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Abstract

Objective Of The Study

This study is about the intergovernmental fiscal relations in South Africa. The primary
objective is to review the international experience of fiscal decentralisation with the view
to providing answers to the issue of revenue sharing, problems of expenditure and
revenue assignment, and the impact of the whole decentralization on the size of the

public sector in South Africa.

Methodology

The methodology adopted in this study includes (1) a review and comparison of the
practise of fiscal decentralisation in four countries, and (2) an econometric investigation
into the impact of fiscal decentralisation on the size of the public sector, using time series
quarterly data for the period 1993/94 to the second quarter of 1998/99. Regarding the
econometric investigation, a single linear regression model including fiscal
decentralisation, fiscal collusion, income and population are assumed to influence the

size of the public sector.

Study Findings
Our analysis provides certain interesting results. First, the countries reviewed tend to
assign functions in a manner that is consistent with the public finance theory that

functions that are distributive in nature and those that are meant to ensure the country’s



viii
stability should be reserved exclusively for the federal or national government. Whereas
the Australian, Canadian and Brazilian’s revenue decentralization show a number of
significant taxes that are devolved to the lower levels of government, Germany represents
a strong collection at the center. The discrepancy is compensated for by the use of
equalization grants in the German model.

Second, fiscal decentralisation is found to exert a negative influence on the size of
the public sector, although the impact is statistically not significant. The insignificance of
the impact of fiscal decentralisation on the size of the public sector is explained in terms
of the fact that there has, in fact, been very little decentralisation in South Africa. The
size of the provincial and local government own source revenue relative to the
consolidated general government expenditure is very little, pointing to the serious lack of
revenue raising powers by the sub-national governments and thus the absence of any
meaningful extent of decentralisation.

Third fiscal-collusion exerts a significant negative influence on the size of the
public sector. That is, the size of the public sector will reduce if provinces and local
authorities are granted enough power to raise their own revenues. This result indicates
that the massive transfers of revenue from the national government to the provinces and
local authorities (revenue sharing) significantly reinforces the expanding influence of the
decentralised expenditures financed through revenue transfers.

Fourth, the overall size of the country’s population is found to be inversely related
to the size of the public sector supporting the argument that as population increases,

economies in providing services are reaped.



Chapter 1.

General Introduction

1.1 Background

Governments’ roles in democratic societies are to serve their citizens by providing a stable socio-
economic environment and public goods and services desired by the society. There are countless
ways in which this can be achieved. That is, policy makers or governments have the choice of a
great number of instruments, and the combinations chosen give rise to different fiscal systems.
The implications of the particular fiscal system chosen, however, will depend upon the features of
the economy of the country concerned, such as the extent of development of the economy, extent
of decentralization of government functions, degree of homogeneity of the population, and the
extent of government intervention in the economy (Brown and Jackson, 1990).

The Constitution of the Republic of South Africa establishes a federal fiscal system in
which the three spheres of government viz. national, provincial and local governments, are
distinctive, interdependent and interrelated. The Constitution also identifies functional areas of
concurrent and exclusive competence for the three levels of government. Three issues of serious
concern and fundamental to the effective intergovernmental fiscal relations have, however,
emerged. These issues require careful study and wider debate and consultation in order to arrive
at consensus decisions on them (Government of South Africa, 1996).

The first major issue relates to the revenue sharing process between the three spheres of
government. The national Constitution requires that nationally raised revenues be divided

equitably between the three spheres of government, and that the provincial share be sub-divided



equitably between the nine provinces. In addition to their equitable shares, provinces and local
government also receive grants from the national share.

A provincial formula allocates funds between provinces according to their demographic
and economic dynamics, taking account of the services for which the provinces are responsible. A
local government formula has also been designed to enable municipalities to deliver a package of
basic services to low income households at affordable cost. Both formulae have strong equity
component, recognising the special needs of poorer areas (Department of Finance [DoF], 1998).

The equitable division of national revenues between the three spheres of government
provides each with the funds to provide the services and perform the functions assigned to it
under the Constitution, given each sphere of governments’ ability to raise its own revenue to pay
for these activities. Many questions have been raised, in particular, about the provincial revenue
formula that has been developed by the Financial and Fiscal Commission (FFC). Among these
concerns are (1) issues relating to the variables in the formula, how they were derived and
questions of their credibility; (2) unreliability of the base period figures used in the provincial
revenue sharing; (3) rationale behind the phasing-in of the formula over a five-year period; (4)
treatment of conditional grants; and (5) treatment of sub-national borrowing powers (FFC, 1995a:
1995b: 1996).

The second major issue relates to the assignment of revenue responsibilities to the sub-
national levels of government. Revenue sharing is necessitated by the constitutional assignment of
revenue-raising and expenditure responsibility. Most or almost all of the revenues in the country
are raised nationally, and although the provinces have significant expenditure responsibilities, they
have only limited revenue sources. Since the revenue sources assigned to the provinces simply
cannot finance the level of expected local activity, the result of the expenditure devolution

downwards is likely to be a strong demand for increased, rather than reduced, transfers.



Unfortunately, there has not been any concrete empirical estimates of “correspondence” between
expenditure and tax assignments and the need for transfers. The intergovernmental fiscal relations
has been developed with no quantitative assessment of its implications on the size of the
government or on the economy as a whole.

The national government accepts that expenditure responsibilities should in principle be
matched by taxation powers, however, the potentially disruptive effects that sub-national taxation
powers may have on national macroeconomic policies seem to put the national government in a
very reluctant position to decentralize revenue powers. Instead, the national government has
instructed the Katz Commission which has been set up to inquire into certain aspects of the
country’s tax structure to submit proposals on the tax powers of provinces to enable legislation
regarding provincial taxation powers, as required by the Constitution (Department of Finance
DoF, 1998).

The third important issue relates to the demands that the new fiscal and financial
arrangement places on the subnational governments. The Intergovernmental Fiscal Relations Act,
which took effect from January 1998, establishes a formal process for considering
intergovernmental budgetary issues. The Act has been designed to facilitate and regulate a process
of consultation to promote a fair and transparent budget-making process. The Act therefore gives
effect to section 214 of the Constitution by setting out the process to arrive at the equitable share
of revenues raised nationally. As expected, the new intergovernmental budgeting system has
thrown up new challenges and problems. These include the development of an information and
reporting system to promote effective financial management, coordination of budgeting and

policy-making, and the need to build capacity, particularly at the sub-national levels of

government.



The first question that arises when it comes to fiscal decentralization is what kind of tasks
should be assigned to subnational governments and which should be retained at the central level.
Closely linked to this issue is the crucial question of how the different tasks of lower levels of
governments - once identified and defined - should be assigned to different lower levels of
government (Brown and Jackson, 1990). This is one of the key issues in the policy discussion on
this topic in South Africa. It also constitutes an area where lack of a clearly defined and
communicated policy has led to inefficient systems in a number of countries. In other words, it is
extremely important that the assignment of tasks to different levels of government is carefully
thought out, and once the allocation of tasks has been decided upon, that it be kept as stable as
possible. Once the basic structural issues have been decided upon, the question of how to design
an efficient financing system, including the issue of the system of taxation, arises. The design of
the tax systems required to streamline revenue mobilisation will need to take account of the
revenue needs of the lower levels of government. This will naturally put constraints on the types

of tax systems which are both feasible and desirable (Prud’homme, 1994).

1.2 The objective

This study is about the intergovernmental fiscal relations in South Africa. The specific objective is
to examine the practice and circumstances in industrialized countries, where federal systems of
economic decision making have evolved over a longer period of time, with the view to searching
for clues or answers to the issue of revenue sharing mechanisms, problems of expenditure and
revenue assignment, and the impact of the whole decentralization on the size of the public sector

in South Affrica.



1.3 Hypothesis

Many studies have attempted to test the Leviathan hypothesis that fiscal decentralization serves as
a constraint on the behaviour of revenue-maximizing government and thereby restrains the overall
size of the public sector (see, for example, Brennan and Buchanan, 1980; Oates, 1985; Marlow,
1988; Grossman, 1992; and Kneebone, 1992). A problem with all of these studies is that they treat
fiscal decentralization as devolvement of either taxing or spending powers, neglecting the
inseparability of taxing and spending decisions. This study supports Bird and Wallich (1993) and
argues that fiscal decentralization in the Leviathan model of government is a composite,
constitutional action containing the two inseparable elements of taxing and spending decisions.
Accordingly, this study will test the hypothesis that: "a simultaneous decentralization of national
government’s taxing and spending powers tends to act as a constraining influence on the overall

size of the public sector".

1.4 Structure of the Dissertation

The rest of the dissertation comprises six chapters. Chapter two contains the review of the
theoretical aspects of fiscal decentralisation. In chapter three we examine the practice and
problems of fiscal decentralization in selected developed and developing countries. In Chapter
four we review the experience and issues of fiscal federalism in South Africa. In chapter five we
review the empirical tests of the fiscal decentralisation hypothesis. In chapter six we specify and
estimate the Leviathan model to test the impact of fiscal decentralization on the size of the public
sector. The model estimates and discussions on them are also covered in this chapter. Chapter

seven concludes the study with policy recommendations.



Chapter 2

Theoretical Aspects of Fiscal Decentralization

2.1 Definition of Fiscal Decentralization

Fiscal decentralization or fiscal federalism is concerned with economic decision making in federal
systems of government, i.e., in systems of government in which public sector decisions can be
taken at various levels of government (Shah, 1994).

Brown and Jackson (1990) argue that a decentralized government is one for which a
number of small autonomous governments join together to form a federation of states or
governments. A central or federal government usually exists to co-ordinate the activities of the
smaller local governments. The local governments, however, have autonomy to determine their
own levels of public outputs and their own mix of taxes and tax rates. The degree of
centralization varies with the amount of autonomy that local governments have over expenditure
and tax decisions.

The overriding issue in fiscal decentralization is the assignment problem, i.e., the
assignment of expenditure, taxation and regulatory responsibilities to various levels of
government. The key issue here concerns the optimal degree of decentralization of public sector
decisions of different sorts. The assignment function is, of course, conditional on the sorts of roles
undertaken by the public sector and also on the objectives of government intervention in economic
activity (Prud’homme, 1994; Bird, 1993; Oates, 1985 as well as Broadway, Roberts and Shah,
1994a).

According to McLure (1993), the division of functions and tax bases among the various
levels of sub-national government depends upon the geographic extent of benefits, economies of

scale of production and administration, decision making costs, the mobility of taxpayers and



recipients of benefits of public services, and the advantages of vote trading in expressing intensity
of feeling. Decentralization can take varying forms, ranging from assigning exclusive jurisdictions
for a given function to a given level of government to situations of co-occupied jurisdictions in
which one level of government is able to influence the decisions taken by another in varying
degrees through mechanisms such as regulation, the power to override decisions or financial
intervention. To some extent, the amount of decentralization on the expenditure side can be
determined independently of that on the tax side.

Silverman (1992) views decentralisation in a less institutionalised way. He defines five
types of decentralization namely, deconcentration, delegation and devolution. The other two are
the “top-down”and the “bottom-up”’system.

In a deconcentration system, selected functions are assigned to sub-national units within
sector ministries or other sector specific national agencies. One can visualize the deconcentrated
institutional arrangements in terms of a ‘branch office’ system. In this type of decentralization,
local governments do not exist as discrete entities with respect to the functions for which central
government ministries are responsible. Thus, with respect to those functions, government exists
at local levels in the form of discrete ministry offices without any mechanism at the local level for
mandatory horizontal integration.

Delegation is the form of decentralization that takes place when parastatals and other
semi-autonomous government agencies are assigned responsibility for implementing or
maintaining sector investments. In a minority of cases, decentralized organisational arrangements
within sectors are of a purely devolved type.

Devolution of, at least, some functions is found primarily in the urban development sector
and with respect to operations and maintenance. The essence of devolution is discretionary

authority. To the extent that local governments have discretionary authority, they can do



essentially what they decide to do, bound only by broad national policy guidelines, their own
financial, human, and material capacities; and the physical environment within which they must
operate. An essential characteristic of discretionary authority is that the supervisory role of
central government is limited to ensuring that local governments operate within very broad
national guidelines with respect to the functions they are expected to perform. The exercise of
effective discretion by local governments, however, depends on their ability to generate the
financial and staff resources to implement the decisions that they make.

In the “top-down system” local governments exercise responsibility on behalf of central
governments or parastatals. When acting as agents under such systems, local governments do so
under supervision from central governments. Under the “bottom-up system”, various levels of
government parastatals act as agents of government or government parastatals act as agents of
beneficiaries/users/clients. Thus a system of bottom up principal agency is significantly different
from the top-down version in terms of the source of discretionary authority to initiate contracts
with government agencies and supervise their own implementation.

Silverman (1992) also suggests a sixth type of decentralization, which he calls the ‘hybrid
decentralization’. The hybrid decentralization is where the system-wide institutional arrangements
is characterized by the coexistence of elements of at least four of the five forms of decentralization
discussed earlier together with other highly centralized government functions. According to
Silverman, within the hybrid systems, some functions are decentralized in one way and other
functions are decentralized in other ways. At the macro institutional level, all decentralized
systems can be expected to be hybrid. Decentralized systems at the comprehensive sectoral level

are most often hybrid.



2.2 Rationale for Fiscal Decentralization

According to Norregaard (1995) the basic economic rationale for decentralization is the potential
efficiency gain which follows from the possible differentiation of the provision of public goods and
services in different locations in accordance with the tastes of the local population. Thus, through
decentralization, a “market” is established for local public goods, which entails a welfare gain
compared to a situation with only one homogenous level of services throughout the economy.

Norregaard’s views corroborate those expressed by Oates (1972) when he said that not all
public goods have similar spatial characteristics. Therefore a ‘one size-size-fits-all” approach does
not deliver supply of public goods that is optimal for all citizens. Oates contends that when the
jurisdiction that determines the level of provision of each public good includes precisely the set of
individuals who consume the good, there is perfect correspondence in the provision of public
goods. One would therefore need a highly decentralized public sector with many sub-national
jurisdictions of varying sizes. Each level of government possessing complete knowledge of the
tastes of'its constituencies and seeking to maximise their welfare, would provide Pareto-efficient
level of output and would finance this through benefit pricing. It can be concluded from the
above, that centralization is costly if it leads the government to provide a bundle of public goods
different from the preferences of the citizens of particular regions, provinces, or municipalities.

According to Cremer, Estache, and Seabright (1994), each type of public good should be
provided by a level of government enjoying a comparative advantage in accounting for the
diversity of preferences in its choice of service delivery. Not only that but, there should be enough
welfare gains to justify the devolution to the next level of government.

Theoretically the welfare loss in the central production of each public good should be
measured before devolution decisions are made. The extent of the welfare loss depends upon the
degree of homogeneity of individual preferences. Highly heterogeneous groups will suffer welfare

9



losses from a centralized solution. Further, the size of the loss in consumer surplus varies
inversely with the price elasticity of demand. Also, if there are economies of scale in the
production of the good, then the unit cost for larger communities will be lower than for smaller
groups. Thus the extent of the welfare loss depends upon the the distribution of preferences
throughout the community, the elasticity of demand and the existence of economies of scale
(Oates,1985).

According to Tanzi (1995), the theoretical efficiency gains from decentralization can be
significantly undermined in practice by institutional constraints. Ter-Minassian (1997) advances
three reasons that contribute to the undermining of efficiency gains in decentralized systems.
First, the administrative capacity of sub-national governments may be quite weak. Overstaffing,
poor technical skills and training of employees, and the inability to formulate and implement
effective spending programs to fully exploit potential financing sources are some of the
weaknesses that characterize many regional and local jurisdictions in a number of countries
worldwide. The incidence of corruption at the local level is not negligible. Second, subnational
governments often have not been able to develop modern transparent public expenditure
management systems, including adequate mechanisms for financial control, reporting accounting,
and evaluation of expenditure programs. Third, the size of local jurisdictions as a result of
historical imperatives, is not always consistent with the full realization of potential efficiency gains
from decentralization. It has also been held that - even in cases where the economic conditions
for decentralization may not be evident - it will promote local democracy and thereby contribute
to democratization of society.

According to Tanzi (1995) there can be a political argument for decentralization if a
country is not homogeneous and if ethnic, racial, cultural, linguistic, or other relevant

characteristics are regionally distributed. Russia and Ethopia are good examples of such
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countries. South Africa before 1994 was largely the same although demographic profiles are
changing with the newly found mobility of people. Decentralization may be needed to induce
various regions to remain part of the federation and as a goal of national unity to push non-
democratic governments toward the forced elimination of regional differences. In democratic
societies the economic and political arguments for decentralization tend to converge, since it is
argued that decentralization strengthens democracy. Most people are more inclined to engage in
local political activities because local policies have a more direct impact on their daily lives
(Brown and Jackson, 1990).

Decentralization has also been held to enhance macroeconomic performance by reducing
growth of public expenditure and mobilizing local financial resources for development (Shah,
1991). According to Ter-Minassian (1997), the proponents of centralization argue that allocative
considerations may come into conflict with distributional and macroeconomic management
objectives. Especially in large countries characterized by subnational regional disparities in the
distribution of productive resources and incomes, the ability of subnational governments to
provide public goods and services to their residents can vary widely, leading to undesirable
internal migrations as well as unsustainable social and political pressures. This sometimes results
in the provision of sub-standard levels of certain public goods, such as poor primary education
and basic health care which adversely affect the stock of human capital of the country. This in
turn may have a negative impact on the prospects for long-term growth of the economy.

On the other side, the argument by the proponents of centralization does not imply that the
provision of public goods and services other than those of a clearly national nature should be
administered centrally. The central government can influence the delivery of public goods through
setting of policy guidelines or mandates. Central government could transfer resources to sub-

national governments to equalize their capacity to meet mandates and exercise ex post control
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over the use of transfers and the level of quality of services provided by the lower levels of
government (Ter Minassian, 1997).

An important consideration in the macroeconomics of decentralization is that even if the
overall level of expenditure of sub-national governments is sufficiently constrained by limits on
their taxation and borrowing powers, changes in the composition of their expenditures can affect
aggregate demand in a way which may run counter to the stabilization objectives of the central
government. Even a balanced budget expansion by sub-national governments could boost
aggregate demand, and worsen the balance of payments, if the average expenditure multiplier
significantly exceeds that of revenue. From a macroeconomic management perspective therefore,
central governments should retain responsibility for expenditures that have a particularly strong
impact on demand or that are particularly sensitive to changes in the cycle. Further, the greater
the share of public expenditure that is assigned to the sub-national levels of government, the
greater the need to involve the latter in the pursuit of any needed fiscal adjustment.

According to Shah (1994), the economic framework developed in the fiscal federalism
literature addresses the question of the appropriate level of centralization by assigning taxing,
spending and regulatory responsibility to various levels of government. This framework argues
for the assignment of a responsibility to the lowest level of government that can internalize
benefits and costs of decision making for the specific service.

However, according to Prud’homme (1994), recent discussions on the appropriate level of
decentralization of fiscal expenditure have largely been theoretical or anecdotal. Huther and Shah
(1998) have developed an index for the quality of governance for a sample of 80 countries. They
apply the index to the debate on the appropriate level of fiscal decentralization.

Governance is a multi-faceted concept encompassing all aspects of the exercise of

authority through formal and informal institutions in the management of the resource endowment
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of a state. The quality of governance is thus determined by the impact of this exercise of power
on the quality of life enjoyed by its citizens ( Huther and Shah ,1998)

In measuring quality of governance, Huther and Shah (1998), develop indices for the
government’s ability to (1) ensure political transparency and a voice for all the citizens (2) provide
effective public services efficiently (3) promote the health and well-being of its citizens and (4)
create a favorable climate for stable economic growth. These factors are among those cited in the
World Bank’s (1992) booklet, Governance and Development as representing the most important
goals that ought to be faced by governments. All governments can be expected to pursue these
goals regardless of their country’s wealth. Huther and Shah (1998) conclude that the
decentralization side of this debate cites efficiency gains due to greater voice for local constituents
while the centralized side cites efficiency gains from economies of scale often from consolidating
human or physical capital. The conclusion of the value of greater decentralization was informed
by examining the relationship of fiscal decentralization to various individual and composite
measures of quality of governance. At an empirical level, it appears that governance quality may

be enhanced by greater decentralization.

2.3 Assignment of Responsibilities

The answer to the question of what kind of functions should be assigned to sub-national
governments and which should be retained by the central government is closely related to the
Musgrave classification of public tasks. According to Musgrave (1959), distribution functions
should be assigned only to the central government because people bearing the burden of
distributional policies might migrate and thus render local distributional policies ineffective. The
central government should also be largely responsible for stabilisation policies because of spill-
over effects and because sub-national governments do not usually possess the necessary arsenal of

13



policy measures, such as monetary policy instruments. Finally, the allocation function should be
the core function of sub-national governments since their prime task is to provide public goods
and services to the local population in accordance with the preferences of this population and with
the financing burden borne by them.

From Musgrave’s general principles, the preferred assignment of expenditure
responsibilities have been developed in the public finance literature. That is, sub-national
governments should be responsible for the delivery of public services that have a direct linkage
with communities served by sub-national governments and the national government for
expenditures clearly national in nature, such as defence, foreign affairs, international trade,
immigration, etc. For stabilisation purposes, the central government should assume responsibility
for the central bank and the currency. For the lower levels of government, there is a lack of a
clearly defined and communicated policy. However, following the principle of benefit areas, local
governments should provide services, the benefits of which accrue to the local population which
should bear the major part of the economic burden associated with the provision of the service
(Shah, 1991; Bird and Wallich, 1993).

It can be concluded from the above that a given service should be provided by the level of
government that most closely represents the region that benefits from such a service on the one
hand. On the other hand national public goods such as national defence, macroeconomic stability
and redistribution, require centralized administration and centralized policy.

According to Ahmad, Hewitt and Ruggiero (1997), most goods that governments supply
do not fit neatly into either of these two categories. For these mixed goods some degree of
decentralization coupled with some centralized co-ordination of policy is both feasible and
desirable, owing to unclear benefit regions, externalities, economies of scale, or national

redistributional implications. For instance, there are certain efficiency advantages to local supply
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of primary education and preventive health care, such as possibly better quality through local
supervision, and allowance for communities to express cultural and curative preferences. For
tertiary education and hospitals, existence of economies of scale and externalities imply that more
centralized control may be warranted. This, however, points to the demand for minimum
standards that often require centralized decision making and control.

Ahmad, Hewitt and Ruggiero (1997) also point out that, the control of overall expenditure
levels is important in a successful macroeconomic strategy. This control is not contingent upon
the actual administration of expenditure functions by the central government, but rather on the
adoption within a system of intergovernmental fiscal relations, of financing mechanisms that
provide appropriate incentives for control. It is also the case that decentralized administrations
with poorly defined policy goals and lax financing mechanisms invariably leads to a loss of
macroeconomic control.

The question of how to design an efficient financing system, including the issue of the
system of taxation has been widely discussed in literature. (McLure, 1993; Broadway, Roberts
and Shah, 1994a: 1994b). Consensus seems to suggest that the design of the tax systems required
to streamline revenue mobilisation will need to take account of the revenue needs of the lower
levels of government. This will naturally put constraints on the types of tax systems that are both
feasible and desirable. The important issues that arises include:

* major economic principles and practical guidelines for tax assignment; and

* tax types to be assigned to Provincial and Local Governments.

In dealing with the issues raised above, the experiences of countries where federal fiscal
arrangements have evolved over a long period of time is very important. Although the practices in
these countries differ because of the different institutional, political, and geographical

circumstances, there are a number of economic principles of taxation in a federal setting that have
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been developed and which can be applied to any federal fiscal economy. Their implications for any
given country, however, will depend upon the features of the economy of the country concerned,
such as the extent of decentralization of functions, the degree of heterogeneity of the population,
and the extent of government intervention in the economy (McLure, 1993; Broadway, Roberts
and Shah, 1994a; 1994b).

According to Broadway, Roberts and Shah (1994a: 1994b), Bird and Wallich (1993), the
assignment of taxes by jurisdiction depends partly on the mix of various taxes used in the country
overall. In Public Finance theory, the issue of an ideal tax mix has not been widely developed.
Governments almost universally employ balanced tax systems, which have the feature that
different taxes apply to basically the same bases. For example, general sales taxes, payroll taxes,
and income taxes have bases that overlap considerably. From the point of view of efficiency and
equity, one should be able to make do with a single general tax base, yet no government behaves
this way. The usual reason given for this behaviour is that administrative considerations play an
important role. A mix of taxes enables the rate on any one tax to be kept low, thereby reducing
the incentive to evade or avoid the tax. In addition, by using a mix of taxes, taxpayers who would
otherwise be able to avoid taxation of one type are caught in the net of another, making the tax
system fairer. The importance of the various taxes in the overall mix remains, however, a matter
of judgement rather than something that can be deduced from the principles.

The arguments advanced above also apply in the case of tax assignment to sub-national
governments. Efficiency and equity arguments have to be tempered by administrative
considerations, and the exact assignment depends upon informed judgement. Four major
economic principles, however, come into play in deciding which taxes to assign to lower levels of
government. These include efficiency in the internal common market, national equity, fiscal need

and administrative costs (costs of compliance and collection). The internal common market will
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be functioning efficiently if all resources, i.¢., labour, capital, goods and service are free to move
from one region to the other without impediments or distortions imposed by policy.
Decentralized tax systems can interfere with the efficiency of the domestic market. For instance,
uncoordinated setting of taxes is likely to lead to distortions in markets for resources which are
tradable goods. This problem can be lessened if sub-national governments recognize that
resources are mobile. However, if they do recognize this, they may engage in socially wastefull
beggar-thy-neighbour policies. This may lead to inefficiently low taxes and high subsidies if all
jurisdictions engage in such policies (Bird and Wallich, 1993).

The arguments for making equity a federal objective is that all persons ought to enter into
society’s ‘social welfare function’ on an equal basis, and presumably that the central government
is a level that can ensure that residents in different jurisdictions are treated equitably. To the
extent that equity is viewed as a national objective, decentralized taxes can interfere with the
achievement of those objectives (Shah, 1991).

To ensure accountability, revenue means should be matched as closely as possible to
revenue needs. Thus tax instruments intended to further specific policy objectives should be
assigned to the level of government having the responsibility for such a service. In this sense
progressive redistributive taxes, stabilization instruments, and resource rent taxes would be
suitably assigned to sub-national governments (Kusi and McGrath, 1994).

The decentralization of revenue raising can also serve to increase the costs of collection
and compliance, both for the public sector and the private sector. There are fixed costs associated
with the collection of any tax, which will have to be borne for each tax type that is used by the
sub-national governments. Taxpayers will also have to incur costs of compliance for all taxes
levied. The possibilities for evasion and avoidance will increase with decentralization for some

types of taxes. This will be true where the tax base is mobile or where the tax base straddles more
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than one jurisdiction.

Tax harmonization and co-ordination are important objectives for tax policy. They
contribute to the efficiency of the internal common market, reduce collection and compliance
costs and help to achieve national standards of equity. Tax harmonization may be horizontal as
well as vertical. In the case of tax bases jointly occupied by the national government and sub-
national governments, harmonization can be achieved without sacrificing sub-national fiscal
responsibility by having a single centralized collection procedure combined with the ability of the
sub-national governments to decide on their own rate structures. They may also be required to
abide by the national rate structure and only be allowed to choose their own rate levels and
possible schedules of credits. Fiscal responsibility requires that at least sub-national governments

are able to set their own rate levels.

2.4 Intergovernmental Transfers

Central-provincial fiscal relations consist primarily of a set of financial transfers from the
federal government to the states and a set of arrangements for co-ordinating and sharing particular
bases. There may also be interactions among governments through regulations. In principle, the
two levels of government could be financially independent and separate. However, typically this is
not the case. The federal government will collect more tax revenues than it needs for its own
purposes and transfer some of them to the states either as grants or by an explicit sharing of tax
revenues. This outcome reflects the fact that, while it may be efficient to decentralize expenditure
responsibilities to a considerable extent, it is more efficient to centralize tax collections (Ehdaie,
1994). Moreover, in a decentralized federation, there is a need for federal-state transfers in order
to allow the federal government to fulfill its national efficiency and equity objectives (Shah, 1991).

Grants from the federal government to the states may have a variety of properties. They
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may be conditional or unconditional. A conditional grant is offered to be spent for a particular
purpose. The conditions may be general, in the sense of being related to spending in broad areas,
or they may be specific and require a provincial expenditure programme to satisfy certain design
features (e.g., a particular highway).

According to Broadway, Roberts and Shah (1994b), the use of conditional grants
constitutes one of the main ways in which the federal government can influence the states to
exercise their expenditure responsibilities in a way which is consistent with national efficiency and
equity objectives. The full amount of funds transferred for a particular purpose may be contingent
on sub-national expenditures fulfilling certain conditions laid down by the federal government.
The conditions may be quite general and indeed should be as unconstraining as is possible,
consistent with the objectives being addressed.

While the magnitude of conditional grants is related to expenditures of a given sort by
each recipient state or sub-national government, unconditional grants can be determined by a
variety of factors. Two sorts of factors are relevant:

* those determining the allocation of grants across states or sub-national government, and
- those determining their growth rate over time

The simplest allocation formula is an equal per capita grant, in which case population is
the sole determinant. Other factors commonly used include average incomes, tax capacity (i.e., the
size of particular tax bases), tax effort, urbanization, age structure of the population, and measures
of the cost of providing particular state public services or rate of growth of GDP, the rate of
growth of provincial expenditures of particular sorts, or other such indices of growth (Shah, 1991;
Ehdaie, 1994; FFC, 1995).

Revenue sharing mechanisms are frequently used to address fiscal imbalances or a

mismatch of revenue means and expenditure needs arising from the assignment of taxes and
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expenditures to different levels of government. Tax sharing formulas can take a variety of forms.
They can be highly centralized with the federal government determining the base and rate
structure for particular tax source, collecting the tax, and turning over to the state in accordance
with the state in which the tax was collected (the derivation principle) or other formulas similar to
those outlined for unconditional grants (Ehdaie, 1994).

Decisions concerning the tax structure of jointly occupied tax bases can be decentralized in
a variety of ways. The tax base determination can rest with the federal government and states can
levy supplementary (piggyback) rates on the same base. The states could also be allowed to
choose a rate of tax to apply to federal taxes payable, with the federal government retaining the
rights to set the rate structure and base to administer the tax. Or the states may accept the base
used by federal government and set its own rate structure, including both tax credits and tax
brackets. The states may participate in the administration of the tax jointly with the federal
government, especially the auditing of state taxpayers. At the extreme, the states and federal
government may act independently to set their own tax structures and collect their own taxes for
the same tax. Thus, the spectrum can go from fully harmonised joint taxes to completely

unharmonised taxes.(Oates, 1969).

2.5 Summary

Three important issues emanate from the discussion in this chapter. First, it is apparent that fiscal
decentralization can take varying forms. These would range from assigning exclusive jurisdictions
for a given function to a given level of government to situations of co-occupied jurisdictions in
which one level of government is able to influence the decisions taken by another in varying
degrees through mechanisms such as regulation, the power to override decisions or financial

intervention. To some extent, the amount of decentralization on the expenditure side can be
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determined independently of that on the tax side. It is also clear that the general trend is that of
decentralizing expenditure simultaneously with revenue decentralization.

Second the rational for decentralization is that at an empirical level, it appears that the
quality of governance may enhanced by greater decentralization.

Third, that a given service should be provided by the level of government that most closely
represents the region that benefits from such a service and that national public goods such as
national defence, macroeconomic stability and redistribution, require centralized administration
and centralized policy. Also to ensure accountability revenue means should be matched as closely
as possible to revenue needs. Thus tax instruments intended to further specific policy objectives

should be assigned to the level of government having the responsibility for such a service.
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Chapter 3

Fiscal Federalism: International Experience

3.1 The Structure of Government

In this section we review the structure of the federal system of government in Australia, Canada,
Germany and Brazil. These countries were selected because of their federal nature and they are in
different stages of development. The Australian federation comprises of the Commonwealth
Government plus six state governments and two mainland self-governing territories. Over and
above this are 900 local government bodies (Table 3.1). The Constitution gives no formal

recognition to the role of local government, and this level falls under the state legislative control.

The Constitution underpinning the Australian federation defines relatively few exclusive
powers, such as the levying of customs and excise duty, for the central government. The
Constitution also prescribes a number of powers that the Commonwealth can exercise
concurrently with the states and in which its laws would prevail in the event of a conflict. These
powers include defence, foreign affairs, taxation, social welfare benefits and pensions, post and
communications, currency and banking, and insurance. Section 96 of the Australian Constitution

gives the Commonwealth parliament the power to make grants on terms and conditions as it sees

fit.

This is the power that the Commonwealth has used to influence expenditure patterns of
sub-national governments, administrative priorities and macroeconomic stabilization policy. The
six member states retain for themselves residual and exclusive legislative responsibility for a

number of service areas, including law and order, education, health, housing and urban
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Table 3.1 STRUCTURE OF GOVERNMENT

COUNTRY COMPOSITION OF GOVERNMENT

AUSTRALIA Commonwealth (Central Government) Plus Six Original Colonial State
Governments; 900 Local Government Bodies That Have No Formal
Constitutional Role.

CANADA Federal Government, 10 Provinces, 2 Territories And Nearly 5 000 Local
Governments

GERMANY Federal Government, 16 Lander (States) And A Local Government Which
Is Not Significant

BRAZIL The Union, 26 States And About 5 000 Municipalities Of Varying Sizes
(Important Level In This Country)

Source: Compiled from Huter and Shah, (1998)

development, road and rail transport, gas and water and the provision of electricity. In
addition to these, the national and sub-national governments operate public enterprises, (Craig,
1997).

The Brazilian federation comprises of three levels of government, namely the Union, 26 states,
plus the Federal District and about 5 000 municipalities of wide ranging sizes (Table 3.1).

The Canadian federation is made up of the federal government and 10 Provinces, 2
territories as well as 5 000 local authorities (Table 3.1). The Canadian federal government is
given responsibility for the national public debt and property, regulation of trade and commerce,
defense, money and banking, criminal law, raising of money by any type of taxation, and the
authority to legislate in any areas not explicitly allocated to the provinces. (Broadway and Hobson,
1993). The British North America Act of 1867 give provincial legislatures the exclusive right to
make laws within the province in areas that are generally local or private in nature, such as

property and civil rights, public institutions, education, the management and sale of public lands,

and the administration of justice. Provincial government activities can be financed through the
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provincial right to use direct taxation. Provincial activities can also be financed by the “spending
power” of the federal government. This power allows the federal government to make
expenditures usually through transfers for functions under provincial jurisdictions. Local
governments receive their powers and responsibilities from the provincial legislatures and all
provinces have devolved to local governments the responsibility for primary and secondary
education and welfare.

Bird (1990) points out that, public sector financing in Canada is unique because it is one of
the most decentralized federations with respect to federal-provincial arrangements and one of the
most centralized with respect to provincial-municipal arrangements. Similar to the Australian
system, the Canadian model recognizes the federal and provincial levels of government.
According to Leslie (1993), the Canadian Constitution Act of 1982 reaffirms that the federal
government is responsible for equalizing the ability of provincial governments to provide
comparable levels of public services at comparable levels of taxation.

The intergovernmental arrangements in Germany have many features that characterize
unitary states — a strong central government with an extensive area of influence, uniformity in
legislation on almost all important issues, and a uniform tax system. The Federal Republic of
Germany consists of the Federal Government, 16 Lander and a local government sector that is not
very significant in the functioning of the federation. The German Constitution places emphasis on
uniformity of living conditions for the whole nation rather than on minimum standards.

Another important characteristic of the German federalism is the strong co-ordination of
policies among different layers of government. At the central level, emphasis is laid on legislative
functions, allocation of financial resources and the formulation of policy guidelines. States and
local governments are generally in charge of implementation and administering policies. Lower

levels of government often execute policies on behalf of the higher levels of government, where
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financing is sometimes tied to the functions performed, with corresponding grants or cost
restitution. A federal legislation also requires that some functions be financed by the lower tiers
from their own resources without compensation. States bear the responsibilities for
administration including tax administration.

The German financial arrangements are such that the horizontal distribution of functions is
matched by the prevalence of revenue sharing. All major income taxes and corporate income
taxes and the value-added tax accrue to federal and state governments jointly. Legislation on

taxes is uniform and centralised (Spahn and Fottinger, 1997).

3.2 Assignment of Responsibilities

3.2.1. Expenditure assignment

In Australia, a little above 50% of the total public sector spending is the responsibility of the
Commonwealth government (Craig, 1997). The bulk of the remaining expenditure is incurred at
the state level. Social welfare and health spending take the largest share of the Commonwealth
spending. Defence is another important component of the Commonwealth budget. The total
share of spending for the Commonwealth has been on the decline relative to GDP over the last
decade as a result of large grants that are made to sub-national governments for education, health
services, housing and social security.

State government expenditures are closely aligned with the residual constitutional powers
of this level of government. These are expenditures on education, health services, housing and
community amenities, law, order, public safety, transport and communications, and social
services. Local government functions include the provision of transport services, recreational and

cultural facilities, housing and community services such as local roads and parks (Craig, 1997).
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The 1988 Constitution of Brazil assigns relatively few functions exclusively to each level
of government. It reserves to the federal level its traditional functions, notably defence, foreign
affairs, control of the money supply and of the financial system, and the exploitation of certain
monopolies that are currently in the process of being dismantled. A large portion of the federal
share of expenditure is towards social security and social assistance, general administration, and
interest on the public debt. State spending is concentrated on general administration, education,
social assistance and health. Municipal spending focuses on general administration, housing and

urban services, primary education, health and local public transport.

Table 3.2 EXPENDITURE ASSIGNMENT

EDUCATION | DEFENCE | FOREIGN | HEALTH MAC.ECON. | WELFARE
AFFAIRS MAN.

AUSTRALIA

Resp(?nsibﬂily FS F F F.,S F F.,S
Provider F.S F F F.S F E.S

CANADA

Resp9n51b1hty ESL F F F.,S,.L F F.SL
Provider F.S.L F F F.S,L F FSL

GERMANY

Respgnsibility S F F S F S
Provider SL F F S,L F S.L

BRAZIL

Resp(?nsibﬂity F F F F.S F F.S
Provider F,S,L F F F,S.L F ,

Source: Compiled from Hutter and Shah, 1998
F =Federal S = State L =Local

The Constitution reserves to the state and municipal levels, the provision of police and
other security services as well as a few other services in their respective geographical areas. For

the vast part of the public expenditure, the Constitution envisages concurrent responsibilities to be
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further specified by federal law. This law, however, has not yet been proposed. This lack of
clarity in assignment of spending responsibilities has contributed to duplication and waste of
resources in the provision of goods and services. For instance, the federal government continues
to be actively involved in the provision of basic educz.ition, which, in principle, should be carried
out by the local level of government with financial support from the higher levels of government.
This is done to ensure minimum standards in service provision nationwide.

Notwithstanding the lack of clarity in spending assignment, in practice, there has been a
clear trend toward a decentralization of public expenditure. This trend has been a response to the
stress on the federal budget. Over the years, there has been a decline in the federal share of public
expenditure, as a result of the unplanned and involuntary decentralization of spending (Ter
Minassian, 1997).

The federal government of Canada is responsible for services with national scope, such as
defense, international affairs, social services, debt charges, industrial policy and research. The
federal government has over time taken for itself functions that were traditionally provincial
functions, such as the social safety net. The social safety net consists of payments made directly
to individuals and payments made from one level of government to another to support social
safety net activities. A large proportion of transfers to individuals include assistance for the
unemployed, family allowances, a universal old age pension, and national health insurance. The
federal government also makes transfers to provinces to fund programs in post-secondary
education, health care and welfare.

The provincial and local governments in Canada have major responsibility for spending on
goods and services that are local in nature, such as public education, health care, and municipal
services. However, the federal government does have concurrent spending powers for provincial

functions which it exercises in the form of transfer payments (Krelove, Stotsky and Vehorn,
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1997).

The German Constitution assigns defense, foreign affairs, citizenship, immigration and
emigration, international treaties, currency matters, federal transport, and postal and
telecommunication services to the federal government. The states are responsible for remaining
areas such as culture, education, law and order, environmental and health policies as well as
regional economic policy. The Municipalities have a responsibility for communal services, such as
local health facilities, sports and recreation, school building, housing, and road construction.

Owing to the high degree of horizontal integration of functions the division of
responsibilities in the German federation is not reflected in the distribution of public expenditures
across all levels of government. As mentioned earlier, lower levels of governments receive
specific mandates and earmarked resources for the delivery of those responsibilities that are

commissioned by the higher levels of government (Spahn and Fottinger, 1997).

3.2.2. Revenue Assignment

The major sources of revenue of the Australian Commonwealth flows from four major tax
revenues. These are personal income tax, customs and excise duties, company income tax and
sales tax. Almost 90% of the Commonwealth revenue comes from taxation, 60% of which is made
up of company and personal income taxes and 23% from taxes on goods and services (sales tax).
The state governments receive about 40% of grants and advances from the Commonwealth
revenue. A further 40% of revenue for the state sector comes from a diversity of taxes such as
payroll tax, property taxes as well as taxes and fees on motor vehicles, gambling and insurance.
The tax bases are similar in every state, but tax rates and base definitions vary substantially from

one state to another.
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The taxation systems of the Commonwealth, state and local governments in Australia are
administered by separate entities. The Australian Taxation Office administers all the major taxes
imposed by the Commonwealth government. The state and local governments maintain smaller
agencies to administer their taxes and fees (Craig,1997).

The Brazilian federal government is assigned the responsibility for personal income tax,
the corporate income tax, a selective value-added-tax (essentially an excise tax), a tax on rural
property, various types of social security contributions levied on payroll or turnover of
enterprises, taxes on foreign trade and certain taxes on financial operations.

Apart from their share of the federal revenue from personal income tax, selective value-
added-tax, corporate tax and rural property tax, states are assigned a broad based value added tax
(VAT), a tax on motor vehicles and estate and gift taxes. In addition to their 50 percent share of
the federally collected revenue, municipalities are assigned a tax on urban real estate property.

The distribution of revenue across levels of government and by type of tax has undergone
significant changes in recent years, with the share of the federal government (before revenue
sharing) in total tax revenues declining by about 5.5 percentage points between 1988 and 1995 to
around 62 percent. Currently various forms of social security contributions account for about 55
percent of own revenues of the federal government, the ICMS (or VAT) accounts for nearly 93
percent of states’ revenues and taxes on services (or ISS) provides nearly half of those of
municipalities (Ter Minassian, 1997).

In Canada the major sources of revenue are personal income tax, corporate tax and the
goods and services tax (VAT) which are collected at the federal level. The personal income tax
and the corporate tax are remitted in part to provinces. The provinces collect retail sales tax and

the resource tax, while the local level of government collects property tax (Craig, 1997).
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TABLE; 3.3 REVENUE ASSIGNMENT

TYPE OF TAX AUSTRALIA | CANADA | GERMANY BRAZIL

PERSONAL INCOME TAX

Base Definition F F F F

Administration F F F F
CORPORATE TAX

Base Definition F F F F

Administration F F F F
CUSTOMS

Base Definition F,S F F F

Administration F,S F F F
MULTI-STAGE SALES TAX (VAT)

Base Definition N/A F.,S F F,S,L

Administration N/A F,S F F,S,L
EXCISES ON ALCOHOL & TOBACCO

Base Definition S F F N/A

Administration S F F N/A
BETTING, GAMBLING, LOTTERIES

Base Definition S F,S N/A N/A

Administration S F N/A N/A
MOTOR VEHICLE FEES

Base Definition L F,S F,S S

Administration L F F S
PROPERTY

Base Definition N/A S,L F,L L

SOURCE: Huter and Shah, 1998
F=Federal S=State L=Local

In Germany, the power to legislate specific taxes is totally distinct from the right of each
layer of government to appropriate the proceeds from these taxes. Although tax legislation is
fully centralized, all of the important revenue sources are shared in Germany. The wage and
assessed income taxes, corporate tax and VAT, which yield almost three quarters of total tax
revenue or 71 percent of total taxes are all jointly appropriated. In addition, local business tax is
shared by all levels of government, and a part of the revenue from the federal mineral oil tax is
granted to the state governments in order to subsidize their regional public transportation.

Tax assignment to specific levels of governments in Germany is determined by the

Constitution. Major revisions of federal financial arrangements can be made only through an
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amendment to the Constitution which requires a two-third majority in both houses of the federal
parliament.  The significance of taxes directly assigned to each layer of government is small.
The main federal taxes are excises, the most important of which are those on mineral oil, tobacco,
and alcohol. These constitute roughly 17 percent of total taxes. The federal government also has
the right to levy a surcharge on income taxes. From its share of the VAT, the federal government
has to finance Germany’s contribution to the budget of the European Union. The main state taxes
are the motor vehicle tax and wealth tax. These account for 5 percent of total taxes.
Municipalities levy local business tax, property taxes as well as communal levies on public utilities,

while local governments collect about 7 percent of all taxes (Spahn and Fottinger, 1997).

3.3 Borrowing

Borrowing in Australia is co-ordinated by the Loan Council, which was given formal status in
legislation passed by the Commonwealth and the states from 1927 to 1929. It was finally
sanctioned by the Constitution after a referendum of 1928. The Council comprises one
representative of the Commonwealth; the Prime Minister or a nominee and one representative of
each state and the State Premier or a nominee.

Since the 1992/93 financial year, the Loan Council has introduced transparent
macroeconomic controls over the operation of the public sector. The requirement is that each
state and the Commonwealth present to the Loan Council its net financing requirements for the
coming financial year. These proposals are considered by the Loan Council taking into account
the fiscal position and reasonable infrastructure needs of each jurisdiction as well as the
macroeconomic implications of the Loan Council allocations (Craig, 1997).

Since the 1960s, state borrowing in Brazil has primarily been used to finance public
infrastructure. The loans are mainly financed by federal institutions that channel to state utilities
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and other enterprises funds collected through a variety of forced savings schemes. In the 1970s,
the federal and state governments resorted to external borrowing as a result of the dwindling of
resources from the state owned institutions. A number of states, however, defaulted on the
internal and external debt as a result of the economic recession. This led to the intervention by the
federal government. As a result, some of the state’s debt were rescheduled and taken over by the
federal Treasury. The seriousness of the state debt led to a tightening of the controls on new state
borrowing. Central bank regulations now prohibit a state from borrowing from its own banks.
This prohibition does not, however, extend to borrowing from other state banks (Ter Minassian,
1997).

The Canadian federal government can borrow funds for current and capital purposes with
no formal constitutional restrictions. Provincial governments can also borrow funds for current
and capital purposes with no formal constitutional or federal government restrictions. Also,
provincial governments are not required to balance their current budgets annually, as is typical in
other federations. Both federal and provincial governments are, however, subjected to some
market discipline through private ratings done by international investment firms.

The federal government has several sources of borrowing, such as the bond markets,
marketable bonds, treasury bills and other debt liabilities. Provincial governments have two major
sources of borrowing, namely the bond market and the Canada Pension Plan. The Canada
Pension Plan uses its surplus above the current needs to purchase preferentially rated securities
from the provinces (Krelove, Stotsky and Vehorn, 1997).

In Germany direct government borrowing from the central bank is prohibited, as is
privileged access of public authorities to financing institutions. The Constitution restricts
borrowing to the amount of projected outlays for investment purposes in the budget. Similar

provisions apply to state budgets in accordance with state constitutions or legislation. Local
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government borrowing is tied to their cash flow and is subject to state control (Spahn and

Fottinger, 1997).

3.4 Macroeconomic Management

Whilst it is the primary responsibility of the Commonwealth level of government in Australia to do
macroeconomic management, it is recognized that successful stabilization policy requires
intergovernmental co-operation.  Fiscal policy is influenced by the changes in the
Commonwealth’s own revenue and spending levels, the size of grants paid to sub-national
governments, and changes in the access of sub-national governments to borrowing. However,
state and local governments still maintain some degree of independence in budgetary decisions
flowing from their own substantial sources of revenue. Correct predictions of the likely response
of the sub-national governments to both economic development and the Commonwealth’s own
policies is important in assessing overall impact of public sector activity.

The stabilization efforts of the Commonwealth government since 1993 were less
successful when compared with the fiscal position of the sub-national governments that were all
running surpluses in 1996. The sub-national governments achieved these through deliberate
reductions in spending, resulting from the significant reductions in numbers of public employees.
The same period saw sub-national governments raising more revenue from taxes by tapping into
new bases and raising taxes on existing tax bases (Craig, 1997).

Macroeconomic management in Brazil is vested in the federal level of government.
Macroeconomic management in Brazil has experienced a profound change as a result of the
changes in mechanisms for intergovernmental relations. Three interrelated problems have

emerged concerning the conduct of fiscal policy: (1) the federal government has lost considerable

33



control over some fiscal policy instruments; (2) the effectiveness of the instruments under federal
jurisdictions can be potentially undermined by fiscal behavior at lower levels of government; and
(3) the federal government has come under a fiscal squeeze because decentralization of tax
authority and transfer of revenues have not been accompanied in practice by a transfer of
expenditure responsibilities (Ter Minassian, 1997).

As in other industrial nations, the federal budget has been used as a tool of
macroeconomic management in the period following World War ITin Canada. In recent decades,
the rapid rise in government spending that is not matched by a similar increase in revenue has led
to large structural deficits and a high debt burden. Also provincial governments are allowed to
run their own budget deficits. This has created a heavier consolidated public debt burden and has
also complicated the task of fiscal stabilization for the federal government. This is because, in
principle, provinces can conduct their own fiscal management, in line with their own objectives,
which may be incompatible with those of the federal government (Krelove, Stotsky and Vehorn,
1997).

3.5 Performance of Fiscal Decentralization

In Australia, the federal government is constitutionally required to follow regionally differentiated
policies. Although finances are relatively centralized, with a large vertical imbalance favoring the
central government, the need to take account of the reactions of state and local governments to
Commonwealth policies adds to the difficulty of implementing stabilization policy. While the
Commonwealth has the financial power to exert considerable influence on the behavior of sub-
national governments, (see Table 3.4) recent efforts have been directed to achieving better
cooperation and coordination of policy through effort to involve sub-national governments in the
attainment of important national goals. Further, the powers and composition of the Loan Council
in Australia assist in the improvement of cooperation within this two-tiered centralized federation.
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The cooperation in the Australian federation is also strengthened by the existence of the
Commonwealth Grants Commission (CGC) which is one of the distinguishing features of the
federation. The CGC operates under terms of reference set by the Commonwealth after
consultation with states and territories.

The CGC’s investigations aim to determine relative needs according to the principle ‘that
each State should be given the capacity to provide the same standard of state-type service as the

other states, if it makes the same effort to raise revenues from its own sources and conducts its
affairs with the same operational level of efficiency’ (Krelove, Stotsky and Vehorn, 1997).

As shown in Table 3.4, Canada has a two-tiered, highly decentralized system where
spending and revenue-raising responsibilities are appropriately matched. The coordinate-authority
model of the Canadian federation has a strong constitutional basis, a fairly strong state influence
on federal policy makers. Animportant characteristic of the federation is that it has proven to be
flexible and has allowed for the continued evolution of the system to accommodate new
innovations and changes.

The Canadian system is also highly decentralized with respect to federal-provincial
relations and is strongly redistributive. Intergovernmental grants are effectively used to equalize
the ability to pay for public services and to correct spillovers. Fiscal equalization is a federal
program of annual, unconditional payments to provinces which have a substandard capacity to

derive revenues from taxation and therefore a substandard capacity to finance public services for

their citizens.
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Table 3.4 A Comparison of selected fiscal systems

Tax Tax overlapping Tax Sharing
Separation v
Australia Canada Germany Brazil
tate influence on federal policy makers Fairly Strong Strong Strong Strong
tate government constitutional status Strong Fairly strong | Strong Strong
in law; very
strong in fact
ictual state control of local government Strong Strong Strong Weak
lange of local government responsibilities Limited Fairly Limited Extensive
: extensive
.ocal government influence on state Weak Fairly strong | Weak Strong
iolicymakers
.ocal government influence on state policy - Weak Fairly strong | Weak Strong
.ocal government influence on federal policy Weak Weak Weak Strong
[he character of fiscal federalism Two-tiered; Two-tiered Two-tiered; Three-tiered;
Centralised Decentralise | Integrated Decentralised
“ederal-state intergovernmental transfers Important; Important; Unimportant; | Important
Emphasis on Emphasison | emphasis on
conditional Unconditional | tax sharing
grants grants
“ederal/interstate equalisation performance Very strong; Strong; Strong; Weak
Revenue and revenue revenue and
expenditure disparities some
disparities reduced expenditure
-reduced substantially disparities
substantially reduced
substantially
State tax performance Fairly Weak Strong Fairly strong | Strong
Local Government fiscal independence Fairly Strong Fairly Strong | Weak Weak
Equalisation formula Federal-state Federal-state | Explicit and Implicit and
explicit and fiscal complex piecemeal
complex equalisation
State-local revenues more or less match No Yes Yes Yes
responsibilities
Source: Shah 1997

The Canadian Parliament and the Government are committed to the principle of making
equalization payments to ensure that provincial governments have sufficient revenues to provide
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reasonably comparable levels of public services at reasonably comparable levels of taxation.
According to (Kerlove, Stotsky and Vehorn, 1997), the Canadian “fiscal equalization program”
has endured and is often referred to as the “glue that holds the federation together”.

The similarities of the Canadian and the Australian systems lie in the quest to match
spending with the revenues generated in a particular jurisdiction. In the case of Canada, the
responsibility for equalization is with the Government and Parliament whilst the CGC in Australia
is entrusted with this function.

It can be concluded from the review above that fiscal federalism has proved to be effective
in Canada and Australia. These systems present a good model for developing nations.

Whilst the emphasis is placed on the coordination of activities of distinct levels of
government in Australia and Canada, the German system emphasizes, to a high degree, regional
availability of public infrastructure and government services. Financing public services is mainly
based on shared taxes and equalization arrangements stressing the uniformity of living conditions
in the whole nation and on horizontal cooperation among layers of government (Table 3.4).

The German system of intergovernmental fiscal relations, however, has a number of flaws,
such as the mismatch between revenue-raising and expenditure that reduce its efficiency and
impinge on interregional equity. These flaws result from the strict interpretation of the uniformity
of living conditions mandated by the Constitution. In spite of this negative element, the German
fiscal federal relations have created a high degree of homogeneity regarding regional availability of
public infrastructure and government services. According to Spahn and Fottinger (1997), this is
the basis on which the German economy thrives. Financing public services is mainly based on
shared taxes and equalization arrangements, stressing the uniformity of living conditions in the
whole nation and on horizontal cooperation among layers of government. This has, however, not

prevented regional authorities from exerting influential roles within the realm of their own
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jurisdiction and at the level of the federation.

Unlike the German system, the Brazilian intergovernmental fiscal relations allow states
and to a lesser extent the municipalities, substantial own revenue-raising powers (see Table 3.4).
This should foster fiscal responsibility and political accountability for their budgetary policies.
The current system of tax assignment is incompatible with the received wisdom in the literature as
well as the prevailing international practice in this area. For instance, the co-existance of a broad-
based state VAT with a more narrowly based multi-rate federal VAT is awkward and has given
rise to distortions in the tax burden across sectors and localities.

The Constitution of Brazil also envisages concurrent responsibilities to be further specified
by federal legislation, which at present has not been proposed. The lack of clarity in the
assignment of spending responsibilities also contributes to duplication and waste of resources in
the provision of goods and services. The effect of this is that the system of revenue sharing is
based on rigid coefficients, for both vertical and horizontal distribution, which are not based on

transparent criteria linked to tax capacities, tax efforts and expenditure needs.

3.6 Factors Influencing Decentralization
3.6.1 Diversity.

A federal system should provide scope for variety and differences in fiscal arrangements pertaining
to different states and localities. Communities may differ in their preferences for public services
and should therefore not be forced into a uniform pattern (Brown and Jackson, 1990). In order to
provide for a diverse community, more decentralization is necessary. Otherwise, certain
merchanisms must be in place to ensure that diverse needs are provided for in the case of a public

product that is produced and delivered from a central level.
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The Australian, Canadian and Brazilian systems tend to comply with the requirement that
recognizes differing localities and differences in preferences of communities for public services.
However, the extent to which these countries comply differs. Of the four foreign countries
reviewed Brazil seems to go the farthest in terms of fiscal decentralization followed by Canada
and then Australia. However, this is in a sharp contrast to the German federation, which places

emphasis on uniform living conditions for its citizens.

3.6.2 Equivalence.

A good system of decentralization would appropriately match the service with the level that
ensures optimum benefit to the users of that service. This brings about value for money and
proper accountability. In the four countries reviewed, there is compliance with this principle,
particularly on those public services that benefit the whole country and are efficiently provided at
federal level. This includes for example defense, foreign affairs and macroeconomic management.
There is, however, a wide range of differences among countries at state and local government

level depending on the level of decentralization of a country.

3.6.3 Locational neutrality.

Decentralization is affected in this instance where a region has an ability to raise certain taxes
which are similar to those raised at the national level, but the same does not apply to other
regions. Should the more affluent regions be allowed to raise the said tax, they will be able to
provide additional services therefore distorting the need to provide services equitably. Brazil is
the only country amongst the four countries reviewed that does not comply with this principle. In

Brazil, there is a coexistence of VAT at both state and federal government levels which has given
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rise to distortions in the tax burden across sectors. Furthermore, the federal legislation required
by the Brazilian Constitution to define spending assignments have not been proposed, this has led

to duplication and waste of resources.

3.6.4 Centralized stabilization.

The use of fiscal instruments for purposes of macropolity (stabilization, growth) has to be at the
national level. Local governments do not have the policy instruments to make stabilization policy
on their own (Brown and Jackson, 1990).

Federal or central governments have a fundamental role in ensuring that minimum or
uniform services are rendered to all citizens of a country. In a decentralized system, federal
governments are best placed to utilise instruments available to them to provide for stabilization
from a central level.

All the countries reviewed have complied with this principle and the issue of fiscal

stabilization and economic growth has been approached in a similar way.

3.6.5 Correction for spill-overs

Benefit spill-overs between jurisdictions lead to inefficient expenditure decisions. This calls for

correction by higher level government (Brown and Jackson, 1990).

In a decentralized system people have a choice in terms of where they reside sometime in
pursuit of job opportunities or relative peace. The mobility of people and resources cannot be
restricted at all times. This tends to lead to expenditure pressures on states or jurisdictions that

people locate to, leading to the need for equalization grants.

In Brazil federal or interstate equalization is weak which is explained by the lack of

40



emphasis on intergovernmental transfers of any kind. Also once the expenditure assignment is
purely defined, the Brazilian system will also show the need to tackle intergovernmental revenue-
expenditure disparities. In Australia, interstate equalization is very strong and revenue-
expenditure disparities have been substantially reduced. Canada and Germany are also strong on

the interstate equalization.

3.6.6 Minimum provision of essential public services.

The national governments should assure their citizens that, no matter in which state or local area
they reside, they will be provided with a minimum level of certain essential public services such as

safety, health, welfare and education (Brown and Jackson, 1990).

In Germany, the emphasis is on uniform living conditions for every citizen which goes
beyond the question of minimum norms and standards in the service provision. As shown in Table
3.2, Canada, Brazil and Australia also have, as a constitutional prescript, the provision of
minimum standard in the provision of public services. It is also important that there are

similarities in the provision of defense, education and welfare in all the countries reviewed.

3.6.7 Equalization of fiscal position.

While redistribution is primarily an inter-individual matter, the existence of sharp regional
differences in the balance between fiscal capacity and need among local governments cannot be
disregarded entirely. Some degree of fiscal equalization among local governments is called for so
that minimum service levels can be secured with more or less comparable tax efforts (Brown and

Jackson, 1990).

As a result of very strong federal and interstate equalization performance in Australia,
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Canada and Germany, the revenue and expenditure disparities in these countries have been
reduced substantially (Table 3.4). Canada has a strong tax collection in the states, while Germany
is fairly strong and Australia fairly weak, which accounts for the strong Australian equalization
programme.

These principles are very difficult to adhere to. Some of them conflict, and they might
have economic costs associated with them. It is concluded that these factors are satisfied in the
four countries reviewed. The Australian system with its supporting structures such as the CGC
and the Loan Council seem to be leading the pack in the system of fiscal federalism. Australia is

closely followed by the Canadian system which is in turn followed by the German system.

3.7 Summary

1. Although structured differently the countries reviewed tend to assign functions in a
manner that is consistent with the public finance theory that functions that are distributive
in nature and those that are meant to ensure the country’s stability should be reserved
exclusively as federal or national government competence.

2. Whereas the Australian, Canadian and Brazilian’s tax decentralization show a number of
significant taxes that are devolved to the lower levels of government, the German model
represents a strong concentration the center. The discrepancy is compensated for by the

use of equalization grants in the German model.
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Chapter 4
Fiscal Federalism in South Africa

4.1 The Structure of Government

The South African Constitution, Act No. 108 of 1996, establishes national, provincial and local
government as autonomous spheres that are distinctive, interdependent and interrelated. As can
be seen in Table 4.1, there are nine provinces in South Africa and about 500 municipalities. There
is a move to restructure the municipal level of government with a view to reducing their numbers
and establishing mega cities for better control and coordination. The Constitution also identifies
functional areas of concurrent and exclusive competence. In order to give effect to the
requirements of the Constitution, budgetary procedures and other institutional arrangements have
been put in place. The budget making process is the responsibility of all the three spheres of
Government (DoF, 1998).

Provision is also made in the Constitution for the intervention of the national government
through legislation with regard to matters falling within a functional area of another sphere of
government. A number of Acts, such as the Financial Management Act of 1999 have been passed
in this regard. These measures may only be necessary to maintain national security, economic
unity and essential national norms and standards. Provision is also made to establish minimum
standards required for the rendering of services, prevent a province to take action that may be
prejudicial to the interests of another province or to the country as a whole. To this extent, the
national government is mandated by the Constitution to perform fiscal stabilization and co-
ordination functions for the country as a whole, (Government of South Africa, 1996).

In order to coordinate the activities of government with regard to the concurrent

functions, there is a National Council of Provinces, that is the upper house of the national
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assembly, that looks after the interests of provinces when legislation that will affect the
functioning of provinces is discussed.

The Constitution provides for the establishment of the FFC. The FFC has been in
existence since 1994. Unlike the Commonwealth Grants Commission in Australia, the South
African FFC is not independent as envisaged in the Constitution. The FFC is an advisory body,
appointed by the President of the country and accountable to Parliament. The FFC makes
recommendations on financial and fiscal matters of the national and sub-national governments.
There is also no clear mechanism of giving this advice to the law making bodies. The role of the
FFC is therefore minimal in terms of its influence on the system of intergovernmental relations in
the country. Nevertheless, the FFC has contributed significantly to the development of the
intergovernmental system. The FFC’s recommendations for the division of resources between the
three spheres of government (revenue sharing) form the basis of the current system of revenue
allocation. Most recently the FFC has made recommendations regarding the establishment of the
local government equitable share.

Table 4.1 shows that decision making in the South African federation is relatively
centralized, with a large vertical imbalance favouring the central government. As a consequence
of this strength, the national government is in a position to influence the policies of the sub-
national governments. A number of institutions such as the Budget Council and the Budget
Forum have been created through legislation in order to support the intergovernmental
cooperation in South Africa. The Budget Council consists of Provincial Ministers of Finance and
the national minister, whilst the Budget Forum is an extension of the Budget Council by including
the representatives of local government.

As in the case of the Loans Council in Australia, there is a Loans Coordinating Committee

which is chaired by the Minister of Finance and has a membership of the provincial ministers of
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Finance. This committee has not really done any significant work and its performance cannot be
evaluated.

Co-operative governance between the spheres of government has also been given effect
through the enactment of various pieces of legislation required by Chapter 13 and other sections
of the Constitution. Chapter 13 of the Constitution provides for General Financial Matters and
also defines the framework for the establishment of control institutions, powers and functions on
financial matters. The Financial and Fiscal Commission (FFC) Act gives purpose to the
requirements relating to the FFC under Section 220 of the Constitution. The Intergovernmental
Fiscal Relations Act establishes a formal process for dealing with intergovernmental budgetary
issues. The Act is designed to facilitate and regulate a process of consultation to achieve a budget
making process that is fair. The Act gives effect to Section 214 of the Constitution by setting out
the process to arrive at the equitable share of revenue raised nationally for the national, provincial
and local spheres of government. This includes the equitable division of the provincial share of

that revenue among provinces.

4.2 Assignment of Responsibilities

4.2.1 Expenditure Assignment

In South Africa, national government policies influence provincial and local government spending
indirectly through co-operative agreements and legislation setting norms and standards. A large
portion of the national government expenditure is allocated to the functions that are determined by
the Constitution to be under the exclusive powers of the national government. These exclusive
powers include the administration of justice, national security (which is vested in a single defence

force), a single police service and intelligence services, tertiary education, national and



international airports, lotteries and sports pools, national parks and marine resources, and national
public enterprises (Government of South Africa, 1996).

As can be seen in table 4.2 expenditure on the exclusive functions mentioned above
totalled R72.30 billion in 1995/96. This expenditure increased to R83.70 billion in 1996/97during
which time some elements of the revenue sharing mechanism were introduced. Expenditure on the
national exclusive functions, further increased by 6% in 1997/98 to R88.70 billion and by 2.8% in
1998/99 to R91.20 billion. The expenditure is projected to increase by 4.8% in 1999/2000 to
R98.10 billion. (DoF Budget Review, 1998). As a share of the total consolidated general
government expenditure, exclusive functions accounted for 46% in the 1995/96, increased to
47.20% in 1996/97 and 46.90% in 1997/98. In 1998/99 44.70% of the total consolidated general
government expenditure was spent on exclusive functions. This expenditure is expected to

increase to 45.27 in 1999/2000 and drop back to 44.8% in 2000/2001.

Table 4.1 South Africa: Intergovernmental System

Indicator Characteristics
L Structure of Government National Government, 9 Provinces and about 500 local authorities
IL Expenditure Assignment Education | Defence Foreign Health Mac.Econ. | Welfare
Affairs Man
Responsibility
NP N N N,P.L N N,P,.L
Provider
NP N N N,P,.L N N,PL
III. Revenue Assignment Personal Corporate | Customs VAT Excise Betting & Motor | Prope
Income Tax | Tax Gambling | vehicle | rty
Base Definition N N N N N NP P L
Administration N N N N N NP P L

Source: Compiled from Shah 1997
N=National P= Provincial L= Local
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“able 4.2 Consolidated national and provincial expenditure: Functional & Assignment Breakdown
L billions

95/96 96/97 97/98 98/99 99/2000 | 2000/01

ixclusive National Functions

defence 11.6 11.8 10.7 11.0 11.6 12.3
ustice 1.6 1.7 2.0 25 2.7 3.0
>olice 9.3 114 13.1 14.1 15.1 16.0
>risons 2.7 3.1 3.9 5.4 5.8 6.4
Nater scheme, related services 14 2.2 1.9 1.9 2.0 2.3
“uel and Energy 0.2 0.2 0.2 0.1 0.1 0.1
Viining 0.2 0.3 0.3 0.3 0.3 0.3
Vlanufacturing 0.8 1.0 1.1 0.6 0.6 0.6
Regional development 0.9 0.7 0.9 0.7 0.7 0.7
Other 3.3 32 2.8 2.6 32 3.8
Seneral admin, other 10.8 13.5 13.2 9 10.7 11.7
nterest 29.5 346 38.6 43.0 453 48.1
SUB-TOTAL 72.30 83.70 88.70 91.20 98.10 105.3

46% 47.20% 46.90% 44.70% 45.27% 44.80%
Concurrent Functions

Education 34.6 39.2 40.3 46.8 492 522
Health 16.1 18.5 20.2 25.1 26.4 28.1
Social Security & Welfare 152 16.4 184 19.8 20.7 222
Housing 3.0 1.6 42 3.9 43 43
Other 5.1 5.7 55 6.5 6.5 7.5
Transport, Communication 73 7.7 73 6.5 7.0 7T
Agriculture, forestry, fishing 35 44 4.5 43 4.5 4.9
SUB-TOTAL 84.80 93.50 100.40 112.90 118.60 129.70

54% | 52.80% | 53.10% | 55.30% | 54.73% | 55.20%
TOTAL 157.1 177.20 189.10 204.10 216.70 235.00

Source: Department of Finance Budget Review 1998

Some 80% of provincial government expenditure is distributed between health, education and
welfare. These expenditures are concurrent in terms of the constitutional prescriptions, but
constitute a significant amount of work in provincial governments (Table 4.1). In 1995/96,
expenditure on education for instance increased by 11.73%, in 1996/97 by 13.3%, in 1997/98 by
2.8% and by 16.1% in 1998/99 financial year. Thereafter projected growth in spending on
education is around 5% per annum. Expenditure on health has also seen an increasing trend.
Spending on health increased by 14.9% in 1996/97 and had a lesser increase in 1997/98 financial
year to a significant increase of 24.3% in 1998/99. For 1999/2000, growth of around 5% is

estimated. As a share of the consolidated government expenditure, spending on concurrent
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functions accounted for54% in 1995/96, 52.8% in 1996/97, rising to 53.1% in 1997/98, and
55.3% in 1998/99. It is projected that the share of spending on concurrent functions will
represent 55.2% of the total consolidated government expenditure in 2000/2001.

Since the 1995/96 financial year, the concurrent functions have received an increasing
share of the total consolidated government expenditure. Most of these are functions that underpin
the reconstruction and development programme.

Provincial exclusive functions include provincial roads and traffic, provincial planning,
provincial sport, recreation and amenities, cultural matters and liquor licenses. In relation to the
total consolidated general government expenditure, expenditure on provincial exclusive functions
is insignificant. Municipal expenditure is in respect of functions such as beaches and amusement
facilities, municipal roads, municipal parks and recreation, traffic and parking, local amenities and
general municipal services such as water provisioning and energy (Government of South Affica,

1996).

4.2.2 Revenue Assignment

The South African Constitution provides that each sphere of government is entitled to an
equitable share of revenue raised nationally to enable it to provide basic services and perform the
functions allocated to it. The equitable division of revenue takes into account the functions
assigned to each sphere under the Constitution and the capacity of each government to pay for
these functions through own receipts and revenues. These functions have been outlined in the
previous section (Government of South Africa, 1996; and DoF, 1998).

The equitable share is an unconditional allocation to the national government, provinces
and local governments. Provincial and local governments are fully responsible for these funds and
are directly accountable for the expenditures out of them. In addition to their equitable share,
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provinces and local governments may receive other allocations from the national share as
conditional grants to finance specific expenditures that may be determined by national
government, as directed by national norms or co-operative agreements (DoF, 1998).

Under the Intergovernmental Fiscal Relations Act of 1997, the budget process begins with

the FFC making recommendations on the division of revenue 10 months before the start of the
financial year. The Minister of Finance is then required to consult with provinces, local
government and the FFC concerning the proposals of the FFC. The Act establishes a Budget
Council and Budget Forum to facilitate consultation with provinces and local government. The
Minister of Finance is also required to table a Division of Revenue Bill at the time of the Budget,
specifying the allocations to each sphere of government and the conditions that may apply to any
of the allocations. The 1998/99 budget was the first to be guided fully by the requirements of the
Intergovernmental Fiscal Relations Act.
The taxation system in South Africa is managed by a single national entity known as the South
African Revenue Services (SARS). SARS collects and administers all taxes on behalf of the
national government, which are then shared by all spheres of government as prescribed by the
Constitution.

The formula for the division of revenue between the national and provincial spheres of
government has been developed by the FFC. The formula is given as:

P =S+m+T+I+B 4.1
where

P = the total provincial allocation;

S = minimum national standards grant to enable provinces specifically to provide primary and

secondary education and primary and district health care to their residents;
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m = spillover grant to provide for the financing of those services which have interprovincial
spillover effect;

T = fiscal capacity equalisation grant to ensure that provincial functions are financed from an
equitable provincial taxing capacity and to encourage accountability and democratic

institutions associated with the establishment of provincial legislatures;

bt
Il

institutional grant to provide funds for each province to finance the core of its legislature
as required by the Constitution; and

B = basic grant to enable provinces to establish and maintain institutions necessary for the
fulfilment of their constitutional obligations according to their constitutional obligations

according to their own priorities (FFC, 1996).

Over and above the elements contained in the formula, the FFC proposes that ad hoc
allocations (ADHp) can be made as conditional grants to provinces to cover contingencies. The
FFC further recommended that provincial borrowings (Borp) and Provincial Own Source
Revenue (O) be included in the formula for the calculation of the Provincial total revenue. The
FFC also proposes the granting of a tax room in personal income tax system for provinces to
‘piggy-back’ on. The tax room is described as the reduction by the national government of its tax
rate in order for provinces to levy a surcharge on the tax up to the maximum left by the national
government. For the tax room to be implemented, it is required that a national law be enacted. In
the interim, the FFC proposes that a transitionally assigned surcharge (TAS) be introduced to
start the process of encouraging the collection of revenue through taxation by provinces. Taking

all these elements into consideration, the complete formula is therefore as follows:

P=S+m+T+1I+B+AdHp +Borp + TAS+ O 4.2)
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Where the national share will be determined as:
G’ = xR+ BorG - AdHp 4.3)

In equation 4.3, G represents the total national revenue after all adjustments have been
made, and BorG the total borrowing by the national government, and ocR represent the change in
the nationally collected revenue (FFC, 1996).

The Constitution places limitations on the power of provincial and local governments to
raise revenue. Interms of the Constitution, provinces’ power to impose taxes, levies, duties and
surcharges may not be exercised in a way that materially and unreasonably prejudices national
economic policies, economic activities across provincial boundaries, or the national mobility of
goods, services, capital and labour. Also, this power must be regulated by an Act of (national)
parliament after consideration by and recommendation of the FFC (Constitution of the RSA, Act
108 of 1996). Provincial and local governments collect own source revenues that are not included

in the revenue sharing and cannot be deducted from the equitable share.

4.3 Borrowing

The Constitution of South Africa provides that a pfovince or a municipality may raise loans for
capital and current expenditure in accordance with reasonable conditions determined by national
legislation, but loans for current expenditure may be raised only when necessary for bridging
purposes during a fiscal year. The said legislation may be enacted only after recommendations
from the FFC have been considered. The Borrowing Powers of Provincial Governments Act was
passed in 1996. Presently, the national government borrows through the issue of financial
instruments that are sold both domestically and internationally. Provinces are not allowed to
borrow except for the running of overdrafts on their current accounts that are held at various

commercial banks. There is also an agreement that provinces will not exercise their power to
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borrow until after the 1999/2000 financial year. The agreement for Provinces not to borrow in
order to increase their capacity to deliver infrastructure will be reviewed on a year to year basis.
Municipalities, however, are allowed to borrow for current expenditure as well as for
infrastructure development. A number of municipalities are rated by outside agencies and that

gives them a better standing to borrow within the country (Government of South Africa, 1996).

4.4 Macroeconomic Management

It is the primary function of the national government to perform the functions of macroeconomic
management functions in South Africa. It is recognized that successful stabilization policy requires
intergovernmental co-operation since fiscal policy is influenced by changes in the national revenue
and spending levels, level of grants paid to sub-national governments, and access of sub-national
governments to borrowing. Provinces, however, have not exercised the right to borrow as
contained in the Borrowing Powers of Provincial Governments Act of 1997.

Whereas legislation allows provinces to borrow for bridging finance and for the financing
of fixed assets, there is an agreement to the effect that no province be allowed to borrow up to the
1999/2000 financial year for a number of reasons. First, the macroeconomic framework of the
country prescribes the maximum level of debt to GDP over the medium term. Given that
subnational governments cannot borrow, the national government is using its borrowing powers
as a stabilization tool and there is no intention to allow provinces room to borrow. Second, most
provinces are not financially sound to satisfy lenders that they can meet their debt obligations.
The capacity and experience of some provinces to manage debt is also in doubt given their bad
record in the management of expenditure. Third, provincial borrowing may, in some
circumstances, crowd out private sector borrowing which may be more economically beneficial to

the country. Also, the magnitude of the debt of former homelands and self-governing territories
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which was taken over by the national government after the integration undermines the provinces’

case to borrow (DoF, 1998).

The constitution provides for minimum standards that should be financed through an
equitable share of revenue raised nationally. Yet, the national government departments have not
done anything to provide legislation prescribing minimum standards. This gap created by the lack
of legislation has been filled by the existence of other cooperative arrangements that attempt to

bring about some equity in the delivery of public services such as education, health and welfare.

4.5 Factors Influencing Decentralization

4.5.1 Diversity.

South African communities are very diverse, with at least eleven official languages and a variety of
cultures and ethnic groups. As a historical fact, the majority of people within these communities
tend to be located in the different provinces on the basis of their cultural and ethnic origins. For
this reason the demands on the fiscus by these communities will always differ from province to
province. The Eastern Cape Province, KwaZulu-Natal Province, the Northern Province and
Mpumalanga for instance, are provinces that have a strong presence of indigenous African
groupings such as Xhosas, the Zulus and the Tsongas respectively. These ethnic groups have a
strong belief in their customs and traditions. For this reason these provinces have demands for
services such as the House of Traditional Leaders, which is basically to ensure that the effects of
democratic change in the country, does not undermine the fundamental beliefs of these ethnic
groups as a people. It is the reasons of culture and habits that prompted the debate of a
‘volkstaat’ for the Afrikaaner people. This, it was argued will promote self-determination for this

group of people.
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4.5.2 Locational neutrality.

Taxes in South Africa are structured in a manner that does not encourage regional distortions. As
a result the affluent provinces are theoretically not able to deliver services better than others. In
practice, however, there are qualitative variances in the delivery of social services. For example,
the per capita expenditure on social services such as education and health vary from province to
province, with the affluent provinces able to maintain higher per capita expenditures.

The national government took a deliberate decision to reverse the inequities of the past and allow
for access to services to people that were underserved. This decision has contributed to the

failure to decentralize revenue and expenditure.

4.5.3 Centralized stabilization.

The use of fiscal instruments for purposes of stabilization and growth is a national government
monopoly. Subnational governments do not have the policy instruments to make stabilization
policy on their own. Provinces have to conduct their business in a manner that does not undermine
the attempts and policies of the national government in promoting economic growth and ensuring
stability. Subnational governments do not have the ability to undermine the national government
policy priorities because the expenditure and debt targets are set in the macroeconomic
framework by the national Minister of Finance. These targets in turn determine some 95% of the
allocation to subnational governments. Further, subnational governments are not allowed to
borrow nor to budget for a deficit, and should they overrun their budgets, the national

government can intervene by imposing restrictions that are backed by constitutional priorities.

4.5.4 Correction for spill-overs

The mobility of people is on the increase in South Africa. The 1996 census has proved that the
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Gauteng Province has had significant shift in population since the earlier census. This reflects the
attraction of middle income earners to the Province in pursuit of better job opportunities, which
has put some pressure on the Gauteng government’s social spending, in particular on health
spending. A similar trend is found in KwaZulu-Natal which shares borders with the Eastern Cape
Province. The general perception in the Eastern Cape is that the quality of public goods is low.
This has led to the situation where people walk across to the KwaZulu-Natal Province to enjoy
services, such as primary health care and primary education which are perceived to be good
quality and cheap. In some of the schools and clinics, 100% of the beneficiaries come from the

Eastern Cape Province.

4.6 Summary

The major observations that came out of the discussions in this chapter include:
The Government of South Africa is structured as a multi-tier government with a strong
central government that performs the functions of macroeconomic management and
produces national products that would not be produced by other sub-national

governments without perpetuating fiscal distortions.

Unlike other de\}eloped fiscally decentralized systems, South Africa has not meaningfully
devolved both expenditure and revenue to sub-national governments. In order to promote
good and effective governance it may be useful for South Africa to speed up the
devolution of taxes to sub-national governments.

The borrowing regime of provincial governments has been suppressed by the national
government in order to first stabilize the fiscal and financial management systems of the
provincial governments.
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Chapter 5
Fiscal Decentralization Hypothesis: Empirical Tests

5.1 The Fiscal Decentralization (Leviathan) Hypothesis

Following the argument that private monopoly in production leads to relatively high prices and
profits, the public choice literature suggests that similar analysis of government structure may be
useful in the modeling of public production. Drawing on this analogy, Brennan and Buchanan
(1980) model government as “Leviathan”, i.e., a public entity which systematically seeks to exploit
its citizenry through the maximization of tax revenue it extracts from the economy. From this
perspective, they develop a fiscal constitution whose central purpose is to constrain “Leviathan”
by limiting in various ways its access to tax and other fiscal instruments (Oates, 1985).

Brennan and Buchanan’s model is an extreme version of the “public choice model” of
government, in which they consider a worst-case scenario of government unconstrained by the
electoral process. They argue that the electoral process may not effectively constrain the actions
of self-interested, utility-maximizing government agents to those actions that advance public
goods. Rather, majority voting may be subject to exploitation by government agents. Through
strategic determination of policy platforms or collusive behavior with competing government
agents, government may be able to minimize the constraining influence of the electoral process.
Furthermore, the actions of some government agents such as tenured bureaucrats may not be
subject to the discipline of the political market place (Grossman, 1992).

According to Brennan and Buchanan, government’s ability to maximize revenue is limited
only by the constitutional constraints placed upon its actions. They stress that fiscal
decentralization is one such powerful constraint on Leviathan: competition among governments in

the context of the inter-jurisdictional mobility of persons in pursuit of fiscal gains can offer partial
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or possible complete substitutes for explicitly fiscal constraints on the taxing power. Such
competition among governments in a federal system that places heavy reliance on local fiscal
decisions will greatly limit the capacity of Leviathan to channel resources into the public sector
(Oates, 1985). Thus the effectiveness of the decentralization constraint is greater the more mobile
are voters and the greater the extent to which public goods are local in nature.

As a caveat to their hypothesis, Brennan and Buchanan argued that lower-level
governments would try to circumvent the discipline of fiscal decentralization by colluding among
themselves or with the central government. They noted that within a constitutionally designed
federal structure, one would predict that there would be constant pressure by competitive lower-
level governments to secure institutional re-arrangements that would moderate competitive
pressures. Such institutional re-arrangements would probably be collusive agreements between the
central and lower-level governments. Lower-level governments would cede to the central
government taxing powers which the central government could then levy across all governments
at a uniform, revenue-maximizing rate. The revenues would then be shared among governments,
with the lower-level governments’ share provided in the form of intergovernmental grants
(Grossman, 1992).

Collusion concentrates the powers of taxation in the hands of the central government,
expanding the range over which the central government can apply its monopoly power. The
greater the range of economic activity taxed by the central government, the more potent its taxing
powers are likely to be and the greater will be total public sector size. The potency of the central
government’s revenue-maximizing powers is likely to increase disproportionately with increases in
the tax bases available to it.

The Leviathan hypothesis is thus motivated by the desire to successfully understand

government behavior as well as to recommend effective means of controlling its behavior. Among
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other suggestions, Brennan and Buchanan offer the private monopoly corollary that competition
among different fiscal units is an effective means of controlling the aggregate size of Leviathan.
Hence, the resulting decentralization hypothesis that total government intrusion into the economy
should be smaller, ceteris paribus, the greater the extent to which taxes and expenditures are

decentralized.

5.2 Empirical Tests of the Decentralization (Leviathan) Hypothesis

While the Leviathan hypothesis has been the source of lively debate and a wide range of policy
proposals, it has not been the subject of much systematic empirical work or testing. Recent
empirical studies on this issue have examined the effects of intergovernmental competition on
aggregate government size. In what follows, we review three of such studies, i.e., Oates (1985),
Grossman (1989; 1992), and Joulfaian and Marlow (1990). These studies have been selected
based on the analytical framework employed and relevance of the findings to the present study.

Oates (1985) examines one of the testable implications of the decentralization hypothesis
namely, “other things being equal, the size of the public sector should vary inversely with the
extent of fiscal decentralization”.

Brennan and Buchanan (1980) see a decentralized public sector as a mechanism for
limiting the growth or size of government. Oates argues that the opposite could also be true, i.e.,
increased decentralization could lead to an increase in the size of government. His argument runs
as follows. Suppose that instead of a monopolistic setting, competition among political parties
produces an outcome that conforms fairly closely to the tastes of the citizenry - as under the
conventional median-voter model. In such a competitive political environment, one would have no
reason to expect a negative association between the size of public budgets and the degree of fiscal
decentralization. In a centralized setting, the outcome would conform to the preferences of the
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overall median voter. If, in contrast, levels of output were set independently in each jurisdiction,
the median voter in each locality would effectively choose the budget. It is impossible therefore to
determine whether the average level of output in the decentralized case would exceed or fall short
of output under centralised decision making without knowing both the distribution of tastes and
the location of the populace.

According to Oates, one might argue for the competitive case that, from a purely
budgetary perspective, increased fiscal decentralization would typically result in a higher level of
government expenditure. Greater decentralization may result in the loss of certain economies of
scale with a consequent increase in costs of administration. That is, fiscal decentralization may be
relatively expensive in budgetary terms. Thus, a more competitive view of the functioning of the
public sector would suggest, contrary to the Leviathan model, an absence of a positive association
between government size and fiscal centralization with the possibility that this association might
even be negative.

Using data on public finances dis-aggregated by level of government, Oates examines the
influence of fiscal decentralization on the behavior of government in 43 countries. He also
explores the association between the budgetary size of state and local governments and the degree
of decentralization of state-local “fisc” in each of the 48 states and local governments in the United
States.

As a measure of the size of the public sector in the United States case, Oates uses
aggregate state-local tax receipts in each state as a fraction of personal income (G). For the extent
of state-local decentralization, Oates uses three proxy measures. These include two fiscal
centralization ratios - state share of state-local general revenues (R) and the state share of state-
local total expenditure (E) and one non-fiscal measure of decentralization: the absolute number of

local government units in the state (L).Oates uses this third measure because in Brennan and
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Buchanan's observation, the potential for fiscal exploitation varies inversely with the number of
competing governmental units in the inclusive territory. The results of Oates analysis of the 48
states in the United States which are relevant to the present study are summarized in Tables 5.1-
5.3.

The results summarized in Table 5.1 show a considerable diversity in both the size of
government (G) and extent of fiscal concentration (R and E). In the case of the size of
government, the ratio varies from a high of 0.18 to a low of 0.10, with a mean of 0.12 across
states. For the centralization ratio across states, the figure varies from a maximum of 0.78 to a
minimum of 0.43 with a mean value of 0.58 on the revenue side, and from 0.59 to 0.22 and a
mean of 0.43 on the expenditure side. Likewise, the number of local governments varies from
6,620 in one state to only 120 in another state.

The results of Oates rank correlation analysis summarized in Table 5.2 show a negative
correlation between the size of government (G) and each of the fiscal centralization ratio ( R and
E), indicating that a more centralized state-local sector tends to be associated with a smaller state-
local sector. Although the negative correlations established between G and each of R and E run
counter to the prediction of the Leviathan hypothesis, the degree of association is not sufficiently
strong in either case to reject the null hypothesis of no correlation. In contrast, the correlation
between G and the number of local governments (L), is negative, supporting the Leviathan

hypothesis, but here again the relationship is very weak. In general, Oates simple rank correlations

analysis does not produce a conclusive result.

In an attempt to control for other variables that influence the size of the public sector,
Oates undertook a number of regression analysis. In the absence of a fully specified model of the
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