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Preface

Sustainable and inclusive growth in emerging Asian economies requires
continued high levels of public sector investment in infrastructure, edu-
cation, health, and social services. However, the increasing complexity
and regional diversity of these investment needs make it difficult to plan
and execute such investments centrally. Therefore, these responsibilities,
especially with regard to infrastructure investment, need to be devolved
progressively more to regional governments, which have a better under-
standing of local needs. However, the growth of sources of revenue and
financing for local governments has not kept pace, forcing them in some
cases to rely on unorthodox funding measures such as shadow banking,
or else cutting spending below desired levels. Moreover, the ability to raise
funds varies widely among regions and districts, leading to the need for
systems of both horizontal and vertical transfers to support equitable
levels of spending and to achieve minimum performance targets set by the
central government. Even if adequate funding is available, there need to be
safeguards to ensure that debt levels are sustainable.

Fiscal decentralization has been implemented in many Asian economies
as a response to these needs, as well as a result of political shifts, mainly the
increasing democratization in some economies. However, it is still a work
in progress. There are many inconsistencies between revenue and expendi-
ture assignments at the local government level, as well as a lack of clarity
and overlapping assignments, which typically lead to inadequate funding
shortfalls, at least in some districts. Transfer programs also have issues,
including the lack of equity and disincentives for own-revenue generation.
Some economies have enabled local governments to borrow significant
amounts to cover shortfalls, but systems to monitor such borrowing and
ensure sustainability are still being developed. Capacity limitations at the
local level also make the effective implementation of fiscal decentralization
more difficult.

The purpose of this book is to take stock of some major issues regarding
fiscal decentralization in Asia, and to develop findings and policy recom-
mendations. However, it is not intended to be a comprehensive examina-
tion of all issues, or to cover all economies in the region. Part I provides
an overview of the issues of fiscal decentralization. In Chapter 1, Morgan

ix
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X Central and local government relations in Asia

and Trinh provide a framework for examining issues related to expenditure
assignments, revenue assignments, intergovernmental transfer programs,
and mechanisms for monitoring and enforcing fiscal sustainability at
the local level. In Chapter 2, Smoke examines the political, institutional,
and environmental factors that have hindered the effectiveness of fiscal
decentralization programs.

Part Il examines mechanisms for promoting fiscal sustainability at the
local government level. In Chapter 3, Chakraborty examines whether the
application of fiscal rules has resulted in an increase in the fiscal space for
public capital investment spending in major Indian states. The analysis
shows that there is a negative relationship between fiscal rules and public-
capital investment spending at the state level during the rules based fiscal
regime. In Chapter 4, Barrios and Martinez-Lopez investigate the way the
differences in fiscal capacities, which are primarily determined by regional
differences in gross domestic product per capita, influence regional public
borrowing depending on the existing fiscal equalization scheme. In Chapter
5, Martinez-Vazquez and Vulovic analyze the effects of the various
broad types of borrowing regulations on the narrow definition of fiscal
sustainability at the subnational level.

Part 11T provides studies of central-local government relations related
to specific topics in individual economies. In Chapter 6, Fan and Wan
explore the efficiency of the transfer system in the People’s Republic of
China (PRC). They evaluate the equalized effects of transfers with data of
2,800 countries from 1995 to 2009, investigate the function of earmarked
transfer on vertical governance, and estimate the impacts of transfer on
local economic growth rates. In Chapter 7, Zhang and Li show how inno-
vative fund raising and financing channels can lead to the upgrading of
local governments’ infrastructure construction and public service capabil-
ity in the PRC. In Chapter 8, Nasution describes the division of responsi-
bilities between the central and local governments, government financing
and administration of public funds and state-owned enterprises, the fiscal
transfer system, and the need of the subnational governments to expand
their capacities to mobilize their own revenues in Indonesia. In Chapter
9, Bessho provides an overview of Japan’s local public administration and
finance systems and analyzes how Japan’s municipalities restore their fiscal
balance after a fiscal shock. In Chapter 10, Morgan and Trinh describe the
experience of fiscal decentralization in Viet Nam, including recent issues
and policy.

Part IV examines the behavioral implications of central-local govern-
ment relations. In Chapter 11, Das investigates whether the composition
of expenditure of the subnational governments in India has an impact on
the degree of indebtedness of the states. In Chapter 12, Goel and Saunoris
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Preface xi

analyze the effect of the various forms of government decentralization on
institutional quality in a large sample of nations. In particular, they use
corruption and the shadow economy to proxy for institutional quality, and
virtual, physical, and fiscal decentralization to account for the different
dimensions of government decentralization.

Inevitably, issues and conditions vary across economies to such an extent
that it is difficult to draw broad or consistent lessons from these studies.
Nonetheless, we believe that these studies will provide valuable insights for
policy makers dealing with issues of fiscal decentralization in Asia.

We acknowledge the support of many individuals and institutions in
the production of this book. Most of the studies in this book were pre-
sented at the conference on ‘Public Power Division and Fiscal Expenditure
Responsibility’ organized by the Asian Development Bank Institute and
the Zhongnan University of Economics and Law in Wuhan, the PRC on
24-25 October 2015. Keiko Aoki provided able administrative support.
Muriel Ordonez and Jera Beah H. Lego supervised the production and
editing process, and Ainslie Smith provided able editing of the whole book.

Naoyuki Yoshino
Dean, ADBI

Peter J. Morgan
Senior Consulting Economist, ADBI
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Frameworks for Central-Local Government
Relations

Property of Edward Elgar Publishing Ltd. Unauthorised copying or distribution is prohibited



Property of Edward Elgar Publishing Ltd. Unauthorised copying or distribution is prohibited



1. Frameworks for central-local
government relations and fiscal
sustainability

Peter J. Morgan and Long Q. Trinh

1.1 INTRODUCTION

Sustainable and inclusive growth in emerging Asian economies requires
continued high levels of public sector investment in areas such as infra-
structure, education, health, and social services. These responsibilities,
especially with regard to infrastructure investment, need to be devolved
increasingly to the regional government level. However, growth of sources
of revenue and financing for local governments has not necessarily kept
pace, forcing them, in some cases, to rely on unorthodox funding measures
such as shadow banking, or else cutting spending below needed levels.
Even if adequate funding is available, there need to be safeguards to ensure
that debt levels are sustainable.

In this chapter, we review alternative models of the relationship
between central and local governments, and provide an overview and
assessment of different financing mechanisms for local governments,
including tax revenues, central government transfers, bank loans, and
bond issuance, with a focus on the context of emerging Asian economies.
The chapter also reviews financing mechanisms for local governments
and mechanisms for maintaining fiscal stability and sustainability at
both the central and local government levels. Based upon the evidence
on the decentralization process in Asia, we propose some policy
implications for improving central-local government relations and fiscal
sustainability.
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4 Central and local government relations in Asia

1.2 OVERVIEW OF GOVERNMENT
DECENTRALIZATION IN ASIA

1.2.1 Government Decentralization in Asia

It is hard to determine when the process of decentralization started in Asia,
but it is widely agreed that, from the 1990s, the decentralization process
gained momentum and that subnational governments have become the
cornerstone of Asian economic development (White and Smoke, 2005).
Extensive decentralization processes are under way throughout Asia,
including the People’s Republic of China (PRC), Cambodia, India,
Indonesia, the Republic of Korea, and the Philippines.

Both structural and political forces have driven the decentralization
process in Asia. While economic and demographic factors (i.e., structural
factors) acted as a trigger for decentralization processes, powerful political
forces ‘precipitated and shaped it’ (White and Smoke, 2005) in some coun-
tries, including Indonesia, Thailand, and the Philippines, and, to some
extent, Viet Nam and the PRC (Nickson et al., 2008). After a long period
of economic growth and rapid urbanization, pressures to provide services
to a rapidly expanding and increasingly concentrated population are
growing so fast that central governments cannot effectively and efficiently
act as the major provider of basic services. As a result, central governments
have had to empower local governments to share their burdens.!

1.2.2 Local Government Size and Complexity

The region also has a considerable variation in the number of tiers of local
government and the average population covered by local governments.
Some countries have two tiers (Indonesia, Japan, and Thailand); some
such as the Philippines, the Republic of Korea, Viet Nam, and Pakistan
have three tiers; while the PRC has four tiers. India has one tier in urban
areas and at most three tiers in the rural areas (Nickson et al., 2008).
Each country also puts priorities on different tiers of government. For
example, to minimize the probability of provincial separatism, Indonesia
has a system that favors sub-provincial governments. The Philippines has
a multilayered system that diffuses subnational power among different
jurisdictions (White and Smoke, 2005). Average population size in each
territory for which a local government is responsible also varies widely,
ranging from only 8,000 people in Thailand to more than 550,000 people
in Indonesia (see Table 1.1).

Property of Edward Elgar Publishing Ltd. Unauthorised copying or distribution is prohibited



"(8007) T 12 UOSYIIN 9107 [Hdy £] passaooe (xdse-awoy /ejep/S10 yueqpiom - yueqerep,/:diy) yueqeje plIop Jueqd PHIOA\  -$224n0S

‘J1un juewuIdao3 [eoo] 1od uonendod £q paInSeIN 4

00T U Bye(q «

eury) Jo onqnday s,91dosd = D¥d 1onpoid onsawop ssoi = o

210N

TIS ST 99 Areyun Istunuwos 43 IL°68 606°1 WEN 19IA
AqoIBUON

vT6'L vL8 L Areyun [euonnmnsuos 6'LY SY'L9 629 puE[rey L,

00€°1S 129°1 Areyun onqndey 9y LS'L6 L8LT sourddiryq

160°78¢€ 96¢ [BI9pa] onqndoy 6'LE 61181 SLTT uelsed

010°60C 0¢¢ Areyun orqndey a8 oS 866°ST Jo doy ‘earoyf
AyoIeUOIN

0TT0L 0Z8°1 Areyun [euonmunsuos §'C6 PELCI 7£9°8€ ueder
Koraoowd(

SITTIT ¥29°6 [eIopaq Kreyusurerfredq 0ce 0S'6LT°1 SSH'1 BIpU]

vLERSS 0St Areyun onqndey €S LT1ST v79°¢ BISOUOPU]

809vLY 098°C Areyun JSTunuIwo’ ces 8€LSET 7669 odd

4% JUOWIUIIAOS  , SIUOWIUIIAOT (€107) uoru
[B90][ JO d7Is [e20] Jo JUOWIULIIAOT (€102) % ‘wonemdod  (£107) $ UAIIND
J3e10Ay JoqunN. 91e3s Jo oadAL JoadAg, ‘uonezrueqin) [e10L ‘endes 1od ggo Anuno)

UOLIDZIUDSLO JUIULUIIA0T [DIO] pub S1010I1pul Juduidojaadp d1svg  [°[ d|qnL

Property of Edward Elgar Publishing Ltd. Unauthorised copying or distribution is prohibited



Central and local government relations in Asia

1.2.3 Institutional Barriers

The decentralization process in Asian economies suffers from various
institutional barriers that may impede the realization of benefits from such
processes.

Legal frameworks for local government. Asian countries’ legal frame-
works for local government vary widely. Except for the case of the
PRC, where there is no formal legal framework for local government,
all countries have a set of one or more laws that define the decentrali-
zation framework, and some of them, including India, the Republic
of Korea, the Philippines, and Thailand, have a constitutional basis
for subnational government. However, there is a wide gap between
having a formal legal framework and implementing it. For example,
although the PRC has no formal basis for local government, it is
one of the most decentralized countries in the world (World Bank,
2002). On the other hand, in Thailand and Cambodia, implementa-
tion of laws regarding local government has been rather slow and
incomplete (White and Smoke, 2005).

Inappropriately designed and implemented budget systems. In the
PRC and to some extent Viet Nam, due to weak information man-
agement systems, budget compilation usually does not cover all
revenues and expenditures and is only an incremental feature (i.e.,
budget estimations are usually based on past levels, not on future
needs). Furthermore, planning and budgeting processes are discon-
nected and poorly coordinated. In the PRC, for example, budgets
are usually compiled around the last three months of the fiscal year,
which is not enough time to have a comprehensive and detailed
budget (ADB, 2014). In India, the budget process is not even gener-
ally operational (Bahl et al., 2005). This has caused various deficien-
cies in budget implementation such as delays and fragmentation,
or poor management of cash flows and liabilities, accumulation of
arrears, and revenue retention. Moreover, monitoring and account-
ing data are neither timely nor accurate. Auditing is typically weak
and evaluation almost nonexistent (White and Smoke, 2005).

Weak fiscal management capacity. While fiscal management capaci-
ties of local governments are of high quality in Japan and the
Republic of Korea, they are rather weak in developing economies.
In some developing countries, weak revenue management capac-
ity causes local governments not fully to use their rights to collect
their own taxes. At the other extreme, some local governments
have abused their rights and have implemented too many taxes that
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Frameworks for central-local government relations 7

account for a small share of total revenues but have high administra-
tive costs. Expenditure management is also weak. For example, many
local governments in Indonesia and the Philippines do not fully
spend their resources and have accumulated a large stock of fiscal
reserves (see more in section 1.3.3).

Underdeveloped financial information management systems. Many
Asian economies do not have a standardized financial information
management system to monitor and act in a timely manner to avoid
fiscal risks at the local government level. An appropriate financial
system should provide comprehensive, transparent, timely, and
accurate information of local government finances. Moreover, the
local governance finance information system should be a part of
a national finance information system. Treasury Single Account
(TSA), a system that captures all on-budget and off-budget flows, is
not implemented in most developing Asian economies. In developed
economies, TSA is viewed as a sound practice in modern public
finance (ADB, 2014).

Strong influence of central government on local governments. In
principle, local governments should act as self-governing institu-
tions. However, in most Asian economies, they operate under a
legal framework defined by either the central government in coun-
tries with unitary systems such as the PRC, Indonesia, Japan, the
Republic of Korea, the Philippines, Thailand, and Viet Nam, or pro-
vincial or state governments in countries with federal systems such
as India and Pakistan. This hinders local governments’ ability to
ensure their national and local accountability. National accountabil-
ity, or central oversight of local administrations, tends to be stronger
but suffers from ambiguous and overlapped functional allocations
between local and central governments; incomplete flows of infor-
mation, especially from local governments to the central govern-
ment; inadequate monitoring; and conflicts between the central and
local governments over various aspects such as the pace, direction,
and scope of decentralization (White and Smoke, 2005).

Local accountability in many Asian economies remains problematic
because the central governments still have rather strong power over
local governments. For example, in Pakistan, local governments do
not have any influence over grant-aid programs in their jurisdiction
since such programs are determined by the provincial or national
legislators. Similarly, in Thailand, the Ministry of the Interior could
intervene to terminate or modify local policies if they believe that
such policies contradict or threaten national policies or interests.
Central governments also have strong influence over the number and
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8 Central and local government relations in Asia

pay levels of local staff (White and Smoke, 2005). In the PRC, Viet
Nam, and Pakistan, senior local government staft are appointed by
the central government (Nickson et al., 2008).

1.3 EXPENDITURE ASSIGNMENTS

This section reviews and assesses different theoretical foundations for
expenditure assignments and how expenditure functions are assigned in
Asian economies.

1.3.1 Theoretical Foundations for Expenditure Assignments

According to Shah (2008), expenditure assignments should meet the fol-
lowing requirements: (i) efficient provision of public service; (ii) fiscal
efficiency (i.e., minimizing the differential between imputed benefit from
public services and tax burden); (iii) equal treatment of citizens across
localities; (iv) effective redistribution; and (v) provision of quasi-private
goods (such as health, education, or social insurance) and other princi-
ples such as economic stabilization and spending discretion. Following
these principles should ensure an efficient and equitable delivery of public
services. Seminal works by Musgrave (1959) and Oates (1972) provide
the foundation for functional assignments. Musgrave suggested that the
activities of government should be separated into three functions: mac-
roeconomic stabilization, income redistribution, and resource allocation.
Economic stabilization and income redistribution are ordinarily assigned
to the central government, whereas local governments take responsibility
for the resource allocation function.

The first fundamental step in the design of a system of intergovernmen-
tal fiscal relations should be a clear assignment of functional responsibili-
ties among different levels of government (Martinez-Vazquez et al., 2006).
One of the first sets of criteria for reassignment of functions and for coor-
dination among the government ties was proposed by Wittmann (1973, as
cited in Daftlon, 2006). This set of criteria has been adopted in Austria,
Switzerland, and recently in transitional economies (Dafflon, 2006). This
set of criteria can be categorized into three subgroups: (i) general policy
criteria, (ii) financial and technical criteria, and (iii) efficiency criteria.
General policy criteria involve the coherence of the local government’s pol-
icies with other horizontal and vertical policies and the equality of access
to comparable categories of public goods and services. Financial criteria
are related to the balance between the assigned functions and the local gov-
ernments’ capacity to finance the budget out of their own revenue sources.
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Frameworks for central-local government relations 9

This implies that any reassignment of functions should not create further
fiscal imbalances or, if imbalance is inevitable, it must be compensated
through unconditional grants or revenue sharing with higher levels of
government. Efficiency criteria correspond to those traditionally discussed
in fiscal policy theory: economies of scale and geographical externalities.
Failure to have a clear and concrete assignment of expenditure respon-
sibilities among the various governmental levels may lead to instability
in intergovernmental relations and to inefficient provision of public
services. Moreover, advances in technology and other aspects, together
with changes in people’s preferences, human capital, and relative endow-
ments of the regions of a country, will cause what is considered the best
assignment to change over time (Martinez-Vazquez et al., 2006).

1.3.2 Expenditure Assignments in Asia

There is a wide variation in expenditure assignment across Asian econo-
mies, both in terms of share of local government expenditure in total
public expenditure and of the expenditure functions (see Figure 1.1 and
Table 1.2). The share of local government expenditure in total government
expenditure is rather high in some economies such as Japan (account-
ing for 58.3 percent of total public expenditure in 2012, including social
welfare), the Republic of Korea (60 percent of consolidated public expend-
iture in 2010), the PRC (about 85 percent of recorded total public spending
in 2010), India (about 66 percent of consolidated government spending in
2010), and Viet Nam (about 55.6 percent in 2012), whereas it is much lower
in some others such as Indonesia (35 percent of total public expenditure
in 2006), the Philippines (25 percent in 2005), and Thailand (26 percent in
2010). Using subnational government spending might give a misleading
picture, however. A high level of spending carried out by local government
does not always mean that the local government is the one who makes
expenditure decisions. For example, in Viet Nam, although local govern-
ment expenditure accounted for a large share of total public expenditure,
before the State Budget Law took effect in 2004, the local governments
essentially acted as the agents of the central government, which set the
service levels and standards (Mountfield and Wong, 2005).

Similarly, expenditure functions also vary widely in Asian economies.
In most economies, local governments take full or partial responsibility
for providing education, health, social welfare, infrastructure, and com-
munity development (see Table 1.2). Local governments in Indonesia and
Thailand are assigned to carry out education and health services. In the
Philippines, while provision of health services is a joint responsibility,
education remains a central government responsibility. The PRC’s local
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B CG revenue B CG expenditure

% O LG revenue O LG expenditure

Notes:

CG = central government; LG = local government.

Whereas Japan’s CG share of expenditure in gross domestic product does not include social
security, other countries’ CG figures include social security expenditure.

Source: International Monetary Fund Government Fiscal Statistics Portal.

Figure 1.1  Central government and local government revenues and
expenditures as percentage of gross domestic product (2006,
2010-2013)

governments, however, have to bear considerable expenditure responsi-
bilities. They are responsible not only for providing education and health
services but also for providing unemployment benefits and pensions, even
at the lowest levels of government. These two spending items are rather
inappropriate for local governments because they not only require a huge
financial resource but also have a cyclical nature. Usually, the central gov-
ernment will either carry out, or share with local governments to carry out,
these responsibilities (Mountfield and Wong, 2005).
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Table 1.2 Subnational government functional assignments and expenditure

shares
Country Local government functions Local government
share of
expenditure

Japan Education, health, social welfare (basic 58.3% in 2012 for

social services), public investment all levels (31.6% for
subnational level,
26.7% for lower tier
levels)

Korea, Local administration; public services 45% in 2010 (17%

Republic of that enhance residents’ welfare; local for upper tier level,
industrial development of agriculture 28% for lower
and commerce; regional development tier level); 15% of
and local environmental facilities; public local education
services that promote education, sports, subsidy (under
culture, and art; environmental protection, Local Government
including pollution prevention; and local ~ Education Act).
civil defense and fire protection.

PRC Broad legal division of responsibility 85% in 2010.
between levels without disaggregation;
in practice, multiple levels perform many
functions concurrently.

India Twenty-nine detailed functions to rural 66% for all levels in
local bodies; another list of 18 detailed 2010.
functions to urban local bodies.

Indonesia Health, education, environment, and About 35% for all
infrastructure, among numerous others; levels in 2006 (7%
provinces were originally assigned mainly  for upper tier level,
coordination and gap-filling roles. 28% for lower tier

levels).

Philippines Health (joint responsibility with central About 25% (2005)
government), social services, environment, (11% for upper tier
agriculture, public works, education, level; 14% for lower
tourism, telecommunications, and tier levels).
housing.

Thailand Infrastructure, quality of life, community = About 26% for all
and social order, planning and investment levels; expected to
and promotion of trade and tourism, increase (2010).

management of natural resources and
the environment, and culture, values,
and local wisdom; but slow progress on
implementation.
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12 Central and local government relations in Asia

Table 1.2 (continued)

Country Local government functions Local government
share of
expenditure

Viet Nam Main functions remain centralized but About 55.6% for all

different levels share responsibilities levels in 2012.

in practice; subnational governments
dominate in agriculture, forestry,
irrigation, fisheries, power, water,
education, and health.

Note: PRC = People’s Republic of China.

Sources: Mountfield and Wong (2005); Lewis and Searle (2010); and some Asian national
statistics.

1.3.3 Issues in Expenditure Assignments in Asia

Unclear and overlapping expenditure assignments

In many Asian economies, expenditure assignments are rather unclear
and overlapping. Lack of legal documents clarifying the functions of
local governments is also attributed to the unclear assignment of func-
tions between local and central governments (Lewis and Searle, 2010).
For example, in Indonesia, despite law revisions, there is a lack of clarity
regarding central and local functions as well as inconsistencies between
various laws (Nasution, Chapter 8 in this book). The same situation is
found in the Philippines (Manasan, 2015). Meanwhile, in Thailand, local
offices of the central government operate in parallel with local govern-
ment, which makes the service delivery confused. In the PRC and Viet
Nam, expenditure assignments are unclear due to the system of nested
hierarchies of the administrative system. Under this system, the central
government sets rules for provincial governments, but also sets rules for
local government at the district level (Mountfield and Wong, 2005). The
lack of clear functional assignments is also due to the resistance of the
central government to sharing its authority with the provincial level as in
Viet Nam, the PRC, and the Philippines (Mountfield and Wong, 2005). In
the Republic of Korea, there is some lack of clarity in functional assign-
ments, but the misassignment of functions also seems to be an issue since
the central government owns the revenues while local governments execute
the expenditure assignments (Lewis and Searle, 2010).
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Increasing unfunded mandates

Unfunded mandates are also problems for local governments in Asian
economies. For example, in the Philippines, local governments face a
number of significant unfunded mandates including the salaries of local
civil servants; the benefits of health sector employees; insurance premiums
for impoverished residents; and financial support for many central govern-
ment agencies operating in their jurisdiction such as policy, fire protection,
and the courts (Lewis and Searle, 2010; Manasan, 2015). The situation is
also a growing issue in Bangladesh, India, Japan, the Republic of Korea,
and Pakistan (Martinez-Vazquez, 2011).

Limited spending autonomy

Local governments in Asian economies have limited autonomy in how
to use their funds. Japan’s central government determines spending levels
and standards for services that local governments provide. In develop-
ing Asian economies, local governments often have been assigned many
functional responsibilities, but they are not given the authority to decide
sectoral spending allocations. This is partly because a large proportion
of transfers from the central government is tied to specific sectors, func-
tions, or services. For example, in Indonesia, 20 percent of the total local
government budget should go to education (Nasution, Chapter 8 in this
book). In the Philippines, the central government limits the amounts that
local governments can spend on certain classes of expenditures (Manasan,
2015). They also set the minimum levels on particular types of spending,
such as 20 percent of a transfer from central government must be set aside
for development spending. In Thailand, all local government budgets must
be approved by higher-level governments, which often insist on significant
changes. Similarly, expenditures of lower-level local governments in the
PRC and Viet Nam have to get approval from higher levels of government,
and the central government can influence local spending by a number of
mechanisms, including expenditure laws and regulations, spending man-
dates, and political controls.? In India, whereas the state governments are
given complete authority over expenditures, local governments’ spending
autonomy is very restricted. Since many local governments in India are
dependent on intergovernmental fiscal transfers, they could be viewed as
implementing agencies of the states (Lewis and Searle, 2010).

Weak expenditure management

In some Asian economies such as Indonesia and the Philippines, local gov-
ernments do not fully spend the resources to which they have access and
have accumulated a large stock of fiscal reserves. Currently, local govern-
ments in Indonesia have fiscal reserves equal to 25 percent of annual local
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14 Central and local government relations in Asia

government expenditure, while those in the Philippines have 35-40 percent
(Lewis and Searle, 2010).

1.4 REVENUE ASSIGNMENTS

To make fiscal decentralization produce sustainable net benefits, local
governments must control their own sources of revenue. Local govern-
ments that lack independent sources of revenue can never truly enjoy fiscal
autonomy, because they remain under the financial control of the central
government. Therefore, important questions include which level of gov-
ernment should choose the taxes to be imposed at any level, the tax bases,
tax rates, and which level should enforce and administer the various taxes.
This is commonly referred to as the tax assignment problem.

1.4.1 Theoretical Foundations for Revenue Assignments

Several models, including the standard fiscal federalism model, leviathan
model, and second fiscal federalism model, have recommendations for
optimal tax assignments.

Based upon the argument that optimal tax assignment is strictly related
to the normative optimal assignment of expenditure function to levels
of governments, the standard fiscal federalism model advanced by Oates
(1972) and Musgrave (1959) suggests the following rules for tax assign-
ments between central and local governments: (i) lower levels of govern-
ments should levy taxes on relative immobile bases or assets; (ii) they
should levy taxes with a base that is evenly distributed among jurisdictions;
and (iii) they should rely on taxes with a yield that is relatively stable in real
terms. Accordingly, corporate income tax, natural resource taxes, personal
income tax, and value-added tax (VAT) should be the responsibility of the
central government, while local governments may impose taxes on land
and property in addition to some user charges, and regional governments
may impose retail sales taxes and a few excise taxes as well as surcharges on
personal income or payroll taxes (i.e., piggyback tax).

The leviathan approach proposes an opposite view of the optimal tax
assignment. According to this view, politicians and bureaucrats will act
like leviathans. They would maximize their spending power by setting
taxes to maximize total revenue from the private sector. This implies that
local governments would be assigned broad tax bases to minimize tax
evasion and tax erosion and/or impose higher rates on less elastic bases.
To limit such leviathan behavior, Brennan and Buchanan (1980) proposed
that tax competition among local governments should be encouraged.
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Accordingly, local government taxes should then be imposed on mobile
factors to trigger such competition. Tax competition provides efficiency
gains by reducing the monopoly powers of government units.

However, both standard fiscal federalism and leviathan approaches are
widely criticized (see, e.g., Ambrosanio and Bordignon, 2015). This has
led to the emergence of the so-called second-generation fiscal federalism
model (Oates, 2008), which strongly supports a significant degree of tax
autonomy for local governments. First, local governments would be more
likely and able to allocate and control their expenditures efficiently and
effectively if they are allowed to control their own resources. This implies
that the appropriate way to assign taxes depends on how spending respon-
sibilities have been assigned. Second, local governments should be allowed
to affect the volumes of revenues significantly at the margin through their
own policy choices. And the best way to do this is for them to set their own
tax rates.

Local government taxation assignments
Bahl and Bird (2008) proposed four principles to follow in assigning
revenue to local government:

o Ideally, at least the local government in the richest jurisdiction
would be able to raise adequate revenue to finance the services for
its residents.

o Local government taxes should only be levied on the residents who
will benefit from the services provided by local governments.

o Governments at all levels should bear clear public responsibility at
the margin for financing expenditures for which they are politically
responsible.

o Local government taxes should not unduly distort the allocation of
resources.

The literature (e.g., Bird, 2010; Robotti and Dollery, 2008; and Ambrosanio
and Bordignon, 2015) identified some candidates for local taxes as follows
(see Table 1.3):

® User charges. User charges are suitable for all levels of local govern-
ment and should be implemented whenever possible. The problem
is that this type of revenue is not usually adequate to finance major
expenditure responsibilities decentralized to local jurisdictions.

® Property taxes. Property taxes are often considered the most appro-
priate revenue source for local government. Their advantages include
immobile tax bases and stable and predictable tax revenues, but
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they also have difficulties, including how to determine the tax base,
and estimating land and building values. This tax is also costly and
difficult to administer, thus it is not suitable for small jurisdictions
(Robotti and Dollery, 2008). Another issue relates to the low elas-
ticity of this tax revenue with respect to nominal income (OECD,
2003).

Personal income taxes. In some developed Asian economies, local
governments can impose surtaxes on the national income tax base.
The imposition of personal income tax at the local jurisdiction level
can also be justified on a benefit basis: the local government could
impose a flat rate tax for public services especially used by residents
in jurisdictions. Because this tax is highly visible, it may promote
local accountability (Robotti and Dollery, 2008). However, some
potential problems include (i) uneven distribution of income tax
bases so that poorer jurisdictions may not have adequate resources
for financing a minimum standard of public services; (ii) mobile tax
bases, which could create some distortions, including undesirable
spillover effects; (iii) and inefficiency arising due to the vertical tax
competition (Ambrosanio and Bordignon, 2015).

Business taxes. The principle forms of business taxation that could
be levied at the local level include corporate income tax, payroll
tax, and turnover tax. They are generally not considered to be
good sources of revenues because (i) it is difficult to determine the
geographical source of income and profits, and (ii) it may distort
the location of economic activities and resource allocation among
jurisdictions. However, local governments can impose local business
taxes if the investment is specific to the locality such that a firm
cannot easily relocate (Feld and Schneider, 2001).

Consumption tax. Among consumption taxes, excises are consid-
ered to be well suited for local governments, thanks to their ease of
administration and minimum distortion effects (Ambrosanio and
Bordignon, 2015). However, experience has shown that the revenue
from excises accounts for a small share of local government revenues.
VAT. It is argued that the VAT does not fit well for local governments
due to high administrative and compliance costs, and problems
arising from cross-jurisdictional trade and tax fraud, tax exporting,
and transfer pricing. But the VAT could be suitable for local govern-
ments if it is reorganized, such as the dual VAT system (proposed by
Bird and Gendron, 1998), viable integrated VAT (Keen and Smith,
1998), and compensating VAT (Varsano, 2000; McLure, 2000).
Among those, the compensating VAT system was originally pro-
posed for developing countries such as Brazil and India. Under this
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18 Central and local government relations in Asia

system, sales to local purchasers (registered traders, households, and
unregistered traders) would be subject to the local VAT, but sales to
purchasers in other jurisdictions would be zero-rated for local VAT
and subject instead to a compensating VAT. However, adopting this
system requires the presence of both significant federal tax pres-
ence and a comprehensive and complex administration to guarantee
appropriate clearing and avoid distortion of collection incentives.

Bird (1999) proposed a local low-rate VAT levied on the basis
of income rather than consumption to replace other local taxes
imposed on business. He argued that this tax would be less distorting
than local profits and capital taxes, more neutral, and more stable
than the usual corporation income tax. Some countries such as Italy
and Germany have introduced forms of this tax to provide subna-
tional governments with additional own revenues to finance local
public expenditure (Bird, 1999).

1.4.2 Revenue Assignments in Asia

Tax revenues are more decentralized in more developed economies in the
region, including Japan, the Republic of Korea, and, to some extent, the
PRC. In Japan, local governments at different levels collected about 40
percent of total tax revenues in 2007 while own-source revenues accounted
for one-third of total revenues of both prefectures and municipalities. In
2011, local governments in the Republic of Korea raised about 35 percent
of national public revenue, and own-source revenues accounted for 60
percent of total local government revenues. In the PRC, local governments
collect about 40 percent of total national tax revenues.

However, tax revenues are much more centralized in other Asian devel-
oping economies. In India, revenues raised by state and local governments
account for about 33 percent of total consolidated public revenue, of
which local governments could only raise 10 percent of total state and
local government revenues. Indonesia’s local government revenues are only
about 8 percent to total public revenues. The corresponding figures are 10
percent in the Philippines, 15 percent in Thailand, and about 45 percent in
Viet Nam.

There is a wide variation in the types of taxes that central governments
assigned to local governments (see Table 1.4). In Japan, local taxes include
enterprise, consumption, and personal income taxes, but the most impor-
tant local taxes are the residential and nonresidential property taxes.?
Similarly, the property, consumption, and income taxes are the three most
important taxes for local governments in the Republic of Korea (of which
the property taxes account for 50 percent of total local tax revenues).
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In other economies, the various types of property taxes (such as land-
use taxes or land-development taxes) are the most important sources of
revenues. Local governments in Thailand, the Philippines, and, recently,
Indonesia are assigned some business taxes (Lewis and Searle, 2010).

1.4.3 Issues for Revenue Assignments in Asia

Mismatches between expenditure responsibilities and resource capacities
Most Asian developing economies face mismatches between expenditure
and resource capacities. In India, most municipal governments generally
operate under severe fiscal constraints. Due to limited own sources of reve-
nues, local governments, except some large urban local governments, do not
have adequate resources to provide their assigned services (Oommen, 2008).
The situation in the PRC is slightly different. After the 1994 fiscal reform,
local governments became more resource-constrained since their responsi-
bilities remain the same while intergovernmental transfers cannot offset the
losses caused by the more centralized revenue system. The inadequacy of
resources and responsibilities is greater at the lower level of governments. In
Indonesia, skewedness in the distribution of resources across local govern-
ments implies that some local governments have insufficient resources with
which to discharge their functions (Hofman and Cordeiro Guerra, 2005).

Few sources of tax revenue

Most central governments in Asian economies assign property taxes to
local governments. However, they are either permitted only on a very
narrow base (such as unused land in Cambodia) or subject to maximum
rates set by the central government (such as in the PRC and the Philippines).
Also, property values may not be regularly updated and tend to be much
lower than market values (for example, in Viet Nam, the government prop-
erty value is 50 to 100 percent of the market value, especially in urbanizing
areas). Meanwhile, only a few economies assign some business taxes to
local governments and modest excises and fees, including those on motor
fuel in Indonesia, vehicle and vessel use in the PRC, and public transporta-
tion in Thailand. With regard to other major taxes, except for Japan and
the Republic of Korea, most local governments in Asian economies are not
permitted to collect personal income taxes or general sales taxes, although
they could be potentially large sources of finance for local governments
(White and Smoke, 2005).

Low level of revenue autonomy

Not only do local governments have a limited number of taxes, but their tax
autonomy is also limited. Local governments in Japan and the Republic of
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22 Central and local government relations in Asia

Korea have reasonable controls over most taxes assigned to them, although
the central governments define the tax base and tax range. Local govern-
ments in Japan are also allowed to create their own taxes, but very few of
them utilize this autonomy (Lewis and Searle, 2010). Similar to the cases
of Japan and the Republic of Korea, the central government of Indonesia
defines tax bases and allows local governments to have some flexibility in
setting tax rates. This, however, is rather limited due to the ceiling rates
imposed by the central government. In the Philippines, local governments
are allowed to have some taxes of their own, but local governments could
only make changes to these taxes every three years. In other economies
such as Viet Nam, Thailand, and Malaysia, local governments do not
have tax discretion, except for some charges and fees (Lewis and Searle,
2010). The situation is similar in the PRC and some federal states such as
India and Pakistan, although the provincial and state governments in these
economies are given more tax autonomy (Martinez-Vazquez, 2011).

Incentive problems in revenue assignments

Low levels of revenue autonomy can cause incentive problems in raising
revenue. For example, in the PRC and Viet Nam, the lack of formal
revenue assignments creates unpredictability and reduces accountability.
Furthermore, in the PRC, due to their size, most provinces assign rev-
enues to lower levels of government, and then leave each layer to work
out arrangements with the one below it. This may cause uncertainty about
revenues at the lower levels. In the Philippines and Indonesia, the transfer
of significant shares of tax collection from the provincial to sub-provincial
levels may reduce provincial incentives for collecting their own revenues
(Taliercio, 2005).* Incentive problems may arise in developed economies
such as the Republic of Korea, where local tax authorities seem to make
insufficient use of the control they have over the rates of their assigned
taxes. This, according to Lee (2006), could be due to the disincentives
imposed by the transfer system.

Weak tax administration at the local government level

In many economies such as India, local governments do not fully utilize
their taxing powers. In India, local government officials explained that if
they use optional taxes under their authority, councils and/or citizens would
be reluctant to pay. The same situation is seen in the Philippines where the
many local officials do not use the tax authority that is available to them.
Meanwhile, at the other extreme, some jurisdictions collect many nuisance
taxes and thus tax administration cost efficiency is low (Manasan, 2015).
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1.5 INTERGOVERNMENTAL TRANSFER
MECHANISMS

1.5.1 Theoretical Foundations for Transfer Mechanisms

Generally, intergovernmental transfers are a necessary complement to
decentralization. They not only are the means for decentralization to be
realized but also can correct some adverse effects caused by decentraliza-
tion. Transfers are viewed as fulfilling three main purposes: (i) to finance
the vertical fiscal gap between expenditure and revenue-raising responsibil-
ities; (ii) to ensure horizontal balance due to differences in fiscal capacities
among jurisdictions; and (iii) to allow the central government to monitor
the execution of local government programs. Therefore, two factors affect
the design of intergovernmental fiscal transfers: (i) the consequences of
decentralization, and (ii) the central government’s degree of oversight over
local governments’ decision making.

Instruments of intergovernmental fiscal transfer
Intergovernmental transfers or grants can be broadly classified into two
categories: unconditional and conditional transfers.

o Unconditional transfers (i.e., general-purpose transfers) are a type
of general budget support without any conditions for getting the
transfer. Such transfers are intended to preserve local autonomy and
enhance interjurisdictional equity. Formula-based general-purpose
transfers are very common. Theoretically, unconditional transfers
have only income effects (Shah, 2007).

e Conditional transfers (specific-purpose transfers) are intended to
provide incentives for governments to undertake specific programs
or activities. Conditional transfers could be either input-based
transfers (i.e., transfers for a specific type of expenditure such as
capital expenditures or operating expenditures), or output-based
transfers (i.e., transfers that require attainment of certain results in
service delivery). Input-based conditionality is often intrusive and
unproductive, whereas output-based conditionality can advance
grantors’ objectives while preserving local autonomy. Conditional
transfers have not only income effects but also substitution effects
(Shah, 2007).

Principles for designing fiscal transfers

The design of intergovernmental fiscal transfer has implications for fiscal
sustainability. Barrios and Martinez-Lopez (Chapter 4 in this book) show
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that the indebtedness of jurisdictions with different fiscal capacities is
affected by expected revenues redistributed through intergovernmental
transfers. Thus, the design of intergovernmental fiscal transfers should take
into account (i) the size of the pool available for distribution; (ii) the basis
for distributing transfers; and (iii) the conditionality attached to transfers.
Moreover, based upon the experience in Latin America, Martinez-Vazquez
and Sepulveda (2012) suggested that the design of transfers should follow
these principles:

e ensure flexible use of transfers by local governments so that spend-
ing decisions can reflect regional differences in demand patterns,

e cnable periodical adjustment to changing socioeconomic
circumstances,

e cnsure stability in the flow of resources, and

e minimize the volatility of transfers due to economic or political
reasons.

Fiscal transfer objectives and instruments to achieve those objectives

Bridging vertical fiscal gaps Vertical fiscal gaps occur because of (i)
inappropriate assignments of responsibilities; (ii) centralization of taxing
powers; (iii) tax competition among jurisdictions; and (iv) lack of tax
room at the local levels due to heavy tax burdens imposed by the central
government. Vertical fiscal gaps could be solved by various policies such
as the reassignment of responsibilities, further tax decentralization or tax
abatement, and tax-base sharing (by allowing local governments to levy
surcharge on a given tax). Fiscal transfer instruments, such as revenue
sharing and/or unconditional formula-based transfers, should be adopted
only as second-best measures since they tend to weaken local government’s
accountability to local taxpayers.

Revenue sharing is a type of unconditional transfer. The central govern-
ment shares a predetermined ratio of its revenues to local governments.
This is a relatively simple way to provide a reasonably secure and growing
amount of revenues to local governments. However, it leaves no discretion
to the jurisdictions in terms of revenue raising, even at the margin. The
absence of such discretion detracts from fiscal and political accountability
(Boadway and Shah, 2009).

Horizontal fiscal equalization Fiscal equalization transfers are instru-
ments to deal with horizontal fiscal equity concerns. Transfers from the
central government to local governments can eliminate regional differen-
tials in net fiscal benefits (i.e., the imputed benefits from public spending

Property of Edward Elgar Publishing Ltd. Unauthorised copying or distribution is prohibited



Frameworks for central-local government relations 25

minus the tax burden) arising from decentralization. To eliminate differen-
tial net fiscal benefits, the central government should design a comprehen-
sive fiscal equalization program that equalizes fiscal capacity (the ability of
local governments to raise revenues from their own tax bases using national
average tax rates) to a national average standard level and provides com-
pensation for differential expenditure needs and costs due to inherent cost
disabilities (but not due to different policies implemented at the local gov-
ernment level). In principle, a properly designed fiscal equalization transfer
program corrects distortions that may cause fiscally induced migration by
equalizing net fiscal benefits across jurisdictions. A reasonable estimate of
the costs and benefits of providing public services in various jurisdictions
is essential to measure net fiscal benefits. Measures of differential revenue-
raising abilities and the needs and costs of providing public services in
different jurisdictions must be developed. Equalization of net fiscal ben-
efits could then be attempted by adopting a standard of equalization and
establishing the means of financing the needed transfers.

A number of countries, including Australia, Canada, the PRC,
Denmark, and Indonesia, have introduced fiscal equalization programs.
However, there is a lot of variation among countries in terms of legal foun-
dation (i.e., constitution-based or law-based), type of program (paternal
program or fraternal program?), types of contribution to the common
pool (formula-based or arbitrary), and method of equalization. Overall,
experience suggests that (i) having an explicit standard regarding the total
pool and the allocation among recipient units will ensure transparency and
accountability in such programs, and (ii) fiscal need compensation should
be carried out through specific-purpose transfers (Shah, 2007). Table 1.5
summarizes the characteristics of different kinds of transfer programs.

Setting national minimum standard and ensuring national unity The
central government can use conditional nonmatching grants to local
governments to deal with under-provision of public services that have
redistributive purposes such as education, health, or social welfare, and/
or restricted access to such services by the poor and the old, who are those
most in need. This type of transfer can also be used to deal with infrastruc-
ture deficiencies in poorer jurisdictions to strengthen national unity. The
conditions for this transfer may not only be the specific use of grant funds,
but also attainment of standards in quality, access, and level of services.
Input-based grants fail to create such an accountability environment.

Benefit spillover compensation Due to a lack of proper incentives, local

governments are reluctant to provide adequate services that may benefit
other jurisdictions’ citizens. A system of open-ended matching transfers
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Table 1.5 Formula-based equalization transfers

Types of transfer

General characteristics

Remarks

Transfer based on equal

per capita allocation

Formula based on
general indicators of
expenditure needs

Formulas based on
specific indicators of
expenditure needs

Formulas based only
on fiscal capacity

Formulas that consider
both expenditure needs

and fiscal capacity

Simplest system;
requiring only
information about
population

Include other
indicators such as
poverty incidence,

area, population density,

and infant mortality

More complex; using
distinct indicators
of needs for each
local expenditure
responsibility

Transfer based on
differences in fiscal
capacity

Most general approach
to equalization
systems; relies not
only on needs but also
on the ability to
provide for these own
resource revenues

Suitable for countries
at an early stage in
their intergovernmental
arrangements

Does not takes into account
other factors such as
income per capita

It is hard to link the factors
with reasons for spending
or transfer.

Avoids using factors
under the direct
control of subnational
governments; requires
more information

Use of the potential rather
than actual addresses the
problem of incentives;
this formula assumes
that each province has
the same per capita
expenditure needs

This equalization formula
is used in an increasing
number of countries such
as Australia, the People’s
Republic of China,
Japan, and the Republic
of Korea. They can be
complex and require a
considerable amount of
information

Source:

Adapted from Boadway (2015).

based on expenditures will provide incentives to increase expenditures.
Because the extent of the spillover is usually difficult to measure, the
matching rate will be somewhat arbitrary. However, such transfers have not
been implemented in developing countries.
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Aligning local priorities with national priorities To induce local govern-
ments to follow the priorities set by the central government, the latter
can provide open-ended matching transfers with matching rates that vary
inversely with the recipient’s fiscal capacity. Use of ad hoc grants is inadvis-
able since ad hoc grants are unlikely to result in behavioral responses that
are consistent with the grantor’s objectives.

Infrastructure deficiencies and macroeconomic stability  The central govern-
ment can use fiscal transfers to achieve cyclical stabilization in jurisdictions.
Unconditional transfers could increase during the downturn periods to
encourage local expenditures and reduce when the economy is in an upswing.

Table 1.6 presents justifications for intergovernmental fiscal transfers
and alternative policies.

1.5.2 Intergovernmental Fiscal Transfers in Asian Economies

Within a country, there are large differences among jurisdictions in terms
of natural endowments, economic opportunities, and levels of develop-
ment. In such an environment, fiscal decentralization could lead to a large
horizontal fiscal imbalance, because of both different revenue potentials
and costs of delivering services. In the PRC, for instance, own revenues
per capita of the richest province are 15 times those of the poorest region.
These disparities are even higher in Indonesia, the Philippines, and
Viet Nam, and much higher at the sub-provincial level (Hofman and
Cordeiro Guerra, 2005; Nasution, Chapter 8 in this book; Manasan,
2015). Equalization grants from the central government are the instrument
to mitigate these imbalances.

Local governments in Asian economies are heavily dependent on trans-
fers and revenue sharing from the central government, even in developed
economies such as Japan and the Republic of Korea. While local govern-
ments in Japan and the Republic of Korea receive nearly 40 percent of
their revenues from intergovernmental fiscal transfers, the dependence of
local governments on intergovernmental fiscal transfers is heavier in devel-
oping economies. Intergovernmental fiscal transfers (both from the central
government and state governments in federal states) account for nearly
60 to 66 percent of local government revenues in the PRC, 90 percent in
India, 90 percent in Indonesia, 70 percent in the Philippines, 85 percent
in Thailand, and about half in Viet Nam. Table 1.7 presents the relative
importance of different types of intergovernmental fiscal transfers.

There are multiple transfers from central governments to local govern-
ments in Asia, and the size of each type in total transfers is different from
country to country. However, most of the Asian economies use equalization
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Table 1.6  Justifications for intergovernmental fiscal transfers and

alternative policies
Justifications Types of grant Alternative policies
1. Vertical fiscal gap
a. Gap between functions General lump-sum New assignment of
and resources grant (or specific functions/resources;
grants with amounts  fiscal decentralization
calculated according  or tax sharing
to needs); no bailout
b. Budget deficit New assignment of
c. Excessive central tax rate function or tax sharing
d. Small or weak local tax Fiscal decentralization
base or tax sharing
e. Limited or few tax General lump-sum Material tax
revenues grants harmonization
2. Spillover effect Open-ended specific ~ Reorganization of

matching grants; no
closed-ended
matching grants

territorial structure
to establish a
correspondence

between institutional
and functional
dimensions
3. Equitable access to Specific lump-sum
social services grants
4.  Minimum standards/Merit goods/National priorities
a. Minimum standard to  Conditional
facilitate production nonmatching
factor mobility/to output-based grants
defend the interest of
minorities
b. Imposition of the
center’s social priorities
5. Horizontal fiscal gaps
a. Inequitable distribution
of natural resources

Open-ended matching
grants

General lump-sum

grants (sharing,

redistribution)

b. Gaps in financial
capacity

c. Differences in costs/

Specific matching New assignment of

needs, opportunities to  grants (correction or  functions/resources,
generate an economy of compensation) intergovernmental
scale, for demographic, collaboration

topographic,
socioeconomic reasons
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Table 1.6 (continued)

Justifications Types of grant Alternative policies
6. Macroeconomic policies
a. Stabilization For encouraging local ~ Encourage private
(encouraging or spending: specific sector participation
discouraging local lump-sum grants
spending) (incentives)
b. Regional development Sectoral grants Help establishing
(incentives and framework
supports) conditions; regional

policies to encourage
development of
private sectors;
support for new
activities

Source:  Adapted from Dafflon and Madies (2011).

Table 1.7 Intergovernmental fiscal transfers as a revenue source of local
government

Country Share of transfers Relative importance of type of transfer
in total local

Revenue General Special
revenues (%0) .

sharing purpose purpose
Japan 40 High Low Medium
Korea, Republic of 40 High Low Medium
PRC 60-66 High Low Low
India 90 Medium Low High
Indonesia 90 Medium High Low
Philippines 70 Low High Low
Thailand 85 Low Low High
Viet Nam 50 High Medium Medium

Note: PRC = People’s Republic of China.

Source: Lewis and Searle (2010).

grant systems to address horizontal fiscal imbalances (see Table 1.8). These
systems rely on formulas to determine distribution, and some of them

use formulas to determine the resource pools. The revenue capacities and
the expenditure needs of local governments are taken into account in
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32 Central and local government relations in Asia

some economies (e.g., the PRC, Indonesia, and Viet Nam), whereas only
expenditure needs are considered in some others such as Thailand and the
Philippines (Hofman and Cordeiro Guerra, 2005).

Some Asian economies use performance-based transfers (e.g., incentives
or innovative transfer mechanisms). Japan incorporates some incentives
into its transfer system. As fiscal capacity declines, the central government
increases the amount of grants as an incentive for local tax collection
efforts. In addition, there are some special-purpose grants acting as per-
formance incentives but the mechanisms of such grants are rather unclear
(Lewis and Searle, 2010). Similarly, the Republic of Korea also dedicates
special-purpose grants to stimulate certain kinds of spending and incen-
tive mechanisms for own-source revenues. The PRC has some types of
incentives for economic development in various provinces. These incen-
tives, however, are somewhat ad hoc and may cause competition among
provinces. The PRC central government has offered special privileges and
incentives to local governments, but such privileges lack institutionalized
supervision (Lan and Chen, 2010). In India, many states have integrated
performance incentives into revenue-sharing schemes for local governments
to encourage revenue collection efforts, service management, and so forth.
However, it is argued that this system seems to reward past behavior rather
than encourage future performance (Lewis and Searle, 2010). These kinds
of incentives were also implemented in Indonesia, where the central govern-
ment allocated 10 percent of the national property tax to local governments
based on their previous year’s tax collection performance. However, this
system has been discontinued (Martinez-Vazquez, 2011; Nasution, Chapter
8 in this book). The Philippines also experimented with performance-based
transfers. However, there is some evidence that larger transfers provide a
disincentive to local tax efforts, especially in the early stage of decentraliza-
tion (Lewis and Searle, 2010; Manasan, 2015). Thailand and Viet Nam, on
the other hand, have not explicitly incorporated performance-based grants
into their intergovernmental fiscal transfers.

1.5.3 Issues Regarding Transfers in Asia

Poor design of equalization grant systems

In Asian developing economies, equalization grants usually are not well
designed. For example, in the PRC, the distribution of equalization
grants is complex, nontransparent, and ad hoc (Bahl and Martinez-
Vazquez, 2006). This ad hoc feature has tended to widen the fiscal
disparities as only 3 percent of total central transfers went to the 16
poorest provinces. In many cases, equalizing grants in the PRC are actu-
ally de-equalizing (ADB, 2014). The situation is similar in India, where
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transfers from state governments to local government are usually ad hoc
(Oommen, 2008).

Inflexible equalization schemes

In some Asian economies, equalization schemes have remained unchanged
for a long time and have lagged behind the speed of urbanization in those
economies. For example, in the Philippines, local governments receive 40
percent of internal revenue allocation since its decentralization inception,
but this rate is too low relative to the rapid urbanization observed in the
country (Manasan, 2015). The same situation is observed in Indonesia
(Hofman and Cordeiro Guerra, 2005; Nasution, Chapter 8 in this book).

Flypaper effect

The so-called ‘flypaper effect’ refers to the tendency of local governments
to spend revenues from increases in grants rather than reduce local taxes
commensurately. Bessho (Chapter 9 in this book) finds evidence of the
flypaper effect in Japan. Specifically, his estimation work shows that an
increase in grants-in-aid adheres strongly to government investment, with
nearly all of a permanent increase in grants resulting in a permanent
increase in government investment. Fan and Wan (Chapter 6 in this book)
also find that a 1 percent increase in earmarked transfers was associated
with a 5 percent increase in local spending on infrastructure in the PRC,
but lump-sum transfers did not have an effect.

1.6 LOCAL GOVERNMENT DEBT FINANCING

Local government borrowing can be a significant source of revenue for
local governments, especially when revenue assignments and fiscal inter-
governmental transfers do not meet the expenditure assignments and local
investment needs.

1.6.1 Local Government Debt Financing Instruments

There are two major types of debt instruments available to finance local
government capital expenditures: commercial loans and bonds.

Loans are provided by a financial institution (e.g., commercial bank)
directly to the local government. Access to commercial loans is less compli-
cated (and cheaper) than bond issuance since the credit analysis could be
performed directly by the lender. However, commercial loans usually have
short maturity and high interest rates, and thus are not suitable for large
and long-lived capital investment projects. This implies that commercial
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loans are more suitable for small and medium-sized jurisdictions where the
demand for large and long-lived capital investments is usually lower than
in larger jurisdictions.

Bonds are issued by local governments either directly or via financial
intermediaries (e.g., funds, banks) to institutional or individual investors.
The administrative and time costs for bond issuance are usually high.
However, compared with commercial loans, bonds usually have lower
interest rates and longer maturity and thus are more suitable for larger
investment projects in large municipalities. There are two types of bonds:
general obligation bonds and revenue bonds. General obligation bonds are
used to finance public goods investments such as roads, bridges, public
parks, and are secured by the local government’s overall revenue stream.
Revenue bonds do not depend on the general taxing power of local govern-
ment but only on the stream of revenues generated by the specific project.

A number of conditions need to be met to take advantage of bond
issuance. First, local government finances should undergo rigorous cred-
itworthiness assessments by independent credit rating agencies. This
requires disclosure of independently audited public financial accounts,
thus strengthening the role of markets in fiscal monitoring and surveil-
lance. Second, a subnational bond market should be developed as a part of
a subnational credit supply system. Development of this market will help
local governments have a more sustainable and stable source of finance,
but also allows the wider participations of institutional investors. To do
so, a set of security regulations, including regulations on credit rating
agencies, broker-dealers, underwriters, and auditors, should be in place
and such regulations should be similar across sovereign, sub-sovereign,
and corporate bonds (Liu, 2010). Transparency and governance standards
are among the most important factors determining the success of such
markets (ADB, 2014).

Local government financing of infrastructure projects and other public
services may be enhanced by using public—private partnerships (PPPs) to
attract private funding and management of such projects. Experiences
from economies where PPPs are actively used show that PPP projects are
usually faster to complete, more cost-effective, and have higher quality
(Burger and Hawkesworth, 2013). Another advantage of PPPs is the risk
sharing between the public and private sectors, which reduces risks for
local government budgets. However, such transactions tend to be complex
and difficult to manage. To implement PPPs successfully, profitable com-
ponents attractive to private investors need to be carved out, and project
components and risks need to be allocated to those who are best able to
manage them. Also, local governments need the managerial capacity to
successfully implement PPPs.
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1.6.2 Subnational Borrowing in Asia

Except for local governments in the PRC and district-level governments in
Viet Nam, all tiers of local governments in Asian economies are permit-
ted to borrow from various financial sources, including the central gov-
ernment’s funds, commercial banks and other financial institutions, and
bond issuance. Each country has its own control systems including ‘prior
consultation’ mechanisms, and quota systems, or restrictions on the pur-
poses of borrowing. In Japan, the PRC, and, to some extent, India, local
government borrowing is rather large, but in most other Asian economies
including the Republic of Korea, it is small.

In Japan, local governments are legally allowed to borrow from commer-
cial banks and to issue bonds. Issuing domestic bonds has become more
common. However, local governments have to consult with the central
government prior to such issuance, which helps the central government to
keep some control over their borrowing. Recently, Japan’s central govern-
ment has committed to shifting from administrative controls on borrowing
to a system based more on fiscal rules and market disciplines (Lewis and
Searle, 2010). Local government debt is large. Figure 1.2 shows that, in
2011, the outstanding debt of Japan’s local government was about 27.9
percent of gross domestic product (GDP), the second-highest level among
Organisation for Economic Co-operation and Development economies
(OECD, 2013).

Similar to Japan, local governments in the Republic of Korea also are
allowed to borrow from commercial banks or public loans funds, or to
issue bonds for capital spending and funds necessary for recovering from
natural disasters. However, in the Republic of Korea, local governments
mostly borrow from the central government’s public loan funds, and
recently from ‘regional development funds’ operated by the upper level
of local governments. The Korean central government also replaced its
strict ‘permission system’ on local borrowing with a new ‘quota’ system.
However, the Korean local governments’ total outstanding debt was low,
accounting for only about 1.5 percent of GDP in 2012 (OECD, 2013).

Although PRC local governments are not allowed to borrow under the
current law, many do. They borrow directly from commercial banks and
other financial institutions or indirectly through local-government-owned
trust and investment corporations. These loans are backed by either fixed
assets (e.g., land) or implicit government guarantees. Due to ‘illegal’ bor-
rowing, it is difficult to have accurate estimates of local government debt,
which makes debt management difficult.®

In India, subnational governments are also able to borrow from the
central government, donors (with central government guarantees), public

Property of Edward Elgar Publishing Ltd. Unauthorised copying or distribution is prohibited



36 Central and local government relations in Asia

200
180 oo oo W Central government debt/GDP | --
160 ‘| @ Local government debt/GDP

India Indonesia  Japan Rep. of PRC  Philippines Thailand
Korea

Notes:

GDP = gross domestic product, PRC = People’s Republic of China.

Year of data: PRC: central government, 2013 and local government, end of June 2013;
Japan: 2011; Republic of Korea: 2012; India: 2012/2013; Philippines, Thailand, and
Indonesia: 2013.

Sources:  Government of India (2015); International Monetary Fund (2015); OECD
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Finance (2016).

Figure 1.2 Central government debt/gross domestic product and local
government debt/gross domestic product in some Asian
economies (%)

and private financial institutions, and capital markets. Many subnational
governments, especially urban local governments, have borrowed. In India,
total outstanding debts of local government reached 20.4 percent of GDP
in 2013.

In Indonesia and the Philippines, local governments are allowed to
borrow for capital investment from government sources, private financial
institutions, and bond markets. However, local government borrowing in
both economies is limited, and is mostly from the central governments
or from international donors with the central governments’ guarantees.
According to Nasution (Chapter 8 in this book) and Manasan (2015),
the total outstanding debts of local governments in Indonesia and the
Philippines are less than 1 percent of their GDP.

Thailand’s lower levels of local government (i.e., municipalities and
subdistricts) can only borrow if the higher-level government approves.
They can use the debt finance for local capital expenditure. In practice,
local government borrowing is very limited. Government transfers, lending
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from international financial institutions, and local fiscal reserves are still
the major sources of finance for local infrastructure development (Lewis
and Searle, 2010).

In general, local governments in Asian economies rarely use PPPs to
finance infrastructure investment. According to the ADB (2014), in the
PRC, this source of funds accounts for only about 1 percent of public
investment, much lower than the share of PPPs in public investment
observed in countries that actively use PPPs (about 10 to 15 percent of
public investment).

1.6.3 Issues in Local Government Borrowing in Asia

Obstacles to local government borrowing

In developed economies including Japan and the Republic of Korea,
local government bonds are the standard means of financing local budget
deficits (ADB, 2014). However, among developing Asian economies, local
government borrowing is rather small except in the PRC, although there
is a growing demand for finance to fund infrastructure investment and
provide social services. This is partly because a lack of reliable financial
data at the lower local government level, restricted borrowing authority,
and lack of ex post insolvency policy undermine the creditworthiness
of local governments and ultimately make them unattractive to financial
institutions (White and Smoke, 2005). Meanwhile, the lack of secondary
markets for local government bonds hinders the participation of institu-
tional investors, thus bond issuance is limited (Manasan, 2015). There are
also restrictions on the minimum credit rating of bonds that investors such
as pension funds and insurance companies can buy.

Excessive local government borrowing

At the other extreme, the high borrowing rates of local governments
in Japan and the PRC have raised the question of the sustainability of
local government debts in these economies, especially in the case of the
PRC, where local governments are not legally allowed to borrow from the
financial institutions. This issue is discussed further in section 1.7.

Limited use of public—private partnerships

As mentioned earlier, the share of PPPs in government spending is very
low, only about 1 percent on average in Asia. This reflects many difficulties
in developing attractive projects, accurately estimating costs and benefits,
allocating risks, and responding to changing and unforeseen circum-
stances. The capacity of government officials to manage such projects is
also a significant constraint.
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Inappropriate borrowing

The problem in India is that most local government borrowing appears
to finance current expenditure, not capital expenditure (Lewis and Searle,
2010). Also, most local government borrowing in the PRC is from the com-
mercial banks, accounting for about 80 percent of total borrowing. This
leads to the problem of maturity mismatch, as borrowing from commercial
banks is mostly short term (nearly half needs to be repaid in three to five
years), while most of the borrowing is for capital expenditure, the debt of
which, in principle, will take much longer to be repaid. Das (Chapter 11 in
this book) also finds that, in India, state governments tend to use revenue
increases to finance current spending rather than investment, so that the
positive impact of public investment spending on growth and indebtedness
tends to be limited.

1.7 FISCAL RISKS AND MECHANISMS TO
MAINTAIN LOCAL GOVERNMENT FINANCIAL
STABILITY

Except for Japan and the PRC (and India in the 1990s), local government
fiscal risks are relatively small because of strict regulation of their bor-
rowing by the central government. However, the trend of decentralization,
coupled with the increasing demand for financial resources to adequately
match expenditure assignments and infrastructure demands and limited
revenue discretion, ultimately is likely to lead the central governments of
Asian economies to give more autonomy to local governments to access
capital markets. This section reviews fiscal sustainability issues for local
governments in Asian economies and the mechanisms for maintaining
fiscal stability and sustainability at the local government level.

1.7.1 Fiscal Sustainability at the Local Government Level

Fiscal sustainability at the local government level is defined in various ways.
The International Public Sector Accounting Standards Board (IPSASB)
defines local government’s fiscal sustainability as the ability of a jurisdic-
tion to provide its assigned services and meet its commitments in the short,
medium, and long run (IPSASB, 2008). Therefore, fiscal sustainability
has three dimensions: fiscal capacity, service capacity, and vulnerability.
Meanwhile, in their report on Australian Local Fiscal Sustainability,
PricewaterhouseCoopers (PWC) defines fiscal sustainability as a council’s
ability to manage ‘expected financial requirements and financial risks
and shocks over the long term without the use of disruptive revenue and
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expenditure measures’ (PWC, 2006: 95 as cited in Dollery and Grant, 2011:
38). More simply than IPSASB or PWC, Chapman (2008: 115) defined
fiscal sustainability as ‘the long-run capability of a government to con-
sistently meet its financial responsibilities’. He also suggested that fiscal
sustainability is affected by three types of pressures: cyclical, structural,
and intergovernmental.

However, according to Dollery and Grant (2011), the abovementioned
definitions do not take into account societal and environmental objectives
and functions of governments. Hagist and Vatter (2009) provide a more
comprehensive definition by highlighting the importance of demographic
changes and population mobility. They argued that it is inappropriate to
focus only on fiscal gaps or debt without taking into account the future
economic strength of the debtor. Therefore, a jurisdiction’s budget is
defined to be fiscally sustainable if (i) it allows the government to maintain
its current level of provision of public goods/services without changes in
taxes and other revenues, and (ii) the ratio of a jurisdiction’s public equity
(net assets) to its ‘production potential’? is constant over time.

Although fiscal sustainability at the local and national government
levels shares some common features, such as both being subject to mac-
roeconomic shocks or structural changes (including demographic change,
urbanization trends, mobility of people and business, and changes in
consumption patterns) and the pattern of intergovernmental relationships,
according to Ianchovichina et al. (2007), fiscal sustainability at the local
and national levels differs in several aspects:

o Local governments cannot issue their own currency, thus seigniorage
does not have any role in local government finance.

o If the local government borrows mostly from public sources, local
government finances would have less credit risk.

o Local government finance is not directly affected by foreign exchange
risk if they are prohibited from borrowing from external sources
without approval and guarantees from the central government.
However, they may be indirectly affected through real interest rate
shocks (as in the case of Mexico in 1994-1995).

o If local governments are small in terms of economic size, they
cannot influence the interest rates on their borrowings.

o Local government’s revenue discretion is usually limited, especially in
developing countries, which means they face constraints in adjusting
revenues to changed conditions.

o Local government fiscal sustainability could be affected by the
central government’s policies to the extent they influence their fiscal
balances and economic growth.
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1.7.2 Fiscal Risks at the Local Government Level

This section examines factors that affect the fiscal sustainability of local
governments.

Macroeconomic shocks

Depending on their economic and financial structures, as well as various
institutional characteristics, different countries are more or less vulner-
able to, and impacted by, different types of macroeconomic shocks such
as trade-related shocks, financial crises, and so forth.® These shocks could
impact local government finances through a number of channels, includ-
ing (1) significant fluctuations in own and shared revenues; (ii) potential
changes in the systems of intergovernmental fiscal arrangements such as
changes in revenue-sharing formulas and/or in fiscal rules or other bor-
rowing controls; and (iii) sharp and abrupt changes in the availability of
capital market financing when such financing is allowed. If such shocks are
sufficiently large and long, they could threaten the fiscal sustainability of
local governments.

Counter-crisis policy by central government

Counter-crisis policy by the central government could have long-term
effects on local government fiscal positions. The recent global financial
crisis of 2008-2009 is a good example. Before the global financial crisis,
fiscal situations in many developing countries were quite stable, with public
debt under control. The global financial crisis had negative effects on eco-
nomic growth in almost all Asian economies. The central governments in
Asian developing countries implemented various policy packages to stimu-
late their economies. Such stimulus packages, however, could potentially
cause the fiscal position of local governments to become unsustainable.
For example, in the PRC, the central government allowed local govern-
ments to issue bonds with a yearly quota of CNY200 billion in 2009, 2010,
and 2011. Moreover, the central government also encouraged local gov-
ernments to establish ‘borrowing platforms™ to expand their investment
financing. As a result, local governments borrowed as much as they could.
In 2009, the total debt owed by local governments increased to 20.6 percent
of GDP. Despite recent policy tightening over the financing through these
platforms, the high level of debts may have longer-run impacts on local
government finances.

Emergence of special-purpose vehicles and under-regulated shadow banking

Since the 1990s, many urban development investment corporations have
been established in the PRC and in some other countries. In the PRC, by the
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end of 2011, there were 6,575 special-purpose vehicles (SPVs) at all levels
of governments (Liu and Qiao, 2013). These SPVs play a vital role in the
rapid transformation of cities in Asia. However, without well-developed
regulatory frameworks and corporate governance structures, these types
of firms contain significant fiscal risks for local governments. First, these
SPVs’ operations and financing are generally opaque and formal account-
ability is often weak (ADB, 2014). Although commercial banks still are the
major financiers for SPVs in the PRC, accounting for about 70 percent of
all borrowing of SPVs, the shares of funding from the shadow banking
system, which consists of non-bank financial institutions, has recently
increased (ADB, 2014). By the end of 2013, shadow banking was the third
biggest source of finance, accounting for 10.3 percent of the CNY17.9
trillion balance of local government debts at the end of 2013 (Elliot et al.,
2015). Although the shadow banking system in the PRC is not as large as
in developed economies, ¥ it is very risky because (i) it lacks a strong safety
net, such as guaranteed deposit insurance or lender of last resort facilities
from the central banks, and (ii) it also operates with a different and usually
lower level of regulatory oversight.!! Secondly, it is argued that the man-
agement competence of these firms is usually low, which, coupled with the
generally weak credit analysis skills in banks, insurance and trust funds,
and other financial institutions, will tend to hinder the performance of
these firms. Thirdly, although most of the projects carried out by the SPVs
are infrastructure projects such as roads, railways, and industrial park con-
struction, only some of them could generate enough revenue to fully meet
debt costs in the long term. Finally, if an SPV becomes insolvent, without
a well-developed insolvency mechanism, the local government’s finances
will be heavily impacted.

Lending to state-owned enterprises

Although in many Asian economies a large number of state-owned enter-
prises (SOEs) have been partially privatized, financial institutions continue
to provide them with preferential credits, especially to carry out projects
identified as priorities by the central government. They also receive off-
budget resources in the forms of deferred taxes or arrears accruals on debt
services and other contractual payments. According to Sano (2014), by
the end of June 2013, the debts of wholly SOEs and partially privatized
SOEs in the PRC had reached CNY3.1 trillion, or 17.5 percent of total
local government debt. This raises the question of whether the SOEs are
functioning as an alternative financing route in place of SPVs. Given the
limited governance capabilities of SOEs, the expansion of financing via
SOEs could heighten the risk of insolvency for local governments.
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Figure 1.3 Land sales revenue as a share of local government revenue
(%, 2009)

Land financing

Rapid urbanization and economic development in Asian economies have
helped to turn land sales into a large source of funds for local governments.
Country experiences show that land financing could increase fiscal risks
because of (i) frequently incorrect estimates of the economic value of land;
(i1) the volatility of capital budgets, especially during periods of economic
stress; and (iii) the use of land as collateral for local government borrow-
ing, especially in cases where insolvency mechanisms for local governments
and local SPVs are not well developed. In the PRC, land-based financing
amounted to two-thirds of local government expenditure in 2010 (ADB,
2014) and accounted for over 30 percent of revenues in a number of major
cities (see Figure 1.3). Many local governments in the PRC have extensively
used the revenues from land sales for repayment of previous debts. In 2013,
income from transfer of land-use rights (i.e., land sales) was expected to
be used for repayment of CNY3.5 trillion out of CNY9.4 trillion debt
balance of 11 provincial-level entities, 316 cities, and 1,396 countries (Sano,
2014). Debt repayment could be hindered if income from land sales failed
to increase as much as anticipated due to an economic slowdown. In many
cases, land transactions are off-budget and off-balance-sheet. This could
lead to misuse of public property by public officials and institutions. These
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considerations provide an incentive for local governments to act like a land
monopolist.!2

Softening budget constraints

Policy loopholes observed in a number of Asian economies have led local
governments to seek additional sources of finance to supplement loans
or grants from the central government. However, such additional bor-
rowing is usually unchecked (Ianchovichina et al., 2007). In economies
with a history of bailouts, Martinez-Vazquez and Vulovic (Chapter 5 in
this book) find that primary balances on average are lower at both central
and local governments. Thus, if the central government cannot commit
to a no-bailout policy or cannot limit local government borrowing, local
governments have incentives to run unsustainable deficits. Fiscal rules are
discussed in section 1.7.3.

1.7.3 Managing Fiscal Risks

Local government fiscal risks can be managed through two channels: fiscal
rules (i.e., ex ante regulations of borrowing and monitoring of the local
government fiscal positions) and ex post insolvency mechanisms to deal
with cases when local governments become insolvent. According to Liu and
Pradelli (2012), ex ante fiscal rules and ex post insolvency mechanisms com-
plement each other. Insolvency mechanisms increase the pain of circum-
venting ex ante fiscal rules for lenders and subnational borrowers, thereby
enhancing the effectiveness of preventive rules. Without insolvency mecha-
nisms, ex ante regulations could lead to excessive administrative control
and game playing between the central and local governments. Overreliance
on ex ante regulations could limit the role of markets in monitoring subna-
tional borrowing and debt, however. Latin American and Asian experiences
showed that local governments are more likely to tax and spend prudently if
they are subject to hard budget constraints (Gooptu, 2005).

Ex ante regulations
Ex ante regulations specify the purpose, types, and procedures of local
government borrowing that are allowed. A well-designed regulatory frame-
work should satisfy several criteria: (i) transparency; (ii) penalties for exces-
sive borrowing; (iii) local government access to own-source revenues; (iv)
the separation of fiscal policy from monetary policy; and (v) local govern-
ment accountability via the political process. There also needs to be scope
for change, as circumstances and capabilities evolve.

Ex ante regulations can be classified into four broad categories: (i)
market discipline; (ii) rule-based controls; (iii) administrative controls; and
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(iv) cooperation between different levels of government (Ter-Minassian
and Craig, 1997). Table 1.9 presents the main ideas, advantages, disad-
vantages, and preconditions for each type of regulation. It can be seen
that market discipline and administrative controls are so extreme and
demanding that they are usually not appropriate for developing economies.
Martinez-Vazquez and Vulovic (Chapter 5 in this book) found that the
cooperative approach has a positive effect on improving fiscal performance
at both the central and local government levels even in the case of high
levels of local government debts and high dependence of local government
on intergovernmental transfers. However, this approach seems inapplicable
to most developing countries, given the absence of the culture of coopera-
tion and discipline required for its success. Thus, a rule-based approach
seems to be the most appropriate approach for borrowing controls in
Asian economies. This approach is able to combine the benefits of local
government autonomy with the required limitations on local government
behavior (Alm and Indrawati, 2004). It must be kept in mind, however, that
Martinez-Vazquez and Vulovic (Chapter 5 in this book) find that none
of the broad types of subnational borrowing regulations seem to have a
distinct significant direct effect on the narrow definition of fiscal sustain-
ability at the subnational level.

Rule-based approach

Motivation for rule-based approach to borrowing controls (fiscal
rules) Fiscal rules are incentive schemes or mechanisms that introduce
for a certain period (medium or long-term) constraints on the main fiscal
variables (revenues, expenditures, new indebtedness) using quantitative
limits) (Grembi and Manoel, 2012). Kopits (2001) argued that it is gener-
ally better to have subnational fiscal rules because they can help to curb
subnational fiscal outcomes even in an institutional context with soft rule
enforcement (Grembi et al., 2011).

Strategic considerations According to Liu and Pradelli (2012), design-
ing fiscal rules should consider the following issues: (i) borrowing should
be allowed only for long-term public capital investment; (ii) analyzing
the overall fiscal space available for both national and local government
entities; (iii) estimating financing development needs and the existing
contingent liabilities; (iv) distinguishing local governments’ general budget
and SPV financing to monitor differentiated debt indicators; (v) develop-
ing analytical tools and models to estimate appropriate thresholds for
debt indicators; and (vi) designing a broad fiscal architecture for policy
coordination and surveillance. In addition, fiscal rules should be simple,
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transparent, coherent with the fiscal objectives, and harmonious with
other public policy goals such as structural reforms (Kopits and Symansky,
1998). Moreover, Chakraborty (Chapter 3 in this book) argues that ‘one
size fits all’ uniform rules may not be suitable since different jurisdic-
tions operate at different levels of sustainable deficits, and thus impos-
ing uniform rules may constrain capital spending in some jurisdictions.
Furthermore, for successful adoption of fiscal rules, a clear definition of
intergovernmental relationships and hard budget constraints is necessary
(e.g., Kopits, 2001 and Ter-Minassian and Fedelino, 2007).

Identifying critical fiscal rules and thresholds Two primary issues need to
be addressed (Liu, 2010). The first is to identify (the most) critical fiscal
rules for assessing the fiscal sustainability of local government. Liu and
Pradelli (2012) proposed a minimum set of five indicators to monitor debt
and associated fiscal risks:

(1)  The total local government debt-to-GDP ratio, to monitor the aggre-
gate debt of all tiers of local government.

(i) The debt-service-to-own-revenue ratio, applied uniformly to each
individual local government general budget, to ensure financial
capacity to service debt and provide incentives for own revenue
collection.

(iii) A ‘golden rule’ (e.g., operating fiscal balance must be zero, preferably
over the cycle) applied to both SPVs and local government budgets,
to promote debt-financed infrastructure investment.

(iv) An infrastructure-sector-specific debt-to-revenue ratio (preferably
revenue net of operating expenditures), applied to SPVs, requiring
operations to be sufficiently profitable in cash terms to repay SPVs’
debt obligations.

(v) The guarantees extended by subnational governments to SPVs and
other local governments, which are a source of contingent liabilities.

In addition, local governments could be allowed to borrow in the capital
market if they have undertaken fiscal and governance reforms and received
a market-based or a similar system credit rating. All new borrowing should
be in compliance with the debt limits (Liu and Pradelli, 2012).

The second issue is to determine the standard thresholds for each of
these ratios. Determining fiscal sustainability at the local government level
is a country-period-specific exercise, which depends on the growth rate,
primary balance, interest rates, and the creditworthiness of the government.
For example, countries with higher growth rates, lower interest rates, and
conservative fiscal policies should have higher debt limits (Liu, 2010).13
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Additional fiscal rules for SPVs In addition to the above indicators (iii)
and (iv), Liu and Pradelli (2012) proposed some further regulations on
SPVs’ borrowing — that they should be set to take into account their nature
and the services they provide. In addition, regulations can be imposed
on lenders to contain the risks of non-performing loans from this sector.
Lenders must set aside risk-adjusted capital reserves with higher reserves
required for less creditworthy SPVs. If an SPV has a lower credit assess-
ment, the required capital reserve could be raised to discourage lending to
such SPV (Liu and Pradelli, 2012).

Midterm fiscal framework In some Latin America economies, to ensure
that fiscal accounts move within a sustainable debt path and to better
respond to shocks and cyclicality that affect local government finance, the
ex ante regulatory framework also requires that local governments estab-
lish a midterm fiscal framework and a transparent budgetary process. The
latter facilitates debates by executive and legislative branches on spend-
ing priorities, funding sources, and required fiscal adjustments (Liu and
Waibel, 2011).

Fiscal transparency Another aspect of ex ante regulation is to carry out
measures to ensure fiscal transparency. These measures include having
an independent audit of subnational financial accounts, making peri-
odic policy disclosures of key fiscal data, exposing hidden liabilities, and
moving off-budget liabilities on budget. In India, several states have started
to move off-budget liabilities onto the budget and have introduced a
measure of consolidated fiscal deficit broader than the conventional fiscal
deficit (Liu and Waibel, 2011).

Fiscal rules in Asia

A number of Asian economies have established fiscal rules as a tool to
maintain fiscal discipline. The nature of these rules is summarized in Table
1.10. It is not always easy for countries to follow their rules, however. Of
the four economies in Table 1.10, only Hong Kong, China has generally
been successful in keeping to the rules, reflecting its generally strong fiscal
conditions and low levels of expenditures.

Indonesia and Thailand have also established debt management offices
to increase the efficiency of their fund-raising activities. The objectives of
these offices (summarized in Table 1.11) can be seen primarily as ways to
reduce the cost of government debt. However, they have only been estab-
lished recently, and it is unclear to what extent they can actually contribute
to lowering the amount of government debt. The Philippines has recently
begun developing mechanisms to measure and monitor subnational
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Table 1.11  Role of debt management offices in emerging Asia

Country Objectives

Indonesia e Manage government debt portfolio in an effective,
transparent, and accountable manner
e Control debt issuance and procurement by maintaining a
borrowing capacity that supports fiscal sustainability
e Establish development financing independence by
prioritizing domestic financial sources and developing an
efficient and stable domestic market
e Promote international cooperation in obtaining alternative
financial sources as well as supporting regional financial
market stability
Thailand e Manage public debt to achieve low costs subject to
acceptable risks
o Develop the domestic bond market to be one of the three
main pillars of the financial market
e Evaluate and mobilize feasible funds to finance
government’s infrastructure products
® Modernize technology to support the Public Debt
Management Office’s operations

Sources: Ministry of Finance of the Republic of Indonesia; the presentation of

Mr. Widjanarko, Director, Directorate General of Debt Management at the 8th UNCTAD
Debt Management Conference, Geneva, 14-16 November 2011; and Public Debt
Management Office of Thailand (http://www.pdmo.go.th/en/about.php?m=about accessed
on 15 February 2016).

liabilities, and the department intends to create an early warning system to
identify impending local debt defaults.

Ex post insolvency mechanisms

Although ex ante regulations could mitigate the possibility of a fiscal
crisis of local governments, insolvency could still occur, potentially due to
mismanagement or external shocks that are beyond their controls. To com-
plement the ex ante regulations, ex post regulation is designed to deal with
an insolvent local government. If a local government becomes insolvent,
negotiations with each creditor are costly, impracticable, and potentially
harmful to the interests of other creditors, especially when the number
of creditors is large, such as in the case of local government bond issues.
Therefore, a collective framework for resolving debt claims is more appro-
priate. Moreover, a clear and transparent insolvency mechanism allows
collective enforcement and facilitates efficient debt adjustment (Liu and
Waibel, 2011).
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A well-designed insolvency mechanism has multiple objectives: (i) enforc-
ing hard budget constraints on local government; (ii) permitting an insol-
vent local government to maintain the provision of essential services;
and (iii) restructuring local government debts and reorganizing debt
management, restoring financial health and facilitating the ability of that
government to reenter the capital market later. Designing an insolvency
mechanism should take into account differences between public and
private insolvency, choices between judicial or administrative approaches,
and the operation of insolvency procedures (Liu and Waibel, 2011).

Public versus private bankruptcy The difference between public and
private bankruptcy lies in the nature of services provided by public organi-
zations. Even when government agencies become insolvent, the services
they provide should be maintained. Moreover, many countries do not
allow creditors to attach the assets of local governments as they do private
sector assets. Additionally, local governments typically have some taxation
power. Thus, the insolvency framework needs to balance incentives for
the local governments to move out of bankruptcy and the need to repay
creditors. In principle, the insolvency framework should take into account
issues such as equitable sharing of adjustment costs, a limitation on the
local government’s ability to provide nonessential services, and a limitation
on creditors’ remedies, including the cancellation of debt (Liu and Waibel,
2011).

Judicial versus administrative approaches There are two major approaches
to subnational insolvency: judicial and administrative approaches. Various
hybrids also exist. Under judicial procedures, the courts make key decisions
to guide the restructuring process, including when and how a municipal
insolvency is triggered, the priority structure for allocating repayments
to competing claims, and deciding which services should be continued.
The advantage of this approach is that it minimizes political pressures.
Administrative approaches usually allow a higher level of government
to intervene in the entity concerned, temporarily taking direct political
responsibility for many aspects of financial management.

Insolvency procedures An effective insolvency procedure contains three
main elements: (i) definition of the insolvency trigger for the procedure;
(i1) fiscal adjustment by the debtor to bring spending in line with revenues
and borrowing in line with the capacity to service debt; and (iii) nego-
tiations between the debtor and creditors to restructure debt obligations.
Each country has its own legal definitions of procedural triggers for start-
ing insolvency proceedings. For example, Hungary and the United States
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define insolvency as inability to pay; South Africa uses one set of triggers
for serious financial problems and another for persistent material breach
of financial commitments.

Debt restructuring lies at the heart of any bankruptcy framework.
In administrative interventions, the higher level of government often
restructures the local government’s debt obligations into longer-term debt
instruments. However, administrative procedures tend to lack the power
to discharge debt. Insolvency laws attempt to balance creditor rights, the
inability of a subnational entity to pay, and the continued need of the
subnational governments to provide essential public services. It formalizes
the relationship between creditors and the subnational debtors in financial
distress. Insolvency laws preserve the legal order by superseding contrac-
tual violations with a new legal act. A procedure for local government
insolvency recognizes that resolving financial distress through mechanisms
guided by law is preferable to muddling through repeated, costly, and often
unsuccessful negotiations.

Insolvency mechanisms in Asia

While some Asian economies have adopted ex ante measures to manage
local government sustainability, except for Japan and, to some extent, the
Republic of Korea, none of them has developed a comprehensive ex post
insolvency mechanism. The Republic of Korea introduced local financial
analysis and diagnosis (LFAD) in 2005 to guarantee soundness, efficiency,
and accountability of local fiscal management. If a local government proves
to be inefficient and unsound in its financial management, it is subject to a
financial diagnosis and is required to devise a recovery plan in cooperation
with the central government. Once the plan is executed, an evaluation of
performance is carried out. However, the LFAD system could not provide a
detailed procedure to deal with the insolvency of the local governments. In
2007, the Government of Japan enacted the ‘Law Relating to the Financial
Soundness of Local Governments’. This law requires local governments
to publish their financial statistics. It also proposes procedures to enable
local governments to decide on mechanisms to restore financial soundness
as well as formulate plans aimed at promoting the sound management
of public enterprises. The law also identifies administrative and financial
measures for the implementation of such plans.

Need for capacity building

The decentralization process has placed substantial administrative and
institutional burdens on local governments in most of the Asian econo-
mies. This is partly due to poor public financial management capacities in
most of the Asian economies, except for Japan and the Republic of Korea.
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Upgrading of public expenditure management needs to be accompanied
by strengthening the capacity of local civil servants. Some measures could
be adopted by Asian economies such as increasing cooperation with local
regional universities to design special public financial management or
rotating local government officials as in Japan. Furthermore, the central
government could have measures to (i) consolidate and simplify the
public financial management regulatory regimes for local governments; (ii)
enhance training with regard to core regulatory requirements; (iii) provide
incentives for local government officials to undertake professional study
and training; and (iv) adopt new teaching technology through e-learning
courses and opportunities (linked to professional accreditation) for local
government officials.

To facilitate public expenditure management at the local level, the capac-
ity of civil servants in the central government should also be enhanced.
For example, in the Philippines, such capacity-building programs have
equipped civil servants in the central government with knowledge to
support fiscal innovations by local governments.

1.8 CONCLUSIONS AND POLICY IMPLICATIONS

As discussed in sections 1.2 and 1.4, Asian developing economies have
a long way to go in their process of fiscal decentralization.!# Issues that
Asian economies face include (i) unclear and overlapping expenditure
assignments; (ii) mismatches between expenditure responsibility and
revenue responsibility; (iii) mismatches between responsibilities and
authority, reflecting limited discretion and power in both expendi-
ture decisions and revenue-raising authority; (iv) rising horizontal
fiscal imbalances; (v) increasing informality of fiscal activities; (vi) weak
local capacity in carrying out their fiscal management responsibilities;
and (vii) issues relating to local government borrowing. The underly-
ing issue is that the central government is the agency that designs the
relationship between the central and local governments in many Asian
economies.

Moreover, the fiscal decentralization literature has identified a
number of factors that can impact negatively on welfare gains from
decentralization:

e local elites or powerful interest groups having a substantial scope to
capture spending decisions;

e lack of transparency of local government operations, due to their
poor public financial management systems;
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e excessive fragmentation of local jurisdictions, which ultimately limits
the benefits of economies of scale in certain types of spending (e.g.,
infrastructure);

e fuzzy assignments of spending responsibilities across levels of gov-
ernment; and/or the central government being excessively involved in
local spending decisions; and

e inadequate intergovernmental transfer systems to compensate for
mismatches in revenue-raising capacities and spending needs (related
to, e.g., geographic or demographic factors) among jurisdictions.

Asian economies’ fiscal decentralization processes contain all of the above-
named factors that can have negative welfare effects. This implies that these
economies need to tackle a number of issues to enable fiscal decentraliza-
tion to improve their citizens’ welfare.

1.8.1 Reassessing the Roles of Central Governments in the
Decentralization Process

The central government plays an important role in managing decentraliza-
tion. To make decentralization work, the central government should reas-
sess its role in the process, including:

e creating a platform for the participation of all the relevant parties,
including jurisdiction citizens in the decentralization process;

e assigning an adequately powerful agency to manage the decentraliza-
tion process at all levels of government;

e playing an active role in raising the capacity of local governments;

e setting up mechanisms to hold local governments accountable in
fulfilling their responsibilities; and

e avoiding micromanagement and reassertion of its authority.

1.8.2 Expenditure Assignments

Getting the relationship between the national and local governments right is
pivotal for a successful decentralization process that supports fiscal stability.
In most Asian developing economies, expenditure assignments may need to
be reassessed. The roles of each level of government’s expenditure respon-
sibilities should be clearly stipulated, and there should not be overlapping
assignments among levels of governments or among government agencies
at the same level. Assignments should take into account the resources avail-
able to local governments, and unfunded mandates associated with social
welfare services seen in many economies should be avoided.
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1.8.3 Revenue Assignments

Resources should be matched to the extent possible with the functions that
the central government has assigned to local governments.

@ There are some potential sound and productive sources of revenue
that the central governments in Asia could assign for local govern-
ments, including fuel and vehicles taxes; property taxes; payroll taxes;
and surcharges on the central personal income tax, sales taxes, and
business taxes. For property taxes, revaluation of property values
should be done regularly to ensure that they reflect market values.

e Local governments should be permitted to establish their own taxes,
within a flexible framework proposed by the central government.
However, this should be accompanied by regulations to avoid a situ-
ation wherein local governments create a large number of nuisance
taxes.

e Distortions caused by taxes should be carefully monitored and kept
to a minimum.

e Allowing local governments to establish their own local taxes should
be accompanied with improving their tax administration, including
strengthening the capacity of such administration.

® There should be an adequate regulatory framework for adoption of
public—private partnerships.

1.8.4 Intergovernmental Fiscal Transfers

Having a well-designed system of intergovernmental fiscal transfers is very
important for realizing the benefits of decentralization in Asia. There are a
number of actions that Asian economies should take to achieve this.

e The central governments of Asian economies should assess trans-
fer mechanisms in relation to the equalization goals and priorities
regarding income levels, fiscal capacity, expenditure needs, and per
capita revenues.

e For economies that have adopted formula-based equalization grant
calculations, those formulas should be updated regularly, not only
to capture increasing expenditure needs but also changes in revenue
capacity. The formulas should also be improved to increase their
transparency and the predictability of revenues.

e Performance-based conditional grants should be adopted as an
important instrument for intergovernmental transfers, but care
should be taken to minimize negative incentive effects.
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1.8.5 Fiscal Risks and Fiscal Sustainability

To mitigate fiscal risks, Asian economies should have strategies to better
manage the borrowings of local governments and quasi-local government
agencies. Asian economies should improve their local government financial
information management systems and integrate them into the national
finance information system.

Central governments in Asia should consider changing their current
approach to controlling local government borrowings from the adminis-
trative control approach to either rule-based approaches (for developing
economies) or a mixture of rule-based and market-based approaches (for
economies with well-developed financial markets).

Budget constraints should be hardened. Central governments should
commit to a no-bailout policy to discourage local governments from
running unsustainable deficits. Some policies to harden budget constraints
include (i) giving more expenditure and revenue-raising autonomy to local
governments, and (ii) stopping unconditional bailouts of local govern-
ments that experience large fiscal deficits or fiscal crises.

Land financing should be limited in countries where land is used as
the main form of financing for major infrastructure projects. In case land
financing is used, land values should be evaluated at the beginning of the
project, not after the project finishes.

Local government bond markets should be deepened, and the range
of bonds should be expanded. This implies that Asian economies should
further strengthen their bond market regulations and standardize report-
ing and monitoring frameworks. The credit analysis skills of civil servants
and rating agencies should be improved.

Central governments in Asian economies could also require local gov-
ernments to develop midterm fiscal frameworks and transparent budget-
ary processes. Ex ante fiscal rules should be embedded in such frameworks.
Fiscal transparency at the local government level should also be improved.
To better manage the borrowings of local governments and increase the
efficiencies of funds raised, Asian economies could also establish debt
management offices similar to those in Indonesia and Thailand.

So far, most Asian economies lack a mechanism to deal with insol-
vency of local governments. Three factors should be taken into account in
designing an insolvency mechanism: (i) distinguishing between insolvency
of local governments (and other quasi-local government agencies such as
SPVs) and that of private firms; (ii) determining the approaches to deal
with insolvency; and (iii) designing the insolvency procedures.

Besides designing ex ante regulations and ex post insolvency mecha-
nisms, Asian economies could set up an early warning system. Having such
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a system could help to identify local governments with high fiscal risks, and
enable them to take necessary actions to prevent fiscal crises. ADB (2014)
proposed a core set of early warning indicators, including debt burden,
ratio of debt to on-budget revenue, debt service ratio, debt dependency
ratio, and share of short-term debt.

1.8.6 Capacity Building

Upgrading of public expenditure management needs to be accompanied
by strengthening the capacity of local civil servants. Some measures
could be adopted by Asian economies such as: (i) increasing cooperation
with local regional universities to design special public financial manage-
ment courses; (ii) rotating local government officials; (iii) consolidating
and simplifying the public financial management regulatory regimes for
local governments; (iv) enhancing training with regard to core regulatory
requirements; (v) providing incentives for local government officials to
undertake professional study and training; and (vi) adopting new teaching
technologies for local government officials. The capacity of civil servants
in the central government should also be enhanced.

NOTES

1. Indonesia and the Philippines adopted decentralization policies after the fall of authori-
tarian regimes (the Philippines’” Marcos in 1986 and Indonesia’s Suharto in 1997).
Meanwhile, the dominance of the military in politics, coupled with pro-democracy
movements, led to the development of decentralization frameworks. The PRC and Viet
Nam embarked on decentralization in response to increasing demands by people for
participation in development and for good governance at the local government level
(White and Smoke, 2005).

2. Butin practice, local governments in the PRC have different methods to overcome fiscal
constraints, including use of off-budget solutions and ‘inappropriate’ use of loan funds.
Moreover, they have freedom in using nontax revenues.

3. However, there is a duplication of tax bases between national tax and local taxes. For
example, individual and corporate incomes and corporations are taxed at the national,
prefecture, and municipal levels and private consumption is taxed at the national and
prefectural levels (Aoki, 2008).

4. This trend, however, has not been seen recently (Manasan, 2015).

5. Paternal programs are ones in which higher levels of governments finance equalization
at lower levels; fraternal programs are programs in which governments at the same level
establish a common pool, to which rich jurisdictions contribute and from which poor
jurisdictions draw.

6. While some sources estimate this figure to be about $120 billion, of which one third
is commercial borrowing, other sources argue that this figure could amount to $1,700
billion with additional lending commitments of $1,900 billion (i.e., more than 40
percent of GDP) (Lewis and Searle, 2010; Naito, 2015).

7. The jurisdiction’s ‘production potential’ is directly related to the quality and quantity of
the local labor force (Hagist and Vatter, 2009).
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8. For example, trade-related shocks have had comparatively large impacts on countries
with high degrees of export concentration; vulnerability to changes in the terms of
trade; and dependence on tourism, emigrant remittances, and foreign direct invest-
ment. Meanwhile, sudden stops in capital flows have tended to affect more frequently
and strongly countries relatively more dependent on external financing (i.e., with large
current account or fiscal deficits, or large external debt refinancing needs); more dollar-
ized; with inflexible exchange rate regimes; and with weaker financial systems (Fanelli
and Jimenez, 2009).

9. ‘Borrowing platforms’ are entities, either a local-government-owned corporation or a
public financial institution, which takes bank loans on behalf of the local government
and which is backed by government guarantees, collateral such as land or other public
property, or a legally secured future cash flow of the projects concerned (Fan and Lu,
2012). An SPV is also a type of borrowing platform.

10.  According to Elliot, Kroeber, and Qian (2015), the size of shadow banking in the PRC
was about CNY25 trillion, or 43 percent of GDP in 2013, much smaller than the size of
the shadow banking in the United States, which was 150 percent of GDP.

11. Recently, the PRC authorities have issued a number of documents and guidance to
strengthen the regulation of shadow banks, and to outline the framework and princi-
ples regulating how local governments raise, use, and repay their debts. The Ministry of
Finance also approved a local debt swap scheme (Naito, 2015).

12. The PRC central government has recently recognized the risk of local governments
caused by using land as collateral for borrowing, and required banks to provide loans to
local governments at their current market value rather than at their projected value after
the investment (Naito, 2015 and Sano, 2014).

13.  For more details on analytical tools for monitoring subnational debt indicators and
determining debt thresholds, see Liu and Pradelli (2012).

14.  See Appendix Table 1A.1 for a summary of intergovernmental fiscal relationships in
selected Asian economies.
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2. Looking beyond conventional
intergovernmental fiscal
frameworks: principles, realities, and
neglected issues

Paul Smoke

2.1 INTRODUCTION

Fiscal decentralization and intergovernmental relations have been promi-
nent aspects of public sector reform in developing countries for decades.
Actual performance, however, has often lagged expectations, both in terms
of policy (relative to design principles and the extent to which systems are
implemented as designed) and results (fiscal outcomes — local revenue gen-
eration, and use of intergovernmental transfers, among others — as well as
developmental and governance goals).!

The lackluster performance is a function both of how the mainstream
framework is used and its basic limitations. While beneficial, the frame-
work is normative and dominantly technical, and it fails to consider
key elements of context that intrinsically shape how decentralization is
designed and performs. There is consensus in the literature that context
matters for decentralization, but the usual catalog of factors — degree of
development, nature of the system (federal versus unitary), levels of capac-
ity, and ‘political will’, among others — does not do justice to the scope
and variety of potentially pertinent concerns. Even if basic principles
were interpreted in a more expansive and nuanced way for system design,
there are typically compelling implementation challenges that also merit
specific attention. Although the mainstream approach has been invaluable
in many countries and in various respects, it is on its own fundamentally
insufficient to shape pragmatic policy.

The next section provides a short synopsis of the broader landscape
of fiscal decentralization, highlighting some key assumptions and expec-
tations of the mainstream approach, as well as some of the challenges
encountered in applying it. This is followed by a selective overview of
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Looking beyond conventional intergovernmental fiscal frameworks 65

Asian countries that have pursued decentralization, illustrating the great
diversity of intergovernmental systems even in one region.? The following
section turns to neglected factors underlying the shape fiscal decentraliza-
tion takes, with an emphasis on a range of political economy factors and
the lack of adequately strategic implementation. Finally, a summary and
some suggestions are provided regarding how to think about intergov-
ernmental fiscal relations more productively and pragmatically, and a few
avenues for future research are outlined.

2.2 THE LANDSCAPE OF FISCAL
DECENTRALIZATION AND
INTERGOVERNMENTAL RELATIONS

The starting point for considering alternative ways to think about inter-
governmental fiscal relations is to evoke the fundamentals of conventional
thinking. This section briefly reminds the reader of some basics,? and
then reviews selected recognized challenges to applying the mainstream
approach.

2.2.1 The Basics

Several elements are commonly considered essential to create an enabling
environment for sustainable subnational government fiscal performance.
First and foremost, clearly defined constitutional and/or legal provisions
regarding fiscal structure are required. Basic principles for assigning public
functions and revenues to subnational governments are well documented
elsewhere.# It is sufficient here to indicate that they involve determining
appropriate local functions (considering spatial demand heterogeneity
relative to scale economies and externalities) and revenues (with a concen-
tration on benefit taxes and immobile tax bases). Additional principles
cover the sharing of national resources with subnational governments in
order to meet desired objectives (such as revenue adequacy, improving
efficiency, and/or equity, among others).

In addition to basic provisions for dividing functions and resources, it is
considered important to define accountability relationships — with citizens
through elections (if there is devolution) and/or other local means, with
higher levels of government, and between legislators and administrators
at the subnational level.> Structures and managerial processes of local
administration and governance need to be set up or modified. All levels
require appropriate staffing, planning, budgeting, public financial man-
agement, and audit systems, among others. There is a general appreciation
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66 Central and local government relations in Asia

that these elements should create an effective balance between reasonable
fiscal autonomy exercised by subnational levels to promote downward
accountability and legitimate upward accountability to help ensure stand-
ards and deal with national interest concerns. Frameworks are needed to
enable local governments to partner with peer governments, private sector
firms, and nongovernment organizations in the execution of their duties.
Such provisions include, for example, mechanisms for joint undertakings,
procurement regulations, and public—private partnerships.

As if these fiscal, political, and administrative requirements were not
sufficiently demanding, there are other elements of the broader legal
framework that are not specific to decentralization, but that likely condi-
tion the ability of subnational governments to perform as conventional
theory expects. These include, for example, rule of law, property rights,
civic association rights, and freedom of information and media, among
others.

2.2.2 Commonly Recognized Challenges

National governments often follow the basic logic of the core fiscal
decentralization principles in shaping intergovernmental fiscal policy and
generally also take some steps to deal with the additional structures,
procedures, and non-decentralization-specific elements of the broader
public sector framework noted above. At the same time, there are
well-acknowledged challenges to pulling everything together.®

First, even the most technical aspects of intergovernmental system
design are not entirely straightforward to manage. Various trade-offs are
inherent in the fiscal decentralization principles, making their applica-
tion potentially difficult and contentious. If the framework is applied in
a diligent way, hard decisions will still have to be taken, and there will be
a need for inherently elusive coordination among elements of the system
that may be primarily influenced by different actors. For example, particu-
lar services may be devolved without a strong linkage to the structure of
intergovernmental finances. Getting the elements of the system to work
together can be a daunting task.

Second, decentralization policy and intergovernmental system design-
ers and implementers are often constrained by a deficit of adequate and
reliable information. Even data that exist may be managed by separate
agencies, be defined in a way that does not sufficiently capture what needs
to be measured, cover different time periods, or be modified over time,
among others. Without the right information, designing and managing
intergovernmental relations effectively can be hindered.

Third, lack of capacity is also recognized as an important constraint
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on advancing intergovernmental fiscal relations and effective local fiscal
performance. Even with a well-designed system, low-capacity local gov-
ernments will be unable to act so as to realize the potential benefits of
decentralization in terms of how they raise resources, use transfers, and
manage public expenditures. There has been much attention to capacity
building, but also concerns that conventional approaches have not met
their objectives.

Fourth, interjurisdictional variations may be inadequately considered
in setting up intergovernmental systems. Regional, provincial, and metro-
politan governments are often in a position to assume major functions and
raise substantial revenues if offered the opportunity, but conditions can be
substantially different in more rural and more remote locations with less
diversified economic bases and a high incidence of poverty.

Finally, the importance of political obstacles to productive decentraliza-
tion and intergovernmental relations is recognized, but often in a fairly ad
hoc way and/or in terms of the vague assertion that there is not adequate
political will to apply fiscal principles appropriately.” So-called ‘second
generation’ fiscal federalism focuses on issues that move beyond the tech-
nical concerns of first generation theory, but not in an integrated way.®
And while the point about political will may in a general sense be correct,
the implication that politicians should just follow the normative advice
of fiscal experts is not a very powerful approach for formulating how to
improve on the status quo.

2.3 THE DIVERSITY OF ASIAN EXPERIENCES

Having briefly reviewed mainstream thinking, it is useful to ground the dis-
cussion in a review of how selected countries in Asia have organized their
systems. This section briefly compares eight Asian countries — Bangladesh,
Cambodia, India, Indonesia, Pakistan, the Philippines, Sri Lanka, and
Viet Nam.’ This discussion summarizes key fiscal matters that are treated
in more detail elsewhere, but there is also coverage of other elements of the
intergovernmental systems expected to affect fiscal performance.!?

2.3.1 Overview

At the risk of stating the obvious, decentralization occurs in countries of
all sizes and in highly diverse contexts. Countries differ by physical area
and the size and composition of the population, among many others.
Some countries have reached middle-income status, while others are still
poor. A number of countries have long experience with decentralization

Property of Edward Elgar Publishing Ltd. Unauthorised copying or distribution is prohibited



68 Central and local government relations in Asia

and democratization, while others have been more centralized and less
openly governed. While some countries are relatively stable, others are in
postconflict or conflict situations. Many of these characteristics surely
influence how decentralization is pursued, although not always in appar-
ently systematic ways.

To demonstrate the diversity involved, several basic comparisons of the
eight countries listed above are provided.!! There is significant variation
in the structure of their intergovernmental systems, their decentralization
policy frameworks, and how they compare in terms of subnational powers
and functions. There are also major differences in their levels of local
autonomy and the nature and strength of their subnational accountability
mechanisms. These considerations go well beyond traditional fiscal con-
cerns, but are important because, as noted above, they can influence how
decentralization and intergovernmental relations unfold on the ground.

This synopsis is neither comprehensive nor authoritative, and there are
deficiencies and ambiguities in the underlying data. The purpose is not to
be definitive, but to provide a sense of extreme differences across countries
and suggest that conventional fiscal decentralization frameworks do not
adequately take into account certain diverse contextual characteristics
that necessarily affect intergovernmental relations and how subnational
governments function and perform. Note that this section mostly describes
the country systems — underlying drivers of reform are further explored in
section 2.4.

2.3.2 Fundamental Intergovernmental Structures

Most countries considered here — with the exceptions of India and
Pakistan — are unitary governments. This means that the national govern-
ment is the center of power and makes decisions regarding decentralization
to lower tiers. In the federal systems, the states or provinces have some
control over the roles of local bodies.

Each country uses multiple types of subnational government (see
Table 2.1). The situation is further complicated by the fact that various
units listed in the table need not be at different levels — for example, there
can be multiple types of subnational government at the same level, such as
the more urbanized kota and less urbanized kabupaten in Indonesia, which
have comparable legal status. Certain levels are devolved units with elected
governments and autonomous powers, while others are deconcentrated
administrative entities.

Relationships among levels can also vary — some are fairly autonomous
while others are more hierarchical, leading to differences in intergovern-
mental relations that surely affect performance. In certain cases, such as
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Table 2.1  Subnational government systems

Subnational levels/Types of government

Bangladesh e Rural local (parishads): zila (districts, 64); upazila (subdistricts,
510); union (5,000)
e Urban local: city corporations (11); pourashavas
(municipalities, 315)
Hill district authorities (3)
Provinces (23, including 3 municipal) and capital
Districts (159) and municipalities (26)
Communes and sangkat (municipal communes, 1,621) divided
into villages
States (28, 11 special status) and union territories (7)
e Urban local: municipal corporations (138), municipalities
(1,595), towns (2,108)
e Rural local (panchayati raj): zila (districts, 593), samities
(blocks, 6,087), gram (villages, 239,432)
Indonesia e Provinces (34, of which 5 are special regions)
e Local governments: kota (cities, 98), kabupaten (rural districts,
410), special capital, district
® Kecamatan and desa (subdistricts and villages, 69,249) — these
two lower tiers have limited formal roles, although the role of
villages is being increased
Provinces (4), territories (4), and capital territory
Districts (zilas, 96); tehsils (337); unions (6,022)
Regions (18, 1 autonomous)
Provinces (79)
Cities (112), municipalities (1,496), barangays (villages, 41,944)
Provinces (9)
Urban: municipal councils (large urban areas, 23); urban
councils (smaller urban areas, 41)
Rural: pradeshiya sabhas (rural, 257)
Viet Nam e Provincial level: provinces (58) and (centrally controlled)
municipalities (5)
e District level (700): provincial cities/urban districts, towns, and
rural districts
e Commune level (>11,000): townships, communes (rural), and
wards (urban)

Cambodia

India

Pakistan

Philippines

Sri Lanka

Sources:  World Bank online data; Local Development International (2013); Smoke
(2013a); World Bank (2015a); and European Commission (2015).
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70 Central and local government relations in Asia

India, Indonesia, and the Philippines, there are special states or regions
with some type of preferential treatment, and capital (and/or other major)
cities may have a specific designation.

2.3.3 Essentials of the Intergovernmental Policy Framework

Each of the countries under consideration has developed a decentraliza-
tion and intergovernmental relations policy framework. There is, however,
much variation across countries — in terms of the constitutional and/or
legal foundations of the system, the nature and strength of empowerment
and intergovernmental relations, and other factors.

All countries here have formalized decentralization in a constitution,
a stronger provision than law to the extent that it is more difficult to
change, but the degree of detail differs. In Cambodia and Pakistan, the
Constitution refers only in a general way to local government. Other coun-
tries define more specific roles of each level in the Constitution (Sri Lanka)
or laws (Indonesia, the Philippines). In some cases, constitutional reform
initiated decentralization, while the framework was retrofitted to match
evolving policy elsewhere.

Despite constitutional and legal mandates, needed subsequent laws
further detailing decentralization design and operations often remain
incomplete or fragmented. In some cases, this is because decentralization is
in earlier phases, but in others it may reflect intentional delay of the reform
process (see the political economy discussion in section 2.4). There is not
uncommonly weak coordination of reform, resulting in policy inconsisten-
cies that weaken the prospects for subnational governments to play their
intended role.

In India, Pakistan, Sri Lanka, and Viet Nam, intermediate tiers are
more prominent than local tiers. In contrast, Indonesia and the Philippines
privilege local tiers. Design can also be based on other factors. Bangladesh,
India, and Sri Lanka, for example, empower urban more than rural
areas. In some cases, relationships among levels are hierarchical, as in
Bangladesh, Sri Lanka, and Viet Nam, as are state-local relations in the
federal countries. In other cases, each level is more independent, as in
Indonesia and the Philippines, indicating a need for dedicated efforts to
coordinate levels as needed.

Although space limitations preclude detailed treatment here, other
major aspects of the intergovernmental framework, including the nature
and strength of fiscal rules, subnational oversight mechanisms, manage-
ment systems, and partnership frameworks, are generally provided for.12 A
few countries have more advanced policies on multiple fronts, but their rel-
evance varies since local governments in some cases have limited autonomy
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and/or do not significantly use revenue and borrowing powers accorded to
them.

Other elements of the framework are detailed to various degrees.
Development planning and public financial management (PFM) systems
are officially in place in each country (in India and Pakistan, local proce-
dures are regulated by the state or province), but in some cases, such as
Bangladesh and Sri Lanka, they are less developed, and not all countries
have dedicated subnational PFM. The PFM systems are rarely strong,
but in all cases there appear to be ongoing efforts to improve them. While
there is movement to adopt medium-term expenditure frameworks, link-
ages between development plans, public investment programs, and annual
budgets are a weakness in the countries covered here. Some countries, such
as Indonesia and the Philippines, have made progress, but there are not
exemplary cases of countries overcoming this significant system flaw.

2.3.4 Subnational Government Fiscal Empowerment

The degree of fiscal empowerment of subnational governments and
their role in public spending varies greatly.!*> In most cases, subnational
expenditure!4 constitutes 20-35 percent (the mix varies among levels)
of the total, but with outliers. Subnational spending in Sri Lanka and
Bangladesh is respectively less than 1 percent and 3 percent (not including
deconcentrated spending), compared with 56 percent in Viet Nam and 66
percent in India. Functions are often shared across multiple levels, and
there is a tendency for lower spending shares at the more local levels (with
exceptions, such as Indonesia and the Philippines).

The extent and clarity of expenditure assignments vary, but subnational
government roles are often subject to interpretation and contestation.
Even with greater formal clarity, as in Indonesia and the Philippines, there
is ongoing ambiguity and debate. On balance, there is a propensity for
ample oversight — even interference — from higher levels. In the majority
of these countries, decentralized revenue sources (including borrowing)
are fairly limited and not very productive, although performance in urban
areas is often better. Most subnational governments in these cases heavily
rely on intergovernmental transfers (see Table 2.2). A number of countries
(Indonesia, Pakistan, and the Philippines) share a few individual national
taxes, but only in Viet Nam does this approach dominate subnational
finances. Unconditional transfers are the main revenue in Indonesia and
the Philippines. Revenue sharing by formula (federal to state and state
to local) is substantial in India, but the latter transfers are governed by
individual state finance commissions, so there is considerable diversity.
Unconditional transfers are also important in Cambodia, Pakistan, and
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Sri Lanka — the former are small (set periodically by the Ministry of
Economy and Finance) and the latter two are set by national finance com-
missions. Bangladesh makes limited use of unconditional transfers.
Conditional transfers are particularly important in Bangladesh and
essential for certain purposes in other countries (e.g., local salaries in
Sri Lanka). In countries with large unconditional transfers, such as
Indonesia and the Philippines, conditional transfer programs are much
less prominent, although they have been growing in importance, increas-
ingly in the form of performance-based grants. In most other countries,
conditional transfers are not major instruments or are used on a more ad
hoc basis. Clearly, intergovernmental transfers are the revenue backbone
of the systems covered here, but they are used in diverse ways. Degree of
conditionality, rules by which transfer pools are determined and allocated,
and provisions for sharing among different lower levels have strong impli-
cations for the ability of, and incentives for, local governments to meet their
functional obligations and promote development in their territories.

2.3.5 Subnational Government Autonomy

The operational autonomy allowed to subnational (especially local) gov-
ernments, which is central to mainstream theory, is mixed in the countries
covered here (see Table 2.3). In some cases, local governments primarily
implement centrally planned and financed activities with limited latitude
for local influence. Yet the degree of central government involvement
varies, and in some cases local actors have considerable legal power. In
Indonesia and the Philippines, for example, local governments have high
autonomy over a large portfolio. In Cambodia only the lowest tier has
established budget autonomy, and only for limited purposes and with few
funds. In a number of countries, such as Pakistan, Sri Lanka, and Viet
Nam, regional governments have some powers and also determine and
manage what lower tiers do.

In several countries, including Cambodia, Indonesia, and the Philippines,
there are, at least at certain levels, dedicated local budgets. In Viet Nam,
local budgets are embedded in a unified national budget. The implica-
tions of these different arrangements, however, are not unambiguous. In
Indonesia and the Philippines, for example, oversight mechanisms, condi-
tional transfers, and central involvement in local functions have grown in
recent years, somewhat constraining local autonomy. Similarly, although
Viet Nam has a unified budget, subnational governments have increasingly
been allowed more discretion. There is also asymmetric treatment in some
countries, e.g., regional or urban governments enjoy greater de jure or de
facto discretion than other tiers.
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Table 2.3 Subnational autonomy:. budgeting, staffing, and revenue

generation

Budgeting and Human resource Revenue generation
expenditure control ~ management

Bangladesh  Central ministry Most hiring requires Municipalities
funding dominates;  central approval and set (with central
many transfers many local staff report  approval) rates
not transparent or to central ministries or charges as per
unreliable national guidelines

Cambodia  Communes prepare  Commune councils Communes may
budget; district and  have few staff; legally levy certain
provincial budgets financed/appointed by revenues, but details
getting more central ministries require follow-up laws
autonomous

India States regulate local ~ State public service Revenue autonomy
budgets but some commissions regulate is narrow and faces
flexibility if not hiring; local autonomy  other regulatory and
indebted varies by state political constraints

Indonesia Originally National regulations Comparatively good,
autonomous allow discretion; Law but restrictions and
with higher-level 32/2004 expanded often underutilized by
legal review; now oversight of hiring local governments
increased oversight

Pakistan Districts may District and tehsil Some discretion; city
form their own governments hire districts and tehsils
budgets following staff as per formal set property rates
district government  provincial guidelines under guidelines
budgeting rules

Philippines  Local governments ~ National civil service National guidelines
prepare budgets with  regulations allow allow nontrivial local
legality review by the meaningful local government revenue
next-higher level discretion discretion

Sri Lanka Some discretion in Provinces hire local Local governments
local budget but staff and influence have highly
technical capacity human resource constrained revenue
often limited management; center autonomy

appoints provincial
chief

Viet Nam Unified budget; All staff under national ~ Most revenue shared,
cities/provinces have  civil service; local staff not independent;
more discretion; selected locally with provinces have more
provinces oversee higher approval discretion
local budgets

Sources: Local Development International (2013); Smoke (2013a); World Bank (2015a);

and European Commission (2015).
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Regarding subnational civil service, local administrative and technical
personnel in Bangladesh and Cambodia are largely appointed by central
governments or are under central management, and provinces play this
role in Sri Lanka. If local governments must answer to their constituents
for fiscal performance but cannot control staff who deliver services, the
nature and strength of local accountability may be weakened. In other
countries, such as India, Indonesia, Pakistan, and the Philippines, local
governments have some hiring discretion. Yet local staff management is
typically subject to national (in India and Pakistan, state or provincial)
regulation and avenues for higher-level intervention.

As already noted above, local revenue autonomy is relatively limited.
Subnational governments are assigned revenue sources, especially in
Indonesia and the Philippines, but yields are often well below potential.
With a few exceptions, local authority over revenue bases or rates is weak.
Feeble revenue generation may weaken both performance and accountabil-
ity relationships between local governments and their constituents.

2.3.6 Subnational Government Accountability

Some political decentralization has been adopted in the countries covered
here (see Table 2.4), with elections at all or most subnational levels.
Subnational council and assembly elections are generally direct (although
only at one level in Cambodia). Most countries have a multiparty electoral
system, although its practical relevance varies. In Cambodia, local com-
petition is curtailed by the dominance of the Cambodia People’s Party
(CPP). In Indonesia, Pakistan, and Sri Lanka, some political parties are
ethnically or religiously based. In Viet Nam, the Vietnamese Communist
Party (VCP) oversees nominations, but some competition is derived from
rivalry among party factions. The different experiences offer varying and
uncertain degrees of citizen influence in choosing local representatives.

Local elections are fundamental in devolved systems but they are a
relatively blunt instrument of accountability and require supplementa-
tion. Most countries covered here (except Cambodia and the Philippines)
have passed right-to-information laws to improve transparency. There are,
however, sometimes exclusions, and laws may not be strongly promoted or
embraced. Other measures to foster local accountability include processes
that give citizens a way to engage in subnational decision making.

Some participatory mechanisms target initial steps (such as providing
inputs into plan and budget priorities in Cambodia) while others allow
citizens to comment on plans and budgets prepared by local governments
(as in Pakistan). Feedback on subnational government performance —
complaint bureaus, citizen surveys, and other measures — are also used, at
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Table 2.4  Subnational accountability: elections, competition, and

participation
Elections Political competition Civic participation
Bangladesh  Elections at Two dominant parties, Ward committees

Cambodia

India

Indonesia

Pakistan

Philippines

Sri Lanka

upazila, union,
pourashava, and
city, not zila

Direct commune
elections; higher
levels indirectly
elected

Elections in
panchayati raj in
states exceeding
2 million
population
Elections

for local and
provincial
assemblies occur
every 5 years
Regular
provincial/

local elections
required under
new system
Directly elected
councils at all
levels; size varies
by population
and type
(province, city,
etc.)

Councils are
directly elected
at provincial,
municipal, and
village levels

but others participate in
elections

Officially multiparty,
but competition limited
by dominant CPP

Many parties but
variation by state; some
council members are
nominated

Many parties compete;
some parties are
national, others
regional

Multiparty competition
robust; some parties
linked to tribes or clans

Competitive multiparty
system, but parties are
relatively weak; dynastic
politics are important

Multiple political
parties (often an
ethnic/religious basis);
national parties control
local nominations

represent citizen
interests, handle
requests, and

accept feedback
(nonbinding)

Open planning
forum; open council
meetings and
councils required

to respond to
comments
Participation
encouraged but

use uneven; some
feedback means,
including civil society
Citizen input is
required but uneven
in practice; also some
surveys and feedback
mechanisms

Citizen consultation
mandated prior to
budget passage, but
generally limited;
some feedback means
Participation
mechanisms are

used but uneven in
practice; provision
for citizen charters,
report cards, etc.
taking root

Citizens may submit
requests and input
for planning and
budgeting; center
adopted a citizen
charter to collect and
address grievances
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Table 2.4 (continued)

Elections Political competition Civic participation
Viet Nam Local direct VCP dominates but Participation

elections at pluralistic (internal adopted for

all levels, but factional competition) 2006-10 national

candidates vetted development plan;

by the VCP some provinces are

promoting local
participation and
feedback

Note: VCP = Vietnamese Communist Party; CPP = Cambodia People’s Party.

Sources:  Local Development International (2013); Smoke (2013a); World Bank (2015a);
and European Commission (2015).

least in limited ways, in most of these countries. Evidence on the impact of
participation on local government behavior and performance, however, is
limited and mostly anecdotal. It shows positive effects as well as perfunc-
tory or corrupted experiences. Thus, the extent to which such mechanisms
meaningfully promote accountable local governance remains an open
question.

2.3.7 Summary Comments

Although all countries covered here are technically decentralized and
many have at least some features of devolution, there is striking varia-
tion in terms of how subnational levels are empowered, the relationships
among levels, and the types and quality of accountability mechanisms.
Few robust generalizations can be drawn. Casual observation suggests that
weak and poorly articulated policy frameworks reduce the likelihood of
effective performance. Even more robust frameworks, however, provide
no guarantee that the system will work as designed and produce intended
results.

An important limitation of the mainstream approach to decentralization
is its inability to explain why an intergovernmental system takes its current
form. Without delving more into that question, analysts typically fall back
on conventional policy advice that often produces compromised systems
and mediocre results. It is time to consider how to transcend the status quo
in thinking about this important element of public sector reform.
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2.4 NEGLECTED CONSIDERATIONS

The mainstream fiscal decentralization and intergovernmental relations
framework and other relevant literature provide useful guidance on
how to design and assess relevant systems. The brief review of selected
Asian countries above suggests they often do use this knowledge, yet
some systems have features that seem inconsistent with core principles.
Several considerations beyond the norms of traditional analysis, as sug-
gested above, can help to illuminate the forces behind system design and
performance.

2.4.1 National and Intergovernmental Political Dynamics

The mainstream framework is based on the premise that the primary goals
of decentralization are to improve service delivery, increase efficiency,
promote development, and reduce poverty, among others. In reality, many
countries adopt reform more for political reasons that developmental
ones.!> Such efforts can be part of a staged process of comprehensive
public sector reform, but they are often responses to political or economic
crises that create demands or open doors for change. In the urgency of
dealing with crisis, policies may be adopted quickly with insufficient analy-
sis or consensus.

The importance of political motivations does not mean that economic,
social, and other conventional goals are not important in practice — indeed,
attaining such results can promote and reinforce political aims that drive
reform. It is, however, reasonable to state that in planning immediate meas-
ures, the conventional goals of decentralization that often serve as official
public justification may take a back seat to political imperatives related to
political credibility, conflict mitigation, and power consolidation, among
others.

The political forces underlying the evolution and form of decentraliza-
tion in the countries reviewed in the previous section are powerful and
diverse. Since Bangladesh attained independence from Pakistan in 1971,
there have been various attempts to decentralize, but the parameters of
the system have changed as the political landscape shifted between more
and less democratic regimes (Fox and Menon, 2011; Fjeldstad, 2014; and
Barkat et al., 2015). When the national government changes, there has been
a tendency to create new subnational structures and reverse the outgoing
government’s reforms as the new party in power seeks to secure a local elec-
toral base. This persistent instability has left local governments on balance
fairly weak.

As a small, relatively ethnically homogeneous country that has endured
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significant conflict, Cambodia was long centralized with hierarchical
administration. Decentralization was first pursued as a political strategy
by the CPP under Hun Sen in 2001 when the party’s national dominance
was perceived to be under threat (Blunt and Turner, 2005; Smoke and
Morrison, 2011; Ojendal and Kim, 2013). Experts advised starting reform
at higher levels, but CPP began with lower-tier communes to consolidate
support at the grassroots level (its core base) while avoiding urban areas
(where opposition was strong). Furthermore, only minor resources were
allocated, alleviating perceived threats to the power of central ministries
and provincial governors. When CPP dominance was again challenged
as new elections approached in 2008, reform was expanded upward to
district, provincial, and municipal levels. Political realities, however, led to
defining a system with heavy central oversight and control.

The intergovernmental system in India is a product of its long history
and reflects traditional governance as well as colonial and post-independ-
ence political and institutional dynamics (Rao and Bird, 2010; Kalirajan
and Otsuka, 2012; Mathur, 2014; World Bank, 2014; Murthy and Mabhin,
2015; and Venketesu, 2016). Contextual realities led to power sharing
in a federal system, constraining what the federal government can do to
push state governments to empower lower levels (if it were so inclined).
Constitutional amendments in the 1990s did provide a framework for
stronger substate governments, but necessarily left definition of specif-
ics to the states. Thus, the political dynamics in each state determine the
extent to which local bodies are empowered. On balance, there has been
more willingness to promote political relative to administrative or fiscal
decentralization.

Powerful political realities also shaped Indonesian decentralization.
After independence, a strong center was created to build national unity
in the ethnically diverse country (Alm et al., 2004; Eckardt, 2008; Lewis,
2010; Decentralization Support Facility, 2012; Holzhacker et al., 2016).
Deconcentration established provinces as national agents — local govern-
ments were not elected and accountability was upward. When the Suharto
regime succumbed to the 1990s’ Asian economic crisis, a proposed anti-
dote to centralized crony capitalism was devolution. Reform, however,
mainly empowered local governments, given concerns that strong prov-
inces with elected governments could fuel conflict, federalism, or separa-
tism. Although there have been attempts to rebalance the system to some
extent, local governments remain the main empowered level of the subna-
tional government system.

Pakistan has cycled between military regimes and civilian govern-
ments since independence. Local government empowerment was largely
promoted by the military to build local support. Civilian regimes, in
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contrast, have generally seen local governments as competitors for political
space and have instead favored stronger provinces (Khattak et al., 2010;
Musarrat and Azhar, 2012; Shah, 2010; 2012; Cheema et al., 2014). The
current federal system has strengthened provinces and placed local govern-
ments largely under their control. The intergovernmental system uses a
mix of institutions responsible for public functions including local govern-
ments, deconcentrated administrative units, and provincial governments,
but the power lies substantially with the higher tiers.

Another large and diverse country, the Philippines had subnational
administration during the colonial period, and this continued after inde-
pendence (Hutchcroft, 2004; Capuno, 2007, Matsuda, 2011; and Yilmaz
and Venugopal, 2013). During the Marcos era, policies promoted improved
subnational administrations that were heavily managed by the center.
After Marcos fell in 1986, a consensus arose to reestablish democracy,
and the new Constitution promoted decentralization, local autonomy, and
civic participation. The system that emerged resulted from hotly debated
political compromises, including pleasing municipal mayors by empower-
ing them, limiting provincial finances to constrain electoral competition
from provincial governors, and creating a (recently abolished) constituency
development fund that gave members of Congress resources to provide
local projects that often infringed on local government functions, among
others. As in Indonesia, there have been attempts to rebalance power, but
local governments remain its anchor.

Sri Lanka’s decentralization of central power to subnational provincial
governments was primarily pursued to mitigate the considerable ethnic
conflict between the Tamil minority in the north and the Sinhalese major-
ity residing elsewhere, although achieving balanced regional growth was
also cited as a factor (Herath, 2009; Leitan and Tressie, 2010; Liyanahetti,
2012; Gunawardena, 2013). Local governments are firmly under the prov-
inces, and power overall remains fairly centralized, with the central gov-
ernment executing or overseeing many functions officially intended to be
more significantly managed at the provincial and local levels. The direction
of the new government that came to power in 2015 with respect to decen-
tralization remains unclear, with mixed signals.

Local administrations in Viet Nam are hierarchical arms of the central
state in a unitary system dominated by the VCP (Kolko, 2004; Malesky,
2004; Nguyen-Hoang and Schroeder, 2010; World Bank, 2015b). At the
same time, demands of economic reform (including better services) and a
need to reinforce political legitimacy created a situation in which provinces,
and to a lesser extent districts, have since the mid-1980s benefited from
more autonomy. Some analysts portray the VCP as functionally plural-
ist, such that factions compete for power, wealth, and autonomy for their
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jurisdictions. This has led to a form of de facto political decentralization,
which has been gradually reinforced by formal policies that are empower-
ing subnational actors.

In short, national politics substantially shape the structure of intergov-
ernmental systems and decentralization policy. Political considerations can
influence which levels are empowered, the extent of subnational autonomy,
and the process and support structures through which reforms occur on
the ground. Stronger decentralization often reflects a need to build politi-
cal support or to reduce ethnic or other conflicts, while reluctance may
reflect an aversion of central actors to ceding functions and resources to
lower levels. Thus, those seeking to rebalance the intergovernmental system
and support decentralization reform need to be aware of historical and
political influences, so as to better understand if, how, and where there
might be national political space to do so.

A final critical point is that the dynamics underlying decentralization are
not fixed. Some countries have cycled between more and less decentraliza-
tion and modified its form. Even without formal policy changes, reform
can stall or be reversed through official or informal government actions.
Situations can change rapidly in unstable or competitive political environ-
ments or if a crisis abates or a new one emerges, producing incentives to
shift course by recentralizing or decentralizing (or appearing to do so). In
some cases, even with no major changes in core political conditions, key
central actors may challenge implementation of formally adopted reform.
Such actors may not value decentralization or may over time develop
active resistance if they decide reform is detrimental to them. These latter
dynamics often emerge in the response of government agencies to political
decisions to decentralize, to which we now turn.

2.4.2 Central Government Bureaucracy

National political economy dynamics may determine the main goals and
the basic characteristics of intergovernmental relations, but the detailed
efforts involved in designing and executing reforms is managed by often
diverse central agencies. These agencies, however, rarely have common per-
spectives on subnational governments, leading to potentially great diver-
gence in visions about how the system should function and the nature and
extent of their role, even if a strong national mandate seems to be in place.

A range of national actors typically plays a part in determining, execut-
ing, and overseeing reforms.'® There is usually an agency in charge of sub-
national government, such as a ministry of local government or interior.
Various agencies are often charged with specific elements of public man-
agement, such as finance, civil service, planning, etc. Such actors are often
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wary of subnational autonomy. Finally, sectoral bodies — for agriculture,
education, health, water, among others — tend to focus more on service
delivery than on supporting decentralization. Any of these actors may
obstruct or delay local empowerment, sometimes with good intentions but
sometimes as a matter of pure self-interest.

Given this diverse cast of characters, some interagency means of manag-
ing reform is needed, but this has been elusive.!” Without coordination or
well-constructed incentives for national agencies to meet individual obliga-
tions and to work harmoniously, they often function at cross-purposes and
develop inconsistent policies. For example, a local government ministry
policy may empower local governments, while a finance or a sectoral min-
istry may adopt policies that reduce the discretion of local governments
over functions for which they are legally accountable to constituents.

Situations along these lines are common, and some examples were sug-
gested above. In Bangladesh, Pakistan, and Sri Lanka, for example, use of
conditional transfers (for budgeting and/or staffing) has been prominent.
There may also be turf wars between ministries, especially if roles are
unclearly specified. In Cambodia and Indonesia, for example, compet-
ing local financial regulations were separately issued by the ministries in
charge of finance and local government.!8 There can even be battles within
ministries, as there was between different directorates in the Indonesian
Ministry of Finance during debates over the (eventually accomplished)
devolution of the property tax and the (still in process) development of an
improved subnational borrowing framework.

National ministries may even engage directly in providing locally
assigned functions, as, for example, in the Philippines. Central actors may
also empower special districts, parastatals, or private actors to manage
legally devolved services. Such measures may be justified — the need to
balance national and local objectives, to maintain standards, etc. were
noted above. Even if justified, it is important to understand the consist-
ency of such efforts with the formal framework, how decisions are made
(criteria based or arbitrary), and whether there is sufficient coordination to
limit policy incoherence that may harm the overall fiscal system.!?

Another consideration is the actions of international donor agencies
as supporters of government agencies, particularly in aid-dependent
countries.?? Donors may privilege their own priorities and accountabil-
ity systems, even creating parallel mechanisms. This can damage unified
system development and burden counterpart governments. Despite public
claims to promote alignment and build institutions, such initiatives are
challenging and time consuming, a risky combination for donors in the
prevailing development assistance climate, which privileges documenting
positive results more than developing improved systems and processes.
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Equally important, donors, like government agencies, have diverse pri-
orities. A donor committed to decentralization may not prioritize service
delivery. A finance ministry concerned with overall public resource use will
prioritize central oversight over subnational autonomy. Sectoral agencies
tend to privilege service delivery, valuing decentralization only insofar as it
promotes their goals. Some donors may even prefer to bypass local govern-
ments in favor of community or private sector empowerment. If donors
seek out country agencies that share their views, they can reinforce the type
of government policy inconsistency noted above. For example, one donor
may assist a local government ministry working to support devolved health
as per a decentralization law, while another may support a health ministry
with a tendency towards a more centralizing approach.2!

Such situations cannot be completely avoided — governments and donors
are not homogeneous entities. They can have different priorities, and indeed
they are supposed to do so. Finance or health ministry reforms supported
by like-minded donors may even appropriately rebalance intergovernmental
relationships when decentralization has gone too far.22 Still, it is important
to be aware of the potential for such behavior and how it might affect the
organization, financing, and sustainability of public sector action.

2.4.3 Local Political Dynamics

Although not the core concern of this chapter, how subnational govern-
ments ultimately use any powers and resources they are given under decen-
tralization and intergovernmental reform substantially depends on the
structure of local political power. Available empirical evidence is limited,
conflicting, and hard to interpret; there is general recognition that con-
ducive conditions can support decentralization benefits, but elite capture,
patronage, corruption, etc. are also possible.

Accountability mechanisms in place at the local level affect how these
dynamics play out.?? Fiscal decentralization theory assumes a means for
citizens to discipline how local governments raise and use public resources,
but it says little about the details. The democratic decentralization lit-
erature posits fair elections as the most fundamental requirement.2* As
illustrated above, the experience of subnational elections in Asia is diverse.
Elections are conducted, but not always at all levels or at the most empow-
ered levels. Electoral competition varies, and higher-level actions, as noted
above, can constrain local government discretion, leading citizens to feel
disempowered and to disengage from local politics. Such a situation can
undermine even cutting-edge fiscal decentralization reforms.

Whatever the local political economy dynamics, elections are a lumpy
local accountability tool. Other accountability mechanisms — participatory
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planning and budgeting, public meetings, complaint mechanisms, report
cards, among others — are often used to lay a foundation for better use of
subnational government powers and functions.?> At the same time, even
well-designed mechanisms are often technical and perfunctory. If not suf-
ficiently inclusive, if rigged by local elites, if results are ignored, or if the
public does not embrace them (or fears using them), they are unlikely to
improve local fiscal behavior.

As if the intricacy of subnational government institutions and politics
was not perplexing enough, another factor in many countries is the con-
voluted array of other local actors. Deconcentrated agencies may exist in
parallel with local governments, with both involved in the same services in
the same locations. Other mechanisms, such as constituency or community
development funds, may also finance other actors to perform local govern-
ment functions. If multiple uncoordinated actors with distinct sources of
funding are competing for public functions in a locality, citizens may be
puzzled about what to hold their elected local governments accountable
for, weakening decentralization.

2.4.4 Implementation

The decentralization and intergovernmental relations literature privileges
system design consistent with mainstream principles. Although systems
must be adequately designed, even a normatively flawless system must be
operationalized, and in a way that reflects political economy realities and
other more commonly acknowledged constraints, such as resource and
capacity deficiencies. Recently there has been growing interest in moving
beyond design to considering how to implement and sequence decentrali-
zation in a sustainable way.26

A central concern is the complexity of reform and the need for mul-
tiple elements of the intergovernmental system to work together. This
includes the various dimensions of the system (administrative, fiscal, and
political) as well as the functional components of operations (civil service,
planning, financial management, service delivery, etc.). There may be an
urgent political logic to hold local elections or give resources to local areas
quickly, but poorly empowering elected councils or developing a strong
fiscal system when staffing and accountability channels are weak are not
likely to support developmental or governance goals. Thus, there is a need
to recognize and incorporate to the extent possible the interdependency of
inherently linked dimensions and components.

Another often-underappreciated factor is the stark asymmetry of sub-
national governments in many countries. Decentralization reforms tend
to be fairly standardized. There is often differential treatment of specific
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classes of government — provinces versus local governments, or urban
versus rural governments, for example — but all entities within an individual
category are not likely to be similarly capacitated or proven performers.
Thus, giving all of them the same powers and functions concurrently is
questionable policy.

Perhaps most critically, the structural and operational changes involved
in reform often require major shifts in the attitudes and behaviors of all
actors. Central agencies — perhaps against their instincts and perceived
interests — need to cede powers and convert their role from managing
and controlling to monitoring and facilitating. Local governments must
perform new functions and work cooperatively (with peers and at other
levels); local staff and elected local officials must (under devolution) work
together; and local officials (elected and appointed) must interact with
constituents. Citizens must grasp their rights and duties and hold local
governments to account. Donors, particularly in aid-dependent countries,
need to collaborate with each other and support country systems and
policies.

These behavioral shifts are politically and institutionally substantial and
are unlikely to be realized rapidly or without careful effort. If too many
changes are rolled out quickly without measures to influence attitudes, to
create incentives, and to develop capacity, reform will be unlikely to take
root, offering political validation to anti-decentralization forces. If reform
is too slow and produces little visible change, local governments and their
constituents will likely become frustrated and lose interest.

In practice, two contrasting approaches frame the range of national
approaches to implementation.?’ In the traditional fiscal federalism sce-
nario, a robust national framework is issued, and while technical assistance
and training are typically offered, the main onus to comply primarily
falls on relevant central and subnational actors. This could be branded
as a ‘sink or swim’ approach. On the other extreme, the center manages
implementation, such that decentralization of rights and responsibilities
outlined in the framework would occur as per central rules and prefer-
ences. Under this ‘paternalistic’ approach, the implementation of official
decentralization policy is neither automatic nor guaranteed.

Although some form of both is common, neither extreme is likely to
be fruitful in most developing countries. The sink or swim approach may
work for more capacitated provincial or urban governments with active
citizens if local governments want power and central actors support this,
but those without capacity will be unable to conform. A highly paternalis-
tic approach, however, can be counterproductive unless well developed and
structured to roll out genuine reforms. If a centrally managed approach is
used to hinder capable local governments from assuming their intended
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roles, or if it is applied in a politicized or inconsistent way, reform is not
likely to reap major benefits.

A compromise approach could be asymmetric. Local governments with
more capacity can be subject to sink or swim, while weaker ones could take
on functions more slowly, receiving support as they make progress. Such a
‘developmental’ strategy may have common end points, but the trajectory
to realizing them could be partially tailored to local circumstances, with
different mixes of empowerment, transfer conditions, and development
finance arrangements (e.g., the mix of grants, subsidized loans, and market
loans). Critics argue that such an approach can be manipulated and get
mired in bureaucracy, and conservative or obstructive managers might
slow reform. Still, some alternative approach is worth considering given
experience with the dominant options.

Another consideration in developing an implementation strategy is
how the central government can use innovative mechanisms to facilitate
performance.?® Conditional transfers may help, although mostly to ensure
spending on priority services — there is no guarantee of quality, and condi-
tions can induce undesirable distortions.? It is possible, however, to attach
performance conditions, ranging from use of specific inputs to service
outputs. Experience with sectoral performance-based grants (PBGs) in
developing countries, including in sectors like education and health, has
produced mixed results.?® A number of middle-income countries have also
adopted sectoral PBGs. India’s 13th and 14th Finance Commissions, for
example, promote service incentive schemes,3 and Brazil uses incentives
in several sectors, including health. Other Latin American countries have
used sectoral PBGs, including Chile (education), Colombia (education,
health, water, and sanitation), and Peru (multiple sectors plus local roles in
national policies, e.g., nutrition).32

A second class of PBGs is broader (non-sector specific, some uncondi-
tional). Such PBGs have been used primarily in less developed countries
with weaker capacity and in the process of developing or substantially
reforming subnational government systems. These have tended to incen-
tivize adoption of new systems and procedures and faithful execution of
formal plans and budgets rather than service delivery or other outputs.
Such compliance grants have been used in various ways in many lower-
income countries in Asia and Africa — Bangladesh, Cambodia, Nepal,
Tanzania, and Uganda, among others.?3

Indonesia recently adopted performance-based conditional transfers
(DAK) that reimburse local governments if they realize certain physical
output standards, follow procurement guidelines, and comply with envi-
ronmental and social safeguards (Ellis et al., 2011). The Philippines devel-
oped the Seal of Good Housekeeping and Performance Challenge Fund
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programs to improve performance.3* If local governments meet specific
good governance criteria under the former, they receive resources under the
latter. These programs seem promising, but they are too new to evaluate
robustly.

In addition to sectoral, general compliance, and PBGs, other mecha-
nisms have been used to incentivize local government performance.®
Enforceable accountability mechanisms, such as the central government
performance contracts with local governments used in Rwanda and other
African countries, can be created.?® There has also been a range of experi-
ences with ‘tournament-based approaches’ that bring formal recognition
to local government achievements, such as competitions to reward (finan-
cially or otherwise) improved service delivery or other accomplishments
(adopted in various ways in several countries, including the Philippines).3”

Any of these approaches may be influenced by political economy and
fiscal conditions. The bureaucratic fragmentation discussed above, for
example, can be challenging to navigate. If multiple ministries create ad
hoc incentives that create inconsistencies in systems or behaviors, problems
may result. In a few cases, such as Indonesia, some local governments do
not spend funds they receive through large unconditional transfers, which
may raise questions about the value of more resources. It should be pos-
sible to determine if a local government merits additional funding, but
this needs to be framed beyond target behaviors of fragmented individual
incentives. Despite these challenges, it seems sensible to look for ways to
create productive incentives to facilitate better implementation.

Capacity building is clearly essential for implementation. There has been
criticism of the dominant ‘supply-driven’ (by the national government)
approach, which emphasizes a mechanical, standardized, and comprehen-
sive approach to teaching skills in a traditional classroom setting.38 Efforts
to promote ‘demand-driven’ (by local governments) and ‘on-the-job’ train-
ing are less common, but on the rise. A mixture is likely needed, with both
general training and efforts to meet requests for developing skills that users
need for immediate purposes. In addition, there have been concerns that
capacity building is unduly focused on developing technical skills of gov-
ernment staff. More attention to governance capacity that extends beyond
civil servants to local legislators and citizens might be beneficial, and
capacity building can be tied to implementation strategies by progressively
targeting the development of capacities needed to improve performance as
decentralization rolls out.

Finally, beyond national approaches, a local implementation strategy is
also important, but would have to be framed somewhat differently. Given
the demanding nature of reforms, even higher-capacity subnational gov-
ernments will have to think strategically about taking steps that involve
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major modifications to how they do business. Modest and more politically
feasible reforms could set the stage for rolling out more difficult or con-
tentious steps in particular jurisdictions. New approaches and processes
could be used experimentally and adjusted prior to full adoption. A local
strategy will, of course, have to reflect the national strategy, and some type
of criteria-based negotiation between central and local actors may increase
the chances of successful reform.

2.5 CONCLUDING THOUGHTS: MOVING BEYOND
THE MAINSTREAM APPROACH

Central governments in developing countries often respect — if selectively
and imperfectly — mainstream decentralization and intergovernmental
relations principles in crafting formal frameworks and policies. These prin-
ciples are rather general, so there is some space to take liberty in applying
them. Such flexibility is welcome because the contexts in which they are
being used vary greatly. Yet the actual intergovernmental fiscal systems
that emerge often seem to exhibit problematic features, and the high
expectations placed on results are often unsatisfied.

2.5.1 Recapping Dimensions of Expanded Thinking

The mainstream framework itself can explain some of the divergence
between theory and practice since there are recognized trade-offs involved
in applying its principles. There are also assumptions (some implicit)
regarding requirements for effective systems that underlie mainstream
theory but are not dealt with by it in any depth — rule of law, local politi-
cal mechanisms, transparency, and minimum capacity, among others.
The extent to which these conditions are met can help to explain whether
systems produce expected results. The premise here, however, is that other
underexplored factors also need to be considered in applying the principles
and interpreting the findings from such analysis.

Institutional diversity

The role of context is widely recognized, but much of the literature treats it
superficially. Basic fiscal federalism is framed in terms of a broad central—
local distinction. Later work recognizes intermediate tiers and the central-
ity of states in federal systems but does not capture the intricately layered
and interlinked institutional landscape that often exists. Although most
observed power-sharing arrangements are not necessarily inherently bene-
ficial or problematic, the operation and performance of local governments
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must be interpreted in terms of the larger framework and the formal and
informal interactions among multiple actors.

Policy fragmentation

A related concern is how to integrate components of the subnational
system (administrative, fiscal, political). Many reforms separately deal
with individual components based on relatively narrow concerns. This
may result, for example, in strong fiscal powers that are not subject to
local political and administrative discipline, or elections for local coun-
cils that are not adequately empowered or resourced. If synergies are
not adequately recognized and incorporated, individual efforts that seem
well designed may disappoint. In the fiscal arena alone, poor harmoniza-
tion among revenues — own source, transfers, and borrowing — can create
perverse incentives and inhibit performance.

National political economy dynamics

Intergovernmental reforms are seldom pursued mainly to achieve develop-
mental outcomes valued by normative approaches. Although such goals
may provide the official rationale for reform, underlying drivers tend to
be more political — consolidating power, responding to crisis, compet-
ing with emerging opposition, etc. The primacy of such objectives may
lead to selective or superficial use of core design principles and outright
violations — devolving functions to an ‘inappropriate’ level, retaining local
functions at higher levels, etc. Understanding why certain design features
are chosen — and if nonadherence to norms is justifiable — is essential.
Policy analysts typically push for adopting ‘technically superior’ alterna-
tives, but these may be infeasible. There is rarely anything reformers can
do to influence dominant underlying forces; they can only be more aware
of them and look for the best opportunities for productive reform within
prevailing constraints.

National bureaucratic behavior

Some of the most problematic dynamics surrounding intergovernmental
relations unfold in the national bureaucracy. Agencies with different
perspectives usually dominate the detailed definition of various ele-
ments of new systems and procedures. How they behave (formally or
informally) in managing implementation is critical. Uncoordinated
central policies produced under institutional fragmentation are often
reinforced by international donors pushing their own agendas. The
policy inconsistencies that emerge can collectively inhibit the perfor-
mance potential of subnational governments. Thus, it is critical for
reformers and external actors to understand the interests and activities
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of key central actors and seek ways to limit policies that push the system
in divergent directions.

Local political economy dynamics

Even if official policies are faithful to best principles, coordinated, and
enjoy strong national support, local political economy dynamics can affect
implementation. The nature of local economic and social relations, the
quality of accountability processes, relations between elected officials and
staff, the extent of nondemocratic practices (patronage, corruption, etc.),
the strength of civil society, and many other local contextual features
affect whether subnational and intergovernmental systems can operate
effectively. Factors may also vary within countries. If challenges are identi-
fied, there may be opportunities to alleviate the effects of negative local
dynamics and build on what is positive.

Implementation

There is growing awareness that effort is needed to devise more strate-
gic approaches to implementation. Reform that is too swift and deep
may stretch subnational government competencies and jeopardize central
bureaucratic acceptance, but overly sluggish efforts could dishearten sup-
porters and encourage centralizing reactions. If there is to be more strate-
gic implementation, the first step is to be clear on priority goals and how
they relate to underlying political economy and other contextual realities.
Of course, this is always done in any reform effort to some degree, but
experience suggests the need for more systematic and robust analysis in
assessing what is desired and feasible.

Once there is some clarity, the next step is to look for appropriate start-
ing points in the reform trajectory. Preferred options would offer a rea-
sonable probability of success but be meaningful enough to visibly signal
change. Asymmetric starting points can be constructive. It may help to
negotiate — around principles and guidelines that promote consistency and
fairness — individualized starting points and reform steps with subnational
governments, placing direct responsibility on them for what they agree to
do. Reform steps could be linked to central initiatives to develop capacity
(with the caveats noted above) and provide incentives to improve perfor-
mance progressively. Means to motivate local governments could include
enforceable accountability mechanisms (such as performance contracts),
financial inducements (such as compliance or performance-based grants),
and competitions (tournament-based approaches), among others.
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2.5.2 Looking Forward

The mainstream approach to fiscal decentralization and intergovernmen-
tal relations remains a sound analytical starting point, but it treats only
lightly or overlooks certain vital conceptual and practical concerns, and
on its own does not provide sufficient operational guidance to policy
makers. This chapter outlines selected concerns that could help analysts
to shape better policies. Although including them is likely to push many
specialized researchers and policy makers outside of their comfort zones,
that is exactly what is needed. Given the diverse contexts and experi-
ences, working through the complexity may seem overwhelming, but an
all-inclusive analysis is not required. The real need is for doing ‘good
enough’ assessments that incorporate issues beyond mainstream thinking
that matter in a particular case. There is also potential value in adapting
strategies as experience generates lessons. Such a reflective and iterative
approach is consistent with the broader evolving ‘doing development dif-
ferently’ literature.®

There is a pressing need for multi-methodology research that incor-
porates neglected perspectives, particularly political economy, into the
mainstream. Researchers and policy makers also need to better document
and evaluate how implementation strategies and supporting mechanisms
have been used. Does more gradual and asymmetric treatment (based on
competence and/or performance) of subnational governments improve the
prospect of successful and sustainable intergovernmental systems? How
can incentives and innovative capacity building support strategic reform?
There is encouraging evidence that provides clues to productive avenues
for reform, but it is mostly anecdotal. Considerable further investigation is
needed to cultivate a fuller understanding of practice and form the basis
for workable policy measures.

Additional work is needed to develop the type of approach outlined here
and to illustrate its application and potential utility. In the meantime, ana-
lysts can do more to deepen their understanding of the context of decen-
tralization. It is feasible to document more systematically relevant national
and subnational political and bureaucratic dynamics, and to assess the
implications of such analysis for how to pursue more pragmatic, strategic,
and sustainable decentralization and intergovernmental relations reforms.

NOTES

1. Examples of synthetic reviews on various aspects of decentralization performance
include World Bank (2005); Bardhan and Mookherjee (2006); Smoke et al. (2006);
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17.
18.

19.

20.

21.
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Treisman (2007); Connerley et al. (2010); United Cities and Local Governments
(2010); Martinez-Vazquez (2011); Martinez-Vazquez and Vaillancourt (2011); Local
Development International (2013); Dickovick and Wunsch (2014); Ojendal and Dellnas
(2013); Gadenne and Singhal (2014); and Faguet and Poschi (2015).

There is no attempt to exhaustively cover the region; the chapter focuses on countries
the author has worked on or has access to information on.

See Morgan and Trinh (Chapter 1 in this book) for more detail.

This field emerged under the rubric of fiscal federalism as advanced by Oates (1972).
Useful reviews include Boadway and Shah (2009); Bahl et al. (2013); Ahmad and Brosio
(2014); and Blochliger (2014).

Although devolution to elected governments has emerged as a generally preferred form
of decentralization in international circles, other forms can be appropriate in certain
situations. See Connerley et al. (2010).

Broader decentralization reform needs and the challenges of realizing them are covered
in a range of literature, including Manor (1998; 2013); Bardhan and Mookherjee
(2006); Shah (2006); Cheema and Rondinelli (2007); Boex and Yilmaz (2010);
Connerley et al. (2010); United Cities and Local Governments (2010); Eaton et al.
(2011); Martinez-Vazquez (2011); Ojendal and Dellnas (2013); Faguet (2014); and
Smoke (2015).

More detail on broader perspectives for considering political concerns is provided in
section 2.4.

Examples of second generation fiscal federalism literature include Oates (2005) and
Weingast (2009; 2014).

The material on the countries comes from a range of sources, but the information in
the tables was largely drawn from four major sources: Local Development International
(2013); Smoke (2013a); World Bank (2015a); and European Commission (2015).
Additional references on each country are provided in section 2.4.1.

Fiscal and regulatory mechanisms for many of the countries are covered more in
Morgan and Trinh (Chapter 1 of this book).

Table 1.1 in Chapter 1 of this book provides basic socioeconomic and institutional data
on most of the countries covered here.

More information is provided in World Bank (2005; 2015a); Smoke (2013a); European
Commission (2015); and Morgan and Trinh (Chapter 1 of this book).

See Morgan and Trinh (Chapter 1 of this book) for more detail on fiscal systems in
several Asian countries.

Note that in some cases it is not possible to distinguish devolved and deconcentrated
spending fully.

Examples of broader work on the political economy of decentralization include
Bardhan and Mookherjee (2006); Smoke et al. (2006); Connerley et al. (2010); Altunbas
and Thornton (2012); Ojendal and Dellnas (2013); Romeo (2013); Faguet (2014); and
Ponce-Rodriguez et al. (2016).

Various aspects of the bureaucratic dynamics surrounding decentralization are elabo-
rated in Tendler (1997); Litvack et al. (1998); Smoke (2007); and Eaton et al. (2011).
Eaton et al. (2011) discuss coordination approaches.

Eaton et al. (2011) discuss these examples, with which the author has a personal
familiarity.

The political economy of decentralization and public sector reform is discussed in Eaton
et al. (2011). Green (2005) and Fedelino and Smoke (2013), respectively, considered civil
service and public financial management reform in the larger context of public sector
reform.

A review of donor behavior related to decentralization is summarized in Development
Partner Working Group on Decentralization and Local Governance (2011); Smoke and
Winters (2011); and Dickovick (2014).

See Eaton et al. (2011) and Development Partner Working Group on Decentralization
and Local Governance (2011) for examples.
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22. Dickovick (2011) and Smoke (2013b) examined cases of recentralization and stalled
decentralization.

23. Yilmaz et al. (2010); Grindle (2013); and Ribot (2013) reviewed accountability from
various perspectives.

24. Local elections are reviewed in Bland (2010) with a more formal empirical assessment in
Ponce-Rodriguez et al. (2016).

25. Boulding and Wampler (2010); Brinkerhoft and Azfar (2010); Blair (2013); and Cheema
(2013) provide useful reviews of citizen engagement mechanisms.

26. Approaching decentralization implementation is considered in various ways by Shah
and Thompson (2004); Falleti (2005); Bahl and Martinez-Vazquez (2006); Ebel and
Weist (2006); Bahl and Bird (2008); Smoke (2010; 2014); Martinez-Vazquez and
Vaillancourt (2011); and Olum (2014).

27. Smoke (2010) discussed these models in more detail.

28. Lewis and Smoke (2012) reviewed the theory and practice of performance incentives.

29. Conditional transfers are discussed in Morgan and Trinh (Chapter 1 of this book).

30. Lewis and Smoke (2012) reviewed some of these experiences.

31. Government of India (2010; 2015) provide details.

32. Rojas (2011) discussed the Latin American cases.

33, Steffensen (2010) provides a review of these grants and experiences in a range of
countries.

34. Open Budget Partnership (2013) discussed this case.

35. Lewis and Smoke (2012) discussed other mechanisms.

36. Versailles (2012) reviewed the Rwanda experience.

37. Zinnes (2009) provides a review of tournament-based approaches and assesses some
cases.

38. Capacity building in the context of human resource management in decentralizing
environments is reviewed in Green (2005).

39. Examples include Andrews et al. (2013); Booth and Unsworth (2014); Levy et al. (2014);
and Rocha Menocal (2014).
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3. Federalism, fiscal space, and public
investment spending: do fiscal rules
impose hard-budget constraints?

Pinaki Chakraborty

3.1 INTRODUCTION

India is a federal country of 29 states and seven centrally administered
union territories. It has a highly decentralized federal fiscal structure where
state governments spend more than 56 percent of total public spending
although their share in combined revenue is only 38 percent. Although
there are multiple channels of transfers, this gap in revenue and expendi-
ture is met primarily through vertical transfers from the central govern-
ment to the states through the statutory Finance Commission route.!
Burgeoning fiscal deficits at the subnational level were a major issue in
India’s fiscal management during the 1990s and early 2000s. During this
period, piecemeal attempts were made to bring in fiscal discipline at the
state level at the insistence of the central government and also through
state-specific interventions by multilateral institutions, such as the Asian
Development Bank and the World Bank.

In order to ensure fiscal discipline, the Twelfth Finance Commission of
India (Finance Commission, 2005) had recommended rules-based fiscal
control at the state level, which created a mechanism to provide perfor-
mance incentive transfers for better fiscal management.?2 Performance
incentives were linked to a reduction in state-level fiscal and revenue
deficits relative to gross state domestic product (GSDP) within a rules-
based fiscal framework.3? The Thirteenth Finance Commission (Finance
Commission, 2010) further reinforced this process of legislative control
over deficits by providing separate performance incentive grants.

According to the Twelfth Finance Commission recommendations, if a
state enacted a Fiscal Responsibility Act (FRA) specifying 3 percent of
GSDP as the upper bound of the fiscal deficit and eliminating the deficit
in the current account of the budget, i.e., revenue deficit, within a specific
period (by fiscal year (FY) 2008-09), the state became eligible for debt
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rescheduling. Also, if a state adhered to those targets specified in the act,
part of the state debt to the federal government was written off. All states
in India now have an FRA. The provisions of the acts across states are
similar, particularly with regard to revenue and fiscal deficit reductions.
Since the primary objectives of the acts are to phase out revenue deficits
and to put an overall cap on borrowing limits, the core emphasis, on the
one hand, is to improve public capital investment at least to the extent of
borrowing in the event of no revenue surplus (for state-specific rules, see
Appendix Table 3A.1). The fixed borrowing limit of 3 percent of GSDP, on
the other hand, is to ensure overall fiscal sustainability of the subnational
debt through hard-budget constraints. State-specific acts also imposed
limits on government guarantees and associated contingent liabilities and
off-budget borrowings.

The main objective of this chapter is to examine whether the applica-
tion of fiscal rules has resulted in an increase in the fiscal space for public
capital investment spending in Indian states. The focus of the paper is
on state-level capital spending reflected in state budgets, not total public
sector investment in a state, as data for the latter are not readily available.
For aggregate public sector investment in a state there are measurement
issues involved with intra-public sector transactions and investments. It
is difficult to arrive at a precise estimate and thus not considered in the
present analysis.

Although macroeconomic stabilization is a federal government func-
tion, subnational deficit controls have implications for both macro-
economic stabilization and overall fiscal management since the central
government and the states are co-equal partners in public spending. Both
levels of government have large fiscal imbalances. In other words, fiscal
and macroeconomic stability in a large federation like India depends not
only on the central government’s fiscal deficits but also on states’ deficits.
In the pre-FRA period, the states together had a fiscal deficit almost equal
to that of the federal government. The average fiscal deficit for all states
was 4.5 percent of gross domestic product (GDP) from 1998-99 to 2003—
04, while the central government’s fiscal deficit was 5.2 percent of GDP for
the same period. Since the combined deficits of the states are large, given
the multilevel fiscal structure, an overall deficit reduction could not be fully
achieved if both levels of government do not control the deficits. From this
point of view, this research adds value in understanding the complexities
of macro fiscal policies in a large federal system.
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3.2 FISCAL RULES: ARE THEY USEFUL?

Rules may be necessary to restrain governments that engage in discretion-
ary policies that have a deficit bias (Buchanan and Wagner, 1977) and to
allow for consistency in policy commitments (Kydland and Prescott, 1977).
Kopits (2001) argued for a well-designed rules-based fiscal policy for
mitigating a country’s vulnerability in succumbing to a crisis. According
to Kopits, inconsistency between fiscal stance and exchange rate rules has
played an important role in the currency crisis of many countries (e.g.,
the Russian Federation, Brazil, and Ecuador). This was also due to the
capital outflow where foreign investors’ perception about government
solvency was an important factor. Khemani and Wane (2008) argued that
in decentralized economies, the existence of fiscal rules could be useful for
incentivizing the state and local governments for better fiscal performance
to maintain fiscal prudence. However, the incentive structure may need to
be designed so that local governments do not circumvent transfer condi-
tionality, and hence, do not follow fiscal rules. Extant empirical literature
such as Krogstrup and Walti (2008), Feld and Kirchgassner (2006), and
Schaltegger (2001) show that fiscal rules have a significant impact on
budget balances. A few studies carried out on United States” data show
that the strength of fiscal rules was directly proportional to the reduction
in unexpected deficits (Poterba, 1995; Alt and Lowry, 1994; Alesina and
Bayoumi, 1996). In the case of provinces in Canada a few studies indicate
that provincial legislation against deficits led to stronger budget balances,
other things being equal (Tellier and Imbeau, 2004). There is limited litera-
ture on the impact of fiscal rules on fiscal performance in emerging market
economics (Chakraborty and Dash, 2013).

3.3 WHY FISCAL RULES MAY NOT WORK?

Milesi-Ferreti and Moriyama (2004) analyzed the effectiveness of fiscal
rules in light of ‘creative accounting’. Milesi-Ferreti and Moriyama (2004)
argued that creative accounting may increase in the presence of fiscal
rules but there is surprisingly little theoretical and empirical work on the
subject. Using a two-period model developed by von Hagen and Harden
(1996) and assuming that fiscal rules are being imposed on the ‘measured’
fiscal balance and that the penalty must be paid if creative accounting is
detected, it is observed that budget transparency is inversely proportional
to creative accounting. Additionally, even if the costs of engaging in crea-
tive accounting are large, tighter rules may still induce creative accounting.
Manasse (2007) discussed the incentive effects of budget limits. According
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to this study, when limits are imposed on the deficit—output ratio, govern-
ments keep the deficit just below the limit to avoid sanctions and have no
incentive to practice fiscal consolidation during ‘good times’. These rules
then also indirectly have large negative effects on welfare.

Apart from rules-based fiscal control, there have been wide-ranging
international experiences of structural adjustment lending for fiscal con-
solidation with mixed outcomes. A World Bank (1992)* review observed
that adjustment lending was associated with a fiscal deficit reduction and
an increase in revenue, but the general spending cuts were often at the
expense of critically important operations and maintenance and too much
spending on salary relative to non-salary inputs. Mavrotas and Ouattara
(2003), while analyzing the effect of development assistance on public
sector behavior, observed that official development assistance reduced
revenue in the short run but raised it in the long run. The study by Gupta
et al. (2003) of foreign aid in 107 countries from 1970 to 2000 observed that
while concessional loans were associated with higher domestic revenue,
mobilization grants had the opposite effect.

3.4 APPROPRIATE STRUCTURE FOR FISCAL
RULES

The key goal of fiscal rules is to achieve higher credibility for fiscal policy
by reducing discretionary intervention in the conduct of macroeconomic
policies even though the attainment of such credibility may involve a sub-
stantial gestation period. With regard to the design, fiscal rules should be
well defined, transparent, focused, consistent with macroeconomic poli-
cies, simple, flexible enough to accommodate cyclical fluctuations, enforce-
able, and supported by efficient policies (Kopits and Symansky, 1998). It
has been argued that indicators need to be operationally simple, flexible,
growth oriented, and easily monitored. In the case of India, the fiscal rules
imposed are simple and applied with uniform targets of deficit reduction
across states.

Two key components of the design of fiscal rules are to ensure their
sustainability and decide on an optimal level of fiscal rules indicators. The
literature on sustainable fiscal rules has evolved since the 1990s when rules
were considered to be appropriate if they respected the inter-temporal
budget constraint. Spaventa (1987) finds that a design where sustainabil-
ity of fiscal rules is based on the satisfaction of budget constraints does
not take into account the financial situation of the public sector. Using a
sovereign debt framework that assumes a government cannot choose the
duration of its debt, (Hatchondo et al., 2012) shows that placing a debt
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ceiling may prove beneficial for the government as an expectation for a
lower debt level would lead to a decline in interest rates. They also find
that lower debt ceilings lead to a lower responsiveness of interest rates to
income shocks and consumption volatility becomes less, as fiscal policy
becomes less procyclical. Pappa and Vassilatos (2007) and Poplawski et al.
(2008) find that debt ceilings may be better indicators than a ceiling on the
government’s deficit.

A more recent framework by Bertelsmann (2013) supports the establish-
ment of independent fiscal institutions (IFIs) as an important component
of ensuring that fiscal rules are adhered to. The design of the IFIs should
include close monitoring and evaluation of the rules on a continuous basis.
The IFIs could exercise an advisory role and report the true magnitude of
government liabilities and project long-term implications of fiscal policy
and fiscal announcements. Arguments in favor of IFIs are that they can
lead to better transparency in public finances and can undertake the task
of monitoring and compliance of fiscal rules and include sanctions for
nonobservance of a debt ceiling at a more sophisticated level. IFIs can
also encourage and assist governments to publish public finance data on
regular intervals.

3.5 SUBNATIONAL FISCAL RULES IN INDIA

In India, some states introduced fiscal rules prior to the recommenda-
tions of the Twelfth Finance Commission at the insistence of the World
Bank and the Asian Development Bank. This was done through multilat-
eral structural adjustment lending to the states by these banks (Rao and
Chakraborty, 2007). The Twelfth Finance Commission’s recommendations
became operational from the FY 2005-06.5 The states that enacted FRAs
prior to this and consequent upon the recommendations of the Twelfth
Finance Commission are given in Appendix Table 3A.2.° The Twelfth
Finance Commission proposed the following incentive structure of an
FRA:

Each state should enact a fiscal responsibility legislation, which should, at a
minimum, provide for (a) eliminating revenue deficit by 2008-09; (b) reducing
fiscal deficit to 3 per cent of GSDP or its equivalent, defined as the ratio of
interest payment to revenue receipts; (c) bringing out annual reduction targets
of revenue and fiscal deficits; (d) bringing out annual statement giving pros-
pects for the state economy and related fiscal strategy; (e) bringing out special
statements along with the budget giving in detail number of employees in
government, public sector, and aided institutions and related salaries (Finance
Commission, 2005: 260-61).
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To avail of debt consolidation and relief facility, all the states (except
Sikkim and West Bengal) enacted an FRA with uniform deficit targets
(both revenue and fiscal deficits) after the submission of the Twelfth
Finance Commission Report in 2004. Already existing state-specific FRAs
were amended to comply with the prescribed recommendations of the
Twelfth Finance Commission. It is important to highlight that the Twelfth
Finance Commission emphasized that all states needed only to legislate
an FRA as prescribed to receive debt consolidation and relief facility. In
addition to adhering to the commission’s prescription of numerical deficit
targets, different states volunteered to impose different fiscal restrictions
on themselves, such as targeting outstanding liabilities, implementing
institutional rules for expenditure management, and timely review of
fiscal performance (Simone and Topalova, 2009). The process of fiscal
consolidation continued from 2005-06 to 2009-10, the award period of
the Twelfth Finance Commission. The Thirteenth Finance Commission
(Finance Commission, 2010) also proposed an incentive framework to
ensure that the states remain within the FRA deficit targets. There was
apprehension that after the global financial crisis, maintaining fiscal pru-
dence would be a challenging task.

As articulated in the Thirteenth Finance Commission Report, in
2009-10 combined (central and states) debt to GDP ratio remained high
(82 percent), despite fiscal correction through the implementation of a
fiscal responsibility framework from 2005 to 2010. The Thirteenth Finance
Commission proposed a target of 68 percent for combined central and
state debt to GDP ratio to be achieved by the FY 201415 with the central
government debt to GDP ratio reaching 45 percent. The commission had
taken the elimination of the revenue deficit as the long-term and perma-
nent target for both the central and state governments. The commission’s
prescribed fiscal consolidation path for the central government required
a decline in the revenue deficit from 4.8 percent of GDP as projected for
the FY 2009-10, to a revenue surplus of 0.5 percent of GDP by 2014-15.
These prescriptions of fiscal consolidation in turn allowed for the accelera-
tion in capital expenditure to 3.5 percent of GDP by 2014-15. As assessed
by the Thirteenth Finance Commission, the proposed fiscal consolidation
path was growth promoting as it focused on eliminating revenue deficits
to ensure that net public borrowing was exclusively used for growth-
enhancing public investment.’

As observed in the Thirteenth Finance Commission Report, 26 states
(under the FRAs) reached their expenditure and debt targets ahead of the
scheduled time frame and showed significant fiscal correction. According
to the commission, the main reason behind the fiscal correction was the
benefit of a higher share of central taxes due to high central tax buoyancies
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and an improvement in the tax revenues of the states. State debt to GSDP
also reduced sharply during this period, to below 30 percent of GDP.
However, there were wide variations in fiscal performance among the
states (discussed in section 3.6). In order to continue and strengthen the
process of fiscal consolidation at the state level, the Thirteenth Finance
Commission made the following recommendations:

o The medium-term fiscal plan makes explicit the values of the
parameters underlying expenditure and revenue projections and
the band within which these parameters can vary while remaining
consistent with the targets of the Fiscal Responsibility and Budget
Management Act (FRBMA).

e The FRBMA should specify the nature of shocks that would require
the relaxation of the FRBMA targets.

e States should amend or enact FRBMA to incorporate the
worked-out fiscal reform path. State-specific grants recom-
mended for a state should be released upon compliance (Finance
Commission, 2010: 6).

o All states should set up an independent review and/or monitor-
ing feature under the FRBMA. Attempts should also be made to
prepare statements on revenue consequences of capital expendi-
ture, public—private partnerships and related liabilities, physical and
financial assets, and vacant public land and buildings.

3.6 KEY FISCAL INDICATORS: THE LONG-RUN
TREND

This section discusses the long-run fiscal trend. In 1991, a large combined
fiscal deficit to the order of 9.9 percent of GDP (the central government’s
fiscal deficit at 6.6 percent and the states at 3.19 percent), a huge external
current account deficit coupled with a dwindling foreign exchange reserve,
are considered factors that contributed to the macroeconomic crisis and
consequent economic reforms in India. One key component of the big
bang economic reform was fiscal consolidation. Fiscal reform was a com-
bination of tax reforms, expenditure rationalization, and the management
of public debt reforms. I will discuss these briefly.

As part of fiscal reform, a major tax reform initiative was undertaken
to overhaul India’s complex tax system. The main components of the tax
reform were simplification, rationalization, moderation in the tax rates,
and modernization of tax administration. The peak rate of personal
income tax was reduced from 50 percent in 1991 to 30 percent in 1997-98.8
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The reform in indirect taxes comprised reductions in customs tariffs and
union excise duties. A sharp rate reduction of indirect taxes contributed to
the decline in indirect tax revenue during the 1990s. But direct tax revenue
had shown commendable growth during this period. As the share of indi-
rect taxes was much higher than direct taxes, increases in direct taxes could
not offset the revenue loss from indirect taxes.

As revenues were not buoyant, fiscal consolidation in the initial years
of economic reform was achieved by reducing discretionary development
spending by reducing capital expenditure for public investment. However,
the success achieved in containing the deficit during the first half of the
1990s was short lived. The impact of the Fifth Pay Commission award
created an explosive fiscal imbalance at the central government level as well
as in the states, taking the combined fiscal deficit to 9.39 percent of GDP
in 1999-2000 (see Figure 3.1). However, the fiscal deficit started declin-
ing gradually from 2002-03 and reached an all-time low of 4 percent in
2007-08. This was a spectacular improvement in the fiscal situation of all
levels of government since 1991. This phase was also characterized by high
buoyancy of revenues. From 2003-04 to 2007-08 central revenue grew at
the rate of 18.58 percent per annum, and the states’ revenue grew at the rate
of 16.46 percent per annum. The GDP growth during the same period was
8.89 percent per annum.
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Figure 3.1 Fiscal deficit as percentage of GDP
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In 2003, the central government enacted the FRBMA. As mentioned
earlier, the states also enacted FRA on the recommendation of the
Twelfth Finance Commission. All the states, except West Bengal and
Sikkim, enacted their respective FRAs during this period. Many public
finance specialists attributed the decline in deficits up to 2007-08 to
the FRAs. However, with the global financial crisis, India is again
experiencing a high level of fiscal imbalance (see Figure 3.1) especially
at the central government level. The movement of the fiscal deficit as a
percentage of GDP from 1990-91 to 2014-15 (budget estimates, BE) is
given in Figure 3.1. However, the states remained fiscally prudent after
the global financial crisis. The outstanding debt to GDP ratio
also declined significantly during recent years (see Figure 3.2) and
reached well below the targeted level recommended by the Thirteenth
Finance Commission for both the central and state governments.
Although key indicators of fiscal prudence, that is, the deficit and debt
as a percentage of GDP, have declined for the states over the years, it
is important to examine the expenditure profiles of the central govern-
ment and the states. As evident from Figure 3.3, aggregate expenditure
to GDP ratios (all states) declined gradually until 2011-12 and started
increasing from 2012-13. If we consider capital expenditure alone, it is
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Figure 3.2 Outstanding debt as percentage of GDP
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Figure 3.3 Total expenditure as percentage of GDP

evident that there has been a decline in the central government’s capital
expenditure to GDP ratio from 2003-04. However, from 2002-03 capital
expenditure of the states in relation to GDP is higher compared to the
central government (see Figures 3.3 and 3.4). In other words, post-
FRA, state governments have become the primary drivers of capital
spending for the social and economic sectors, while the central govern-
ment’s capital expenditure to GDP ratio continued to decline during
this period. In needs to be highlighted that in the pre-FRA period, the
central government was the primary driver of capital spending and this
is not true any longer. This shift in capital spending at the state level is an
important development. It needs to be examined how this shift plays out
in the medium term in terms of the composition and quality of public
investment spending.

Our analysis shows that the era of rules-based fiscal control witnessed
a sharp reduction in the overall fiscal imbalance at the state level. This
improvement in fiscal health can be characterized as an intertemporal
reduction in both fiscal and revenue deficits to GDP ratio. The states’
fiscal position, as evolved up to 2007-08, generated a revenue surplus and
brought down the gross fiscal deficit to GDP ratio below the 3 percent
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Figure 3.4  Capital expenditure as percentage of GDP

FRA target. This also implies that the states have over-adjusted their
fiscal deficits. At the state level, fiscal consolidation has been achieved
through higher own tax revenue mobilization, largely due to the intro-
duction of value added tax (VAT) in 2005; increased central devolution
due to buoyant central government taxes; and the reduction in revenue
expenditure to GSDP ratio, primarily due to the decline in economic and
social services expenditures and the interest burden.? It is argued that
the improved fiscal balance has also contributed to the increase in the
fiscal space at the state level. Although, in the post global financial crisis
years there was fiscal expansion at the central government level, result-
ing in a sharp increase in the fiscal deficit of the central government,
the states continued with fiscal restraints. In aggregate, all state fiscal
deficits remained below the FRA target between 2008-09 and 2014-15
(preliminary estimates). However, differences were observed in the inter-
state fiscal imbalance profile. Although the rate of increase of deficits
was different in different states, most states were able to generate revenue
surpluses and successfully reduced their fiscal deficits below 3 percent
of GSDP during the post-FRA period. It needs to be emphasized that
the states that achieved these targets also had a better history of fiscal
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Table 3.1 Major fiscal indicators (% to GSDP)

Revenue deficit Fiscal deficit Primary deficit

Average Average Average Average Average Average
before after before after before after
FRBMA FRBMA FRBMA FRBMA FRBMA FRBMA

Group A

Goa 1.7 -0.5 4.6 2.8 1.7 0.8
Maharashtra 2.4 -0.3 4.1 1.6 2 -0.1
Haryana 1.4 0.5 33 2.3 0.9 0.9
Gujarat 3.2 0 5.1 2.4 2.3 0.4
Tamil Nadu 1.7 -0.2 2.8 2 1 0.4
Group B

Kerala 2.7 2.2 4.2 34 1.7 1
Punjab 3.3 2.3 4.8 33 1.2 0.4
Karnataka 0.9 -0.8 3.1 2.5 1.4 0.8
Andhra Pradesh 1.6 -0.4 4.1 2.4 1.3 0.5
West Bengal 4.9 2.5 5.1 33 1.7 0.3
Group C

Rajasthan 3.3 —-0.1 5.7 2.1 2 -0.4
Jharkhand 1.3 -1 6.1 2.7 4.5 0.8
Chhattisgarh 0.4 =25 2.7 0.7 0.6 -0.4
Madhya Pradesh 2.3 =25 4.9 2.2 2.1 0.1
Odisha 3.7 =22 6 0 1.7 -1.9
Uttar Pradesh 3 -0.4 5 3.4 1.7 0.6
Bihar 2.1 -2.6 5.6 2.2 1.2 -0.1
Notes:

FRBMA = Fiscal Responsibility and Budget Management Act.

The time frames of state-specific averages differ across states as different states introduced
an FRA at different times. For details see Appendix 3A.2.

‘=’ sign indicates surplus.

Source: Reserve Bank of India (2015).

management and fiscal prudence (see Table 3.1). A comparison of the
fiscal imbalance profile before and after FRA implementation are given
in Figures 3.5a to 3.51. In these figures, the states are categorized as high-,
middle-, and low-income states. As evident, most states over adjusted
their fiscal deficits. My data analysis also suggests that low-income states
have adjusted their deficits more compared to high- and middle-income
states. In other words, states have borrowed less than the prescribed limit
of borrowing under the FRA except Kerala, Punjab, and West Bengal.
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a) High-income States: Revenue Deficits

3.2

W before FRA

2.4 @ after FRA

1.7 1.7
1.4
0.5
0
03 -0.2
-0.5

Goa Maharashtra Haryana Gujarat Tamil Nadu

b) High-income States: Fiscal Deficits

W before FRA
[ after FRA

Goa Maharashtra Haryana Gujarat Tamil Nadu

c¢) High-income States: Primary Deficits
............................................ 2.3
M before FR

I after FRA

................. =00
Goa Maharashtra  Haryana Gujarat Tamil Nadu

Note: FRA = Fiscal Responsibility Acts.

Source:  Compiled by the author.

Figure 3.5(a—i) Revenue, fiscal, and primary deficits, high-, middle-, and low-

income states as a percentage of gross state domestic product
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d) Middle-income States: Revenue Deficits
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f) Middle-income States: Primary Deficits
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Kerala Punjab Karnataka Andhra Pradesh West Bengal

Figure 3.5(a—i) (continued)
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g) Low-income States: Revenue Deficits

W before FRA
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h) Low-income States: Fiscal Deficits
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i) Low-income States: Primary Deficits

W before FRA
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Pradesh pradesh

Figure 3.5(a—i) (continued)
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These three states had to borrow to finance the deficits in their revenue
accounts.

The descriptive analysis of fiscal balance also suggests that the overall
state-level fiscal balance has improved with the introduction of fiscal rules.
However, state-specific fiscal imbalances are different across states espe-
cially with regard to revenue deficits. On the one hand, a few states contin-
ued to have deficits in their revenue accounts, implying borrowed resources
are being used for revenue expenditure purposes. On the other hand, if
fiscal deficits are considered, most states remained within the prescribed 3
percent FRA target.

This descriptive analysis does not conclusively establish the exact
impact of fiscal rules on fiscal balances and the way state-level fiscal con-
solidation has been achieved and the nature of the relationship between
different state-level macro and fiscal variables. There needs to be control
for such factors to examine the impact of fiscal rules on fiscal balance and
spending. The descriptive analysis also does not help in understanding the
process of fiscal adjustment in a rules-based fiscal control regime across
states. Due to multiple factors a panel data analysis — which suits the
studies that deal with dynamic changes — is used to address these issues.
The analysis used a dataset of 14 major non-special category states!?
spread over 15 years — from 2000-01 to 201415 — to examine fiscal rules
and public investment spending at the state level. This study used the
Arellano Bond Panel estimation.!!

3.7 THE ECONOMETRIC ESTIMATION

The final model has been defined to include two different determinants
(per capita GSDP and per capita central transfer) and two different
dummies (VAT and FRA), with the FRA dummy being the most impor-
tant variable of interest.

Econometrically, the model can be specified as follows:

K =0K;_| +Bgpc;, + Bjigft; + B3D,.vat + B,D,. fra + u;,
u; ~ IID(0, 62, (3.1
where K = per capita capital outlay
gpc = GSDP in per capita (in nominal terms)
igft = per capita intergovernmental fiscal transfers
D,.vat = 0; before VAT
= 1; after VAT
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Table 3.2 Fiscal impact on capital outlay

Variable Per capita capital outlay
LK 0.526%**
(5.35)
igft 0.167%**
(6.58)
gpc 0.00413**
(2.52)
D,.vat 164.0%**
(2.64)
D,.fra —135.6*
(-1.91)
Const. -34.6
(—0.88)

No. of observations = 190
Wald chi2(5) = 1522.11
Prob > chi2 = 0.000

Notes:

L.K means lag of per capita capital outlay.
t-statistics in parentheses.

*p<0.1; ** p<0.05; *** p<0.01.

Source:  Author’s computations based on Reserve Bank of India, Study on State Finances
(various issues).

D,.fra = 0; before FRA
=1 after FRA.

My analysis shows that the lag of per capita capital outlay, per capita
transfer (igft), and per capita GSDP (gpc) have a positive and significant
impact on increase in per capita capital outlay. The VAT dummy also has
a positive and significant effect on per capita capital outlay (see Table 3.2).
However, this study observed a negative relationship between the FRA
dummy and capital outlay at the state level.

3.8 SPENDING INERTIA

This result is not surprising. It should be emphasized that states in the
post-FRBMA period are extremely cautious in spending and in general
there is a spending inertia among the states reflected in an overcorrec-
tion of deficits. This has in turn depressed capital spending in states. This
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spending inertia has also contributed to the large accumulation of cash
surplus holdings by the states. The Reserve Bank of India Study on State
Finances 2011-12 observed that:

The surplus cash balances of the States stood at Rs.852 billion as at March
11, 2012. These cash balances get automatically invested in the central govern-
ment’s 14-day intermediate treasury bills as well as in auction treasury bills
(ATBs) where States are non-competitive bidders, without any ceilings/limits.
Consequently, there is a spillover of the surplus position of the States to the
liquidity position of the Centre. The build-up (and volatility) of the central gov-
ernment’s cash surplus, in turn, reflects the unintended absorption of liquidity
from the banking system which poses a challenge to the Reserve Bank’s mon-
etary management. (Reserve Bank of India, 2012: 70-71)

The same study also pointed out that the Thirteenth Finance Commission
in its report submitted in the FY 2009-10, ‘therefore, advised the State gov-
ernments to first utilize their cash balances before taking recourse to fresh
borrowings, to finance their deficits so as to reduce the interest burden’.
This in practice, however, did not happen.

3.9 CONCLUSIONS

Although during the post-FRA period there was a reduction in the states’
fiscal and revenue deficits, the econometric estimates in this study show
that public investment spending was negatively related with the FRA
dummy. It needs to be highlighted that the ‘one size fits all’ uniform rule
across states came under criticism. Since different states operated at dif-
ferent levels of sustainable deficits, imposing a uniform rule implied con-
straining capital spending unless large revenue surpluses are generated.
My expenditure model shows that the states have contained their public
investment spending to comply with the fiscal rules when controlled for
the growth of intergovernmental transfers and other state-specific factors.
However, most states have over-adjusted their fiscal deficits resulting in an
accumulation of cash surpluses. The impact of the decline in investment
spending on growth is an area of further research.

To conclude, the Fourteenth Finance Commission addressed this phe-
nomenon of spending inertia during the rules-based fiscal regime at the
subnational level by changing the design of the fiscal rules. The Fourteenth
Finance Commission has proposed that for the central government, the
fiscal deficit ceiling will be 3 percent of GDP from 2016-17 onward.
However for the states, flexibilities of 0.25 percent over and above 3 percent
of GSDP for a given year is allowed if the debt to GSDP ratio is below 25
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percent. Also, if the states limit their interest outgoings as a percentage of
revenue receipts below 10 percent, an additional 0.25 percent of GSDP is
allowed as an extra fiscal space for capital spending. It needs to be seen
how far the Fourteenth Finance Commission’s award is going to change
state-level fiscal behavior and the utilization of borrowed resources for
capital spending within the existing federal fiscal framework of transfers
(Finance Commission, 2015).

NOTES

The Finance Commission is a statutory constitutional body appointed quinquennially
by the President of India.

Prior to the recommendations of the Finance Commission in 2004, some states intro-
duced their own Fiscal Responsibility Acts (FRA). A few of them did it as a part of
the subnational structural adjustment lending programs support provided by the Asian
Development Bank and the World Bank. A review of the subnational adjustment
lending programs and its impact of state-level fiscal balance is available in Rao and
Chakraborty (2007).

Although, state-specific FRAs have other commitments such as reductions in the guar-
antees given by the state governments, the level of contingent liabilities, and in some
cases the level of debt, the incentive structure was linked to the reduction in revenue and
fiscal deficits. Thus, this study primarily focuses on these two indicators.

Cited in World Bank (2005).

Indian FY is from 1 April to 31 March. For example, FY 2005-06 means 1 April 2005
to 31 March 2006.

The Twelfth Finance Commission’s report was submitted in November 2004 and recom-
mendations became operational from the FY 2005-06.

‘At the same time, we recognize the adjustment period required for exit from the fiscal
loosening permitted to states in 2008—09 and 2009-10, as part of the national fiscal stim-
ulus to contain the adverse impact of the international growth breakdown. Accordingly,
we allow 2010-11 as a year of adjustment and begin the fiscal consolidation path only
from 2011-12’ (Finance Commission, 2010: 25, para. 3.24).

Currently India has one of the lowest income tax rates in the world.

It is observed that the decline in interest burden in the last couple of years is due to the
softening of interest rates on government securities. It is also argued that measures like
debt swap schemes in a low interest regime have benefited the states in reducing the
interest burden.

These states are Andhra Pradesh, Bihar, Gujarat, Haryana, Karnataka, Kerala, Madhya
Pradesh, Maharashtra, Odisha, Punjab, Rajasthan, Tamil Nadu, Uttar Pradesh, and
West Bengal. This study ignores the small and/or special category as they are over-reliant
on central government assistance. Over-dependence on central government transfers
severely constrains the fiscal autonomy of such states, and hence, affects their public
finance management ability.

Arellano and Bond (1991) suggested that if one is considering the orthogonality con-
dition that exists between lagged values of dependent variable and the disturbance
variable, then the additional instrument can be obtained in the dynamic panel data
model.
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Federalism, fiscal space, and public investment spending

Table 34.2 Date of FRBMA and period for calculating average

State

Month of
FRBMA

Period before FRBMA Period after FRBMA

Karnataka
Tamil Nadu
Kerala

Punjab

Uttar Pradesh
Gujarat
Maharashtra
Himachal Pradesh
Rajasthan
Madhya Pradesh
Andhra Pradesh
Odisha

Tripura
Haryana
Manipur
Chhattisgarh
Assam
Uttarakhand
Meghalaya
Bihar

Goa

Mizoram
Jharkhand
Nagaland

West Bengal
Sikkim

Sep 2002
May 2003
Aug 2003
Oct 2003
Feb 2004
Mar 2005
Apr 2005
Apr 2005
May 2005
May 2005
Jun 2005
Jun 2005
Jun 2005
Jul 2005
Aug 2005
Sep 2005
Sep 2005
Oct 2005
Mar 2006
Apr 2006
May 2006
Oct 2006
May 2007
Jan 2010
Jul 2010
Sep 2010

1992-93 to 2001-02
1994-95 to 2002-03
1994-95 to 2002-03
1994-95 to 2002-03
1994-95 to 2002-03
1998-99 to 2004-05
1998-99 to 2004-05
1998-99 to 200405
1998-99 to 200405
1998-99 to 2004-05
1998-99 to 2004-05
1998-99 to 2004-05
1998-99 to 200405
1998-99 to 200405
1998-99 to 2004-05
2000-01 to 2004-05
1998-99 to 2004-05
1998-99 to 200405
1998-99 to 2004-05
2001-02 to 2005-06
2001-02 to 2005-06
2001-02 to 2005-06
2002-03 to 200607
200607 to 2008-09
2008-09 to 2009-10
2008-09 to 2009-10

2003-04 to 2012-13
2004-05 to 2012-13
200405 to 2012-13
2004-05 to 2012-13
2004-05 to 2012-13
200607 to 2012-13
200607 to 2012-13
200607 to 201213
200607 to 2012-13
200607 to 2012-13
200607 to 2012-13
200607 to 2012-13
200607 to 201213
200607 to 2012-13
200607 to 201213
200607 to 2012-13
200607 to 2012-13
200607 to 2012-13
200607 to 201213
2007-08 to 2012-13
2007-08 to 2012-13
2007-08 to 2012-13
2008-09 to 2012-13
2010-11 to 2012-13
2011-12 to 2012-13
2011-12 to 2012-13

Note:

Source:

Reserve Bank of India (2015).

FRBMA = Fiscal Responsibility and Budget Management Act.
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4. Fiscal equalization schemes and
subcentral government borrowing

Salvador Barrios and Diego Martinez-Lopez

4.1 INTRODUCTION

Subcentral government public finances have deteriorated sharply in several
developed economies since the global financial crisis, contributing signifi-
cantly to the deterioration of general government fiscal balances in coun-
tries with highly decentralized fiscal policies (Ter-Minassian and Fedelino,
2010). In some cases, subcentral governments’ public finances have experi-
enced diverging evolutions, casting doubts on the achievement of national
fiscal objectives (European Commission, 2012; Foremny and von Hagen,
2012). Existing subnational borrowing rules and other fiscal restraints may
play a role in ensuring greater homogeneity in regional borrowing, but the
heterogeneity in regional fiscal constraints may be difficult to diminish
when regions face different fiscal needs and fiscal capacities. This chapter
investigates the way that differences in fiscal capacities, which are primarily
determined by regional differences in gross domestic product (GDP) per
capita, influence regional public borrowing depending on the existing fiscal
equalization scheme.

The effective contribution of subcentral governments to national fiscal
consolidation objectives may be severely constrained for two reasons.
First, regions usually face long-lasting income differentials, which make
some largely dependent on intergovernmental grants to ensure sufficient
access to public goods and services according to nationally set standards.
This regional heterogeneity in fiscal capacities can be directly linked to dif-
ferences in productivity and competitiveness levels, which are unlikely to
vanish in the medium term and, in many instances, the long term (Barrios
and Strobl, 2009). Second, the decentralization of fiscal policy also leads
to an imperfect transfer of fiscal responsibilities, as incentives for regional
governments to keep their public finances in order may be lower than
those for central governments, leading to different borrowing behaviors.
Indeed, when national resources are available for regional redistribution,
regional governments may be less concerned about the impact of their

130

Property of Edward Elgar Publishing Ltd. Unauthorised copying or distribution is prohibited



Fiscal equalization schemes and subcentral government borrowing 131

individual fiscal decisions on the total amount of financial resources for
other regions. This is known as ‘common-pool’ problems in fiscal federal-
ism (Velasco, 2000; Rodden et al., 2003).

Likewise, cross-regional income differences can have a protracted effect on
public debt and deficit given that incentives to undertake structural reforms
and/or to avoid budgetary slippages are notoriously poor in the presence
of permanent fiscal transfers (Duval and Elmeskov, 2006). Evidence sug-
gests that this is more likely if similar levels of public services are expected
across constituencies with large differences in GDP per capita and if the
fiscal equalization scheme does not provide appropriate mechanisms to
deter and/or to reduce excessive regional fiscal imbalances (Rodden, 2006).
The extent to which these permanent redistribution schemes may face the
opposition of richer (i.e., net creditor) regions and/or may compromise the
conduct of national fiscal policies remains a source of discussion.

Generally, the possibility for subnational entities (i.e., states, regions,
or cities) to benefit from financial rescue either through bailouts or verti-
cal grants modifies their intertemporal budget constraint. Regional fiscal
policy decisions may thus be more distorted than, for example, country-
level fiscal policy decisions, since regions naturally set their fiscal policy
objectives by anticipating the resources from the central government.!
Recent cross-country evidence suggests that in countries where vertical
fiscal imbalances are high, national public deficits also tend to be large
(Eyraud and Lusinyan, 2013).

Several factors have been put forward in the literature explaining how
fiscal decentralization can influence regional borrowing and affect coun-
try-level fiscal policy. These elements range from soft-budget constraints
and misperception of the cost of public services, the size and age structure
of the population, to the degree of political fragmentation (Buettner and
Wildasin, 2006; Velasco, 2000; Alt and Lowry, 1994; Egger et al., 2010).

This chapter argues that the design of fiscal equalization schemes may
also matter. The design refers to the main components of equalization
grants used for interregional solidarity, that is, fiscal capacity (i.e., the eco-
nomic capacity of regions to finance their own public spending through
taxes) and normative fiscal effort (i.e., the benchmark tax rate set at the
national level) determining the extent of transfers in favor of relatively
poor regions (Boadway and Shah, 2007). Regions with differing fiscal
capacities may incur higher or lower indebtedness depending on expected
tax revenues redistributed through central government grants and the
degree of public revenue smoothing within the country. However, depend-
ing on the design of the fiscal equalization scheme and national policy
objectives, either rich or poor regions may incur higher deficits. Empirical
findings concerning Germany and Spain support these hypotheses, while
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132 Central and local government relations in Asia

the evidence from Canada remains mixed. In Germany, the poorer Ldinder
(states) are more prone to borrow (after controlling for other factors),
while the opposite occurs in Spain.

In this chapter, a fiscal reaction function was estimated for regions of
Canada, Germany, and Spain, explaining subnational borrowing as a
function of standard regressors used in the literature (i.e., business cycle,
lagged public debt, and others) together with the GDP per capita. These
econometric estimates provide country-specific results with different pat-
terns in regional public borrowing according to whether rich or poor ter-
ritories were considered. The extent to which the particular design of the
equalization grants condition the relationship between regional borrowing
and GDP per capita was then investigated to explain the different patterns
observed across countries according to their regional fiscal redistribution
scheme. To do so, a simple theoretical model was used with a stylized
equalization formula that illustrates basic intuitions determining the dif-
ferent fiscal behavior of subnational governments.

4.2 FISCAL EQUALIZATION SCHEMES AND
SUBCENTRAL GOVERNMENT BORROWING:
CANADA, GERMANY, AND SPAIN

4.2.1 Fiscal Decentralization and Intergovernmental Transfers

Canada, Germany, and Spain are three countries with notoriously decen-
tralized fiscal policies. All have experienced substantial decentralization
of their public finances either on the spending side, tax revenue side, or
both. They differ notably, however, in the fiscal equalization schemes used
and regarding the evolution of regional indebtedness over the past two
decades. Table 4.1 shows the different elements that, given the focus of this
chapter, are likely to influence the relationship between public borrowing
and regional income differences.

The first difference concerns the degree of tax revenue decentraliza-
tion. Considering 2010 figures, Canada stands out, as regions there have
the highest level of own-tax revenues in relation to the total revenues of
the central government. The degree of tax autonomy is also the most
advanced. German and Spanish regions have a significantly lower degree
of tax autonomy and tax revenues in relation to the central government
total tax revenues. Spanish and German regions have also less leeway in
determining their own tax rates or tax bases. Regional government rev-
enues and expenditure are more unbalanced in Spain than in Canada and
Germany, although this gap has been reduced since 1995. In Canada and
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Fiscal equalization schemes and subcentral government borrowing 133

Table 4.1  Fiscal frameworks of Canada, Germany, and Spain

Public Tax revenues Intergovernmental Tax autonomy
expenditure (% of general transfer revenues (% total
(% of general ~ government (% total regional regional
government tax revenue) revenues) revenues)
expenditure)

1995 2010 1995 2010 1995 2010 1995 2010

Canada 40.44 46.88 37.06 39.52 18.37  21.19 37.10 38.90
Germany 18.74 21.41 21.64 21.16 17.20 18.05  21.60  22.90
Spain 21.60 3442 480 1824 7330  49.00 480 2230

Note:  See OECD (2013) for a definition of the tax autonomy indicator.

Sources:  OECD and authors’ calculations.

Germany, the share of regional revenues stemming from federal grants
ranged between 17 percent and 21 percent of total revenues over the period
and remained around that level for most of the period. In Spain, however,
the share of total revenues stemming from central government grants was
largely dominant in 1995, representing 73.3 percent of total regional rev-
enues, and still substantial in 2010 at 49.0 percent.

These figures reflect important differences across the countries in terms
of design and implementation of intergovernmental transfers. In Canada,
these transfers are formula-based grants from the central government,
which are set according to the differences in fiscal capacities (Bird and
Tassonyi, 2003). It also means that Canadian provinces have little leeway to
conduct discretionary fiscal policy. In addition to these vertical transfers,
Canadian provinces receive substantial funds to ensure the provision of
health care and social services, which together represent around 65 percent
of total transfers to the provinces (Dahlby, 2008).

In Germany, fiscal equalization is enshrined in the Constitution, and
it takes place after splitting revenues from shared taxes between the
federal and Ldnder level in three successive stages. The redistribution
criteria depend on the tax capacities and financial needs of each Ldnder.
Horizontal redistribution is topped up by vertical redistribution from
the federal government to further smooth per capita tax revenues among
regions. These vertical grants became especially relevant as of 1995, when
former East German Ldnder (as well as for some small former West
German Liinder) entered this scheme.?

In Spain, regional financing is essentially vertical through central
government grants.> The Constitution recognizes equal access to public
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134 Central and local government relations in Asia

services across the national territory; from the early 1990s, this criterion
has evolved into providing similar per capita financing across regions
through a myriad of funds. Overall, the Spanish regional financing system
has moved to more financial autonomy through a greater regional share of
tax revenues and spending competencies, most notably in the area of edu-
cation and health, which has also translated into a greater dependence of
some communities on vertically redistributed funds. The regional financing
system in Spain has been characterized by a high degree of arbitrariness in
intergovernmental transfers, evolving into a strategic game among the dif-
ferent administrative levels. As a result, the imbalance between the regional
expenditure attributions and the financial means allocated for this purpose
has tended to increase (Vallés and Zarate, 2004).

Given the above evidence, one would expect that potential changes to
intergovernmental transfers would have a substantial impact in Spain
compared to in Canada and Germany. Indeed, Figure 4.1 suggests that
both the size and variability of financial transfers to the regions have been
higher in Spain compared to Canada and Germany.

In all of these countries, the global financial crisis has also had a signifi-
cant impact on regional borrowing, especially in Canada and Spain (see
Figure 4.2). Spain illustrates the successive periods of tax revenue windfalls
and shortfalls linked to the housing boom that impacted Spanish regions’
public finances (Barrios and Rizza, 2010). In Canada, this was mainly due
to increased financing of current expenditures through regional borrowing
(Guillemette, 2010).4

4.2.2 Fiscal Equalization Schemes

Fiscal equalization schemes have led to similar patterns of income redis-
tribution across the three countries (see Figure 4.3). Barring national dif-
ferences in GDP per capita levels, the relationship between the degree of
regional income redistribution and the regional level of GDP per capita
is similar.> Simple ordinary least squares (OLS) regressions between the
(log) level of grant per capita and the (log) GDP per capita indicate that
the redistributive effect of intergovernmental grants tends to be similar
in Germany and Spain. For instance, a decrease in the level of GDP per
capita of 10 percent entails an increase of 40 percent and 38 percent of the
intergovernmental grants per capita in Germany and Spain, respectively.®
In Canada, this increase is about half of these figures (22 percent). In this
context, the existence of fiscal equalization grants in the presence of large
differences in regional income per capita are likely to increase regional
public borrowing in poor regions and, in some cases, rich regions.

Figure 4.4 considers the link between GDP per capita and the change in
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Sources:  OECD and authors’ calculations.

Figure 4.1  Financial transfers from federal to regional governments
(% of national GDP)

public debt over the period 1995-2010 for Canada, Germany, and Spain.
In Canada and Spain, the relationship appears positive (i.e., suggesting
that richer regions tend to have experienced a higher increase in public
borrowing during this period). On the contrary, in Germany, the opposite
seems to hold. It is, of course, premature to draw conclusions from this
evidence, given the influence of a number of factors not accounted for,
such as the starting level of debt or influence of the business cycle, which
may condition the relationship between indebtedness and regional income
per capita differences.
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Figure 4.2 The evolution of net lending and net borrowing in Canada,
Germany, and Spain, 1995-2010

4.2.3 Econometric Analysis of the Determinants of Regional Government
Borrowing with Fiscal Equalization

To analyze the link between differences in income per capita and regional
borrowing, the fiscal reaction function approach was adopted, now widely
used in public financial literature (Bohn, 1998). An econometric model was
specified where regional borrowing, represented by the primary balance
(i.e., net lending minus interest payment expressed in percentage of GDP),
is a function of past borrowing, debt level, and business-cycle factors. The
equation was written as:

pb; =Byt Bypb;y + B3 Dyt By OG; + Bs Yeap,  + Be X, T & (4.1)

where:
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calculations.

Figure 4.3  Federal grants versus gross domestic product per capita in
Canada, Germany, and Spain

the indexes indicate the region (i) and the year (¢);

the dependent variable is the primary balance, which is regressed on its
past level (at 1 — 1);

D is the debt level;

OG is the output gap;

Ycap is the regional GDP per capita;

while X is a vector of control variables and € is a time- and region-specific
error component.

Usually, the main parameter of interest in such a fiscal reaction func-
tion is the coefficient B; whereby a positive coefficient indicates that fiscal
policy is sustainable.

The output gap captured the impact of the business cycle on fiscal policy
and was indirectly intended to reflect the size of automatic stabilizers; they
are especially relevant in the Spanish case as long as a significant part of
regional revenues were linked to the housing boom.

The output gap was obtained for each region using the Hodrick and
Prescott (1997) filter with a smoothing parameter, A = 6.25, as suggested
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by Ravn and Uhlig (2002) for annual data. The nominal GDP was used
to build this indicator, such that the output gap also included the effect
of inflation (and therefore of seigniorage revenues).” The main coefficient
of interest was B, which was expected to be either positive or negative,
depending on whether poor or rich regions (i.e., regions with a low or high
value of Ycap, respectively) tend to incur higher net borrowing. By esti-
mating equation 4.1 for each country, whether cross-country institutional
differences influence the sign of the estimated coefficient 5 was examined.
The primary balance was measured net of the grants received through
regional equalization.

In practice, however, it is difficult to know whether these grants influ-
ence regional fiscal policy by modifying the intertemporal budget con-
straint. A clear identification problem was thus faced when attempting to
interpret the coefficient f; of the GDP per capita variable. To deal with
this issue, a number of control variables (represented by X in equation 4.1)
were included to reflect structural differences in financing capacity and
regional public services needs following the literature on regional fiscal
policy (Buettner, 2006).

The first control variable was the share of each region in the total popula-
tion of the country reflecting the fact that regions with larger populations
tend to face higher public spending needs. In addition, political factors may
also influence fiscal policy decisions (Fatas and Mihov, 2003). Another
control, a dummy variable indicating whether in a given year regional elec-
tions took place, was thus included. One could also consider that the influ-
ence of a regional election process on regional fiscal behavior may differ
when it coincides with general elections, as it may condition national fiscal
policy and impact regional public finances. Consequently, another control
variable was added, taking a value equal to 1 when the regional election year
coincides with a general election year, and zero otherwise. For both election
variables, data provided by Schakel (2013) were used. Finally, the amount of
grants received during the period (¢ — 1) was also controlled for, which may
affect the amount of revenues expected by the region in period (7).

The time period available for each of the variables listed above differed
across countries. To be able to compare results across countries more
accurately, the post-1994 period was the focus (see Table 4.2).

Results of equation 4.1 are presented by country, pooling all regions and
years together. When dealing with such pooled data, it is natural to pay
specific attention to the error in term g, , of equation 4.1. In a panel data
context, this term can be considered two components, an i.i.d. term @,
with the classical statistical properties ensuring that equation 4.1 was cor-
rectly estimated, and a panel-specific (or fixed) effect such as pi, assumed
to be region-specific and invariant such that g, , = ¢, , + ;.
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Table 4.2  Summary statistics of variables used for estimation of the
regional fiscal reaction functions, 1995-2010: average value and
standard errors

Primary GDP per Output  Publicdebt Intergovern-

balance capita gap (gross, %  mental grants
(net of GDP) (% GDP)
government
grants, %
GDP)
Canada —0.03240 10.35030 0.00005 0.58620 0.06110
(0.03500) (0.27100)  (0.00200)  (0.19270) (0.04050)
Germany  -0.04110 10.02790 0.00002 0.21280 0.01980
(0.03250) (0.23950)  (0.00154)  (0.09210) (0.02510)
Spain —0.05330 9.70580 0.00020 0.05290 0.04780

(0.04270)  (0.31440)  (0.00070)  (0.02340) (0.03770)

Notes:
GDP = gross domestic product.
Standard errors in parentheses.

Sources:  OECD and authors’ calculations.

The parameter , included region-specific effects, which, when not properly
accounted for, can lead to biased estimates. This region-specific parameter
thus played a specific role, as it represented the potential elements specific
to a given region i that do not vary across time but that could bias the
estimated relationship between regional borrowing and GDP per capita.
This could also occur for regions with special status, such as city-states
in Germany, or overseas regions entitled to specific grants, such as the
Canary Islands in Spain. Therefore, equation 4.1 was estimated by control-
ling for region-specific effects with a panel fixed-effect estimation, remov-
ing the potential influence of region-specific unobserved parameters u,.
The potential endogeneity bias resulting from the estimation of equation
4.1 (e.g., between the dependent variable and its lagged value and the level
of debt) required the use of instrumental variables. For this reason, a
bias-corrected least-square dummy variable dynamic panel data estimator
was used based on the Blundell and Bond (1998) system estimator, which
allowed accounting for both endogeneity and region-specific fixed effects,
while correcting the standard errors based on the Kiviet (1995) methodol-
ogy (i.e., the generalized method of moments (GMM) system estimator).8
Standard OLS estimations are also reported for information purposes only.
The main results are reported in Tables 4.3-4.5.
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The relationship between the regional GDP per capita and primary balance
(i.e., primary surplus in the econometric analysis) displays different signs
across countries when using the panel fixed-effect model according to
Column 1. The results indicate that in Spain and Canada, rich regions
tend to have lower primary surpluses (i.e., higher primary deficits). The
results for Germany go in the opposite direction: relatively poor Ldnder
tend to have higher deficits. In both the German and Spanish cases, the
coefficients obtained for the GDP per capita variable are highly significant
at the 1 percent level. The same coefficient is statistically insignificant in
the Canadian case.

In the German case, the results indicate that a Land with a GDP per
capita of 10 percent more than the average will have a primary budget
balance 0.361 percentage point higher per year, an arguably economi-
cally significant figure. In the Spanish case, the result suggests that richer
regions incur higher borrowing in the absence of intergovernmental trans-
fers. The coefficient is also economically significant, since Spanish regions
with an average GDP per capita of 10 percent more than the average will
also have a —0.245 percentage point lower primary surplus.

These findings are consistent with previous works. Lago (2005) obtained
a similar result for Spanish regions over 1984-1999.° For Germany,
Schuknecht et al. (2009) showed that poorer Ldnder (also net recipients
of intergovernmental transfers) experience softer budget discipline from
financial markets and tend to run higher budget deficits than richer regions.
This study also looked at Canadian provinces, and showed a similar
pattern. The federal government in Canada is, in principle, not allowed to
bail out provinces, but in Germany, bailouts can happen, as in the cases
of Bremen and Saarland.!® The evidence reported by Heppke-Falk and
Wolff (2008) indeed suggested that after the Federal Constitutional Court
decisions favoring the bailouts of Bremen and Saarland, Ldnder with high
interest debt burdens tended to have lower risk premiums.

The estimation of the fiscal reaction function checked whether regional
fiscal policy was sustainable during the period considered. A positive coef-
ficient on the (lagged) debt variable would indicate, for instance, that a
given region reacts to an increase in debt by increasing its primary surplus.
Yet a negative coefficient on the debt variable would indicate that a given
regional government runs a larger deficit (or lower surplus) as a conse-
quence of a rise in public debt.

In all three countries, regional governments tend to run unsustainable
fiscal policies, although this characteristic is especially pronounced in
Spain, where the coefficient estimate on the public debt variable is both
large and significant.!!’ Another common result is that regional fiscal
policy appears to be largely pro-cyclical (i.e., a deterioration of the output
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gap leading to an increase in the primary surplus and vice versa), with
Spain again showing an especially large coefficient in absolute terms.

Column 2 in Tables 4.3-4.5 deals with impact equalization transfers on
the regional primary balance. To do so, the regressions reported in Column
1 were re-estimated by including federal grants (lagged one period to avoid
a potential endogeneity bias) as the explanatory variable. The sign and size
of the coefficient on the GDP per capita variable obtained previously still
holds. The coefficient estimated on the lagged grant variable is only signifi-
cant in Germany and Canada, although with opposite signs. In Canada,
the level of federal grants received in the previous period tends to lower the
primary surplus in the subsequent period, while the opposite is true in the
German case. In all cases, however, the inclusion of federal government
grants received as an additional control variable does not significantly
change the results reported in Column 1.

In Column 3 of Tables 4.3-4.5, the fiscal reaction function was further
re-estimated, including the additional control variables represented by
the share of each region in the national population with the two electoral
dummy variables. Including these variables did not alter the main result
regarding the sign and size of the coefficient estimate for the GDP per
capita variable. These additional control variables are not significant;
in Germany, the congruence of regional and general elections tends to
deteriorate regional primary balances.

Columns 4-6 report results on the same specification tested in Columns
1-3 but using the GMM system estimator correcting for potential endoge-
neity. The coefficient estimated for the GDP per capita variable remains
similar and is only significant in the German and Spanish cases, although
the size of this coefficient is slightly lower for Spain. A similar conclusion
regarding the sustainability of fiscal policy also holds.

Several robustness checks of the results presented in Tables 4.3-4.5 were
also conducted. In the Spanish case, the two regions with special status,
the Basque Country and Navarre, were excluded. Results remain broadly
similar. In the German case, the impact of the Federal Constitutional
Court judgment of 1992 in favor of indebted Ldnder was considered,
using a dummy variable. A positive, although nonsignificant coefficient,
was obtained. This result can be explained by the fact that the deci-
sion concerned two regions with relatively high (Bremen) and medium
(Saarland) GDP per capita. Separately, West German Ldnder during
1986-2011 were considered. In this case, the GDP per capita remains
positive, albeit insignificant, su