Session 2.2. Fiscal Decentralisation

INTRODUCTION

The second part of the morning will introduce fiscal decentralisation and own revenues as a
way to strengthen accountability. Theories of second-generation fiscal federalism will be
discussed and the four pillars of intergovernmental finance—(1) expenditure responsibilities,
(2) revenue assignments, (3) intergovernmental transfers and (4) sub-national debt and
borrowing—will be introduced. The focus will be on supporting strategies for decentralisation,
harmonisation and alignment.

You will engage in group discussions and are actively invited to relate and share your
experiences.

BACKGROUND INFORMATION

Part 1: Understanding the context of fiscal decentralisation

The session starts with an introduction to the context of fiscal decentralisation and a brief
explanation of the major issues.

Definition of fiscal decentralisation: 1% generation. The 1% generation of fiscal
decentralisation, or "fiscal federalism", sets forth an active and positive role for the
government in terms of correcting various forms of market failure, establishing equitable
distribution of income and stabilising the macro-economy at high levels of employment with
stable prices. According to Oates (2005), the implicit assumption is that government
agencies, as “custodians of the public interest”, will seek to maximise social welfare, either
because of some kind of benevolence or because of electoral pressures in a democratic
system. In short, where market failure prevails, there is a presumed need for public
intervention. Another implicit assumption is the political stability of a sustainable nation-state,
which provides the context for the theory.

Based on these premises, Litvack and Seddon (1999) define fiscal decentralisation as
follows: “Decentralisation is the transfer of authority and responsibility for public functions
from the central government to subordinate or quasi-independent organisations or the private
sector.”

Definition of fiscal decentralisation: 2" generation. It is often history and politics—not
economics—that determine the sub-national structure of government and drive fiscal
decentralisation reforms. Many fiscal decentralisation reforms have shifted financial
resources to the local government level but failed to decentralise the discretion to manage
these resources.

As described by Oates (2005), second-generation fiscal federalism examines the workings of
different political and fiscal institutions in a setting of imperfect information and control, with a
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basic focus on the incentives that these institutions embody and the resulting behaviour they
induce from utility-maximising participants. It builds on first-generation fiscal federalism but
assumes that public officials have goals induced by political institutions that often
systematically diverge from maximising the welfare of the citizenry.

This new perspective implies that fiscal decentralisation requires more than just a “pushing
down” of financial resources: control over these financial resources matters just as much.
Additionally, if you look at things through this new lens, decentralisation is tied much more
closely to governance and poverty reduction (empowerment). This new—more people-
centred—line of thinking about fiscal decentralisation is reflected in Bahl's (2005) definition of
fiscal decentralisation: “[Fiscal] decentralisation is the empowerment of people by the [fiscal]
empowerment of their local governments.”

Potential benefits of fiscal decentralisation. Several potential benefits of fiscal
decentralisation follow from these two bodies of work. According to Oates (2005), the two
main benefits are (1) more accountability on the part of government officials because they
are on the hook for service delivery to the local population that elected them and (2) more
willingness on the part of the local population to pay for services because they get what they
want.

Another important benefit is the promise of increased revenue mobilisation. This happens
because decentralisation can broaden the aggregate tax base by reaching the traditional tax
bases of income, consumption and wealth in ways that a central government cannot.

Finally, some argue that successful fiscal decentralisation stimulates innovation in economic
decision making because it allows a variety of experiments and initiatives that can, through
comparison and learning, improve the overall performance of the system. Furthermore,
competition between jurisdictions may enhance the overall performance of the government.

Costs associated with fiscal decentralisation (adapted from Oates, 2005). There can
also be costs associated with fiscal decentralisation, which is, perhaps, why not all places
choose this route.

Heading the list is macroeconomic control. Central governments would like the flexibility to
respond quickly to changes in the economy—to raise taxes or cut expenditures to deal with a
deficit, for example. If the government is locked into a fixed share of revenue allocated to
local governments, the ability to cut the deficit by reducing expenditures is significantly
reduced.

Another line of thinking is that national priorities for capital investment do not conform to local
government choices. The national government is interested in investments in infrastructure
that have regional and national benefits, such as irrigation, national roads and energy. Sub-
national governments will be focused on capital investments with regional and local benefits.

A third cost of decentralisation is that the centre will lose some control over infrastructure
development because local governments will have some discretionary spending power. The
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net result of fiscal decentralisation could be a shift of resources from central governments,
which have higher rates of savings and investment, to provincial and local governments,
which spend at a greater rate on consumption of goods and services.

A fourth point is that revenue centralisation gives greater potential for equalisation. However,
just because the central government has more funds to allocate, it does not necessarily
follow that it will allocate these funds on an equalising basis. In fact, most countries do very
little equalisation through their grant systems.

Linkages between fiscal, administrative and political decentralisation. In order to attain
the full benefits of fiscal decentralisation, it is important to acknowledge that supporting fiscal
decentralisation alone is not enough. To truly empower local communities and to achieve
pro-poor outcomes, it is crucial to take account of the linkages of fiscal decentralisation with
administrative and political decentralisation.

Introducing the four pillars of fiscal decentralisation. Fiscal decentralisation and fiscal
empowerment of local governments is traditionally divided into four elements or “pillars™
(1) the assignment of responsibilities for expenditure, (2) revenue assignments and local
revenue administration, (3) the design and provision of inter-governmental fiscal transfers
and (4) local government borrowing and debt.

Part 2: Assigning expenditure responsibilities

Although assigning expenditure responsibilities is an important pillar of fiscal
decentralisation, this topic will only be touched upon briefly in this session, since it is
discussed in depth in the session on administrative decentralisation.

Functions of the state. According to Musgrave (1959), as discussed in the session on
administrative decentralisation, there are three main roles or branches of the public-sector
budget:

* To provide a stable economic environment. The maintenance of high employment
and price stability should be assigned to the central government. This is true for
two reasons. First, the economically and fiscally open character of economies in
sub-national jurisdictions prevents sub-national governments from effectively
addressing macro-economic concerns such as employment and price levels.
Second, the institutional economic reality is that one of the basic tools of
stabilisation policy—control over the money supply through a monetary authority—
rests with a central bank.

* To promote a more equitable distribution of income/resources. For much the same
reason, because sub-national economies are “open”, securing equity in the
distribution of income and wealth should largely be a central responsibility.

* To assure a more efficient allocation of resources (when markets fail). The
efficiency argument (i.e., allocation policy) is the raison d’étre for a sub-national
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role. Allocation focuses on two topics: (1) the manner in which the public sector
intervenes in how an economy uses (allocates) its scarce resources by collectively
purchasing not only final goods but also the services of the factors of production
(labour, capital and land) and (2) the determination of which type or level of
government shall be responsible for which purchases.

This third role involves establishing criteria, according to a set of principles and objectives,
for sorting out which government does what with respect to the allocation function. This leads
us to the most important guiding principle of revenue assignment: finance should follow
function (for examples see Table 2.2.1). The country specific-guiding principles of the
DPWG-LGD describe three main reasons for this:

One cannot establish the required level of sub-national government revenues
without an estimate of expenditure needs.

If finance does not follow function, it becomes difficult to effectively impose hard
budget constraints at the sub-national level if there is an insufficient assignment of
revenues.

The economically efficient assignment of revenues requires prior knowledge of the
assignment of expenditures.

Table 2.2.1: Expenditures Related to the Assignment of Revenues

Local government expenditure
(local service delivery and/or local
infrastructure)

Examples

Appropriate funding source

Local government services that are
excludable and that do not have any spill-
overs or equity implications

Excludable club
goods, such as
public swimming
pools;

Local utilities

User fees or quasi-user fees

Local government services that are not
excludable or those that have local spill-
overs ("truly" local services)

Local parks, minor
local roads;
Refuse collection in
urban areas

Local taxes

Local government services that have spill-
overs between local jurisdictions

District roads;
Mosquito control

Local taxes combined with inter-
governmental (matching) grants

Local spending on national priority
programmes (i.e., national priorities where
provision is delegated or devolved to local
government)

Public education;
Public health care

Sectoral/conditional inter-
governmental grants
(supplemented by local revenues
as demanded by political priorities)

Local spending on programmes that have
important equity implications, or national
implications for spill-overs

Social welfare
programs;

Public education;
Pure public goods

Sectoral/conditional inter-
governmental grants, equalising
general-purpose grants

Local spending on local capital
development

Capital-development
programs

Borrowing (if possible);
Intergovernmental grants
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Part 3: Instruments for financing sub-national governments

The second pillar of intergovernmental finance: Revenue assignment. The second pillar
of inter-governmental finance—revenue assignment—refers to the mix of user charges,
taxes and transfers assigned to each level. Local governments in developed as well as
developing countries rely to a greater or lesser degree on a number of local own-source
revenues to fund expenditures within the local realm of responsibility.

The DPWG-LGD (2009) calls for strengthening the mobilisation and foreseeable nature of
local governments’ resources. Why does this need to happen?
* Sub-national governments are often more accountable for controlling spending if
they are also responsible for revenues.
* |t reduces excessive demand by sub-national governments for transfers from the
centre.
* |t allows tax policies (tax levels and structure) to be tailored to the conditions and
preferences of sub-national governments.

Features of an ideal local revenue source. As mentioned earlier, the DPWG-LGD (2009)
recommends fostering the sustainable mobilisation of own resources by local authorities in
connection with the relevant services.
Taxes that are “ideal” for local governments to mobilise, are taxes

* that achieve a “correspondence” between the tax and the benefits from local

government services
* are relatively easy to administer
* do not easily give “perverse incentives” to taxpayers

Revenues commonly assigned to the local level include taxes such as property taxes, user
fees (for example, utility fees, fees for garbage collection or market fees), licensing and
permit fees, and rent on local government property, such as buildings and equipment.

Lessons learned. Complete local autonomy for generating revenue would imply that local
governments are able to assess and set the tax base, set the tax rate and administer or
collect the revenue. Few countries provide their local authorities with such a high degree of
discretion unless there are substantial mechanisms for public and social accountability in
place to make sure the collection and utilisation of these funds occurs in accordance with
local priorities. Unfortunately, it is frequently true that there are fewer good local revenue
options available for local governments in developing countries compared to their
counterparts in more-developed economies. Steffensen (2010) points out that in Uganda and
Tanzania, for example, several local taxes have been abolished recently without sufficient
consideration of alternative sources. In other countries (e.g., Zambia), the central
government strongly controls local government tax rates and the tax base, and there are
numerous examples of political interference in the mobilisation of local government
revenues.
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Part 4: Inter-governmental fiscal transfers

The third pillar refers to inter-governmental transfers, which are needed in the variety of
circumstances in which sub-national governments operate—explicitly or implicitly—as agents
of the national government.

The DPWG-LGD’s (2009) country-specific guiding principles advise establishing
mechanisms that ensure that financial transfers from the State to sub-national governments
are done in a regular, transparent and foreseeable way, along with supporting modalities for
equalisation aimed at reinforcing balance and solidarity between territories.

Reasons for intergovernmental transfers. The revenues from local taxes are almost
always insufficient for carrying out the functions assigned to local governments. Thus, inter-
governmental transfers are required to mitigate this imbalance. There are many different
kinds of inter-governmental transfer systems, and they have different types of impacts on
local government finances. Some stimulate local spending, some are substituted for local
revenue efforts, some are equalising and some lead to more fiscal autonomy for the local
government than others. The DPWG-LGD’s (2009) guiding principles say that countries too
often enter into the process of grant design without clear objectives for what the transfer
system is to accomplish. Well-designed transfers typically have three objectives (adapted
from Ebel and Péteri, 2007):
1. providing incentives for efficient spending and utilisation of the municipal revenue
base
2. guaranteeing sufficient funds for managing local functions by mitigating vertical
imbalances
3. supporting regional equalisation of communities by mitigating horizontal imbalances

Design. As with any fiscal policy, intergovernmental transfer systems differ in the quality of
their design. If designed poorly, the system will not only fail to address imbalances, it will
create additional problems. However, a well-designed and well-implemented rule-based
system of inter-governmental fiscal transfers brings greater stability, predictability and
discretion to local government finances, and thereby promotes good planning and efficient
local service delivery.

There are two steps to the design of grants. First, the amount of the grant must be
determined; that is, the total amount to be transferred among the sub-national governments
must be determined. This is referred to as determining the “distributable pool”. The second
step is that of determining how the pool will then be distributed between the different sub-
national governments.

1. Determining the distributable pool. There are three ways to determine the total amount to
be transferred: (1) as a fixed share of national government revenues, (2) as part of the
annual budget decision and (3) as a proportion of approved, specific local expenditures to be
reimbursed.

Establishing a fixed percentage of total national revenues to be transferred is the best way of
providing some degree of stability and transparency. However, some governments prefer to
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decide the total amount in the distributable pool in accordance with budgetary priorities as
part of the annual budget decision. With this system, the central government exercises a
significant amount of control over sub-national governments, and determination of the pool
becomes an ad hoc exercise. In addition, in the event of a national recession or decrease in
central revenues, sub-national governments will face big revenue cuts.

There are various methods for determining the distributable pool where reimbursement of
certain expenditures (cost reimbursement) is opted for. This third type of transfer system is
always closed-ended because the central government decides what kinds of expenditures
are eligible for reimbursement. Consequently, in such cost-reimbursement transfer schemes,
the decisions tend to be ad hoc.

2. Distribution of the pool among sub-national governments. There are three basic models for
allocating the total amount of transfers from national to local government budgets. These
methods generate different types of incentives for local governments (adapted from Ebel and
Péteri, 2007):

* Gap-filling model: The gap-filling model is the most centralising form of grant
allocation, where both municipal budget expenditure for particular services and
total local government revenue, including own-source revenue, are estimated for
each local government. Under gap-filling arrangements, there is little or no
incentive to raise own-source revenues because transfers are automatically
decreased by the amount of any surplus above the planned own-revenue
appropriations.

e local government respects hard budget constraints: This model, used for
calculating general grants, provides greater autonomy in deciding municipal
expenditures and creates incentives for raising own-source revenues. Under this
model, national budget grants are calculated by formulae and carry with them a
high degree of fiscal flexibility and autonomy. Methods used for distributing general
grants include population size and number of users of services (e.g., students,
elderly in health-care facilities, welfare assistance).

* Fiscal capacity-based methods: This is the most “policy neutral” model for grants,
and it is built on the difference between expenditure needs and own-source
revenue capacity. This method calculates local expenditures through formulae
and, at the same time, takes into account standardised estimates of potential
revenues that a sub-national government could mobilise if it applied average
national tax rates (and revenue charges) to its available revenue bases.
Consequently, methods of transfer serve equalisation purposes (municipalities
with low revenue potential and/or higher expenditure needs receive higher grants)
without destroying local incentives for own-source revenue efforts (local
governments get no compensation for uncollected revenue below the average
level, and the surplus in own revenue does not automatically decrease the
transfers).
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Design implications. In addition to the design-related concerns that were mentioned above,
Boex & Yilmaz (2010) warn that, if the distribution of inter-governmental transfers is
determined by the central government in an ad hoc and opaque manner, transfer systems
can give rise to inefficiencies in allocation and poor budget execution due to uncertainty at
the local level regarding the receipt of resources. Such uncertainties can lead to poor
budgeting practices and can weaken the accountability of local governments to their citizens.
Similarly, excessive restrictions imposed by the centre on the use of funds transferred to the
local government frequently diminish the ability of local governments to respond to the
preferences of their citizens. It is not uncommon, for example, for inter-governmental
transfers to be ear-marked for specific, centrally approved infrastructure projects or for
specific local expenditures, such as salaries for local staff recruited and hired by the central
government. Such centralised control and the uncertainty associated with it undermine
stability and predictability in local policy making the system more prone to political pressures.

Lessons learned. In the publication “Fiscal Decentralisation and Sector Funding Principles
and Practices”, Steffensen (2010) says that implementation of reforms for inter-governmental
transfers teaches us that it is important to ensure the following:
* close dialogue among all core stakeholders in the design work
e proper buy-in to the introduction of the reforms from core stakeholders and
champions of the reform, as well as a clear institutional framework for the inter-
governmental transfer system
e current follow-up and support to the administration of the inter-governmental
transfer system, particularly regarding performance-based systems that are more
demanding
* transparency and accountability in all phases of the work on inter-governmental
transfer systems: transfers are about funds, and funding is important for power.
Hence, it is important, but challenging, to avoid political capture of the inter-
governmental transfer system

Part 5: Sub-national debt and borrowing

Local borrowing can act as a significant and sound source of financing, especially in
countries where own-source revenues and inter-governmental transfers fall short of
responding to local investment needs. However, sub-national governments should borrow
only for financing capital (investment) expenditures, such as improvements in infrastructure,
which provide a flow of benefits over time.

The main arguments for using borrowed money for capital projects may be summarised as
follows (adapted from Swianiewicz, 2007):

» Efficiency. Because capital (investment) expenditures provide a flow of current
benefits over time (the life of the project), it is efficient to spread the recovery of
capital costs over that same time period.

* Equity. Equity or fiscal “fairness” is enhanced by spreading out the payment of the
capital costs over successive generations that benefit from the subsequent year-
to-year flow of services.

e Timing. Borrowing allows for faster implementation of projects, and benefits
derived from investments can be enjoyed earlier. Indeed, in some cases, earlier

60



completion of a project may generate additional revenues or reduce current
expenditures (e.g., new, more efficient lighting or heating systems). Moreover,
faster implementation often reduces the total cost of an investment project.
Practicality. Borrowing often enables the use of external grants that require pre-
financing.

However, irresponsible borrowing or excessive reliance on sub-national borrowing can create
negative incentives for local governments and could potentially put macro-economic stability
at risk. National governments have addressed this problem by attempting to regulate the
level of local borrowing, by limiting, controlling or prohibiting the issuance of debt by local
governments.

Lessons learned. Steffensen (2010) outlines the following lessons learned on local
government borrowing:

Local government borrowing should be backed by a robust and transparent legal
framework, as well as systems and procedures for where to borrow and for which
purposes—and possible ceilings and frameworks for monitoring and supervision.

It is critical that central governments establish a reputation for maintaining a hard
line against sub-national debt relief. By alerting potential lenders that aid will not be
forthcoming, governments can ensure that sub-national borrowing is confined to
levels that sub-national governments themselves are able and willing to repay.
Intermediate borrowing institutions may be a step on the road towards private
credit to local governments, but can also be a stumbling block (when agencies are
not properly designed, displacing private capital, when central government
representatives put themselves in managing positions/boards or when agencies
are not driven by competitive methods).

Local governments are not in a good position to function as lending institutions for
others, such as bodies for delivery of micro-credit to community groups. This is
risky business and often linked to patronage and lack of transparency.

Strong incentives for local governments to ensure creditworthiness should be
supported by initiatives on local government borrowing. In this regard,
performance-based grant systems—uwith a system of assessment of indicators of
public financial management (PFM) and links to allocations—may be an important
intermediate tool for promoting a higher level of local government creditworthiness
and fiscal discipline.

Debt thresholds may be established in a manner to ensure that local government
borrowing is not getting out of hand. There are good reasons to restrict local
government borrowing to development-oriented areas, such as capital investments
in infrastructure (e.g., roads and utilities) and services (e.g., schools and health
centres), and to establish some ceilings, particularly in the first phases.

In cases where there is no formal regime in place for local government borrowing,
there are examples of severe informal borrowing, often leading to problematic
fiscal positions and a large amount of outstanding arrears (unpaid bills and credits)
in local government. This is observed in various countries like China, Uganda,
Zambia and the Solomon Islands.
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Part 6: Public financial management

PFM of local governments is very important. It is closely related to the issue of fiscal
decentralisation and to links with administration and national development priorities. Local
government systems for financial management are highly diverse and complex. They reflect
complicated tradeoffs among competing demands and interests, and they maintain a range
of relationships with a variety of stakeholders from national government regulators to service
providers, civil servants and the public at large.

These mechanisms have the potential to balance political and economic risks, by providing
the following:
e areliable account of money spent and received
* evidence that finance is being used responsibly for the public good and in
compliance with regulations
* a demonstration of “value for money” and good governance in terms of economy,
efficiency, effectiveness and equity
e support to good decision making and assistance to leaders and managers in
assessing the financial consequences of policy choices
* a basis for planning for the future, maximising income sources and aligning these
resources with objectives of service delivery

In recent years, there has been a shift from “traditional” ex ante control of budgetary inputs to
ex post accountability on the basis of results. Table 2.2.2 provides an overview of the
differences between traditional and output-based grants. A good example of the latter is
performance-based budgeting, where decision makers try to choose outputs that will lead to
desired policy outcomes. That is, they seek improved performance. With the traditional
approach to budgeting, appropriations focus largely on inputs, and decision makers have
little incentive to strive for better performance. In a performance-based system, there is a
need to monitor the quantity and quality of outputs and to measure the result (or outcome) of
delivering these outputs.
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Table 2.2.2: Traditional versus Output-Based Grants

Feature

Traditional grant

Output-based grant

Grant objectives
Grant design and

administration
Eligibility

Conditions

Allocation criteria

Compliance
verification

Penalties

Managerial flexibility

Local government
autonomy and
budgetary flexibility

Transparency

Focus

Accountability

Spending levels
Complex

Recipient government
departments/agencies

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

Audit observations on
financial compliance

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

Little

Little
Internal

Hierarchical to higher-level
government, controls on

Quality and access to public
services
Simple and transparent

Recipient government
provides funds to all
government and
nongovernment providers

Outputs-service delivery
results

Demographic data on
potential clients

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

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

Absolute. Rewards for risks
but penalties for persistent
failure

Absolute

Absolute

External, competition,
innovation, and
benchmarking

Results based, bottom-up,
client driven

inputs and process with little
or no concern for results

Source: Sh

ah, A. 2006. A Practitioner’'s Guide to Intergovernmental Fiscal Transfers

International experience has also shown that performance-based grant systems are valuable

and innov

ative elements in overall reforms of inter-governmental fiscal relations, and that

they can have a positive impact on the overall reform agenda in many countries (UNCDF,

2010).

The following lessons can be learned from local government PFM reforms (Steffensen,
2010). PFM reforms should:

be part of the overall support to fiscal decentralisation and other components of
decentralisation in a mutually strengthening manner

focus on incentives in addition to the more traditional
improvements

apply a step-wise approach where there is a focus on the basic issues, while
preparing for more advanced reforms

support the inter-governmental fiscal-transfer system, as it is often a useful entry
point to other reforms, including PFM improvements

use a learning-by-doing approach whenever appropriate. Lack of capacity,
including PFM capacity, should not be used as an argument for not pursuing fiscal
decentralisation. Much of the improvement only takes place through the actual
learning process, provided that sufficient incentives for improvements are in place
and operating. It should be noted that capacity at the central level often leaves
great room for improvement, but this is typically less easy to document.

focus on technical
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Part 7: Harmonisation and alignment of support to decentralisation

The findings from an OECD survey in 2004 revealed that support to fiscal decentralisation
reforms is often fragmented, scattered and without an overall strategy and action plan.
According to Steffensen (2010), these findings are still valid today. He also points at some
examples of aid modalities that show potential for improved harmonisation and alignment of
support, such as the performance-based grant systems mentioned above and joint financing
agreements. Furthermore, a briefing paper from the German Development Institute (DIE,
2010) points to the potential of integrated fiscal decentralisation (IFD) for harmonisation and
alignment. IFD refers to a nation-wide transfer (distribution) system whereby a central
government allocates resources to local government bodies in accordance with a single
distribution formula. In other words, IFD is a unified fiscal framework for local development
that integrates both sectoral and regional perspectives. This approach offers an interesting
opportunity for improving harmonisation and alignment:
* The existence of such a mechanism would reflect the partner country’s spending
priorities, and it would allow donor agencies to finance such an account jointly.
* IFD could also help to reduce disbursement pressures experienced by individual
donors, while at the same time, improving the predictability of oversees
development aid.
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