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Preface

This volume on the practice of fiscal federalism in twelve federal countries
is the fourth contribution to a series of practical books on federalism being
published as a part of the program “A Global Dialogue on Federalism.”
The goal of this Global Dialogue is to engage experts from around the
world in comparative conversations and debates about core themes and is-
sues of federalism, with the aim of building an international network that
enables practitioners, students, scholars, and others to learn from one an-
other, share best practices, and enhance their understanding of the pros-
pects as well as the problems of federalism as a mode of governance
in today’s world, especially in relation to democracy, freedom, prosperity,
and peace.

The Global Dialogue is a cooperative program created and conducted
jointly by the Forum of Federations and the International Association of
Centers for Federal Studies (1acrs). The Forum is an international net-
work on federalism that seeks to strengthen democratic governance by
promoting dialogue on, and understanding of, the values, practices, prin-
ciples, and possibilities of federalism. The 1acFs is an association of
centres and institutes throughout the world that maintain a research and
teaching focus on political systems that have federal features.

The work of the Forum of Federations and the 1ACFs is part of a broader
endeavour to build and strengthen democracy through federalism when
and where appropriate. As a mode of governance that seeks to combine
self-rule for regional and minority interests with shared rule for general
and common purposes, federalism is necessarily of interest to advocates of
democracy. This is particularly true in a world in which the vast majority
of nation-states are multinational, multilingual, multireligious, and/or
multicultural. Indeed, there has been a tremendous upsurge of interest in
federalism since the emergence of a new wave of democratization in the
late 198os. This worldwide interest in federalism is linked directly to
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movements promoting greater democracy and decentralization and to the
simultaneous trends towards globalization and regionalization evident
throughout today’s world.

Given the dominance of statist ideologies during the past two centuries,
however, federalism has often been viewed as a stepchild less worthy of at-
tention and cultivation than the seemingly natural children of modern na-
tionalism. Consequently, while there is a long history of federal-democratic
experience in a few countries, such as Australia, Canada, Switzerland, and
the United States, there is little practical experience with democratic
federalism in most countries, and there are problematic experiences in a
number of fledgling federal democracies. In turn, there is a paucity of
accessible literature and information on comparative federalism and a
dearth of intellectual capital available for investment in research and
teaching about the many varieties of federalism worldwide.

This series of books, being published as one important product of the
Global Dialogue program, seeks to create informational capital and to
fill gaps in our comparative knowledge by providing as balanced a view
as possible of theories and practices of federalism in various countries
around the world. The series does this by exploring comparative and
contrasting theoretical and practical perspectives, with each volume fo-
cusing on a particular aspect of federalism through the examples of se-
lected countries that reflect federalism’s diversity, including its strengths
and weaknesses.

Our aim is to produce books that are accessible to interested citizens, po-
litical leaders, government practitioners, and students and faculty in insti-
tutions of higher education. Each chapter in this volume, therefore, seeks
to provide an overview of its country’s fiscal arrangements, institutions,
and practices in a way that covers all relevant, important information with-
out overwhelming the reader in detail, while also providing some analysis
of the rationales and workings of fiscal federalism and indicating how well
or poorly the fiscal arrangements and institutions function in relation to
their constitution and their society. Revenue is the lifeblood of all govern-
ments, but this is even more the case in federal countries where revenue
and expenditure responsibilities must be both divided and shared, and
where revenues must be transferred between governments for various
capacity and equity purposes.

The first volume, Constitutional Origins, Structure, and Change in Federal
Countries (2005), began the series with an exploration of the constitutional
systems of twelve federal countries. The second volume, Distribution of
Powers and Responsibilities in Federal Countries (2006), examines the various
practices and dimensions of power distribution in eleven federal countries.
The third volume, Legislative, Executive, and Judicial Governance in Federal
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Countries (2006), examines the dynamics and interactions of the multiple
legislatures, executives, and courts that operate in federations. Future vol-
umes will be devoted to foreign affairs in federal countries, local govern-
ment and metropolitan regions, diversity and unity in federal countries,
and other important themes, with a somewhat different mix of countries
being represented in each volume. The Global Dialogue program also pro-
duces a booklet series that provides an entry point to each corresponding
book by highlighting the insights, key issues, and items of international in-
terest that arose at the country and international roundtables. In keeping
with their educative and accessible format, the booklets also include a glos-
sary of country-specific terminology. The corresponding booklet to this
book is available; indeed, the more limited scope of the booklet allows it to
be published quickly, in multiple languages, and reproduced as changes in
the federal countries warrant.

The conceptual framework of the program can be found in the first vol-
ume, Constitutional Origins, Structure, and Change in Federal Countries, edited
by John Kincaid and G. Alan Tarr. The key idea of the Global Dialogue is to
draw on the wealth of others’ experiences in order to learn from one an-
other. The program entails a comparative exploration of a dozen core
themes in federal governance. Through a series of themed roundtables,
participants representing diverse viewpoints in a representative and diverse
sample of federal countries search for new insights and solutions. The new
information emanating from the roundtables is used to produce compara-
tive materials for worldwide distribution.

Each theme exploration entails a multiple-staged process. First, a “theme
coordinator” is chosen, who makes use of the most current research on the
theme to create an internationally comprehensive set of questions covering
institutional provisions and how they work in practice. This set of questions,
or “theme template,” is the foundation of the program as it guides the dia-
logue at the roundtables and forms the outline for the theme book. The
theme coordinator also selects a representative sample of federal countries
and recommends, for each featured country, a “country coordinator” — each
of whom is the author of a country chapter in this volume.

Next, each country coordinator invites a select and diverse group of ex-
pert practitioners and scholars to participate in a roundtable in his or her
country, guided by the theme template. The goal is to create the most ac-
curate picture of the theme in each country by inviting experts with diverse
viewpoints and experiences who are prepared to share with and learn from
others in a non-politicized environment.

At the end of the day, the coordinators are equipped to write a short arti-
cle that reflects the highlights of the dialogue from each country round-
table. The booklet articles are generated from such exchanges.
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Once each country has held its roundtable, representatives gather at an
international roundtable. The representatives are experts who share their
varied experiences and perspectives, as well as the knowledge gained from
their country’s roundtable, in order to identify commonalities and differ-
ences and to generate new insights.

To ensure that the knowledge gained at these events does not end with
only those who participated in them, the final stage integrates the reflec-
tions from the country roundtables and new insights from the interna-
tional event into book chapters, thus building on the progress already
made and creating opportunities to use the material for further events.
The chapters reflect the fact that their authors were able to explore the
theme from a global vantage point, resulting in a more informed compara-
tive analysis of the topic.

Given the extent of the Global Dialogue program, we have many people
and institutions to thank. Special appreciation is owed to the World Bank
and the Canadian International Development Agency for their generous
support of this volume. We offer thanks to the editor of this book, Anwar
Shah of the World Bank, for his invaluable help in organizing and launch-
ing this volume. We also thank Sandra Gain, consultant to the World Bank,
for her initial copyediting of this book. We wish to acknowledge the con-
tributors to this volume and their institutions for their dedication in host-
ing events, writing the chapters, and helping us to uphold the excellence
of the program. Thanks are due also to participants in the twelve-country
roundtables, and in the international roundtable, whose input helped to
shape the content of the chapters.

We wish to thank, as well, colleagues who read and critiqued drafts of the
chapters contained in this book: José Roberto R. Afonso, Banco Nacional de
Desenvolvimento Economico e Social, Brazil; Robert Agranoff, Indiana Uni-
versity-Bloomington, United States; Luis Ortega Alvarez, Universidad de
Castilla-La Mancha, Spain; Chiichii Ashwe, Federal Capital Territory, Abuja,
Nigeria; Chan Huan Chiang, Universiti Sains Malaysia; David Collins,
Macquarie University, Australia; Brian Dollery, University of New England,
Australia; Harley Duncan, Federation of Tax Administrators, United States;
Isawa Elaigwu, Institute of Governance and Social Research, Nigeria; Gisela
Farber, Deutsche Hochschule fiir Verwaltungswissenschaften Speyer,
Germany; Patrick Fafard, University of Ottawa, Canada; Thomas Fleiner,
Université de Fribourg, Switzerland; Bhajan Grewal, Victoria University,
Australia; Merl Hackbart, University of Kentucky, United States; Mary Harris,
Cabrini College, United States; Rakesh Hoooja, Indian Administrative Ser-
vice, India; Daphne A. Kenyon, Kenyon and Associates, United States; Harry
Kitchen, Trent University, Canada; Hanspeter Kriesi, Universitit Zirich,
Switzerland; Akhtar Majeed, Hamdard University, India; Christina Murray,
University of Cape Town, South Africa; Suresh Narayanan, Universiti Sains
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Malaysia; Phang Siew Nooi, Universiti Malaya, Malaysia; Eghosa Osagie, Ben
Idahosa University, Nigeria; Michael A. Pagano, University of Illinois-
Chicago, United States; Jonathan Pincus, Commonwealth Government,
Australia; Paul Posner, George Mason University, United States; Wolfgang
Renzsch, Otto-von-Guericke-Universitit Magdeburg, Germany; Horst Risse,
Bundesrat, Germany; Sandra Roberts, Syracuse University, United States;
David Samuels, University of Minnesota, United States; Sandeep Shastri,
MATS University, India; Celina Souza, Universidade Federal da Bahia, Brazil;
D.K. Srivastava, Madras School of Economics, India; Nico Steytler, University
of the Western Cape, South Africa; Francois Vaillancourt, Université de
Montréal, Canada; Joachim Wehner, London School of Economics and Po-
litical Science, United Kingdom; Sam Wilson, University of Alberta, Canada;
Kenneth Wiltshire, University of Queensland, Australia; and Ildar Zulkarnay,
Bashedu University, Russia. The assistance of these individuals is much ap-
preciated, although they are, of course, not responsible for any deficiencies
in the chapters.

We also thank our colleagues and associates at the Forum of Federations
and at the International Association of Centers for Federal Studies. The pro-
gram and the present book could not exist without their assistance and
expertise. We wish to acknowledge the work of the entire Forum of Federa-
tions staff and, in particular, the Global Dialogue staff: Abigail Ostien Karos,
program manager; Nicole Pedersen, program assistant; Rhonda Dumas, pro-
gram assistant; Chandra Pasma, interim program manager; Rod Macdonell,
senior director of communications; and Chris Randall for technical support.
Thanks are due also to David Stamm, undergraduate EXCEL scholar, and to
Terry A. Cooper, administrative assistant, for their work on behalf of this vol-
ume at the Robert B. and Helen S. Meyner Center for the Study of State and
Local Government at Lafayette College, Easton, Pennsylvania. Finally, we
thank the staff at McGill-Queen’s University Press for all of their assistance
in producing the volume and for working with us to ensure the success of this
fourth book in the Global Dialogue series.

On behalf of the Global Dialogue Editorial Board
John Kincaid, Senior Editor
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Introduction:
Principles of Fiscal Federalism

ANWAR SHAH

Alarge and growing number of countries are re-examining the roles of var-
ious orders of government and their partnerships with the private sector
and civil society in order to improve their ability to serve their people more
effectively and efficiently. This rethinking has led to a resurgence of inter-
est in the principles and practices of fiscal federalism. Federal systems are
seen to provide safeguards against the threat of centralized exploitation as
well as decentralized opportunistic behaviour while bringing decision mak-
ers closer to the people. The principles of fiscal federalism are concerned
with the design of fiscal constitutions — that is, how taxing, spending, and
regulatory functions are allocated among governments and how intergov-
ernmental transfers are structured. These arrangements are of fundamen-
tal importance to the efficient and equitable provision of public services.

This chapter begins by reviewing basic concepts in federalism. This is
followed by a discussion of the conceptual underpinnings of federal fiscal
constitutions. The principles of fiscal federalism outlined in this chapter are
primarily based on economic premises; hence, they are limited in their ap-
plication to economic criteria. Some nations may well consider political, so-
ciological, and historical criteria of greater relevance in their circumstances.

A discussion of the conceptual basis of expenditure assignment is
followed by a review of the theory of tax assignment. Tax-base and reve-
nue-sharing concepts and transfer mechanisms are then introduced
briefly. A concluding section brings together the main themes of the
fiscal federalism literature.

BASIC CONCEPTS OF FEDERALISM

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



4 Anwar Shah
Unitary Government

A unitary country has a single or multi-tiered government in which effec-
tive control of all government functions rests with the central government.
A unitary form of government facilitates centralized decision making to
further national unity. It places a greater premium on uniformity and
equal access to public services than it does on diversity. An overwhelming
majority of countries (148 of 193 countries in 2006) have a unitary form
of government. The city-states of Singapore and Monaco are single-tiered
unitary governments. China, Egypt, France, Indonesia, Italy, Japan, Korea,
New Zealand, Norway, the Philippines, Portugal, Sweden, Turkey, and the
United Kingdom have multi-tiered governments based on unitary constitu-
tions. As a result, some unitary countries (e.g., China, Denmark, Norway,
and Sweden) are more fiscally decentralized than are some federal coun-
tries, such as Australia and India.

Federal Government

A federal form of government has a multi-order structure, with all orders
of government having some independent as well as shared decision-
making responsibilities. Federalism represents either a “coming together”
or a “holding together” of constituent geographic units to take advantage
of the greatness and smallness of nations in a flat (globalized) world in
which many nation-states are too large to address the small things in life
and too small to address large tasks.' Subscribing to the “coming together”
view of federalism, Daniel J. Elazar pointed out and elaborated that the
word “federalism” has its roots in the Latin foedus, meaning “league,”
“treaty,” or “compact.”?* More recently, Robert Inman noted that “the word
‘federal’ has come to represent any form of government that brings to-
gether, in an alliance, constituent governments each of which recognizes
the legitimacy of an overarching central government to make decisions on
some matters once exclusively the responsibility of individual member
states.”? “Coming together” has been the guiding framework for mature
federations such as the United States, Canada, and, more recently, the Eu-
ropean Union. The alternative “holding together” view of federalism, also
called “new federalism,” represents an attempt to decentralize responsibili-
ties to state-local orders of government with a view to overcoming regional
and local discontent with central policies. This view is the driving force be-
hind the current interest in principles of federalism in unitary countries
and in relatively newer federations such as Brazil and India and emerging
federations such as Iraq, Spain, and South Africa.

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

Federal countries broadly conform to one of two models: dual federalism
or cooperative federalism. Under dual federalism, the responsibilities of the
federal and state governments are separate and distinct. According to
William H. Riker, under such a system, “two levels of government rule the
same land and the people, (2) each level has at least one area of action in
which it is autonomous, and (g) there is some guarantee ... of the auton-
omy of each government in its own sphere.” Under cooperative federal-
ism, the responsibilities of various orders are mostly interlinked. Under
both these models, fiscal tiers are organized so that the national and state
governments have independent authority in their areas of responsibility
and act as equal partners. National and state governments often assume
competitive, non-cooperative roles under such an arrangement. Dual fed-
eralism takes either the layer cake or coordinate-authority approach. Under
the layer-cake model, practised in Mexico, Malaysia, and Russia, there is a
hierarchical (unitary) type of relationship among the various orders of
government. The national government is at the apex, and it has the option
to deal with local governments either through state governments or more
directly. Local governments do not have any constitutional status: they are
simply extensions of state governments and derive their authority from
state governments. In the coordinate-authority model of dual federalism,
states enjoy significant autonomy from the federal government, and local
governments are simply handmaidens of the states and have little or no di-
rect relationship with the federal government. The working of the federa-
tions of Australia, Canada, India, Pakistan, and the United States resembles
the coordinate-authority model of dual federalism.

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

The competitive federalism model is a theoretical construct advanced by
the fiscal federalism literature and not yet practised anywhere in its pure
form. According to this construct, all orders of government should have
overlapping responsibilities, and they should compete both vertically and
horizontally to establish their clientele of services.® Some analysts argue
that such a competitive framework would create leaner and more efficient
governments that would be more responsive and accountable to people.

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

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

Asymmetric Federalism  Countries with a federal form of governance do not
necessarily treat second orders of government in a uniform manner. They
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often offer flexibility in accommodating the special needs or demands of
constituent units or impose a federal will in certain jurisdictions. This may
take the form of treating some members as less equal than others. For ex-
ample, Chechnya in Russia and Kashmir in India enjoy lesser autonomy
than do other oblasts and states. Or the federation may treat some mem-
bers as more equal than others by giving them wider powers, as is the case
with Sabah and Sarawak in Malaysia and Quebec in Canada. Some feder-
ations offer constituent units freedom of choice to be unequal or more
equal than others through opting-in or opting-out of federal arrange-
ments. Such options are part of the arrangements offered by Canada,
Spanish agreements, and the European Union’s treaty exceptions for the
United Kingdom and Denmark.?

Market Preserving Federalism Barry Weingast has advanced a theoretical con-
cept for comparative analyses of federal systems.® Market-preserving federal-
ism is put forth as an ideal form of federal system in which (1) multiple
governments have clearly delineated responsibilities; (2) subnational gov-
ernments have primary authority over public goods and services for local au-
tonomy; (g) the federal government preserves the internal common market;
(4) all governments face the financial consequences of their decisions (hard
budget constraints); and (5) political authority is institutionalized.

Confederal Government

In a confederal system, the general government serves as the agent of the
member units, usually without independent taxing and spending powers.
The United States had a confederal system from 1781 to 1787. The United
Nations, the European Union, and the Commonwealth of Independent
States (c1s), which now consists of 11 of the former republics of the Union
of Soviet Socialist Republics (UssR), approximate the confederal form of
government. A confederal system suits communities that are internally
homogeneous but, as a group, completely heterogeneous. The European
Union, however, over time has consistently moved to assume a federal role.

THE GENESIS OF FISCAL FEDERALISM
Several accepted theories provide a strong rationale for decentralized
fiscal constitutions on the grounds of efficiency, accountability, manage-
ability, and autonomy.9

Home Rule

George Stigler identifies two principles of jurisdictional design:'® (1) a
representative government works best the closer it is to the people,
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and (2) people should have the right to vote for the kind and amount
of public services they want.

These principles suggest that decision making should occur at the order
of government closest to the people consistent with the goals of alloca-
tional efficiency. Thus the optimal size of a jurisdiction would vary with
specific instances of economies of scale and benefit-cost spill-outs.

Fiscal Equivalency

A related idea on the design of jurisdictions has emerged from the public
choice literature. Mancur Olson argues that, if a political jurisdiction and
benefit area overlap, the free-rider problem is overcome and the marginal
benefit equals the marginal cost of production, thereby ensuring the opti-
mal provision of public services.'' Equating the political jurisdiction with
the benefit area is called the “principle of fiscal equivalency” and requires
a separate jurisdiction for each public service. Wallace Oates proposes a re-
lated idea, the so-called “correspondence principle.”** According to this
principle, the jurisdiction determining the order of provision of each pub-
lic good should include precisely the set of individuals that consume it.
This generally requires a large number of overlapping jurisdictions.

The Decentralization Theorem

According to the “decentralization theorem” advanced by Oates, “each
public servi