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A well-functioning public sector that delivers quality public services consistent with citizen pref-
erences and that fosters private market-led growth while managing fiscal resources prudently i
considered critical to the World Bank’s mission of poverty alleviation and the achievement of
the Millennium Development Goals. This important new series aims to advance those objec-
tives by disseminating conceptual guidance and lessons from practices and by facilitating
learning from each others’ experiences on ideas and practices that promote responsive (by
matching public services with citizens’ preferences), responsible (through efficiency and equity
in service provision without undue fiscal and social risk), and accountable (to citizens for all
actions) public governance in developing countries.

This series represents a response to several independent evaluations in recent years that
have argued that development practitioners and policy makers dealing with public sector
reforms in developing countries and, indeed, anyone with a concern for effective public gov-
ernance could benefit from a synthesis of newer perspectives on public sector reforms. This
series distills current wisdom and presents tools of analysis for improving the efficiency
equity, and efficacy of the public sector. Leading public policy experts and practitioners have
contributed to this series.

The first 13 volumes in this series, listed below, are concerned with public sector
accountability for prudent fiscal management; efficiency, equity, and integrity in public ser-
vice provision; safeguards for the protection of the poor, women, minorities, and other dis-
advantaged groups; ways of strengthening institutional arrangements for voice, choice, and
exit; means of ensuring public financial accountability for integrity and results; methods of
evaluating public sector programs, fiscal federalism, and local finances; international prac-
tices in local governance; and a framework for responsive and accountable governance.
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Foreword

In Western democracies, systems of checks and balances built into
government structures have formed the core of good governance
and have helped empower citizens for more than two hundred years.
The incentives that motivate public servants and policy makers—
the rewards and sanctions linked to results that help shape public
sector performance—are rooted in a country’s accountability
frameworks. Sound public sector management and government
spending help determine the course of economic development and
social equity, especially for the poor and other disadvantaged
groups, such as women and the elderly.

Many developing countries, however, continue to suffer from
unsatisfactory and often dysfunctional governance systems that
include rent seeking and malfeasance, inappropriate allocation of
resources, inefficient revenue systems, and weak delivery of vital
public services. Such poor governance leads to unwelcome out-
comes for access to public services by the poor and other disad-
vantaged members of the society, such as women, children, and
minorities. In dealing with these concerns, the development assis-
tance community in general and the World Bank in particular are
continuously striving to learn lessons from practices around the
world to achieve a better understanding of what works and what
does not work in improving public sector governance, especially
with respect to combating corruption and making services work for
poor people.

The Public Sector Governance and Accountability Series
advances our knowledge by providing tools and lessons from practices
in improving efficiency and equity of public services provision and
strengthening institutions of accountability in governance. The series

XV



Xvi Foreword

highlights frameworks to create incentive environments and pressures for
good governance from within and beyond governments. It outlines institu-
tional mechanisms to empower citizens to demand accountability for results
from their governments. It provides practical guidance on managing for
results and prudent fiscal management. It outlines approaches to dealing
with corruption and malfeasance. It provides conceptual and practical guid-
ance on alternative service delivery frameworks for extending the reach and
access of public services. The series also covers safeguards for the protection
of the poor, women, minorities, and other disadvantaged groups; ways of
strengthening institutional arrangements for voice and exit; methods of
evaluating public sector programs; frameworks for responsive and account-
able governance; and fiscal federalism and local governance.

This series will be of interest to public officials, development practi-
tioners, students of development, and those interested in public governance
in developing countries.

Frannie A. Léautier
Vice President
World Bank Institute



Preface

Intergovernmental fiscal transfers are a dominant feature of
subnational finance in most countries. They are used to ensure that
revenues roughly match the expenditure needs of various levels of
subnational governments. They are also used to advance national,
regional, and local objectives, such as fairness and equity, and to
create a common economic union. The structure of these transfers
creates incentives for national, regional, and local governments that
affect fiscal management, macroeconomic stability, distributional
equity, allocational efficiency, and public service delivery.

This book reviews the conceptual and empirical literature to
distill lessons for policy makers looking to design fiscal transfers in
a manner that creates incentives for prudent fiscal management and
effective service delivery. It covers new ground by providing practi-
cal guidance on designing output-based transfers that emphasize
bottom-up, client-focused, and results-based government accounta-
bility and equalization transfers to ensure regional fiscal equity as well
as the institutional arrangements for implementing such transfers.

This book advances the World Bank Institute agenda on knowl-
edge sharing and learning from cross-country experiences with a
view to supporting public governance better. It is intended to help
policy makers make more-informed choices about strengthening
public sector governance and improving social outcomes for their
citizens.

Roumeen Islam
Manager, Poverty Reduction and Economic Management
World Bank Institute

XVii






Acknowledgments

This book brings together training modules on intergovernmental
fiscal transfers prepared for the World Bank Institute learning pro-
grams over the past three years. These learning programs were
financed by the governments of Canada, Italy, Japan, the Netherlands,
the Republic of Korea, and Switzerland. The editors are grateful to
the Canadian International Development Agency, the government
of Italy, the Policy and Human Resources Development program of
Japan, the Bank-Netherlands Partnership Program, the Korean
Institute of Public Finance, and the Swiss Development Cooperation
Agency for financial support for the development and publication
of this book.

The volume has benefited from contributions to World Bank
Institute learning events by senior policy makers from Argentina,
Australia, Brazil, Canada, Chile, China, Germany, India, Indonesia,
Kazakhstan, Kenya, the Kyrgyz Republic, Mexico, Pakistan, the
Philippines, Poland, the Republic of Korea, the Russian Federation,
South Africa, Switzerland, Tanzania, Thailand, Turkey, Uganda, and
the United States.

The editors are grateful to the leading scholars who contributed
chapters and to the reviewers, especially Sandra Roberts, who
provided comments on all chapters. Sandra Gain, Mike Lombardo,
Baoyun Qiao, Chunli Shen, Theresa Thompson, and Jan Werner
helped during various stages of the preparation of this book. Maria
Lourdes Penaflor Gosiengfiao provided administrative support for
this project.

XiX






Contributors

ROBIN BOADWAY is the Sir Edward Peacock Professor of Economic
Theory at Queen’s University, Kingston, Ontario, Canada. He is a
fellow of the Royal Society of Canada, a past president of the Canadian
Economics Association, and a past chair of the economics department
at Queen’s University. He has been editor of the Canadian Journal
of Economics and the German Economic Review and is currently edi-
tor of the Journal of Public Economics and editorial adviser for the
Canadian Tax Journal and the National Tax Journal. He serves on
the executive board of the International Seminar on Public Eco-
nomics and is on the academic panel of the Fiscal Affairs Division
of the International Monetary Fund.

SUJIT CHOUDHRY is associate professor of law and political science
at the University of Toronto, Ontario, Canada, and a senior fellow
at Massey College. He holds law degrees from the University of
Oxford, where he was a Rhodes Scholar; the University of Toronto;
and Harvard Law School. He served as a law clerk to Chief Justice
Antonio Lamer of the Supreme Court of Canada, a consultant to
the Royal Commission on the Future of Health Care in Canada (the
Romanow Commission) and the National Advisory Committee on
SARS and Public Health (the Naylor Committee), and a member of
the academic advisory committee to the Province of Ontario’s
Democratic Renewal Secretariat and the Governing Toronto
Advisory Panel, which reexamined the structure of municipal
government in Toronto.

BERNARD DAFFLON is professor of public finance and public policy at
the University of Fribourg, Switzerland. He provides expert advice

XXi


Phuong Nguyen
Highlight


xxii  Contributors

on fiscal federalism, decentralization, and local public finance to the Council
of Europe and the World Bank Institute. He also advises Swiss cantons and
the federal government of Switzerland.

SHAMA GAMKHAR is associate professor of public affairs at the Lyndon B.
Johnson School of Public Affairs at the University of Texas at Austin, United
States. She is the author of Federal Intergovernmental Grants and the States:
Managing Devolution and numerous scholarly articles in tax and public finance
journals. She coauthored a report by the Transportation Research Board of
The National Academies that reviews the long-term viability of the fuel tax
for transportation finance in the United States.

HARRY KITCHEN is professor of economics at Trent University, Peterborough,
Ontario, Canada. He has published widely on public finance, local and
regional government organization, and service delivery. He has advised
governments in both industrial and developing countries on a range of fiscal
system reform and local governance issues.

GARRY MACDONALD is associate professor of economics at Curtin University,
Perth, Australia. His research interests are in applied macroeconomics and
econometrics. He has published widely in international academic journals.

MELVILLE L. MCMILLAN is professor of economics and a fellow of the Institute of
Public Economics at the University of Alberta, Edmonton, Canada. His
research interests are in public economics, particularly urban and local
economics, fiscal federalism, and the demand for and supply of public goods
and services. He has served on the editorial board of the Canadian Tax Journal.

BENJAMIN PERRIN is a member of the Institute of Comparative Law at McGill
University, Montreal, Quebec, Canada, where he is completing graduate
research as a Max Stern Fellow and Wainwright Scholar. He is assistant
director of the Special Court for Sierra Leone legal clinic, which conducts
legal research for judges of the Trial and Appeals Chamber in Freetown. He
is also executive director of The Future Group, a nongovernmental organi-
zation that combats human trafficking. He has received the Governor
General of Canada’s Queen’s Golden Jubilee Medal, a YMCA International
Peace Medal, and the University of Calgary’s Graduate of the Last Decade
Award. After completing his graduate research, he will serve as a law clerk to
Justice Marie Deschamps of the Supreme Court of Canada.



Contributors  xxiii

JEFFREY PETCHEY is professor of economics at the School of Economics and
Finance, Curtin University, Perth, Australia. He has published on fiscal
equalization, tax competition, the theory of voting, and the economic impli-
cations of various Australian constitutional arrangements. He has served as
a consultant to the World Bank, the Financial and Fiscal Commission of
South Africa, the Forum of Federations, AusAid, and various state governments
in Australia.

M. GOVINDA RAO is director of the National Institute of Public Finance and
Policy, in New Delhi, India, and a member of the Economic Advisory Council
to the prime minister. His research interests include public finance and fiscal
policy, fiscal federalism, and state and local finance. His recent publications
include Political Economy of Federalism in India; Sustainable Fiscal Policy for
India: An International Perspective, edited with Peter Heller; and Poverty,
Development and Fiscal Policy, all published by Oxford University Press.

ANDREW RESCHOVSKY is professor of public affairs and applied economics at
the University of Wisconsin-Madison, United States. He has written numerous
articles on intergovernmental fiscal relations and tax policy. Since 1999 he
has served as a technical adviser to the South Africa Financial and Fiscal
Commission. He has also worked for the Office of Tax Analysis of the U.S.
Department of the Treasury and as a technical adviser to the Organisation
for Economic Co-operation and Development in Paris. He is currently organ-
izing an international cooperative project designed to evaluate alternative
strategies for dealing with fiscal problems facing large central cities.

MOTOHIRO SATO is associate professor of economics at the Graduate School of
International Corporate Strategy and the Graduate School of Economics at
Hitotsubashi University, Tokyo, Japan. His fields of research include fiscal
federalism, tax policy, and social security. He is an associate editor of the
Journal of Public Economics and a specialist member of the Government Tax
Commission of Japan.

ANWAR SHAH is lead economist and team leader of the Public Sector Governance
Program of the World Bank Institute, Washington, DC. He is also a fellow of
the Institute for Public Economics, Edmonton, Alberta, Canada. While work-
ing for the government of Alberta, he was responsible for designing provincial
fiscal transfers to local governments. While at the federal Ministry of Finance
in Ottawa, he was responsible for designing and administering federal fiscal



XXiv  Contributors

transfers to the provinces, with primary responsibility for the Canadian
Fiscal Equalization Program. He has advised the governments of Argentina,
Australia, Brazil, China, India, Indonesia, Mexico, Pakistan, Poland, South
Africa, and Turkey on fiscal system reform issues, including the design of
fiscal transfers.

ENID SLACK is the director of the Institute on Municipal Finance and Governance
at the Munk Centre for International Studies at the University of Toronto,
Ontario, Canada, where she is adjunct professor. She is president of her own
consulting firm, which specializes in municipal, education, and intergov-
ernmental finance. She advises governments and private companies on
property taxes, intergovernmental transfers, and other local finance issues.
She has coauthored four books and published numerous articles on urban
public finance. Her most recent book is International Handbook on Land and
Property Taxation, coedited with Richard Bird.

MICHAEL SMART is associate professor of economics at the University of Toronto,
Ontario, Canada. He has written extensively on tax policy and fiscal federalism.

PAUL BERND SPAHN is professor emeritus of Goethe University, Frankfurt,
Germany, and an adviser to the minister of finance and treasury in Bosnia and
Herzegovina. He has served as vice president of the University of Frankfurt
and as a consultant to numerous research institutes and international organ-
izations, including the International Monetary Fund, the World Bank, the
United Nations, the Council of Europe, and the European Commission. He
has published widely in scholarly and policy-oriented journals and lectured
and provided expert advice to governments in nearly 50 countries.

MARIANNE VIGNEAULT is professor of economics and former chair of the
department of economics at Bishop’s University, Sherbrooke, Quebec,
Canada. She holds a BA from Bishop’s University and an MA and PhD from
Queen’s University. Her research is in public economics, with emphasis on
fiscal federalism and tax policies toward entrepreneurs, venture capitalists,
and multinational corporations. She has worked as a consultant and
researcher for the Canadian International Development Agency, the federal
Department of Finance, and the Institute for the Economy in Transition in
Moscow.

JURGEN VON HAGEN is professor of economics and director of the Center for
European Integration Studies at the University of Bonn, Germany. He is a



Contributors  Xxv

research fellow at the Centre for Economic Policy Research, a member of the
Council of the German Economic Association and the Academic Advisory
Council of the German Federal Ministry of Economics, a former member of
the Council of the European Economic Association and the French National
Economic Committee, and the first recipient of the Gossen Prize of the
German Economics Association. He has been a consultant to the International
Monetary Fund, the European Commission, the Federal Reserve Board,
the Inter-American Development Bank, the World Bank, and numerous
governments.

LEONARD S. WILSON is professor of economics at the University of Alberta,
Edmonton, Canada. He has served as an economic adviser to the govern-
ment of Kenya and the Malaysian Institute for Economic Research. His
research focuses on public economics and the economics of developing
countries.






Overview

ROBIN BOADWAY AND ANWAR SHAH

part from small city-states, every country has more than one

evel of government. In addition to the national government,
these can include intermediate governments (states, provinces,
cantons, Linder, prefectures, and so forth), municipal governments,
and governing bodies that may take on relatively narrow responsibil-
ities. In some cases, the structure of government is explicitly federal,
in the sense that different levels of government have autonomous
responsibilities typically enshrined in a constitution. In other cases,
subnational levels of government are creatures of the national
government and may be ultimately dependent on them for their
authority. Regardless of the political or constitutional definition of
the nation, subnational governments are almost never self-sufficient
financially. Their revenue-raising responsibilities fall short of their
expenditure responsibilities, forcing them to rely on financial trans-
fers from the national government. This volume examines the role of
intergovernmental transfers, in both theory and practice.

Practices governing intergovernmental transfers vary widely.
The structures of multilevel government, the responsibilities exer-
cised by each, and the relative importance of transfers differ widely
across countries. To adopt the expression used by some of the
contributors to this volume, “finance follows function” to varying
degrees across nations. The way in which transfers are used by trans-
ferring governments to achieve their policy objectives, as opposed to
simply closing the vertical fiscal gap, differs across nations as well.
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Despite these differences, certain common principles inform the role of
transfers, and common practices are frequently found. Describing these
commonalities helps provide some context for the overview of the volume
that follows.

Patterns of Expenditure Decentralization

The assignment of expenditure functions across levels of government is
broadly similar across nations. It is influenced by efficiency considerations
in the delivery of public goods and services as well as benefits from allowing
subnational governments discretion in choosing programs best suited to
their constituent communities. Federal governments typically assume
responsibility for national public goods (defense, foreign affairs, money and
banking, national infrastructure) as well as some elements of social insur-
ance (pensions, unemployment insurance). Intermediate governments
(hereafter referred to as states) are often assigned the provision of important
public services, such as health, education, and welfare, in addition to state
public goods, such as roads and police protection. Local governments
provide local public goods and services, including water and sanitation, local
roads, and recreational facilities. These patterns of decentralization are
found in nonfederal nations as well.

An important feature of this assignment of responsibilities is that higher
levels of government have some interest in the manner in which expenditure
programs are designed and delivered, for efficiency or equity reasons. On
efficiency grounds, three sorts of arguments apply. First, program benefits
may spill over to other communities. Second, decentralized decision making
can lead to inefficiencies, because they distort cross-boundary transactions
in products or factors, either intentionally or unintentionally. Third, fiscal
competition among subnational governments may lead to inefficient
choices of program spending. Equity issues particularly apply to state-level
governments, which are responsible for providing public services such as
health, education, and welfare, which fulfill redistributive roles that may be
of national interest. Given this, most systems of intergovernmental transfers
include design features intended to influence how subnational governments
deliver these programs. More generally, the degree of discretion states have
in designing these important social programs varies from federation to
federation, as does the manner in which that discretion is constrained.
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Overview XXix

Revenue Decentralization

While on the expenditure side the proportion of government spending that
is decentralized is reasonably similar across federations, the extent of revenue
decentralization varies widely. Indeed, from a budgetary perspective, differences
in fiscal decentralization are largely differences in revenue decentralization,
or equivalently, differences in vertical fiscal gaps. The main distinction
between centralized and decentralized fiscal federal systems is the extent to
which state governments have discretionary access to broad-based taxes. In
decentralized federations such as Canada, India, Switzerland, and the United
States, state-level governments have full access to broad-based taxes such as
income, sales, and payroll taxes. In more centralized federations, such as
Australia and Germany, much less own-source tax revenue is raised,
although in both cases, revenue-sharing applies to federal taxes.

A high degree of revenue decentralization does not mean there is no
significant vertical fiscal gap. On the contrary, even in the most decentral-
ized federations, intergovernmental transfers play an important role. More
generally, the vertical fiscal gap is not something that is or can be determined
by assignment. It is the outcome of more or less independent fiscal choices
made by all levels of government. Whether one level can be considered dom-
inant from this point of view is an important question that is addressed at
various points in this volume. While one might at first think that the federal
government plays a leadership role in determining the vertical fiscal gap by
choosing its preferred level of transfers as well as how much tax room to
occupy, it is certainly conceivable that the states can have some influence on
the amount of money the federal government transfers to them.

Equalizing Transfers

Fiscal decentralization inevitably leaves states and municipalities with dif-
ferent financial abilities to provide public services to their citizens. Different
jurisdictions will have different needs and costs of providing public services
and different revenue-raising capacities with which to finance them. As a
consequence, intergovernmental transfers usually have an equalizing element
to them, with higher per capita transfers going to jurisdictions with lower
fiscal capacities. The form and extent of equalization differ considerably
across nations, and there may or may not be one general transfer that is
dedicated to equalization. But where no single equalization transfer is made,
equalizing elements are typically built into more-specific transfers, including
shared-cost ones.
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Federal Influence on State Decisions

Although federal constitutions may assign exclusive legislative powers to
states, it is almost always the case that the use of these powers is subject to
some influence by the federal government. That influence can take several
forms, some more intrusive than others. Examples of highly intrusive federal
influence include the ability to strike down state legislation and the ability
to mandate state actions. Less intrusive forms of influence can be achieved
through the use of intergovernmental transfers. Conditions can be imposed
on transfers, and they can be subject to matching requirements. Moreover,
the mere fact that the states are dependent on federal transfers can make
them responsive to moral suasion by the federal government.

The ubiquitous possibility for the federal government to influence state
fiscal decisions is a source of tension in virtually all federations to some
extent. In addition, it can be a source of inefficiency in the operation of the
intergovernmental relations system. An overly intrusive federal government
can detract from some of the benefits of federal systems of government,
especially those that arise from the ability of states to exercise discretion in
their fiscal choices.

Caveats and Limitations

This volume is primarily about the economics of intergovernmental fiscal
transfers. Before summarizing its contents, it is useful to state some caveats
and limitations that apply to the role of economic analysis in evaluating and
designing transfers.

Economic principles alone cannot suffice to determine the ideal system
of intergovernmental transfers. Conflicting objectives are at stake, and dif-
ferent observers will trade off those objectives in different ways. For example,
the need for transfers is directly related to the extent of decentralization.
While decentralization contributes to the efficiency of the delivery of fiscal
programs, it can also lead to violations of efficiency and equity in the
national economy. The relative weight one gives these national objectives
versus the benefits of decentralized decision making will influence one’s
view on the size of transfers (the vertical fiscal gap) and their design.
Moreover, value judgments are inevitable in designing transfers, particu-
larly the weight given to equity versus efficiency. Those who weigh effi-
ciency relatively heavily will generally favor more decentralization and less
oversight over program design at the subnational level, including through
conditionality of transfers.
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One’s view of decentralization and the role of transfers will also be
affected by an assessment of the workings of the market economy and the
public sector. The trade-off between efficiency and equity and the efficiency
consequences of decentralization will depend on how responsive private
sector decisions are to government fiscal actions, an issue on which there is
little reliable evidence. Moreover, an assessment of the effects of decentral-
ization and the role of transfers depends on the extent to which governments
are viewed as benevolent and responsive to the wishes of their constituents
as opposed to being self-interested and self-serving. Broadly speaking, those
who view governments as nonbenevolent typically favor more decentralized
decision making as a means of putting a brake on these tendencies.

This discussion suggests that there is no “optimal” set of intergovern-
mental transfers that suits all circumstances. Instead, grants have to be tai-
lored to each case depending on the objectives sought, the initial conditions,
and resource constraints. Nevertheless, a review of international practices by
Anwar Shah (chapter 1) provides important lessons on avoiding some com-
mon pitfalls and emulating some better practices. Practices to avoid include
general revenue—sharing programs with multiple factors, which undermine
accountability and do not advance fiscal efficiency or fiscal equity objectives;
grants to finance subnational deficits, which create incentives for running
higher deficits in the future; fiscal effort provisions in unconditional grant pro-
grams, which undermine efficiency and equity and support a leviathan view
of government; input-based, process-based, or ad hoc conditional grant pro-
grams, which undermine local autonomy, flexibility, and fiscal efficiency and
equity objectives; capital grants without assurance of funds for future
upkeep, which have the potential to create white elephants; and negotiated
or discretionary transfers, which may create dissention and disunity.
Practices to strive for include selecting the simplest and most transparent
design, as rough justice may be better than full justice in terms of enhancing
accountability and gaining wider acceptability; focusing on a single objective
in a grant program and ensuring that the design is consistent with that
objective; including a sunset clause to ensure periodic review and renewal;
equalizing fiscal capacity using an explicit standard that determines the
pools as well as the allocations; equalizing fiscal need through specific-
purpose transfers; providing results-oriented (output-based) national
minimum standards grants; and establishing an intergovernmental forum
to achieve consensus on the standard of equalization and objectives and
design of all fiscal transfer programs.

The system that is suitable for a given country will depend on the
circumstances of the country as well as on the consensus on redistributive
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objectives and solidarity within the nation. Nonetheless, some principles
have evolved that establish a framework against which to evaluate existing
and potential practices.

The section of the volume on principles begins with a general overview of
the role of intergovernmental transfers in federations and other multigov-
ernment countries by Robin Boadway (chapter 2). Transfers are viewed as
fulfilling three main purposes. One is simply to finance the difference
between state expenditure and revenue-raising responsibilities (the fiscal
gap). Although transfers themselves are passive, the federal government’s
role in determining the fiscal gap is by no means passive. A second purpose
is to use equalizing transfers to compensate for differences in state fiscal
capacities that arise from the decentralization of fiscal responsibilities. The
capacity to raise revenues from own sources may differ across states, as may
the expenditures required to provide given levels of services. A third purpose
of transfers is to allow the federal government to exercise influence or over-
sight over the design of state programs.

More generally, intergovernmental transfers are a necessary complement
to decentralization. They permit the benefits of decentralization to occur
while at the same time undoing some of their potential adverse effects. The
extent of transfers and their design thus depends very much on how one
assesses the consequences of decentralization and how much oversight one
wants to give the federal government over fiscal decisions made by the states.
Boadway discusses the broad implications of these assessments for the prin-
ciples of the design of the transfer system, emphasizing the key trade-off
between the benefits of discretionary decision making by the states and the
usefulness of federal oversight. The appropriate combination of decentral-
ization and federal oversight is determined endogenously, with the federal
government playing a large role. This limits the extent to which the principles
of a good transfer system can be prescriptive.

Chapter 3, by Paul Bernd Spahn, calls into question the traditional fiscal
federalism perspective of the role of transfers as the primary means of
addressing relations among governments. Spahn recounts the equity and
efficiency rationales for intergovernmental transfers and considers how they
can best be achieved. He argues that public sector efficiency in particular
could be enhanced if a “contractual” approach to federal-state fiscal relations
were adopted wherever possible. Under such an approach, transfers from the
federal to the state governments for, say, the delivery of services would be
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based on a contract mutually agreed to by the two sides and stipulating
explicitly the terms of services, including any incentive payments. In other
words, mechanisms such as those found in the private sector would be used
in the public sector to reward performance and increase accountability.
These mechanisms would replace the more hierarchical system whereby
transfers are initiated by the federal government, which may also determine
conditions or matching requirements to impose. Spahn suggests that these
more traditional forms of transfer are appropriate in some circumstances,
such as in financing public goods or accomplishing equalization. But where
service delivery is involved, standard grants do not exploit all the opportunities
to enhance cooperation, accountability, and cost-effectiveness.

The economic rationales usually offered for transfers are based on stan-
dard efficiency and equity arguments, adapted to a federal setting. However,
transfer systems, particularly those that equalize fiscal capacities, also fulfill
a risk-sharing or stabilization function. Chapter 4, by Jiirgen von Hagen,
studies this risk-sharing role. The issue arises when different states are
subject to different economic shocks. To the extent that these shocks will be
reflected in personal income shocks, households are exposed to risks they
may not be able to insure against. This in turn exposes state governments to
risks, since their tax revenues as well as some of their expenditure responsi-
bilities (such as transfers to households) will respond. An intergovernmen-
tal transfer system that includes an equalization component will serve as a
form of insurance to the state government and therefore indirectly to
residents of the state. Of course, this presumes that states and households
cannot self-insure against the risk of such shocks (and that the federal
government can).

Equalizing transfers may also act as stabilization devices, especially if the
shocks are lasting. There are two senses of stabilization. First, stabilization
can refer to the manner in which the economy absorbs shocks by reallocating
resources among activities. When an open economy is subject to an adverse
shock, adjustment can occur in several ways: wages and prices may fall, the
exchange rate may adjust, capital and labor may move away from the economy.
In the case of a state in a federation, exchange rate adjustment is not possible,
and wage and price adjustments may be sticky. The transfer system provides
some relief, reducing the impact of the shock and facilitating transitional
adjustment. Indeed, both the intergovernmental transfer system and the
interpersonal tax-transfer system will have this effect.

Second, equalizing transfers can affect aggregate demand, as govern-
ments engage in fiscal policy in response to shocks. To the extent that these
shocks are state specific, the transfer system will act as a built-in stabilizer.
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Von Hagen summarizes these arguments and surveys the empirical
evidence on the relative importance of intergovernmental transfers as
risk-sharing and stabilization devices. Their effectiveness depends on the
design of the transfer system and how responsive it is to shocks, in terms of
both the timeliness and the magnitude of the response. Moreover, as with
any insurance scheme, there may be adverse incentives. To the extent that
states can undertake actions to affect the size of their own transfers, they may
be induced to do so. This problem is analogous to the problem of adverse
selection in insurance markets.

The possibility that states can influence the size of their transfers applies
more generally than to just the risk-sharing function of intergovernmental
transfers. It goes to the heart of the effectiveness of federal-state transfers as
devices with which the federal government can achieve what it perceives as
its national objectives. Intergovernmental transfers are traditionally viewed
as policy instruments that the federal government uses to address the fiscal
needs of the states or influence their program design. To use the terminology
of game theory, the federal government moves first, announcing its transfer
policy before states choose their fiscal policies, but it anticipates how the
states will respond to federal transfer policies. However, even if the federal
government announces its policy first, that policy will typically not be
enacted until after state policies are in place. If the federal government cannot
commit to undertaking the policies it has announced, it may choose to
renege on them ex post. If the states recognize this lack of commitment, they
may be able to exploit it by structuring their own policies in a way that
induces the federal government to transfer more to them than they would
have chosen to transfer if they could commit. This is the soft-budget constraint
problem, surveyed in chapter 5 by Marianne Vigneault. In the extreme case,
states may choose to run up their debt and be bailed out by the federal
government. If the federal government could commit to a no bail-out policy
ex ante, the states would not be inclined to run up their debt strategically,
although it may not always be known whether state debts are a result of
conscious choice or bad luck.

Vigneault surveys the empirical and theoretical literature on soft budget
constraints, looking for lessons that can be learned from the experiences of
various countries. She describes two quite different approaches to reducing
the likelihood of soft budget constraints, a decentralized and a centralized
version. In the decentralized version, states are given considerable discretion
for fiscal decisions, including the ability to issue debt and raise their own
revenues. The discipline against running up excessive debts is provided
jointly by private capital markets, which finance the deficits, and state
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electorates, which hold politicians accountable. In the centralized version,
the federal government imposes strict controls on the behavior of the states,
restricting their ability to borrow, controlling their finances, and imposing
conditions on their spending. Soft budget constraint problems tend to arise
when intermediate circumstances apply, when states can borrow but have
limited discretion over revenue-raising and political accountability is weak.
What remedy is best for a given country depends on the institutional and
other features of the country. In any case, even if bail-out problems can be
avoided, it is unlikely that more limited forms of soft budget constraint can be.
By their actions, states may still be able to influence the amount of transfers
going in their direction.

The idea that transfers from the federal government to the states are
malleable and subject to political influence is the subject of chapter 6, by
Motohiro Sato, who provides a broad overview of the political economy of
grants. While the normative theory emphasizes the role of grants in achieving
efficient and equitable outcomes in a federation, the ideal set of grants may
not be feasible for political reasons. The study of the political economy of
grants is a special case of the political economy of economic policy making
more generally, although some special issues arise in the case of grants. As in
the broader literature, political influence on grants may take a top-down or
a bottom-up approach. Both require that grants are discretionary rather
than formula driven. Indeed, political economy reasons may drive the fact
that grants have discretionary components. In the top-down approach,
political parties use transfers to attract votes (the so-called “pork barrel” use
of grants). Transfers tend to be allocated more to constituencies in which
voters are less committed. In the bottom-up approach, grants are viewed as
a response to lobbying of politicians and their parties by states and their
interest groups. In this case, the allocation of grants is related to the ability
of lobbyists representing local interests to organize.

Political economy arguments have an important bearing on the case for
decentralization, what Sato refers to as the “constitutional stage.” Decentral-
ization can be seen as an antidote to bureaucratic power and rent seeking
that reduces accountability and the efficient provision of public services. By
bringing government closer to the people, the electorate can hold political
decision makers more accountable. Competition among subnational juris-
dictions can impose discipline on local politicians and their bureaucracies,
and it can provide a yardstick against which the quality of local governance
can be judged. Decentralization also reduces the size of rents and can therefore
reduce the incentive for wasteful rent seeking. Of course, there may be some
countervailing effects. Capture of government by local interests may be easier
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in a decentralized setting, unless local citizens are effective participants in
local decisions. The political economy of grants, and more generally of
decentralization, remains a lively area of study.

Chapter 7, by Michael Smart, is also concerned with political decision
making, in particular the behavioral response of recipient governments to
transfers received. Even in normative theories of federalism, decentralization
and the grants that are used to facilitate decentralization can induce adverse
incentive effects on state government. Equalization transfers, like other
redistributive transfers, can influence the fiscal policies of recipient states.
For example, transfers designed to equalize the revenue-raising capacity of
governments often calculate the transfers by applying a standard state tax
rate to actual state tax bases in order to determine how the ability to raise
revenues varies across states. The revenue effects of policy actions that a state
takes that reduce its tax bases will be offset by equalization transfers. Thus
states will have an incentive to set tax rates that are too high or to discourage
the development of tax bases where they have some ability to do so (in the
development of resource properties, for example). To the extent that tax
rates are too low to begin with, this incentive for states to raise their tax rates
can be beneficial. Thus if tax competition effects are important, equalization
transfers can neutralize them. However, the opposite is possible. State tax
rates might be too high to begin with, either because of the kind of political
economy arguments cited above or because of vertical fiscal externalities
whereby the cost of increased state tax rates is partly borne by federal tax-
payers because the common tax bases they use falls.

Grants can also have intentional incentive effects. This is most obviously
the case for matching grants that reward states for increases in particular
expenditures by federal cost-sharing. Indeed, the matching rates are often
quite substantial (50-50), typically well beyond the magnitude of perceived
spillovers. Conditional transfers that are not matching can also apparently
affect stated spending significantly, even though from an economic point of
view they are analogous to lump-sum income transfers. The fact of condi-
tionality itself seems to be enough to induce states to spend grants on the
programs for which they are intended, even in the absence of matching com-
ponents. In fact, even if transfers are unconditional, they still seem to be
treated by recipient governments differently from increases in income to
their residents. This is the so-called “flypaper effect,” whereby the expendi-
tures of recipient governments respond more to increases in transfers than
to increases in private incomes. Smart reviews the empirical evidence that
fiscal choices by state governments respond both to transfers and to fiscal
policies taken by other governments, both federal and state.
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Shama Gamkhar and Anwar Shah take up similar themes in chapter 8.
They put the flypaper effect into a much broader perspective as an example
of a more general observation that the effect of grants is often different from
what traditional theories of fiscal federalism—the so-called “first-generation
theories” —would have predicted. They argue that the focus of intergovern-
mental grant theory has shifted from a preoccupation with flypaper effects
and other incentive effects of grants designed to deal with interjurisdictional
spillovers to second-generation theories that focus more on the efficiency
and equity effects of decentralization and the role of transfers in accommo-
dating that decentralization. Viewed from this perspective, issues concerning
the interaction among governments, such as fiscal competition, soft budget
constraints, and moral hazard responses to transfers, play a more prominent
role. Gamkhar and Shah provide a detailed review of the empirical literature
on the responsiveness of state and local fiscal policies to federal and state
grants and attempt to reconcile seemingly contradictory predictions of theory
with the results obtained in empirical studies.

Part IT of this volume addresses some of the issues that arise in putting the
principles of intergovernmental transfers into practice. The fact that one
level of government is making financial transfers to another suggests that
some legal framework is needed for managing the transfers. Even if the
transfers are unconditional and formula based, a legal basis must exist for
determining the rules that enable the federal government to make (and
change) such transfers, the manner in which formulas are determined, and
the legal remedies to apply should disputes arise with respect to the amounts
transferred. In the case of conditional or matching transfers, the need for
legal sanction is even more pressing, especially if the conditions affect the
manner in which states exercise their constitutionally sanctioned responsi-
bilities. Sujit Choudhry and Benjamin Perrin review these legal issues in
chapter 9, illustrating them with representative case studies of federations.
What emerges is an appreciation for the diversity of practices, reflecting
the historical, political, and cultural characteristics of each federation. The
legal basis for making transfers to the states varies depending on whether
they are based on constitutional obligation, constitutional enabling authority,
federal statute, or intergovernmental agreement. Most important, the man-
ner in which the federal government exercises influence over state decisions
varies from country to country, including the extent to which conditional
grants (the spending power) are used as a federal policy instrument.
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The existence of legally sanctioned institutions, such as arms-length advisory
commissions, varies from federation to federation, as does the type of dis-
pute settlement mechanism used to resolve conflicts over both the manner
in which the federal government determines the transfer structure and
conditions and the manner in which the states respond to the conditions.
Despite that diversity, all federations struggle with one overriding issue: how
to strike the appropriate balance between the autonomy of state decision
making and the desire of the federal government to exercise influence, using
conditional transfers among other instruments. Legal remedies are important
in setting the rules of the game for intergovernmental fiscal relations and
ensuring they are adhered to, but they are not sufficient. Legal approaches
may not be flexible enough to deal with all issues. Accountability of govern-
ments to citizens must also rely on political and institutional processes.

The institutional framework used to facilitate intergovernmental fiscal
relations is the subject of chapter 10, by Anwar Shah. Various countries use
diverse arrangements to determine the size and allocation of intergovern-
mental fiscal transfers. A critical question not answered by the earlier liter-
ature is the relative efficacy of these arrangements in achieving a simple, fair,
and transparent fiscal transfer system with potential to achieve a national
consensus. To address this question, Shah develops a new institutional
economics framework to evaluate alternate institutional arrangements. He
applies the framework to a stylized view of these arrangements in selected
countries. The framework is used to examine the transactions costs incurred
by society as a whole to achieve defined grant design—related outcomes. This
framework yields a comparative evaluation of two popular institutional
models for intergovernmental transfers: intergovernmental forums and
independent grants commissions. Intergovernmental forums are shown to
produce simpler and fairer designs with lower transactions costs to society
than independent grants commissions. Independent grants commissions are
shown to be an inferior institutional choice in view of the perverse incentives
regimes created by their underlying governance structures, which predispose
them to recommending complex solutions with high agency costs.

The remaining chapters examine the design of actual systems of transfers,
with each chapter focusing on a different element. In chapter 11, M. Govinda
Rao considers the role of tax sharing as a means of getting revenues into the
hands of states. There are two forms of tax sharing, which differ in the extent
of discretion given to the states. Revenue-sharing systems stipulate a share
of given revenue sources that are allocated to the states. These schemes can
be based on constitutional dictate or legislated by the federal government.
The allocation of shares among the states can be based on state financial
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needs or simply on population or the principle of derivation. Revenue sharing
provides some predictability to the states, but it gives them no discretion
over their own revenues. Moreover, the revenue source being shared may not
be a buoyant one, and revenue sharing may discourage the federal government
from using the shared base or administering it efficiently.

Some of these problems can be overcome by giving states the discretion
to determine how much revenue to raise from a shared tax base while allowing
them to take advantage of centralized tax administration. For example, states
may simply piggyback onto federal taxes by imposing a state surtax on the
federal base or on federal tax revenues collected by the state. These schemes
preserve a harmonized tax system while affording the states the discretion to
determine their own revenues. This presumably enhances accountability.
But tax-base sharing of this sort is not sufficient for achieving all the objectives
of fiscal transfers. In particular, since all state revenues accrue to the states in
which they are raised, nothing is done to achieve equalization of fiscal capac-
ities. The remaining chapters deal with various aspects of the design of
transfers intended to address fiscal capacity differences across states.

Chapter 12, by Leonard Wilson, studies alternative ways of pursuing
revenue equalization. Two main candidates have been proposed. The one
used in many federations, the representative tax system approach, equalizes
the ability to raise revenues based on the actual practices of states in the
federation. The idea is to construct a representative tax system that reflects
the bases chosen and the average tax rates applied across the federation. For
each state the amount of revenue that would be raised per capita from this
system is then calculated and used as the basis for making equalization enti-
tlements. Because the representative tax system measures fiscal capacity
based on the actual tax systems states use, it implicitly takes account of
differences in the ability to raise revenues from different revenue sources.
The system is a relatively complicated one, however, and relies on judgments
for choosing representative tax bases when states adopt very different policies.
Moreover, it relies on data that may not be available in all countries. Its com-
plexities detract from its transparency for citizens and from its objectivity as
a measure of fiscal capacity. In addition, for some revenue sources (such as
property taxes), conceptually difficult issues are associated with applying
this approach.

An alternative that seems to avoid some of these complexities is the so-
called macro approach, whereby a single indicator, such as personal
consumption of state output, is used to measure the potential fiscal capacity
of states. While the representative tax system is simpler, it captures only
imperfectly the ability of a state to raise revenues. Moreover, it does not avoid
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the adverse incentive effects of the representative tax system approach and
does not address differences in needs across states. The macro approach may
be better suited for federations, such as those in developing countries, whose
public accounting systems make it difficult to apply the representative tax
approach and are forced to rely on something simpler.

Chapter 13, by Bernard Dafflon, also considers the form of equalization
that is best suited to meeting the equity and efficiency objectives of the system.
He argues that a net, or self-financing, system whereby payments to states
with below-average fiscal capacity are met by contributions of those with
above-average capacity has some advantages. Such a system makes explicit
the extent of redistribution that the equalization system achieved, so that the
society’s consensus for solidarity can be reflected in the scheme actually chosen.
Dafflon argues strongly for a rules-based approach; in the case of revenue
equalization, he suggests a representative tax—type system. He suggests that
transparency can best be achieved by keeping equalization separate from
other transfers and from having an autonomous body assess the system on
a periodic basis and make recommendations for reform.

The objective of equalization is to reduce differences in the ability of
state governments to provide public services, if not eliminate them alto-
gether. These differences depend not only on the ability to raise revenues but
also on the needs and costs of providing public services. Since much of state
spending is on basic public services to citizens, such as education, health, and
social services, needs for public services will depend on the demographic
make-up of the population by age, skill, health status, and so on. Moreover,
providing public services will be more costly in some locations than others.
Labor costs, geographical factors, and population densities may all differ. In
chapter 14 Andrew Reschovsky provides a detailed account of how an equal-
ization system may be designed to take account of such differences in needs
and costs. This is a difficult task, since expenditure programs are very
diverse, with output difficult to measure, and many conditions determine
costs and needs. Ideally, one would like measures of a state’s fiscal need to be
independent of actions the state might take. Reschovsky surveys various
empirical techniques that might be used, from those based on detailed
econometric techniques to those that require elements of considered judgment.
Which method is suitable for any given country depends on the quality of
the data available and the nature of the services provided at the state level.

An element of need that calls for special treatment, especially in devel-
oping countries, is capital and infrastructure spending, as Jeff Petchey and
Garry MacDonald discuss in chapter 15. The public services provided by
state governments require ample amounts of capital: schools are needed for
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education, hospitals and clinics for health, roads for transportation services,
and so on. In developed federations, where these facilities have been built up
in the past and states have access to capital markets to finance capital expan-
sions, transfers to support capital costs can build in an amount for ongoing
capital cost accruals. In contrast, many developing countries face backlogs
and financing constraints, and it may be necessary to provide dedicated
transfers based on existing needs for capital expenditures. Petchey and
MacDonald examine the design of capital transfers and present a model for
implementing that design that has been tested in South Africa.

The last three chapters address the special problems faced by local
governments, which differ from states in the nature of their expenditure pro-
grams and in their access to adequate financing. Local governments also differ
systematically in their size and geographic setting, as reflected in the
distinctions among the three chapters. Enid Slack (chapter 16) focuses on
larger cities and metropolitan areas, Harry Kitchen (chapter 17) on small
cities, and Melville McMillan (chapter 18) on rural municipalities.

While larger cities have some unique expenditure requirements, such as
social service spending, mass transit, and policing, they also have the ability
to generate more revenue to the extent that they are called upon to exercise
it. They have larger property tax bases and can use sales taxes or income
taxes, sharing those bases with higher levels of government. User fees can
also be an important source of revenue. In fact, as Slack points out, large
cities typically rely to a significant extent on transfers from state govern-
ments, although they are responsible for raising marginal revenues from
own sources. These transfers are often conditional, reflecting the facts that
they may be required to deliver social services for the states and there may
be spillovers of benefits from some expenditure programs. However, the
pattern of transfers varies widely across countries, reflecting the diversity of
circumstances facing cities and the nature of their expenditure and revenue
responsibilities.

Smaller cities are also very diverse and face similar financing problems
as large cities. Although their expenditure needs may be less than those of
large cities, they also face more significant constraints on revenue raising,
often relying heavily on property taxes. Some economies of service delivery
are obtained by the existence of a higher tier of government encompassing
several localities. Their need for transfers is affected by the extent to which
they are called upon to deliver public services such as education and social
services. As in the case of large cities, a substantial part of their transfers are
conditional. This reflects the fact that cities exercise less discretion than
states in designing and delivering their programs, which are typically the
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creatures of the states. As Kitchen points out, conditional transfers can also
often be used to achieve state political objectives.

Rural governments face many unique problems. Since they are less
densely populated than cities, it is more costly to deliver public services and
to provide local public goods, such as roads, water, sanitation, and utilities.
In addition, rural areas are usually poorer and have smaller revenue-raising
capabilities, especially in countries that have been undergoing urbanization.
They thus have a greater need for transfers, especially if they are required to
deliver basic public services such as education and social services. The practice
is very diverse and the literature very sparse, so McMillan proceeds by a
series of illustrative case studies.

Most states have all three types of local governments. Since their fiscal
capacities to deliver public goods and services differ considerably, efficiency
and equity objectives call for a set of equalizing transfers, as the authors
stress. Equalization will necessarily be rather complex and involve taking
into account not only the diverse revenue-raising capabilities but also the
special needs and costs faced by different cities. One way to simplify the
process is to stratify the equalization system according to the type of munic-
ipality, in order to equalize fiscal capacity among large cities, among small
cities, and among rural municipalities separately. The relative amounts of
transfers that go to each group still needs to be determined, a choice that
inevitably requires political judgment.

As this overview indicates, the design of an intergovernmental transfer
system is an important topic for virtually all nations, federal or unitary,
developed or developing. It is a challenging area because by its nature there
is no single correct policy prescription. Conflicting objectives are involved,
especially between the virtues of decentralized decision making and the
achievement of national objectives; and political, institutional, and historical
factors weigh into the discussion. The literature is evolving, and much more
work needs to be done, including public education. It is hoped that this book
will make a significant contribution.
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ntergovernmental fiscal transfers finance about 60 percent of
Isubnational expenditures in developing countries and transition
economies and about a third of such expenditures in member countries
of the Organisation for Economic Co-operation and Development
(29 percent in the Nordic countries, 46 percent in non-Nordic
Europe). Beyond the expenditures they finance, these transfers
create incentives and accountability mechanisms that affect the fiscal
management, efficiency, and equity of public service provision and
government accountability to citizens.

This chapter reviews the principles and practices of intergov-
ernmental finance, with a view to drawing some general lessons of
relevance to policy makers and practitioners in developing countries
and transition economies. It provides a taxonomy of grants, their
possible impacts on local fiscal behavior, and the accountability of
grant recipients to donor governments and citizens. The first
section describes the instruments of intergovernmental finance.
Section 2 discusses performance-oriented, or output-based, trans-
fers, an important tool for results-based accountability. Section 3
describes the objectives and design of fiscal transfers in various
countries around the world. It shows that in developing countries and
transition economies, fiscal transfers focus largely on revenue-sharing
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transfers, with little attention paid to serving national objectives. It cites
examples of simple but innovative grant designs that can satisfy grantors’
objectives while preserving local autonomy and creating an enabling
environment for responsive, responsible, equitable, and accountable public
governance. Section 4 describes institutional arrangements for determining
these transfers. The last section highlights some lessons of relevance to
current policy debates in developing countries and transition economies. It
lists practices to avoid as well as those to emulate in designing and imple-
menting grant programs.

Intergovernmental transfers or grants can be broadly classified into two
categories: general-purpose (unconditional) and specific-purpose (conditional
or earmarked) transfers.

General-Purpose Transfers

General-purpose transfers are provided as general budget support, with no
strings attached. These transfers are typically mandated by law, but occa-
sionally they may be of an ad hoc or discretionary nature. Such transfers are
intended to preserve local autonomy and enhance interjurisdictional equity.
That is why Article 9 of the European Charter of Local Self-Government
states that “as far as possible, grants to local authorities shall not be ear-
marked for the financing of specific projects. The provision of grants shall
not remove the basic freedom of local authorities to exercise policy discre-
tion within their own jurisdiction” (Barati and Szalai 2000, p. 21).

General-purpose transfers are termed block transfers when they are
used to provide broad support in a general area of subnational expenditures
(such as education) while allowing recipients discretion in allocating the
funds among specific uses. Block grants are a vaguely defined concept. They
fall in the gray area between general-purpose and specific-purpose transfers,
as they provide budget support with no strings attached in a broad but
specific area of subnational expenditures.

General-purpose transfers simply augment the recipient’s resources.
They have only an income effect, as indicated in figure 1.1 by the shift in the
recipient’s budget line (AB) upward and to the right by the amount of the
grant (AC = BD), creating the new budget line CD. Since the grant can be
spent on any combination of public goods or services or used to provide tax
relief to residents, general nonmatching assistance does not affect relative
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Source: Shah 1994b.

Effect of Unconditional Nonmatching Grant

prices (no substitution effect). It is also the least stimulative of local spend-
ing, typically increasing such spending by less than $0.50 for each additional
$1 of unconditional assistance. The remaining funds are made available as
tax relief to local residents to spend on private goods and services.

In theory, a $1 increase in local residents’ income should have exactly the
same impact on local public spending as receipt of $1 of a general-purpose
transfer: both shift the budget line outward identically. In fact, all empirical
studies show that $1 received by the community in the form of a general-
purpose grant tends to increase local public spending by more than a $1
increase in residents’ income—that is, the portion of grants retained for local
spending tends to exceed the effective tax rate imposed by local governments
on resident’s incomes (Rosen 2005; Oates 1999; Gramlich 1977; chapter 8 of
this volume). Grant money tends to stick where it first lands, leaving a smaller
than expected fraction available for tax relief, a phenomenon referred to as
the “flypaper effect.” The implication is that for political and bureaucratic rea-
sons, grants to local governments tend to result in more local spending than
they would have had the same transfers been made directly to local residents
(McMillan, Shah, and Gillen 1980). An explanation for this impact is pro-
vided by the hypothesis that bureaucrats seek to maximize the size of their
budgets, because doing do gives them greater power and influence in the
community (Filimon, Romer, and Rosenthal 1982).
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Formula-based general-purpose transfers are very common. The federal
and state transfers to municipalities in Brazil are examples of grants of this
kind. Evidence suggests that such transfers induce municipalities to
underutilize their own tax bases (Shah 1991).

Specific-Purpose Transfers

Specific-purpose, or conditional, transfers are intended to provide incentives
for governments to undertake specific programs or activities. These grants
may be regular or mandatory in nature or discretionary or ad hoc.

Conditional transfers typically specify the type of expenditures that can
be financed (input-based conditionality). These may be capital expendi-
tures, operating expenditures, or both. Conditional transfers may also
require attainment of certain results in service delivery (output-based con-
ditionality). Input-based conditionality is often intrusive and unproductive,
whereas output-based conditionality can advance grantors’ objectives while
preserving local autonomy.

Conditional transfers may incorporate matching provisions by requir-
ing grant recipients to finance a specified percentage of expenditures using
their own resources. Matching requirements can be either open ended,
meaning that the grantor matches whatever level of resources the recipient
provides, or closed ended, meaning that the grantor matches recipient funds
only up to a prespecified limit.

Matching requirements encourage greater scrutiny and local ownership
of grant-financed expenditures; closed-ended matching is helpful in ensur-
ing that the grantor has some control over the costs of the transfer program.
Matching requirements, however, represent a greater burden for a recipient
jurisdiction with limited fiscal capacity. In view of this, it may be desirable
to set matching rates in inverse proportion to the per capita fiscal capacity
of the jurisdiction in order to allow poorer jurisdictions to participate in
grant-financed programs.

Nonmatching Transfers

Conditional nonmatching transfers provide a given level of funds without
local matching, as long the funds are spent for a particular purpose. Following
the grant (AC), the budget line in figure 1.2 shifts from AB to ACD, where
at least OE (= AC) of the assisted public good will be acquired.
Conditional nonmatching grants are best suited for subsidizing activi-
ties considered high priority by a higher-level government but low priority
by local governments. This may be the case if a program generates a high
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Effect of Conditional Nonmatching Grant

degree of spillovers up to a given level of provision (OE), after which the
external benefits terminate abruptly.

For a given level of available assistance, grant recipients prefer uncon-
ditional nonmatching transfers, which provide them with maximum flexi-
bility to pursue their own objectives. Because such grants augment resources
without influencing spending patterns, they allow recipients to maximize
their own welfare. Grantors, however, may be prepared to sacrifice some
recipient satisfaction to ensure that the funds are directed toward expendi-
tures on which they place a priority. This is particularly so when federal
objectives are implemented by line agencies or departments rather than
through a central agency, such as the Ministry of Finance, with a broader
mandate. Federal departments do not want local governments to shift their
program funds toward other areas. In this situation, conditional (selective)
nonmatching (block) grants can ensure that the funds are spent in a depart-
ment’s area of interest (for example, health care) without distorting local
priorities among alternative activities or inducing inefficient allocations in
the targeted expenditure area.

Matching Transfers

Conditional matching grants, or cost-sharing programs, require that funds
be spent for specific purposes and that the recipient match the funds to
some degree. Figure 1.3 shows the effect on a local government budget of a
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Effect of Open-Ended Matching Grant

25 percent subsidy program for transportation. AB indicates the no subsidy
line—the combination of transportation and other public goods and ser-
vices a city can acquire with a budget of OA = OB. A federal subsidy of 25
percent of transportation expenditures (that is, a grant of $1 for every $3 of
local funds spent on transportation) shifts the budget line of attainable
combinations to AC. At any level of other goods and services, the commu-
nity can obtain one-third more transportation services. If the community
chooses combination M before the grant, it will likely select a combination
such as N afterward. At N more transportation is acquired.

The subsidy has two effects, an income effect and a substitution effect.
The subsidy gives the community more resources, some of which go to
acquiring more transportation services (the income effect). Since the
subsidy reduces the relative price of transportation services, the community
acquires more transportation services from a given budget (the substitution
effect). Both effects stimulate higher spending on transportation.

Although the grant is for transportation, more other public goods and
services may also be acquired, even though they become relatively more
expensive, as a result of the substitution effect. If the income effect is suffi-
ciently large, it will dominate and the grant will increase consumption of
other goods and services. Most studies find that for grants of this kind,
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spending in the specified area increases by less than the amount of the grant,
with the remainder going toward other public goods and services and tax
relief (see chapter 8 of this volume). This is the so-called fungibility effect of
grants. The fungibility of conditional grants depends on both the level of
spending on the assisted public service and the relative priority of such
spending. For example, if the recipient’s own-financed expenditure on the
assisted category exceeds the amount of the conditional grant, the condi-
tionality of the grant may or may not have any impact on the recipient’s
spending behavior: all, some, or none of the grant funds could go to the
assisted function. Shah (1985, 1988b, 1989) finds that while provincial assis-
tance to cities in Alberta for public transit was partially diverted to finance other
services, similar assistance for road transportation improvement was not.

Open-ended matching grants, in which no limit is placed on available
assistance through matching provisions, are well suited for correcting
inefficiencies in the provision of public goods arising from benefit
spillovers, or externalities. Benefit spillovers occur when services provided
and financed by a local government also benefit members of other local
governments that do not contribute to their provision. Because the
providing government bears all the costs but obtains only a portion of the
benefits, it tends to underprovide the goods. If the affected communities
cannot negotiate compensation, the situation can be corrected by a higher
government subsidizing provision of the service, with the extent of the
spillover determining the degree of subsidy or the matching ratio.

Matching grants can correct inefficiencies from spillovers, but they do not
address uneven or inadequate fiscal capacities across state and local govern-
ments. Local governments with ample resources can afford to meet matching
requirements and acquire a substantial amount of assistance. States with
limited fiscal capacities may be unable to match federal funds and therefore
fail to obtain as much assistance, even though their expenditure needs may be
equal to or greater than those of wealthier states (Shah 1991). Other forms of
assistance are needed to equalize fiscal capacities in such cases.

Grantors usually prefer closed-ended matching transfers, in which funds
are provided to a certain limit, since such transfers permit them to retain con-
trol over their budgets. Figure 1.4 shows the effect of closed-ended matching
grants on the local budget. AB is the original budget line. When $1 of
assistance is available for every $3 of local funds spent up to a prespecified limit,
the budget line becomes ACD. Initially, costs are shared on a one-third:two-
thirds basis up to the level at which the subsidy limit of CG (= CE) is reached.
Expenditures beyond OF receive no subsidy, so the slope of the budget line
reverts back to 1:1 rather than 1:3 along the subsidized segment, AC.
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Effect of Closed-Ended Matching Grant

Empirical studies typically find that closed-ended grants stimulate
expenditures on the subsidized activity more than open-ended grants
(Gramlich 1977; Shah 1994b; chapter 8 of this volume). The estimated
response to an additional $1.00 of this kind of grant is typically $1.50.
Institutional factors may explain this surprisingly large response.

Why are conditional closed-ended matching grants common in industrial
countries when they seem ill designed to solve problems and inefficiencies
in the provision of public goods? The answer seems to be that correcting for
inefficiencies is not the sole or perhaps even the primary objective. Instead,
grants are employed to help local governments financially while promoting
spending on activities given priority by the grantor. The conditional (selec-
tive) aspects of or conditions on the spending are expected to ensure that the
funds are directed toward an activity the grantor views as desirable. This,
however, may be false comfort in view of the potential for fungibility of
funds. The local matching or cost-sharing component affords the grantor a
degree of control, requires a degree of financial accountability by the
recipient, and makes the cost known to the granting government.

Conditional closed-ended matching grants have advantages and dis-
advantages from the grantor’s perspective. While such grants may result in
a significant transfer of resources, they may distort output and cause ineffi-
ciencies, since the aid is often available only for a few activities, causing
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overspending on these functions while other functions are underfinanced.
If capital outlays are subsidized while operating costs are not, grants may
induce spending on capital-intensive alternatives.

Conditional open-ended matching grants are the most suitable vehicles
to induce lower-level governments to increase spending on the assisted
function (table 1.1). If the objective is simply to enhance the welfare of local
residents, general-purpose nonmatching transfers are preferable, as they
preserve local autonomy.

To ensure accountability for results, conditional nonmatching output-
based transfers are preferable to other types of transfers. Output-based
transfers respect local autonomy and budgetary flexibility while providing
incentives and accountability mechanisms to improve service delivery
performance. The design of such transfers is discussed in the next section.

Economic rationales for output-based grants (used interchangeably with
performance-oriented transfers in this chapter) stem from the emphasis on
contract-based management under the new public management framework
and strengthening demand for good governance by lowering the transaction
costs for citizens in obtaining public services under the new institutional
economics approach. The new public management framework seeks to
strengthen accountability for results by changing the management paradigm
in the public sector from permanent appointments to contractual appoint-
ment and continuation of employment subject to fulfillment of service
delivery contracts. It seeks to create a competitive service delivery environ-
ment by making financing available on similar conditions to all providers,
government and nongovernment.

The new institutional economics approach argues that dysfunctional
governance in the public sector results from opportunistic behavior by public
officials, as citizens are not empowered to hold public officials accountable
for their noncompliance with their mandates or for corrupt acts or face high
transaction costs in doing so. In this framework, citizens are treated as the
principals and public officials the agents. The principals have bounded
rationality—they act rationally based on the incomplete information they
have. Acquiring and processing information about public sector operations
is costly. Agents (public officials) are better informed than principals. Their
self-interest motivates them to withhold information from the public domain,
as releasing such information helps principals hold them accountable. This



Taxonomy of Grants and Their Conceptual Impacts

Price

(substitution)

Rank by objective function

Income effect effect Total effect
Increases in  Accountability
Type of grant a, A U a, A u a, A u 0A/0G expenditure for results Welfare
Conditional (input-based) matching
Open-ended T 1 T T N 0 Y D NN 1 3 (none) 3
Closed-ended
Binding constraint T 7 T T T l T ™M T = 20r3 3 (none) 4
Nonbinding constraint T T 7T na. na. na. T T 7 =<1 3 3 (none) 2
Conditional nonmatching T 7 na. na. na. T ) ) =1 3 3 (none) 2
Conditional nonmatching
output-based T T 7 na. na. na. T T T =1 3 1 (high) 1
General nonmatching na. T T na. na na na T T <1 3 3 (none) 1

Source: Adapted from Shah 1994b.

Note: a, = assisted subfunction; A = assisted function; U = unassisted function; G = grant; T = positive impact; { = negative impact; 1 = highest score, 4 = lowest score; n.a. = not

applicable.
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asymmetry of information allows agents to indulge in opportunistic behavior,
which goes unchecked due to the high transaction costs faced by principals
and the lack of or inadequacy of countervailing institutions to enforce
accountable governance. Results-based accountability through output-based
grants empowers citizens by increasing their information base and lowering
their transaction costs in demanding action.

Output-based transfers link grant finance with service delivery
performance. These transfers place conditions on the results to be achieved
while providing full flexibility in the design of programs and associated
spending levels to achieve those objectives. Such transfers help restore recip-
ients’ focus on the results-based chain (figure 1.5) and the alternate service
delivery framework (competitive framework for public service delivery) to
achieve those results. In order to achieve grant objectives, a public manager
in the recipient government would examine the results-based chain to deter-
mine whether or not program activities are expected to yield the desired
results. To do so, he or she needs to monitor program activities and inputs,
including intermediate inputs (resources used to produce outputs), outputs
(quantity and quality of public goods and services produced and access to
such goods and services), outcomes (intermediate- to long-run conse-
quences for consumers/taxpayers of public service provision or progress in
achieving program objectives), impact (program goals or very long-term

Program objectives » Inputs »  Intermediate inputs
Improve quantity, Educational spending by Enroliment, student-
quality, and access age, gender, urban/rural; teacher ratio, class size
to education spending by grade level, and
services number of teachers, staff,

facilities, tools, books

Outputs —— Outcomes —— Impact —— Reach
Achievement Literacy rates, Informed Winners and
scores, supply of skilled citizenry, civic losers from
graduation professionals engagement, government
rates, drop-out enhanced programs
rates international

competitiveness

Applying a Results-Based Chain to Education
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consequences of public service provision), and reach (people who benefit
from or are hurt by a program). Such a managerial focus reinforces joint
ownership and accountability of the principal and the agent in achieving
shared goals by highlighting terms of mutual trust. Thus internal and exter-
nal reporting shifts from the traditional focus on inputs to a focus on out-
puts, reach, and outcomes—in particular, outputs that lead to results.
Flexibility in project definition and implementation is achieved by shifting
emphasis from strict monitoring of inputs to monitoring performance
results and their measurements. Tracking progress toward expected results
is done through indicators, which are negotiated between the provider and
the financing agency. This joint goal setting and reporting helps ensure client
satisfaction on an ongoing basis while building partnership and ownership
into projects (Shah 2005b).

Output-based grants must have conditions on outputs as opposed to
outcomes, as outcomes are subject to influence by factors beyond the con-
trol of a public manager. Public managers should be held accountable only
for factors under their control. Outcome-based conditions diffuse enforce-
ment of accountability for results. Since the grant conditions are concerned
with service delivery performance in terms of quality of output and access,
the manager is free to choose the program and inputs to deliver results. To
achieve those results, he or she faces positive incentives by grant conditions
that encourage alternate service delivery mechanisms by contracting out,
outsourcing, or simply encouraging competition among government and
nongovernment providers. This can be done by establishing a level playing
field through at par financing, by offering franchises through competitive
bidding, or by providing rewards for performance through benchmarking
or yardstick competition. Such an incentive environment is expected to yield
a management paradigm that emphasizes results-based accountability to
clients with the following common elements:

Contracts or work program agreements based on prespecified outputs
and performance targets and budgetary allocations

Replacement of lifelong rotating employment with contractual appoint-
ments with task specialization

Managerial flexibility but accountability for results

Redefinition of public sector role as purchaser but not necessarily
provider of public services

Adoption of the subsidiarity principle—that is, public sector decisions
made at the level of government closest to the people, unless a convinc-
ing case can be made not to do so
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Incentives for cost efficiency
Incentives for transparency and competitive service provision
Accountability to taxpayers.

Under such an accountable governance framework, grant-financed
budget allocations support contracts and work program agreements, which
are based on prespecified outputs and performance targets. The grant recip-
ient’s flexibility in input selection—including hiring and firing of personnel
and implementation of programs—is fully respected, but there is strict
accountability for achieving results. The incentive and accountability regime
created by output-based transfers is expected to create responsive, responsi-
ble, and accountable governance without undermining local autonomy. In
contrast, traditional conditional grants with input conditionality under-
mine local autonomy and budgetary flexibility while reinforcing a culture of
opportunism and rent seeking (table 1.2).

Output-based grants create incentive regimes that promote a results-based
accountability culture. Consider the case in which the national government
aims to improve access to education by the poor and to enhance the quality of
such education. A common approach is to provide grants to government
schools through conditional grants. These grants specify the type of expendi-
tures eligible for grant financing (books, computers, teacher aids, and so forth)
as well as financial reporting and audit requirements. Such input conditional-
ity undermines budgetary autonomy and flexibility without providing any
assurance about the achievement of results. Moreover, in practice it is difficult
to enforce, as there may be significant opportunities for fungibility of funds.
Experience has shown that there is no one-to-one link between increases in
public spending and improvements in service delivery performance (see
Huther, Roberts, and Shah 1997).

Output-based design of such grants can help achieve accountability for
results. Under this approach, the national government allocates funds to
local governments based on the size of the school-age population. Local
governments in turn pass these funds on to both government and non-
government providers based on school enrollments. Nongovernment
providers are eligible to receive grant funds if they admit students based on
merit and provide a tuition subsidy to students whose parents cannot afford
the tuition. All providers are expected to improve or at the minimum main-
tain baseline achievement scores on standardized tests, increase graduation
rates, and reduce dropout rates. Failure to do so will invite public censure
and in the extreme case cause grant funds to be discontinued. In the meantime,
reputation risks associated with poor performance may reduce enrollments,


Phuong Nguyen
Highlight


14 Anwar Shah

Features of Traditional and Output-Based

Conditional Grants

Feature

Traditional grant

Output-based grant

Grant objectives
Grant design and

administration
Eligibility

Conditions

Allocation criteria

Compliance
verification

Penalties

Managerial flexibility

Local government
autonomy and
budgetary flexibility

Transparency

Focus

Accountability

Spending levels
Complex

Recipient government
departments/agencies

Expenditures on authorized
functions and objects
Program or project
proposal approvals
with expenditure details
Higher level inspections and
audits

Audit observations on
financial compliance

Little or none. No tolerance
for risk and no
accountability for failure

Little

Little
Internal

Hierarchical to higher-level
government, controls on

inputs and process with little

or no concern for results

Quality and access to public
services
Simple and transparent

Recipient government
provides funds to all
government and
nongovernment providers

Outputs-service delivery
results

Demographic data on
potential clients

Client feedback and redress,
comparison of baseline and
postgrant data on quality
and access

Public censure, competitive
pressures, voice and exit
options for clients

Absolute. Rewards for risks
but penalties for persistent
failure

Absolute

Absolute

External, competition,
innovation, and
benchmarking

Results based, bottom-up,
client driven

Source: Author.

thereby reducing the grant funds received. Schools have full autonomy in
the use of grant funds and are able to retain unused funds.

This kind of grant financing would create an incentive environment for
both government and nongovernment schools to compete and excel to
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retain students and establish reputations for quality education, as parental
choice determines grant financing to each school. Such an environment is
particularly important for government schools, where staff have lifelong
appointments and financing is ensured regardless of performance. Budgetary
flexibility and retention of savings would encourage innovation to deliver
quality education.

Output-based grants thus preserve autonomy, encourage competition
and innovation, and bring strict accountability for results to residents. This
accountability regime is self-enforcing through consumer (parental choice
in the current example) choice.

The design of fiscal transfers is critical to ensuring the efficiency and equity
of local service provision and the fiscal health of subnational governments
(for a comprehensive treatment of the economic rationale of intergovern-
mental fiscal transfers, see Boadway and Shah forthcoming). A few simple
guidelines can be helpful in designing these transfers:

1. Clarity in grant objectives. Grant objectives should be clearly and
precisely specified to guide grant design.

2. Autonomy. Subnational governments should have complete independ-
ence and flexibility in setting priorities. They should not be constrained
by the categorical structure of programs and uncertainty associated
with decision making at the center. Tax-base sharing—allowing subna-
tional governments to introduce their own tax rates on central bases,
formula-based revenue sharing, or block grants—is consistent with this
objective.

3. Revenue adequacy. Subnational governments should have adequate
revenues to discharge designated responsibilities.

4. Responsiveness. The grant program should be flexible enough to
accommodate unforeseen changes in the fiscal situation of the recipients.

5. Equity (fairness). Allocated funds should vary directly with fiscal need
factors and inversely with the tax capacity of each jurisdiction.

6. Predictability. The grant mechanism should ensure predictability of sub-
national governments’ shares by publishing five-year projections of
funding availability. The grant formula should specify ceilings and floors
for yearly fluctuations. Any major changes in the formula should be
accompanied by hold harmless or grandfathering provisions.
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7. Transparency. Both the formula and the allocations should be dissemi-
nated widely, in order to achieve as broad a consensus as possible on the
objectives and operation of the program.

. Efficiency. The grant design should be neutral with respect to subna-
tional governments’ choices of resource allocation to different sectors or
types of activity.

. Simplicity. Grant allocation should be based on objective factors over
which individual units have little control. The formula should be easy to
understand, in order not to reward grantsmanship.

10. Incentive. The design should provide incentives for sound fiscal man-
agement and discourage inefficient practices. Specific transfers to
finance subnational government deficits should not be made.

11. Reach. All grant-financed programs create winners and losers. Consid-
eration must be given to identifying beneficiaries and those who will be
adversely affected to determine the overall usefulness and sustainability
of the program.

12. Safeguarding of grantor’s objectives. Grantor’s objectives are best safeguarded
by having grant conditions specify the results to be achieved (output-based
grants) and by giving the recipient flexibility in the use of funds.

13. Affordability. The grant program must recognize donors’ budget con-
straints. This suggests that matching programs should be closed-ended.

14. Singular focus. Each grant program should focus on a single objective.

15. Accountability for results. The grantor must be accountable for the design
and operation of the program. The recipient must be accountable to the
grantor and its citizens for financial integrity and results—that is, improve-
ments in service delivery performance. Citizens’ voice and exit options in
grant design can help advance bottom-up accountability objectives.

o]

Ne)

Some of these criteria may be in conflict with others. Grantors may therefore
have to assign priorities to various factors in comparing design alternatives
(Shah 1994b; Canada 2006).

For enhancing government accountability to voters, it is desirable
to match revenue means (the ability to raise revenues from own sources)
as closely as possible with expenditure needs at all levels of government.
However, higher-level governments must be allowed greater access to rev-
enues than needed to fulfill their own direct service responsibilities, so that
they are able to use their spending power through fiscal transfers to fulfill
national and regional efficiency and equity objectives.

Six broad objectives for national fiscal transfers can be identified. Each
of these objectives may apply to varying degrees in different countries; each
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calls for a specific design of fiscal transfers. Lack of attention in design to spe-
cific objectives leads to negative perceptions of these grants (box 1.1).

Bridging Vertical Fiscal Gaps

The terms vertical fiscal gap and vertical fiscal imbalance have been mis-
takenly used interchangeably in recent literature on fiscal decentralization.
A vertical fiscal gap is defined as the revenue deficiency arising from a mis-
match between revenue means and expenditure needs, typically of lower
orders of government. A national government may have more revenues than
warranted by its direct and indirect spending responsibilities; regional
and local governments may have fewer revenues than their expenditure
responsibilities.

A vertical fiscal imbalance occurs when the vertical fiscal gap is not ade-
quately addressed by the reassignment of responsibilities or by fiscal trans-
fers and other means. Boadway (2002b) argues that vertical fiscal imbalance
incorporates an ideal or optimum view of expenditures by different orders
of government and is therefore hard to measure.

Four causes give rise to vertical fiscal gaps: inappropriate assignment
of responsibilities, centralization of taxing powers, pursuit of beggar-
thy-neighbor tax policies (wasteful tax competition) by subnational
governments, and lack of tax room at subnational levels due to heavier tax
burdens imposed by the central government. To deal with the vertical fiscal
gap, it is important to deal with its sources through a combination of poli-
cies such as the reassignment of responsibilities, tax decentralization or tax
abatement by the center, and tax-base sharing (by allowing subnational
governments to levy supplementary rates on a national tax base). Only as
a last resort should revenue sharing, or unconditional formula-based
transfers, all of which weaken accountability to local taxpayers, be consid-
ered to deal with this gap. Taxation by tax sharing, as practiced in China
and India, is particularly undesirable, as it creates incentives for donors to
exert less effort in collecting taxes that are shared than they would in
collecting taxes that are fully retained. In industrial countries the fiscal gap
is usually dealt with by tax decentralization or tax-base sharing. Canada
and the Nordic countries have achieved harmonized personal and corpo-
rate income tax systems by allowing the central government to provide
tax abatement and subnational governments to impose supplementary
rates on the national tax base. In developing countries and transition
economies, tax by both tax sharing and general revenue sharing are typically
used to deal with the fiscal gap.
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Well-Founded Negative Perceptions of Intergovern-
mental Finance

Perceptions of intergovernmental finance are generally negative. Many federal
officials believe that giving money and power to subnational governments is
like giving whiskey and car keys to teenagers. They believe that grant monies
enable these governments to go on spending binges, leaving the national gov-
ernment to face the consequences of their reckless spending behavior. Past
spending behavior of provincial and local officials also demonstrates that
“grant money does not buy anything,” that it is treated as a windfall gain and
wastefully expended with little to show for in service delivery improvements.
Citizens perceive the granting of intergovernmental fiscal transfers as the
magical art of passing money from one government to another and seeing it
vanish into thin air.

These perceptions are well grounded in reality in developing countries,
where the primary focus of fiscal transfers is on dividing the spoils. In devel-
oping (and nondeveloping) countries, four types of transfers are common:

Passing-the-buck transfers. These are general revenue—sharing programs that
employ multiple factors that work at cross-purposes. Argentina, Brazil, India,
the Philippines, and many other countries have such ongoing programs.
Asking-for-more-trouble grants. These are grants that finance subnational
deficits, in the process encouraging higher and higher deficits. China, Hun-
gary, and India provide this type of grant.

Pork barrel transfers. In the past politically opportunistic grants were
common in Brazil and Pakistan. They are currently in vogue in India and
Western countries, especially the United States.

Command-and-control transfers. These are grants with conditions on inputs.
They are used to micromanage and interfere in local decision making. They
are widely practiced in most industrial and developing countries.
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A number of countries, including China, India, Malaysia, Pakistan,
South Africa, and Sri Lanka, have in the past provided deficit grants to
fill fiscal gaps at subnational levels—with unwelcome results in terms of
mushrooming of subnational deficits. These grants are still in vogue in
China, Hungary, and South Africa.

Bridging the Fiscal Divide through Fiscal Equalization Transfers

Fiscal equalization transfers are advocated to deal with regional fiscal
equity concerns. These transfers are justified on political and economic
considerations.

Large regional fiscal disparities can be politically divisive and may
even create threats of secession (Shankar and Shah 2003). This threat is
quite real: since 1975 about 40 new countries have been created by the
break-up of existing political unions. Fiscal equalization transfers could
forestall such threats and create a sense of political participation, as
demonstrated by the impact of such transfers on the separatist movement
in Quebec, Canada.

Decentralized decision making results in differential net fiscal benefits
(imputed benefits from public spending minus tax burden) for citizens
depending on the fiscal capacities of their place of residence. This leads to
both fiscal inequity and fiscal inefficiency in resource allocation. Fiscal
inequity arises as citizens with identical incomes are treated differently
depending on their place of residence. Fiscal inefficiency in resource alloca-
tion results from people in their relocation decisions comparing gross
income (private income plus net public sector benefits minus cost of
moving) at new locations; economic efficiency considerations warrant
comparing only private income minus moving costs, without any regard to
public sector benefits. A nation that values horizontal equity (the equal treat-
ment of all citizens nationwide) and fiscal efficiency needs to correct the fis-
cal inequity and inefficiency that naturally arise in a decentralized
government. Grants from the central government to state or local govern-
ments can eliminate these differences in net fiscal benefits if the transfers
depend on the tax capacity of each state relative to others and on the relative
need for and cost of providing public services. The more decentralized the
tax system is, the greater the need for equalizing transfers.

The elimination of net fiscal benefits requires a comprehensive fiscal
equalization program that equalizes fiscal capacity (the ability to raise
revenues from own basis using national average tax rates) to a national
average standard and provides compensation for differential expenditure
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needs and costs due to inherent cost disabilities rather than differences
that reflect different policies. Some economists argue that if public sector
tax burdens and service benefits are fully capitalized in property values,
the case for fiscal equalization transfers is weaker, as residents in rich
states pay more for private services and less for public services and vice
versa in poorer states. According to this view, fiscal equalization is a mat-
ter of political taste. This view has gained currency at the federal level in
the United States and explains why there is no federal fiscal equalization
program there. In contrast, local fiscal equalization drives most state
assistance to local governments in the United States, especially school
finance (box 1.2).

Conceptually, full capitalization requires a small open area with
costless mobility. Most federations and even states in large countries do
not fulfill this condition. As a result, criticism of fiscal equalization using
the capitalization argument may have only weak empirical support (Shah
1988a).

In principle, a properly designed fiscal equalization transfers program
corrects distortions that may cause fiscally induced migration by equalizing
net fiscal benefits across states. A reasonable estimate of the costs and bene-
fits of providing public services in various states is essential to measure net
fiscal benefits. Measures of differential revenue-raising abilities and the
needs and costs of providing public services in different states must be devel-
oped. Equalization of net fiscal benefits could then be attempted by adopt-
ing a standard of equalization and establishing the means of financing the
needed transfers.

Measuring Fiscal Capacity

Estimating fiscal capacity—the ability of governmental units to raise rev-
enues from their own sources—is conceptually and empirically difficult. The
two most common ways of doing so are with macroeconomic indicators and
the representative tax system.

Various measures of income and output serve as indicators of the abil-
ity of residents of a state to bear tax burdens. Among the better known mea-
sures are the following:

State gross domestic product (GDP). State GDP represents the total value
of goods and services produced within a state. It is an imperfect guide to
the ability of a state government to raise taxes, since a significant portion
of income may accrue to nonresident owners of factors of production.
For example, the Northern Territory has the highest per capita income in
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Financing Schools in the United States

U.S. states have taken various approaches to school finance. The states of
Hawaii, Idaho, and Washington fully finance primary and secondary education.
In contrast, New Hampshire covers only 9 percent of school finance.

Delaware and North Carolina finance education through block grants that
are indexed to population, GDP, and inflation growth rates. The grants are
derived by calculating equal amounts per unit based on the number of stu-
dents, teachers, classrooms, courses, classes, and other factors. The units can
be standardized using various yardsticks, such as class size and teacher:pupil
ratios. Various measures of students, including enrollment, average daily
attendance, enrollment weighted by grades, types of programs, and number
of students with special needs, are used.

Other states use equalization grants, including foundation grants, per-
centage equalization grants, and district power equalization grants.

Foundation grants vary inversely with the fiscal capacity of a school
board. The grant allocation is based on an application of the representative
tax system approach to fiscal capacity equalization per student across school
districts. The following formula is used:

foundation grant = (maximum per student grant — own school district
contribution per student based on mandated minimum tax rate applied to
per student tax base) X enrollment

Forty-two states have adopted variants of this approach, with 22 states
specifying the minimum mandated tax rate. Various measures are used to
determine enrollment, including the number of students on the rolls on a
specified date, average daily attendance, and average attendance over a
period. Most states (36) use a scheme that weights enrollment by grade,
program, and student disabilities.

Rhode Island uses a percentage equalization grant—a matching cum
equalization grant for school spending based on the following formula:
grant per student = [1— matching rate X (per capita tax capacity in the district/

state average district tax capacity per capita)] X district spending per capita
District power equalization grants, used in Indiana and Washington, include
incentives for increased tax effort in an equalizing grant. The formula used is:
grant = (per capita average fiscal capacity — per capita fiscal capacity of the
district) X district tax rate

Source: Vaillancourt 1998.

Australia, but it is treated as the poorest jurisdiction in federal-state fiscal
relations.

State factor income. State factor income includes all income—capital and
labor—earned in the state. It makes no distinction between income
earned and income retained by residents.


Phuong Nguyen
Highlight

Phuong Nguyen
Highlight


22 Anwar Shah

State factor income accruing to residents only. This measure represents a
more useful measure, provided states are able to tax factor income.

State personal income. The sum of all income received by residents of a
state is a reasonable measure of the state’s ability to bear tax burdens.
It is an imperfect and partial measure of the ability to impose tax bur-
dens, however, and therefore not a satisfactory measure of overall fiscal
capacity.

Personal disposable income. Personal disposable income equals personal
income minus direct and indirect taxes plus transfers. This concept is
subject to the same limitations affecting personal income.

In general, macro measures do not reflect the ability of subnational gov-
ernments to raise revenues from own sources. Boadway argues against the
use of macro indicators in an equalization formula on the grounds that a
macro formula “ignores the fact that fiscal inefficiency and fiscal inequity are
the products of the actual mix of taxes chosen by provincial governments”
(Boadway 2002a, p. 12). This neglect runs the risk of violating the principles
of equalization itself. A second major difficulty in the use of macro indica-
tors is the availability of accurate and timely data at subnational levels. Such
data become available only with significant lags, and the accuracy of such
data may be questionable. Use of these data may therefore invite controversy
(see Aubut and Vaillancourt 2001 for a Canadian illustration of this point).
Despite these problems, both Brazil and India use macro indicators in their
federal-state revenue-sharing programs.

The representative tax system approach measures the fiscal capacity of a
state by the revenue that could be raised if the government employed all of
the standard sources at the nationwide average intensity of use. Estimating
equalization entitlements using the representative tax system requires infor-
mation on the tax bases and tax revenues for each state. Fiscal capacity of the
have-not states is brought up to the median, mean, or other norm. Using the
mean of all states as a standard, the state equalization entitlement for a rev-
enue source is determined by the formula:

E! = (POP), {[(PCTB).. x .1~ [(PCTB). x1' 1},

where E'is the equalization entitlement of state x from revenue source i, POP
is population, PCTB is the per capita tax base of revenue source i, # is the
national average tax rate of revenue source i, subscript na is the national
average, and subscript x is state x. The equalization entitlement for a state
from a particular revenue source can be negative, positive, or zero. The total
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of these values indicates whether a state receives a positive or negative enti-
tlement from the interstate revenue-sharing pool. Since data on major tax
bases and tax collections required to implement a representative tax system
are usually published regularly by various levels of government, the repre-
sentative tax system does not impose new data requirements and can be
readily implemented in countries that have decentralized taxing responsi-
bility to subnational levels, as most transition economies do. Of course,
implementing such a system will not be feasible in countries with limited tax
decentralization (very large vertical fiscal gaps) or poor tax administration.

Measuring Expenditure Needs

The case for fiscal equalization rests on eliminating different net fiscal
benefits across states that give rise to fiscally induced migration. Such
differential net fiscal benefits can arise as a result of decentralization of
taxing authority and decentralized public expenditures. Differences in the
demographic composition of the population across jurisdictions will
result in differential needs for decentralized public services, such as
education, health, and social welfare. Differences in age distribution affect
the need for schools, hospitals, and recreational facilities. Differences in
the incidence of poverty and disease may affect the need for education,
training, health, social services, and transfer payments (table 1.3). Juris-
dictions with higher need factors would have greater need for revenues to
provide comparable levels of public services at comparable levels of taxa-
tion. These need differentials are likely to cause substantial variations
across jurisdictions in the level and mix of public goods provided, result-
ing in different net fiscal benefits. A strong case for equalization can be
established on grounds of efficiency and equity to compensate for need
differentials that give rise to different net fiscal benefits.

The fiscal federalism literature treats differential costs as synonymous
with differential needs, but some cost differences may arise from deliber-
ate policy decisions by subnational governments rather than differences
in need. Boadway (2004) argues that even for inherent cost disadvantages,
such as differences between urban and rural areas, the equity advantage
of more equal provision must be weighed against the efficiency costs. If it
is more costly to deliver public services in rural areas than urban areas, it is
inefficient for an equalization program to neutralize these cost differences.
Even in unitary states, the level of public services in remote, rural, or
mountainous areas is usually lower than in more densely populated urban
areas. Under a decentralized fiscal system, a policy choice must be made
about minimum standards, but there is no justification for providing the
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same level of services in remote and urban areas, as the Australian fiscal
need equalization program does. Instead, as Boadway suggests, one could
stratify locations in all regions by their costs and equalize across regions
within comparable strata. Equalization grants should partially offset only
inherent disabilities, disregarding cost differences that reflect deliberate
policy decisions or differences in the efficiency with which resources
are used.

In practice, expenditure need is more difficult to define and derive than
fiscal capacity. The difficulties include defining an equalization standard;
understanding differences in demographics, service areas, populations, local
needs, and policies; and understanding strategic behavior of recipient states.
Despite these formidable difficulties, numerous attempts have been made to
measure expenditure need. The approaches can be broadly classified into
three main categories: ad hoc determination of expenditure needs, the
representative expenditure system using direct imputation methods, and the
theory-based representative expenditure system.

Ad hoc determination of expenditure needs uses simple measures of
expenditure needs in general-purpose transfers. The factors used and their
relative weights are arbitrarily determined. Germany uses population size
and population density adjustments, China uses the number of public
employees, and India uses measures of backwardness.

The Canadian provinces use simple measures of expenditure need in
their general-purpose transfers to municipalities. These include population
size, population density, population growth factors, road length, number of
dwelling units, location factors (such as northern location), urbanization
factors (primary urban population and urban/rural class), and social assis-
tance payments (see Shah 1994b). The most sophisticated of these approaches
is the one taken by Saskatchewan, where the standard municipal expendi-
ture of a class of municipalities is assumed 