
only compounds this pricing error.

Bird (1999b) provides an example with respect to San
Juan Province in Argentina. For more detailed discus-

sion of local user charges, see Bird and Tsiopoulos
(1997).



Correct pricing can be quite complex. Generdly,
user fees should correspond to the marginal codts of
providing service to each consumer. The “postage
stamp pricing” approach (uniform everywhere) d-
most never makes economic sense, athough it may
sometimes be warranted when administration and
enforcement cogts are taken into account. Distance
from the source of supply, for example, should
matter in setting an appropriate user fee, as should
the time of year if there are seasona pesks in -
mand. Local governments should be encouraged to
adopt an appropriate feefor-services approach
wherever possble Many municipa waste man
agement facilities and parking lots, for example, are
serioudy under priced. To cover capita or fixed
cogts, a connection (or admission) fee should be
charged. Such a two-part pricing policy is usudly a
more efficient pricing instrument than a user fee set
a the levd of average tota codt, but it is by no
means smple to set such prices correctly.

In most countries, public sector prices are far too
low, and indeed often zero. Less use is made of
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charges than seems warranted because user charges
are often thought to produce adverse distributiona
effects. Namely, if everyone must pay the same
amount for a service that was previoudy provided
free of charge, then low-income households are hurt
disproportionately.  Nonetheless, providing the
wrong public services inefficiently is no way to im-
prove income distribution. Moreover, it is often far
from clear that benefits from a “zero-price’ policy.
Upper-income households may sometimes benefit
disproportionately from the consumption of free, or
low-cogt, public services®*

Digtributiona concerns may thus sometimes be ex-
aggerated. Nonetheless, they are red and must be
explicitly considered in developing a user charge
policy. Moreover, it is by no means always easy to
establish precisaly when and to what extent charges
are gppropriate on efficiency grounds or to pre-
scribe how such prices should be st if they are ap-
propriate. In short, subnationa governments should
impose user charges whenever feasible, but no one
should think that to do so is either technically or
politicaly atrivia problem.

® Flat-rate water charges, for example, favor house-
holds with large lawns, swimming pools, and multiple
vehicles to wash and not the poor. Free tuition to post-
secondary educational institutions is an even more ob-
vious example (Bird and Miller, 1989).



Annex 4

Subnational VATSs

The VAT asa Regional Tax

The general sales tax now found in most countries
is avaue-added tax (VAT). The dominance of the
VAT poses a serious problem for regiona gov-
ernments finance since independent subnational
VATswere long considered to be either infeasible
or undesirable for a variety of reasons. Some em-
phasized the high adminigtrative and compliance
costs of such taxes. Others stressed the possible
loss of macroeconomic control and the genera
reluctance of central governments to share VATS.
Still others emphasized the problems arising from
cross-border (interstate) trade. Broadly, the argu-
ment with respect to such trade was that subna-
tiona VATs were distortionary, if levied on an
origin (production) basis, and unworkable if lev-
ied on a destination (consumption) basis.®®> Expe-
rience in Brazil has generaly been taken to sup-
port this negative appraisal.

Brazil was the first country to introduce a full-
fledged VAT (Guérard, 1973). Indeed, Brazil
liked the idea of a VAT so much that it introduced
not one VAT but several, cone for the federa
government (IPI) and one for each of the state
governments (ICMS).%® The latter were levied by

Ynterestingly, Poddar (1990) in the most thorough
early discussion of thisissue had demonstrated that the
destination base was technically feasible, although the
particular approach he discusses seems unlikely to
work well in developing countries.

8 |PI (Imposto sobre Productos Industrializados) is
levied by the federal government on industry and
ICMS (Imposto sobre operacoes relativas a Circula-
cao de Mercadoriase Servicios) is levied by the states
on agriculture, industry, and many services. In addi-
tion, another tax, the ISS (Imposto Sobre Servicios) is
levied on a gross receipts basis by municipalities on a
variety of industrial, commercial, and professional
services. There are also a number of other taxes on
financial transactions, retail sales of fuel and so on that
are not discussed here.
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producing states, so the tax was on an origin basis.
Even so, complex technical and administrative
problems arose as to how to apply different VATS
in different states (although all are levied a a uni-
form rate) in addition to a federal VAT. Over the
years, these problems were partly resolved in
various ways, but the resulting patchwork of
VATs became increasingly unsatisfactory. As a
result, sales tax reform is again high on the fisca
agendain Brazil.

The only functioning destination-base subnational
VAT now in existence is in the province of Que-
bec in Canada (Bird and Gendron, 1998). The
Quebec Sdes Tax (QST) and the federa VAT
(Goods and Services Tax, or GST) as they now
exist in Canada congtitute an operationa *“dual
VAT” system with none of the problems usualy
associated with such systems. The rates of the
two taxes are set independently by the respective
governments. The tax bases are also determined
independently, athough they are essentialy the
same. From the beginning, both taxes have been
collected by a single administration (the Quebec
Department of Revenue).®* Taxes on interprovin-
cia sales from one business to another are basi-
cally handled by a deferred-payment system very
similar to that now applied in the European Un-
ion. Exports from Quebec, whether to another
province or another country, are zero-rated. Im-
ports into the province from other provinces, or
from abroad, are taxable, but the tax is assessed
on interprovincial imports only when there is a
sae by aregistered trader to an unregistered trader
or consumer in the province. Although specia

%4The federal share is turned over to the federal gov-
ernment after deducting an agreed (per registrant) ad-
ministrative cost. No problems have arisen from such
intergovernmental collection arrangements, which are
quite common in Canada (although the revenue flow
has invariably been the other way in the past, that is,
from the federal to the provincial governments.)



regimes apply to automobiles and a few other
cases (Canada, 1996), in generd no attempt is
made to collect taxes on interprovincia purchases
made directly by final consumers.

What makes this system work, Bird and Gendron
(1998) argue, is the existence of the overriding
federal GST as an enforcement mechanism. Audit
priorities for GST are established by the federal
government, but a fina audit plan is agreed with
the Quebec government, with the latter actually
carrying out the audit and reporting the results to
Revenue Canada. Since the QST is applied to a
GST-inclusive base, Quebec has some direct in-
centive to monitor the GST as well as the QST.
On the other hand, athough Quebec cannot di-
rectly monitor the other end of interprovincial
sdles, the normal process of GST audit (carried
out interprovincialy by Revenue Canada) serves
as a cross-check to ensure that QST has not been
evaded. In effect, the existence of a federal sales
tax on a more or less uniform base provides some
control over interjurisdictional sales for purposes
of both provincial and federa taxes. Reportedly,
the system is working quite well.

Canada has thus demonstrated that with good tax
adminigtration it is feasible to operate a VAT at
the subnational level on a destination basis, at
least for large regiona governments. A single
central administration and a common base would
probably be most efficient, but this degree of con-
vergence is not essential. What is critical is either
a unified audit or a very high level of information
exchange. Most importantly, from the perspec-
tive of improving accountability, each taxing gov-
ernment should be able independently to deter-
mine its own VAT rate. But what can be done
when there is no redlistic prospect of “good” tax
administration, and especialy not at the subna-
tiond level? As Varsano (1999) demonstrates, a
promising approach is to impose what is, in effect,
a supplemental centra VAT, which McLure
(1999b) labelsthe compensating VAT or CVAT.
This proposal has the mgjor virtue of protecting
the revenue when tax administration (at all levels
of government) is far from well developed. Spe-
cifically, it reduces the risk that households (and
unregistered traders) in any state can dodge State
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VAT by pretending to be registered traders lo-
cated in other states.

How might such a CVAT work? Briefly, states
would zero-rate internationa interstate saes, but
the latter would be subject to the centra CVAT
(as well as the centra VAT). Domestic sales
would thus be subject to central VAT and either
state VAT or centra CVAT. There would be no
need for any state to deal explicitly with any other
state nor, generaly, would there be any need for
interstate clearing of tax credits.®® Registered pur-
chasers in the other state would be able to credit
CVAT agang centrd VAT. The results of this
procedure are twofold. First, the central govern-
ment, which first levies CVAT and then credits it,
would gain no net revenue from it.*® Second, the
state VAT applied to resdle by the purchaser
would be that of the destination state. In other
words, the results are exactly the same as in the
GST/QST case described above (a dedtination
subnational VAT is applied) but the CVAT now
acts to protect state revenues from some obvious
frauds.

This simple system seems to make subnational
VATSs quite feasible and potentidly attractive in
developing countries (at least in large countriesin
which states have major expenditure roles, the
VAT isthe principal source of actual and potential
revenue, and tax administration is not up to Cana-
dian standards). If subnational governments are
relatively homogeneous, however, or if the coun-
try is not very large, a much simpler approach
would appear to be that followed in some of Can-
ada's smaller provinces, in which a uniform sub-
national VAT isimposed and collected together
with the central VAT and the revenues shared
among subnational jurisdictions in accordance
with some agreed formula. In essence, the result is
similar to that in countries such as Germany and

®5This assumes that the state VAT rates are lower than
the central rate. If, asin Brazil, the state rates are sub-
stantially higher, there might be some residual need for
a “clearing house” (though on an aggregate, not trans-
action basis), but this would not seem to be a very dif-
ficult problem if, as would seem generally advisable,
thereis central administration of state VATS .

8 presumably, as in Canada, the central government
would receive an agreed fee for its services.



Morocco, in which a share of central VAT reve-
nues is set-aside as a “ pool” to be divided among
subnational governments by formula.

Taxing Local Business

Although economists are often skeptical of the
economic case for local business taxes, the politi-
ca redlities of governing in a democratic society
are such that virtualy dl subnational governments
wish to impose such taxes. Subnationa business
taxes are not only widespread, they are also gen-
erally popular with officials and citizens alike, for
at least two reasons. First, they often produce
substantial revenue and, in particular, tend to be
much more elastic than, for example, property
taxes. Second, since no one is quite sure of the
incidence of such taxes, it is easy to assume, or
assert, that they are paid by someone other than
local residents.

The economic case for local business taxation is
simply as aform of generalized benefit tax. Such
benefit taxes are not only alowable at the subna-
tional level but are essentid to the attainment of
efficiency (Oates, 1998). Where possible, specific
public services benefiting specific business enter-
prises should be paid for by appropriate user
charges. But whereiit is not feasible to recoup the
marginal cost of cost-reducing public sector out-
lays through user charges, some form of broad-
based general levy on business activity may well
be warranted. It is difficult, however, to find any
support along these lines for taxing any one input,
whether labor (payroll tax) or capital (corporate
income tax). Instead, this line of reasoning sug-
gests that a broad-based levy neutral to factor mix
such as a tax on vaue-added, should be im-
posed.®” The most appropriate form of VAT for
this purpose would be a “vaue-added income
tax” or aVAT levied on the basis of income (pro-
duction, origin) rather than consumption (destina-
tion). Compared to a conventiona VAT, such a
tax (which shall henceforth be referred to as a
“business value tax” or BVT to reduce acronymal
confusion) has three important distinguishing

Interesti ngly, the original conception of the VAT (by

Adams, 1918) was as a business benefit tax. For fur-
ther historical references, see Bird (1999a).
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features. Firg, it is levied on income, not con-
sumption: that is, it is imposed on the sum of
profits and wages, or to put it another way, on
investment as well as on consumption.®®  Second,
it is imposed on production, not consumption: that
is, it is imposed on an origin not destination basis
and hence, in effect, taxes exports and not im-
ports. And third, it is assessed by the subtraction
(or addition) method on the basis of annual a-
counts rather than on a transaction or invoice-
credit method.

While the danger of tax exporting and, more m-
portantly, beggar-my-neighbor tax competition
suggests that it may be advisable to place a floor
(and perhaps aso a ceiling) on such taxes, this
form of business taxation is likely to be less dis-
torting than such existing subnational business
taxes® As a replacement for such taxes, a BVT
would improve subnational tax systems in several
ways. Fird, it would be more neutral than most
existing local business taxes, which often dis-
criminate against (certain forms of) investment.
Second, it would likely be less susceptible to base
erosion. Third, aBVT should be more sensitive to
cyclica redlities than most other forms of busi-
ness tax (e.g. capital taxes, property taxes). All
these advantages would apply even if the rate of
the BVT were set to produce the same revenue as
existing business taxes. If the rate were set to
match roughly the benefits received basis as sug-
gested above, it would generaly be lower, and

®Note that an income basis can be applied to gross
income, net (of depreciation) income, or even con-
sumption @dd back depreciation and deduct capital
expenditures). It is assumed here that the net income
basisisthe most logical.

These arguments are by no means solely theoretical,
since there is already some important real world expe-
rience with such taxes, both in the states of Michigan
(the former BAT, or business activities tax, from 1953
to 1968, and, since 1976, the SBT, or single business
tax) and New Hampshire (the business enterprise tax,
or BET) as well asin Italy (the new regional business
tax, the IRAP) and Germany (theold local trade tax or
gewerbesteuer).  For further discussion, see Bird
(1999a).



the tax would have the additional important ak encouraging more responsible and accountable
vantages of eiminating inefficient spillovers and subnational governments (Bird, 19994).



Annex 5
Equalization Transfers in Canada and Australia

Revenue Equalization in Canada

The Canadian Constitution states that “ Parliament
and the Government of Canada are committed to
the principle of making equalization payments to
ensure that provincial governments have sufficient
revenues to provide reasonably comparable levels
of public services at reasonably comparable levels
of taxation.” Although this provision was added
to the Condtitution in 1982, an equdization pro-
gram had actually been in place since 1957, when
it was introduced as part of arealignment of tax-
ing powers following the extreme centralization
that had evolved during the war years.

In 1967, Canadas equalization system took what
is essentidly its present form with the adoption of
the so-called “representative tax system” (RTS)
approach (an approach originaly developed by
the U.S. Advisory Commission on Intergovern-
mental Relations but not, in fact, used in that
country). Under the RTS approach, the fiscal @a-
pacity of each province is calculated each year (by
the federal Department of Finance) as the differ-
ence between the sum of its per capita fisca -
pacity for each separate revenue source and a
standard capacity measure based on the average
per capita fisca capacity of the “middle’ five
provinces (excluding oil-rich Alberta and the four
small and poor eastern provinces). The system
works as follows:

(1) Define and quantify al revenues with respect
to which capacity is to be measured. At present
there are over 30 separate revenue sources for
which this calculation is made.

(2) Define a tax base for each revenue source,
which reflects the tax base, typicaly used in prac-
tice. In some instances, as with the personal n-
come tax, where the base is essentially uniform
across the country, thistask is simple. In others, as
with respect to property taxes, it may be very dif-

ficult to define and calculate a credibly compara-
ble tax base.

(3) Cdculate a notional “nationa average tax
rate” for each revenue source as the ratio of actual
taxes collected by al provinces for the total stan-
dardized tax base.

(4) Apply this average tax rate for each source to
the standardized base for each province to esti-
mate that province's capacity for that source.

(5) Add up al the separate calculations to derive
an estimate of total revenue capacity for each
province.

(6) Divide this total estimate by the population of
the province to obtain per capita revenue capacity.

(7) Compare these capacity estimates with the
five-province standard mentioned above. If a
province's per capita capacity is below the stan-
dard, it receives an equalization payment suffi-
cient to bring it up to that standard. On average,
this means increasing its capacity to over 90 per-
cent of the per capita national average capacity.

Four aspects of this equalization system deserve
emphasis. First, no attempt is made to measure
differences in expenditure needs. This has been
considered several times but has been reected
largely on the grounds that the data required to
measure such differences are not very reliable.
Second, although provinces below “standard” @&-
pacity receive equalization transfers, provinces
with above-standard capacity are not penalized:
equalization is paid entirely from federa reve-
nues. Third, in principle the total amount paid is
determined by the calculations described above.
In practice, however, tota equalization entitle-
ments are limited to 1.2 percent of GDP, and this
limit has, on severa occasions, resulted in a



scaled reduction in the equdization payments
generated by the formula.

Finaly, while Canadas extensive experience with
this system is generaly considered a success and
seems to be well accepted by most relevant actors
in the political process, substantial technica criti-
cisms have been made of various aspects of the
system and it is not impossible that various
changes may be made in the future (for example,
to incorporate expenditure needs, to move from
the RTS to some other basis of capacity calcula-
tion to include other federal transfers in the
sources for which equalization is calculated, or to
reduce the extent to which the system biases pro-
vincia tax policy choices).

Expenditure Equalization in Australia

The most important difference between the Cana-
dian and Australian equalization systems is that
Audtralia, unlike Canada, attempts also to equalize
for differences in expenditure needs. The proce-
dure is more or less the same as that outlined
above with respect to revenue equdization. Since
1981, the Grants Commission (see Annex 8) has
assessed every five years the needs of dl states
relative to “standard” (average) per capita recur-
rent expenditures. While, as in Canada, the pre-
cise list of items equalized changes from time to
time, the number of expenditure items equalized
tends to be longer than the number of reve-

nue items. In the origina calculation of these
“grant relativities,” for example, 58 expenditure
items were assessed compared to 23 revenue
items (Bird, 1986). Subsequently, the number of
items included in both categories was reduced,
and the methodology altered dightly, but the pro-
cedure remained largely unchanged, in principle.

The expenditure “need” for a particular service is
calculated for each state by calculating the differ-
ential cost for that particular state of providing
services of a standard level, range, and quality.
The per capita differentia cost is the difference
between per capita “standardized” expenditure
(the amount the state would need to spend, if @-
erating at average efficiency, to provide a standard
level and range of the service) and per capita
“standard” expenditures (the average expenditure
of al states weighted by population). Among the
“need” factors taken into account are scale, popu-
lation dispersion, urbanization, age structure, per-
centage of aboriginal population, and environ-
mental factors. To some extent, these calculations
are inevitably judgmental or subjective in nature.
Moreover, other technical and philosophical criti-
cisms have frequently been made of this system,
not least that its complexity makes it virtualy im-
possible to understand and inappropriately turns
over important resource alocation decisions to a
nonelected body. Nonetheless, Audtrdias long
and generally successful experience with this
system demonstrates that expenditure equalization
isfeasible.



Annex 6

Capitation Grants for Education

Assume that the provision of a certain basic level
of primary and secondary education to al citizens
is a fundamental goa of the centra government,
but that this function is, for whatever reason, to be
delivered by subnational governments. How can
transfers be used to help achieve this god? One
possibility is to establish a per capita transfer
based solely on the cost of providing the desired
standard of service to the relevant population. In a
system dong these lines proposed recently in
South Africa, for example, the approach taken
was to establish a minimum amount per student
that should be spent by each province on educa-
tion and to ensure that the required funding was
made available through a nationa transfer. The
minimum standard was determined by estimating
the average cost of teachers at the national (not
provincia) average sdary required to permit all
school-age children (excluding those in private
schools) to attend school, assuming a 35:1 ratio of
pupils to teachers in secondary schools, and 40:1
in primary schools. The grant thus estimated was
then increased by 29% to dlow for costs other
than teachers salaries. Provinces were to be free
to spend more than this if they wished to do so out
of other resources, but they were expected to
spend at least this amount. A somewhat smilar
scheme was proposed a few years ago in Colom-
bia (World Bank, 1996a), and a system aong
these lines already existsin Chile.

The factors that need to be determined in design-
ing such a transfer system include the unit cost of
provision, the number of units provided, the rate
of extension of coverage, adjustments to unit cost
over time, the division of transfer between differ-
ent subnational levels of government, and the rate
of trangition. A brief discussion of these factors
illustrates some of the critical detail that must be
taken into account in designing an actua transfer
system.

Unit Cost. One way to determine this cost might
be smply to divide the existing recurrent costs in
education by the number of students currently
served.  Alternatively, this cost might be deter-
mined, as mentioned above, by assuming a target
teacher-pupil ratio, an average teacher cost, and
an expansion factor per teacher for non-saary
costs. In principle, it would likely be best to have
a standard national cost. It may be possible to
accommodate a limited amount of variation (re-
giond, rurality, density) without unduly compli-
cating the formula. On the other hand, a uniform
national minimum guarantee might avoid any g-
pearance of regiona bias. For example, the cen-
tra government could deliver throughout the
country exactly the same transfer per unit (child)
served.

Number of Units. “Unit” refers to the quantity
whose cost was calculated in the preceding exer-
cise. The unit might be the number of students
currently enrolled in officia schools. The number
of students currently enrolled, however, may be a
poor indicator of the extent to which the center
should be financing education in a particular nu-
nicipality. A better indicator of need might be the
number of persons of school age, athough clearly
care would have to be taken to ensure that the ju-
risdiction has adequate incentives to actualy pro-
vide schooling for these children.” Some adjust-
ment may also be needed to take into account stu-
dents accommodated in the non-public school
system.

0ne way to do this might be to provide the transfer
directly to the potential students conditional on their
actually attending an appropriate educational institu-
tion, but to pay it to the institution if the student is ac-
tually enrolled, and attending. This is a form of
“voucher” system. Something along these lines was
recently proposed for the health system in Colombia
(World Bank, 1996a).



Extension of Coverage. In most countries, differ-
ent territorial units at present have different ab-
grees of coverage. A goa of nationa policy
might well be to extend the coverage of the basic
education system to al eligible students. The
question is how best to accomplish this goal
within the framework of a per capita grant in sup-
port of education. Should the grant be paid from
the beginning in terms of potentia students? Or
should it be paid initidly in terms of actua e
rolments with an adjustment for the extenson of
coverage? |If the latter approach is taken, over
what time period should the transition to full cov-
erage take place? And how should the transitional
increment be allocated between territoria units ¥
for example, proportiona to the size of the “gap”?

Adjustment of Unit Cost. Should the initialy d-
termined unit cost be adjusted over time? Pre-
sumably, at a minimum it should be held constant
in rea terms. Assuming the expanson of
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coverage has aready been taken into account,
there would seem no reason to provide for any
systematic adjustment procedure other than in-
dexation,

Transition. More policies probably fail because of
inadequate attention to transitional issues than
because of bad design. At least three transitiona
dimensions need to be taken into account: (1) the
pace a which any service “deficits’ (below-
average levels of provision) are rectified; (2) the
pace at which “excesses’ are corrected; and (3)
the resolution of the imbalance if (1) does not
equal (2). Asarule, itiseaser to build up than to
reduce services’* Since reducing government
expenditures is never politicaly easy, it may be
necessary to reduce transfers (if this proves to be
one implication for some regions of a more equi-
table system) more slowly than they are increased,
which may require some additiona funding for a
trangitional period.

"Of course, it is also important not to dump too much
new money too quickly into any governmenta unit,
since it will always be spent, if not necessarily effi-
ciently.



Annex 7/

Matching Grants and Infrastructure Finance

Central governments have two distinct reasons for
being interested in what loca governments do
with respect to infrastructure. First, some local
infrastructure projects may involve significant
externalities. Second, some projects may consti-
tute essential elements of nationa development
programs. Infrastructure related to the provision
of basic education and health services, for exam-
ple, may qualify for both reasons, as may projects
improving the level and quality of water supply
and sewerage treatment. Support of loca roads
and some rural development projects may be justi-
fied as part of efforts to improve the economic
productivity of poor rura areass. In a decentral-
ized system, subnationa governments should
identify infrastructure needs and execute projects.
Financing large infrastructure projects from local
resources aone may not be possible, given the
scanty current revenues of most local govern-
ments. Moreover, smal locdities s8ldom have
much access to private capital markets. If they
areto carry out costly public works, as arule loca
governments depend heavily upon grants from
higher-level governments.”

Loca government boundaries seldom coincide
with the benefit areas of their activities. One way
to deal with interlocality benefit spillovers is
through the use of matching grants.”® Indeed, the

"Subsidized loans combine the elements of a matchi ng

grant with a commercial loan. Although in many coun-
tries local capital finance through borrowing takes
place mainly from government-sponsored and financed
agencies, the record of such agencies is poor, with
many loans not being repaid and local governments
having few incentives to pay (Davey, 1990). On the
whole, it seems better to keep any such borrowing
close to commercial terms and to leave any subsidy to
the grant side.

Another is by boundary changes for example, the
creation of special districts to provide particular serv-
ices. While this approach is sometimes useful, it
should be remembered that such jurisdictions may

transfer rationale with the strongest basis in the
economic literature is that the loca activity in
question may spill over to other jurisdictions.

Under this approach the correct “matching rate”
(the degree of centra subsidy) is set by the size of
the spillovers. A matching grant program de-
signed to encourage the optimal provision of pub-
lic services, since it depends upon the level of as-
sociated externalities, should vary primarily with
the nature of the activity. However, no country
has achieved full equalization of local fisca @&-
pacities, therefore, a uniform matching level d-
fering the same “price’ to all loca governments
will yield non-uniform responses in rich and poor
localities (Feldstein, 1975). Indeed, even if loca
revenue bases are fully equaized, need or cost
differentials may call for some equalization ele-
ment in matching grant formulas. For example,
per capita grants for roads in sparsely populated
and mountainous regions may be larger (as in
Switzerland, for example) because the per capita
cost of achieving any particular standard of road
service will obvioudly be higher. Such modifica-
tions to ensure the desired alocative results from
matching formulas should not be confused with
redistributive transfers.

A more basic problem with matching grants as a
way of dealing with spillovers lies not in such
concerns but in the simple fact that no one has a

undesirably weaken general -purpose local governments
both in terms of competition for resources and reduced
political accountability, and hence hamper the efficient
provision of other public services. A recent examina-
tion of Canadian experience with special-purpose dis-
tricts concluded that they made government more diffi-
cult for citizens to understand; they reduced the degree
of control citizens have over government; they reduced
accountability and hence, the overall efficiency of e
source allocation in the public sector; and they appro-
priated significant revenue that would otherwise accrue
to local governments (Kitchen, 1993).



good idea of the magnitude of spillovers associ-
ated with particular services. In practice, the
spillover argument at most provides a rationale for
central government support of some local expen-
diture. It amost never indicates how much sup-
port is needed. Nonetheless, the required match-
ing ratios found in many countries (say, 10% or
20%) as a rule seem likely to be far too low for
alocative efficiency.

Most countries could improve the assistance pro-
vided through matching transfers for purposes of
capital expenditure in severa ways: First, the
terms and conditions of such transfers should re-
quire local governments to prepare both an ade-
guate investment plan and an adequate mainte-
nance plan (as well as an appropriate user charge
policy). Second, locdities that receive such trans-
fers should be selected not by political factors but
by an objective process that pays attention to need
and capacity factors as well as to the economic
evaluation (such as cost-benefit analysis) of the
project in question. Third, adequate technica a-
Sistance (not necessarily, and indeed, not even
desirably from central governments) should be
made available to local governments to permit
them to develop plans, arrange financing, manage
congtruction, and operate the facility in the most
efficient fashion possible. Fourth, the execution
and operation of grant-aided work should be
monitored and evaluated, with periodic progress
reports, field inspections, and forma evaluations
of outcomes. Findly, al local governments re-
ceiving such aid should be required to provide
surveys of the condition of the infrastructure to
which aid is to be directed in order to permit ade-
guate assessment of future needs.
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Loca governments, even when (as is often the
case) they have not been involved in the selection
or execution of projects, are sometimes assumed
by the centra government to be willing and able
to look after the subsequent costs required to keep
the infrastructure operating and in good condition.
This assumption is often mistaken. Local gov-
ernments may not have the financia resources or
technical capacity to undertake this task, and the
incentives facing them seldom encourage them to
do s0. Perhaps the worst of dl systems is that in
which the infrastructure is provided at no cost to
the locality whose only contribution is financing
recurrent operation and maintenance costs. As
noted in the text, locdities are more likely to
maintain facilities if they paid at least something
for them and therefore feel a sense of ownership.
Moreover in many countries, the political reality
is that the less a local government does to main-
tain its infragtructure, the more likdly it is to be
rescued from above by the provision of yet more
subsidized investment.

In some instances ingenious solutions have been
found to the problem of financing the recurrent
costs required to keep infrastructure in operation.
Where there are well-defined projects with clear
beneficiary groups who have no aternatives, ®-
lutions can often be found (see, for example, a
recent study of rural road maintenance in Indone-
9a¥%:UNCHS, 1996). Nonetheless, it is critical to
factor in appropriate assumptions about operating
and maintenance as well as cost-recovery from the
beginning in the process of planning capital proj-
ects if the expected benefits of the project are to
be readlized. In this, asin many other ways, coun-
tries must strive to incorporate into their local
government system ingtitutions that encourage the
exercise of forethought, imagination, effort and
prudence if the results of decentralization are to be
as beneficial in practice as they may be in theory.



Annex 8

Intergovernmental Institutions

Germany epitomizes what has been caled “inter-
locked” federalism in which, no level of govern-
ment can do anything important without securing
the explicit agreement of the other level.” The
Bundesrat, or second chamber of the national
legidature, essentidly represents the state gov-
ernments, and its approval is needed for centra
legidation. Other important governmental func-
tions are either explicitly or implicitly “joint” fed-
eral-state activities and depend upon the active
cooperation of both levelsin terms of finances and
operations. Germany's administrative federalism
thus deds with the “integrating” function (ensur-
ing that the political and bureaucratic players at
each level are singing from the same sheet)
largely through its formal governmental structure.
However, no specia ingtitutions exist to provide a
comprehensible public face to German fiscal fed-
eralism, athough the high level of technical e-
pertise in academic and nongovernmental circles
makes up for this lack.

Canada also has no specia ingtitutional structure
to help citizens understand who does what or, n-
deed, what is actually going on in the complex
world of Canadian public finance. While, as in
Germany, this gap is partly made up by nongov-
ernmenta research bodies, the problem is more
serious in Canada because, unlike Germany, it is
home to different territorially-based language
groups and because there are no integrating insti-
tutions at the political level. Canada has neither a
forma ingtitutiona structure such as the Bundes-
rat nor aless formal but equaly effective political
structure (such as the Swiss party system) to keep

™ What is said of Germany is, on the whole, even more
true of Austria. In contrast, Switzerland achieves
similar “consensual” results in a totally different insti-
tutional fashion, partly owing to the nature of its po-
litical party system and its “committee” presidency and
partly through its very detailed constitution (Bird,
1986).
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federal and provincial policies in tune with each
other, let aone to ensure that each side is operat-
ing in full knowledge of what the other is doing,
or intends to do. One result is that virtualy every
issue in Canadian politics gives rise to federal-
provincial conflict.

At the bureaucratic level, which is in many ways
what matters most for the equitable and efficient
delivery of services, Canadas executive federa-
ism works extremely well, owing in part to the
proliferation of intergovernmental committees and
agencies at the operative level. With respect to
fisca planning, for example, there are regular
meetings of federa and provincid officids
working within a common framework.

With the recent disappearance of the Advisory
Commisson on Intergovernmental Relations
(ACIR), the United States too now has no pub-
licly-supported body focusing chiefly on federal-
statet -local issues. The ACIR never played a sig-
nificant role in the formation or monitoring of
U.S. fiscd performance, dthough it did provide
numerous useful studies of intergovernmental fis-
ca reations. The Commission had rotating mem-
berships from Congress, states, and local govern-
ments, making it difficult to speak with one con-
sistent voice on policy issues. Sometimes big ci-
ies were represented on the Commission, some-
times counties, and sometimes states. Further, the
staff's expertise was mainly in public administra-
tion, not public finance or public accounting, so
that most analyses focused on the administrative
structures of government. Finaly, the published
studies tended to be one-time reports without fol-
low-up.” Their impact on the policy process was
minimal.

"For an example that is particularly interesting in the

present context, see the study of “ACIR” type agencies
at the statelevel in ACIR (1981).



As in Canada, one problem of American federal-
ism in recent years has been an undesirably intru-
sve federa government. Although the Courts
have been seen as the primary protector of state
and loca government policy interests in the
United States, the judiciary has never articulated
any firm principle of governance to guide deci-
sion-making. In redlity, the federal Congress re-
mains the dominant factor in fiscal policy making,
with congressiona decisions being largely de-
cided by nationa political needs % whether for
budget control (as in the recent decentralization of
welfare spending) or ensuring each representative
a favored program for loca constituents (as in
recent highway legisation). An interesting recent
proposal suggested that a “Federalism Impact
Statement” should be attached to all such federa
initiatives in order to reduce unnecessary federa
intrusion on state spheres of action (Inman and
Rubenfeld, 1997).

Probably the best-known intergovernmenta in-
dtitution is the Commonwedth Grants Commis-
son (CGC) in Australia. A baanced appraisa
might be that the CGC has served a useful func-
tion in depoliticizing, to a limited extent, some of
the discussion about the distribution of federal
grants (in part, unfortunately, by making the proc-
ess so complex and academic that it sometimes
seems that no one can quite understand it
Y2 Mathews and Grewal, 1997). It has aso done
useful work in analyzing and suggesting remedies
for such specific problems as financing the North-
ern Territory and the Capital District and in com-
piling detailed comparative public finance infor-
mation. The prestige that the CGC has developed
in these matters over the years is such that their
conclusions have aimost always been acted upon
by the federa government, athough in recent
years they have not been received with favor by
some of the richer states (New South Waes and
Victoria). For some years, Australia aso had an
Advisory Commission on Intergovernmental Re-
lations which carried out some broader studies on
federa matters, as did a federally-funded Feder-
adism Research Centre (FRC) at the Austrdian
National University, but both these bodies have
now falen by the waysde. Nonetheless, as in
Canada, Germany, and the U.S,, and in part per-
haps because of the prior support for federalism
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research through such bodies as the FRC, Austra-
lia has a significant cadre of nongovernment re-
searchers who understand federa finance thor-
oughly and contribute substantially to public a-
bate on these issues.

In principle, another important intergovernmental
agency in Audtrdia is the Austrdian Loan Coun-
cil (ALC). In fact, however, the ALC appears
largely to act as an instrument through which the
federal government controls subnational borrow-
ing. Originaly established in the 1930s to coordi-
nate state and federa economic and financia
policies, the ALC's role in this respect diminished
sharply when the federal government took full
control of fiscal matters during the Second World
War. Federa control was loosened somewhat in
the late 1970s for state and large local govern-
ments and further deregulation in 1984 removed
borrowing limits and extended subnational access
to both domestic and foreign markets. Nonethe-
less, federd control ill exists in the form of
globa borrowing limits (Loan Council Alloca-
tions) established for each state. These limits,
which are based not only on capital funding needs
and comparative fiscal conditions but aso on
macroeconomic considerations, are effectively set
by the federal government.

Turning to developing countries, India provides
the best-known example of a not uncommon ce-
vice (Nigeria has a similar provision) of providing
for a periodic review of federa financial matters
by a specidly appointed finance commission
(FC). India has now had 10 such commissions,
one every five years, and the 11th is scheduled to
report shortly. Sometimes the reports of these
commissions have been informative and useful to
those interested in federal finance, sometimes they
have been followed by the centra government,
and sometimes both or neither of these things has
been true. Asin the case of the CGC in Australia,
however, the scope of the Finance Commission
has been limited to a narrow subset of federal-
state fiscal arrangements. Some observers have
argued that even the best of their reports have
generaly been more than offset by divergent poli-
cies followed by other bodies, most notably the
Planning Commission (Rao and Sen, 1996).
Moreover, in India, as in Australia, the commis-



sions have not redly played any role in integrating
dtate and federa policies to any extent. In princi-
ple, Pakistan's Finance Commission should do
better in this respect since it incorporates federa
and provincia legidators. Although political cir-
cumstances in Pakistan have often made the
Commission irrelevant, when the FC has operated
farly wel its recommendations have
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generaly been notably smpler and more transpar-
ent than those produced by the more academic,
less political, exercises in India and Austraia. H-
naly, South Africa's new Congtitution set up a
Financial and Fisca Commission (FFC). Initidly,
the FFC usefully set out some of the key issues in
creating a new decentralized and democratic state.
As yet, however, it has had relatively little impact
on either public reality or political action, in part
perhaps to a considerable extent the central gov-
ernment has never redly accepted the provinces
as having any red roleto play.



