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Preface

Globalization, the information revolution, and regional and ethnic
conflicts have made it imperative for a large and growing number of coun-
tries around the globe to reexamine the roles of various orders of govern-
ment to secure peace, order, and good government and to reposition their
roles in improving social and economic outcomes and retaining relevance
in the lives of their citizens. This reexamination has resulted in a silent
revolution sweeping the globe, which is slowly but gradually bringing
about rearrangements that embody diverse features of supranationaliza-
tion, confederalization, centralization, provincialization, and localization.
The vision of a governance structure that is slowly taking hold through this
silent revolution indicates either a gradual shift from unitary constitu-
tional structures to federal or confederal governance for a large majority
of people or a strengthening of local governance under a unitary form of
government. (In 2007 there were twenty-eight federal or quasi-federal and
twenty decentralized unitary countries with a combined total of about
two-thirds of the world’s population.) This new vision of governance
has also led to a resurgence of interest in fiscal federalism principles and
practices as federal systems are seen to provide safeguards against the
threat of centralized exploitation as well as decentralized opportunistic
behavior while bringing decision making closer to the people. This book
responds to this felt need by providing a synthesis of the literature on the
theory and practice of multicentered, decentralized economic governance.
The fiscal federalism principles and practices presented in this book may
be of interest not just in federal countries but may also have important
policy import for unitary countries interested in creating governments that
work and serve their people.

This book is intended to encapsulate for a general reader the vast and
diverse literature on the design and practice of fiscal constitutions — that is,
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how revenue raising, spending, and regulatory functions are allocated
among various orders of governments and how revenue-sharing mecha-
nisms and intergovernmental transfers are structured to ensure responsive,
responsible, fair, and accountable decentralized governance. The motiva-
tion for the book has its origin in numerous requests for advice on the
reform of fiscal systems sought from the authors over the past three dec-
ades by governments in both industrial and developing countries. Surpris-
ingly, during these engagements almost all clients showed interest in
seeking conceptual guidance and information on better practices on a
broad set of similar questions. While the challenges these countries faced
were somewhat similar, the solutions they discovered were often unique
and local. Hence, it was felt that a book that documents these principles
and practices not only would serve as a useful aid to future reform efforts
but could also be of interest to the academic community in preserving such
knowledge and advancing it to students and citizens at large.

The book represents more than two decades of work by the authors and
their close professional associates. In particular, the authors would like to
thank Sandra Roberts for her seminal contributions in updating the
knowledge on fiscal federalism practices. The authors are also grateful to
Scott Parris, Senior Editor at Cambridge University Press, for his encour-
agement for the completion of this book and to several anonymous readers
for their thoughtful and incisive comments in helping improve the quality
of this work. The authors are also grateful to Springer publishers for
permission to reprint materials previously published in International
Tax and Public Finance and to the World Bank for allowing us to liberally
draw on works by the authors published by the World Bank.

Finally, our debt to our families for their unfailing support for this
project is greater than we can express and hence, of necessity, is left
unverbalized.

Robin Boadway
Anwar Shah
June 2008



PART ONE

DESIGNING FISCAL CONSTITUTIONS

Part I is concerned with division of fiscal powers in federal systems. Seven
chapters are devoted to various aspects of assignment of spending, taxing,
and regulatory powers among various orders of government.

Chapter 1 introduces basic concepts of federalism. It distinguishes
between unitary and federal forms of constitutions and presents a stylized
view of alternate models of federalism in theory and practice. It identifies
the sources of inefficiency and inequity in a market economy and outlines
the rational for public intervention. It argues that ultimately the assign-
ment of powers in a federation and the optimal policies undertaken by
each level of government depend on the same efficiency and equity con-
siderations that determine the rationale for government intervention in
the first place. Because federal economies consist of various autonomous
jurisdictions, however, there are additional efficiency and equity consid-
erations, some of which arise because decentralization has different effects
on the fiscal capacities of different subnational jurisdictions, giving rise to
fiscal inefficiencies and fiscal inequities. Others arise because of horizontal
fiscal externalities, as the independent policies of governments at a given
level have effects on residents or governments of neighboring jurisdictions.
Still others arise when policies undertaken at a given level of government
affect governments at another level, creating what are known as vertical
fiscal externalities. The existence of these various effects will influence the
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case for decentralization, as they represent costs of decentralization that
must be set against the many benefits. They will also determine the struc-
ture of fiscal arrangements that should exist between the various levels of
government.

Chapter 2 is concerned with an examination of costs and benefits of
decentralized governance. It evaluates the pros and cons of decentraliza-
tion of spending, taxing, and regulatory responsibilities and highlights the
theoretical and practical considerations and trade-offs policy makers must
confront in making appropriate choices in centralization or decentraliza-
tion of various service delivery responsibilities. An annex to this chapter
provides a synthesis of empirical evidence on the impact of decentraliza-
tion on service delivery performance and economic growth.

Chapter 3 highlights the assignment principles to guide the division of
spending powers for specific services among various orders of government.
It further reflects on additional problems that arise in coordinating decen-
tralized provision of expenditure programs with national objectives. The
chapter concludes by stressing that assignment of a service to a specific
order of government does not necessarily imply public provision as the
government could purchase such services from beyond government
providers.

A common dictum to strengthen accountable, decentralized gover-
nance is to ensure that finance follows function. Chapter 4 highlights
not only the principles and practices in assigning taxing powers to various
jurisdictions but also the conceptual and practical difficulties in decentrali-
zing taxing powers, especially those relating to mobile bases. It emphasizes
the importance of a coordinated and harmonized tax system to ensure
an internal common market and secure an economic union. It further
provides guidance in achieving a harmonized tax system under decen-
tralized governance.

Chapter 5 deals with the special issues that arise when natural resource
endowments are allocated unevenly across a federation, which can cause
both inefficiencies and inequities. In some federations, the problem is
particularly pronounced because resource ownership resides with the sub-
national government. This decentralized ownership implies that resource
revenues accrue directly to the subnational government, leading to poten-
tially large net fiscal benefit differences across jurisdictions. In other coun-
tries where the federal government collects the revenues, resource-rich
jurisdictions may feel that they are not getting their fair share of benefits.
Of course, these tensions will be exacerbated if the federal government is
perceived as using the resources unwisely or engaging in corruption. This
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chapter discusses public policy responses to mitigate these concerns in
both unitary and federal nations, paying special attention to vertical and
horizontal fiscal gaps in federal nations.

Chapter 6 is concerned with the role of local government in local gov-
ernance. Local government refers to specific institutions or entities created
to deliver a range of specified services to a relatively small geographically
delineated area. Local governance is a broader concept and is defined as the
formulation and execution of collective action at the local level. Local
governance includes the diverse objectives of vibrant, living, working,
and environmentally preserved self-governing communities. Good local
governance is not just about providing a range of local services but also
about preserving the life and liberty of residents, creating space for dem-
ocratic participation and civic dialogue, supporting market-led and envi-
ronmentally sustainable local development, and facilitating outcomes that
enrich the quality of life of residents. The chapter is concerned with the
conceptual underpinnings of the catalyst role in local governance that a
local government could potentially play. It traces the evolution and ana-
lytical underpinnings of local governance as background to a better under-
standing of the comparative practices discussed in Chapter 7 and develops
a model of local governance that integrates various strands of this liter-
ature.

Chapter 7 presents stylized models and institutions of local governance
as practiced in different parts of the world during past centuries. It com-
pares and contrasts the ancient Indian and Chinese systems of local gov-
ernance with Nordic, Southern European, North American, and
Australian models. The concluding section of this chapter provides a com-
parative overview of local government organization and finance in selected
industrial and developing countries with a view to drawing lessons for
future reform in developing countries.



ONE

Introduction to Federalism and the Role of
Governments in Federal Economies

This monograph is a study of economic decision making by governments in
a federation. A federation is simply a multilevel system of government in
which different levels of government exist, each of which has some inde-
pendent authority to make economic decisions within its jurisdiction. By
economic decisions, we include a variety of things. Governments can
acquire resources to provide public goods and services. Expenditures for
these purposes can be of a current nature (e.g., hiring employees, purchasing
materials) and a capital nature (e.g., buildings, infrastructure). Govern-
ments can raise revenues in order to finance services provided by the private
or nonprofit sectors, such as hospitals, universities, or insurance. They can
arrange to have resources redistributed among households in the economy.
They can introduce regulations in the markets of the private sector so as to
influence resource allocation there; or they can interfere with the pricing
mechanism as an alternative way of achieving resource allocation or redis-
tributive effects, such as through subsidizing or taxing certain activities.
They can also attempt to influence the aggregate amount of activity that
occurs in the economy both through budgetary actions and through
changes in the amount of money and credit circulating in the economy.

BASIC CONCEPTS OF FEDERALISM

Constitutional divisions of powers among various orders of government
fall into three categories: unitary, federal, and confederal.

Unitary Government

A unitary country has a single or multitiered government in which effec-
tive control of all government functions rests with the central government.
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A unitary form of government facilitates centralized decision making to
further national unity. It places a greater premium on uniformity and equal
access to public services than it does on diversity. An overwhelming major-
ity of countries have a unitary form of government. The city-states of
Singapore and Monaco are single-tiered unitary governments. China,
Egypt, France, Indonesia, Italy, Japan, Korea, New Zealand, Norway, the
Philippines, Portugal, Sweden, Turkey, and the United Kingdom have
multitiered governments based on unitary constitutions. Some unitary
countries have decentralized responsibilities to lower orders of government
(recent examples include Bolivia, Colombia, Indonesia, Italy, Korea, Japan,
Peru, United Kingdom), and as a result some unitary countries (e.g., China,
Denmark, Poland, Norway, and Sweden) are more fiscally decentralized
than are some federal countries, such as Australia, India, and Malaysia.

Federal Government

A federal form of government has a multiorder structure, with all orders of
government having some independent as well as shared decision-making
responsibilities.” Federalism represents either a “coming together” or a
“holding together” of constituent geographic units to take advantage of
the greatness and smallness of nations. In a flat (globalized) world, it is
increasingly apparent that “nation states are too small to tackle large things
in life and too large to address small things” (Bell, 1987: 13—14). Subscrib-
ing to the “coming together” view of federalism, Daniel J. Elazar (1980)
pointed out and elaborated that the word “federalism” has its roots in the
Latin foedus, meaning “league,” “treaty,” or “compact.” More recently,
Robert Inman (2007: 530) noted that “the word ‘federal’ has come to
represent any form of government that brings together, in an alliance,
constituent governments each of which recognizes the legitimacy of an
overarching central government to make decisions on some matters once
exclusively the responsibility of individual member states.” “Coming
together” has been the guiding framework for mature federations such
as the United States, Canada, and, more recently, the European Union.

Federal countries (twenty-three in 2008) include Argentina, Australia, Austria, Belgium,
Bosnia-Herzegovina, Brazil, Canada, Comoros, Ethiopia, Germany, India, Malaysia,
Mexico, Micronesia, Nepal, Nigeria, Pakistan, Russia, St. Kitts and Nevis, Switzerland,
United Arab Emirates, United States of America, and Venezuela. Nepal became a federal
republic on May 29, 2008. In addition five more countries — Democratic Republic of
Congo, Iraq, South Africa, Spain, and Sudan — have recently adopted constitutional
provisions with federal features.
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The alternative “holding together” view of federalism, also called “new
federalism,” represents an attempt to decentralize responsibilities to state-
local orders of government with a view to overcoming regional and local
discontent with central policies. This view is the driving force behind the
current interest in principles of federalism in unitary countries and in
relatively newer federations such as Brazil and India and emerging feder-
ations such as Iraq, Spain, and South Africa.

A federal form of government promotes decentralized decision making
and, therefore, is conducive to greater freedom of choice, diversity of
preferences in public services, political participation, innovation, and
accountability.” It is also better adapted to handle regional conflicts. Such
a system, however, is open to a great deal of duplication and confusion in
areas of shared rule and requires special institutional arrangements to
secure national unity, ensure regional equity, and preserve an internal
common market.

Federal countries broadly conform to one of two models: dual federal-
ism or cooperative federalism. Under dual federalism, the responsibilities of
the federal and state governments are separate and distinct. According to
William H. Riker (1964: 11), under such a system, (1) “two levels of
government rule the same land and the people, (2) each level has at least
one area of action in which it is autonomous, and (3) there is some
guarantee . . . of the autonomy of each government in its own sphere.”
Under cooperative federalism, the responsibilities of various orders are
mostly interlinked. Under both models, fiscal tiers are organized so that
the national and state governments have independent authority in their
areas of responsibility and act as equal partners. National and state govern-
ments often assume competitive, noncooperative roles under such an
arrangement. Dual federalism takes either the layer cake or coordinate-
authority approach. Under the layer cake model practiced in Mexico,
Malaysia, and Russia, there is a hierarchical (unitary) type of relationship
among the various orders of government. The national government is at
the apex, and it has the option to deal with local governments either
through state governments or more directly. Local governments do not
have any constitutional status: they are simply extensions of state govern-
ments and derive their authority from state governments. In the

2 Not all federal countries are decentralized and not all unitary countries are centralized.

For example, Canada is highly decentralized, but Australia and Germany are centralized
federations, as is indicated by the share of subnational expenditures in consolidated
public expenditures. Nordic unitary countries are more decentralized than are Australia
and Germany.
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coordinate-authority model of dual federalism, states enjoy significant
autonomy from the federal government, and local governments are simply
handmaidens of the states and have little or no direct relationship with the
federal government. The working of the federations of Australia, Canada,
India, Pakistan, and the United States resembles the coordinate-authority
model of dual federalism.

The cooperative federalism model has, in practice, taken three forms:
interdependent spheres, marble cake, and independent spheres. In the
interdependent spheres variety as practiced in Germany and South Africa
(a unitary country with federal features), the federal government deter-
mines policy, and the state and local governments act as implementation
agents for federally determined policies. In view of federal domination of
policy making, state or provincial governments in this model have a voice
in federal policy making through a second chamber (the upper house of the
parliament). In Germany and South Africa, the second-order (state) gov-
ernments are represented in the upper house of the national parliament
(the Bundesrat and the Council of the Provinces, respectively). In the
marble cake model of cooperative federalism, various orders of govern-
ment have overlapping and shared responsibilities, and all constituent
governments are treated as equal partners in the federation. Belgium, with
its three territorial and four linguistic jurisdictions, has a strong affinity
with this approach. Finally, in a model of cooperative federalism with
independent spheres of government, all orders of government enjoy auton-
omous and equal status and coordinate their policies horizontally and
vertically. Brazil is the only federation practicing this form of federalism.

The competitive federalism model is a theoretical construct advanced by
the fiscal federalism literature (Salmon, 2006; Breton, 2006; Kenyon and
Kincaid, 1991) and not yet practiced anywhere in its pure form. According
to this construct, all orders of government should have overlapping
responsibilities, and they should compete both vertically and horizontally
to establish their clientele of services. Some analysts argue that such a
competitive framework would create leaner and more efficient govern-
ments that would be more responsive and accountable to people.

Countries with a federal form of government vary considerably in terms
of federal influence on subnational governments. Such influence is very
strong in Australia, Germany, India, Malaysia, Mexico, and Pakistan; mod-
erately strong in Nigeria and the United States; and weak in Brazil, Canada,
and Switzerland. In the last group of countries, national control over
subnational expenditures is quite limited, and subnational governments
have considerable authority to determine their own tax bases and tax rates.
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In centralized federations, conditional grants by the federal government
play a large role in influencing the priorities of the state and local govern-
ments. In Australia, a centralized federation, the federal government is
constitutionally required to follow regionally differentiated policies.

Federal countries also vary according to subnational influence on national
policies. In some countries, there is a clear separation of national and subna-
tional institutions (“executive” or “interstate” federalism), and the two
orders interact through meetings of officials and ministers, as in Australia
and Canada. In Germany and South Africa, state or provincial governments
have a direct voice in national institutions (“intrastate” federalism). In the
United States, regional and local coalitions play an important role in the
Congress. In some federal countries, constitutional provisions require all
legislation to recognize that ultimate power rests with the people. For exam-
ple, all legislation in Canada must conform to the Canadian Charter of Rights
and Freedoms. In Switzerland, a confederation by law but a federal country
in practice, major legislative changes require approval by referendum. Such
direct-democracy provisions indirectly reinforce the decentralized provisions
of public services. In all federal countries, local government influences on the
federal and state governments remain uninstitutionalized and weak.

Asymmetric Federalism

Countries with a federal form of governance do not necessarily treat sec-
ond orders of government in a uniform manner. They often offer flexi-
bility in accommodating the special needs or demands of constituent units
or impose a federal will in certain jurisdictions. This adaptability may take
the form of treating some members as less equal than others. For example,
Chechnya in Russia and Kashmir in India enjoy lesser autonomy than do
other oblasts and states; or the federation may treat some members as more
equal than others by giving them wider powers, as is the case with Sabah
and Sarawak in Malaysia and Quebec in Canada. Some federations offer
constituent units freedom of choice to be unequal or more equal than
others through opting in or out of federal arrangements. Such options
are part of the arrangements offered by Canada, Spanish agreements, and
the European Union’s treaty exceptions for the United Kingdom and
Denmark (see Watts, 1999).

Market Preserving Federalism

Barry Weingast (2006) has advanced a theoretical concept for comparative
analyses of federal systems. Market-preserving federalism is put forth as an
ideal form of federal system in which (1) multiple governments have



The Role of Governments in Federal Economies 9

clearly delineated responsibilities; (2) subnational governments have pri-
mary authority over public goods and services for local autonomy; (3) the
federal government preserves the internal common market; (4) all govern-
ments face the financial consequences of their decisions (hard budget
constraints); and (5) political authority is institutionalized.

Confederal Government

In a confederal system, the general government serves as the agent of the
member units, usually without independent taxing and spending powers.
The United States had a confederal system from 1781 to 1787. The United
Nations, the European Union, and the Commonwealth of Independent
States (CIS), which now consists of eleven of the former republics of the
Union of Soviet Socialist Republics (USSR), approximate the confederal form
of government. A confederal system suits communities that are internally
homogeneous but, as a group, completely heterogeneous. The European
Union, however, over time has consistently moved to assume a federal role.

Role of Government in Federal Economies

The instruments that governments use to undertake their economic activ-
ities include, broadly speaking, the following:

o Expenditures on goods and services. Governments may purchase labor,
capital, goods, and services from the private sector in order to provide
goods and services to their constituents. Such major expenditure
categories as defense spending, transportation, schools, and hospitals
are included in their menu of goods and services expenditures. In
some cases, the public sector actually produces the goods or services.
In others, it merely finances their provision by private producers or
the nonprofit sector.

e Transfers to individuals or households. Government spending also
includes transfer payments. These can be provided to households in
the economy, for example, in the form of welfare payments, payments
for disability, and payments to the elderly. These transfers might be
administered through the tax system or through an agency respon-
sible for delivering them to their intended recipients.

o Subsidies to firms. A particular form of transfer is a subsidy to firms in
the private sector, whose purpose is typically to assist the firm’s par-
ticipation in the private sector in ways that facilitate government
objectives.
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Transfers to other levels of government. In a federation, transfers can
also be from one level of government to another. Most commonly,
intergovernmental transfers go from higher-level to lower-level gov-
ernments, but in some cases they go the other way.

Taxation. Governments can, and do, use a wide assortment of taxes to
raise revenues, such as individual and corporate income taxes, general sales
taxes, payroll taxes, excise taxes, import and export duties, and property
and wealth taxes, to name the main ones. Different levels of government
may have access to different taxes and may share some tax bases.

User fees. Revenues may be raised from charges that are related to
services provided. Examples include water, garbage, and sewage
charges; road tolls; licenses of various sorts imposed on individuals
and businesses; user fees for parks and recreational facilities; fines; and
charges for health and education services.

Borrowing. In addition to raising revenues from taxation and charges,
governments typically borrow money, especially but not exclusively
for capital projects. Because the borrowed funds must be paid back in
the future, they can also be viewed as postponed taxes. Lower levels of
government may be restricted in what they are able to borrow.
Money creation. Governments, through their central banks, may also
be able to obtain some revenues through the creation of money. To the
extent that the creation of money induces inflation (i.e., the money
supply grows more rapidly than that needed to meet the growth in the
volume of transactions in the economy), it is viewed by economists as
being analogous to a tax, in this case a tax on holding money. Control
of the money supply, however, is typically not seen primarily as a
source of revenues but as a means of controlling the movement of
aggregate economic activity by affecting interest and exchange rates.
Regulation. Regulation is a nonbudgetary way of influencing the allo-
cation of resources. It can take many different forms, including labor
market regulation (hours of work, union formation, discrimination
laws, occupational licensing, rules for layoffs, worker safety, etc.), cap-
ital market regulation (asset or liability rules for institutions, bank-
ruptcy laws, insider trading rules, accounting requirements, etc.), and
the regulation of goods and services markets (product liability, adver-
tising rules, price and profit regulation for large firms, competition
laws, communications regulations, environmental laws, regulation of
natural resources such as fishing and forestry, etc.). In a federation, one
level of government may have some regulatory control over another.
An upper-level government may be able to override or disallow the



The Role of Governments in Federal Economies 11

legislation of a lower-level government. It may also be able to impose
mandates on the lower level of government, forcing it to provide cer-
tain types of services for its constituents.

e Public corporations. Governments may also engage directly in busi-
ness-like activities, operating public firms that produce goods and
services for sale to the public in industries that might be considered
of national importance or in which it is felt that private competitive
markets would not prevail. Some examples of such industries include
transportation, communications, utilities, and aircraft production.

The ultimate concern in studying the economics of federations is how
these various public-sector activities are to be divided among, or assigned
to, governments. Which ones should be decentralized to lower levels?
Which ones should be retained at the center? Which activities should be
jointly undertaken? How should the division of responsibilities be written
into the constitution? What influence, if any, should one level of govern-
ment be able to exert on other levels? What institutional arrangements
should be used to facilitate the interaction among levels of government?
These are the sorts of questions that subsequent chapters address. They
encompass what in fiscal federalism are referred to as the assignment
problem — the assignment of taxation, expenditure, and regulatory respon-
sibilities to various levels of government — and the fiscal arrangements — the
design of intergovernmental fiscal relations. The key issue here concerns
the optimal degree of decentralization of various public-sector decisions,
an issue that we take up in the next chapter.

The assignment of functions is, of course, conditional on the sorts of
roles undertaken by the public sector and also on the objectives of govern-
ment intervention in the first place. It is worth beginning with a general
discussion of the role of governments in a market economy and the special
problems for governments that arise in a federal economy.

GOVERNMENT INTERVENTION IN A MARKET ECONOMY

The merits of leaving economic decisions to the private sector in a market
economy have been well documented and are widely accepted by most
economists. The argument is as follows. The decentralized nature of these
private decisions and the competitive setting in which they are taken both
contribute to efficiency in resource allocation. Moreover, the convention
of private property and the right to the rewards from the use of one’s
person and property mean that there will be an incentive for such property
to be put to its most productive use. In other words, the profit motive will
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typically have socially beneficial effects, rewarding effort and efficiency to
the extent that it is allowed to proceed unfettered.

From this point of view, a necessary condition for government inter-
vention in the market economy must be some form of market failure.
Government intervention is called for when the benefits of collective deci-
sion making outweigh the losses from decentralized individual decision
making. Whether intervention will be beneficial in any given circumstan-
ces will be a matter of judgment. For one thing, in the event that the private
sector yields inefficient outcomes, there is no guarantee that the public
sector can do any better. That is, there may be public-sector failure as well as
market failure. For another, a main source of market failure involves the
perceived unfairness of market outcomes. Different persons will disagree
on the extent to which redistributive goals are important and on the extent
to which governments can succeed in achieving them. Because redistrib-
ution is one of the key functions of government, this leads to disagree-
ments over the role of government in the economy.

The usefulness of government intervention can be viewed from a nor-
mative or from a positive perspective. The normative point of view is
unabashedly idealistic. It investigates how governments ought to act if they
are acting in an ethical or benevolent manner, faithfully abiding by the
wishes of their constituents. To the extent that governments do not
actually behave ethically, the normative perspective can lead to overly
optimistic views of the benefits of government intervention. It also suffers
from an ambiguity as to what constitutes ethical behavior, or an ethical
objective function, of government. Because ethics involves value judg-
ments, different persons will disagree over what the government should
strive to attain, especially when it comes to redistributive objectives. More-
over, if different persons do differ over what constitutes appropriate social
preferences, it is generally not possible to find a political procedure that
will reconcile them. It is a well-known result in welfare economics —
Arrow’s impossibility theorem — that individual preferences over social
orderings cannot be aggregated into a single social preference ordering
that satisfies certain seemingly innocuous requirements.”’

The requirements are: individual preferences over social outcomes are ordinal and non-
comparable and come from an unrestricted domain (any preference orderings are per-
missible); the weak Pareto principle applies (if all households are better off in state A than
in state B, state A must be socially preferred); the independence of irrelevant alternatives
holds (the social ranking of two states is independent of the availability or ranking of
other states); and no one individual’s preferences (who is then effectively a “dictator”)
must determine social orderings.
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Nonetheless, the normative framework constitutes a useful benchmark
against which to judge government intervention. It can be thought of as
the framework suitable for the policy adviser who wants to remove himself
from the day-to-day political pressures of policy making and provide
sound scientifically based policy advice. To provide such policy advice,
one must necessarily adopt a normative criterion, especially with respect to
equity or redistributive objectives and how to trade them off against pos-
sible conflicts with efficiency. For the purposes of this study, we adopt
what can be viewed as a reasonably weak set of ethical judgments. One
need not agree upon the exact degree of redistribution that governments
should undertake to agree that some should be undertaken. As long as one
is willing to accept certain minimal ethical judgments, one can use nor-
mative analysis fruitfully. These minimal judgments are sufficient to
ensure that society has some redistributive motive. That is, there is some
desire to redistribute from the better-off to the less well-off. Thus, if one
accepts individualism (the primacy of individual preferences), the Pareto
principle, the independence of irrelevant alternatives, the premise that all
households should be treated anonymously and symmetrically (i.e., all
persons should be treated alike — or given equal weight — regardless of
their identity), and the premise that reducing inequality at least to some
extent is a good thing, one is justified in evaluating social outcomes using a
notional social welfare function that is increasing, symmetric and quasi
concave in utilities. We have little need to use the formulation of a social
welfare function in our discussion, but the value judgments we use as a
basis for rationalizing redistributive arguments can best be understood by
having a notional social welfare function of this sort in the back of our
minds. A social welfare function that ranks alternatives solely on the basis
of the utilities achieved by individuals in the society is referred to as a
welfaristic social welfare function. It neglects nonutility aspects of different
social states such as freedom of speech and religion, justice, and so on,
except as they are reflected in levels of utility. These principles are obvi-
ously important, but it is assumed that their pursuit can be fostered inde-
pendently of welfaristic objectives.

We take it that there is wide enough agreement on these ethical premises
to warrant using normative analysis in studying fiscal federalism. The exact
form of the social welfare function that motivates us is not something that

There is a vast literature on social welfare functions. For a nontechnical exposition, see

Boadway and Bruce (1984). The argument that nonwelfaristic objectives should be
important in formulating economic policy may be found in Sen (1977).
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need concern us as long as we agree on its general features, as depicted
here. The main open question concerns the degree of tolerance for inequal-
ity of real income levels, referred to as “inequality aversion” in the liter-
ature.” The degree of inequality aversion displayed by political decision
makers is relevant both for the extent of government intervention in the
economy and for the desired degree of decentralization. It is also one of the
main sources of disagreement over the role of government in the economy,
as will become apparent. Despite that, we can go a long way to discussing
alternative approaches to fiscal federalism without specifying the exact
amount of inequality aversion (as long as it is not negative).

The social welfare function perspective outlined here contains one fur-
ther feature that is of immense importance in fiscal federalism. We have
supposed that a social welfare objective should be symmetric and anony-
mous, so all persons are treated on a par. In a federal setting, this implies
that all persons should be given equal weight regardless of where they reside.
In a heterogeneous federation with differing degrees of well-being in differ-
ent regions, this can be a contentious principle to abide by and apply in
practice. However, we might regard this principle of equal weighting of all
persons in the social welfare function as being a reflection of citizenship in
a nation. It turns out that the equal weighting principle will be an extremely
important consideration in designing a system of fiscal arrangements in a
decentralized federation. Its acceptance necessarily involves a value judg-
ment and is therefore a principle with which others may disagree.

The normative perspective is concerned mainly with the specification of
the objective function that society should use to guide resource allocation
and consequently with the relevant extent of redistribution. In our context,
it is also used to suggest the appropriate assignment of responsibilities
among the different levels of government. However, it is one thing to
say what governments should do, and another to describe what they
actually do. That is where the positive perspective comes in. It tempers
the optimism about what can be expected from governments by emphasiz-
ing the ways in which government behavior can depart from that of a
purely benevolent institution. The positive theory of government behavior
is still far from complete, and one cannot use it for definitive answers. In

Aversion to inequality can be framed in terms of utility levels or income levels. Even if
there is no aversion to inequality in utility levels, there might still be aversion to inequal-
ity of income levels. For example, suppose the social welfare function is utilitarian:
W = Y'U(Yi), where Yi is real income. As long as the utility function U(Yi) is strictly
concave, there will be positive aversion to inequality in incomes, even though there is no
aversion to inequality in utilities.



The Role of Governments in Federal Economies 15

judging how actual government behavior departs from the ideal, there are
two general types of considerations to take into account. One concerns the
consequences of actual voting procedures as ways of taking collective
decisions. The other involves inefficiencies of decision making within
the bureaucracy of government.

In an ideal world, voting, as a means of taking collective decisions,
should not necessarily be inconsistent with social welfare optimization.
After all, social preferences should be based on the social values of indi-
viduals in the society. If persons vote according to their ethical values, there
is no reason to second-guess the normative consequences that result,
including the extent of redistribution that persons vote for. However, there
are various ways in which voting outcomes, even in an ideal setting of
direct democracy, can cause inefficient or inequitable outcomes. For one
thing, majority voting is prone to giving intransitive orderings, which can
translate into cyclical outcomes (the so-called Condorcet paradox), espe-
cially when more than one issue is being voted on at the same time. It also
occurs when redistributive issues are at stake. As is explained later, when
majority voting does lead to a unique outcome, it corresponds with the
preferences of the median voter, typically with inefficient results. These are
purely technical problems with majority voting, and they might not be as
destructive as they first appear. The problems of cyclical majorities can be
overcome to some extent by systems of representative democracy where
voting takes place not issue by issue but over party platforms that consist of
an aggregation of issues. The uncertain nature of voting outcomes can also
reduce the chances of unstable voting outcomes, as the literature on prob-
abilistic voting has shown.” However, voting systems are often far from
ideal, especially in systems of representative democracy where ultimate
decision-making authority rests with a small number of elected officials.
The votes of elected officials, instead of truly representing their constitu-
ents, might be influenced by various forms of influence seeking, ranging
from lobbying and log rolling to rent seeking and outright corruption, such
as vote purchasing. In these circumstances, it is not at all obvious that the
collective decisions of elected parliaments will correspond with the citizens’
notions of ethical social orderings. For our purposes, this must be seen as a
constraint on public-sector decision making that cannot be ignored.

The other main consequence of government decision making concerns
the way in which collective decisions are implemented by the public sector.

6 See, for example, the discussion in Mueller (1989) and the more recent analysis of it by

Hettich and Winer (1999).
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The latter constitutes a large bureaucracy that is not constrained or dis-
ciplined by the profit motive and free entry as in the private sector. Bureau-
crats may be motivated largely by self-interest and may be hard to rein in. It
may be difficult to monitor their effort and the use they make of resources,
as well as their actual need for them. And, as with elected officials, they may
be susceptible to the influences of rent seekers, lobbyists, influence ped-
dlers, and so on. It is not hard to understand why some persons might
adopt a pessimistic view of bureaucratic decision making and influence,
the most extreme of which is the Leviathan model of the public sector
whereby the objective of the bureaucracy is to maximize its size.”

Unfortunately, empirical evidence about the inefficiency and motives of
the public sector is minimal. Much is based on opinion and conjecture
rather than hard fact. Nonetheless, the possibility of significant inefficiency
in the public sector and the consequent limits of public-sector benevolence
is something that must be heeded in choosing among alternative degrees of
decentralization within a federation. This is especially true in developing
countries where the constraints imposed by electoral processes may not be
as well established as in industrialized democracies, and where bureauc-
racies may be both less experienced in dealing with the complex issues
facing public sectors and more susceptible to corrupting and rent-seeking
influences. In addition, the administrative expertise may not currently
exist at lower levels of government for undertaking what might otherwise
be desirable amounts of decentralized decision making.

Given these caveats, it is still worth looking at the role of government
from the benchmark of a normative perspective and then conditioning our
views by taking a more positive perspective. The normative, or social
welfare, perspective leads to identifying two general reasons for interven-
tion, which correspond to two types of market failure. In turn, these two
types of market failure correspond to two conceptually different steps
involved in reaching the highest level of social welfare. The first is ensuring
that the economy is operating on its utility possibilities frontier, that is,
operating with economic efficiency. This requires seeing that gains from
trade are exploited to the fullest extent possible consistent with the re-
sources, technology, and constraints facing society. These constraints
involve both institutional and informational constraints. We refer to this
as the efficiency objective of economic policy. The second is ensuring that
the “best” point on society’s utility possibility frontier — that is, the point
that yields the highest level of social welfare — is collectively chosen. This is

Brennan and Buchanan (1980) put this view most emphatically.
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the equity objective of economic policy, because it involves making inter-
personal comparisons of well-being. Moving along society’s utility possi-
bilities frontier necessarily involves making some persons better off and
others worse off. This is a major part of what government policies do, so
we must devote due attention to it.

The outcomes generated by a market economy alone will generally fail
to satisfy both the efficiency and the equity objectives of policy; hence,
there exists a potential role for government intervention. These failures are
related to the failure of the so-called two fundamental theorems of welfare
economics, which summarize the strengths of the competitive market
mechanism.® The first theorem of welfare economics states that, in a
certain set of idealized circumstances, private markets, if operating com-
petitively, will yield a Pareto-efficient allocation of resources. That is, they
will yield a point on the utility possibilities frontier where it is not possible
to make one person better off without making someone else worse off. The
second theorem of welfare economics states that any Pareto-optimal allo-
cation of resources (i.e., any point on society’s utility possibilities frontier)
can be achieved by the competitive market mechanism combined with a
suitable redistribution of resources among households.

It will be useful for our subsequent discussion of the assignment prob-
lem in federations to mention briefly some of the more prominent sources
of inefficiency and inequity in the market economy. These market failures
are the ultimate sources of the normative rationale for government inter-
vention. We consider efficiency failures and equity failures in turn. This
discussion can be brief because most of these items are well known from
the public economics literature.” We can then spend more time consider-
ing the special problems of inefficiency and inequity in a federal setting.

Sources of Inefficiency in the Market Economy

Broadly speaking, inefficiencies occur because all opportunities for gains
from trade have not been exploited to the fullest. This can be for technical
reasons (e.g., having to do with the characteristics of goods), for institu-
tional reasons (e.g., the nature and limitations of contracts), for informa-
tional reasons, or simply because of the inability of markets to coordinate
properly the demand and supply sides of the market. A conventional list of
types of inefficiencies is as follows.

The notion of the two fundamental theorems can be attributed to Arrow (1951).
See, for example, Atkinson and Stiglitz (1980) and Boadway and Wildasin (1984).
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Public Goods

Public goods are those characterized by jointness of consumption and, in
some cases, by nonexcludability. Jointness implies that more than one
person can “consume” or obtain the benefits of the same good at the same
time. Nonexcludability means that persons cannot be excluded from using
the good, except perhaps at a high cost. The concept might apply both to
consumer goods and to goods used as producer inputs. The standard
examples of the former might be defense and foreign affairs, including
foreign aid. Public producer inputs might include meteorological infor-
mation and knowledge more generally. Nonexcludability leads to the free-
rider problem — persons will have no incentive to pay for the use of the
good if they cannot be excluded from using it in any case. Because of the
free-rider problem, markets cannot be relied on to provide efficient
amounts of public goods.

Although the existence of public goods is the standard rationale for gov-
ernment intervention in the public finance literature, relatively little of
actual government expenditures are on public goods as such. Recognition
of this is important for the assignment problem in federalism. Much of the
traditional literature on fiscal federalism has focused on the provision of
public goods as being the fundamental purpose of government expendi-
tures. The case for decentralizing public expenditures then revolves around
characterizing public goods whose benefits are limited either by geo-
graphic proximity, in which case they are referred to as local or state public
goods, or by congestion (so that benefits per capita fall as the number of
users increases), in which case they are club goods. Both cases of public
goods are relevant for the assignment of functions because they might
better be delivered at lower levels of government.m However, once it is
recognized that government expenditures are much broader than spending
on public goods, the relevance of this source of market failure diminishes
in importance both as a rationale for government intervention and as a
determinant of the appropriate degree of decentralization.

Externalities

Externalities might be viewed as resulting from a more limited form of
publicness. They arise as special consequences of the joint consumption
property in which private economic agents undertake activities that have
benefits or costs for others without being priced. The absence of pricing

1% The classic formulation of the assignment problem based on the local nature of public
goods may be found in Breton (1965). See also Musgrave (1959) and Oates (1972, 2005).
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reflects the fact that affected parties cannot be excluded easily from the
benefits or costs of the activity in question. Typical examples include
pollution, worker training, new knowledge acquired through research
and development, and traffic congestion. Recent literature on growth
theory — so-called endogenous growth theory — has also stressed external-
ities that might occur in a dynamic setting as a result of investment deci-
sions. New knowledge may accompany new investment, and the benefits of
this knowledge may not be fully appropriable to the investing firms. Sim-
ilarly, on-the-job training and learning-by-doing may occur as firms pro-
duce over long periods of time. And the productivity of firms that deal
with one another may be enhanced by the existence of larger concentra-
tions of types of firms leading to so-called agglomeration and network
externalities.

Governments may respond to the existence of externalities in various
ways. They may assume responsibility for the provision of goods and
services generating externalities (basic research, worker training). They
may use corrective mechanisms such as taxes or subsidies of the private
agents emitting the externalities, or they may impose quantity regulations
on private agents (pollution controls). Because many externalities are
limited geographically, decentralization of their control to lower levels of
government is a possibility.

A more contentious type of externality that is sometimes said to arise
from market activity concerns its perceived effects on social values. Thus,
various societies might be concerned with the effect of certain types of
products or private-sector activities on their culture or language, on their
way of life, on the well-being of certain segments of the population (e.g.,
children, workers), on their health, or on the quality of their environment.
There are thus a number of regulations in place to deal with these per-
ceived effects. Examples include language legislation, product standards,
labor regulations, and so on. These measures can be particularly important
in multigovernment settings, especially where one government imposes
regulations that can affect the activities of citizens in other jurisdictions.
They will often result in restrictions on the free flow of products and
factors of production across borders that might be interpreted as measures
to protect local firms and workers. This outcome will be as important in
federalism contexts as it is in international ones.

Economies of Scale
The minimum-cost output for a good or service may be large relative to
the market being served, in which case competition will not prevail. In
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these circumstances, firms might not be price takers, and free entry may
not occur either because of the natural barriers to entry imposed owing to
size or because of artificial barriers to entry imposed by existing firms
(and/or government regulations). Private provision might result in an
inefficiently low level of output and the existence of positive profits. Gov-
ernments themselves may undertake to provide the good or service, either
alone or in competition with the private sector, in an effort to attain a
more efficient level of output; or they may regulate private provision by
stipulating prices or rates of return that can be earned. Examples of each of
these remedies may be found in industries like transportation, utilities, and
communications in various countries.

Unemployed Resources

Problems of coordination in some markets, such as labor and capital
markets, may cause resources to be unemployed. In the case of labor,
the matching of skills to jobs might entail search processes that are ineffi-
cient, or imperfections in the ability to monitor their workers might lead
firms to use the threat of unemployment as a device to discipline their
workers. Such a threat is actualized by setting wages above their market-
clearing levels at their efficiency wage levels.'' With capital, many invest-
ments tend to be indivisible and to have benefits that are dependent upon
investments taken elsewhere in activities that are interrelated. Thus, the
suitability of any given investment project depends upon the others being
undertaken. To the extent that investment decisions are taken independ-
ently, the wrong mix of projects could occur, with the result that there may
be too much of one type of capital and too little of another.

Some literature indicates how these inefficiencies may be mitigated by
government policies, such as unemployment insurance, wage or invest-
ment subsidies, or macroeconomic policies. However, there is consider-
able disagreement about the effectiveness of government policies for these
purposes. Nonetheless, most governments tend to engage in them.

Absence of Markets

In some cases, the markets for engaging in certain types of trades simply do
not exist, perhaps because there are not enough transactions to justify
them, the objects being traded do not have enough homogeneity, or the

' The inefficiency of search unemployment levels was pointed out by Diamond (1981).
Shapiro and Stiglitz (1984) have analyzed the inefficiency of unemployment with effi-
ciency wages. A related source of inefficiency involves setting wages at too high a level to
reduce costly turnover (Salop, 1979).
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transactions costs are simply too high. A good example of this is the
market for risk. Markets may simply be too thin both to trade away all
possible diversifiable risks and to facilitate the trading of nondiversifiable
risks among agents with differing aversions to risk. On the other hand, it
may be that some forms of risk are induced by government action itself.
For example, the absence of efficient private markets in unemployment
insurance may be a result of the fact that the event being insured against —
unemployment — may be at least partly under the control of the govern-
ment. This can make unemployment an uninsurable risk.'”

Limitations in the possibility to trade risks may also be of relevance in a
federalism context. Regional jurisdictions may face the prospect of region-
specific shocks that may or may not be diversifiable across other jurisdic-
tions. If perfect markets do not exist for trading these risks with the other
jurisdictions, forming a federation provides one way of facilitating such
trading. Indeed, one of the roles of the federal government might be
precisely to spread region-specific risks across component lower-level
governments.

Imperfect Information

Markets may be inefficient because of asymmetric information problems.
The two most common forms are moral hazard and adverse selection.
Moral hazard refers to a situation in which one side of the market can
take actions that affect the market outcome but that cannot be observed by
the other side. Market outcomes will then involve a nonoptimal amount of
such actions (at least when compared with what could be achieved given
full information). Adverse selection occurs when participants on one side of
the market differ from one another in some characteristics that are not
observable to the other side. Such markets are also known to yield ineffi-
cient outcomes and perhaps even to preclude equilibrium outcomes."”
These problems can occur in a wide variety of markets. Examples include
the nonobservability of skills and effort in labor markets, imperfect knowl-
edge about the underlying productivity of firms in capital or credit mar-
kets, the absence of knowledge about the quality of durable products, and
the inability to distinguish high-risk persons from low-risk ones in insur-
ance markets.

12 See Boadway and Marceau (1994) for a model that demonstrates this possibility and the
resulting need for public unemployment insurance.

13 For a general discussion of moral hazard and adverse selection problems, see Hirshleifer
and Riley (1992).
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The general consensus in the literature is that in most cases, governments
have little or no informational advantage over private-sector participants
and therefore can do little to improve on the inefficiency of private markets.
Given this, the government may be no more efficient at providing such
things as health insurance and unemployment compensation than the pri-
vate sector. On the other hand, mandating the purchase of insurance may
be welfare improving in circumstances in which markets might not other-
wise exist.'* Still, governments commonly do provide (or finance) certain
forms of insurance (health, disability, workers’ compensation, unemploy-
ment insurance, etc.). However, this is more likely motivated by equity, or
social insurance, concerns. Later, we consider equity arguments for the
widespread tendency for these benefits to be publicly provided.

Time Inconsistency Issues

The preceding arguments for government intervention rely on the failure of
private markets to allocate resources efficiently. To the extent that govern-
ments are benevolent and well informed, corrective policies could in prin-
ciple be efficiency improving. There is, however, one type of circumstance
in which even a fully benevolent and well-informed government might
implement policies that lead to outcomes that are highly inefficient. It is
worth considering this case because it in turn leads to a case for other
policies that would otherwise seem unjustified. The circumstance can be
briefly described as follows. Households and firms make decisions with both
a long-term and a short-term impact. In the case of households, long-term
decisions include savings, investment in human capital, and the purchase of
durables. For firms, they include a multitude of investment decisions, such
as investment in machinery and buildings. Farsighted governments, in set-
ting their policies, would take due account of the effects of those policies on
the long-run incentives of households and firms. For example, taxes on
capital would not be set too high for fear that it would discourage capital
accumulation and savings. But suppose governments cannot commit them-
selves to future policies. In these circumstances, governments will have the
opportunity to change their policies after at least some households and
firms have already made some long-run decisions: they have accumulated
wealth or undertaken investments. Because these decisions have already
been made, governments no longer need to worry about the disincentive
effects of their policies. Even fully benevolent governments will not be able

14 See, for example, Dahlby (1981). He shows that this will be the case if households are able
to purchase voluntary supplements to compulsory insurance.
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to resist imposing high taxes on existing wealth. Moreover, households and
firms will correctly anticipate this in making their long-run choices. Expect-
ing taxes on capital income to be high, they will restrict their investments
accordingly. In the end, taxes on wealth and capital will be too high, and
investment and savings will be too low.

Recognizing that this kind of problem of time inconsistency exists can
go some way to explaining some of the policy phenomena observed in the
real world. One is the tendency for taxes on capital and wealth to be higher
than standard theory would predict that they should be. Another is to
observe policies that can be explained as reasonable responses to the time
inconsistency problem. There are significant examples of these outcomes.
Up-front investment incentives, such as tax holidays, investment tax cred-
its, and investment subsidies are widely used and could be interpreted as
mechanisms for undoing the adverse consequences of high capital tax
rates. Indeed, this is one of the few plausible explanations for observing
the simultaneous existence of high capital tax rates and generous invest-
ment incentives in the same tax system. Systems of mandatory saving for
retirement as well as mandatory education can also be explained on these
terms. More generally, mandatory saving and mandatory insurance pur-
chases can be interpreted as being in place to counter an opposite form of
time inconsistency — that involving coming to the assistance of persons in
distress as opposed to taxing those who have accumulated wealth. This is
referred to as the Samaritan’s dilemma problem. Persons who have the
opportunity to take measures that will improve their prospects later in life
are deterred from doing so because they anticipate that government will
come to their assistance in the event that they become needy.'”

This problem of time inconsistency is of relevance for federalism for two
reasons. First, many of the policy instruments that might be seen as
responses to time inconsistency issues, such as forms of social insurance,
are often delivered by subnational levels of government. Second, a Samar-
itan’s dilemma—type problem — or a bailout problem — can exist between
levels of government. If a lower level of government knows that it will receive
transfers from an upper level in the event that its fiscal resources fall below
some standard level, it will have an incentive to exploit that possibility by
making decisions that effectively increase the possibility of receiving federal
assistance. This possibility explains, for example, why there may be signifi-
cant restrictions of the ability of lower levels of government to borrow.

!> Bruce and Waldman (1991) pointed out this motivation for either mandated or publicly
provided social insurance.
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Sources of Inequity in the Market Economy

Most public expenditure programs have an equity dimension to them, espe-
cially those in industrialized countries with their vast array of social pro-
grams. In fact, many important public programs are motivated primarily by
equity concerns. One can think of three general sorts of redistributive spend-
ing programs — those intended to redress income inequality resulting from
the ordinary workings of markets (inequality of outcome), those based on
providing more equal opportunities to succeed (inequality of opportunity),
and those based on compensating for inequality resulting from nonincome
attributes or characteristics of different persons (social insurance). Govern-
ments address these three sorts of redistribution through a wide variety of
policy instruments, some of which are intended to serve more than one goal.
Consider each of the three types of redistribution in turn.

Unequal Incomes
The most obvious manifestation of inequity in a market economy is
inequality in the distribution of incomes. Differences in the incomes
obtained from participating in the market economy arise from many
different sources, including natural abilities, inheritances, accumulated
human capital, work effort, and luck in the marketplace. Virtually all
economies attempt to redress income inequalities by redistributive policies
of various sorts, through both money transfers and in-kind transfers.
Apart from the desired amount of redistribution being a matter of value
judgment, redistribution based on income alone (and administered
through the income tax system with its self-reporting approach) is of
limited usefulness in achieving equity objectives. For one thing, income
is a rather imperfect measure of economic well-being because, for example,
it does not reflect nonmarket sources of utility such as leisure and house-
hold production. For another, individuals can readily manipulate their
income for tax purposes by varying their behavior or by concealment.
The main message to be taken from the extensive theoretical literature
on the optimal income tax is that redistribution by income levels is a
relatively limited policy instrument that needs to be supplemented by
other instruments, such as targeted transfers based on need and employ-
ability, targeted in-kind transfers (e.g., housing, food stamps), and the
provision of universal public services such as education.'® Indeed,

!¢ The usefulness of various policy instruments for redistributive purposes is fully discussed
in Boadway and Keen (2000).
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combined with a tax system that is only moderately redistributive or even
approximately proportional, cash and in-kind transfers — whether targeted
or universal — can make overall fiscal policy quite redistributive.

Equal Opportunities

Some of the attributes that determine incomes earned and therefore indi-
vidual well-being are not immutable. The most obvious of these are labor
market skills. Governments invest considerable amounts of resources into
upgrading labor market skills, often on a universal basis. Universal public
education is the most obvious of these, but others include labor market
training, programs for developing entrepreneurship, and equal opportu-
nity programs. One could even say that public health programs contribute
to one’s productivity in the marketplace. Most of these expenditures are on
public services of a private nature and delivered to individuals. Thus, they
are essentially like private goods and services delivered by the public sector
outside the price system. We follow the common convention of referring
to them as quasi-private goods. Bewley (1981) has referred to them as
“public services” to distinguish them from public goods (which have
the joint consumption property). We follow this convention as well.

The fact that the public sector is heavily engaged in providing essentially
private goods and services to individuals turns out to be especially relevant
for the extent of decentralization of the public sector to lower levels of
government. It is often precisely these sorts of expenditures that are decen-
tralized to subnational levels of government. At the same time, they are
expenditure programs whose objectives are based on equity considera-
tions, so they are of some interest nationally.

Social Insurance

In fact, there are differences between the abilities of individuals to earn
income that are at least as important as sources of inequality in utility
levels, and that can be, and are, used as bases for redistributive policies.
Examples include health status, employment status, disability, location of
residence, and date of birth. The characteristics possessed by each person
are largely a matter of luck at birth. Redistribution based on these features
is sometimes referred to as social insurance. If persons could purchase
insurance against being unlucky in these characteristics, they would.
Moreover, on actuarial grounds, such insurance would be to a consider-
able extent diversifiable. But persons obviously cannot buy such insurance
because it could be purchased only after the event being insured against is
revealed. Thus, they can be “insured” only after the fact by the public
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sector. The case for such social insurance must ultimately rest on a value
judgment. But, as long as society’s objective function exhibits some aver-
sion to inequality, such social insurance should be provided.

This social insurance rationale might be viewed as the prime justifica-
tion for public health insurance, unemployment insurance, assistance to
the disabled, intergenerational transfers in favor of unlucky cohorts, and so
on. These elements, too, make up a substantial proportion of public-sector
budgets. And, because they tend to comprise services delivered to individ-
uals rather than public goods, the decentralization of their delivery is a
viable option to be considered, as we argue in the next chapter.

The recognition that there is a limit to the extent of redistribution that
can be achieved through the income-based tax-transfer system, and that a
substantial part of actual redistribution is achieved through the provision
of targeted transfers, in-kind public services, and social insurance based on
other personal characteristics, has important implications for an appreci-
ation of the role of government and of the assignment of functions. For
one thing, it helps explain why most studies of tax incidence, even those
based on imperfect measures such as income, tend to show that taxes are
only mildly redistributive. For another, it leads one to recognize that much
of what governments actually do is redistributive in nature, if not in intent.
The implication of this for the division of powers then depends upon one’s
view about what level of government should be responsible for redistrib-
utive measures.

Political Economy Considerations

The discussion so far relies on normative arguments about the role of
government. Different persons will have very different views about how
closely actual governments come to being benevolent social welfare max-
imizers, or whether they even take equity into account at all. The issue is
difficult to resolve using casual observation. For one thing, governments
are observed to do many sorts of things that are hard to justify on norma-
tive grounds, including regulatory activities, the subsidization and protec-
tion of certain activities, and the provision of certain goods and services
that the private sector could provide more efficiently. Thus, far from being
the social welfare maximizers of normative public economics, government
decision makers may be controlled by self-interested bureaucrats or vote-
maximizing politicians with relatively little interest in social welfare. On
the other hand, it is also true that it would be very difficult to explain the
extent of redistribution that takes place through the tax-transfer system,
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social insurance, social welfare programs, and in-kind transfers solely on
the basis of a government representing the selfish interests of the majority
or of rent-seeking interest groups. In fact, there is an entire spectrum of
possibilities, ranging from the fully benevolent government to one that is
purely selfish. The point on the spectrum chosen depends jointly on the
preferences people express through their voting behavior and on how well
political decisions take voters’ preferences into account. Some well-known
points on the spectrum are as follows.

Ethical Voting

It might be presumed that people vote according to their ethical prefer-
ences rather than their own self-interest. For example, it is well known
that, from a purely private point of view, the act of voting is itself irra-
tional. One way to explain voting behavior is by supposing that it is done
without self-interest in mind.'” To the extent that governments actually
behave according to voters’ preferences, this would imply that looking at
them as social welfare maximizers has an element of truth to it. This sort of
explanation would be consistent with the seemingly massive redistribution
programs actually observed in the modern welfare state, which, as we have
mentioned, are difficult to explain solely in terms of vote maximization or
the self-interest of bureaucrats.

Altruistic Preferences

A milder form of equity is obtained by assuming that, though persons vote
selfishly rather than ethically, their preferences include altruism toward the
less well-off. This possibility would give rise to an exploitation of Pareto-
improving transfers. Undoubtedly, altruism is a powerful motive, and one
that could be used to explain redistribution undertaken by the public sector.
Whether it can account for the full amount that one observes in practice
would be difficult to determine. At the same time, from the perspective of
recommending institutional arrangements for a federation, it does not
really matter. Virtually all the normative analysis that we employ works
equally well if the normative basis for the preferences in question is altruism
rather than some social welfare function reflecting ethical preferences.

The Selfish Voter
If voters are purely selfish, a political system that obeys voters’ preferences

will redistribute toward the decisive voters, such as the median voter. Most

'7 Brennan and Lomasky (1993) have forcefully put forth this position.
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models of voting would suggest that this would involve some redistribu-
tion toward the mean or lower mean, and would be consistent with some
of what is observed.'® It would still have difficulty explaining redistribu-
tion toward the least well-off persons, who are also often the least influ-
ential politically. Indeed, in practice, the least well-off persons (e.g., the
disabled) receive substantial benefits from the public sector.

Pressure Group Influence

The political system may respond less to voters’ preferences than to those
of pressure groups and special interests. Consequently, as new groups are
induced to form, this is likely to give rise both to policies favoring these
groups and to wasteful rent-seeking behavior. Pressure group influence is
more likely to explain special forms of treatment of well-defined groups
than broadly based redistributive policies."’

The Leviathan

At the extreme end of the spectrum is the government that acts purely in
its own interest relatively unconstrained by the voters. It is usually thought
to be interested in maximizing its own size, constrained only by its ability
to extract tax revenues from the taxpayers. To the extent that this behavior
is true, it will have consequences for the assignment of powers in the sense
that greater decentralization may reduce the ability of governments to
increase their size wastefully.

One’s view of the proper assignment of expenditure, tax, and regulatory
powers to various levels of government will be influenced very much by the
weight one puts both on equity considerations (i.e., one’s aversion to
inequality) and on one’s view of the extent to which governments act in
the interests of society as opposed to in their own interest. These will differ
from observer to observer. As well, the conditions will differ systematically
across countries. Thus, our discussion of the assignment of powers cannot
give definitive answers to precisely how decentralized public decision mak-
ing should be. Nonetheless, the case for decentralization is suggestive and
persuasive enough to be able to make qualitative judgments in many cases.

'8 Standard models of political party competition — so-called Downsian models because
they are based on the Downs (1957) notion of vote-maximizing political parties —
typically predict redistribution from the ends of the income distribution toward the
mean (Lindbeck and Weibull, 1993; Dixit and Londregan, 1996). Once ideology is added
to the objectives of political parties, it is possible to obtain redistribution to the neediest
members of society, but the source of ideology is not specified.

See the analysis of special-interest politics by Grossman and Helpman (1996) and Dixit
and Londregan (1996), and the discussion of these models in Boadway and Keen (2000).
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EFFICIENCY AND EQUITY IN A FEDERAL ECONOMY

Ultimately, the assignment of powers in a federation and the optimal
policies undertaken by each level of government depend on the same
efficiency and equity considerations that determine the rationale for gov-
ernment intervention in the first place. However, the fact that federal
economies consist of various jurisdictions means that there are a number
of additional efficiency and equity considerations that are special to federal
economies. Some of these considerations arise from the fact that decentral-
ization has different effects on the fiscal capacities of different subnational
jurisdictions, giving rise to what are referred to as fiscal inefficiencies and
fiscal inequities. Others arise from the fact that the independent policies of
governments at a given level have effects on residents or governments of
neighboring jurisdictions, so-called horizontal fiscal externalities. Still
others arise from the fact that policies undertaken at a given level of
government affect governments at another level, known as vertical fiscal
externalities. The existence of these various effects will influence the case
for decentralization, as they will represent costs of decentralization that
must be set against the many benefits. They will also determine the struc-
ture of fiscal arrangements that should exist between the various levels of
government. Indeed, a main purpose of the fiscal arrangements is precisely
to facilitate the decentralization of fiscal responsibilities in a way that
minimizes the costs. That is a major theme of this book. Let us consider
these efficiency and equity considerations in turn.

Efficiency Considerations in a Federal Economy

The achievement of efficiency in a market economy involves exploiting to the
greatest possible extent the potential gains from trade, given the technical,
informational, and institutional limitations of the economy. More precisely,
in the literature on welfare economics,”® the notion of efficiency is charac-
terized as a situation in which the following conditions are being satisfied:

o Technical efficiency. Firms are producing outputs with the least
required inputs.

o Exchange efficiency. All consumers face the same relative prices, so that
the relative valuations placed by consumers on all goods, services, and
inputs traded are the same across consumers.

20 For a complete summary of welfare economics, including these conditions, see Boadway
and Bruce (1984).
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o Production efficiency. All producers face the same relative prices for
their inputs and outputs, so the rates at which inputs will be trans-
formed into products at the margin are the same across the private-
sector costs, and the economy will be operating on the boundary of its
“production possibilities frontier.”

e Overall efficiency. Consumers and producers face the same set of relative
prices in all markets, so the relative value placed on all pairs of products
by consumers equals their relative marginal costs to producers.

A decentralized competitive market economy goes a long way to achiev-
ing economic efficiency. As we have seen, government intervention on
efficiency grounds may be required to provide public goods, to internalize
externalities, to ensure that resources are fully employed, to supplement
missing markets, and to deal with the consequences of scale economies. In
a federal economy, in which there are internal political boundaries and in
which geographic differences exist, there are various other dimensions of
economic efficiency that are important. Some of the more important of
these are as follows.

The Internal Common Market

There are various gradations of economic integration among political
jurisdictions, ranging from a free trade area, in which goods and services
and possibly capital are free to flow across borders, to a customs union,
in which a common external tariff exists, to a common market, in which
labor is also free to move, to an economic union, in which various
degrees of harmonization exist. A federation shares some important
features in common with a common market or an economic union,
although a federation is much more than either of these. In particular,
a federation, unlike an economic union, has two distinguishing fea-
tures. First, it has a central government that can legislate on matters
that affect residents of all jurisdictions, and may even have some over-
sight over lower-level jurisdictions. Second, residents of the federation
are citizens of the entire federation, which entitles them to some sig-
nificant rights not just of mobility but also of equal treatment. These two
features of a federation will be prominent in our discussion of the
assignment of powers and the fiscal arrangements. For now, however,
we concentrate on those features that a federation has in common with
common markets or economic unions. We speak of the markets of a
federation as comprising an internal economic union or an internal com-
mon market.
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The internal common market of a federation has a number of character-
istics. For ease of reference, where we are not referring to specific countries,
we follow the convention of referring to the central government as the
federal government, and to subnational governments as state govern-
ments.”’ Because there are no border controls in a federation, goods,
services, labor, and capital are able to flow freely across state borders. A
common external trade policy exists with the rest of the world. But inter-
nally, the states are able to engage in tax, expenditure, and regulatory
policies within their own borders that can affect the cross-border flows
of products and factors of production. A reasonable efficiency objective of
a federation might be to attain the unimpeded and nondistorted flow of all
goods, services, labor, and capital across political borders within the coun-
try.”” There should be no barriers to movement imposed by governments
within the federation, whether by taxes and subsidies, by regulation, by
preferential procurement policies, or by the design of local public goods
and services. Of course, there may be natural costs to trade, such as trans-
portation costs, language, and so on. We are concerned instead with
government-imposed barriers. The absence of these will contribute to
resources being allocated efficiently within the federation.

In a federation in which decision making is decentralized, violations of
the efficiency in the internal common market may be imposed by state
governments either wittingly or unwittingly. In the former case, govern-
ments may use policies like taxes, subsidies, and regulations to improve

! Many of the same principles will also apply within a state, where the relevant subnational
government is the municipal or local government. It is often the case, however, that local
governments do not have the same degree of legislative independence as do state or
federal governments. As well, the same principles we develop will also apply to nations
that are not federations but nonetheless have multiple tiers of government. For example,
countries like Japan and the Scandinavian countries are not federations, but similar issues
of multijurisdictional fiscal interdependence apply between the national government and
lower tiers, including regions, prefectures, or localities. Other countries, like South
Africa, do not refer to themselves as federations but have multiple levels or spheres of
government with some independence of legislative responsibility as well.

Though the objective of the free flow of goods, services, labor, and capital across internal
borders is widely accepted as a suitable objective for a federation, as for an economic
union, it is well known that on second-best grounds this may not be a theoretically
defensible objective. From the theory of customs unions we know that trade diversion
from the rest of the world can offset some of the benefits of trade creation within the
federation and that restrictions on the latter may be beneficial (Lipsey, 1970). However,
in a federation, one is unlikely to have the information required to implement the
optimal second-best policy. Moreover, to the extent that this is an issue, it is because
there are barriers against the rest of the world. The problem would be resolved if barriers
to international trade and capital flows were removed at the national level. Of course, this
is what is happening in the real world with globalization of international markets.

22
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local conditions at the expense of nonresidents. This is referred to as
interjurisdictional fiscal competition, and it is discussed in more detail later.
If all states engage in it, the result may be that all are worse off, akin to the
outcome of tariff wars between countries. On the other hand, distortions
may arise simply because states adopt differing policies in an uncoordi-
nated fashion. After all, state fiscal policies cannot avoid being distortion-
ary; almost all taxes necessarily are. If different states adopt different policy
mixes, cross-border transactions will inevitably be distorted. The exception
to this might be the case in which products and factors of production are
so mobile that states are forced by competition to adopt similar fiscal
policies as their neighbors. Such a high degree of mobility is unlikely to
exist because mobility is costly.

The possibility of lower-level jurisdictions adopting policies that distort
the efficiency of the internal common market has implications for the
division of responsibilities. For example, the case for decentralizing some
types of tax, expenditure, and regulatory policies may be compromised by
the fact that they could lead to inefficiencies in the internal economic
union. State responsibility for providing health, education, and welfare
services might result in different standards nationwide or residency
requirements that impede the free flow of labor across borders. Because
most policies of lower-level jurisdictions have the potential for distorting
the economic union, federations might have some other institutional
arrangements in place for discouraging them.

Various possibilities exist. There may be a constitutional proscription on
policies that distort the free flow of goods, services, and factors across
internal borders. Such a measure would place in the hands of the courts
the onus for enforcing the economic union, something that they may not be
well suited to do, given that economic issues will be the determining factors.

Alternatively, the federal government could be given the responsibility
for overriding the policies of state jurisdictions that are deemed to interfere
with cross-border transaction or movements of labor or capital. This over-
riding could take the form of disallowing state legislation that is deemed to
interfere with the efficiency of the internal common market or with other
national objectives; or it could take the stronger form of the federal gov-
ernment’s mandating the structure that state programs ought to take. Such
a system, elements of which exist in many federations (e.g., the United
States) runs the risk of making the state governments subservient to the
federal government, always making them “look over their shoulder”
before passing laws. This could detract from the full benefits of decentral-
ization or, indeed, from the whole purpose of federalism.
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The problem of cross-border distortions could also be addressed by
agreements negotiated by the state jurisdictions themselves, similar to
the system used in economic unions such as the European Union. Such
agreements do not appear to have been used extensively in federations,
though there has been a relatively weak one recently negotiated among the
Canadian provinces with the participation of the federal government. The
problem is that negotiation can be a costly process that leads to minimally
acceptable outcomes, because virtually all states have a veto. Moreover,
the enforcement of multigovernment agreements requires some adjudica-
tion or dispute settlement mechanism that can be acrimonious or
ineffectual.

A final, more promising, solution, and one that has been used in many
federations, is for the federal government to use conditional grants to
encourage state jurisdictions to incorporate elements respecting the inter-
nal economic union into their policies. For example, the state governments
could be encouraged to make the benefits of certain programs portable and
not subject to residency requirements. Following the convention in Can-
ada, this policy is referred to as the use of the spending power by the federal
government. The spending power is a policy approach of more general
interest, and we return to its use later. For now, we simply note that it has
the advantage of being a policy that relies on the carrot rather than the
stick, because it leaves the states ultimately responsible for enacting legis-
lative measures as they see fit. The unfettered use of the spending power
also runs the risk of excessive centralization and intrusion of the federal
government in the jurisdictional spheres of lower-level governments, again
running against the objectives of federalism. However, its use is politically
constrained by the fact that a transfer of funds must accompany it.

These considerations about the appropriate response to the potential for
fiscal decisions by state governments to distort the internal common mar-
ket highlight a key difficulty in fiscal federalism. There are both benefits
and costs to decentralizing fiscal responsibilities and benefits and costs
associated with adopting measures to counteract violations of efficiency
in the internal common market. The appropriate balance between those
benefits and costs is inherently judgmental. One only has to look at expe-
riences worldwide to see that different federations adopt very different
remedies for this and other problems. We cannot therefore pretend to
say what the best remedy is. Instead, our purpose is to set out as clearly
as possible what the nature of the costs and benefits are, what the pros and
cons of different remedies are, and what we might learn from the experi-
ence of mature federations.
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The case for inducing harmonious and distortion-free policies by lower-
level governments is subject to a couple of important caveats. First, in
addition to the potential costs, there may also be significant benefits from
lower levels of government competing with one another through their
fiscal policies. That is, there may be benefits from noncooperative as
opposed to cooperative behavior by lower-level governments. A body of
literature associated with public choice economists takes the view that
competition between governments is a good thing because it induces more
efficient local government decision making, encourages policy innovation,
reduces the size of government, and ensures that local governments act in
the best interests of their residents. This claim may be used as an argument
for decentralization. According to this view, what might be called the
competitive federalism perspective,”” the more decentralization there is
and the fewer constraints on the policies of lower-level jurisdictions there
are, the more efficient is the federation. Because of the assumed mobility of
products and factors of production across borders, competition itself will
minimize the use of distorting policy instruments. And any costs of dis-
tortions arising from uncoordinated policy making by lower jurisdictions
will be far outweighed by the benefits of interjurisdictional competition.
This view does seem to rely heavily on mobility to make interjurisdictional
competition unobtrusive. As well, it abstracts from some of the other
sources of inefficiency within a federation that we discuss elsewhere in this
section. It might also be worth noting here that the use of the spending
power need not detract unduly from the benefits of competitive federal-
ism. Indeed, the spending power, if used unobtrusively, is the one federal
policy instrument that allows for a suitable compromise between the
benefits of decentralized decision making and the grosser forms of dis-
tortion to the internal common market that decentralized decision making
might entail.

The second caveat is that not all distortions to the internal movement of
goods, services, and factors of production should be viewed as a bad thing.
For example, state or local public goods and services that are designed to
suit the tastes of the residents may well differ across states, and this variety
is a benefit of decentralized public service provision. Naturally, it will
discourage in-migration of persons whose preferences for public service
types differ. Similarly, laws governing the use of local languages or reli-
gious practices may impede the movement of labor and even of goods and
services. More generally, the stringency of such things as labor laws,

> A good summary of this may be found in Breton (1994).
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environmental laws, and product safety laws may differ from jurisdiction
to jurisdiction, reflecting differences in tastes among provincial residents.
These differences would seem to be desirable impediments to mobility, as
prescribed in the famous Tiebout model (discussed later). The problem in
practice is that, as in the international trade sphere, it is difficult to dis-
tinguish policies meant to cater to the special preferences of local residents
from beggar-thy-neighbor policies intended to divert desirable resources
from other jurisdictions. Thus, as with the case of competitive federalism,
this uncertainty would suggest caution in interfering with the decentral-
ized decisions of lower-level jurisdictions. This issue will arise over and
over again in our discussion. Perhaps one lesson that can be taken from the
international trade arena that would be helpful in the federalism context is
that if distortionary policies are to be applied by state governments, they
ought to abide by the analogue to the so-called national treatment crite-
rion. That is, regulatory or fiscal policies or even procurement policies
ought to be applied equally to all persons or firms transacting in the state,
whether they are resident in the state or not. At least this would remove
overt instances of preferential treatment.

Local Public Goods and Externalities

As mentioned earlier, the standard argument for public intervention in the
economy is the provision of public goods and services. By the same token,
the traditional argument for the decentralization of functions to lower
levels of government is the fact that some public services are of a purely
local or regional nature.”* Efficiency in a federation requires that the level
of local public goods in each locality be determined by comparing the
benefits to all residents being served with the costs of provision. Residents
of different localities will generally prefer different levels of provision. A
decentralized federation has the benefit that each local government is able
to provide the type and mix of public goods and services that its local
residents prefer. Furthermore, if residents are relatively mobile, they should
be free to move to the jurisdiction that best caters to their preferences. The
Tiebout model has stressed the benefits of free migration (“voting with
one’s feet”) combined with decentralized decision making in a federation
in which some public goods are of a local nature and persons have different
preferences. We have stressed that not all government expenditures are for
public goods. Governments also provide many quasi-private goods or
public services. Similar arguments about the benefits of catering to the

** Standard references include Musgrave (1959), Breton (1965), and Oates (1972).
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tastes of local residents can be made in the case of these types of public
expenditures. As well, some regulations may be local. For example, govern-
ments may use regulations to protect local culture or languages, which may
be viewed as local public goods. In all these cases, the fact that the benefits
of the policy instrument accrue mainly to local or state residents, along
with the fact that preferences for these activities may vary from jurisdiction
to jurisdiction, suggests that they should be local or state responsibilities.

On the other hand, the mere fact that different communities or regions
have distinct preferences for the mix and amount of public goods and
services does not imply that lower levels of government must provide them.
In principle, it is possible for a central government to provide the appro-
priate level of locally differentiated public services. However, lower-level
jurisdictions may have informational advantages and be more politically
accountable to local residents compared with the federal government. Inter-
jurisdictional competition may also make lower-level jurisdictions more
responsive to local needs and preferences. We return to the arguments for
and against decentralization on these and other grounds in the next chapter.

Interjurisdictional Spillovers
Public expenditure programs undertaken in a given jurisdiction are obvi-
ously meant to benefit the residents of that jurisdiction and are designed
with that in mind. In practice, the beneficiaries of local or state public
expenditures may not coincide with the residents of the locality under-
taking the expenditure. Residents of neighboring jurisdictions may benefit
from (or be harmed by) policies of a given jurisdiction. More specifically,
there are said to be interjurisdictional spillovers, analogous to standard
externalities among individual economic agents. They can be positive or
negative according to whether the spillovers involve benefits to nonresi-
dents or costs. Because state or local governments will have no incentive to
take account of the spillover benefits they generate, or harms they impose
for nonresidents, their decision making may lead to inefficient outcomes
from the perspective of the nation as a whole. There will be an incentive for
subnational jurisdictions to undertake too low a level of activity for those
expenditure items that have positive spillover benefits and too high for
those with spillover costs. Alternatively, to the extent that the activity
involves providing a public service that is excludable, subnational juris-
dictions may attempt to restrict access by residents of other jurisdictions.
There are many examples of interjurisdictional spillovers, both positive
and negative. Both commercial and individual travelers who reside else-
where may use roads in a given jurisdiction. Persons trained or educated in
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one jurisdiction may move to another and contribute their taxes elsewhere.
Water or air pollution controls in one jurisdiction may have favorable
effects on another. The jobless from one jurisdiction may move to another
to collect welfare benefits. Persons who worked in one jurisdiction may
retire in another one and obtain the benefits of public services provided
there. As public-sector decision making becomes more decentralized, the
incidence of interjurisdictional spillovers will increase. As mentioned,
jurisdictions may respond by producing nonoptimal levels of public serv-
ices or by imposing restrictions on the use of these services by nonresi-
dents. Such responses can lead to limits on the amount of decentralization
that might otherwise be desirable or to the decentralization being accom-
panied by measures that correct the spillovers.

Interjurisdictional spillovers can be analyzed in a way analogous to
externalities in the private sector involving individual decision makers,
such as households or firms. As is well known from the externalities
literature, the spillovers can be “internalized” in a variety of ways, includ-
ing by direct negotiation among the parties involved (the Coase solution),
by taxation or subsidization (the Pigou solution), or by regulation involv-
ing quantity controls of mandates. In the context of fiscal federalism, the
parties involved in the spillovers are lower levels of government. They
could negotiate among themselves to internalize the spillover, possibly
with compensation payments being paid from one state to another
depending on the direction of the spillover; or the federal government
might become involved in imposing remedies on the states to internalize
interjurisdictional spillovers.”

In the case of positive spillovers, the federal government could implement
subsidies to the state governments in the form of a conditional matching
grant to encourage the states to undertake the appropriate amount of activ-
ity. If it were not so much a question of the amount of the activity but of its
program design (e.g., the imposition of residency restrictions), conditional
nonmatching grants could be used, with the full payment of the grant being
conditional on certain design features being implemented. These uses of
conditional grants are examples of the spending power in action.

It is much more difficult for the federal government to use taxation as a
remedy in the case of negative spillovers. To tax a state government means
forcing the state to pay moneys to the federal government, and that might
be deemed to be contrary to the supremacy of the state legislature as the
body solely responsible for raising revenues for the state’s use. The other

5 The same arguments apply at the state level with respect to its municipalities.
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alternative is regulation, either imposing mandates requiring states to
design and implement certain program requirements or disallowing state
legislation unless it satisfies certain desirable norms. Such direct regulation
of the states by the federal government may be viewed as incompatible
with the constitutional division of powers in some countries or with the
spirit of federalism. At most, the federal government may be able to declare
void state laws that violate certain standards. In practice, at least in indus-
trialized countries, the spending power is the most common form of
influence the federal government has over the states’ behavior; direct
interference with state decisions is unusual.

Horizontal Fiscal Externalities

Interjurisdictional spillover benefits and costs arising from state expendi-
ture programs represent but one way that the decentralized fiscal decisions
of the states affect residents of other jurisdictions. State fiscal policies can
affect the prices or incomes faced by nonresidents, or they can indirectly
affect nonresidents by affecting the budgets of other state governments,
especially the sizes of their tax bases. These direct and indirect effects of
nonresidents’ budgets or those of their state governments are referred to as
horizontal fiscal externalities. Following Dahlby (1996), a simple taxo-
nomic classification of them would include the following.*

Positive Tax Externalities: Tax Competition. Tax competition arises when
the tax base is mobile across states. When the tax rate on a mobile base is
increased, the size of the tax base will fall. Part of the fall might simply
reflect elasticity in the supply of the base. But part might also reflect a
movement of the tax base from one jurisdiction to another. Thus, an
increase in capital tax rates will cause an out-movement of capital. An
increase in income, payroll, or general sales tax rates will tend to provide
an incentive for the out-migration of labor. An increase in an excise tax can
cause a deflection of purchases to neighboring states — cross-border shop-
ping. In each case, the tax base, and therefore the tax revenues, of neighbor-
ing states will rise and that rise will be perceived as a loss to the taxing state.

One way to characterize the effect of positive tax externalities is by the
analytical device of the marginal cost of public funds (MCPF). The MCPF is
a measure of the cost to the economy of extracting a marginal dollar of tax
revenues. The idea is that an additional dollar of resources transferred by

26 Recent surveys of horizontal fiscal externalities may be found in J. Wilson (1999) and
Lockwood (2001).
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Figure 1.1. The Marginal Cost of Public Funds

taxation from the private to the public sector has a true cost of more than a
dollar. The true cost includes not only the dollar’s worth of resources trans-
ferred but also the increment in the deadweight loss because of the tax
distortion. The latter arises because a tax levied on, say, labor income, drives
a wedge between the before-tax and after-tax wage rates and prevents the
economy from operating efficiently. The concept of the MCPF can be
illustrated using Figure 1.1, which depicts the market for labor. The demand
curve is labeled D and the supply curve S. In the initial equilibrium, the
market wage paid by firms is w, while the after-tax wage is w — T, where T is
the tax per unit of labor supplied. Suppose the tax is increased incremen-
tally, causing the amount of labor traded in equilibrium to fall from L to L;.
The MCPF is the change in the social cost per unit of revenue raised, or

MCPF = (AR+ADWL)/AR,

where AR is the change in revenue raised and ADWL is the change in the
deadweight loss. Now, AR = C + B — A, while ADWL = A + D + E, or for
a small change, ADWL = A. Therefore, we can write
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MCPF = (C+B)/(C+B—A)=1/[1-A/(C+B)].
This can be approximated by
MCPF = 1/[1 + (TAL/LAT) = 1/[1—4],

where ¢ is the elasticity of the labor tax base with respect to the tax rate.”’
Estimates of the magnitude of the MCPF for standard tax systems range
anywhere from 1.2 to 2.0 (Browning, 1975), and it can rise rapidly with the
tax rate. A similar sort of expression applies for any tax base, where L can be
replaced by whatever the tax base happens to be. It can be seen that tax bases
that respond more to changes in the tax rate will have a higher MCPF. In the
case of labor income, this responsiveness will be determined by the elastic-
ities of the demand and supply curves for labor. Indeed, the more elastic
either supply or demand is, the higher the MCPF will be.

The presence of positive tax externalities causes state governments to
perceive the MCPF facing them to be higher than is the case from a social
point of view. That is because part of the decline in the tax base — AL —is
due to either labor’s moving to another state (a shift in the supply curve)
or firms’ moving to other jurisdictions (a shift in the demand curve). In
either case, the tax base is not lost to the nation because it is now in another
state (if we assume no international mobility). This misperception causes
states to set their tax rates too low on mobile factors. Because all states have
the same incentive, competition effectively drives taxes down as states fear
loss of tax base. In the end, tax rates are inefficiently low for the base, and
little movement of the base across borders will occur. The tax competition
effect is obviously more important the more mobile the tax base in ques-
tion. Thus, capital and capital income taxes are more prone to tax com-
petition than are taxes on labor income, which is far less mobile. The latter
includes both payroll taxes and general consumption taxes, both of which
are essentially taxes on the supply of labor. Specific excise taxes also have
relatively mild tax competition effects. In this case, the mobility of the base
involves cross-border shopping. The least mobile tax bases are those whose
location is fixed, such as real property or natural resources, although
capital used in conjunction with these fixed factors will itself be mobile.

One important type of positive tax externality occurs in the context of
specific projects when regions engage in strategic tax competition or
beggar-thy-neighbor policies to attract businesses. This strategy involves

7 This is an efficiency approach to the MCPF. Equity considerations can also be incorpo-
rated, as in Dahlby (1998) or Sandmo (1998).
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the use of tax incentives or subsidies to individual firms. The trouble with
beggar-thy-neighbor policies is that all regions are likely to treat similar
types of firms as being desirable and therefore are likely to provide com-
peting tax incentives for them. In the end, no one region will succeed in
providing a more favorable tax environment, so the allocation of firms
across regions is not likely to be affected much. Instead, the firms receive
favorable tax treatment no matter where they reside, which is a self-
defeating outcome from the regions’ point of view.

Negative Tax Externalities: Tax Exporting. Negative tax externalities arise
from tax exporting, whereby part of the burden of a tax is borne by non-
residents. This can occur when taxes are imposed on incomes generated in
aregion that accrue to nonresidents. Thus, business income taxes, taxes on
natural resources, and withholding taxes on capital income may partly be
exported. As well, taxes levied on products that are purchased by nonres-
idents can be exported. The MCPF is effectively underestimated, so there is
an incentive to set tax rates too high.

Tax exporting can be severely limited by adjustments in relative prices.
An attempt to tax nonresidents on their capital income earned in a region
will be at least partly offset by the capital fleeing. Similarly, an attempt to
capture tax revenue from the sale of products to nonresidents will be
frustrated by a reduction in demand. In a small open economy that is a
price taker on outside markets, tax exporting cannot occur. It may well be
that the regions are in such a position.*®

The existence of horizontal tax externalities is undoubtedly a fact of life,
although their magnitude may be disputed. Options for the federation to
deal with them are limited. They have implications for the assignment of
taxes. It is widely accepted that, on efficiency grounds, taxes on mobile
bases should be assigned primarily to the central government and those on
less mobile ones assigned to regions. Thus, taxes on capital income, capital,
and businesses would be mainly federal, whereas regions (and their munic-
ipalities) could access taxes on consumption, labor income, natural resour-
ces, and real property. Of course, assignment based on efficiency may well
conflict with that based on equity or administrative considerations.

8 Of course, in the short run, when capital has been installed, it will be possible to tax it
without the capital fleeing. But such a policy is not sustainable in the long run, because
capital owners will not want to install capital equipment if they expect that it will be taxed
once in place. This is the problem of time inconsistency that will be referred to from time
to time in this study.
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Some of the consequences of tax externalities can, in principle, be
addressed by cooperation among the states. Tax bases and tax rates could
be harmonized by agreement, or by codes of conduct to preclude beggar-
thy-neighbor policies. But binding cooperative agreements are difficult to
achieve and are rarely effective in practice. They require not only unan-
imous agreement but also a dispute settlement mechanism that binds
future legislative decisions, something that seems to be difficult to achieve
in a decentralized setting.

Alternatively, fiscal arrangements between the central government and
the states could address some effects of tax competition. Tax competition
will be less the less tax room that the states occupy. This is an argument for
a vertical fiscal gap. The central government may be instrumental in
encouraging the states to harmonize their taxes on mobile tax bases, pos-
sibly by formal federal-state arrangements. Some authors (e.g., Dahlby,
1996) have suggested that the central government could use matching
grants based on state tax effort to induce regions to internalize the tax
externalities. This remedy has not been used and is probably impractical
because it is virtually impossible to measure the magnitude of the external-
ity associated with regional tax policies.

Positive Expenditure Externalities: Expenditure Spillovers. Interjurisdic-
tional positive expenditure spillovers, which have already been discussed,
constitute this category. The same discussion applies.

Negative Expenditure Externalities: Expenditure Competition. State expen-
diture programs may also induce movements of the tax base across juris-
dictions. A prime example of this might be the provision of infrastructure or
business services. The provision of such services increases firms’ profits and
attracts them to the state. States will be induced to overestimate the social
value of these expenditures and will have an incentive to overspend in these
categories. In addition to this overspending, the mix of public expenditures
will tend to be skewed. Relatively too much will be spent on business services
and too little on public goods and services affecting households.”

An important particular type of expenditure externality involves the
strategic use of beggar-thy-neighbor policies. Regional governments may
attempt to attract businesses using firm-specific infrastructure investments
or outright subsidies. Procurement and regional hiring policies may dis-
criminate against nonresidents. Residency restrictions may be put on

2 Keen and Marchand (1997) make this point.
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access to regional public services such as welfare, education, and health
care. If they are effective, such measures will distort the internal economic
union. But if all regions engage in them, they are likely to be self-defeating
and ineffective. Preventing them involves the same considerations as in the
case of tax incentives. It is hard to see how such measures can be effective
without the participation of the federal government.

Regulation Externalities. Virtually identical arguments apply in the case
where states impose regulations that affect nonresidents. Regulations can
apply on all three major markets. Capital market regulations may restrict
the free flow of capital among jurisdictions, for example, by favoring
regionally owned capital. Similarly, labor market regulation may preclude
persons from finding employment in other states. Different curricula
across regional educational and training programs may make it difficult
to pursue further education in another state. Different environmental or
health and safety regulations may impose different costs on businesses
across states. Regulations that buttress regional customs, culture, and lan-
guage will typically favor residents. In all these cases, inefficiency is
induced in the internal economic union by the relevant regulation. While
some of the regulations may reflect legitimate social policy objectives,
others constitute outright protection. Avoiding it therefore involves not
only appropriate forms of cooperative agreement with or without the
connivance of the federal government but also some judgment as to which
sorts of discriminatory regulation are justified by social arguments.

Vertical Fiscal Externalities

Another source of inefficiency arising in a federation involves externalities
between higher and lower levels of government.’’ The source of the inef-
ficiency is that fiscal decisions made by the government at one level affect
not only its budget but also that of the government at the other level. This
effect occurs most clearly when the state and federal governments have
access to the same tax base. Consider the case of the payroll tax. If the state
government increases its payroll tax rate, it will presumably raise more
revenue. If the tax base has some elasticity, however, it will shrink. Because
the federal government occupies the same labor tax base, it will find its
revenues shrinking as well.”' Because the state neglects to take account of

30 Fora survey of vertical fiscal externalities, see Keen (1998).

! In fact, total tax revenues, both state and federal, might fall, implying that the federation
as a whole is on the “wrong side of the Laffer curve,” even if the state alone is not. Keen
and Kotsogiannis (2002) have demonstrated this possibility.
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this, the implication is that the MCPF it perceives is less than the true
MCPF. To see this, recall the expression

MCPF = (AR + ADWL)/AR, or MCPF = 1+ ADWL/AR.

The state government underestimates the aggregate fall in tax revenue
(—AR) from a tax change because it neglects the fall in revenue to the
federal government. Therefore, it underestimates the true MCPF. The
magnitude of this negative vertical fiscal externality will be higher the more
elastic the tax base and the higher the federal tax rate.

This same effect applies even if the states and the federal government do
not occupy precisely the same tax bases. All the main broad tax bases —
labor, income, and consumption — overlap to a considerable extent.
Changes in the tax on any one of them will affect the size of the base of
all of them. For example, changes in state payroll tax rates are likely to
affect not only federal payroll tax revenues but also federal income and
consumption tax revenues.

This tendency to underestimate the MCPF because of vertical fiscal
externalities has a number of implications. It gives the states an incentive
to raise too much revenue because it underestimates the cost of doing so. It
especially encourages them to levy excessive taxes on bases that bear a high
federal tax rate and are more elastic. On the other hand, to the extent that
tax bases are mobile among states, the vertical fiscal externality offsets the
tax competition effect that, as we have seen, tends to make states over-
estimate their MCPFs.

As with the MCPF itself, there is some uncertainty about the magnitude
of the vertical fiscal externality, although in a decentralized federation the
expectation is that it can be reasonably large (Dahlby, 1994). There is
certainly strong evidence that vertical tax interaction effects exist. Besley
and Rosen (1998) found for the United States that increases in the federal
excise tax on both cigarettes and alcohol caused states to increase their
excise taxes significantly, indicating prima facie evidence of a vertical fiscal
interaction. Hayashi and Boadway (2001) studied the interaction between
the federal and provincial governments in Canada in the setting of their
business income taxes. They also found that changes in the federal tax rate
significantly affected provincial rates, but the sign was negative in this case.
Of course, unlike cigarettes and alcohol, capital is highly mobile across
regional borders so that vertical and horizontal externalities both apply.

In principle, the same kind of vertical externality also applies in the
opposite direction. Changes in the federal tax rate will cause a loss in
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revenues to the state governments because their tax bases shrink. But there
is good reason to suppose that this will not induce the federal government
to set its tax excessively high. It is sensible to suppose that the federal
government acts as a first mover or Stackelberg leader with respect to
the states’ tax policies.’” If so, it will anticipate the effects of its tax policies
on state behavior in setting its tax rates. (The states acting as followers take
federal tax rates as given.) The federal government will therefore choose its
tax rates to minimize the consequences of vertical fiscal externalities on the
states. In very simple settings, this can involve the federal government
levying only lump-sum taxes and turning over the responsibility for redis-
tribution to the regions, contrary to standard prescriptions.” But, more
generally, the federal government will set its tax rate too low to offset the
tendency for the states to set theirs excessively. The end result will be that
the total tax rate may not be excessive, but the allocation of total revenues
will be inefficient. Specifically, too much revenue will accrue to the states
rather than to the federal government.

From the point of view of the fiscal arrangements, little can be done to
avoid vertical fiscal externalities altogether, apart from the federal govern-
ment’s vacating major tax fields entirely. As long as the federal government
is imposing taxes, such externalities will exist. It is possible that sophisti-
cated formulas for grants could be designed that penalize state tax effort by
enough to offset vertical externalities. But, as of now, that approach is
probably impractical as well as politically difficult to achieve.

These vertical externalities can in principle also arise on the expenditure
side, though less directly (Dahlby, 1996). For example, an increase in labor
training at the state level can increase the income tax base and generate tax
revenue for the federal government. This form of externality would pro-
vide an incentive for states to provide too little of the expenditure relative
to the efficient level. As with interjurisdictional spillovers, this could
potentially be corrected using matching grants.

The fiscal federalism literature has also begun to consider the possibility
of the states being first-movers in the policy interaction with the federal
government. In this case, any given state government’s policies are con-
ditioned by how it expects the federal government will subsequently react.
This, it turns out, leads to some rather unexpected results, results that arise
because of the ability of the states to exploit the future behavior of the

32 Hayashi and Boadway (2001) found weak evidence that the federal government is first
mover in the setting of business income taxes in Canada.

> See the analyses of Boadway and Keen (1996) and Boadway, Marchand, and Vigneault
(1998).
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federal government. One result is an application of the so-called Samar-
itan’s dilemma. Suppose that the federal government operates an equal-
ization system that transfers funds to states according to some measure of
their residents’ well-being — for example, average income or tax capacity.
(Such a system will be discussed in greater detail later in this study.) To the
extent that state government policies can influence such measures at some
cost to themselves, they will have an incentive not to incur the costs
involved in making themselves better off, anticipating (correctly) the
transfers that the federal government will make to them. The result will
obviously be an inefficient outcome. The real-world relevance of the
Samaritan’s dilemma is obvious. Another result is in a sense the opposite
and is an application of what is known as the rotten kid theorem. If state
governments enact some expenditure programs that have benefits nation-
wide, left to their own devices they will tend to provide too low a level of
the programs because they are costly to provide. But, if the federal govern-
ment tends to equalize after-tax incomes, states will have an incentive to
contribute efficiently to such programs because the expected transfer will,
to some extent, cover the marginal cost of an increased contribution.™

Fiscal Inefficiency

In a federation, the decentralized fiscal decision making of lower levels of
government can itself give rise to a particular form of inefficiency, referred
to in the literature as fiscal inefficiency. The problem arises because differ-
ent governments at a given level are typically able to provide different
amounts of net fiscal benefits (NFBs) to their residents. NFBs are the
difference between the value of public services delivered by the lower-level
jurisdiction and their tax cost.”” The existence of differences in NFBs
across jurisdictions means that the benefits of residing in one jurisdiction
relative to another include not only the relative earnings or productivity

** See the analysis of Caplan, Cornes, and Silva (1998). They show that if regions voluntarily
contribute to a national public good, a scheme in which the central government equalizes
fully regional disparities ex post will induce regions to provide the optimal amount of the
national public good. In contrast, if the central government moved first, regions will
contribute suboptimal amounts, and the central redistributive policy will be ineffective,
as described by the well-known Warr neutrality theorem. Models also exist in which
households move first, followed by central and regional governments. If the households
anticipate the equalizing policies that the governments will implement in the future, the
allocation of labor will be inefficient. Mitsui and Sato (2001) construct a simple example
in which households prefer to live in the largest community, which leads to concentra-
tions of population that are too high.

Net fiscal benefits are also sometimes referred to as fiscal residua (Buchanan, 1950). A full
characterization of the notion can be found in Mieszkowski and Musgrave (1999).

35
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differentials between the two jurisdictions but also the differences in NFBs
between them. To the extent that persons are mobile across states, they will
allocate inefficiently because in equilibrium migration will equate the sum
of earnings plus NFBs in the two states (net of any costs of moving) for the
marginal migrant, while economic efficiency involves equating only earn-
ings net of moving costs.

There are four main sources of NFB differentials in a federation — fiscal
externalities, source-based tax capacities, state redistribution, and needs.”®
Consider them in turn.

Fiscal Externalities. Fiscal externalities arise in an economy with local pub-
lic goods.”” They result from the fact that persons entering a local juris-
diction do not take account of the fact that they jointly consume the local
public good with other persons in the locality and reduce the tax burden to
them from financing the public good. The classic case involves local public
goods settings in which households are homogeneous and perfectly mobile
across localities. If localities provided purely public goods to their residents
and financed them with taxes on the residents, the size of the fiscal exter-
nality in each jurisdiction would simply be the per-person tax liability. If
per-person tax liabilities differed across jurisdictions, there would be a
fiscal incentive for inefficient migration.

Although this notion of fiscal externalities has figured prominently in
the theoretical fiscal federalism literature, it is probably of much less
importance in practice. This is partly because the phenomenon is not likely
to be quantitatively significant, and partly because most local public
expenditures are not on goods that are truly “public.” For example, if
public services or quasi-private goods were provided, there would be no
fiscal externality in the simple example given here. The tax contribution
made to the local jurisdiction by an in-migrant would just offset the cost of
the additional public services that would be consumed, so there would be
no fiscal externality. Only to the extent that the use of public services by
in-migrants did not crowd out use by existing residents would there be an
externality due to migration.

%6 For a more detailed discussion of these sources of NFB differentials and their relevance
for policy, see Boadway and Flatters (1982b), Boadway and Wildasin (1984), and
Boadway (2004).

7 The notion of a fiscal externality was first discussed in detail in Buchanan and Goetz
(1972) and analyzed in Flatters, Henderson, and Mieszkowski (1974). The circumstances
in which lower-level government fiscal policies are likely to give rise to fiscal externalities
are discussed in Boadway and Wildasin (1984).
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Source-Based Tax Differences. A potentially more important source of fiscal
inefficiency occurs from differences in NFBs across states. One way this
can arise is from differences in access to source-based tax bases, especially
taxes on resource rents or rents from other state-specific fixed factors but
also such things as corporation income taxes and capital taxes. To the
extent that state jurisdictions have the right to tax income generated on,
say, resources, this can provide a valuable fiscal advantage from residing in
states with large resource endowments. In effect, one acquires a share in
the property rights of such resources merely by residency in the state. A
state that has such large tax bases relative to another can provide public
services at lower tax rates. This can cause fiscally induced migration and a
misallocation of labor. It is not uncommon in federations for resource
wealth to be concentrated in some states.

The same argument applies more generally to any of the other source-
based taxes. Corporation income taxes or property taxes on businesses
impose tax burdens that are independent of the residency of owners. States
that have more business incomes generated within their boundaries have a
greater ability to raise revenues on behalf of their citizens. Because citizens
effectively obtain a claim on their share of these tax revenues, there is a
purely fiscal incentive to migrate. Of course, given the mobility of capital,
the extent to which states can obtain revenues from corporate taxes may be
limited. To the extent that they exist and vary across states, though, they
can be an important source of NFB differentials.

State Income Redistribution. The third source of NFB differences results
from the redistribution inherent in state government budgets. For exam-
ple, suppose state governments provide public services that are effectively
quasi-private goods accruing in equal per capita amounts to all residents.
Suppose also that they finance these public expenditures by a proportional
income tax on all residents. Then, the budget has an overall redistributive
effect. (Tax incidence studies seem to indicate that this is not too far-
fetched empirically.) High-income persons obtain a negative NFB, while
low-income persons obtain a positive NFB. If one compares across juris-
dictions, persons in low-average-income states will have systematically
lower NFBs than those in high-average-income states.

Moreover, suppose that all states impose the same tax rate. Then, the
NEFB differential across states will be the same for all persons, regardless of
their income level. Because they pay the same income tax rate wherever
they reside, the NFB differential is simply the difference in the level of
public services provided in different states, which is in turn equal to the



The Role of Governments in Federal Economies 49

difference in per capita tax revenue collected in the state at the given tax
rate. There will be a fiscal advantage for persons of all income types to live
in jurisdictions with higher average incomes. Again, fiscally induced
migration can occur from high-income to low-income states, resulting
in an inefficiency of labor allocation.”

For future reference, notice that this NFB differential would be elimi-
nated if equalization transfers were made among states so that all states
could provide a comparable level of public services at comparable tax
rates. In the example just given, this would require fully equaliz-
ing the ability to raise residence-based taxes. To the extent that the tax
system is more progressive, more equalization would be required, and vice
versa.

Differences in Needs. A final source of NFB difference results if we relax the
assumption that public services are provided on an equal per capita basis.
In fact, public services are likely to differ systematically across the popu-
lation according to the needs of individuals. Young people are provided
with schooling, the elderly require more health care, and so on. If states
differ in their demographic makeups, they will have systematically differ-
ent expenditure needs. For any given persons, NFBs will be higher the
lower is the need for public expenditures. Again, these differentials could
be neutralized by a system of equalizing interstate transfers that was based
on differences in need.

In practice, these four sources of fiscal inefficiency will coexist. In each
of these four cases, and therefore, in aggregate, an incentive exists for labor
to be allocated inefficiently across the federation. There is some evidence
that the quantitative magnitude of the inefficiency of fiscally induced
migration may not be too great, even in a country like Canada where
mobility tends to be relatively high.”” Nonetheless, as we shall see later,
the same sort of NFB differentials that gives rise to fiscal inefficiency also
gives rise to a form of fiscal inequity in the federation, and the latter occurs
without labor being mobile. Thus, a case can be made on both efficiency
and equity grounds for eliminating these NFB differentials across lower-
level jurisdictions. We shall see in more detail in a later chapter how this

% Buchanan (1952) was the first to point out the possibility that migration will be ineffi-
cient in these circumstances. For a detailed treatment of it, see Boadway and Flatters
(1982b).

* See Winer and Gauthier (1982) and Day (1992). Watson (1986) has argued that the
welfare costs associated with the estimates of Winer and Gauthier are very small, whereas
L. Wilson (2003) has argued the contrary.
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can be done by a system of equalizing transfers from the federal to the state
government.’’ This is another example of the potential role of the spend-
ing power in a federation as a means of ensuring that the inefficiencies and
inequities that might otherwise accompany decentralization are neutral-
ized. In other words, the spending power facilitates decentralized decision
making in a federation.

Tax Harmonization

Lower-level governments will (and should) generally have some independ-
ence in raising their own tax revenues. If revenue raising is done in an
uncoordinated fashion, inefficiencies will typically arise because tax dis-
tortions imposed by the state or local tax system will differ across juris-
dictions. These distortions can be a result of differential tax rates on capital
or labor income causing a misallocation of these factors across jurisdic-
tions, or different tax rates on the sale or production of goods and services,
which will distort production patterns across jurisdictions. They may also
come about because different jurisdictions choose to define their tax bases
in slightly different ways. The magnitude of the distortions will depend
upon the mobility of the tax base. Thus, differential tax rates on mobile tax
bases like capital will be more distorting than those on less mobile tax bases
like real property.

These sorts of distortions in a federation will be mitigated to the extent
that tax systems are chosen in a harmonized manner. The harmonization
can take the form of coordination among lower levels of government, or it
can take the form of a higher level of government participating in the
setting of tax policy for lower levels of government in a variety of ways.
The latter will be most likely to occur when the two levels of government
occupy the same tax base, or at least share its revenues. Federal participa-
tion in state tax policy in areas of common occupancy can include cen-
tralized administration of tax collection for both state and federal taxes, a
centrally defined tax base that is used by both levels, or even a common
rate structure applied to a common base. The lower level of government
may be limited to setting the level of its taxes (e.g., by applying a surcharge
on federal taxes), to choosing local credits and exemptions, or to defining
the entire tax structure. The lower levels may or may not be involved in the
tax policy chosen for the entire federation.

40" Myers (1990) has argued that, for the case of fiscal externalities arising in a local public
goods model, the federal government need not be involved. The states would make the
required changes voluntarily. However, this will generally not apply when households are
not identical.



The Role of Governments in Federal Economies 51

The harmonization of taxes improves the efficiency of the internal
common market by reducing the administration, collection, and compli-
ance costs both for the private sector and for the tax authorities. It also
reduces the possibility of double taxation or nontaxation of income earned
by firms operating in more than one jurisdiction. And it reduces the
possibilities for evasion and avoidance through such things as transfer
pricing and financial transactions designed to reallocate tax bases to
low-tax jurisdictions. It thus reduces the potential for wasteful tax com-
petition among jurisdictions.

The benefits of tax harmonization of certain tax bases may come about
to some extent without any formal agreement to do so. That is, compet-
itive pressure may induce a certain amount of similarity among state tax
bases. At the same time, similarity of tax bases is not sufficient to ensure
efficiency. As mentioned, tax competition may take the form of beggar-
thy-neighbor tax policies designed to attract factors of production from
neighboring jurisdictions. If all jurisdictions do engage in tax competition,
the result may be similar tax structures, albeit with inefficiently low tax
rates and public service levels. From an efficiency point of view, it can be
argued that harmonization is most important for taxes that impinge upon
capital income; less important for taxes that are levied according to resi-
dency, such as labor income taxes and destination-based indirect taxes;
and least important for taxes on real property. This means harmonization
is less important in the indirect tax system than in the direct tax system.
The main problem in the case of indirect taxes concerns the inability to
enforce the residency provisions of the tax. Shopping across local borders
can circumvent these. Given that there are no border controls, it is not
obvious that anything can be done about this. In fact, because of the
absence of border controls, there will be some competitive pressures for
keeping sales tax rates and structures relatively similar. This will be impor-
tant for our discussion of the assignment of taxes to jurisdictions.

The harmonization of taxes will serve to mitigate the inefficiencies aris-
ing from the use of different tax bases or rate structures. It will not undo
differences in tax levels chosen by different states. However, differences in
levels will also be mitigated to the extent that an effective system of equal-
izing grants is in place that reduces the NFB differentials across states. Even
with full equalization, states may choose different tax levels because of
differences in preferences for public services. Harmonization will still be
beneficial in these circumstances because it will reduce the administrative,
collection, and compliance costs borne by both the private and public
sectors.
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As we discussed previously, it can be argued that the existence of inter-
jurisdictional competition can be as beneficial as coordination in the set-
ting of tax policy. States will be induced not to adopt tax systems that are
too different from those in other states, and they will also be encouraged to
be efficient in their tax administration. On the other hand, where tax bases
are mobile and where nonresidents may partly own them, the incentive
exists for states to use tax policy in a beggar-thy-neighbor manner.

Expenditure Harmonization

There may also be some efficiency advantages from harmonizing public
services delivered by local governments. Differences in the design of these
programs could affect migration among jurisdictions. For example, the
services offered to the poor may induce the in-migration of low-income
persons. This possibility could induce local jurisdictions to engage in a
type of wasteful expenditure competition whose aim was to attract desir-
able residents and repel less desirable ones. In aggregate, this effort will be
largely self-defeating. There may be advantages from adopting common
standards of service design so as not to discourage mobility. For example,
educational standards across states could be standardized so that a com-
mon set of qualifications applies. Similarly, occupational licensing stand-
ards could be harmonized and made portable across states.

As well, as mentioned previously, some expenditure programs give rise
to spillover benefits to residents of other jurisdictions who can take
advantage of the services being provided. An example in industrialized
countries is higher education. Residents of one state province may attend
the universities of another state or province, thereby benefiting from
expenditures made by the government of the latter. Transportation facili-
ties and health services are other examples.

Finally, expenditure harmonization may be important vertically between
government programs at different levels. Some programs will inevitably
have some overlap, and harmonization will avoid costly duplication of
effort. Examples might include regional development programs undertaken
by two levels of government, or labor training and education programs.

Harmonization could be achieved by agreement among states, or by
federal action. Again, perhaps the most viable method would be by the
use of the spending power.

Other Sources of Inefficiency in Federations
There are other reasons, which are just coming to be studied by fiscal
federalism scholars, why resources may be allocated inefficiently in a
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federation. The process of regional development might itself be character-
ized by externalities that render market solutions inefficient. This phe-
nomenon is something that geographers have long studied, but it has
been slow to penetrate fiscal federalism theory, which tends to be based
on conventional economic modeling. One argument, along the lines of
Krugman (1993), is that there are economies of agglomeration, which
enhance the efficiency of labor and capital markets as they become more
concentrated. Information exchange is improved, and there is more
opportunity for matching skills to jobs if the regional labor markets are
larger. These agglomeration benefits are unlikely to be taken account of by
those persons or firms choosing their locations.”' The result is that resour-
ces may not be allocated efficiently across regions. In fact, there might be
multiple possible optima, depending on which locations grow to be large.
In practice, historical factors determine which regions will grow and which
will not.

Not only will the allocation of resources be inefficient in this context, but
also government policies may themselves be detrimental to an efficient
agglomeration of regions or urban areas. For example, equalizing grants
may serve to perpetuate a dispersed population, when it would be more
efficient to depopulate certain regions. Although this is a possible problem,
there is simply not enough knowledge available to know how to deal with it.

Related to the agglomeration issue is the burgeoning field of endoge-
nous growth theory, which also has regional implications. Endogenous
growth theory posits that the growth of a given economy is determined
partly by factors that are both endogenous to the economy in question and
external to the decision makers in the economy. Thus, human capital
investment and research and development (R&D) contribute to produc-
tivity growth, but those undertaking them do not appropriate the rewards
from these activities, so that too little is undertaken. For example, persons
with high skills pass some of the knowledge and techniques associated with
the skills on to other workers in the same regional labor market. An
implication is that the in-migration of highly skilled workers will provide
external benefits to existing workers, benefits that are not accounted for
when location is decided. The result is that resources could be inefficiently
allocated within a federation, and regional growth rates will not be as high
as they could be.

1 See also the recent analyses by Boadway, Cuff, and Marceau (2003), who analyze the
consequences of labor market agglomeration effects for efficiency in the allocation of
firms in a federal setting.
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Again, the literature has not developed to the extent that policy pre-
scriptions can be proposed on the basis of the models. But the possibility of
these agglomeration and regional interaction effects being important leads
one not to be too doctrinaire in adopting policies for a federation.

These examples of inefficiency in a federation have an influence on the
assignment of responsibilities to different levels of government. They also
give rise to arguments for intergovernmental fiscal arrangements in which
higher levels of government retain some influence, if only via financial
leverage, over the decentralized actions of lower levels of government. This
arrangement, in turn, requires that higher levels of government raise more
revenues than they need for their own purposes and transfer some to lower
levels in ways designed to accomplish national objectives. This view is
reinforced when sources of inequity in a federation are taken into account,
to which we now turn.

Equity Considerations in a Federal Economy

Just as decentralized decision making in a federation gives rise to possible
inefficiencies, it also gives rise to inequities. In addressing the sources of
inequities, it is useful to make reference to the distinction that public
finance economists have traditionally made between horizontal equity
and vertical equity. The principle of horizontal equity says that persons
who are equally well-off in the absence of government ought also to be
equally as well-off in its presence. It is thus essentially a principle of “equal
treatment of equals.” This notion of equity turns out to be critical in the
design of federal fiscal systems. Vertical equity is concerned with the appro-
priate amount of redistribution from the better-off to the less well-off
members of society. The extent of redistributive policies to achieve vertical
equity will depend on both the constraints on redistributive instruments
and society’s aversion to inequality. This distinction between horizontal
and vertical equity has been important in the literature on fiscal federalism.

In a federal state, the issue of equity introduces two main additional
considerations that would not exist in a unitary state. One concerns ver-
tical equity and the other horizontal equity. Consider them in turn.

Vertical Equity in a Federal State

With more than one level of government, the achievement of vertical equity
becomes more complicated than in a unitary state. A major issue becomes
which level of government is responsible for vertical equity. Those who use
normative arguments to argue in favor of centralized responsibility do so
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on the grounds that society’s “social welfare function” ought to include all
persons in the federation on a symmetric footing. In a sense, this is an
implication of citizenship, or of equal treatment of equals. The argument is
that in judging how much to redistribute from the better-off to the less
well-off, it should not matter in which locality the persons reside. They
would also argue that decentralizing responsibility for equity would result
in a form of interjurisdictional competition that would result in too little
redistribution. Each jurisdiction would have an incentive not to pursue
redistribution, because it would tend to attract lower-income persons and
discourage higher-income persons from in-migrating to the jurisdiction.

Those who favor some redistributive responsibilities for lower levels of
government argue that there are distinctly local preferences for the extent
of redistribution; namely, some localities may have a lower aversion to
inequality than others. This is typically used as an argument for lower-level
governments sharing the responsibility for redistribution with higher levels
rather than the higher levels taking it on exclusively. Perhaps more telling
is the argument that one’s altruism is more pronounced for those residing
closer to oneself. To the extent that altruism expressed through the polit-
ical process is the ultimate rationale for redistribution, this might suggest
that redistribution should be decentralized (subject to the proviso men-
tioned previously that beggar-thy-neighbor competition can induce inef-
ficient amounts of redistribution).*”

On the other hand, even if altruism is locally directed, that does not
imply that it cannot be appropriately implemented by a central govern-
ment, at least not as long as the degree of local altruism does not differ
among localities. In the end, the appropriate sharing of redistribution
responsibility between the federal and state levels of government is a mat-
ter for value judgment. In practice, both levels have fiscal instruments that
can be used for redistributive purposes, so the issue is likely to be resolved
through the political process.

Economists who take a more positive (public choice) view of the way
governments behave often argue for decentralizing the redistributive func-
tion for other reasons. They see governments as engaging in too much
redistribution because of the way in which collective decisions are taken.

Redistribution occurs, according to this view, because of the ability of
purely selfish groups of persons being able to use the political system to

42 Analyses of decentralizing redistribution in a world of local altruism may be found in
Boskin (1973) and Pauly (1973). The former stresses the inefficiencies that can arise from
fiscal competition over redistribution, while the latter emphasizes how centralized redis-
tribution can be inefficient when preferences for redistribution are local.
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their advantage, rather than because of the altruism of one group toward
another. Thus, they would argue that redistribution is inefficiently exces-
sive. Decentralizing the distributive function introduces interjurisdictional
competition and effectively reduces the amount of redistribution that
occurs. (Indeed, they apply the same argument to other functions of
government as well as the redistributive one. For example, those who
adopt the Leviathan perspective believe that government must be con-
strained from becoming too large and inefficient; decentralizing its func-
tions in a federal system is one way to accomplish that.) More generally,
economists who do not put a strong emphasis on redistribution tend to
favor more decentralization of the redistributive function.

Of course, assigning responsibility for equity to one level of government
or another is not a feasible option. Governments at all levels cannot avoid
having an impact on the distribution of well-being because virtually every-
thing they do will affect different groups differently. That is true for
expenditures, for revenues, and for regulation. Thus, constraining different
levels of government from undertaking redistributive functions must be
done either by assigning functions appropriately or by allowing one level of
government to influence the decisions taken by the other by regulation or
financial incentive. This response turns out to be an important part of the
way in which federal economies actually operate.

The consequences of the assignment of functions for vertical equity
assume much greater importance once one recognizes the full extent of
policy instruments that are used for redistribution. As discussed earlier,
while economists have traditionally focused largely on the progressive tax-
transfer system, in fact this component of the redistributive arsenal is
arguably the least important. Much redistribution takes place through
the provision of public services, through social insurance schemes, and
through targeted transfers delivered outside the income tax system. It
turns out, as we discuss further in the next chapter, that state-level govern-
ments are responsible for many of these items. Thus, in the absence of
corrective measures, policies delivered by the states in a decentralized
fashion will typically not satisfy national norms of vertical equity. This
source of inequity is potentially important in a federal system and forms
the basis for arguments for federal intervention.

Horizontal Equity in a Federal State

One of the most important considerations in designing a set of federal
fiscal arrangements involves horizontal equity. In a federation with decen-
tralized fiscal responsibilities, horizontal inequity is almost inevitable
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unless corrected explicitly. In the federalism context, horizontal equity is
referred to as “fiscal equity,” a term that goes back to Buchanan (1950). It
is simply the notion of horizontal equity applied in a federal setting and is
analogous to the concept of fiscal efficiency discussed previously.

In a decentralized federation, as we have discussed, different jurisdic-
tions provide different NFBs to their residents. These NFB differentials
come about from differences in source-based tax revenues (e.g., resource,
property, and corporate taxes) and from the redistributive component of
local government budgets operating through residence-based taxes. There
may also be NFB differentials arising from differences in the cost and need
for public services across localities. For example, localities with a higher
proportion of children will need proportionately greater expenditures on
education. If households can move easily, they will have an incentive to
move to states with higher NFBs, resulting in an inefficient allocation of
households across jurisdictions. But they cannot readily move (and this
may be the more relevant case); therefore, households in different states
will get systematically different NFBs from their state governments. As a
result, otherwise identical persons will be treated differently by the public
sector, specifically by the state governments. In other words, the actions of
state public sectors, if left to determine their own expenditure levels using
their own revenue sources, will violate the principle of horizontal equity in
a federation.

As we discuss in later chapters, the existence of NFB differentials across
lower-level jurisdictions, which is an inevitable consequence of decentral-
ization of fiscal responsibilities, forms the main argument for a system of
equalizing grants from higher levels of government to lower levels. The
importance of such grants becomes greater the more decentralized the
federation is. The argument for the use of grants to eliminate NFB differ-
entials has a unique property. Because the existence of NFB differentials in
a federation causes either fiscal inefficiencies or fiscal inequities, or more
likely some combination of the two, their elimination is called for on both
efficiency and equity grounds. It is one of those rare instances in economic
policy analysis where efficiency and equity considerations do not conflict.

ADDITIONAL CONSIDERATIONS IN DEVELOPING COUNTRIES

A main purpose of this study is to investigate the desirability and the
manner of decentralizing public-sector functions in developing countries,
drawing on the experience of industrialized ones. Much of the theory of
fiscal federalism that forms the basis for our analysis is based on the
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economies of federations in the developed world. It is worth briefly dis-
cussing some of the special features of developing countries that might
temper the implications for decentralization in these countries drawn on
the basis of experiences elsewhere. We do so first by outlining what some
of those relevant special features are and then by briefly considering some
of the sources of impetus for change.

Distinguishing Features of Developing Federations

Developing countries not only have lower per capita incomes, but their
public sectors are less developed as well. We have noted that a major
function of the public sector in Organization for Economic Co-operation
and Development (OECD) economies is to achieve redistributive or equity
objectives and that many of the policy instruments for addressing redis-
tributive goals are decentralized to subnational governments. In develop-
ing countries, redistributive tax-transfer systems are much less prominent,
and in some cases almost nonexistent. Universal social programs are
uncommon, as are major social insurance programs. Thus, many of the
arguments for decentralization relying on enhancing the efficiency of the
delivery of public services do not have the same relevance.

The nature of public-sector intervention is quite different in developing
countries. It tends to be much more oriented toward objectives of devel-
oping the economy rather than providing economic security. There is
more participation of the government in the market sector of the econ-
omy, where state involvement can range from the use of state corporations
in the provision of private goods and services, especially in tertiary sectors
like transportation, utilities, and communications, but sometimes even in
key sectors such as resource development. The state is also much more
active in guiding investment decisions, not just through state investment
but also by planning for the private sector and investment licensing. These
sorts of activities, whether one might judge them to be good or bad, do not
lend themselves readily to decentralization.

The public sector also faces different constraints and challenges on the
financial side. Problems of debt and deficits are common. The means of
raising revenues for the public sector are also considerably less developed
than in OECD countries. Broad-based tax systems are less available as
sources of revenues. While increasing numbers of developing countries
have income, sales (e.g., value-added tax), and payroll taxes, the coverage
is relatively limited compared to within OECD countries. Partly, this dif-
ference is a consequence of informal sectors being larger, but tax
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administration is sometimes less advanced and evasion is more rampant.
As a result, tax mixes are quite varied, with much more reliance on indirect
taxes than on direct ones. Again, this makes the decentralization of fiscal
responsibilities more difficult.

Not only is the public sector less “developed” in developing countries,
but so is the private sector. Factor markets, both capital and labor, are
often thinner or even nonexistent for certain types of transactions. Thus,
there may be fewer types of financial instruments, and the banking and
equity sectors might be much less advanced so that financing is more
difficult to obtain and more costly. Many workers may be employed (or
self-employed) in the informal sector, where some of the protections
afforded to workers may not be as available. Market regulations of the
sorts found in OECD countries may not exist, such as competition laws,
product safety provisions, workplace health and safety rules, environmen-
tal regulations, and bankruptcy laws. More generally, property rights may
not be well defined for all types of assets. Again, this constrains the ability
to decentralize fiscal responsibilities.

Finally, political and public administration factors constrain the case for
redistribution. There may be a lack of democratic decision-making pro-
cedures and institutions or a lack of capacity to administer significant
responsibilities at lower levels of government. In some countries there
may be a fear of political instability from decentralizing decision-making
authority, and some worry that subnational governments will be more
corrupt as well. In the end, these political and administrative arguments
may be the reason why developing countries tend to be much more fiscally
centralized than OECD countries, including those in nonfederal or unitary
nations. Of course, it can also be argued that decentralization would serve
to overcome some of the deficiencies of subnational governments by pro-
viding them with administrative and political experience and inducing
them into being responsible governments. The requirement to be respon-
sive to their residents’ needs might also reduce the extent of corruption
and inefficiency. It might even be argued that some of the deficiencies of
national governments might be countered by decentralization.

Sources of the Impetus for Decentralization

The gradual decentralization of fiscal responsibilities from national to
subnational governments has been a common theme in many countries
around the world. Although the process has differed greatly from country
to country and is bound to reflect the particular institutional, political, and
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historical features of each one, there are some common factors that bear on
many countries.

The first one is the enormous pressure arising from globalization — the
opening up of world markets, accompanied by the rapid development of
some developing economies and the revolution in communications. These
changes have induced countries to seek to be more competitive, which in
turn entails streamlining the public sector so as to reduce taxes and other
government programs that might interfere with competitiveness.

Related to globalization is an increasing appreciation for market mech-
anisms and reliance on them. The end of the Cold War might have been
interpreted as a victory of the capitalist ideal over that of the Soviet econ-
omy, which in turn led many countries to want to emulate the most
successful of the capitalist countries. The belief in market mechanisms
itself leads to a belief in decentralization as an organizing idea in the
market economy. The same arguments for decentralization that are under-
stood to yield benefits for the market economy can be used, as we shall see
in the next chapter, to argue for decentralization in the public sector.

Advances in economic science themselves might take some credit for
making the case for decentralization more compelling. In particular, the
revolution in economic theory that has put the role of information at the
center of economic analysis and interpretation has been influential. Some
of the strongest arguments for decentralization center on information, in
particular the fact that better information is available in a decentralized
setting than in a centralized one. Coupled with this is a growing appreci-
ation for the sorts of things that governments have come to do in the post—
World War II era. Governments have come to be providers of economic
security and vehicles for equal opportunity. Many of the instruments of
the modern welfare state can more efficiently be delivered at subnational
levels of government than at a federal level.

Finally, there is increased recognition that highly centralized public
sectors are prone to be too big, too inefficient, and too unresponsive to
the needs of their constituents.



TWO

The Decentralization of Government Authority

INTRODUCTION

The essence of federalism is the decentralization of decision making over
some set of economic issues to lower levels of government. Decentraliza-
tion is a very broad concept. All nations — even so-called unitary ones, with
one main level of government that oversees all others — must of necessity
engage in some sort of decentralization. For example, public services deliv-
ered to persons must at least be administered by agencies close to those
being served. Thus, hospitals and schools must be administered by man-
agers who have some degree of discretion over expenditure decisions; local
services such as sanitation, water, recreation, and garbage are almost
always delivered by local governments; welfare assistance and services
are delivered through agencies employing social workers; and so on. What
distinguishes federal nations from unitary nations is that the decentral-
ization involves giving significant legislative authority to lower levels of
government, as opposed to simply administrative authority. This defini-
tion is obviously rather loose. Nations that regard themselves as unitary
states nonetheless allow local or regional governments considerable dis-
cretion in designing and delivering some public services. On the other
hand, in some federal countries, central governments may have consider-
able power to override or direct legislative decisions of lower-level govern-
ments. Indeed, some countries that do not describe themselves as
federations (e.g., South Africa) function as effectively as most federal coun-
tries do. These are largely semantic issues with which we need not be
unduly concerned. In fact, one of the important considerations in federal
countries is precisely how much power the central government ought to
have to interfere with decisions of lower jurisdictions.

This chapter discusses the principles that are relevant in deciding how
much legislative authority should be decentralized to lower levels of gov-
ernment. These principles guide what is referred to as the assignment

61
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problem in federations. What should be the general role of the federal,
state, and local governments in the economy?' Who should be responsible
for redistribution or for efficiency in the internal economic union? Which
expenditure responsibilities should be assigned to each level of govern-
ment? Which, if any, should be shared between levels? The same applies for
tax responsibilities. Which level of government should be responsible for
regulating activity in particular markets? What types of intergovernmental
grants should be allowed? When, if at all, should one level of government
be allowed to override the decisions of another? We address these types of
questions in the following chapters. For now, we consider the general
principles that might be used as a guide to answering these questions.

Although fiscal federalism is concerned with decentralizing decision
making in the public sector, it is useful to begin by drawing an analogy
with the private sector because economists take the decentralization of
private-sector decision making for granted. The merits of decentralized
decision making in the private sector are generally widely accepted. The
decentralization of decision making to individual households gives them
the opportunity to make choices that are in their best interests, given the
resources available to them and the prices they face — choices about how
much of various goods and services to consume and how much effort to
exert and how to organize their households. Similarly, decentralizing deci-
sions to firms permits production decisions that allow them to use inputs
most economically and to produce outputs that maximize profits for their
shareholders. Decentralized decision making gives firms an incentive to see
that efficient amounts of effort are exerted by both workers and managers
and provides an incentive to minimize the various sorts of monitoring and
agency costs that naturally occur within organizations. In addition, decen-
tralization improves technical efficiency both by reducing administrative
overheads and by allowing information to be used more effectively. It
allows for more innovation and enables decisions to be made by those
closest to the ultimate users of the products of the economy.

In addition to ensuring that individual households and firms behave in
the most efficient way from their own individual perspectives, decentral-
ized decision making also induces efficiency in the way in which outcomes
are determined as a result of the interaction of these agents on markets.
Thus, in a competitive market setting, decentralization induces price-taking

As mentioned in the preceding chapter, unless we are considering specific countries, we

adopt the convention of referring to the three main levels of government as the federal,
the state, and the local governments throughout this book. In some cases, we can be
content with considering two levels only.
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behavior among firms and households, which generally leads to efficiency
in the allocation of the economy’s resources among alternative uses — the
so-called first fundamental theorem of welfare economics discussed in the
previous chapter. Such are the advantages of decentralized decision mak-
ing in the private sector of the economy that they are now not questioned.

At the same time, there are limits to the extent of decentralization that is
possible or desirable in the private sector. Economies of scale can be
important in various senses and in a number of sectors. The least-cost
output in some sectors may require large amounts of capital, as in trans-
portation and utilities. Network and information economies might be
important in some sectors, such as communications. Sectors for which
research and development or risk sharing is important may benefit from
scale economies. In the end, the advantages of decentralization must be set
against those of scale in determining the optimal size of firms in various
sectors and the optimal structure of decision making within firms. None-
theless, given the advantages of decentralization, the onus of proof must be
placed on those who would take actions to offset problems that might arise
from decentralization.

Similar issues arise in the public sector where the institutions of decision
making are not individual households and firms but different levels of
government. There are advantages and disadvantages of decentralizing
the various functions of government from higher (and larger) levels to
lower (and smaller) levels. The literature on fiscal federalism is devoted in
large part to analyzing the consequences of varying degrees and forms of
decentralizing and to suggesting the desirable extent of decentralization in
various contexts. Much of the literature draws on the practice and circum-
stances in industrialized countries, where federal systems of economic
decision making have evolved over a long period of time. One of the main
purposes of this study is to review some of the elements of the literature on
fiscal federalism that have been formulated in the context of industrialized
countries and to judge how they apply to the setting of developing and
transitional countries where, by and large, decision making has been much
more centralized.

The analogue with decentralization in the private sector is, of course,
only an imperfect one. There are many differences between decision mak-
ing in the two sectors. A key one concerns the objectives used for economic
decision making. Private-sector firms are typically interested in maximiz-
ing profits. In the public sector, objectives may include the traditional
normative goals of economic efficiency and redistributive equity that a
benevolent government might use, as well as the more self-serving ones
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of maximizing political or electoral support and responding to the influ-
ence of bureaucrats and pressure groups.

The sorts of economic decisions that the public sector undertakes are also
much different from those made in the private sector. The private sector
sells the goods and services it produces on markets. The public sector, on
the other hand, engages largely in nonmarket activities, which, broadly
speaking, involves three sorts of things: spending, raising revenues, and
intervening in the private sector by regulating its activities. Expenditures
take the two main forms of the provision of goods and services (usually free
of charge) and the making of transfer payments of various sorts to the
private sector or to other levels of government. Some of the goods and
services provided by the public sector are “public” in the sense discussed in
the preceding chapter, but many, perhaps the majority, are of a private
nature. These public services are quasi private — that is, private services that
are not provided through the private pricing system. That a large propor-
tion of government spending takes the form of transfer payments and the
provision of quasi-private services reflects the fact that much what govern-
ments do is redistributive and that much of this redistribution takes place
on the expenditure side of the budget. This has important implications for
how one views the assignment of functions in a federation.

On the revenue side, although some revenues are obtained in the public
sector by charges or user fees for goods and services provided or by money
creation, the bulk of the revenue comes from taxation of one form or
another (including future tax liabilities incurred through government bor-
rowing). Tax systems are typically very complex, consisting of a wide
variety of tax types, some broad based, others narrowly based, some levied
on transactions, and others levied on individuals or firms. There is con-
siderable scope for tax policies to be decentralized if the will exists to do it.
Similarly, regulatory policies also take many different forms. They are
often tempting policies for governments to engage in because they can
accomplish similar objectives to taxation and subsidization but seemingly
without requiring any revenues to flow through the public sector. The
drawback of regulatory policies, however, is that the bureaucracy, often
with considerable discretionary powers, must administer them. Govern-
ment regulation can give rise to costly and capricious decision making, as
well as the possibility for illicit activities.

It should also be remembered that in addition to the standard public and
private sectors, there exists a nonprofit or voluntary sector that comple-
ments to some extent the functions of the public sector, particularly those
involving redistributive objectives. In a developing economy in which the
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state has not built a substantial social safety net, the nonprofit sector is
relied on to provide many of the social programs that governments nor-
mally perform in industrialized countries, including providing even basic
services such as health care, housing, welfare services, and education. As
economies develop and governments begin to provide the foundations of a
welfare state, they tend to crowd out the nonprofit sector in the process.

Whatever might be the motivating forces guiding public-sector decision
making, there are still advantages to be weighed against the disadvantages
from decentralizing decision making to lower levels of government. Part of
the purpose of this chapter is to outline what those advantages and dis-
advantages might be and to discuss in broad terms what overall roles
different levels of government might be responsible for performing. In
subsequent chapters, we discuss in more detail the assignment of specific
functions to federal, state, and local governments. Here, we restrict our-
selves to a discussion of principles.

It should be stressed at the outset that one should not be very precise or
dogmatic about the ideal extent of decentralization. The degree and form
of decentralization of various tax and expenditure decisions depends upon
the political, economic, and institutional characteristics of the country in
question, as well as on the role that its governments actually assume. Value
judgments are involved as well as judgments about the way governments
behave and the empirical effects that those government actions have on the
economy. Thus, rational and reasonable people can disagree about the
desired amount of decentralization. For that reason, we pose our analysis
in the form of principles rather than precise prescriptions, though we, like
others, have our own views about the role of government and the assign-
ment of functions, views that will show through at times. These caveats
about the judgmental nature of policy prescriptions are of special impor-
tance in the context of considering decentralization in developing coun-
tries, because, as we have mentioned, their features are somewhat different
from those found in industrialized countries, where considerable decen-
tralization has often become the practice after lengthy evolution.

We now turn to a general discussion of the principles involved in
assigning of economic functions in a federation. The benefits and costs
of decentralization are outlined, both for the expenditure and for the tax
side of the public-sector budget. Decentralization can take varying forms.
These range from assigning exclusive responsibility for a given function to
a given level of government to situations of co-occupied responsibilities in
which one level of government is able to influence the decisions made by
another in varying degrees through mechanisms such as regulation, the
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power to override decisions, or financial intervention. To some extent, the
amount of decentralization on the expenditure side of the government
budget can be determined independently of that on the tax side, and the
principles can be developed separately. Ultimately, we have to deal with
reconciling the expenditure responsibilities and the revenue-raising capa-
bilities of each level of government. That is the task of the system of
intergovernmental fiscal relations. The fiscal relations between govern-
ments, especially the system of intergovernmental transfers, play a vital
role in a federation. A properly designed system of transfers is what allows
the benefits of decentralized decision making to be achieved without sac-
rificing national objectives of efficiency and equity.

THE DECENTRALIZATION OF FUNCTIONS IN A FEDERAL SYSTEM

As we have mentioned, the notion of an ideal assignment of functions is
evasive because so much depends upon institutional considerations, value
judgments, and empirical consequences that are hard to verify. These
ambiguities arise from a number of factors. The political and social struc-
ture of the country might be such as to preclude the desired amount of
decentralization. For example, countries with unstable regions may be
reluctant to decentralize economic responsibilities for fear of inducing
political instability, including impetus for secession from the federation.
The extent of decentralization one favors also depends upon how one
assesses the extent of the role that should be taken on by governments
in the economy. Roughly speaking, those who wish to impose constraints
on the size of government will likely want more rather than less decentral-
ization. The relative role of central and lower levels of government will also
be influenced by the degree to which governments are relied upon to
redistribute income. Those who stress the redistributive role of govern-
ment will generally favor more centralization than those who wish to
restrain government redistributive activities will. This outcome is partly
because of the possibility of redistribution being diminished by competing
lower-level governments. It is also partly because redistribution objectives
typically involve applying common standards for redistribution regardless
of the states of residence of taxpayers and transfer recipients. Finally, the
benefits of decentralization will depend on the responsiveness of economic
activity to lower-level government decision making — that is, to what
extent can state and local government policies influence (or believe they
can influence) the level of economic activity attracted to their jurisdic-
tions? That empirical question remains unanswered.
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We are not able to resolve these issues because they depend either on
value judgments or on unverified hypotheses about government behavior.
The best we can do is to outline the sorts of considerations that need to be
taken into account in deciding on which functions to decentralize and
which to retain at higher levels of government. Ultimately, these amount
to applying the conventional notions of efficiency, equity, and adminis-
trative effectiveness to a federal setting.

One useful perspective to take on the assignment of functions to higher
or lower levels of government involves drawing a parallel between the role
of markets and that of governments. Economists typically argue in favor of
decentralized market solutions unless they can be shown to fail demon-
strably. As discussed in the previous chapter, this is because of the well-
known efficiency advantages of decentralized, private-sector, competitive
decision making discussed in the previous chapter compared with the lack
of incentives and bureaucratic decision-making procedures of govern-
ment. Consequently, the onus for government intervention is typically
put squarely on the shoulders of those who argue for it.

In the case of federal economies, it might similarly be argued that decen-
tralizing economic functions to lower levels of government should be
favored unless sound arguments can be advanced for centralized economic
power. This has been referred to as the principle of subsidiarity. In our view,
this principle is a useful methodological rule to adopt, and one we follow.
The advantages of decentralized decision making in a federation should be
clear from our subsequent discussion. The case for centralization will then
follow from observing the circumstances under which decentralized public-
sector decision making leads unavoidably to inefficiencies and inequities in
the federation. Even in these circumstances, centralization need not entail
exclusive responsibility for a particular area of policy making. A key mes-
sage of this study is that the inefficiencies and inequities that may accom-
pany decentralization can often be addressed with central government
policies that are not so intrusive as to displace decentralized decision mak-
ing and the delivery of services at lower levels of government. Consequently,
we place considerable importance on intergovernmental fiscal relations,
especially the system of transfers, as a means of facilitating decentralized
decision making, while preserving efficiency, equity, and administrative
effectiveness in the national economy and in the delivery of public services.

Our discussion in this chapter sets aside a potentially important issue for
the assignment of powers in developing countries: the transition from one
federal fiscal system to another. As we shall see, it is typically the case that
decision making is relatively centralized in developing countries compared
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with the ideal. There may be various historical and political reasons for this.
For example, the institutions that assume expenditure, revenue-raising,
and regulatory responsibilities at lower levels of government — whether they
are decision-making institutions or administrative and service-delivery
institutions — are either nonexistent or not highly developed. The absence
of such institutions implies that there would be a certain transition
cost or learning period involved in decentralizing fiscal functions to lower
levels of government. In each case, this transition cost would have to be set
against the benefits of decentralization. But one should be cautious about
using transition costs as the sole reason for avoiding decentralization, with
all the longer-term benefits that it entails. As experience in developed
countries indicates, once independent responsibility is given, lower levels
of government often quickly and efficiently assume it.

The previous chapter dealt with the efficiency and equity roles of govern-
ment in a market economy and with the special sorts of efficiency and
equity considerations that arise in federal economies. To put the assign-
ment of power issue in perspective, it is useful first to present the argu-
ments for and against decentralization of responsibilities in a federation,
both on the expenditure and on the tax side. Given the high degree of
centralization of powers currently in existence in developing countries,
this is a natural perspective to adopt. We then look at the roles of higher
versus lower levels of government in general terms, given those special
issues of efficiency and equity of federal economies. This approach enables
us to set out some views about the overall roles of different levels of
government in a federation and serves as a basis for our subsequent dis-
cussion of the roles of government in specific areas of government respon-
sibility, which are taken up in the following chapters.

In what follows, our discussion is couched in terms of a federation with
two levels of government. For expositional purposes only, the higher level
is referred to as the federal government, and the lower level as the state
government. In practice, all federations consist of a number of different
levels of government, including federal, state, regional, county, municipal,
and even some special-interest jurisdictions. The principles developed here
can be readily extended to them.

The Pros and Cons of Decentralizing Expenditure Responsibilities

There are well-established arguments for decentralizing some of the eco-
nomic functions of government to lower levels. As discussed in Chapter 1,
some of these are related to the special problems of efficiency and equity
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that arise in federal economies. Others relate to the fact that lower levels of
government may be better placed to perform certain functions. The main
general arguments for decentralizing expenditure responsibilities to state
governments are as follows.

State and Local Public Goods

Public goods — goods whose services are simultaneously consumed by a
large number of persons and/or firms — can be distinguished according to
the geographic extent of the benefits they deliver. At one extreme are
national public goods, such as defense, foreign affairs, and control of the
money supply. These goods are natural candidates for centralized provi-
sion. However, other public goods provide collective benefits to a more
localized population. Of necessity, they must be provided separately in
different locations across the nation. Although they could be provided
to the various regions by a central authority, decentralization might be
preferable for a few reasons. For one, the preferred amount and type of
local public goods provided to a given locality depends on the tastes and
needs of local residents. Local governments are likely to be in a better
position to match their provision with local preferences. There may be
more of a tendency for the federal government to implement expenditure
programs that are uniform across the country, rather than those which
cater to differentiated local preference and needs.”

Lower-level provision is also likely to be less costly. Administrative
overheads should be lower because there are fewer levels of bureaucracy
and because agency and monitoring costs are likely to be lower. Lower-
level jurisdictions should be in a better position to identify and contract
suppliers to provide the goods and services used in the provision of the
public goods. Lower-level jurisdictions are also likely to face some com-
petitive pressures from neighboring jurisdictions because of the mobility
of resources across state boundaries, which can serve as a device for dis-
ciplining governments into cost effectiveness. It can also serve as a yard-
stick against which the local population can judge the type, quality, and
cost of local public goods being provided.

Of course, it is unlikely that the ideal geographic extent of provision of
any one local public good (to the extent that that can be meaningfully
determined) will coincide with actual political borders in a federation. The
optimal matching of jurisdictions with responsibility for providing local

2 TIn his classic treatise on the economics of federalism, Oates (1972) stressed this benefit of

decentralization, which follows closely from the logic of the Tiebout (1956) model.
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public goods would require a different-sized jurisdiction of each public
good, resulting in a very large number of jurisdictions, with overlapping
territories. This outcome is clearly not feasible on administrative and
political grounds. As a result, the matching of jurisdictions with responsi-
bilities for providing local public goods is likely to be imperfect, which may
result in interjurisdictional spillovers that must be dealt with by appro-
priate policy instruments.’

Quasi-Private Goods and Services
We have already mentioned that relatively few of the goods and services
provided through the public sector are public ones; most are quasi private,
including some of the most important ones in terms of spending (e.g.,
schools, roads, hospitals). Similar issues favoring their decentralization
apply here as in the case of local public goods. Given that these are ulti-
mately services provided to individuals (or firms), their actual delivery will
be administered through locally situated institutions or agencies regardless
of which level of government is responsible for their provision. As with
local public goods, the main beneficiaries of these locally delivered quasi-
private goods are residents in the states involved. Decentralization to the
states should allow the services to be provided in a way that best caters to
local tastes and needs. State delivery should be more cost effective because
administrative overheads and monitoring costs that would be incurred by
a central bureaucracy are avoided. In terms of economic jargon, the agency
costs associated with delivering the services should be less if lower-level
jurisdictions are responsible for their delivery. These agency costs arise
because government officials are not as well informed about the costs
associated with delivering public services, costs that depend upon the
severity of need of the local population, efficiency of management, effort
exerted by workers in the agency, and so on. The argument is that lower-
level governments are better informed and can monitor delivery agencies
more effectively than higher-level governments, which are inevitably fur-
ther away. Efficient provision and innovation should also result because of
an element of competition induced among state levels of government
providing similar services in parallel to their respective constituencies.
On the other hand, despite the benefits of decentralizing the provision
of quasi-private goods to state governments, it may be useful for the
federal government to retain a supervisory or oversight role if there are

> The seminal paper on the optimal matching of functions to jurisdictions is Breton

(1965). See also the more recent version by Breton and Scott (1978).
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advantages to harmonization of some of the design features of these goods.
For example, if residents are mobile, harmonizing certain general features
of the programs across state jurisdictions, such as portability and eligibility
provisions, may be beneficial in order to ensure that labor mobility is not
impeded and to guard against wasteful competition among states. Also,
there is a limit to the amount of decentralization that is beneficial purely
on cost-effectiveness grounds. Economies of scale in administering and
delivering quasi-private goods and services could argue against decentraliz-
ing their provision all the way to the local level.

Perhaps most importantly, some of the main public services do more
than simply cater to local preferences. They also fulfill important equity or
redistributive objectives. Indeed, because they are quasi private, there is no
market failure inherent in them requiring their provision through the
public sector. Important public services such as health, education, and
welfare services are typically provided through the public sector precisely
because they are instruments of redistributive policy. They may provide
social and economic security, foster equality of opportunity, or simply be
in-kind transfers of services thought to be of particular importance to the
needy. As such, the federal government will have a legitimate interest in
how they are designed and delivered. The exercise of this interest need not
preclude the services in question from being decentralized to state govern-
ments. But it does imply that measures might have to be taken to ensure
that the state provision of these public services satisfies national norms of
equity and efficiency. The issue of how to achieve the substantial benefits
of decentralization without compromising national efficiency and equity
objectives is one of the most important questions in fiscal federalism, and
one to which we shall return. For now, suffice it to say that resolving this
issue involves going beyond the simple assignment of responsibilities to
the design of intergovernmental fiscal and institutional arrangements.

Targeted Transfers

Some interpersonal redistribution takes place through the income-tax-
transfer system. But it is typically the case that transfers delivered to the
poorest members of society are not. Rather, they are delivered by welfare
agencies. There are various reasons for this. These transfers are often made
on the basis of criteria that are somewhat more reflective of need than
income is. Thus, ability to work is taken into consideration, as well as the
need for particular types of expenditures, asset wealth, and living circum-
stances. The poor are typically not taxpayers, so would otherwise not be part
of the income tax system. Their circumstances may change frequently, and
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their transfer payment would therefore need to change over the tax year.
Finally, it may be preferable not to rely on the self-reporting and subsequent
auditing mechanism used by the income tax system. In any case, transfers to
the needy are based on prescreening by welfare agencies and are often
subject to continual monitoring to verify changes in circumstances and
sometimes to ensure that job search activities are being undertaken. These
procedures are basically designed to reveal information, and their imple-
mentation clearly requires agencies that are as close as possible to the
intended recipients. Decentralizing the responsibility for delivering targeted
transfers to the lowest possible level facilitates the control of these agencies.

A special case arises with respect to transfers to the unemployed —
unemployment insurance. This targeted transfer also requires direct contact
with recipients. The complicating feature is that the need for unemploy-
ment insurance can depend upon shocks that might be to some extent
independent across states. If so, there may be an argument for federal
government involvement in unemployment insurance as a means of shar-
ing risks across states. But this does not necessarily require federal provi-
sion. The advantages of decentralizing the provision of unemployment
insurance to the states can be achieved without compromising the risk-
sharing role that the federal government can serve. Designing the set of
federal-state transfers that fund unemployment insurance payments so
that they explicitly account for the different needs that states face in any
given year can accomplish this. Such a judiciously designed system of fiscal
arrangements can thus achieve the benefits of decentralization without
incurring some of the costs.

Local Preferences for Redistribution

Preferences for redistribution may vary from one locality to another. Some
jurisdictions may have more aversion to inequality than others, or differ-
ent demographic or social characteristics may call for different degrees and
types of redistribution being preferred in different jurisdictions. Some
localities may prefer the use of certain types of in-kind transfers rather
than cash transfers. This preference would suggest some decentralization
of the provision of goods and services that are primarily redistributive. It
might also support some state responsibility for the extent of redistribu-
tion accomplished through the tax-transfer system.

As with quasi-private goods and services, decentralization of other policy
instruments for redistribution runs the risk of introducing distortions into
the internal common market as well as wasteful and futile interjurisdic-
tional tax or expenditure competition. It also runs the risk of compromising
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national redistributive objectives. In the end, some compromise must be
reached between the pursuit of redistribution by the states and that done by
the federal government. The nature of that compromise will vary with
national circumstances and with the will or consensus that exists about
the extent of redistribution that is desirable.

A word of caution is in order. Despite the impression that one gets from
the traditional literature on fiscal federalism,” it is not possible to assign
the responsibility for redistribution to one level of government or the
other, or even to divide it easily into given shares. Virtually everything
governments do has a redistribution consequence, if not an intention. In
the end, redistribution is a shared responsibility, and mechanisms should
be in place for the federal and state governments to pursue their respective
redistributive objectives in a coordinated fashion.

Fiscal and Political Accountability

Generally, the decentralization of responsibilities may also induce more
fiscal responsibility or accountability as well as more political accountability
in the federation. The provision is at a level of government that is “closer” to
the people served, and the government faces the discipline of persons or
businesses leaving a jurisdiction that behaves irresponsibly (referred to as the
exit option). Similar to interfirm competition in the private sector, inter-
jurisdictional competition can be healthy and efficiency enhancing. More-
over, dividing responsibilities among levels of government in itself makes the
responsibility for particular budgetary items sharper.

The argument for fiscal responsibility is especially valid to the extent
that states must finance their expenditures out of their own-source rev-
enues. It can be used as an argument for decentralizing the responsibility
for raising the requisite amount to finance state public expenditures, at
least at the margin. However, decentralization usually occurs in an asym-
metric way: expenditure responsibilities are decentralized more than
revenue-raising ones. The implication is that at least some state (and local)
expenditures are financed by transfers from the federal government. As we
argue in later chapters, there are sound reasons for such an asymmetric
arrangement. Although the transfers themselves are indispensable for
achieving national objectives in a federal system, they can detract from
accountability both by blurring the financial accountability for public
services in the eyes of the electorate and possibly by leading to adverse
behavioral responses by the states.

* Good examples are Musgrave (1959) and Oates (1972).
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An example of the latter is the so-called soft budget constraint problem
discussed in the previous chapter. In the context of fiscal federalism, this
refers to a situation in which lower-level jurisdictions anticipate that if they
take budgetary actions that jeopardize their solvency or their ability to
deliver necessary public services, they will be rescued (“bailed out”) by
federal funds.” This anticipation turns out to be correct, because the fed-
eral government finds it difficult ex post not to come to the aid of states
that have behaved imprudently. This problem is a classic example of the
time inconsistency of public policy and arises because of the inability of
governments to commit to future actions. This inability to commit can
provoke the federal government into imposing constraints on lower-level
governments that restrict their ability to spend beyond their means. Thus,
there may be limitations imposed on the ability of state and/or local
governments to issue debt.

Another element of political accountability concerns the extent to which
the political system can be subverted by self-seeking elements both within
the government bureaucracy and outside. Those inside might be able to
make decisions that enhance their well-being at the expense of the tax-
payers, such as taking excessive perquisites, bloating the size of their
bureaus, or even engaging in outright corruption. Taxpayers, through
their elected representatives, may find it difficult to control this sort of
behavior, if only because they lack the detailed information to detect it.
Decentralization may serve to impose some discipline on the bureaucracy
by exposing it to competition and standards that have been achieved in
neighboring jurisdictions. By the same token, outside interest groups may
be able to prey on the bureaucracy for special favors or rents that inevitably
accrue from public-sector decisions. Again, decentralization may reduce
the preponderance of rent-seeking activities by reducing the size of poten-
tial rents and making it less worthwhile to invest resources to obtain
them.® Moreover, decentralization may make it easier to detect both
bureaucratic largesse and rent seeking simply by putting decision making
in the hands of lower-level political institutions.

Against these advantages of decentralization, there are also certain broad
disadvantages. That is, there are some advantages to retaining at least some
responsibility for the design and delivery of some public services at the
center. Some of these have already been mentioned as caveats to the

> The soft budget constraint problem can also be applied to the propensity of governments

to bail out both public and private firms. Qian and Roland (1998) have argued that
decentralization can reduce the severity of this problem.
For a formal analysis of this phenomenon, see Sato (1998).
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benefits of decentralization. What follows is a list of some of the more
important disadvantages of decentralization. These disadvantages form the
basis either for assigning particular responsibilities to the federal govern-
ment or, where the case for decentralization is compelling, for seeking
ways to manage the decentralization so that national objectives are not
unduly compromised.

Fiscal Inefficiency and Inequity

The most pervasive effect of decentralization results from the fact that
different states may have different capacities to provide public services.
That is, differential net fiscal benefits (NFBs) will typically result. As we
have seen, if persons of a given type obtain different NFBs from two
different states, either fiscal inequity or fiscal inefficiency will occur, or
some combination of the two. If households are mobile, there will be an
incentive to migrate between states on account of the NFB differentials,
and the result will be that factors of production will be inefficiently allo-
cated within the federation. On the other hand, if they are immobile,
horizontal inequity will result. Either way, there will be a social cost to
decentralization that is unaccompanied by compensating measures.

In the case of decentralizing expenditures, these differences in NFBs
basically arise from differences in the need for public services. If an objec-
tive of government is to provide public services to identifiable groups of
persons, such as the elderly (health), the young (education), or the needy
(welfare), different states may have to incur quite different levels of expen-
ditures to provide given levels of public services. In these circumstances, the
tax costs for a taxpayer of a given income associated with providing these
services — and thus NFBs — can vary significantly from one state to another.

As discussed in Chapter 1, there are caveats that must be made with
respect to the relevance of NFB differences arising from different needs. First,
the problem will arise only to the extent that the decentralized public services
are not financed by benefit taxation. This seems not to be a serious concern.
Most studies seem to suggest that state-level fiscal policies are at least mildly
redistributive. A good approximation for OECD federations might be that
the tax systems of state-level governments are roughly proportional.

Second, the fact that decentralization of expenditure responsibilities
leads to differences in NFBs because of need should not be regarded as a
telling argument against decentralization. Such differences can be readily
compensated for by an appropriately designed set of fiscal transfers to the
states from the federal government. We return in Chapters 9 and 10 to the
issue of how to design such transfers.
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Third, in a decentralized setting, NFBs differentials might arise even in
the absence of differences in needs or tax capacities. That is because differ-
ent states might choose to offer different levels of public services to their
citizens, unlike, say, a unitary state. Indeed, one of the purported advan-
tages of federations is to allow for diversity in state decision making.
Nonetheless, a cogent argument might be made that needs-based differ-
ences are a concern and should be undone by equalizing transfers. The
argument is that eliminating NFB differentials provides different states
with the potential to provide comparable levels of public services at compa-
rable tax rates. That they may not choose to behave in a common fashion
might be regarded as a legitimate consequence of decentralizing fiscal
responsibility. As discussed later, there may well be some other reasons
of national efficiency or equity for encouraging states to provide some
minimal level of services for some types of expenditures. But that would
be over and above the issues associated with NFB differentials. The fact is
that designing policies in a federation will always entail some compromise
between the advantages of diversity arising from decentralization and the
advantages for national efficiency and equity from states adhering to some
common national standards. Different federations will resolve that com-
promise in different ways.

Interjurisdictional Spillovers

As discussed in Chapter 1, one of the efficiency issues arising in federal
economies is the possibility of interjurisdictional spillovers resulting from
decision making by lower-level jurisdictions. Public and quasi-private
goods and services provided in one jurisdiction might generate benefits
for the residents of neighboring jurisdictions. If left to their own, juris-
dictions would systematically underprovide those goods and services that
have positive spillovers and overprovide those with negative spillovers.
Examples of positive spillovers include: the provision of transportation
and communications facilities in one jurisdiction that are utilized by those
in another; education and training programs that can attract those from
other jurisdictions, or train persons who then migrate away from the
jurisdiction in which the training has been obtained; welfare programs
that not only affect the number of poor residing in a given jurisdiction
relative to neighboring ones but might also appeal to the altruistic ten-
dencies of those outside the supporting jurisdiction; pollution control
programs whose benefits are not constrained by political boundaries;
and recreational and cultural facilities that are available outside the commu-
nity providing them.



The Decentralization of Government Authority 77

The more expenditure responsibilities are decentralized, the more likely it
is that interjurisdictional spillovers will arise, and the greater will be the
extent of those spillover benefits. Consequently, there may be a greater mis-
allocation of resources. Centralizing the provision of the spillover-generating
program (i.e., not decentralizing its provision to lower jurisdictions) is one
obvious way of internalizing the externalities. However, centralization of
provision is not a necessary response to the problem of spillovers and may
in fact be counterproductive. While spillovers would certainly be avoided
that way, all the benefits of decentralization would also be forfeited. It is
presumably better to find remedies that retain the considerable advantages of
decentralized provision. One such way uses the power of the federal govern-
ment to make conditional transfers to the states — the so-called spending
power of the federal government. The federal government can influence the
provision of spillover-generating activities by state governments through the
use of matching conditional grants, or “shared-cost” grants, directed specif-
ically at the program in question, with the magnitude of the matching rate
chosen to provide the desired incentive. The use of matching conditional
grants for this purpose has a long history both in the fiscal federalism
literature and in practice. Many federations have had shared-cost programs
in areas such as transportation, infrastructure, education or training pro-
grams, welfare schemes, and health care. However, their use is not without
problem. For one thing, it is virtually impossible to know the “correct” rate
of matching to apply because it is not possible to observe the extent of
spillover benefits generated by a given expenditure program.” Thus, the
matching rate must be chosen arbitrarily. In practice, rates are often quite
high, typically 50 percent, and detractors argue that this provides an incen-
tive for lower-level jurisdictions to overspend.

A key issue with the availability of shared-cost grants as a policy instru-
ment of the federal government is that it provides the federal government
with a potential instrument for interfering with the independence of deci-
sion making by state governments. It is argued that this distorts their
priorities (to the extent that the cost sharing is not truly based on spill-
overs) and compromises the purpose of decentralization. The problem is
that the spending power, once given, is difficult to constrain. The federal

7 It might be argued that the impossibility to measure benefits of public expenditure

programs applies more generally to all public goods and services. On the other hand,
at least in the case of state and local public goods, the ability of citizens to “vote with their
feet” provides one vehicle for lower-level governments to become informed about the
benefits of their expenditures relative to their taxes. This is the message of the Tiebout
model. Such a mechanism does not apply in the same way to spillover benefits.
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government can effectively spend its revenues as it sees fit. In systems of
government where parliaments or legislatures are supreme in spending
decisions, it is hard to implement meaningful constitutional controls over
the use of the spending power, even in ways that interfere with or influence
state decisions. The political process itself must be relied upon as the
discipline. This issue concerning the appropriate use of the spending
power by the federal government to influence state budgetary priorities
is by no means limited to the control of interjurisdictional spillovers.
Indeed, as we argue, the spending power is an indispensable policy instru-
ment for enabling the federal government to pursue its national efficiency
and equity objectives in circumstances in which state expenditure pro-
grams have important national consequences. Indeed, the spending power
is a sine qua non of an effectively functioning decentralized federation: it
facilitates the decentralization process.

Finally, a very important feature of shared-cost programs is whether
they are formula driven or discretionary. Ideally, grants from higher to
lower levels of government should be based on objective formulas so that
the recipient government retains as much independence of decision mak-
ing as possible. Formula-driven grants also ensure that there is predict-
ability about the stream of grants so that states can plan their expenditures
rationally. However, in the case of shared-cost conditional grants, some
amount of discretion by higher-level governments is inevitable, if only to
determine what sorts of expenditures are eligible for sharing. The danger is
that the granting government becomes too intrusive in attempting to
influence the sorts and designs of expenditures subject to sharing. Such
intrusion would also subvert the principle of decentralized decision mak-
ing. The remedy for spillovers could turn out to be worse than the problem
itself. Again, it is hard to imagine how higher-level governments could be
prevented from acting this way, given the policy instrument of the spend-
ing power. The best protection against an overzealous federal government
is the checks and balances of the political system itself, and the openness of
the system of fiscal decision making to both the public and the press.

Conditional grants are not the only means available for correcting the
spillovers that might arise in a decentralized federation. As with the
correction of externalities in the market economy, the internalization of
spillovers could, in principle, be accomplished by negotiations among
lower-level governments in the manner of a Coasian bargaining solution.
In this case, the federal government need not be involved at all. Intergovern-
mental negotiation is, however, a very ponderous process, especially because
unanimous agreement would be required. The track record of bargaining
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among lower-level governments as a means of settling spillover problems or
other interdependencies is very weak.

Alternatively, if the higher-level government has some regulatory power
over the lower-level one, it could regulate the spillovers out of existence,
for example by imposing mandates on lower-level governments that
require them to behave in specified ways. In light of the concerns expressed
previously about an overly intrusive higher-level government, this might
not be an ideal solution. If anything, it might be applicable only at the state
level of government in federations where the local governments are truly
subservient to the state rather than at the national level where somewhat
broader objectives are at stake.

Expenditure Competition
Not only can benefits from state public expenditures spill over onto those of
neighboring jurisdictions; expenditures may also induce factors of produc-
tion to relocate into the state from other states. This possibility is particularly
relevant for three sorts of expenditures — business services, infrastructure,
and subsidies. As discussed in the previous chapter, these are all examples of
what we referred to as horizontal fiscal externalities. The use of these forms
of spending gives rise to destructive (beggar-thy-neighbor) competition in
such expenditures, as each jurisdiction treats the relocation of businesses
from neighboring jurisdictions as a benefit to itself. These expenditures thus
represent negative fiscal externalities that serve to provide an incentive for all
jurisdictions to spend excessive and thus wasteful amounts of resources.
Once one puts expenditure competition in the context of other fiscal
policy instruments, some caveats should be noted. First, to the extent that
the expenditures are financed by taxes that themselves have externalities
associated with them, the overall externality effect becomes less clear. The
horizontal fiscal externality from the taxation might well be negative if the
tax base is also mobile across jurisdictions, that is, if an increase in tax rate
causes a loss in tax base to other jurisdictions. If the business expenditures
are financed by such a tax, the incentive to overspend is countered.
Second, there may be other reasons for expecting that fiscal policies will
inefficiently discourage private investment. A compelling one is the time
inconsistency of capital taxation, also referred to as the holdup problem.
The argument is that once capital is in place, governments will be inclined
to tax it and find it difficult to resist this inclination. That being the case,
firms will anticipate that capital tax rates will be excessive, and this pos-
sibility will discourage investment. A well-known way out of this problem
is to provide up-front incentives to invest. The provision of business
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services is one such compensating policy. Thus, business competition may
be beneficial in this context.”®

A third factor to note concerns the mix of the public-sector budget. The
fact that the provision of business services is accompanied by negative
fiscal externalities while the delivery of public goods and services is not
implies that relatively too much of the budget will be devoted to business
services, subsidies, and infrastructure compared with that amount devoted
to public goods and services.”’

Economies of Scale

As in the private sector, scale economies provide an argument for provi-
sion of public goods or services by larger units of government. This would
be the case where administrative overheads are large, such as, for example,
the provision of labor-intensive public services to individuals in areas of
education, health, and welfare services. In typical cases, it is not clear that
this argument applies to the assignment of functions between the federal
level of government and the states, because states in most countries would
probably be large enough to exhaust most economies of scale. It is pre-
sumably more relevant between the states and their municipalities. Also, a
judicial sharing of responsibilities in areas where administrative economies
exist could allow the federation to reap the advantages of decentralization
while taking advantage of scale economies. This consideration applies as
well in the assignment of taxing powers, where the advantages of a single
tax-collecting authority are significant.

For example, primary education could be shared between, say, the state
and the local governments in a particular nation. The latter might be given
full responsibility for building and operating schools within their jurisdic-
tions, and partial financing for them can come from local sources. The
state might be responsible for curriculum standards, teacher training, set-
ting employment standards, and monitoring and testing school perform-
ance. Indeed, there might even be a three-way sharing of responsibilities in
education, especially at higher levels where national standards of educa-
tional programs and student evaluation are important for maintaining
efficiency in the internal economic union and for providing equality of

8 Indeed, capital tax competition may also be beneficial for the same reason. For a model

that analyzes this problem, see Kehoe (1989).

Keen and Marchand (1997) study a federation in which state governments compete both
in taxes and in business services. They show that in the Nash equilibrium a coordinated
change by all states involving a revenue-neutral increase in public goods and decrease in
business services would make all jurisdictions better off.
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opportunity across the entire federation. This illustration is of particular
relevance to the final two categories of drawbacks to full decentralization
discussed next.

Before we turn to the remaining categories, there is one further advantage
of size that is sometimes emphasized in discussions of the assignment of
functions. States within a federation might be subject to idiosyncratic
shocks. They may have differing industrial structures, or their populations
may have different demographic compositions. If the risk is insurable, they
may find it difficult to self-insure because markets are not available. Insur-
ance may not be provided because of moral hazard associated with govern-
ment decision making: governments have a high degree of influence over the
consequences of economic shocks. Or governments may simply be too
short-lived to have the foresight to engage in the long-term self-insurance
against future idiosyncratic shocks. Moreover, even if they could self-insure
to some extent, their risks may not be fully insurable. In these circumstances,
it may still be advantageous for different states to trade risks with one
another, especially if one is more prone to risk than another, or if they
are of different sizes. In these circumstances, participation in a federation
can serve to provide a vehicle for trading or sharing risks or for otherwise
dealing with risk, implying certain tasks for the central government.

There are three general ways in which risks faced by states can be
accommodated in a federation. First, states faced with adversity can adjust
to it through mobility of labor and capital — workers who lose their jobs
can migrate to neighboring jurisdictions, firms and their capital can relo-
cate, and ready access can be had to broader capital markets to adjust to
downturns. Second, national systems of taxes and transfers can help cush-
ion the shock of a downturn. Indeed, this risk-sharing feature of national
tax-transfer systems is a strong argument for keeping social insurance
programs like unemployment insurance at the national level. Finally,
one of the roles of equalizing interstate transfers, which are prominent
in almost all multilevel nations, is precisely to insure states against adverse
shocks. Of course, as with any insurance scheme, there are the dangers of
moral hazard and possibly adverse selection that must be considered when
designing transfer schemes in order to avoid their exploitation by the
states. We return to the problem of designing transfer systems in Chapters
9 and 11."°

1% Some recent literature has focused on these moral hazard and adverse selection problems
of intergovernmental equalizing grants. See Persson and Tabellini (1996a, 1996b), Lock-
wood (1999) and Bordignon, Manasse, and Tabellini (2001).
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Lack of Harmonization of Public Expenditures

For some types of services, some uniformity of program design may be
important to ensure an efficient allocation of resources across states. For
example, portability of pensions, absence of residency requirements for
housing and welfare services, extent of coverage of types of services pro-
vided in social programs, and standardized education or trade qualifica-
tions make it easier for persons to move from one state to another, even
though the actual rates of provision may differ across states. Harmoniza-
tion may also reduce the ability of states to engage in wasteful beggar-
thy-neighbor policies by using expenditures selectively to attract desirable
types of factors, or repel undesirable types. The latter would include per-
sons who use a lot of public services for whatever reason, such as the poor,
the disabled or the elderly.

Again, the centralized provision of public services may not be necessary
to achieve harmonization. The use of conditional grants to maintain
national standards is often sufficient. In this case, because what is at issue
is the design of the program rather than its size, the conditional grants
need not be matching, nor need they be specific. They could be block
grants of a fairly general nature whose relative size by state is based on
some objective indicator of need that does not respond directly to actual
program expenditures in the state (so as to avoid adverse incentives). The
grants would, however, have general conditions attached to them that
programs must satisfy in order for the state to be eligible for the full grant.
States that failed to comply with the conditions could lose some part of the
grant, presumably at the discretion of the federal government. This is
another example of the usefulness of the spending power as an instrument
for facilitating the decentralization of responsibilities while ensuring that
national objectives are fulfilled.

The use of block grants to achieve expenditure harmonization goals is
discussed in more detail in the next chapter. For now we simply note that,
as with shared-cost programs, the possibility — indeed, perhaps the temp-
tation — exists for the federal government to be too intrusive in its exercise
of the spending power for this purpose. There is no easy way to ensure that
the federal government will behave responsibly in this matter. One would
hope that the political process could ultimately be relied on to be the
enforcing mechanism.

The exercise of the spending power to achieve harmonization of the
internal economic union and other national goals may or may not be
related to an explicit constitutional assignment of responsibilities. That
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is, the federal government might use the spending power to support and
influence program spending in areas of exclusive state jurisdiction as set
out by the constitution of the federation. The spending power involves the
granting of funds to the states, albeit conditional on the way in which the
provinces spend those funds. It does not involve the federal government in
legislating in the program areas that it is supporting. One might wish to
restrict the federal government constitutionally in the way it exercises its
spending power. For example, one might want to spell out in the consti-
tution what sorts of objectives of the system the federal government is
responsible for and can legitimately use the spending power to achieve.
However, the danger exists that attempting to restrain the use of the
spending power could result in gutting it altogether.

There are alternatives to the spending power, both more and less intru-
sive, as ways of inducing the preferred harmonization of state expenditure
policies. The federal government could have the power to mandate the
manner in which states provide particular public services or to strike down
state legislation that does not conform to what is thought to be desirable.
Though this would have the desired effect, it has the obvious disadvantage
of detracting from the responsibility of the states for designing their pro-
grams as they see fit and not being overly accountable to the federal
government. It also opens the prospect for the federal government to
impose unfunded mandates on the states, that is, it requires them to
provide certain types of public services without accompanying the require-
ment with a transfer of funds.

A less intrusive — and, in the abstract, ideal — way of achieving harmo-
nization would be too use interstate agreements to secure some degree of
harmonization among state programs, especially if there are mutual effi-
ciency gains to be had from harmonization. Unfortunately, experience in
existing federations does not give us much to go on. That may be because
interstate agreements have not been given an opportunity to be used. Or it
might be that the possibilities of negotiating binding and meaningful
interstate agreements are relatively limited because of the costs of nego-
tiation, the need to devise a mechanism to resolve disputes, and the
requirement to achieve unanimity. The experience of economic unions
like the European Union indicates the difficulties of relying on interstate
agreements to achieve collective goals.

Compromising Federal Equity Responsibilities
Another important reason for the federal government to use its spending
power to influence the behavior of the states concerns the federal
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government’s interest in redistributive equity across the nation. A sub-
stantial proportion of expenditures by governments are intended to
achieve redistributive objectives. These include not only transfers based
on incomes or demographic features of households but also spending on
quasi-private goods and services (education, welfare services, housing,
etc.) and social insurance schemes (health insurance, unemployment
insurance, disability insurance, etc.). To the extent that the federal govern-
ment has an interest in, and a responsibility for, equity across the nation, it
will have an interest in the structure and extent of such programs. Indeed,
this rationale is likely to be one of the most important for federal govern-
ment intervention. Again, it is not clear that the exercise of federal respon-
sibility in this area requires federal provision. Indeed, one of the
underlying themes of this study is that the federal government can achieve
many of its equity objectives in a federal system in which most services are
delivered locally but where the federal government uses its financial and
regulatory power to influence the design of state programs.

As we have seen, in the cases of quasi-private goods and services, some
targeted transfers, and some forms of social insurance, there are compel-
ling reasons for decentralizing responsibility for providing them to the
states. These policy instruments must of necessity be provided by agencies
close to where the target population resides. These agencies can work most
effectively if state governments rather than the federal government assume
control of them. They can better cater to local preferences and needs, can
be better managed, can be more innovative, and can benefit from interstate
competition. Ideally, to achieve the full benefits of decentralization, such as
those of fiscal and political accountability and responsiveness to local
needs and preferences, exclusive legislative responsibility for the design
and delivery of such programs should be vested with the states. Yet, for
the reasons stated previously, the federal government may well retain an
interest in seeing that such programs conform to some basic standards of
equity and harmonization. One way to reconcile these legitimate federal
objectives with the benefits of decentralization is for the federal govern-
ment to exercise some degree of oversight or influence over the way the
states design the programs. The use of the spending power is a means by
which the federal government can provide an incentive for the states to
design their programs in conformity with national objectives. It would be
preferable if the federal government were to use this power in a way that
does not compromise the legislative responsibility of the states and the
states’ ability and incentive to use that responsibility to provide public
services in the most effective and innovative way.
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As previously noted, alternatives to the use of the spending power are
possible. The federal government could exercise legislative authority over
state programs by the use of mandates of disallowance. Alternatively, there
could be voluntary agreements that are negotiated among the states. How-
ever, these might be even more difficult to secure where redistributive
concerns are involved. Not only are such concerns likely to be valued
differently by different states, but they are also almost certain to result
in some states being “winners” and others being “losers” in the aggregate.
This outcome would make a unanimous agreement almost impossible to
achieve.

The choice of the degree of centralization versus decentralization on the
expenditure side, and the precise means by which central governments
achieve their desired influence, will vary from expenditure type to expen-
diture type. It will involve a trade-off between the benefits of decentral-
ization, which include catering to local preferences, the ability to provide
services at low cost, and creating incentives to innovate, against the benefits
of centralization, which include the maintenance of an efficient internal
common market, the achievement of national equity, the internalization of
interstate spillovers, and the provision of national public goods and serv-
ices. As mentioned, different observers will have different views about the
ideal balance.

The Pros and Cons of Decentralizing Taxation Responsibilities

Similar issues arise when it comes to raising revenues. There are advan-
tages and disadvantages to decentralizing the raising of revenues from
various sources to lower levels of government. Of course, the decentral-
ization of expenditure responsibilities itself suggests an argument for
decentralizing some tax responsibilities as well so as to maintain some
degree of fiscal accountability. However, it is important to recognize that
the exact extent to which revenue-raising responsibilities are decentralized
to state and local governments can, in principle, be done quite independ-
ently of the assignment of expenditure functions. What is especially rele-
vant for fiscal accountability is that marginal revenues be raised by the
lower jurisdiction (unless spillovers exist that can be used to justify some
subsidy of particular expenditures), to assure that lower-level jurisdictions
have some control over the amount of revenues raised and the size of their
expenditure programs. That goal can be achieved even if lower-level gov-
ernments do not raise enough revenues to cover all their expenditures but
rely on transfers from higher levels of government, as long as the transfers
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are inframarginal (i.e., their magnitude does not depend on the actual
amount of expenditures undertaken). This presumes that lower-level gov-
ernments have de facto discretion over their expenditures as well.

Forms of Tax Decentralization
Tax decentralization can occur in various ways. One is by assigning par-
ticular tax bases exclusively to lower levels of government and allowing
them to decide how much to exploit them. This form of decentralization
typically entails not only local decision making but also local administra-
tion and collection of the taxes. However, lesser forms of decentralization
are possible without necessarily compromising accountability. For exam-
ple, tax bases and their revenues can be assigned to lower levels of govern-
ment, but their administration can be operated centrally; or local
governments may be assigned a property tax and retain all the revenues
from its use, but the tax itself might be administered at the state level of
government to take advantage of administrative economies of scale and to
ensure a common set of procedures for property evaluation.
Alternatively, state and federal governments may jointly occupy tax
bases, especially where broad tax bases are concerned. Then varying
degrees of decentralized decision making and harmonization are possible.
The federal government may be responsible for administration and tax
collection both for itself and for the states, and it may be responsible for
determining the base and possibly the rate structure. The states could then
simply determine the level of taxes collected by applying their own tax rate
as a surtax on the federal tax liability, a system sometimes referred to as
piggybacking. This system combines the best features of tax harmonization
with some degree of accountability for revenues raised in each state. States
have ultimate responsibility for the amount of tax revenues they raise. A
drawback of piggybacking is that state revenues are immediately affected
by changes in federal tax rates. A reduction in the federal tax rate will
presumably reduce federal tax liabilities and therefore reduce state tax
collections. A problem could occur if federal tax rate changes are made
with little advance notice, as is usually the case with budgetary measures,"'
but the states could avoid it if they were allowed to apply their tax rates to
the federally determined base rather than to federal tax liabilities, a system
referred to as a tax-on-base rather than a tax-on-tax system. More decen-
tralized systems would allow the states to set their own rate structures

"' A similar problem will also arise with changes in the federal tax base. But this is not as
serious a problem because base changes occur less frequently than rate changes.
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under a tax-on-base system. States might even be able to choose their own
bases, at least within the limits allowed for by a common tax administra-
tion system.

In the limit, the two levels of government may simply co-occupy the
same base but set and administer their own tax structures independently as
they see fit. Even in this extreme case, to ensure that the same source of
income is not double-taxed in more than one state, some minimal degree
of harmonization across states is needed, usually in the form of rules for
the allocation of tax bases to states. Under this very decentralized system
some harmonization may also occur because of pressures of tax competi-
tion. This outcome will be more likely the more mobile the tax base is
across states. We return to a more complete discussion of mechanisms of
tax harmonization in later chapters.

Efficiency Costs of Tax Decentralization

While decentralization of taxing powers is desired mainly in order to
induce political accountability into the federation, local jurisdictions
may have particular preferences for certain features of the tax system, such
as the degree of progressivity, the size of the public sector, or the set of tax
preferences to use. Decentralization will allow these diverse preferences to
be realized in tax policies. However, as with the decentralization of expen-
ditures, the decentralization of tax responsibilities can give rise to various
inefficiencies and inequities. Inefficiencies arise for two main reasons. Both
involve distorting the allocation of mobile factors across states and there-
fore reducing the efficiency of the internal common market. The first
occurs simply because decentralized tax policies distort the free flow of
products and/or factors of production between states. The second occurs
because tax decentralization inevitably leads to a situation in which differ-
ent states have differing capacities to raise revenues and can therefore
generate different NFBs for their residents.

Tax decentralization can distort the allocation of goods, services, labor,
and capital in the internal common market because different states acting in
an uncoordinated fashion choose individually to levy different tax rates. In
the case of goods and services, cross-border trade is distorted as households
and firms choose to make their purchases in the jurisdictions with the lowest
tax rates on product transactions. To some extent, this problem is avoided if
commodity taxes are levied on a destination basis, which is typically the case.
Under such circumstances, the residents of a jurisdiction are expected to pay
the tax rate applicable in their state of residence rather than the state of
purchase. The problem is that the destination principle is difficult to sustain
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perfectly in a federation because there are no border customs controls. That
is, cross-border shopping is difficult to prevent. In federations where cross-
border shopping is not too costly, the pattern of production and consump-
tion can be distorted if tax rates differ across jurisdictions. But in this case,
tax differentials are unlikely to persist. States will compete in tax rates, and
the result will be not only more uniform tax rates but also lower ones than
would otherwise exist. That is, states will perceive revenue raising to be more
costly than it actually is because part of the benefit of an increase in tax rates
will be lost to neighboring jurisdictions."”

The problem of tax competition is likely to be less important for com-
modity taxes than it is for taxes on more mobile factors of production,
especially capital and firms or entrepreneurs that are footloose. Mobile
factors of production will tend naturally to locate inefficiently in the states
with the lowest tax rates. Because capital is highly mobile, this would
suggest that state taxes on capital within their jurisdictions may be poten-
tially highly distortionary. Similarly, state income taxes can be distortion-
ary to the extent that they have different average tax rates for more mobile
segments of the population, such as highly skilled young persons and
entrepreneurs. Given this, tax competition may result in considerable
uniformity of tax rates across jurisdictions.

Even so, tax competition can itself result in a nonoptimal situation. As
explained in Chapter 1, states will recognize the mobility of factors such as
capital and will have an incentive to engage in beggar-thy-neighbor tax
competition to attract them. The end result may well be uniformity of tax
rates but at too low a level from the collective point of view of the states.
These sorts of distortions will be less for taxes levied on less mobile factors
of production, such as real property. In most federations, most persons will
be much less mobile among jurisdictions than capital, though more so than
real property and resources. Thus, taxes on persons, such as labor income
taxes, income taxes based on residency, or general sales taxes, will generally
impose less efficiency costs than those on capital. The exception, as men-
tioned, would be that segment of the population that is highly mobile,
which might include the more highly skilled or entrepreneurial persons.

The second sort of inefficiency caused by the decentralization of tax
responsibilities arises from differences in NFBs across states, one impor-
tant source of which is differences in fiscal capacity. Different tax capacities

'2 There is a literature on commodity tax competition. Representative papers include Mintz
and Tulkens (1986) and Kanbur and Keen (1993). Theoretical surveys may be found in
Lockwood (2001) and J. Wilson (1999).
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will result in lower NFBs in poorer states relative to richer ones and will
induce too many factors to locate in the latter, resulting in inefficiency.
Again, this can include the more mobile households as well as firms that
are less tied to the state’s resources. As we argue later, a way out of this
problem that is consistent with decentralized tax responsibilities would
involve corrective action by the federal government in the form of equal-
izing grants among states.

Equity Costs of Tax Decentralization

The decentralization of taxation responsibilities will also generally result
in inequities from a national point of view. For one thing, differing
degrees of progressivity will imply that, say, higher-income persons will
face different tax burdens depending on their state of residence. From a
national point of view, this outcome will be horizontally inequitable. As
well, it will give rise to differing degrees of vertical equity across the
federation. There will thus be a trade-off between the benefits of allowing
state governments to implement their own local preferences for redis-
tribution and nationwide horizontal and vertical equity. Also, if labor is
mobile, tax competition among states can result in their competing away
intrastate redistribution, even in circumstances in which such redistrib-
ution is desired by each state. Federal intervention may then be required
simply to attain the extent of redistribution that states themselves would
prefer.

In fact, this idea of interstate competition resulting in suboptimal redis-
tribution is an old one in the fiscal federalism literature and accounts for
the standard argument that redistribution ought to be a federal function."’
This argument has been undermined by recent literature on vertical fiscal
interaction. It has been suggested that when both the federal government
and the states levy broad-based taxes, the states will underestimate the true
costs of raising revenues. Increases in state tax rates that reduce the size of
the base will cause federal tax revenues to decline, and this cost will not be
taken into account by the federal government. The consequence is that
states will have an incentive on this account to redistribute above the
optimal level rather than the reverse. Whether the end result is too low
a level of redistribution depends on the balance of horizontal tax

!> This is the basis of the classical argument that redistribution should be a federal function
in Musgrave (1959) and Oates (1972). See Boskin (1973) and Pauly (1973) for an early
discussion of the consequences of tax competition for redistribution. A more recent
analysis of competition in redistribution and the role of a federal government in correct-
ing it may be found in Wildasin (1991).
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competition, which tends to reduce redistribution, and vertical interac-
tion, which tends to increase it."*

Even if states do not compete away redistribution and even if they
engage in uniform redistributive policies, the decentralization of taxing
responsibilities will generally give rise to fiscal inequities, which we have
defined previously to be a form of horizontal inequity in a federation.
Persons who reside in states with higher fiscal capacities will receive sys-
tematically higher NFBs from their state government, despite the fact that
state policies incorporate comparable amounts of redistribution. The
result is fiscal inequity. As with fiscal inefficiency, the remedy can involve
a system of federal grants that do not compromise the ability to decentral-
ize tax responsibilities. As we shall see later, one of the key functions of
grants in a federation is precisely to compensate for differences in NFBs
across states.

More generally, the extent of concern about the equity consequences of
decentralizing revenue-raising responsibilities will depend on the role of
the federal government in addressing the problem of redistributive equity.
If one takes the view that equity is largely a federal responsibility, then
those taxes which are best suited for redistribution should be centrally
controlled. These include direct taxes on households, such as income
and wealth taxes. Centralized control need not imply exclusive federal
jurisdiction; state government piggybacking on federal direct taxes can
be done with the federal government retaining control of the rate struc-
ture. Because transfers to persons are equivalent to negative direct taxes,
the federal government might also control the structure of the latter. On
the other hand, if one thinks redistribution is of less importance or thinks
that there is a tendency for the federal government to over-redistribute,
decentralization of fiscal responsibility can be a good thing. It can effec-
tively constrain the amount of redistribution that takes place (subject to
the caveat that vertical interaction can provide an incentive for states to
redistribute too much).

The role of the federal government in the tax-transfer system becomes
particularly important in a federation in which the provision of public
services is highly decentralized to the states, which is not uncommon in
practice. As we have pointed out in the first chapter, most important
public services are essentially instruments for redistribution in the broader

' Johnson (1988 was the first to point out this vertical effect. Its consequences for redis-
tribution have been analyzed by Boadway and Keen (1996) and Boadway et al. (1998). A
general discussion of the offsetting effects of vertical and horizontal fiscal externalities
may be found in Dahlby (1996).
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sense. In addition to providing in-kind transfers, they also provide social
insurance and foster equality of opportunity. They can therefore be viewed
as part of the arsenal of policy instruments that are necessary for achieving
important national equity objectives. Their decentralization to the state
level is motivated largely by efficiency concerns. If the federal government
is to retain some influence over national equity objectives, it must have the
instruments with which to achieve these objectives. The less control they
have over the provision of public services, the more they will need to rely
on other instruments for redistributive purposes. Control of direct taxes
and transfers is one such instrument. The use of conditional grants as a
means of influencing how the states deliver these important public services
is another. The latter plays a vital role in our discussion of federal-state
fiscal policy in later chapters.

Criteria for Tax Assignment to Lower-Level Jurisdictions

When it comes to deciding which particular taxes to decentralize to the
states and localities either exclusively or on a co-occupied basis, several
factors are relevant. Some of these criteria may be conflicting for any given
type of tax, so judgment is inevitable.

e The more mobile the tax base is across jurisdictions, the more difficult
it is to decentralize its use to lower-level jurisdictions. For example, as
mentioned previously, capital is highly mobile, so taxes that impinge
upon capital income are not good candidates for decentralization.
Because labor is less mobile than capital, taxes on labor income or
consumption are more suitable for decentralization. Thus, payroll
taxes and personal taxes on labor income could be decentralized.
Similarly, taxes on consumption, either specific or general could be
decentralized unless cross-border shopping is easy (subject to the
provisos mentioned later about administrative costs). Taxes on real
property and resources could also be decentralized.

e Taxes that are the most important for redistribution might be
retained at the center, or at least the federal government might control
their structures. These would include personal income and wealth
taxes. States might be allowed to co-occupy these bases, although
some degree of harmonization would be beneficial, especially to pre-
vent distributive goals from being competed away.

e Tax bases that are very unevenly distributed among jurisdictions are
less attractive for decentralization. They give rise to differences in
fiscal capacity among states and therefore result in NFB differentials
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that result in fiscal inefficiency and/or fiscal inequity. In principle, this
inefficiency could be offset by an effective system of equalizing trans-
fers among states, but more strain is placed on the equalization system
the more uneven tax capacities are across states.

e Taxes that are the most difficult to administer, and easier to evade,
might better be retained at the center. This policy might apply to
some direct taxes such as those on personal and corporate income
and wealth. It might also apply to value-added taxes that are difficult
to administer on a multijurisdictional basis, as we discuss in more
detail later.

e Taxes that should be harmonized with particular expenditure or reg-
ulatory programs should be at the same level as those programs. For
example, taxes to correct for externalities might be at the level of
government that is responsible for environmental control, taxes on
petroleum might be administered at the level responsible for trans-
portation, and earmarked taxes such as payroll taxes for social pro-
grams should be levied where the social program is delivered.

e Taxes that are on an uncertain revenue source might be kept at the
center because the ability to spread risks and absorb shocks should be
best at the federal level. At the same time, province-specific risk can be
accommodated by the system of equalizing transfers. Indeed, that will
be one of the roles of such transfers.

e Taxes that serve as benefit taxes are good candidates for decentral-
ization. If they are related to benefits, they are unlikely to cause
interregional distortions even if households are mobile. As we have
mentioned, NFB differentials do not arise to the extent that taxes on
residents are levied on a benefit basis.

These general principles are unlikely to give a clear prescription for tax
assignment, and certainly not for the appropriate level of revenue raising
by different levels of government. Some of them will be in conflict for some
revenue sources. For example, taxes on resource incomes or revenues
might be thought of as ideal for decentralization because resource bases
are immobile across jurisdictions. At the same time, however, resources
may be very unevenly distributed among jurisdictions so their decentral-
ization might cause significant disparities in fiscal capacity by states. Thus,
some resource bases might be decentralized and not others. Some judg-
ment is inevitably involved.

To summarize, while fiscal accountability dictates that responsibilities
for taxation be decentralized to allow state governments the ability to
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finance at least some of their own expenditures, this decentralization leads
unavoidably to inequities and inefficiencies. Their magnitude is greater the
higher the degree of decentralization. The solution may partly lie in retain-
ing some control of the tax structure in the hands of the federal govern-
ment, which will induce greater harmonization of the tax system among
federal and state governments, thereby contributing to the efficiency of the
national economy and reducing the costs of tax collection. Such control
will also facilitate the federal government’s pursuit of its redistributive
objectives through the tax system. On the other hand, the federal govern-
ment can undo some of the inefficiencies and inequities of decentralized
tax systems, particularly those arising from NFB differentials across states,
through its use of grants to the states.

THE OVERALL ROLES OF FEDERAL AND STATE GOVERNMENTS

These considerations of the benefits and costs of decentralization lead to a
general prescription of the sorts of responsibilities for which the federal
government might be best suited, those which should be left to the states
and their localities, and those which might be shared by the two levels of
government. We begin by outlining what general roles each level might
assume. Then, in the next subsection, we turn to a summary of what these
general roles imply for the assignment of more specific functions. Our
discussion concentrates on outlining the general responsibilities of the
federal government — that is, it considers the extent to which various roles
should be retained at the center, the presumption being that other tasks
should be decentralized. The logic of this approach is dictated by the
reasoning indicated previously where we argued that, in the absence of a
specific argument for centralization, decentralized responsibilities should
be the rule. This is the principle of subsidiarity.

The reader should again be reminded that some judgment is involved in
advocating a particular pattern of assignment of responsibilities to levels of
government. Our views will not be the same as those of other well-
informed observers. They depend upon a particular view of the role of
government in the economy, the importance of redistributive equity and
the policy instruments that might be used to attain it, and a general
presumption of the way governments are capable of operating to achieve
their objectives — assessments that must bear in mind the complexity of
collective decision making and the political pressures that exist. Among
economists who study fiscal federalism, our views would, we think, be
regarded as reasonable.
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At the most general level, the presumption we adopt is that the federal
government should assume responsibility for important national efficiency
objectives and national equity objectives. The former of these include the
efficient functioning of the internal common market, the provision of
national public goods, the internalization of spillovers within the federa-
tion, and relations with other nations. There are some caveats to this
general rule. In some instances, the achievement of these objectives could
be handled by interstate negotiation and agreement. An example might be
interstate agreements or codes of conduct concerning local government
regulations, such as procurement policies or fiscal policies that might
violate efficiency in the internal common market. Such agreements are
akin to international agreements like the World Trade Agreement, the
North American Free Trade Agreement, or aspects of the European Union.
Another example is that the states might share responsibility with the
federal government for achieving parts of some of these efficiency goals,
such as those concerning interstate spillovers.

Perhaps more controversial than its efficiency role is the role of the
federal government in pursuing national equity objectives, including the
definition of what these objectives are. It is controversial to the extent that
different observers might put different weights on equity as an objective
per se. The view we take is that to the extent that the pursuit of equity is
accepted to be a legitimate role of government, the federal government can
be assumed to be interested both in horizontal equity across the nation and
in vertical equity across income groups. As well, there may be other broad
equity objectives not easily captured by the notions of vertical and hori-
zontal equity, which may be taken to refer to equalizing ex post the out-
comes of the market economy. In the broader sense, national equity
objectives might be taken to include equality of opportunity, which
involves an ex ante notion of policy intervention. Social insurance objec-
tives and the removal of economic insecurity also constitute a concern for
equity. There may even be other equity objectives, such as those stressed by
Sen (1985), which include the role of the state in providing citizens with
the capacity to lead a rewarding and fulfilling life. These various equity
objectives — horizontal and vertical equity, equality of opportunity, eco-
nomic security — all have a national dimension to them and, in most
federations, fall at least partly in the domain of federal responsibility. That
does not preclude the states from having intrastate equity roles and even
sharing in the responsibility for achieving national equity objectives. State
involvement will be particularly relevant when some of the policy instru-
ments that are critical for national equity are in the hands of the states.
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How the sharing of responsibilities for national efficiency and equity
objectives might be implemented in a federal setting is a key issue for the
design of federal-state fiscal relations. Indeed, one of the main purposes of
those relations is to facilitate the achievement of national objectives in a
federation where significant fiscal responsibilities have been decentralized
to the states. We elaborate on what is entailed by these general roles in a bit
more detail in the following subsections, beginning with national equity.

The Federal Responsibility for Equity

The standard argument for assigning the federal government primary
responsibility for equity is that all persons ought to be treated the same
regardless of where they reside in the nation, and only the federal govern-
ment can assure that this occurs. It is analogous to the technical notion in
normative economics that all persons should “count” in the nation’s social
welfare function. Equivalently, it might be viewed as being a characteristic
feature or even right of citizenship in the nation, a type of “equal treat-
ment” convention. From the purely normative perspective, the equal treat-
ment notion could be carried to an extreme. Persons residing in different
regions would be given identical weight in society’s preference ordering. In
these circumstances, it would be natural to give the federal government
sole or overriding responsibility for redistributive equity. A further con-
sideration is that assigning equity to the federal government reduces the
opportunity for state governments to engage in self-defeating interjurisdic-
tional competition, which would prevent equity goals from being achieved
in a decentralized federation.

The fact that all persons enter society’s normative social welfare function
with equal weighting does not imply that all persons of a given type (e.g.,
income, wealth) would be treated identically in all regions. For example,
the efficiency costs of redistribution may be higher in one region than
another, say, because it may be more costly to provide services in that
region than in others. If there are such differential costs associated with
different regions, even if all persons are given identical weight in the
nation’s social welfare function, otherwise identical persons will not end
up being treated identically in terms of the fiscal benefits and costs that
they face. Costs must be traded off against benefits. Thus, even in a unitary
state, persons residing in different regions within the country will find
themselves receiving different packages of public services simply because
of differing costs of provision. The more substantive implications of the
equal treatment norm apply when such cost differences do not exist. In this
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case, while a unitary state may provide common levels of public services
and taxes throughout the nation, in a federation there may be violations of
the strict horizontal equity norm.

The case for redistribution policies being partly differentiated by states
can be based on at least three considerations, all of which draw on the
reasoning of positive public economics. First, if one accepts the notion that
ultimately redistributive equity implemented by actual collective choice
procedures should be based on the altruism of those who are better off, the
presumption of equal treatment for all persons regardless of where they
reside no longer necessarily applies. That is because altruism may be geo-
graphically based: well-off persons in a given state may feel more strongly
about supporting the less well-off in their own state than those in other
states. Given that, as well as the possibility that tastes for redistribution can
vary across states, the case for states assuming some responsibility for
redistribution can be made.

The second argument for states having a role in redistribution is simply
that it cannot be helped. The use of virtually any policy instrument given
to the states will have distributional effects, and the states must make
some distributional choice in deciding how to use it. A state role espe-
cially applies to the sorts of public services that one might like to see
decentralized on efficiency grounds. It seems inevitable that some joint
responsibility for equity will be the norm. Therefore, it would be infea-
sible to try and make redistribution the exclusive role of the federal
government.

The third argument for decentralizing responsibility for redistribution
to the states is based on the public choice notion that political processes
lead governments to pursue “too much” redistribution, at least according
to the viewer’s idea of how much redistribution is “enough.” So, for
example, if one adopts a strictly altruistic notion of redistribution and
believes that redistribution should be undertaken only to the extent that
it is justified by altruism (i.e., that redistribution must be “efficiency-
improving” in the sense of Hochman and Rodgers, 1969), it is quite
reasonable to assume that the political system would yield “too much”
redistribution, if only because of the preponderance of voters in lower-
income groups. In these circumstances, decentralizing redistributive
authority might be one way to constrain the amount of redistribution that
governments engage in, if we assume that interjurisdictional mobility is
sufficient to cause state governments to compete away at least some of
their tendencies to redistribute. The drawback to this argument is that it
might be difficult to prevent the federal government from redistributing,
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except by constraining its powers through constitutional strictures, and
there are few examples of that being done in practice."”

Thus, there are arguments supporting a redistributive role for both the
federal and the state governments. No clear-cut guidelines exist as to what
amount should be trusted to the federal government and what might be
given to the states. The view we take in this study is as follows. We
recognize that the states may have some interest in redistributive equity.
Moreover, given the amount of decentralization that we see as beneficial
on other grounds, the states will undoubtedly be given policy instruments
that enable them to undertake intrastate redistributive policies. At the
same time, we take the position that there are significant national equity
objectives for which the federal government should be responsible. Ulti-
mately, if the notion of citizenship in a nation is to mean anything, it must
include some degree of equal nationwide treatment from the point of view
of redistributive equity, where the latter includes the various notions of
equity mentioned previously — reduction of income-based inequality,
accessibility of social insurance programs, and equality of opportunity.
Thus, we take the view that decentralization should be accompanied by
the retention at the federal level of the capacity to pursue national equity
objectives. As we shall see, that implies not only retaining some instru-
ments at the center that are critical for interpersonal redistribution but also
being able to make interstate grants so that all states within the federation
have fiscal capacities to pursue their own intrastate redistributional poli-
cies that are reasonably comparable.

Efficiency of the Internal Common Market

Parallel to concerns about the equity of the national economy are concerns
about its efficiency. An important efficiency objective for the federation
will be to facilitate the free and nondistorted flow of private-sector goods,
services, capital, and labor within the common market of the federal
economy. It is reasonable to assume that the federal government has a
key role in ensuring this objective is pursued. The alternative is to turn
over the responsibility for maintaining efficiency in the internal common
market to the courts, or failing that, to rely on interstate agreements to
preclude states from engaging in policies that distort internal transactions.
The difficulty with the latter solution is that even if the states can come to a

!> Arguments for restraining governments by constitutional limits in contexts more general
than federal ones have been put by Brennan and Buchanan (1980).
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negotiated agreement governing their conduct with respect to internal
trade — and it is by no means obvious that an effective agreement can be
negotiated — that agreement must still be enforced. Either the courts or the
federal government itself must be relied on. Court enforcement of either a
legislated agreement or a constitutional prescription concerning internal
trade is bound to be problematic. It will inevitably involve the courts in
making decisions that are of an economic policy nature. For, in evaluating
restrictions on trade or discriminatory practice, there is always some judg-
ment involved as to whether the practice is justified from the point of view
of serving other social and economic objectives. For example, are local
environmental regulations that interfere with internal trade justified or
not? The same question arises with respect to labor regulations or product
safety rules. Because political judgment is inevitably involved as well as
national efficiency objectives, it seems unavoidable that the federal govern-
ment should take on some responsibility for the efficiency of the internal
common market, even in a highly decentralized federation. Decentralizing
responsibilities to state governments is likely to interfere with this objec-
tive. There will be a natural tension between the rights of the states to
undertake their policies as they see fit and the desire of the federal govern-
ment to see that they do not exercise those rights in ways that unduly
distort the workings of the internal common market.

Stating that efficiency in the internal economic union is a desirable
objective of the federal government is one thing. Applying that principle
is another. As we stressed earlier, the exercise of decentralized authority by
the states that allows them to pursue legitimate state economic objectives
cannot help but interfere with the efficiency of the internal economic
union to some extent. Thus, one cannot regard the absence of distortions
to mobility of goods, services, and factors of production to be an absolute
objective. For example, in an ideal Tiebout world, the sorting of house-
holds into communities best suited to their tastes necessarily involves
“barriers to mobility.” The difficulties in applying the principle of free
and undistorted interstate transactions are similar to the difficulties
encountered in international and free trade agreements or economic union
arrangements. Indeed, the problems are more difficult within a federation
because of the ability of persons to reside in the jurisdiction of their choice.
Nonetheless, looking at the details of such agreements might teach us some
lessons. For example, the principle of national treatment would presum-
ably be a minimal one to require states to conform to in designing their
policies. National treatment requires that any policies applied within a
jurisdiction must apply equally to all firms and individuals engaging in
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transactions within that jurisdiction, regardless of whether they are resi-
dent or not.

There will inevitably be trade-offs between the goal of efficiency of
markets in the federal economic union and policies designed to meet
the special tastes and needs of residents in each state. Thus, the federal
role in pursuing this goal must somehow be tempered by the benefit of
differentiated policies among regions. Here, as elsewhere, it would be
helpful to have an assignment of functions that is not weighted too much
in favor of federal intrusion on the one hand or state independence on the
other. Ideally, there should be some institutional features of the federation
that induce co-operative or partnership approaches between the levels of
government.

Not only is the objective of efficiency in the internal common market an
ambiguous goal, but the appropriate policy instruments for achieving it
are also not clear. As mentioned, the requirement that state policies be
nondistortionary and nondiscriminatory could be put into the constitu-
tion as a constraint on state laws, in which case it would be up to the courts
to decide on whether interference with the internal economic union was
justified in given cases. Because this would involve economic judgments, it
is not at all clear that the courts are best suited for it. If it is to be a respon-
sibility of the federal government, the way in which the latter should
exercise the responsibility is not clear either. The federal government
might be able to strike down or disallow state laws as in some federations,
though this might be regarded as too heavy-handed a policy instrument.
Or it might rely on the carrot of the spending power to provide an incen-
tive for states to avoid excessive distortions in the internal common mar-
ket. Our view is that this latter policy represents the most reasonable
mechanism for pursuing efficiency in the internal economic union. How
the federal government might be restrained from applying the spending
power too intrusively is an important but still open question.

The desire to preserve the internal common market suggests various
things about the assignment of regulatory powers. An important potential
source of distortionary government decision making involves the regula-
tory power. Governments commonly impose regulations in markets for
goods and services (e.g., as agriculture, transportation, and communica-
tions), in labor markets (e.g., professional licensing, union regulation,
workplace safety, employment equity rules), and in capital markets (e.g.,
bankruptcy provisions, insider trading rules, pension rules). In many
cases, these regulatory powers are used for protective purposes rather than
as a way of improving the efficiency or equity of the market economy.
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Decentralizing regulatory functions is almost certain to interfere with the
efficiency of the internal common market and, for that reason, should be
avoided to the extent that it is compatible with national customs. In
diverse federations, it is inevitable that state governments will want to have
some regulatory responsibility for safeguarding local culture, language,
religion, and so on. The difficulty is in ensuring that these are not used
in blatantly discriminatory and protective ways.

An aspect of efficiency in the internal common market involves macro-
economic policy, that is, policy for influencing the aggregate amount of
economic activity, the movement of broad economic aggregates such as
the money supply, the rate of inflation, the growth rate, and perhaps the
relative extents of economic activity occurring in different regions of the
country as a result of region-specific economic shocks. There is fairly
general agreement that macroeconomic policies should be the ultimate
responsibility of the federal government, though again state budgetary
policies must necessarily have an effect on macroeconomic outcomes.
The federal government should be responsible for the money supply and
for credit conditions on capital markets, to the extent that an open econ-
omy has such influence. On the fiscal policy side, for the federal govern-
ment to be effective requires some minimal amount of influence over tax
rates and levels, as well as over the incentive structure that can be used to
stimulate or retard economic activity. This outcome can best be achieved
by ensuring that the federal government retains a dominant role in the key
broad-based taxes in the economy. The federal government must also have
the ability to facilitate the shedding of risks that states may face, given the
possibility of shocks that can affect them selectively. There are many
vehicles for spreading risks through the entire economy. The national
tax-transfer system itself has the built-in ability to redistribute implicitly
across states. In addition, the part of the federal-state transfer system that
provides equalizing transfers can serve to insure state governments against
adverse shocks. Also of importance is the fact that adjustment to regional
shocks can be accommodated partly by factor flows between states. An
important consideration in designing the fiscal arrangements is to ensure
that the structure of federal-state grants does not preclude the reallocation
of labor and capital across states where they are efficient. This flexibility
will be particularly important where the shocks faced by states are of a
permanent rather than a transitory nature.

A much more problematic area of macroeconomic management con-
cerns the use of deficit finance and the ability to borrow, which is a general
issue about the role of government encompassing more than its relevance
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for the assignment of powers. Some might argue that governments ought
to face constitutional limits on their ability to borrow, mainly as a way to
preclude current governments from passing on debt to successor govern-
ments and to future generations. The limits might apply generally to
government budgets, or they might apply specifically to current expendi-
tures only. Borrowing could be used to finance capital expenditures, pro-
vided proper principles of amortization and depreciation were applied.
The limits could be applied on an annual basis or over longer (or shorter)
time periods. Full consideration of the debate on this issue is somewhat
outside the scope of our study. It involves such matters as: What precisely
are the constraints on borrowing (e.g., balanced budget annually, over the
business cycle, or borrowing within certain limits such as up to a specified
debt-to-GDP ratio)? What is included in borrowing (e.g., the accumula-
tion of public-sector liabilities through intergenerational transfers like
unfunded public pensions that appear on the current account, or off-
budget items such as social insurance schemes)? Who is to monitor and
control government borrowing (presumably the courts, but will it be
effective)? What if governments, given their legislative authority, simply
ignore such limits? What about borrowing as an instrument of fiscal policy
or of adjustment to exogenous shocks?

In other words, the concept of a limit to public-sector borrowing for the
nation as a whole is not an easy one to put into practice. If the limits are
defined simply by the issue of debt on capital markets, say, to finance
current government operations, there are accounting ways of getting
around the strictures. Moreover, defining the constraint by using formal
debt issue is itself a rather narrow concept that does not even approxi-
mately capture the net liabilities one government passes on to future gen-
erations. For example, these liabilities would include, on the negative side,
environmental degradation and the running down of natural resource
wealth and, on the positive side, advances in technological knowledge
and training of human capital. In the absence of a proper generational
accounting system to begin with, it makes little economic sense to con-
strain governments in one particular element of that accounting'® or to
impose such constraints by constitutional fiat rather than by the political
process. Given the latter, it is not obvious why legislation passed by one
government ought to bind future governments. Thus, a skeptical econo-
mist needs to be convinced that extralegislative constraints can or should
be imposed on the amount of borrowing that governments do.

¢ Pora summary of generational accounting, see Auerbach, Kotlikoff, and Leibfritz (1999).



102 Designing Fiscal Constitutions

In the context of federalism, the issues are somewhat more complicated.
What is at stake here is the ability of lower-level governments to borrow.
There are various arguments that may be advanced for why lower-level
governments ought to be constrained in their borrowing, or in their ability
to run deficits. The arguments depend on what one views as the purpose of
borrowing. On the one hand, it may be simply for macroeconomic pur-
poses, especially to enable the government to make adjustments over eco-
nomic cycles or to unexpected shocks. Some might argue that states (or
their municipalities) do not need to borrow for stabilization purposes or as
ways of adjusting to shocks because macroeconomic policy is best left to
the center. This argument is given added impetus to the extent that a
system of federal-state grants serves to insure states against adverse shocks.
Borrowing, especially that done over a longer time horizon, might also
serve as a way of making transfers across generations. Opponents of the use
of state borrowing for this purpose might argue that while the use of
intergenerational transfers is a legitimate policy instrument for pursuing
equity or intergenerational social insurance, the achievement of intergen-
erational equity is best assigned to the federal government. More generally,
states and their municipalities might be conceived of as financing their
expenditures by the “benefit principle” rather than the “ability-to-pay”
principle, even though this would run counter to the argument that some
intrastate redistribution is a legitimate state policy objective. But this argu-
ment cuts both ways. To the extent that state expenditure is for durable
goods (infrastructure) whose benefits accrue far into the future, the use of
debt financing would be required in order to approximate the benefit
principle. Some might argue for restricting state and local borrowing on
the basis of distrust that the power would be used irresponsibly. Of course,
such restrictions would contradict the very case in favor of decentraliza-
tion, which is that lower levels of government are more accountable in
delivering services to their residents.

Finally, two arguments based on political economy considerations merit
serious consideration. Indeed, they may well constitute the main reasons
for being cautious about state and local borrowing, or at least imposing
some restrictions on it. The first is that the mobility of households among
jurisdictions reduces the political constraints on the use of deficit financ-
ing.'” The argument is that households resident in one state or locality will
be more willing to agree to the deficit financing of current expenditures

'7 This argument has been put forward and analyzed in the context of a simple two-period
model by Bruce (1995).
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knowing that they can avoid the cost of repaying the debt so incurred by
moving to another location. The second argument is that, given that states
are to some extent financially subservient to the federal government (and
localities to state governments), they may behave according to the expect-
ation that they would be bailed out in the event of financial trouble or, less
drastically, that if they acquire large debt service costs, the federal govern-
ment will deem them to be more in need and thereby increase transfer
payments to them. This is referred to as the soft budget constraint prob-
lem.'® This argument is certainly convincing and is supported by the liter-
ature on time inconsistency, which stresses the difficulties a principal might
have abiding by its announced long-term policies, especially if the principal
is a government whose time horizon is limited by the requirement of short
terms in office. The federal government might announce to its states that it
will not bail out any state that gets into financial trouble in the future. But,
when the future comes and a state has in fact put itself into difficulty, the
federal government cannot avoid coming to its rescue. Moreover, states will
be able to predict that eventuality and exploit it by being less cautious than
they otherwise would be with their spending and borrowing.

If we assume that there may be an argument for restricting state and
local borrowing, the issue is then how this might be accomplished. States
might be precluded from borrowing at all, except for capital purposes. In
the case of the latter, they may need to obtain the permission of another
authority, be it the higher level of government or the electorate through a
referendum. Alternatively, they may be restricted to borrow from the
federal government, in which case the latter have more direct control over
the amount and use of the borrowing. In any case, the issue is not a clear-
cut one. Any monitoring or control role given to the federal government
over state borrowing will inevitably come into conflict with the process of
decentralization.

National Public Goods and Interjurisdictional Spillovers

The responsibility of the federal government for providing national public
goods and addressing interstate spillovers are perhaps the least disputable
sources of centralization of economic powers because they are based on
efficiency grounds, on which most observers would agree. However, these
responsibilities are also the least significant in terms of actual budgetary
importance.

'8 See Wildasin (1997).
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Even in these areas, there are a couple of things that make the federal
role ambiguous. The first is that because the benefits of public goods and
spillovers cannot be observed, there will be disagreement as to what the
level of public benefits from a given public good, if any, is, and whether the
political process resolves the issue appropriately. Some public choice the-
orists will argue that governments are bound to overprovide and be more
intrusive and will therefore want to restrict the list of national public goods
as much as possible.

The second is that some benefits of a national interest, including espe-
cially those which arise from internalizing interstate spillovers, can in
principle be addressed by interstate agreement. We have indicated earlier
some skepticism about the efficacy of relying on these agreements to deal
with interstate spillovers. Similar concerns would apply even more strongly
to providing national public goods where budgetary expenditures are
involved. Thus, our view is that a federal role is indispensable in these areas.

There are various ways in which the federal government may exercise its
jurisdiction so as to ensure that the benefits of national public goods and
interstate spillovers are properly accounted for. One way is by federal
government provision, which is the obvious solution for truly national
public goods such as defense, foreign affairs, the control of the money
supply, criminal law, and so on. However, there may be advantages from
an efficiency point of view to decentralizing to the states the provision of
public goods whose beneficiaries are mainly state residents but some of
whose benefits also transcend state borders. In this case, the federal gov-
ernment can still induce the states to take account of spillover benefits
without sacrificing the benefits of decentralization by providing grants to
the states in support of such expenditures, but with conditions attached.
The grants may be block grants with fairly general conditions setting out
national standards, or they may be more specific in their conditions. The
more detailed the accountability to the federal government that is
required, the less will the benefits of decentralization be realized. The
grants may also be of a matching nature in order to induce the states to
provide enough expenditure on such goods.

In some circumstances, federal financial intervention may not be neces-
sary. It may be sufficient for the federal government to impose regulations
on state government behavior, such as regulations that preclude state
decisions from interfering with the efficiency of the internal common
market. The problem with this alternative is that it too can detract from
the benefits of decentralization, one of which is to induce responsible and
unconstrained decision making by lower levels of government.
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Provision of Quasi-Private Goods and Services

A substantial proportion of government spending is on either quasi-
private goods or services provided on a virtually free basis. Examples
include education, health care, and local services. As mentioned previ-
ously, a strong case might be made for decentralizing the provision of
these goods and services to state governments on the grounds that this
will improve efficiency and accountability as well as the matching of local
preferences and needs. At the same time, the provision of these public
services may have implications for the efficiency of the common market
and for national equity.

For example, state provision may be inefficient because of interstate
competition in services designed to attract desirable residents. Also, there
may be spillover effects associated with the use of state public services of
this type. Residents of one state may be able to obtain the benefits of
services provided by neighboring states by temporary or permanent
movement between states. States may discount the benefits obtained
by nonresidents and provide too low a level. More generally, the effi-
ciency of the internal common market may be compromised if dif-
ferences in public service provision preclude the free movement of
resources among states.

As well as having possibly adverse effects on the efficiency of the
internal common market, quasi-private goods and services have effects
on national equity. As we have stressed earlier, many public services can
be seen as devices for achieving redistributive goals delivered through the
expenditure side of the public-sector budget. That is why, although they
are private, they are typically provided free to residents or with a nom-
inal user fee. The extent to which they serve as redistributive devices
depends upon the details of their design, such as how comprehensive
they are, their accessibility to the public, and what their eligibility
requirements are. Significant differences in these sorts of design features
may be viewed as violating national norms of equity. Moreover, these
differences might be a result of beggar-thy-neighbor competition among
the states.

Even though efficiency might dictate that quasi-private goods and
services be provided by the states, it may be desirable that the federal
government retain the ability to influence the way in which that author-
ity is exercised. To the extent that the federal government has an interest
in, and responsibility for, efficiency in the internal economic union and
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national equity, it will have an interest in seeing that the state provision
of public services conform to some general norms or national stand-
ards. For example, they may wish to ensure that conditions of port-
ability apply and that eligibility be the same for residents and
nonresidents. By the same token, a federal interest in redistributive
equity may entail, in addition to common portability and eligibility
conditions, some harmonization of the comprehensiveness and quality
of services as well as its accessibility. The latter might involve limita-
tions on the use of user charges imposed on residents for the use of such
services.

Given a federal interest in the general properties of state provision of
quasi-private goods and services, the issue then becomes how do they
best influence the states to abide by these features. The principles of
decentralization (or subsidiarity) would suggest that the states be given
as much independence as possible in designing, legislating and imple-
menting these programs. There are two potential ways in which the
federal government may be able to influence state provision. For one,
the federal government may have the legislative power to override state
laws that govern the provision of these goods and services, although that
would seem to be inconsistent with giving the states the independent
legislative responsibility for providing these goods, which is what argu-
ments in favor of decentralization might suggest. Moreover, the power
to override state legislation would be a rather heavy-handed means of
intervention, and one that would compromise the ability of the states
to design their programs in the most economical, accountable, and
responsive ways.

The alternative instrument for policy influence might be the spending
power, in this case the use of block conditional transfers. These would be
effective ways of encouraging the states to implement programs that satisfy
certain general conditions without directly interfering with the ultimate
legislative responsibility of the states. Of course, one would want to look
for ways of constraining the federal government from being too intrusive
in the use of the spending power, something for which ultimately the
political process may have to be responsible.

Tax Assignment and Harmonization

The general arguments in favor of decentralization apply with much
greater force on the expenditure side than on the tax side of the budget.
There are obvious administrative, collection and compliance economies



The Decentralization of Government Authority 107

from having a single large tax-collecting authority at the center. As
well, the centralization of tax policy facilitates the achievement of
national equity objectives by the federal government. Moreover, decen-
tralizing tax powers leads to inefficiencies in the internal common mar-
ket both because of the possible distortions imposed by state tax policies
on the allocation of resources across states and because of the fiscal
inefficiency that arises in a decentralized system when different states
have different tax capacities. These factors have implications for the
assignment of taxes to levels of government as well as for the role of
the federal government in coordinating tax policies of lower levels of
government.

In terms of tax assignment, the more “mobile” the base of a tax, the
stronger is the case for its being centrally controlled. Thus, taxes on capital
income and on stocks of movable capital should be assigned to the center.
For equity purposes, federal control over direct taxes is important because
these are the taxes best designed to address equity issues. Taxes that are
difficult to administer on a decentralized basis, such as value-added taxes,
are better retained at the center. And tax bases that are highly unevenly
distributed across states could be kept at the center to preclude wide
differences in fiscal capacity, unless equalizing federal-state transfers can
offset them. This set of principles still leaves plenty of scope for decentral-
izing revenue-raising responsibilities.

It should be emphasized that the advantages of centralizing tax collec-
tion and tax policies need not entail that certain taxes be assigned exclu-
sively to the federal government. There can be tax-sharing arrangements
that combine federal collection and administration as well as federal con-
trol of the tax structure with states responsible for setting their own rate
level alongside that of the federal government. Nonetheless, to ensure
effective federal control, the federal government must retain a sufficiently
large share of the tax room. Of course, tax sharing is quite different from
revenue sharing under which the federal government turns over a prede-
termined proportion of the revenues of a given tax base to the states.
Revenue sharing is emphatically not a method of decentralizing revenue
raising to the states. Under it, the federal government retains complete
control of tax policy. The states are passive recipients of a share of the
revenues. Revenue sharing is better viewed as a form of federal-state trans-
fers and will be dealt with as such later.

Despite the fact that there is considerable scope for the decentralization
of revenue-raising responsibilities, the fact still remains that on economic
grounds, the case for decentralizing expenditure responsibilities is likely to
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be greater.'” The upshot is likely to be a situation in which the revenue-
raising capacity of the federal government is greater than its expenditure
responsibilities, and vice versa for the states. That is, there will be a fiscal
gap, or vertical fiscal imbalance. This fiscal gap is not only a natural con-
sequence of the fact that the case for decentralization is stronger on the
expenditure side than on the tax side of the budget but also turns out to be
a desirable and useful feature of federal systems to the extent that federal-
state grants have a useful role to fulfill. That role is discussed later.

Transfers and Social Insurance

Along with the provision of public and quasi-private goods and services,
transfer payments compose the bulk of government expenditures (espe-
cially in industrialized countries). These can be transfers to persons, trans-
fers to businesses, or transfers to other levels of government. Some of these
transfers, especially those to persons, are for redistributive purposes in the
ordinary sense. Some are also for redistribution in the social insurance
sense, such as unemployment insurance, health insurance, and public
pensions. Others, such as those to businesses, are for industrial policy or
regional development purposes. Those to other levels of government typ-
ically go from higher to lower levels. They serve both to close the fiscal gap
and to accomplish the various objectives of intergovernmental transfers as
discussed in more detail later.

Several factors bear on the assignment of responsibility for transfers. In
the case of transfers to businesses, many economists would argue that they
should not be used in the first place, especially if they are discretionary.
But, given that they are used, they are likely to be more distortionary if
used at the state level than at the federal level. This is because the objective
of subsidies is typically to stimulate activity by firms, especially capital
investment. Although there may be some scope for increasing the total

' In the recent theoretical literature on fiscal federalism, there has emerged an argument
based on efficiency in favor of decentralizing revenue-raising capabilities (Boadway and
Keen, 1996; Dahlby, 1996). The argument is based on the observation that state taxes
impose a negative externality on federal tax revenues. For example, an increase in the
state tax rate on, say, consumption will reduce the tax base, thereby reducing the tax take
of the federal government. In other words, the marginal cost of public funds at the state
level as perceived by the state is less than its true value. The states will be induced to set
taxes too high, and the externality involved will be greater the smaller the share of state
taxes relative to that of the federal government. On these grounds, the greater the
responsibility given to the states for raising revenues, the less will be the size of the
externality.
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amount of business activity with subsidies, typically such activity is also
mobile across states. Thus, part of the effect of the subsidy may be to divert
activity from other states. In addition to distorting the efficiency of the
internal economic union, the effect of such subsidies is to some extent self-
defeating if used by all states at the same time. On the other hand, if capital
really is perfectly mobile internationally, subsidies in one jurisdiction will
not have any effect on neighboring jurisdictions and, in that sense, would
not distort the allocation of capital across jurisdictions. They would suc-
ceed in attracting capital from international capital markets and thereby
effectively end up subsidizing other immobile factors within the state juris-
diction, such as labor. In either case, one is left with an argument in favor of
retaining the power to use subsidies at the center rather than allowing them
to be used, or at least discouraging their use, by the states. This seems to be a
clear case where competitive federalism is disadvantageous. How such a
prescription might be put into effect is not clear. That is, it is not obvious
how states could be precluded from using their general revenues for sub-
sidizing firms to locate in their jurisdictions. Retaining the corporate tax at
the center would rule out subsidies being run through that system, but it
would not prevent state subsidy schemes that stand on their own. Some
general proscription against measures that distort the internal common
market would be necessary, either as part of the constitution of the nation
or as a negotiated intergovernmental agreement. But some means of
enforcing such an agreement is also necessary. This brings us back to the
options available for achieving national objectives in a decentralized
federation — a binding dispute settlement mechanism, enforcement by
the courts, or federal enforcement by the spending power. The use of the
spending power seems to be the most reliable among these options.

As for transfers to individuals, because most of them are for redistrib-
utive purposes, their assignment revolves around the extent to which the
federal government assumes primary responsibility for equity. From an
economic point of view, transfers are just negative direct taxes. One can
argue that transfers should be controlled by the same level of government
that controls direct taxes so that they can be integrated for equity purposes
and harmonized across the nation for efficiency purposes. The case for
integration at the central level is enhanced when one recognizes the several
types of transfers that may exist to address different dimensions of equity
or social insurance. There is an advantage of coordinating unemployment
insurance with the income tax system or pensions with payments to the
poor. Decentralizing transfers to the states will likely lead to inefficiencies
in the internal common market, fiscal inequities, and interjurisdictional
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beggar-thy-neighbor policies. On the other hand, some transfers must be
delivered by agencies of government because they must be targeted to
particular segments of the population and that requires monitoring on
the ground. Efficiency considerations might dictate that these be agencies
of the state governments rather than the federal government. In this case,
the federal government may have to find some means to ensure that the
delivery of these targeted transfers satisfies the norms of national equity.

All this is, of course, predicated on wanting the federal government to
have a dominant role in redistribution. This is a view to which we tend to
subscribe. It is also one that seems to reflect the realities of many federations.

To summarize, the role of the federal government relative to state gov-
ernments is governed by the national interest involved in providing
national public goods and services, maintaining the efficiency of the inter-
nal common market, and pursuing redistributive equity nationwide. The
importance of the latter determines to a great extent the degree of central-
ization of the federation. Equity objectives influence the role that the
federal government should assume in the direct tax system and the system
of transfers. They also have a bearing on the federal government’s interest
in the provision of quasi-private goods and services, many of which serve a
redistributive function. And the federal government’s interest in equity
affects its use of the federal-state transfer system to influence the way in
which state governments behave and to redistribute resources among
states in an equalizing manner. In other words, the extent of the role of
the federal government is largely determined by its interest or lack of
interest in redistributive matters.

FEATURES OF THE OPTIMAL ASSIGNMENT
OF RESPONSIBILITIES

We have stressed that the search for an ideal assignment of economic
functions to different levels of government is bound to be in vain. Different
persons are likely to come to different judgments about such things as the
way in which governments behave, the importance of competition among
governments, the empirical effects of government policies on the alloca-
tion of resources, and the importance of equity as an objective of govern-
ment. Nonetheless, on the basis of the preceding discussion of the
advantages of centralization versus decentralization, certain broad pre-
scriptions might be made about which functions should be decentralized.
We outline here a view of the assignment of powers that we think would
obtain the consensus of a spectrum of economists despite the judgments
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involved. It is presented in broad terms and serves as a context for the
more detailed discussions of various policy areas in subsequent chapters.

General Principles

In general terms, the federal government should be largely responsible for
stabilization policies, for addressing national redistributive equity objec-
tives, for ensuring the optimal provision of public goods and services
whose benefits transcend borders, and for the maintenance of an efficient
and smoothly functioning internal common market in goods and services,
labor and capital. The equity objective includes both horizontal and ver-
tical equity and encompasses not only the redistribution of incomes but
also social insurance and equality-of-opportunity objectives. Economic
responsibilities should be decentralized to the states to the greatest extent
possible consistent with these national economic objectives. The states
should be responsible for the provision of goods and services of a local
or state nature, that is, those whose beneficiaries are mainly within state
borders. They might also share some responsibility for redistribution with
the federal government. The reason for this is partly because states might
have state-specific preferences for redistribution to their own needy, and
those views may differ across jurisdictions, but also because many of the
fiscal actions of the states will have unavoidable effects on equity, especially
those arising from their expenditures. Moreover, many of the policy
instruments decentralized to the state governments will be important ones
for achieving equity and social objectives.

Expenditure Assignment

From these general principles follows a preferred assignment of expendi-
ture responsibilities. The states would be responsible for the delivery of
public services that are of a quasi-private nature, such as health care and
insurance, education in all forms (including perhaps postsecondary and
manpower training), welfare services, family and child support services,
state transportation and communication services, local utilities and
municipal services, and resource management (including local land man-
agement and environmental issues). The federal government, on the other
hand, would be responsible for expenditures of a clearly national nature,
including defense, foreign affairs, international trade, immigration, and
the legal system. For stabilization purposes, the federal government should
assume responsibility for the central bank and the currency. Transfers to
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individuals could be centralized to the extent that they are delivered
through the tax system or are based on general criteria that are easy to
observe (e.g., family size, age). On the other hand, if the transfers require
detailed administrative oversight and monitoring, delivery might be more
efficient at the state or local level. Following these principles would result
in an assignment of expenditure responsibilities for goods and services
provided through a public sector that is relatively decentralized.

At the same time, the federal government maintains an interest in the
way in which the states exercise their expenditure responsibilities. For
example, there are consequences for national efficiency and equity from
the way the states design their expenditure programs. In the case of edu-
cation, equity objectives may imply that equal opportunity and accessibil-
ity are important objectives. Efficiency might suggest some harmonization
of curriculum standards and portability from one state to another. Similar
arguments can be made to favor accessibility and portability of health care
as well as a more or less comprehensive definition of the types of services
covered by public health care expenditures. These objectives can be
achieved, while maintaining the integrity of state delivery, by federal inter-
vention in the form of conditional grants to the states; that is, by what we
have called the spending power. If the spending power is used wisely, the
benefits of decentralized decision making and delivery can be achieved
alongside the harmonization of state expenditure programs to ensure that
national equity and efficiency objectives are met. The spending power must
be exercised in a way that is not too obtrusive and overbearing with respect
to state decision makers, which requires only a minimal amount of
accountability. In the absence of the spending power, complete decentral-
ization of the provision of public goods and services to the state level could
lead to wasteful expenditure competition and to substandard levels of
efficiency and equity.

Regulatory Functions

To ensure a smoothly functioning internal common market, responsibility
for regulatory functions that have effects crossing state borders should
reside with the federal government. These functions include the regulation
of international and interstate trade in goods and services (including such
things as agriculture, communications, and transportation), environmen-
tal and resource use issues involving more than one state, and capital
markets. The assignment of labor market regulation, including professio-
nal and trade licensing and employment practices, should also be at the



The Decentralization of Government Authority 113

federal level to maintain undistorted labor mobility in the internal com-
mon market.

At the same time, given that labor market circumstances differ from
state to state, there might be some role for state participation in the
regulation of these markets, provided that such regulation is not used in
a discriminatory or distortionary way. On the other hand, the case for
assigning to the federal government any role that may exist in regulating
markets for capital, goods, and services is strong. In contrast to the case of
public-sector expenditures, the assignment of regulatory responsibilities
would thus be quite centralized.

It may be that the most effective way to exercise these regulatory respon-
sibilities is through quasi-independent regulatory bodies, which may well
have state representation. Even so, the federal government must maintain
effective responsibility even if it chooses to exercise it using such bodies. By
the same token, for some types of expenditures it may be sensible to form
special-purpose bodies whose role is to deliver a particular type of public
service. This choice may be appropriate for public services whose optimal
delivery level is between existing levels of government, or those for which
user fees or benefit taxes are the appropriate mode of financing. Examples
of such bodies include local school boards, conservation or environmental
authorities, local utilities, and transportation or communications bodies.
They may be given varying degrees of autonomy when it comes to raising
revenues and delivering services, and they may have varying degrees of
political accountability. Also, they might represent a means of decentral-
izing economic decision making without decentralizing political authority
and inducing political instability. The point is that one need not necessa-
rily feel bound by the existing set of political jurisdictions.

Revenue-Raising Responsibilities

The assignment of revenue-raising responsibilities can be determined
somewhat independently of the assignment of expenditure responsibilities,
though accountability arguments can be used to limit that independence.
The income tax system should be under the control of the federal govern-
ment, although there is no reason why the states could not co-occupy the
field preferably in a harmonized relationship. Federal dominance of the
field assists in the fulfillment of the objectives of national equity because
the income tax is one of the main instruments that can be used for redis-
tributive purposes. Federal control of the income tax also serves to ensure
that it will be harmonized across the nation so that administrative and
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compliance costs are minimized and resource allocations across states are
not distorted by state tax provisions. It might also assist in the manage-
ment of macroeconomic policy objectives.

Other direct taxes often used include capital taxes; taxes on wealth and
wealth transfers (including bequests and inheritances); and resource, real-
property, and payroll taxes. A strong case can be made for ensuring central
control of the first two of these. Mobility considerations are paramount in
the case of capital taxes and taxes on wealth, inheritances, and bequests.
State taxation of capital either will be ineffective because of tax competi-
tion among states or will lead to distortions in the allocation of capital.
Similarly, states are likely to compete away taxes on wealth, inheritances,
and bequests, thereby reducing their effectiveness.

Resource taxes are an interesting case because arguments can be made
for both centralization and decentralization. The problem with decentral-
izing them is obviously not one of mobility of the tax base but of the fact
that resources tend to be distributed highly unevenly among states. From
an equity point of view, one can argue that property rights to the bounty of
natural resource endowments ought to rest with the national government
to be shared among all citizens. Giving the states the right to tax resource
rents leads to differential NFBs across states with the resultant fiscal inef-
ficiencies and inequities that we have discussed earlier. Thus, a case can be
made for federal assignment of the collection of rents for those resources
which are of significant size and which are unevenly distributed among
states. Common examples include oil and gas properties and significant
mineral deposits.

At the same time, a case can be made for retaining state control over the
collection of production taxes or royalties for other types of resources.
Those of lesser importance such as small mines and quarries might be good
sources of revenues for the states. The same might be said for timber
properties. In the case of resource revenues, an additional consideration
arises and that is the role of the government in managing, developing
(including providing infrastructure), and conserving the resource. These
are often functions whose primary benefits accrue to state residents. To the
extent that state tax and royalty systems are useful for these regulatory
purposes, decentralizing responsibility for them would be a good thing. If
needed, the federal government could always provide general incentives
for good resource usage by its spending power or its regulatory power,
though it is not obvious that the federal government is in a better position
to set such standards than the states themselves (unless there are cross-
border issues involved in managing the resources).
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The upshot is that resource tax assignment must be considered on a
case-by-case basis. Because resources are immobile, resource revenues are
good candidates for state taxation. Centralization becomes more impor-
tant the more significant the value of the resource and the more unequally
it is distributed among states. Even if states assume responsibility for
resource taxation, there is still the option open to the federal government
to correct for unequal distributions by equalizing grants to the states.

The fourth of these direct taxes, the real-property tax, is generally taken
to be an ideal tax to assign to lower levels of government, especially
municipal governments, given their immobile nature. The states can serve
a coordinating and administrative function by assisting in the property
evaluation process and even acting as a tax collector. At the same time, they
can insure that different municipalities within their jurisdictions that have
different property tax capacities can nonetheless provide comparable levels
of services to their citizens. That is, the states can eliminate NFB differences
within their borders just like the federal government can across states.
However, for fiscal accountability purposes, it is important that local
jurisdictions be able to set their own tax rates.

Finally among the direct taxes, it could be suggested that the federal
government could have access to payroll taxes as well, because they are
complementary with income taxes. On the other hand, because these are
not important instruments for equity, there is no reason for federal dom-
inance in the field. In fact, payroll taxes would make an excellent source of
revenue raising for the state governments. They are typically single rate
taxes applied on labor income only. As long as the rate difference is not too
great across states, they are likely to cause little inefficiency because labor is
much less mobile than capital. Payroll taxes are often used as earmarked
sources of finance for social security programs. However, there is no
reason not to use them as general revenue sources. On the contrary, their
use as general taxes makes a great deal of sense in a developing-country
context because of their relative ease of administration and broad base.

In the case of indirect taxes, the argument for central control is less
compelling than it is for the case of direct taxes. To the extent that the
decentralization of revenue-raising capacity is desired, indirect taxes are
good candidates to be assigned to the states. In fact, the design of the
indirect tax system itself depends on the extent of decentralization of taxes
to the states. If the general sales tax is to be assigned exclusively to the
states, it may be very difficult to administer on a multistage basis, such as a
value-added tax (VAT). The system of crediting under a VAT would
require that cross-border transactions be accounted for in order to be able
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to credit taxes paid on earlier stages of sales that cross state borders. With
the possibility of differential state tax rates and different sets of exemptions,
such an accounting becomes a difficult task. This means that decentral-
ization of general sales taxation to the states may call for a set of single-stage
retail sales taxes in each state. The benefits of a VAT in terms of admin-
istrative and economic efficiency would be lost. The base used by states
would inevitably be narrower than is optimal, and the well-known prob-
lems of evasion and the inability to exempt taxes on capital purchases and
exports completely would persist. More generally, the states would likely be
forced to adopt consumption rather than income as a base for the tax
(which may not be a drawback). Also, the ability to enforce the destination
basis would be limited by the possibility of cross-border shopping among
states, especially because in a federation there are no border controls.

The converse of this applies as well. If the general sales tax is centralized to
the federal government, it could use a VAT and reap all its advantages. The
simplest system would be one in which the states did not participate in the
system in a way that gives them some discretion over their own rates and
base. The system would be a uniform one with a common base and rate
structure and a single tax-collecting authority. This would not preclude a
form of revenue sharing for the proceeds of the tax, either on the basis of
where the revenues were raised or on some other basis. Nor would it pre-
clude some form of joint determination of the base and rates by the federal
and state governments. However, this has the substantial disadvantage that
the states have no discretion over their own revenue-raising authority.

An alternative is a VAT system in which the federal government sets the
base as well as the list of exempt and zero-rated goods, but in which states
can set their own individual rates. (If goods are exempt, they are not taxed
on sale, and they are not eligible for tax credits for taxes paid on their
inputs. If goods are zero-rated, they are not taxed on sale, but they are
eligible for a credit on taxes paid on inputs.) As long as there is a single tax-
collecting authority, such a system seems to be feasible albeit at some extra
administrative cost. As we discuss further in Chapter 6, the additional
administrative costs arise mainly from the tax treatment of interstate sales.
Briefly, the problem is that under a standard credit-invoice VAT system,
sales by a producer in one state to a producer in another would be taxed by
the seller in one state and would be subject to an input tax credit for the
buyer in another state. With state-level sales taxes, this would generally
give rise to some net tax transfers among states. As well, if tax rates differed
over states, there would be extra compliance costs for the firms, and,
auditing by the tax-collecting agency would be complicated. Some of these
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problems can be avoided by revising the form of the VAT. One option is to
adopt what is referred to as the deferred-payment method. Under this
system, products exported to firms in another state would be zero-rated
in the state of origin, so such sales would be purged of all state taxes.
(Federal VAT would still apply.) When imported, no tax in the importing
state is initially paid, unlike with a standard destination tax. However,
when the importing firm sells products that have used the import as an
input, the sale bears the full tax and receives no input tax credit. Thus, it is
brought fully into the tax net of the importing state. Such a system has
been shown to be feasible in Canada, albeit a country with a well-developed
tax-collecting authority. Its application in a developing-country context
may be more difficult. In any case, its feasibility in either context seems to
depend for its effective administration on there being a federal VAT along-
side the state one, as well as a single tax-collecting authority.”’

Ultimately, the assignment of the general sales tax boils down to how
much tax room the federal government should have relative to the states.
The more decentralized the expenditure responsibilities to the states are
and the more it is desired to decentralize some tax authority to them, the
more beneficial it would be to decentralize sales taxes to them provided it
can be done in an administratively feasible way. Of course, it is possible
that separate federal and state sales taxes exist side by side in the same tax
system.”’ The main point is that it is more important that the federal
government have control of the income tax than of the sales tax.

Selective excises, such as those on tobacco, alcohol, fuel, entertainment,
and communications, could readily be decentralized to the states, or co-
occupied by both levels of government. The main efficiency issue concerns
the possibility of cross-border shopping. In practice, this policy would
restrict the ability of state governments to set widely differing rates. State
excise taxes can also give rise to NFB differences to the extent that different
states have different tax capacities for these taxes. If so, fiscal inequity will
result, which the federal government will need to address with its grant
structure.

20 The case for a deferred-payment system has been made by Bird and Gendron (1998).
They have argued that operating a VAT in a federal context is feasible and use the
example of Quebec within the Canadian federation. However, Quebec is still the only
province in Canada to operate its own VAT alongside the federal government. They have
extended the argument to a developing-country context in Bird and Gendron (2001).
It should be noted that if the states operate indirect taxes on a destination basis, including
either general sales taxes or specific excise taxes, these taxes should be collected at the
border on imports from other countries. Presumably this is the task of the federal
government.

21
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Overall, the states could occupy the indirect taxes fields (both general
sales taxes and selective excises) and could have some access to direct taxes
on residents (personal income and payroll taxes) jointly with the federal
government. The states could also levy general payroll taxes. The federal
government would be responsible for income taxes, major resource taxes,
and taxes on capital income or wealth, with the exception of the property
taxes. Wealth transfer taxes would also be centralized. Among these alter-
natives, virtually any realistic degree of decentralization of tax capacity to
the states is possible and could be achieved by a combination of assign-
ment of types of taxes and some tax sharing. User fees might also be a
source of revenues. mainly for the state governments and their municipal-
ities because the sorts of public services that are conducive to allocation by
pricing are likely to be decentralized.

The issue of access of state and local governments to debt financing
remains an open one. In a country with a highly developed political system
and experienced and responsible lower-level governments that are finan-
cially independent of the federal government, the use of debt finance might
simply be viewed as something for the state or local government to decide
on, albeit constrained by capital market institutions. However, where
lower-level governments are dependent on the federal government or have
not developed the administrative capability for managing debt responsibly,
some constraints might be placed on their ability to borrow. The danger is
that whatever constraints are imposed, they will serve to undermine decen-
tralized decision making and to retard the development of the capacity to
behave responsibly. The ability to draw on debt finance is something that
must be decided on an individual-country basis.

Despite the fact that it is feasible to transfer as much tax room to the
states as one wishes, from an economic point of view it would also be
desirable for tax rates to be such that the federal government collects more
tax revenues than it needs for its own expenditure purposes. This imbal-
ance is partly a consequence of the fact that the desired amount of central-
ization of taxes exceeds that of expenditures. For example, the federal
government needs a large enough presence in the tax field to be able to
pursue effective fiscal policy. We have also argued that the federal govern-
ment should maintain enough dominance in direct taxes to be able to
achieve tax harmonization and national equity goals. An excess of federal
tax collections over expenditure responsibilities also allows for transfers of
funds from the federal government to the states. These transfers have their
own independent role in a federal economy with decentralized fiscal
responsibilities, as we discuss in a later chapter.
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APPENDIX TO CHAPTER 2

The Impact of Decentralization on Service Delivery and Economic
Growth: A Synthesis of Empirical Evidence

Decentralized public governance continues to invite controversy and
debate. Proponents of decentralization consider it a panacea for reforming
the public sector in developing countries (Shah, 1996a, 1998a, 1998d,
2003, 2004a), whereas opponents consider it as a road to wreck and ruin
(Tanzi, 1996). These disagreements primarily arise from perspectives on
the potential impact of such policies in the institutional environment of
developing countries. This annex provides a synthesis of the empirical
literature on the impact of decentralization on service delivery and eco-
nomic growth to inform this debate. The impact of decentralization on
macromanagement and controlling corruption is covered in subsequent
chapters.

Impact of Decentralization on Service Delivery

Recent studies have explored the impact of decentralization in various
countries. In the following paragraphs, we have grouped these studies by
their results - positive, negative, and inconclusive.

Positive Impacts. Alderman (1998 found that decentralization had a
positive impact on targeting of social assistance in Albania. Bardhan and
Mookherjee (2003) similarly found that decentralized management
advanced poverty alleviation goals in West Bengal, India. The same results
were confirmed by Galasso and Ravallion (2001) for Bangladesh. Eskeland
and Filmer (2002) using cross-section data from Argentine schools found
that decentralization of education led to improvement in school achieve-
ment scores. Faguet (2001) also found that decentralization in Bolivia
helped improve consistency of public services with local preferences and
quality and access to social services. Foster and Rosenzweig (2002) found
that in India democratic decentralization led to improved allocation for
pro-poor local services. Santos (1998) discovered the same effect in Porto
Alegre, Brazil, with participatory budgeting. Isham and Kidhkonen (1999)
observed improvements in water services in Central Java, Indonesia, with
local community management. King and Ozler (1998) observed that
decentralized management of schools led to improvement in achievement
scores in Nicaragua. Estache and Sinha (1995) using data on a cross section
of industrial and developing countries found that decentralization leads to
increased spending on public infrastructure. Huther and Shah (1998) and
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Enikolopov and Zhuravskaya (2003) using cross-section and time series
data for a large number of countries found that decentralization contrib-
uted to improved delivery of public goods provision. A joint study by the
World Bank, Asian Development Bank, and the U.K. Department for
International Development (World Bank, 2004b), utilizing survey data
for six districts and twelve tehsil municipal administrations on the
impact of 2001 local devolution in Pakistan, found that service delivery
access for health and education uniformly improved in all sample areas
whereas water and sanitation services showed improvements only in a few
areas. Faguet and Sanchez (2006) carried out a comparative study of the
impact of decentralization on educational outcomes in Bolivia and
Colombia. They found that in Bolivia decentralization made government
more responsive by redirecting public investment to areas of greatest
need. In Colombia, decentralization of education financing improved
enrollment rates in public schools. In both countries, investment shifted
from infrastructure to primary social services. In both cases, smaller,
poorer, more rural municipalities proved to be catalysts for improving
educational outcomes.

Negative Impacts. Ravallion (1998) found that in Argentina poorer
provinces were less successful in benefiting their poor areas and decentral-
ization generated substantial inequality in public spending in poor areas.
Azfar and Livingston (2002) did not find any positive impacts of decentral-
ization on efficiency and equity of local public service provision in
Uganda. West and Wong (1995) found that in rural China, decentraliza-
tion resulted in lower levels of public services in poorer regions. A study of
health services by the local governments in the Nigerian states of Lago and
Kogi showed inefficient service delivery performance (Khemani, 2004).

Inconclusive Impacts. Several studies observed mixed or inconclusive
impacts of decentralization. Azfar et al. (2000a, 2000b) concluded for
the Philippines and Uganda that, while local governments do appear to
be aware of local preferences, their response is often inadequate as they are
hamstrung by procedural, financing, and governance constraints. Khale-
ghian (2003) using data for 140 countries found that, while decentralization
improved the coverage of immunization in low-income countries, oppo-
site results were obtained for middle-income countries. Winkler and
Rounds (1996) reviewed Chile’s experience with education decentraliza-
tion and concluded that it resulted in improvement in efficiency of pro-
vision but also experienced decline in scores on cognitive tests. Elhiraika
(2007), using provincial-level data for South Africa, found an inconclusive
impact on service delivery of limited fiscal decentralization to provinces.
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The Impact of Decentralization on Economic Growth

Several studies found a positive impact of decentralization on growth. Akai
and Sakata (2002), using state-level data for the United States, concluded
that fiscal decentralization contributed positively to U.S. growth. These
results are further confirmed by Akai, Skata, and Ma (2003). Lin and Liu
(2000) found that fiscal decentralization had a positive impact on
China’s growth. Thiessen (2000) found a positive and direct relationship
between decentralization and growth for panels of high-income, Western
European, and middle-income countries. Zhang and Zou (1997) found
the same for regional growth in India. Martinez-Vazquez and McNab
(2005), on the basis of international cross-section and time series data,
found a positive impact of fiscal decentralization on economic growth
through its direct positive influence on macroeconomic stability. Stansel
(2005), using data for 314 metropolitan areas in the United States, found
a negative relationship between the central-city share of metro area pop-
ulation and economic growth and a positive relationship between the
number of municipalities per 100,000 residents and the number of coun-
ties per 100,000 residents and economic growth. Those findings provide
support for the hypothesis that decentralization enhances economic
growth. Atsushi (2005), using data for fifty-one countries, found a pos-
itive impact of fiscal decentralization on economic growth. Bodman and
Ford (2006), on the basis of panel data for OECD countries, found a
positive relationship between fiscal decentralization and physical and
human capital accumulation. Akai, Nishimura, and Sakata (2007) exam-
ined the relationship between fiscal decentralization and economic
growth by using state-level cross-section data for the United States,
using a panel data set of the fifty states over the period of 1992-1997.
They found that the relationship between fiscal decentralization and
economic growth is not linear, so that the economic growth implication
of fiscal decentralization depends on the structure of complementarity.
Their analysis shows that the optimal degree of fiscal decentralization
conducive to economic growth is higher than the average of the data
in some cases, and hence further decentralization is recommended for
economic growth.

Several other studies found that the impact of decentralization on
growth is either negative or inconclusive. Davoodi and Zou (1998) and
Xie, Zou, and Davoodi (1999), using various data sets for the developing
countries, developed countries, and time series data of the United States,
discovered that decentralization was associated with slower growth. Zhang
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and Zou (1998) found that fiscal decentralization in China contributed to
lower provincial growth. Rodriguez-Pose and Bwire (2003) found a neg-
ative impact of decentralization on economic growth for Mexico and the
United States but no impact for Germany, India, Italy, and Spain. Phillips
and Woller (1997) and Martinez-Vazquez and McNab (2003) could not
find a statistically significant relationship between fiscal decentralization
and economic growth. Thornton (2007), on the basis of a sample of nine-
teen OECD countries, found that the impact of decentralization on eco-
nomic growth was insignificant. According to Davoodi and Zou (1998)
and Zhang and Zou (1998), the negative association between fiscal
decentralization and economic growth may indicate that in practice local
governments may not be responsive to local citizens’ preferences and
needs — for example, when local officials are not elected by local citizens
and when local citizens may be too poor to “vote with their feet.” For the
case of China, the central government is constantly constrained by the
limited resources for public investment in national priorities, such as
highways, railways, power stations, telecommunications, and energy. Such
key infrastructure projects may have a far more significant impact on
growth across Chinese provinces than their counterparts in each pro-
vince. This finding has some implications for other developing countries
and transitional economies. The merits of fiscal decentralization have
to be measured relative to existing revenue and expenditure assignments
and the stage of economic development. The central government may
be in a much better position to undertake public investment with nation-
wide externalities in the early stage of economic development. More
important, if local shares in total fiscal revenue and expenditure are
already high, further decentralization may result in slower overall eco-
nomic growth.

Conclusions

Decentralization whereby local governments are empowered to make all
policy and program decisions on behalf of their resident-voters represents
a complex system of political, administrative, and fiscal autonomy and
associated accountability mechanisms to ensure responsiveness and
accountability to voters. In theory, such a system is expected to have
positive impacts on the efficiency and equity of public service provision
and provide an enabling environment to foster economic growth. In prac-
tice, these outcomes depend on the existing institutional arrangements
(including power relations) and the coherence of decentralization policies
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to create the proper incentive environment for bottom-up accountability.
The complexity of the system explains the myriad outcomes that we see in
practice. Nevertheless, the empirical evidence presented here is broadly
supportive of a positive influence of decentralization policies on service
delivery and economic growth.



THREE

Expenditure Assignment

THE CASE FOR DECENTRALIZATION

In Chapter 2, we outlined the general principles of expenditure assignment
and discussed in general terms the kinds of responsibilities that could be
decentralized to the states. In this chapter, we consider expenditure assign-
ment in more detail. The application of the general principles to specific
types of expenditure functions is discussed, as well as some additional
problems that arise in coordinating state provision of expenditure pro-
grams with national objectives.

It might be worth briefly recalling and summarizing the key arguments
for decentralization of expenditures to put the following discussion into
context. The following arguments constitute the case for decentralizing
expenditure responsibilities. These have also been briefly discussed in ear-
lier chapters.

Catering to Regional Preferences and Needs

The classic argument for decentralization (Oates, 1972) is that different
states have different demands for types and levels of public goods and
services. This variation may simply come from personal preferences of
the residents themselves, perhaps arising from cultural differences or other
sources of heterogeneity across states. Or it may come from more objective
factors such as geographic differences (e.g., terrain, population density),
demographic differences (age structure of the population), or relative price
or cost differences. The presumption of the Oates decentralization theo-
rem is that central provisions will tend to be uniform, so that efficiency
could be improved if regional communities were allowed to provide their
own local public goods and services to cater to local preferences and needs.

124
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The famous model set forth by Tiebout (1956), written in the context of
local communities rather than states comprising several communities, had
gone one step further and argued that the makeup of communities them-
selves was endogenous and that decentralized decision making would facil-
itate the formation of optimal mixes of communities. The natural tendency
for persons with similar preferences to congregate together would induce
local governments, acting competitively, to provide efficient levels of public
goods and services for their residents. While there is a grain of truth in the
Tiebout view of competing local economies, the literal acceptance of the
Tiebout hypothesis has been largely discredited. For one thing, mobility
among communities is nowhere near the magnitude required to generate
optimal communities, with the possible exception of intracity mobility.
Even if mobility of households might be high, it is mitigated by the irre-
versibility of local capital and infrastructure. Indeed, the partial irreversi-
bility of labor mobility itself poses difficult conceptual problems. If one
takes the migration decision to be a long-run irreversible one, and govern-
ments can make budgetary decisions on a recurring basis, the Tiebout
model and its consequences for optimal community formation break
down." The Tiebout model is too simplistic and one-dimensional. It turns
out to be fairly simple to formulate Tiebout-type models in which either
equilibrium does not exist (households would always want to move else-
where) or, if it does, it would be inefficient or unstable (Bewley, 1981).
Indeed, the existence of zoning laws is evidence that, in the context of cities,
unfettered mobility of households and firms is not likely to result in accept-
able outcomes. More generally, it is not clear that the Tiebout model of
homogeneous communities is relevant for analyzing entities consisting of
regions or states as opposed to communities. States necessarily serve a
collection of communities. Even if mobility entailed the gathering of house-
holds into homogeneous communities, states would consist of a diversity of
such communities. The literature has not formally addressed the implica-
tions of this for state-level decision making, except to say that public expen-
ditures of purely local scope should be decentralized to the community level.

Nonetheless, the main message of the Tiebout model is a powerful one.
In the face of heterogeneous communities, decentralized decision makers,
constrained by the need to cater to potentially mobile households and
firms, will strive to provide the best mix of public goods and services for

' In the extreme case where labor mobility is fully irreversible, and where households

anticipate future local government behavior, households have an incentive to agglomer-
ate in a small number of excessively large jurisdictions. This is analyzed in Mitsui and
Sato (2001).
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their residents that they can. Against this message must be set a number of
considerations.

2

1. Local public goods and services. The message of the Tiebout model is
really meant to apply only to public goods and services that serve
local community residents. Because many important public pro-
grams that are candidates for decentralization to the states have
benefits that are further flung than that, spillover effects will occur
that will limit the efficiency of decentralizing decision making from
the central government to the states. This constitutes the case for
intermediate levels of subnational governments, like states.’

2. Efficiency in the internal economic union. Catering to regional prefer-
ences can conflict with the efficiency of the internal economic union.
Different communities may have different preferences concerning
environmental degradation, product safety, cultural and language pro-
tection, labor standards, and so on. These preferences might lead to
policies that interfere with the free flow of products and factors across
borders. As in the international sphere, some compromise must be
made between the efficiency of the federal common market and the
right to regulate local markets to achieve noneconomic objectives.

3. Mobility considerations. The extent of mobility may differ across dif-
ferent types of households or firms, in which case the most mobile
command the most preferential policies. Thus, if low-income house-
holds are mobile, state redistribution policies may be suboptimal. If
some firms are more footloose than others, fiscal policies will be
adopted that favor them.

4. Redistributive issues. Profound issues arise with respect to the redis-
tributive dimension of state fiscal programs. The residents of differ-
ent states may have different preferences for redistribution, not only
relative to each other but also relative to the federal government. An
unavoidable conflict arises as to which level of government’s prefer-
ences will prevail. The resolution of this conflict necessarily involves

The seminal article on this is Breton (1965) who viewed the assignment problem as one of
assigning functions to communities whose scope corresponded with the extent of bene-
fits of the public goods being provided. As he pointed out, a perfect correspondence
would be impossible, so that spillovers would be a necessary feature of multilevel govern-
ments. His analysis, like much of the earlier federalism literature, portrayed governments
as providing mainly public goods, albeit ones that might be limited in geographic scope.
As we emphasized in Chapter 1, public goods comprise but a fraction of actual govern-
ment programs. Public services (quasi-private public goods) and transfers form the bulk
of government expenditures.
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a compromise, perhaps the most important of the many compro-
mises that constitute an interdependent federal system of govern-
ment. The extent to which federal versus state preferences for
redistribution prevails depends on how decentralized the federal sys-
tem is. Roughly speaking, the more decentralization, the more scope
there is for federal and state redistribution policies to be in conflict.
This possibility for conflict over redistribution is a key determinant
of the desired extent and form of decentralization. It is also an
important consideration in designing fiscal arrangements for an
already decentralized system, a subject of later chapters.

Information Asymmetries

There are some spheres of policy making in which state governments (and
their municipalities) may be better informed and therefore better able to
provide public services effectively than the federal government. Conse-
quently, states may have an advantage in catering to the preferences and
needs of state residents when determining the optimal amounts of public
goods and services to provide. Equally important are the information issues
associated with administering public programs and delivering both public
services and targeted transfers. Such programs are typically delivered on the
ground by agencies whose administrators are local managers, social work-
ers, and the like. The agencies themselves may be part of the public sector,
but in some instances they are private or nonprofit agencies contracted by
the government to administer the services. Examples of the latter might
include hospitals, child welfare agencies, and nonpublic schools.

Whether or not they are public agencies, they are accountable to the
relevant government’s public sector, so their performance has to be moni-
tored. This oversight gives rise to discrepancies, because the motives gov-
erning agency decision making will generally differ from the government’s
objectives. In addition, the agencies themselves are subject to standard
“agency problems” of management and control: managers cannot manage
efficiently because they cannot perfectly observe relevant characteristics of
those under their control.

One such agency problem, analogous to the adverse selection in insur-
ance contexts, is that agencies serving different populations may have
systematically different costs of delivery.” If the bureaucracy does not know

The consequences of this for the structure of grants have been analyzed in Boadway,
Horiba, and Jha (1999) and Lockwood (1999).
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these costs precisely, it is not clear how much funding is required to run
the agency. For example, what are the costs of running a school in a high-
income neighborhood relative to a deprived one? If that is not known, the
result is that resources will necessarily be wasted. It is argued that state
governments may be better able to monitor the true costs of providing
such public services than the federal government, if only because they are
closer to the source of delivery and need only monitor those within their
jurisdiction.

Another problem is analogous to moral hazard. It may be difficult to
monitor the effort that providers of public services are putting out, and it
may be difficult to ensure that they are targeting the services (or transfers)
to the intended population. Programs like unemployment insurance, dis-
ability benefits, and welfare are intended for particular groups and may be
contingent on those groups satisfying some conditions (e.g., searching for
work, taking training). Again, in the absence of careful monitoring, this is
likely to lead to significant waste.® For the same reasons as previously
noted, state governments may have an advantage at such monitoring.

These arguments apply not only to public services provided to house-
holds and firms but also to transfers targeted to persons on the basis of
nonincome information. The distinction between these transfers and those
delivered through the tax-transfer system is important. The latter can be
administered using the self-reporting procedures of the income tax system,
for which delivery by the central government is efficient. But targeting
involves monitoring for initial and ongoing eligibility, for which decentral-
ization might be more efficient.

Finally, decentralization may itself reduce the administrative costs of
delivering services by cutting down the number of layers of bureaucracy.
This constitutes a further argument for decentralization in addition to that
arising because state governments are better informed.

These information-based arguments are relatively powerful ones in a
world where administrative costs are an important part of the costs of
delivering some programs. They apply with much more force to public
services that are delivered to persons or firms than to large-scale transfer
programs that can be delivered through the tax system, for which there
may be significant economies of scale. Indeed, many of the arguments for
decentralization have the feature that they apply especially to the provision
of public services and targeted transfers. It is therefore not surprising that

For an analysis of the effects of monitoring on the delivery of unemployment insurance
and welfare, see Boadway and Cuff (1999).
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in many federations the delivery of public services are much more decen-
tralized than the system of taxes and transfers. Even in otherwise unitary
nations, the delivery of public services is often devolved to regional or local
governments. As we have mentioned in earlier chapters, examples include
the Scandinavian countries and Japan, where public expenditures are
actually highly decentralized, although often with significant central con-
trol. Likewise, in China in 2003 local governments were responsible for 70
percent of total government expenditures (Dong, 2007).

To repeat a point that recurs throughout this study, these arguments for
decentralization are based on efficiency considerations. Many of the
important public services that states provide have an important equity
dimension — examples of health, education, and welfare come immediately
to mind. The federal government may therefore have an interest in how
well and at what level the services are delivered. If decentralization were
unaccompanied by other measures, state governments acting independ-
ently might well design their programs in ways that do not satisfy national
norms of equity. A role of the fiscal arrangements is to address this issue.

Innovation and Cost-Effectiveness in Public Programs

Decentralization may lead to improvements and innovations in program
design and program delivery because of the opportunities and constraints
faced by state-level decision makers. When there are many states, perhaps
in competition with one another, there are more opportunities for inno-
vations in program design and delivery, and, once improvements do
occur, other jurisdictions can imitate them.

The existence of neighboring jurisdictions can itself have a salutary
effect on service delivery. Yardsticks for delivery costs will become avail-
able that will serve to discipline a given jurisdiction. Citizens and politi-
cians alike will have the opportunity to compare the costs of delivering
public services in neighboring jurisdictions and will expect their own state
public sectors to be as cost-effective. Such mobility as there is will also
induce states to deliver their services in an efficient way. Of course, such
competition may have its downside as well, as states engage in destructive
competition, an issue that potentially gives rise to federal intervention.

Political Economy Arguments

Public choice economists are prone to using market analogies to judge
public-sector outcomes. They regard political competition induced by
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decentralization to be a force for greater efficiency improvements com-
pared with centralized fiscal decision making.” The arguments are not
always fully articulated in an economic model, and they are sometimes
difficult to substantiate, but they have some intuitive plausibility. A com-
mon notion of political competition is based on the Tiebout-type pre-
sumption that households and firms, especially desirable ones, are mobile
across jurisdictions. This mobility constrains competing governments
from excessively high tax rates or public service levels. Of course, this
argument can cut both ways. Given that it might be the better-off house-
holds that are the most mobile, competitive reductions in the level of
public programs and especially in their progressivity may make it more
difficult to achieve redistribution objectives. This is why proponents of
decentralization are often identified with those who wish to constrain
government’s ability to redistribute.

As described in Chapter 1, an extreme form of this argument is based on
the presumption that governments are essentially self-serving Leviathans
intent on aggrandizing themselves at the public’s expense. In the well-
known version of Brennan and Buchanan (1980), governments maximize
their size. Decentralization can serve to tame the Leviathan by constraining
the ability of the government from extracting resources from an unwitting
electorate.® This argument too relies on interjurisdictional mobility as the
source of the constraint: firms and households can exercise their exit
option.

Political economy arguments also come in other forms. A common
argument is that lower-level governments are more “accountable” because
they are “closer to the electorate.” Political accountability might be
enhanced by decentralization because it is possible to identify given public
programs with given levels of government, and given tax dollars with given
expenditures. But the accountability argument is not clear-cut. There is no
compelling evidence that lower levels of government are more accountable
to their electorates. In fact, given that the glare of national media publicity
is typically directed at the federal government, one could argue just the
opposite. Moreover, one could also argue that the lines of responsibility
get blurred rather than clarified as one decentralizes responsibilities.

A final political economy consideration concerns the effect of decentral-
ization on antisocial political behavior — rent seeking, influence peddling
or outright corruption. It is argued that decentralization reduces the

> See the discussion and further references in Breton (1994).

S An elegant demonstration of this may be found in Edwards and Keen (1996).
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possibilities for such behavior, perhaps by reducing the size of the rewards
for engaging in it.” Also, save for certain spillover effects, decentralized
corruption is more likely to affect fewer people. Generally, the consequen-
ces of corrupt state behavior would be confined to their particular state or
region whereas a corrupt federal government’s actions would be more
likely spread throughout the entire nation. On the other hand, decentral-
ization might make it easy to engage in corrupt practices if there is a closer
relation between the bureaucracy and local constituents. The jury is still
out on the relationship between decentralization and corruption.

Other Considerations

The four classes of argument just outlined are perhaps the most persuasive
general arguments for decentralizing responsibility for expenditure pro-
grams to the states. In actual federal economies, other factors come into
play. The level of development is particularly relevant in the context of
developing countries. The kinds of public services that are prime candi-
dates for decentralization to the states are also the services that are more
comprehensively provided in industrialized countries, such as universal
health insurance, education and welfare, and targeted transfers.
Historical, political, and constitutional factors help determine the fea-
sible and desirable extent of decentralization. Constitutional provisions
may restrict the extent to which fiscal responsibilities can be decentralized,
and constitutional change may be difficult to pursue. There may be con-
cerns about the consequences for stability of the nation if fiscal responsi-
bility is decentralized. These concerns may be particularly important
where states differ substantially in terms of wealth, culture, language or
other characteristics that could represent latent nationalism. The extent of
decentralization must obviously be tempered by such country-specific
considerations. One argument that is frequently used as a counter to
decentralization is that the states do not have either the administrative
capability of providing public services or the political experience required
to make responsible fiscal decisions. This is largely an argument about the
costs of adjustment. It is no doubt difficult for lower-level governments
suddenly to be handed responsibility for providing major public services
when they have had no experience in doing so in the past. In these circum-
stances, the move to a more decentralized system of government requires a
period of transition in which persons are trained, systems of decision

7 A formal analysis of this may be found in Sato (1998).



132 Designing Fiscal Constitutions

making and accountability are put in place, and experience is gained,
perhaps with errors along the way. Funds presumably need to be provided
for such a transition. Recognizing that a transition will be required and
may be costly is important. The long-run benefits of decentralization
should be set against the transitional costs. Instantaneous gratification is
not the norm. It is sometimes all too easy to dismiss decentralization by
arguing that the states are incapable of assuming the responsibility of
independent government. Proponents of decentralization must forcefully
make the case for decentralizing from the status quo by arguing that an
investment in the transition will pay off in the medium run.

South Africa is an example in which the transitional period is formally
recognized, even as implementation is delayed. Its constitution explicitly
recognizes the need to develop lower-level administrative capacity and to
transfer responsibilities once that capacity exists. Provinces with sufficient
administrative skills are entitled to implement national legislation in cer-
tain fields. Similarly, a municipality with the relevant administrative
capacity must be assigned responsibility for local government matters in
the provincial sphere. Despite these constitutional provisions, however, no
actual reassignment has taken place. Indeed, the provincial role was
strengthened in 2003 when the constitution was amended to allow, and
in some cases compel, provincial governments to intervene in cases of
municipal financial crises (Steytler, 2005). Similar issues of financial insta-
bility and inadequate subnational administrative capacity help contribute
to the dominance of the central government in the Brazilian federation.
The Brazilian constitution of 1988, for example, retains the right of the
central government to intervene if state or municipal finances need reor-
ganization (Souza, 2005).

In the economics literature and as discussed in earlier chapters, a major
source of inefficient government decision making arises because of the
so-called time inconsistency problem, which typically leads to excessive
government taxation and spending. Unlike with many public choice
explanations for excessive government, this one applies even if govern-
ments are fully benevolent. It arises essentially because of the inability of
governments to be able to abide by long-term commitments. If a govern-
ment announces a policy that has long-run effects, it will presumably want
to take account of all the long-run consequences of it, especially the effect
it has on the long-run decisions of its residents. However, once time has
passed, and firms or households have committed themselves to long-run
decisions and cannot undo them, the government will have an incentive to
renege on its previously announced policy. For example, taxes on capital
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will discourage investment, and governments would prefer not to imple-
ment them at high levels. However, once investment is in place, it is to
some extent irreversible. The government has an incentive to levy high tax
rates on it. This kind of argument has been used to explain high tax rates
on capital and wealth, as well as the tendency of governments to accumu-
late debt and run down the funds of public pensions, and to bail out
declining or inefficient industries. Decentralization and the resultant polit-
ical competition it induces might serve as an antidote to these tendencies.”

ASSIGNMENT BY TYPE OF EXPENDITURE

With these general principles as a background, we can look now at specific
categories of public expenditures with a view to assessing their candidacy
for decentralization. A representative assighment of responsibilities con-
sistent with the discussion in the following paragraphs is presented in
Tables 3.1, and a comparative assignment in twelve federal countries is
summarized in Tables 3.2.

Public Goods

The traditional public finance literature takes the provision of public
goods as being the main function of government in terms of addressing
market failures — what is referred to as the “efficiency” branch of govern-
ment. Because of their joint consumption and nonexcludability properties,
public goods suffer from the free-rider problem, which entails that provi-
sion must be compulsory and based on collective rather than market
decision making. The early literature on fiscal federalism simply gave
public goods a geographic dimension and attempted to align expenditure
functions in accordance with the area spanned by the public good in
question. Thus, local governments would be responsible for local public
goods, state governments for “regional” public goods, and the federal
government for national public goods. In the earlier models of fiscal fed-
eralism, this defined the scope of local and state decision making, along
with whatever revenue-raising responsibilities were decentralized.

8 For an argument that decentralization can provide some discipline against governments

bailing out inefficient firms, see Qian and Roland (1998). By the same token, decentral-
ization might serve to mitigate the time consistency problem of capital income taxation.
Kehoe (1989) has argued that coordinated capital income tax policies among countries
can in fact exacerbate the problem.
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Table 3.2. Summary statistics on division of powers in twelve federalism countries

Number of countries with shared
and/or subnational assignment

Expenditure category Responsibility Provision

Defense

Foreign affairs
International trade
Currency banking
Interstate trade
Immigration

Air and rail
Unemployment insurance
Environment

Highway

Education

Natural resources

Social welfare

Industrial and agriculture
Police

Health

Residual functions

—

—_ —
O O 0 —= 0N O OO o OO

—
N WO O O O 00— 0N~ k= OO0 O oo

—_ =
N = O

Note: Sample countries include Australia, Brazil, Canada, Germany, India, Malaysia, Nigeria,
Russia, South Africa, Spain, Switzerland, and the United States.
Source: Compiled from country case studies in Shah (2007a).

This schema, though conceptually neat and completely noncontroversial,
is an incomplete and unsatisfactory representation of federal economies in
the real world. For one thing, public goods cannot be compartmentalized
into local, regional, and national and assigned accordingly. Their geo-
graphic reach did not coincide with political boundaries. There was likely
to be overlapping benefits. Thus, the assignment of functions was bound to
be unclear, and decentralization to “arbitrary” political boundaries was
likely to lead to spillovers of benefits among residents of overlapping juris-
dictions.” Of course, this outcome could be accommodated in the theory of
fiscal federalism by adding conditional matching intergovernmental grants
to the arsenal of upper-level governments. Perhaps more important is the
fact that relatively few public expenditure programs fall under the rubric of
public goods. Major functions like defense, foreign affairs, justice, the

° This was the essence of Breton’s (1965) influential view of the assignment problem in

federations.
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environment, cultural and communications policy, and control of the cur-
rency can be thought of as programs whose benefits are public. Most of
these are national, with the exception of regional elements of environmental
policy or cultural policy, and are naturally assigned to the national level of
government. The enforcement of criminal justice may be to some extent
decentralized to lower levels of government, although cooperation and
information exchange among governments is obviously important here.
In Brazil, for example, municipal safety is a state responsibility, while the
federal government has jurisdiction over most organized crime activities. In
practice, a lack of coordination has hampered police work in municipal-
ities, causing some observers to call for a stronger role by the central
government and closer cooperation between all levels of government
(Rezende, 2007). There are also some purely local functions that can be
thought of as at least partly public, such as fire protection, water and
sanitation, roads, parks, and libraries. Again, there is little dispute about
the assignment of these to local governments. (There is dispute about the
optimal means of provision, whether by the public sector or contracted to
the private sector, but that is different from the assignment function.)

Identifying public goods at the state level of government is somewhat
more difficult. Elements of environmental and cultural policy come to
mind, as already mentioned. Public health programs have a public benefit
component to them, especially those involved with communicable dis-
eases. Some forms of public-sector infrastructure, such as transportation
facilities, also come to mind. Although there are elements of joint con-
sumption to these, they are treated as a separate category here.

The bulk of state-level expenditures are not public goods in the tradi-
tional sense originally characterized by Samuelson (1954). Instead, they fit
into one of the following categories.

Public Services

A significant proportion — perhaps the majority — of public expenditures
on goods and services are not for public goods but for quasi-private goods,
what we are referring to as public services. Large-scale expenditure pro-
grams involving education, health care, and social services are of this sort,
as explained in Chapters 1 and 2. Given the private nature of these services,
quite different issues arise in their assignment. The dichotomy between
local and national public goods does not apply because there are no natural
geographic limitations to their provision. Given the essentially private
nature of these services, one cannot rely on traditional efficiency-type
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market failure arguments to justify public responsibility for their provi-
sion. Instead, as we have suggested in earlier chapters, the public sector
assumes responsibility for providing public services largely for redistrib-
utive reasons. These redistributive reasons may be broader than the tradi-
tional income-based redistribution, including such concerns as equality of
opportunity and social insurance. These two features result in a situation
where the case for decentralization is largely based on efficiency argu-
ments, but the programs being decentralized have a redistributive dimen-
sion that is likely to be of national interest.

Public services are delivered directly to households on an individual
basis. The case for decentralization rests on the argument that this delivery
is more efficiently accomplished if it is the responsibility of a lower level of
government, say, the states. State governments are able to identify the
special needs and preferences of their own citizens and tailor the public
service programs to them. They may be better able to monitor the agencies
that provide the services on their behalf. And state provision may lead to
more innovation and cost-effectiveness as a result of the interjurisdictional
competition that inevitably arises (if only via yardstick competition).

At the same time, decentralization might not be warranted as far down
as the local level. There are some economies of scale of providing public
service programs, and some benefit to be had from a reasonably harmon-
ized system of programs within states. Thus, it is not surprising that a
major function of state-level governments is precisely the provision of
major public service programs in the broad areas of health, education,
and welfare. Indeed, one of the main reasons why systematic differences
exist in the extent of decentralization between industrialized and develop-
ing federations is simply that health, education, and welfare programs are
of relatively more importance in the former.

The extent of decentralization of public services to state governments
can be controversial. Unlike with state and local public goods, public
services fulfill major equity objectives. Moreover, their design can have
implications for the efficiency of the internal economic union. The scope
of public services decentralized to the states can vary across federations,
and the extent of decentralization for a given public service can vary as
well. Major elements of education are decentralized to the states (the
previously mentioned efficiency arguments apply). In most federations,
state governments provide primary and secondary education. On the other
hand, postsecondary education may be provided federally, especially in
nations where student mobility tends to be high. At the same time, even
where the states provide education, they may be constrained to do so
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according to national standards of curriculum, teacher qualification, and
so on. The attempt to induce states to abide by national standards in the
design of their education systems reflects a natural desire to combine the
advantages of decentralized decision making with the achievement of
national equity and efficiency objectives. But it is also fraught with diffi-
culties. The imposition of national control via such things as teacher train-
ing, national wage scales, curriculum requirements, school design, and the
like naturally detracts from state fiscal responsibility and blurs account-
ability. The management of joint federal-state objectives in the provision
of public services is one of the most contentious issues in fiscal federalism.
The situation with health care is similar. Its provision is also often
decentralized to the states. At the same time, certain elements may be
retained at the center (e.g., research, doctor training), and there may be
standards of program design to which the states must conform. In health
care, as in education, there will be a tension between the desire to decentral-
ize fiscal responsibility to reap all the advantages of decentralized decision
making and the desire to maintain federal control so that national equity
objectives are taken into account in program design. Health care is in fact
much more complicated because there is a much less well-defined demar-
cation between the scope of services provided by the government and those
for which citizens are individually responsible. But there is also much more
scope for state innovation, given the speed of change of health technology.
The assignment of responsibility for the delivery of welfare services varies
across federations. It is generally more likely to be retained at the federal
level than either health or education, perhaps because the advantages of
decentralized provision are not nearly as prevalent. There is less scope for
innovation, and informational problems may not be as severe. Welfare
services may be much more prone to interjurisdictional competitive pres-
sures than health care and education, especially given the much narrower
(and less influential) base of their clientele. Moreover, welfare services might
be more closely integrated with the tax-transfer system that is typically in
the hands of the federal government. Nonetheless, it is fairly common for
welfare services to be decentralized to the states (along with welfare pay-
ments). There are special needs that may differ from state to state, and there
are advantages to state control of the agencies that deliver these services.

Social Insurance

The provision of economic security has come to be a major function of the
modern state, although one from which there has been some retreat in



140 Designing Fiscal Constitutions

recent years. The massive buildup of the welfare state that occurred in the
early postwar period is thought by many to have been responsible for the
deficit and debt problems faced by many countries in the 1980s. There has
also been concern that the universal provision of economic security had an
adverse effect on incentives.'® Thus, there has been a move toward
retrenchment and rationalization. In many countries, social programs
have become more targeted and less universal, especially as countries try
to cope with the fiscal consequences of higher unemployment rates and the
coming demographic change due to an aging population. These issues
have also put some strain on fiscal arrangements in federations because
state-level governments provide many programs aimed at providing eco-
nomic security.

In considering the assignment of social insurance functions, many issues
must be addressed. First and foremost is to identify what is the proper
government role in providing social or economic insurance. Two alter-
native types of social insurance can be distinguished. The first involves the
nation providing insurance against unexpected adversities that, for some
reason, are not insured by the private sector. Examples of this include
unemployment insurance, disability insurance, workers compensation
covering injury on the job, and that part of health insurance that deals
with unforeseen ill health. The reasons for market failure can be many,
including moral hazard, adverse selection, informational asymmetries
favoring the suppliers of insured services, scale economies, administrative
costs, and, in the case of unemployment insurance, the fact that the event
being insured against is at least partly under the control of government.
Economists disagree on the exact causes and severity of market failure and
on the issue of whether the government can do any better than the market
at overcoming market failure. They also worry about the incentive/insur-
ance trade-off that is necessarily present when governments cannot mon-
itor perfectly the cause of an individual’s economic distress. Regardless of
that, in virtually all industrialized countries, government is heavily
involved in the provision of this form of economic insurance.

The second form of social insurance relates to adverse outcomes that are
uninsurable, especially those which are revealed at birth. Specifically, per-
sons may be born with characteristics that put them at a disadvantage
relative to others. They may be disabled, prone to serious illness, or
unlucky in their time or region of birth. Indeed, one can look at the general
problem of redistribution per se as being one of social insurance. Persons

10" See the recent analysis by Sinn (1995).
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may be born with different abilities, skills, or productivities that lead to
different degrees of economic success regardless of their work effort."'
Social insurance of this form is obviously uninsurable by the private sector.
The extent to which the public sector should insure against bad luck at
birth is a matter of value judgment, given the equity-efficiency trade-off
involved. But again, governments in many countries, especially industrial-
ized ones, are heavily engaged in the provision of social insurance. Uni-
versal health insurance is common, as are disability pensions, social
security (public pensions), and programs of regional equalization.

The question then becomes which level of government should be
responsible for providing social insurance of these forms. The arguments
for decentralization apply directly here. State-level governments should
have an advantage at tailoring social insurance programs to suit the needs
of their residents, at targeting the programs to those for whom the pro-
grams are intended, and at overcoming agency programs. And the effi-
ciency with which they go about the provision of their programs should
benefit from interjurisdictional competition. Thus, it is not surprising that
many social programs are assigned to state-level governments in federa-
tions.

There are disadvantages of decentralizing the provision of social insur-
ance to the states. Different states may face very different needs for social
insurance because of the demographic makeups of their populations or
because of events that have affected their development. In the case of the
first form of social insurance, states may face idiosyncratic risks that could
be partially pooled across states by central provision. State provision might
also have some adverse side effects. Interjurisdictional competition that
may induce states to reduce the level of protection they provide to those
adversely affected might be particularly detrimental for the second form of
social insurance. Also, different states might simply choose very different
forms of social insurance, leading to uneven levels of coverage across the
nation and thereby detracting from efficiency and equity in the internal
economic union.

The balance of advantages to disadvantages of decentralization may
differ from one form of program to another. Disability insurance and
workers compensation are often decentralized, reflecting that fact that
monitoring and agency issues may be relatively important. The

"' The traditional theory of income redistribution, as seminally propounded by Mirrlees
(1971), relies on differences in such abilities. A general survey of the theory and practice
of redistribution may be found in Boadway and Keen (2000).
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involvement of higher-level governments varies. In Canada, provinces
have jurisdiction over labor relations in the sectors they regulate (Knopft
and Sayers, 2005). In Germany, job safety is a municipal responsibility
carried out on behalf of the Land government. The Lander retain the right
to provide legal supervision and to evaluate the effectiveness of local meas-
ures. If municipalities ignore their instructions, the supervisory bodies can
take over an activity (Kramer, 2005). In India, overall labor welfare,
including work conditions, workers compensation, and employer’s liabil-
ity, are on the concurrent list, with the exception of a few industries
assigned solely to the union (mines, oilfields). Indian states have respon-
sibility for the disabled and unemployable (article 246 of the Constitution
of India). In Brazil, services to the disabled are a shared responsibility
(Souza, 2005). Health insurance is also often assigned to the states for
the same reason. In Canada, health care is solely a provincial responsibility.
In many federations, health care is a shared responsibility; examples
include Brazil, Mexico, South Africa, and Switzerland. In the United
States, the federal government provides health care targeted to older indi-
viduals (Medicare) while sharing responsibility for health care for the poor
(Medicaid) (Fox, 2007). Unemployment insurance is sometimes decen-
tralized and sometimes centralized. Monitoring is important, but so are
the possibilities for idiosyncratic risk. Public pension schemes are almost
always retained at the federal level. They are relatively easy to administer,
and they might be prone to interjurisdictional competition. In Brazil, as in
the United States, social security is an exclusively federal responsibility
(Souza, 2005). In India, old-age pensions are on the concurrent list,
although the union and state governments are responsible for the pensions
of their employees (Majeed, 2005; Constitution of India). China is unusual
in that unemployment benefits and pensions are assigned to local govern-
ments. These expenditure responsibilities can exceed the financial resour-
ces available (Mountfield and Wong, 2005).

Given that the case for decentralization is strong, it is not surprising that
many social insurance schemes are decentralized to the states. At the same
time, measures can be undertaken to offset the adverse consequences that
might otherwise come from decentralization. In particular, equalizing
federal-state transfers can be used to compensate for differences in needs
among states. The federal government can also attempt to induce states to
harmonize their programs to some minimal national standards by the use
of block grants with general conditions attached.

The delivery of social assistance in Brazil illustrates several of these
points. Social assistance is assigned primarily to local governments; state
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and federal governments are to provide technical and financial support. In
practice, the responsibility is shared almost evenly between the state and
local levels. Federal control is exercised through earmarked grants that
fund social services at the state and local level. These grants assumed
greater importance after economic crises eroded subnational tax bases.
However, efforts to coordinate service delivery between the state and
municipal levels have been unsuccessful. The lines of authority are not
clear. Complementary legislation allowed states to establish coordinating
metropolitan regions. This legislative assignment conflicts with the con-
stitutional autonomy of municipalities. The result is metropolitan regions
that lack real authority and service delivery characterized by conflicting
policies, administrative overlap, and uneven access to services. The Brazil-
ian example underscores the importance of clear assignments of respon-
sibility (Rezende, 2007).

Transfers to Individuals

Transfers to individuals are components of the overall redistributive policy
of governments. They can take many different forms, but we can distin-
guish three broad categories of transfers to individuals. The first and most
general are demogrants, lump-sum transfers of a given amount to all
persons of a given demographic category. Common categories are by
age, including universal transfers to the elderly and to families according
to the number of children. Demogrants induce minimal inefficiency in the
private sector because of their lump-sum nature, but at the same time they
are very expensive relative to the amount of redistribution they deliver.
The second category consists of transfers delivered through the income
tax system. These are sometimes referred to as refundable tax credits and
are essentially equivalent to a negative income tax system. Both the size of
the transfer and the tax-back rates are matters of policy choice. An impor-
tant feature of these transfers is that they are administered by the income-
tax-collection system, so their size can be conditioned on income as well as
other tax variables. Typically, one has these transfers in mind when refer-
ring to the “tax-transfer system.” Although economists have long favored
negative income tax systems, only recently has their use become wide-
spread in industrialized countries. Their introduction is partly associated
with the retreat from the universal welfare state. It is also a reflection of the
fact that income tax administration and record keeping has become much
more streamlined and responsive to change with the advent of computer-
ization. At the same time, a major problem with transfers delivered
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through the tax system is that they are relatively inflexible. They must be
based on income data stretching over the previous tax-reporting year. It is
difficult to use them to meet the needs of those whose circumstances
change more frequently.

The third category complements the previous two: transfers that are
targeted to individuals according to their particular circumstances and
needs. They encompass the welfare or social assistance transfers made to
the needy, including the long-term unemployed, single parents, and those
unable to work. Administered by agencies responsible for identifying and
targeting the transfers as well as monitoring recipients for continued need,
the transfer programs may have significant eligibility conditions attached
to them, such as the requirement to be engaged in job search or training
activities, or even the requirement to perform work in return for the
transfer (i.e., workfare programs).

The assignment arguments differ for these types of transfers. In the case
of demogrants, there are no particular advantages to decentralization. The
programs are relatively easy to administer, and there may even be econo-
mies of scale involved. Federal provision ensures that a uniform transfer is
available nationwide.

Federal control is also evident in the case of transfers delivered through
the income tax system. Typically, the federal government administers the
income tax system and controls its base and rate structure, presumably
with national standards of vertical equity in mind. At the same time, a state
role in income-based transfers is possible if desired. Just as states might
piggyback onto the federal income tax system by selecting their own surtax
rates, so they could be allowed to choose state-specific refundable transfers
alongside those of the federal government. Of course, this ability to choose
will generally entail that different standards of redistribution apply across
states. Nonetheless, this may be judged to be desirable to allow for the
possibility that citizens of different states have different collective prefer-
ences for redistribution.

Targeted transfers are strong candidates for decentralization to the
states. These transfers rely for their delivery on local agencies whose role
is to identify the needy and monitor them for continued eligibility. The
case for decentralizing control of the agencies and the programs they
administer is especially strong, for all the reasons we have mentioned
previously. In Canada, targeted transfers to individuals are a provincial
responsibility (Boadway, 2007b). In India, responsibility for implementing
programs of social and community services — in particular, poverty alle-
viation — rests with local governments. However, while they are given
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funds to implement these programs, local governments have little real
flexibility (Rao, 2007).

In the United States, intergovernmental grants focus on equalization
across individuals. The decentralized delivery system is well illustrated
by two major social insurance programs: welfare (Temporary Assistance
for Needy Families [TANF]) and health care for the poor (Medicaid). Both
programs are administered by states but funded by federal grants. The
TANF grant is a block grant, whereas Medicaid transfers match between
one-half and three-quarters of a state’s Medicaid costs. The state programs
are subject to federal rules. However, a state can apply for a waiver in order
to vary its program. The possibility of experimentation is considered a
positive benefit of this system (Fox, 2007).

Transfers to Businesses

Transfers to business seem to be endemic to most countries, despite the
disfavor with which economists look on them. The problem is that, while
there may be some sound reasons in theory for selective transfers to busi-
ness, identifying the circumstances in which transfers are justified is diffi-
cult. The transfers inevitably tend to be used for protectionist or blatantly
political (“pork barrel”) reasons.

The main theoretical argument for transfers relies on there being some
externalities associated with business activities. Research and development
activities may yield spillover benefits to others in the economy. The new
growth theory literature has stressed the externalities associated with proc-
ess innovation, investment, learning-by-doing, and training.'” The pre-
sumption is that the extent of these externalities varies across firm types,
implying that transfers might be targeted as well. The problem is that by
their very nature externalities are difficult to measure, so it is not clear to
whom the subsidies ought to be directed. Moreover, it is difficult ex post to
verify if the subsidies have been properly directed, so accountability is an
issue. There might be a case for general support of R&D activities of firms,
and most governments do provide such support. But specific subsidies are
prone to be used for political purposes. Brazil has pursued a strategy of
supporting broadly applicable research. Technical innovations developed
at a federal agricultural research body enabled rural areas in the under-
developed North and Northeast regions of the country to establish highly
productive farms (Rezende, 2007).

12 A comprehensive survey of the new growth theory and its implications for policy is found
in Aghion and Howitt (1998).
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Another form of business transfers that is perhaps more justifiable is the
provision of insurance. There may be instances where private insurance
markets fail to provide efficient levels of insurance, and the public sector
steps in. For example, the agricultural industry may rely on the public
sector for crop insurance and insurance against natural disasters. This
public role may simply be a case of the so-called time inconsistency of
government policy, an application of the Samaritan’s dilemma, discussed
in earlier chapters. The argument is that governments will always come to
the aid of those who suffer serious adversities, regardless of whether they
have insurance. If this is understood to be the case, businesses will under-
insure themselves. In these circumstances, public provision (or compul-
sory insurance purchase) can be beneficial.'” There seems to be no good
reason for decentralizing the transfers to business to state governments.
Indeed, a bigger problem may be to prevent states from using them. Such
transfers are prime candidates to be instruments for the states to use to
engage in beggar-thy-neighbor competition for firms and to otherwise
distort the internal economic union. The main advantages of fiscal decen-
tralization do not apply with much force. Of course, there are also prob-
lems with business transfers being an instrument of the federal
government. It too can engage in pork-barrel politics, and may be even
more prone to do so, given the larger pool of revenue available to it.

Infrastructure

Government expenditures on goods and services may be either current or
capital. The latter component may reflect capital goods that are used in the
provision of public goods and services, such as hospitals, schools, govern-
ment buildings, and military hardware. The assignment of responsibility
for those types of capital expenditures goes hand in hand with the assign-
ment of provision for the relevant public service. Canadian provinces are
responsible for both hospitals and health care, for example, whereas the
Constitution of India assigns hospitals and dispensaries to the states along
with public health (Knopff and Sayers, 2005; and article 246 of the

3 This phenomenon is analyzed by Bruce and Waldman (1991) and Coate (1995). It also
applies to social insurance programs directed at individuals. It can be argued that public
pensions are largely justified on similar grounds. Households do not save for their own
retirements anticipating that the government will provide for them if they have inad-
equate savings. This turns out to be the case, so it is reasonable for the government to
react by mandating savings for retirement through provident funds or public pension
schemes.



Expenditure Assignment 147

Constitution of India). Of course, even if the public service is decentral-
ized, the federal government may have an influence on capital spending
associated with providing the service via conditional grants. Thus, federal
grants in support of state education programs may include a component
that is specific to school construction.

Some forms of capital spending by the public sector involve providing
infrastructure that is used by the private sector, either firms or households.
Transportation facilities are a good example of this. Governments are
involved in the provision of roads, airports, waterways, public transit,
and sometimes railroads. They may provide major communications facili-
ties. Municipal water and sewage systems are typically government pro-
vided, as are irrigation projects. There is a lively debate about the extent to
which the public sector should provide infrastructure facilities of this sort
and also about the form that public-sector intervention, if justified, should
take. Most infrastructure facilities could, in principle, be provided by the
private sector, with or without regulatory oversight by the public sector.
The relatively large size of such facilities, and their natural monopoly and
strategic natures typically leads to some form of government intervention.

The issue is what level of government should be responsible for which
elements of infrastructure. Generally speaking, the assignment of respon-
sibility for infrastructure is straightforward. In some cases, decentraliza-
tion is the obvious solution. Where the infrastructure is purely local, as in
the case of local roads, water supply, sewage, and irrigation, the advantages
of decentralization are obvious. Local control is likely to be more cost-
effective as well as more suited to the needs of the users. Projects whose
benefits are more widespread, such as motorways, waterways, airports, and
major communications facilities, might be left to the federal government.
In Germany, for example, the federation is responsible for air traffic, rail-
ways, and highways, while municipalities have independent planning and
administrative responsibilities for water, power, waste disposal, and local
roads (Kramer, 2005). In South Africa, public transport is a concurrent
responsibility, whereas provincial roads and traffic are exclusively provin-
cial, and local roads and street cleaning are the exclusive responsibilities of
local government (Gonzalez, 2005).

The issues at stake are more of an efficiency nature, so the tendency for
conflicts to arise is relatively small. The federal government may be
involved with the state governments when it comes to financing — an issue
we take up in more detail in Chapter 9 — but the case for federal inter-
vention in state infrastructure programs is not strong. Nonetheless, there
may be some reluctance by the federal government to allow states
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discretion over infrastructure programs. These programs might be viewed
as serving partly or only political objectives. In fact, decentralization to the
states may be a means by which such political tendencies are countered.
Interstate competition may serve to reduce the tendency for waste in the
provision of infrastructure.

Public Enterprise

Governments may also be prone to operating their own business enter-
prises, especially where the business involves significant scale economies.
Public ownership is common in utilities, communications and broadcast-
ing, transportation, postal services, and sometimes even industrial enter-
prises, like oil or automobiles. The use of public enterprise as a policy
instrument is highly debatable, and economists in particular tend to take a
dim view of it. However, governments often view public enterprise more
benignly.

As with infrastructure, issues of decentralization tend to be fairly
straightforward. Public enterprises can be owned by either the federal
government or the states. If the users of the product being sold are local-
ized, as in the case of local utilities or local transportation enterprises, state
involvement is called for. Indeed, state responsibility may itself serve to
counter some of the worst possible consequences of public ownership per
se by injecting a form of competition into the marketplace. On the other
hand, many of the more important public enterprises, such as communi-
cations and transportation firms and the postal service, are bound to be
more national in scope.

EXCLUSIVE VERSUS SHARED ASSIGNMENT

In many areas of expenditures, both the federal government and the state
governments have an interest in the design and delivery of programs. It
might be desirable to decentralize provision to the states for all of the
reasons we mentioned earlier. But, at the same time, the programs in
question might impinge on issues of national concern. Efficiency in the
internal economic union might be at stake, or the programs may be
important components of a national equity strategy. It might be important
to harmonize the basic features of the programs, while leaving discretion to
the states for the specifics. There may also be overlaps or interjurisdictional
spillovers in the coverage of some programs (e.g., environmental pro-
grams) that call for federal participation or oversight.
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These issues of program overlap and shared objectives can be handled in
various ways. Some of them we have dealt with already. The following is a
more general summary of the kinds of mechanisms that are available, and
are used in practice, to balance the advantages of decentralization against
the interests of the national government.

Exclusive State Responsibility with Federal Oversight

At one extreme, the states may be given exclusive legislative responsibility
in areas assigned to them. In the case of some state expenditure responsi-
bilities, such as health, education, or social insurance, the design and
delivery of these programs may impinge upon national efficiency or equity
concerns. These national concerns can be dealt with in various ways while
maintaining the integrity of exclusive provincial legislative responsibility.
A rather blunt means is by constitutional mandate. It is blunt because it
cannot include requirements of current policy concern, and its enforce-
ment may well involve the courts, which may not be suitable where eco-
nomic objectives are involved.

Alternatively, the federal government may hold the power of disallow-
ance. If used reasonably and with prior negotiation, the threat of disallow-
ance can induce the states to design policies that respect national objectives
and, where necessary, are harmonized to national standards. The danger,
however, is that the power of disallowance could be used in a heavy-
handed way. If so, it can serve as a device for ensuring that the will of
the federal government is adhered to in detail, thereby voiding the benefits
of decentralized legislative responsibility.

The federal government may also have the power to impose mandates
on the states, basically dictating what the states must legislate. This version
of the power of disallowance is more proactive and has correspondingly
more potential for abuse. If the federal government is able to mandate the
design of state programs, it can effectively use that power to usurp respon-
sibility from the states. The power of the mandate can be effective as a
device for imposing minimum standards on state programs. What is
important is that its use be limited to that. We return to the use of
mandates later.

Finally, the federal government may use the carrot rather than the stick
to induce the states to take national objectives into account. The appro-
priate instrument for this would be the use of conditional grants, or the
spending power, which is perhaps the most common method used to
reconcile decentralization with the achievement of national objectives.
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Ideally, the conditions associated with the use of the spending power
should be restricted to general ones rather than those involving detailed
program design. Thus, conditional block grants are generally more appro-
priate for achieving broad national objectives than specific conditional
grants. As well, it is typically not necessary to use matching provisions
for this purpose. As with the previous instruments, the use of the spending
power is open to potential abuse by the federal government. That is, the
federal government could use it in a way that is too intrusive in areas of
state responsibility. However, it could also be argued that the spending
power is less open to abuse than the powers of disallowance or mandate.
That is, because there are actually federal tax moneys involved, it is costly
for the federal government to attempt to impose its will. Moreover, if
exclusive legislative responsibility lies with the states, that in itself will limit
the extent to which the terms of conditional grants can impose detailed
legislative requirements on the states.

Our general presumption is that the spending power offers a flexible way
for the fiscal arrangements to combine truly decentralized responsibility
with the achievement of national objectives. The spending power must,
however, be sanctioned by the constitution. That will vary from country to
country.

In Canada, the federal spending power is implicit in the constitutional
assignment of revenues and expenditures, which gives the central govern-
ment greater tax revenues than required expenditures. The spending
power is used in fields such as education, health care, and welfare, which
are solely provincial responsibilities. For example, provinces cannot
impose minimum residency requirements on entitlement programs such
as health and welfare (Boadway, 2007b). The degree of control exercised
through the spending power has varied. In recent decades less restrictive
transfers became more common, as provinces sought to occupy their
constitutional fields and the federal government sought to control its debt.
For example, the Canada Health and Social Transfer, a grant based on
population, replaced cost-sharing transfers based on provincial expendi-
tures (the Established Programs Financing and the Canada Assistance
Plan) (Knopff and Sayers, 2005). The Social Union Framework Agreement
was negotiated between the federal government and the provinces to fur-
ther refine the use of the spending power. The federal government is now
required to give advance notice of its use (Boadway, 2007b).

In Germany, the Ldnder have sole responsibility for education. How-
ever, the federal role is increasing. The central government has exerted a
strong influence on the design of the tertiary education system and has
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planned national standards at the primary and secondary levels (Joumard,
2003). A cooperative solution has evolved to address issues of service
delivery. Ldnder policy is coordinated through the Education Ministers’
Conference, with the result that educational qualifications and courses are
virtually uniform throughout the country. This conference is not man-
dated in the Basic Law but is one of many forums that was developed to
coordinate policy (Kramer, 2005).

In India, public health and hospitals are state responsibilities. The union
government influences outcomes through a number of channels. As part of
its occasional subject-specific working groups, the union government has
established a Central Council of Health and a Central Council of Indian
Medicine. These councils were intended to study and discuss issues of
common interest, in order to make recommendations for coordinating
policy across governments. The union government also plays a more direct
role in health care as the control of infectious or contagious diseases is a
concurrent responsibility (Majeed, 2005; Constitution of India).

In Australia, the central government does not intervene directly in pol-
icy or spending decisions by states or territories. Instead, its influence is
exerted through fiscal channels. Funding tied to a specific purpose or
objective has been used to further national priorities in health, education,
and housing (Morris, 2007).

Shared Jurisdiction

In some areas of responsibility, the federal government and the states may
share jurisdiction, perhaps because the constitution has not assigned the
responsibilities or because there are both national and local dimensions to
it. Thus, highways may be both federal and state. There may be state and
federal universities. Environmental policy may be both state and federal. In
some cases, joint legislation may lead to no difficulties. However, in others
it could lead to conflicts and contradictions or to administrative complex-
ities and overlapping regulations. Such conflicts might be resolved by
negotiation. That may prove to be difficult, especially where there are a
large number of state governments involved. Here again, the federal gov-
ernment could make use of the spending power to harmonize state and
federal policies.

With Federal Paramountcy
Some of the difficulties in reconciling conflicting federal and state policies
can be resolved by having one level or the other paramount. If the federal
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government is paramount, that implies that state legislation will be appli-
cable only to the extent that the federal government does not override it.
This assorting of institutional provision can be another effective way to
allow legislative responsibilities to be decentralized to the states while
ensuring that national objectives are taken into consideration. As with
other means of reconciling decentralization with the achievement of
national objectives, there is the danger that the federal government will
maintain too zealous a grip on effective decision making.

Shared jurisdiction with federal paramountcy also offers the advantage
of a flexible instrument than can be applied selectively state by state. Thus,
it allows for asymmetric federalism in which states differ in their respon-
sibilities. This flexibility may be a desirable feature in federations where
certain states have unique cultural, linguistic, or historical features that
warrant them being treated differently. Examples of asymmetric federalism
include Canada, Spain, and Malaysia, all of which have one or more state-
level governments that exercise more fiscal responsibility than the others.

For this provision to be feasible, the constitution must allow for it, and
that will depend upon the country in question. Most federations with
concurrent powers retain federal paramountcy in those fields; examples
include Australia, Brazil, Canada, Germany, India, Mexico, Nigeria, South
Africa, Switzerland, and the United States. Whether the federal govern-
ment dominates concurrent fields depends on individual country features.

The Brazilian constitution of 1988 established a symmetrical federal
system whose concurrent powers include health, social welfare, and educa-
tion. As noted earlier, primary responsibility for basic health care, primary
education, and social assistance was assigned to local governments, with
higher levels providing technical and financial assistance. In practice, state
and local governments share the responsibilities almost equally. The federal
government is directly involved in higher education and more sophisticated
health care. Consistency in health care and primary education is encour-
aged through federal guidelines and resources. Indeed, its control of financ-
ing allows the federal government to play a dominant role. Earmarked
federal grants have become the main source of funding for social services.
States have very little control over resources in their budgets. Municipalities
are somewhat more independent, with a large share of their budgets coming
from general purpose grants. (Souza, 2005; Rezende, 2007).

Mexican federalism is also symmetrical, with shared responsibilities that
include education, health, and the environment. Formal coordinating
mechanisms were created through federal laws. These bodies include rep-
resentatives of all relevant levels of government: federal, state, and, if



Expenditure Assignment 153

appropriate, municipal. In practice, the federal government dominates and
subnational governments play a subordinate role (Gonzalez, 2005).

In India, union law prevails in concurrent fields, which include social
security, unemployment, labor welfare, and education. Various fields were
moved from the state list to the concurrent list in an effort to improve
national symmetry. The spending power is also used to ensure greater
uniformity. Finance Commission grants are one tool for controlling and
coordinating states’ welfare programs (Majeed, 2005).

In Germany, most legislation falls into the concurrent sphere, with
federal law taking precedence in cases of conflict. However, limits can be
imposed. The federation can assume responsibility for a field, and effec-
tively block conflicting Land laws, only when it is deemed necessary to
ensure unity (legal or economic) or to fulfill the constitutional require-
ment of equivalent living conditions throughout the federation. The Fed-
eral Constitutional Court has ruled against the central government in
some cases (Kramer, 2005).

With State Paramountcy

Paramountcy might instead rest with the states. In this case, federal deci-
sion making can be effective only if the states choose to allow it. It might be
argued that state paramountcy is the most reasonable way to guarantee
that the benefits of decentralization are achieved without federal usurpa-
tion. As with the case of federal paramountcy, state paramountcy allows
for asymmetric federal arrangements.

State paramountcy presumably makes it more difficult to ensure that
the federal government be able to act as the overseer of national economic
and social objectives. On the other hand, the use of the federal spending
power need not be ruled out in this case. In one of the few examples of
explicit concurrent jurisdiction found in the Canadian Constitution, “old-
age pensions and supplementary benefits” are assigned to both the pro-
vincial and federal governments, with provincial laws having precedence
(Knopff and Sayers, 2005).

MANDATES

As we have mentioned, mandates are one method by which the states can
be induced to design their expenditure programs (and perhaps taxation
systems as well) so as to respect national economic and social objectives.
Mandates can differ according to their nature as well as according to how
they are imposed and enforced.
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With respect to their nature, we can distinguish two types of mandates,
negative and positive. These correspond with negative and positive inte-
gration measures when it comes to coordinating decision making in an
internal economic union of even an international trading agreement. Neg-
ative mandates refer to prohibitions imposed on states from designing
their programs so that they violate basic efficiency and equity principles
of the internal economic union. Thus, states might be precluded from
incorporating discriminatory elements into their programs or restricting
the mobility of goods and services, labor, and capital across jurisdictions.
In the United States, for example, the federal government imposes con-
ditions on how states issue driver’s licenses and register voters (Fox, 2007).
As noted earlier, Canadian provinces cannot impede labor mobility in the
design of health or welfare programs (Boadway, 2007b).

Positive mandates are those which require states to initiate programs in
certain areas, or to design their programs in ways that advance national
economic or social objectives. For example, states may be mandated to
provide schooling of a certain type and level to all children of a given age in
their jurisdiction. Or they may be required to provide health services of a
certain minimum standard to their residents.

With both types of mandates, the conditions and obligations on the
states may be more or less general. As we have repeatedly argued, the more
detailed are the obligations imposed on the states, the less their discretion
and therefore the less likely it is that the benefits of decentralization can be
realized. The most important national objectives are rather general ones
(e.g., norms of equality of opportunity, levels of schooling, accessibility
and comprehensiveness of health services, minimum levels of social assis-
tance, efficiency in the internal economic union). Within these general
principles, there is considerable scope for individual program design at
the state level. Achieving an ideal balance between nationally mandated
standards and individuality of program design is not a simple matter.
Given the natural tendency for the federal government to be excessively
intrusive, one might advocate erring on the side of decentralization wher-
ever possible. In any case, communication between the two levels of gov-
ernment is extremely important. As well, it is desirable that the states have
sufficient financial independency so as not to be reliant on the federal
government for the bulk of their funding.

The responsibility for imposition and enforcement of mandates can also
vary. Mandates may be imposed by the constitution, in which case they are
likely to be fairly general. The enforcement may then lie either with the
courts or with the federal government. Court enforcement is likely to be
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rather blunt and imperfect, especially because the mandates will have a
policy as well as a judicial aspect to them. Courts may not be the best
vehicle for trading off the benefits and costs of achieving varying degrees of
compliance. The federal government is likely to be more effective at
enforcing the mandates. As we have mentioned, that can be done using
either the stick (dictating to the states the relevant program designs) or,
preferably, the carrot (conditional transfers).

The federal government may also be responsible for imposing the man-
dates in the first place. The major issue then becomes how to ensure that it
does not do so in a way that subverts the exercise of fiscal responsibility by
the states. The effect of mandates on subnational budgets can be sizable. In
the United States, a recent estimate calculated that federal mandates for a
set of programs, including significant educational reforms, imposed costs
tens of billions of dollars greater than the funding provided. The Congress
is required to estimate the costs of its mandates, but the federal govern-
ment does not fully fund them (Fox, 2007). In China, the central govern-
ment required increases in local government spending in numerous
sectors. For example, educational expenditures were expected to reach 4
percent of GDP by the year 2000, while spending on science increased to
1.5 percent of GDP. Meeting these requirements was nearly impossible
with budgeted funds. The result was an increased reliance on surcharges,
fees, and other extrabudgetary funds. On average, local governments use
these funds to finance almost half their expenditures. The lack of trans-
parency of these funds, and the often regressive nature of the user fees, are
concerns (Mountfield and Wong, 2005). Some centralized activities can
act as unfunded mandates, constraining the flexibility of subnational gov-
ernments. In South Africa, for example, centralized labor negotiations and
agreements have limited decentralized decision making (World Bank,
2003). In some federations, quasi-independent advisory bodies exist whose
purpose is to make recommendations about federal-state fiscal arrange-
ments, including mandates and conditional grants. Provided they are at an
arm’s length and that they command the respect of decision makers, they
can be effective at guarding against the excessive use of federal intervention
in areas of state responsibility.

PRIVATE PROVISION OF PUBLIC GOODS OR SERVICES

Finally, it should be noted that government responsibility for public goods
and services does not imply public provision. There is a spectrum of
institutional ways for public services to be delivered to citizens. At one
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extreme, the public sector might finance and provide the public services
using public servants. At the other, the services could be provided by the
private sector — including the nonprofit sector — with minimal intervention
by the government. The intervention could be restricted to providing
financial assistance or to regulating the terms of provision. In between,
there are varying degrees of public-private partnership. The government
may contract with private agencies to provide certain services. Thus, some
social services may be provided by nongovernmental agencies. And local
services might be contracted out to private firms. The professionals who
are involved in provision may be hired on a contractual basis rather than
being public servants. Doctors might be an example of this. In the case of
social insurance, the government may act as insurer of services provided by
the private sector.

The existence of these various institutional arrangements for the deliv-
ery of public goods and services does not necessarily change the respon-
sibility that governments bear for that delivery. Governments can
influence the manner in which the services are delivered by some combi-
nation of financial incentives and regulation. Most of the principles of
decentralization and its reconciliation with national objectives remain
relevant, even if private institutions or agencies are vehicles for delivery.
In the United States, for instance, much health care is privately provided.
The responsibility for regulating these providers is shared across all levels
of government (Fox, 2007).



FOUR

Revenue Assignment

Decentralizing revenue-raising responsibilities is one of the most unsettled
issues in fiscal federalism. The dispute concerns the extent and method of
decentralizing expenditure responsibilities, with relatively little debate
about its merits. It is common in federations to decentralize the provision
of major public services in areas of health, welfare, and education, as well
as the provision of public goods and services of purely state or local con-
cern, such as roads, water, and sanitation.' Some of these programs are of
national importance. Federations differ considerably, however, in the
extent to which they accompany expenditure decentralization with reve-
nue-raising responsibilities. For example, in Canada and the United States,
provincial or state levels of government enjoy considerable revenue-raising
autonomy with access to virtually the same broad-based taxes as the fed-
eral government. On the contrary, in Australia and Germany, while the
states and Lander are responsible for delivering health and education serv-
ices, they rely heavily on transfers from the federal government for their
financing and have no direct access to income or general sales taxes. In
both cases, they share sales tax revenues with the federal government
through revenue-sharing arrangements, but this leaves them with no inde-
pendent revenue-raising discretion of their own.

The reason for this disparate situation is that the case for decentralizing
revenue-raising responsibilities is much less clear-cut than for expendi-
tures. Perhaps the strongest political argument is that of accountability, a
notion that is not easy to formulate or verify. The argument is that state
governments will be more accountable to their own electorates and will use

This is true even in nonfederal nations. For example, the Scandinavian countries as well
as Japan decentralize the provision of health and education, and in some cases welfare, to
lower levels of government.

157



158 Designing Fiscal Constitutions

their funds more efficiently and judiciously the more responsible they are
for deciding on their own revenues. This response would seem to be
especially true at the margin: if the amount of federal-state transfers is
unresponsive to state expenditure levels, incremental revenues must be
raised locally so that state governments will effectively have control over
the size and allocation of their budgets.

A further argument for decentralizing revenue-raising responsibilities is
that, if the federal government finances state spending, there will be an
unavoidable tendency to use its fiscal weight to unduly affect the form of
that spending. This can have two adverse consequences. First, the federal
government may be tempted to use its spending power too intrusively and
to be too heavy-handed in influencing state spending priorities. Federal
control would detract from the true decentralization of expenditure
responsibilities to the states. Second, because the federal government’s
priorities change from time to time, as well as the state of its finances,
the states may be subject to unannounced unilateral federal funding
changes, which would adversely affect the ability of the states to plan
and budget over the longer term.

These sorts of considerations enhance the case for decentralizing rev-
enue-raising responsibilities to the state level, the level at which the growth
of public spending has been the greatest over the past few decades, at least
in OECD countries. The downside is that the decentralization of taxation
responsibilities carries the potential for serious compromises of the effi-
ciency and equity of the internal economic union. Taxes on mobile factors
of production can distort the allocation of labor, capital, and businesses
and can induce wasteful tax competition among states. Decentralization of
direct taxes (and transfers) can also lead to destructive competition, which
can undermine societal redistributive objectives, and to very different
standards of redistribution among states, compromising national equity
objectives. If states differ considerably in the size of their tax bases, decen-
tralization of taxing responsibilities can lead to large differences in the
ability of states to provide public services, which itself can be a source of
fiscal inefficiency and inequity. The decentralization of tax responsibility
can also lead to significant administrative costs. Taxpayers will be subject
to another layer of tax authority to which they must report, leading to an
increase in the complexity and compliance costs of the tax system and the
undermining of its integrity. Finally, if the decentralization of revenue
raising is too selective in terms of the tax bases that may be used by state
governments, the result could be inefficient and inequitable tax structures.
The main message here is that, given the relatively large expenditure
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responsibilities that state governments in a modern federation are likely to
assume, access to some broad-based tax would seem to be necessary in
order to achieve a reasonable level of state revenue-raising capacity. If
states are dependent on excise taxes or resource taxes, for example, and
are left with narrow tax bases, they will be tempted to use them excessively
to the detriment of the tax system as a whole.

If we take as given the extent to which expenditure responsibilities are at
the state level, each federation obviously needs to find its own suitable
balance between the benefits and costs of decentralizing taxation respon-
sibilities. This chapter outlines the principles that might be used to guide
the choices that countries might make. We also address the question of
which types of taxes and other charges are most suitable for use by lower
levels of government, either on an exclusive basis or shared with higher
levels of government. Governments rely on a wide variety of revenue-
raising instruments to meet their revenue needs. These include direct
and indirect taxes, general and specific taxes, business and individual taxes,
taxes on trade, licenses, user charges, and so on.

It should be stressed at the outset that the decentralization of taxing
responsibilities need not, indeed should not, be undertaken in a vacuum.
The adverse effects of giving states access to new tax bases can be mitigated
in two important ways. First, it can be accompanied by measures that serve
to coordinate state tax systems with one another and with the federal
government. Second, the differential benefits that tax decentralization
can afford to states with relatively high tax bases can be offset by an
effective system of equalization transfers.

We begin with a review of the general principles of tax assignment,
which we have already seen in outline form in Chapter 2. We then consider
how these principles might apply to each of the common types of taxes and
fees typically levied. Following that, we address some of the issues arising
from joint occupancy of given tax bases by more than one level of govern-
ment and discuss the means for harmonizing taxes both vertically and
horizontally.

GENERAL PRINCIPLES OF TAX ASSIGNMENT

The assignment of taxes by jurisdiction depends partly on the mix of
various taxes used in the nation overall, that is, the extent of reliance on
broad taxes like income taxes, wealth taxes, payroll taxes, general sales
taxes, and excise taxes. In the theory of public economics, the issue of
the ideal tax mix even in a unitary nation has not been widely developed.



160 Designing Fiscal Constitutions

Governments almost universally employ balanced tax systems that spread
the burden of raising taxes across a large number of types, a policy that
keeps the tax rates on any one base relatively low. An interesting feature of
such systems is that many of the different taxes implicitly apply to basically
the same bases, or at least overlap to a large extent. For example, general
sales taxes, payroll taxes, and income taxes have bases that overlap con-
siderably. Indeed, in present value terms, they are almost the same. They
differ mainly in how they treat capital income, which in many countries is
a relatively small part of the tax base. From the point of view of standard
efficiency and equity criteria, one should be able to choose the most
preferred general tax base and make do with a single general tax, thereby
economizing on costs.

Yet, no governments behave that way. They typically use different tax
types to raise revenues from similar bases. The usual reason given for this is
that administrative and compliance considerations play an important role.
A mix of taxes keeps the rate on any one tax low, thereby reducing the
incentive to evade or avoid the tax. Furthermore, by using a mix of taxes,
taxpayers who would otherwise be able to avoid taxation of one type are
caught in the net of another, making the tax system fairer overall.” The
importance of the various taxes in the overall mix remains, however, a
matter of judgment rather than something that can be deduced from the
principles. For our purpose, we simply take it as given that governments
will desire to employ a mix of taxes.

These same general considerations apply in determining the mix of taxes
in a federal economy. However, there is now the additional consideration
of how that mix should be allocated among levels of government in a way
that ensures both the best mix of taxes nationwide and the best assignment
of taxes by level of government. Moreover, the assignment and mix must be
determined in a way that generates a desirable division of revenue-raising
responsibility between federal and state levels of government. The goals of
achieving the appropriate mix of taxes, tax assignment, and division of
revenue-raising responsibilities must be accomplished simultaneously.
Given this, the assignment of taxes cannot be decided on abstract criteria

For a preliminary analysis of the optimal tax mix based on this type of argument, see
Boadway, Marchand, and Pestieu (1994). In the optimal-tax literature, the issue of
whether it is useful to supplement a nonlinear income tax with a set of commodity taxes
has been addressed by Atkinson and Stiglitz (1976) and Edwards, Keen, and Tuomala
(1994). However, this is not an analysis of the tax mix in the sense in which that term is
being used here, which refers to the relative levels of tax rates of different taxes. Instead, it
analyzes the structure of marginal tax rates: any given structure is compatible with a large
number of different levels.
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independently of these broader issues of the tax mix and the assignment of
responsibility of functions. For example, assigning a limited number of tax
sources to state governments might result in their having to set rates on
those taxes which are too high from the point of view of the desired tax
mix. Either more taxes have to be assigned to them, or there has to be joint
occupancy of tax bases by the state and federal levels of government. This
tax dilemma has occurred in many federations, and it calls for special
measures to coordinate the use of tax bases simultaneously by the two
levels of government, an issue we treat in more detail later in this chapter.

As with the choice of tax mix, the choice of tax assignment to state and
federal governments is not a clear-cut matter. Standard efficiency and
equity arguments have to be tempered by administrative and compliance
considerations, and the exact assignment depends upon informed judg-
ment. We can, however, outline the economic principles that come into
play in deciding which taxes to assign to lower levels of government. They
include efficiency of the internal economic union, national equity, mini-
mization of collection and compliance costs, and fiscal accountability. We
consider these in sequence, and then turn to some more specific principles
to which these general criteria give rise.

Efficiency of the Internal Common Market

The internal common market, or internal economic union, will be func-
tioning efficiently if all resources and commodities (labor, capital, goods,
and services) are free to move from one region to another without impedi-
ments or distortions imposed by policy. Note that this does not preclude
impediments from other sources. For example, transportation costs rep-
resent a natural impediment to the free movement of resources and com-
modities, and therefore an economic cost of cross-border transactions.
The fact that they cause the cost of similar commodities to differ across
states does not imply any inefficiency in the internal common market.
Similarly, local cost conditions (e.g., climate, terrain) may make the cost
of living different across states. However, this difference does not reflect
any inefficiency of resource allocation within the nation, and therefore
does not call for corrective action on efficiency grounds. There may be
some equity arguments for redressing inequalities arising from differential
costs of living across states, but they will have to be traded off with ineffi-
ciencies induced in interregional resource allocation in the usual way.
Decentralized tax systems can interfere with the efficiency of the eco-
nomic union in three ways. For one, the uncoordinated setting of taxes is
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likely to result in state tax systems that differ either in their rate structures
or in the definition of their bases. This can lead to a type of transaction
bearing different tax rates in two states that gives an incentive, based on
taxes alone, for transactions to occur in the lower-tax state. This incentive
then leads to distortions in markets for resources and commodities that are
mobile across states, especially capital and tradable goods.

Second, differences in tax structures can also increase the administrative
and compliance costs of the tax system. If firms operate in more than one
state and face different tax structures in each, they will incur additional
costs from having to conform to two different tax structures. Indeed, some
transactions might end up being taxed in both states at the same time (or
in neither) if the rules for the allocation of tax bases differ across states.
Moreover, multijurisdictional firms will typically have an incentive to
tailor their accounting and financial practices in order to shift their tax
bases from higher- to lower-tax jurisdictions. Such adjustments can occur
through transfer pricing operations within vertically integrated firms, by
issuing debt in high-tax jurisdictions to finance operations in low-tax ones
(to take advantage of interest deductibility provisions), or through other
tax planning strategies designed purely to minimize taxes. These tax plan-
ning strategies, in addition to causing firms to alter the real decisions they
take for tax reasons, require managerial, accounting, and legal resources
that could otherwise be put to more productive uses.

These issues of tax-imposed distortions on resource allocation within
the federation and tax planning will be mitigated by tax competition if
state governments recognize that resources are mobile. Competitive pres-
sures should tend to cause taxes to be more uniform than they otherwise
would be. At the same time, a third problem may arise if states do recog-
nize that their tax policies will influence resource allocation across states:
they may engage in socially wasteful beggar-thy-neighbor policies to
attract resources to their own states. If all jurisdictions engage in such
policies, the end result may well be uniform state tax systems. But it will
also likely be tax systems that will have inefficiently low taxes (or high
subsidies) on mobile factors. This outcome provides a strong argument for
retaining taxes on mobile factors at the federal level of government.

National Equity

The tax-transfer system is obviously one of the main instruments for
achieving redistributive equity. As we have discussed earlier, the argument
for making equity a primary federal objective is simply that all persons
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ought to enter into society’s “social welfare function” on an equal basis;
that is, all citizens should count equally for redistributive equity purposes.
The presumption is that the federal government is the only level that can
take actions to ensure that residents in different regions are treated equi-
tably. This view may be tempered if states have different tastes for redis-
tribution, if redistribution is based on altruism that works most strongly
on an intrastate basis, or if centralized decision making is not guided by
normative criteria. In these circumstances, states may legitimately share
the responsibility for redistributive equity and pursue their own equity
objectives alongside those being addressed by the federal government.
Even in this case, however, national equity considerations suggest that
the federal government has a role in equalizing the potential ability of
the states to provide comparable services at comparable levels of taxes,
whether they choose to do so or not.

Because so much of what governments actually do from a fiscal point of
view is redistributive, the extent to which states are viewed as being respon-
sible for redistribution is clearly an important determinant not only of the
assignment of taxes but also of the ideal amount of fiscal responsibility
decentralized to the states. As usual, state responsibility is a matter of judg-
ment, institutions, and history, and can differ considerably across countries.

To the extent that equity is viewed as being a federal policy objective,
decentralized taxes can interfere with the achievement of this goal. As with
the efficiency case, uncoordinated state tax policies may unwittingly
induce arbitrary differences in redistributive consequences for residents
of different states. If labor is relatively immobile, persons of different
income levels will be subject to different redistributive policies depending
on their state of residence. At the same time, to the extent that labor is
mobile across states, the states may engage in perverse redistributive pol-
icies using both taxes and transfers to attract high-income persons and
repel low-income ones. Beggar-thy-neighbor redistributive policies are
likely to be offsetting with respect to resource allocation if all states engage
in them simultaneously. But they will result in less redistribution than
would occur in their absence.” Of course, those who abhor redistribution
by the government, or think that there is a tendency for political processes
to over-redistribute, will prefer decentralized redistributive policies for
precisely the same reason. Excessive redistribution is obviously likely to

3 Foran early analysis of this, see Boskin (1973). For recent general treatments of the limits

that mobility places on redistribution by competing governments, see Wildasin (1991)
and Christiansen, Hagen, and Sandmo (1994).
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be more of a problem for those taxes that are redistributive, as well as for
transfers.

The upshot of this discussion is that if redistribution is viewed as being a
major federal government responsibility, tax instruments that are suitable
for redistribution, such as income and wealth taxes, should be under federal
control. This policy does not preclude the states from having access to these
instruments for their own sources of revenue. However, in that case, there
are advantages to the co-occupation being instituted in a harmonized fash-
ion. As discussed in more detail later, income tax harmonization arrange-
ments can be devised in a way that preserves the uniformity of the base and
a single tax-collection authority, while allowing states the leeway to select
their own tax levels, and possibly even their own progressive tax structures.

Administrative and Compliance Costs

As referred to in our earlier discussion of efficiency and equity criteria, the
decentralization of revenue raising can also serve to increase the costs of
collection and compliance, for both the public and private sectors. To
begin with, there are fixed administrative costs associated with collecting
any tax that will be borne for each tax type used by the states. These costs
can be mitigated by joint collection mechanisms where the federal govern-
ment is involved, but only to the extent that states are willing to make their
taxes conform enough to make joint collection worthwhile. As well as the
costs of collection borne by the government, taxpayers themselves will also
have to incur costs of compliance for all taxes levied. In the case of taxes
jointly collected by both the federal and state levels of government, such as
income taxes or sales and excise taxes in some cases, the burden of com-
pliance on taxpayers can again be reduced by joint collection machinery so
the taxpayer does not have to file separate returns.

The possibilities for evasion and avoidance will also increase with decen-
tralization for some types of taxes, especially where the tax base is mobile
or straddles more than one jurisdiction. In the latter case, there will need to
be rules for allocating tax revenues among jurisdictions. In their absence,
some tax bases may face either double taxation or no taxation at all. As we
have seen previously, interstate tax differences can induce firms to engage
in tax planning whose purpose is to shift tax liabilities from high-tax to
low-tax states. Government auditing procedures may also be distorted for
those tax bases that involve transactions across state boundaries. Auditors
may be more vigilant when it comes to auditing nonresidents or trans-
actions whose tax revenues partly accrue to other jurisdictions.
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Few general principles emerge from considerations of administrative
and compliance costs. Perhaps the most important one is that tax struc-
tures should be chosen to be as simple as is compatible with achieving the
other goals of the tax system. In some cases, this principle implies making
bases as broad as possible and rates as low as possible, so as to reduce
incentives for the tax system to distort transactions and reporting as much
as possible.

Fiscal Accountability

In addition to assigning particular taxes to levels of government, the divi-
sion of revenue-raising responsibilities in the aggregate between levels of
government — the so-called division of the tax room — is also relevant. Of
course, this division is not something that can be prescribed constitution-
ally or otherwise dictated outside the legislative authority of the govern-
ments involved. Instead, it is determined endogenously by the independent
setting of tax rates by the two main levels of government. The federal
government is often seen as the leader in this regard. The revenue-raising
responsibilities and abilities of the states will be affected by the level of rates
set by the federal government on broad tax bases, as well as on the amount
the federal government chooses to transfer to the states (i.e., the size of the
fiscal gap). Nonetheless, the ability of the states and localities to raise their
own revenues is partly dependent on the types of tax bases to which they
have access.

The general principle to be followed in determining state revenue-rais-
ing responsibility and ability is that of fiscal and political accountability.
The idea is that fiscal accountability is greater the more jurisdictions are
required to finance their expenditures from their own revenue sources.
Accountability should make them more vigilant and cost-conscious, as
well as enhancing their independence. They have to account only to them-
selves (or their electorates) for the expenditures they make. To foster
accountability, access to revenue sources should be matched as closely as
possible to revenue needs. Tax instruments intended to further specific
policy objectives should be assigned to the level of government that has the
responsibility for such a service. Thus, progressive redistributive taxes,
stabilization instruments, and major resource rent taxes would be suitable
for assignment to the national government, while tolls on intermunicipal
roads are suitably assigned to state governments. More generally, consid-
erable flexibility in the ability to raise own-source revenues can be obtained
by allowing states access to some of the same broad-based taxes that are
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used by the federal government, such as general sales taxes, payroll taxes,
or income taxes. In a sense, the former two are ideal for use by state
governments because they are relatively nondistortionary and are not taxes
of redistributional importance. However, there might be limitations on the
ability of states to use them. In countries with a federal-level VAT, it may
be feasible but quite cumbersome to allow states to have access to the same
base, although they could still use single-stage sales taxes. Payroll taxes may
already be used as sources of revenues earmarked for particular social
programs. In such circumstances, the fiscal accountability criterion would
suggest allowing state governments to have access to taxes that are tradi-
tionally regarded as more suitable for national administration, such as
personal income taxes. The best approach would retain the ability of the
federal government to set a uniform income tax structure. As an example,
state governments might be allowed to piggyback on the federal income
tax system by setting surtax rates on the federal income tax.

FACTORS RELEVANT FOR ASSIGNING TAXES TO STATES

These criteria for judging how much tax decentralization is desirable are
still very general. In order to make them more applicable to actual tax
assignment issues, it is worth setting out more specific economic factors
that should be taken into consideration in deciding on which taxes to
make available to state governments. We set aside for the moment the
issue of whether states should be given exclusive use of particular taxes or
whether they should share those taxes with the federal government.

Mobility of the Tax Base

Tax bases that are more mobile are less suitable as state tax bases than those
which are less mobile, all other things being equal. The reason is that state
taxes applied to mobile bases give rise to spillover effects on other states — or
horizontal fiscal externalities — which can lead to inefficiencies in the allo-
cation of resources among states. These inefficiencies can take two forms.

The first is that, if state tax systems are chosen in an uncoordinated
manner, they are likely to have different structures. Different production
and consumption activities will face different tax rates in different states,
with the result that resources will be misallocated among states because of the
tax distortions. It might be argued that competition among states will induce
states to select tax structures that conform with one another to some extent.
But this same competition can also lead to inefficiencies of the second sort.
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The second inefficiency arises because states will have an incentive to use
tax-transfer policies intentionally to influence the allocation of activities to
their own states, trying to attract desirable businesses and high-income
taxpayers and to discourage activities and persons viewed as being a drain
on the state economy. This sort of beggar-thy-neighbor activity is self-
defeating to the extent that all states engage in it, and if they do not, it leads
to an inefficient geographic allocation of resources.

Presumably the most mobile tax bases are capital income and footloose
entrepreneurs and firms. Workers should be less mobile, although not
completely immobile, especially those with skills in high demand. Real
property is relatively immobile, at least once in place. Similarly, natural
resources are immobile, though the capital needed to develop them might
not be. Finally, commodity tax bases are also relatively immobile. If com-
modity taxes are levied on a destination basis, they are very similar to taxes
on the residents themselves; they are therefore, as immobile as the resi-
dents. On the other hand, if the destination basis can be circumvented by
cross?border shopping, that effectively makes the tax base more mobile.

The Suitability of the Base for Redistributive Purposes

Some taxes, like income taxes, are an important part of the tax mix for
equity purposes. Their base and rate structure can be chosen according to
societal norms for redistribution. To the extent that one views redistrib-
ution as being a federal government function, the determination of the
structure of these taxes ought to rest primarily with the federal govern-
ment. Wealth taxes may also fulfill redistributive roles, and even some
types of excise taxes do as well, such as those on luxury products.

Even if the federal government is seen as having a predominant role in
redistribution, the states may have legitimate redistributive objectives of
their own. If so, it may be reasonable to allow them to have some access
to taxes like the income tax that can be used for redistribution. How-
ever, the pursuit of redistributive policy by the states may well be self-
defeating. To the extent that either high- or low-income persons are
mobile, the objectives of state redistribution can be frustrated by inter-
state fiscal competition, what has been referred to aptly as the “race to
the bottom.”

Actual tax systems are notoriously nonprogressive. That is, governments
rely relatively little on the tax system for achieving their redistributive
objectives. There may be good reason for this, such as the adverse incentive
effects of high marginal tax rates or the extent to which high tax rates elicit
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evasion and avoidance activities. Nonetheless, an aspect of the income tax
system that is important in redistribution is the delivery of transfers to the
lowest-income persons. Although many redistributive transfers are deliv-
ered separately from the income tax system (e.g., welfare, public pensions,
unemployment insurance), the use of refundable tax credits delivered
through the income tax system is becoming more prevalent in OECD
countries. In principle, both federal and state governments could use the
income tax system for that purpose, albeit in a coordinated way.

Unequal Distribution of Tax Bases

As we have mentioned in Chapter 2, one of the potential sources of
inefficiency and inequity arising from fiscal decentralization occurs
because different states are endowed with relatively different tax capacities.
If states are left to raise their own revenues, some will be better able than
others. This discrepancy gives rise to what we have referred to as differ-
ences in net fiscal benefits (NFBs). To provide a given level of public
services, different states will have to apply different tax rates. Or, con-
versely, for comparable tax rates, different states will be able to provide
differing levels of public services.

The literature has stressed that differences in NFBs across states, that is,
differences in per-resident benefits from state public services less per-
resident tax costs, can cause both inefficiencies and inequities in the inter-
nal economic union. The inefficiencies arise because mobile factors of
production and businesses have an incentive to migrate to states with
larger per capita tax bases for fiscal reasons alone. The inequities reflect
a failure of horizontal equity within the federation: otherwise identical
persons are treated differently by the public sector depending on where
they reside.

These considerations might suggest that decentralizing tax bases that are
highly unevenly distributed across jurisdictions can lead to inefficiencies
and inequities in the federation. An example of this might be taxes on
major natural resources. On the other hand, these sorts of problems can be
avoided to the extent that a system of federal-state equalization transfers is
in place, such as those which exist in Australia and Canada. What one
needs to be aware of is the fact that the more decentralization there is, the
more demand will be placed on the equalization system. The political
support for maintaining equalization may wither as states become more
and more responsible for raising their own revenues. We return to this
later in the chapter.
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The Breadth of the Tax Base

Serious devolution of fiscal responsibility requires that states have access to
tax bases with the capacity for raising relatively large amounts of revenue,
that is, broad tax bases. If states rely too much on narrow tax bases, tax
rates on those bases may well be pushed much too high compared with
other tax bases. There are relatively few broad taxes to choose from. The
three main ones are income, sales, and payroll. It seems that if states are to
raise substantial revenues, they need access to at least one of these major
tax bases. There is the issue of whether one is enough. If the states occupy
only one of these tax bases, there is the danger that the overall mix of taxes
in the federal and state tax systems taken as a whole will become too
skewed in favor of the tax base that the states occupy.

Elasticity of the Tax Base

In addition to being mobile, tax bases may be more or less elastic, that is,
responsive to the tax rate. The elasticity of the tax base with respect to the
tax rate is an important consideration when deciding on the appropriate
tax rate. From an efficiency point of view, the higher the elasticity, the
lower the tax rate should be, because the greater is the deadweight loss
from increasing tax rates. In a federation, the effect of the elasticity of the
tax base as a factor constraining states from setting excessive tax rates can
be muted by what are referred to as vertical fiscal externalities.”

The argument, which was recounted in Chapter 1, is a subtle one and is worth
recalling. Suppose the state and the federal governments both occupy some
common tax base. In assessing the effects on tax revenues of an increase in the
state tax rate, a state will take into account the fact that the increase will reduce
its tax base — either because the base is elastic or because it is mobile among
states — and a reduced tax base will reduce its own revenues. But, to the extent
that the tax base is elastic, this same reduction in base will also reduce federal
tax revenues obtained from the same base, and the state will not take this into
account. There will thus be an incentive for states to overextend their tax rates
on elastic tax bases.” It is not at all clear how this problem can be avoided.

These are discussed in more detail in Boadway and Keen (1996) and Dahlby (1996).
Technically, the states are said to underestimate their “true marginal cost of public
funds.” It might also be the case that the equalization system exacerbates this problem.
In the Canadian case the equalization system is determined by a province’s tax base. Any
reduction of the tax base is at least partly offset by an increase in equalization payments
for those provinces receiving them. This further provides an incentive for provinces to
impose excessive tax rates. See Smart (1998) for this argument.
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Recently, Dahlby and Wilson (2003) showed that the sign of the vertical
fiscal externality can go either way, depending on whether the tax base is
defined as being before or after taxes. For example, consider the payroll
tax. If its base is defined as being before-tax wages, an increase in state taxes
can increase the size of the base even if labor supply is discouraged. That is,
pretax wage payments may rise with an increase in state taxes. Then, if the
federal government applies its tax to the same base, its revenues will rise.
State tax increases will therefore have a beneficial effect on the federal
budget, and states will therefore overestimate the marginal social cost of
raising revenues. They will have an incentive to set taxes too low, thereby
reinforcing the effects of horizontal tax competition. Such vertical exter-
nalities, whether they have positive or negative external effects on the
federal government’s budget, seem to be an unavoidable consequence of
fiscal decentralization.

User Fees and Benefit Taxes

Many of the problems of inefficiency and inequity rising from decentral-
izing tax responsibilities are avoided to the extent that the taxes reflect the
benefits of the public services that they are intended to finance. In a system
of pure benefit pricing, there are no NFB differentials across provinces
because all persons receive from the public sectors services whose benefits
are reflected in the tax price they pay. This suggests that taxes that are
levied largely on the benefit principle are suitable for decentralizing to state
and, especially local governments.

Examples of taxes whose bases approximate the benefit principle include
property taxes, some excise taxes, and user fees. Taxes of this sort may well
be important for financing public services of a local nature, but they are
unlikely to be sufficient for major public services in the areas of health,
education, and welfare. An exception might be payroll taxes earmarked for
social insurance programs, like workers’ compensation or pensions.

Further Administrative Cost Considerations

For some taxes, the administrative costs associated with their decentral-
ization might be significant, especially if both the federal and state govern-
ments jointly use the taxes. Taxes with complex bases, like income taxes,
impose significant compliance costs on taxpayers if levied by one level of
government, let alone two. These problems are compounded for taxpayers
who, like businesses, obtain income in more than one state.
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Sales taxes can also be difficult to decentralize. If they are multistage
sales taxes, like value-added taxes (VATs), the fact that many interfirm
transactions take place across borders makes the allocation of tax revenues
and credits among states very difficult to enforce, especially if different
states have different tax rates. VATs are ideally suited for jurisdictions that
have border controls. The absence of such controls between states makes
the administration of a fully decentralized VAT system almost nonviable.
Some of these problems can be overcome, as we shall see, if the federal
government occupies the VAT alongside the states, and a single tax-col-
lecting authority exists. Lesser problems can exist for single-stage sales
taxes. Cross-border sales make the precise application of the destination
principle difficult and also make it difficult to ensure that local firms are
treated on a par with out-of-state firms. That is because with single-stage
taxes, it is difficult to avoid taxing business inputs purchased by firms.

The one broad-based tax that is easy to decentralize is the payroll tax. Its
structure is usually very simple, and compliance is relatively straightfor-
ward, given the use of payroll deductions. Wealth or capital taxes can also
be administered relatively easily at the state level, although these are
unlikely to be major revenue sources.

Given these considerations, what do they imply for the assignment of
individual taxes? We turn to that question next.

ASSIGNMENT BY TYPE OF TAX

The relevance of each of the above principles varies from tax type to tax
type. It will also depend on how much responsibility for revenue raising
has been devolved to the states. In this section, we consider how the
principles apply to each of the main types of taxes. Where relevant, we
note particular issues and practices in OECD and developing countries. Of
course, there may be institutional impediments to the ability to assign
taxes freely according to economic principles. In particular, national con-
stitutions may restrict the ability of either the federal government or the
states from assuming responsibility for certain types of taxes. That possi-
bility will obviously depend upon the country in question. It may also be
the case that the federal government can override state policies, including
tax policies, in certain countries, where the overriding is justified by
national objectives, such as the maintenance of an efficient internal eco-
nomic union or the achievement of equity objectives. Thus, for example,
the interstate commerce clause in the U.S. Constitution allows the federal
government to strike down state laws that interfere with interstate trading.
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Finally, the feasibility and desirability of allowing states to have access to
some taxes may depend upon the existence of arrangements for harmo-
nization of tax structures across states or between states and the federal
government in cases where taxes are co-occupied. We return to the issue of
tax harmonization in the next section.

Personal Income Taxes

Income taxes applied to individuals (or households) are the sources of
revenue in many OECD countries. Their importance is much less in devel-
oping countries where the complex tax-collection machinery has not been
fully developed and where many taxpayers have yet to experience the self-
reporting required to administer the tax. Presumably as development pro-
ceeds, income taxes are liable to become more and more important sources
of revenues. The importance of the income tax is its role as a redistributive
or at least fair tax. Unlike other taxes, the rate structure can be chosen to be
as progressive as desired. The income tax forms an important part of the
tax mix in countries with mature tax systems.

A broad-based income tax includes in its base income from a wide
variety of sources, regardless of the use to which it is put. There is, how-
ever, ongoing debate about how comprehensive the tax should be. Three
components of particular concern are capital income, business income,
and inheritances. In addition, there is debate about how progressive the
rate structure should be. Each of these debates is relevant for the issue of
decentralization. To the extent that capital income, business income, and
inheritances are included in the base, the case for decentralization is weak-
ened. These potentially mobile bases would lend themselves to tax com-
petition among states.

The main argument for dominant federal involvement in the income tax
concerns redistribution. The income tax is the main tax that is available for
addressing equity objectives. Given the presumed interest of the federal
government in national equity, the income tax should be an important
part of its tax mix. Assignment of personal income taxes to the states runs
the risk of national equity objectives being violated. States could choose
different degrees of progressivity in their rate structures, at least partly
driven by beggar-thy-neighbor state policies that compete away redistrib-
ution. They could also choose much different sets of exemptions and
credits as a way of favoring (or disfavoring) certain types of taxpayers,
especially mobile ones. Moreover, as we have mentioned, because capital
income is typically a component of these taxes, there is a possibility that
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capital markets will be distorted. State income tax regimes could give
preferential treatment to capital income generated within the state.
Because capital income can be earned both within the state and outside,
compliance and collection costs, and the possibilities for evasion, are likely
to increase substantially as responsibility for personal income taxes are
decentralized. For all these reasons, it is preferable that primary responsi-
bility for the personal income tax rest with the federal government.

Similar arguments apply for other direct taxes on persons, such as taxes
on personal wealth and on wealth transfers (e.g., estate taxes). Indeed, the
case for centralization of these is perhaps even stronger, given that their
bases are highly mobile and that they are very effective instruments for
pursuing equity.

By the same token, subsidies to persons delivered through the income
tax system, which are essentially negative direct taxes, might also be fed-
erally levied and integrated with the income tax system. The extent to
which such subsidies can be delivered through the tax system is limited.
Most major subsidy programs are delivered by special agencies, such as
unemployment insurance or welfare agencies, because these subsidies are
typically based on characteristics of recipients other than their incomes,
characteristics that often require close monitoring. This need poses a
major dilemma for national redistributive policy because, as we have
emphasized, these subsidies are good candidates for decentralization to
the states. Unlike with the tax system, it is not feasible for the federal
government to control them directly. Indirect means, like the use of condi-
tional grants, must be used. Nonetheless, significant transfers can be deliv-
ered through the tax system using refundable tax credits. These transfers
are becoming more common in OECD countries as they gradually move
from universal to more targeted transfers. Retention of control of the
income tax at the federal level is important for enabling the federal govern-
ment to be able to deliver these redistributive transfers.

At the same time, there may be legitimate arguments for states’ having
some leeway for implementing their own within-state redistributive goals.
States may differ systematically from one another in their population
makeups, giving rise to different preferences for redistribution. The issue
is how this might be accomplished without compromising national equity
objectives or making the tax system too complex administratively. One
way to do so is to allow states to co-occupy the income tax field, but in a
way that maintains an appropriate degree of harmonization. We deal with
this in more detail in the next section. For now, we simply note that it is
feasible to let the states choose various state-specific redistributive
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elements, such as credits to certain types of taxpayers or even a state rate
structure, while maintaining a common base and ruling out state measures
that distort the internal common market or discriminate against nonres-
idents. Such a system likely requires that the federal government must
maintain a dominant position in the income tax field so as to have the
moral authority to ensure that harmonization is respected.

In applying these principles to developing countries, it should be noted
that in low-income agrarian societies and lower-middle-income countries,
the coverage of the personal income tax is quite limited. Its role as a
redistributive element of the fiscal system is further clouded by widespread
tax evasion. Shah and Whalley (1991) have argued that, when one con-
siders the rural-urban migration effects associated with a tax on urban
incomes, as well as the reverse redistribution effects of the income tax
through the bribe system, the personal income tax may not be viewed as
a progressive element of the tax structure in lower-middle-income coun-
tries. Under such circumstances, an exclusive federal role for the personal
income tax is difficult to justify. Further, many of the services provided by
subnational governments in developing countries could not be regarded as
directly related to property, and many are redistributive. Although the
federal government may impose a progressive income tax structure, sub-
national governments should be given access to flat charges on the federal
base. That way they will have access to a broad-based tax source that will
become increasingly important and will, at the same time, have responsi-
bility for the amount of the revenue that they raise.

To the extent that states are allowed access to personal income tax
revenues, the allocation of the tax base across states becomes important
to ensure that each person is taxed only once. In principle, tax allocation
according to place of residence should be preferred over one that does it by
place of employment. However, establishing place of residence may be
difficult if persons move during the tax year. Assigning proportions of a
tax base to each state according to the share of a tax year spent in the state
would be complicated. Countries with decentralized income tax systems
usually assign residency to a given state for the entire tax year according to
residency on a given date (e.g., the last day in the year). This issue, again,
must be dealt with by the system of harmonization.

Practice in developing countries varies. China has assigned personal
income taxation to the provincial-local governments, while retaining con-
trol of the determination of its base for the central government. In most
other developing countries, the determination of the personal income tax
base and rate is a central responsibility, whereas tax administration is



Revenue Assignment 175

occasionally shared with subnational governments. In Russia, the income
tax is a federal tax, collected (as are all taxes) by the federal Tax Ministry
(Salikov, 2005). In Mexico, the Supreme Court recognizes the income tax
as a concurrent tax, although most revenue is collected by the federal
government. An exception is the tax for low-income individuals, the
“regime of small taxpayers.” States and municipalities collect and retain
this revenue, although a percentage is paid to the federal government in
some instances. To allocate income across jurisdictions, individuals pay
taxes in the state where they work or where their employer is located
(Gonzalez, 2005). Exceptions are India, where this tax field is co-occupied
by the federal and state governments. The central government taxes non-
agricultural income and wealth, while states can tax agricultural income
and wealth. This distinction has created difficulties. States have found it
politically infeasible to tax agricultural incomes, creating an opportunity
for evasion. Farmhouses are popular investments in the vicinity of major
urban areas. Eliminating the distinction in the origin of personal income is
one issue in discussions of reforms in India (Rao, 2007b). In Brazil, states
are allowed a supplementary rate on the federal base. Nigeria is unusual
insofar as the federal government collects only a limited share of income
taxes. It has access only to taxes paid by the armed forces, external affairs
employees, and residents of the Federal Capital Territory. The predom-
inance of state-level income tax collection hinders redistribution. In some
cases, state governments control instruments other than the income tax
that may affect income redistribution. In Brazil, for example, the taxes on
inheritances, gifts, and supplemental capital gains are state levies. Estate
duties in Nigeria are a state-level tax (Ayua and Dakas, 2005). In Russia,
local governments are assigned the tax on inheritance. The Tax Code of the
Russian Federation allows them to set the rates as well as to establish
privileges for groups of taxpayers (Salikov, 2005).

Corporation Income Taxes

As with the personal income tax, the case for making the corporation
income tax a federal responsibility is a strong one. For one thing, the
corporate tax can be viewed partly as an adjunct to the personal tax or,
more precisely, as a withholding device for the personal tax. It taxes at the
source shareholder income that could otherwise be reinvested in the cor-
poration and escape immediate taxation. To the extent that the corporate
tax serves this withholding purpose, it is better levied at the same level as
the personal income tax so that it can be integrated easily. In an open
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economy, the corporate tax also serves as a useful device for obtaining
revenues from foreign corporations, especially those which are able to
obtain tax credits from their home governments. Again, the federal level
seems the most appropriate one for this purpose. In Switzerland, the
confederation government is in principle restricted to indirect taxes. How-
ever, it may impose direct taxes on net profits and on corporate capital and
reserves for limited periods of time. These taxes are regularly extended.
The current direct federal tax is in effect through 2006, with maximum
rates established in the Swiss Constitution (Schmitt, 2005). More to the
point, because the corporate tax base is capital income within a jurisdic-
tion, decentralizing it to the states would jeopardize the efficient function-
ing of capital markets. It would give rise to the possibility of wasteful tax
competition to attract capital at the expense of other jurisdictions. Its use
by a state would also invite the implementation of measures that discrim-
inate against corporations based in other states. In the United States, the
federal government maintains a role in the state use of corporate income
taxes because of these potential problems. Court rulings have determined
when corporate income can be taxed within a state. Congress has also used
legislation to preempt state-level taxation that it feels could hinder inter-
state commerce (Fox, 2007).

Administrative simplicity also favors centralizing the design and admin-
istration of the corporate tax. Because many corporations operate in more
than one jurisdiction at the same time, tax administration in a multijur-
isdiction setting can be a complicated matter. For any given jurisdiction,
the appropriate share of the tax base must be allocated to that jurisdiction,
and the taxing authority must have some way of monitoring the firm to
ensure compliance. With complete independence of taxing authorities,
this would be difficult. The firm may well have an incentive to engage in
transfer pricing or financial and book transactions to shift its profits across
borders to reduce its tax burden. The firm itself will have an increased cost
of compliance if it faces different tax regimes in different jurisdictions.
There are nonetheless some federations in which subnational governments
are allowed access to corporate taxation, such as Canada and the United
States. In such cases, tax bases are typically allocated among provincial or
state jurisdictions according to methods of formula apportionment that
attempt to minimize the administrative and incentive problems associated
with determining tax shares. Common methods include allocating tax
revenues of a given corporation among jurisdictions according to a mix
of shares of the firm’s payroll, revenues, and possibly capital stocks. In the
United States, most states use a variant of the federal definition of
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corporate income for tax purposes. Although taxable corporate income is
allocated across jurisdictions by formula, the specifics vary by state. In
practice, the differences lead to increased compliance costs (Fox, 2007).

Thus, the case for centralizing the corporate tax is very strong. The same
might be said for other taxes that effectively fall on corporate capital, such
as capital taxes. By symmetric arguments, subsidies to corporations should
be centralized, given the obvious tendency for lower levels of government
to use them to attract capital in competition with other jurisdictions in
ways that might be distorting or discriminatory.

Of course, not all tax competition need be wasteful. It could also serve to
improve the efficiency of lower-level governments by imposing a form of
marketlike discipline on them. Some of the adverse effects of tax competi-
tion could be avoided if the states were subject to commitments not to use
them to distort the internal common market or to discriminate against
nonresident businesses. The latter is equivalent to the so-called principle of
national treatment in international trade policy, whereby all capital within
a state is afforded the same treatment regardless of the residency of its
owners. Implementing such a scheme would require either a binding and
enforceable commitment among states with respect to their tax policies or
the ability of the federal government to enforce such policies through the
carrot (grants policies) or the stick (mandates or disallowance). In either
case, the integrity of the internal common market would seem to be much
easier to enforce if the federal government maintains a dominant position
in the corporate income tax field. More generally, it would be preferable to
restrict the field to the federal government alone, although this may not be
possible where the constitution allows state access to income taxation.

In most developing countries, the determination of the corporate tax
base and rate structure is a federal government responsibility. However,
collection and administration is sometimes decentralized. In the Philip-
pines, the business tax is an important source of local revenues, accounting
for an average 29.8 percent in 2002. The rates are determined by the central
government (Taliercio, 2005). Administration of the corporate tax is a
joint responsibility of national and subnational governments in Pakistan
and the Russian Federation. In China, corporate tax collection is divided
among federal, provincial, and local governments (although the federal
government retains sole authority to set the base and rates). The provincial
and local governments are responsible for collecting taxes from provin-
cially and locally owned enterprises, respectively. The federal government
collects taxes on its own enterprises as well as on foreign-owned enterprises
and all domestically owned private enterprises. Indeed, this pattern of the
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federal government setting the base and rate structure combined with
some decentralization of collection applies to all major taxes in China,
including sales and excise taxes. In Indonesia, business taxes are levied on
specific sectors, such as hotels, restaurants, and advertising. An increasing
number of subnational governments impose these types of taxes, creating
the potential for distortions at the local level (Taliercio, 2005). In some
cases, subnational governments control instruments that may affect capital
mobility. In India, for example, the capital transactions tax is a state
instrument.

General Sales Taxes

Sales taxes are good candidates for decentralization to the states, especially
if significant revenue-raising responsibility is required. Nonetheless, sales
taxes are centralized in some federations. In Switzerland, only the confed-
eration government can levy a value-added tax or special consumption
taxes (Schmitt, 2005). In South Africa, provinces and municipalities are
prohibited from levying a value-added tax or a general sales tax (Steytler,
2005). Typically, general sales taxes are levied on consumption goods,
defined with varying degrees of inclusiveness, and on a destination basis.
As such, they are essentially general taxes on the residents of the taxing
jurisdiction. Given the relatively low degree of mobility of households,
they are likely to be much less distorting than, say, taxes on mobile bases
like capital (at least as long as investment goods are not included in the
base). Because general sales taxes are not significant instruments for redis-
tribution, little is lost from an equity point of view from decentralizing
them to the states.

Some distortions and administrative problems, however, are likely to
arise from state sales taxes. The main source of inefficiency has to do with
cross-border shopping. Residents of states with high sales tax rates will
have an incentive to shop in states with lower tax rates to reduce their tax
burdens. Given the absence of border controls in a federation, this out-
come will be difficult to avoid. As a consequence, tax competition will
likely result in rate levels and structures that do not vary greatly across
jurisdictions. On the surface of it, this might pose a problem for poorer
jurisdictions that might otherwise need higher tax rates to finance their
basic services. However, this disadvantage would be mitigated if an effec-
tive system of equalizing transfers from the federal government were in
place, as discussed in the previous section, so that states could provide
comparable public services at comparable tax rates.
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There are, however, some serious administrative issues with state sales
taxation, especially if there is no federal sales tax with the potential for a
single tax-collection authority. If the state sales taxes take the form of
subnational, credit-method, value-added taxes, the taxation of interstate
transactions creates potentially major administrative difficulties. Such
transactions can be taxed either on a destination basis (taxing final con-
sumption), such that imports are taxed and exports are zero rated, or on
an origin basis (taxing production), such that imports are exempted from
taxation, while exports are fully taxed in the state of origin (i.e., not zero-
rated). The origin basis has the advantage that cross-border sales need not
be monitored as closely. But because origin-based sales taxation is analo-
gous to taxing production, interstate differences in tax rates — which one
must expect if states are truly exercising independent revenue-raising
authority — translate into inefficiencies in the allocation of production
across states. The use of the destination basis for a VAT requires applying
taxes appropriately at state borders within a federation, including crediting
for taxes paid on intermediate business inputs in selling jurisdictions. In
the absence of border controls, reliance must be placed on self-assessment
by firms being taxed. Not only will this add to compliance costs, but also
enforcement may be difficult unless auditing information flows freely
across borders. Having a single federal administration will certainly make
things simpler, but the complexity involved in firms keeping track of their
input credits on a state-by-state basis is significant. It could work as an
impediment to the free flow of goods and services within the nation.

There are some possible alternatives to the strict application of the
destination principle. One is to adopt the so-called restricted origin prin-
ciple, where interstate trade is taxed on the origin principle and interna-
tional trade on a destination basis. This solution would work well if
subnational units had uniform rates of VATs and if trade flows within
and from outside the country were not too uneven across states (see also
Cnossen, 1998). Inefficiencies could result if the taxation basis differed
across jurisdictions; for example, state governments might be tempted to
use an origin basis for their state taxes rather than a residency one.

A second alternative is the clearing house method. Here, exports are not
zero-rated but are subject to full taxation in the state of origin. The
importing firm, when paying taxes in the state of destination, then claims
full credit for taxes paid to the exporting jurisdiction. If this method is
applied to all cross-border transactions, the likely result will be an imbal-
ance on taxes owing between states, because taxes levied by exporting states
are credited against taxes in the importing state despite having been
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paid elsewhere. This balance is settled by a system of interstate payments.
Such a system certainly simplifies tax compliance for private traders, espe-
cially if there is a single tax-collecting authority. However, it complicates
matters for the tax authorities because it must keep track of interstate tax
liabilities. In practice, the balancing payments are often based on some
crude indicators of state tax liabilities, like aggregate consumption.

A third alternative is to use the so-called deferred-payment method,
which is able to finesse the interstate crediting issue. It does this by
zero-rating from state VAT sales to taxpaying firms in other states. At
the same time, importing firms are not immediately taxed. Instead, they
enter the tax system only when they are resold by the importing firms.
Such a system insures that imports are eventually fully taxed in the import-
ing state, as must be the case under the destination principle. The system is
not foolproof and has really been applied only in the case of one province
in Canada. But experience there indicates that it is feasible, at least as long
as one can rely on the self-reporting method of tax payment backed up by
reasonable auditing. The latter is certainly facilitated by having a central
tax-collecting authority. The main problem with the system is the same as
with any sales tax system — that it is difficult to ensure that cross-border
sales to consumers (and other final users) are taxed properly. Ideally,
exports to consumers should be taxed at the rate applicable to the state
of destination, but this may be difficult to enforce. The problem may well
become more difficult with the advent of electronic commerce. In a fed-
eration with several states, all of which charge a different sales tax rate,
compliance itself becomes complicated, especially when one recognizes
that interstate sales are treated much differently than international sales.
The viability of such a system in a developing-country context remains to
be seen.’

© The deferred-payment system is applied on a limited basis in the Canadian federation.

The province of Quebec implements its own VAT-type system alongside that of the
federal government (which applies nationwide). Firms engaging in transactions between
Quebec and the rest of Canada must pay the Quebec Sales Tax (QST) on all purchases
in Quebec along with the federal Goods and Services Tax (GST). Firms who have paid
the QST on their inputs then obtain a credit on subsequent sales whether the sales are
in Quebec or not. Sellers in Quebec who have purchased inputs outside Quebec obtain
credit for the GST only. Firms pay the tax on a self-assessment basis, subject to the usual
auditing provision. Bird and Gendron (2001) have argued that this is a feasible system in
any federal setting. In Canada, only the Quebec government has adopted its own inde-
pendent VAT. If several other provinces did so as well, the system may not prove to be as
simple as in the one-province case. Brazil also operates a VAT system at the subnational
level but not jointly with the central government. It is effectively an origin-based system
with all its difficulties.
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But the most common practice when state sales taxes are used is to avoid
these problems by employing single-stage sales taxes, despite the ineffi-
ciencies that they entail. Under a single-stage sales tax, it is difficult to
avoid a cascading of the tax through purchases of taxed business inputs,
especially if the tax is levied at the retail stage. Systems in which taxes paid
on purchases from registered dealers are credited toward or exempted
from later levies reduce the incidence of this problem at some adminis-
trative cost, but do not eliminate it entirely. A related issue is the difficulty
in ensuring that sales to buyers outside state boundaries have been purged
of taxes on intermediate inputs. These same problems arise at the federal
level and are typically addressed by adopting a multistage VAT. Under a
VAT, taxes on business inputs are eliminated by the system of crediting for
input purchases, while under the destination principle, exports are given
full credit for taxes paid and imports are fully taxed. As noted previously,
adopting the same remedy at the state level is difficult because of the
absence of border controls. Furthermore, because states are inevitably
much more open than entire countries, the administrative complexities
of operating a system of taxing and crediting on all cross-border trans-
actions would be high and would likely constitute a significant distortion
on interstate trade. For these reasons, single-stage state sales taxes may well
be preferred in a developing-country context, at least until viable alter-
natives, like the deferred-payment method, have been tried and tested.”

Quite apart from these difficulties of dealing with cross-border trans-
actions by both producers and consumers, separate state sales taxes entail
an additional layer of administrative machinery on the government side,
and additional compliance costs for businesses that are required to collect
the tax. These costs are especially high in a system in which there are sales
taxes at both the federal and state levels of government. In the United
States, companies can face widely divergent tax regimes as sales taxes are
levied on a destination basis. For example, Colorado allows local govern-
ments to establish both the base and rates for their own sales taxes. In
Virginia, on the other hand, the state government determines both. The
potentially high compliance costs led the Supreme Court to rule that a
company must have a physical presence in a state before it can be required
to collect sales tax for that state (Fox, 2007).

7 Fora contrary view, see Burgess, Howes, and Stern (1995), who have advocated a system

of state VATs for India. And we have already mentioned Bird and Gendron (1998), who
recommend a dual VAT system involving both the federal and provincial governments, at
least for developed federations.
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The practical difficulties associated with the subnational administration
of a multistage sales tax are well illustrated by the Brazilian experience. In
Brazil, the federal government levies a manufacturer-level sales tax called
the Imposto Sobre Produtos Industrializados (IPI); states are assigned a
broad-based credit-method VAT (the Impostos Sobre Circulagao de Mer-
cadorias e Prestacao de Servicos (ICMS)) at a 17 percent rate); and munic-
ipalities administer a services tax, the Imposto Sobre Servigos (ISS). Under
the ICMS, interstate sales are taxed on the origin principle (at a 12 percent
rate for North-South and a 7 percent rate for South-North transactions),
and international trade is taxed on a destination basis. Thus, in domestic
trade, relatively less-developed northern states are given preferential treat-
ment. In international trade, as most of the imports are destined for the
southern states and a disproportionate amount of exports go through the
northeastern states, most of the revenues are collected by the richer states,
and export rebates are given by poorer states. Another emerging area of
major potential interstate conflict is the use of the ICMS as a tool for state
industrial development. Some northeastern states are offering fifteen-year
ICMS tax deferral to industry. In a highly inflationary environment such as
that of Brazil, unless such tax liabilities are indexed, they have the potential
to wipe out much of the ICMS tax liabilities. A separate source of conflict
is the classification of emergent information technology industries, such as
communications and software. If they sell goods, they are subject to the
state-level ICMS; if they are service providers, municipalities can levy the
ISS. The interjurisdictional disputes between states and municipalities
continue (Rezende, 2007).

Recognizing these difficulties, China introduced a centrally adminis-
tered VAT with proceeds to be shared with the provinces. Effective Jan-
uary 1, 1994, the provinces are given 25 percent of VAT revenues and the
federal government the remainder. India is facing major difficulties in
reforming its sales tax system. At the present time, sales taxes are assigned
to the state level; the federal government administers excise taxes, and the
proceeds are shared with the states; and the octroi is a local tax on inter-
municipal trade. While these tax assignments are exclusive, in practice
there are overlaps that contribute to the complexity. The central manu-
facturing excises have evolved into a central value-added tax (CENVAT) at
the manufacturing stage. Thus, production is taxed by the center, while
the sale of the goods is taxed by the states, essentially sharing the same base
(Rao, 2007a). Sales taxes are administered on narrow bases: the number of
rates varies by state from six in Orissa to seventeen in Bihar and Gujarat.
Some states consider the sales tax an important element of redistributive
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policy. To reform the existing sales tax structure, a broad-based national
value-added tax has been proposed, but this is strongly opposed by the
states. The states are also dissatisfied with the centrally administered excise
tax because it limits their powers of taxation. The federal government
prefers to raise additional revenues from administered prices rather than
from excises because the proceeds from excises have to be shared with state
governments. The octroi tax on intermunicipal trade is a source of sig-
nificant revenues for local governments and remains popular in spite of its
antitrade bias.

Other possible inefficiencies of state sales taxation are related to admin-
istrative problems, which are certainly likely to be present in developing
countries. One has to do with the fact that the broader the base, the more
difficult it is to enforce compliance. To get a fully general consumption
base, including both goods and services, it would be practically necessary
to collect the tax at the level of final sales to the consumer, the retail stage,
under either a single stage or a VAT system. This requirement increases the
compliance costs considerably because the number of taxpaying firms
could be extremely large. In practice, having an exemption for small firms
mitigates this problem. However, in developing countries, a reasonable
exemption could encompass a large number of firms narrowing the tax
base considerably. Furthermore, enforcement of the tax becomes very
difficult if it is applied at the retail level, and evasion is likely to be high.
Some of these difficulties can be avoided by levying the tax at an earlier
stage, though again at the cost of making the base much narrower.

Excise Taxes

Specific excise taxes are also good candidates for decentralization to the
states, perhaps even better than general sales taxes, although they have
much less potential for raising revenues. (Obviously, we are not including
customs duties and export taxes in this category, because they should
clearly be federal responsibilities.) Specific excises are unlikely to cause
significant impediments to the efficiency of the internal economic union
or major misallocations of labor and capital if they are levied on a desti-
nation basis. They simply become a form of taxation of residents and are
unlikely to be significant enough to cause migration. If they were levied on
an origin basis, this might not be the case. Businesses could avoid the tax
by moving elsewhere, unless the product taxed depended upon a local
resource. An example of the latter might be taxes on oil and gas, to which
we return later when discussing resource taxes.
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From an efficiency point of view, there are two problems with excise
taxes. For one, as with sales taxes, they will give rise to cross-border shop-
ping problems, possibly on a large scale, given that the taxed goods may be
cheap to transport. Tax competition is likely to reduce the importance of
this, especially if the fiscal capacities of the states are not too different and/
or if equalizing transfers further reduce discrepancies.

The second possible problem arises from the fact that excise taxes distort
the markets for the goods being taxed. This distortion can be significant if
states must rely on excise taxes for a large part of their revenues. Of course,
it could be argued that, for some goods, at least some differential tax is
justified on the basis of externalities. Alcohol and tobacco taxes are good
examples of this, and gasoline taxes might also be so considered.

Excise taxes may have an adverse effect on equity to the extent that they
are levied on goods consumed by lower-income persons. However, this
need not be a telling problem as long as the federal government has at its
disposal other tax instruments for addressing redistributive issues on a
broader basis, such as the income-based tax-transfer system. There might,
however, be other federal policy objectives that are affected by excise tax
policy. For example, the federal government may have a concern with
health policy, the effectiveness of which may be influenced by cigarette
and alcohol taxes, or with pollution and road use, where gasoline taxes
become relevant.

The federal and provincial levels could jointly occupy excises on alcohol
and tobacco, as both health care and the prevention of accidents and
crimes are usually shared responsibilities in most federations. Games of
chance and gambling usually fall within the purview of state and local
governments, and therefore taxes on betting, gambling, racetracks and
lottery revenues would be suitable for assignment to subnational govern-
ments only.

Taxation to control environmental externalities such as congestion and
pollution could be suitably imposed by the level of government having the
responsibility for curtailment of such externalities. Accordingly, carbon
taxes to combat global and national pollution issues should be a federal
responsibility. All levels in their own sphere of authority could levy BTU
taxes, taxes on motor fuels, and congestion tolls. Effluent charges to deal
with interstate pollution should be a federal responsibility. Intermunicipal
pollution would be a state responsibility, but the responsibility to deal with
intramunicipal pollution should rest with local governments. Parking fees
to influence intermodal choices and thereby regulate local traffic conges-
tion should be a local responsibility.
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Relative to other taxes, the administrative problems associated with
decentralizing excise taxes are less severe. The difficulties of eliminating
taxes on business inputs and on exports that plague general sales taxes do
not apply with the same force here. Collection costs may not be excessively
high for either the sellers or the government. Enforcement should be no
greater a problem than with other taxes, especially if the rates are neither
too high nor too varied across the federation.

A large variation in excise tax assignment prevails in developing coun-
tries. In some countries, such as Indonesia and Mexico, they are central-
ized. Indonesia has undertaken some decentralization. Law 34 of 2000
assigns motor vehicle registration and transfer and fuel taxes to provincial
governments. City and regency governments can levy excises on such
activities as hotels, entertainment, advertising, and parking. However,
rates cannot exceed the maximum established in the legislation (Taliercio,
2005). In others, such as Bangladesh and Argentina, they are decentralized.
In a large majority of developing countries, excise taxes are co-occupied by
national and subnational governments — for example, in Malaysia, Nigeria,
and Thailand. In Thailand, gasoline and tobacco taxes are part of subna-
tional governments’ own-source revenues (Taliercio, 2005). In the Russian
Federation, the 1998 tax code assigned excises to the federal government and
highway, transport, and gambling taxes to regional governments. Regional
legislatures determine tax rates for their assigned taxes (Salikov, 2005).

Payroll Taxes

Payroll taxes are typically used in industrialized countries for financing
social insurance schemes, especially those limited to employees. The sorts
of programs for which payroll taxes are often earmarked may be those
which are decentralized to state governments (workers compensation,
health care), in which case they should be obvious sources of state reve-
nues. However, they can be a useful adjunct to general revenue financing as
well. In either case, they are ideal candidates for state revenue sources.
Payroll taxes are relatively easy to administer because they can be collected
with minimal cost through payroll deduction. Their base is ultimately
almost equivalent to that of general sales taxes and overlaps considerably
with the income tax base. Because it is a very broad base, it is relatively
nondistortionary. Indeed, to the extent that they are perceived as being
payments for social insurance benefits, they may be virtually distortion
free. Provided their rates do not differ significantly across states, they are
unlikely to cause significant distortions in the internal common market.
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In addition to causing very little distortion of internal labor markets,
payroll taxes have minimal redistributive effects. They are not a necessary
component of federal redistributive policy instruments, and any adverse
effect they may have on income distribution can be easily offset by other
taxes at the federal level. In fact, given the properties of payroll taxes, it is
perhaps surprising that they are not the tax bases of choice for decentral-
ization to the states.

One alleged drawback of payroll taxation is its effect on employment.
Payroll taxes have been referred to as “taxes on jobs,” especially by the
business sector. This claim is surely a misnomer. A fully general tax on
labor income should have no more effect on employment than a sales tax
or income tax. To the extent that labor markets function freely, payroll
taxes will be passed back to labor and have virtually no effect on employ-
ment if labor supply is relatively inelastic. This assertion might not be true
to the extent that wages are institutionally determined. For example, union
bargaining may preclude workers from bearing payroll taxes resulting in
wages set above the market clearing level. Or minimum wages may go up
in response to increases in payroll taxes. However, empirical evidence in
developed countries suggests that, at least in the long run, payroll taxes are
borne by workers, with little effect on employment.”

In many industrialized federations, subnational governments use pay-
roll taxes. Examples include Australia (where the states are precluded from
using the other main broad-based taxes — income and sales), Canada, and
the United States. They are rather less prevalent in the developing world,
exceptions being in many Latin American countries. Perhaps because the
proportion of the labor force in the organized sector of the economy is still
relatively low in many developing countries, imposing a payroll tax on
them might discourage further organization. Nonetheless, given the bene-
fits of using payroll taxation, there is the potential for greater use of this tax
instrument by subnational governments in developing countries, espe-
cially as the development process proceeds.

Resource Taxes

The case of taxes on resources is an interesting one because it brings the
two economic criteria, efficiency and equity, into direct conflict. On the
one hand, because resource endowments are immobile across jurisdic-
tions, state taxes on resources, if designed properly, should not distort

8 In the Canadian context, see, for example, Abbott and Beach (1997).
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the internal economic union. Indeed, taxes on resource rents would in a
sense be an ideal tax because they would have no efficiency effects what-
soever.” The administrative costs associated with state resource taxes
would not be excessive either, and the taxation of resources goes hand
in hand with their management, which is often more efficiently done at the
state level. At the same time, resources tend often to be distributed very
unevenly across states in a given country. In these circumstances, decen-
tralizing resource taxes to the states would result in significant differences
in tax capacities, thus creating fiscal inefficiencies and inequities.

In an ideal world, the decentralization of resource revenues to the states
would be accompanied by a set of equalizing federal provincial transfers to
alleviate the NFB differences that would otherwise result. However, full
equalization of tax capacities is rarely implemented and might be especially
politically difficult if the resource revenues are distributed very unequally
among states. In these circumstances, one might opt for maintaining fed-
eral control of those resources which are more likely to be important and
unequally distributed, such as oil and gas and mining, while decentralizing
others that are less important, such as quarrying and perhaps forestry.

In practice, resource tax bases tend not to coincide with rents, and thus
resource taxes do have efficiency effects. They often distort capital and
employment decisions. States might be tempted to use them as instru-
ments to attract economic activity to their jurisdictions, thereby violating
the efficiency of the internal economic union. Thus, what could ideally be a
fully efficient source of state revenue could turn out to be a highly distor-
tionary tax type. In these circumstances, the case for decentralized control
is weakened.

Some resource taxes, however, such as royalties and fees and severance
taxes on production and/or output, are designed to cover costs of local
service or infrastructure provision and could be assigned to local govern-
ments. In addition, subnational governments could also impose taxes to
discourage local environmental degradation. This rationale explains the
practice in Canada, Australia, and the United States of having state-level
governments (and in the case of the United States, local governments as
well) impose such taxes on natural resources. In Australia, states cannot
tax the production of resource products, but they collect royalties on the
use of resources within their own borders and within the three-mile ter-
ritorial sea (Saunders, 2005). In Germany, neither the Basic Law nor Land

°  For a general discussion of the way in which resource taxes could be designed to capture

rents, see Boadway and Flatters (1993).
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constitutions grant any government formal ownership or tax authority
over natural resources. However, private companies working oil and gas
fields in northern Germany pay extraction fees to the Land where these
fields are located (Lower Saxony and Schleswig-Holstein). These fees are
counted as revenue when horizontal equalization payments are calculated
(Kramer, 2005).

Resource taxes in most federations are typically a responsibility of the
central government. In Mexico, a federal concession or authorization is
required to exploit natural resources, and taxes on petroleum products are
exclusively federal (Gonzalez, 2005). In Nigeria, the federal government
has exclusive ownership of oil and solid minerals (Ayua and Dakas, 2005).
One exception is Canada, where provinces have access to resource reve-
nues generated within their boundaries, a feature of the Canadian feder-
ation that has given rise to much political conflict during the postwar
period. Another exception is India, where such taxation is solely a state
responsibility. In Malaysia, resource taxes are a shared responsibility
between federal and state governments. In a few developing countries,
such as Colombia and the Russian Federation, tax administration is decen-
tralized to subnational governments. In Indonesia, the mining of selected
minerals can be taxed by cities and regencies, although the maximum rates
are set by Law 34 of 2000 (Taliercio, 2005).

Property Taxes

Taxes on real property are usually the mainstays of municipal finance, and
with good reason. Real property is immobile across jurisdictions, so the
efficiency costs of using it as a tax base are low. Moreover, it can be argued
that many benefits of local public services accrue to property owners, so
the tax serves as a sort of benefit tax. Of course, there are costs incurred in
administering property taxes, and considerable discretion is involved in
arriving at property values for the purposes of taxation. Thus, there is an
argument for having the states play a coordinating role in administering
property taxes, though not necessarily in setting local rates. In Canada, for
example, a single provincial agency assesses property values, while local
governments apply their own rates (Boadway, 2007b). In the United States,
property taxes are primarily a local government levy and generate nearly
three-quarters of local revenues. States have intervened when sharply ris-
ing property values increase the tax burden. Michigan lowered property
taxes in 1994, for example, and replaced the revenues with a 2 percent
increase in the state sales tax. Texas and New Jersey are among the states
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currently evaluating alternative sources of local funding, to reduce reliance
on property taxation (Fox, 2007). In South Africa, on the other hand,
national legislation was proposed to harmonize municipal property tax
rates through the Property Rates Act of 2004 (Steytler, 2005).

Just as different states may have different fiscal capacities and can pro-
vide different levels of NFBs to their citizens, so municipalities have differ-
ent fiscal capacities, particularly with respect to real-property tax bases.
The case for equalizing transfers among municipalities within states is as
strong as that for similar transfers across states. Of course, it is likely to be
the states that make the transfer, rather than the federal government. In
industrial countries, a common practice regarding property development
is for local governments to require developers to provide basic infrastruc-
ture in a new subdivision — the so-called practice of gold plating or exac-
tions. Such a practice has potential applications in developing countries as
well.

The assignment of property taxes varies across developing countries. In
Indonesia, property taxes are a responsibility of the central government. In
Brazil, China, and the Philippines, the responsibility is shared among
federal, state, and local governments. In China, for example, local govern-
ments set the tax rate on urban land use subject to legislated maximums
and minimums (Taliercio, 2005). In Russia, real estate taxes and taxes on
the property of organizations are regional levies. The revenues from the tax
on organizational property are shared between the regional and local
budgets. Local governments can tax land, individual property, and the
acquisition of property. In all cases, the taxes are collected by the federal
Tax Ministry (Salikov, 2005). Property taxation is a state-local responsi-
bility in Argentina, Malaysia, and Pakistan. In most other developing
countries, such as Bangladesh, Colombia, Mexico, Nigeria, Papua New
Guinea, and Thailand, it is a solely local responsibility. Only municipalities
collect real-property taxes in Mexico, although arrangements can be made
to have the state administer and collect the tax in exchange for a share of
the revenues (J. Gonzalez, 2005). Thus, significant potential exists for the
decentralization of property taxes in developing countries. Colombia has
successfully experimented with a tax on urban property value increases
(valorization tax) to finance infrastructure investment projects that were
responsible for the improvements in property values. The city of Jakarta,
Indonesia, is experimenting with a betterment levy to finance urban infra-
structure improvement projects.

Developing countries also frequently levy agricultural land taxes. Taxes
based on land area, the market value of agricultural land, the productivity
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potential, and market access of the land have been used as a source of
central government revenues in many developing countries. These taxes
are more suitable for assignment to local governments.

Pricing for Public Services

A potentially important source of funds for publicly provided services that
are private is the pricing of those services by such things as user fees and
licenses. These are especially relevant for local and some state public serv-
ices because these are often private. The case for pricing of public services
is clearest where the service in question is not provided publicly for redis-
tributive reasons. Many local services are of this sort, including water,
garbage, local utilities, and recreational facilities.

An advantage of pricing for public services, in addition to its pure
revenue-raising role, is that efficient use of the services can be promoted.
This can be useful both for rationing available supplies and for determin-
ing how many resources to devote to providing the service. That is not to
say that pricing is distributionally neutral in these cases. Indeed, many of
these services are necessities and form an important part of consumption
by lower-income persons. However, in an economy with a well-developed
public sector, distributive objectives are probably better left to higher levels
of government rather than being a component of each public service
provided.

On the other hand, some important quasi-private public services are
provided by the public sector largely for redistributive reasons, including
health and education. Relying heavily on user fees to finance these services
would seem to contradict this objective, although that does not preclude
limited amounts of pricing, for example, to cut down on overuse of med-
ical services.

In any case, these sources of revenues are likely to be more important to
lower levels of government, whose services tend to be private. User pricing
should not have an adverse effect on resource allocation. Nor is it costly to
administer because it is simply an application of the fee-for-service prin-
ciple. And, as mentioned, any adverse effects on equity can be addressed
more effectively by policies of a more general nature applied by higher
levels of government.

User fees are common in the Philippines. There are more than thirty-
three types of charges on services ranging from animal registration to
garbage collection. Subnational governments in Thailand levy charges on
medical services and child care, trash collection, public utilities, and mass
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transportation. In Indonesia, charges for health services are the most sig-
nificant user fees at the provincial level. In Vietnam, user fees are virtually
the only own-source revenue for subnational governments. Fees include
road tolls and some charges for schools and hospitals (Taliercio, 2005).

In summary, this discussion of the assignment of taxes makes it clear
that the case for decentralizing taxing powers is not as compelling as that
for decentralizing public service delivery.

Lower-level taxes can introduce inefficiencies in the allocation of
resources across the federation and can cause inequities among persons
of different jurisdictions. Collection and compliance costs can also
increase significantly. These problems seem to be more severe for some
taxes than for others, so the selection of which taxes to decentralize must
be done with care. In the end, a balance must be reached between the need
to achieve fiscal and political accountability at the lower levels of govern-
ment and the disadvantages, from a national point of view, of having a
fragmented tax system. In virtually all countries, the balance involves a
fiscal gap between adjacent levels of government.

The trade-off between increased accountability and increased economic
costs from decentralizing taxing responsibilities can be mitigated by the
fiscal arrangements that exist between levels of government. We have
already mentioned the fact that the system of fiscal transfers can serve to
reduce the fiscal inefficiencies and inequities that arise from different fiscal
capacities across states. In addition to this, some of the fragmentation that
would otherwise occur from decentralizing taxes can be mitigated by joint
occupation and harmonization of taxes among different jurisdictions.
That will be discussed in the next section.

Federal-State Co-occupation of Tax Bases

Taxes need not be exclusively assigned to one level of government or
another but may be occupied simultaneously by both. Examples exist in
which income taxes are levied by both federal and state governments (the
United States, Canada), general sales taxes are levied by both federal and
state governments (Canada), payroll taxes are levied by both federal and
state governments (Canada), and excise taxes are levied by both federal
and state governments (Canada, the United States). Indeed, even munic-
ipal governments may share income or sales tax bases (as in the United
States and the Scandinavian countries). Allowing co-occupation of tax
bases is an effective way of decentralizing tax responsibility to the states
without sacrificing the harmonization of the system.
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The co-occupation of tax bases can be done with varying degrees of
coordination. At one extreme, there may be no formal coordination in the
sense that both levels of government set their own policies independently.
Even in this case, tax policies will not be completely unrelated. For any
given tax base, there is a limit to the extent to which it can be exploited for
revenue purposes. The amount of tax room available for one level of
government will depend on the amount that has been occupied by the
other. The division of the tax room can affect the degree of harmonization
in an otherwise uncoordinated system. For example, the greater the pro-
portion of the tax room occupied by the federal government, the more
likely it is that the states will adopt tax structures that are similar to those
of the federal government. This similarity may be important for tax bases,
like the income tax, that are instruments for achieving national objectives.
Indeed, determining the amounts of tax room of various taxes the federal
government should occupy is an important policy decision in a decentral-
ized federation. In the United States, for example, roughly 80 percent of all
income tax revenues are generated by the federal government tax. Given
this large federal role, most states start with some variant of the federal
definition when calculating their individual income tax base (Fox, 2007).

Alternative forms of coordination of co-occupied tax bases can exist. At
the least there may be an exchange of taxpayer information and other
auditing information, agreements on the formulas for the allocation of
tax bases among jurisdictions, and agreements on the bounds of tax rates
for sales and excise taxes. Common bases, or even common rate structures,
may be agreed upon. Common tax-collection machinery may be adopted.
In the limit, there may be highly centralized tax systems with agreed-upon
tax sharing formulas. The next section considers in more detail the design
and consequences of different degrees of coordination and harmonization.

Table 4.1 presents the main arguments for assignment of the various
taxes to the three main levels of government — federal, state, and local. A
broad view of the extent of decentralization of tax bases in a sample of
twelve federal countries is presented in Table 4.2.

TAX HARMONIZATION AND COORDINATION

The harmonization of tax systems in a federation, like the system of inter-
governmental transfers, is a means by which the advantages of decentral-
ized fiscal decision making can be accomplished without excessively
jeopardizing the efficient and equitable functioning of the national econ-
omy. In this section, we discuss first the purpose of tax harmonization
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Table 4.2. Summary view of subnational tax assignment in twelve
federal countries

Number of countries with subnational determination of

Tax collection and

Type of tax Base Rate administration
Customs 1 1 1
Income and gifts 5 6 5
Estates 4 5 4
Corporate 3 3 3
Resource 3 3 3
Sales 4 4 4
VAT 3 3 3
Excises 4 6 5
Property 9 11 10
Fees 7 8 8
Residual powers 2 2 2

Note: Sample countries include Australia, Brazil, Canada, Germany, India, Malaysia, Nigeria,
Russia, South Africa, Spain, Switzerland, and the United States.
Source: Compiled from country case studies reported in Shah (2007a).

from a general perspective and then outline some of the alternative ways in
which harmonization can be achieved ranging from the most to the least
harmonized.

The Objectives of Tax Harmonization

The need for tax harmonization arises because of the desirability of decen-
tralizing revenue-raising responsibilities to the states. Uncoordinated tax
setting by states can give rise to deleterious effects for the internal eco-
nomic union of the federation, and tax competition can lead to inefficient
state fiscal systems. Tax competition can be beneficial by encouraging cost-
effectiveness and fiscal accountability in state governments. It can also by
itself lead to a certain amount of tax harmonization. At the same time,
decentralized tax policies can cause certain inefficiencies and inequities in
a federation as well as lead to excessive administrative costs. Tax harmo-
nization is intended to preserve the best features of tax decentralization
while avoiding its disadvantages.

To recall some of our previous discussions, inefficiencies from decen-
tralized fiscal decision making can occur in a variety of ways. For one,
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states may implement policies that discriminate in favor of their own
residents and businesses relative to those of other states, thereby prevent-
ing nonresidents from competing against local interests. They may also
engage in beggar-thy-neighbor policies intended to attract economic activ-
ity from other states. Inefficiency may also occur simply from the fact that
distortions will arise from differential tax structures chosen independently
by state governments with no strategic objective in mind. Inefficiencies
also can occur if state tax systems adopt different conventions for dealing
with businesses (and residents) that operate in more than one jurisdiction
at the same time. The results can be double taxation of some forms of
income and nontaxation of others.

State tax systems may also introduce inequities into the tax system.
Different states may have differing degrees of progressivity in their tax
structures, and these may differ considerably from national equity norms
of the federal government. To the extent that one views the federal govern-
ment as being responsible for redistributive equity, this makes its task
more difficult. States may also be induced by competitive pressures to
implement tax measures that appear to be regressive from a national
perspective. For instance, the mobility of either high-income or low-
income persons would encourage them to set tax structures that are less
progressive than they would otherwise be.

Administrative costs are also likely to be excessive in an uncoordinated
tax system, especially if the states and the federal government both occupy
a given tax field. Taxpayer compliance is costly because of the need to deal
with more than one different tax system. Auditing and collection costs are
likely to be higher as well, as taxpayers may be able to engage in tax
avoidance by cross-border transactions of a book nature, and authorities
cannot obtain information from operations in other jurisdictions. In addi-
tion, the auditing priorities of state governments may themselves become
skewed in favor of generating revenue from nonresidents or from residents
doing business outside the jurisdiction.

Tax harmonization is intended to eliminate some of these excesses. At
the same time, a harmonized tax system can serve as a useful complement
to the system of intergovernmental transfers. For one thing, taxes that are
harmonized vertically can be used as devices for getting revenues to state
governments through tax sharing. For another, if taxes are harmonized
across states, equalizing transfers based on tax capacities of states are easier
to implement.

The importance of tax harmonization varies by type of tax. Taxes on
businesses, such as corporation income taxes, are good candidates for
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harmonization to the extent that state governments use them. They apply
to a mobile tax base and would otherwise pose significant administrative
costs if left uncoordinated. Personal income taxes would also benefit from
some harmonization. Compliance costs to taxpayers and collection costs
to governments could be reduced. Distortionary treatment of capital
income could be mitigated. In addition, national equity objectives could
be addressed through harmonization measures. The case for harmonizing
sales and excise taxes is less compelling. The main inefficiencies here result
from cross-border shopping problems, and those are likely to be handled
by tax competition among jurisdictions. There could be some administra-
tive savings by having a coordinated system of sales taxes between the
federal government and the states to reduce the compliance cost to sellers
and to economize on auditing by the tax authorities. Some form of har-
monization would be virtually mandatory should the states attempt to
operate a VAT system. In this case, harmonization alone is unlikely to
overcome perfectly the problems of dealing with cross-border transactions
in a federation without border controls. For other tax bases, such as payroll
taxes, property taxes, and user fees, the advantages of harmonization
would seem to be minimal.

Methods of Tax Harmonization

Varying degrees of tax harmonization are possible depending on the
degree of decentralization within the tax system. The following are listed
in decreasing order of centralization, focusing largely on systems of har-
monization that encompass both the federal government and the states.

Revenue Sharing

Greater harmonization generally entails less decentralized decision mak-
ing. The extreme form of harmonization is revenue sharing, whereby the
states are given a predetermined share of the revenues from a given tax
source. The federal government determines the tax base and rate structure
(perhaps in consultation with the states) and simply agrees to share a
certain proportion of it with the states. What must be decided are both
the share going to the states as a whole and the allocation among states. A
pure revenue-sharing system might be one in which the revenue sharing
applies on a state-by-state basis, so that a state’s share depends simply on
the amount of the tax originating from within that state, the so-called
principle of derivation. In Pakistan, for example, the 1973 constitution
mandates the sharing of major taxes collected by the central government.
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The excise duty, royalties, and surcharges on gas; the royalty on crude oil;
and the profits from hydroelectricity are shared among provinces on the
basis of origin (Rao, 2007a). In Mexico, the Fiscal Coordination Act of
1978 established an extraconstitutional system in which the states forgo the
levying of particular taxes in exchange for a share of the funds collected by
the central government. The shares approximate what the states would
have collected on their own. These major concurrent taxes include income
and sales taxes (J. Gonzalez, 2005). But there is nothing to preclude other
formulas for distributing the revenues. In Germany, for example, revenue-
sharing funds are allocated using equalization principles as well as the
“principle of local yield.” The Ldnder as a group receives 42.5 percent of
the revenues from the income and corporation taxes. That share is divided
among individual Linder on the basis of the amount of taxes collected by
revenue authorities within the territory. The Ldnder as a group receives 55
percent of revenues from the VAT, which are allocated on an equal per
capita basis, which is a simple form of equalization. The German Basic Law
details the equalization procedure, which takes these initial distributions
into account (Kramer, 2005). Belgium uses both derivation and equal-
ization principles in sharing personal income tax revenues. The central
government collects and redistributes them to the communities and
regions that compose the federation. The language-based communities
receive a proportion of income tax revenues based on their contributions.
The territorially defined regions receive shares based on fiscal capacity. A
region with personal income tax revenues below the national per capita
average receives an equalization transfer. Since 2002, the regions have been
given some tax autonomy. Regions can introduce lump-sum increases or
decreases in the amount of personal income tax collected; however, steps
were taken to limit competition. The regional adjustments are set at 6.75
percent of that region’s personal income tax collections. The Special Law
of 2002 also prohibits the regions from “unfair tax competition.” It is
expected that a precise definition will be negotiated over time
(Deschouwer, 2005).

From an economics point of view, revenue sharing is really equivalent to
a system of unconditional grants, albeit one whose magnitude is tied to
revenues raised from a particular tax source. Virtually any type of tax could
be shared in this way. The tax being shared is completely harmonized so
that a fully uniform tax structure is achieved, and national equity and
efficiency goals can be pursued at minimal administrative cost. But this
harmonization is done at the expense of decentralization of fiscal decision
making. States really have no independent taxing responsibility, although
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they presumably could be consulted collectively about the terms of the
revenue sharing, and maybe even about the structure of the tax being
shared. On the other hand, revenue-sharing formulas might take out of
the hand of the federal government part of the ability to take unilateral
actions that will adversely affect the states — at least, those which operate
through changes in the grant structure. The federal government can still
affect the size of the revenue-sharing pool by changes in the structure of
the tax whose revenues are being shared.

Given that revenue-sharing schemes essentially leave the states with little
taxing power, it is presumably suitable only for those tax sources that are
otherwise deemed to be unsuitable for decentralization. Multistage sales
taxes might fit in this category. In Canada, there is a revenue-sharing
system in effect for the VAT between the federal government and three
provinces. But it is then not clear what purpose is served by revenue
sharing as opposed to federal-state grants. The states are still exposed to
federal unilateral decision making with respect to tax structure, and they
are also exposed to the uncertainties associated with fluctuating tax rev-
enues. If one of the purposes of grants were to insure state treasuries
against fluctuations in their tax bases, revenue sharing would clearly be
dominated by a grant system whose formula yields more-stable funding to
the states.

Moreover, there can be adverse incentives built into revenue-sharing
systems. As has been alleged in the case of some federations that use
revenue sharing, the incentive of the federal government to use a tax base
subject to revenue sharing will be diluted relative to other tax bases simply
because the federal government gets only a fraction of the revenues it
obtains from shared bases. Revenue sharing as a way of getting more
revenues to state governments — as opposed to being a method of tax
harmonization — is discussed more fully in the next chapter.

State Surtax

The advantages of a single system can be retained, while allowing the states
some responsibility for revenue raised in their jurisdiction by letting the
states impose surtaxes on existing federal taxes. This practice is also
referred to as piggybacking on federal taxes. In this case, the federal gov-
ernment determines both the base and rate structure for a particular type
of tax and chooses the rate level so as to generate the amount of revenue it
needs from the tax. The states then piggyback on the federal base and rate
structure by setting their own independent state tax rate — or surtax — to
apply to federal tax liabilities that would determine how much revenue is
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owing to the state. The federal government collects the state surtax on
behalf of the state and passes on each state’s share of the revenue to them.

There is a need to agree to an allocation formula to determine the
distribution of the federal tax base among states. In the case of personal
income taxes, it could be based on the residence of taxpayers. For corporate
taxes, the allocation formula might be based on some measure of the
amount of profits generated in each state, but a precise measurement is
difficult, given that many corporate activities affect profits across the nation
(e.g., administrative overheads, research and development, advertising).
Furthermore, allocation by profits would provide an incentive for corpo-
rations to engage in book transactions in order to take their profits in low-
tax states. Allocation formulas actually used tend to be based on such things
as the share of payrolls in each state, the share of revenues, the share of
capital stock, or some combination of those. Sales and excise surtaxes could
be allocated simply according to the destination principle, and payroll taxes
could be allocated according to the wages paid to workers in the state.

The surtax system combines a high degree of harmonization of the base,
rate structure, and collection machinery with the devolution of some
revenue-raising responsibility to the states. It is ideally suited to personal
and corporate income taxes where such harmonization is desired for rea-
sons of national equity and efficiency.

However, the surtax can have some disadvantages as well. Federal
changes to either the base or the rate structure will affect not only its
revenues but also those of the states. In most cases, these effects will not
be anticipated by the states, so they cannot make timely countervailing
changes in their surtax rate to offset the revenue changes induced by
federal action.

Also, the states may feel constrained by an inability to use the base or
rate structure for policy purposes. This restriction will be more relevant the
more important the surtax is as a source of state revenues, and the higher
are state tax revenues from the harmonized tax relative to those of the
federal government. Their inability can be mitigated to some extent by
allowing states to implement their own tax credits alongside the surtax.
This system was used in Canada until recently. The federal government
continued to set the base and rate structure and administered the credits
for the provinces. Provinces were constrained to implement credits that
were not discriminatory and did not interfere with the efficiency of the
internal economic union. However, as the provinces occupied more and
more of the income tax room, they demanded more autonomy in setting
tax policy. Provinces are now able to adopt the somewhat more
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decentralized scheme discussed next whereby they are able to set their own
rate structures to apply to the federal base.

In the case of sales taxes, such a system might constrain the type of tax
operated by the federal government. For example, if the federal govern-
ment wished to operate a VAT, it would be administratively costly to allow
the provinces to piggyback onto it while setting their own VAT surtaxes
independently (let alone their exemptions). As we have mentioned, the
process of crediting that is entailed by a VAT would be cumbersome for
intermediate transactions across state borders. These problems may well be
overcome as viable methods for operating federal-state combined VATs,
such as the dual VAT used in Canada, prove to be administratively feasible
in developing countries. In fact, this outcome would be ideal, given the
inherent advantages to the VAT as a general sales tax system. An alternative
would be to have the states levy single-stage sales taxes with the same final
base as the federal VAT and a common collection procedure. The prob-
lems with monitoring cross-border transactions would disappear, but
many of the advantages of a VAT would be lost (e.g., purging final sales
of state taxes levied on inputs at earlier stages). Thus, further work and
practice with multilevel VATs would be highly desirable for the future of
taxation in federations.

Tax on Base System

State surtaxes can be viewed as a tax-on-tax system, whereby the state tax
applies on the federal tax liabilities. It keeps intact the base and rate
structure chosen by the federal government (albeit in consultation with
the provinces). An alternative is to retain a common base but to allow the
states to select their own rate structures. This plan can include not only the
system of tax brackets but also any tax credits that form part of the pro-
gressivity of the tax system. Maybe even some state-specific exemptions
from the tax base could be allowed. States could also participate in collec-
tion procedures (e.g., auditing). Indeed, they may have a great interest in
doing so if their tax structures include certain items of interest to them but
not to the federal government (e.g., tax credits, allocations of tax revenue
to their jurisdiction).

This system continues to have the advantages of a single tax-collecting
authority, and the common base facilitates compliance. It also allows the
states more flexibility in designing their tax policies, including the degree
of progressivity, to suit the preferences of their residents. It also avoids the
large spillover effect that the federal government imposes on state revenues
when it changes its tax rates. As long as the federal government retains
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enough tax room, it can still have the moral or political authority to select
the base and can use the tax system for national social and redistributive
objectives. Thus, this tax-on-base system might be suitable for a decen-
tralized federation.

At the same time, some advantages of harmonization are necessarily
sacrificed. As states obtain more autonomy in the choice of their tax
structures, the possibility that they will use it in ways that distort the
internal common market or discriminate against out-of-state residents
and businesses is enhanced. As well, the national tax structure becomes
fragmented so that different standards of redistributive equity might apply
in different states. This fragmentation simply reflects the inevitable trade-
off that exists in this and other contexts between the advantages and
disadvantages of decentralization.

During the late 1990s, Canada revised its personal income tax-collection
agreements. These bilateral agreements between the central government
and a province follow a common template. The system changed from tax-
on-tax to one in which provinces determine their own rate structure on the
federal tax base. Participating provinces have full discretion over the size of
tax brackets and the use of tax credits, while the federal government acts as
the sole tax-collection authority. In practice, various tax structures were
chosen, with some provinces implementing a flat tax. Many provinces
reduced the progressivity of their tax systems. Only one province elected
not to participate and runs its own income tax system (Boadway, 2007b).

In this system, the federal government acts as the facilitator for achiev-
ing harmonization. It sets the rules, presumably in consultation with the
states, and induces the states to participate. The inducement involves both
the provision of tax-collection services for the states and some financial
incentive to join by making tax room available to the states. If the federal
government is not using the tax source under consideration, harmoniza-
tion must involve interstate cooperation. That is notoriously difficult, not
just to achieve, but also to maintain. There seem to be few examples of
interstate binding agreements in any area, let alone tax harmonization.
Such agreements involve not just several governments bargaining among
one another to achieve a unanimous consensus; it must also involve mech-
anisms for binding future governments as well as a dispute settlement
procedure for enforcing the agreement. These things are all very difficult
to achieve. Experience in interjurisdictional agreements in a decentralized
federation like Canada is instructive. Attempts to formulate interprovin-
cial agreements, even those involving federal government participation, in
basic areas like removing interprovincial trade barriers or agreeing on
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terms of a social union, have proved to be fairly fruitless. Tax harmoni-
zation will be much easier to accomplish in a setting where the federal
government is in a position to set the agenda and to encourage compliance
by a combination of rewards, financial incentives, and quid pro quos.

Uncoordinated Tax Decentralization

The extreme case is where states enter a tax field in a purely uncoordinated
manner, regardless of whether the federal government occupies the same
base. Each state chooses the tax structure and rates that best suits itself,
subject only to the constraints imposed by interjurisdictional tax compe-
tition. Because this form of decentralization leaves the states with the most
independence, it presumably results in the most accountability. But there
are obvious drawbacks, which we have discussed previously. Uncoordi-
nated tax setting can lead to inefficiencies and inequities in the internal
economic union, as well as excessive collection and compliance costs.

These drawbacks will be less severe for some taxes than for others. Taxes
on very immobile factors such as natural resources and real property might
be cases where coordination is less important. Even for these immobile tax
bases, though, the incentive to develop resource properties or to locate
business properties in a jurisdiction might be influenced by tax rates and
tax incentives. Uncoordinated state payroll taxes are also relatively
immune to efficiency problems because labor is relatively immobile.
Broad-based sales taxes are slightly more problematic. Only single-staged
sales taxes can realistically be decentralized to the states, and these inevi-
tably have inefficiencies built into them that are exaggerated in a state
economy with no border controls.

Decentralizing income taxes, both personal and corporate, in an uncoor-
dinated manner leads to significant problems with efficiency, equity, and
administrative ease. In addition to the possibility that these taxes distort the
interstate allocation of resources and lead to self-defeating tax competition,
taxpayers whose activities overlap jurisdictions are faced with the prospect
of complying with different tax systems and dealing with different tax
administrations. This situation can cause problems for both the tax admin-
istrators and the taxpayers. Tax administrators may find it difficult to ensure
compliance when taxpayers are free to reallocate their activities across juris-
dictions. Sometimes this can be done by paper transactions, such as transfer
pricing and switching financing from one jurisdiction to another. Ambigu-
ities with determining how a taxpayer’s income is allocated among states
can lead to double taxation or nontaxation of some income if states adopt
different methods of allocating taxable income to their own jurisdiction.
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Additional problems occur if the federal government co-occupies the
same tax bases with the states. With two levels of government setting tax
rates and defining their tax structures independently, compliance costs for
firms are heightened. Moreover, vertical fiscal externalities may be signifi-
cant if the tax base has some elasticity: each jurisdiction will have no
incentive to take account of the effect on the revenues of the other when
setting its own tax rates. If the federal government occupies the same tax
base as the provinces, little substantial state fiscal independence is lost by
agreeing at a minimum to a single tax-collecting authority.

In deciding on whether to pursue federal-state tax harmonization, one
must weigh the benefits of harmonizing with the costs, and this decision
may come out much differently for different taxes. The benefits are clear-
cut: harmonization improves the efficiency and equity of the tax system
in the federation as a whole; reduces the opportunities for destructive
fiscal competition, while retaining the advantages of healthy forms of
competition and accountability arising from decentralized fiscal respon-
sibility; and reduces collection and compliance costs. The costs are that
states must have somewhat less autonomy in decision making compared
with a fully decentralized system, though not necessarily less than if they
relied on grants from the federal government; that states might not be
able to implement legitimate local redistributive objectives using the tax
system; that a single tax-collecting authority might be less responsive to
state interests than a state one would be; and that the states would be
open to unexpected and unilateral changes to the tax base or rate struc-
ture, which would affect their budgets. How these benefits and costs
trade off against one another will depend on the type of tax in question.
We have argued that the harmonization of income taxes is highly desir-
able. For taxes like payroll taxes, taxes on resources, excise taxes, and
property taxes, the net benefits are somewhat less apparent. For these tax
types, running a fully decentralized and uncoordinated state tax system
would not be too damaging. The case of sales taxes is problematic. The
ability to decentralize state taxing responsibility, harmonized or not, is
contingent on the form of the tax. A single-stage tax is relatively easy to
decentralize, and the need for harmonization is not compelling. But, by
the same token, the choice of a single-stage form is itself problematic. A
multistage sales tax is acknowledged to be immensely superior to a single
stage form on grounds of efficiency, though perhaps less so from the
point of view of collection and compliance costs. But with such a tax;, it is
very difficult to decentralize decision making to the state level, even in a
highly harmonized setting.
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The Crucial Role of Equalization

It is worth repeating a point that has been made earlier. To the extent that
states become more self-reliant in raising their own revenues, they will be
able to raise differing amounts per capita because they have different tax
capacities. In itself, this ability will cause fiscal inefficiencies and inequities
as a result of taxpayers in different jurisdictions obtaining differing net
fiscal benefits from their state governments. Unless actions are undertaken
to offset this, the benefits of decentralized decision making will be accom-
panied by distortions and horizontal inequities in the internal economic
union. The remedy is relatively straightforward. Decentralization of rev-
enue-raising responsibilities should be accompanied by a system of equal-
ization of revenue-raising capacities designed to ensure that different states
have the potential for financing comparable levels of public services at
comparable tax rates. The term “potential” is used because states need
not be compelled to behave uniformly: that would contradict the basic
premise of federalism.

Tax harmonization and equalization should be seen as complementary
parts of the general system of federal-state fiscal relations. To the extent
that tax capacities among states are equalized, so that states have the
potential to select comparable tax systems, harmonization should be easier
to achieve. At the same time, having state tax systems that are harmonized
facilitates the equalization of tax capacities, especially if equalization is
achieved using the so-called representative tax system approach. As we
discuss in more detail in Chapter 9, the representative tax system approach
calculates the tax capacities of the states by determining how much rev-
enue would be raised in each state when a common tax rate is applied to a
representative tax base in each state. The definition of the representative
tax base used in this calculation is made much easier to the extent that
states have agreed on harmonized tax bases.
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Natural Resources Ownership and Management in
a Federal System

INTRODUCTION

Natural resource endowments in a federation are typically allocated very
unevenly across the federation. To the extent that subnational jurisdic-
tions have access to revenues generated directly or indirectly from
resource exploitation, both inefficiencies and inequities can occur. In
some federations, the problem is particularly pronounced because
resource ownership resides with the subnational government. This
decentralized ownership implies that resource revenues accrue directly
to the subnational government, leading to potentially large net fiscal
benefit differences. An example of this is Canada, where natural resour-
ces are owned by the provinces, although the federal government can
also obtain some tax revenues through its income and sales taxes. In
other cases, management is at the subnational level, although revenues
are more centralized. Even in this case, uneven economic development
can occur, which puts strains on the federation. Moreover, there may be
tensions between subnational governments where natural resources are
located and the federal government that collects the revenues if the
former feel they are not getting their fair share of benefits. Of course,
these tensions will be exacerbated if there is a perception that the federal
government is not using the resources wisely or if there is outright
corruption.

Many issues arise in federations where natural resource endowments are
significant. First, there is the issue of managing the rate of exploration,
extraction, and processing of the resources. Typically, the government at
one level or another exercises oversight and control of resource manage-
ment, which involves establishing property rights to resources with some
regulation of the use of those property rights. Thus, private firms may
acquire property rights in return for paying some price to the government
and, as a result, gain significant revenues. Alternatively, the property rights
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might be retained by a public corporation or by a joint venture between the
public and private sectors. Then, as production proceeds, governments
obtain revenues by some combination of royalties, taxes, and public cor-
poration profits, including profit sharing. These revenues, along with those
obtained from the sale of property rights, can represent significant
amounts to the relevant level of government.

The manner in which revenue schemes are designed can lead to various
inefficiencies. To the extent that the base for collecting revenues deviates
from economic rents from the resources — either expected or ex post —
resource exploration, extraction, and processing might be inefficient.
There is a body of literature that studies alternative forms of resource
revenue collection, ranging from the auction of leases, taxes, or royalties
on production, income taxes, and profit sharing." We need not be too
concerned with revenue collection here because what are relevant are the
consequences of such revenues for the federal system. The use of these
revenues is what generates much of the concern. For one thing, a large
influx of natural resource revenues can be disruptive to the real economy
depending on how they are used. The “resource curse” or “Dutch disease”
phenomena reflect the fact that there are various ways in which natural
resource revenues can affect the development of an economy.” An active
resource sector itself draws factors of production from other productive
sectors, especially those more likely to generate productivity gains. This
can be exacerbated by improvements in the currency value if resource
revenues are spent. Reallocation of productive factors to regions in which
the resources happen to be located can also have interregional and inter-
industry effects, which can be reinforced if subnational governments use
revenues proactively to attract economic activity from the rest of the
country.

Finally, natural resource revenues are particularly prone to volatility.
Resource prices fluctuate in world markets, generating uncertainty that
different levels of government may cope with differently. Moreover,
because revenues are bound to be temporary in the case of nonrenewable
resources, forward-looking policies are important, and these may be more
difficult to achieve in a decentralized setting.

For surveys of issues involving the taxation of natural resources, see Heaps and Helliwell
(1985) and Boadway and Flatters (1991). The distorting effects of resource tax regimes
can be estimated by using the concept of marginal effective tax rates. For an application
of this to nonrenewable resources, see Boadway et al. (1987).

The effect of natural resources on growth and development is analyzed in Sachs and
Warner (1999, 2001).
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The case of Canada illustrates some of the problems in a stark form, and
we refer to that case from time to time in this chapter.” An important
feature of the Canadian federation in recent years has been the rapid rise in
oil and gas revenues in western Canada, especially Alberta. Petroleum
prices have become high enough to warrant significant extraction of crude
oil from the so-called tar sands, where extraction is much more costly than
for conventional oil deposits. A major reallocation of economic activity
and workers to the west has resulted, causing an unprecedented horizontal
imbalance between Alberta and the rest of the provinces that is beyond the
capability of the equalization system to address. The effects of this resource
boom and the manner in which the revenues are being used have the
potential for inducing considerable restructuring of industry in other
provinces, possibly at great cost. This is especially true in the poorer parts
of the country from which much manpower is being attracted, but even
the manufacturing heartland in central Canada is vulnerable.

In what follows, much of our focus is on problems associated with the
consequences of relatively large natural resource endowments because that
is where the major concerns arise. As mentioned, this circumstance can
generate problems whether the country is a federation or not. It will be
useful to focus initially on problems that arise in a unitary-nation context,
those normally associated with the resource curse. How to deal with the
resource curse is still an open question in the literature. However, meas-
ures can be taken to mitigate the damage. As we have learned from the
Norwegian case, careful management of natural resource revenues can
shield the economy from the consequences of volatile cash flows that are
disruptive in the short term. Simply holding the revenues in a fund, invest-
ing the fund in foreign assets, and drawing on that fund only to the extent
that it generates income will ensure that induced financial effects will be
largely suppressed. However, not all governments are able to exercise the
self-discipline required to save all resource revenues. Even if such a fund
can be sustained, the real effects of a resource boom cannot be avoided
entirely. Interindustry adjustments are inevitable, as are interregional
ones, to the extent that the resources are not evenly spread across the
country.

In a federal context, these problems are magnified. Resource-rich
regions will have a greater ability to raise revenue and, if uncorrected, this
will lead to fiscally induced migration from other regions. Some regions
will have greater financial ability to provide given levels of public services,

*> The discussion of the Canadian case draws heavily on Boadway (2007a).
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the classic source of fiscal inefficiency and inequity that we have encoun-
tered repeatedly in earlier chapters. These can be thought of as the passive
consequences of unequal resource revenues. There is a further problem in
a decentralized federation. Subnational governments in resource-rich
regions now have a source of revenues that they can use to attract eco-
nomic activity to develop their own provinces, to some extent at the
expense of other provinces. This temptation to use resource revenues for
region-building purposes can lead to excessively rapid resource develop-
ment, too little saving of resource revenues, and a building up of infra-
structure to attract nonresource industries to regions that have no natural
industrial location advantage apart from being where natural resources
happen to be found.

These issues pose enormous challenges for managing natural resources
in a federal system, which is not well suited to dealing with asymmetric and
large concentrations of natural resources in a limited number of regions.
Indeed, economic policy analysis gives us relatively little guidance on how
to design policies to deal with such a situation, whether in a federal context
or not. Even in a unitary nation, the issue of the optimal regional pattern of
development and infrastructure investment is not well understood. In a
federal context, the issues are even more complicated because of the incen-
tives that exist for subnational governments with high fiscal capacity to
engage in strategic region-building policies to the partial detriment of
other regions. Given that, much of the discussion to follow is speculative
and based on suggestive arguments that have not been theoretically vindi-
cated or empirically verified.

THE SETTING

Natural resources differ from other industries in that they are endowments
that are given to a nation and are location specific. That is, the activity
involved with exploration and extraction is by definition not mobile across
regions or nations, unlike with other goods and services production. Of
course, there may be locational advantages to industrial production that
influence where production does or should take place. Moreover, the
development of natural resources uses factors of production in competi-
tion with other industries, so to that extent production activity is itself
mobile. Within a country, natural resource endowments can vary by
region as well as by type. It may well be the case that different types of
resources (e.g., petroleum, minerals, fisheries, forestry, water) are concen-
trated in different regions but that overall the diversity in endowments
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cancels out, so that revenue-raising capacities do not differ much. In this
case, many of the special problems that arise in federations do not apply.
However, in many federations or decentralized nations, some regions tend
to be resource rich and others resource poor (e.g., Australia, Canada,
Malaysia, Nigeria, South Africa, and the United States).

Different types of resources pose different problems for regional devel-
opment. Nonrenewable resources by definition will run out, so manage-
ment of the speed of development is important. Renewable resources in
principle can operate in perpetuity but will do so only if properly con-
trolled. Resource endowments may be very uncertain both in size and in
value. Exploration investment must be undertaken to discover deposits of
petroleum and minerals and will be affected by public policies. The price
may be quite volatile and difficult to predict so potential revenues will be
uncertain. This inherent riskiness of natural resources is made more press-
ing by the fact that resource development tends to be relatively capital
intensive. The life of natural resources tends to span many generations, so
some account must be taken of the intergenerational consequences of
resource depletion, if only implicitly.

Of particular importance in a federation is the assignment of ownership
and responsibilities for natural resource management and development.
As we discussed in earlier chapters, there are conflicting arguments about
this. On the one hand, because natural resources are immobile, it makes
some sense to decentralize the responsibility for management and regu-
lation of their development and even for revenue raising. For example,
resource development requires specific types of infrastructure, such as
transportation and utilities in the often-remote areas where the resources
are located. The provision of such infrastructure is typically a subnational
function. On the other hand, the often highly uneven distribution of
natural resources across regions and their volatility in value supports
central control of revenue raising. The practices vary from federation to
federation partly because of the historical determination of property
rights. Thus, where federations are formed from previously separate juris-
dictions that become states, those states may retain the ownership of
public property rights that they previously enjoyed. In this case, the rev-
enues of the ownership of natural resources accrue to subnational govern-
ments along with the responsibility for managing development. Even so,
the central government will typically have some ability to raise revenues
using other tax instruments. In these circumstances, the division of rev-
enues between the central and subnational governments will be the out-
come of separate decisions by the two levels of government. The more
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revenues the central government raises from, say, income taxes on natural
resource firms, the more difficult will it be for the subnational govern-
ments to raise revenues. In what follows, we allow for different degrees of
decentralization of revenues but typically assume that subnational govern-
ments can influence resource development through infrastructure invest-
ments and regulatory means.

There are some other characteristics of natural resources that are worth
mentioning because they are relevant for some of the subsequent discus-
sion. Natural resource commodities, whether processed or not, are typ-
ically traded on international markets, and resource production may be
dominated by foreign-owned firms, perhaps in sharing arrangements
with local producers. This arrangement implies that there will be direct
effects of resource activity on international markets, including currency
markets. Natural resources will be subject to varying degrees of further
refinement and processing activities and will typically require special
facilities for transporting the products to market. This also contributes
to the capital intensity of resource development. There will be down-
stream economic activity related to resource development, such as refine-
ment and other processing, as well as transportation or transmission.
Resource development will have an effect on the quality of the environ-
ment that needs to be accounted for. Finally, there will be inevitable social
consequences of resource development for the local populations where it
takes place. For example, in Canada these consequences include the indig-
enous aboriginal communities whose life-styles may be disrupted by
resource development.

Natural resource development differs from manufacturing development
and gives rise to special unique policy challenges. Many of these challenges
call into question the principles of regional economic development, which
are not well understood by public finance specialists. They have been the
subject of study by economic historians and economic geographers (Krug-
man, 1995a, 1998), though relatively few general principles of economic
policy have emerged. The fiscal federalism dimension of natural resources
has yet to be fully scrutinized. For that reason, much of what we discuss is
suggestive.

To put issues of fiscal federalism and resources in perspective, it is useful
as a benchmark to begin by setting aside federalism issues and considering
the consequences of natural resource booms for economic policy in a
unitary but geographically diverse nation. This approach is useful for
highlighting the special problems that can be attributable to federalism
as opposed to the natural resource development per se.
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NATURAL RESOURCES IN A UNITARY NATION

The unitary nation we consider consists of a number of regions. One of
those regions, call it Petrolia, is endowed with a substantial amount of oil
and natural gas. The exact amount is uncertain, but the known reserves are
large and valuable owing to high world prices. To focus on problems of
adjusting to natural resource shocks, it is useful to suppose that prices have
risen recently causing the value of the resource stocks to be much higher
than in the recent past. Other regions may also have natural resource
endowments, but they are much more limited in value and do not give
rise to large differences across regions.

We proceed by first considering how the advent of a region-specific
resource boom will affect the private sector, particularly the kinds of
adjustments that must occur. Then we turn to the challenges faced for
public policy choices by the government of the unitary nation.

Private-Sector Adjustments

Suppose Petrolia experiences a sudden increase in the value of its already
substantial oil and gas reserves because of a rapid increase in the world
price of oil and natural gas. Similar issues would arise from resource
booms of other sorts, such as new mineral discoveries. Indeed, our dis-
cussion could also apply in reverse to regions facing negative economic
shocks, such as a sudden collapse in world prices for a natural resource or
the depletion of resource stocks, such as fish or minerals. The first response
is for an increase in the level of development of the resource through
extraction, processing, transportation, and further exploration. Given that
the resource boom is relatively large, this entails in the first instance the
attraction of substantial amounts of labor and capital to Petrolia, although
the details will differ for the two types of resources. There will also be an
increase in the purchase of intermediate inputs from various sources.

If we assume that Petrolia has limited excess labor available, much of the
influx of labor will come from other regions and perhaps from international
sources as well to the extent that immigration is possible. Because most of
the labor will have been employed in other industries, some retraining will
be necessary, especially for workers who must work on machinery specific
to the oil and gas industry or management workers who must learn about
the oil and gas business. Of course, for some workers, their skills will be
general enough to adapt to local needs, such as those involved in manual
labor, transportation, and some forms of white-collar work. Given the need
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to attract workers from other regions and industries, wages will presumably
be bid up. Other regions will suffer from a decline in economic activity,
although the increase in wage rates will be an offsetting factor.

The increase in demand for capital will be particularly pronounced
because resource production is highly capital intensive. Some of the
machinery and equipment required will be produced in other regions,
thereby ensuring that some of the benefits of the resource boom will be
diffused across other regions. Some may also be imported, which would in
itself put downward pressure on the value of the nation’s currency. How-
ever, given that much of the output of the resource sector is exported, this
offsetting effect on the import side mitigates the consequences of the
exchange rate increase that would otherwise occur.

The increase in real investment would be accompanied by an inflow of
financial capital. To the extent that the nation’s capital markets were open
to international ones, much of the increased demand for financial capital
would come from abroad, especially if resource firms were international
ones. This would also offset exchange rate effects that would come about
from the sale of resource products. Even so, if national capital markets are
to some extent segmented from international ones because of transaction
costs or nation-specific risks, some of the increased demand for capital
would come from finance that would otherwise go to other regions.

The upshot of these adjustments in labor and capital markets is that all
regions would face some adjustments. Petrolia’s population will rise
because of interregional and international migration. Because these will
be predominantly working-age persons, the average age of residents will
fall and the proportion of the population in the work force will rise. As
mentioned, the demand for labor will cause wage rates to increase sub-
stantially, especially if it is costly to move to Petrolia, and there may well
be significant labor shortages in the short run. The change in population
will cause property values to rise, given that it takes time to adjust the
housing stock. This will, of course, contribute to the pressure on wage
rates. Other industries will also flourish, including those which provide
goods and services to the oil and gas industry as well as to the increased
population. The larger population may itself induce industry diversifica-
tion because of agglomeration economies that result from a larger work
force with higher skills. This will reinforce the increase in industrial activ-
ity in Petrolia.

At the same time, there will be offsetting reductions in the labor force
and industrial activity in other regions, although the offsetting will be less
than complete. These regions will lose the most mobile workers, who tend



Natural Resources Ownership and Management 215

to be relatively young, as well as high skilled entrepreneurial and mana-
gerial persons. The loss in labor force will be dampened by the fact that
some of the workers might come from international migration. Because
the oil and gas industry is capital intensive, the amount of labor needed
directly for that industry will be limited. However, many of the nonre-
source industries that experience growth in Petrolia will be much more
labor intensive, including the service sector and construction sectors. The
resulting need for migrants will ensure that wage rates rise, thus putting
pressure on industries in other regions, including the manufacturing and
high-technology sectors where much of the productivity growth occurs.
Some workers may relocate only temporarily, or even engage in commut-
ing while maintaining their permanent residence in other regions. This will
be especially true for those attached to their original region who may find
it difficult to relocate permanently to Petrolia in possibly remote and less
attractive areas. This possibility of temporary migration serves as an effec-
tive adjustment mechanism that reduces the long-term costs of adjusting
to the resource boom.

From the point of view of the whole nation, an important impact of the
oil and gas boom is on the real exchange rate. Pressure for the real
exchange rate (the real price of foreign currency) to fall comes from the
fact that much of the oil and gas produced is sold abroad and also because
foreign investment flows in to help finance the industry’s expansion. These
serve to increase the supply of foreign currency. On the other hand, some
demand for foreign currency will be induced by imports of intermediate
goods and capital equipment used in industries in Petrolia; by an increase
in demand for imports because of increases in domestic income; and,
potentially more important, by an increase in demand for foreign financial
assets as domestic savings increase. The change in domestic savings is
critically affected by how the net revenues (rents) generated by oil and
gas sales are used. To the extent that they are saved, particularly in foreign
assets, exchange rate effects due to increases in oil and gas sales abroad will
be considerably mitigated. On the other hand, if the rents are spent, addi-
tional pressure may be put on industries elsewhere in the country depend-
ing where the revenues are spent. Because oil and gas rents are likely to be
substantial, this effect is likely to be important. Oil and gas rents will be
shared by the industry and by the government of the unitary nation;
whether they are saved is heavily influenced by how the government dis-
poses of its share. Both the share of resource rents going to the government
and the extent to which the government saves them are important policy
issues.
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The upshot for the nation as a whole is that the resource boom will
cause some shift in industrial activity from nonresource industries to the
resource industry and the largely nontraded sectors used to support it. To
the extent that the declining industries are those where innovation and
productivity growth are likely to occur, one source of the resource curse
will be prominent (Sachs and Warner, 1999, 2001). The curse will be
exacerbated to the extent that the real exchange rate falls (and the real
wage rate rises). These factors will be relevant in assessing policy
responses, both in the unita