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Foreword

In recent years, the issue of intergovernmental fiscal transfers has re-
ceived increasing attention among policymakers for various reasons. These
include (i) disparity in delivery of social servicesbetween regions, (ii) economic
gap between growth centers and lagging areas, and (iii) progress in economic
and political decentralization. While strengthening institutions, functions, and
finances of state/local governments is becoming increasingly important, devel-
oping a more productive and equitable intergovernmental transfer scheme has
likewise become a priority issue. The issue of alocating national resources to
local communities has been a major policy agenda as subnational governments
play astronger role in carrying out socioeconomic policies.

For along time, the governments in the Asia-Pacific region have made
enormous efforts to minimize distortions and defects in the countries’ fiscal
transfer schemes. However, existing disparities in production growth, fiscal
bases, and the extent of public services call for greater governmental interven-
tionsincluding areform in central-state fiscal relations. An expeditious reform
aimed at addressing the underlying fiscal and economic imbalances and ensur-
ing equitable delivery of public services across states would place powerful
impetus to the long-term socioeconomic progress.

The new focus on the greater fiscal role by local governments has been
supported by international development agencies including ADB. ADB has
stepped up its assistance for regional development projects in relation to in-
creasing economic and political decentralization in its member countries. At
present, fiscal strengths of subnational governments are assuming even greater
importance in the operations of ADB as it places the emphasis of its operations
on poverty reduction and the participation of local stakeholders, including lo-
cal communities and low-level governments, in its projects and programs.

This operational shift has been strengthened by a significant increase in
loans and technical assistance to address poverty, education, health, regional
development, and environment. All of these require sound backup of fiscal
resources, covering both capital and recurrent expenditures, from subnational
governments as well as their enhanced institutional capacity.

Against this backdrop, ADB has undertaken cross-country comparative
research to assess intergovernmental fiscal transfers. It included three country
studies on India, Pakistan and the Philippines and a more general study on
broad international experiences. The research has examined pertinent theories,
international experiences, and evolution of fiscal equalization arrangements
between the central governments and provincial or state governments, as well
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as the underlying rationale, problems and issues in those countries. A Confer-
ence on Intergovernmental Fiscal Transfers for Equitable In-Country Growth,
which was held in September 2001 through the support and generosity of the
National Institute of Public Finance and Policy (NIPFP) in New Delhi, India,
discussed draft versions of these four reports and received many valuable com-
ments. The book brings together all these reports that were commissioned by
ADB as well as two more reports on Cambodia and Indonesia which the au-
thors have kindly contributed.

The study is expected to reinforce ADB’s ongoing efforts to formulate
better country assistance programs and provide critical inputs to public sector
reform programs in Asian developing countries.

Ifzal Ali

Chief Economist

Economics and Research Department
Asian Development Bank
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The Role and Challenges of
| nter gover nmental Fiscal

Transfersin Asia

Yun-Hwan Kim, Asian Development Bank,
and Paul Smoke, New York University

A. Introduction

Intergovernmental fiscal transfers are an important tool of public sector
finance in both industrialized and developing countries for three principal rea-
sons. First, central governments have advantages over subnational governments
in raising revenue from many types of particularly productive sources, while
subnational governments have advantages in providing many types of public
services. This redlity invariably results in a mismatch between the costs of
expenditures that subnational governments are expected to undertake and the
resources locally available to them.

Second, there are often substantial disparitiesin revenue-raising capacity
across decentralized levels of government. If subnational governments were
left to rely exclusively on their own resources, wealthier jurisdictions would be
able to spend more on public services than lower-income jurisdictions. Such a
situation has not only equity implications but efficiency implications aswell. If
decentralized governments are responsible for infrastructure and services that
are essential production inputs, areas with lower resource levels may be unable
to support local economic development.

Third, resources from the central level can be used to ensure that basic
national priorities will be met in all subnational jurisdictions. Typical priority
sectorsinclude health and education, but often extend to roads, water, and other
services. Providing these services may promote both efficiency (if externalities
are involved) and equity, and also support poverty reduction efforts.

Asian Development Bank (ADB), like other international development
agencies, has been focusing more attention on supporting the reform of local
government finance in recent years. This has occurred as part of a broader
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paradigm shift in which the public sector isbeing decentralized and subnational
governments have growing resource requirements. The decentralization trend
is based on abelief that the participation of avariety of key local stakeholders,
including subnational governments and local communities, iscritical to realize
development and poverty reduction goals. There has also been a growing rec-
ognition of the need for broader partnerships among the various levels of the
public sector, the private sector, civil society, and international development
agencies in promoting more equitable and sustainable devel opment.

The developing Asiaand Pacific region as awhole has achieved unprec-
edented sustained growth and devel opment in the past three decades, with many
countries rebounding from the serious economic crisis in 1997. Nevertheless,
almost two-thirds of the world' s poor livein this region. The vast mgjority live
in the People’s Republic of China and India, but poverty incidence remains
high throughout the region, especially in low-income countries. In South Asia,
poverty rates declined moderately during the 1990s, but the actual numbers of
poor have increased. The Asia and Pacific region is thus central to the fight
against global poverty, to which ADB is firmly committed.

ADB believes that the countries of the region need to address the chal-
lenges of equitable growth in a systematic manner.! Building and upgrading
physical and social infrastructure are considered a primary condition for robust
sustained growth. Large investments are required in social services, such as
education and health, and in other basic services, such aswater, sanitation, and
shelter, especially in the poorer countries. Ensuring the environmental sustain-
ability of growth in the region’s resource-based economies is also seen as
essential for development and poverty reduction. In addition, promoting the
participation of all stakeholdersin decision making and giving them equitable
access to assets and opportunities are expected to hel p maximize the benefits of
growth and make development more broad based. A key dimension of this
approach involves strengthening capacity at subnational levels, including prov-
inces, states, municipalities, and local communities, where stakeholders in
development live and where development and poverty reduction occur. In this
context, intergovernmental transfers play acritical role in providing resources,
alleviating resource disparities, and creating incentives for improved perfor-
mance by decentralized governments.

Againgt this broader background of reform, this volume examines the
achievements and challenges of intergovernmental fiscal transfersin Asia. In
addition to providing a broad overview of the theory and international practice
of intergovernmental transfers, five case studies of selected ADB developing

! For more information on Asian Development Bank’s approach to develop-
ment, see ADB (1995), ADB (1999) and ADB (2000).



The Role and Challenges 3

member countries are presented. Most of the cases focus on larger countries,
including India, Indonesia, Pakistan, and the Philippines, but one smaller coun-
try with an emerging local government system, Cambodia, is also included.
The chapters on India, Pakistan and the Philippines were commissioned spe-
cifically for an ADB study,? while the papers on Cambodia and Indonesiawere
added to provide a broader set of comparative cases.

Therest of thisintroductory chapter has four sections. First, we consider
in more detail why there has been a growing international interest in reforming
intergovernmental fiscal transfers in recent years. Second, we review the role
of international development agencies, particularly Asian Development Bank,
in supporting decentralization, including the reform of intergovernmenta fis-
cal transfers. Third, we summarize some key trends and challenges involved
in improving the design of intergovernmental transfer programs, drawing on
material from the Asian cases included here. Finally, we briefly outline the
contents of the rest of this volume.

B. The Growing Interest in I ntergovernmental Transfers

International interest in developing efficient and equitable intergovern-
mental transfers has been growing in recent years for a number of interrelated
reasons. First, many countries faced with deteriorating or uncertain economic
conditions have been under major pressure to improve the overal fiscal perfor-
mance of the public sector, including subnational governments.® Second, as
noted above, decentralization has become awidespread international trend. As
central governments carve out stronger roles for subnational governments, na-
tional leaders need to make certain that adequate resources are placed at the
disposal of local communities.* Third, inequality hasrisen dramatically in many
countries-both industrialized and developing-in recent years. Even countries
with impressive growth have not carried the poorest el ements of society with
their rise, and poverty generally increased in the countries where growth has
been weak.5 Each of these factors, which are briefly discussed in turn, hasraised
the stakes for improving the design and maximizing the potential benefits of
intergovernmental transfers.

2 The paperswere discussed at aworkshop on “Intergovernmental Fiscal Trans-
fers for Equitable In-country Growth” held at the National Institute of Public Finance
and Policy in New Delhi on September 5-6, 2001.

3 World Bank (1996b).

4 World Bank (1999).

5 World Bank (2000).
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1. Improving the Fiscal Performance of Subnational Gover nments

General economic and fiscal difficulties have been forcing central gov-
ernments of developing countriesto improve public resource management. The
financing of adequate public services, which iswidely recognized as critical to
support economic growth and basic equity goals, has been a particularly great
challenge for developing countries.® In many cases, performance has been es-
pecially inadequate at subnational levels, which tend to be heavily subsidized
through intergovernmental transfers that lack transparency in their allocation
and are fragmented across multiple programs governed by complex and some-
times conflicting rules.” Loan financing is sometimes available for develop-
ment expenditures, but it is not common in most devel oping countries. Where
subnational borrowing occurs, often in the form of loans from multilateral de-
velopment banks re-lent by central agencies to lower levels, it is heavily and
nontransparently subsidized, and local repayment is often highly inadequate.®

Particularly at the subnational levels, substantial dependence on grants
and subsidized loans developed from the 1960s through the 1980s, when inter-
national donor funds for infrastructure devel opment and service delivery were
abundant and the governments of many developing countries faced less inter-
nal or external pressure for accountability and good fiscal performance
than they do now. During this period, many donors and governments believed
that subsidization would improve equity in service provision and help reduce
poverty.

Over time, intergovernmental fiscal arrangements came to be seen as
unsustainable for a number of reasons.® First, subnational government subsi-
dies, particularly if poorly targeted, place heavy fiscal burdens on central gov-
ernments. Second, excessive subsidization underminesincentivesfor subnational
governmentsto recover costs, potentially resulting in overconsumption. Finally,
there is increasing evidence that the poverty aleviation effects of subsidized
services are exaggerated; in fact, subsidization as commonly practiced often
primarily benefits higher income residents. Faced with these realities and struc-
tural adjustment pressures, many countries have undertaken major reforms of
intergovernmental fiscal mechanisms.

6 World Bank (1993).

7 Schroeder (1988); Bahl and Linn (1992), Ch. 13; Dillinger (1994); Bahl and
Linn (1994); Shah (1994); Ter-Minassian (1997); Bird and Vaillancourt (1998); Smoke
(1999); Bahl (2000); Smoke (2001).

8 Dillinger (1994); Ferguson (1993); Smoke (1999); Petersen (2000);
Peterson (2000).

9 Bahl and Linn (1992); Smoke (1994); Ter-Minassian (1997); Bird and
Vaillancourt (1998); Smoke (2001).
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2. The Reemer gence of Decentralization

Two emerging realities collectively generated agrowing interest in devel -
oping or reviving local government.X First, although there had been periods of
strong economic performance in the developing world, particularly East Asia,
during the past few decades until the economic crisisof 1997, many countries had
faced a variety of serious economic and fiscal challenges. Many countries had
responded not only with the above-mentioned fiscal management reform, but
also with efforts to off-load responsibilities to subnational governments, either
purely to reduce national budget outlays or because subnational governments
were seen as underutilized and possibly having untapped revenue potential.

Second, changing political climates also encouraged the devel opment of
subnational governmentsin devel oping countries. As people became more edu-
cated, better informed about international trends through improved communi-
cations, and more aware of the problems of central bureaucracies, they desired
to bring the control of government functions closer to themselves. Many coun-
trieshad moved towards greater democracy as military regimesand dictatorships
wereforced to relinquish power and ingtitute political reformsthat increasingly
included decentralization.* Along with decentralization, stakeholder participa-
tion considerably broadened in many countries.

3. The Subnational Rolein Poverty Reduction and L ocal Economic
Development

With uneven development and poverty on the rise in many developing
countries and the inadequate performance of many nationally managed pro-
grams on local economic development and poverty alleviation, some countries
are turning to subnational governmentsto carry a greater burden in thisimpor-
tant public function. Although redistribution is considered primarily a central
government responsibility, there is growing recognition that subnational gov-
ernments can play arole in intrgjurisdictional redistribution and in implement-
ing national policies.

In thisregard, it isimportant to emphasize that subnational governments
can target the “neediest” members of their communities better than national
agencies can only if the less-well-off residents have a political voice or the
local community at-large sees a value in assisting them. Under such circum-
stances, transfers from the center to support poverty aleviation can be very
productive. More generally, there has been an increasing attention in recent

1 World Bank (1999), Chapter 5.
1 Huntington (1991); Diamond (1997); Manor (1998).



6 Intergovernmental Fiscal Transfersin Asia

years on the role of subnational governments in promoting local economic de-
velopment, and the possible advantages they might have over the central gov-
ernment for some types of support activities.’?

C. TheRole of International Development Agenciesand ADB

International devel opment agencies haveincreasingly supported for more
than a decade the new focus on agreater fiscal role for local governments. The
1988-89 World Devel opment Report devotes an entire chapter to local govern-
ment, and an influential World Bank report from the early 1980s states that an
effective public sector in amodern devel oping country “depends on the ability
of the central government to harness the resources of lower levels of govern-
ment”.®® The 1999-2000 World Devel opment Report on “ Entering the 21st Cen-
tury” places considerable emphasis on decentralization and urban devel opment.
Likewise, the 2000—2001 World Development Report on “ Attacking Poverty”
suggests that decentralization can bring service agencies closer to poor com-
munities and enhance peopl€e' s control of basic services.

Moreover, many of the major multilateral donors, including ADB, Inter-
American Development Bank (IDB), World Bank, and United Nations Dev-
elopment Program (UNDP), and bilaterals, such as British Department for
International Development (DFID), German Gesellshaft fur Technische
Zusammenarbeit (GTZ), and United States Agency for International Develop-
ment (USAID), areincreasingly assisting efforts to decentralize and strengthen
subnational governments in a broad variety of ways.’* ADB’s broad position
on these issues was aready outlined above, but a brief discussion of the cases
included in this volume would highlight the need for such support and illustrate
some of the types of projects and programs being undertaken by ADB.

In India, for example, states have considerable autonomy and play a
crucial rolein the delivery of social services (particularly public health, family
welfare, social security, education, housing, and urban development) and the

2 There is a substantial and diverse literature that focuses on the benefits of
decentralization and itsrolein development. See, for example: Hicks (1961); Rondinelli
(1982); Cheema and Rondinelli (1983); Cochrane (1983); Rondinelli (1983); Evans
(1987); Lewis(1991); Gaile (1992); Dillinger (1994); Smoke (1994); Estache and Sinha
(1995); Manor (1998); Cohen and Peterson (1999); World Bank (1999); Blair (2000);
Smoke (2001).

18 Cochrane (1983).

14 World Bank (1991); United Nations Development Program (1992); World
Bank (1996a); United Nations Devel opment Program (1997); Litvack, Ahmad and Bird
(1998); Asian Development Bank (1999); United Nations Capital Development Fund
(1999); World Bank (1999); Asian Development Bank (2000).
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provision of infrastructure (particularly power, irrigation, flood control, and
transport). The states are also responsible for executing federal government
policies and programs, including those for alleviating poverty. While economic
reforms introduced since 1991 have contributed substantively to enhanced
efficiency, competition, and the potential for higher economic growth, the
initiatives have been concentrated almost exclusively at the national level,
with the pace and depth of reform generaly lagging at the state level. Thisis
among the most urgent challenges that India needs to address.

The states' public finances have come under severe pressure in recent
years, contributing to theincreasing deficit in the current account, the compres-
sion of capital outlays, and the worsening consolidated fiscal deficit. More-
over, states are increasingly facing the possibility of a domestic debt trap, with
new loans needed to service outstanding debt. Without strong measures at the
state level, especially with regard to improved fiscal performance and sectoral
policy reforms, the effectiveness of central government reforms in promoting
sustainable development will be limited.

In accordance with ADB’s current strategy, much of its program assis-
tanceto Indiaover the medium termis planned to support state-level operations.
Gujarat wasthefirst state chosen for ADB’ s state-level operations, followed by
Madhya Pradesh and Kerala. ADB support includes assisting in reformsin bud-
geting and tax administration, intergovernmental fiscal relations, public enter-
prise restructuring, private sector participation, and subnational government
capacity building.

In Pakistan, similar types of changes and challenges are occurring. ADB
now assists al provinces (Northwest Frontier Province, Balochistan, Punjab
and Sindh) in various ways. Several studies on intergovernmental fiscal rela-
tionships have been undertaken in recent years. Provincial-level public sector
expenditure and financial management reviews are being conducted in line
with the national government’s ongoing efforts to decentralize administrative
authority and to devolve certain powers and responsibilities to the subnational
level.

In Indonesia, the central government is accelerating a newly instituted
process of decentralization and local government reform as part of its economic
recovery measures. These efforts are intended to help improve the responsive-
ness and efficiency of basic services at the local level, stimulate devel opment,
and alleviate poverty. ADB has been supporting the country’s policy with a
number of programs, including the community and local government support
sector development program. The specific objectives of the program are to (i)
help restore economic activity and reduce poverty; (ii) support ongoing decen-
tralization efforts; (iii) increase the capacity of local governmentsto implement
local public works; (iv) improve the level and sustainability of basic public
services; (v) empower villages and civil society to participate more fully in
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local development; and (vi) improve transparency, governance, monitoring,
and accounting procedures at the local level.

In the Philippines where the decentralization program israther advanced,
ADB has placed an emphasis on supporting local development projectsin par-
ticular regions rather than national-level policy development. ADB-funded
municipal development projects have been undertaken in the Clark, Metropoli-
tan Cebu and Subic Bay areas, among others. In addition, ADB is the major
source of loans in the Philippines for rural infrastructure projects, and it has
been supporting efforts to promote private sector participation in local govern-
ment infrastructure development projects.

ADB has aso been assisting Cambodia through a decentralization sup-
port program, which aims to contribute to the development of robust institu-
tions and systems as the country’ s nascent decentralization program proceeds.
This program also seeks to promote the development of effective mechanisms
for coordinating decentralization activities among government ministries, anong
international agencies providing related assistance, and between the govern-
ment and the international agencies.

The assistance to these devel oping member countries to improve decen-
tralization and intergovernmental fiscal transfers is a recent development for
ADB. Nevertheless, these efforts have already become an important part of
ADB'’s programs to promote development and poverty reduction.

D. Challengesin Designing and | mplementing
Intergovernmental Transfers

The discussion above indicates that intergovernmental transfers play a
critical role in the system of public finance in most developing countries for
good reasonsthat have become even stronger in recent years. Transfers, however,
are often controversial, and they can be challenging to design and implement
effectively. A number of concernsareimportant. First, even if national officials
recognize that stable sources of revenue are necessary for subnational govern-
ments to meet their increasing responsibilities, many worry about the macro-
economic implications of ingtitutionalizing major intergovernmental transfer
programs. Second, intergovernmental transfers are often intended to meet a
variety of difficult, and sometimes conflicting, objectives. Choices have to be
made about priorities, and different types of programs are often required to meet
different objectives. Third, devising mechanismsto allocate intergovernmental
transfers to meet particular objectives can be challenging. Selecting appropri-
ate allocation criteriais difficult, and measuring them appropriately can be even
more problematic. Fourth, transfers commonly suffer from political and insti-
tutional interference that compromises their ability to meet their intended ob-
jectives. Finally, the overall effect of intergovernmental transfers and other
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national policies related to subnational governments on broader development
goals is difficult to determine. Each of these concerns is discussed briefly as
they relate primarily to countries covered in this volume.

1. Macroeconomic Concerns

Historically, there has been considerable concern in many countries that
macroeconomic problems can be created if too large a percentage of central
resources are guaranteed to subnational governments each year. In some cases
where the volume of resources being transferred to subnational governmentsis
substantial, these fears are not unfounded. Fixed arrangements reduce central
government control over the disposition of public resources, and a substantial
proportion of subnational governmentsin many devel oping countries have weak
capacity and may not use resources well. The potential dangers of guaranteed
allocations, however, must be balanced against the value of providing sub-
national governments a reasonably stable revenue base and the potential
microeconomic gains of decentralized service delivery.

Despite potential concerns about the loss of fiscal flexibility of central
government and the performance of local governments, most of the cases have
elected to ingtitutionalize afixed percentage of a major tax, a group of taxes, or
total domestic revenues as the pool of resources to be allocated to subnational
governments through intergovernmental transfers. In some cases, this percent-
ageisvery substantial and fixed by legidation. The Internal Revenue Allotment
(IRA) mandated by the Local Government Code (1991) of the Philippines, for
example, shares 40% of gross national internal revenues (in the third year prior
to the allocation year) and accountsfor 94% of total transfers. The Dana Alokasi
Umum (DAU) in Indonesia represents a minimum of 25% of the Indonesian
Government’s national budget as required by Law No. 25 of 1999 on fiscal
decentralization. It is the only major transfer program in Indonesia and ac-
counts for nearly 75% of local government revenues. In Pakistan, the pool of
resources devoted to the main intergovernmental transfer program isalso high.
It is comprised of 37.5% of most national revenues, with afew sources shared
100% on basis of origin, and it accounts for more than 60% of total transfersto
subnational governments. Rather than being fixed by law, the definition of the
pool can change based on the recommendations of a periodically constituted
National Finance Commission.

The Indian government currently shares nearly 35% of its domestic rev-
enues with the state governments, partly under the mandate of a constitutional
amendment and partly on the basis of recommendations by a periodic Finance
Commission. In Cambodia, the allocation is small (growing from less than 2%
of domestic revenue in FY 2002 to 5% in FY 2006). Cambodia, however, only
elected its first local governments in 2001. Their responsibilities are initially
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modest, and international agencies provide substantial additional resources to
the transfer fund. There is no danger of macroeconomic problems at current
levels of funding, and thereis plenty of room for growth as Cambodia has one
of the smallest public sectors in the world.

While the institutionalization of significant transfers increases the legiti-
macy, stability, and financial viability of subnational governments, problems
can arise from deficiencies in the structure of the transfer systems. The contri-
bution of state governments in India to the overall public sector deficit, for
example, has been steadily growing in recent years, and this is found to be
attributable in part to incentives imbedded in the national transfer programs.
Transfers in the Philippines have greatly improved the overall access to rev-
enues of subnational governments, but in away that appears to aggravate fiscal
imbalances among the various types of subnational governments. Disburse-
ment problems and, in some cases, continued revenue shortfalls in Pakistan
have induced the provinces to resort to borrowing, while there are concernsin
Indonesia that local governments are actually receiving more resources from
the center than they require and can manage responsibly. Most of the case stud-
ies raise concerns about the need to improve overall fiscal performance by
getting levels of funding right and directing them to subnational governments
through programs that create appropriate incentives for responsible behavior.

2. The Challenge of Multiple Objectives

Most countries have multiple objectivesfor their subnational governments,
and this is often reflected in the variety of transfer programs. Unconditional
grants, for example, are best for promoting autonomy and interjurisdictional
resource redistribution, while conditional grants are a more efficient way of
encouraging expenditures on particular types of target services. Sometimes the
multipletransfer programs do not fit together well and get so complex that they
create serious administrative problems.

Most of the countries considered here have more than one type of trans-
fer program, but there is also a clear trend towards program consolidation. As
most of the casesfocustheir analysis primarily on one or two major transfersin
their respective countries, we cannot draw definitive comparative conclusions
about the overall systems. But two observations can be made. First, al of the
case countries appear to have been moving towards developing a substantial
revenue-sharing system that places relatively limited conditions on the use of
transferred resources on the recurrent side of the budget. The Finance Commis-
siontransfer for states’ recurrent accountsin India, the DAU primarily for local
governments (10% goes to the provinces) in Indonesia, the shared tax transfer
to provincesin Pakistan, and the IRA shared by all subnational governmentsin
the Philippines are good examples of this approach. Cambodiais aspecial case
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because, as a highly underdevel oped country only recently embarking on mod-
est decentralization to one level of local government, resources are alocated
under a single unconditional transfer system, only a portion of which may be
used for recurrent expenditures.

Second, intergovernmental transfer programs on the capital side are typi-
cally smaller than recurrent transfers in the countries under consideration and
are structured in many different ways. India has a major development-oriented
transfer program under the National Planning Commission, but many of the
resources apparently get used for recurrent expenditures, and problems have
been identified with the distribution of development funds as a standardized
grant/loan package. The Philippines have only a small number of capital trans-
fers, but capital investment is somewhat stimulated by regulations requiring
that 20% of the general IRA transfer be used for devel opment expenditures and
the availability of loans from a central ingtitution, the Municipal Devel opment
Fund. Pakistan has one transfer program for general development expenditures,
while the rest are varioudly targeted to components of a social action program,
housing, water, rural development, and flood and disaster relief, among others.
In Indonesia, there are currently no explicit development transfers, but thisis
the caselargely because a decades-old (problematic) system of substantial con-
ditional development transfers was dismantled under ongoing decentralization
reforms. Some portion of the general-purpose DAU can potentially be used for
development, and plans are under way to develop asystem of conditional trans-
fersto replace the old system. Cambodia s transfer program is intended prima-
rily for development expenditures but aggregate transfers are, as noted above,
quite small given the country’s early stage of decentralization.

3. Allocating Resour ces

Appropriately defining the criteria for allocating the resources available
under a particular transfer program can be very problematic. The problems are
related to two basic sets of issues-identifying the main objective of a particular
transfer program and defining how resources can best be alocated to meet that
objective. A redistributive unconditional transfer program, like most of the major
recurrent transfer programs in the case countries, might be designed ssimply to
target poor areas, or it might be more ambitiously designed to meet afiscal gap
between defined expenditure needs and fiscal capacity. Thus, transfer design-
ers must be careful to define what they are trying to achieve and how best to
mesasure it.

The case countries have approached the problem of allocation of their
major transfer program resources in very different ways. All of them have de-
veloped some type of formula-based allocation, ranging from very simple to
relatively complex. For example, the shared tax transfer pool in Pakistan is
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allocated to provinces entirely on the basis of population, although a special
grant is targeted to two backward provinces. Most of the countries incorporate
additional variables in their revenue-sharing formulas. Cambodia includes a
poverty index in its newly developed formula, and the Philippine IRA includes
land area and an equal share component. Indonesiaand Indiago to the greatest
lengths in developing their formulas for the DAU and the state recurrent ac-
count transfer, both of which are designed to measure, in different and not
entirely adequate ways, both expenditure needs and fiscal capacity.

Thesevariationsin approach nicely illustrate some of theimportant trade-
offsin transfer formula design. The single-variable-based allocation of the Pa-
kistan approach certainly meets the objectives of simplicity and transparency,
but it is at best only a crude measure of expenditure need. The use of land area
and an equal share component by the Philippine IRA attempts to broaden
the measures of need beyond population, although some may question the
choice and effects of these particular variables. The Cambodian attempt to in-
corporate a poverty index specifically targets some portion of the resources to
the local governments with the lowest levels of development and the greatest
service gaps.

Critics would argue, however, that all of these simple measures focus,
probably in an inadequate way, on measuring only expenditure needs. In con-
trast, the Indian and Indonesian models both attempt to consider both the ex-
penditure needs in greater detail and the ability of subnational governmentsto
raise revenues from their own sources. These more complex formulas, how-
ever, can aso be quite problematic. The Indian formula, for example, is essen-
tially based on filling a fiscal gap defined largely on the basis of existing
patterns of subnational expenditures and revenues. Public finance economists
prefer an approach based on a careful definition of expenditure and revenue
norms, an approach that the Indonesian formulais closest to taking; but evenin
this case, deficiencies are identified. A major constraint is that some of the
variables that might be desirable to use are difficult to define accurately. Prop-
erly measuring service delivery costs, for example, is not an entirely straight-
forward exercise. Equal expenditures should not be expected to lead to equal
results, and even if relevant interjurisdictional differences could be accounted
for, there is the question of how to weigh the individual components of
an expenditure index. In addition, even if the allocation variables can be de-
fined properly, data availability and reliability, as noted in both the Indian and
Indonesian cases, are often problematic. Depending on the severity of the prob-
lem, the use of inadequate data can call into question the results of the alloca-
tion exercise.

One of the mgjor critiques often made of intergovernmental transfer allo-
cation formulas is their lack of attention to ensuring that subnational revenue
generation will not be undermined because transferred resources substitute for
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local tax effort. Most of the cases here, like many countries around the world,
do not deal with this problem very well. Indiaand particularly Indonesiatry to
take thisinto account, but the authors of the respective case studies have some
criticisms of theway it isdone. No tax effort variableis used in the Philippines,
although the analysis of the case suggests that the IRA may have nevertheless
stimulated local revenue mobilization, at least in the aggregate. Pakistan has a
small matching grant for provincial resource mobilization that rewards (up to a
certain limit) provincial revenue efforts in excess of their historical average
growth rate. But provincial revenue yields remain rather low and appear to be
shrinking. Cambodia does not explicitly use atax effort variable, but local rev-
enue sources have yet to be formally developed. In the interim, the allocation
process does require minimum locally raised contributions prior to the dis-
bursement of transfer allocations. How strictly this requirement will be en-
forced as the new transfer program is implemented remains to be seen.

4, Political and Bureaucratic I nterference

Theinternational review of the theory and practice of intergovernmental
transfers presented in the next chapter suggests that many transfer systems—by
design or by manipulation—have historically been allocated with a degree of
subjectivity that undermines basic economic objectives. The evidence from the
present cases, however, suggests that all the countries have exerted great ef-
fortsto move towards more objective-based, formula-driven transfer programs,
at least with respect to the major types of transfers that are the focus of these
case studies. A number of the countries, including India, Pakistan, and the Phil-
ippines, still have smaller transfer programsthat areidentified ashaving unclearly
specified allocation mechanisms. But these at least appear to be rather limited
relative to the total pool of transferred resources.

On the other hand, there are clear instances in which institutional and
political issues arise. Perhaps most prominent among the cases are problems
identified with the lack of coordination in India between the recurrent transfers
managed by the Finance Commission and the (primarily) development trans-
fers managed by the Planning Commission. In addition, not al of the resources
under some transfer programs are distributed in a carefully considered way.
Thirty percent of the Planning Commission transfersin India, for example, are
allocated to a few special category states that comprise only about 5% of the
population and have weak absorptive capacity. This heavy concentration of
development expenditures also eventually generates greater claims from the
special category states for Finance Commission recurrent transfers.

Variousconcernsarisein other casesaswell. Although formula alocations
and schedules are rather clear, the provinces in Pakistan often get only 75% of
these allocations and they are often significantly delayed. Thisis partly dueto
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national revenue shortfalls. But thefact that some provincesreceive moreor less
than the average disbursement suggests that political and institutional concerns
are also a contributing factor. In addition, some of the smaller transfer pro-
gramsin Pakistan are clearly allocated primarily on the basis of political crite-
ria, and the Philippines case cites a number of examples of pork barrel funds.

In all of the case countries, except Cambodia where regiona allocations
from the central budget are small, the central governments continue to play a
major role in direct expenditures on subnational services. These may be con-
sidered implicit grants or grants-in-kind, and their allocation is apparently not
very transparent. In both Indonesia and the Philippines, there has also been
somelocal government resistance to amending the current general revenuetrans-
fer formulas to make the allocations more redistributive with respect to fiscal
capacity. Intergovernmental transfers are inherently political, but the role
of those who design and implement transfer programs is to keep politicization
of the process from seriously undermining the fiscal and economic goals of
transfers.

5. Overall Effects of Intergovernmental Transfer Programs

Are the major programs analyzed in the chapters meeting key develop-
ment objectives? Clearly in all of the present cases, intergovernmental transfers
support significant increasesin local service delivery simply becausethey trans-
fer substantial volumes of resources to subnational governments. How sys-
tematic this is, however, is more difficult to say in al of the cases. Different
transfer programs have varying primary objectives which, in turn, are also
measured in different ways. If atransfer program, for example, is intended to
be redistributive, this can be defined in various ways, ranging from the simple
approach of more heavily targeting poorer areasto amore complex fiscal equal-
ization approach based on normatively defined measures of expenditure needs
and fiscal capacity.

All of the present case studies, as noted above, fall short of the latter
extreme, and other factors influence the final outcome. Cambodia heavily tar-
gets resources to poorer provinces through its revenue-sharing formula, but the
formula is being phased in as part of a decentralization process that is begin-
ning with some of the better-endowed areas. The supplementation of Pakistan's
main provincial revenue-sharing formula (population-based) by special alloca
tions to backward provinces has led to higher per capita expenditures in the
backward provinces, but they still have enormous backlogsin access and higher
costs of service provision. In the Philippines, the IRA isfound to substantially
increase the aggregate resources at the local level and possibly has a modest
effect on development status. But it apparently worsens the fiscal imbalance
across the various subnational levels of government.
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Indiaand Indonesia make more sophisticated attemptsto deal with fiscal
imbal ances by considering expenditure needs relative to revenue capacity. But
imbal ances remain significant, partly because of deficienciesin the design and
management of transfer programs and partly due to the offsetting effects of
other activities. The abovementioned major role in capital outlays that the na-
tional government still playsin some countries, such as Pakistan and the Philip-
pines, for example, has a substantial effect on the pattern of regional public
resource distribution, apparently biasing it towards certain better-endowed
areas. In all of the cases, aid from international agencies channeled from the
central to subnational governments also plays a major role in resource alloca-
tion, sometimes exacerbating and sometimes offsetting the effects of national
government behavior. Finally, none of the cases really speak significantly on
the issue of intrajurisdictional redistribution, which is an important factor in
reducing inequality and aleviating poverty.

Even if intergovernmental transfers are successful in meeting basic re-
distribution and service delivery goals, thereis no guarantee that thiswill result
in the more ambitious goal of stimulating more balanced regional growth. As
many of the present cases are not even particularly redistributive, thereislittle
reason to believe that their transfer programs have a major impact on regional
growth disparities. The case studies do not in general pay alot of attention to
the broader regional growth issue. But the ones that do have not found substan-
tial reductionsin disparities; and in some cases, disparities have risen. A few of
the cases, however, suggest that even where some genuine redistribution through
transfersis achieved, there are substantial leakages from the regions. The India
case, for example, even questions the value of channeling large volumes of
resources to regions that may have limited capacity to absorb these resources
and limited growth potential. Finally, asthe next chapter argues more fully, too
many factors as or more important than the distribution of public resources
influence regional growth. Given this reality, policy makers should not place
unduly excessive faith in the ability of intergovernmental transfers to improve
interregional growth disparities.

6. Moving Forward

All of the authors make numerous suggestions to improve the intergov-
ernmental transfer systemsin the case countries. A few issues particularly stand
out. Firgt, there is a strong emphasis on understanding more fully the way the
complete set of transfer programs relate to each other and to broader national
policies. In the Philippines, for example, the case author notes the role of the
IRA in raising subnational service levels, but raises concerns that the IRA may
worsen fiscal imbalances and that these effects may be further aggravated by
the strong role and regional biases of national expenditures at the subnational
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level. In India, the problematic effects of the separation of the Finance Com-
mission (recurrent) and Planning Commission (development) transfers, com-
bined with biasesin national spending and external assistance at thelocal level,
seem to exacerbate interregional disparities. Recommendations for improving
the overall effects of the intergovernmental fiscal system on subnational gov-
ernments are made in all cases, but the need for additional work is also gener-
ally recognized.

Second, all of the case authors recognize the need to improve allocation
mechanismsin appropriate ways, both in terms of defining better formulas and
developing more standardized data to use in them, without unduly complicat-
ing the transfer systems. In Pakistan, for example, this means, at least initially,
including measures of backwardness into a ssmple formula that currently in-
cludes only population. In the case of India where the formula is much more
developed, reform goals are more significant. Here the issue is to transform a
gap-filling fiscal equalization mechanism to one that is more fully based on
normative measures of expenditure need and fiscal capacity. The Philippines
case particularly highlights the need for developing a national fiscal transfer
accounts system.

Third, most of the cases emphasize the significance of international do-
nor programs that channel resources to subnational governments, primarily on
the development side of the budget, and make recommendations for improving
their design and effects. Context seemsto be quite important on this matter. In
India, for example, the argument is made that using existing government mecha-
nisms to channel donor resources to subnational governments is problematic.
Thisislargely because the donor resources arrive in aform different from that
when they are distributed to subnational governments, muddling the distinc-
tion between grants and loans and the objectives and incentives associated with
each. In Cambodia, on the other hand, channeling most donor resources (largely
grants to date) through the emerging single government transfer system is seen
as away of developing a standard system and taming donors that have histori-
cally behaved quite independently in allocating resources for subnational pur-
poses using heavily inconsistent mechanisms.

E. The Remaining Chapters

There are six additional chapters in this volume. In Chapter 2, Larry
Schroeder and Paul Smoke provide adetailed review of major conceptual prin-
ciples and practical experience with intergovernmental transfers around the
world. This chapter particularly highlights challenges in designing and imple-
menting intergovernmental transfer programs, focusing in more detail on many
of the issues briefly raised in the above review of the case study countries. In
Chapter 3, Leonardo Romeo examines the emerging intergovernmental trans-
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fer program in Cambodia, which is being created along with anew tier of local
government at the commune level as the country embarks on a process of de-
centralization. D. K. Srivastava reviews in Chapter 4 the recent experiences
with intergovernmental fiscal transfersin India, primarily focusing on the evo-
lution and effects of transfers from the central to the state level. This case also
highlights the macroeconomic dimensions of transfer programs. In Chapter 5,
Blane Lewis reviews the history of intergovernmental transfers in Indonesia,
focusing particularly on a new revenue-sharing program intended to help solve
some of the serious problems of the previous complex and fragmented system.
Thisis being developed in the context of an ambitious decentralization effort
that began recently. Nuzhat Ahmad and Syed Ashraf Wasti examine national to
provincial fiscal transfersin Pakistan in Chapter 6, emphasizing the important
role of the substantial tax-sharing program. They also examine a number of
other less transparently allocated grants and implicit transfers. Finally, in
Chapter 7, Joseph Capuno evaluates the intergovernmental transfer system in
the Philippines, principally focusing on the IRA genera revenue-sharing pro-
gram, and reviewing other national to subnational and interlocal transfers. As
inthe India case, the Philippines case details, to a certain extent, the macroeco-
nomic implications of the intergovernmental transfer system.
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| nter gover nmental Fiscal Transfers:
Concepts, International Practice,

and Policy | ssues

Larry Schroeder, Syracuse University,
and Paul Smoke, New York University

A. Introduction

Thereisalarge conceptual and empirical literature on intergovernmental
fiscal transfers.t Drawing on this work and examples from various countries,
we provide in this chapter a broad overview of the theory and practice of inter-
governmental transfers, with particular focus on developing countries. We
begin with a review of the main objectives of intergovernmental transfers and
the criteriaused to evaluate them. We then consider the principal types of trans-
fers and the mechanisms used to implement them. Given the common problem
of fiscal disparities across subnational jurisdictions and the particular interest
of Asian Development Bank in this topic, we also discuss the measurement of
redistribution and equalization in theory and practice, one of the most difficult
challenges in designing transfers. Finally, we examine the linkages between
transfers and other major elements of the intergovernmental fiscal system, an
important dimension of fiscal transfer design that often receives inadequate
attention. We conclude with some broad lessons about designing intergovern-
mental transfer systems in devel oping countries.

1. Notethat theterms*“transfer” and “grant” are often used interchangeably. We
prefer to primarily use the more general term transfer, which can refer to any resource
flow from onelevel of government to another, including taxes shared by law. Grantsare
increasingly used to refer specifically to transfer instruments over which the level of
government making the resource allocation has more direct discretionary control.
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B. Objectives and Evaluative Criteria for
I ntergovernmental Transfers?

Even in cases where primary responsibility for local public services is
devolved to subnational governments, several reasons justify some fiscal trans-
fersto lower levels of government: (i) to equalize vertically (improve revenue
adequacy); (ii) to equalize horizontally (interjurisdictional redistribution); (iii)
to correct for interjurisdictional spillovers (externalities); and (iv) to correct for
major administrative weaknesses and streamline bureaucracy. We consider each
briefly.

Both central and local governments are generally expected to provide
public services, but it is common to find that the own-source revenue-raising
powers of subnational governments are not sufficient to meet the costs of pro-
viding the services they have been assigned. The resulting gap can befilled by
vertical equalization—increasing local revenue-raising powers or transferring
resource from higher levels. But increasing local own-source revenues can often
be difficult. Allowing subnational governments to have substantial revenue-
raising powers reduces central control over the total size of the public sector
and rai ses concerns about macroeconomic stabilization. In addition, appropriate
local revenue bases are commonly weak or too administratively complex for
subnational governments to handle. Given these redlities, transfer mechanisms
are often the most suitable way to achieve vertical equalization.

Horizontal equalization isalso important because there are generally wide
differences in the ability of subnational governments to mobilize resources
independently. If only subnational government own-source revenues were
available to finance assigned local services, there would be substantial inter-
jurisdictional differences in the quantity and quality of public services based
largely on differences in resource endowments. Intergovernmental transfers
can be a powerful mechanism to help equalize these differencesin subnational
fiscal capacity. Horizontal equalization, however, aswe shall seein a subsequent
section, is complex in a variety of ways.

A third rationale for transfers is that some seemingly local government
services generate interjurisdictional spillovers, which are benefits (or costs)
that extend beyond the borders of the locality. For example, health services
provided in one jurisdiction may improve the overall health situation in neigh-
boring communities. Local governments may be unwilling to provide an effi-
cient level of certain services if they believe that people who reside outside of

2. Thediscussion in this section and the following one is based on the authors’
experiencesin many countries and discussionsin Bahl and Linn (1992), Ch. 13; Schroeder
(2988); Bahl and Linn (1994); Shah (1994); Bahl (2000a); Bird (2001); and Bird and
Smart (2002).
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thelocality will enjoy many of the resulting benefits. To ensure that the locality
provides agreater amount of those services, the central government may trans-
fer resources to local governments with the condition that such resources be
spent on services that generate spillovers. Doing so frees up other subnational
resources that may or may not be used on the service in question.

Finally, administrative efficiency can often be improved by centralizing
the management of certain taxes. A few taxes such as property taxes, aswell as
many types of fees, can be adequately collected locally. Local governments
can also levy some taxes generally reserved by central governments—e.g., per-
sonal income taxes and most business taxes—and some do. However, such
taxes are likely to be managed more efficiently through a central tax adminis-
tration system than by a fragmented local system. Thus, such taxes are often
collected nationally with the revenues (or some portion thereof) redistributed
to local governments through a transfer system.

It isimportant to recognize that any intergovernmental transfer program,
whether or not explicitly designed to help equalize the resource bases of
subnational governments, will have redistributional implications. This is true
because all transfer programs involve a flow of resources from the center to
subnational governments such that, under most scenarios, some localities will
be made better off relative to others. Thus, it isimportant, aswe discussin more
detail below, to consider the full range of intergovernmental transfersin ana-
lyzing the overall redistributional effects of transfers, not just programs spe-
cifically defined as equalization or redistribution mechanisms.

The preceding discussion of objectives provides the basic rationale for
the use of intergovernmental transfers. Equally important is a related set of
desirable features that can be considered criteriafor evaluating transfer mecha-
nisms. These include revenue adequacy and growth; predictability, ssimplicity
and transparency; alocative efficiency; equity (in terms of redistribution); and
incentives for sound fiscal management and subnational resource mobiliza-
tion. A brief elaboration of each isin order.

The objectives of revenue adequacy and growth are obvioudly related to
the ability of a grant system to provide for legitimate local spending needs. A
transfer system meets these criteria when it is designed to ensure that a
subnational government has enough resourcesto cover its unmet revenue need,
and when thetransferred resources grow appropriately with needsover time. Full
adequacy, of course, iselusive. Resources are limited, and all levels of govern-
ment in most countries can make use of more resourcesthan they have access to.

The desires for predictability, transparency, and simplicity are closely
intertwined. Fiscal planning requires that a reasonable degree of certainty be
associated with theflow and timing of resourcesfrom the center. Thismeans that
it isdesirable for subnational governments to have a general idea of how much
money they are likely to receive from their various sources of revenue as they
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begin the planning and budgeting process for the next fiscal year. This provides
asolid basis on which to make future plans and minimizesthe probability of large
swingsin resource availability, asituation that can compromise service delivery
and frustrate subnational government constituents. Until recent reforms in
Indonesia, for example, the volume of transfers was unpredictable because it
was determined through annual negotiationsinthe central government budgeting
process.® This madeit difficult for subnational governmentsto plan and budget
in a stable way from year to year. Similarly, it is important that the transfers
allocated to subnational governments actually be distributed for their use and
on atimely basis. In some cases such asMexico and Nigeria, aportion of transfer
allocations never make it to the jurisdictions that are supposed to receive them.

Subnational government officials and their constituents should aso be
able to ascertain how their share of a particular transfer was determined. Even
if they are not satisfied, at least they will understand why they received adiffer-
ent amount than other jurisdictions. Such an understanding is facilitated by
relatively simple but explicit transfer formulas, which also reduce the possibili-
ties for capricious political manipulation of transfer alocations. In Vietnam,
for example, the funds allocation criteria for an early program were not trans-
parent, such that subnational units and their constituents had no way of know-
ing if they were being treated fairly. Using a formula effectively, however,
requires that appropriate data are available and that local governments should
not be able to manipulate the values of the factors included in the formula. In
some cases, even if there is transparency, the allocation rule being used makes
little sense. This was the case with transfers to tambons (districts) in Thailand
and to communesin Cambodia (under an early donor-funded experiment), which
initially received equal block grants regardless of differences in population or
other measures of subnational need.*

The criterion of allocative efficiency includes two subobjectives. First, it
requires that public services be provided at the lowest possible cost; equiva
lently, this means that for a particular level of spending, the highest amount of
services possible is produced. Thus, transfers should encourage local govern-
mentsto spend their limited resources carefully and in the most productive way
possible. Second, efficiency means that resources should be alocated to ser-
vices identified subnationally as the highest priorities. Unless spillovers exist,
grants should not be allowed, intentionally or unintentionally, to distort how
subnational governments allocate resources—among sectors, across locations,

3. Lewisdiscusses the new system of transfersin Indonesiain Chapter 5 of this
volume.

4. Thereis abrief treatment of the Cambodia, Thailand and Vietnam cases in
Smoke (1999a). Romeo discusses the new transfer system in Cambodiain Chapter 3 of
this volume.
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or in terms of how to combine factors of production. In the presence of jurisdic-
tional spillovers, these guidelines need to be modified to achieve more efficient
allocation of resources nationally.

The equity criterion relates directly to theissue of horizontal equalization
discussed above. The criterion is complex, however, since it commonly entails
a combination of not easily measured factors. Even if complete equalization of
accessto resources were possible and desirable, equal expenditures on the same
servicein two communities do not guarantee that equal levels of serviceswould
be provided. Transfer systems should ideally distribute resources across locali-
ties in a manner that accounts for differences in both expenditure needs (pro-
viding more to those with greater need where unit costs of producing public
services are higher) and fiscal capacity (providing less to those with greater
fiscal capacity), especially when aconstitution, law, or central agency mandates
certain types and/or levels of services. Transfers should specifically attempt to
decrease or equalize those resource base differences. Obviously, difficult prob-
lemsare associated with measuring need, and thereis also no single standard for
what constitutesfiscal capacity. Wereturnto theseissuesin greater detail below.

Transfers can also significantly affect local financial management. Where
grants are viewed as an entitlement with no strings attached, subnational gov-
ernments may not attempt to use funds wisely, particularly if they are not
adequately accountable to their local constituents. Furthermore, subnational
governments may view transfers as substitutes for their own resource effort,
seeking political gains by reducing local taxes. Finally, grants can adversely
affect the willingness of local governments to maintain infrastructure if they
expect grant levelsto be determined on the basis of its condition. In such cases,
local officials may prefer to alow capital facilitiesto deteriorate in expectation
of anew flow of grant funds to replace the deteriorated infrastructure.

Unfortunately, the objectives briefly discussed here often conflict with
each other, so that constructing atransfer system requires careful consideration
of trade-offs among the various goals it may seek. For example, encouraging
spending on services with externa benefits can conflict with the assumption
that subnational governments should best know their own public service needs
and demands. Similarly, transfers intended to provide incentives to improve
local resource mobilization can result in relatively greater resources transferred
to localities with relatively greater fiscal capacities. We return to the issue of
conflicting objectives below.

C. The Design of Intergovernmental Transfers: Types and Mechanisms
Any mechanism intended to transfer funds from one government to a set

of otherswill entail three policy choices: (i) how to determine the total amount
of resources to be distributed; (ii) how to allocate that resource pool across all
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eligible subnational governments; and (iii) if and how to restrict the way
the transfer funds can be used. Appropriate design of atransfer system should
consider each of these design features systematically. While each of these fea-
tures is discussed separately below, the transfer instruments chosen, in fact,
reflect al of them simultaneously.

1. Determination of the Transfer Pool

The size of the transfer pool can be determined in three basic ways. First,
pools based on a predefined portion of national revenues in the current or re-
cent fiscal year can provide an increased degree of certainty to subnational
authorities that they will, in fact, receive the transfers. This approach can aso
ensure a growing source of revenues for subnational governmentsif the pool is
tied to buoyant revenue sources such as income tax. The potential downside is
that, by inflexibly dedicating a proportion of national revenues to subnational
governments, the center will lose some control over macroeconomic fiscal
policy. Whether this proves to be a problem depends on the volume of re-
sources being committed to subnational governments relative to the overall
size of the national budget and how subnational governments use the resources.

Second, aggregate transfer allocations may be linked depending on the
spending plans of subnational governments. The overall level of grant financ-
ing for approved projects can be determined on the basis of the size of those
projects planned for by the subnational governments. Alternatively, the allo-
cation may be intended to provide transfers of a certain allowable amount to
eligibleindividua recipients of particular types of programs such as social wel-
fare. These transfer pools can either be closed- or open-ended. Closed-ended
pools set aside a maximum amount of funds available for distribution, and not
all the funds need to be distributed if an insufficient number of approved plans
are submitted. Open-ended pools are determined on the basis of all approved
spending and can potentially be unlimited. Such a design feature can be risky
for a central government trying to keep its overall spending level under control
and balancing a variety of competing demands for funds. This helps explain
why they are much less common in developing countries.

Third, a common way of determining a transfer pool is through annual
budget decisions. This approach gives the central government maximum flex-
ibility to respond to national fiscal conditions. Such ad hoc allocations, how-
ever, can create uncertainty for subnational governments, making them vulner-
able to fluctuating economies and the vagaries of political negotiation. Serious
local fiscal problems can arise if subnational governments plan expenditures
based on transfers received in previous years and the parliament unilaterally
decides to cut transfers substantially in the current fiscal year.
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2. Allocation of Funds Among Subnational Gover nments

A number of approaches are used to alocate the transfer pool across
eligiblejurisdictions. First, tax-sharing transfersreturn to aparticul ar subnational
government all or some portion of acentral government tax collected within its
geographical jurisdiction. Such transfers can be elastic in terms of their growth
if the tax being shared has significant growth potential; however, they are usu-
ally counterequalizing since subnational governmentswith larger tax bases will
derive greater amounts of transfer funds. Thus, thesetypes of transfers are based
on subnational fiscal capacity and are not good instruments for redistribution
across subnational jurisdictions. In some cases such as the People’'s Republic
of China, the bulk of subnational resources are derived from tax sharing.

Second, transfers allocated on the basis of an objectively defined formula
are increasingly popular because they meet some of the key evaluative criteria
outlined above. Specifically, they are transparent for the recipient governments
and can givethe granting government considerabl el atitude in determining which
of the main objectives discussed in the previous section are to be emphasized.
Onelimitation of formula-based transfers commonly faced in devel oping coun-
triesis the lack of timely and adequate data required to implement the alloca-
tion formula. In addition, there is sometimes atendency to try to meet too many
objectives with a single transfer program, and so many indicators are added to
the formulathat its overall effects are not clear, asin the case of Ethiopia.

Third, cost-sharing transfers reimburse subnational governments for ex-
penditures on particular priority activitiesthat are deemed worthy of subsidiza-
tion. Such grants can be either total- or partial-cost sharing (matching). The
former reimburses the subnational jurisdiction for the full costs associated with
allowable services, while the latter requires a jurisdiction to contribute some
minimum portion of total costs from their own resources, effectively subsidiz-
ing the price of the activity. If such subsidization isnot clearly justified, e.g., to
correct for an interjurisdictional spillover or to meet some equity goal, the bud-
gets of recipient governments can be distorted in undesirable ways.

Finally, some transfer allocation mechanisms depend on ad hoc deci-
sions of the granting authority in determining how much of the transfer pool
each jurisdiction receives. Such mechanisms may create great uncertainty on
the part of transfer recipients since they do not know how their grant will be
allocated or how much they will receive. They also open the door to arbitrary,
subjective, nontransparent allocations that may work against broader public
sector goals. Some major federal systems, such as Argentina, use afair degree
of nontransparent criteriain their transfer programs.
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3. Degreeof Subnational Spending Autonomy and the
Transfer Instrument

A final policy choicein transfer design concerns the degree of autonomy
enjoyed by recipient subnational government jurisdictions in using the funds
from atransfer instrument. Greater subnational autonomy also means that the
central government has less control over how the funds are spent. A number of
mechanisms are commonly used.

First, general-purpose allocations give a subnational government full
autonomy over the use of transferred funds (within the legal limits of decentral-
ized functional responsibilities). A recipient jurisdiction can allocate the money
for whatever purpose it desires and for either labor or nonlabor inputs. Such
transfers are closest to the spirit of full devolution of spending powers advo-
cated by proponents of decentralization. Many countries, including the Asian
cases considered in this volume as well as Kenya, Mexico, and South Africa,
among others, have at least some general -purpose allocations in intergovern-
mental transfer programs.

Second, sectorally limited block allocations permit the recipient govern-
ment to choose how funds are to be used, but only within a particular sector.
These transfers are particularly relevant where the government determines that
significant benefits external to the spending locality are associated with par-
ticular activities such as health. Similarly, a capital development grant can be
structured to allow the subnational jurisdiction the choice to use the funds in
constructing new roads, health centers, or school buildings, but not allow these
funds to be used for constructing a new city hall.

Finally, specific-purpose transfers can be highly restrictive in how the
funds are spent. Restrictions may apply to choices between labor and nonlabor
inputs and/or for particular spending plans. Thus, acapital devel opment project
grant may have to be spent according to the provisions of the project plans
submitted by the local council and approved by a central ministry. Similarly,
spending of a grant intended to pay teachers' salaries is restricted to exactly
that purpose.

This discussion suggests a theoretical total of 36 different combinations
of transfer programs (3 methods of determining the transfer pool = 4 types of
allocation mechanism ” 3 levels of restriction on funding use). Since transfer
systems commonly consist of several different types of grants, the full combi-
nation is essentially limitless. However, only a relatively limited number of
these combinations are typically considered and used. Table 1 illustrates vari-
ous possibilities that are usually considered feasible.® Eight different combina-

5. Table 1 is adapted from an approach originally provided in Bahl and Linn
(1992).
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tions of methods of determining transfer/grant pools and methods of allocating
that pool among eligible local units are shown. We also identify the types of
spending restrictions that are feasible in each case.

TABLE1
Alternative Forms of Intergovernmental Transfer Programs
Allocation of
Transfer Pool Method of Determining the Total Transfer Pool
Among Subnational
Governments

Share of National Annual Budget Reimbur sement of
Government Tax Decision (Ad Hoc) Approved Spending

Origin of collection A | General Purpose

Formula B | General Purpose F | General Purpose
or Sectoral Block or Sectoral Block

Cost reimbursement  C | Sectora Block G | Sectoral Block K | Sectoral Block
(partia or total) or Specific Purpose  or Specific Purpose  or Specific Purpose

Ad Hoc (based on D | Genera Purpose, H | Genera Purpose,
annual decisionsby  Sectoral Block or Sectoral Block or
granting government)  Specific Purpose Specific Purpose

Source: Thisis an adaptation of the approach developed in Bahl and Linn (1992).

4. Choosing Among Options: Linking Transfer Instruments
to Objectives

Given the numerous alternative forms of transfer instruments, it is useful
to consider how these different types might relate to the objectives discussed
above. Since the transfer system of most countries generally includes two or
more of these mechanisms, the overall effects of the system can only be deter-
mined by evaluating all of these mechanisms relative to priority objectives.

Tax-sharing transfers (type A in Table 1) can grow if linked to elastic tax
revenues; however, they tend to be counterequalizing acrosslocal governments.
They can take advantage of the superior tax-administration abilities of the na-
tional government and provide a reasonably certain and continuous flow of
revenues (particularly when compared with more capricious ad hoc allocation
methods). Furthermore, since the subnational government isretaining aportion
of the revenues collected (if subnational rather than central agencies are re-
sponsible for collection), local officials may assist national tax collectors in
carrying out their duties and further improve tax-collection efficiency. Finaly,
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tax-sharing arrangements do not require the often-challenging and contentious
construction and administration of complex allocation formulas.

Formula-based transfers (types B and F) can be constructed to allow lo-
cal councils to use the funds with total discretion or various formulas can be
used to distribute funds intended for utilization across different sectors. The
first approach gives the central government less ability to direct fundsinto na-
tional priority sectors than does the second. Sectorally limited, formula-based
grants also allow the central government the opportunity to utilize different
formulasfor different sectors, e.g., to base education sector grants on the num-
ber of school-age children in an area and health sector grants on the total popu-
lation of the area and/or their health characteristics.

Type B instruments link the transfer pool to a specific central govern-
ment revenue source, such asincome tax, asis the case in Kenya and Turkey,
or to an aggregate set of certain national taxes, as is the case in Ethiopia and
Mexico, or to abroad set of nearly all national taxes, asisthe casein Argentina
and the Philippines. Such arrangements give subnational governments greater
certainty about the flow of transfers and permit improved fiscal management.
Because revenue-sharing transfers decrease central government control over
itsfinancial affairs, however, type F may be preferred (at least by the granting
government) so that the transfer pool decision can be made annually.

The most challenging task in formula-based transfer design is construct-
ing the appropriate formula. Measures of relative demand for services, e.g.,
population, kilometers of roads, spatial area, etc., are nearly alwaysincluded in
transfer formulas. Also common are measures of fiscal gap, such that addi-
tional funds are provided to subnational governments with especialy large
differences between spending needs and local financing capacity. If not done
carefully, however, this can create perverse incentives for subnational govern-
ments to overestimate their spending needs and underestimate their revenues.
Sometimes there is also an attempt to measure tax effort, or how effectively
subnational jurisdictions are collecting allowable taxes (relative to the size of
their tax base or overall resource base).® These measures can create incentives
for localitiesto mobilize their own resourcesrather than to use transferred funds
primarily for local tax relief. The greatest practical problemsin defining atransfer
formulainclude correctly defining each term in it and obtaining adequate data
for measurement.

Because cost reimbursement grants (types C, G, and K) are meant to
reimburse the subnational government for all or a portion of the cost of an

6. Per capitalocal tax collection relative to per capitalocal income, for example,
is considered a reasonable measure of such effort.
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activity, they are either tied to a particular sector or to highly specific uses,
regardless of the way the pool is determined. In either instance, a choice arises
asto whether 100% of approved costs are to be reimbursed or if only aportion,
e.g., 60%, will be financed from the grant, the remainder being the responsibil-
ity of the subnational authority. Partial cost reimbursement (a matching grant)
encourages subnational governments to mobilize their own resourcesto meet a
portion of thetotal costs of an activity. Requiring alocal financial contribution,
particularly for infrastructure projects, can also increase the perception of local
ownership of a facility and can encourage continued maintenance of it. The
disadvantage of partial cost reimbursement transfers is that they can bias
subnational government choices of activities. A locality ismorelikely to useits
limited funds on a subsidized activity than on one where the local council is
required to fund it fully from its own resources. Thus, such grantsinterfere with
subnational fiscal choices and can lead to locally inefficient outcomes unless
there is a need to offset an externality.

Full cost reimbursement grants are also sometimes used. For example, in
Indonesiaall (or nearly al) subnational government employees used to be paid
directly from a national government grant.” This practice increases the admin-
istrative costs of the transfer since, for central government financial control
purposes, the center must approve the creation of all subnational government
positions. It aso reduces local autonomy over afundamental set of expenditure
decisions. In effect, the subnational government simply becomes the agent of
the center, practically negating the potential benefits of devolution and reduc-
ing incentives for subnational resource mobilization.

Type H grants effectively give the central government full control over
how much money will be available for subnational governments, while type D
grants decrease this control. Both types, however, give the center control over
how much each locality will get, and can even limit the spending of the fundsto
particular functional areas or types of spending such aslabor. These are, there-
fore, the most centralized of all the transfer mechanisms shown in the table.
They provide the lowest degree of predictability for subnational governments,
limit potential gains from decentralization, and may become highly politicized.
On the other hand, ad hoc transfers do give the center maximum opportunity to
respond to changing and unexpected needs arising in certain localities. For this
reason, some national governments reserve a portion of the transfer pool to
respond to special local circumstances as they arise.

Given the various advantages and disadvantages of the different types of
transfer mechanisms, the final choice in the design of a system depends on the

7. The new general revenue-sharing transfer system in Indonesia has a compo-
nent based on salaries, but there is no longer a separate grant program for this purpose.
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relative importance of the various objectives that the system is intended to
achieve. This is, of course, at the heart of the policy process and the correct
answers will invariably be viewed differently in different environments.

5. Other Major Issuesin Transfer Design

A number of other critical issues arise in the design of transfers. First is
the distinction between transfers for recurrent (routine) and capital (develop-
ment) expenditure responsibilities. Recurrent expenditures are made for day-
to-day administrative and operating needs, such as salaries and supplies.
Development expenditures are made to construct facilities and infrastructure
projects and to purchase durable equipment. In some countries, transfers for
recurrent and capital expendituresare clearly separated, whilein other countries
asingle transfer can be used for either purpose.

Thinking about how to deal with the recurrent-capital issue is important
for two reasons. First, appropriate measures of recurrent and capital fiscal needs
generaly differ. A subnational government with adequate sources of revenue
to cover basic annual operating and maintenance costs of a primary school may
not have access to the resources required to construct a new, critically needed
school building. Second, the decision about how to treat recurrent and capital
transfers has implications for restrictions placed on the allocation and use of
transfer funds. For example, a central government may wish to promote invest-
ment and cost sharing by allowing transfersto be used only for capital expendi-
tures, thereby forcing the subnational governments to assume recurrent costs
associated with service provision. In other cases, remunerating adequately trained
staff may be a particular problem for subnational governments, so a transfer
program may be designed to target the salaries of medical or educational per-
sonnel. Of course, targeting funds, as noted above, has both advantages and
disadvantages, and it can only be controlled to a certain extent. Thus, such
decisions must be made judiciously and the use of funds monitored if the cen-
tral government is serious about its targets.

A second additional transfer design issueisthat some countries have dif-
ferent types of transfersfor different types of subnational governments. In coun-
tries where multiple tiers exist, programs for second-tier (provinces, states, re-
gions, etc.) and third-tier (cities, municipalities, districts, etc.) governments are
usually separate. In some cases, transfersto third-tier governments passthrough
the second tier, but this can be problematic if the higher tier retains the re-
sourcesfor itsown use. |n some cases, aportion of third-tier resourcesis shared
with still lower tiers. The urban-rural distinction is often particularly important
indesigning differential transfers because rural governmentstend to have fewer
functions and sources of revenue than urban areas. More advanced approaches
to measuring subnational government revenue capacity and expenditure needs
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discussed below capture these differences under a consolidated program. But
some governments find it easier to build separate programs for urban and rural
governments, or independent programs may be preferred for political reasons.

A third transfer design issue is the structure of administration. The vari-
oustransfersdiscussed above can be administered in many ways, some of which
are better than others. Although our focus is not on administration, a few key
issues related to this topic are worth keeping in mind. Unrestricted and for-
mula-driven grants are usually administered from a special unit set up in a
finance, planning, or local government ministry. Although many things can
be done incorrectly, the administration of these transfersis relatively straight-
forward. The allocation unit is given apool of resources, determinesor isgiven
an allocation formula, and distributes resources accordingly.

Grants that involve restrictions on use are typically more problematic
because they require a greater degree of information and interaction. Many
restricted grant programs in developing countries are based on separate funds
that are allocated on the basis of applications made by subnational govern-
ments for specific projects that meet the restrictions of the transfer program.
Whilerestricted transfer programs serve some of the useful goals outlined above,
they can also generate administrative problems that must be recognized. One
potential problem is that restricted grant programs are often administered by
sectoral ministries. Spreading resource control across often-uncoordinated agen-
cies, which may even bein competition with each other, complicates the track-
ing of the total volume of resources going to each subnational government. At
one time, for example, Indonesia had eight different grant programs for fund-
ing local water supplies. Another possible concern is that different restricted
sectoral transfers operated by different central government ministries often use
very different access, allocation, and reporting rules. These can collectively
impose an enormous administrative burden on subnational governments trying
to secure resources for various local projects and activities. The ministry of
finance in Uganda, for example, is currently trying to consolidate more than 20
separate sectoral transfer programs, many with different rules of access and
reporting, into a smaller and less burdensome number.

The third potential administrative problem—particularly in the least de-
veloped countries that depend heavily on resources from international donor
agencies—isthat transfer programs may get separated from the regular admin-
istrative operations of the intergovernmental fiscal system. Particularly in very
poor countries that have few intergovernmental resource flows without inter-
national aid, separate mechanisms are often set up for administering inter-
governmental transfer programs because the donors do not trust the existing
government system to manage the resources properly. In Cambodia, for example,
a donor agency initially managed the early system of transfers to communes.
There may be cases in which such an approach is temporarily justified, but
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without a plan for integrating the system into regular government operations,
the specia program may eventually do more harm than good.

In closing this section, we emphasize again that transfer systems com-
monly consist of a variety of different programs. Under such conditions, the
desirable effects of one program may neutralize the desirable effects of an-
other. Some countries have (e.g., India) or long had (e.g., Indonesia) a complex
system of unconditional and conditional transfer systems controlled by unco-
ordinated (sometimes-competing) central and/or state government agencies.
Because of the complex and inconsistent objectives, the aggregate effects of
the transfer system are difficult to measure. Thisimpliesthat all components of
the entire system must be examined to ascertain its likely overall effects. Un-
fortunately, this is very rarely done; as a conseguence, very little is generally
known about the overall effects of intergovernmental transfer programsin many
countries.

D. Measuring and Implementing Redistribution and Equalization

Although intergovernmental transfer systems have various objectives,
equalization and redistribution are the key concerns of this paper. Asindicated
above, intergovernmental transfers are used to improve both vertical and hori-
zonta differences in the abilities of governments to maobilize resources and
their needs to provide public services. Although the two dimensions are gener-
ally considered separately, they are obvioudly related since any attempt to im-
prove vertical equity through grants can affect horizontal equity. We now turn
to amore detailed discussion of each.

1. Vertical Equalization

Theissueof vertical inequitiesin amultitier system of governments stems
primarily from the outcomes of public service responsibility and revenue as-
signment decisions. As discussed previously, the own-source revenues avail-
able to local governments generaly fall below the spending needs associated
with the public functions assigned to them.

Fiscal theory suggests atrio of economic justifications for public sector
involvement in the economy. These include economic stabilization, redistribu-
tion of incomes and wealth, and allocation of goods and services to correct
market failures. It is generally argued that the national or central government
has an advantage in the first two of these, whereas subnational governments
can provide many public services more efficiently than can a central govern-
ment. This conclusion isembedded in Oates' famous decentralization theorem,
which consgtitutes the theoretical basis for the policy of subsidiarity—responsi-
bilities for public service should be assigned to the lowest tier of government
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feasible.® Thus, local rather than higher levels of government can often provide
local roads, water supply, waste management, police and fire protection, pri-
mary education, and primary health services more efficiently. The center, how-
ever, dill retains responsibility for certain services, such as national defense
and postal services.®

There are, however, few theoretically strong justifications for decentral -
izing revenues to subnational governments. Some sources, such as property
taxes and certain types of fees and charges, are appropriately managed at the
local level, and they create some efficiency linkage between tax prices and the
services that local governments provide. Many important tax revenue sources,
however, such asthe value-added tax, business and personal income taxes, and
international trade-based taxes, are more efficiently administered by national
government.°

These redlitiesimply that there is likely a significant imbalance between
national revenues and spending requirements and local revenues and spending
needs, thus necessitating intergovernmental transfers to correct the imbalance.
Implementation questions that arise when attempting to improve the balance
include measuring the extent of the imbalance and choosing an appropriate
transfer mechanism(s) to correct it.

2. Measuring Vertical Imbalance

Ideally, vertical imbalances are measured by comparing the revenues of
aparticular level of government with the costs that will be incurred if that level
of government provided an appropriate quantity and quality of the public ser-
vices for which it is legally responsible. The problem is that there is often no
consensus on what constitutes appropriate levels of services, and measuring
such levels may in any case be difficult.

One very simple indicator that purports to indicate fiscal balance is the
ratio of own- source revenuesto current expendituresor, equivaently, one minus
theratio (subnational resources not under subnational control / total subnational
expenditures). Thus, if all local governments in a country were spending $2
million but their own-source revenues amount to only $1 million, their vertical
balance indicator would be 0.50. This ratio can then be related to a comparable
ratio for central (aswell as state/regional governments where they exist). Such

8. Oates (1972).

9. Available evidence suggests that the general guidelines for service assign-
ment among levels of government are often followed. See Bahl and Linn (1992) and
Shah (1994).

10. Theissues associated with assignment of revenue authority across different
levels of government are reviewed in McLure (1999).
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ratios were recently computed for a set of federal and unitary countrieswith the
results generally showing that local governments were raising relatively small
proportions of total expenditures from their own revenue sources.*!

Such measures were based on the actual revenues raised and spent by
different levels of government. The resulting ratio may be low because, as
emphasized above, there is a substantial mismatch between the expenditures
gned to local governments and the revenue sources made available to them.
However, low ratios will aso result if local governments do not adequately
utilize their own revenue-raising powers. In this case, it is misleading to use the
low ratio to justify transfers. High ratios can also be misleading since the ratios
do not indicate the degree to which the spending by a particular level of gov-
ernment relates to the amount of public service that ought to be provided. Thus,
a local government may be raising nearly all of the revenues necessary to fi-
nance whatever servicesit is providing to local residents, but the quantity and
quality of those services fal far short of what should be provided. This is the
case in some South African municipalities where the local governments' own
revenues finance nearly all of the services provided. However, large propor-
tions of local residents are also going without any local services. Thus, vertical
balance ratios close to 1.0 should not be interpreted to mean there are no verti-
cal fiscal gaps.

Rather than observeratios of actual own-source revenuesto expenditures,
the more appropriate denominator would be the amount of spending necessary
to attain some minimal standard of locally assigned public services. Similarly,
the numerator should reflect the potential of local governments to raise rev-
enues from their own assigned sources rather than to rely on intergovernmental
transfers. However, as detailed below, deriving accurate estimates of the re-
quired numbers is not an easy task, and it is done in relatively few countries.

3. Correcting Vertical Imbalances

National governments sometimes recognize that there is a serious mis-
match between the levels of spending they expect from local governments and
the revenue potential from the tax and nontax sources assigned to local juris-
dictions. As suggested in Table 1, one approach used is to set aside a certain
proportion of central revenues for local governments as mandated in a statute
or constitution. For example, the Local Government Code of 1991 in the Phil-
ippines requires that 40% of the central government’s internal revenue col-
lections be redistributed to regional (provincial) and local governments.*?

11. Ahmad and Craig (1997), pp. 74-76.
12. See Chapter 7 in this volume for adiscussion of the intergovernmental sys-
tem in the Philippines.
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Likewise, the 1991 Constitution of Colombia requires a certain proportion of
all central revenues to be shared with municipal and regional governments.
The total share of central administration current revenue to be transferred was
to rise during the 1990s from 36.5% to 45.5% in 2000.2® Rather than share
all central revenues, some countries designate only certain revenues, such as
incometaxes, to be shared. Thishasbeen the casein India, Pakistan, and Kenya,
and has been proposed in Albania.* A potential disadvantage of this approach
is that the central government may choose to raise taxes other than those that
must be shared with subnational governments, possibly leading to further
vertical imbalance.

The fixed-share arrangements also create potential macroeconomic in-
stabilities since they decrease the amount of fiscal flexibility available to the
central government. If contractionary fiscal policies are called for, increasing
central tax rates will result in additional revenues, a portion of which will be
allocated to subnational governments. Since local jurisdictions cannot be ex-
pected to have a concern for macroeconomic stability, the additional transfers
will be spent, contrary to good macroeconomic policy. On the other hand, a
guaranteed proportion of central revenues increase the certainty of a flow of
funds from the central to subnational governments vis-a-vis annua ad hoc de-
termination of the amount to be transferred.’> While this can improve the verti-
cal fiscal balance, thereis still no certainty that the proportions chosen lead to a
truly balanced system. Only much more detailed analysis of normative spend-
ing requirements and revenue potential at the various levels of government can
resolve the issue.

As elaborated in the previous section, if vertical balance were the only
criteria, type A grants congtitute a reasonable sharing mechanism. However,
without including some mechanism to insure that local governments continue
to make an effort at raising revenues of their own, atype A grant could result in
no improvement in vertical balance if a local government simply substituted
the grant for local revenues. More problematic, particularly from a macroeco-
nomic perspective, isatransfer mechanism that attemptsto fill any existing gap
between budgeted local spending and anticipated (or realized) own-source rev-
enues. Such deficit grants may improve vertical balance but they encourage
subnational governments to inflate expenditure needs and underestimate rev-
enues. To overcome these incentives, some governments require local budgets

13. Ahmad and Baer (1997), p. 467.

14. See Chapters 4 and 6, respectively, in this volume for discussions of the
intergovernmental fiscal systemsin India and Pakistan.

15. Eventhough statutorily determined, central governments may still renege by
arguing that exceptional economic circumstances makeit impossible or fiscally danger-
ous to the nation to meet the legal provisions.
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to be approved centrally. Doing so may undermine the expected advantages of
fiscal decentralization and can be extremely costly and inefficient.

4. Horizontal Equalization

Although vertical equity isimportant, even more attention has been given
to the horizontal dimension. There is little doubt that resources in most coun-
tries are not spatially distributed uniformly. All regions are not endowed with
similar levels of natural resources or other economic advantages; likewise, the
populations of all regions are unlikely to haveidentical demandsfor local pub-
lic services.’® Vertical and horizontal equalization efforts are not independent.
Once areasonable degree of vertical equalization is achieved, there is till the
need to determine how the funds are to be distributed among subnational gov-
ernments. At this point, horizontal equalization becomes the prime objective.”

Redistribution is a role commonly assigned to central government. The
normal concern is with personal or household income distribution, such that
income or wedlth is transferred from wealthier to poorer individuas. Inter-
governmental transfers, however, constitute arather blunt instrument for redis-
tribution of personal incomes and wealth. Transferring funds from high- to
low-income jurisdictions does not necessarily mean that high-income house-
holdswill bear the burden of the taxes used to finance the transfers that provide
services consumed by low-income households. There is also no guarantee that
services funded by transfers will go to the less well-off in recipient jurisdic-
tions. The net effect of the transfer depends on the distributional incidence of
both revenues and expenditures. However, central governments may still wish
to equalize across subnational governments for a number of reasons, including
differences in resource endowments and local public service needs across
regions.

If horizontal equalization isseen asan attempt to reduce differences across
governments at the same level, the gap for subnational government can be
identified as

Fiscal Gap, = Fiscal Needs — Fiscal Capacity,

(where fiscal capacity should include other nonequalization grants transferred
to subnational government i).

16. We use the term “region” here generically. The concepts refer to all spatial
differences including differences among various towns and cities, differences between
rural and urban areas, and differences across rural areas of a country.

17. Bird (2001) suggeststhat vertical balance can bethought of asbeing achieved
when expenditures and revenues balance for the richest local government; all addi-
tional gap-filling isto achieve horizontal fiscal balance.
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Two basic approaches are used in addressing equalization. One approach
is to concentrate on the varying abilities of different regions to mobilize re-
sources on their own and to provide relatively greater transfers to localities
with lower fiscal capacities. A second approach is to include differential ex-
penditure needsin the equalization exercise and providerelatively greater trans-
fers to localities that have greater gaps between local spending requirements
and local fiscal capacity. If al local governments are deemed to have approxi-
mately the same levels of fiscal capacity, as can occur in cases where they are
provided with few local revenue-raising instruments, equalization may focus
exclusively on differential spending requirements.®

5. Extent and Method of Financing Equalization

Regardless of whether only fiscal capacity or the difference between fis-
cal needs and fiscal capacity is equalized, two basic questions arise. One con-
cerns the extent of the equalization that is desirable and the second focuses on
how it is to be financed. Theory suggests that both equity and efficiency gains
can be attained from equalization transfers, but the gains may be limited. If
factors of production are more productive by moving from one area to another,
equalization grants that discourage such mobility are inefficient. Thus, large
special grantsto backward areas of developing countries may be inefficient for
the economy as a whole. The key question is why a region is backward. If the
area is endowed with very low productivity factors of production, then trying
to make the area more attractive through grants can be inefficient. On the other
hand, if the low productivity stemsfrom the fact that investment in social infra-
structure has been long ignored in aregion, then additional equalization grants
to overcome past neglect of the area may be in order. There can aso be other
efficiency gains from equalization grants to backward areas. In the absence of
such grants, there may be strong pressures for labor to migrate to major cities,
possibly creating negative externalities—congestion, pollution, overcrowded
housing, etc. Equalization grants that discourage such migration can, therefore,
yield efficiency gains.

A second issue related to the achievable degree of equalization is the
method used to finance the transfers. Two approaches are feasible. One is for
relatively better-off subnational governments to transfer their excess revenues

18. A third approach is essentially to ignore horizontal inequities and instead
concentrate on vertical imbalances. The idea is that mobility of labor and capital will
correct for fiscal imbalances by moving to areas with relatively greater net differences
between expenditure benefits and revenue burdens. This approach is essentially that
taken by the federal government in the United States.
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(relative to needs) to their less well-off counterparts. A second approach is for
the central government to fund transfersto all subnational governments but to
provide greater funds to those less well off. These have been termed, respec-
tively, asfraternal and vertical (paternal) funding methods.*® Fraternal methods
are used in Scandinavian and some central European countries whereas the
paternalistic approach is common throughout the rest of the world.

Since some subnational governments will always be relatively better off
than others, funds can, at least conceptually, continue to be redistributed under
the fraternal approach to equalization until fiscal gaps are totally equalized.
There may, of course, be politically imposed limits. Paternal equalization will
be limited by the degree to which the granting government is willing to fund
the equalization effort. And, as will be made clearer in the subsequent discus-
sion, the limits may be related to other objectives sought from the transfer in
addition to fiscal equalization.

6. Equalization of Fiscal Capacity

Since resource mobilization instruments of subnational governments are
commonly linked to wealth, income or consumption, interjurisdictional differ-
encesinthesefactorsresult in different abilitiesfor subnational governmentsto
raiserevenues. That is, if tax rates are constant acrosslocalities, wealthier areas
can mobilize more revenues than can poorer regions. Likewise, if local tax
rateswere alowed to be set locally, wealthier localities could raise equal amounts
of revenue by imposing lower rates than poor regions. Such differentials can be
viewed as both inefficient and inequitable.

Two approachesto fiscal capacity egqualization have been advocated and
are used in different places. The simpler approach focuses on a single aggre-
gate measure of fiscal capacity. This macroeconomic approach essentially
recognizes that, ultimately, the level of economic activity within the region/
locality limitsthe ability of subnational governmentsto raise revenues. Assuch,
some measure such as gross regional (local) product can be used to approxi-
mate the capacity to raise revenues. In many devel oping countries, subnational
governments are not given autonomy to determine which taxes to levy or what
tax rates to set. In these instances, the aggregate approach may be a reasonable
indicator of relative fiscal capacity, and it islikely easier to implement than the
alternative discussed below.

The macro approach has important limitations, even in a best-case envi-
ronment. Conceptually, gross local product may not accurately reflect differ-
ential abilities of local governments to mobilize resources since the level of

19. Martinez-Vazquez and Boex (1999).
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economic productionin onelocality isnot necessarily equal to theincome flow-
ing to the factors that created that production. Where owners of factors of pro-
duction, e.g., owners of capital, are located outside the locality, the capacity
to tax those factors will be overestimated by a gross local product measure.
Relying on factor income as a measure of revenue capacity will similarly yield
overestimates of tax capacity if production-based taxes are employed. It isaso
the case that reasonably accurate measures of gross local product or loca in-
comes are commonly not available in developing countries. In such case, the
technique will be impractical. Only if reasonably current and unbiased mea-
sures are available will subnational governments view such an equalization
system as being equitable.

A micro-oriented method for measuring fiscal capacity issue is generally
termed the representative tax system (RTS) approach. It is particularly appli-
cable where subnational governments are given autonomy in setting local tax
rates. The method is also most relevant in federal countries where states/prov-
inces provide local governments with different menus of revenue instruments.
Among the federally organized countries that use this approach are Canada,
Australia, and Germany, which are among the few countries that have a signifi-
cantly equalizing transfer system.®

The RTS approach attempts to estimate the revenues that alocal govern-
ment can raise given the size of its base (for each local revenue source) and a
common tax rate. Generally, the tax rates used for the computations are the
average tax rates across all local governments; where central or regional gov-
ernment law sets rates, the statutory rate is used. Thus, interjurisdictional dif-
ferences in estimated fiscal capacity arise due to differences in the observed
revenue bases across localities.

Several conceptual and practical issues arise in implementing such an
approach. The list of revenue sources used should be comprehensive to insure
that afull measure of the capacity to mobilize resources is measured. If alocal
government fails to impose atax that can be imposed legally, itslocal revenue
potential will be greater than indicated by its current revenue flows. Thelist of
taxes should aso include the portion of all taxesthat are, by statute, shared with
subnational governments on a derivation basis (type A transfer in Table 1).

A second issue concerns the estimated size of the revenue base. Common
definitions of the base should be used; however, this will be less of a problem
where a single law governs local taxes. South Africa provides an example of
where the problem can arise. Property taxes in some provinces are levied ex-
clusively on site values whereas local governments in other provinces levy the
tax on the total value of both land and improvements. In such instances, a

20. Shah (1994) discusses these casesin detail.
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weighted average of the legal bases may be used.? It may, however, be diffi-
cult to obtain sufficient data for the computations since the information on
value of improvements are likely to be unavailable in a site-value region.

A third issue that commonly arises in developing countries is the treat-
ment of user charges. These can be especially important sources of revenues
for subnational governments that are otherwise constrained to unproductive
taxes. If such charges are used to supplement other local public services be-
yond those on which the charges are levied, they congtitute a portion of the
local revenue base. Since user charges can be particularly complex—e.g., dif-
ferential connection charges across users along with quite different structures
of tariffs based on both the type of user and the quantity of use—determining
an average rate may be exceptionally difficult.

Given the potentially major complications involved with constructing an
RTS, some countries use the tax capacity from a single base, often the local
property tax, as a proxy for overall fiscal capacity. This approach may not
accurately or fairly reflect differences in fiscal capacity across jurisdictions,
even if the property tax isthe primary local revenue source. Assessed values of
the property tax may be determined locally. Seldom do local tax valuers assess
properties at values that coincide exactly with those specified in the law. Fur-
thermore, where assessment lags and property values are growing, the ratio of
assessed to actual values will continue to fall. To make accurate estimates of
relative taxabl e capacity acrossjurisdictionsin such instances, existing tax bases
must be equalized; that is, an independent body must determine the degree to
which each jurisdiction’s tax base underestimates (or overestimates) the le-
gally stipulated tax base. Only then can ratios be used to determine what each
jurisdiction’s legal tax base could be.

The property tax base estimation issue isjust one of anumber of practical
issues facing any agency that attempts to derive accurate estimates of fiscal
capacity. As stated by Clark:

There needs to be a professional statistics-gathering agency, which has
adequate financial resourcesand isrelatively independent of governments,
charged with the responsibility for obtaining needed data broken down
by province on an annual and historical basis. Such an agency should
be staffed so that it can work on long-term needs as well as short-term
requirements.?

The costs of creating and supporting such an agency are unlikely to be
great in relation to the total flow of resources to local governments, and the

21. Clark (1997), p. 25.
22. Clark (1997), p. 27.
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benefits can be substantial. However, in budget-constrained devel oping coun-
tries, finding the support and the expertise for such efforts can be difficult.

7. Fiscal Needs

Although equalization of fiscal capacity is a reasonable step in attempt-
ing to make the flow of public services more equitable across localities, differ-
ent localities can have greater or lesser expenditure needs. By including fiscal
needs with fiscal capacity, it is possible to estimate the full degree to which
there are differentialsin fiscal gapsacrosslocalities. Thetransfer system can be
used to fill the gaps, at least partialy. Attention to need differentials is com-
mon. Certain developed countries, including Australia and Denmark, put con-
siderable effort in deriving estimates of such needs as a central feature of their
equalization grant programs, although they also include estimates of fiscal
capacity.

The objective of expenditure equalization isto empower subnational gov-
ernmentswith the ability to provide equal public servicesif they put forth equiva-
lent revenue effort. The first decision that must be made when attempting to
equalize the ability to finance differential expenditure needs is determining
which expenditure functions will be equalized. Whileit isdesirable to include
all functional areas, the data requirements are likely to be constraining and,
instead, central governments may focus on only the most critical services as-
signed to local governments.

A second related decision concerns whether equalization should focus
exclusively on recurrent expenditures or should aso include capital spending.
In Australia, capital expenditure needs are not included, largely because of the
difficulties in conceptualizing and measuring capital deficiencies relative to
the often-diverse needs of individua subnational jurisdictions. Devel oping coun-
tries are likely to have significant interregional disparities in existing capital
infrastructure; however, they also commonly lack good jurisdictional-level data
on relative needs. In these cases, it may be preferable to rely on specific-
purpose capital grants designed explicitly to target infrastructure deficiencies
and also implement a system of equalization transfers that focus on recurrent
expenditures.?*

In any case, ascertaining differential recurrent expenditure needs is not
easy. It is inappropriate to use actual expenditures as an indicator of needs
since differences in spending can occur for a variety of reasons: (i) costs of

23. Ryeand Searle (1997), p. 44.
24. Such aschemeis discussed by Ahmad and Craig (1997), who also consider
the conceptual issues associated with determining relative infrastructure needs.
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inputs are greater; (ii) it must serve agreater number of service recipients; (iii)
it has a policy of providing a higher quality or quantity of services; or (iv) it
uses inputs less efficiently than do other regions. Attempts to equalize spend-
ing needs should focus on only the first two; the latter two support local deci-
sions to go beyond basic needs or reward inefficient production. Thus, an
estimate must be made of the costs of providing some standard basket of public
services. Even if a standard basket of public services is used to determine the
equalization grant, there should be no requirement that a subnational govern-
ment must allocate the fundsto those services. Instead, local spending autonomy
should gtill hold to capture expected efficiency gains from decentralized deci-
sion making.

Several broad approachesto estimating needs are possible. The most com-
prehensive approach is to attempt to determine the factors that are likely to
relate directly to the demand or need for different services. For example, the
number of school-age children who needs to be educated, the kilometers of
local roads to be maintained, or the number of elderly or unemployed can be
used as indicators of need for different types of local services.?® One of the
more comprehensive (and, hence, complex) formulas used for different types
of municipal expendituresisfound in Denmark, where 13 different criteriaare
used to compute expenditure needs for local public services.®

If generally agreed-upon factors that affect input prices or costs of pro-
viding services differ across localities but are beyond the control of local au-
thorities, such differentials can be used to adjust the estimates. In Australia, for
example, there is recognition that it is more costly to serve a highly dispersed
population than a more concentrated one, and that the price of labor is gener-
aly higher in certain areas than in others.?” In Switzerland, the expenditure
requirements of cantons include a factor that recognizes the increased costs of
providing public services in mountainous terrain.?? Calibrating such cost dif-
ferentials is, however, difficult. Indeed, this very comprehensive approach to
horizontal equalization may be impossible for many developing countries to
implement primarily because of the detailed data required.

25. Care must be taken when choosing such factors to avoid unintended conse-
quences that might result from any budget allocation incentives that are built into the
factors. For example, if kilometers of roads in poor condition were used as a factor,
local governments would have the incentive to forego road maintenance to increase the
size of their equalization grant.

26. Lotz (1997), p. 204.

27. Rye and Searle (1997), pp. 48-49. Labor cost differentials may be less rel-
evant in developing countries where there is often a single civil service system with
uniform wages paid throughout the country.

28. Dafflon (1999).
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An dternative approach is to rely on the distribution of a specific grant
across locdlities as indicative of relative needs in different areas.” Thus, if the
ministry of education, for example, is alocating a specific purpose grant to
support local education, the relative sizes of this grant can be used as an appro-
priate indicator of education needs. Gaining widespread agreement to such a
mechanism, while necessary for the transfer to be deemed equitable and cred-
ible, may be difficult, and there may be questions about whether the ministry
allocated its resources in an appropriate way. The approach does, however,
significantly decrease data requirements.

An even less data-intensive approach (and perhaps most commonly used
in developing countries) is to assume that population is an adequate indicator
of relative needs and costs of providing local services. This leads to an equal
per capita allocation across all localities, which can sometimesimprove equity.
In some countries these equal per capita shares are further adjusted by an indi-
cator of backwardness or some other subjective factor that isintended to reflect
differential needs (as well as local fiscal capacity). A disadvantage of such
adjustmentsisthat there may be no general agreement on what constitutes back-
wardness, with the resulting allocation being not much better than an ad hoc
transfer. Another way to measure need iswith someindicator or poverty levels.
Poverty rates or indexes, for example, figure prominently in the South Africa
transfer system and the one being developed in Cambodia under the new de-
centralization agenda.

Additional variables are sometimes added. For example, in the Philip-
pines and Uganda, a portion of grant funds is distributed on an equal-share
basis to all local governments. One rationale for this feature is that there are
fixed cost requirements associated with municipal administration that do not
differ substantially from locality to locality. Another need factor, which isaso
used in the Philippines, is the land area of the local government. This may
be rationalized on the basis of cost differentials, as suggested in the Australia
case above.

Fiscal needs may be used as the only determinants of equalization trans-
fers or they may be used in conjunction with fiscal capacity measures. The
latter approach, for example as used in Australia, is more appropriate, particu-
larly where there are substantial differencesin the economic and/or tax bases of
subnational governments. Many developing countries rely only on need fac-
tors and ignore fiscal capacity. This approach is reasonable if local govern-
ments are not expected to raise significant resources of their own; in such
instances, differencesin fiscal capacity are largely irrelevant in determining a
fiscal gap.

29. Ahmad and Craig (1997).



Intergovernmental Fiscal Transfers 45

Thus, major practical complications are clearly involved in fiscal equal-
ization. Both defining what a national government wants to equalize and find-
ing an appropriate way to measure it pose significant challenges. In addition,
the full set of datarequired to do thejob properly arerarely available or easy to
collect. Under these circumstances, policy makers will often have to use sim-
pler and lessthan ideal approaches. Even so, atransfer system can be defined to
effect at least some reduction of fiscal disparities, and the system can evolve as
better information are secured over time.

8. Promoting Equitable Growth: Service | mprovements

The official intergovernmental relations policies of many countries state
that their transfer systems are supposed to promote equitablein-country growth,
target lagging regions, help aleviate poverty in the poorest regions, and meet
other similar goals. In reality, the complexity of inequality and various con-
straints on policy instruments make the realization of these goals a great chal-
lenge. As the discussion above indicates, it is extremely difficult to define,
much less to equalize, revenue capacity and public expenditure levels across
subnational jurisdictions. Even if it were possible to do this effectively, the
connection between transfer policies and the desired broader outcomes are far
from straightforward.

One minimalist transfer-outcome connection would be to show that the
resources provided through fiscal equalization efforts were, in fact, spent on
improving critical local services generally presumed to improve economic
growth and income distribution. Most of the very limited studies on improve-
ments in subnational service delivery have been conducted in the context of
examining the overall impact of fiscal decentralization in general, rather than
intergovernmental transfersin particular. Many alleged benefits of decentrali-
zation have been claimed in the literature, most of which relate to improve-
ments in the level and quality of local services and revenue sources, better
matching of local servicesto the preferencesof local constituencies, and greater
accountability, al of which should have some beneficial impact on economic
efficiency and growth. The evidence on service delivery is actually rather lim-
ited and mixed. Some recent studies found that decentralization does increase
total and subnational expenditureson publicinfrastructure and social services.®
Leaving aside the issue of whether increases in spending improve services,
they generally do not seem to be related directly in a significant way to in-
creases in intergovernmental transfers. Other modest evidence suggests that,

30. Estache and Sinha (1995); Robalina, Picazo, and Voetburg (1999); and
Freinkman and Y ossifov (1999).
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particularly in highly underdeveloped countries where few services are being
provided at thelocal level, decentralization seemsto lead to a genuine addition
to the types and levels of services being provided to subnational government
constituents, often with the help of intergovernmental transfers.®! Studies showing
adirect, positive, and significant impact of intergovernmental transfers on pub-
lic spending in general or in specific key sectors are rare.®

Theissue of whether decentralization improves the quality of public ser-
vicesis even more scant than the evidence on quantity. One major study devel-
ops aset of objectiveindicators on this question for three services traditionally
provided by the public sector—roads, electricity, and water—in alarge sample
(minimum of 75 countries per sector) of devel oping countries.® Theresultsare
neither highly encouraging nor discouraging. The only negative impact wasfor
one measure in the electricity sector, while there was an increase in at least one
indicator in each sector. For many indicators, however, decentralization had no
statistically perceptible impact. In some cases, there was evidence of a func-
tional split, such that facilities are better provided centrally, but operation is
less expensive and more effective when decentralized. Another cross-country
study focusing exclusively on health care found a positive relationship between
decentralization and health care outcomes.® Country studies are rare, but one
recent case study found that public water infrastructure services provided by
local authorities are generally more accessible and reliable than those provided
by the center.®

Whether decentralization and intergovernmental transfers have genuine
positive effects on service delivery is a somewhat country- and sector-specific
issue. There are surely some types of local-impact, low capital-intensive ser-
vicesthat are more likely to be efficiently decentralized, but variationsin avail-
able technologies, institutional structures, local capacities, and the availability
of resources will influence the desirability of decentralization of a specific
function and the potential impact of intergovernmental transfersin a particular
country. There is aneed for much more research on the impact of fiscal decen-
tralization, in general, and intergovernmental transfers, in particular, on public
service delivery.

31. Proceedings of the Technical Consultation on Decentralization held at the
FAO headquarters in Rome in December 1997.

32. See, for example, Zhou and Zhang (1998).

33. Estache and Sinha (1995).

34. Robalina, Picazo and Voetburg (1999).

35. Lewis (1998).
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9. Effect of Improved Services on Economic Growth and Redistribution

Even if one could establish a linkage between intergovernmental trans-
fers and improved public service delivery, it would be necessary to establish
that the services provided by the local public sector with grant financing had a
positive impact on economic growth. Some literature suggest an important
impact of public expenditures, particularly infrastructure services, on economic
growth, but most of it is not focused on developing countries. In addition, this
literature is not linked specifically to subnational government spending or to
the impact of intergovernmental transfers.® Very little work shows a direct
rel ationship between services provided specifically by subnational governments
and economic growth.®” We could not find any studies that directly attribute
economic growth differentials to public services provided by subnational gov-
ernments and specifically financed with intergovernmental transfers. We found
only one study that systematically addressed thisissue, and it found that inter-
governmental transfers do not appear to improve the economic performance of
poor regions.®

A small literature focuses more generally on the broader relationship be-
tween fiscal decentralization and economic growth.* The majority, however,
is cross-country rather than interregional within a country. The results are
mixed—some show that fiscal decentralization has a positive effect; others, a
negative effect on growth. The very few single country studies also show mixed
results of fiscal decentralization on interregional growth disparities, again sug-
gesting the importance of context.® All of these studies have methodological
issues that may limit their usefulness.*

The impact of intergovernmental transfers on income distribution is not
well studied in the developing countries. There is some modest evidence that
appropriately designed transfer programs can effect meaningful interregional
redistribution. But there is not a great deal of empirical research on this topic,
and some of it shows that other types of transfer programs and government
activities can offset redistributional transfers.*> Some evidence also show that
decentralized federal countries (of which there are few), such as Brazil, have
been more successful at redistribution than more centralized federations, such

36. Aschauer (1989); Aschauer (1990); Munnell (1991); and Munnell (1992).

37. OneexampleisLewis(1998), who finds apositive impact of local roadsand
water infrastructure on municipal economic development in Kenya.

38. GarciaMilaand McGuire (2001).

39. Thisliteratureis reviewed in Smoke (2001).

40. Zhang, and Zhou (1998); and Freinkman and Y ossifov (1999).

41. Smoke (2001).

42. Schroeder (1988); Bahl and Linn (1992); Shah (1994); and Bahl (2000a).
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asMexico, India, and Pakistan, and thisislargely attributed to tax/transfer poli-
cies and good governance.*®

Another key distributional issueis how decentralization and intergovern-
mental transferswould affect theinterpersonal and inter-areainequalitieswithin
local government jurisdictions. Unless there are rules about how transferred
resources are to be targeted, subnational government officials are genuinely
redistribution-oriented, or local democratic institutions are developed in away
that meaningfully includes the economically disadvantaged, it is unlikely that
transfers will have a major impact on aleviating intragjurisdictional inequities
in basic service provision. Even if they do so, it does not necessarily follow that
any resulting improvements in income growth will be equitably distributed
among the residents of the subnational jurisdictions benefiting from intergov-
ernmental transfers. Much more research is needed on this topic before defini-
tive conclusions can be drawn.

10. Concluding Thoughtson Alleviating Interregional I nequities

Intergovernmental transfer systems in decentralized or decentralizing
systems can be a useful tool for improving at least some dimensions of equity
across regions. Central governmentsarein agood position to harness resources
from resource-rich areas and redistribute them to lagging regions, typically
subject to political constraints. Even if transfers are distributed in a pro-poor
manner, however, the direct impacts of transfers on economic growth arelikely
to be relatively limited for a number of reasons.

First, resourcestransferred to lagging regions must be spent in away that
genuinely improves equity and growth. Thisis by no meansagiven in complex
political and institutional environments in which the poorest elements of soci-
ety may be marginalized, central governments may be reluctant to place heavy
restrictions on the use of funds, and central agencies may not have the capacity
to monitor the use of funds carefully even if they do place restrictions on use.
Second, we do know that some public services, including those provided by
subnational governments, can have an impact on economic development, ei-
ther serving directly as inputs into the production process or improving the
well-being and productivity of the labor force. Public services provided by
governments, however, are far from the only requirements for enhancing eco-
nomic growth. Firms must have access to other needed inputs as well as to
markets, and healthier and better educated people may still not have the skills
to get the types of jobs that will improve their earning capacity greatly. Third,
the benefits of direct redistributive intergovernmental transfers may not be

43. Thisissueisreviewed in Shah (1997).
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sustained in the recipient regions. If transferred resources are used to purchase
goods and services originating from more highly developed jurisdictions out-
side of the recipient region, at least some of the benefits of transfers will leak
outside of the local economy, lowering the multiplier effect of the resources
injected by the central government.

Given these redlities, it is critical that policy makers do not place unduly
excessive faith in the ability of intergovernmental transfers to improve interre-
gional growth disparities. Well-structured transfers, using the basic principles
and mindful of the realities outlined here, can certainly help, at least in taking
the first step of improving the provision and distribution of some basic public
services needed to support economic growth. But intergovernmental transfers
are at best only one element of a broad program required to promote equitable
in-country growth. Other key elements, depending on the context of a particu-
lar country, include the development of an appropriate regulatory framework
to support private investment; the improvement of skills of the labor force,
particularly disadvantaged groups, the development of capital markersand credit
programs for large businesses and microenterprises; and the development of
public institutions and a political system that can be made broadly accountable
to the residents of the jurisdiction.

E. Intergovernmental Transfersin the Broader Fiscal System

Much of the discussion thus far has focused on the objectives, theory,
and practice of intergovernmental fiscal transfers, with particular emphasis on
the challenges of interregional equalization. Whatever their goals, intergovern-
mental transfer systems must be very well linked into the broader system of
intergovernmental finance. The elements of the system include independent
local taxes, fees and charges; taxes shared with higher levels of government;
intergovernmental transfers; and loans from higher levels of government or
commercia credit institutions.*

The overriding issue is whether subnational governments have access to
sufficient aggregate resources from all sourcesto meet their responsibilities, as
discussed above. This would require that some minimum level of basic ser-
vices be provided to the subnational jurisdiction regardless of fiscal capacity
without incurring deficits. Because such a situation is rare in devel oping coun-

44. |ssuesrelated to fiscal decentralization, local government revenues, and in-
tergovernmental transfersin developing countries are broadly reviewed in various pub-
lications, including Bahl and Linn (1992); Dillinger (1994); Schroeder (1988); Bahl
and Linn (1994); Shah (1994); Ter-Minassian (1997); Bird and Vaillancourt (1998);
Bahl (2000a); de Mello (2000); Smoke (2001); and Bird and Smart (2002).
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tries, akey task isto identify the principal causes of revenue deficienciesand to
consider in more detail the role that transfers should play relative to subnational
own-source revenues (primarily for recurrent expenditures) and loans (largely
for capital expenditures). We briefly discuss recent thinking about the reform
of own-source revenues and lending mechanisms and how these relate to the
way analysts should think about the design of transfer programs.

1. Subnational Own-Sour ce Revenues

Subnational governments outside of major urban areas rarely have ac-
cess to substantial own sources of revenue. In afew cases such as the Philip-
pines, subnational governments are reasonably well, although far from fully
provided for in terms of local resources. In some cases such as Indonesia, very
few independent sources of revenue have been available to subnational gov-
ernments; generally the amountsare sufficient to cover at best asmall percentage
of expenditures. In other cases, numerous sources of local revenue are avail-
able to subnational governments, as in a number of states in India, but most
have poor yields and are difficult to collect. In many cases, central govern-
ments have essentially full control over the local revenue bases and rates, asin
Thailand and Vietnam. In virtually all cases, local revenue administration, even
for potentially productive local sources of revenue, is inadequate.

Given this variety of experience, transfer systems must play different
roles, from essentially funding all subnational expenditures to playing a more
supplementary role, such as helping to equalize fiscal capacity or ensuring that
services with spillovers are provided at an efficient level. The role of transfer
systems, however, can change over time, but the evolution of transfer systems
must be coordinated with other intergovernmental reforms. Countrieswith weak
subnational own sources of revenue, for example, may initialy need signifi-
cant transfers. But the transfer system should be part of a broader program of
reform that is trying to improve the structure and administration of existing
sources, to increase the variety of sources assigned to subnational governments
as appropriate, and to enhance the level of subnational autonomy in making
local revenue decisions.

These various types of fiscal reforms, in turn, must be embedded in a
broader program of intergovernmental reform. For example, subnational gov-
ernments should not be given new sources of revenue and enhanced auto-
nomy over them unless political reforms are improving the system to make
subnational officials more responsive to their constituents and technical and
administrative reforms are enhancing their capacity to perform. A key chal-
lenge for the design of transfer programs, as discussed in the previous section,
is how to supplement subnational resourcesin places with weak fiscal capacity
without undermining incentives to improve subnational resource mobilization
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and overall performance. As considered in detail above, this is not an easy
task because of the obstacles to fairly and consistently measuring the relevant
variables.

2. Subnational Government Borrowing

A substantial proportion of intergovernmental transfers in many coun-
tries is devoted to subnational capital expenditures. Subnational governments
in developing countries generally have little or no direct access to capital mar-
kets or commercial lending, with the exception of a limited number of large
citiesin afew countries with more advanced decentralization. This occurs be-
cause of the underdevelopment of capital markets and the perception that few
subnational governments are genuinely creditworthy. To the extent that
subnational governments borrow, it is normally through central government
credit ingtitutions, which often subsidizeinterest rates and makeloansfor projects
that are clearly not financially viable®® In many cases, subnational govern-
ments have no incentives to borrow because they can get resources for capital
investment from the intergovernmental transfer system.

In spite of the lack of importance of subnational borrowing in most de-
veloping countries, it isimportant for policy makersto keep thisissuein mind,
asreformsto intergovernmental financial systems and subnational government
capacity building may open the door to increasing local accessto credit in the
future. For this to occur, appropriate reforms must be made simultaneously
with subnational own-source revenues, intergovernmental transfer systems, and
subnational lending mechanisms. With respect to own-source revenues, the
typical challenge is to concentrate reform efforts on improving yields of the
most productive sources of local revenue, and to develop, as appropriate, new
high-potential sources allowed under the legal and administrative framework.
On the transfer side, as noted above, multiple fragmented programs should be
consolidated and standardized formulas with carefully defined allocation vari-
ables devel oped to the extent possible. On the loan front, many countries need
to adopt objective appraisal techniques, charge closer-to-market interest rates,
and enforce repayment. Such reforms must often be realized through govern-
ment-supported municipal development funds, as only arelatively small num-
ber of local governmentsin afew countries, particularly in Latin America and
Eastern Europe, India, South Africa, and afew other countries, arein aposition
to begin to tap commercial credit and develop a municipal bond market.

The real challenge for intergovernmental fiscal reformers is to develop
an appropriate spectrum of options to finance capital investment, from grants

45. Seeuseful reviewsin Ferguson (1993); Petersen (2000); and Peterson (2000).
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and subsidized loans for poorer subnational governments and non-self-financ-
ing projects, to various types of loans and bonds for fiscally sound subnational
governments and self-financing projects. As with grants, the approach that a
central government takes towards enhancing subnational government access to
loans depends on the fiscal context, as does the extent to which these efforts
pose a danger to macroeconomic stability.*

Central government involvement in municipal credit institutionsalso cre-
ates ararely used potential opportunity to improve the overall effectiveness of
fiscal decentralization programs by creating an explicit relationship between
the grant and loan systems. In most developing countries, grant and loan re-
forms have been independent, except to the extent that grant allocations are
sometimes reduced if subnational governments fail to make loan repayments.
In afew cases, grants and loans have been combined in problematic ways, but
few countries have used grants and loans together in an integrated package that
provides appropriate incentives.

The failure to link grants and loans at the time when subnational invest-
ment decisions are being made can create conflicting signals for local fiscal
behavior. Most important, subnational governments have no incentive to bor-
row from a development bank if they have accessto grants or highly subsidized
loansfrom other central or state agencies. If wealthy municipalities are allowed
to usegrantsfor self-financing projects, they divert scarce resourcesfrom projects
with weak revenue potential and from poorer subnational governmentsthat are
unable to borrow.

46. In cases like Brazil or Argentina, where decentralized levels of government
arerelatively strong, effortsto develop direct access to capital markets make sense. As
the Brazilian state debt crisis of the mid-1990s demonstrates, however, it iscritical that
the central government regulate municipal bond markets, develop and enforce credit
limits, and stop bailing out subnational governmentsthat default on their debt. In more
typical caseswhere subnationa government investment responsibilitiesare smaller and
they are fiscally weak, some type of municipal development bank will generally be the
correct approach. Municipal credit ingtitutions are initially regulated or managed and
substantially capitalized by central governments, either with their resources or donor
loans. This approach gives central fiscal authorities considerable control over borrow-
ing activities of subnational governments, although this power must be structured to
minimize abuse. Such ingtitutions are likely to be increasingly privatized as subnational
governments develop greater creditworthiness, which will help limit the extension of
nonviable loans. Serious impacts of subnational debt on the broader economy can gen-
erally be avoided if municipal credit institutions are properly structured, managed, and
developed over time.

47. A few Latin American and Eastern European cases are reviewed in Peterson
(2000). The Tamil Nadu (India) experienceisexamined in Allaudin and Rgjarman (1996).
The Philippine caseis briefly referred to in Chapter 7 of this volume.
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If grant and loan systems were properly developed and synchronized and
supported by own-source revenue reforms, subnational governments making a
new investment would have a greater incentive to operate more efficiently and
to recover costsfrom service users.®® Equity objectiveswill also be better served
because well-off subnational governments and revenue-generating projectswill
rely more heavily on loans, while poorer subnational governments and impor-
tant projects that cannot recover costs will be subsidized with grants. Such a
system can help prevent the type of subnational government debt crisis feared
by opponents of fiscal decentralization.®

3. Intergovernmental TransfersasBroad Policy I nstruments

The preceding discussion clearly shows that intergovernmental transfers
can play a much broader role than conventional wisdom suggests. The objec-
tives outlined in previous sections—improving revenue adequacy, efficiency
and equity—are extremely important, but the design of transfers cannot be sepa-
rated from the design and evolution of the broader intergovernmental fiscal
system. Intergovernmental transfers can be used to encourage appropriate cost
sharing and resource mobilization by subnational governments. Transfers can
also be structured to provide an incentive for wealthier subnational govern-
ments that can afford to borrow, at least for self-financing projects, to do so.
Transfers can even be used to encourage subnational governments to adopt
basic administrative reforms. A newly adopted intergovernmental transfer pro-
gram in Kenya, for example, makes receipt of a percentage of formula-based
allocations contingent on local government adoption of new accounting and
financial management reforms.

All of these various activities can be mutually reinforcing. For this type
of synergy to be successful, however, appropriate and adequately coordinated
reforms and technical assistance to subnational governments will be required
to improve the functioning of each of the various aspects of the intergovern-
mental fiscal system. In addition, a carefully planned fiscal decentralization
implementation strategy has to be designed to phase in reforms in a way that
improves the probability of good subnational fiscal performance.>®

48. Note that what is being proposed here is quite different from the situation
described in the India case in Chapter 4, where certain resources from the center are
uniformly shared in fixed proportions of grants and loans that have no clear basis.

49. For more detailed discussion of grant-loan linkages, see Smoke (1999b).

50. Recent attemptsto consider the strategic design and implementation of fiscal
decentralization programs include Bahl (2000b) and Smoke (2000). The state fiscal
reform facility in India, which is discussed in Chapter 4 of this volume, was proposed
in this spirit, although it was less ambitious in practice.
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F. Summary and Concluding Thoughts

Intergovernmental transfer programs serve multiple often-interrelated
purposes, three of which are particularly important. First, they help cover
subnational fiscal imbalances, supplementing inadequate local own-source rev-
enues to improve the ability of subnational governmentsto meet their expendi-
ture responsibilities. Second, they can be used to meet national redistributional
objectives as discussed above, helping to offset fiscal capacity and fiscal gap
differences among subnational governments. Third, they can be used to en-
courage local expenditures on particular goods and services that exhibit posi-
tive spilloversor are considered to be basic needsthat should be distributed less
unequally than the ability to pay for them. Most transfer systems, even in de-
veloping countries, are intended, at least officially, to meet some or al of these
objectives.

Several typical issues and problems are involved in designing transfer
programs. First, different types of transfers are appropriate in different circum-
stances. Unrestricted transfers, for example, are most appropriate for income
redistribution purposes, while conditional grants are a less expensive way of
encouraging expenditureson particul ar target services characterized by spillovers
or unacceptable inequities in distribution. If designed properly, both types can
help encourage local fiscal responsibility and ensure over time the provision of
abasic minimum of servicesin all subnational governments regardless of fiscal
capacity.

Second, fiscal equalization grants are often a priority, but they are very
difficult to design because of technical and political complexities involved in
defining an optimal distribution of income and expenditures across decentral-
ized jurisdictions and in determining afair way to raise and distribute revenues
for redistribution. Equal resources do not guarantee equal results, and there are
often inegqualities within recipient jurisdictions that may not be at al alleviated
by transfers. In spite of these problems, redistributive grants can generaly be
designed to improve the status quo, and they can often be enhanced over time
as better information becomes available.

Third, intergovernmental transfers can play only alimited role in stimu-
lating more equitable in-country growth. Even under the very best of circum-
stances where transfers are genuinely redistributive and spent on the types of
servicesthat are most likely to stimulate economic growth in lagging regions, a
variety of other types of interventions will be required to overcome a range of
additional constraints onlocal economic development. Transfers can serveonly
as one component of a broad economic development strategy.

Fourth, macroeconomic problems can be created if too large a percentage
of central resources are guaranteed to subnational governments each year. The
potential dangers, however, must be balanced against the value of providing
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subnational governments a stable revenue base and the potential microeconomic
gains of decentralized service delivery. In cases where subnational govern-
ments already have a substantial legal role, how to approach this dilemma will
depend on the structure of the system and the level of fiscal responsibility of
lower levels of government. In countries that are in the process of decentraliz-
ing, the most likely solution isto start afiscal decentralization effort with mod-
est transfer programs that involve substantial central control and monitoring.
The significance of transfers can be increased as subnational governments de-
velop the capacity to deliver services and to behave in a fiscally responsible
way. In all cases, some flexibility in determining the size of the transfer pool
during crisis situations can give central governmentsthe fiscal power they need
to meet macroeconomic challenges.

Fifth, transfer programs may have conflicting objectives or unintended
resultsthat must be recognized. For example, restricted grantsthat go to wealthier
areas may offset the redistributive effects of an equalizing grant. Careful re-
search prior to transfer system design can help understand and minimize, as
appropriate, such effects. Transfers may also substitute for, rather than stimu-
late, local tax effort, thereby failing to increase public spending as much as
expected. Including a local-tax-effort variable in a transfer alocation formula
can dleviate, but not eliminate, this problem. Finally, multiple transfer pro-
grams with different allocation criteriafor a particular sector can confuse local
officials and provide incentives for unproductive competition and problematic
strategic behavior. Consolidation and simplification of transfer programs can
reduce such problems.

Sixth, many transfer systems—by design or by manipulation—-are allo-
cated with a degree of subjectivity that can undermine basic economic objec-
tives. Political realities, budget shortfalls, and bureaucratic constraints may
often preclude adoption or implementation of policies required to rationalize
and to streamline transfer programs, so that expectations in this regard need to
berealistic. More objective and transparent distribution formulas can help move
thelocal government system in the right direction, but intergovernmental trans-
fers inherently have a political dimension that cannot be ignored. In addition,
care must be taken that aformula does not become so complex that it isdifficult
to understand and apply.

Finally, intergovernmental transfer systemsmust bewell coordinated with
other aspects of the intergovernmental fiscal system. As noted above, transfers
can be structured to encourage local resource mobilization. In addition, they
can be structured to push wealthier subnational governments from reliance on
transfersto reliance on loans for capital expenditures, thus freeing up resources
for poorer subnational governments. Transfers can also be structured to help
the central government enforce basic administrative reforms, such that some



56 Intergovernmental Fiscal Transfersin Asia

portion of a subnational government’s allocation is not released until such re-
forms are undertaken at some reasonable level.

Different countries might be expected to design their intergovernmental
transfer systemsin rather different ways, depending on what their system looks
like now and how they would like it to look like in the future. Consider, for
example, the case of Cambodia, a very poor country with a highly centralized
system that is beginning a relatively modest program of decentralization.
Subnational governments will not be given specific mandatory responsibilities
initially, only limited resources to provide subnational servicesthat are consid-
ered important by the community and are not currently being provided by the
central government.5t This approach can make local people modestly better off
and help to develop governance and capacity if adequate technical assistanceis
provided. Because the subnational governments will be responsible for such a
small portion of public expendituresin a country with one of the lowest aggre-
gate tax rates in the world, there is no conceivable threat to macroeconomic
stability from the local public sector in this case. In addition, redistribution is
not as major an issue as it is in some countries, as most of the subnational
entities are extremely poor. Thus, fine-tuning measures of poverty and fiscal
capacity is less critical than it might be in places where greater inequality ex-
ists. Finaly, aslocal sources of revenue are few and the system of administra-
tion is weak, the central government has significant leverage over subnational
governments. Thus, they can use transfers to help develop both fiscal and
administrative capacity.

In more advanced systems where subnational governments have signifi-
cant service responsibilities and inadequate sources of revenue, such as South
Africa, aconsiderably more substantial and sophisticated system of transfersis
being developed. This system includes redistributive grants designed to allevi-
ate very substantial spatial fiscal inequalities and conditional grants designed
to cover priority investment needs. In this case, subnational government rev-
enues and local autonomy over certain taxes may be enhanced and borrowing
options are being expanded at the same time that transfer programs are being
reformed.>? Under such conditions where subnational governments have sig-
nificant expenditure responsibilities, proposals to increase local control over
major revenue sources are under consideration, and intergovernmental trans-
fers are significant and growing, the national treasury is justified in making

51. Commune Administrative Management Law (2001), Roya Government of
Cambodia
52. Smoke, Bahl, Reschovsky, Schroeder, and Solomon (2001).
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serious efforts to target transfer resources carefully and to keep a watchful eye
on the overall size and performance of the subnational fiscal system.

In the final analysis, it is difficult to make neatly generalizable prescrip-
tions about the appropriate structure of an intergovernmental transfer system,
which should be expected to vary across countries depending on national ob-
jectives, the extent of service and revenue functions assigned to subnational
governments, the fiscal capacity of subnational governments, the extent of in-
equalities across subnational governments, and the specific nature of priority
national objectives. Consideration of various models can help policy makers
think about the advantages and disadvantages of different options for transfer
design. They must remember, however, that transfers are only one mechanism
for meeting important public policy goals, which will aways be subject to po-
litical and institutional, aswell as economic and fiscal, prioritiesand constraints.
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A. Introduction

Cambodia extends over 181,035 km?, an area about one-third the size of
Thailand. With 13.5 million inhabitants, it is one of the least populated coun-
tries in Southeast Asia. The population density is relatively low, averaging 72
people/lkm? (compared with 125 in Thailand and 240 in Vietnam), but it is
unevenly distributed and the more populated central provinces reach an aver-
age of 170 people/km?. In spite of accelerating urbanization, about 80% of the
population till livesin rural areas. The largest city by far isthe capital, Phnom
Penh, which has a population of about one million people.

Cambodiaisamong the poorest countriesin theworld. In 1999 the World
Bank estimated the GDP per capita at US$260. In 1997, 36.1% of the total
population lived below the poverty line.2 The population is young (over 40%
under the age of 14) and has been growing fast (at 2.7% per annum between the
1962 and 1998 censuses). High rates of growth are expected to continue in the
near future due to the number of people of reproductive age. The largest sector
of the Cambodian economy is agriculture (mainly rice and livestock), which
accounted for about 43% of the GDP in 1998. The industrial and services sec-
tors (20% and 37% of GDPin 1998, respectively) are steadily growing, mostly
due to the recent expansion of garments manufacturing and tourism.

Cambodiais a constitutional monarchy according to the Constitution of
1993. The king appoints the prime minister and gives fina approval to the
choice of the cabinet members. A 1999 constitutional amendment created a

1. The author is Senior Technical Adviser with the United Nations Capital
Development Fund (UNCDF) in New Y ork. This chapter draws heavily on work done
by the author as Senior Staff of the Institute of Public Administration at New York
University in 2001 for the United Nations Office for Project Services (UNOPS). See
Romeo (2001).

2. Cambodia's Poverty Profile, 1997.
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bicameral parliamentary system, adding a second higher chamber—the 61-seat
Senate—to the 122-seat National Assembly. The king appoints two of the Sen-
ate members, and the political parties appoint the rest in proportion to their
representation in the National Assembly.

After along period of civil war and political conflict that ended in 1998,
Cambodia has enjoyed relative political stability. The national electionsheldin
July 1998 gave the relative majority (42%) of the vote to Hun Sen of the Cam-
bodia People’ s Party (CPP), and led to the formation of a coalition government
including the CPP and the National United Front for an Independent, Neutral,
Peaceful and Co-operative Cambodia (FUNCINPEC), which obtained 32% of
the popular vote. The Sam Rainsy Party (named after its leader, aformer min-
ister of finance) represents the major opposition, with 14 % of the vote.

Administratively, Cambodiais divided into 20 provinces (khett) and four
municipalities (krong). The latter include the capital city of Phnom Penh, and
the towns of Sihanouk-Ville, Keb and Pailin. Provincial and municipal admin-
istrations include departments (monti) of national line ministries and are led by
agovernor (appointed by the prime minister). Below the provincial/municipal
level are 171 rural districts (srok) and 14 urban districts (khan). District admin-
istrations, in which some of the provincial line departments have district
offices, are led by a district chief appointed by the Ministry of Interior (MOI)
upon recommendation of the provincial governor. Below the district level are
1,621 lowest-level administrativejurisdictions, including 1,510 rural communes
(khum) and 111 urban neighborhoods (sangkat). They range in size from 100
to 45,000 people, averaging 8,000, which points to the problematic viability of
many of them. The Government of Cambodia is only starting to address this
problem, which will regquire extensive consolidation and interjurisdictional
cooperation.

Until the commune elections held in February 2002, the administration
of communes and sangkats essentially consisted of a commune chief appointed
by the governor. They had limited responsibilities for local maintenance of law
and order and served as a liaison between local communities and the state ad-
ministration. While communes are the official units of administrative subdivi-
sion of the country, most Cambodiansin rural areas still identify primarily with
their villages. According to data recently issued by the MOI,® there are some
13,694 villages in Cambodia.

3. PrakasNo. 493 PRK, 30 April 2001.
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B. TheFirst Stepsof Decentralization

For the first time since the 1950s, local level elections were held in the
1,621 communes and sangkats of Cambodia in February 2002. The elections,
which local and foreign observers considered generally acceptable, resulted in
alanddlidevictory for the CPP, but also gave many members of other partiesan
opportunity to sit in the newly created local councils and share in the responsi-
bility for local administration and development. These elections were the first
step toward the development of an autonomous local government sector in
Cambodia

1. The Commune/Sangkat Administration Law

The Law on Commune/Sangkat Administration (the Commune Law)—
approved in 2001—provides the basic legal framework for the establishment
and operation of the Cambodian local councils. The law empowers the com-
munes/sangkats with legidlative and executive authority and establishes local
councils (elected by a system of proportional representation) as the bodies rep-
resenting their citizens. The commune functions defined by thislaw are broadly
defined in permissive, rather than mandatory, terms and include both the provi-
sion of general administration and local development services.

With respect to local finances, the law first requires each commune to
haveitsown financial resources, budget, and assets. Second, it gives communes
the right to collect direct revenues from fiscal taxes, nonfiscal taxes, and other
service charges. Third, it entitles communesto receive transfers from a share of
national revenue. Fourth, it provides for Cambodia to compensate the com-
munes when the latter perform any function on behalf of the national adminis-
tration (agency functions). Fifth, it establishes the Commune/Sangkat Fund
(CSF) asaprimary mechanism for fiscal transfers. Sixth, it requires communes/
sangkatsto prepare an annual balanced budget. Seventh, it prohibits communes/
sangkats from direct borrowing. Eighth, it provides for the transfer of certain
government assets to the communes. Finaly, it establishes a local financial
management system and entruststhe Ministry of Economy and Finance (M OEF)
with the responsibility to monitor and control commune finances.

The law provides a few important principles regarding the design of the
CSF asamechanism for fiscal transfers. First, it states that the level of capitali-
zation of the fund from domestic resources should be fixed through a formula
or arate for a period of no less than three years and not more than five years.
The aim is to ingtitutionalize the capitalization of the fund into the annual na-
tional budget negotiations process and to provide adegree of predictability that
will promote effective multiyear local expenditure management. However, the
law stops short of mandating any particular share of national revenue to be
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channeled to councils. It leaves this to be determined by a subdecree. Second,
the law states that the CSF should, in addition to a portion of state revenues, be
allowed to accept other resources from inside and outside the country. This
reflects the desire to channel grants and loans from international agencies
through the CSF to the local councils. Third, the legidlation stipulates that the
fund’ s resources should be distributed to recipient councils by formula. Thisis
meant to prevent ad hoc or arbitrary transfers, as well as to increase their
predictability.

The commune law, however, does not directly provide guidance on a
number of critical CSF design questions. A few of these questions are:

(i) what are the specific policy objectives of the fund and how should
they be reflected in the transfer formula and other fund design fea-
tures?,

(i)  how should the fund resources be managed, disbursed, and ac-
counted for?;

(iii) should all communes, or only those fulfilling certain basic require-
ments, benefit from the fund or specific portions of it?;

(iv) should the access to the resources of the fund be automatic or sub-
ject to compliance with certain preconditions?; and

(v) towhich type of local expenditures should the fund’ s resources be

applied?

These and other detailed design questions were eventually to be answered by
subordinate legidlation, as explained below.

2. The National Committee to Support the Communes (NCSC)

Following the approval of the Commune Law, the National Committee
to Support the Communes (NCSC) was established in late 2001 as an inter-
ministerial body responsible for overseeing the completion of the legal frame-
work aswell asimplementing the decentralization reforms throughout the first
five-year mandate of the elected councils (2002—2006). A total of five subcom-
mittees* were created in the NCSC to draft regulations to implement several of
the Commune Law’s provisions, including the CSF.

3. The Seila Program

The context in which the system of fiscal transfers to communes was
conceived, and later regulated by the NCSC, cannot be fully appreciated with-

4. These are planning and development, financial affairs, commune boundaries,
commune powers, functions and structures, and commune councils capacity building.
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out reference to the remarkable experimentation with the decentralized local
development that preceded the commune elections of February 2002. Since
1996, Cambodia has been implementing the national Seila® program in support
of subnational planning and financing of local development. By the end of its
first phase (in FY 2000), Seila covered 220 communesin six provinces and had
mobilized over US$75 million from both the Government of Cambodia and
some 11 international financing agencies. The program has now expanded its
coverage to over 500 communes and is expected to reach amost all the rural
communes of Cambodia by the end of its second phase (2001-2005).

Initiated before a national decentralization policy and legal framework
were developed, Seila has been referred to as a decentralization experiment.
Indeed, working with local Commune Development Committees (CDC) that
were the forerunners of the now elected local councils, the Seila program
piloted key aspects of decentralization reforms. Seila set up a decentralized
financing facility, the Local Development Fund (LDF), to channel domestic
and external resources to communes and support local choicesin development
spending. It also extended a decentralized planning procedure, the Local Plan-
ning Process (LPP), for commune-level participatory planning and investment
programming. Finally, Seila developed the capacity of provincial administra-
tions to extend technical assistance and facilitation services to communes.

The new context created by the February 2002 el ections and the devel op-
ment of a legal and regulatory framework for decentralization prompted a
realignment of Seilathat can be described asatripletransition. Thefirst transi-
tion is from the operation of the donor-managed Local Development Fund to
the support of the national fiscal transfers facility, the CSF. The second transi-
tion is from the extension of the Seila-specific local planning process to the
support of statutory local-level planning procedures, instruments, and institu-
tions. The final transition is the institutionalization of the Seila-specific techni-
cal assistance and facilitation system for provincial support to and supervision
of the new local authorities.

Depending on whether this transition can be made successfully with
Cambodia's leadership and donors' support, Seila may provide the element
that is often missing in many decentralizing countries, that is, anational program
and external funding framework to support the implementation of decentrali-
zation reforms. Such mechanisms can trandate decentralization policy state-
ments and legal provisionsinto a system of functioning local councils that can
foster local democracy and deliver development benefitsto local constituencies.

5. Inthe Khmer language, Seila means “foundation stone”, reflecting the local-
level, grassroots approach to national development that characterizes the program.
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C. Intergovernmental Fiscal Transfers: the Commune/Sangkat Fund

In February 2002, the prime minister issued a subdecree® stating the
government’s obligation (under Article 78 of the Commune Law) to regulate
the establishment and the operation of the Communes/Sangkats Fund. Soon
after the approval of the subdecree, the CSF began to operate and received its
first contributions for the FY 2002 from both domestic and external sources.

Through most of 2001, the design of the CSF was the object of intensive
discussions and negotiations among the members of the finance subcommittee
of the NCSC.” The subcommittee faced the challenging task of designing a
transfer mechanism that would provide a minimum of resources to support the
councils' basic functions of local administration and development management
in a context in which the Commune Law defined the councils' responsibilities
only in very broad terms, the management capacity of the new councils was
generally low and unequal across jurisdictions, and the country was certain to
remain heavily dependent on external assistance for development spending.
However, given the very early stage of the decentralization process, the Cam-
bodian CSF designers had the relative advantage of beginning from scratch,
and were unencumbered by “the typical problem faced [. .. so often in other
countries. . .] by reformers: how to dismantle complex, poorly funded, ineffi-
cient, unfair and often arbitrarily allocated systems of multiple transfer
programs.”®

The main features of the CSF and the issues addressed by the finance
subcommittee are reviewed below. They reflect the very early stage of the de-
centralization process in Cambodia. They also point at the need for a compre-
hensive and strategic approach to fiscal decentralization reforms, one in which
transparent, general-purpose transfers are but one component of a diversified
local government financing system. They must also be a part of an effective
system of central support and supervision of the nascent local government sec-
tor, provide incentives to build local institutional capacity, and offer arealistic
channel for external financial assistance to local governments.

6. Anukret 16/ANK/BK of 25 February 2002.

7. The subcommittee was officially established only inlate 2001, but most of its
members had started working from the beginning of the year as afiscal decentralization
task force established in January 2001 by the ministry of finance. Thetask force and the
subcommittee also benefited from specialist advisory services provided by UN/DESA
and UNOPS respectively, under the UNDP-financed project “Local Governance and
Sustainable Human Development” and the UNDP/SIDA/DFID-financed project “Part-
nership for Local Governance.”

8. Smoke (2000).
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1. Purpose of the Fund

The Commune/Sangkat Fund was set up to serve three basic purposes.
Thefirst isto provide the councils with a minimum of resources to enable them
to gradually assume increasing responsibilities for local administration and de-
velopment. Thisimpliesfilling the gap between the costs of the local councils
responsibilities and the own-source revenues they can mobilize. However,
neither mandatory responsibilities nor specific taxing powers have yet been
assigned to the communes. Such assignments will likely require substantial
negotiations among multiple agencies of the national administration, and this
may take some time to be finalized and implemented. At the outset, it is there-
fore difficult to speak of vertical gaps as the main justification and actual basis
for allocating transfers. On the other hand, while the devolution process may
take some time to unfold, the election of the local councils has generated pres-
sures to finance the new commune governments to some extent. Once created,
the councils need to cover the cost of their operation (e.g. pay councilors' al-
lowances and salaries of local staff and cover the cost of premises, transport,
communications and sundries for the functioning of both the local council and
administration). Even more important, to promote local democracy and popu-
lar participation in local affairs, the councils must show that they arerelevant to
the needs and concerns of their communities. Thus, the CSF designers recog-
nized that some level of transfers was needed, even if it could not initialy be
determined by detailed calculation of actual fiscal gaps. Instead, the challenge
wasto allocate the total pool of transferable resources made available by Cam-
bodiaand donorsin away that would befair and would maximize their produc-
tive use.

The second purpose of the fund is to correct differences in the resource
mobilization potential of thelocal councils. No matter what type of own-source
revenues the local councils may be able to assess and how efficiently they may
be able to collect them, horizontal revenue gaps (imbalances between com-
munes in the potential yield of their fiscal base) will always exist. A main ob-
jective of the fund isto correct such imbalances and equalize the fiscal capacity
of the councils. Ideally, as soon as a clearer picture emerges from the NCSC
regarding the devolution of local fiscal powers, an attempt should be made to
estimate the potential yield of theindividual communes’ fiscal base. Thiswould
allow the explicit use of transfersto reduce horizontal imbalances. Meanwhile,
however, arough approximation to this objective was obtained by including an
indicator of relative poverty in the allocation formula.

The third purpose of the fund is to provide incentives for the local coun-
cils to adopt good local governance practices and improve their performance.
Often designers of intergovernmental fiscal relations are keen to ensure that
transfers do not compromise local fiscal effort, but rather provide positive
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incentives to revenue generation. Pending devolution of specific resource
mobilization powers, councils are required to mobilize contributions from ben-
eficiaries of CSF-financed development activities to partially match the CSF
transfers. The CSF transfers are also intended to improve the councils expen-
diture performance by requiring adoption of improved planning, programming,
budgeting, and accounting practices. This requires specifying conditions of
access to the resources of the fund (see below) and a system of oversight of the
councils' compliance with such conditions. Thisin turn calls for the governors
and provincia offices of the MOI’ s Department of Loca Administration (DOLA)
to play aproactive role of support and supervision of the councils. The success
of decentralization reforms is, in fact, predicated on the ability of provincial
administrationsto providethetraining, technical support, and performance moni-
toring servicesthat councilswill requireto effectively utilize the CSF resources.

2. Revenue of the CSF: Combining Domestic and External Financing

The CSF subdecree specifies that the fund account will be opened at the
National Treasury to receive contributions from a share of Cambodia’s recur-
rent domestic revenue, grants and loans made available by donor agencies and
international financial ingtitutions, and any other source.

The objective of mobilizing both domestic and external resources is a
distinguishing feature of the CSF. It reflectsthe major rolethat externa financing
of development spending has played in recent years, and is expected to continue
to play for sometime in Cambodia. Thisreality suggests the need for a mecha-
nism to channel external resourcesinto the fund, but there are obstacles result-
ing from the preferences and practices of both donorsand international financial
institutions. Most donorswill not support the councils' administrative expendi-
tures, which are an important object of CSF transfers. Even for devel opment
expenditures, most donors often prefer to restrict the use of their resources to
sector-specific menus of allowable investments, rather than support general-
purposetransfersfor local devel opment spending. In many cases, funding agen-
cies also insist on channeling their resources to specific areas (a subset of the
newly established local councils), with risks of geographic imbalance in the
distribution of resources. Finally, the channeling of external resources through
the CSF may be constrained by perceived risks of liquidity problems in the
National Treasury, which can disrupt the implementation of local development
activities. Donors are also concerned with the extent to which existing account-
ing and financial reporting systemswill satisfy the accountability requirements.

Overcoming the constraints to external financing of the CSF will obvi-
ously require a more open and constructive dialogue between Cambodia and
its external partners than has taken place so far. This may mean going beyond
the project format used to channel much current assistance and adapting the



68 Intergovernmental Fiscal Transfersin Asia

comprehensive sector-wide programming approach that is now increasingly
advocated for external assistance to other sectors. Such programming will be
used to support decentralization reformsand local government capacity building.

3. Management of the CSF: Establishment and Functions of the
Fund Board

The CSF subdecree establishes a fund board as the upper-level manage-
ment structure of the fund and specifies its responsibilities. These are (i) rec-
ommending to the Government of Cambodia the share of total current domes-
tic revenueto be allocated to the fund; (ii) monitoring the flow of resourcesinto
the fund from external grants and loans, and establishing targets for mobiliza-
tion of external resources by the Government of Cambodia; (iii) adopting the
formula for distribution of the fund resources to the communes/sangkats and
recommending any changesinit; (iv) adopting and annually revising a classifi-
cation of communes/sangkats to allocating the components of the fund; (v)
approving the annual plan of distribution of fund resources based on the above
classification and formula; (vi) communicating to communes/sangkats their in-
dividual annual entitlement to fund resources and the indicative forecast of
such entitlement over athree-year period; (vii) monitoring the actual transfers
to the communes/sangkats against the approved annual distribution plan; and
(viii) approving the annual financial statement of the fund.

The subdecree also spells out the fund board’ s composition. It includes a
representative of the Minister of Economy and Finance (MOEF asthe chair), a
representative of the Minister of Interior, a representative of the Minister of
Planning, a representative of the Council for Development of Cambodia, and
three representatives of the elected councils to be selected by the Minister of
Interior from different development level areas.

The establishment of the board was not uncontroversial within the fi-
nance subcommittee of NCSC. It was well understood that, in the operation of
the fund, there would be

... aneed to carry out a number of tasks that cannot be settled by a
decree. These include the calculation and use of the poverty index; the
criteria and selection of the communes that will, year by year in the tran-
sition period, benefit from full funding; the handling of donor’s money;
the negotiation of the percentage of total taxes allocated to the fund; the
adjustmentsin transfers to be made when tax receipts are higher or lower
than budgeted; etc. . . .°

9. These observations were made at aworkshop of the finance subcommitteein
March 2001. See Prud’ homme (2001).
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These functions appear to justify the need for the board. However, some
members of the finance subcommittee were legitimately concerned about the
proliferation of nonperforming interministerial committees, which tend to
dilute responsibilities and retard action rather than work asforumsfor rea dia-
logue and collective decision-making. They felt that the MOEF staff, in con-
sultation with MOI, could better perform the board’s functions. Eventually it
was agreed that the board should be seen not only as interministerial, but also
as avenue for representatives of the elected local councilsto participate in the
design and monitoring of the transfers. Despite the absence of a national asso-
ciation of local authoritiesin Cambodia, the principle of such participation was
accepted and the subdecree stated that, pending the establishment of a National
Association of the Cambodian Commune and Sangkat Councils, the MOI would
be responsible for organizing the election of the councils' representatives on
the board.

In the discussion on the fund board, the issue of whether the functions of
the proposed board might be assumed by the NCSC was also raised. The magjority
eventually favored a board independent from the NCSC. It was argued that:

The NCSC will have many things to do and might neglect the important
tasksto be performed by the Board. The NCSC hasalimited life, whereas
the Board will be permanent. The NCSC will be largely political, when
many of the tasks of the Board have basic technical dimensions (albeit
with political implications). The NCSC will largely be captured by MO,
when the tasks of the Board are largely economic and financial .1

Nevertheless, the issue of the relationship between the NCSC and the board
could not be completely avoided: it was clearly necessary for the two bodiesto
make consistent and mutually supportive decisions. Eventually, the subdecree
defined the relationship between the CSF board and the NCSC, by stating that,
given the legal mandate of the NCSC, the board must report and make recom-
mendations regularly to the committee on the operation of the fund. Any regu-
lations or guidelines relative to the operation of the fund have to be submitted
to the NCSC for approval.

The CSF subdecree also assigns to the MOEF the responsibility to set up
atechnical secretariat of the fund board, which is responsible for facilitating
and recording the discussions and deliberations of the fund board, preparing
quarterly financial and activity reports on the operations of the fund, and pro-
viding all necessary technical support to the fund board. The functions of the
board’s secretariat will eventually be taken over by the Department of Local

10. Prud homme (2001).
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Finances, which the MOEF is planning to establish to support and monitor the
implementation of the fiscal decentralization reforms.

Having established the board as the fund management mechanism, the
subdecree went on to give MOI responsibility for the fund's operational con-
trols. Once the board has adopted a plan for distribution of the fund resources,
including provisions applicable to different categories of communes and con-
ditions of access, the MOI authorizes the transfers to participating communes
after verifying their compliance with the conditions of access. The Minister of
Interior is thus the official authorizing officer of the fund. In performing this
role, the MOI remains, however, bound to the execution of the transfers plan
adopted by the fund board.

Given the large number of communes and sangkats, the MOI responsi-
bility to certify the compliance of the councils with the conditions of accessto
the CSF resourceswill be carried out through the provincial governors. In addi-
tion to their responsibility of monitoring the performance of the councils, the
governors are expected to coordinate the provision of the legal and technical
assi stance that the councils may require. This opensthe critical question of how
the governors and the provincial administrations will assume these responsi-
bilities. Cambodiaisleaning towards amodel in which the provincial offices of
the Department of Local Administration (DOLA) of the MOI will act as pri-
mary interface between the newly established local councils and the provincial
administration in consolidating and articulating the councils' demand for tech-
nical support services. At the sametime, the governor will use his coordinating
powers over the provincial sectoral departments to direct them (particularly
planning, finance, and rural development) to supply such services to the coun-
cils. However, in Cambodia as in other decentralizing countries, the reorienta-
tion of the provincial bureaucracy toward servicing an emerging local govern-
ment sector remains difficult. Only timewill tell whether thismodel of relations
between provincial administrations and local councils, which largely reflects
the experience of the Seila program, will be adopted and successfully imple-
mented in all provinces of Cambodia.

4. Contributionstothe CSF

The subdecree specifies the minimum level of contribution of the Gov-
ernment of Cambodia to the fund over the first three years of the mandate of
the newly elected councils (2002—2004). This contribution is expressed as
a percentage of Cambodia’s current domestic revenue, ranging from 1.2%
in 2002 to 2.5% in 2004.* These percentages are low by international

11. InFY 2002, 1.2% or KR20 hillion (about US$5 million); in FY 2003, not less
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standards,*? and have been substantially reduced from the level originaly en-
visaged by the MOEF itself.’®* However they are meant to be “minima’, as the
subdecreeitself statesthat Cambodiashall consider increasing these percentages
upon request by the fund board. Strictly speaking, these percentages are legal
obligations for Cambodia, since the annual budget law, an instrument of higher
legal power than the subdecree, eventually sets the actual share of Cambodia s
domestic income contributed to the fund. Nonetheless, the fact that Cambodia
has set clear multiyear targets for domestic contributions to the CSF, and that it
has actually started contributing to the CSF in FY 2002 must be seen as positive
indications of Cambodia s commitment to finance local councils.

In addition to the domestic contribution, the possibility of external grants
and loans capitalizing the CSF is an important and innovative feature. Making
this work, however, requires proactive management by the fund board, which
must set annual targets for mobilization of external contributionsto the fund, as
well as address the additional requirements that may be attached to external
financing agreements. Clearly, new partnership arrangements between donors
and international financial institutions and Cambodia should be developed if
some of the traditional concerns of external agencies with respect to funding
regular fiscal transfers mechanisms were to be overcome. The Seila donors
forum provides a practical mechanism to carry out a program approach in sup-
port of implementing decentralization reforms and strengthening the capacity
of local governments. Indeed, the first practical arrangementsto channel exter-
nal contributions to the fund have been worked out through the Seila donors
forum.

The total resources of the CSF are estimated to exceed US$15 millionin
FY 2004 if only the resources already pledged by donors supporting the na-
tional Seilaprogram are directed to the capitalization of the CSF (Chart 1). This
is arather conservative assumption, given the current interest of other donors
and international financing institutions in assisting the newly elected councils.

than 2.0%; and in FY 2004, not less than 2.5%. Note that the Cambodian currency isthe
rid (KR).

12. Theeffect of their low level iscompounded by the fact that the government’s
domestic revenuein Cambodiaisal so arather low percentage (about 11%) of the country’s
GDP.

13. In March 2001, the MOEF discussed the possibility that the transfers could
reach 4% of Cambodia’ s current domestic revenue in FY 2004 and increase to 5% by
the end of FY 2006.

14. Resulting in an initial contribution of US$1.4 million in FY2002 by the
Swedish International Development Agency (SIDA) and the British Department for
International Development (DFID) through a UNDP-managed trust fund.
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CHART 1. Estimated Total Resources of the CSF
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In absolute terms, this may still seem to be very little money for the new local
councils. Under the current CSF financing scenario, in FY 2002, al councils
will receive on average US$1,500 for administrative expenditures, while about
one-third of the total number of communes will receive, on average, some
US$10,000 for local development expenditures.

It should be noted, however, that US$10,000 per year for development
spending is comparable to what the communes have been receiving annually
under the Seila program. This experience demonstrates that, beyond helping to
finance afew small-scale investments of local priority, modest but regular gen-
eral-purpose transfers for development spending provide the communes with a
basis for alocal-level participatory planning process that can be institutional -
ized in acommune-level public resources management cycle. This process can
also be made independent from specific-purpose national and provincia pro-
grams that offer resources for local development, while providing alocal stra-
tegic framework within which to access such resources.

5. Components of the Fund

The CSF subdecree specifies that the total resources of the fund should
be divided into two components, a general administration component and a
local development component. The former can represent no more than one-
third of the total distributable resources of the fund, while the latter can be no
lessthan two-thirds. Thefund board is authorized to determine theway in which
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thetotal fund resources are divided between these two components within these
specified limits.

It must be emphasized that the constitution of the fund to support both
general administration and development expenditures was controversial. Dur-
ing the discussions of the finance subcommittee, alternative approaches were
proposed, such as limiting the fund to supporting the routine functioning of the
councils while essentially leaving development financing to separate donor-
funded programs. The integrated approach eventually prevailed because it was
seen as consistent with the objective of attracting external donor support. The
CSF offered an opportunity for the international donors and financial ingtitu-
tionsto fund ageneral-purposefiscal transfer supporting local choicesin addition
to financing more traditional aid-delivery mechanisms based on contractual
relations between specia project/program implementation units and local com-
munities and authorities.

6. Classification of the Commune Councils

The CSF subdecree also callsfor the fund board to establish a classifica-
tion of the commune/sangkat councils in two categories with differential
access. Category 1 includes all the communes/sangkats that the board deems
capable of making effective and efficient use of the portion of fund transfers
earmarked for development spending. Category 2 includesall other communes/
sangkats. The fund board is expected to prepare and approve a multiyear plan
for the gradual inclusion of all communes/sangkats councilsin category 1. Based
on this plan, the fund board will determine the number of communes/sangkats
to be included in category 1 no later than October 1 of each year. The impor-
tance of this provision cannot be overemphasized. It reflects the adoption of a
strategic approach to implement decentralization reforms as opposed to the
politically easier but inefficient spreading of scarce devel opment resourcesacross
all communes, regardless of their absorptive capacity.

The classification of councilsin two categoriesis essential to ensure that
aminimum but still meaningful amount of resources for development spending
is allocated to those councils (category 1) that are likely to make an effective
and efficient use of them. It is not easy to determine which onesfit this descrip-
tion, and concerns over the criteria and transparency of the classification have
been legitimately raised in the finance subcommittee. Initialy, however, cat-
egory 1 will essentially comprise the councils participating in Seila (about one-
third of the total number of communes/sangkats in FY 2002), which have had,
or will have, access to substantial facilitation and technical assistance services
under the program. Then, over the course of 2002, the fund board will develop
and adopt a detailed and time-bound plan specifying the criteria, conditions,
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and schedulefor the progressiveinclusion of all Cambodian communes/sangkats
in category 1.

In addition to the classification of the communes/sangkats in two catego-
ries, the CSF subdecree partitions the fund into two components—general ad-
ministration and local development. The resources of the general administration
component will be accessed by all councilsin categories 1 and 2, and will be
shared in proportion to the number of elected commune/sangkat councilors.
The recipient councils may apply these to any eligible administration or devel-
opment expenditures. The resources of the local development component will
be accessed only by the more advanced communes included in category 1, and
will be distributed in three shares: an equal share, a share proportional to the
population of the commune/sangkat, and a share proportional to a poverty
index weighted by the population of the commune/sangkat. These may be
applied by the recipient councils only to development expenditures. This pro-
vision raises two issues. First, how are devel opment and administrative expen-
ditures defined? Second, what formula should be used for allocating the CSF
resources to individual communes/sangkats?

7. Classification of Eligible Expenditures

The definition of administrative and development expenditures is a key
feature of the CSF design. The two categories are not entirely consistent with
the traditional budgetary classification of recurrent and capital expenditures.
The ideais to alow for local administration tasks and activities that directly
contributeto local economic and socia devel opment. Thus, administrative funds
can be used for certain capital expenditures, such as the purchase of council
headquarters or vehicles. Similarly, the understanding of development expen-
ditures as both capital and recurrent also provides the councils with the often-
critical flexibility to cover the maintenance and operation costs associated with
the provision of infrastructure and services, as well as the management and
technical services costs associated with the preparation and implementation of
investment projects.

Transfers from the CSF may be used for any expenditure (administrative
or development, recurrent or capital) that is reflected in the council’ s approved
budget and does not violate the Commune Law or any other law and regulation
issued by the Government of Cambodia. Table 1 provides an illustration of
their classification.

Thismatrix classification introduces some additional requirementsin the
process of local-level budgeting, as councils need to convert the general ad-
ministration and local devel opment transfersinto contributionsto recurrent and
capital expendituresin their budgets. In the process, the councils are expected
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Classification of Eligible Expenditures

Recurrent Expenditures

Capital Expenditures

Administrative
Expenditures

Allowances to councilors
Salaries of local staff and
other personnel expenses
Rental of office premises
Routine repair and mainte-
nance of administrative
facilities

Utility charges

Fuel, lubricants and vehicles
maintenance

Other consumables and
miscellaneous

* Purchase of the council’s
premises

* Mgjor repair and
maintenance works on
administrative facilities

e Furniture and office
equipment for the
council’s or
administration’s facilities

* Purchase of vehicles

Development
Expenditures

Personnel and other recurrent
costs associated with the
operation of the local
infrastructure and the
delivery of related services
Support of community
development programs
managed by local NGOs and
community-based organiza-
tions, including education
and information campaigns,
environmental protection and
natural resources manage-
ment, and other programs
impacting on the welfare of
local population

Routine maintenance of local
economic and social
infrastructure

The survey, design,

construction, and major

repair and maintenance of:

* Roads, bridges

e Markets

« Educational and health
care facilities, community
centers

 lrrigation networks and
structures, agricultural
storage facilities

e Water and power supply
and

* Other economic and
social infrastructure

to also take into account any mandatory administrative or devel opment expen-
ditures that future regulations may assign to them, as well as any minimum or
maximum requirements with respect to the share of CSF resources that they
may use for recurrent and capital expenditures.

Table 2 summarizesillustrative general rulesthat commune councilswill
be required to follow in budgeting the CSF transfers and converting the general
administration and local development transfers into allocations for recurrent
and capital expenditures. The fund board is preparing detailed guidance to the
councils on this reconciliation procedure.
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TABLE 2
Budgetary Rules

Rules for Budgeting the CSF Transfer
Components as Contribution for

Recurrent Expenditures Capital Expenditures

Transfer for General Minimum = MAE Minimum = 0%
Administration (100%) Maximum = 100% Maximum = Total - MAE
Transfer for Local Minimum = MDE Minimum = 80%
Development (100%)  Maximum = 20% Maximum = Total - MDE

Note: MAE = fund’ s resources required to ensure the full coverage of the councils' manda-
tory administrative expenditures.
MDE = fund’s resources required to ensure the full coverage of the councils' manda-
tory development expenditures.

8. CSF Allocation Formula

The CSF subdecree requiresthat resourcestransferable to individual com-
mune/sangkat councils be determined by a formula consistent with the purpose
of the fund. The genera formula initially adopted by the NCSC is outlined
below.

Thetotal resourcesin the CSF distributable pool (T) are divided into the
two components of the fund: the general administration component (T,) and
the local development component (T,), sothat T=T +T,and T, </, T and T,
> ?/, T. The resources of the general administration component (T,) will be
distributed to all communes/sangkats in proportion to the number (n,) of coun-
cillorsintheir council, so that the council (i) isentitledto T, =T, - (n/Sn)) with
i =1....1,621. The number of councilorsisused hereasaproxy for the council’s
need to support its routine operations.

The resources of the local development component (T,) are distributed
only to communes classified in category 1. The resourcesin this component are
divided into three shares: an equal share (T,,), a population share (T,,), and a
poverty share(T,,) sothat T,=T,, + T, + T, whereT,=aT,T,=bT,T,
=gT,and a, b, gare weights of the three shares to be determined by the CSF
board such that a + b + g= 1 with g> 0.40. Diagram 1 below illustrates the
components and sharesin which thetotal distributable pool (T) isdecomposed.

The amount allocated to individual communes/sangkats from the equal
share component is set by the CSF board as a fixed amount (T, = K) to be
alocated equally to al participating communes/sangkats, so that K = T,/N,
where N, is the number of communes/sangkats classified in category 1.
The equal share component is meant to provide a minimum of development
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DIAGRAM 1
Components of the Commune/Sangkat Fund Distributable Pool
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Distributed to all C'S in
proportion to the number of
councillors in the Council

General
Administration

213

Disfribufed as an equal
amaunt to each of the CiS
in category 1

Distributed in proportion to
the popukation of the C/S
in category 1

Distributed in proportion to
the relative poverty of the C/S
In category 1

NN

resources, irrespective of the commune/sangkat size, reflecting the indivisibil-
ity of many investment costs. Thiswill favor smaller communes/sangkats, which
will receive a higher per capita allocation.

The amount allocated from the population is proportional to the popula-
tion of the commune/sangkat sothat T, =T, - (p/S p,) where p; is the popula-
tion of theindividual commune/sangkat, and Sp; isthe sum of the population of
all communes/sangkatsin category 1. The population share reflects the assump-
tion that development needs generally grow with the size of the community.
This portion of the transfer is neutral with respect to fiscal equalization as it
distributes an equal per capita amount to all participating communes.

The amount allocated from the poverty component is proportional to the
relative poverty of the commune/sangkat so that T, = T, - (p,p,/Sp,p,), where
p, is the population and p, is an indicator of relative poverty of the individual
commune/sangkat in category 1. In FY 2002 the indicator of relative poverty p
may be constructed as a composite index from village-level data in the com-
mune database maintained in selected provinces (including all covered by the
Seila program) by the Provincia Departments of Planning. In 2002, the com-
mune database will have to be set up and maintained in all provinces, and/or
alternative methods to allocate the poverty share of the transfers, will need to
be developed by the ministry of planning and adopted by the fund board.

The full formula can be summarized as follows:

T, =[T,; (n/Sn)] +[aT/N, +bT, - (p/Sp) +dT, - (BP/SPP)]

where:
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T, = Amount transferred to commune/sangkat (i)

T, = Portion of the CSF earmarked to support the general administration ex-
penditures of the C/S councils

T, = Portion of the CSF earmarked to support the local development expendi-
tures of the C/S councils

n, = Number of councilors in commune/sangkat (i)

N, = Number of communes/sangkats classified in category 1

p, = Population of commune/sangkat (i)

p, = Poverty index of commune/sangkat (i)

a = Percentage of the local development component of the CSF to be distrib-
uted as an equal shareto all communes/sangkats in category 1

b = Percentage of the local development component of the CSF to be distrib-
uted in proportion to the population of the communes/sangkats in cat-
egory 1

g = Percentage of the local development component of the CSF to be distrib-
uted in proportion to the population-weighted poverty index of the com-
munes/sangkats in category 1

Considering the difficulties involved in defining and measuring vertical
and horizontal fiscal imbalances in this early stage of the process, the formula
addresses such imbalances only in a rudimentary form. On the other hand, the
formula does not seem to address the third objective of the CSF, which isto
provide incentives for better performance of local authorities. Instead, the en-
hancement of the councils performance is addressed through the establish-
ment and administration of certain conditions of access to the CSF resources.

9. Conditions of Access

To actually receive the CSF resources to which they are entitled under
the distribution formula, councils must demonstrate that they have followed a
process of participatory planning, budgeting and implementation, as well as
have completed all financial reports on the execution of their budget and devel -
opment plan. They must also show that they have mobilized beneficiaries’ con-
tributions and other local resourcesto complement thetransfersfrom the fund’s
local development component.

Thefirst two conditions refer to the councils' performance on the expen-
diture side; that is, in their planning, programming, budgeting, implementing,
monitoring, and reporting of the use of local public resources. The third condi-
tion refersto the councils' performanceon therevenueside. Thelatter is limited
tothe councils' effort to mobilize counterpart fundsfrom thedirect beneficiaries
of the local development activities to which CSF transfers are applied. After a
minimum of specific fiscal powers are eventually devolved to the councils, this
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condition may be reformulated in terms of a broader fiscal effort requirement.

Clearly, the above formulation of the conditions of accessistoo vague to
be operational. The fund board is expected to provide councils with additional
operational instructions and reporting formats. Meanwhile no conditions are
expected to apply to thefirst two of the three annual installments through which
CSF resourceswill betransferred to communes/sangkatsin FY 2002. Thisshould
not pose serious problems, as the category 1 communes receiving the develop-
ment component have all met most of the requirements through participation in
the Seila program. The other communes/sangkats have to be brought up to this
level. Onceagain, thekeysto achievethe CSF abjective of stimulating improved
local level resources mobilization and management will be the development of
aredlistic and evolving set of performance requirements, the provision of the
technical servicesthat councils may need to assimilate and satisfy such require-
ments, and the effective monitoring of the councils' compliance. As much of
the responsibility for these support and supervision functions will belong to the
provincial governors offices and the provincial offices of the newly created
Department of Local Administrations (DOLA) of the MOl, strengthening these
structures is now a priority of the Government of Cambodia and is expected to
receive substantial attention from external aid agencies.

10. CSF Disbursement Procedures

The procedures for disbursement of the CSF resources reflect the con-
straints prevailing in Cambodia, especially the underdevelopment of a com-
mercial bank network beyond the provincial capitals and the still embryonic
character of the communes/sangkats administrations.

Communes/sangkats will hold deposit accounts at the provincial treasur-
ies. At the request of the Minister of Interior, the National Treasury will trans-
fer to these accounts the approved annual alocation to which the individual
communes/sangkats are entitled. The annual transferswill be divided into three
installments of 50%, 30% and 20%, to be made before 1 March, 1 June, and
1 September, respectively. Payments against commitments entered into by the
commune/sangkat head (the mekhun) on behalf of the local council will be
made by the commune accountant, a staff member of the Provincia Treasury,
or by the manager of a petty cash reserve maintained in the commune/sangkat
as authorized by the Provincial Treasury. Although these procedures will pre-
vail in the near term, the CSF subdecree allows for the piloting of aternative
arrangements under which the MOEF will authorize councils to hold their ac-
countsin acommercial bank. Councils will then use their accountants (staff of
the local administration rather than the Provincial Treasury) and internal con-
trol procedures (instead of payments controls by the treasury), subject to pro-
vincial audit. If successful, this approach can be generalized for all communes.
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D. Conclusions

The commune councils created by the February 2002 elections need re-
sources for their basic functioning as an elected body and a level of local ad-
ministration, as well as for promoting local development and delivering local
infrastructure and services. Thelatter functioniscritical for the new councilsto
become relevant to their constituents, thereby encouraging communities and
individuals to invest their energies in local-level participatory governance.

Devolving own-source revenue-raising powers to the councils is the
longer-term answer and the most appropriate one to foster local accountability.
At some point in the future, the councils should be able to cover their operating
costs through own-source revenues and to finance at least part of their local
investment needs through savings on recurrent expenditures. But, at the outset
of their mandate, Cambodian local councils will have to rely heavily on fiscal
transfersto cover both their administration and development expenditures. And
even in the long run, as worldwide experience shows, fiscal transfers are likely
to remain important features of the Cambodian local finance system.

The Commune/Sangkat Fund represents the first attempt to design a
mechanism for fiscal transfersin an environment characterized by very incipient
decentralization reforms. This environment made the task of the CSF designers
particularly challenging. The absence of legally defined service delivery re-
sponsihilities of the new councils and the lack of devolution of specific fiscal
powers madeit difficult to argue for any particular size of thetotal distributable
pool of CSF resources, for developing a rational basis to correct vertical and
horizontal imbalances, or for building mechanisms that would link transfers to
local fiscal effort. On the other hand, starting from scratch saved the CSF de-
signers from the complications of dismantling preexisting, and often confusing
and contradicting, transfer schemes. Starting from scratch also allowed the CSF
designersto better reflect on some of the specificities of the Cambodian situation
in the design of the fund. Three points are worth highlighting in this respect.

First, the objectives of the fiscal transfers could not be limited to the
traditional ones of correcting vertical and horizontal fiscal imbalances. It was
also necessary to explicitly develop a system and incentives for local mobiliza-
tion and management of local public resources. Loca capacity building thus
became aprimary objective of the CSF, recognizing therolethat transfers could
play in developing and sustaining an autonomous local-level development
planning, budgeting and implementation process. L ocal capacity isto bebuilt by
requiring that councils progressively comply with a set of good practice re-
quirements attached to this process. As discussed above, the application of
transfers to the objective of local-level capacity building raises the issue of
Cambodia’'s capacity and willingness to invest in a provincial-level system
of support and supervision to the emerging local government sector. This is
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perhaps the most critical constraint to the advancement of the decentralization
reform process in Cambodia.

A second key feature of the CSF is to explicitly open it to externa co-
financing. This recognizes the role that external financing has played and is
likely to continue playing for some time in Cambodia s national and local de-
velopment spending. Most external mechanisms to deliver aid for local devel-
opment, however, typically focus principally on the quick delivery of goods
and services, limiting capacity-building efforts, if any, to enhance local capac-
ity required to access specific external sources of funds. In this case, thereisa
need to open achannel for external resources to support general-purpose trans-
fers and the related extension of institutionalized resource management prac-
ticesat thelocal level. Devel oping external support for regular general-purpose
fiscal transfers, however, requires that the many problems of strategy and ac-
countability that such co-financing raises be addressed and resolved through
new and more effective partnership arrangements between the Government of
Cambodia and international funding agencies.

Finally, acritical feature of the CSF isiits classification of communesin
terms of their absorptive capacity and the establishment of a gradual and trans-
parent process of progressive access of all communes to development spend-
ing. As difficult and politically controversial as this classification may be, it is
essential as part of a strategic approach to implement decentralization reforms.
In this regard, it ties the expansion of the number of communes accessing re-
sources for local investments to the simultaneous expansion of the capacity of
the provincial administrations to provide technical assistance and performance
monitoring. It also ensures better use of scarce devel opment resources by avoid-
ing their spreading too thinly.

FY 2002 is the first year of operation of the CSF. Many aspects of its
design need to be tested and fine-tuned, and several additional regulations are
still being drafted. An even preliminary evaluation of its capitalization, opera-
tions and impact will have to wait for some time. It will be worth waiting,
however, as the CSF has the potentia to become an effective mechanism for
fiscal transfersand local-level capacity buildingin Cambodiaaswell asasource
of lessonsfor other countries undertaking similar efforts. In any event, it clearly
represents a first step towards the development of an efficient and equitable
system of fiscal transfersin Cambodia.
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India
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A. Introduction

The federal system in India comprises a central government, 28 states,
two union territories (UTs) with legidatures, five UTswithout legidatures, sev-
eral autonomous regions within states, a three-tiered structure of rural local
bodies, and threelevels of urban local bodies. The system providesfor an asym-
metric constitutional treatment of the states of Jammu and Kashmir, and an
asymmetric economic treatment of special category states (SCS). As per the
classification of the Planning Commission, 10 states are categorized as special
while the remaining states are considered genera category states (GCS). Sev-
eral key characteristics of the states are presented in Exhibit 1.

Critical ingtitutions that intermediate between the central, state and local
governments include the (central) Finance Commission (FC), the Planning
Commission, the Interstate Council, the National Development Council, and
State Finance Commissions (SFCs), one for each state. While the Planning
Commission isapermanent body, the central and statelevel FCsare set up with
anormal periodicity of five years.

Three new states—Uttaranchal, Chattisgarh, and Jharkhand—created in
November 2000, were carved out from the parent states of Uttar Pradesh, Madhya

1. The study benefited from interactions with Mr. Y.H. Kim of ADB. Together
with him, we had extended discussions with Dr. N.J. Kurian, Adviser (Financial Re-
sources), Planning Commission, Mr. D. Swarup, Additional Secretary (Budget), Ministry
of Finance and Mr. R.P. Sinha, Principal Adviser (State Plans), Planning Commission.
At the National Institute of Public Finance and Policy, we had discussions with Dr.
Ashok Lahiri, Director, Prof. Om Prakash Mathur, Principal Consultant, and Dr. Amaresh
Bagchi, Emeritus Professor. At the NIPFP, | had received considerable help in the form
of materials and observations on initia drafts from Mr. T.S. Rangamannar, Dr. C.
Bhujanga Rao, and Ms. Ritu Bahl. Mr. R.S. Tyagi provided adept secretarial assistance.
Whilel acknowledge and thank them for their help and support, | remain responsiblefor
any remaining errors.
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EXHIBIT 1
Introducing Indian States
Infant
GSDP Mortality Life
(factor cost) Literacy Poverty Rate expectancy

States PCGSDP (Nominal) Population Rate  Ratios (per 000 at birth
Average (Rscrore) (lakhs) (percent) (percent)live births) (years)
199497 1997-98 1991 1991 1993-94 1991-92 1991-95

General Category States

Bihar 5528.7 55552 863.74 38.48 54.96 71.00 59.30
Uttar Pradesh 7702.3 129977 139112 4160 40.85 85.00 56.80
Orissa 7909.0 27065 316.60 49.09 48.56 96.00 56.50
Madhya Pradesh 9589.3 70832 661.81 4420 4252 94.00 54.70
West Bengal 10171.0 89490 680.78 57.70 35.66 55.00 62.10
Rajasthan 10377.0 52481 440.06 3855 2741 85.00 59.10
Andhra Pradesh 11366.3 88387 665.08 44.09 22.19 63.00 61.80
Karnataka 12367.3 65515 449.77 56.04 33.16 53.00 62.50
Kerala 13091.3 42433 290.99 89.81 25.43 12.00 72.90
Tamil Nadu 13926.3 87394 55859 6266 35.03 53.00 63.30
Gujarat 16331.7 86609 413.10 61.29 24.21 62.00 61.00
Haryana 16927.3 37427 164.64 5585 2505 68.00 63.40
Punjab 18568.3 50358 202.82 58.51 11.77 51.00 67.20
Maharashtra 19098.0 182295 789.37 6487 36.86 47.00 64.80
Goa 25075.7 3091 11.70 75.51 14.92 NA NA
Special Category States

Assam 7968.3 21336 224.14 52.89 40.86 76.00 55.70
Tripura 7983.7 2118 2757 6044 39.01 NA NA
Manipur 8799.3 1809 18.37 59.89 33.78 NA NA
Meghalaya 98237 2033 1775 4910 37.92 NA NA
Jammu & Kashmir 10007.3 NA 77.19 NA 25.17 NA NA
Arunachal Pradesh 10705.3 1496 865 4159 39.35 NA NA
Sikkim 11109.3 550 4.06 56.94 4143 NA NA
Himachal Pradesh 12153.7 6291 51.71 6386 2844 NA NA
Mizoram 12378.0 995 6.90 82.27 25.66 NA NA
Nagaland 12932.7 1914 1210 6165 37.92 NA NA
All States 12075.6 1108449  8348.61 56.95 33.12 64.73 61.41
All India 1384446  8463.05 5221  35.97 71.00 60.30

Union Territories with Legislatures: Delhi and Pondichery
Union Territories without Legislatures: Andaman and Nicober Islands, Chandigarh,
Dadra and Nagar Haveli, Daman and Diu, and Lakshadweep.

New states created in Novermber 2000

Uttaranchal by dividing Uttar Pradesh into two states
Chattisgarh by dividing Madhya Pradesh

Jharkand by dividing the state of Bihar into two states

Note: PCGSDP—per capita gross state domestic product; GSDP—gross state domestic product
Figures in this table and throughout the paper are often presented in lakh or crore. Lakh
represents 100,000, while crore represents 10 million (100 lakhs). The Indian currency is
the rupee (Rs.)
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Pradesh, and Bihar, respectively. All the three parent states are large and
low-income states (L1S), and the three new states are even poorer or otherwise
more disadvantaged than their parent states. The process of creating new states
and demands from other regions in other states for separate statehood
have gathered strength in the context of growing interregional disparitiesin the
country. These developments have potentially major implications for public
financesin India

The focus of this chapter is the role of fiscal transfers from the center to
subnational governments in ameliorating or accentuating disparitiesin the lev-
els of publicly provided services and overall growth across regions and states
within India. Wefirst review the main developmentsin the economic and fiscal
spheresin the 1990s, highlighting reforms that were initiated in the early 1990s
and their implications for regional growth. We also examine the pattern of na-
tional and state economic growth and the fiscal profiles of central and state
governments. The bulk of the study is devoted to an examination of the compo-
nents of intergovernmental transfers for current and development purposes.
We consider the various Finance and Planning Commission transfers, as well
asthe role of external assistance. We close with a set of recommendations for
major reforms to the intergovernmental fiscal transfer system in India.

B. Economic and Fiscal Scenario in the Nineties
1. Economic Reforms: Main Features

The 1990s witnessed momentous changes in the macroeconomic sce-
nario of India in terms of economic growth, sectoral composition of output,
public finances, and the overall policy environment that influenced the macro-
economic outcomes. In particular, comprehensive economic reforms initiated
inthe early 1990s led to a substantial risein the overall growth rate by the mid-
1990s. Towardsthe close of the decade, reforms appeared to have slowed down
asindustrial recession seriously beset the economy for three consecutive years.
The public finances of the center as well as the states have exhibited chronic
imbalances in the form of large revenue and fiscal deficits.

Three events triggered economic reforms in India at the beginning of the
1990s. First, the collapse of the erstwhile USSR signaled the need to recast
economic policies that had hitherto been inward-looking, centered on five-year
plans, and heavily reliant on administrative mechanisms for controlling prices
and outputs. Second, the transformation of GATT into WTO increased the ur-
gency to bring reforms that would foster globalization of the economy. Third,
in 1991, the foreign exchange reserves had dwindled to such low levels that
reform of the exchange rate regime became urgent.

Reforms began with two massive doses of devaluation in 1991 within the
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span of two months. The exchange rate regime was formally changed in 1993,
providing the necessary flexibility for the exchange rate to respond to market
signals. Up to the mid-1990s, reforms proceeded at afast pace with the lower-
ing of tariff barriers, lifting of quantitative restrictions on imports, lowering of
personal and corporate income taxes, reduction and rationalization of import
duties, and reforms of domestic commaodity taxation. The central government
agreed to certain limits on borrowing from the Reserve Bank of India through
ad hoc treasury bills. Bank interest rates were deregulated from October 1,
1998. Industries reserved for the public sector were limited to only six areas,
including defense products, atomic energy, coal and lignite, minera ails, rail-
way transport, and minerals related to atomic energy. Finally, the number of
items requiring industrial licensing was reduced to 15 that account for lessthan
15% of value added in the manufacturing sector.

The positive results of the early reforms became immediately visible.
The GDP growth rate reached 5% in 1992-1993, and peaked around 7% in the
mid-1990s (1994-1995 to 1996-1997). It then slumped due to an industrial
recession, but still remained well above the average growth rates of the 1970s
and early 1980s. The sectoral composition of output also steadily shifted to-
wards services, which presently account for more than 50% of the GDP. A
reasonabl e degree of control on the growth of monetary aggregatesand afall in
center’ smonetized deficits as a proportion of the central budget and GDP have
also led to an era of low inflation. The rate of inflation during 19992000 was
about 5% compared to the previous peak of 7% in 1996-1997.

The government promised a white paper on a second generation of re-
forms, but this was never issued. In the latter years of the 1990s, the reform
process was characterized by tardy progress in disinvestment of public sector
undertakings, opening up banking and insurance sectors, full convertibility of
therupee, and reformsaat the state level . Problems have arisen during this period.
Nominal interest rates are high, ranging between 12-17%, and lower inflation
means that real interest rates are also high. This makes the low savings rate
even more worrisome than it might beif rates were lower. On the positive side,
there is a reasonably healthy current account balance position, which has re-
mained bel ow 2% of GDPin recent years. Exportshave beenrising at an average
rate of 11% whereas import growth was about 10% during 1999-2000. Some
of the main features of the macroeconomy in the 1990s are summarized in
Table 1.

2. Fiscal Scenarioin the 1990s
While the growth parameters of the economy showed marked improve-

ment during much of the 1990s, public finances have fared poorly. The decade
closed with the highest-ever level s of fiscal and revenue deficits on the combined
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TABLE1
Indian M acr oeconomy: Key Developmentsin the 1990s

1994— 1995- 1996- 1997— 1998- 1999-
1995 1996 1997 1998 1999 2000

Growth Rate (% Change Over Previous Year)

GDP (at 1993-1994 Prices) 7.0 7.3 75 5.0 6.8 5.9
Agriculture & Allied Services 5.0 (0.9) 9.6 (1.9 7.2 0.8
Industry (excluding Construction) 104 12.8 6.8 4.9 3.7 6.4
Services (including Construction) 6.8 10.0 6.6 9.2 8.0 8.3

Implicit Price Deflator (% Change) 9.4 8.0 7.8 6.5 9.0 35
Sectoral Shares

Agriculture & Allied Services 304 281 286 26.7 26.8 255
Industry (excluding Construction) 21.7 228 227 22.7 220 221
Services (including Construction) 47.9 49.1 487 50.6 51.2 523

As Percentage of GDP at Market Prices

Gross Domestic Savings 25.0 255 233 24.7 22.3 -
Gross Domestic Capital Formation 26.1 272 246 26.2 234 -
Trade Balance 28 (B2 (39 B8 @B -
Current Account Balance (10 @7 (@12 1.9 (1.0) (15

Note:  All GDP figures pertain to new series with 1993-1994 as base year.
Source: Handbook of Statistics on Indian Economy, Reserve Bank of India Bulletin, 1999, Eco-
nomic Survey, 1999-2000, April 2000.

account of the center and the states. Chronic and ever-growing revenue deficits
were described by the Eleventh Finance Commission (EFC) as “mal€fic fix-
tures’ in the public fiscal profiles. Individual states, first the fiscally weaker
ones, and then, even the higher per capita income states, have successively
did into revenue deficit. These revenue deficits, embedded in unsustainable
fiscal deficits, are visible manifestations of multiple and deeper deficienciesin
government finances.

The magnitude of the revenue deficit on the combined account of the
central and the state governments as percentage of GDP has steadily increased
since 1982—-1983. Throughout the period since 1987-1988, the revenue deficit
has remained at more than 3% of GDP, whilein three years (1990-1991, 1993—
1994 and 1997-1998), it reached alevel close to 4.5%. The aggregate revenue
deficit of the center and the statesis estimated to be 6.77% of GDP (new series)
in 1999-2000, which is the highest level in India's fiscal history (Table 2).

The central budget by itself has remained in revenue deficit since 1979—
1980. In 1993-1994, the central revenue deficit alone was 3.81% of GDP (new
series). Since then, there was a gradual decline up to 1996-1997, but it rose
again, standing at 3.81% of GDP (new series) in 1999-2000. It is estimated to
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TABLE 2
Center and States: Aggregate Budgetary Balance
(% of GDP New Series)

Y ear Fiscal Deficit Revenue Deficit Primary Deficit

Center States Combined Center States Combined Center States Combined

1990-91* 833 3.28 9.64 347 084 431 432 169 5.00
199192 589 293 7.17 264 081 3.45 158 119 2.19
199293 569 292 7.38 263 072 3.36 129 1.06 2.23
199091 7.88 3.10 9.11 328 0.79 4.07 4.08 1.60 4.73
199192 557 277 6.78 250 0.77 3.26 149 113 2.07
199293 538 276 6.98 249 0.68 3.18 122 1.00 211
199394 701 235 8.19 381 045 4.25 274 052 3.20
199495 571 273 7.02 3.07 0.70 3.77 135 0.80 1.84
199596 510 260 6.44 252 073 3.25 086 0.81 152
199697 490 279 6.40 240 134 3.73 053 091 1.26
199798 587 293 7.32 306 122 4.28 154 094 133
199899 643 4.23 8.99 385 257 6.43 201 222 3.06
1999-00° 564 471 9.84 381 296 6.77 090 241 2.02

Notes: @ The first three rows refer to old series GDP, the rest to the new series, which uses a
1993-1994 base year. For the first three years, the old series was converted into new
series by using a conversion factor of 1.0577, as given in the report of EFC (p. 7).
b For 1999-2000, fiscal deficit and primary deficit of the center exclude the states’ and
UTSs' share of small savings.
Source:  Adapted from Report of the Eleventh Finance Commission (EFC), June 2000, p. 7,
Government of India.

be 3.6% in 2000—2001. The states, on the other hand, after receiving the trans-
fers from the center in the form of tax devolution and grants, remained in sur-
plus until 1986-1987 except for some isolated years. Their aggregate revenue
deficit remained below 1% of GDP until 1996-1997. By 1999-2000, their ag-
gregate revenue deficit was estimated to be 2.96% of GDP (new series).

Thetime profiles of revenue deficitsdiffer from state to state. Since 1987—
1988, most of the magjor states have remained in revenue deficit with some
sporadic exceptions.?2 Among the general category states, the last revenue sur-
plus (for Goa) was observed in 1996-1997. Most of the special category states
exhibit surplus on revenue account. This, however, is a peculiar feature of the
plan transfer mechanism (discussed below) through which a large part of their
capital expenditure is met by grants on revenue account under a90:10 grant-to-
loan ratio. These states are in deficit in their nonplan revenue account.

The combined fiscal deficit of the central and state governments has been

2. Andhra Pradesh was an exception for 1993-94 to 1995-96; Gujarat was in
revenue surplus in 1993-94 along with Haryana and Karnataka; Rajasthan was in rev-
enue surplusin 1990-91 and 1991-92.
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substantial for many years, reaching a peak of 10.41% of GDP in 1986-1987.°
Conscious efforts to reduce the fiscal deficit brought it down to 6.40% in 1996—
1997, a gain of more than 3.20 percentage points compared to 1990-1991.
Since that time, the fiscal deficit has been on the rise again. By 19992000, it
was estimated to be 9.84% of GDP (new series), not far below its historic peak.

3. Structure of Public Finances: Key Dimensions
and Causes of Deterioration

The above analysis of fiscal and revenue deficits does not tell the full
story of the problemsin Indian public finance. Some additional pointsare worth
highlighting. Unless otherwise noted, the fiscal aggregates discussed here refer
to old-series GDP (1980-1981 as base year).

Thetax-GDP ratio of the center and the states, which peaked at around 17%in
1986-1987 and 1987-1988, fell to about 15% in 1998-1999 (14% in relation
to the new GDP series).

The nontax revenue to GDP ratio has stagnated bel ow 2.5% of GDP for many
years. Only in the late 1980s did it reach alevel of 3% of GDP.

Interest payments as a proportion of GDP, which were a little above 2% in
1981-1982, crossed the level of 5% in 1997-1998, and have risen further
since.

Development expenditures, which were 10.40% of GDP in 1986-1987, fell
by 2 percentage pointsin the next 10 years.

Revenue expenditures as a percentage of GDP reached 22% in 1986-1987.
They are around that level presently.

Aggregate government expenditures in 1986—1987 were slightly above 30%,
but fell to around 27% by 1998-1999 (25% with respect to new GDP series).
The burden of adjustment was entirely on capital expenditures, which fell
from 8.23% of GDP in 1986-1987 to 3.52% in 1998-1999.

Pensions are becoming larger and larger relative to GDP, increasing from
0.16% in 1974-1975 to 1.34% in 1998-1999.

Having reached a peak of 3.83% of GDP in 1986-1987, defence expenditure
has steadily declined to 2.5% in recent years.

The outstanding debt to GDP ratio rose above 65% in 1990-1991, but fell in
themid-1990s. At the end of 1999-2000, it is estimated to be back at the level
of the early 1990s.

Clearly, the overall performance of government finances has been dete-
riorating in many respects. Three proximate reasons can be cited for the par-

3. The sum of center's and states fiscal deficits exceeds the combined fiscal
deficit by the extent of center’s on-lending to the states.
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ticularly serious crisisin government financesin the late 1990s. First, an indus-
trial recession that had an unmitigated run for nearly three years depressed tax
revenues. Second, salaries and pensions of central government employeeswere
revised subsequent to the recommendations of the Fifth Central Pay Commis-
sion, and the consequent in-tandem revisions of salaries and pensions of state
government employees pushed state budgets deep into the red. Third, the high
level of nominal interest rates, itself being caused by ballooning government
borrowing requirements, further deepened the crisis.

The deterioration of public finances, however, is rooted in a number of
longer-term problems. Important among these is the long-term erosion of the
tax-GDP ratio, which reflects undertaxation of services and agriculture, aswell
as inefficiencies in tax administration. The long-term history of tax revenues
indicates asteady upward trend until 1987—1988. Between 19601961 and 1987—
1988, tax revenues as a percentage of GDP (old series) increased from 8.33 to
17.10%. Thisratio was still above 17% in 1989-1990. After that, it declined to
15.04% in 1993-1994, recovering marginally in the later 1990s. Tax revenues
as a percentage of the new GDP series (1993-1994 base) stood at around 14%
in 1999-2000. Direct taxes have picked up by about one percentage point in
the 1990s, whileindirect taxes have | ost more than two percentage points. States
own tax revenues as percentage of GDP reached a level of 5.81% in 1991—
1992, but declined in later years. States tax revenues have remained stagnant
relative to GDP during the 1990s, and show a marginal decline between 1987—
1988 and 1996-1997. States own tax revenuesin 1999-2000 amounted to 5.15%
of GDP (new series). The center’s gross tax collections show alarger decline,
the fall being close to 1.7 percentage points from the peak of 11.30% in 1987—
1988. Tax revenue buoyancies peaked in the 1970s for both the central and
state governments. Since then, decadal values indicate considerable erosion of
buoyancy (Table 3).

TABLE 3
Tax Buoyancies: Combined, Center and States

Total Tax Revenue  Center’s Gross States’ Own

(Combined) Tax Revenue Tax Revenue
1950-51 to 1959-60 1.38 1.38 1.39
1960-61 to 196970 1.16 1.15 117
1970-71 to 1979-80 1.30 127 135
1980-81 to 198990 114 115 112
1990-91 to 1998-99 0.96 0.91 1.04
1950-51 to 1998-99 117 117 1.19

Source: Government of India, Report of the Eleventh Finance Commission, June 2000.
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TABLE 4
Profile of Recovery Rates
(Percent of Cost)
Merit Nonmerit All

Social Economic Total Social Economic Total Services

Center 293 172 198 12.38 11.65 11.73  10.59
States 0.60 1.63 0.92 215 10.75 7.35 5.58
All-India 0.74 1.66 1.10 3.54 11.17 8.98 721

Source: Srivastava, D.K., Tapas K. Sen and others (1997), Government Subsidiesin India,
NIPFP, New Delhi.

A second long-term cause is the indifferent performance of public sector
enterprises, which claim a large amount of budgetary funds in India. Invest-
ment in these enterprises takes the form of equity as well as loans. In central
public enterprises, total investment had exceeded Rs230,000 crore at the end of
1998-1999. In the states, nearly Rs75,000 crore have been invested in statutory
corporations and nearly Rs42,000 crore, in government companies. Together,
investment in public enterprises amounts to about Rs350,000 crore. On this
investment, the rate of return generated by the state-level public enterprisesis
near zero, but it is difficult to provide a firm aggregate figure because these
enterprises frequently fail to finalize their accounts, so that profit/loss figures
are not uniformly available. The central public sector undertakings have better
accounts. 1n 19981999, 127 of them made profits (83 declared dividends)
while 106 made losses (dividends and interest). The return on central govern-
ment investment amounted to 5.21% in 1998-1999. The profit-making enter-
prises are mostly in the petroleum, telecommunications, and financial sectors.
Low productivity of public sector enterprises and their continued dependence
on budgetary resources have been a considerable drag on the resources of the
central and state governments.

A third long-term malaise is the poor cost recovery from publicly pro-
vided services. The profile of recovery rates for the center and states for both
merit and nonmerit services in social and economic sectors for 1994-1995 is
summarized in Table 4. Merit services are defined as services where large ex-
ternalities are present and costs may be subsidized, while nonmerit services are
characterized by low or no externalities and the services are akin to private
goods or services. With such poor cost recovery, services have to be financed
from general revenues, upsetting budgetary balance.

Finally, on the expenditure side, an intrinsic pressure evolved over time
for convergence of salary structures between central and state governments,
and between state and local governments. Many states gave up the practice of
appointing their own Pay Commissions, and more and more salary and pension
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bills in the states have little relationship to their capacities to pay. The loss of
the link between wages and the productivity of wage earnersis potentially de-
bilitating and has become an underlying cause for growing fiscal disequilibrium.

4. Growing Interstate Disparities

India has been suffering from regional imbalances in terms of both in-
come (gross state domestic product, or GSDP) and the fiscal capacities of states
to provide administrative, social, and economic services. Low-income states
have continued to stagnate while thericher states have enjoyed very high growth
rates, resulting in growing disparities in real per capita GSDP. Table 5 sum-
marizes the pattern of growth of GSDP at 1980-1981 prices for two periods,
1980-1981 to 1989-1990 and 1990-1991 to 1997-1998. Table 6 highlights
the growing differences in the levels of per capitaincome. The ratio of the per
capita income of the highest income state (Goa) to that of the lowest income
state (Bihar) was around 3.76% in 1980-1981. It has continued to increase
over the years, reaching nearly 6% in 1995-1996.

Growing GSDP disparities trandlate into growing interstate disparitiesin
the provision of level of public services. In spite of nearly 50 years of a system
of equalizing intergovernmental transfers, per capita expenditures show wide
variations. Table 7 shows the relative position of low-income states (L1S) vis-
a-visthe high-income states (HIS) in general (GCS) and specia category states
(SCS) over the period 1994-1995 to 1996-1997. With respect to each of the
three service categories (general, social, and economic), the broad pattern is
that the per capita expenditure islower in the low GSDP states. Thus, if equal-
ization of servicelevelsisan objective of fiscal transfers, it has not been achieved.
On average, for example, the LIS spend only half asmuch in per capitatermsas
the HIS on social services, while the middle-income states spend only 73% as
much. These differences trandlate into disparitiesin literacy rates, health indi-
cators, and standards of governance.

5. Institutional Failures

The persistent deterioration of public finances in India partialy results
fromingtitutional failures. In particular, there has been afailure of coordination
between three important specialized institutions—the Planning Commission,
the Pay Commission, and the Finance Commission. The Planning Commission
operates with a temporal myopia in which its horizon is limited to finding re-
sourcesfor aperiod of five years. It develops plans that result in the creation of
staff posts at the central and state levels. If these posts are continued beyond the
plan period, the concerned governments must find resourcesto fund them. This
processisrepeated when anew planisprepared. In practice, all the government
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TABLE 5
Growth Rates of Per Capita GSDP (at 1980-1981 Prices)
(Percent)
State Period Difference
1980-81to 1990-91 to 2 -1
1989-90 1997-98
) @) ©)

Low Income Group
Bihar 2.392 0.139 (2.253)
Orissa 3.089 2.170 (0.919)
Uttar Pradesh 2.442 0.985 (1.457)
Madhya Pradesh 1.567 3.066 1.499
Rajasthan 3.352 2.638 (0.714)
Middle Income Group
Keraa 1.756 4.324 2.568
Andhra Pradesh 1.919 5.997 4.078
Karnataka 3.325 3.902 0.577
West Bengal 2.397 4915 2.518
Tamil Nadu 3.661 4.691 1.030
High Income Group
Gujarat 3.015 6.834 3.819
Haryana 3.637 2.254 (1.383)
Punjab 3.435 2.826 (0.609)
Maharashtra 3.222 5.870 2.648
Goa* 3.270 3.796 0.526
Special Category States
Assam 1.272 1.538 0.266
Meghalaya* 2.024 1.193 (0.831)
Manipur* 2.473 2314 (0.159)
Tripura 2.366 3.975 1.609
Nagal and* 2.872 3.579 0.707
Himachal Pradesh* 2.756 2.450 (0.306)
Arunachal Pradesh 4.831 3.275 (1.556)
Sikkim* 9.008 4723 (4.285)

Note: * Data are not available for 1997-1998. Therefore, the rates of growth have only been
calculated till 1996-1997.
Source (Basic Data): Government of India, Central Statistical Organization.

posts exist indefinitely and agreater and greater proportion of government bud-
gets have been devoted to salary payments. The Central Pay Commission also
operates with a myopic focus on revisions of salaries and pensions of central
government employees. In making its recommendations, it looks at the avail-
ability of resources at the central level. In practice, every state government also
has to give the same salaries and pensions regardless of the availability of re-
sources or the productivity of their employees. In the end, these payments are
increasingly financed by borrowing, such that interest payments claim greater
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TABLE 6
Real Per Capita GSDP: Growing Disparities
Y ear Lowest Highest All-State Standard Ratio of Gini
Income Income Average Deviation HIStoLIS Coefficient
State State (Rs) GSDP
(Bihar) (Goa)
(Rs) (Rs)

1980-81 1061.2  3991.0 18494 647.3 3.761 0.0838
1981-82 10932 36779  1899.0 613.7 3.364 0.0814
1982-83  1085.2 40557 19345 668.5 3.737 0.0848
1983-84 11525 40375  2000.2 661.8 3.503 0.0824
1984-85  1220.3 41849  2024.2 699.9 3.429 0.0870
198586 12289  4005.1  2089.2 712.9 3.259 0.0881
1986-87 12838  4151.1  2129.9 7374 3.233 0.0906
1987-88  1207.8 44948  2196.7 788.5 3.721 0.0928
198889 13229 51525 24142 900.5 3.895 0.0957
1989-90 1281.8 52083  2485.3 935.3 4.063 0.0971
199091 13757 58743  2596.2 1034.0 4.270 0.1015
199192 12951 56843  2613.8 1020.1 4.389 0.1010
1992-93 12198 63289 27434 1162.5 5.188 0.1099
199394 12387 65079  2863.0 1213.5 5.254 0.1106
199495 12709 6826.6  3008.4 1280.0 5.372 0.1122
199596 12326  7381.2 156.7 1376.1 5.988 0.1138
199697 13404 68134  3139.3 1330.9 5.083 0.1140

Note: The all-state average has been calculated based on 23 states (not 25) because data are
not available for the two states, viz., Jammu & Kashmir and Mizoram.

TABLE 7
Per Capita Current Expenditure on Services. Relativities
Between Low and High Income Group States
(Average 1996-1997 to 1998-1999)

(Percent)
General Interest Pension Social Economic Total

Servicesexcl. Payment Services Services

Int. Payment

and Pensions
General Category States (GCS)
LISIHIS 61.63 52.24 50.71 45.89 67.32 53.46
MIS/HIS 68.42 60.74 102.58 73.72 106.04 78.97
Special Category States (SCS)
LISIHIS 50.40 51.64 79.48 50.51 41.89 49.59
GCS/SCs 32.78 72.90 8241 51.63 3535 4872

Note: LIS = Low Income States, MIS = Middle Income States, HIS = High Income States
Source (Basic Data): Finance accounts of various states
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and greater resources of the central and the state governments. Finaly, the Fi-
nance Commission looks only at the revenue side of the budgets. By following a
gap-filling approach, it continuesto underwrite theseincreasesin the salary bills
and growing interest payments, leaving no incentivesfor the statesto correct their
deficit spending. A processof ingtitutional coordination among thesethree Com-
missionswould forcethem to consider theimplications of their decisions compre-
hensively rather than in a piecemeal manner, a point to which we return below.

6. Macroeconomic and Fiscal Prospects

Both the most recent Finance and Planning Commissions have a positive
outlook for the growth of the economy in the medium term. The Finance Com-
mission has put forward a macroeconomic scenario with an underlying GDP
growth of 7—7.5% for the period from 2000-2001 to 2004—2005. Table 8 sum-
marizes the detail s and compares them with the corresponding levelsin 1999
2000.

TABLE 8
Macro Scenario before and after Restructuring
Over the Period 20042005

1999-2000 20002001 to
20042005
5.9 Growth Rate (% Per Annum) 7.0-75
35 Inflation Rate (% Per Annum) 5.5-5.0
(1.5) Current Account Balance (% of GDP) (1.5
6.8 Revenue Deficit (% of GDP) 1.0
9.8 Fiscal Deficit (% of GDP) 6.5
14.0 Tax Revenue (% of GDP) 16.7
25 Non-Tax Revenue (% of GDP)* 32
4.2 Capital Expenditure (% of GDP) 6.6

Note:  * excludes interest payment from states to center.
Source: Government of India, Report of the Eleventh Finance Commission, June 2000.

A growth in the range of 7—7.5% can be realized and sustained only if
adequate fiscal reforms are put in place. In particular, capital expenditure, with
afocus oninfrastructure, has to increase substantially, and the fiscal deficit has
to be contained so that the pressure on interest rates can be eased. The Finance
Commission had proposed an ambitious fiscal reform program which, if suc-
cessful, would bring about structural changesin the government budget designed
to augment revenues, reprioritize expenditures, nearly eliminate revenue deficits,
reduce fiscal deficits and debt to sustainable levels, and increase capital expen-
diture to levels that would sustain the stipulated growth rate in the economy.
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Table 9 providestargetsfor expenditure side and revenue side corrections,
as decomposed between the center and states. Whilethethrust ison expenditure
compression, the composition of expenditure is also slated for restructuring in
favor of priority sectors, such as elementary education, primary health care,
water supply, sanitation, roads and bridges, and other infrastructure. Items that
require a tight rein include salary and pensions, interest payments, and subsi-
dies. Note that in spite of attempting to control the growth of debt, interest
payments as percentage of GDP are expected to continue rising for the states
because of the need to increase capital expenditure for augmenting infrastruc-
ture. In the context of the continuing revenue deficit, thiswill haveto be financed
out of borrowing.

TABLE 9
Restructuring of Public Finances: Main Features
(Percent of GDP)

1999-2000 2004-2005 Difference
(2) @ 2-()
Taxes
Gross Central Taxes 8.80 10.28 148
State Taxes 5.29 6.43 1.14
Revenue Expenditure
Center
Interest Payments 4.73 4.26 (0.47)
Pensions 0.74 0.65 (0.09)
Other General Services 2.50 214 (0.36)
Social Services 0.36 0.29 (0.07)
Economic Services 0.36 0.29 (0.07)
States
Interest Payments 2.30 2.55 0.25
Pensions 1.15 1.00 (0.14)
Other General Services 1.63 174 0.12
Saocia Services of which 5.13 5.81 0.69
Elementary Education 1.32 175 0.43
Primary Health 0.17 0.45 0.28
Water Supply and Sanitation 0.29 0.50 0.21
Economic Services of which 2.90 0.33 (0.57)
Roads and Bridges 0.22 0.60 0.38
Capital Expenditure
Center 2.62 4.00 1.38
States 2.06 2.85 0.80

Source: Government of India, Report of Eleventh Finance Commission, June 2000.
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C. Intergovernmental Fiscal Transfersin India: A Review

Two magjor ingtitutions, the Finance Commission and the Planning Com-
mission, overseefiscal transfersin India. The Finance Commission looks mostly
after current account needs while the Planning Commission is primarily con-
cerned with development needs, which comprise both current and capital as-
pects. The expenditure accounts of governmentsare further divided into nonplan
and plan.* In this section, we consider various types of transfers, but thefocusis
on the Finance Commission transfers, which include devolution of central taxes
and grants.

Until the year 2000, sharing of central taxes was on atax-by-tax basis. In
particular, two important central taxes were shared with the states—the per-
sonal income tax and the union excise duties. Two important central taxeswere
not shared with the states, the corporation tax and custom duties. The 80" amend-
ment to the Constitution (May 2000, but effective from 1996-1997) put the
sharing of central taxes with the states on an entirely new level. The net pro-
ceeds of all union taxes and duties, except the central sales and consignment
taxes, surcharges on central taxes and duties, and earmarked cesses, are now
distributable between the center and the states.® The amendment is intended to
serve the following main objectives:

(i)  Widen the revenue base for the states, thereby enabling them to share the
aggregate buoyancy of central taxes, including the corporation tax;

(i)  Sharetheburden of adjustment between the center and the statesin case of
any temporary revenue erosion as aresult of tax reforms;

(iii)  Reduce the overall volatility in the growth of shareable revenues implicit
in alarger shareable base; and

(iv) Provide anincentive for the exploitation of taxes (except central salesand
consignment) mentioned in Article 269 of the Constitution by including
them in the shareable pool.

The sharing of central tax revenues with the states has both a vertical
dimension, the aggregate share of the statesin the central taxes, and a horizon-
tal dimension, the respective share of each state in the aggregate share of all
states. We now look at each.

4. TheFinance Commissions, with the exception of the First, Second, and Ninth,
have limited their concerns to nonplan revenue (current) expenditures, although thereis
no constitutional ban on their dealing with the full current account expenditures.

5. The amendment is based on the alternative scheme of devolution that was
recommended by the Tenth Finance Commission (TFC) in its report submitted in Nov-
ember 1994,
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1. The Vertical Dimension

Determining the aggregate share of states in the central taxes requires a
comprehensiveview of (i) the expenditure needs of the center; (ii) the resources
of the center; (iii) the aggregate expenditure requirements of the states; and (iv)
the aggregate resources of states from their own sources. In the context of ver-
tical devolution, the share of states and consequently that of the center is sup-
posed to be determined in a manner that provides both sides with adequate
resources subject to the overall resource constraint. Furthermore, there needsto
be adequate predictability and stability in the vertical shareratio to enable both
the center and the statesto plan their expendituresin alonger-term perspective.

Since the transfers take place through three channel s—Finance Commis-
sion, Planning Commission, and directly from the central government—these
need to be considered together. Table 10 provides data on the aggregate trans-
fers to the states through alternative channels since the First Five-Year Plan.
Total transfers to states as a percentage of the center’s gross revenue receipts
show considerable volatility—ranging from a minimum of 23.63% to a maxi-
mum of 44.06%, standing at around 35% in recent years. Tax-sharing transfers
show a steady rise up to the Fifth Plan, after which they appear to stabilize at a
level alittle above 21% of center’s gross revenue receipts. Transfers under the
Finance Commission have been in the range of 20-25% of gross central rev-
enues since the Fifth Plan. Plan grants have been more volatile, but have settled
recently in the 10-11% range. Statutory and discretionary grants have been
much smaller and more unstable over the years.

2. TheHorizontal Dimension

In reviewing the distribution of the aggregate share of statesin central tax
revenues, the approach of the Finance Commissions can be reviewed in terms
of three distinct phases. Up to the Seventh Finance Commission, the distribu-
tion formulas used for determining the income tax shares were clearly distinct
from those for the union excise duties. This may be considered as phase 1.
Since then, a process of convergence between the two sets of formulas began.
The period of partial convergence from the Eighth to the Tenth Finance Com-
missions may be considered as phase Il. Full convergence under the recent
EFC may be considered as phase I11. The most important factors used in the
various formulas are indicated immediately below and explained in more detail
subsequently.
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TABLE 10
Transfers as Percent of Gross Revenue Receipts of the Center
(Percent)
Y ear/Plan Share Statutory Transfers Plan Discretionary Total  Total
in Central Grants from Grants Grants GrantsTransfers
Taxes Finance
Commission

@ @ ©) 4 ®) (6) U]

First Five-Year Plan 12.86 1.01 13.87 6.92 2.84 10.77  23.63
Second Five-Year Plan 14.71 4.32 19.02  11.87 1.19 17.37 32.08
Third Five-Year Plan ~ 11.79 3.50 15.29 8.97 0.38 12.85 24.64
Three Annual Plans 14.03 5.15 19.18 9.73 0.32 1520 29.22
Fourth Five-Year Plan  18.60 3.23 21.84 8.34 4.05 15.62 34.23
Fifth Five-Year Plan 15.94 5.32 21.26 9.31 1.15 1579 3173
Annua Plan 23.53 1.89 2542 1246 1.46 15.82 39.34
Sixth Five-Year Plan  21.19 1.83 23.02 1274 151 16.08 37.27
Seventh Five-Year Plan 20.31 2.58 2289 1314 147 17.18 37.50

Annua Plan

1990-1991 20.90 4.88 2578 1299 1.11 18.98 39.88
1991-1992 20.64 4.14 2477  13.50 1.20 18.84 39.48
Period Total 20.76 4.47 2523 1327 1.16 18.91 39.66
Eighth Five Year Plan

1992-1993 21.67 2.19 2386 15.53 1.10 18.82 40.49
1993-1994 22.75 1.86 2461 1811 1.34 21.31 44.06
1994-1995 21.43 1.47 2290 1521 0.61 17.29 38.72
1995-1996 21.01 3.79 2480 10.95 0.52 15.27 36.27
1996-1997 21.73 331 25.04 10.57 0.48 14.35 36.08
Period Total 21.66 2.66 2432 1352 0.75 16.93 38.60
Ninth Five Year Plan

1997-1998 24.54 1.85 26.39 10.24 0.49 1258 37.12
1998-1999 19.90 1.47 21.37 10.60 0.60 12.67 3257
1999-2000 20.59 2.40 2299 10.63 1.13 14.16 34.75
Period Total 21.54 1.93 23.47 10.50 0.76 1319 3474

Source: Government of India, Report of the Eleventh Finance Commission, June 2000.
a. Phasel: Separate Criteria for Income Tax and Union Tax Duties

Population and collection/assessment were the only two criteria used for
determining the shares of the states in the income tax revenues up to the Sev-
enth Finance Commission. The criteriafor the union excise duties evolved over
time, placing greater and greater emphasis on factorsrelating to economic back-
wardness and fiscal weakness of the states. Population continued to be thelarg-
est determining factor up through the Sixth Finance Commission, although its
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weight went down from 100 to 75%. The Seventh Finance Commission dra-
matically reduced its weight to 25%. For the union excise duties, the impor-
tance of population also went down with successive finance commissionswhile
that of varioudly defined factors reflecting poor resource bases continued to
increase. The relative weights assigned to factors by different commissions
during phase | are summarized in Tables 11 and 12.

TABLE 11
Inter-Se Sharing of Income Tax: Phase |
Finance Commission Per centage Weight Assigned to

Population Collection

1,34 80 20

2 90 10
Population Assessment

56,7 90 10

Source: Reports of successive Finance Commissions, Government of India.

TABLE 12
Inter-Se Sharing of Union Excise Duties: Phase |
Finance Relative Weights (%)
Commission Population Other Factors
1 100
Discretionary Adjustments
2 90 10
Major Factor Financial Weakness and Economic
3 (Weight Backwardness
Unspecified) Weight Unspecified
Social and Economic Backwardness
4 80 20
Index of Backwardness
5 80+16.66* 3.33
Distance
6 75 25
Inverse- Poverty Revenue
Income Ratio Equalization
7 25 25 25 25

Note: * Among states with per capitaincome below the al-state average.
Source: Reports of successive Finance Commissions, Government of India.
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b. PhaseIl: Towards Convergence: Eighth to Tenth Finance Commissions

Beginning with the Eighth Finance Commission, two changes occurred.
First was a move towards unifying the formulas for the distribution of the bulk
of both income tax and union excise duties. Second, a portion of both the in-
come tax and the union excise duties was kept aside for distribution among
states on the basis of other criteria—collection in the case of theincome tax and
assessed deficits in the case of the excise duties. The unified formulas used by
the Eighth, Ninth and Tenth Finance Commissions are given in Table 13. The
specific criteria used in the formulas and the weights assigned to them have
clearly changed during phase |1, but there has been a continued emphasis on
how to alleviate resource disparities among provinces. The Tenth Finance Com-
mission (TFC) introduced certain innovations by including measures of cost
disadvantage and tax effort.

TABLE 13
Inter-Se Sharing of Union Taxes: Phase ||
Eighth, Ninth and Tenth Finance Commissions

Finance Criteria
Commissions Population Distance Inverse Poverty Ratio Index of
Income Backwardness
8 25 50 25
91D 25 50 12.5 12.5
9(2) 25 50 12.5 125
29.94 40.12 14.97 14.97
Area Index of Tax Effort
Infrastructure
10 20 60 5 5 10

Note:  Inthe case of income tax, 90% of shareable proceeds were distributed according to
criteria given in the table and the remaining 10% were to be distributed according
to contribution. Similarly, the balance of the shareable amount in the case of union
excise duties was to be distributed according to assessed deficits.

Source: Reports of successive Finance Commissions, Government of India.

¢. Phaselll: Full Convergence: Eleventh Finance Commission

With the 80" amendment to the Constitution, all shareable central taxes
haveto betreated at par, and full convergence of distributive criteriahasemerged
with the recommendations of the EFC.® The criteria followed by EFC for this

6. Apart from the two main taxes, income tax and union excise duties, two other
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generalized sharing reflect various considerations. First, thereisamodest alo-
cation on the basis of population. Second, there is an effort to promote equity
through use of distance, which measures how far a state is from the highest per
capita income state. Third, there is an attempt to reflect cost disadvantages
through the incorporation of area and an index of infrastructure deficiency.
Finally, there are incentives for improved state financial performance in the
form of tax effort and fiscal discipline components in the allocation formula.
These measures are summarized in Table 14 and are explained in more detail
below. We should point out that the population and equity components have
long been the focus of the Finance Commissions, while the cost disadvantage
and performance components continue and build on innovations of the TFC.

TABLE 14
Criteria and Relative Weights for Deter mining Inter-Se
Shares of States: Tenth and Eleventh Finance Commissions

Criterion Relative Weight (Percent)

TFC EFC
1. Population 20.0 10.0
2. Distance 60.0 62.5
3. Area 5.0 75
4. Index of Infrastructure 5.0 75
5. Tax Effort 10.0 5.0
6. Fiscal Discipline - 75

3. Core Revenue-Sharing Criteria

In conventional devolution in India, the principle of derivation was an
important guiding principle. Thus, there was an attempt to return to the states
what they would have raised had the taxing power of the shareable tax re-
mained with them. In the context of this principle, collection/assessment was
given weight in the sharing of income tax. This principle was not, however,
applied to the distribution of union excise duties, which was a matter of

transfers had been in use, agrant in lieu of tax on railway passenger fares and additional
excise dutiesin lieu of salestax on specified commodities (cotton textiles, tobacco, and
sugar). Both were tax rental arrangements in the sense that the original power to levy
them was vested with the state governments but was transferred to the center primarily
for the sake of uniformity across states. With the amendment to the Constitution, the
separate identity of these arrangements has been abolished, so only one set of shares
replaced the four distinct sets used by the Tenth Finance Commission.
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discretionary sharing. As indicated above, the Finance Commissions in India
gradually attempted to move away from conventional devolution towards rev-
enue sharing.

Revenue sharing seeks to bring about horizontal equity, such that the
fiscal resource deficiencies across states arising out of systemic and identifi-
able factors, and under normative revenue effort, are evened out. Thus, rev-
enue sharing is supposed to provide the states resources complementary to their
own, so that all are enabled to provide an agreed common set of public services
at comparable standardsin terms of quality and quantity to all citizens, no mat-
ter which state they reside in. This approach also calls for recognition of valid
cost differentials in providing services in different states. Finally, compensa-
tion for resource deficiencies can undermine efforts to improve own revenue
bases. To neutralize this adverse incentive, revenue sharing needs to employ
criteriathat reward efforts to improve the resource bases and deliver services at
minimum (efficient) costs.

In constructing a scheme of criteria-based devolution, certain features
concerning theinformation base used for determining sharesare desirable. First,
the information base for reflecting capacities/needs should be broad rather than
narrow, so that fiscal performance can be properly estimated. Second, the data
used should be comparable across states and should have been compiled using
common principles. Thisiswhy census data and income data compiled by the
Central Statistical Organization (CSO) have been used with greater weight by
the Finance Commissions. In the case of tax effort, data provided by the finance
accounts are preferable to budget data. Finally, data should be as up-to-date as
possible.

We now turn to a more detailed explanation of the individual revenue-
sharing criteria. We also provide some additional details on the evolution of the
Finance Commission formulas.

a. Population Formula: Criterion Providing Equal Per Capita Transfers

The population criterion provides equal per capitatransfersto all states.
A scheme of equal per capitatransfersisvalidif there are no resource and cost-
differentials across states.” Since the population criterion provides equal per
capitatransfers, it isindifferent (or neutral) to differences in the fiscal capaci-
ties of states. It is, therefore, useful as a benchmark for considering the depar-
tures from this neutrality in other criteria. For this reason, dispensation under
the population criterion is often used for purposes of comparison.

7. It can be shown that the (standard) distance criterion will converge to the
population criterion, as the per capita incomes of the states become more and more
equal.
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Indicating population of astatei by N, wherei varies from 1 to n where
n is the number of states, the shares of individual states (s) in the population
formula can be written as

s =N/SN..

Correspondingly, per capita shares are given by

*

D S,
S ™, Constant

b. Income-Based Formulas: Criteria Reflecting Fiscal Deficiency

The income-based criteria have received the highest weights by recent
Finance Commissions. Two main variations of the income-based criteria have
been used. Oneisbased on the distance of per capitaincome of astate from the
highest per capitaincome state. The other is based on the inverse of per capita
income of a state.® The difference between them is that the distance criterion
measures absolute resource gaps, while the inverse income criterion measures
relative gaps. Sincein the context of providing servicesat equal standardsacross
states it is the absolute costs gaps that are relevant, successive FCs have given
more and more weight to the distance criterion.® The TFC dropped the inverse
income criterion from the formula.

Different Commissions have defined the distance criterion with some
variations. The term distance refers to the excess of the per capitaincome of a
state or group of states (measured by per capita NSDP or GSDP, using athree-
year average to even out erratic changes) of the highest per capitaincome over
that of an individual state. If per capita income (hereafter referred to only as
income) of the different states is indicated by y, and states are arranged in
ascending order of income, y, refersto the per capitaincome of, say, Bihar, and
Y, refers to that of Goa. In general,

VEY.EY, 1=1,..2
n=25

The distances can be defined as

di =YY

8. See Srivastava and Aggarwal (1994) for a detailed analysis of the properties
of these two criteria.

9. Theinverse criterion was given aweight of 25% by the Seventh and Eighth
Commissions. The Ninth Commission reduced this weight to 12.5%, and the Tenth
Commission dropped it altogether.
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The state shares can be determined in a number of aternative ways, which we
now consider.

i. Standard Distance Formula (SDF)

In this version, the share of the i state can be written as:

(Population x Distance) of State i
Sum of (Population x Dis tance) for All States

In terms of symbols, this can be written as:
s =N, d/SNid, (i=1,..,25

Share of State i =

Since d for Goa will be zero (d =y -y, ), its share will be zero in this
standard version. The per capita shares under the formula can be obtained by
dividing s by N.

Distance of State i

Per Capita Share Under SDF = Sum of (Population X Distance) for All States

The distance formula provides higher per capita shares to lower income
states. It is based on the principle of horizontal equity under the assumption of
anormative (common) revenue effort. It can beinterpreted as afiscal capacity-
equalizing formula, where fiscal capacity (y,) is measured by the (per capita)
income of astate. If each state makes arevenue effort of the same degree (q), a
state’s revenue capacity is given by qy,. The revenue capacity of the highest
income state is qy,. The difference between these revenue capacities q(y, —y,)
is the gap filled by the distance formula, such that the post-devolution fiscal
capacities are equalized. However, this approach assumesthat fiscal capacity is
reflected in per capitaincome.

ii. Modified Distance Formula (MDF)

Some of the Finance Commissions modified the standard version of the
distance formulawith two considerations in mind. First, in the SDF the highest
income state does hot get any share, which is politically problematic. Second,
because the highest income state, Goa, has a small population and high income,
it was not considered representative of high-income states. These concernswere
initially dealt with by measuring distances from Punjab rather than Goa, con-
celving distances to both Punjab and Goa as equal to the distance between
Punjab and Maharashtra. Thus, three highest income states get the same distance
in the formula. The MDF provides shares according to the following dispensation:

N
TSN d




106 Intergovernmental Fiscal Transfersin Asia

where d*=y, -y (i=1,2,23
and d* =y, —V, (i = 24, 25)

This MDF implies akink in the dispensation line because the per capita
shares of the three states at the higher income end become equal. It also implies
a higher per capitaincome share for afew states at the low-income end, com-
pared to the SDF.

The EFC further modified this formula. Rather than measuring the dis-
tances from the per capitaincome of any single state, it defined the benchmark
income from which distances are measured as the weighted average of the per
capita incomes of the three highest income states—Goa, Maharashtra, and
Punjab. Once the benchmark income is available (say, y*), the distances of
each state outside the highest income group are calculated as

d=y* -y, i-1,...,22

The distances of the three highest income states are fractions of the distance of
Haryana, the fourth highest income state, calculated in the following way:

d=d,*(y,y) i=23..,25
The shares of individual states are then given by
s =N, d/SN, d i=1,..,25

iii. Augmented Distance Formula (ADF)

Giving apositive shareto the highest income state can also berealized by
measuring distances from alevel higher than the y , the highest per capitain-
come. Let this point of reference bey, + z where z is a positive amount. In this
case, the augmented distances can be written as

di = (yn + Z_yi)
and shares are given by

N, d,
S| ==

_SNidi i=1,2,...,25

The ADF requires determination of the value of Z. The EFC used this
criterion for determining shares of statesin the funds used to provide grants for
local bodies. The value of Z has been defined as half the standard deviation of
the per capita GSDP of states.
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iv. Inverse Income Formula (I11F)

As noted above, the IIF looks at relative fiscal deficiencies. If the rev-
enue capacity on acommon revenue effort is gy, the revenue capacity of state
i is gy, and the relative deficiency is given by qy /q. (= y /y), the state share
under this formulais given by

(Population X Inverse of Income) of State i

Share of State i = Sum of (Population X Inverse of Income) of All States

Correspondingly, the per capita shareis given by

Inverse of Income of State i
Sumof (Population x Inverse of Income) of All States

As noted above, the |1F has not been used since the TFC eliminated it
from the overall allocation formula.

Per Capita Share of Statei =

c. Criteria Reflecting Cost Disadvantages

Indices relating to area and infrastructure deficits are intended to reflect
cost disadvantages to state governments in providing servicesto their citizens.
Stateswith larger physical areas are presumed to have higher per capita service
delivery costs, so they receive higher allocations. Similarly, the greater the in-
frastructure deficiencies of a state, the greater the costs of providing services
are. A state that is relatively more deficient in infrastructure is thus given a
higher share in per capita terms. In measuring infrastructure, social infrastruc-
ture (e.g., health and education) expenditure has a large revenue component.

The aggregate infrastructure index (All) is a weighted combination of
economic and socia infrastructure indices.® In turn, the economic infrastruc-
ture index (Ell) and social infrastructure index (Sl1) are weighted combina-
tions of anumber of subindexes. For Ell, the main sectors are agriculture, com-
munication, banking, electricity, and transportation, including roads. For SlI,
the main sectors are health and education. The sectoral indexes are also con-
structed by weighted combinations of subindexes. Given the series of infra-
structure index (1)), the shares of states may be worked out as

§ = Ni(lh' li)
SNi(Ih' Ii)
where |, isthe highest index among the states, and |, is the index value for state
i. The EFC used the weighted average of |’ s of the three highest index states for

10. Anindex of infrastructure was especially constructed for the TFC by a study
carried out by a team of experts (T.C.A. Anant and K.L. Krishna). A similar study
updated this index for the Eleventh Finance Commission.
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deriving shares of individual states in a manner similar to that used for the
distance formula

d. Criteria for Performance/lncentives

The criterion of tax effort used by the Tenth and Eleventh Finance Com-
missions rewards, in alimited way, revenue performance of the states. A state
that shows higher tax revenue per unit of tax base gets a higher share in tax
devolution. The TFC used a higher weight than the EFC but the latter also
added a fiscal performance measure (see below).

Tax effort needs to be measured by relating tax revenues to tax potential.
Measurement of tax potential (taxable capacity) usually requires an elaborate
econometric exercise. Since many of the determinants of taxable capacity are
not directly observable and adequate comparable data are not readily available,
dummy variables and proxy measures are often used. The approach of recent
Finance Commissions was to use GSDP as a proxy for the tax base of states.
Using theratio of per capitatax revenue (r) to per capita GSDP (y) asreflecting
tax effort, the share of a state was defined as:

s =N, w (1, /y)[SNW ()] =1 ..n

The weights were set as related to the inverse of income on the assump-
tion that if two states show the same tax effort, the poorer state among the two
is the more constrained, and should get a relatively higher share. Factors that
congtitute genuine constraints in the exploitation of the tax base can in general
be used to set these weights. Such constraints could include below-average
levels of development and distribution of income.

e. Criterion Related to Improvement in Fiscal Performance

The criterion on tax effort looks only at the tax revenues. However, to
bring expenditures into the analysis, the EFC has constructed an index of fiscal
discipline for use within the devolution formula. The index of improvement in
fiscal performance was defined with reference to achieving improvement in
revenue balance. The ratio of revenue receipts to revenue expenditure may be
called z for the statei in thereferenceyear. Inthe baseyear, thismay be referred
to as 0. The corresponding ratios for the al-state average may be called Z,
and Z . ‘The index of improvement in fiscal performance is given by

. =[z,12°11Z,1Z;
The better the performance of a state in achieving revenue balance rela-

tive to others, the higher its share in devolution. The respective shares are de-
termined by
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§ =N, 1/SN I,
4. General-Purpose Finance Commission Grants

Apart from revenue sharing, the main alternative channel of fiscal trans-
fer available to the Finance Commission is grants-in-aid provided for under
Article 275 of the Constitution. These are general-purpose unconditional grants.
The Finance Commission determines these grants as the difference between
assessed expenditures on the nonplan account of each state and the sum of
projected own-source revenues and shares in central taxes. Thus, these grants
are meant to fill a gap. The main issue here is whether this gap should be pro-
jected on the basis of historical trends or by an assessment of expenditures and
revenues on anormative basis. It is clear that if historical basis were followed,
strong adverse incentives would arise. Thus, the states would benefit if they
wereto maximizetheir histories of expenditures and minimizetheir histories of
raising revenues. A normative basis is thus preferred.

The various Finance Commissions, with certain exceptions or qualifica-
tions, have followed only the gap-filling approach. The approach of the recent
EFC was quasi-normative, such that a partial attempt was made to use norma-
tive elements in assessing both expenditures and revenues. Since these assess-
ments were for a five-year period from 2000—2001 to 2004—2005, two sets of
norms were required: one to determine base year figures (to transcend existing
discrepancies and past histories) and another to define growth norms. The EFC
attempted to introduce some norms for determining base year figures, such as
interest payments and pensions. Most base magnitudes, however, remained
largely tied to their historical path so asto avoid very large shocksto the states.
Parameters affecting growth norms are summarized in Table 15. The grant al-
locations resulting from the assessment exercise are presented in Table 16.
Because of large historical expenditures of the specia category states in per
capitaterms, they emerge here asthelargest per capitarecipients of these grants.

5. Decentralization tothe Third Tier

Although urban and rural local bodies have long existed in India, two
congtitutional amendments—the 73 for the rural bodies and the 74" for the
urban bodies—gave them a constitutional platform as institutions of self-gov-
ernance. State governments were required to issue conformity legislation that
clearly specifies the responsibilities of the local bodies and the resources as-
signed to them. A provision was made in the Constitution requiring each state
government to appoint a state-level Finance Commission with a periodicity of
five years. The Central Finance Commission was aso required to ook into the
issues of the third-tier government and suggest ways and means by which the
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resources of the states could be augmented to strengthen the finances of their
local bodies.

TABLE 15
Parameter s Affecting Growth Rates of Revenues/
Expenditures Used by the Eleventh Finance Commission

(Percent)

GDP Growth (Nominal) 13
Salary Expenditure 5
Nonsalary Expenditure

a. Other General Services 7
b. Social Services 15
¢. Economic Services 11
Interest Payments 10
Pensions 10
Identified Subsidies 0

Note:  Other General Services refersto expenditure on general services excluding interest
payments and pensions.
Source: Government of India, Report of the Eleventh Finance Commission, June 2000.

TABLE 16
Per Capita Nonplan Revenue Grants: 2000-2005
(Rupees)
State 2000-2001 2001-2002 2002—2003 2003-2004 2004-2005
General Category States (GCS)
Uttar Pradesh 59.48 0.00 0.00 0.00 0.00
Orissa 99.49 10.03 76.10 0.00 0.00
West Bengal 212.33 128.43 63.99 0.00 0.00
Rajasthan 176.54 52.58 0.00 0.00 0.00
Punjab 119.96 0.00 0.00 0.00 0.00
Special Category States (SCS)
Assam 41.98 0.00 0.00 0.00 0.00
Tripura 1288.97  1255.78 122574 114573  1069.79
Manipur 1391.99  1358.19 1307.99 124584 1192.43
Meghaaya 1372.84  1307.56 1254.25  1124.86  1007.28

Jammu & Kashmir  2107.66  2196.72 2149.33  2154.88  2150.17
Arunachal Pradesh ~ 2028.44  1993.05 1930.35  1844.21  1843.99

Sikkim 3003.54  2943.62 284472  2710.75  2597.15
Himachal Pradesh 1550.86  1452.86 1341.64  1164.47 968.11
Mizoram 3348.34  3332.46 3285.77  3349.71  3139.00
Nagaland 3776.79  3844.61 3985.33  3944.33  3990.44
Average (GCS) 117.87 36.52 21.12 0.00 0.00
Average (SCS) 1034.74  1018.08 996.81 963.52 925.73

Source: Government of India, Report of the Eleventh Finance Commission, June 2000.
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The experiencefollowing the constitutional amendmentsin the early 1990s
has been varied. While some state governments expeditiously brought forth the
conformity legislations and appointed the State Finance Commissions (SFCs),
otherswere slow. Often, even after receiving the recommendations of the SFCs,
the state governments put these under consideration for years without either
accepting or rejecting them. The second set of SFCs is presently being ap-
pointed.

The process of decentralization islikely to be made more effective by the
attempt of the EFC to undertake an exercise of rating the progress of decentrali-
zation in each state in a comparative framework by using a decentralization
index and linking grantsto reform progress. Thisis consistent with some recent
literature[e.g., see Smoke and Lewis (1996), Lewis and Smoke (1998)], which
emphasize the useful ness of performancerating of local governmentsasameans
of improving their performance. But whether this approach will bear fruit in
terms of improving decentralization in the states and of better dispensation of
services at the local level remains to be seen.

6. Reformsin States: Centrally Directed vs. Market-Based Discipline

The rating scheme suggested by the EFC envisages withholding 15% of
the grants recommended for the states that are assessed to be in revenue de-
ficit. The total amount involved for five years (2000-2001 to 2001-2005) was
Rs5,303.86 crore. In addition, the commission recommended an extra grant of
Rs5,303.86 crore, which had been earmarked to the states according to their
share in the 1971 population. The two parts of the fund, together known as the
States Fiscal Reform Facility (SFRF), total Rs10,607.72 crore. Only revenue-
deficit states are eligible for the first part, while all states are eligible for the
second part. In both cases, the releases are to be linked to progressin reforms,
including growth of tax revenue, growth of nontax revenue, ceiling on growth
of salaries and allowances, interest payments, and reduction of subsidies.

In the case of tax and nontax revenues, the commission recommended
that actual realization of revenues in 1999-2000 may be taken as base figure
and improvements are measured againgt it in relation to growth rates the com-
mission used in its main report for assessment of revenues. On the expenditure
side, the commission recommended that salary expenditures be limited to a
growth of 5% or the inflation rate. The growth of interest payments should be
limited to 10%, while subsidies should be reduced to zero over a period of 10
years on a pro-rata basis. The progress of the reform program is to be moni-
tored by an agency that will make recommendations on the release of funds.

These developments raise two types of questions. First is the broader
issue concerning the design of suitable incentive mechanisms by which fiscal
reforms may be induced and strengthened in the states. Second is the narrower
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guestion of the efficacy and implementability of the SFRF. Thereis hardly any
dispute that fiscal reforms are urgently needed at the state level. The issue is
whether the central intervention of the proposed kind is the best alternative,
and whether even this will be adequate.*

On the narrower question of the efficacy and implementability of the
SFRF, several weaknesses are evident. First, the guidelines eventually adopted
are quite different from the EFC’'s recommendation as explained above. The
actua guidelines use a single index based on the ratio of revenue deficit to
revenue receipts, a very narrow measure of fiscal reform. Second, the guide-
lines ask states to increase tax rates annually. Other reforms, such as minimum
tax rates and elimination of exemptions, are reasonable, but tax rates must sta-
bilize and not continually increase. Third, the states do not compete against
each other for better performance under the scheme. It would be easy for states
to shift some expenditure to the capital side or off the budget, thereby meeting
the revenue deficit reduction target without performance improvement. In fact,
nothing in the SFRF is likely to include higher expenditure efficiency. Finally,
the proposed formula penalizes improvement in revenue receipts, if accompa-
nied by corresponding expenditure increase, even if spent on items like health
and education.*?

A mgjor correction in the state’s fiscal scenario can come about only if
the deeper and structural causes of the growing fiscal imbalances in the states

11. The SFRFis, in some sense, afollow-up of an effort initiated in 19992000
by the MoF and the Planning Commission to link incentivesto fiscal reformsat the state
level. The center agreed to provide a package of advance financial assistance provided
the states undertook a medium-term fiscal reform program. The reform program was to
be monitored by an official committee under the chairmanship of the secretary, Plan-
ning Commission. This facility was a one-time measure and did not succeed. First, a
majority of states did not agree to participate. Second, once the advance moneys were
released, any pressure to pursue reforms was removed. Third, effective incentives for
the medium term cannot be provided if theincentive money relates only to thefirst year.

12. Leti beimprovement in the index defined as the ratio of revenue deficit (2)
to revenue receipts (r) (i = z/r). Then, di/dt: L/r [dz/dt — 3/r -dr/dt]. Thus, the larger the
improvement in revenue receipts (dr/dt), the lower the improvement in the index, other
things being equal. This implies a penalty for better performance. And the higher the
revenue receipts (r) of a state in the base year, the larger the improvement in revenue
deficit required to reach the samelevel of improvement. Further, suppose both expendi-
ture and revenues increase, keeping the deficit at the same level, then dz/dt = 0, and the
improvement in the index is negative implying nonqualification [(-z/r?) (dr/dt)], even
though the state may be on its way to reform, for example, by increasing revenue and
spending it on health and education.
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are identified and addressed. Many of these actually arise from central inter-
ventions, such as linkages between plan size and revenue deficits and the link-
age between central and state salaries, as we shall see below.

Onthemore general issue of inducing fiscal disciplinein the statesthrough
incentives and interventions, adistinction is often made between two approaches
to reforms: one, market-based discipline (MBD), and two, centrally directed
discipline (CDD) which falls in the overall category of hierarchical mecha-
nisms, such asthe SFRF. The CDD is costly to administer, compromises states
fiscal autonomy by directing them to specific courses of reforms (even if in the
form of guidelines), and may fail if the amounts involved are too small or the
design is faulty.

The MBD requiresthat ahard budget constraint beimposed on the states.
Thisimplies that the cost of borrowing is determined on the basis of the fiscal
viability and risk assessment specific to that state. The market normally evalu-
ates the states on the basis of credit ratings by rating agencies. A fiscally weak
state hasto pay ahigher risk premium to borrow from the market. Interest rates
may therefore sharply rise for astate that isfiscally slipping, immediately high-
lighting its developing fiscal weakness. The MBD sharply focuses on fiscally
irresponsible behavior by the states and provides an impetus for pressure from
citizens of the state, who do not currently get a correct picture of the manage-
ment of state finances. The practice of MBD would still identify some chroni-
cally weak states where the center may have to intervene, ex-post with bail-out
schemes and ex-ante with preemptive actions that prevent fiscal crises. Thus,
the CDD would still have aresidual role.

In India, there are obstacles to following the MBD. First, market signals
are currently muted because states, weak or strong, often pay the same interest
rates on various instruments. Second, small savings fund entitlements soften
state budget constraints. A central government guarantee induces small savings
at the current interest rates, and 80% of the small savings flow back to the state
as an automatic right. The citizens of the same state would not necessarily con-
tribute to the small savings fundsif the scheme were to be entirely a state gov-
ernment scheme. Third, budget constraints are also softened by their ability to
borrow from the provident funds of their employees and through their public
sector enterprises by extending guarantees. If MBD is to be effective, a hard
budget constraint must be imposed on the states, and market mechanisms for
assessment of risk associated with lending to states must be devel oped. In addi-
tion, there is a need for the interregional allocation of central investment and
management of other central policies that support balanced regional develop-
ment, aswell astheremoval of adverseincentivesin fiscal transfer mechanisms.
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D. Dispensation of Development Funds

Fiscal capacities of states depend on their resource bases that, in turn,
depend on the incomes and economic activities generated in their jurisdictions.
Apart from other determinants of income and production, infrastructure invest-
ment plays an important role. Investment in state infrastructure is undertaken
by the central and state governments, including projects financed by external
assistance, and the private sector, including foreign direct investment. Thereis
now an extensive literature that analyzes the relationship between infrastruc-
ture and economic growth. Severa studies (e.g., Aschauer, 1989, and Aschauer
and Munnell, 1990) find that new infrastructure investments may be poten-
tially more productive than increases in labor or private capital. Further, better
infrastructure attracts private capital to the states from the rest of the country
and beyond. Since there is considerable and growing disparity across statesin
social and economic infrastructure, and this resultsin disparitiesin GSDP and
resource bases, infrastructure investment favoring poorer states is important.

1. Trendsin Capital Expenditure

A major feature of the intertemporal profile of government expenditures
has been the erosion of the share of capital expenditure in total government
expenditure. This feature has characterized both the central and the state bud-
gets. In Table 17, the persistent fall of capital expenditures as a percentage of
GDP since the late 1980s is highlighted.

TABLE 17
Capital Expenditure in Gover nment Budgets
(Percent of GDP)

19801981 1985-1986 1990-1991 1995~ 1996- 1997- 1998- 1999-
t01984- t01989- t01994- 1996 1997 1998 1999 20002

1985 1990 1995
Center 6.13 6.78 4.61 343 329 361 372 278
325 309 341 351 262
State 3.79 321 257 229 201 22 197 206

217 189 208 187 195

Note:  The first three columns indicate period averages. Figures in italics indicate GDP
new Sseries.
2 Revised estimate

Source: Government of India, Report of the Eleventh Finance Commission, June 2000, pp.
177-178.
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The Planning Commission oversees grants meant for state development
expenditures as part of an overall assistance package composed of loans and
grants. The relative proportion of loans and grants is fixed but differs between
general and special category states. For the general category states, assistance
is30% grant and 70% loan. For the special category states, 90% of assistanceis
given as grant and 10% as loan. The expenditure side of state budgets is di-
vided into four parts: nonplan revenue expenditure, plan revenue expenditure,
plan capital expenditure, and nonplan capital expenditure. Thefirst and second
components combine to give the revenue account of a state, which pertains to
recurrent expenditures. Plan assistance is meant for the second and third com-
ponents taken together.

In the initial stages when plan assistance was conceived in terms of an
overall package, the expectation was that nearly 30% of the plan would involve
recurrent expenditures and 70%, capital expenditures. The grant-to-loan ratio
was set in accordance with this assumption. As states were expected to meet all
capital expendituresfrom borrowing and surpluses on revenue account, no capital
grants were envisaged for the general category states in plan assistance. The
position of the special category states was different in the sense that of the 90%
that they were getting as grant, 30% could be all ocated for the revenue compo-
nent of the plan, and the balance of 60% could be used as a capital grant. In
practice, the relative claim of recurrent expenditure continues to increase gen-
erally and has become on average 60% of plan outlay in the case of general
category states. Thus, borrowing finances a substantial portion of state current
expenditures.

TABLE 18
Dispensation of Plan Assistance: Normal State Plan
(Percent)
States Grants Loans Total
Specia 27 3 30
Genera 21 49 70
Total 48 52 100

The overall dispensation of (normal) plan assistance can be summarized
according to special and nonspecia category states, and according to grants
and loans asindicated in Table 18. The Planning Commission allocates aggre-
gate (normal) plan assistance among states under a set of criteriaknown as the
Gadgil formula. The original formula has been subjected to various changes
and the present version is referred to as the national development council-
revised Gadgil formula. The formula works in two stages. First, 30% of total
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TABLE 19
Gadgil Formula: Alternative Versions
(Weight)
Criteria Modified Gadgil NDC Revised NDC Revised

Formula (1980) Formula (1990) Formula (1991)

A.  Special Category States (10) 30% share of 10 30% share of 10 30% share of 10
States excluding States including States excluding
North Eastern North Eastern North Eastern

Council Council Council
B.  Nonspecial Category States (15)
(i) Population (1971) 60.0 55.0 60.0
(if) Per Capita Income 20.0 25.0 25.0
Of which
a. According to the ‘deviation’ 20.0 20.0 20.0
method covering only the states
with per capitaincome below the
national average
b. According to the ‘distance’ method - 5.0 5.0
covering al the fifteen states
(iii) Performance 10.0 5.0 75
Of which
a Tax effort 10.0 - 25
b. Fiscal management - 5.0 25
c. National objectives - - 25
d. Specia problems 10.0 15.0 75
Total 100.0 100.0 100.0

Notes: 1. Fiscal management is assessed as the difference between states' own total plan resources
estimated at the time of finalizing annual plans and their actua performance, considering the
latest five years.

2. Under the criterion of performance in respect of certain programs of national priorities, the
approved formula covers four objectives, viz.: (i) population control; (ii) elimination of illit-
eracy; (iii) on-time completion of externaly aided projects; and (iv) success in land reforms.

assistance money is earmarked for the 10 special category states.®* Thisis dis-
tributed among the states on the basis of their plan size and past plan expendi-
tures, without using explicit criteria. The remaining 70% is distributed among
the other states according to a weighed set of explicit criteria. These are sum-
marized in Table 19, which a so shows how the formulahas changed over time.
The Planning Commission does not publish the actual shares of states as is
done by the Finance Commission, so transparency is not adequate.
Theimportant el ementsin the distribution formulafor the general category
states include population, deviation of income from mean income, distance of
income from highest income, and various factors reflecting fiscal discipline

13. Special category states were first named in the 1960s. Since then, their num-
ber has grown from 3 to 10.
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CHART 1
Share of Plan Grants and Population Across States, 1996-1999
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and achievement of national objectives. Only the 1971 population is used, but
shares may change as more recent datafor other criteriabecome available. Due
to the very high weight given to the population factor, which allocates equal
per capita sharesto all states, dispensations under the Gadgil formula are only
mildly progressive.

2. Plan Assistance: Distribution of Funds

If we analyze the share of plan grants across states for the period 1996—
1997 to 1998-1999, we find that more than 37% of plan grants have goneto the
special category states (Table 20), which account for less than 5% of popu-
lation and only 3.3% of state GSDP. For low-income general category states,
such as Bihar, Uttar Pradesh, Orissa, Madhya Pradesh, West Bengal and
Rajasthan, the share of plan grants amount to only about 33%, whereas they
account for nearly 50% of the population and 38% of GDP (see also Chart 1).
This pattern of dispensation of plan grants is both inequitable and inefficient.
Thereis no explicit basis for earmarking 30% for special category states. This
volume of funds is well beyond their absorption capacity, and there are no
objective criteriafor allocating it among the individual special category states.

There are also other issues with the way that plan assistance is alocated
under the Gadgil formula. First, shares determined for the general category
states on the basis of tax effort and fiscal discipline indexes are not scaled,
implying that if alarge state like Maharashtraand asmall state like Goa had the
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same tax effort ratio, they would get the same share regardless of their size.
Second, the link that used to exist between plan schemes/projects and plan
assistance has been lost, leading to a severing of the relationship between costs
and benefits, and alack of effective project-based monitoring. Finally, the 30:70
grant-to-loan ratio had long becomeirrelevant if the 30% grant ratio were meant
to cover current revenue expenditure on plans. Clearly, there is room for sig-
nificant reform of the present system of plan assistance. Unlessit is overhauled,
the ambitious growth targets noted earlier cannot be attained.

TABLE 20
Share of Plan Grants Across States
(Percent)
State 1996-1997 1997-1998  1998-1999 Average
1996-1999

General Category States (GCS)

Bihar 1.79 3.83 4.76 3.46
Uttar Pradesh 11.22 10.94 9.39 10.52
Orissa 3.60 3.55 3.82 3.66
Madhya Pradesh 7.29 4.82 4.83 5.65
West Bengal 5.42 4.82 6.12 5.45
Rajasthan 4.74 5.24 511 5.03
Andhra Pradesh 6.84 6.77 6.63 6.75
Karnataka 391 3.68 3.79 3.79
Keraa 2.39 2.04 2.39 227
Tamil Nadu 4.05 4.59 4.17 4.27
Gujarat 2.82 271 2.56 2.70
Haryana 1.87 181 1.62 1.77
Punjab 151 1.40 1.59 1.50
Maharashtra 7.54 5.67 4.60 5.94
Goa 0.23 0.21 0.18 0.21
GCS-Share 65.22 62.08 61.56 62.95
Special Category States (SCS)

Assam 7.05 6.84 7.35 7.08
Tripura 245 247 311 2.68
Manipur 2.23 2.25 2.33 227
Meghaaya 155 141 1.88 161
Jammu & Kashmir 10.23 13.96 11.60 11.93
Arunachal Pradesh 2.62 2.60 279 2.67
Sikkim 1.07 1.20 1.33 1.20
Himachal Pradesh 3.92 3.56 3.85 3.78
Mizoram 1.75 1.80 1.95 1.83
Nagaland 1.90 1.84 2.23 1.99
SCS - Share 34.77 37.93 38.42 37.04

Source (Basic Data): Finance Accounts of States.
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3. Finance Commission Capital Grants

Although the transfers recommended by the Finance Commission have
generally been limited to the current (revenue) account of state budgets, an
important exception affects capital expenditures. Plan assistance is meant for
developmental expenditure in social and economic services, but thereisalso a
need for capital investment in general services, so that the standard of services
in general administration, police, jails, etc. can be improved in the backward
areas. For this purpose, the Finance Commission has recommended upgrading
grants that can cover related capital expenditures. Another type of Finance
Commission grant meant for special problems can also cover capital expendi-
tures. Both upgrading and special problem grants can cover general services, as
well as social and economic services.

4. Finance and Planning Commissions. Dynamics of Interdependence

As noted above, the two main bodies that intermediate between the cen-
ter and the states on fiscal transfers—the Finance Commission and the Plan-
ning Commission—aoperate in a segmented way without any means of effec-
tive coordination. Especially important in this context is the impact of the dy-
namic linkage between the two major streams of resource transfers.

The plan generates three major liabilities beyond the plan period: interest
payments on funds borrowed for financing the plan, maintenance of assets cre-
ated during the plan, and salaries of people employed in plan schemes who
remain in government employment after the plan has ended. For these liabili-
ties, state governments look to the Finance Commission for resource transfers
after the plan period isover. In ng the needs of state governments on the
revenue (nonplan) account, both interest payments and committed liabilities of
the state governments are taken into account by the Finance Commissions. Since
the plan is linked to a program of borrowing, alarger plan is typicaly linked
with alarger borrowing program and, therefore, leaves relatively larger future
lighilities.

Interest liabilities as well as committed expenditures resulting from plan
schemes of the past have been taken by the previous Finance Commissionsasa
first step in making an assessment of expenditure requirements. Given other
things, the larger the interest and other committed liabilities, the larger is the
entitlement of a state in the form of tax devolution and grants. It isimplicit in
thisapproach that larger plan outlaysfinanced by greater borrowing createlarger
state-specific liabilitiesthat generate (after five years) larger claimsfor Finance
Commission fiscal transfers.

The fragmented methods of working out transfers by the Planning Com-
mission and the Finance Commission thus setsup acircuit of adverse incentives.
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The Finance Commission keeps looking only to the (nonplan) revenue expen-
ditures (resulting substantially from previous actions of the planning commis-
sions) without paying much attention to the linkage of interest payments with
past fiscal deficits and accumulated debt stock. The planning commission looks
only at new schemes and the scope of borrowing in the plan period without
considering what future liabilities are being created and how they may be fi-
nanced beyond the plan period. Projects financed by external assistance, which
is transmitted to the state on the same terms and conditions as normal plan
assistance, also create similar liabilities regarding interest payments and main-
tenance, as we shall see below.

Another concern is the way the plan assistance mechanism mixes grants
and loans, two modes of resource transfers that need to be governed by entirely
different sets of principles. Grants should be given in consideration of resource
deficiencies and for projects with large social benefits but limited direct return,
such as primary education and primary health. On the other hand, loans should
be given taking into consideration the capacity of a state to absorb and service
the loan, and for projects that can yield adeguate returns, commensurate with
the cost of the loan. By mixing the two together in an inflexible manner, the
center is burdening states with debt that they cannot service, but cannot afford
to forego either because they will lose the grant component.

The artificial dichotomy between plan and nonplan expenditures also in-
duces a number of other problems. Because of the undue emphasis on taking
up new schemes, uncompleted projects of the past plans and maintenance of
assets acquired in the past get little attention. In effect, plan schemes as origi-
nally envisaged cannot be taken up fully because the contemplated balance
from current revenues is not realized, plan finances are diverted to nonplan
items, time overrunsincrease costs, and many schemes remain unfinished. While
contributing little to output and to nontax revenues, staff appointments have
already been made, and capital structure has been put in place requiring main-
tenance and other expenditures. While old assets degenerate rapidly dueto in-
adequate maintenance, hew assets are not ready to contribute to output because
they remain incompl ete, thus causing a double blow to the productivity of gov-
ernment expenditures.

In addition to the activities of the Finance Commission and Planning
Commission, there are other channels through which resource transfers take
place between the center and the states. These often provide considerable room
for ad hoc behavior and have distributional implications. Among them aretrans-
fersthrough central plan schemesadministered by states, several centrally spon-
sored schemes, and various departmental transfers. External assistance, which
is transmitted to the states on the same terms as plan assistance, is also sus-
tained and problematic, a point to which we now turn.
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E. External Assistance: Transmission to States

External assistanceto Indiacomesfrom various multilateral and bilateral
sources. The main multilateral sources are the International Development As-
sociation (IDA), the International Board for Reconstruction and Devel opment
(IBRD), the International Fund for Agricultural Development (IFAD), Asian
Development Bank (ADB), and the Oil and Petroleum Exporting Commission
(OPEC) with acombined contribution of around 60% of thetotal utilized exter-
nal assistance in the 1990s. Considering multilateral and bilateral creditors to-
gether, six sources together contribute a significant proportion of total external
assistance. These arethe IDA, the IBRD, ADB, and the governments of Japan,
Germany and France. Together, they account in recent years for a share ex-
ceeding 90% of total utilized external assistance in India.

1. Volume of External Assistance

Table 21 providesinformation on total external assistance as a percent of
GDP. The figures provide the averages for the period 1982-1983 to 1998—
1999 and selected subperiods. Total assistance as percent of GDP (old series)
over this period has been about 1.1%. It was highest in the period 19861987 to
19901991, but it hasfallen subsequently. Table 22 showsthe respective shares
of loansand outright grantsin total assistancefor the period 1980-1981 through
1998-1999. L oans have dominated external assistance, growing from around
80% of the total in 19801981 to around 90% in recent years. The share of
outright grantsin total assistance has correspondingly fallen from 19%in 1980—
1981 to 9% in 1998-1999.

2. Distribution of External Assistance

The relative shares of the center and states in external assistance, and
those of individual statesintheall statestotal for the years 1990-1991 to 1998—
1999 are given in Table 23. The share of the center has come down in recent
years, and the share of the states has correspondingly increased. In 1998-1999,
the respective share of the center and the states was 36 and 64%, essentially a
reversal of the situation in 1990-1991.

The share of special category states in the state total has not been signifi-
cant, having never exceeded 1%. Some assistance is passed on to a combina-
tion of states (multistate). The share of multistate assistance has exceeded 25%
of thetotal to al statesin someyears. A major share of this assistance has gone
to just seven states, namely, Andhra Pradesh, Gujarat, Karnataka, Maharashtra,
Tamil Nadu, Uttar Pradesh, and West Bengal. With the exception of Uttar
Pradesh, these states are in general the more prosperous states.
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TABLE 21
Assistance as Per cent of GDP: Selected Averages
(Percent)
Average Grants Loans Assistance®  Assistance’
1982-83 to 1985-86 0.17 0.92 1.09 112
1986-87 to 1990-91 0.14 111 1.25 132
1991-92 to 1998-99 0.10 0.92 1.02 122
1982-83 to 1998-99 0.13 0.95 1.08 1.18
1993-94 to 1998-99° 0.07 0.66 0.74 0.92

Notes. 2 Pertains only to the government account.
b Also includes nongovernment account.
¢ GDP (new series) with 1993-94 as base year.
Sources: 1. Government of India, Ministry of Finance, Department of Economic Affairs,
External Assistance (Annual), Aid Accounts and Audit Division.
2. Government of India, Ministry of Finance, Economic Survey 1999-2000, Eco-
nomic Division.

TABLE 22
Loans and Grantsin External Assistance: Relative Shares
(Percent)

1980- 1981- 1982- 1983- 1984- 1985- 1986- 1987- 1988- 1989-
1981 1982 1983 1984 1985 1986 1987 1988 1989 1990

Loans 80.99 80.21 8429 86.15 8292 84.84 87.80 90.58 88.80 87.06
Grants 19.01 19.79 1571 1385 17.08 1516 1220 942 1120 1294

1990- 1991- 1992— 1993- 1994- 1995- 1996- 1997- 1998-
1991 1992 1993 1994 1995 1996 1997 1998 1999

Loans 91.35 90.84 91.09 9124 90.39 87.79 89.2 89.16 90.98
Grants 865 916 891 876 961 1221 108 10.84 9.02

Sources (Basic Data): Government of India, Ministry of Finance, Department of Economic Af-
fairs, External Assistance (Annual), Aid Accounts and Audit Division [(see Srivastava,
D.K., C. Bhujanga Rao, and T.S. Rangamannar (2000)].

This result is confirmed by other works, including a study by Kurian
(1997) for the planning commission. In this study, a comparison of per capita
plan outlays was made between two groups of four states each from the less-
developed regions (Bihar, Orissa, Uttar Pradesh, and West Bengal) and pros-
perous regions (Gujarat, Karnataka, Maharashtra, and Tamil Nadu). Kurian
observes that while per capita central assistance was higher during the Sixth
and Seventh Plans for the poorer states, this egalitarian bias appears to have
been abandoned by the center during the Eighth Plan. Since the Gadgil formula
ison the whole modestly progressive, this devel opment is explained by therole
played by additional central assistance (ACA) rulesthat cover external resources.
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The Gadgil alocation principles do not apply to ACA, and it appears that the
more devel oped states have been able to get most of this assistance. The ACA
funds, however, are distributed on the same grant and loan terms as normal
state plan assistance, which creates other problems that we examine below.

An analysis of the distribution of per capita external assistance among
the states provides additional evidence to indicate that external assistance has
generally gone disproportionately to larger states and richer states. The analy-
sis is based on regressing per capita disbursement of external assistance
(pcextasst: average over 19961997 to 1998—-1999) on per capita GSDP (pcgsdp:
comparable GSDP, average over 1994-1995 to 1996-1997 as given by EFC)
and population as per 1991 census (pop1991). The coefficients of both the ex-
planatory variables are positive indicating that the higher the per capita GSDP,
the higher the per capita assistance. In addition, the larger the size of the state
(in terms of population), the larger is the per capita assistance. The results are
indicated below:

pcextasst = —18.284 + .0027 pcgsdp + .0589 pop1991
(—0.839) (1.755) (3.122)

R?=0.335 n=25

The estimated coefficients are significant at 10% and 1% levels respectively
for pcgsdp and pop1991. Inclusion of some dummy variables that distinguish
reforming states from nonreforming states might improve the explanatory power
of the equation, but these distinctions could be highly subjective.

3. Sectorwise Allocation of External Assistance

Thetrendsin theintersectoral shares of external assistance for the period
1990-1991 to 1998-1999 are shown in Table 24. The power sector has re-
celved a mgjor share of the assistance over the period, and the share of the
social sector hasincreased from about 4% in 1990-1991 to 25% in 1998-1999.
In this period, the share of roads increased from about 1.5% to about 5%, while
the water resources management share has ranged between 7% and 12%. On
the other hand, the share of industry fell from 15.5% to 3.7%. The share of
assistance meant for structural adjustment has also declined from about 25% in
1993-1994, to 7% by 1995-96, and becoming zero in 1998-1999. On thewhole,
the importance of power, social and urban development sectors has grown,
while the importance of agriculture has dwindled over the years.

4. System of Additional Central Assistance

As noted above, ACA is made on the same terms as normal plan assis-
tance. Loans are given with maturity of 20 years and at a rate of interest of
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12.5%, with one-half of the loan carrying a grace period of five years.** A
central issue is whether the state governments would have benefited had exter-
nal assistance been passed on to them under the original terms and conditions
rather than on the ACA terms. To understand thisissue, it is useful to compare
the aggregate grant element of external assistance under the original termswith
the aggregate grant element of the ACA stream to the states.’®

In comparing relative concessionality, appropriate interest rates for use
in discounting need to be worked out. The state governments borrow from the
market at interest rates somewhat higher than those for the ACA loansin most
years. These actual rates of interest may be used as the relevant discount rates
to reflect the opportunity cost to statesif they were to borrow the same amounts
domestically. However, in afederal setup, the central government borrowsfrom
a captive market and enables the state governments to also do so. The true
opportunity cost of borrowing to both tiers of government would then be higher
than the rates at which they had actually borrowed. To explore this further, we
constructed a set of counterfactual interest rates for use as discount rates. Three
considerations were taken into account. First, what would have been the inter-
est rates if the central and the state governments were not borrowing from a
captive market? Second, by what margin would the interest rates go up if an
amount equal to the external loans were to be raised domestically? Third, is
there a case for considering foreign capital as more productive than domestic
capital ? If so, extraweight needsto be given to the former while considering its
replacement by the latter.

Srivastava, Rao and Rangamannar (2000) estimated patterns of net sub-
sidization from center to states by using sets of actual aswell as counterfactual
rates. The counterfactual interest rates were derived as weighted averages of
the mean rates at which the central and the state governments actually bor-
rowed and the prime lending rate of the Industrial Development Bank of India,
which was used as a proxy for the term-lending rate used by financial institu-
tions for nongovernment borrowers. The weights in each case are the associ-
ated volume of medium- to long-term loans.

The magnitude of implicit subsidization or unremitted concessionality
(reverse subsidization) when concessional assistanceistransferred to the states
under the ACA terms was derived by comparing the grant element of ACA
with the grant element of external assistance measured in rupee terms. Since
different assistance streams involve different concessionalities, a weighted av-
erage of these istaken to provide an estimate of the grant element of assistance

14. These terms are revised periodically. Notifications regarding interest rates
and other terms and conditions relating to loans to state governments by the central
government are usually issued in June-July each year.

15. See Srivastava, Rao and Rangamannar (2000).
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loans. Further, since some assistance programs entail outright grants, the grant
element of assistanceis derived as aweighted average of the grant elements of
loans and outright grants. If the aggregate grant elements derived as relevant
weighted averages of ACA and external assistance (EA) streams are written as
G(ACA) and G(EA), then G(ACA) > G(EA) indicates a situation of additional
subsidization of the states by the center. In the case where G(EA) > G(ACA),
there is the situation of unremitted concessionality.

The results are summarized in Table 25. A positive sign indicates subsi-
dization of the states by the center and a negative sign indicates reverse subsi-
dization of the center by the states. The period from 1983-1984 to 1998-1999
can be divided into two distinct subperiods.

TABLE 25
Transformation of External Assistance into Additional
Central Assistance: Net Subsidization

(Percent)
Year Actual Discount Rates Counterfactual Discount Rates
1983-1984 69.26 19.10
19841985 32.40 (4.36)
1985-1986 23.00 (4.64)
1986-1987 10.81 (2.11)
1987-1988 18.60 7.05
1988-1989 12.93 6.45
1989-1990 0.42 (8.60)
1990-1991 5.58 (3.98)
1991-1992 (8.00) (27.15)
1992-1993 (19.00) (28.85)
1993-1994 (18.15) (16.98)
1994-1995 (16.66) (21.32)
1995-1996 (20.45) (24.16)
1996-1997 (18.12) (23.60)
1997-1998 (17.78) (16.75)
1998-1999 (14.32) (15.15)

Notes. a. Intheseestimates, share of outright grantsin external assistanceto statesiskept
in the same proportion as for the country as a whole.
b. The grant element of ACA isthe weighted sum of the respective grant elements
of general and special category states.
Source: Srivastava, Rao and Rangamannar (2000).

The period prior to 1992-1993 is characterized by subsidization of the
states by the center, while the later period indicates a case of unremitted
concessionality. The position of reverse subsidization has emerged during the
1990s because assistance loans to the states have come predominantly from
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assistance streams with an extremely low interest rate in foreign currency terms
and the exchange rate depreciation has gone down.®

5. ADB Assistancefor State Projects

Although Indid s subscription to the capital stock of ADB is the fourth
largest among the member countries, and India has long been eligible to bor-
row from ADB, it refrained from doing so until 1986. Between 1986 and 1994,
28 loans were approved amounting to $5159 million. ADB also provides tech-
nical assistance in the form of grants or loans or a combination of the two by
making available the services of consultants or experts in various fields. By
1998-1999, atotal of 45 loans amounting to $7275 million were approved, of
which 21 have been closed and 24 are ongoing. ADB’s lending covers trans-
port and communication, energy, the financial sector, industry, nonfuel miner-
als, social and economic infrastructure, and multisector activities.

The loans from ADB are made on the basis of flexible interest rates and
the interest rate changes are announced every six months. Loans from ADB
also carry a commitment charge, which was rather high in the earlier part of
the1990s, but has come down in recent years. It amounted to an average of
3.26% of loans utilized over the period 1990-1991 to 1998-1999. The terms
and conditions of ADB loans along with some other pertinent information are
given in Table 26. The grace and maturity periods are roughly the same as
those of state plan assistance loans. The interest rate denominated in foreign
currency termsisalittle above 6% whereas the rate in domestic currency terms
has ranged recently around 12.5 to 13%. The exchange rate depreciation of the
USdollar inrecent years has been around 6%. Sincethereisa30% explicit grant
inthe state plan assistance, ADB loans are costlier than the state plan assistance.

6. Transmission of External Assistance to States

This discussion of the external assistance and the role of ADB indicates
that the overall system of transmission of external assistance to the states is

16. The results are highly sensitive to the assumptions that have been made re-
garding aggregation, weighting, and the calculation of grant element. The loans from
the IDA, Japan, Germany, and OPEC all carry interest rates in foreign currency terms
ranging from 0.75 to below 2%. If an average rate of depreciation in the range of 5 to
6% is added to this, the cost of these loans comesto around 7% per annum. The compo-
nent of outright grant also lowers the implicit cost of the external assistance. Two main
loan streams, the IBRD and ADB, are somewhat costlier, but even their interest rates
have consistently come down in the 1990s. As such, the cost of ACA (interest rate of
9% or more) has been more than the cost of external assistance.
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TABLE 26
Terms and Conditions of ADB Loans and Other Relevant Information
Y ear Exchange Rate Grace Maturity Interest Rate Interest Rate

(RsPer US$) (Years) (Years) (Foreign (Domestic

Currency) Currency)
1986-1987 12.860 5 25 0.065 0.093
1987-1988 13.040 5 25 0.065 0.098
1988-1989 14.560 5 25 0.065 0.098
1989-1990 16.630 5 25 0.065 0.103
19901991 17.860 5 25 0.065 0.108
1991-1992 24.770 5 25 0.066 0.118
1992-1993 30.600 5 25 0.066 0.120
1993-1994 31.250 5 25 0.066 0.120
19941995 31.290 5 25 0.065 0.130
1995-1996 33.340 5 25 0.065 0.130
1996-1997 35.520 5 25 0.065 0.130
1997-1998 37.100 5 25 0.065 0.125
1998-1999 42.040 5 25 0.063 0.125

Source: Government of India, Ministry of Finance, External Assistance (Annual), Aid
Accounts and Audit Division, various issues.

highly problematic. In addition to the issues noted above, it should be noted
that external creditors spend considerable energies in identifying states and
projects to which they are willing to extend assistance. The terms and condi-
tions of the assistance program have aclear bearing on the nature of the project.
A commercia project is likely to attract a less soft assistance program. On the
other hand, projects relating to education or health or other programs in the
socia sector are likely to attract very soft assistance packages. Mixing these up
and asking for a 12.5-13% interest even in the case of social sector projects
does not make sense. The existing practices of transmission of external assis-
tance on common terms and conditions give rise to complex patterns of cross-
subsidization between the center and the states, and among the states. It also
undermines al the work that the external agencies do in identifying projects
and areas for assistance, and the regional alocation priorities of the Gadgil
formula.

F. Redesigning Fiscal Transfersin India

We conclude by bringing together the main issues discussed above. We
summarize our key findings and then present recommendations on plan trans-
fers and development expenditures, external assistance, and Finance Commis-
sion transfers.
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1. Plan Transfersand Development Expenditures

We argued that the segmented treatment of transfers by the two main
bodies looking after them, the Planning Commission and the Finance Commis-
sion, sets up acircuit of adverse incentives, increasing disparities and growing
tensions (see Flow Chart 1). Emergence of revenue deficitsin the government’s
budgets has resulted, to a considerable extent, from the manner of plan budget-
ing and financing. At the time when planning was initiated, the expectation was
that the finances for the plan would primarily come from surpluses generated
by the public sector. However, public sector savings turned out to be quite
inadequate. The bulk of the requirements for the plans were met by borrow-
ing from the domestic private sector or from external sources. In addition,
while the focus of planning should be geared to investment expenditures,
in practice, the revenue (current) expenditure emerged as the major component
of plan outlay. This implies financing of current expenditures largely by
borrowing.

The incentive to increase borrowing as far as possible is inherent in the
design of plan transfers. To get the 30% grant component, a general category
state has to take the 70% loan component. Further, the Planning Commission
approves the borrowing program of the states based on the plan size. Decisions
are taken with a five-year perspective, but plans create indefinite liabilities in
terms of additional interest payments, salaries and pensions for which the Fi-
nance Commission has to provide resources after the plan period has ended.
Because of this dynamic linkage, a comprehensive view of the transfer pro-
gram, rather than the present segmented view, should be taken.

We also argue that the transfers made to the special category states via
the Planning Commission and subsequently via the Finance Commission entail
considerable opportunity costs and loss of development opportunities in the
rest of the country. This is because under the Gadgil formula, 30% of total
assistance is set aside without clear justification for distribution among special
category states, whereastheir sharein populationisonly 5.3%. The actual share
of plan grants from all sources for the special category statesis even higher at
nearly 38%. Thus, the grants being given to specia category states are more
than seven times their share in the national population, creating tensions with
the other provinces. These massive grants, however, do not generate substan-
tial multiplier effects within the special category states because thereis consid-
erable leakage of expenditures. And because the plan expenditure creates more
recurrent needs, the special category states have become the main recipients of
the general-purpose Finance Commission grants. Meanwhile, to sustain avery
large plan size, these special category states have also borrowed heavily to the
point where they are the most heavily indebted statesin India.

Theimprovement of plan transfersand devel opment expenditures requires
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FLOW CHART 1

Increasing Disparitiesand Growing Tensionsin Fiscal Transfers
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severa reforms. First, the allocation of development funds for the specia cat-
egory states should be reconsidered and effected by formula, taking into view
their capacity to productively absorb these funds since the opportunity cost of
these funds to the system is extremely high. Second, the Gadgil formula should
be revised such that the determination of grants and loansis subject to separate
criteria. Grants should be given according to resource deficiencies, and loans
should be approved, taking into account the capacity of the statesto absorb and
productively utilize the loans. Third, since private capital flows, both domestic
and external, are likely to favor the already prosperous states, the criteria for
plan funds should more heavily favor the less prosperous states. Finaly, the
allocation of central expenditures has a significant impact on the profile of
regional growth, and these must be recast so asto favor the poor states.

2. Reforming Transmission of External Assistance

External assistanceisanother major sourcefor capital fundsfor the states.
This comes from multilateral as well as bilateral sources. As discussed above,
external assistanceto statesistransmitted not on the terms and conditions stipu-
lated by the external creditors, but on the same terms and conditions used for
plan assistance. As such, external assistance becomes a perfect substitute for
plan assistance. The allocation of external assistance among states depends,
however, on the selection and approval of specific projects by the multilateral
and bilateral creditors. Many of the developed states that have the technical
capacities to prepare the relevant project proposals are able to get arelatively
larger share of total external assistance to the states. It is also important to note
that alarge part of external assistanceis used for central government projects,
the location of which also has important implications for economic activities
across states.

The system of transmission of external assistance to the statesin Indiais
characterized by several deficiencies. The system gives incorrect signals re-
garding the selection of projects by a state. Furthermore, external creditors are
discouraged when they find that their grants or highly concessional loans, which
were deemed appropriate for the concerned projects, are being converted into
highly costly loans. The exchange rate movements of recent years indicate that
while there clearly was a subsidization of the states by the center before 1991—
1992, the situation is much closer to being that of reverse subsidization in more
recent years.

The regiona allocation of external assistance and the terms and condi-
tions of its transfer to the states urgently require redesign. In particular, these
terms and conditions should be delinked from the terms and conditions of state
plan assistance. In fact, external assistance should be passed on to the states on
the same terms and conditions on which they are given, grants as grants and
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loans asloans. The only difference should be on theinterest rate of loanswhere
the states should be given the option either to bear the full exchange risk or pay
a higher interest rate to the center denominated in domestic currency terms.
The difference between the original rate and this rate should be set equal to the
anticipated long-term rate of depreciation of the rupee. Some additional small
premium may be charged to cover the cost of administering intermediation
through the central budget.

3. Finance Commission Transfers

Earlier we identified the need for harmonizing the Planning Commission
and Finance Commission transfers. In addition, some reforms are required for
the Finance Commission transfers. Tax revenue sharing and general purpose
grantsare part of the same exercise and should be considered in relation to each
other. The overall objective of the fiscal transfers system should be to achieve
equalization of services and progressive equalization of revenue bases sup-
ported by a system of proper incentives. Equalizing the revenue capacity of the
statesisacritical part of the overall equalization exercise, but the post-transfer
fiscal capacities of states have remained far from equalized in the past. For this
purpose, the revenue capacity of each state needs to be worked out fully on a
normative basis. Norms should relate to the base year aggregates aswell asthe
stipulated growth in these for the relevant periods. In a two-sided exercise of
equalization, itisalsoimportant to look at the cost disabilities. For this purpose,
afull-fledged expenditure side equalization model should be set up. Looking at
the likely resources available for transfer, the benchmark for the equalization
standards could be set equal to a group of states around the median income.
The Finance Commission need not make any distinction between the general
and the special category states. Based on afactor assessment method, interpro-
vincial requirements could be worked out and expenditure needs should be
assessed accordingly.

If the revenue-sharing criteria adequately reflect factors that determine
capacity, needs and cost differentials, the revenue-sharing exercise will go a
long way toward reducing interjurisdictional disparities. Even so, a residual
transfer would be needed because the limited number of criteria used in rev-
enue sharing will not capture al of the relevant considerations. Any uncovered
balance of expenditures from the revenue-sharing exercise should be covered
by the genera -purpose grants given by the Finance Commissions.

4. Summary

A reformed system of intergovernmental transfersin Indiahasto provide
for (i) a more equitable distribution of development funds, including external



134 Intergovernmental Fiscal Transfersin Asia

assistance; (ii) a fully normative approach to Finance Commission transfers;
(iii) anintegrated view of plan and nonplan transfers; (iv) an integrated view of
revenue sharing and grants; and (v) adequate incentives for performance. In
particular, plan transfers should be made more progressive, leading to more
equitable growth of revenue bases and requiring less progressivity in Finance
Commission transfers, which would then also better serve efficiency objec-
tives. Collectively, these reforms should result in reduced disparitiesin income
levels and revenue bases, reduced disparities in the standard of services across
states, fuller utilization of the growth potential of states, and improved fiscal
balance at al levels of government.
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Research Triangle Institute, Research Triangle Park,
North Carolina, USA

A. Introduction

The Republic of Indonesiais the fourth largest country in the world with
apopulation of over 200 million people. It is an extremely socially and cultur-
ally varied nation: there are more than 300 ethnic groups, each with its own
language, customs, and form of social organization.? Population and attendant
social, political, and economic activities are dispersed across a collection of
nearly 14,000 islands, spanning more than 3,000 miles.

Indonesia is a unitary country comprising central, provincial, and local
levels of government. Until recently, the regional administration of public
affairs operated via a hierarchical, multitiered, and parallel system of decon-
centrated central government agencies and nominally autonomous subnational
units. Throughout most of itshistory, Indonesia s public sector has been counted
among the most centralized in the world.?

Many observers would date Indonesia’ s modern administrative and fis-
cal decentralization program to Law No. 5 of 1974.# And this law did indeed
provide a basis for a greater involvement of decentralized subnational govern-
ments in the provision of public services that existed until that time. Although
in the early 1990s some implementing regulations were written and a pilot

1. Theauthor currently servesas Senior Adviser to the Ministry of Finance (MOF)
under a project financed by the United States Agency for International Devel opment
(USAID). Theviews expressed here are those of the author and should not be attributed
to either MOF or to the USAID.

2. Guinness (1994).

3. See Smoke and Lewis (1996) for a review of the intergovernmental fiscal
framework prior to decentralization and a description of earlier decentralization efforts.

4. Thelegal basisfor decentralization existed prior to that |aw. See Ford (2000) for
abrief review of the constitutional and other early legal underpinnings of decentralization.
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program for regional autonomy was undertaken,® little real progress was made
in operationalizing the general principles outlined in the early legislation over
the succeeding 25 years.

Decentralization became more of apolitical imperativein the late 1990s.
The impetus to move forward in a more assertive fashion derived from a spe-
cia session of the Peoples Consultative Assembly (MPR) with the issuance of
an important decree.® As aresult of the MPR mandate, Indonesia has embarked
upon an ambitious program of fiscal decentralization. The effort hasits genesis
in two laws, both promulgated in May of 1999, one on administrative matters
and the other concerning fiscal and finance issues.” These two laws have been
followed up with alarge number of implementing regulations and presidential
and ministerial decrees.

As a consequence of the recent legidation, the deconcentrated agencies
of central government have, for the most part, been abolished® (although prov-
inces continue to represent the center in certain instances) and the hierarchical
relationship between autonomous provincial and local governments has been
eliminated. For the first time, governors (of provinces) and mayors (of local
governments) are elected by and accountable to regiona parliaments.®

In addition, starting in FY2001, provincial and local governments as-
sumed major new expenditure responsibilities. Substantial functions for prov-
inces have been outlined in a recently issued government regulation.’® Local
government (kabupaten/kota) responsibilities, regrettably, have been only rather
vaguely defined via a negative list; that is, kabupaten and kota essentially are

5. See Beier and Ferrazzi (1998) for a description of the pilot program, among
other things.

6. MPR Decree No. XV of 1998 regarding the Implementation of Regional
Autonomy: A Just Regulation: Division and Utilization of National Resources and the
Balancing of Central-Regional Finances within the Unitary Republic of Indonesia.

7. See Law 22/1999 regarding Regiona Administration (Undang-Undang 22/
1999 tentang Pemerintahan Daerah) and Law 25/1999 regarding Financial Balance
between the Center and Regional Governments (Undang-Undang 25/99 tentang
Perimbangan Keuangan antara Pemerintah Pusat dan Daerah).

8. Deconcentrated offices may continue to operate in the regions, where rel-
evant, for those functions that the central government retains: foreign affairs, defense,
justice, monetary and fiscal affairs, and religion, among others.

9. Asof thiswriting, there are 348 kabupaten/kota and 30 provincesin Indone-
sia. Kabupaten is generally trandated as regency or district and kota means city.

10. See Government Regulation 25/2000 regarding Central Government Authori-
ties and Autonomous Provincial Government Authorities (Peraturan Pemerintah No.
25 Tahun 2000 tentang Kewenangan Pemerintah dan Kewenangan Propinsi sebagai
Daerah Otonom).
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responsible for al public services that the central and provincial governments
are not explicitly charged with delivering.

At the same time, the law has highlighted 11 important areas of local
government service responsibility: public works, health, education and culture,
agriculture, communications, industry and trade, capital investment, environ-
ment, land, cooperatives, and labor. Thislist makes up the so-called obligatory
authorities of kabupaten/kota governments. As is clear, most of the items on
thislist are perhaps more anal ogousto sectorsthan they are functionsper se. As
such, it has been widely assumed that central and/or provincia governments
must retain at least some responsibility for service delivery in the designated
areas. This general approach to the assignment of local public services has
generated confusion among concerned parties at both the central and regional
levels. In any case, regional government expenditure responsibilities are now
evidently considerable. In FY 2001, for example, it was estimated that subnational
governments made up around one-quarter of total public spending.t

Regional governments have not, unfortunately, been awarded new au-
thority over any major tax bases. Subnational governments, as a whole, retain
the right to levy essentially the same taxes and charges as before the new de-
centralization legidlation took effect, although the distribution of tax basesacross
provinces and kabupaten/kota have been restructured to a certain extent. Prov-
inces have at least some authority over taxes related to motor vehicles, change
of title of motor vehicles, fuel, and ground water extraction and use (the latter
being formerly under the control of kabupaten/kota). Tariffs over these taxes
are set at uniform rates across the country by the central government. Local
governments exercise control over taxes concerning hotels, restaurants, enter-
tainment, advertisement, street lighting, some (class C) minera exploitation,
and parking (newly created). Kabupaten/kota control the tax rates below cen-
trally specified ceilings.*? Both provinces and kabupaten/kota may collect user
charges and fees of various sorts.

In addition, kabupaten/kota (but not provinces) are now allowed to
create their own taxes through local bylaws, if they satisfy a number of good
tax criteria and central government approval.® As it turns out, both local

11. The subnational share of total public sector spending reaches nearly 35% if
central government debt service payments are ignored. See Ministry of Finance (2002).

12. By law, provinces must share 30% of the motor vehicle-based taxes and 70%
of the fuel and ground water taxes with kabupaten/kota. The latter must share 10% of
their total own-source tax revenues with villages. See Law 34/2000 regarding Changes
to Law 18/1997 regarding Regional Government Taxes and Charges (Undang-Undang
34 Tahun 2000 tentang Perubahan atas Undang-Undang 18 Tahun 1997 tentang Pajak
Daerah dan Retribusi aerah) for the details.

13. Again, see Law 34/2000.
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governments and the center have very broadly interpreted these criteria.
Kabupaten/kota have set about creating new taxes in arather aggressive fash-
ion. Some observers have judged most of the newly created taxes to be either
nuisances or economically harmful in some way.* Nevertheless, the central
government has done little to forestall the rapid formation of these new local
revenue instruments. The new local taxes notwithstanding, public revenues
apparently remain heavily centralized in Indonesia. Recent estimates put the
subnational government share of total national revenues at only around 4%.%

As part of the new decentralization initiative, the system of intergovern-
mental transfers has also been significantly restructured and expanded. Regional
governments now gain greater access to substantial amounts of natural resource
revenues than before and, in addition, receive a share of the personal income
tax. Furthermore, two new and important intergovernmental grants have been
created: Dana Alokasi Umum (DAU—Genera Purpose Fund) and Dana Alokasi
Khusus (DAK—Specific Purpose Fund). These two transfers together replace
the old system of Subsidi Daerah Otonom (SDO—A utonomous Government
Subsidy) and Instruksi Presiden (INPRES—Presidential Instruction) grants.

The basic purpose of this chapter is to review the emerging system of
intergovernmental transfersin Indonesia. After the introduction, we provide a
brief appraisal of transfers that existed before the country’s new decentraliza-
tion program began implementation. Next, we examine the current scheme of
intergovernmental transfer mechanisms. As noted above, the new system com-
prises an array of revenue sharing and general- and specific-purpose grant in-
struments. In this section of the chapter, each of the varioustypes of transfersis
described and analyzed. Some of the more important emerging problems with
the system are highlighted throughout. The chapter closes with a summary
of the principal points and offers some policy recommendations for improving
the system of intergovernmental transfersin Indonesia.

B. Intergovernmental Transfersin Indonesia before Decentralization

Prior to the implementation of the new decentralization legislation, inter-
governmental transfers in Indonesia comprised a limited amount of revenue

14. See Ray (2001) for an inventory of such tax instruments that are trade-
distorting.

15. Ministry of Finance (2002).

16. It should be mentioned that, in addition to the decentralization initiatives
briefly catalogued here, the government has also structured special autonomy arrange-
ments with the provinces of Aceh and Irian Jaya. The measures taken have awarded
more responsibility and fiscal resources to the two provinces than to other places in
Indonesia. These special provisions are not further discussed in this paper.
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sharing as well as significant routine and development grants. Shared property
taxes accounted for most of total revenue sharing, although shared forestry
revenues (forestry licensing fees and royalties) were also occasionally impor-
tant over the years. Other national revenues, for example, from mining (land
rents and royalties) and/or from clove and copra (cesses) were aso at times
shared with regional governments but not consistently and the amounts were
relatively insignificant. The SDO was the basic routine-side grant for more
than 30 years prior to FY2001 when it was disbanded. Development grants
over the past three decades comprised avast and, at times, bewildering array of
general- and special-purpose INPRES transfers.'’

For an illustration of the relative importance of these various transfersin
regional government budgets, see Table 1 which provides aggregate data on
own-source revenues, shared revenues, and grants for regional governments, in
total, and for provincial and kabupaten/kota governments over the period 1995—
1996 through 1999-2000. The table demonstrates the overall importance of
transfers to regional government budgets. Transfers made up about 75% of
total regional government revenues, on average, over the period, including just
less than 60% of provincial and approximately 85% of kabupaten/kota rev-
enues. SDO transfers were most important, in general (38% of total regional
government revenues), and for both provinces (31%) and kabupaten/kota (43%),
followed by INPRES (23% of total regional government revenues and 6% and
28% of provincial and kabupaten/kotarevenues, respectively) and revenue shar-
ing (13% of total subnational revenues and 12% and 14% of total revenues for
provinces and kabupaten/kota).

Property taxes, the dominant form of revenue sharing until recently, un-
derwent relatively little change in structure, administration, distribution, and
use over the years since 1985. The latter is the year in which the current and
principal property-related tax, PBB (Pajak Bumi dan Bangunan),*® was created
and replaced the then large number of land and building taxes. Since that time,
property taxes have been levied in five different sectors: rural, urban, estates,
forestry, and mining. Property taxes were and continue to be administered and
collected, for the most part, by central government, although local governments
assist with collectionsin rural and urban sectors. Until just recently, the central
government retained 10% of the total tax for its own use, 9% was provided to
local tax officesto assist with collections, 16% was assigned to provincia gov-
ernments, and 65% was distributed to local governments. Regional shareswere

17. See Shah and Qureshi (1994) for an early and comprehensive description
and discussion of intergovernmental transfersin Indonesia.

18. The other property related tax is the Bea Perolehan Hak atas Tanah dan
Bangunan (BPHTB). The BPHTB isatax on the transfer of title on land and buildings.
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and continue to be, for the most part, distributed on a derivation basis. Use of
shared property taxes has been completely at the discretion of regional govern-
ments since 1985 to the present.®

The major concern with the property tax over the years pertains to its
shared nature. Whilein most countries the property tax isan important local tax
(arguably for good reasons related to adequacy, efficiency, fairness, and ac-
countability), in Indonesiait has steadfastly remained under the control of cen-
tral government. Proposals for decentralizing the property tax have been made
and reviewed frequently over the last 15 years and the central government is
now, yet again, considering partial decentralization (i.e., control over the effec-
tive tariff) of property-related taxes to local governments.

The SDO grant was also altered relatively little since its inception over
30 years ago until it was dropped in FY2001. The SDO grant was not actually
asingle grant but a compilation of transfers. The most important component of
SDO funding was for regional government employee remuneration and it cov-
ered almost the entire amount of regional civil servant salaries and allowances,
including those of primary school teachers. Other smaller components of the
SDO funded various additional regional government routine expenditures, in-
cluding the operations and maintenance of school buildings, and sub-kabupaten/
kota (i.e. kecamatan and village) administrative expenditures. Central govern-
ment allocation of the SDO was based, for the most part, on the number and
years of experience of regional civil servants in various job classifications.
Regiona governments tended to take the lead on recruiting staff, although the
center had responsibility for officially approving regional staffing levels, in
general, and additions to such, in particular. It appears that the central govern-
ment did not always make a serious attempt to discern real staffing needs, how-
ever, and regional proposals for additional staff were often approved in a pro
forma manner.®

Many observers have found the SDO to be little more than an instrument
of central control over regional governments. It is certainly clear that the grant
did little to directly promote the autonomy of regional governments. At the
very least, SDO operations made civil servants appear to be “free goods’ to the
regiona governments for whom they worked. As such, the grant offered little
in the way of incentives for regional expenditure efficiency.®

INPRES grants changed a great deal in structure and function over the
last three decades until their recent demise. INPRES started out in the late 1960s

19. SeeKelly (1993) for an early description of property taxes in Indonesia.

20. See Rohdewohld (1995) for a good description of central and regional gov-
ernment civil service asit existed prior to FY 2001.

21. See Davey (1989) for an early discussion of the SDO.
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as arather simple block grant but, by the late 1990s, the transfer had evolved
into afairly complicated system of general- and specific-purpose grants. While
the size of general-purpose component of the system grew quite quickly during
the last decade of INPRES existence, the number of specific-purpose grants
also multiplied rapidly, and growth of associated funds outstripped increasesin
the block element. By the time INPRES grants were dissolved, there were at
least 15 different specific-purpose transfers, including those for primary schools,
primary health care, roads, other urban infrastructure, urban re-greening, agri-
cultural extension, and environmental impact assessment. By FY 2000, funds
attendant to specific-purpose transfers were well over twice as large as those
for the general -purpose grant.

Overall, most analysts seem to have concluded that the INPRES system
had a relatively positive impact on regional social and economic development
in Indonesia over the course of more than three decades.?? At least the funds
assisted in the development of a significant amount of regional infrastructure.
These positive points notwithstanding, a number of important criticisms have
been raised over the years, particularly with regard to the system’s general
complexity and specific lack of transparency in alocation procedures, exces-
sive central control and attendant lack of support for regional autonomy, lack
of incentivesfor revenue mobilization, and negative performance vis-a-visequal -
ization objectives, among others.?

At least partly as aresult of the various criticisms noted above, the Indo-
nesian system of intergovernmental transfers has now been significantly
redesigned. The new structure of transfers between central and regional gov-
ernments is described and examined in the next section.

C. The Current System of Intergovernmental Transfersin Indonesia

Transfers in Indonesia continue to comprise both revenue sharing and
grant instruments. Revenue sharing now includes shares of property-related
taxes, natural resource revenues, as well asincome tax, and grants consist of a
single grant mechanism each for general- and specific-purposes. Transfers, in
general, remain highly significant sources of revenue for regional governments.
In fact, they have grown even more important to regional budgets than they
were prior to decentralization. Datafor FY 2001 show that all transfers together
accounted for just less than 90% of total regional government revenues.

22. See Shah and Qureshi (1994) for alargely positive evaluation of INPRES
grants.

23. Schroeder (1995) discusses some of these less positive features of the old
INPRES system.
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Table 2 details the relative importance of the various types of transfers,
along with own-source revenues, in provincial and kabupaten/kota budgets for
FY2001. As can be seen from the table, the DAU is far the most important
source of revenue for regional governments, funding almost two-thirds of
subnational government budgets. Revenue sharing is not unimportant, how-
ever, and it makes up more than one-fifth of regional government financial
resources. Own-source revenues remain the smallest source of funds for re-
gional governments and account for just over 10% of total regiona govern-
ment revenues. We now turn to an examination of revenue sharing and grant
making in the new decentralized environment in Indonesia.

TABLE 2
Estimated Regional Government Revenues, FY 2001
(Rp Billions)
Source Provinces Percent Kab/Kota Percent Total Percent
Own-Source Revenues 6,400 345 4,100 5.6 10500 114
Total Revenue Sharing 5,928 319 14,792 200 20,720 224
Property-Related Taxes 2,252 12.1 3,812 52 6,064 6.6
Natural Resource Revenues 2,565 13.8 9312 126 11,877 128
Personal Income Tax 1,111 6.0 1,667 23 2779 30
DAU 6,238 336 54279 735 60517 655
DAK n.a n.a 701 0.9 701 0.8
Tota Transfers 12,166 655 69,772 944 81,938 88.6
Grand Tota 18,566 100.0 73,872 100.0 92,438 100.0

Source: Based on Lewis (2001).
1. Revenue Sharing

As noted above, there are currently three types of revenue sharing in
Indonesia. Shared sources include those for property-related taxes, natural re-
sourcerevenues, and theincometax. Property-rel ated shares comprisethose for
theland and buildingstax and thetransfer of titleon land and buildingstax. There
are now eight natural resource revenue-sharing instruments; two each for for-
estry, mining, and fisheries along with those for oil and natural gas. The income
tax shares are derived from the personal (as opposed to the business) income tax.

As demonstrated in Table 2, shared revenues account for about 22% of
total regional government revenues. In general, the most important shared rev-
enues arethose derived from natural resources (13% of total regional revenues),
followed by thosefor property taxes (7%) and then personal incometaxes (3%).
Therelative significance of the various instruments varies across provinces and
kabupaten.
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Shared revenues are distributed across regional governments by various
means. Table 3 lists revenue-sharing instruments along with the methods by
which the shared sources are alocated across provinces and kabupaten/kota.
As can be seen from the table, all sharesto provinces are allocated exclusively
by derivation. Shared revenues are distributed to kabupaten/kota both by deri-
vation and, not infrequently, in equal amounts across places.

As previoudly indicated, property-related taxes have been shared with
regional governments in Indonesia for many years now. As can be seen from
the table, now all property tax revenues, including central shares are, in the
event, distributed to regional governments (with the exception of 9% for col-
lections). At least severa of the natural resource revenues had already been
shared with regional governments as well prior to FY 2001, especially those
related to forestry and mining, although sharing arrangements have been re-
vised in many instances. The shared revenues for fisheries, cil, gas, and per-
sonal income taxes are new, however.

The main objective of revenue sharing, especially that related to newly
shared revenues, is to respond to regional aspirations for increased access to
and control over certain revenues. Asiswell known, many regionsin Indonesia
have long felt that they have not benefited sufficiently from the significant
revenues generated in their areas and these sharing schemes congtitute a real
attempt to meet these demands. One problem with the attainment of this objec-
tive is that many in the regions remain unconvinced that they are getting their
fair share of revenues in question. This is in part because the central gov-
ernment cal culation of amounts of revenue to be shared is done in aless-than-
transparent manner, and the regions suspect dishonest practices. Another
problem concernsthetiming of distribution to the regions. Although such trans-
fers should, according to law, be made quarterly, in FY 2001, the first payments
on natural resource revenues were not made until July.

Revenue sharing is also intended to address fiscal imbalances between
the central and regional governments. To what extent has revenue sharing been
able to address such vertical imbalances? A somewhat naive, but typical, ap-
proach to the analysis of this question isto compare expenditure shares of central
and subnational governmentsto their revenue shares before and after transfers.
Before transfers, of course, subnational governmentstypically experience defi-
cits. To the extent that deficits are reduced by adding transfers, then vertical
imbalances are ameliorated.? Table 4 provides some pertinent information on
vertical imbalances for Indonesia for FY 2001.

As the table shows, before transfers are made, subnational governments

24. See Shah (1994) for adiscussion of vertical imbalances and the presentation
of some evidence on the same for a number of developing and developed countries.
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TABLE 3
Revenue-Sharing Instruments and Distribution, Starting FY 2001

Shared Revenue Central Share

Provincial Share

Local Share

Property Tax. 10%. Distributed to
(PBB: Pajak Bumi  kabupaten/kota: 6.5%
dan Bangunan) in equal amounts
across all localities and
3.5% to places based

on their attainment of
previous year’s (urban
and rural) PBB target.

Property Title 20%. Distributed to all
Transfer Tax. kabupaten and kotain
(BPHTB: Bea equal amounts.
Perolehan Hak

atas Tanah dan

Bangunan)

Forestry Right to 20%
Operate Levy.

(IHPH: luran

Hak Pengusahaan

Hutan)

Forestry Resources 20%
Commission.

(PSDH: Provisi

Sumber Daya

Hutan)

Mining Sector 20%
Land Rent. PIT:
(Penerimaan luran

Tetap)

Mining Sector 20%
Royadlties. (PIE:

Penerimaan luran

Eksplorasi dan

Exploitasi)

Tax Revenue on 20%
Fisheries Operations.
(Penerimaan

Pungutan

Pengusahaan

Perikanan)

16.2%. By

derivation.

16%. By
derivation.

16%. By
derivation.

16%. By
derivation.

16%. By
derivation.

16%. By
derivation.

0%

64.8%. By derivation
(except oil and gas
sectors)?

64%. By derivation.

64%. By derivation.

32% by derivation;
32% in equal
amounts across all
localities within
province.

64%. By derivation.

32% by derivation;
32% in equal
amounts (for all
places within
province).

80%. Equal amounts
for al kabupaten and
kotain country.
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TABLE 3 (cont.)

Shared Revenue Central Share  Provincial Share Local Share

Tax Revenue on 20% 0% 80%. Equal amounts
Fisheries Output. for al kabupaten
(Penerimaan and kotain country.
Pungutan Hasil
Perikanan)
Qil Revenues. 85% 3%. By 6% by derivation;
(Minyak) derivation. 6 % in equal amounts
(within province).
Natural Gas 70% 6%. By 12% by derivation;
Revenues. (Gas derivation. 12% in equa
Alam) amounts (within
province).
Personal Income 80% 8%. By taxpayer 12%. Distribution by
Tax. (PPh: Pajak location. provincial choice.
Penghasilan)

Notes: @ Remaining 9% of property tax revenues reserved for support of tax collections
carried out by central and local governments.

b Taxpayer location, according to the legislation, may be employee residence, place
of business activity, or employer home office location. In practice, it appears,
most often, to be the latter.

Source: Government Regulation 104/2000 and Law 17/2000.

arein substantial deficit (23.4%). Vertical imbalances are less severe for prov-
inces (deficit of 3.3%) than for kabupaten and kota (deficit of 20.1%). After the
addition of shared revenues, the overall subnational deficit is narrowed to 16.8%
and the deficits for provinces and kabupaten are reduced to 1.4% and 15.4%,
respectively. Remaining fiscal imbalances at the subnational level are com-
pletely removed by the distribution of grants. In fact, as the table shows,
subnational governments experience asurplusbal ance after thetransfer of DAU
and DAK and the central government moves to adeficit position. More will be
said below about thisimplied overallocation of grants.

While helpful in addressing aggregate vertical fiscal imbalances, a real
and well-known problem with natural resource revenue and personal income
tax sharing in Indonesia is that such revenues are distributed very unevenly
across regions. According to Ministry of Finance data, over 50% of the per-
sonal income tax shares, for example, are allocated to Jakarta alone. And over
75% of the total natural resource revenues shared with kabupaten/kota are dis-
tributed to just 30 placesin Aceh, Riau, and Kalimantan Timur; similarly, these
three places account for three quarters of the natural resource shares allocated
to provinces as well.
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TABLE 4
Vertical Imbalances, FY 2001
(Per centages)
Revenue Expenditure Imbalance
Share Share @D-2
1) 2

Own-Sour ces
National 0.966 0.732 0.234
Subnational 0.034 0.268 (0.234)

Provincial 0.021 0.054 (0.033)

Kabupaten/K ota 0.013 0.214 (0.201)
Tota 1.000 1.000 0.000
After Shared Revenues
National 0.899 0.732 0.168
Subnational 0.101 0.268 (0.168)

Provincial 0.040 0.054 (0.014)

K abupaten/K ota 0.061 0.214 (0.154)
Tota 1.000 1.000 0.000
After Grants
National 0.702 0.732 (0.030)
Subnational 0.298 0.268 0.030

Provincial 0.060 0.054 0.006

K abupaten/K ota 0.238 0.214 0.024
Total 1.000 1.000 0.000

Source: Author’s own calculations based on national and regional budget data.

Thus, there are severe problems regarding distributional equity of natural
resource revenue and personal income tax sharing. Thisistypical throughout
the world where such revenues are shared and a mgjor reason many analysts
argue against the idea of sharing these revenues on an origin basis. Theoreti-
caly, of course, the inequitable nature of these transfers could be mitigated, at
least to a certain extent, by an equalization grant. We turn now to a discussion
of Indonesia’ s main equalization tool, the DAU.

2. Dana Alokasi Umum (DAU)

The DAU is the most important source of revenue for regional govern-
ments. As Table 2 above shows, DAU allocations account for about two-thirds
of total subnational government revenues. The DAU is especially significant
for kabupaten/kota for which it makes up nearly 75% of total revenues. The
transfer is not unimportant to provinces aswell; DAU distributions account for
around one-third of total provincial revenues.

The legidlation states that the annual DAU pooal of financeisto be based
on aminimum 25% of total domestic revenues, where the latter is net of those
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amounts to be shared with regional governments via the mechanisms described
above. Sharing arrangements between subnational levels of government are
also governed by law and 10% and 90% of the total funds are to be distributed
to provinces and kabupaten, respectively. An important goal of the DAU isto
address vertical imbalances. That is, it is the intention of the DAU, together
with revenues from other sources of finance, to assist provincial and kabupaten/
kota governments in meeting their total respective expenditure requirements.

For some evidence on questions related to the overall adequacy of DAU
and other sources of finance vis-a-visfiscal needs, consider Table 5 below. The
table provides estimates of aggregate revenues available to and expenditure
needs of provincial and kabupaten/kota governments for FY 2001. Own-source
revenue estimates are based on historical regional government budget (APBD)
data (before decentralization) and shared revenues are based on FY 2001 state
(APBN) budgeted amounts. Regional government (routine and devel opment)
expenditure needs estimates are derived from provincial and kabupaten/kota
APBDs (again, prior to FY2001) and from Kanwil and Kandep DIK (Daftar
Isian Kegiatan—routine) expenditures for FY 2000. Kanwils and Kandeps are
theformer deconcentrated offices of central level agencies, theroutine operations
of whichweretransferred to regiona governmentsbefore and during FY 2001.%

TABLES
Estimated Regional Government Fiscal Capacities and Expenditure Needs
FY 2001
(Rp Trillions)

Fiscal Capacity Provinces Kab/K ota Total
Own-Source 6.4 41 105
Shared Revenues 5.9 14.8 20.7
DAK n.a 0.7 0.7
DAU 6.2 54.3 60.5
Total Revenues 18.6 73.9 924
Expenditure Needs
Routine, Based on FY 2000 84 232 31.6
Development, Based on FY 2000 55 9.4 14.9
From Kanwil and Kandep FY 2000 32 15.0 18.2
Total Expenditure Needs 171 47.6 64.7
Surplus 15 26.3 27.7

Source: Based on Lewis (2001).

25. See Ministry of Finance (2002) for a discussion of the goals of the DAU and
other transfers.

26. Note that fiscal needs estimates derived from ex-Kanwil and ex-Kandep
operations do not include devel opment expenditures (Daftar Isian Proyek—DIPs). The
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The above table implies that the DAU and other sources of finance, in
general, appear to result in a significant funding surplus for regional govern-
ments. Given all sources of revenue, regional governments, onthewhole, appear
to have almost Rp28 trillion more than they require to meet their expenditure
needs. The data suggest that kabupaten/kota seem to have access to substan-
tially more funds (a surplus dightly more than Rp26 trillion) than they need to
carry out their assigned duties. On the other hand, it appears that provincial
level funding, while apparently still in surplus (in the amount of Rp1.5trillion),
isat least close to required levels.

In any case, the implication here is that the pool of finance available to
the DAU, taking other sources of revenue as given, istoo large relative to ex-
penditure requirements. That is, arguably, the central government has, on
balance, transferred too much DAU to theregions; or, alternatively, it hastrans-
ferred too little in the way of expenditure responsibilities. While it may have
been palitically difficult to do otherwise, the economic appropriateness of mak-
ing such largerelative transfersto the regions, at time of rather significant pres-
sure on the central budget, can at least be questioned.?”

It must be emphasized that these conclusions are very tentative and more
research on these questions is needed. On the fiscal capacity side, additional
effortswould concentrate on devel oping better estimates of potential own-source
revenues and would be based on a more thorough examination of the tax bases
to which local governments currently have access as well as normal tax rates
applied to those bases. (The estimation of other sources of subnational rev-
enue—transfers—is rather straightforward.) Improving estimates of real ex-
penditure requirements is more problematic. Here, needed research would be
based on an examination of assigned service responsibilities of subnational
levels of government and a derivation of the legitimate costs related to carrying
out those responsibilities at specified standards. Such arigorous examinationis
not currently possible given a lack of clarity about subnational expenditure
gnments and service standards and lack of sufficient data on service deliv-
ery costs, among other things. We will return to this question of the adequacy
of DAU funding below after the DAU allocation methods are described.

latter have not yet been decentralized to regional governments, although by law they
should have been.

27. Theplanned central budget deficit for FY 2001 was 3.7% of GDP or approxi-
mately Rp54.3 trillion. Inthe event the deficit appearsto have been smaller, preliminary
data suggest that the actual deficit amounted to just 2.3% of GDP or about Rp34.2
trillion.
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3. Kabupaten/K ota DAU Allocation M ethods

Provincial and kabupaten/kota DAU is allocated by formula. The meth-
odsemployed to distribute DAU across kabupaten/kotain FY 2002 are described
and discussed next. Procedures used for the allocation of DAU to provincesare
similar and briefly described later. It should be noted that DAU allocation tech-
niques are still evolving and the distribution methods for FY 2002 differ sig-
nificantly from those used for FY 2001, the first year of operations.? Where
appropriate, differences in approach between the two years are noted. In addi-
tion, the appendix to this chapter examines, in tabular format, issues and out-
comes related to DAU, especially regarding differences in aggregate amounts
available, allocation procedures, and equalization impactsin FY 2001 and 2002.

Kabupaten/kota DAU alocations may be written:

DAU i = LSA , + BFA i + FA o)

where LSA is the lump sum amount, BFA is the balancing factor amount, and
FA istheformulaamount. The subscript i refersto kabupaten/kota governments.
The lump-sum amount is:

LA, = 0.10- DAU, @
n
where DAU refers to the total pool of finance for kabupaten/kota. In
monetary terms, the lump-sum amount provided to each local government in
FY 2002 is Rp17.87 billion.
The balancing factor amount may be written as:

BFA = V%8 450. DAUL, 3
a Wage,

where Wage is the estimated wage bill for kabupaten/kota civil servants for
FY2002. It is perhaps useful to note that the above formulation results in the
funding of 77% of each local government’ scivil servant wagebill thisfiscal year.

Note that equations (2) and (3) taken together indicate that 60% of DAU
allocations are based on the lump sum and balancing factors, so that just 40%
of the DAU isallocated viathefiscal gap formulaas defined below. In FY 2001,
lump sum and balancing factor distributions accounted for just over 80% of

28. See Lewis (2001) for a description and analysis of the DAU distribution
mechanism for FY 2001.
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total kabupaten/kota DAU allocations. Some government officials have argued
that the decrease in relative magnitude of the lump sum and balancing factor
amounts this fiscal year implies an intention to phase out the use of these ele-
ments over the next couple of years.

The lump sum last year was derived simply as a residual and resulted
from adjustments made to the total pool of finance for the DAU during state
budget discussions with the parliament. The exact purpose of this year’s lump
sum is uncertain. Obvioudly, its significance is greater for relatively smaller
places. Assuch, many observers have argued that the lump sum provides some,
albeit limited, incentive for the creation of new (smaller) kabupaten out of es-
tablished (larger) places. The extent to which the lump sum operates as such an
incentive is unsure, but it is clear that the creation of new places continues in
rapid fashion and strains the transfer system’s ability to keep apace.

The balancing factor last fiscal year was afunction of the previousyear's
SDO and INPRES allocations and was intended to operationalize a“ hold harm-
less’ provision. Asresult, in FY 2001, kabupaten/kotagovernmentswere assured
of a minimum 40% increase in grants compared with FY 2000. The purpose
behind the balancing factor this year is somewhat unclear. (Hold harmless pro-
visions still remain but have been structured differently, as further described
below). However, the fact that the BFA is based on civil servants’ wages cer-
tainly suggests a different objective from the previous year. Indeed, many offi-
cias at the central and regional government level would very much like to see
the balancing factor separated from the rest of the allocation mechanism with a
view to creating an SDO-like transfer to fund local civil servant costs.

In equation form, the formula amount (FA) for kabupaten/kota can be
written:

FG i
a FG

FA = ZDAU .- & Lsa - § BFRA 2. @
e i i @

where FG is the fiscal gap.
The fiscal gap is defined as the difference between expenditure needs
(EN) and fiscal capacity (FC). That is:

FG =ENi- FCi (5)

It is important to note that if the difference between expenditure needs
and fiscal capacities is negative for a particular region, the fiscal gap, as de-
fined in equation (5) above is set equal to zero; that is, the Indonesian system
does not alow for negative grants.® This has significant implications vis-a-vis

29. In the current context, a grant would only be negative if fiscal capacity
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the system’s equalization performance, as discussed more fully below. The
DAU formula defines expenditure needs as the product between total local
government expenditure and the expenditure needs index. Expenditures are
actual amounts from FY 2001 local government budgets (APBD). The needs
index is a function of population, area, poverty, and a cost element. Data for
these variables are from the most recent years available.

More specifically, expenditure needs can be expressed in equation form
as:

®
EN: = APBDEXPr - (045 2P +0.1 5000 401 VoW g 4 CO

¢ a Pop, 'é_Areai 'éPovGapi " a Cost, -

where APBDEXP, is total loca government expenditure from the previous
year, Pop is population, Area is surface area, PovGap is the so-called poverty
gap, and Cost is a cost index.

Thefirst term on theright hand side of equation (6) illustratesvery clearly
one of the most obvious weaknesses of the DAU allocation formula. It makes
apparent that, at the aggregate level, expenditure needs are simply assumed to
be equivalent to actual expenditures. The problem, of course, isthat kabupaten/
kota governments may not actually need what they spend. Or, they may need
more. In any case, real expenditure requirements can only be derived based on
athorough examination of the true costs of discharging a clearly defined set of
serviceresponsibilities at some predetermined standard or level of quality. None
of these things is known with any degree of certainty in Indonesia and so there
islittle choice but to opt for an approach such asthe above, at |east temporarily.

The needs index itself is comprised of variablesthat ostensibly influence
the demand for and/or cost of delivering local public services. Population, for
example, clearly influencesthe need or demand for public services—the greater
the population, the greater the aggregate demand for services, al other things
being equal.

Areaalso appearsto have an indisputabl e influence on expenditure needs,
at least for rural areas. One might plausibly argue that, all other things remain-
ing the same, larger rural places are relatively more in need of roads, school
buildings, and health centers, for example, among other services. Areais prob-
ably less relevant for urban areas, however. The fact that the DAU allocation

exceeded expenditure needs by an amount that was greater than the lump sum and bal-
ancing factors. The policy until now has been to guarantee DAU grantsto be at least as
large as lump sum and balancing factor amounts. If and when the | atter two are phased
out, then the stated “no negative grants’ policy would take on more meaning.
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procedure treats urban and rural placesin asimilar manner hereand, in general,
is of concern.

The need for including a poverty measure in determining relative local
government expenditure requirements is not completely obvious. While the
amount of poverty undeniably influences need for poverty-reduction programs,
the level of government responsible for such effortsin Indonesiais still uncer-
tain. It may well be that the central government has overall responsibility for
poverty reduction. Theimpact of poverty on need for other local services, such
aseducation, water, and roadsislessthan clear. While adirect rel ationship may
exist between the extent of poverty and expenditure needs for services other
than pure poverty-reduction ones, Indonesian analysts have not yet made a
strong case for it.

The choice of poverty variableisa so somewhat unusual. Last year, DAU
designers employed the number of poor people as the poverty variable to help
determine expenditure requirements. This at least makes some intuitive sense.
This year the so-called poverty gap is used. The poverty gap is defined as the
average proportionate distance of the poor from the poverty line across the
whole population. More precisely:

Z-Y;
1 Z

@)

Qo

P, =

S|

where P, isthetypical notation for the poverty gap, nistotal population, zisthe
poverty line, y, is total expenditure of the i"" person, and q is the number of
people who fall below the poverty line. It isusually argued that the poverty gap
measures of the depth of poverty.

No explicit reason was given for the change in formulation. Assuming
that poverty isrelevant in determining expenditure needs, it is hard to see how
ameasure of the depth of poverty would be more appropriate than the number
of poor people.® In any case, thisis clearly an areain which more research is
needed.

The cost index employed in equation (6) above is intended to measure
unavoidable differences in costs faced by local governments. Its derivation is
based on differencesin building construction costs across regions.® These costs

30. Direct poverty reduction programs in Indonesia, such as rice subsidy pro-
grams and school food programs, for example, focus on allocating benefits to people or
families classified as poor; benefits are standardized and are not adjusted for the depth
of poverty as defined here.

31. Thismay not be the most appropriate index for measuring regional variation
in the cost of delivering infrastructure services. Unfortunately, there is as of yet no
better alternative. The Central Statistics Bureau is currently in the process, however, of
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are assumed to be positively related to expenditure requirements associated
with delivering local public services. Internationally, compensation for differ-
ences in such costs (as opposed to those that might arise from local policy
decisions) is often defended on equity grounds. While this may be legitimate, it
must be admitted that the influence of cost differentials has been formulated in
a somewhat odd manner here. Typically, acost index is structured into an allo-
cation formula with a view to adjusting total expenditure needs directly (i.e.
multiplicatively), after accounting for other needs factors. Thus, in the current
context, ignoring for a moment problems related to the use of the area and
poverty gap measures as discussed above, theinfluence of cost differential might
be structured as:

é ® ou
EN: = SAPBDEXPr - a g 0P +bxg By ¢y, POVCA U COS, g
8 < a Pop, a Areq a PovGap;, H‘fl 100

wherea + b + ¢ =1 and all other variables are as previoudly defined.

In the allocation method used to actually distribute DAU, the cost index
is first averaged with noncost factors and then applied to expenditure needs.
There is no clear economic rationale for this.

Finally, a brief comment is warranted on the weighting of needs factors
in equation (6) above. Last year, each of the four needs factors was weighted
equally. Many analysts were unhappy with that weighting scheme; it was ar-
gued, in particular, as a function of an empirical analysis of regiona expendi-
turesin Indonesia, that the weight accorded population was not commensurate
with itsinfluence on expenditure needs. So, the present scheme was adopted, at
least partly in responseto this criticism. Whether the adjustment is sufficient on
these groundsis uncertain, but based on the earlier mentioned analysis, it seems
less than adequate. In the end, the true influence of various needs factors, in-
cluding population, can only be ascertained by more thoroughly disaggregated
sectoral and spatial analysis.

This fiscal year's operationalization of fiscal capacity constitutes per-
haps the greatest improvement over last year’'s procedures. Fiscal capacity is
now straightforwardly defined as the sum of potential own-source revenues
and other transfers (somewhat reduced). In equation form:

FC, = OéRi +SPT, + 8T, +0.75 - SNR, C)

developing an index that might better measure differentials in the full range of costs
associated with producing and providing subnational public services.
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where SPT is shared property tax revenue, SIT is shared personal income tax
revenue, and SNR is shared natural resource revenues. OSR in equation (9) is
potential local own-source tax and nontax revenue, which is derived as the
predicted value based on a regression of actual own-source revenue (OSR) for
the most recent year available against gross regional devel opment product from
the services sector (GRDPS). That is:

OSR, = b, +b,GRDPS | + ¢, (10)

Potential own-source revenues are thus defined as a function of standard tax
effort. Theintention behind this formulation was, at least in part, to serve asan
incentive to regional governments to mobilize revenues. It must be admitted,
however, that regional officials do not understand well thisfeature. Thislack of
understanding detracts from possible incentive effects.

Note the natural resource revenue share coefficient limitsaregion’s esti-
mated fiscal capacity resulting from these transfersto 75% of thetotals actually
received. This unfortunate formulation resulted from the successful lobbying
efforts of local government and local parliamentary associations. It is not a
coincidence, of course, that the current heads of these associations are, for the
most part, mayors and councillors from natural resource-rich kabupaten/kota.

Some mention might be made of missing transfers in equation (9). It is
often argued that all sources of revenue should show up on the right-hand side
of an equation defining fiscal capacity. And, in thisregard, many analysts have
argued that the DAK, for example, should beincluded in the definition of fiscal
capacity of regional governments. The central government has asserted, how-
ever, that the DAK isreserved to fund atypical or extraordinary local expendi-
ture needs. As such, they have explicitly rejected theinclusion of the DAK asa
component of regional government fiscal capacity. On the other hand, analysts
and central officials recognize that transfers made by provinces to kabupaten/
kota (as mentioned above) should probably be included in the measure of the
latter’s fiscal capacity. Currently, however, a dearth of data prohibits such a
formulation.

4. Hold Harmless Adjustmentsto Kabupaten/K ota DAU Allocations

Employment of the system described above generated the so-called origi-
nal DAU allocations; that is, those that were presented to Parliament in the
context of state budget negotiations. Parliament approved of the distribution
methods, in general, but insisted, at the same time, that no local government
should receive lessin DAU in FY 2002 than it received the previous year. This
stipulation, of course, required some adjustmentsto the original DAU allocations.

The modifications were implemented by first comparing each place's
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originally derived DAU allocation to that received the previous year and noting
any associated surplusor deficit. Allocations of individual surplusregionswere
then reduced, where the amounts subtracted were equal to each place’ s share of
the total surplus times the aggregate deficit. This total was then distributed
across deficit regions to bring each of the latter’s allocations up to previous
year's amounts.

Subsequently, about Rp800 hillion derived from the state budget contin-
gency fund for FY 2002 was used to add some amounts back into surplus re-
gions depleted alocations heretofore (where additional sums were based on
relative size of earlier contributions). This compensation scheme made up for
part, although not all, of amounts that were earlier taken away. In the end, so-
called surplusregionslost atotal amount of approximately Rp2 trillionin DAU
allocations due to the adjustment procedures, while deficit regions gained ap-
proximately Rp2.8 trillion. What may not be immediately obviousis that those
surplus regions were, as agroup, relatively lesswell off than deficit regions. In
any case, it is now clear that the adjustment procedures related to the imple-
mentation of hold harmless condition insisted upon by Parliament were
unequalizing in their impact. More will be said about this later.

5. Provincial DAU Allocations

Provincial DAU allocations were derived in basically the same manner
as just presented above for kabupaten/kota except that the lump sum and bal-
ancing factor amounts were based on 20% and 30% of total provincial DAU.
Thisresulted in alump-sum allocation of Rp46.8 billion to each province and a
funding of 31% of each province's civil servant wage bill. Overall, therefore,
the fiscal gap formula was used to allocate 50% of the total provincial DAU
compared to 40% for kabupaten/kota. The reasons behind the different approach
employed for provincia distributions have not been clearly stated and appear
to be ad hoc. Provincia distributions were also subject to parliament’s hold
harmless stipulations, and an adjustment procedure similar to that outlined for
kabupaten/kota was used.

6. Vertical Imbalances Revisited

Having explained and operationalized the concept of the fiscal gap, we
are now in a better position to undertake another approach to estimating the
adequacy of the DAU pool of funds (together with other revenues) relative to
aggregate expenditure needs. This method comparesregional government DAU
funding to the sum of regional government net fiscal requirements, where the
latter are defined as the difference between expenditure needs and fiscal ca
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pacities. We use the same definitions of expenditure needs and fiscal capacities
as described above except that for the latter we set the coefficient of natural
resource revenue shares equal to one (assuming that the current formulation, in
this regard, lacks economic merit). Given the criticisms regarding the current
measures of expenditure needs noted in the earlier discussion, this procedure
might best be viewed as a check of the internal consistency of government
proceduresin deriving the DAU pool of funds, on the one hand, and allocating
those funds, on the other.

The most important difference between this technique and the method
previously usedisthat here aggregate net requirementsare “ built from the ground
up”, asit were. In summing up these needs, regions with negative net require-
ments (i.e., greater fiscal capacities than expenditure needs) arefirst zeroed out
(asthey arein the determination of DAU allocations). Such atechnique results
in estimates of net fiscal needs that are larger than those that will be derived
from astrictly aggregate examination of requirements and capacities. See Table
6 below for the output of this method using FY 2002 DAU data.

TABLE 6
Net Fiscal Needs and DAU Amounts, FY 2002
(Rp Trillions)

Level of Government Net Fiscal Needs Share DAU Amounts Share

Provinces 7,285.9 0.143 6,911.4 0.100
K abupaten/K ota 43,707.8 0.857 62,202.7 0.900
Total 50,993.7 1.000 69,114.1 1.000

Source: Author’s own calculations based on MOF data.

As can be seen, total net regional fiscal needs, estimated in this manner,
are just less than Rp51 trillion while actual DAU allocations are just greater
than Rp69 trillion. This again suggests that the DAU is too large relative to
what is needed. In addition, the information in the table implies that a more
appropriate share of net domestic revenues for the DAU is around 18% rather
than the current (minimum of) 25%. Also, the table suggests that provinces do
not, in fact, receive enough DAU compared to what they require. And, as be-
fore, the data here imply that kabupaten/kota receive significantly more than
needed. Finally, the data suggest that a more appropriate split of the DAU for
provinces and kabupaten/kota might roughly be 15% and 85%, as opposed to
the current distribution of 10% and 90%, given the assumptions here.



Indonesia 161

7. Equalization Performance of DAU

The goa of the DAU transfer scheme in terms of equalization, as stated
in the law, is to “make even the fiscal capacities of regional governments to
finance their expenditure needs.” This makes clear that a proper test of the
mechanism’ s equalization effectsrequires, in the first instance, the existence of
good measures of regional expenditure needsand fiscal capacities. But theabove
examination of the DAU formula suggests that the current methods of estimat-
ing needs and capacities are at least somewhat flawed.*

Thefirst approach to examining the equalization performance of the DAU
ignores these complications and instead focuses on the variation in actual per
capitarevenues of kabupaten/kota. If DAU transfers were to equalize, it might
be reasonable to expect, at a minimum, that the variation in the per capita rev-
enues among local governments would be smaller after transfers were made
than before. Table 7 below provides some information on the variation of ac-
tual revenues for FY 2002.%

The table shows maximum and minimum per capita revenues across
kabupaten/kota and the ratio between the maximum and minimum, along with
the coefficient of variation (i.e., the standard deviation divided by the average)
of per capitarevenues. The assumption isthat the smaller theratio of maximum
to minimum values and the smaller coefficient of variation of per capita rev-
enues, the greater the equalization. The base case relates to local government
own-source revenues. To these own-source revenues are added, in succession,
property-related shared taxes, shared personal income taxes, shared natural re-
sourcerevenues, DAU balancing factor amounts (including lump-sum amounts),
DAU formula-derived amounts, and, finally, adjustmentsto original DAU made
to operationalize the hold harmless condition.

The table shows that the variation in per capita revenues, as defined by
the ratio of maximum to minimum values and the coefficient of variation, is
lower after DAU allocations are made than before such transfers are added. In
other words, the distribution of per capitarevenuesis more equal after thetrans-
fers than before. (The maximum to minimum ratio and coefficient of variation

32. A proper examination of equalization performance might also incorporate an
analysis of direct central government expenditure in the regions. As noted above, the
central government continues to make expenditures on essentially regional functions
viathe so-called regional DIPs. Unfortunately, there are no reliable regionally disaggre-
gated data on such expenditures.

33. Theown-sourcerevenues here are actuas, adjusted for inflation, for the most
recent year available, FY 2000. Revenue-sharing figures are estimated actual amounts
for FY2002. DAU amounts are actua allocations for FY 2002.
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of 387.0 and 2.559, respectively, before DAU transfers, declined to 45.8 and
1.030, respectively, after DAU transfers.) The general conclusion that can be
drawn from this analysis, therefore, isthat DAU transfers appear to be equaliz-
ing, at least under the admittedly somewhat weak standard considered here.

Furthermore, the table suggests that the formula component of the trans-
fersis somewhat more equalizing than the balancing amount. (That is, the rel-
evant measures decline after formula amounts are added to balancing factor
distributions.) The table also shows that the hold harmless adjustments to the
origina DAU allocations are unequalizing under the assumptions here. The
table provides other interesting results as well. It shows, for example, that
the transfer of property-related taxes tends to equalize the distribution of own-
source revenues and that, somewhat surprisingly, the personal incometax tends
to equalize per capitarevenues at the local level even further.® The table also
demonstrates the rather extreme unequalizing nature of the natural resource
transfers.

TABLE 7
Variation in Per Capita Revenues Across L ocal Governments
FY 2002
Max/Min Coefficient
Revenues M ax Min Ratio  of Variation
(Rupiahs)
Own-Source Revenues 855.3 0.3 2,835.9 2.245
+ Property-Related Transfers 9183 10.2 90.1 1.323
+ Personal Income Tax Transfers 924.5 11.2 82.2 1.261
+ Natural Resource Revenue Transfers 4,916.4 12.7 387.0 2.559
+ DAU Balancing Factor Amounts 5,732.7 98.5 58.2 1.152
+ DAU Formula Amounts 7,108.8 160.4 44.3 0.958
+ Hold Harmless Adjustments 7,090.9 1549 458 1.030

Source: Author’s own calculations.

There are at least two possible criticisms of the above methodology. The
first isthat it has not incorporated, in an adequate way, notions of local expen-
diture needs and fiscal capacities (i.e., potential own-source revenues together
with transfers).® One way to get around this is to examine the variation in the

34. Recall that the allocation of the shared personal income tax revenues across
kabupaten/kota is carried out by the province. Unfortunately, there is, as of yet, no
information on the methods employed by provinces to distribute such revenues.

35. Theimplicit assumptions are that per capita expenditure needs are the same
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distribution of the ratio of potential revenues to expenditure needs across all
local governments before and after transfers. Whileit may berelatively easy to
plausibly estimate potential revenues, the difficulties associated with deriving
asingle measure of expenditure needswould seem to prohibit such an approach,
at least for the time being.

The second and related concern is that the method ignores the important
simultaneous relationship between expenditure needs and fiscal capacities, on
the one hand, and transfers, on the other. That is, in examining the equalization
performance of the DAU allocation scheme, it is useful to know how transfers
vary in amount with respect to variations in expenditure needs and/or fiscal
capacities. More particularly, from an equalization point of view, it might be
expected that as expenditure needs rise, transfers should increase, with fiscal
capacities remaining the same. And as fiscal capacities increase, it might be
argued that transfers should be smaller, holding expenditure needs constant.
This is perhaps a dightly stricter standard of equalization than the one em-
ployed above.

The difficulty, again, concerns estimating expenditure needs. While it
may not be possible to derive a plausible single measure of expenditure needs,
some of the factors that are important in determining needs, in general, are at
least known. And some of these determinants were used in the current DAU
methodology to estimate needs; that is, population, area, poverty, and relative
cost factors, in some weighted combination, all at least conceivably help deter-
mine real requirements and therefore transfers.® The approach used directly
below assumes that these four variables, along with urban status, help deter-
mine expenditure requirements and influence allocations. But rather than speci-
fying exactly how they do thisapriori, asthe current DAU formula mechanism
does, the method employed here is “let the data decide.”

Defining an appropriate measure of fiscal capacity is less controversial.
Fiscal capacity is defined only dlightly differently from the way in which it is
defined under present DAU allocation procedures. There are two minor, al-
though conceptually important, differences. First, in the estimation of potential
own-source revenues, adummy variable to indicate urban statusis added to the
right-hand side of the regression equation (10) to operationalize the notion that
urban own-source revenues tend to be larger than those of rural places, all other
things being equal. Second, the coefficient of natural resource revenues is set

across all places and that own-source revenues are equivalent to potential own-source
revenues. Both assumptions are obviously unrealistic.

36. Theanaysisholdsin abeyancefinal judgment about the relationship between
poverty and expenditure requirements. For purposes of argument, the examination here
simply adopts the basic assumptions of the DAU designers; that is, that poverty is gen-
erally important in influencing expenditure needs of regiona governments.
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equal to oneinstead of 0.75 in equation (9), under the assumption that the latter
specification is the result of a political deal and has no economic basis.

Transfers are posited to be a function of fiscal capacity and expenditure
needs and a simple linear regression technique is used to operationalize the
relationship. Both original DAU (DAUPC) and adjusted DAU (AdjDAUPC)
transfer allocations are considered. In addition, the two major components of
the DAU—the balancing factor (BALPC) and formula amounts (FORM PC)—
are treated separately. Per capita transfers, variously defined, are regressed
against per capita fiscal capacity (FISKPC); cost-index adjusted® population
(POPCST), area (for kabupaten only—AREA«CSTKAB, where KAB is a
dummy variable for kabupaten), and poverty rate (POV+CST);* and a dummy
variable for urban status (KOTA, set equal to O for kabupaten and 1 for kota).
Thelatter variableisintended to operationalize the assumption that urban places
are, defacto, charged with delivering abroader range of servicesthan nonurban
places and that therefore they have greater expenditure requirements than rural
places, all other things being equal .* The multiplicative specification of the
influence of the basic needs variablesis suggested by the standard employment
of acost index, as argued above. All variables (except the dummy) are entered
into the equation in logarithmic form.

The assumption here is that, for transfers to be equalizing, per capita
allocations should be positively related to expenditure need variables (cost-
adjusted areaand poverty and urban status) and negatively related to per capita
fiscal capacity. Thereisno apriori expectation regarding the influence of cost-
adjusted population. Table 8 provides the results of the ordinary least squares
regression.”” For each of the four dependent variables, the table shows the

37. Thecostsemployed here arethe Rupiah costs (in thousands) per square meter
of constructing a standard type of building and a standard type of fence around that
building. The cost index is calculated by dividing each place’s cost figure by the aver-
age for the entire sample and multiplying by 100. The current DAU allocation mecha
nism uses the same cost figures but the cost index was derived somewhat differently.

38. Theincidence of poverty isused instead of the number of poor people or the
poverty gap to operationalize poverty. Thisis the more straightforward approach and it
also has the benefit of avoiding potential multicollinearity problems with population.

39. The problem with this dummy variable approach is that it ignores the fact
that many kabupaten have significant urban populations. As such, it might be better to
use a variable that denotes the percent of alocal government’stotal population that is
urban. Unfortunately, there are no up-to-date and reliable data on the proportions of
kabupaten populations that are urban. This dearth of dataislargely afunction of statis-
ticians' inability to keep up with the rapid creation of new local governments over the
past severa years.

40. The OLS technique results in no obvious problems of heteroscedasticity or
autocorrelation.
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estimated regression coefficients for the set of independent variables. The ab-
solute values of the t-statistics are located in parentheses under each respective
coefficient; in addition, the table notes whether the estimated coefficient is sta-
tistically different from zero at the 0.05 level. The adjusted R? for each regres-
sion is found along the bottom row of the table.

TABLE 8
Equalization Analysis Regression Results
Independent Dependent Variable
Variable BALPC FORMPC DAUPC AdjDAUPC
Constant 8.477 * 17.294 * 9.972* 8.297
(34.067) (19.302)  (36.987) (38.357)
FISKPC -0.030 -0.986* -0.165* 0.019
(1.625) (24.906) (8.303) (1.196)
POP*CST -0556*  -1.690* —0.755* -0.586
(22578)  (19.059) (28.278) (27.354)
AREA*CST*KAB 0.035 * 0.304 * 0.105 * 0.079
(2.480) (6.051) (6.969) (6.504)
POV*CST 0.040 -0.037 0.090 * 0.106
(1.910) (0.488) (3.942) (5.809)
KOTA 0.317 * 2516 * 0.884 * 0.575
(2.619) (5.768)  (6.733) (5.461)
Adjusted R? 0.804 0.532 0.823 0.886

The table shows that per capita balancing factor transfers are significantly and
positively related to (cost-adjusted) area (i.e., for kabupaten) and to urban sta-
tus. Such transfers are not related to cost-adjusted poverty at the standard 0.05
level but are statistically significant at just a dightly lower level (0.056). Bal-
ancing transfers are not significantly related to per capitafiscal capacity. These
results indicate that balancing factor transfers are partially equalizing with re-
spect to expenditure needs, as defined above, but not with regard to fiscal ca-
pacity, under the assumptions employed here.

Per capita formula amounts are significantly and positively related to
(cost-adjusted) area and urban status but not to (cost-adjusted) poverty. For-
mula-based transfers are significantly and negatively related to per capitafiscal
capacity. The equalization impact of formula alocations is, therefore, again
somewhat mixed with regard to expenditure needs but unambiguous with re-
gard to fiscal capacity.

Overall, original DAU transfers perform rather well by the standards un-
der discussion here. Per capita DAU transfers, before adjustments, are signifi-
cantly and positively related to (cost adjusted) kabupaten area and poverty
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variables® as well as to urban status. In addition, per capita alocations are
significantly and negatively related to fiscal capacities. These results suggest
that, overall, DAU transfers are equalizing with respect to both expenditure
needs and fiscal capacities.

Unfortunately, the same cannot be said for per capitaadjusted DAU trans-
fers. While per capita adjusted allocations are positively related to all expendi-
ture needs variables, they are not significantly related to fiscal capacities. It is
reasonabl e to conclude that adjustments related to the hold harmless stipul ation
insisted upon by the Indonesian parliament resulted in transfers that were less
equalizing than they otherwise would have been, at least given the assumptions
employed here.

As mentioned above, there are no apriori expectations regarding the sig-
nificance or sign of the coefficient of the (cost-adjusted) population variable.
Asit turns out, population is the most important variable overall in explaining
variation in per capita transfers (as judged by the values of the standardized
beta coefficients—not shown in the table) and the results here are indicative of
an assumption of economies of scale in the provision of services financed by
transfers; that is, as population increases, per capita transfers decrease, al else
remaining the same. Of course, much more detailed analysis needs to be done
to confirm the existence of such economies of scale for particular services and/
or in general.

8. Dana Alokasi Khusus (DAK)

The DAK is Indonesia’s new special-purpose transfer. It comprises two
distinct elements. One is based on the allocation of national reforestation rev-
enues. Forty percent of state reforestation levies on companies engaged in the
sector are returned to the kabupaten of origin and are to be used exclusively for
local reforestation activities. Thisisreally nothing more than a simple revenue
sharing transfer of the kind that was discussed above. Its attachment to the
DAK is an artifact of the negotiations between government and parliament
attendant to the ratification of Law 25 of 1999.

The second component of the DAK isthereal special-purpose grant. But
there will probably not be just one such DAK; most likely, there will be many,

41. Thefact that the poverty variableissignificant here may be considered some-
what of astatistical fluke as it does not appear among the statistically significant vari-
ables for either of the two components of DAU transfers (i.e., balancing and formula
amounts).
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one for each of the important line ministries, such as health, education, and
infrastructure, among others. In any case, these DAKs are intended for use in
financing expenditures on national priority infrastructure services that are out-
side the scope of DAU funding.

The specific focus of this particular grant component ison financing capital
expenditures, although operations and maintenance can also be funded through
the grant, at least for alimited period of time (three years). This element of the
DAK is specified as a matching grant and government regulations insist that
the region’s contribution should be no less than 10% of total project expendi-
tures. The alocation of the DAK isto be based on proposals from the regions.
A recent Ministry of Finance policy paper notes that DAKs are intended to
promote minimum standards and compensate for benefit/cost spillovers.*

Only the reforestation component of the DAK has been made operational
so far. Funding related to this element of the DAK is quite limited, as shownin
Table 2. The other major component of the DAK has not yet been put into
effect and so it is not possible to comment on its performance vis-a-vis specific
stated or more general objectives. Based on its current design, however, at least
three important issues can be raised.

Thefirst concern relates to the transfer’ s intended support for the attain-
ment of minimum service standards. Whilethe DAK hopesto promote minimum
standards, somehow defined, it apparently will do so only for the construction
of national priority infrastructure and possibly for limited operations and main-
tenance activities related to such infrastructure. The promotion of minimum
standards for other sorts of (non-national priority) infrastructure investment
and/or other kinds of longer-term operations and maintenance or service deliv-
ery activitieswill not, it appears, receive support viathe DAK. Thisseemsto be
a rather uneven and inconsistent approach to the promotion of infrastructure
service delivery standards.

The second and related issue concerns DAK incentives to local govern-
ments for the delivery of services with benefit spillovers. It is usually argued
that subnational governments tend to underprovide (from a national point of
view) services with significant interjurisdictional spillovers because they only
care about benefits that accrue to their own populations. The allocation of in-
tergovernmental transfers to regions to encourage the appropriately increased
delivery of such servicesis oneway of overcoming the potential inefficiencies.
Now, the DAK apparently intends to provide incentives to regions to build
infrastructure that is adeguate (in size and scope) to deliver services at the na-
tionally desired level. But such support will appear to cease after the assets
have been developed (and the three-year time limit on support for operations

42. See Ministry of Finance (2002).
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and maintenance has expired). Thisleavesregionswithout an incentive to actu-
ally deliver services at the desired level. Inefficiencies would be expected to
ensue.

A final concern relates to the possible establishment of formal linkages
between the DAK and loan finance for regional infrastructure development.
Theory suggests that blending grants and loans in infrastructure finance might
have many benefits, including supporting fiscally weak governmentsto borrow.*
While the current DAK design documentation does not appear to prohibit the
development of such linkages between the DAK and regional borrowing, nei-
ther does it elucidate the possibilities. This is an issue that merits increased
thought and discussion.

D. Summary and Policy Recommendations

Indonesia has recently begun the implementation of amajor fiscal decen-
tralization program. As part of that effort, the system of intergovernmental trans-
fers has undergone significant changes. Revenue sharing has been considerably
expanded in scope and level, central-local transfers have been rationalized, and
attendant pools of finance have been substantially increased.

The most important goals of the new system of transfers are to address
regional aspirations for increased access to revenues and more control over the
use of finance and to correct vertical and horizontal fiscal imbalances. There
are also other objectives for the transfer system, such as supporting minimum
service standards and compensating for benefit spillovers. These latter objec-
tivesare, however, linked specifically to the DAK which, as noted above, is not
yet operational. It should be a priority of the government to further develop this
important intergovernmental fiscal tool. In the course of doing so, the govern-
ment would be wise to revisit the notion of limiting (for the most part) DAK to
the support of regional capital expenditures. Keeping such restrictions would
constrain the full attainment of goals related to minimum standards and benefit
spillouts.

Meeting regional government aspirations and demands for more money
has, in fact, been the driving force behind Indonesia’s decentralization pro-
gram. Theregional assignment and delivery of new serviceresponsibilities have,
by comparison, been given rather short shrift. Thisis unfortunate and points to
a major problem with fiscal decentralization in Indonesia today. The lack of
clarity on service assignment hinders the appropriate assignment of revenues
and constrains accountability at the regional level. The government is now de-
veloping a program to clarify regional government service assignments and to

43. See Smoke (1999) for a discussion of grant-loan linkages in the Indonesian
context.
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outline standards for service delivery. It istoo early to judge the success of this
important effort.

Revenue sharing has been the major instrument for central government
to address regional fiscal demands. The focus on revenue sharing is afunction
of the historical unhappiness of many in the regions who have felt that they
have not sufficiently benefited from revenuesthat are derived from “their land”
in the first instance. Apparently, many Indonesians strongly hold the view that
what is produced on or under their soil is theirs. Many officials and othersin
the regions remain unconvinced they are receiving adequate amounts of rev-
enues in question.

While an expansion of revenue sharing would probably not be fiscally
prudent from amacroeconomic perspective, several effortsmight be undertaken
to address current worries along these lines. For natural resource revenues,
concerns could, at least in part, be addressed by making payments directly to
the regions, instead of first collecting total revenues at the central level and
then distributing them back to regions, as is the current practice. At the very
least, central officials could carry out calculations of total natural resource rev-
enues earned and shared in a more transparent manner. Distribution of the in-
come tax will be improved by allocating it to regions based on the place of
residence of the income earner rather than on location of the employer, asis
apparently currently done. An even better approach to sharing the personal
income tax is to restructure the transfer as atax base sharing instrument—that
is, by using a “piggyback” mechanism. In addition, the property taxes should
be decentralized to regional governments. The transfer of these taxes could
begin more or less immediately with devolution of tariff control but should
probably eventually extend to all relevant administrative functions.*

Of course many would, on the contrary, advocate an outright reduction
in revenue sharing from its current levels. While on paper this may seem like a
good idea, it does not seem to be areal possibility, at least in the present politi-
cally charged environment. More likely, Indonesians and others will have to
learn to accept the considerable downsi de associated with revenue sharing, asit
is currently designed, at least in the near- to medium-term.

Revenue sharing and grants together have been successful in addressing
vertical fiscal imbalances at the regional government level. In fact, intergov-
ernmental transfers may have gone too far in this respect; that is, at the aggre-
gate level, at least some evidence suggest that too much money may have been
allocated to regional governments vis-a-vistheir expenditure needs. Of course,

44. Restructuring the personal income tax sharing via piggyback methods and
decentralizing the property tax are both now under discussion in the Ministry of Fi-
nance. See Ministry of Finance (2002).
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more research is needed to confirm this. If true, however, this would be a par-
ticularly important problem for the central government to address head-on, es-
pecially at atime of not insignificant pressure on the state budget.

As suggested above, it is probably not politically feasible at thistime to
resolve this difficulty by reducing aggregate revenue sharing or DAU alloca
tions to the regions. Another, perhaps more feasible, approach to addressing
the (potential) problem of overallocation of transfers, isto devolve greater cen-
tral government expenditures in the regions (i.e., regional DIPs) to the regions
themselves—without decentralizing additional finance. Many central agencies
have retained expenditure authority over what are now essentially local func-
tions. The decentralization of an appropriate amount of these expenditure re-
sponsihilities to subnational governments could, theoretically at least, have the
effect of bringing central and aggregate regional fiscal mismatches back into
balance.

Although regional governments, in general, may have been allocated more
fiscal resourcesthan needed, this may not betruefor provinces. Asnoted above,
some evidence suggest that provinces may not have been given sufficient ac-
cess to resources to meet their expenditure requirements. This again requires
more study. If true, however, it suggests that the methods by which revenues
are shared between provinces and kabupaten/kota and by which provincial and
local DAU pools of finance are determined might need to be revisited. A modi-
fication of arrangements for distributing shared revenues and grants between
levelsof subnational government will not be politically uncomplicated, of course,
but it may be more feasible than making outright cuts to such transfers.

It is basically the job of the DAU to correct horizontal imbalances. This
task ismade moredifficult than it otherwisewoul d be because of the unequalizing
nature of revenue sharing, as noted above. These inequities could, to a large
extent, be overcomeif a system of negative grants could be implemented. Alas,
such afraternal system of transfersis probably not viablein Indonesiaat present,
at least as judged by reactions to initial proposals for such.

In any case, while Indonesia has made some progressin addressing equal -
ization objectives, as demonstrated above, more could still be done, even given
the constraints noted. More work needs to be done at the technical level to
improve the DAU alocation formula. In the medium term, factors that better
proxy expenditure requirements and fiscal capacity need to be found and em-
ployed. In the long run, expenditure requirements should be more precisely
estimated for individual governments as a function of the real costs of achiev-
ing some specified standard of service delivery. In addition, fiscal capacities
need to be more exactly derived as a function of size of tax bases over which
local governments actually have some control. A general issue for consider-
ation is whether urbanized and rural areas should be treated separately in esti-
mation procedures, given their very real differencesin service responsibilities,
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costs, and fiscal capacities. A transition plan for removing the balancing factor
from the distribution formula gradually over time needs to be formally speci-
fied. The hold harmless condition, which was perhaps useful in the first year of
DAU operations, should now be relaxed—its continued use directly constrains
equalization goals.

In the end, of course, some horizontal imbalances are likely to remain, as
they do everywhere in the world. This point notwithstanding, it would be use-
ful for Indonesiansto sort out, in more precise terms than they have so far done,
the degree of fiscal inequality they are willing to tolerate. But they should not
stop there. The entire process of fiscal decentralization in Indonesiawould ben-
efit greatly from increased clarity of its objectives and goals. Without a more
explicit recognition of what decentralization is trying to achieve, how will In-
donesians know the extent to which thisimportant endeavor has been successful ?
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Pakistan

Nuzhat Ahmad and Syed Ashraf Wasti
Applied Economic Research Center, Karachi

A. Introduction

Pakistan has a population of 133 million people. Punjab holds 57% of the
population and Sindh, 23%. The two smaller provinces of North West Frontier
Province (NWFP) and Baluchistan hold 15% and 5% of the population, respec-
tively. Large income disparities exist across the four provinces. Sindh is the
richest province with a per capita income of PRs2,348 which is 60% higher
than the lowest per capitaincome of Baluchistan (PRs1,875). The province of
Punjab ranks second in per capita income with PRs1,979 while NWFP has a
per capitaincome of PRs1,418.1

Intergovernmental transfers are a cornerstone of the subnational govern-
ment financing system in Pakistan and the focus of this chapter. We begin by
describing the present intergovernmental transfer system from the federal to
provincial governments. Thisis followed by an examination of the overall in-
tergovernmental fiscal system, including revenue and expenditure assignments
and revenue-expenditure imbalances. We then focus in more detail on the in-
tergovernmental transfer system, considering the volume and composition of
transfers, vertical and horizontal imbalances, and the equalizing role of trans-
fers. We also review therole of implicit transfers and provide an overall evalu-
ation of the transfer system. Thefinal section presents asummary of resultsand
conclusions, as well as a set of recommendations.

B. System of Intergovernmental Transfersin Pakistan

The Constitution of 1973 establishes a basic framework for the man-
agement of public finance, the division of powers, and the distribution of

1. These averages in incomes hide large variations in income disparities within
provinces. Note that the Pakistan currency is the rupee, denoted by PRe (for 1 rupee)
and PRs (for more than 1 rupee).
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revenues between the federation and the provinces in Pakistan. Under the
Constitution, the federation and the provinces have access to a divisible pool
comprising the net proceeds of specified taxesto be shared, in addition to their
exclusive sources of revenues. The federal government meets the additional
requirements of the provincesthrough other various mechanisms, such asgrants-
in-aid, subsidies, subventions, emergency relief, and federalization of func-
tions. Given the importance and complexity of revenue sharing, the Constitu-
tion provides (under Article 160) for periodically setting up aNational Finance
Commission (NFC) to make recommendations on the operation of the divisible
pool, borrowing powers, grants-in-aid, and other such matters.

1. The National Finance Commission Awards

There have been seven different NFC awards in the country since 1951
and the eighth is under way. The revenue-sharing arrangements and the as-
signed share of transfersto provinces under each are presented in Table 1. The
composition of the divisible pool and the proportion in which taxes are shared
are shown under each award. With the exception of the 1974 award, the
trend is towards an increase in transfers to the provinces, as highlighted in the
bottom line of the table. The first five awards were achieved by including
large provincial shares of alimited number of taxesin the divisible pool. Since
1990, there has been a change in strategy with the inclusion of new taxesin the
divisible pool. Under the 1997 award that is now effective, al taxes have been
included in the divisible pool, but the provincial share of individual taxes has
been reduced.

The shares assigned to each of the provinces under the different awards
are presented in Table 2, indicating a generally close correspondence between
revenue share and population share. Table 3 highlights the evolution of the
revenue-sharing formula. The principle of allocating a portion of revenues on
the basis of collection was recognized in the initial awards. The sales tax rev-
enue was distributed fully on the basis of collection from the provinces (ex-
cluding collections from Karachi seaport, which were distributed among the
federated units on the basis of preassigned shares). The weight of collection
was reduced to 30% in the subsequent three awards up to 1970. Revenue from
other sources was distributed to the provinces according to preassigned shares,
often substantially in line with population shares. In the 1970s, collection was
discarded as a criterion for revenue sharing, and the preassigned share was al so
abandoned. Distribution has instead been based solely on population shares of
the provinces (using the most recent available census).

Table 4 shows the transfers to the provinces as a percentage of GDP over
time. It can be seen that these transfers generally demonstrated an increasing
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TABLE1
Revenue-Sharing Arrangements Under Various NFC Awards
(Provincia Share in Percentages)

Divisible Pool Raisman NFC NFC NFC NFC NFC NFC
1951 1961- 1964 1970 1974 1990 1997
1962

A. Income Tax 50 50 65 80 80 80 375
& Corporation
Tax
B. Other Direct 375
Taxes
C. Sdes Duty 50 60 65 80 80 80 375
D. Excise Duty 375
—Tea 50 60 65 80 - -
— Tobacco 50 60 65 80 - 80
— Sugar - - - - - 80
— Betelent 50 60 65 80 - -
E. Export Duties 375
— Cotton - 100 65 80 80 80
—Jute 62.5 100 65 80 - -
Import Duties 375
. Estate/ - 100 - 100 - - 375
Succession
Duties
H. Capital Vaue
Tax on
Immovable
Properties
I. Petroleum 100
Surcharge
J. Gas Development 100
Surcharges

om

100 - 100 - - 375

Total

Div. Pool Transfers 12.8 23.1 27 334 29.8 35.3 373
as% of Fed. Tax
Revenue*

Source: National Finance Commission (NFC) reports.

trend until 1995-1996, after which they declined slightly. However, there has
always been some variation from year to year. A more detailed analysis of the
types of transfers below gives a more comprehensive picture of the importance
of each component of the intergovernmental fiscal transfer system.
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TABLE 2
Assigned Sharesto Provinces Under NFC Awards
(Percentages)

Province Raisman(a) NFC NFC NFC NFC

1951 1970 1974 1990 1997
Punjab 59 57 60 58 58

(64) (62 (60) (58) (58)
Sindh 24 23 23 23 23

(20) (22) (23 (23) (23)
NWFP 15 16 13 14 14

(14) 19 (13 (14) (14)
Baluchistan 2 4 4 5 5

@ @ ©) ®) ®)
Tota 100 100 100 100 100

Source: National Finance Commission (NFC) reports. Population shares in parentheses.

TABLE3
Revenue-Sharing Formula Under NFC Awards
AWARD TAX SHARING CRITERIA
(Weight)

RAISMAN 1951 Sales Tax Collection (100%)*

Income Tax & Excise Duties Preassigned Shares (100%)

Export Duties Preassigned Shares (100%)
NFC 1961-1962 Sales Tax Collection (30%)
NFC 1964 Preassigned Share (70%)
NFC 1970 Others Taxes Preassigned Shares (100%)
NFC 1974 All Taxes Population (100%)
NFC 1990
NFC 1996

* Sales tax collections from Karachi were distributed on the basis of preassigned shares.

2. Typesof Intergovernmental Transfers

Under the current NFC Award of 1997, several types of intergovernmen-
tal transfers are available to the provincial governments. Three are uncondi-
tional. First, revenue sharing on the basis of population includes revenue from
adivisible pool of taxesthat is shared on a62.5:37.5 basis between the federal
and provincial governments. The distribution of funds to each of the provinces
is done on the basis of population shares. These revenue-sharing transfers are
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TABLE 4
Transfersto the Provinces
YEAR GDP (Current Factor Cost)  Percentage of Transfersto GDP
(Million Rupees)
1985-1986 514532 6.60
1986-1987 572479 7.26
1987-1988 675389 7.60
1988-1989 769745 6.90
1989-1990 855943 6.14
19901991 1020600 6.19
1991-1992 1211385 7.24
1992-1993 1341629 7.04
1993-1994 1573097 7.19
19941995 1882071 7.06
1995-1996 2141842 6.94
1996-1997 2457381 6.23
1997-1998 2677656 5.97
1998-1999 2913514 5.79
1999-2000 3173685 6.36

Note: Transfers taken from government account documents.

the largest component of total transfersto the provinces. Second, revenue shar-
ing by origin (straight transfers) includes revenues from royalty and develop-
ment surcharge on gas, royalty on crude oil, and hydroelectricity profits. These
are transferred to the provinces on a collection (origin) basis. Third, special
grantsto backward provinces provide Baluchistan and NWFP with grantsequiva
lent to PRs4.1 billion and PRs3.3 hillion, respectively, for a period of 5 years.
This grant is adjusted in line with the annual increase in the consumer price
index at a projected annual rate of 11%.

In addition to these three unconditional transfers, there are certain condi-
tional grants from the federal to the provincial governments. The magnitude of
conditional transfers, as we shall see later, is relatively low. Some of the key
programs include the following:

(i) Closed-ended matching grantsfor provincial resour ce mobilization pro-
vide federal matching assistance at a 50% rate, up to alimit, for provincial
revenue effort in excess of the historical average growth rate of 14.2%. The
limits on these grants are PRs500 million each for Punjab and Sindh and
PRs100 million each for NWFP and Baluchistan. The program recognizes
fiscal effort only in terms of increase in tax rates, withdrawal of exemp-
tions, imposition of new taxes, and revision of user charges rates.

(i) Development grants are based on approval of provincial annual develop-
ment plans of the federal government. The plan projects are designed and
submitted with their cost implicationsto the Federal Planning Commission
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for approval. Ten percent (5% each) of the total amount is allocated for
NWFP and Baluchistan and the remaining 90% is allocated among all of
the provinces on the basis of their population.?

(iii)  Federal contributionsunder the social action program provide match-
ing transferson a 75:25 basisto finance provincia development expendi-
turesin education, health, water supply, and sanitation.

(iv)  Physical planning and housing project assistance is used to finance
federally approved provincial projectsto upgrade urban infrastructure and
housing. Federal assistanceisgiven to the provincesin theform of condi-
tional nonmatching grants.

V) Tameer—e-Watan Program provides block fund allocations to federal
legislators. In 1994-1995, PRs6 million was allocated for each member
of the national assembly and PRs5 million for each senator. Thefundsare
used for development projects of the provincial ministers of local govern-
ment and rural development.

(vi) Tameer—e-Sindh Program provides federal financing on an ad hoc
nonmatching basis for rural development initiatives in the province of
Sindh.

(vii) Flood and disaster relief grants are ad hoc emergency relief allocations
usually given to the provinces for repair and renovations of basic infra-
structure damaged by natural disasters.

(viii) Other federal initiatives under line ministries fund various provincial
projects, usualy inthe areas of socia welfare, population planning, health,
irrigation and drainage.

(ix) Prime Minister’s discretionary funding allows the Prime Minister to
occasionally provide on adiscretionary basisprovincial/loca governments
with funds to finance special programs.

%) Federal transfers to universities support higher education. This is a
provincial responsibility, but the federal government, through the Uni-
versity Grants Commission (UGC), has traditionally provided financing
on an ad hoc basis, primarily guided by budgetary needs to cover salary
expenditures.

3. Rdiability of Transfersand Macr oeconomic Conditions

One of the problems observed with the current NFC award is that there
are large variations between projected allocations and actual disbursements.

2. The general practice isthat the provincial governments receive development
schemes from elected local bodies during the budget preparation process. Following
approval from provincia planning and development division, these schemes are sub-
mitted to the federal government for approval. Given the resource position of the federal
government, only selected schemes are approved, largely on a discretionary basis.
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TABLES
Actual Disbursements as Percentage of Total Projected Transfers
Under NFC, 1997

(Percentages)
Y ear Total Punjab Sindh NWFP Baluchistan
1997-1998 79.79 76.96 97.11 52.41 125.90
1998-1999 73.71 66.99 81.66 62.73 117.23
1999-2000 74.75 66.04 89.77 59.42 119.78

Source: National Finance Commission (NFC) reports.

Table 5 presents actual shares as apercentage of total projected transfers. It can
be seen that only around 75% of expected funds are typicaly forthcoming.
NWFP is the worst, receiving limited funds of around 50-60%. Baluchistan is
the only province receiving more than what it had expected. This discrepancy
has resulted in a considerable shortfall of fundsto most provinces, forcing them
to borrow to meet their expenditure needs. It has also made planning at the
provincial level more difficult.

There are a number of possible explanations for the variation between
projected and disbursed funds under the latest NFC award. First, a decline in
the collection of import duties due to world recession and dramatic reductions
in the prices of imports has reduced the size of the divisible pool. Second,
domestic recession has led to afall in output, thereby reducing collection from
income and sales taxes and subsequently limiting funds available for transfers.
Third, tax concessions introduced by the Nawaz Sharif government in 1997—
1998 further reduced the size of the divisible pool. Fourth, the actual inflation
rate was less than the projected rate used by the NFC to adjust certain alloca-
tions. Finally, some resources may simply have been diverted.

Since funds from the divisible pool are distributed on the basis of popu-
lation, any reduction in the size of the divisible pool affects larger provinces
more severely. This occurred with the last NFC award when the divisible pool
shrunk considerably due to world and domestic recession. The most heavily
populated province of Punjab was most adversely affected.

C. The Overall Intergovernmental Fiscal System

Before proceeding with a more detailed analysis of intergovernmental
transfers, we first review the overall intergovernmental fiscal system. We be-
gin with an analysis of tax and expenditure assignments and then move on to
consider revenue-expenditure imbalances in the system.
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1. Tax Assignments and Composition

In most countries, assignment of taxes among different levels of govern-
ment is defined in their constitutions. Two considerations are important in de-
termining these assignments. First, there should be a match between expendi-
ture and tax assignments so as to enable the different levels of governmentsto
fulfill their expenditure responsibilities. Second, there may be efficiency con-
siderations with regard to the appropriate level of government for collecting a
particular tax.

Assignments of taxes between national and subnational governmentsin
Pakistan are presented in Table 6. Significant differencesin the assignments of
taxes between federal and provincial governments are apparent. Customs, cor-
porate, and natural resource taxation fall exclusively under the domain of the
federal government. Property tax is the responsibility of provincial govern-
ments. A few of the bases are shared between the federal and provincia gov-
ernments, but sometimes in unclearly justified ways that can create problems.
These include differential treatment of portions of the same base, excessive
taxation of certain bases, and increases in compliance costs.

TABLE 6
Assignment of Taxes (National and Subnational Governments in Pakistan)
FUNCTION ASSIGNMENTS
Customs National
Income National/Subnational
Corporate National
Natural Resource National
Sales Subnational
Excises National/Subnational
Property Subnational
Fees National/Subnational
Others National/Subnational

There is, for example, an element of sharing between levels in the per-
sonal income tax base. Provincial governments levy a professions, trade and
callings tax, and income from agriculture has been subject to provincia taxa-
tion as a separate block of income while al other incomes are taxable at the
federal level. This has created opportunities for tax evasion and by some ac-
counts reduced the progressivity of the income tax system. In addition, spatial
variations are a problem. Given the high tax rateslevied on agricultural income
in Punjab, residents are demanding a rate reduction to harmonize their treat-
ment with that of residents in the other provinces. Similarly, capital gains on
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physical assets have been included inthe provincial tax base while capital gains
on financial assets fall in the purview of federal government. Substantial ex-
emptions granted to the former have significantly increased the relative return
and led to overinvestment in real estate.

The sales tax base is also bifurcated, as the federal government levies a
salestax on goods, whereas provincial governmentslevy asalestax on services,
such aselectricity, hotels, entertainment, etc. Thispractice was adopted because
thefederal government did not want to transfer thefull salestax to the provincial
level dueto evidence of tax exporting. Therewas concern that, given the concen-
tration of industry in Sindh province (over 40% of value added) and its popul a-
tion share of 23%, the levy of the salestax at aprovincial level would lead to a
large volume of tax exporting to the three other provinces. This bifurcation,
however, has created problems in introducing a neutral VAT with tax-invoic-
ing features in the different sectors of the economy. In terms of other indirect
taxes, various excises are prevaent both at the national and subnational level.

Property-related taxes are also of concern. The provincial governments
levy astamp duty on property tax, whilelocal government taxes property trans-
fers and the federal government levies a capital value tax on property sales.
This has resulted in an increase in overall property-related tax incidence and
has also increased compliance costs due to involvement of agencies from dif-
ferent levels of government.

The composition of taxes for the federal and provincial governments is
presented in Table 7. Indirect taxes dominate the federal composition, account-
ing for 70-80% of federal revenue generation over the years. Within this cat-
egory, customs duty and federal excises generate most of the revenues, and the
income tax is the major component of direct taxes at the federal level. Stamp
duties and the motor vehicle tax account for most of the provincia revenues.
The agricultural income tax that was adopted recently accountsfor 12% of total
provincial tax revenues, and land revenue, for another 11% in recent years.
Most other sources of provincia revenue are relatively small.

2. Expenditure Assignments and Composition

The literature on fiscal federalism identifies the basic principles govern-
ing the demarcation of expenditure responsibilities among different levels of
government. Thekey determining factor isthat aparticular public service should
be provided by that level of government which has a sufficiently large geo-
graphical jurisdiction to be able to internalize all the benefits and costs of ser-
vice delivery. This enables decision making to be responsive to beneficiaries.
Involvement of higher levels of government in service provision is justified
where there are spatial externalities, such that provision by local government is
inefficient. In addition, if the provision of servicesis characterized by econo-
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TABLE7
Composition of Tax Revenues (Federal and Provincial Gover nments)
(Percentages)

1985-1986 1990-1991 1995-1996 1999-2000

FEDERAL GOVERNMENT

Direct Taxes 17.0 16.6 28.7 31.2
a) Taxes on Income 16.7 159 27.8 29.1
b) Wealth Tax 0.2 0.5 0.5 12
c) Other Direct Taxes 0.1 0.2 0.4 0.9
Indirect Taxes 83.0 834 71.3 68.8
a) Customs 47.3 448 33.2 184
b) Sales Tax 8.7 16.6 19.0 34.2
c) Federal Excise 27.0 22.0 191 16.2
TOTAL FEDERAL TAX REVENUES 100.0 100.0 100.0 100.0
ALL PROVINCES

Agricultural Income Tax 0.0 0.0 0.0 12.3
Immovable Property Tax 3.0 2.6 2.6 24
Tax on Transfer of Property/Registration 5.3 3.8 3.2 2.2
Land Revenue 7.0 8.8 115 113
Capital Gains Tax 6.7 0.0 0.0 0.0
Prof. Trades/Challings Tax 20 15 2.2 21
Provincial Excise 3.6 4.3 7.3 57
Stamp Duties 27.9 37.3 37.2 31.0
Motor Vehicle Tax 215 17.2 16.2 13.7
Entertainment Tax 8.8 34 18 18
Electricity Duty 7.9 15.7 10.3 7.8
Others (Opium, Education, Betterment, 6.3 54 7.7 9.7

Cotton Fee, Hotel, Other)
TOTAL PROVINCIAL 100.0 100.0 100.0 100.0

TAX REVENUES

Source: Federal and provincial governments, annual budget documents.

mies of scale or if administrative costs of central management are lower, the
case for higher-level provision is stronger. Some services, such as defense,
have a truly national scope and are best provided by the federal government.

The allocation of functional responsibility between national and
subnational governments in Pakistan is presented in Table 8. There is general
adherence to the standard principles of expenditure assignment. Services such
asdefense, foreign affairs, regulation of international trade, currency and bank-
ing are provided by the federal government. The role of the government in a
federation like Pakistan is, of course, smaller than in a unitary state, such that
the national and subnational governments share certain functions. The provi-
sion of social services, such as education, health and social welfare, is signifi-
cantly decentralized.
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TABLE 8
Allocation of Functions (National and Subnational Gover nments)

FUNCTION ASSIGNMENTS
Defence National
Foreign Affairs National
International Trade National
Currency and Banking National
Environment National/Subnational
Interstate Trade National
Immigration National/Subnational
Air and Rail National
Industry National
Agriculture National/Subnational
Education National/Subnational
Health National/Subnational
Social Welfare National/Subnational
Police Subnational
Highways National/Subnational
Power National
Tourism National/Subnational

The composition of expenditures for the federal and the provincia gov-
ernmentsis presented in Table 9. The federal sharein the total national expen-
diture ranges from about 73—75%, with provincial governments accounting for
therest. The federal government dominates the defense sector (100%) and debt
servicing (90%). In most other sectors, the federal roleis smaller and, in some
cases, declining. The share in other social services, for example, declined from
82% in 1991 to 56% more recently. The share of the federal government in the
health sector, on the other hand, gradually increased from an average of 14%
(1985-1991) to around 24% more recently. This is primarily due increased
federal alocations through the Social Action Program (SAP). Provincia gov-
ernments have major expenditure responsibilitiesin education (about 87—89%),
health (75-85%), community services (62—72%), and economic services (47—
75%). Law and order is also a principal responsibility of provincia govern-
ments, with an expenditure share of 58-68%.

3. Imbalancesin Revenues and Expenditures

Having briefly reviewed the allocation of the taxes and expenditure re-
sponsihilities to the federal and the provincial governments, we now turn to
imbalances in their revenues and expenditures. In Pakistan these imbalances
are such that the federal government typically has a surplus and the provincial
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governments a deficit in their respective budgets. The direction of fiscal trans-
fersis, therefore, from the federal to the provincial governments, a pattern gen-
erally observed internationally.®

The magnitudes of the imbalances between total revenues and total ex-
penditures of federal and provincia governments are presented in Table 10.
They indicate that the share of federal government in tax revenue has been very
high (above 90%) over time. Expenditure responsibilities are also large but
relatively smaller (72—74%). The share of the provincial governments in rev-
enuesisvery low (5-8%), but their corresponding expenditure responsibilities
are higher (26-28%). The resulting imbalance has ranged between 18% and
23% over time and represents the gap that should be ideally filled through
intergovernmental transfers from the federal to the provincial governments.

TABLE 10
Imbalances Between Revenues and Expenditures
(Federal and Provincial Gover nments)

(Percentages)
Year Level Sharein Revenues Sharein Imbalance
Q) Expenditures @D-©2
2
1985-1986 Federal 92 74 18
Provincial 8 26 (18)
All 100 100 —
1990-1991 Federal 93 73 20
Provincial 7 27 (20
All 100 100 —
1995-1996 Federal 95 72 23
Provincial 5 28 (23)
All 100 100 —
19992000 Federal 93 74 19
Provincial 7 26 (29
All 100 100 —

Source: Percentages based on data from annual budget documents (federal government and
provincial governments).

The above analysis indicates that provinces are not financially self-reli-
ant. In further analyzing this, we can define provincial fiscal autonomy as the
extent of self-financing of the provincial government expenditure (recurrent
and devel opment) by provincial own tax and nontax revenue sources. An index

3. For a comparison of imbalances between revenue and expenditures across
countries see Pasha (2000).
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of aggregate provincial autonomy is presented in Table 11 and clearly shows
that provincial governmentsin Pakistan have only been able to finance around
12-17% of their expenditures through their own revenues.*

The index of provincial autonomy was also computed for each of the
provinces separately. This index indicates varying levels of self-financing ca-
pabilities of the provinces. The dismal fiscal position of Baluchistan is appar-
ent fromitslow capacity to financeits expenditures (3—4%), followed by around
8-12% for NWFP. However, Punjab and Sindh, the two relatively devel oped
provinces of Pakistan, were able to meet 18% and 19% of their expendituresin
19992000, respectively. They must till, however, depend on the federal gov-
ernment to meet their remaining needs through transfers.

TABLE 11
Index of Provincial Autonomy

Punjab Sindh Baluchistan NWFP All Provinces

1985-1986 193 19.6 43 95 16.3
1986-1987 18.9 17.8 4.2 84 15.6
1987-1988 17.5 16.3 45 11.6 15.2
1988-1989 191 16.1 4.0 111 15.7
1989-1990 190 20.6 4.4 11.6 16.8
1990-1991 19.9 18.9 41 10.9 16.9
1991-1992 195 18.0 28 9.7 15.6
1992-1993 175 132 30 8.8 134
1993-1994 19.3 12.4 3.2 85 13.9
1994-1995 149 131 31 8.2 121
1995-1996 14.3 14.6 31 8.3 12.3
1996-1997 16.5 16.8 3.3 10.0 14.2
1997-1998 211 20.2 32 9.1 17.2
1998-1999 184 221 32 104 16.4
1999-2000 18.1 18.9 3.7 10.5 15.7

Source: Data for computing the index were taken from various budget documents of Gov-
ernment of Pakistan and provincial governments.

4. Theindex of provincial autonomy is defined as:

éTR+G+Bul

IPA—|1- 67 X 100
- 4
Where:
TR = Total Federal Transfersto Provinces
G = Tota Federa Grantsto Provinces
B = Total Provincial Borrowing

Exp Provincial Total Expenditure



190 Intergovernmental Fiscal Transfersin Asia

D. Sizeand Distribution of Intergovernmental Transfers

In this section, we consider the volume and distribution of the various
types of intergovernmental fiscal transfers to provinces. We also consider the
magnitude of vertical and horizontal imbalances and the extent to which inter-
governmental transfers offset them.

1. Volume of Aggregate and Individual Types of I ntergovernmental
Transfers

We now turn to a review of the volume and distribution of five broad
categories of intergovernmental resource flows. These are formula-based trans-
fers from the divisible pool of shared taxes, straight transfers defined on the
basisof collection, devel opment and nondevelopment grants, federal loansfrom
national own sources, and foreign loans through the federal government.

Table 12 presents some key information on the volume and importance
of transfers in Pakistan. The magnitudes of real per capita transfers (measured
at constant prices of 1990-1991) registered amost a fourfold increase from
PRs365 in 1985-1986 to PRs1,515 by 1999-2000. The proportion of transfers
as a percentage of GDP has not varied much over time, hovering between
6—7.5%. Transfers as a proportion of federal revenues ranged from 34 to 44%
between the years 1985-1986 to 1999-2000. Relative to provincial own rev-
enues the magnitude of transfersis enormous, indicating high financial depen-
dence on the federal government. The magnitude of these transfers increased
from five times that of provincial revenues in 1985-1986 to seven-and-a-half
timesin 1993-1994. The financing of provincial own expenditure from federal
transfers peaked at 92% in 1993-1994. They averaged around 77% (during
1985-1991) and 87% (during 1991-1997), standing at 86% in 1999—2000.

The importance of the various forms of intergovernmental transfers is
indicated by their sharein total transfers. Table 13 presents an overall distribu-
tion of intergovernmental transfers. Certain patterns are observed from this dis-
tribution. The average share of divisible pool tax transfers has increased over
time from 36% in 1985-1986 to 56% in 1989-1991. After rising to 78% in
1996-1997, it settled at 62% in 1999-2000. Shared transfers to provinces have
increased over time mainly due to the considerable broadening of the divisible
pool by including more taxes, as explained above. The same pattern is ob-
served for straight transfers (origin-based) to provinces, which rose from 1 to
18% during the period from 1985-1986 and 1991-1992. Currently, they com-
prise 12% of total transfers. Straight transfers assumed greater importance in
the intergovernmental arrangements in Pakistan after the announcement of the
NFC Award of 1991.

Theincrease in formula-based revenue sharing and straight transfers over
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the years has primarily occurred at the expense of grants (development and
nondevelopment). The provision of large grants (nondevelopment) to meet
budget deficits was the common practice prior to 1991. The federal govern-
ment has refrained from providing large provincial budgetary deficit grants (an
average of 29% of the total during 1985-1991) after the increase in shared tax
transfers. Greater use of formulatransfers has led to more certainty in the trans-
fer receiptsfor the provincia governmentsand provided them with some greater
financial autonomy to finance and plan their expenditures. The system has also
been simplified. However, the predictability is not absolute, asindicated by the
large discrepancies between projected and realized NFC funds discussed above.

Table 13 further shows that development grants form a small proportion
of the total transfersto the provinces, and federal 1oans have also assumed less
importance over time. The federal government previously appeared to exercise
less control over provincial government borrowing powersin the form of over-
draft facilities. The Central Bank introduced stricter control in the late 1990s,
and the share of loans in total resource flows to the provinces declined from
21% in 1985-1986 to 3% in 1999-2000. There has been some variation in the
share over the years, but it has consistently been below 10% in recent years. In
contrast, the share of foreign loans has increased as a proportion of total trans-
fers to the provinces, 12% and 10% in 1998-1999 and 19992000, respec-
tively. This has been mainly due to the greater volume of donor funds flowing
through the social action program.

The distribution of the several forms of transfers from the federal to the
various provincial governments is presented in Table 14. The relative impor-
tance of transfers across the various provinces indicates that in Punjab, the
share of divisible pool tax transfersin overall provincia transfers hasincreased
from 53% in 1988-1989 to around 75% in 1999-2000. The shared-transfers
component was, respectively, around 58% and 51% of total transfers to Sindh
and NWFP in 1999-2000. The shared transfer component is not as important
for Baluchistan, and its significance has declined to 30% of total transfers for
the province recently. Baluchistan and NWFP, the two backward provinces of
Pakistan, have been the main beneficiaries of straight (origin-based) transfers
following the NFC Award of 1991. Straight transfers are most important to
Baluchistan at 31% of their total transfers in 1999-2000, mainly due to the
natural resource endowment of the province.®

Similar to the trend with the overall transfer position, the increase in the
shared and straight transfers to different provinces has been at the expense of
grants, which have uniformly gone down in importance over the years. Both

5. The province of Baluchistan accounts for 49% of the total gas production in
the country.
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development and nondevel opment grants constitute a very small proportion of
total transfersin Punjab, 2.6% and 6.4%, respectively in 1999-2000. Develop-
ment grants have been generally small in all of the provinces, with NWFP reg-
istering the highest figure at 2.9%. Nondevel opment grantswere most important
in Baluchistan at 23%, compared to around 12% in NWFP and 14% in Sindh.

Federal loansand foreign loans (through the center) to different provinces
show a pattern similar to the overall position, with federal loans being less
important than foreign loans. Due to greater availability of funds from the di-
visible pool of taxes and relatively stringent federal government effortsto exer-
cise financial discipline, the share of federal loans in the total transfers has
declined to generally less than 10% since 1994-1995, while foreign loans
channeled to provinces through the federal government have been generally on
therise.

2. Vertical Fiscal Imbalances

The existence of revenue-expenditure imbal ances was documented in the
discussion of Table 10 above. Additional details on vertical fiscal imbalances
presented in Table 15 indicate that thisis consistently amajor issuein Pakistan.
These imbalances between revenue and expenditure increased from 18% in
1885-1986 to over 23% in 1995-1996. The vertical imbalance was 19% in
1999-2000.

These vertical fiscal imbalances in Pakistan are partly due to the limited
and largely stagnant fiscal capacity of the provinces and substantial increases
in total provincial expenditures (current and devel opment) over time. Stagnant
fiscal capacity results from overcentralization of taxing responsibility and gen-
erally weak provincial tax collection. Expenditureincreasesresult fromincreased
demand and slack fiscal management.

As noted above, most of the large and buoyant tax bases relating to inter-
national trade and domestic income, production and sales are reserved by the
federal government, and only limited fiscal powers are available to the provin-
cia governments. Several existing provincial taxes, such as agricultural in-
come, urban property, services sector, vacant land, capital gains, etc., remain
underdevel oped. In addition, the performance of provincesin recovering costs
of service provision leaves a lot to be desired. The extent of recurrent cost
recovery in economic sectors likeirrigation, agriculture, highways, etc. is only
about 20%. Inthe social sector, provincial cost recovery isonly about 3%. Asa
whole, provincia own revenues could be substantially enhanced from their
current levels.

Rauf and Rafia (1996), who documented declining fiscal effort by the
provincial governments in early 1990's, found evidence of low fiscal effort
(measured in terms of actual collection as percentage of potential tax capacity)
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of provincial governments in Pakistan. Following the announcement of 1991
NFC Award, when significantly larger federal transfers were made to the prov-
inces, the index of fiscal effort of the two backward provinces, Baluchistan and
NWFP, declined significantly. Baluchistan’ s effort reduced from 0.63 in 1989—
1990 to 0.47 in 19911992, and NWFP's effort declined from 0.94 to 0.64 for
the same period. The study also reported that at the time of announcement of
the 1996 NFC Award, federal authorities had a perception of profligacy in the
expenditures and lack of own-revenue generation effort at the provincial level.
During the 1980s, provincial current expenditure increased at an average an-
nual rate of over 17% (more than projected by NFC) while own revenue in-
creased only at the rate of 10%. Provincial revenues also decreased from 1.2%
of GDP in the 1970s to 0.6% in the mid-1990s.

Table 15 indicates that intergovernmental transfers have offset the verti-
cal fiscal imbalances since 1992—-1993, following the announcement of the 1991
NFC Award.® The shared tax transfer al one offsetstheimbalancesin the aggre-
gate, leading to a surplus of 3%. Including straight transfers and development
grants continues to improve the balance in favor of the provinces to 8%. In-
cluding other federal grants further improves the balance to 12% in favor of
provincial governments in 1999-2000.

Although the extent of vertical imbalance improved in favor of provinces
following receipts of intergovernmental transfers, their accounts still show bor-
rowings from federal government. Thisis dueto the lag in receipts of intergov-
ernmental transfers and the timing of actual expenditures. Generaly, there are
procedural delays in actual disbursement of transfers due to tax auditing and
accounting prerequisites of the Central Board of Revenue (CBR)/Ministry of
Finance. Another reason for borrowing by provinces is the typica shortfall in
federal revenue in the divisible pool of taxes compared to budgeted revenues.
Normally, the provincia governments expenditures are planned on the basis
of anticipated transfers from the federation in light of the budgetary estimates.
These estimates are generally revised before the end of the financial year. The
timing of actual expenditure incurred and procedural delaysin receipts of fed-
eral government transfers and other shortfallsin provincial revenuesforce pro-

6. These estimates of fiscal vertical imbalances are based on Shah' s (1997) work
on Indonesia. The method uses several indicators: (i) the share of expenditures financed
through own revenues; (ii) the share of expenditures financed through own revenue plus
shared taxes; and (iii) the share of expenditures financed through own revenues plus
shared taxes plus unconditional grants. The analysis is done both in terms of current
expenditure and total expenditures of the provincial governments. Shah found that only
two of 14 countries he analyzed were able to eliminate vertical imbalances through
intergovernmental fiscal arrangements.
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vincial governments to resort to borrowing, usually for short durations during
which they run overdrafts and may show a deficit balance in their accounts.

3. Horizontal Fiscal Imbalances

Horizontal fiscal imbalances refer to an excess of expenditures over rev-
enues of different units of the same level of government. Revenue differences
across provinces may arise due to differencesin fiscal capacity or fiscal effort.
Similarly, expenditure differences across provinces may be the result of differ-
ences in the unit cost of provision of public services or due to quantity and
quality differentials. Baluchistan, for example, the poorest province in Paki-
stan, is spread over an area of 347,190 kn? with a small population, which
increases its per capita cost of providing certain services compared to the other
provinces.

Ideally horizontal imbalances are calculated using differences in fiscal
capacity and fiscal need of a sublevel of government unit. Fiscal capacity is
defined asthe ability of agovernment to raise revenues from the sources allowed
to it. Fiscal capacity is measured using information on major tax bases and
standard (average) tax rates. This method measures the revenue that could be
raised by the sublevel government if it taxes all standard tax bases at average
rates. However, it isdifficult to obtain relevant data (on tax basesin particular)
in Pakistan.

Similarly, fiscal need may be defined as the sum of the priority expendi-
ture needs of a subnational government. But in the absence of a consensus
regarding priority needsand given thevarying degree of inter- and intraprovincial
access to services and facilities, it is difficult to estimate needs and the volume
of funds required to finance them. Given these data limitations, it is not pos-
sible to estimate own-revenue potential and expenditure needs of the provinces
on anormative basis.

Given the lack of data, the next best option is to measure horizontal im-
balance using a method applied by Pasha (2000) in a recent study of Pakistan.
Horizontal imbalance is measured as the extent to which current expenditures
are not covered by own revenues. This approach is similar to the analysis
of provincial autonomy discussed above, but we provide additional detail in
Table 16. The results indicate significant differencesin fiscal capacity across
provinces as measured by per capita own revenues. Sindh appears to raise the
highest per capita own revenues (PRs372) almost three times more than the
lowest per capita revenue province, Baluchistan (PRs121), in 1999-2000. In
contrast, per capitacurrent expenditures appear to be highest in thetwo backward
provinces of Baluchistan (PRs2,532) and NWFP (PRs1,903). The per capita
expenditure in Sindh was PRs1,841 and Punjab, PRs1,250 in 1999-2000. The
higher per capita expenditurein the two backward provincesis attributed partly
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to relatively high unit costs of provision of public services and partly to greater
fixed costs of running a province covering a much smaller population.

Given the revenue and expenditure position of various provinces, the
extent of horizontal imbalance is highest in the province of Baluchistan (95%).
NWFP was able to finance 12% of its current expenditures through own rev-
enues. Punjab and Sindh, which were better off, were able to finance around
20% of current expenditures through their own revenues. The distribution of
horizontal imbalances was further confirmed by arank correlation analysis of a
measure of horizontal imbalances (the difference between provincial own
revenues and current expenditures) relative to per capitagrossregional product
(GRP). The results reported in Table 17 show arank correlation of —0.8.” This
indicates that provinces with lower per capita incomes generally have arela
tively large resource gap.

The degree of fiscal equalization achieved by the transfer system is also
measured by examining rank correlation coefficients of provincial per capita
GRP with per capita revenues, various provincia transfers, and (post-transfer)
expenditures. Results of the analysis are presented in Table 17. The overall
results suggest that, while different forms of transfers have had different rela
tive effects at different times, fiscal decentralization has been carried to a point
where per capita expenditure is generally higher in more backward areas.

TABLE 17
Rank Correlation Coefficient with Per Capita GRP
YEARS 1985-1986 1990-1991 1992-1993 1994-1995 1999-2000
Own Revenue-Expenditure (2.0 (0.8) (0.8) (0.8 (0.8
Imbalances
Per Capita Current (0.8) (0.8) (0.8) (0.8 (0.8
Expenditure
Per Capita Total Expenditure (0.8) (0.49) (0.8) (0.8 (0.8
Per Capita Own Revenues (0.2 1.0 1.0 1.0 0.4
Per Capita Straight Transfers 0.5 (0.2 (0.8) (0.8 (0.8
Per Capita Divisible Pool 0.4 0.2 0.8 (0.8 (0.4
Transfers
Per Capita Total Federal (0.6) 0.8 0.8 0.8 (0.8
Grants
Per Capita Federal Loans 04 0.2 (2.0 (0.49) (0.8)
Per Capita Federal Total (0.6) 0.8 0.8 (0.8 (0.8
Transfers
Per Capita Tota Provincial (0.8) (0.8) (0.8) (0.8 (0.8
Revenue

Source: Data for computing the coefficient was taken from various budget documents of the Govern-
ment of Pakistan and provincial governments.

7. The coefficient of rank correlation is a measure of degree of interrelationship
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It isimportant to mention that although the per capitaexpenditureishigher
in two backward provinces, disparities still persist due to large backlogs in
access and higher unit costs of service provision. As expected per capita own
revenues have a positive correlation with per capita income. Transfers play a
strong equalization role, as the magnitude of these transfers to the backward
provinces is much higher as indicated by the rank correlation coefficient of up
to—0.8 in recent years. Transfers have generally become more equalizing since
1992-1993. The grants are also playing a strong equalization role, as the two
backward provinces, i.e., Baluchistan and NWFP, are the major beneficiaries
of these grants.

E. Implicit Intergovernmental Transfersand the Role of ADB

Some of the resources that flow to provinces are not accounted for in
provincial budgets. It is important to understand how these resource flows af -
fect the overall distribution of public funds. In addition, the effects of resources
provided by international agencies, such asthe Asian Development Bank (ADB),
are not well understood. In this section, we briefly consider these issues.

1. Implicit Intergovernmental Transfers

Having considered transfer figures reported in the budgets of the federal
government and the provincial governments, we now examine transfers that
are not explicit in nature. The flow of funds from these implicit transfers may
be substantial and may significantly alter the equalization impact on the prov-
inces. For the present analysis, these implicit transfers consist of the compo-
nents of the federal Public Sector Development Program (PSDP).

Thefederal PSDPisaregular annua feature (announced with the federal
budget) and prepared in line with the policy framework of the government. The
PSDP document states:

or interdependence between ranks of two variables. It isdenoted by r and can be calcu-
lated by using the following formula:

é 6ad?u
i v
n(n -1)

where: d = difference of corresponding ranks of two variables
n = no. of paired observations
The interpretation of coefficient of rank correlation is similar to that of coeffi-
cient of correlation. Its value lies between —1 and +1. A perfect inverse relationship
between ranks of two variablesindicated by avalue of —1 implies that the two variables
are moving in opposite directions.
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“

. objectives are to pursue the goal of structural and macroeconomic
adjustment in order to bring stability in the economy. It aims at balanced
development, wider dispersal of economic benefits amongst people at
large and removing regional disparities as far as possible.”

The PDSP includes development schemes of federal ministries/divisions,
provincial development programs, special development programs (such as
Tameer—e-Watan Program, Tameer—e-Sndh Program, Afghan Refugee Pro-
gram, etc.) and nonbudgetary development programs of federal corporations.
These programs are undertaken in all four provinces.

In the absence of formula-based and transparent PSDP all ocationsto prov-
inces, apopular perception has developed that the politically and economically
powerful and developed provinces of Punjab and Sindh are able to get greater
PSDP allocations. Part of the argument is that about 45% of the PSDP goes to
defense, which is allocated in favor of Punjab, such that PSDP is playing a
disequalizing role. Given the overall size of the PSDP and the lack of transpar-
ency in the process of allocation across provinces, there may be major and
unpredictable implications for long-term growth and regional inequalities in
the country. There are also provincial fiscal implications because under the
PSDP, the expenditures through completion of afunded project areincluded in
the project costs and are the responsibility of the federal government. How-
ever, after the project is handed over, the maintenance responsibility usually
shiftsto the provincial governments. Thus, it isimportant to analyze the PSDP.

An attempt was made to examine the allocations of funds under the PSDP
to different provinces with aview to determining how these funds are allocated
to the relatively developed and backward provinces. The analysis was under-
taken on published PSDP data of 1990-1991 and 1997-1998 to 1999-2000.8
Various identifiable scheme/projects by sector and costs are allocated to each
province. Projects with jurisdictional spillovers and without provincial break-
down costs are lumped together in one category “spillover”. The spillover
projects, roughly 50% of ministries/budgetary corporation program total costs,
were excluded from the analysis because they cannot be alocated to specific
provinces. The analysis of PSDP was aso difficult in a few cases where the
domestic component of cost by scheme/project was given but the foreign loan

8. Thetotal sizeof the budgetary development programin 1999-2000isPRs116.3
billion, which is about 18% higher than the revised budgetary program for 1998—1999.
Out of the total allocation, PRs41.3 billion has been allocated to the devel opment pro-
gram of federal ministries/divisions;, PRs28.8 hillion for provinces, PRs3.9 hillion for
specia areas, PRs3.6 hillion for special program, and PRs38.7 hillion for the federal
corporations program to be financed from the budget.



Pakistan 205

or grant components were not separately identified. These were reported as
overall sectoral alocations only (e.g., industry, agriculture). It was therefore
not possible to allocate this foreign funding component to individual schemes.
Itisalso important to highlight that the size of the federal nonbudgeted compo-
nent of PSDP alocated to autonomous budgetary corporations is very large
and has a strong bearing on regional growth and equity. Unfortunately, infor-
mation on nonbudgetary allocations to these bodies was not available, so this
component could not be included in the analysis.

Based on the identifiable components of the federal PSDP, the impact of
implicit transferson regional disparitieswas analyzed. Theresultsare presented
in Table 18, which shows per capita allocations for 1989-1990 to 1999-2000
as well as rank correlation coefficients comparing per capita PSDP with per
capita gross regional product across provinces. In the years up to 1992-1993
andin 1998-1999, relatively devel oped provinces appeared to receive agreater
PSDP alocation. In the remaining years, federal PSDP played an equalizing
role, with the rank correlation coefficients ranging from —0.04 (1994-1995) to
—0.69 (1996-97). Similarly, the federal corporation program from 1992—-1995
and from 1998-2000 and the federal ministries program in all years except
19941995 and 1998-1999 also seem to have played an equalizing role. The
coefficients, however, are unstable, jumping around considerably across com-
ponents and years. Given this and the difficulties involved in alocating a sub-
stantial proportion of PSDP expenditures, it is inappropriate to draw any firm
conclusions on their overall equalizing or disequalizing impact.

2. ADB-Funded Infrastructure Projects

Pakistan has traditionally been alarge borrower from the ADB, with cu-
mulative loans of US$9.8 hillion at the end of 1999. At this time, Pakistan
became the second largest borrower from ADB and the largest recipient of
loans from its concessional window, Asian Development Fund (ADF). The
sector distribution of cumulative lending is presented in Table 19. Agriculture
and energy have been the leading recipient sectors with shares of 29% and
28%, respectively, followed by finance (14.6%), social infrastructure (11%),
and transport and communications (about 8%). The small balance is lent to
industry and nonfuel minerals or is multisectoral. Over time, the sectoral distri-
bution of lending has changed to reflect development opportunitiesin Pakistan
aswell as changesin government and ADB priorities. The share of socia infra-
structure, for instance, rose from 27% in 1992 to 42% in 1996.

The project details of ADB lending in Pakistan are provided in Table 20
and show that ADB has undertaken varied projects in the four provinces of
Pakistan. Since the 1990s, funding has substantially gone to agriculture and
natural resources in Punjab, and to energy and roads in Sindh. Other areas of
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focus include irrigation and rural development in NWFP and gas (energy) in
Baluchistan.

Considering the total value of the projects and limited options available
to the provinces to finance their capital projects, the role of ADB-funded pro-
jects has recently become even more significant in provincial development. An
analysis of fiscal equalization should include the impact of these implicit trans-
fers to the provinces. There is a common perception among experts that the
impact of ADB-funded projects may be disequalizing. It is therefore important
to analyze this matter, but sufficient disaggregated data are not available for
this purpose.

TABLE 19
Cumulative ADB Lending to Pakistan (As of 31 December 1999)
Sector No. of Loans Amount of Loans Percentage
(US$ million)
Agriculture and Natural Resources 55 2832.6 28.9
Energy 43 2707.0 27.6
Finance 33 1427.0 14.6
Social Infrastructure 24 1078.2 11.0
Transport and Communications 11 767.0 7.8
Industry and Nonfuel Minerals 16 648.4 6.6
Multisector 3 344.0 35
TOTAL 185 9804.2 100.0

Source: Asian Development Bank.

F. Overall Evaluation of the Intergovernmental Transfer System

The intergovernmental transfer arrangements in Pakistan, which include
shared taxes based on population, straight transfers based on collection origin,
and various grants, have been criticized by experts for severa reasons. The
straight transfers component (12% of total transfer revenues) returns selected
resource revenues (0il, gas excises and royalties, and hydroelectric profits) to
the point of collection. These arrangements are criticized for having no particu-
lar economic justification. On the other hand, they do benefit the smaller and
lesswealthy provinces, but this creates some major resentment. Larger, wealthy
provinces are now seeking similar resource treatment for their agricultural com-
modities. Some argue that revenues from straight transfers would be better uti-
lized for equalization if they were a part of afederal general revenue pool used
for financing fiscal equalization transfersto the provinces. However, given the
distribution of natural resources and the current political environment, it may
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be advisable to continue with the present system of straight transfers as they
provide some resources to backward provinces.

The flow of funds through tax revenue-sharing arrangements (62% of
total transfer funds) is done on basis of population. This program is to be com-
mended for itssimplicity and objectivity intransferring alarge pool of resources
in a predictable fashion to bridge vertical fiscal imbalances. Moreover, Shah
(1997) points out that these transfers are equalizing with respect to own tax
collections and also mildly redistributive with respect to provincial GDP. The
program, however, does promote excessive dependence of provincial govern-
ments on federal transfers, which reduces own-source revenue collection
incentives and encourages weak tax administration. As a consequence, the pro-
vincial tax bases are far from fully exploited, and further tax decentralization
remains an unexplored option.

Traditionally very little attention has been given in Pakistan to fiscal
capacity in addressing regional equity issues. The transfers system has lacked
an explicit equalization standard agai nst which achievements can be evaluated.
Adoption of aformal fiscal capacity equalization program and all ocation among
provinces by an appropriate predetermined formulawould set aspecific standard
of equalization to be achieved. This would aso help to determine the total
amounts of transfers in-advance, facilitating the planning of expenditures. The
approach adopted by the NFC prior to the 1997 Award was purely one of gap
filling where the deficitsin the provincial budgets were being met. There were
also no incentives in the system to reward greater revenue effort or efficiency
in expenditure management.

The NFC of 1997 introduced a matching grant system. Under this sys-
tem, an additional matching grant, which is equal to additional revenue mobi-
lized from taxation reforms involving rate increases, removal of exemptions or
introduction of new taxes,® is given to the provinces There are two contrasting
views on the impact of thisreform. Oneview isthat for thefirst time, emphasis
has been placed on incentives for better resource mobilization and an explicit
premium is placed on the level of fiscal effort in the revenue sharing formula.
The closed-ended nature of the program isal so seen aslimiting potential abuses.
If considerable improvementsin revenues were seen, proponents argue that the
matching grants system could be expanded to include al revenuesin its net.

The contrasting view isthat the program of matching transfersfor resource
mobilization is not well conceived. It rewards provinces for higher tax effort
due to changes in structure and rates of taxation but provides no incentives for

9. The Tenth Finance Commission in India included fiscal effort as one of the
criteria for alocating revenues from the divisible pool. Ten percent of transfers have
been linked to tax effort.
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revenue increases due to improvements in tax collection and administration.
The program al so shows alack of concern with additional burden of taxation at
atime of deteriorating quality and quantity of provincial public services. The
services provided by the provinces have been deteriorating over time, and ad-
ditional taxation from the provinceswithout an accompanying increasein quality
of provision may not be acceptable to the taxpayers. To be successful, reward-
ing general fiscal efforts as opposed to the present, more limited approach may
prove to be more powerful in raising provincia revenues.

Federal-provincial specific purpose transfersin Pakistan are generally ad
hoc and discretionary, and they primarily meet political rather than economic
objectives. Certain transfers are intended to compensate the two fiscally disad-
vantaged provincesfor their weak fiscal capacitiesbut higher expenditure needs.
In the absence of significant tax decentralization and aformal equalization pro-
gram, these represent a pragmatic approach to dealing with expenditure need
differentials. As discussed later in our recommendations, however, a distribu-
tion formula based on indicators of backwardness would be more appropriate
for distributing funds to these provinces.

The deliberations of a newly constituted National Finance Commission
(NFC) have commenced and the respective positions of the federation and the
federation units regarding future intergovernmental revenue-sharing arrange-
ments have become clear. The research team interviewed various representa-
tives of the Ministry of Finance, the provincial governments of Punjab, Sindh,
Baluchistan, and NWFP, experts on public finance, and media personnel. Vari-
ous articles in the newspapers on the 1997 NFC Award were also consulted.
First, it appears that there is a lack of federal willingness to further share tax
revenues with the provinces. This stems from the current state of federal
finances, with a high and rising budget deficit. The federal government has the
primary responsibility for controlling the national budgetary deficit and retir-
ing and servicing the activities in the country. Second, there exists in federal
circles aperception of profligacy in expenditures and lack of own revenue gen-
eration at the provincia level, further dampening interest in providing addi-
tional resources. The federal government needs to resolve these problems by
creating proper incentives for the provinces to behave as a responsible tier of
government, rather than taking punitive actions, such as a substantial cut in
revenue-sharing transfers.

The perspectives of the various provinces generally reflect their intent in
increasing the share of resources that they receive. Sindh, for example, which
accounts for 70% of the revenue from all taxes, advocates a greater weight for
origin of collection in the transfer of resources. Punjab is pushing for institut-
ing royalties on their important commaodities (wheat, rice, and cotton), arguing
that these, like oil, are natural resources and should be treated as such.
Baluchistan, being the largest province, would like to see a distribution for-
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mulathat places considerable emphasis on area. The NWFP is concerned that it
is not receiving its electricity royalty as provided for in the Constitution. One
point of agreement among the provinces was that the federal government has
been paying little attention to the provincial concerns, and more needs to be
done to meet their demands. There seemed to have been little room for negotia-
tionsin the past. The recent decision to constitute Provincial Finance Commis-
sionsis considered a step in the right direction. In the present environment and
period of resource scarcity, however, there is concern that designing a system
that is acceptable to all of the major players may be difficult.

G. Summary and Recommendations

In this section, we briefly summarize our main findings on the role of
intergovernmental transfers in Pakistan. This is followed by a set of recom-
mendations for reform of the transfer system.

1. Summary of Findings

The gap between the revenues and expenditures of the provincial gov-
ernments has ranged between 18% and 23% over time and has been substan-
tially filled through intergovernmental transfers. Average transfers to the
provinces from the revenue-sharing divisible pool have increased over time,
mainly due to a broadening of the pool by including more taxes. Federal trans-
fersfinance over 80% of the expenditures of the provincial governments, which
have generally become more dependent on the center over time. Baluchistan is
the most dependent province and finances only 5% of expenditures, followed
by NWFP (10%), Punjab (18%), and Sindh (19%).

Shared transfers are the major component, accounting for 62% to 78% of
total transfers in recent years. Straight transfers (12-15%) have assumed in-
creased importance over time, while grants (2—13%) have been more unstable
and decreased in importance. Within the grants category, the nondevel opment
component hasincreased and the devel opment component has decreased. Shared
transfers are most important to Punjab (more than 80% of the province's total
transfersin most years), but they also account for almost 50% of total transfers
in Sindh and NWFP. Baluchistan and NWFP arethe main beneficiaries of straight
(origin-based) transfers, largely because of their endowments in the resources
covered by the included revenues. Nondevelopment grants are particularly
important to Baluchistan and finance substantial deficits. Federal loans have
become generally lessimportant over time due to stricter federal control, while
the share of foreign loans in total transfers has increased due to donor funding
through the SAP.

Shared transfers and straight transfers both play an equalizing role. Grants
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also mainly go to the backward provinces. There are considerableimplicit trans-
fers in the system through the PSDP that may be disequalizing, but this is not
strongly established. ADB and other international institutions also provide sub-
stantial funding to Pakistan’s provinces. There is a perception that these re-
sources may be disequalizing, but adequate data are not available to support or
reject this hypothesis, so that more detailed analysisis required.

2. Recommendations

Our recommendations are divided into the following broad categories:
(a) improving the formula for shared taxes; (b) enhancing transparency and
provincial fiscal responsibility; (c) understanding the impact of public sector
development program and nonbudgetary components to autonomous bodies,
(d) instituting better provincial monitoring and evaluation; (€) rationalizing taxa-
tion assignments and size of the divisible poal; (f) improving the disposition of
ADB resources; (g) providing soft loans to disadvantaged provinces; and (h)
conducting further study on local governments. Each is briefly discussed in
turn.

a. Improving the System for Distribution of Shared Taxes

Backwardness and poverty should be explicitly incorporated in the allo-
cation of shared transfers, and they should be more comprehensively measured
through an index that uses multiple indicators. These may be broadly catego-
rized as socioeconomic and demographicindicatorsrelated to income and wedl th,
housing, transport and communication, education, health, gender equality, etc.
Some of the indicators used in the human development index, for example,
would be relevant.’® We recommend that a fixed percentage (5%) fund from
the divisible pool be allocated first to the backward provinces and the remain-
ing bedisbursed on the basis of apredetermined formula. An equalizing formula
similar to the one used in India could be developed, and it could beimproved as
better data become available. Allocations out of the equalizing fund should be
made to fund a specific minimum level of basic services. More funds should be
allocated to those provinces further away from the minimum required level,
taking into account fiscal capacity. These allocations must also take the differ-
ences in the costs of service provision across provincesinto account to achieve
equalization. The funds for provision of services should be performance-based
and should not reward provincia inefficiencies.

10. Seethe 1997 Human Development Report for details on the computation of
the human development index (HDI).
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b. Enhancing Transparency and Provincial Fiscal Responsibility

A number of steps could be taken to improve transparency and fiscal
responsibility. First, replacement of discretionary grants with mandatory rev-
enue-sharing transfers has the advantage of making transfers transparent and
promoting greater provincial autonomy. Second, a ceiling on the provincial
loans would have the effect of lowering both federal debt and the downstream
debt servicing obligations of the provinces. It would also compel the provinces
to generate higher revenue surpluses, either through resource mobilization or
economy in current expenditure, to sustain growth in development expendi-
ture. Finally, the federal government may promote the process of resource
mobilization by the provinces through a matching grant scheme linked to a
broader spectrum of provincial tax reform options than at present. If properly
implemented and the federal government honors its commitments, the scheme
can be amagjor stimulus for higher provincial fiscal effort.

¢. Documenting the Impact of the PSDP and Nonbudgetary Components

The Public Sector Development Program (PSDP) and its components
should be analyzed in greater detail to determine whether they are equalizing or
disequalizing. Anin-depth analysis of the flow of fundsto the provincesthrough
all PSDP activities should be undertaken. In addition to analyzing the effects of
the existing PSDP and nonbudgetary items, we also recommend that the pro-
vincial components of the PSDP be increased to allow the provinces more con-
trol over development in their areas. All national budgetary bodies that spend
in the provinces should ideally have provincia representation to ensure trans-
parency in their functioning and to guard the interest of the provinces. The
foreign aid component of all development activities should also be clearly iden-
tified and analyzed to determine its equalizing or disequalizing effect.

d. Establishing Improved Monitoring and Evaluation

When the disbursement of funds allocated through the NFC is delayed,
the provinces are forced to resort to borrowing to meet their expenditure re-
quirements. The uncertainty also causes funding from foreign-aided projectsto
be delayed. We recommend that an independent monitoring body be set up
through legislation to ensure timely and transparent distribution of all funds, to
monitor the flow of funds, and to evaluate the performance of the provinces.
Donor-funded projects might also be dealt with through this body to ensure
their efficient operation and timely completion.
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e. Rationalizing Tax Assignments and Sze of the Divisible Pool

The present division of certain taxing powers between the center and the
provinces resultsin many problems; there are al so issues with the sharing of the
divisible pool. Taxes of local origin, such as the personal income tax and sales
tax, should go the provincial governments to broaden their revenue-raising
potential. The federal government may collect the taxes on behalf of the prov-
inces and charge them collection costs, as under the present system for certain
taxes. In addition, since the divisible pool for shared taxes now includes all
taxes, there has been atendency on the part of the federal government in recent
years to impose certain surcharges on taxes that do not have to be included in
the divisible pool. The federal government should either refrain from imposing
such surcharges or the proceeds from these should a so beincluded in the divis-
ible pool.

f. Improving the Use of ADB Resources

Given concerns about the possible disequalizing effect of ADB funds, a
few points are suggested to ensure that backward provinces in Pakistan get a
larger share of the funds allocated for infrastructure development by ADB and
that better analyses can be conducted in the future. First, ADB should use addi-
tional indicators (not only population) in its selection criteria. Indicators of
backwardness and impoverishment should be incorporated with more weight
given to them. Second, the funding at the moment concentrates on selected
sectors (roads development, etc.) and should be more diversified. Third, ADB
should lend to some projects where priority is defined by local communities
rather than exclusively by the federal government. This could be done through
the creation of a Municipal Development Fund with ADB seed resources to
target development funds to local governments. Fourth, ADB should ensure
that details of the foreign component of all projects are provided. It should
provide disaggregate details of alocation shares to each of the provinces to
ensure that their impact on regional inequalitiesis clear. Finally, ADB should
consider performance criteria for specific projects before future funding.

0. Providing Soft Loans to Disadvantaged Provinces

Soft loans to the backward provinces can be equalizing in nature. It is
recommended that the backward provinces may be provided this facility, but
only for development purposes. Varying upper limits may be imposed for each
of the provinces to allow the smaller provinces to borrow more to meet their
needs in times of aresource crisis.
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h. Conducting Further Study on Local Gover nments

We have largely limited our discussion to the fiscal relations between the
federal and provincial governments. The recently announced devolution plan
of the Government of Pakistan involves substantial decentralization to local
governments that is unprecedented in the history of the country. According to
one estimate, amost PRs90 million (equivaent to amost 3% of GDP) of ex-
penditurewill betransferred from provincial to local budgets. Thiswill increase
the total outlays of local governments to amost four times their present levels
and make them almost comparable in size to the provincial governments. With
the abolition of the octroi and the zila tax in 1998, whatever revenue-raising
capacity existed at the local government level has been largely eroded. Given
thelimited scopefor the reassignments of fiscal powers, it appearsthat transfers
will increasingly be the backbone of the local government financesin the coun-
try. Some practical issuesin thisregard need to be reviewed immediately. First,
a decision must be made about whether transfers from the federal government
to the local government should be direct or routed through the provincial gov-
ernments. Second, it isimportant to consider whether the divisible pool should
include some or all provincial taxes or be extended to include NFC-mandated
transfers from the federal government to the provinces. Third, the combined
share of the district governments in the divisible pool must be determined.
Finally, the federal government must devel op aformulato allocate fundsto the
individual local governments. Given the lack of data and the political nature of
this exercise, developing a local transfer system will undoubtedly be a great
challenge.
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Philippines
Joseph J. Capuno!
University of the Philippines’ School of Economics, Manila

A. Introduction

The Local Government Code of 1991, which promulgated the current
fiscal decentralization program in the Philippines, is under consideration for
amendment. The proposed amendments involve changing the formula used to
allocate the national government’s internal revenues, which is the principal
form of central fiscal transfer to local governments. In addition, the proposed
amendments would mandate the devolution of additional expenditure func-
tions and powersto local governments.

More importantly, perhaps, two more substantial reforms are currently
being discussed in policy circles. Oneisthe possible adoption of afiscal equal-
ization grant mechanism. Although various forms of intergovernmental fiscal
transfers have been used in the country, none has simultaneously taken into
account differencesin fiscal capacities and public service needs across locali-
ties. A second important idea being discussed is the need to factor in the mag-
nitudes and distribution of local public goods and services provided by the
national government. The volume of public fundsinvolved in the provision of
these servicesis enormous, leading to callsfor adjusting central fiscal transfers
to reflect this.

These proposals to reform the intergovernmental fiscal transfer program
merit greater policy attention than they have hitherto received because they
reflect afar broader set of objectivesthan simply ensuring revenue adequacy of
local governments. These include the need to ensure macroeconomic stability,

1. Thefollowing are gratefully acknowledged: P. Smoke, L. Schroeder, and Y.H.
Kim for comments on an earlier draft; Ruby Ann Pimentel, Ronald Dofredo, Ma. Bella
Salvador, and Thelma Manuel for their excellent research assistance; Rosita Santos and
Jean MarieVillar for secretarial support, and the National Economic Devel opment Agency
and other national government agencies for the data.
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to improve overall fiscal equity or fiscal balance, to address inefficiencies aris-
ing from interjurisdictional spillovers, to promote national objectives at the
local level, to induce greater local revenue mobilization efforts, and to encour-
age cooperative undertakings among local governments.

Intherest of this chapter, we broadly examine the country’ s overall mac-
roeconomic performance, the government’s fiscal structure and trends in re-
gional development during the 1990s. We then review the country’s present
fiscal decentralization and efforts, followed by an assessment of the size and
distribution of the variousintergovernmental transfersand their impact on local
fiscal performance, overall fiscal balance and regional development. Finally,
we analyze capital grants for infrastructure investments, and we conclude with
asummary of the overall results and specific policy recommendations.

B. Macroeconomic Performance in the 1990s

The country’s macroeconomic performance and its intergovernmental
fiscal transfers are closely linked. On the one hand, the country’s macroeco-
nomic performance determines both the need for and the availability of inter-
governmental fiscal transfers. On the other hand, fiscal policies, which include
central fiscal transfersto local governments, affect both the demand for and the
production of goodsand services. An analysisof theselinkages suggests areas
where greater consistency in the design of macroeconomic policies and inter-
governmental fiscal transfer policies can be attained.

The need for and the availability of central fiscal transfers to local gov-
ernments are effectively determined by the country’s gross national product
(GNP) performance, which varies across regionswith the spatial distribution of
natural resource endowments and the mobility of capital and labor. In periods
of stagnation or recession, some form of transfers may be required to stimulate
growth and development or at least to ensure the availability of basic public
servicesin certain areas. However, the national government tax revenues, from
which the budget for both central fiscal transfers and other public functionsis
taken, are necessarily pro-cyclical. Hence, during these periods, the national
government is financially constrained from extending full support to local gov-
ernments.

The policy dilemmais no less daunting in periods of growth or prosper-
ity, when fiscal inequities may be amplified because of the differences in the
level and extent of economic activities across regions. Under this situation, a
special fiscal transfer facility may be necessary to even out suchinequities. The
transfer facility would have to be carefully calibrated, however, to minimize
adverse effects on local revenue mobilization efforts and, therefore, to aggre-
gate public sector finances.

Ultimately, the central fiscal grantsimpact on the country’s overall eco-
nomic performance as well. With the fiscal grants, local governments are able
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to procure moreinputs and produce more public services, thereby invigorating
local economies. Unfortunately, the positive effects on GNP may be offset if
the national government incursaserious budget deficit to financethetransfers.
Hence, the financing and disposition of the fiscal transfers influence overall
growth and development.

1. Overall Performance

The country’s overall macroeconomic performance in the 1990s shows
some strength, especially during the second half of the decade, but also contin-
ued vulnerability to external shocks. The precarious performance of the
economy, as well as its evolving structure, has had implications for the size,
sources and the management of central fiscal transfersto local governments.

Thefirst half of the 1990sis best characterized as stagnation (if not reces-
sion). The real per capita GNP during this period marginally improved from
P27.86 thousand in 1990 to only P27.97 thousand in 1995, with the corre-
sponding figures for 1991-1994 consistently below the 1990 level (Table 1).2
The economy started to pick up in 1996 and 1997, but it faltered again in 1998
asaconsequence of the Asian financial crisis. By 1999, the economy registered
an annual growth rate of 3.02%.

Domestic output (GDP), which constitutes the bulk of the total GNP,
effectively determined the pattern of the economy’s overall performance dur-
ing the 1990s. The net factor income from abroad (NFIA) contributes modestly
to GNP, athough it hasthe widest range of variation among the components of
GNP. Interms of composition, the industrial sector has consistently surpassed
the agricultural sector in relative importance, but the service sector is the big-
gest component of GDP.

The importance of sustained GDP growth to the overall intergovernmen-
tal fiscal transfers program was evident in the 1990s, during which the Local
Government Code of 1991 was also instituted. Asthe major source of national
government tax revenues, the country’ sdomestic output effectively determines
the pool of funds for the principal form of central fiscal transfer to local gov-
ernments, called the Internal Revenue Allotment (IRA). While the fiscal de-
centralization program partialy insulates the IRA from macroeconomic shocks,
it does allow the national government to embargo part of the IRA to manage
cash flow, a prerogative exercised in 1998 to mitigate the effect of the Asian
financia crisis. The embargo, however, was later declared contrary to the spirit
of local autonomy stipulated in the Local Government Code of 1991.

Withtheexpected declineintariffsand other tradelevies asthe Philippines
complies with its World Trade Organization commitments, the central govern-
ment will continue to depend heavily on domestic sources of tax revenues. Tax

2. The Philippine currency isthe peso, denoted by P.
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administration will have to be strengthened, however, given the rampant tax
evasion and the high incidence of tax underreporting in the service sector. The
ratio of actual to potential tax collectionsin the service sector, especialy in the
informal and self-employed formal sectors, isreportedly very low. Animproved
tax collection effort will perhaps enlarge the pool of funds for central fiscal
transfers more than alonger list of tax sources.

TABLE 1
GrossNational Product and itsComposition: 1990—1999

1990 1991 1992 1993 1994 1995 1996 1997 1998 1999

Real per capitain 1994 prices

(in thousand pesos)

GNP 27.86 26.73 26.36 26.44 27.42 27.97 29.02 30.04 29.87 30.77

GDP 28.01 26.60 2592 25.82 26.73 27.22 27.87 28.84 28.42 29.22
Agriculture 614 558 566 558 58 58 575 54 493 515
Industry 966 905 851 84 870 873 8% 927 8.90 888
Services 12,22 11.97 11.75 11.80 12.15 12.61 13.18 14.13 14.59 15.18

Net Factor Income (0.15) 014 045 061 069 07 115 121 145 155
from Abroad

1990 1991 1992 1993 1994 1995 1996 1997 1998
—1901 19 1928 191 19561956 197198190

Annual growth rates (%)

GNP (405) (139) 028 371 202 376 353 (058) 302
GDP (507) (255 (037) 352 182 241 346 (146) 283
Agriculture (9.06) 134 (135 543 008 (237) (530) (9.39) 445
Industry (633) (592 (083) 303 036 248 361 (401) (0.12)
Sarvices (207) (182) 045 296 372 459 718 326 408

Net Factor Income (192) 219.8 3751 11.77 950 5275 519 2048 6.79
fromAbroad

Source: Philippine Statistical Yearbook (various years).

2. Structure of Public Finance

The consolidated financial position of the public sector (Table 2) reveals
that the national government deficit largely determinesthe overall public sector
deficit, which includes the Central Bank, local governments, some nonfinan-
cial government corporations, social insurance systems, government corpora-
tions, and other government financial institutions. L ocal governmentsweredoing
comparatively well during the same period, consistently posting budget surpluses
averaging P3.1 billion. However, the surplus was only about 11% of the aver-
age amount required to close the total public sector deficit during the period.

The combined revenues of the national and local governments have gen-
erally been increasing (Table 3), from P172.5 billion in 1990 to P609.6 hillion
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TABLE 2
Consolidated Public Sector Financial Position: 1990-1999
(in billion pesos)

Particulars 1990 1991 1992 1993 1994 1995 1996 1997 1998 1999

NG Surplus (372 (263) (160 (219 163 102 63 16 (40.0) (179
(Deficit)

LGU Surplus 17 13 12 59 50 19 57 28 27 3.2
Consolidated (51.2) (259 (260 (259 (83) (35 (7.3) (24.1) (73.7) (46.7)
Public Sector

Surplus

(Deficit)

Note NG isthe nationa government; LGU is local government unit.
Figures for 1990-1998 are actua figures. Figures for 1999 are program figures. The Philippine
currency is the peso, denoted by P.

Source: Department of Finance.

in 1999. The combined expenditures likewise grew during the same period,
from P179.6 billion to P593.7 billion. The national government accounted for
at least 80% of total public revenues and expenditures during this period. The
national share in total public revenues, however, progressively declined from
as high as 92.9% in 1991 to 83.2% in 1999. The national share in total expen-
ditures also declined from 90% to 80.6%. This can be attributed to the decen-
tralization, under which some expenditure responsibilities were transferred to
local governmentsand thelocal shareinthenational internal revenuesincreased
significantly.

TABLE 3
Total Public Revenues and Expenditures: 1990—1999

1990 1991 1992 1993 1994 1995 1996 1997 1998 1999

Total (in billion pesos)®
Publicrevenues 1725 198.5 234.8 259.3 331.0 377.5 4429 489.6 518.0 609.6
Public expenditures 179.6 206.9 221.1 262.2 321.0 362.3 426.5 511.6 552.5593.7

Percent Share of National Government

to Total

Publicrevenues 901 929 888 859 80 822 831 842 842 832
Publicexpenditures 900 886 882 848 824 819 823 8l5 815 806

Note @ Combined revenues (expenditures) of the national government and &l local government units.
The national government expenditures are net of debt service payments.
Source of raw data: Commission on Audit.

3. Patterns of Regional Development

With greater fiscal decentralization, local public service provision is ex-
pected to improve, leading to enhancements in local welfare and regional de-
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velopment. Regional development, of course, isalso heavily affected by macro-
economic performance, resource endowments, and resource flows.

Figures 1 to 4 depict trends in average real per capita family income and
poverty incidence (headcount index) across regions for 1988, 1991, 1994 and
1997. In the Philippines, provinces are clustered into regions that are partly
drawn along sociocultural and geographiclines. Merely territorial subdivisions,
most of the regions do not have regional governments. In most places, there-
fore, the highest subnational government isthe province.

A comparison across the years reveals that Region 111 (Central Luzon),
Region IV (Southern Tagal og), the Cordillera Autonomous Region (CAR), and
the National Capital Region (NCR) or Metropolitan Manila area consistently
occupy thetopincomeslots. TheNCR'’ seconomy isclosely tied with the econo-
mies of Regions 111 and V. The Autonomous Region of Muslim Mindanao
(ARMM), Region V (Bicol), and Region VIII (Eastern Visayas) are perenni-
ally the lowest income regions. There is only minimal change in the relative
income rankings of the regions over time.

The difference in the respective average real per capita family incomes
of the richest region and the poorest region indicates the range of regional in-
come inequality. It increased from P25,000 in 1994 to P40,000 in 1997. Fur-
thermore, the increases in incomes appear to be limited to a few regions, most
notably the NCR and the regions closest to it (Regions 111 and V).

Poverty incidence tends to be higher in the poorer regions, although the
incidence of poverty seemsto have modestly improved between 1988 and 1997.
The same story is aso reflected in Figures 5 and 6, where regional average per
capita family income and infant mortality rates are depicted. The infant mortal-
ity rate, an indicator of health status, isinversely related to income. Thisanaly-
sisunderscoresthefact that poverty incidenceand its manifestationsarelargely
areflection of the family’s command over economic resources. But a family’s
accessto basic services, such as health, need not solely depend on their income
or wealth; it is supposed to haveimproved under the fiscal decentralization and
intergovernmental transfer programs.

4. Fiscal Prospects in the Coming Years

The macroeconomy has been threatened again recently by the political
turbulence involving former President Joseph Estrada. Reportedly, the crisis
has led to the withdrawal or postponement of foreign investments and to the
ballooning of the national budget deficit to a historic high of P136.11 billion by
the end of 2000. Business confidence, however, seems adequate, as evidenced
by the relatively stable stock market and exchange rate movements. The pros-
pects for the future critically depend on how well the present administration
handlesthefractiousforces supporting it, neutralizesthe moves of the deposed
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FIGURE 1
Average per Capita Income in 1994 Prices and Poverty
Incidence, 1988
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FIGURE 2
Average per Capita Income in 1994 Prices and Poverty
Incidence, 1991
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FIGURE 3
Average per Capita Income in 1994 Prices and Poverty
Incidence, 1994
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President who remains popular in certain segments of population, and resolves
the Mindanao problem.

Thefiscal prospects for the coming years al so hinge on the management
of the current budget deficit, the passage of certain economic reform bills, and
the improved absorption of overseas development aid. Among the more impor-
tant reform bills are those concerning the banking sector, the power sector, and
therevision of the Local Government Code of 1991 in the light of the country’s
experience under decentralization.

The administration also needs to eval uate carefully some of the assump-
tions of the Medium-Term Philippine Development Plan for 1998-2004, which
is the blueprint of the government economic agenda. Possible domestic reper-
cussions of the slowdown in the US and Japanese economies may necessitate
reconsideration of tax revenue projections. As previous analyses have shown,
tax revenue shortfalls inevitably affect central fiscal transfers. Given the link-
age between GNP performance, intergovernmental fiscal transfers and regional
devel opment, ensuring consi stency between macroeconomic policiesand trans-
fer policies is critical.

C. The Decentralization Program in the 1990s

One of the keysto understanding theimpact of central fiscal transferson
regional growth and development in the Philippines during the last decade is
the enactment of the Local Government Code (LGC) of 1991. The LGC ascribes
amore expanded fiscal roletolocal governmentsand awider scopefor people’s
direct participation in local governance than any previous decentralization ef-
forts (Tapales 1993, Manasan 1992 and Brillantes 1987). Thus, local govern-
ments now have a potentially more potent effect on regional growth and
development.

The Philippine government basically hastwo levels: the national govern-
ment and the local governments. The national government, through its line
agencies, exercises both administrative and supervisory control over al local
governments. At the lower level, the different local governments are clustered
into 16 different regions, as noted above. Except intwo areas, theseregionsare
merely territorial subdivisions created to coordinate the various programs of
the national agenciesin contiguous local government units (LGUS).

Politically and administratively, local governmentsaretypically organized
further into three sublevels, with the provinces at the highest level, followed by
cities or municipalities at the intermediate level, and the barangays (or villages)
at the lowest level. Each lower-level LGU is under the administrative control of
the next higher-level LGU. A number of highly urbanized cities and municipal-
ities, especially in Metropolitan Manila, are independent of provincial govern-
ments. In fact, thereis no provincial government in Metro Manila, but a special
metropolitan government agency, called the Metro Manila Development Au-
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TABLE 4
Number of Provinces, Citiesand Municipalitiesin Each Region
Provinces Cities Municipalities Barangays
Regions Component Highly ~ Component |ndependent
urbanized or
independent
Region| 4 6 0 119 0 3265
Regionll 5 1 1 91 0 2311
RegionllI 6 8 2 114 0 2948
Region 1V 11 9 1 213 0 5615
Region V 6 4 1 109 0 3471
Region VI 6 11 2 120 0 4048
Region VI 4 9 2 121 0 3003
Region VIII 6 3 1 139 0 4390
Region IX 3 3 1 74 0 2113
Region X 4 6 1 63 0 1514
Region XI 6 4 2 61 0 1522
Region XII 3 3 2 50 0 1430
Region XII1 4 2 1 70 0 1308
ARMM 4 0 0 87 0 2139
CAR 6 0 1 76 0 1172
NCR 0 0 12 0 5 1694
Total 78 69 30 1507 5 41943

Sources: National Barangay Operations Office (Department of the Interior and Local Govern-
ment, as of Dec. 31, 2000).
Bureau of Local Government Supervision (Department of the Interior and Local Gov-
ernment, asof Feb. 22, 2001).

thority (MMDA), was created to coordinate metro-wide services. The MMDA,
however, does not have the regular powers and authority of aprovince over its
component cities and municipalities.

Two administrative regions in the country have their own regional gov-
ernments, as provided for in both the 1987 Constitution and the LGC of 1991,
to address the special concerns of the indigenous people in the Cordilleraand
of the Moslem Filipinos. The two regional governments (Cordillera Autono-
mous Region and Autonomous Region of Muslim Mindanao) exercise admin-
istrative control over their component provinces, cities, municipalities and
barangays. Although the two regional governments arerelatively autonomous,
the national government has some supervisory powers.

Asshown in Table 4, there are 43,634 local governments in the country,
including the two regional governments? The barangays (or villages) consti-

2. The list does not include the newly created region of CARAGA. The prov-
inces belonging to the CARAGA Region are Agusan del Norte, Agusan del Sur, Surigao
del Norte, and Surigao del Sur. These provinces were formerly under Region X (North-
ern Mindanao) and Region X1 (Southern Mindanao).
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tute 96% of the total number of local governments, distantly followed by the
municipalitieswith 3.5% of thetotal. With the recent conversion of some highly
urbanized municipalities into cities (99), the latter now exceed the provinces
(78) in number. Most of the highly urbanized or independent cities and all of
the independent municipalities are found in the Metropolitan Manila area.

1. Main Features of the Decentralization Program

The 1987 Constitution declares that, as a matter of state policy, local
autonomy shall be ensured. In particular, Section 3 of Article X of the 1987
Constitution mandatesthat:

The Congress shall enact alocal government code which will provide for
amoreresponsive and accountablelocal government structure instituted
through a system of decentralization with effective mechanisms of recall,
initiative, and referendum, allocate among different local government
units their powers, responsibilities, and resources, and provide for the
qualifications, election, appointment and removal, term, salaries, powers
and functions and duties of local officials, and all other matters relating
to the organization and operation of the local units.

To fulfill this mandate, the local government code was enacted in 1991.
The fiscal decentralization program has two main features. First, it is intended
to promote greater local fiscal autonomy. Towards this objective, LGUs are
granted higher sharesin the national government revenues, bestowed broader
revenue-generating powers, and allowed to enter into cooperative undertak-
ings with the private sector or other LGUs. They are also assigned additional
service delivery functions (Table 5).

The program’s second main feature concerns administrative or political
reformsat thelocal level. Designed to empower the people, thesereforms include
the mandatory participation of the private sector and nongovernment organiza-
tions (NGOs) inlocal planning and consultative bodies, such asthelocal health
board, local school board and local development councils. The effective par-
ticipation of NGOsand other civil society organizations (CSOs), especially those
perceived to becritical toincumbent local political leaders, hasbeen constrained
by other factors, such as accreditation requirementsimposed by the local gov-
ernment units. The relationship between local governments and NGOs/CSOs,
however, has considerably warmed recently, resulting in various devel opment-
oriented endeavors?

3. In the town of Irosin, Sorsogon, for example, the effective collaboration be-
tween the municipal government and local peopl€’s organizations and NGOs led to
various successful livelihood projects that weaned a good part of the population away
from illegal gambling activities, such as jueteng.
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TABLE 5
Devolved Functionsof National Gover nment Agencies®

National Gover nment Agency

Devolved Functions

Department of Agrarian -
Reform

Department of Agriculture -

Department of Budget and -
Management

Department of Environmentand  —
Natural Resources

Department of Health -

Department of Public Works -
and Highways

Department of Social Welfare -
and Development

Department of Tourism -

Department of Tradeand Industry —

land and home development improvement
projects

agriculture and fishery extension services;
regulation of agricultural and fishery activity;
conduct of agricultural and fishery research
activity; procurement and distribution of
certified seeds; purchase, expansion and
conservation of breeding stocks; construction,
repair and rehabilitation of water-impounding
systems; support to fishermen, including
purchase of fishing nets and other materials

local government budget officer services

forest management services; mine and geo-
sciences services, environmental management
services, reforestation projects; integrated
social forestry projects; watershed rehabilita-
tion projects

extension of medical and health services
through provincia health office, district,
municipal and medicare community hospitals;
purchase of drugs and medicines; implementa-
tion of primary health care programs; field
health services; aid to puericulture; construc-
tion, repair, rehabilitation and renovation of
provincia, district, municipal and medicare
hospitals; provision for the operation of five-
bed hedth infirmaries

repair and maintenance of infrastructure
facilities, water supply projects; communal
irrigation projects

implementation of community-based programs
for rebel-returnees; provision for the operation
of a day-care center in every barangay;
provision for poverty alleviation in low-
income municipalities and depressed urban
barangays

domestic tourism promotion; tourism standard
regulation

promotion and development of trade, industry
and related ingtitutional activities
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TABLE 5 (cont.)

National Government Agency Devolved Functions

Department of Transportationand — telecommunication services; transportation
Communication franchising and regulatory services

Cooperatives Development — promotion, development and regulation of
Authority cooperatives functions; cooperatives field

operation function

Housing and Land Use — regulation of human settlement plans and

Regulatory Board programs functions

Philippine Gamefowl Commission — regulation and supervision of cockfighting
function

Note: 2 In addition, functions and locally funded projects of the Commission on Population,
Fiber Industry Development Authority, National Agricultural Fishery Council, Live-
stock Development Council, and National Meat Inspection Commission are also
devolved. Table adapted from Manasan (1997).

The LGC also provides for a system of recall whereby a local elected
official (including the mayor or the governor) is removed from office if he or
shelosesthe confidence of hisor her constituentsasindicated by the number of
signatories to arecall petition. Theoretically, this political reform should pres-
sure the incumbent to do well in office and fulfill his or her campaign promises,
but it is subject to abuse.* Finaly, the LGC limits an elected official to a maxi-
mum of three consecutive termsin the same position, with each term lasting for
three years. While the provision is criticized for encouraging short-term plan-
ning on the part of local officials, it may also be partly credited for the emer-
gence of young, dynamic, results-oriented local officials who may not have
been elected under the old rulesS

At the macro level, the fiscal impact of the LGC is seen in revenue shares
and expenditure obligations assigned to local governments. Under the LGC,
the LGUs are entitled since 1992 to a higher share in the internal revenues of
the national government, the IRA. Local governments received the IRA even
before 1991, but the formulaused in determining thetotal IRA and its allocation

4. Political candidates who lose an election may finance such petitions, often
leading to disruption in public service provision and divisiveness among the local popu-
lation, asin the cases of Kalookan City and Pasig City.

5. Whilemany of the young crop of leaders still belong to old political clans, the
provision ensures that fresh blood is periodically infused to the local political system.
The Zubiris of Bukidnon, Golezes of Parafiaque, and the Andayas of Camarines Sur are
among the notable examples.
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TABLE6
Devolved Functions: Costs and Personnel
(Estimates as of March 1993)

National Estimated 1992 Shareof Number of Number of  Shareof
Government Devolved  Agency Devolved Devolved Personnel  Devolved
Agencies Budget® Budget Budget to Personnel  before Personnel
(inmillion (inmillion the Total Devolution  to Total
pesos) pesos) 1992 Number of
Agency Per sonnel
Budget before
(%) Devolution®
(%)
Dept of Agrarian Reform 9.4 1842.4 0.51 -
Dept. of Agriculture 1055.6 5210.0 20.26 17673 29638 59.63
Dept. of Budget and 172.8 465.4 37.13 1650 3532 46.72
Management
Dept of Environment and
Natural Resources 167.7 1941.8 8.64 895 21320 4.20
Dept. of Hedlth 3851.1 9991.4 38.54 45896 74896 61.28
Dept. of Public Works
and Highways 1096.3  27109.3 4.04 -
Dept. Socia Welfare
and Development 866.4 1320.7 65.60 4144 6932 59.78
Dept. of Tourism 2.8 207.7 1.35 -
Dept. of Transportation
and Communication 0.1 7563.9 0.00 -
Philippine Gamefow!
Commission 8.7 15.3 56.86 25 191 13.09
Tota 17309  55667.9 12.99 70283 136509 51.49

Notes: @ Based on 1992 agency budget for thefull year impact of the functions/projects/activitiesdevolved.
5 Only for agencieswith devolved personnel.
Sour ce: Table adapted from Manasan (1997).

among LGUs was amended under the LGC. Additionally, the LGUs receive a
share in the proceeds derived from the utilization and development of the na-
tional wealthintheir respectiveareaswhether by the national government, other
government agencies, or government-owned or -controlled corporations. More
details on revenue sharing are provided below.

The extra expenditure burden of the LGUs under the decentralization
may be indicated by the budgetary outlays in 1992 of the concerned national
government agencies for the devolved functions. Among the national government
functions devolved to LGUs starting in 1993 are basic hedlth services, agricultura
extension services, and social welfare services (Table 5). As can be seen from
Table 6, the costs of devolved health functions constitute the bulk of the total.

2. Some Consequences of the Decentralization Program

As a conseguence of the new IRA formula, the total amount of the share
of local governments in the national internal revenues has been increasing
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steadily, from about P15.4 billion in 1992 to P42 hillion in 1995. The upward
trend is expected since revenue collections normally increase every year. The
LGUs were also expected early on to have significant financial gains because
the estimated total cost of devolved functions in 1992 was only about P7.2
billion (Table 6).

In reality, however, the incremental revenues of a number of provinces
and municipalities do not match their additional expenditure obligations. This
can be inferred from Table 7, which shows the respective percentage distribu-
tions of the IRA, the cost of devolved functions (CODEF) and the cost of de-
volved health functions (CDHF) acrosslocal government levels. Theinconsis-
tency between the IRA formula (which determines available resources) and the
allocation criteria for the additional expenditure obligations (which determine
resource needs) is particularly glaring in the case of provincesand cities. While
both LGU levels received the same percentage shares in the IRA (23%), the
share of the provinces in the CODEF was more than six times greater than the
share of thecities. Intermsof actual expenditure functions, most of the second-
ary and tertiary hospitals were devolved to provinces, while only a few city
health centers (primary health care facilities) were devolved to cities®

According to Loehr and Manasan (1999), however, these initial financial
difficultieswere eventually overcome, since the IRA has continually increased
while no additional expenditure functions were devolved. In addition, the IRA
alocation formulawas effectively revised to account for the distribution of the
cost of devolved functions. Since 1994, a part of the total cost of devolved
functionsisfirst taken out of the total IRA funds before the current formulais
applied on the residual. The reserved amount is then distributed to local gov-
ernments according to their actual sharesin the cost of devolved functions.

TABLE 7
Per centage Distribution of the I nter nal Revenue Allotment
and the Cost of Devolved Functions

LGU leve Internal Revenue Cost of Devolved Cost of Devolved
Allotment Functions Health Functions

Total 100 100 100

Provinces 23 46 59

Cities 23 7 3

Municipalities 34 47 38

Barangays 20 0 0

Source: Department of Health.

6. Among the provinces with financing shortfalls during the early years of the
decentralization program are Catanduanes, Surigao del Norte, Romblon, Southern
Leyte, Cavite, and Bohol (Capuno 20014).
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Other financial obligations such asthe so-called unfunded mandates com-
pounded the fiscal problems of many LGUSs. The unfunded mandates are the
other new expenditure obligations of local governmentsfor whichthey received
nothing or only partial budgetary support from the national government, such
as mandatory salary increases and allowances for devolved personnel.” Fur-
thermore, many LGUs claimed that the devolved health facilities (hospitals
and clinics) required major repairs or upgrading to be effective, thusincreasing
the actual budget requirements.

The magnitude and distribution of the IRA and the cost of devolved func-
tions may account partly for the differences in local fiscal performance, and
ultimately also for the variationsin regional development. Figures 7 and 8 show
the trend in the average IRA, revenue from local sources, and total public ex-
penditures of provincesand citiesduring the period 1990-1996 (Capuno 2001b).
The revenues from local sources comprise income from real property taxes,
proceeds from the operation of public enterprises (such as public markets),
local business taxes and other incomes. Local revenues exclude the IRA and
other transfers.

The figures suggest two broad trends. First, provinces heavily rely on
their IRA shares to finance expenditures, while the cities appear to be less de-
pendent. Second, both local revenues and expenditures of the provinces and
cities generally appear to be positively correlated with their respective IRA
shares. Thisis expected for the IRA, which generally grows annually and is a
major source of local finance. The apparent positive correlation between the
IRA and local revenues, although less pronounced for provinces, is more sur-
prising, considering initial fears raised about the possible substitutive effect of
the increased IRA share on local revenue generation.

D. The Evolution of Intergovernmental Fiscal Transfers®

Thevariousformsof intergovernmental fiscal transfersin the Philippines
areadministered at two levels. At the higher level arethe central fiscal transfers
to local governments, which may be broadly classified into revenue-sharing
schemes and categorical grant schemes. The revenue-sharing schemes are in-
tended to allocate the nationally generated tax revenues between the national
government and the local governments. The principal type of revenue-sharing

7. These are stipulated in the Magna Cartafor Health Workers (R. A. 7305), the
Barangay Health Workers' Benefits and Incentives Act of 1995 (R. A. 7883) and the
Technical Education and Skills Development Authority (R. A. 7796).

8. This section was co-written with Ruby Ann Pimentel.
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FIGURE 7
Average IRA, Local Revenues and Total Expenditures of
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scheme in the Philippines is the above-mentioned IRA. Other grant schemes
aremostly categorical grantsintended to influence the expenditure priorities of
local governments or to provide for special needs.

Thetransfersadministered at thelower level aretheinterlocal fiscal trans-
fers. Although most studies have focused on central fiscal transfers, theimpor-
tance of theinterlocal fiscal transfers cannot be underestimated, especially now
that tax revenue sharing between the province and its component cities and
municipalitiesis strengthened under the LGC. Furthermore, greater consistency
in the design of the central fiscal transfers and interlocal fiscal transfersis nec-
essary if the variousintergovernmental fiscal transfer programs are to have the
desired impact onlocal servicedelivery, fiscal performance, and regional growth.

Likecentral transfers, theintralocal transfersmay also bebroadly classified
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into revenue-sharing schemes and grant schemes. The principal local revenue
scheme isbased on the real property tax collections of the different LGUs. Real
property taxes are normally collected at the provincia or city levels. Excep-
tionsto this rule are the municipalities within the Metropolitan Manila areathat
are not under any province. The different interlocal grants, which flow from a
higher-level LGU (e.g., province) to lower-level ones (e.g., cities, municipali-
ties, barangays), have basically the same purpose as central grants.

Both central and interlocal fiscal transfers have evolved since the 1970s,
although comparatively lessis known about local grants schemes that are not
centrally mandated. The procedure for allocating local grantsis usually deter-
mined by national directives, such as when municipal and city development
plans arerequired to be submitted to the provincial governmentsto assist them
in setting expenditure priorities. But provinces are generally free to decide the
amount or types of grants given to their component L GUs.

1. Central Fiscal Transfers From the 1970s to the Present

Table 8 shows the mgjor types of central fiscal transfersin recent years,
while Table 9 distinguishes between the types of transfers adopted in or before
1991 and those after 1991. A few of the present central schemes are in fact
continuing or modified versions of pre-1991 fiscal transfer programs, such as the
IRA, the Countrywide Development Fund (CDF), and the Calamity Fund (CF).

Asshown in Table 8, the IRA accounts for at least 82% of the total na-
tional allotments to local governments during the period 1995-1998. The IRA
has been functioning since the 1970s, although the current IRA allocation for-
mulais based on the LGC of 1991. New transfersintroduced after 1991 include
the special LGU share in the proceeds from national wealth and the Depart-
ment of Education, Culture and Sports School Building Program, which are
discussed in more detail below.

2. The Internal Revenue Allotment

ThelRA istheshare of thelocal governmentsintheinternal tax revenues
of the national government, which include taxes on income and other levies
imposed by the Bureau of Internal Revenues (BIR). Essentially a general-pur-
pose revenue share, the IRA isintended to augment LGU incomes.

Theallocation of acertain percentage of thetotal internal tax revenues of
the national government to local governments was originally promulgated fol-
lowing the passage of the Decentralization Act of 1967. Since then, the IRA
system has undergone various revisions. The current formula used in the allo-
cation of the IRA is specified in the LGC of 1991, although certain modifica-
tions have been adopted since then.
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TABLE 8
Major National Gover nment Allotmentsto L ocal Gover nments: 1995-1998
Allotments 1995 1996 1997 1998
(In Million pesos)
Revenue shares
Internal Revenue Allotment 51,925 56,594 56,592 76,941
Specia Shares in National Wealth/Taxes 1,355 948 368 1,078
Categorical grants
Municipal Development Fund 405 712 1,051 1,254
Countrywide Development Fund 1,159 1,080 903 438
Calamity Fund 440 912 344 305
Others 7,373 5407 1577 1,777
Total 62,657 65,653 60,835 81,793
(Percentage share to total)
Revenue shares
Internal Revenue Allotment 82.87 86.20 93.03 94.07
Specia Shares in National Wealth/Taxes 2.16 144 060 132
Categorical grants
Municipal Development Fund 0.65 1.08 173 153
Countrywide Development Fund 1.85 1.65 148 054
Calamity Fund 0.70 1.39 056 037
Others 11.77 8.24 2.59 2.17
Total 100.00 100.00 100.00 100.00

Source of raw data: COA Annual Financial Report of the National Government (various
years) and General Appropriations Act (various years).

Under the LGC, the annual alocation of the internal revenues follows a
three-step formula. First, the respective shares of the national government and
local governmentsin the total internal revenues generated in the third preced-
ing year are determined. Second, the aggregate share of the LGUsisdistributed
according to local government levels (i.e., provinces, cities, municipalities, and
barangays). And finally, within each level, individual LGU shares are com-
puted based on population shares, land area shares and equity considerations.
Table 10 compares the formula used in the allocation of the internal revenues
before and under the LGC of 1991. The current IRA formulais based more on
fiscal needs, sinceit accountsfor relative population sizesthan on fiscal capac-
ity. Existing fiscal imbalances may therefore be directly linked to weaknesses
in the current IRA allocation formula.

According to the LGC, the IRA should be automatically and directly re-
leased to LGUs on a quarterly basis and within five days after the end of each
guarter. The same section also statesthat the |RA releases* shall not be subject
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TABLE 9

Major National Government Allotmentsto L ocal Gover nments
Beforeand After 1991

Allotment

Before 1991

After 1991

Revenue shares

Internal Revenue Allotment
Specific Tax Allotment

Loca Government Revenue
Stabilization Fund
Budgetary Aid to Local
Government Units

Barangay Development Fund

Internal Revenue Allotment?

Shares in the National Wealth
Shares in Tobacco Excise Tax

Categorical

Calamity Fund
Municipal Development Fund
Countrywide Development Fund

Calamity Fund®
Municipal Development Fund?
Loca Government

grants Empowerment Fund
Countrywide Development
Fund

DECS-School Building

Program

Note: 2 Continuing allotment program.

to any lien or holdback that may be imposed by the national government for
whatever purpose”. In addition, minimal restriction is imposed on the use of
the IRA resources. Under the LGC of 1991, aLGU is required to earmark 20%
of its IRA for local development projects. As proof of compliance, the LGU
however is only required to furnish a copy of its development plan.

In practice, however, the IRA formula has been adjusted for varied pur-
poses, spawning along protracted debate among national-level policy makers,
local government officials, researchers and other stakeholders. The hotly de-
bated i ssuesinclude the proper interpretation of the stipulated IRA formula, the
adequacy of the IRA to finance the devolved functions, and the impact of the
IRA on local fiscal performance and fiscal balance. Some of these issues have
been brought before the Supreme Court, although many remain unresolved.?

9. See papers presented during the National Policy Workshop on Fiscal Equal-
ization and the IRA held on 14 June 1999 at the EDSA Shangri-LaHotel in Mandaluyong
City. The workshop was jointly sponsored by the Union of Local Authorities of the
Philippines, the Department of the Interior and Local Government, and the Australian
Agency for International Development.
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TABLE 10
Computation of thelnternal Revenue Allotment beforeand under theL ocal
Government Code of 1991

Allocation Beforethe L GC of 1991 Under the LGC of 1991
L ocal Gover nment (under RA 7160)

A.Total LGU Share
Fundsfor IRA allotment Net general funds collected  Gross national internal
by the national government  revenues based on the

in the third year collection in the third year
preceding the year the preceding the year the
alotment is given* allotment is given
Share of the IRA to Maximum of 20% 30% in the first year of the
total funds devolution; 35% in the

second year of the
devolution; and 40% in
thethird year of the
devolution and thereafter

B. Shareby LGU Level

Provinces 35% of thetotal IRA net 23% of thetotal IRA
of the barangay share

Cities 25% of thetotal IRA net 23% of thetotal IRA
of the barangay share

Municipalities 45% of thetotal IRA net 349% of thetotal IRA
of the barangay share

Barangays 10% of thetotal IRA 20% of thetotal IRA

C. Individual LGU Shares
(for same level LGUs)

Population share 70% 50%
Land area share 20% 25%
Equal sharing 10% 25%

Note: Net general funds comprise revenues collected net of special budgetary funds
created by law to facilitate the planning and execution of particular activities by
earmarking specific tax and nontax earnings for their use.

Sources: Lamberte et al. (1992) and Local Government Code of 1991.

3. Other Revenue Shares

Before the LGC of 1991, various laws had been adopted to increase the
revenue shares of the local governments. The Republic Act 590, for example,
mandated that excess income tax collections from the preceding fiscal year
should be credited equally among municipalities. Provinces and cities also
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received a share from gross receipts of sweepstakes, horse races and | otteries,
as provided by Republic Act 1169. In 1974, LGUs also started receiving the
Specific Tax Allotment (STA) or shares from specific taxes imposed by the
national government on certain petroleum products, such as lubricating oils,
naphtha, gasoline, bunker fuel oil and diesel fuel.*° An umbrellafund called the
National Assistance to Local Governments (NALGU) included the Specific
Tax Allotment, Local Government Revenue Stabilization Fund, Barangay De-
velopment Fund and the support for local development projects.

The LGC of 1991 replaced the NALGU with the current IRA (Cuaresma
1992). Under the LGC, local governments are entitled to an “equitable sharein
the proceeds derived from the utilization and devel opment of the national wealth
(i.e., natural resourceslikeland, water, forests, mineral, marine resources) within
their respective areas’ in addition to the IRA. This share, commonly referred to
asthe sharein national wealth, isdefined operationally in two ways, depending
on whether taxes or sales receipts are generated by the national government, or
by agovernment-owned or -controlled corporation or agency. The LGUS' share
in national wealth isfurther divided among the LGUswhere the national wealth
is located (see Box 1).

It is obvious that the allocation of the funds under this transfer scheme
depends on the distribution of natural resource endowments and the amount of
publicinvestmentsacrosslocalities. LiketheIRA, therefore, these revenue shares
are unlikely to correct for existing fiscal imbalances. Unlike the IRA, however,
shares in national wealth comprise only a small portion of the total central
transfersto local governments.

Starting in 1992, certain tobacco-producing regions also shared in rev-
enues from excise taxes imposed on tobacco products. As provided for in Re-
public Act 7171 and Memorandum Order No. 61-A, provinces with an annual
production volume of at least one million kilos of Virginia tobacco leaves are
entitled to receive a share in tobacco excise taxes. Collectively, the beneficiary
provinces are entitled to 15% of actual excise tax collections on locally manu-
factured Virginia-type cigarettes in the second preceding year. Each benefi-
ciary province's share is based on the province's contribution to the total to-
bacco output. The province retains 30%, while 40% goes to the component
municipalities and 30% to congressional districts!! Of the 40% that goesto the

10. Twenty-five percent of the STA went to the barangay infrastructure fund.
The remaining 75% was divided among provinces (20%), municipalities (30%) and
cities (50%). The STA wasdistributed to each LGU following the IRA formulain use at
that time.

11. Congressional districts are electoral districts for purposes of electing mem-
bersto the House of Representatives or the Lower House of Congress.
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BOX 1
Computation of theL GUS Sharein the National Wealth under the
LGC of 1991

Section 290. Amount of Share of Local Government Units. Loca govern-
ment units shall, in addition to the internal revenue alotment, have a share of
forty percent of the gross collection derived by the national government from the
preceding fiscal year from mining taxes, royalties, forestry and fishery charges,
and such other taxes, fees, or charges, including related surcharges, interests, or
fines, and from its share in any co-production, joint venture or production shar-
ing agreement in the utilization and development of the national wealth within
their jurisdiction.

Section 291. Share of the Local Governments from any Agency or Gov-
ernment-Owned and -Controlled Corporation. Local government units shall have
a share based on the preceding fiscal year from the proceeds derived by any
government agency or government-owned or -controlled corporation engaged in
the utilization and development of the national wealth based on the following
formula, whichever will produce a higher share for the local government unit:

(a) One percent of the gross sales or receipts of the preceding calendar

year; or

(b) Forty percent of the mining taxes, royalties, forestry and fishery charges

and such other taxes, fees or charges, including related surcharges,
interests, or fines the government agency or government-owned or
-controlled corporation would have paid if it were not otherwise ex-
empt.

Section 292. Allocation of Shares. The share in the preceding Section shall
be distributed in the following manner:
(&) where the natural resources are located in the province:
(1) Province—Twenty percent
(2) Component City/Municipality — Forty-five percent; and
(3) Barangay — Thirty-five percent Provided however , that where the
natural resources are located in two or more provinces, or in two
or more component cities or municipalities or in two or more
barangays, their respective shares shall be computed on the basis
of:
(1) Population — Seventy percent; and
(2) Land area— Thirty percent.
(b) where the natural resources are located in a highly urbanized or inde-
pendent component city:
(4) City — Sixty-five percent
(5) Barangay — Thirty-five percent
Provided however , that where the natural resources are located in such two
(2) or more cities, the allocation of shares shall be based on the formulaon popu-
lation and land area as specified in paragraph (a) of this section.
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component municipalities, half is distributed equally among the municipalities
and the remaining half is allocated on the basis of each municipality’s sharein
tobaccooutput.?

Like shares in the national wealth, the allocation of the local shares in
tobacco excise taxes tends to favor only a few LGUSs, thus further distorting
fiscal imbalances in the country. Furthermore, the economic basis for singling
out tobacco from the various agricultural products produced in the country is
dubious. If anything, the consumption tax on tobacco products should beequally
shared across L GUs sincethe consumption externalitiesareborne collectively 2

4, Other Central Grants

In addition to the revenue shares, local governments al so receive various
categorical grants from the national government. The categorical grants are
intended for specific purposes, such as budgetary supplements for local per-
sonnel, funds for calamities and other contingencies, and subsidies for public
works and other local infrastructure projects. Some of these grants are tied to
loans, have foreign-fund components, or are targeted to the very poor or other
specific LGUs. These grants are generally less transparently allocated than the
IRA or other revenue-sharing schemes.

The national government administered various categorical grants before
1991.14 Although many of them were abolished after the implementation of the
LGC, the Calamity Fund (CF) and the Countrywide Development Fund (CDF)
continued. Administered by the Department of the Interior and Local Govern-
ment (DILG), the CFisintended for therelief and rehabilitation of areas affected
by typhoons, earthquakes and other natural calamities. The fund may also be

12. The allotment from tobacco taxes is intended for cooperatives, livelihood,
agro-industrial and industrial projects and infrastructure like farm-to-market roads.

13. An interesting aside: the fall of the Estrada Administration is linked with
accusations of the (illegal) disbursement of the share in the tobacco excise tax of 1locos
Sur, as alleged by its governor, a known local gambling lord. Charges against the illegal
gambling connections of former President Estrada triggered his impeachment trial and
eventually the people power revolt.

14. These included the Local Government Fund, Barangay Development Fund,
the Rural Improvement and Community Development Fund and a local government
fund. The latter consisted of 5% of the tax collections of the Bureau Internal Revenues,
over and above the 20% set aside for the then IRA, managed by the Office of the Presi-
dent and released as financia aid to local governments or to projects. In addition, the
Rural Improvement and Community Devel opment Fund and the Highway Special Fund
were extended to LGUs as categorical grants respectively administered by the Depart-
ment of the Interior and Local Government (DILG) and the Department of Public Works
and Highways (DPWH).



Philippines 243

used for the reconstruction of public works and for disaster preparation. The
CDF isintended for barangay-based or community-based projects with empha-
sison livelihood or income generation, sports development or physical fithess,
cultural enhancement or capacity building. In addition tolocal government units,
nongovernment organizations may also apply for subsidy under thisfund facil-
ity. Often viewed as a pork-barrel fund, the CDF may only be used for projects
endorsed by members of Congress, each of whom receives an annual CDF
allotment.

After 1991, a new set of categorical grants was introduced to support
government policy. The two most important among the new transfer schemes
are the Local Government Empowerment Fund (LGEF) and the Municipal
Development Fund (MDF).*> Both fund facilities are partly financed by foreign
grantsand highly concessional loansfrom bilateral and multilateral institutions,
such asthe United States Agency for International Development (USAID) and
the Asian Development Bank (ADB). Other categorical grants are summarized
in Box 2.

Established in 1996 to support the government’s socia reform agenda
(SRA), “the LGEF has two distinct facilities: (i) assistance to the 20 priority
provinces for industrialization, livelihood, and related poverty alleviation
projects; and (ii) assistance to low-income fifth and sixth class LGUs, in addi-
tion to the 20 SRA provinces, to undertake devolved activities in agriculture
and water supply, sewerage and sanitation.” ADB-financed rural water supply,
sewerage, and sanitation project is part of the second facility. (Alonzo 1999)

The MDF, administered by the Department of Finance (DOF), consists
of various Official Development Assistance (ODA) funds designed to enable
the LGUs to tap foreign assistance normally granted to the national govern-
ment. Unlike funds for regular central grants however, the MDF is a mixture of
loan, grant and equity components. The grant component under the present
MDF ranges from 50-90% of the subproject costs. The IRA and other local
government assets are used as collateral for the loans. Certain eligibility re-
quirements areimposed on the sel ection of grantees, on thetypes of projectsto
be financed and on the cost-sharing arrangement between the L GU-grantee
and the MDF. Various livelihood and poverty alleviation projects and some of
the devolved functions (like the provision of local water supply, sewerage and
sanitation facilities in the poorest municipalities) receive assistance from this
fund facility 16

15. The new MDF is a highly refurbished version of a grant scheme originally
introduced in 1984.

16. Among the projects supported under the MDF are the Bukidnon Integrated
Area Development Project (BIADP) and the Clark AreaMunicipa Devel opment Project
(CAMDP). With the province of Bukidnon as its direct beneficiary, the BIADP is
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BOX 2
Summary Features of the other Central Grantsto Local Gover nments

A. Introduced before 1991 but continued ther eafter

Local Officials Insurance Premium Fund. This fund is used for the payment of the insurance
premiums of local officids.

Miscellaneous Personnel Benefits Fund. This fund is used for the payment of separation and
retirement benefits of employees under the streamlining program and other personnel benefits to or
on behalf of national government officials and employees. Releases against the amount appropri-
ated to cover the required national government share in the retirement benefits of devolved person-
nel shal be made directly to the concerned local government units.

Palarong Pambansa Fund. The amount appropriated is for the sole purpose of providing
funding for the current expenditures and for the construction, repair and/or development of sites and
facilities and the purchase of sports equipment necessary for the conduct of the games.

Foreign-Assisted Projects Support Fund. This fund is for the purpose of covering foreign
exchange and peso requirements of foreign-assisted projects.

B. Introduced after 1991

Magna Carta for Public Health Workers. Thisis a temporary subsidy to local governments
for the partid funding of the implementation of the Magna Carta of Public Health Workers, a law
which regulates the salaries and other allowances of al health workers devolved to local governments.

Countrywide Industrialization Fund. The fund appropriated shall be used exclusively for
the implementation of the countrywide industrialization projects upon prior consultation with the
representative of the district concerned. Providing a maximum of P30 million in every town and P40
million in every city, the fund was intended for the establishment of manufacturing, processing and
other related industries to hasten rura industrialization. Up to 10% of the tota project costs can be
availed as grants under this facility.

DECS-School Building Program. Under the Public Works and Highways Infrastructure Pro-
gram Act of 1995 (RA 8150), “the DPWH shall, upon the request of the member(s) of Congress
concerned, authorize provinces, cities, municipalities, or barangays to implement projects under the
categories of loca roads and other public works . . .” Included in this allowed infrastructure projects
are school buildings for which the authorized LGUs may receive an appropriation from the DECS.

Poverty Alleviation Fund. For the fund requirements in accordance with the following pur-
poses: (a) for the scholarship assistance program of the department of education, culture and sports
and the state colleges and universities and colleges; (b) hiring of additional teachers to be assigned
in poor municipalities; (c) additional school desks to be released through local school boards for the
4" 5 and 6" class municipaities and cities; (d) direct assistance to farmers in depressed munici-
palities and barangays, including housing assistance for victims of calamities and for communal
irrigation projects to be released through local government units; (€) reintegration assistance for
returning undocumented overseas contract workers; (f) support of the operation of the family health
nutrition welfare program of the department of health and preventive health care program of DECS;
and (g) assistance program for the distressed and disadvantaged population including slum clear-
ance and urban development program.

C. The DOH’s Comprehensive Health Care Agreement (CHCA) introduced in 1994

To help finance the devolved hedlth functions and to promote national health programs
at the local level, the Department of Health (DOH) introduced the Comprehensive Health
Care Agreement in 1994. Essentially a conditional matching grant scheme, the DOH commits to
match every peso spent by the local government unit on nine core health programs of the DOH in
their locality, provided also that the local government unit fully supports the devolved health func-
tions. Loca hedth projects may also be a part of the CHCA. However, the effectiveness of the
CHCA is questioned because of the some problems in its design and implementation and the DOH’ s
lack of monitoring and evaluation mechanisms to monitor local compliance [Eleria, Montalbo and
Sebial 1994; Esguerra 1997].

Source: General Appropriations Act.
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Clearly, the various categorical grants are intended to support local ex-
penditure needs. However, theall ocation of these grantsisnot astransparent as
thelRA distribution, largely because they are administered by different national
government agencies using various processes and criteria. Moreover, thetypes
of local projects supported under a particular grant facility may be adminis-
tered under different national line agencies. Thus, it is difficult to make a more
rigorous assessment of their impact on local fiscal performance and overall
fiscal balance, since many of the transfer facilities are designed poorly and not
consistent with one another. The lack of transparency in the allocation of the
categorical grants reinforces the perception that many of them are simply pork
barrel funds. Despite the possible political opposition to the reform in these
fund facilities, amore thorough accounting of their sources and beneficiariesis
needed.

5. Interlocal Fiscal Transfers

Comparatively less is known about interlocal fiscal transfers, although
there are both de facto and de jure mechanisms for revenue sharing and grants
among local governments. The mgjor type of local-level revenue-sharing scheme
isthe sharing of real property taxes. (Other local tax-sharing arrangements are
summarized in Box 3). According to the LGC of 1991, a province, city, or
Metropolitan Manila area municipality may levy an annual ad valorem tax on
real property, such asland, building, machinery and other improvements. Prov-
inces keep 35% of the real property tax they collect while 40% and 25%, re-
spectively, goto themunicipality and the barangay wheretheproperty is located.
Cities keep 70% of what they collect and distribute 30% to their component
barangays, half shared equally among all barangays and half to the barangay
where the property islocated. Finally, in the Metropolitan Manila Area, 35% of
property tax collections accrue to the MMDA, 35% to the municipality where
the property islocated, and 30% to the component barangays.

Tax collection effort on real property remains low and tax underassess-
ment is prevalent, substantially for political reasons. Moreover, there are often
delays or failures in the remittance of the provincial share in the real property

intended to “equip the government agencies with the skills and resources to sustain
economic development during and after project implementation.” On the other hand”,
the CAMDP is “geared towards the improvements of basic infrastructure and facilities
in the municipalities and cities surrounding the Clark Specia Economic Zone'. The
localities that benefited under this fund facility are the cities of Angeles and Tarlac, and
the municipalities of Bamban, Capas, Concepcion, Magalang, Mabalacat, and San
Fernando.



246 Intergovernmental Fiscal Transfersin Asia

BOX 3
Allocation of Other Local Tax Revenuesunder the
L ocal Government Code of 1991

Under Section 138 of the LGC of 1991, the province may levy and collect
taxeson sand, gravel, earth and other quarry resources extracted from public lands or
public waters within its territorial jurisdiction. The proceeds of such taxes will be
shared among the L GUs where the resource is extracted as follows: province (30%),
the component city or municipality (30%), and the barangay (40%). The maximum
tax rate is 10% of the fair market value in the locality per cubic meter of ordinary
stones, sand gravel, earth, and other quarry resources.

Provinces and municipalities may likewise share in the amusement tax (Sec-
tion 140). “The province may levy an amusement tax to be collected from the pro-
prietors, lessees, or operators of theaters, cinemas, concert hals, circuses, boxing
stadia, and other places of amusement at arate of not more than thirty percent of the
grossreceipts from admission fee . . . The proceeds from the amusement tax shall be
shared equally by the province and the municipality where such amusement places
are located.”

The national government on the one hand and the cities, municipalities and
barangays on the other hand also share in the community tax revenues (Section 164).
Community taxes, which are included in the general fund of the collecting agent, are
intended to finance the development of the concerned LGU. Upon payment of the
tax, which is based on the person’s income, a certificate is issued whose number is
used for filling up public documents the person may be required to sign. Normally,
the community tax is paid to the LGU where the person is residing. Revenues from
this tax are minimal, however, because income is underreported of income and it is
not compulsory.

The share of the national government, however, islimited to the actual cost of
printing and distribution of the community tax certificates to the cities and munici-
palities. “ The proceeds of the community tax actually and directly collected by the
city or municipal treasurer shall accrue to the general fund of the city or municipality
concerned. However, proceeds of the community tax collected through the barangay
treasurers shall be apportioned as follows: (1) fifty percent shall accrue to the gen-
eral fund of the city or municipality concerned; and (2) fifty percent shall accrue to
the barangay where the tax is collected.”

tax revenues. The need for improvementsin the system of incentives and sanc-
tions cannot be overemphasized since property tax revenues comprise the sec-
ond largest source of income of most local governments and could be far more
productive.

Inadditiontolocal revenue-sharing schemes, thereare al so someinterlocal
grants, although these are the |east documented and studied among the differ-
ent intergovernmental fiscal transfers. Therearetwo typesof pressuresfor such
schemes. From the demand side, component cities, municipalitiesand barangays
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expect grants and other forms of assistance given the variations in their local
fiscal capacities!” From the supply side, the province may have to adopt differ-
ent mechanisms, the provision of grants and transfersincluded, to ensure that
overall provincial expenditure responsibilities are met. In some sectors, trans-
fers or co-financing schemes may prove to be a better alternative than direct
provincia provision.

The case of the Provincial Development Council of Davao del Norte,
which includes the provincial governor, the mayors of all the component mu-
nicipalities, and private sector representatives, providesagood example of how
provincial grants to the cities, municipalities and barangays are determined
(Burton 2000). In 1999, the council assessed the unmet basic public service
needs'® in the province. Based on this assessment, nearly P27 million from the
provincia funds were earmarked for local health, agricultural and cooperative,
and infrastructure projects. The allocations among individual LGUs are based
on local input and the development priorities of the provincial government.
The processisclearly more participatory, transparent and objective than it was
prior to the LGC of 1991.

One more magjor form of interlocal categorical grants is worth mention-
ing. Section 235 of the LGC provides for a Special Education Fund (SEF) at the
local level. The fund comprises an additional 1% levy on the assessed val ue of
real properties that a province, city, or Metropolitan Manila area municipality
may imposefor thelocal school boards. Inthe case of provinces, thetotal amount
of the SEF is equally divided between the provincial school board and munici-
pal school boards. Thefundsareintended for the operation and maintenance of
public schools, construction and repair of school buildings, facilitiesand equip-
ment, educational research, purchase of books and periodicals, and sports
development.

The reports of the Commission on Audit (COA) show only very small
and declining amounts of interlocal transfers—P14.2 million in 1995, P2.3
million in 1996, and zero in each of the three following years (1997-1999).
Theinadequacy of current government accounting conventions partly explains
why interlocal grants appear to be smaller than they really are. Government
outlays are normally classified in terms of objects of expenditures (e.g., per-
sonnel services, maintenance and other operating expenses, capital outlays), or

17. Under current practice, the lower-level local governments are required to
develop annual development plans and budgets, which are then reviewed at the provin-
cial level. The submitted plans often become a basis for the province' s budgetary alloca
tions for the different projects and programs in each of the component LGUs.

18. As indicated by the minimum basic needs indices. See Bautista and Juan
(2000) for an introduction to the minimum basic needs approach to development plan-
ning adopted in several provinces.
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sectora or functional classifications (e.g., general public services, economic
services), and very rarely by recipient units. While the recipients of cash trans-
fers are often reported, the corresponding recipients of transfersin-kind, such
as many categorical grants, are seldom indicated. Much better information is
clearly needed on interlocal grants.

E. Impact on Local Fiscal Performance, Fiscal Balance, and
Regional Development

Given the importance of the IRA, previous studies on intergovernmental
fiscal transfers in the Philippines have focused on it. Many of these examined
the mismatch between the allocation formula used for the IRA and the devolu-
tion of central government functions, which led to revenue shortfallsin anum-
ber of provinces and cities during the early years of decentralization (World
Bank 1994; Capuno 2001a). Some analysts claim that the financing problem
has been solved with the substantial annual incrementsin the IRA (Loehr and
Manasan 1999). On the other hand, some studies have found that these incre-
ments may have disincentive effects on local revenue efforts (Manasan 1995,
1997). Additionally, there is the possibility that the IRA may contribute to fis-
cal imbalances among local government units (Capuno, Manuel and Salvador
2001). In this section we examine the impact of the IRA on local fiscal perfor-
mance, fiscal balance, and regiona development.

1. Overal Trends

An examination of the amounts and composition of central fiscal trans-
fersto local governments reveals three major trends. First, the total amount of
these transfers increased from about P17.41 billion in 1990 to nearly P81.8
billion in 1998, or more than four-fold over the nine-year period (Table 11).
Second, the revenue-sharing components, the IRA and the shares in the pro-
ceeds of certain national taxes, constitute the bulk of total national allotments
to LGUs (Table 12). In particular, the share of the IRA has steadily increased
from about 63.17% in 1992 to about 94.07% in 1998. The loca share in the
proceeds of other national taxes, however, appears to be less than some other
central grants. Third, the allocation of other types of central fiscal transfersto
local governments shows greater variability than the IRA. Except for the Coun-
trywide Development Fund and the Calamity Fund, the respective shares of
other categorical grants vary widely from year to year, and some did not get
appropriationsin recent years.

Thisvariability may be explained by the transient need for such funds or
by the accommodationist policies of the national government. The allotment
for the Magna Carta for Public Health Workers, for example, wasintended asa
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temporary budget relief for LGUsthat complained of unfunded mandates heaped
on them under the devolution. Partly used to support the social reform agenda,
the poverty alleviation fund received allotments only in 1996 and 1998. In
contrast, the CDF has more regul ar appropriations, perhaps becauseit is gener-
aly perceived to be a source of pork barrel funds. The de facto allocation
formula used in the allocation of the CDF (and the DECS School Building
Program) requires the approval of the local district’s representative to Con-
gress. The CF also gets aregular allotment because it is used to finance emer-
gency operations for national disasters that occur regularly in the Philippines.

Other transfers are also variable or dwindling because they are being
crowded out by the IRA. In Figure 9, the proportion of the IRA to the total
national budget isshown to berising. Starting with lessthan 2% of the national
government budget in 1991, the IRA share sharply rose to more than 8% in
1992. The share has been above 10% since then, even in 1998 when the na-
tional government withheld the release of the 10% of the IRA as a cash man-
agement measure in the wake of the Asian financial crisis.

Thus, from the point of view of the national government, the IRA is a
substantial resource outflow. From the point of view of the local governments,
the IRA is the single most important form of fiscal transfers (Table 13). The
respective IRAs of provinces, cities, and municipalities have grown signifi-
cantly during thelast decade. In 1990, the average real per capital RAs of prov-
inces, cities and municipalities were P47, P246, and P88, respectively. The
corresponding amounts in 1998 were P210, P659, and P424. As a proportion of
total local government incomes, the respective IRAs of provinces, cities, and
municipalities are sizable. At the start of the 1990s, the share for all LGUs was
less than 40%. By 1999, the share jumped to 80% for provinces and 76% for
municipalities. Only the cities, which have comparatively vigorous economies,
had relatively modest (42%) reliance on the IRA.

The heavy dependenceonthelRA isnolesstrueinthe case of barangays,
which are collectively entitled to 20% of the IRA as per LGC of 1991. Unlike
the other LGUs, however, each barangay is assured of a minimum annual IRA
share of P80,000, provided that it has at |east 100 residents. Currently, the com-
putation of the IRA of each barangay is based on population share (60%) and
equal share (40%). As reported in the budget of expenditures and source of
financing, the total amount of the IRAs alotted to barangays grew from P8.7
billion in 1994 to P18.04 billion in 1999. The figures represent an annual aver-
age of lessthan half amillion pesos for each of the nearly 42,000 barangaysin
the country. In per capitaterms, the amount represents less than P300 per year
during the six-year period. Relative to higher level LGUs, these amounts thus
are not significant determinants of local public service provision, but the
barangays have a narrower set of expenditure functions.
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FIGURE 9
Real Per Capita IRA and Share of IRA in National Government Budget,
1990-1996

pesos
percent

1990 1991 1992 1993 1994 1995 1996 1997 1998 1999
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TABLE 13
ThelRA of Provinces, Citiesand M unicipalities: 1990-1999

1990 1991 1992 1993 1994 1995 1996 1997 1998 1999

Real Per Capita in Pesos
(1994 prices)

Provinces 47 4 78 129 168 173 163 195 186 210
Cities 246 262 387 643 705 633 611 669 595 659
Municipalites 8 109 152 241 303 321 312 363 364 424
Sharein Total

LGU Income(%)

Provinces 38.67 40.14 61.88 74.36 74.43 74.46 75.22 75.60 77.25 80.03
Cities 32.71 35.30 48.20 53.78 51.19 45.77 41.64 42.68 42.02 42.46

Municipalities 36.91 42.22 56.85 61.34 69.40 69.03 67.82 68.27 72.59 75.79

Source of data: Commission on Audit.
2. Impact on Local Fiscal Performance

Sincemost local governments appear to be heavily dependent onthe IRA,
one of the major policy concerns raised with the implementation of the LGC is
the possible negative effect of the IRA on local revenue mobilization efforts.
Although some problemswerereported during the early post-L GC period (1992—
1994), thelocal revenuesof provincesand citiesappear to be el astic with respect
to the IRA, as measured by the percentage change in local revenues over the
percentage changein IRA (Table 14). Applying panel dataregression techniques
on individual LGU fiscal data for 1990-1996, the average “IRA elasticity” of
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the local revenues of provinces is estimated to be 1.374 (controlling for year-
fixed effects) and 1.242 (controlling for region-fixed effects). The incomes
from local sources of cities, on the other hand, are relatively less IRA elastic,
with average elasticity estimates of 1.065 (controlling for year-fixed effects)
and 0.929 (controlling for region-fixed effects).

During the same period, local government expenditures also appear to be
elastic with respect to the IRA, although not as el astic aslocal revenues. Inthe
case of provinces, the average IRA elasticity is 0.956 and 0.987, depending on
whether year-fixed effects or region-fixed effects are controlled for. The corre-
sponding estimates for the cities are 1.065 and 0.668.%°

TABLE 14
Estimates of the Average | RA Elasticity” of Local Revenuesand
Total Expendituresof Provincesand Cities (1990—1996)

LGU Estimates of Average Elasticity
OL SEstimates Panel Data Estimates?

A. Loca Revenues

Provinces 1.330 1.374-1.242

Cities 1.043 1.065-0.929
B. Total Expenditures

Provinces 0.954 0.956-0.987

Cities 0.709 1.065-0.668

Note 2 The first figure is obtained controlling for year-fixed effects, while the second
figure is obtained controlling for region fixed-effects.
Source: Capuno (2001b).

A more disaggregate analysis shows the effect of the IRA on different
sources of local revenues (such asreal property taxes and nontax revenues) and
various types of local public expenditures (general government, economic de-
velopment, and capital outlays). The nontax revenues of the local government
basically comprise fees and payments for the issuance of licenses and permits.
Dueto unavailability of more detailed data, the various expendituresitems used
here simply follow government accounting standards. General government ser-
vices pertain to the expenditures on major local administrative offices, such as

19. These estimates are also adjusted for the possible effects of the changein the
IRA formula, the devolution of central government functions, and the presence of na-
tional government-operated hospitalsin the locality.
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theexecutive, legidlative, treasury, accounting, legal, budget, and police services.
Economic development servicesrefer to the outlaysfor agricultural, veterinary,
engineering, and public utilities services. Asin the previousexercise, individual
LGU fiscal datafor the years 1990-1996 are used to estimate the corresponding
IRA elasticity.

TABLE 15
Estimates of the Average “ | RA Elasticity” of Various L ocal Gover nment
Revenuesand Expenditures

L ocal Revenues Local Public Expenditures
Loca Real Property  Nontax Genera Economic  Capital
Governments Taxes Revenues Government  Development Outlays
Services Services
Provinces 0.585 0.355 0.839 0.940 124
Cities 0.364 0.187 0.720 0.804 0.201

Note:  Estimates for the various revenue sources are obtained controlling for the devolu-
tion of function in 1993, adoption of the new IRA formulain 1992, presence of
national hospitalsin thelocality and region-fixed effects. Estimates for the various
expenditure services are obtained controlling for the devolution of function in 1993
and region-fixed effects.

Source: Capuno (2001c).

Theresultsin Table 15 are generally consistent with the aggregate analy-
sis, although the absolute amounts are lower. Both types of local government
revenues appear to be positively influenced by the IRA increments, both in
provinces and cities. Interestingly, tax revenues from real properties exhibit
greater responsivenessto the |RA than nontax revenues. Asexpected, thevari-
oustypesof local public expendituresal so show high positive responsesto the
incrementsinthe IRA. More notably, the capital outlays of provinces appear to
be very elastic with respect to the IRA, which isimportant because the IRA is
largely a general-purpose block grant.

Although the previous results are highly indicative, the analysis should
be extended for amore compl ete assessment of the IRA’ simpact on local fiscal
performance. First, the period of analysishasto be updated since boththe Asian
financial crisisand the recent political turbulence in the country may have had
implications for the financial performance of both the national government and
local governments. Second, theinvestigations should also cover social services,
such ashealth, nutrition, education, and popul ation services. Third, the munici-
palities have not been investigated. A negative effect of the IRA on local rev-
enue mobilization may be morelikely in municipalities since most depend highly
on their IRAs and they have narrower and relatively poorer tax bases than the
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provinces and cities. Finally, the impact of the other types of central fiscal
transfers and intralocal fiscal transfers on local fiscal performance have yet to
be determined, although this will be difficult under the current government
accounting and reporting practices.

3. Impact on Fiscal Balance

In addition to their effects on local fiscal performance, intergovernmen-
tal fiscal transfers may also be assessed with respect to their impact on vertical
fiscal balance, defined here as the relative real per capita revenues of the vari-
ouslocal government levels. With such acomparison, the contribution of vari-
ous forms of fiscal transfers to the differencesin real per capita revenues may
then be determined. Fiscal imbalance may also be measured horizontally, i.e.,
comparing units of the same level.

The relative impact of the IRA and, to a lesser extent, the other fiscal
transfers to local governments on vertical fiscal balance may be inferred from
Figure 10. In the diagram, the average total revenues and their major compo-
nents are reported for provinces (P), cities (C) and municipalities (M). The
averages are computed for five periods: 1990-1991 (pre-decentralization), 1992—
1994 and 1995-1996 (transition periods), 1996-1997 and 1998-1999 (post-
adjustment periods). The three major components of public revenues are rev-
enuesfrom local sources, IRA, and other external revenues. Thelatter includes
all grants, borrowings, and interlocal government transfers.

During the last decade, there has been ageneral upward trend in the total
revenues of provinces, cities and municipalities, although at varying rates of
growth. Among the three levels of local governments, the cities have the high-
est average real per capita revenues, increasing from about P750 during 1990—
1991 to nearly double that amount during the last two years of the decade. In
contrast, the provinces havethelowest average per capitarevenuesthroughout
thelast decade.

The unevennessin the average real per capitarevenues across the three
local government levelsis mainly due to the differencesin their local revenues
and the apparent bias of the current IRA alocation formulafor cities. The dif-
ferencesin local revenues may be expected given the variability in economic
development and in the tax collection efficiency among local governments. In
many cases, taxable economic activities are concentrated in urban areas, and
cities have broader tax authorities than provinces and municipalities. In addi-
tion, the proceeds from real property taxes, sand and gravel taxes and other
specific levies are shared between the provinces and municipalities, while cit-
ies have sole claim on these same levies.

Apparently, the IRA worsens the fiscal imbalances across local govern-
ment levels. In each of the five sub-periods, the average real per capita IRA of
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cities is more than twice the combined corresponding amounts for provinces
and municipalities. Effectively, the IRA thereforeis not sensitiveto differences
in the local fiscal capacities despite its seemingly equitable allocation (i.e.,
mandated equal shares of the provinces and citiesin the total IRA).

Other external revenues appear to have minimal effects on the overall
fiscal balance, which is not surprising since their contribution to total local
government revenuesissmall. However, given the current government account-
ing conventions noted above, the actual amount of interlocal transfersislikely
to be understated, since the expenditures of higher-level local governmentsare
effectively in-kind transfers and their recipients are not reported. Hence, the
picture of vertical fiscal balance may be different when transfers are indexed in
expendituresinstead of revenues.

Sincethe IRA isthe major source of local revenue, itisnecessarily also a
major determinant of local public expenditures. As shown in the previous sec-
tion, local government expenditures appear to be elastic with respect to the
IRA. In Table 16, the average real per capita expenditures of provinces, cities
and municipalities on the different types of local public services are listed for
the period 1995-1999. As can be observed, city residents enjoy a huge advan-
tage over the municipal (mostly rural) population in terms of levels of expendi-
ture. A comparison between the average per capitaspending on health services
in 1999, for example, reveas that the amount spent by cities exceeds the com-
bined outlays of provincesand municipalities. Thisfinding iseven more critical
considering that many city residentsal so benefit from provincial health services,
partly because many of the hospitalsdevolved to provincesarelocated in cities
(Capuno 1997).

The relative importance of the IRA in the local budget and the effective
bias of its allocation toward the cities could help explain the recent spate of
conversion of many urbanized municipalitiesinto cities under the decentraliza-
tion program. Between 1992 and 1999, there were 24 newly converted cities,
with many morewaiting for congressional approval. Although the citieshave a
smaller collective share in the IRA (23%) than the municipalities (34%), their
respective individual shares are bigger than the municipalities because there
are about 15 municipalitiesto each city in the country. While the conversion of
some municipalities is economically justifiable, the upsurge of conversion to
cities may worsen fiscal imbalances because provinces will lose part of their
revenue shares from taxes collected by the municipalities that are converted
into cities. The increasing number of cities, however, may lead to lower aver-
age real per capita IRA allocations to the cities. In any case, a moratorium on
the conversion of municipalitiesinto cities or the imposition of more stringent
criteriamay be necessary. The impact of conversions should be examined, and
fiscal imbalances should be addressed directly with adjustmentsin the IRA.
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TABLE 16
Average Real Per Capita Expendituresof Provinces, Citiesand Municipalities
by Type of Services. 1996—1999
(in 1994 pesos)

Type of Services 1995 1996 1997 1998 1999
A. Genera public services

Provinces 68.70 67.02 7813 7697 76.68

Cities 47487 491.08 553.14 497.33 1504.02

Municipalities 23286 23156 26842 266.26 281.85
B. Education services

Provinces 12.63 10.52 1710 1509 12.67

Cities 14334 16118 19325 196.35 174.52

Municipalities 25.99 24.59 26.02 2322 2217
C. Heslth services

Provinces 49.97 52.52 59.34 5695 56.52

Cities 103.18 11098 117.72 120.02 54.29

Municipalities 42.55 45.74 55.06 5424 118.68
D. Labor and employment services

Provinces 0.14 0.10 0.22 0.18 0.15

Cities 2.02 1.93 251 0.96 0.12

Municipalities 0.06 0.03 0.11 0.08 0.39
E. Housing and community development

Provinces 17.95 533 6.78 6.02 6.31

Cities 99.91 98.95 98.12 86.77 89.73

Municipalities 15.80 19.25 1946 1741 20.10
F. Socid welfare services

Provinces 3.36 3.82 4,91 4.22 421

Cities 27.18 27.86 31.08 2884 27.69

Municipalities 12.44 12.52 1437 1452 1540
G. Economic services

Provinces 63.67 67.15 76.76 6829 7172

Cities 451.33 406.80 444.86 107.53 395.80

Municipalities 11323 101.31 11652 356.13 113.36
H. Other services

Provinces 15.14 10.91 16.85 1759 16.91

Cities 14781 14575 180.70 171.36 190.45

Municipalities 25.63 21.30 2996 2533 26.87

Source of raw data: Commission on Audit (COA) and Philippine Statistical Yearbook
(various years).

4. Impact on Regional Development

The impact of the IRA on regional development is briefly evaluated in
this section. Wefocus on the IRA because of itsimportance and the paucity of
data on other central fiscal transfers. The United Nations Development Pro-
gram (UNDP) human development index (HDI) for each of the provincesin
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the country isused asameasure of regional development. TheHDI isa composite
index of infant mortality rate (a standard measure of health status), functional
literacy (a proxy for human capital), and average per capita family income (to
indicate aperson’s command over economic resources). The Philippine Human
Development Network and the UNDP have published the HDI for each of the
provinces in the country for the years 1990, 1994, and 1997. The HDI is be-
tween 0 and 1, with 1 indicating the highest possible score.

The IRA has at least an indirect effect on the development indicators
included in the HDI. For example, the availability of and access to primary
health services, now devolvedtolocal government units, determinethefamily’s
health status, especially in rural areas where private health services are beyond
the reach of most people. In addition to the provision of health and other social
services, local governments also spend on economic and infrastructure ser-
vices, two factors critical to local business activities. These servicesthen have
direct effects on personal incomes in the locality.

Determining the actual impact of the IRA on the HDI poses a number of
problems. First, the effect of the IRA onthe HDI is not contemporaneous, since
the HDI indicators do not vary widely on ayear-to-year basis. Hence, alonger
time series data than are currently available would be required. Second, the
expenditures of the national and local governments both independently and
jointly affect the HDI. National labor policies, for example, determine the mini-
mum wage and other employment conditions. Central grants for local skill-
building programs and livelihood projects enhance the local government’s
capability to uplift family incomes. More detailed information on other types
of central fiscal transferswould helpisolate their respective marginal effectson
regional development.

Despite these statistical problems, we undertake a basic analysis of the
possibleimpact of the IRA on the HDI. Given dataavailability, we focus on the
provincial level. A simple correlation analysis between the provinces' real per
capita IRAs and HDI scores is performed for 1990, 1994, and 1997. The esti-
mated correlation coefficients are 0.02, 0.10, and 0.13, respectively, which show
a positive but rather weak relationship between the IRA and HDI. This rela-
tionship is displayed in Figures 11 to 13, which show a scatter plot of the two
variables for each of the three years for which data are available.

Two broad patterns may be discerned from the scatter plots. First, there
has been a general improvement in HDI, since more provinces appear at the
upper tail end of the HDI distribution in 1997 than in 1990. Second, the vari-
ancein the provinces' |RAs appears to have narrowed under the fiscal decen-
tralization program, with the minimum IRA received increasing significantly
after 1990. Given the way the IRA is alocated and the problems noted above,
the weak relationship between contemporaneous IRA and HDI figures is ex-
pected. Itis, however, interesting and worth investigating further that the general
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FIGURE 11
HDI and Real Per Capita IRA of Provinces: 1990
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FIGURE 12
HDI and Real Per Capita IRA of Provinces: 1994
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FIGURE 13
HDI and Real Per Capita IRA of Provinces: 1997
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improvement in HDI coincided with the huge increments in the IRA under the
fiscal decentralization program. Understanding thisrelationship morefully could
help addressimbalancesin regional development in general and the design of a
fiscal equalization grant schemes in particular.

F. Capital Outlays, Infrastructure and Capital Grantsto
Local Government

The Medium-Term Philippine Development Plan 1999-2004 (MTPDP)
contains the blueprint of the country’s infrastructure development objectives
and strategies. One of the main strategiesto spur infrastructure development is
the increased participation of the private sector and, to a lesser extent, local
government units. The relatively smaller role accorded to LGUs is due to their
limited financial and technical capabilities. More importantly, local govern-
ment units do not normally have the incentives to undertake infrastructure
projects that encompass areas larger than their own political jurisdictions.

Nevertheless, local governments can contribute, especialy in the provi-
sion of small-scal e public worksand other basicinfrastructure. Thus, theM TPDP
statesthat the“ government will clearly establish theinterfacing of national and
local governments in the planning, designing, construction and operation of
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infrastructure”. In addition, it also declaresthat the “ coordination among agen-
cies, LGUs, the private sector and affected communitiesin the formulation and
implementation of infrastructure plans and projects shall be improved”.

The mgjor areas where local government participation is expected to be
prominent are urban transportation, roads, irrigation, flood control and drain-
age, and solid waste management. The coordination of urban transportation
services and traffic control is one of the principal tasks of MMDA, the agency
that coordinates metropolitan-wide services in the National Capital Region.
Many of the major infrastructure programs of the national government are in
the NCR.

While the principal responsibility for local roads is assigned to LGUS,
the MTPDP states that the national government will provide appropriate assis-
tance to LGUs that are financially and technically constrained. This strategy is
consistent with the provisions of the Agricultural and Fisheries M odernization
Act, which mandateslocal and regional development councilsto draw up plans
for local roadsto complement national roads, especially inimproving accessto
priority agricultural areas and urban/industrial centers and tourism areas. A
significant rolein the provision of public worksfor irrigation, flood control and
drainage, and solid waste management isal so assigned to local governmentsas
per the LGC of 1991. Correspondingly, the national government’s assistance
to LGUs s geared towards training and building up their capabilities in these
areas.

1. Regional Allocation of Capital Outlays

Theoverall trend inthetotal capital outlaysof the national government is
to consistently allocate adisproportionate shareto the National Capital Region.
The bias for the NCR and other regional centersis acommon finding of previ-
ous studies [Serafica 1998]. The major components of the total capital outlays
of the national government are infrastructure spending, capital grants to local
governments, and equity contributionsin government corporations. Asshown
in Figure 14, the total capital outlays of the national government went down
from P54.73 billion in 1994 to P32.81 hillion in 1996, and then went up to
P63.93 billion in 1998. In 1999, the total amount dropped by about P2.2 billion
from the previous year’ stotal. Although total capital outlays rose from 1994 to
1999, the share of capital outlaysinthetotal budget of the national government
decreased from about 17% in 1994 to 10.4% in 1999.

During the period 1994-1999, the annual share of the National Capital
Regioninthetotal capital outlaysof the national government never went bel ow
39% (Table 17). NCR’s share in 1999 was about 62%, but this was 20 percent-
age points lower than its share in 1994 (80.64%). Also, the regions around
Metropolitan Manila (i.e., Regions Il and 1V) were also consistently among
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FIGURE 14
Capital Outlays of the National Government,
1994- 1999
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thetop recipients of the national government’ s capital outlaysduring the period.

A comparison between the regional allocations of national government
with local government capital outlays will indicate whether there is com-
plementarity in spending between the two levels of government. Between 1990
and 1997, the combined capital outlays of LGUs have increased from about
P1.2 billion in 1990 to about P5.1 billion in 1997 (Table 18). Between 1994
and 1997, the capital outlays of L GUsrepresented |essthan 10% of the national
government’s capital outlays. It also appears that the regions with dispropor-
tionately high sharesin the national total are among the regionswith relatively
high LGU capital outlays. The NCR and Region IV, for example, together ac-
counted for more than 40% of the annual total capital outlays of local govern-
ments during the period 1990-1997.

To the extent that capital outlays determine infrastructure investments
and, therefore, regional growth and development, the regional allocation of the
national budget has implications for regional inequities. A review of the im-
plicit criteriaused in the regional allocation of the budgets of key national gov-
ernment agenciesin 1999 suggeststhat i nfrastructure spending is not as sensi-
tive to the poverty rate as the expenditures on health and other social services
[Mercado 1999]. The poverty rate is negatively correlated with the regional
budgets of the Departments of Transportation and Communication (-0.069),
Agriculture (-0.132), and Health (-0.186). However, a relatively strong posi-
tive correlation is observed for the Department of Trade and Industry (0.709)
and the Department of Education, Culture and Sports (0.758). Also, thereis a
rather weak but still apositiverelationship for the Departments of Public Works
and Highways (0.266) and Social Work and Development (0.216). Although
no firm causal relationship between the poverty rate and the national agency’s
regional budgets can be inferred from these correlation results, it is worth not-
ing that a relatively strong and positive correlation is observed prior to the
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fiscal decentralization program in all of the above-mentioned national govern-
ment agencies. Theseresults underscorethe need for greater consistency inthe
regional alocation of the budgets of the different national line agencies.

2. Infrastructure and Capital Grants to Local Governments

The importance of infrastructure investments to regional growth and de-
velopment in the Philippines is emphasized in a number of studies (Lamberte
et al. 1993). Thus, one important consideration in infrastructure investment
planning is to achieve consistency in the investment plans of all government
agencies, including LGUs. Lack of coordination across agencies and levels of
government can lead to wasteful duplications, delays, or inefficient provision
of basic infrastructure.

Theregional allocation of the national government’ stotal capital outlays
will determine the availability and conditions of basic infrastructure servicesin
the countryside. The amount of capital grants to local governments will also
have a strong impact on improving local welfare, especially in far-flung areas.
The combined outlays of the national government for infrastructure and capital
grants to local governments increased from about P53 billion in 1995 to about
P64.6 hillion in 1999.2° The combined amount constitutes more than 60% of
the total capital outlaysin most years during the period 1995-1999. However,
acomparison of the respective shares of infrastructure expenditures and capital
transfers (to local governments) in thetotal capital outlays of the national gov-
ernments reveals that, despite the decentralization program, the national gov-
ernment is still a major direct provider of infrastructure services. During the
period 1995-1999, the share of capital transfers has not exceeded 25% of the
total capital outlays, whilethe share of national infrastructure expenditures has
not fallen below 34%.

While the national government provides certain infrastructure services
for economic reasons and for expediency, the LGC of 1991 mandated a num-
ber of servicesto be devolved to the LGUs. Despite this mandate, however, the
national government still continues to provide services to the LGUs such as
education services, hospitals and other medium-scale infrastructure programs.
The total amount the national government allots on local public services is

20. The estimates for the total capital outlays presented here are different from
those contained in Tables 17 and 18. The figures reported in this section are based on
the reports of the Commission on Audit, which contains the regional breakdown. The
latter is based on Budget of Expenditures and Sources of Financing published by the
Department of Budget and Management, which contains the breakdown of the total
capital outlays into recipient units. Inconsistencies in government reports and the lack
of detailed information make comparison across data sources difficult.
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substantially greater thanthe | RA, and the di stribution of these resources seems
to aggravate further the fiscal imbalancesin the country (Capuno, Manuel and
Salvador 2001b).

Among the major types of capital grantsto local governments, two have
gained relative importance in the last decade. First, under the Infrastructure
Program Act of 1995, authorized LGUs may receive appropriations from the
DECS for the construction of school buildings under the DECS School Build-
ing Program, which is administered by the Department of Public Works and
Highways. Second, the Countrywide Development Fund is used to finance a
broader scope of infrastructure projects and local livelihood programs. In 1998,
the CDF went to several types of activities, including the construction, repair
and maintenance of public buildings (8.1%), the purchase and repair of motor
vehicles (8.9%), the construction, repair and maintenance of roads and bridges
(7.3%), livelihood proj ects (10.6%), and heal th and education services (21.1%).%

Table 19 depicts the regional distribution of the DECS School Building
Program, the Countrywide Development Fund, and the combined infrastruc-
ture outlays (both for completed and unfinished projects) of all provinces, cit-
ies and municipalities? In 1999, the major infrastructure expenditures of local
governmentswere the construction, repair and maintenance of streetsand bridges
(P5 hillion), public buildings (P4.8 billion), educational buildings (P4.3 bil-
lion), residential buildings (P3.6 billion), water supply system (P1.6 billion),
hospitals and other health buildings (P0.9 billion), and other public construc-
tion projects (P2.3 hillion).

In addition to the great similarity in the types of infrastructure projects
that are supported by central capital grants and local funds, available data also
suggest that the two may be complementary in terms of geographical targeting.
As depicted in this table, funds from the DECS School Building Program and
CDF are relatively low in the NCR and Region V (Bicol), where LGU infra-
structure spending is high. Conversely, the capital grants tend to be high in
regions where LGU spending is low (e.g., Regions 1, VI, VII, and 1X). There
are, however, some exceptions. In the CAR, both capital grants and local infra-

21. Roughly the same trend in the allocation of CDF is observed for 1996 and
1997.

22. TheLGU infrastructure expenditures here are culled from the Annual Survey
of Construction Projects of Local Governments conducted by the National Statistics
Office. The respondents in this survey are the local government engineers, treasurers,
planning officers and budget officers. Thereported figures, which include bothcompl eted
and ongoing projects for the year, are larger than the amounts reported in Table 18.
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TABLE 19
Real Per CapitaDistribution of the DECS-School Building Program,
Countrywide Development Fund and L GU Infrastructure Expenditures by
Region: 1997-1999
(in 1994 pesos)

Region DECS CDF LGU

1998 1999 1997 1998 1998 1999
| 21.1 16.4 13.2 57 178.6 286.9
1 22.0 22.1 20.0 8.2 163.9 115.6
11 18.9 174 13.1 5.2 158.2 1311
v 22.8 20.1 9.4 35 156.4 255.0
\ 22.0 22.2 11.0 5.6 80.0 88.4
Vi 20.1 18.4 16.5 59 107.5 102.0
VIl 23.0 22.6 15.2 8.6 166.1 164.6
VIl 25.3 22.7 7.7 2.6 172.8 208.8
IX 257 258 10.4 4.0 84.0 96.2
X 23.7 24.1 10.6 6.2 264.4 366.1
Xl 21.0 20.7 9.7 3.0 100.8 102.1
XIl 38.7 43.9 9.8 43 80. 64.6
CARAGA 235 23.8 39 0.8 - -
CAR 23.2 20.9 21.7 27 405.7 226.3
ARMM 114 11.9 8.3 31 45.8 22.2
NCR 19.8 16.3 4.7 1.6 342.0 495.7

structure spending are relatively high. In contrast, both figures are relatively
low in the ARMM 2

Although the available data are useful in characterizing broad trends in
the allocation of capital grants, they are not sufficiently detailed for amore in-
depth comparison of LGUS, for example, according to their income classes,
levels of socioeconomic development, revenue potentials, etc. Thus, it isvery
difficult to make a definitive assessment of the overall impact of capital grants
on local welfare.

3. ODA-Funded Capital Grants
With the continued vulnerability of the economy to both external and

internal shocks, funds from Official Development Assistance (ODA) remain a
principal source of financing of public infrastructure programs. During the last

23. Note that there is no reported local infrastructure outlay for the CARAGA
region. However, this is likely due to accounting errors, since the provinces that now
constitute the CARAGA region are still classified under their old regions.
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decade, therewas an effort to widen the LGUS' accessto ODA funds. Recently,
an ODA-funded capital-grants mechanism was restructured to direct foreign
assistanceto local governments.

The total amount of ODA commitments has grown from about US$4.6
billion in 1990 to about US$7.3 hillion in 1998, although the total amount was
highest at US$9.3 hillion in 1996 (Table 20). Despite the increased amount of
ODA commitments, the actual utilization of the funds has been less than 50%.
Thislow rateisdueto anumber of factors, including delays arising from court-
issued temporary restraining ordersfor public works or land conversions under
the agrarian reform law and poor coordination among various national govern-
ment agencies concerned.

The bulk of the ODA funds is allotted to projects with nationwide or
multiregional coverage. However, the NCR, the single biggest recipient of ODA
fundsamong theregionsin the country, accounted for about 20% of the amounts
availedin 1999. In contrast, the total amount committed to regionsin Mindanao
(total of seven regions) isonly about 4% of thetotal. In fact, it appearsthat the
Autonomous Region of Muslim Mindanao and the Cordillera Autonomous
Region received no separate ODA allocation during most of the last decade.
The apparent ODA regional biases are similar to biases in the national
government’ scapital outlaysdiscussed above.

Partly to increase the absorption of ODA funds, the Municipal Develop-
ment Fund (MDF), originally established in 1984, was restructured to increase
LGU access to foreign aid and other forms of assistance. As per the LGC of
1991, local chief executives (mayors and governors) are authorized to seek
other sources of financing in the form of grants or donations from local or
foreign agencies (such as ODA) without the prior clearance or approval of the
national government or a higher-level local government.

To enable local governments to tap the ODA loan components, which
require sovereign commitment, the MDF was reconfigured. The MDF is a
revolving fund capitalized and funded by foreign assistance or grants from bi-
lateral and multilateral sources such as the World Bank (WB), the ADB, the
USAID, and the Overseas Economic Corporation Fund (OECF). Resources
under the MDF are made available to local governments through the Depart-
ment of Finance to bankroll local projects in accordance with agreements be-
tween bilateral/multilateral institutions and the national government.

Presently, the MDF has a total fund base of P1.1 billion, making it an
important conduit for resourcesto L GUs. Projects financed under the MDF are
mostly urban-based, although adjustments are made to accommodate more
rural-based projects, such as the establishment of windows for financing liveli-
hood and natural resource management projects of low-income local govern-
ments (Llanto 1997).

Administered by the DOF's Bureau of Local Government Finance, the
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TABLE 20
Official Development AssistancetothePhilippinesin the 1990s
(inmillion USdollars)

Total Commitment on Total Cumulative Availment of
Regions Ongoing Projects Ongoing Projects
(asof theend of theperiod) (asof theend of theperiod)

1990 1993 1996 1998 1990 1993 1996 1998

Region| 42 49 2 2 26 43 2 2
Region| - - - - - - - -
Regionlll 58 353 532 579 - 23 174 330
Region |V 350 462 696 328 57 75 a7 m
Region V 175 175 pail 131 27 154 56 3
RegionVI 23 - - 110 23 - - -
Region VI 17 330 627 453 4 100 218 223
Region VIII 79 4 127 63 17 24 50 7
Region X 7 7 - - - 7 -
Region X 3 - 40 55 3 - 2 4
Region XI 43 27 75 66 14 4 1 21
Region XII 32 39 100 176 - 9 27 43
Region XI11 - - - - - - -
ARMM - - - - - - - -
CAR 15 - - - 1 - - -
NCR 683 1125 1405 1363 163 403 539 547
Inter/multi-regional 1198 150 3391 3218 369 670 1235 1079
Nationwide 1787 2429 2060 805 520 917 1327 3%
Totd 4590 6538 9291 7348 1223 2422 4124 2761

Source of raw data: National Economic Development Authority.

MDF has three basic fund facilities, namely loans, grants, and a mix of loans,
grants and equities (for eligible LGUs and subprojects). Under the MDF, all
levels and income classes of LGUs are eligible for financing, but eligible sub-
projects are determined by the terms of agreement between the national gov-
ernment and foreign donors or lending institutions.

24. To access loans under the MDF, the LGU is required to submit aresolution
from the local sanggunian (i.e., local legidative body) authorizing the local chief execu-
tive to apply and enter into aloan agreement with the MDF-DOF. |n addition, the bor-
rowing unit must submit a project description, COA-audited financia statementsfor the
last three years, list of elected officials and department heads, and, if available, afeasi-
bility study and an updated socioeconomic profile of the LGU. Subprojectsthat are not
eligible for funding under the MDF are land acquisition, payment of salaries, bonuses,
taxes and fees, contingency funds for calamities, and the purchase of stocks and other
nonviable investment instruments.
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The loan component under the MDF is based on project requirements,
athough it is limited to the borrowing capacity of the local government. The
interest rate charged is normally below the market rate, making it the preferred
choice of many local governments. The current interest rate is 14%, which is
fixed for the entire duration of the loan, which can range from three to five
years. The terms of the loan normally allow a grace period of three years on
principal payments for loan terms extending for five years or more. Since most
L GUs have poor local tax bases, the IRA effectively becomes the only collat-
eral for loans. The grant component of the MDF provides for 50 to 90% of a
subproject’s cost, depending on the type of the program, subproject and the
income class of the local government. The LGU equity contribution is set to a
minimum of 10% of the total project cost. The equity contribution comes from
local budgetary appropriations and must be deposited in atrust fund account.

The overall impact of the MDF on regional development has yet to be
established. Available records show that the total amount released under the
MDF has steadily increased from about P405.2 million in 1995 to about P1,254.1
million in 1998. However, there is no available regional breakdown of the MDF
alocations. A cursory review of the infrastructure projects funded under the
MDF shows that both urban and rural infrastructure projects are supported,
although urban seem more important. For the period 1993-2007, the total loan
commitment to the various urban infrastructure projects amounts to more than
US$260 million25

The MDF has strong potential asaconduit of ODA fundsfor local devel-
opment projects, but some issues have been identified. First, the MDF s policy
governing board does not include representation from L GUs. Second, the MDF
does not assume responsibility for technical appraisal and this slows down the
project proposals. Third, there is not adequate transparency and uniformity in
MDF guidelines. Fourth, there is not an adequate focus on targeting L GUs that
are unable to get access to commercial credit (Alonzo 1999). Finally, the MDF

25. The biggest among these projects are the Local Government Finance and
Devel opment Project (LOGOFIND) and the Third Municipal Devel opment Project (MDP
3), both financed by the World Bank. Unlike the World Bank financed projects that are
intended for all LGUsin the country, the projects financed by ADB have amore limited
set of beneficiaries. Among ADB-funded projects are the Clark Area Municipa Devel-
opment Project (CAMDP), the Metro Cebu Devel opment Project 3 (MDCP 3), the Subic
Bay Area Municipal Development Project (SBADP) and the Philippine Regional Mu-
nicipal Development Project (PRMDP). In addition, ADB is the major source of loans
for rural infrastructure projects, such as the Bukidnon Integrated Area Development
Project (US$30 million) and the Southern Philippines Irrigation Sector Project (US$60
million).
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has been criticized astoo centralized in Metropolitan Manila. Thisraisesthe tran-
saction costs of both the MDF and the prospectivelocal government borrowers.
Perhaps for this reason, many of the MDF-funded local projects are urban-
based, sincelocal governmentsinremote areasare comparatively disadvantaged.

G. Summary and Policy Recommendations
1. Main Findings

Our analyses suggest several mgjor findings. First, therewas only amod-
est improvement in regional growth and devel opment during the 1990s. Poverty
incidence remains very high in low-income regions in the country and there
has not been any significant improvement inimbalancesin health status across
regionsduring thelast decade. The persistence of the gapsin regional develop-
ment may be traced to the uneven growth in average family income across
regions, the continued vulnerability of the economy to both external and inter-
nal shocks, and macroeconomic policies adopted before and during the period.

Second, the prospects for macroeconomic stability and growth critically
depend on the ability of the new administration to contain the burgeoning bud-
get deficit and pass crucial economic reform bills, especially those concerning
the power and the banking sectors. In addition, the new administration must
alsoenhanceoverall tax collection effort and expl ore alternative revenue sources.

Third, despite the fiscal decentralization program adopted in the 1990s,
the central government remains the dominant player in the fiscal affairs of the
nation. Its share in both total public revenues and total public expenditures far
exceeds that of the local governments. The national government affects the
trendsin regional growth and development in two ways. First, macroeconomic
policies and the spatial distribution of the national government’s budget di-
rectly influence regional economic activities. Second, central fiscal transfersto
local governments, which constitute the bulk of the total intergovernmental
fiscal transfers, substantially affect local fiscal performance.

Fourth, various types of intergovernmental fiscal transfers have been
adopted, but the principal types are formula-based revenue-sharing schemes
between the central government and local government (IRA) and among local
governments (real property tax revenues). Both from the points of view of the
national and local governments, the IRA is the single most important form of
transfer. Although the share of the allotment to LGUsin the total budget of the
national government has significantly increased under the devolution, the in-
crease however is still not enough to threaten overall macroeconomic stability
(Loehr and Manasan 1999).

Fifth, relative to the allocation of the IRA and other tax revenues, the
distribution of central and interlocal grants is less transparent. Neither the
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distribution formulas nor the characteristics of the recipients and the amounts
they receive are well documented. The relative lack of transparency reinforces
the perception that some of these grants are sources of pork barrel funds. Part
of the problem also lies in current government accounting practices, which
detail cash transfers but not in-kind transfers. Relatively little is known about
interlocal fiscal transfers.

Sixth, the IRA generally has some positive effects on local fiscal perfor-
mance and may have led to overall improvements in welfare. Both the local
revenues and expenditures of the provinces and citieswere found to be elastic
with respect tothe IRA. Increasesin the IRA do not appear to have substituted
for local revenue mobilization, and they have apositiveimpact onlocal economic
service provision and capital outlays. The huge increments in the IRA also
appear to have helped improve local health status, literacy and average family
income in some areas during the last decade. However, the IRA also appear to
have worsened fiscal imbalances. Neither it nor any transfer programs in the
Philippines can be properly characterized as afiscal equalization grant scheme.

Seventh, the national government appearsto favor thedirect provision of
infrastructure over the extension of capital grantsto local governments, and it
continues to directly provide infrastructure services that are now officially de-
volved to LGUs. In addition, the distribution of the capital outlays of the na-
tional government is favorable to urban areas and traditional regional centers,
particularly the Metropolitan Manila Area and its surrounding regions. Since
infrastructure investment increases growth potential, the national government
influences the future pattern of regional growth.

Finally, there are now various mechanisms that enable LGUSs to access
ODA-funded capital grants and loans, which also tend to favor urban areas.
The most important is the Municipal Development Fund. Comprising ODA
grantsand loans, the M DF providesan alternative source of financing to L GUSs.
Grants under the MDF are tied to loan conditionalities and sometimes require
equity contributions form LGU borrowers. For some local governments, strin-
gent MDF requirements are difficult to meet. In addition, the centralized opera-
tions of the M DF raise the transaction costs of LGU borrowersin remote areas.

2. Policy Recommendations

Some genuine progress has been made in recent years under the Philip-
pines fiscal decentralization program. Given the persistent inequities and
unevennessinregional growth and development and the worsening fiscal imba-
lances, however, weidentify several policy recommendationsas high priorities.

Improving consistency in the design and implementation of macro-
economic policy, fiscal policy and intergovernmental fiscal transfer pro-
grams. Various earlier studies on the history of economic development in the
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Philippines consistently emphasized the disastrous consequences of certain
macroreconomic policies, especialy trade and industrialization policy, on re-
gional growth and development. Given the persistent inequitiesin regional eco-
nomic performance, these lessons should be remembered. Macroeconomic
policies can greatly influence the extent of regional economic activities and
local fiscal performance. Thus, macroeconomic policies must be as consistent
as possible with the avowed objectives of fiscal decentralization.

A serious concern in thisregard is that the national government contin-
ues to be the direct provider of many basic infrastructure services at the local
level, but the regional budget allocation of key national government agencies
does not seem to help reduce interregional disparities. Social service expendi-
tures are focused on the low-income regions, but infrastructure expenditures
are focused on high-income regions. How these realities affect the budget and
national development goals needs more serious consideration. Furthermore,
improvements in the tax collections at both the national and local levelswould
have major implications for the pool of resources available for intergovern-
mental fiscal transfers.

Enhancing consistency in the design and implementation of central
fiscal transfers and interlocal fiscal transfers. The most important concern
here is the extent to which central fiscal transfers promote or discourage rev-
enue sharing among LGUs. While certain local revenue-sharing schemes are
mandated, cost-sharing and other joint cooperative undertakings among local
governments are seldom observed. These joint undertakings are necessary for
a more efficient provision of local public services, especialy where inter-
jurisdictional spillovers occur and the joint use of local facilities (such as
hospitals) is appropriate. Current central fiscal transfers promote efficient pro-
vision by extending asubsidy to the L GU that providesthe service or maintains
the facility, but this does not promote cooperation among all concerned LGUSs.
To achieve greater sustainability in local public service provision, the national
government should facilitate cooperation rather than simply subsidize the cost
of provision.

To achieve greater fiscal balance, the IRA should be adjusted to re-
duce the gaps in effective per capita shares of rural and urban localities or
at least between provinces and cities. Interlocal transfers should also be ex-
plicitly factored into the IRA adjustments, since most provinces also provide
assistanceto their component cities. Moreover, the revenue-raising capabilities
of the local government units should be included as an allocation criterion to
encourage greater local revenue mobilization. The IRA could also be adjusted
to reflect horizontal fiscal imbalances.

As the IRA alocation formula is adjusted, it should remain as simple,
transparent, and predictable as the current formula. Moreimportantly, it is nec-
essary to build apolitical consensusbehind the proposed changes. Towardthis
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objective, a gradual or phased-in adjustment in the IRA that will minimize a
diminution in the current shares of the LGUs isimportant. The adjustment, for
example, may be limited to the annual increment in the total IRA share until
such time that the desired level of fiscal balanceisachieved. In addition, policy
makers, stakeholders, and the general public must be widely informed of the
real causes and consequences of the fiscal imbalances, and what the IRA ad-
justments will imply.

A speedy and acceptabl e resolution of anumber of other issues concern-
ing the IRA can help focus attention on proposed adjustments to the IRA for-
mula. Among these are whether or not the IRA should be based on the gross or
net collections of the bureau of internal revenue, whether unfunded mandates
should be financed out of the IRA or with other national government funds,
whether the IRA should be based on the second year instead of the third year
preceding the year during which the allocations are made, and whether the
required 20% allotment for local development projectsoverly restrictsthe LGUs
on how to spend the IRA.

Institutionalizing a fiscal equalization grant mechanism. The proposed
adjustments to the IRA at best address only the fiscal imbalances on the rev-
enueside. A fiscal equalization grant mechanism should also be introduced to
adjust for the differencesin thelevelsand costs of public service provision and
to fine-tune whatever gaps remain in local fiscal capacities. While the adjust-
ment in the IRA would become more permanent, the fiscal equalization grant
could be more flexible, an important feature given the fluctuations in local
incomes.

A number of factors must be considered in the specification of the fiscal
equalization grant. On the revenue side, it should factor in the effects of other
central fiscal transfers on local revenue mobilization, the direct provision by
the national government of local public services, and interlocal revenue-
sharing schemes. On the expenditure side, the implicit transfers among LGUs
must also be considered, asin the case of joint use of hospital facilities. Thus,
the fiscal equalization grant could support cooperative undertakings at the lo-
cal level, which would be critical to the efficient operation of certain local ser-
vice network systems.

For political acceptability, the suggested adjustment in the IRA alloca-
tion formula and the fiscal equalization grant scheme should be introduced as
one package intended to address imbalances in regional growth and develop-
ment. To finance the fiscal equalization grant, there could be a reprogramming
of certain redundant central fiscal transfers, such as the countrywide devel op-
ment fund. The adjustment in the IRA would likely be protracted, however,
given its relative importance and long history. Thus, a pilot test of the fiscal
equalization grant scheme would be necessary. The pilot should help improve
the design and the implementation of the grant scheme, and serve as an advo-
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cacy mechanism for its wider acceptability. In this activity, the national gov-
ernment would require assistance from the donor community and other
multilateral institutions.

Improving the distribution of infrastructure investments, centrally
provided local public goods and services, and the access of LGUs to
ODA-funded development resour ces. Strictly speaking, some infrastructure
expenditures of the national government may not be classified as transfers.
Nonetheless, they confer benefits that are limited to narrow areas, comprising
perhapsafew local governments, in sectors such aseducation and health. These
infrastructure expenditureswill have animpact on thetypes, amountsand quali-
ties of services available across regions aslocal governments adjust their own
expenditure priorities. Thus, the fiscal incidence of the national government
infrastructureinvestments can belikened to that of capital grantsor other trans-
fers and will obviously impact overall fiscal balance and, ultimately, regional
development. To improve the distribution of infrastructure investments, the
incidence of local capital spending must be studied carefully, starting with a
proper accounting of infrastructure investments by the different levels of gov-
ernments. With such information, appropriate capital financing schemes can be
designed to elicit greater local capital spending.

One promising channel is the Municipal Development Fund, which has
both grant and local components. To become amore effective conduit of ODA,
the operation of the MDF needs to be enhanced. In particular, its operation
must be simplified and decentralized to increase L GU access, especially in rural
areas. Inaddition, itissuggested that the M DF specializein extending assistance
to low-income LGUSs, which cannot access commercial credit lines. Toward
this, the MDF may also open a window for small grants. While this will in-
crease the transaction costs of the MDF, these should be weighed against the
expected gains from increased beneficiaries.

Developing a national fiscal transfer accounts system. A far more com-
plete accounting of all typesof intergovernmental fiscal transfersin the country
must be undertaken, with the end goal of developing a national fiscal transfer
accounts system (similar to the national income accounts and the national health
accounts).?® The development of this system would serve two major purposes.

26. Thedevelopment of anational fiscal transfer accounts system would involve
the participation of key national government agencies, including NEDA, the Depart-
ment of Budget and Management, the Department of Interior and Local Government,
and the Department of Finance. NEDA has already undertaken some initial steps that
can lead to the development of thefiscal accounts system. Once devel oped, the national
statistical coordination board can maintain and update the accounts system.
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First, it would provide a complete mapping of the different intergovernmental
fiscal transfer schemesin the country. The accounts system would have all the
pertinent information such asthe sources, types, amounts, purposes and actual
uses of the funds, as well as the characteristics of the grantor and recipients.
ODA grants should also be included to have amore compl ete resource picture.
Greater transparency and accountability in the allocation of public resources
can be achieved with such a system, allowing stakeholders and policy makers
to make more informed and careful decisions. In countries where most types of
central fiscal transfers are jointly determined under one agency (e.g., Austra-
lia), the availability of information similar to that contained in the proposed
national fiscal transfer accounts system allows for the timely, consistent and
efficient adjustmentsin transfer schemes.

Second, policy simulations could be undertaken with the database prior
to making allocation decisions to avoid unnecessary and costly mistakes, thus
improving the overall efficiency, effectiveness and equity of intergovernmen-
tal fiscal transfers. If a similar system had been in place in 1991, for example,
the IRA formulacould have been adjusted to account for the distribution of the
devolved functions. But since the relevant datawere not avail able, the national
government was forced to create adjustment funds and tinker with the IRA
formula later. The database could also be used to assess the implications of
suggested reforms in intergovernmental fiscal transfers schemes on local fiscal
performance, local service provision, interlocal revenue- or cost-sharing ar-
rangements, overall fiscal balance and equity, the national budget, and the
macroeconomy. More importantly, the assessment could be undertaken in a
more general-equilibrium type setting than is possible with partial information.
Overall, creating this system would lay a solid foundation for developing inter-
governmental fiscal arrangements that better support both national and local
development goals.
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