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EXECUTIVE SUMMARY

Purpose

A critical element in the design of governments for Aboriginal peoples is the development of new
fisca relationships with other levels of government. The purpose of this study is to inform such
development by investigating and analyzing the experience of other countries facing challenges of
relevance to Aborigina self-government.

The analysis of international experience proceeds at two levels. First, the Institute summarizes the
important principles and best practices that can be derived from the extensive work now going by
international financial ingtitutions (e.g. the World Bank) and by a number of academics, severa of
whom are Canadian. Second, the Ingtitute analyzesin some depth the experience of four countries -
Sweden, Denmark, the United Kingdom and Australia.

In the concluding section of the paper, the Institute draws together the main lessonsthat thisanalysis
of international experience reveals and makes recommendations for future action, including further
research that might be useful.

Principles and Best Practices

The magjor principles and best practicesfor developing fiscal relationshi ps between national and sub-
national governments have been gleaned from recent publications of the World Bank, the
International Monetary Fund, the Organization for Economic Cooperation and Development, and a
number of academic expertsin thisfield including a number of Canadians.

The overadl thrust in the literature reviewed by the Institute is to support strongly greater fiscal
decentralization, especialy in highly centralized developing countries and in emerging market
economies, mainly in Eastern Europe. Most of the arguments supporting this thesis are made on
theoretical grounds.

The principles and best practices fall into the following categories:

expenditure responsibilities;

taxation and other own-source revenue;

fiscal transfer mechanisms,

borrowing capacity; and

institutional considerations including performance indicators, auditing and monitoring
requirements, strengthening local capacity and the fiscal legal framework.

Intergovernmental Fiscal Relationships
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Case Studies

In conjunction with the Research and Anaysis Division of the Department Of Indian and Northern
Affairs, the Institute devel oped the following criteriafor choosing the countries on which to base the
case studies; such countries should have subnational governments which

1 have wide taxation powers with jurisdictional powers approximating those of a Canadian
province;

I have both revenue capacity and expenditure requirements as criteriain determining the fiscal

transfer;

have experienced a relatively recent change in their fiscal relationship with the central

government;

I have a wide range of population bases with some jurisdictions having relatively small

populations (under 100,000);

are located, asleast in part, in economically depressed areas; and

are located in a variety of countries both in terms of their geographic location and in their

level of economic prosperity.

In addition, the Institute undertook to include as one of the case studies an examination of the fiscal
arrangements existing in Australia, in particular because of the interesting equalization feature
between the Commonwealth government and the states and territories. Finally, for reasons of time
and cost, the Institute chose casesin which material wasreadily availablein either English or French.

After areview of the literature on fiscal decentralization, including case studies on awide variety of
developing countries, the Institute came to the conclusion that the most fruitful case studies were of
long established liberal democracies, primarily in Western Europe. The Institute chose Australiafor
reasons already cited and three unitary countries in Europe - Sweden, Denmark and the United
Kingdom - as the countries best fitting the criteria noted above with the one exception of the last
criterion relating to diversity.

For each of these case studies, the Institute begins with a brief overview of the governmental
structure of the country, followed by a description of the mgor elements of the intergovernmental
fiscal relationships. The cases concludewith adiscussion of some of theissueseach country isfacing,
particularly in the context of the principles and best practices reviewed earlier in the paper.

Conclusions

The Institute judges that the following points, based on the case studies and the review of principles
and best practices, haverelevancefor the devel opment of anew fiscal rel ationship between Aborigina
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where the own source revenues are relatively minor. Furthermore, expenditure equalization
should be attempted only if there is a high degree of consensus around the basic principle of
expenditure equity.

Fiscal transfer mechanismscr eatecontinual tension between theprinciplesof simplicity
and equity. In other words, attempts to achieve greater equity invariably lead to higher
levelsof complexity. Conversely, attemptsto realize greater smplicity result in‘cruder’, and
to many, less satisfying approximations of equity.

The experience of the countries making up the four case studies suggests that the
borrowing of funds by new Aboriginal governments should be part of any fiscal
arrangements agenda.

Thecasestudieshaverevealed awidevariety of mechanismsto enhanceaccountability.
Some of these that are worthy of consideration in the Canadian context are:

an ombudsman (the UK);

a common auditing commission (the UK);

amechanism or mechanisms for gathering and reporting performance indicators and
doing comparative analysis (the UK, Sweden);

1 amechanism for creating greater transparency vis a vis borrowing (Australia).

The case studies also reveal a continuing 'tension’ in the degree to which the central
governments ‘control’ or influence the activities of subnational governments. Such
control and influence can comein the form of conditional grants (the importance of these are
on the upswing in two cases - the UK and Australia - and on the opposite cycle in the
Scandinavian countries) and through legidlation passed by the central governmentsin unitary
states through which they can control to a high degree the activities of local governments.
Likeexpenditure equalization, there appearsto be no 'equilibrium’ point; rather, a continuous
cycle from more controls to fewer controls to more controls appears to be the norm. All of
this points to the importance of establishing a robust set of mechanisms similar to those
outlined in point h) above so asto avoid more intrusive ‘control’ mechanisms, a devel opment
which would not be in the best interests of either the federal or Aboriginal governments. In
addition, harmonization mechanismswith all threelevels of government will be critical inthe
Canadian context, giventhelack of anational legidativeframework for the programsthat will
fall under Aborigina jurisdiction.

Another contentiouspoint in any fiscal relationship between levelsof gover nment isthe
determination of the total amount to be transferred to all subnational gover nments.
In al four cases, the central government determines this amount as part of their budget
process but in different ways - in the UK, the amount is a function of a set of published
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factors; in Denmark, there is reliance on a set of principles, backed up by a joint forum for
discussing the issue; and in Australia, the amount is determined at an annual Premiers
conference. The Danish approach may be worthy of careful consideration in the Canadian
context.

k. An important conclusion to be drawn from the case studiesisthat the size or scale of
subnational gover nments appearsto matter. One of the spin-off benefits of expenditure
equalization systemsisthat countriesget abetter, albeit imperfect, sense of thefactorsdriving
the cost of services in the public sector. And the number of inhabitants within a single
jurisdiction and their geographic dispersion appear to be important factors. In the three
unitary countries there has been a trend toward reducing the number of local governments
based to a large degree on questions of scale and efficiency.

l. In the Scandinavian countries, a staged implementation of an overall transfer system
over several yearswith set parameterson the degree to which transfers could change
from one year to the next has been an effective implementation strategy. The Danish
and Swedish experience suggests that a more incremental approach to implementing change
might have resulted in more opposition and have been less successful.

m. Another element in the implementation of the transfer systems in the Scandinavian
countries has been the use of legislation to set out the major elements of their system.,
includingthefactors, their weightsand themethodsof calculation. Incontrast, Australia
and the United kingdom have put only their ingtitutional elements of their systems in
legidation.

n. TheDanish approach toachieving ahigh degr eeof budget security for local authorities
by giving them the option of opting for a guaranteed tax base and associated
equalization amount, based on the most recently completed fiscal year is worthy of
possible emulation in the Canadian context. Under this option, the central government
assumestherisk, should the tax base declines but al so reaps the benefits, should the tax base
rise.

o. A final conclusion relates to the importance of establishing an ongoing process or
mechanisms for managing the fiscal relationship, given the inherent problem of
dividing a fixed sum among a number of competing entities. The case studies point to
two distinct models - the Australian approach of establishing a'neutral’, non-political agency
to help the players manage the contentiousissues or the Scandinavian approach, based more
on a negotiating model. Both of these models have precedents in the current federal-
Aboriginal relationship.

Intergovernmental Fiscal Relationships
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Recommendations

The above set of conclusions lead to the recommendations.

Principles

a. The department should reviseits statement of principlesfor a new fiscal relationship
(for example, in its presentation to the Meadow Lake Tribal Council inthefall of 1997), by
adding the following points:

the notion of 'neutrality’ should be central to any fiscal transfer system, neutrality
in the sense that the receiving government should not be able to influence the grant
that it receives by manipulating its expenditure or tax decisions,

any statement of principlesshould recognizethat some of the principlesmay be
conflicting - in particular, implementing the 'equity principl€ tendsto moveatransfer
mechanism away from the 'principle of smplicity'; and

to make any fiscal arrangement work, there needsto a strong commitment on
thepart of all partiesto the continuous management of ther elationship because
of the ongoing potential for conflict between the Aboriginal governments and the
federal governments and among Aboriginal governments over the implementation of
any equalization regime.

Borrowing by Aboriginal governments

b. Thedepartment should proposethat borrowing by Aboriginal gover nmentsshould be
part of any agendafor discussing anew fiscal arrangement. Topicsto bediscussed under
this heading include:

possible mechanisms to lower the cost of borrowing (as in the United Kingdom and
Sweden);

whether borrowing should be restricted to investment projects;

the adoption of common accounting approaches and principles;

contingency plansin the case of default; and

how the transparency principle will be realized.

Fiscal Transfer mechanism

C. Thestarting point for discussions between the department and itsAboriginal partners
on a fiscal transfer mechanism should be the current mechanism employed by the

Vi

Intergovernmental Fiscal Relationships
Institute On Gover nance



federal and territorial governmentsor somevariation ther eof. The modelscanvassedin
thisstudy arefar too complicated for the Canadian context; they represent the results of long,
evolutionary processes; and finally they are supported by aninstitutional structurethat hasno
analogue in Canada. The advantages of the existing territorial formula are several:

Canadians have had direct experience with it for a significant period of time;

this modél is suited to a small number of self-governing entities whose numbers can
increase slowly over time;

the data requirements are relatively straight forward; and

it has both an expenditure and revenue equalization feature.

In adopting this approach (or some variation), the parties should realize that the expenditure
equalization feature is'crude' at best and the long term tendency will be to refine it and thus
render the formulaincreasingly incomprehensible to most citizens.

Further research

d.

The department, likely in conjunction with Aboriginal partners, should conduct
research on the experience of other jurisdictions with the following accountability
devices with an emphasis on how these could be most effectively adopted to fit the
federal-Aboriginal relationship:

1 performance indicator systems and comparative reporting methodol ogies;

1 audit and other review mechanismsjointly serving avariety of jurisdictions;
1 common accounting and financial reporting systems, and

1 redr ess mechanisms such as an ombudsman.

Again in conjunction with appropriate Aboriginal partners, the department should
undertaker esear ch on capacity building strategiesto support thedevelopment of anew
fiscal arrangement. The choice of the countries for the case studies had a number of
advantagesoutlined in Section 3 of thispaper. A disadvantage, however, of choosing mature
western democracies is the lack of good examples in the building of fiscal capacity. The
Institute's review of the literature revealed a number of interesting approaches, bothin Latin
America and in the newly emerging market economies in Eastern Europe. No doubt there
are othersaswell. These could be profitably mined at relatively modest cost.

Other potentially useful research projects might centre on the following topics:

1 the experience with user feesand char ges - whereto apply them, the potential for
dampening demand, pitfalls to avoid;
1 the experience with joint borrowing agencies both in Canada and abroad - the

expected costs and benefits, organizing principles, pitfalls to avoid;
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har monization schemesfor such critical areasastax and environmental management
both in Canada and abroad - costs and benefits, pitfalls to avoid;

questionsof scale- areview of the research literature in Canadaand abroad; lessons
learned; the nature of the trade-offs involved; options.

Intergovernmental Fiscal Relationships
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INTERGOVERNMENTAL FISCAL RELATIONSHIPS:
AN INTERNATIONAL PERSPECTIVE

1. INTRODUCTION

A critical element in the design of governments for Aboriginal peoples is the development of new
fisca relationships with other levels of government. The purpose of this study is to inform such
development by investigating and analyzing the experience of other countries facing challenges of
relevance to Aborigina self-government.

The analysis of international experience will proceed at two levels. In the section that follows, the
I nstitute summarizestheimportant principlesand best practicesthat can be derived fromtheextensive
work now going by international financial institutions (e.g. the World Bank) and by a number of
academics, severa of whom are Canadian.

With this summary as an important backdrop, the Institute then proceeds to analyze in some depth
the experience of four countries, chosen with particular care for their relevance for the federal
government's future relationship with Aboriginal self-governments.

In the concluding section of the paper, the Institute draws together the main lessonsthat thisanalysis
of international experience appearsto revea and makesrecommendationsfor futureaction, including
further research that might be useful.

Intergovernmental Fiscal Relationships
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2. PRINCIPLES AND BEST PRACTICES

The purpose of this section of the report isto summarize the major principles and best practices for
developing fiscal relationships between national and sub-national governments. These have been
gleaned from recent publications of the World Bank, the International Monetary Fund, the
Organization for Economic Cooperation and Development, and anumber of academic expertsinthis
fidd including three Canadians — Harry Kitchen of Trent University, Mel McMillan from the
University of Alberta and Richard Bird from the University of Toronto.

The overadl thrust in the literature reviewed by the Institute is to support strongly greater fiscal
decentralization, especialy in highly centralized developing countries and in emerging market
economies, mainly in Eastern Europe. Most of the arguments supporting this thesis are made on
theoretical grounds. In one of the rare empirical studies canvassed, two World Bank economists
confirmed that decentralized fiscal systems perform better than centralized systems on all mgjor
aspects of the quality of governance such as:

citizen participation: political freedom and political stability

government orientation: judicia efficiency, bureaucratic efficiency, lack of corruption
socia development: human devel opment, egalitarian income distribution

economic management: outward orientation, central bank independence and fiscal
management."*

In addition to being useful on their own, the principles and best practices summarized in this section
will form a helpful backdrop in which to consider the four case studies presented later in this paper.

The following points capture these principles and best practices:

2.1  Anexamination of fiscal relationships should encompass the following topics:
expenditure responsibilities;

taxation and other own-source revenue;

fisca transfer mechanisms;

borrowing capacity; and

ingtitutional considerations including accountability measures such as performance
indicators, auditing and monitoring systems, strengthening local capacity; and the
fiscal legal framework.

Expenditure responsibilities

Anwar Shah and Jeff Hunter, “A Simple Measure of Good Governance and Its Application to the
Debate on Appropriate Level of Fiscal Decentralization”, (World Bank, Washington DC) p. ii).
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2.3

24

2.5

2.6

2.7

Theallocation of expenditureand tax functionsto variouslevels of governmentsisthe
most fundamental issuein afeder ation; assigning responsibility for spending must precede
assigning responsibility for taxation because tax assignment is generally guided by spending
requirements at different levels.

Thefollowing principles’ should guide the assignment of responsibilities of servicesto
one level of government or another: whether they

generate spillovers,

benefit from economies of scale;

must be provided at a minimum standard;

involve some redistribution of income; and

reflect local or regiona preferences.

Thus, the central or national government should be responsible for those services®
whose benefits extend across the country (e.g. national defence); that generate spillovers
across the country (e.g. monetary policy); that benefit from economies of scale (e.g. certain
transportation networks); that are primarily income redistributional in nature (e.g. provisions
for the aged); and where uniform country-wide standards are expected (e.g. certain
environmental standards) .

Subnational gover nments should be responsible for those services whose benefits are
confined primarily to their geographic area and for which residents should have a
choice over both the quantity and quality of service. Primary and secondary education,
health care, local transportation networks, and care of theelderly aretypical examplesof such
services.

When expenditure responsibilities are shared among jurisdictions, responsibilities of
each tier of government should be clear and appropriate co-ordination mechanisms
should be established. Otherwise, accountability, among other things, will suffer.

Assigning responsibility for the provision of service to a specific level of gover nment
does not imply that gover nment should be directly engaged in its production. Use of
contracting out and voucher systems are two examples of where efficiencies can be obtained
through means other than direct delivery.

Harry Kitchen, "M unicipal Finance Guidelinesfor Thailand: Principlesand Best Practices”, (Queen's
University, 1997) P. 10.
Harry Kitchen, op. cit. P. 12 and Anwar Shah, "The Reform of Intergovernmental Fiscal Relations

In Developing and Emerging Market Economies’, (World Bank, Washington DC., 1994) P. 9-12.
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Institute On Gover nance



Taxation and other own-source revenue

2.8

29

2.10

User feesor benefit-based taxesar eefficient for funding serviceswher ethebeneficiaries
can beclearly identified and the costs correctly deter mined (water and sewage systems,
recreational services, public transit, and solid waste disposal are areas where user fees are
commonly applied). Among other benefits, user feeswill help determinethe appropriatelevel
and quality of service for agiven jurisdiction by creating a market mechanism.

For those expenditure responsibilities where user fees or benefit-based taxes are not
feasible, then the following two principles should guide the assignment of general
benefit taxation responsibilities:

1 efficiency in tax administration (for example, taxes on mobile factors - such as
corporate and personal taxes— should be assigned to the national government, taxes
on less mobile factors to subnational governments); and

fiscal need (thetax base should be adequateto financethe expenditureresponsibilities
of the level of government and be able to expand as fast as expenditures).

The objective should be to attempt to closely match expenditure responsibilities with
revenuegener ation capacitiestoreducetheneed for inter gover nmental transfer s, which
can produce distortions. Even for the poorest of jurisdictions, to achieve
accountability, their citizens should beresponsiblefor at least some of the costs of the
services provided for them.*

| ntergovernmental transfers

211

I ntergover nmental transfers are appropriate mechanismsfor achieving some or all of
the following four objectives’:

a) to deal with thefiscal gap, resulting from insufficient own-source revenues to meet
the expenditure responsibilities assigned to subnational governments;

b) to achieve equalization among subnational governments so that they can
provideacompar ablelevel of serviceby levying compar abletax rates—achieving
this principle may not be possible without a transfer system in place because a) their
tax bases differ; b) the cost of providing services differ; or c) the demand for
particular services may differ (e.g. the portion of the population made up of students

Richard Bird, "Financing Aboriginal Governments: An International Perspective”, unpublished

paper.
Anwar Shah, op. cit. P. 27-30.
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d)

may vary from region to region with significant impacts on the cost of education);

todeal with spillover s(aspillover occurswhen the benefitsor costs of aservice 'spill
over' or affect another jurisdiction - for example, when one jurisdiction builds and
pays for aroad which citizens of a neighbouring jurisdiction use for free. Without a
transfer from the national government, a subnational government would be inclined
to spend less on such roads, given that its citizens do not enjoy all the benefits);

to achieve national objectives (e.g. to reduce unemployment through a nationa
infrastructure program).

212 There are two broad categories of intergovernmental transfers - conditional and
unconditional transfers. Conditional transfers are appropriate mechanisms for
achieving objectives c) and d) above and can be ether

matching transfers, where the subnational government is required to match all or a
portion of the national governments share; or
non-matching transfers.

Toachieveobjectivesa) and b) above, unconditional transfer sarethemost appropriate
vehicle.

2.13 Thefollowingarethegenerally accepted principles’in designingfiscal transfer systems

equity - subnational governments with equal fiscal need should be treated equally;
neutrality - a subnational government should not be able to influence the grant that
it receives by manipulating its expenditure or tax decisions,

predictability and flexibility - subnational governments need to be able to budget
and plan for the future but, at the same time, have the flexibility to respond to
changing circumstances;

simplicity - the transfer mechanism should be readily understandable and easy to
administer;

autonomy - subnational governments should have the independence to set priorities
and manage services to respond to local needs; to give these governments increased
responsi bilitieswhile maintaining considerablecontrol over their actionswill not likely
lead to expenditure decisions which are fair, effective and accountable to their
citizens.

incentivefor sound fiscal management - thetransfer mechanism should not penalize
subnational governmentsfor sound management or, inthereverse, should not provide

Anwar Shah, op. cit. P. 30-33 and Harry Kitchen, op. cit. P. 27-37.

Intergovernmental Fiscal Relationships
I nstitute On Gover nance



214

215

grants to finance deficits; and

accountability - the transfer system should enhance the accountability of the
subnational government to its citizens by, among other things, not blurring
jurisdictional responsibilities etc.

Someof theseprinciplesmay beconflicting; for example, implementing theequity principle
tendsto moveatransfer mechanismaway from the principleof simplicity by introducing more
factors or more complexity in the calculations (e.g. the use of statistical regression
techniques). Consequently, achieving an appropriate balance among these principlesis the
best a country can hope for. Further, such conflicts suggest that there will be continuing
debates about whether the current balance that has been struck is the most appropriate one.

Thelarge majority of experts’ recommend unconditional grant formulasthat include
both a measure of expenditure need and fiscal capacity. Such aformula can meet the
equity principle by alowing each subnational government to provide an average level of
service at an average rate of tax.

On thefiscal capacity side, there are two basic models® to choose from:

1 the Robin Hood model - whereby subnationa governments with above average tax
base per capita recompense those with below average tax base per capita (such an
approach is usualy hotly contested by the 'rich' government entities but does result
in complete equity and has a further advantage from the nationa government's
perspective of being cost neutral);

thegrant model - whereby, subnational governments below the average tax base per
capita are provided a grant either at the highest level (thus achieving full equity) or
at some percentage of the average (in Canada, for example, provinces with below
average tax capacity per capita are brought up to the average.) Thismodel tendsto
garner greater majority support than does the Robin Hood model, given that the
poorest get something and the rich seem not to lose, at |east from the perspective of
their governments. (Citizens of rich regions end up paying for the cross
subsidization.)

2.16 Expenditure need is more difficult to define and administer than fiscal capacity for a

Anwar Shah, op. cit. P. 31.

Joergen Lotz, "Denmark and Other Scandinavian Countries; Equalizationand Grants" in"Financing
Decentralized Expenditures® edited by Ehtisham Ahmad, (Edward Elgar Publishing Co., Brookfield,
Vermont; 1997) P. 200-202.

Intergovernmental Fiscal Relationships
Institute On Gover nance



variety of reasons: definingan equalization standard presentsseriouschallenges; determining
cost differentials from input-output relationships is not easy; understanding differences in
service sectors, populations, and local needs involves judgment, and finaly, there may be
significant data availability problems.

2.17 Designersof the expenditure need element of atransfer have a choice of the same two
models - the Robin Hood model (i.e. low cost jurisdictions shift funds to high cost
jurisdictions) and the grant model - asin thefiscal capacity side. Within each of these
models, there are a variety of choicesincluding the following®:

using an historical expenditurelevel asabase and adjusting thisbase annually
using an appropriateindex - thisis the approach used in Canada to determine the
expenditure needs of the territorieswith the index being acombination of population
growth and an average of provincial-territorial expenditure growth;

adopting aver age expenditur e per capita asthe standard - this approach ensures
that each subnational government has sufficient resources to meet the average level
of expenditures but does not help those entities with greater than average needs;
adopting a standard expenditure per capita weighted by a factor or index - for
example, if lower density leads to higher costs, then a measure of density would
provide additional grantsto lower density entities;

adopting standard expenditures for municipalities grouped by similar
characteristics - entities could be grouped by population size, density, location,
employment rates etc. and within each group, the assumption is that each entity has
similar needs and costs,

some combination of the above three approaches - for example, grouping
municipalities with key similarities and then providing an index to correct for some
additional factors.

2.18 Implementation best practicesfor fiscal transfer systemssuggest thefollowing points'”:

it may be wise to adopt a phased approach, beginning with a representative tax
system over a five year period and then moving to a representative expenditure
system;

afull expendituresystem requiresalot of effort, aconsider ableuseof judgment,
and a high degree of co-operation among the parties if it is to be successfully
implemented,;

it follows that a less ambitious approach on the expenditure side might be

10

Harry Kitchen, op. cit. P. 33-36.
C. Richard Rye and Baob Searle, "Expenditure Needs: Institutions and Data", in "Financing
Decentralized Expenditures’, op. cit. P. 55.
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advisable in the short run - using broad indicators of relative need or confining
egualization to the poorer entities,

data are morelikely to be available to measur e expenditure need arising from
differential demandsthan those arising from differential costs - this suggests an
alternative approach: to use available data to measure demand needs and to use
judgment and qualitative experience to make estimates of cost differences,

the byproducts of detailed expenditure systems - both the data produced and
the analysis of them - can be useful in increasing public sector efficiencies.

Borrowing capacity

2.19 In general governments should borrow only for investment pur poses, otherwise future
generations will be saddled with obligations related to benefits received by past generations.
Thissaid, thereisconsiderablediversity in gpproachesto central governments controlling the
borrowing of sub-national governments for a variety of reasons ranging from the state of
development of acountry'sfinancial marketsto whether there exists serious macroeconomic
problems (e.g. having to do with exchange rates, foreign reserve management etc.). Four
broad approaches™, each with their own advantages and disadvantages, are the following:

relianceon market discipline- thisisthe approach followed in Canadawith regards
to provincia borrowing;

a co-operative approach to debt controls - under this approach subnational
governments are involved in formulating macroeconomic policy, including the limits
for the borrowing of subnational entities;

rules-based approachesto the control of subnational approaches - a number of
countries, both unitary and federal, have adopted rules, specified in the constitution
or in laws, which, among other things, set limits on the level of indebtedness or
specify the purposes for borrowing;

direct controlsover subnational borrowing - these controls may take a variety of
forms including the setting of annual limits to borrowing, the authorization of
individual borrowing operations, and centralization of all borrowing with on-lending
to subnationa governments for approved purposes.

220 Themajor conclusions™ on the control of subnational borrowing are the following:

although appealingin principle, solereliance on market disciplineisunlikely to

11

12

Teresa Ter-Minassian and Jon Craig, "Control of Subnational Government Borrowing" in "Fiscal
Federalismin Theory and Practice”, edited by TeresaTer-Minassian, (International Monetary Fund,
Washington, 1997) P. 157-169

Teresa Ter-Minassian and Jon Craig, op. cit.. P. 169-171
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be appropriatein many cir cumstances because one or more of the conditions for
its effective working will be absent (e.g. conditions such as free and open markets,
adequate information about the borrower's outstanding debt, no perceived chance of
bailout in the case of default etc.);

it islikely that, in line with worldwide trends toward devolution, there will be
a declinein administrative controls on domestic subnational borrowing;
borrowing abroad by sub-national governments should be strictly limited in
accordance with, among other things, macr oeconomic consider ations;

all borrowing should be limited to investment purposes; and

even in the context of rules-based approachesthereismore scopefor increased
co-oper ation of all levels of government in dealing with debt levels.

I nstitutional Considerationsincluding Accountability Systems

221

2.22

2.23

2.24

Performance measures - i.e. those that attempt to measure outputs and resultsrather
thaninputs- may havearoletoplay in thestructuringof conditional grants. However,
the strongest argument in support of them comes when their presence creates a
competitiveenvironment in which subnational gover nmentsoper ate*®. The opportunity
of citizens and officials to compare, via bench-marking, performance across jurisdictionsis
a strong contributor towards effective accountability.

In asimilar fashion, any intergovernmental transfer system should make explicit the
role of audit, program evaluation and other monitoring devices of the perfor mance of
subnational governments. Thesefunctionsare often conducted by several agenciesin
an uncoor dinated fashion - consolidation within a single agency could improve over all
effectiveness.

Decentralization of responsibilities and the rationalization of intergovernmental
transfer sshould beaccompanied by astrategy to strengthen theinstitutional capacities
of subnational governments. Central governments (or associations of subnational
governments) can identify training needs, offer training programs, provide guidance on
management issues, establish ‘twinning' programs with more experienced entities, provide
technical assistance and operationa tools for a variety of functions from personnel
management to the monitoring of programs.

Reform of intergovernmental fiscal relations requires comparable institutional
arrangements for intergovernmental coordination, planning, budgeting and

13 Harry Kitchen, op. cit. P. 42

Intergovernmental Fiscal Relationships
I nstitute On Gover nance



implementation. Almost any system accepted on aconsensual basis can be madeto work,
given good will, adequate effort and appropriate flexibility. These conditionsare morelikely
to berealized if formal coordination mechanisms are in place.

2.25 Informer Soviet Block countries, framework laws on property rights, cor porate legal
ownership and control, bankruptcy, and financial accounting and control need to be
mor e fully developed in order for aintergovernmental transfer arrangement to work
effectively™. For example, common accounting practices across subnational governments
are an absolute necessity if the objective of equity isto be realized.

In conclusion, there is a growing body of literature on the issue of designing effective fiscal
relationships with a surprising degree of consensus on the theoretical concepts that should underpin
such relationships. In the next five sections of the paper, the Institute examines how these fisca
relationships in four countries have played out in practice and what lessons there appear to be for
Canada and its relations with Aboriginal peoples.

Anwar Shah, op. cit. P. 46
Anwar Shah, op. cit. P. 46
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3. CASE STUDY CRITERIA

In conjunction with the Research and Anaysis Division of the Department Of Indian and Northern

Affairs, the Institute devel oped the following criteriafor choosing the countries on which to base the

case studies; such countries should have subnational governments which

1 have wide taxation powers with jurisdictional powers approximating those of a
Canadian province- thisconfiguration of expenditure and tax powersisin line with current
government policy and was essentially the recommendation of the Roya Commission on
Aborigina Peoples;

have both revenue capacity and expenditure requirements ascriteria in determining
thefiscal transfer - thiswasarecommendation of the Royal Commission andislinewiththe
genera consensus of views of academicsin this areg;

have experienced arelatively recent changein their fiscal relationship with the central
government - such a criterion would ensure that implementation issues would receive
attention;

have a wide range of population bases with some jurisdictions having relatively small
populations (under 100,000) - this would ensure that the cases would have some entities
approximating the size of possible Aboriginal populations; and

arelocated, asleast in part, in economically depressed areas - again this criteria would
be relevant to many Aboriginal communities; and

arelocated in a variety of countries both in termsof their geographic location and in
their level of economic prosperity - thiscriteriamight produce awider range of experiences
in which common lessons would have even greater cogency.

In addition, the Institute undertook to include as one of the case studies an examination of the fiscal
arrangements existing in Australia, in particular because of the interesting equalization feature
between the Commonwealth government and the states and territories. Finally, for reasons of time
and cost, the Institute chose casesin which material wasreadily availablein either English or French.

After areview of the literature on fiscal decentralization, including case studies on awide variety of
developing countries - India, Pakistan, Malaysia, Indonesia, Brazil, Chile, Costa Rica, Columbia,
China, South Africa, Philippines and Thailand to name afew - and emerging market economies -
Russia, Hungary, Poland, Bulgaria, Slovakia, Czech Republic and Romania - the Institute came to
the conclusion that the most fruitful case studies were of long established liberal democracies,
primarily in Western Europe. The World Bank, for example, had this to say after its exhaustive
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review of the state of fiscal de-centralization:

"Despitethe high priority in most countries attached to limiting interregional fiscal disparities
and the apparent ssmplicity and practicability of design, not asingle developing or transitional
economy has adopted a program of equalization to aspecified standard along the lines of the
representative tax system...Developing countries...almost without exception have incredibly
large numbers of specific-purpose programs. In many of these programs, objectives are not
specified or are specified vaguely, and in someinstances grant objectives are determined only
after release of funds."*°

This view is supported by other authors. For example, after completing a smilar survey of
intergovernmenta fiscal relations, Me McMillan of the University of Alberta came to these
conclusions:

"Among most of our developing countries outside the newly emerging market economies,
local governments have even a lesser role than the smallest of those in the Industrialized
countries. Their responsibilities and\or authorities are very limited."*’

Based on these strong assertions and the its own survey of possible case study candidates, the
Institute concluded that developing countries or those with emerging market economies were not
suitable case study candidates. Of theindustrialized countries, the United Statesis not an interesting
candidatein that equalization grants are not apart of thefiscal relationshipsin that country. That left
essentially Western Europe, New Zedland and Australia. The Institute chose Australia for reasons
already cited and three unitary countries in Europe - Sweden, Denmark and the United Kingdom -
as the countries best fitting the criteria noted above with the one exception of the last criterion
relating to diversity.

For each of these case studies, the Institute begins with a brief overview of the governmental
structure of the country, followed by a description of the major elements of the intergovernmental
fiscal relationships. The cases conclude with adiscussion of some of theissueseach country isfacing
and the processes to deal with them. To ensure a high degree of accuracy, the Institute provided a
draft of each case study to a country expert, asked for comments, and subsequently made any
suggested changes.

16
17

Anwar Shah, op. cit. (underlining by the Institute) P. 45

Melville McMillan, "Local Governments: An International Perspective on Industrialized and
Developing Countries’ in "Planning for 2020 and Beyond: Malaysia's Public Sector in the 21st
Century, Workshop Proceedings’ (Queen's University and the Malaysian Institute for Economic
Research, 1997) P. 207
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4. CASE STUDY #1. SWEDEN®

4.1  History and Structure of Gover nment

Sweden has a territory of some 450,000 square hectares (approximately the size of the Yukon
Territory) and a population of almost 9 million inhabitants. Fifty percent of the population livesin
ageographic area representing 3 percent of the land mass. Thirty percent of the population livesin
three metropolitan aress.

Sweden hasalong tradition of local government with the foundation of the present system being laid
inthe 1860s. Theloca government sector comprises 288 municipalities, 23 county councils (which
are not 'superior' to municipalities) and parishes. (The latter are not important for the purposes of
thiscasestudy). Municipalitiesrangein population from 3,000 inhabitantsto 700,000 in Stockholm.
Over half the municipalities have less than 20,000 inhabitants. The average county council has
approximately 350,000 inhabitants and they range in size from 136,000 to 1.7 million inhabitants.™

The importance and special role of local government is laid out in the Swedish Constitution but
mainly in terms of principles so that the extent of local self-government jurisdiction is a political
guestion. The protection of the local right to taxation is also mentioned in the Constitution but the
types of taxes and the tax base are not set out. Only Parliament, and not the executive branch, can
impose powers and obligations on local governments.

In addition to the Constitution, the legal framework is provided first by the 1992 L ocal Government
Act, which lays out a governance framework, dealing with such matters as organization, decision-
making roles, referendums, redress and financial management. This Act aso provides a general
power to engage in matters of local concern. The largest part of local government activities,
however, are based on specia legidation, which regulate their compulsory activities - for example,

18 Source material for this case study is the following: interviews with three individuals - Lennart

Tingvall, Secretary of the Equalization Committee; Andreas Hagnell, economist with the Swedish
Association of Local Authorities, and Henrik Tiselius, Department of Local Authorities, Ministry
of the Interior - and the following documents: "State Budget Support to Local Governments In
Sweden” by Roger Pettersson in " State Budget Support to Local Governments® edited by G. Marcou
(Organization for Economic Development and Co-operation; Paris, 1994); "The new proposed
equalization system for municipalities and county councils in Sweden", (Ministry of Finance,
November 1995); and a speech delivered by Andreas Hagnell at the Ankara Conference on Fiscal
Autonomy, July 11, 1996.

19 Analyses of Swedish municipal structures indicate that the two “most expensive’ types of

municipalitiesare small, sparsely popul ated onesand major cities. Source: Soren Haggroth and Kai
Kronvall, “ Swedish Local Government.”
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education, health and social assistance.

4.2  Expenditureresponsibilities

Local governments are one of the cornerstones of the Swedish welfare state and account for about
38% of total public sector expenditures and 28% of Sweden's total employment. Education and
socia services (child care, care of the elderly and disabled and assistance to individuals and families)
constitute close to 60% of municipa expenditures. The county councils most predominant task is
health care, which accounts for some 75% of their total expenditures followed by services for
mentally handicapped® (10% of expenditures). Table 1% summarizes municipa and county coundil
expenditures on activitiesin 1993:

Tablel

health and medical care 24%
socia welfare activities 27%
education 18%
administration 5%

energy, water and waste management 5%
leisure and the arts 4%
communications 4%
sundry activities 13%

While expenditure responsibilitiesin the above areas rest with local authorities, the responsibility for
results achieved is very much shared between the national and local governments. Thisisthe case
because of the regulatory nature of the national legislation and the fact that the national government
provides some of the funding through grants (see below). To illustrate the nature of this shared
jurisdiction in the area of education, the national government has established, anong other things, a
national agency to inspect schools, evaluate the results they achieve and, in genera, to make
recommendations on how to bring about greater effectiveness. Nonethel ess, the decision about what
portion of their budget to allocate to the school system isleft to municipalitieswith theresult that per
student spending on education varies across the country.

4.3  Revenue Generation Capacity

20

o Services to the mentally handicapped have been transferred to municipalities as of 1996.

"The new proposed equalization system for municipalities and county councilsin Sweden" op. cit.
P. 2.
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The three primary sources of revenue for local government in Sweden are taxes (about 67% of the
total), grantsfrom the central government (20%) and user fees (7%). Sweden hasno local property
tax. Rather, the primary tax vehicle at thelocal level isaflat rate tax on personal income, where the
definition of taxable income is determined by the central government but where each municipa and
county government can determine its own tax rate. (Thisflat rate tax is applied on top of acentra
government tax on personal income.) 1n 1997, the average local tax rate was 32% and varied from
alow of 26.5% to a high of 34.4%, a variation of 8 percentage points. Tax collection is the
responsbility of the central government. Prior to tax reforms carried out in the 1980s and in 1991,
the local tax baseincluded corporate income, certain real estate taxation and individual capital gains
tax. Since the tax reforms, local taxation is confined to taxation of employment income.

Thetax base per capita (tax potential) variesenormously for municipalitiesfrom 71% to 173% of the
average per capitatax base (these figures are for 1996).

44  Borrowing

There are no central government restrictions on the borrowing of local governments in Sweden
(specific regulations were removed in 1977.) Nonetheless, there are several specific constraints
worthy of note. Thefirstisinthe current Local Government Act, which states, among other things,
that local government economic performance should be in accordance with sustainable economic
development. This implies that local government borrowing should be restricted to capital
expenditures only. A second restriction is more indirect. By law, local governments must have
balanced budgets over athree-year period, afactor that deters borrowing.

Since the end of the 1980s local government debt, excluding pension liabilities, has remained stable
at around 5% of Gross Domestic Product. Nonetheless, several municipalities have ended up in
economic difficulties because of municipal housing companies being unableto pay interest payments
on their debt. This has led to some pressure on the central government to re-introduce restrictions
on the capacity of local governments to borrow.

Another recent development has been the establishment of a municipal bank, owned by some 80
municipalities, the mandate of which is to reduce borrowing costs by having a single borrowing
facility with sufficient scale to, among other things, reduce risk from the perspective of potential
lenders. Thisbank has recently applied to the Swedish Government to provide banking servicesto
its members.

45  Intergovernmental transfer arrangements
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As noted in an earlier section, grants from the central government are an important revenue source
for local governments. In 1992, grants accounted for 26% of municipalities total revenue and 15%
for county councils. Dependency varied widely. Some municipalities get more that 50% of their
revenue from such grants while others receive less than 10%.

Prior to 1993, more than two thirds of the ‘dollar’ value of these grants were in the form of
conditional grantsdirected at specific local government services—for example, intheareaof primary
education therewere some 30 conditional grants, directed at specific aspectsof the education system.
These conditional grants were given with a variety of objectives. In some cases, the central
government was attempting to control the scope and quality if the services offered; in other casesthe
grants served as a stimulus for local governments to expand certain services.

Unconditional grants, about athird of thetotal, were traditionally given to regions regarded as poor
to make up for large differencesin tax potential or costs.

Since the early 1990s, significant pressures have been building in Sweden to radically alter the
relationship of the central government to local governments. An economic slow down, huge central
government deficits, a striving for uniformity in the European Union and changes in the political
ideology of the government — all of these factors have combined to promote greater economic
efficiency and competitiveness with significant implicationsfor local governmentsin general and the
fiscal transfer arrangementsin particular. Beginning in 1990, there have been some six parliamentary
commissionsestablished to study and recommend changesto thegrant system and these Commissions
have resulted in two dramatic set of reforms, the first in 1993 and a second in 1996.

The 1993 reforms

The salient feature of the reforms introduced in 1993 was to reverse the portion of conditional to
unconditional grants so that approximately two thirds of central government grants became
unconditional. This was done for two reasons: first, to promote greater efficiency through local
autonomy to set priorities and realize the benefits of sound management; and second, to enhancethe
equalization aspect of the grant system.

Thetotal cost of the new unconditional grant was determined by the central government in itsannual
budget and its distribution was established by three factors:

1 revenue equalization —in 1993 each municipality was guaranteed 127% of the average tax
potential (this approach is similar to the Canadian provincial equalization scheme with the
exception that the 'have-not' Canadian provinces receive grants bringing them up to the
average tax potential);

structural cost equalization —intended to even out the demand and cost differencesfor local
services, this factor was based on regression analysis of four variables to explain cost
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differences. climate, population density, age structure and social structure. The result was
an index from 86% to 152% of the average cost.

supplement for population reduction — 24 municipalities received a supplement for
experiencing a population decrease of more than 2%.

The unconditional nature of the new grant was welcomed and widely accepted but the principlesfor
distributing the grant came under heavy criticism. The most heavily criticized aspect was the
structural cost equalization factor — the regression analysis technique used was not generally
understood and, moreover, the four variables utilized to explain cost differences were seen as
inadequate. In addition to the cost equalization factor, there was criticism levelled at the revenue
equalization feature in that three ‘rich’ municipalities over the guaranteed level did not have to
contribute to the system (in other words, there was no Robin Hood feature to revenue equalization.)
These criticisms led to the establishment of a new parliamentary committee resulting in significant,
new reformsin 1996.

The 1996 reforms

To deal with these criticisms, Sweden has adopted anew equalization grant based on three elements:

1 a grant from the central government to all municipalities, based on population —in
1996, this amounted to 57 B. Swedish Krona® (to put this figure in context, total

expenditures of local governmentsin 1996 were 400 B. Swedish Krona with total local tax
revenue of 250 B. Swedish Krona);

a revenue equalization feature, based on the Robin Hood principle - that is, local
governments above the average per capitatax potential transfer funds (through the central
government) to those below the average per capita tax potential (the transfer amounts to
95% of the difference and is therefore not total equalization) — in 1996, these transfers
amounted to 11 B. Swedish Krona and, because of the Robin Hood feature, were revenue
neutral from the central government perspective ; and

a cost equalization feature, again based on the Robin Hood principle, whereby local
governments with below average 'standard' costs per capita transferred funds to those with
aboveaverage 'standard' costs per capita—in 1996, thesetransfers, which were again revenue
neutral for the central government, amounted to 10 B. Swedish Krona.

2 One Swedish Krona equals .183 Canadian dollars (December 1997) or slightly less than 1/5 of a

Canadian dollar
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Another issue surrounding the Swedish transfer approach is the Robin Hood nature of the design,
meaning that there will always be winners and losers. Moreover, the controversies will never
disappear; new winners and losers will emerge over time as the data (e.g. population, age structure
etc.) making up the formula are updated. Following the 1996 reforms, the five major municipalities
on the losing side threatened court action on the grounds that the changes were unconstitutional in
that they threatened a municipality's right to tax. These same municipalities have also raised the
possibility of their pulling out of the Association of Local Authorities.

A final issue, athough not of the same political magnitude as the above controversies, is a proposal
for introducing a specia accounting law for local government so that the rule of no local authority
having a budgetary deficit over athree year period can be administered fairly. Up to this point, the
accounting principles have been handled by a committee of the Association of Local Authorities.
Loca governments in Sweden apply the same set of rules and overall accounting principles as the
private sector.

46  Capacity Development

The central government does not administer or fund any training programs or other capacity
development measures for local authorities in Sweden. The Association of Local Authorities does
sponsor conferences on current issues but does not provide formal training courses, which appear to
be left to the private sector to establish and run. The Association does perform some central
functions for all local authorities such as labour negotiations.

Oneinterviewee explained to the Institute that Swedish officials remain in the same geographic area
and with the same organi zation for much longer periodsthanisthe customin Canada. Consequently,
the building of capacity for loca governmentsisless of anissue.

4.7  Conclusions

The Swedish intergovernmental fiscal arrangementsare sophisticated and have been built on asystem
of local government that has been in place for over a hundred years. With the recent changes over
the last decade, these arrangements have moved closer to the ‘idead’ set of principles and best
practiceslaid out in section 2 of this paper. In particular, the following features appear noteworthy:

1 the generation by local authorities of a high percentage of the revenue required for their
expenditure responsibilities (i.e. arelatively small fiscal gap exists);

1 the wide use of user fees;

I atrend to providing increasing autonomy to local governmentsto set priorities and manage
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inputs to achieve efficiencies and meet local needs,

increasing emphasis by the central government on results reporting;

increasing co-operation among the actors;

apolitical willingnessto continue the process of reviewing and modifying the arrangements;

atransfer mechanism that meets most of the desired criteria, particularly equity, neutrality,
predictability, flexibility, autonomy and incentives for sound fiscal management.

On the other hand, there are a number of features of the Swedish system that do not match the ideal
model. These include:

the assignment of taxing power to local governments of a‘mobile’ factor like employment
income (according to oneinterviewee, the 8% tax rate differential among municipalities does
not appear to promote any general moving to low tax jurisdictions, in part because housing
costs there are so high; nonethel ess, the Swedish experience with taxing corporate income at
the local level, prior to tax reform in 1991, may be instructive);

the high degree of shared jurisdiction in the big spending items — education, social assistance
and health, which by their nature are not suitable for autonomous delivery at the local level.
Accountability becomes difficult to achieve in such a system but recent reforms to provide
more autonomy to local governments with the central government concentrating more on
monitoring the achievement of results should be a positive step;

the Robin Hood nature of the equalization scheme — while such a design provides a high
degree of equity and has significant advantages from a central government perspective, the
inherent and ongoing conflict it engenderswould not makeit suitable for certain jurisdictions
with a less homogeneous population than that of Sweden. Furthermore, the equalization
regimesinvolve only asmall percentage (just over 5%) of thetotal local government budgets.
Thelevel of controversy wouldlikely risewith regimesinvolving equalization transfershaving
a greater impact on subnational budgets. Finally, such a complicated and controversial
equalization regime implies that ongoing transaction costs are built into the system as
continuous review and adjustment become the order of the day.

In addition to the above points, the Swedish case study illustrates a number of others that arose in
the principles and best practices section. For one thing, it demonstrates the conflict between

20
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smplicity? on the one hand and equity onthe other. Very few Swedish citizens, it would appear, are
ableto (or want to) grasp the complexities of the equalization formulas, which aretechnical in nature
and yet these formulas will engender continuous political controversy.

Another important lesson from the Swedish experience is the nature of the fundamentals that have
to be in place to make such an equalization system work: a well-functioning association of local
governments; a neutral statistics agency; the existence of historical data, common to all of the local
governments in the system; an agreed on approach for reviewing the system’s rules and for placing
parameters on the fiscal performance of local authorities; a common tax system; and a high degree
of consensus on the value of the equalization principle.

The case study on Denmark, which follows this annex, illustrates many of these points with afew
nuances.

= One element of the Swedish equalization system that isrelatively simpleisthe revenue equalization

approach, given that thereisonly onelocal tax involved. In contrast, in the Canadian equalization
approach, there are some 33 provincial taxes - the result is that 670 data sets are required to work
through the calculations in Canada.
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ANNEX
COST EQUALIZATION FACTORS - SWEDEN

Municipalities

Activity (or equivalent)

Factors

child care

careof theelderly

individual and family care

compulsory schooling

upper secondary school

water and sewage

streets and roads

enter prise and employment promotion

construction costs

heating costs

frigid zone allowance

age structure, parental employment
participation rate, tax potential and population
density

age structure, balance of the sexes,
occupational background, cohabitaion aspects
and rural areas

single women with children aged up to 15,
migrants acr oss par ochial boundaries, Finnish
and non-Nordic nationals, density of settlement

age structure, rural areas, home language
(mother tongue), and Swedish as second

language

age structure, boar ding supplements and study
program preferences

spar seness of settlement, geological conditions

traffic and climate related wear and tear

unemployment

index based on true costs
index based on true costs

estimated additional expenditure

22

Intergovernmental Fiscal Relationships
Institute On Gover nance




1 Municipalities (continued)

Activity (or equivalent)

Factors

additional expenditure dueto
population loss

additional expenditure due to weak
population base

administration, travel and rescue
services

population loss during the past 10 years

population within a radius of 30 and 90 km.

population, no. of residents per square km.,
degree of urbanization

2. County Councils

Activity (or equivalent)

Factors

health and medical care

higher education

frigid zone allowance

public transport

age structure, aver age life expectancy, persons
living alone, rural areas and supplementsfor
county councilswith fewer than 200,000
resdents

studentsenrolled
estimated additional expense
density of settlement, workplace localisation,

spar seness of population and ar chipelago
communities

Source: "The new proposed equalization system for municipalities and county councilsin Sweden", (Ministry

of Finance, 1995) P. 6-7.
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5. CASE STUDY #2: DENMARK?#

5.1 History and Structure of Government

Denmark is asmall nation, with aterritory of 43,000 square kilometers (roughly one tenth the size
of Sweden) and a population of 5.2 million, highly urbanized (85% of its citizenslive in cities).

Likeitsnorthern neighbours, Denmark possessesathreetiered governmental structure, includingtwo
tiersof subnationa government consisting of counties (14) and municipalities (273) of differing sizes
and populations. (Twolargemetropolitan areas, Copenhagen and Frederiksberg, enjoy special status
in that each is considered both a municipality and a county.) Reforms undertaken in 1970
dramatically reduced the number of municipalities and counties (the criteria for the minimum size
municipality was one that was big enough to fill aseven-class school with 175 children). Theaverage
size of Danish municipalities was 19,000 in 1990, and for counties, 370,000 inhabitants. No
municipality hasunder a1000inhabitants.?® Importantly, thereisno hierarchical rel ationship between
counties and municipalities in Denmark — these orders of government possess independent
responsibilities and accountability structures.

Over the course of this century, governance powers have shifted from the central government to
subnational governmentsin Denmark, to apoint where it now can be argued that Danish subnational
governments are more powerful visavistheir central government than subnational governmentsin
any other nation. Second, Denmark possesses one of theworld’ smost comprehensivewelfare states,
and many of the responsibilities for socia serviceslie at the subnational government level, therefore
requiring significant financia resources.

In addition, subnational governmentsin Denmark are responsible for spending which equals amost

2 Source materials for this case study are two comprehensive articles and an interview with Heinrik

Kyvsgaard with Denmark’ s Ministry of the Interior. The articlesare“Municipalities and Counties
in Denmark”, published by the Ministry of the Interior in 1996 and available at the website of the
Ministry of the Interior (www.inm.dk) and “Denmark and Other Scandinavian Countries:
Equalization and Grants’ by Joergen Lotz in “Financing Decentralized Expenditures’, edited by
Ehtisham Ahmad, op. cit.

% According to Joergen Lotz, recent studies in Denmark and Norway suggest that the lowest

administrative costs per inhabitant are obtained for municipalitieswith 50-80 thousand inhabitants.
A county should have 200-250 thousand inhabitants to make economic use of a standard-sized
hospital. Surveys of citizen satisfaction, however, have shown that satisfaction levels with local
government are highest when they are very small with 5,000 or even fewer inhabitants. Thereisfar
from consensus on these points, however. In one of the most detailed analysis of thisissue of scale,
Professor Poul Erik Mouritzen of the University of Odense concluded that there were decreasing
costsin the population range rom 3,000 to 30,000. Above that size, costs per inhabitant increased.
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20 per cent of GDP and 55 per cent of total government expenditure, rates far higher than those
found in any other industrialized country (Swedish local governments, for example, account for 38%
of total public sector expenditures).

Broad jurisdictional powers and responsibilities are set out in the Danish Constitution, but the
majority of specific program and service responsibilities are outlined in various pieces of legidation.
Legidation isaso an important means of accountability —where compulsory services and standards
are constituted. According to one interviewee, Denmark goes through cycles of reducing central
government regulations to be followed by an era of increasing central controls. Denmark isalso in
the midst of introducing a system of performance indicators in the area of education.

Asin Sweden, aLocal Government Act lays out the governing structures for local authorities and,
in addition, prescribes rules for their economic management and a means for supervising them,
particularly in cases where local government activities are either illegal or not provided for in law.

5.2  Expenditure Responsibilities

Counties and municipalities in Denmark are mgjor public service actors. Combined, the two orders
of subnational government are responsible for health, education, social services, carefor the elderly,
housing, public protection, fire, transportation, and other traditional local services. The division of
functions between counties and municipalities is determined largely by economic efficiency (the
primary objective when these orders of government were created was to achieve economies of scale
in service delivery).

Counties are responsible for medical care and hospitals, specialized socia ingtitutions, tertiary
education and major roads. Municipalitiesare responsible for primary schools, day nurseries, socia
assistance, care for the elderly, public protection, fire protection, housing, infrastructure, and local
roads.”®

Although most program expenditureresponsi bilitiesresidewith subnational governments, inpractice,
accountability isoften shared among the threelevels of government. Thisisthe casefor two reasons:
first, the central government helps to finance initiatives delivered at the local level, and second, it is
responsible for nationa objectives and service standards — these play a role in ensuring both
effectiveness and continuity of services across the country.

5.3  Revenue Generation Capacity

% Thecentral government possessesjurisdiction over theunemployment insuranceand old-age pension

systems.
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Subnational governmentsin Denmark possessgreater taxation powersthan their counterpartsin other
countries. The three main sources of own-source revenue are property taxes, local income taxesand
user fees.

a. Property tax —municipal taxes are set, administered and collected by the municipalities, and are
adjusted annually. The municipal rate can vary between .6 per cent and 2.4 per cent of the capital
value of land. The county tax rateis set by law at 1 per cent of the capital value of land. These taxes
have alow yield, however, equalling approximately 6 per cent of county revenue, and 2.5 per cent
of municipal revenue.

b. Personal income taxes — these are the largest source of revenue for subnational governments,
yieding between 15-16 per cent of GDP, and comprising between 40 and 60 per cent of revenue
(depending on the county or municipality involved). These taxes are collected by the national
government in a* piggy-back” arrangement where subnational governments collect taxes over and
above the central government. Two notable features of this system:

thisisaflat-rate tax paid in addition to central government income taxes; and

each county and municipality can chooseitsownincometax rate (in 1998, thisvaried by 15.5
and 22.8 per cent for municipalities, 10.6 per cent and 12.0 per cent for counties). According
to one expert, there is no evidence that these differencesin tax rates have induced people to
move to low-tax jurisdictions.

c. User fees- During the 1980s, user fees a or charges received increasing attention as an important
source of local revenue and now account for over 20% of own-source revenue for subnational
governments in Denmark. These are mainly payments for public utilities - water sewage treatment,
electricity etc., and have, according to Joergen L otz, helped to control "excessdemand”. Inthe case
of public utilities, the user charges by law must cover costs - local governments have no discretion
in the matter.

5.4  Subnational Government Borrowing

Borrowing by Danishlocal authoritiesisheavily regulated by the central government. Eachindividual
authority is given a"loan bracket" by the Ministry of the Interior, which corresponds to the sum of
permitted municipal investmentsin areas financed by user fees such aswater, electricity, sewage etc.
Municipa investments for energy-saving measures, slum clearance and certain homes for the aged
arealso included intheloan bracket calculation. The Ministry publishes detailed rulesfor borrowing
in aspecia Government Borrowing Order.

To the degree that subnational governments are permitted to borrow externaly, borrowing can be
done with any lender (including capital markets inside or outside the country). Because the own-
source financial position of subnational government is so strong, these governments rarely have
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trouble accessing capital.

In 1995, total long term debt of local authorities in Denmark as a percentage of the total local tax
base was 9.6%.

55 Intergovernmental Transfer Arrangements

Transfers from the central government are a relatively minor source of subnational government
revenue in Denmark. The transfer equals approximately 22 per cent of yearly income for
municipalities, 9 per cent of yearly income for counties. The vertical gap in Denmark is quite small,
equaling only 20 per cent of total local government expenditure. Approximately 2/3 of centra
government grants to subnational governments are for general purposes -- 1/3 are conditional.
Moreover, Denmark uses both revenue potential and expenditure needs factors in its equalization
system.

Subnational governmentsin Denmark strongly resist revenue sharing as an alternative to own source
revenue, for two reasons:

1 revenue-sharing constricts the ability of a subnational government to alter tax rates; and
I the grant mechanism will always miss some particular need (because statistics are not readily
available) and can be influenced by political interests.

Similarly, the central government does not advocate a broad-based tax sharing system either, for two
reasons:

I such a system makes the centra government more responsible than they want to be for
deficits that local governments might incur; and
1 tax sharing makeslocal finances“procyclical”, potentially exacerbating the ups and down of

the nation’ s macroeconomic condition (after strong growth years, local governmentswould
receive increased transfers, driving inflation upward). Thisis particularly true for a country
like Denmark where subnational government expenditure is so high.

Conditional Grants

Conditional grants have historically not played amajor rolein the Danish intergovernmental financial
framework. In many cases, conditional grant regimes have been transitory, used as a means of
implementing a new aspect of the socia service system. Over time, once program benchmarks and
standards have been established, subnational governments are often given responsibility to finance
and deliver new programs and the conditionality is dropped.
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Currently, conditiona grants are used primarily in fields of social welfare and unemployment with
municipalities, equalling approximately 10 per cent of yearly municipa revenue. The bulk of these
expendituresare dedicated to a50 per cent matching grant system for municipal expenditureon socia
benefitsof varioustypes (welfare, disability and other typesof payments). Conditional grantsarea so
used for long term capital expendituresthat fall infields of subnational government responsibility (for
example expensive hospital equipment).

Trends in Denmark continue to shift away from conditional grants and toward user charges and
increased use of general purpose grants.

General Purpose Grants

Inequalities, both in terms of revenue generation capacity and expenditure need among counties and
municipalities are seen as unacceptable in Denmark. The objective is to enable all subnational
authorities to possess adequate financial capacitiesto provide a minimum level of services.

The Danish equalization system is structured in a manner very similar to the Swedish system and
consists of three main e ements:

. ageneral purposegrant toall municipalitiesand countiesbased on their proportion of
thetotal municipal tax base (thus, thereisno equalization feature to thiselement); in 1996,
this grant amounted to about 10% of total revenue of local authorities,

. arevenueequalization featur e, based onthe Robin Hood principle- that is, local authorities
abovetheaverage per capitatax potential transfer fundsto those below the average per capita
tax potential but the equalization islessthan 100% (the equalization rate for countiesis 80%,
for municipalitiesthe rate is 45%, for municipalities in the Copenhagen metropolitan region
the rate is 85%*, and for municipalities with weak tax bases, i.e. those below 90% of the
average, the rate is 85% of the difference between their base per capita and 90% of the
average); fees and charges do not enter the calculations nor does interest earned on savings,
and

. an expenditure equalization feature, again based on the Robin Hood principle, whereby
local governments with below average expenditure needs per capita transfer funds to those
with above average per capitaneeds. Again the equalization isnot 100% (80% for counties,
45% for municipalities and 85% for the Copenhagen Metropolitan Area.)

21 Thereason for having a higher level of equalization among municipalitiesin the metropolitan area

isthe very considerable demographic and income variations that exist among them.
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The calculation of the cost equalization feature is based on age-derived expenditure needs (for
example, the number of school-aged children), accounting for 80% of municipal and county
expenditures, and on socially determined needs (for example, the number of children of single parent
families), accounting for the remaining 20% of local expenditures. (See the attached Annex to this
case for amore detailed listing of these factors.)

The overall amount of the general purpose grant isfixed by the minister of Finance after approval by
the Parliamentary Finance Committee. The amount is based on the previous year grant adjusted by
three factors: first, any changes to the responsibilities assigned to local authorities; second, changes
in "market-sengitive" areas such employment schemes or social security benefits; and third,
developmentsin prices and wages. Thereisatwo year lag to this third adjustment factor.

In practice, the central government goes to great lengths to ensure that grant levels are announced
early in the year, to give the subnational governments lead time to make program adjustments. They
have adjusted the system several times over the past two decades in order to achieve this objective.

A recent reform, adopted in 1995 by the Danish Parliament, provideslocal authoritieswith an option
of achieving a high degree of budget security by opting for a 'guaranteed' tax base and associated
equalization amount, based on the most recently completed fiscal year. If the actual tax base and
equalization amount fall below the guaranteed amount, then the central government pays the
difference. If, on the other hand, the tax base turns out to be higher than the guaranteed level, then
the central government pockets the extraincome.

It isimportant to note that, when this Danish equalization system was first introduced in the 1970s,
it was phased-in over a 3 year period - with the full model introduced at the outset. In thisway, al
players were provided with sufficient lead time to adjust to the new system. Piecemeal reform, on
the other hand, would have turned local authorities against the system, according to one expert,
Joergen Lotz, and might have been counter productive.

As in the case of Sweden, the mgor elements of the Danish equalization system are set out in
legidation. Thus, the total weight given the demographic factors (80%) as well as the factors
themselves are in legidation. Some technical matters — for example, the calculation of the weights
of the demographic factors — are determined by the Minister.

Despite the use of so-called 'objective’ indicators to determine expenditure need and despite the
significant portion of own-sourcerevenue generated by local authoritiesin Denmark, theequalization
system continues to be subject to much criticism. Many observersview it as being too complicated
and subject to political manipulation. For example, when a new government was recently elected in
Denmark, changesto thetransfer system were seen by somecriticsasaway of rewarding the ‘friends
of the new government.
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5.6 Institutional Structures of Cooperation and System Management

The Danish intergovernmental financia system would not work as well asit does without a system
of formal and informal coordination arrangements. These arrangements, which were introduced
formaly in 1979, convene representatives of the Ministry of Finance as well as representative
associations of Counties and of Municipalities on a yearly basis to discuss tax rates, transfer
arrangements, and macroeconomic policy.

Thisyearly dia ogue between the orders of government was established to facilitate shared objective
setting and a higher degree of collaboration in the fiscal system between governments. Thisregime
wasinitially organized under aformal committee structure, but the system has become moreinformal
over time (although meetings always happen at the same time of year, and the same participants are
represented).

Since 1979, the two sides have reached broad agreements on subnational government priorities, tax
rates, and transfers for the following year. The dialogue begins each March, when joint technical
assessments of local government financestakes place. Thefinal agreements, usually reached by June,
oblige the local government associations to support a joint recommendation where the tax and
transfer rates are presented — the central government is morally obliged to pay the agreed upon
grants.

The yearly dialogue has become not only an effective way to control local expenditure but as well
the agreements often entail central government obligations to subnational governments. In addition,
regular dialogue ensures that problems are addressed quickly and that efficient means of finding
results are passed on and approved quickly.

Among these mutual arrangements, Danish governments have established a local budget safeguard
rule, where al new legidation regarding tax and expenditure issues must be vetted through a joint
forum to determine the potential effect on subnational governments. This rule works both ways,
however. If the national government makes changes which will affect the local governments - by
producing cost reductions for their programs - fiscal transfers from the national government will be
reduced.

5.7 | ssues and Controversies

The Robin Hood equalization model is azero-sum game, which creates tension among high and low
income jurisdictions in Denmark. These tensions still exist despite the less than 100% equalization
feature of the Danish system and the relatively small amount of the transfers from the central
government.
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Denmark possesses a de facto tax sharing system for corporate taxes, a system which has shifted
upward from subnational to central government. Corporateincometaxeswere created as subnational
taxes originally, but businesses engaged in transfer pricing practices, shifting monies to low-tax
jurisdictions and thus making it difficult to accurately identify the amount of tax payablein any given
subnational jurisdiction. Like Sweden, Denmark gave up on implementing businesstaxes at thelocal
level, and began administering them at the central level.

5.8 Conclusions

The Danish intergovernmental fiscal arrangements are strongly entrenched, highly efficient, and for
the most part, they enable each of the playersto achievetheir goals. Many features of thismodel meet
the ideals outlined in the introduction. Some of these include:

the use of both expenditure needs and revenue means factors in the transfer mode!;

alow vertical gap (subnationa government expenditureresponsibilitiesclosely match revenue
generation capacities);

the high degree of subnationa government autonomy (and accountability), dueto high levels
of own source revenues and independent tax-setting;

1 a “neutral” equalization model, a method designed to minimize the impact of cuts (when
necessary) without significantly undermining the premise of equalization;

regularized, collaborative dialogue over transfers, taxes, and fiscal policy in generdl;

joint technical assessments of subnational government finances;

a phased-in model approach to change, but with the full model up front at the outset of
reform,

the specific configuration of subnational governments to achieve economic efficiencies; and
an “amogst” full equalization model — this helps to ensure that incentives exist for accurate
assessments of the tax base by subnational governments, among other things.

Among the features of the Danish model which do not appear to measure up to the ideal s discussed
in the introduction:

I like most other expenditure need formulas, the Danish model is not easy to understand. This
potentially weakens the system’ s acceptance among citizens, irrespective of its many virtues
and makes it more susceptible to charges of political favouritism,

the use of matching grantsin Denmark has been criticized for skewing local priority setting;
the capacity of subnational governments in Denmark to borrow is severely constrained by
central government regulations; and

performance measures tend to vary in Denmark. In some cases, programs have detailed
objectives and benchmarks attached to them, while in others there are only broad principles
to be adhered to.
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ANNEX: INDICATORS OF MUNICIPAL EXPENDITURE NEEDSIN DENMARK

Weight 1997 National Equalization in | Type of expenses
equaliza the metropolitan
tion all area
munici-
palities
Numbers of inhabitants 24,6 23,2 Employment
Environment
Libraries
Public transport
Roads
Administration
Numbers of inhabitants 0-6-years old 9,8 10,9 Day ingtitutions (day nursery for
children)
Hedlth visitors
Numbers of inhabitants 7-16-years old 211 19,3 Schools, school dentists
Y outh center
Estimated age-related expenditures for 52 6,0 Social cash benefit
cash benefit
Numbers of inhabitants 65-74-years old 30 2,6
Home care for elderly people
Old people's home
Pensioners residents
Numbers of inhabitants 75-84-years old 6,2 59
Numbers of inhabitants 85+ years old or 6,2 53
more
Calculated expenditure rent support 18 0 Expenditure for housing rent
support
Estimated employment-related early 2,2 1,9 Early retirement pension for
retirement inhabitants under 60 years old
Numbers of children of single parents 6,5 8,1
Politically decided accor-
ding to statistical analyses
and aternative calculation of
consequences
Residence criteria (outdated homes and 5,0 0
modern rented homes)
Numbers of rented homes 0 5,0
Numbers of full time unemployed 50 6,3
20-59-years old in excess of 5 percent
Numbers of inhabitants 25-49-years old 0 31
without vocational education
Numbers of foreigners from third-party 2,0 2,5
countries
Inhabitants in areas with severe social 15 0
problems
Total 100,0 100,0
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Indicators of Municipal Expenditure Needs
in Denmark Counties

Weight
1997
Numbers of inhabitants 17,8 Environment
Public transport
Roads
Administration
Numbers of inhabitants 0-20-years old 5,3 Specia schools
Numbers of inhabitants 16-19-years old 55 High schools
Estimated age-related hospital expenditures | 37,8 Hospitals
Estimated age-related medical expenditures |13,5 Medical expenditures
Numbers of children of single parents 10,0 Poalitically decided accor-
ding to statistical analyses
and alternative calculation of consequences
Numbers of single inhabitants 65-years old or |10,0
more
Total 100,0
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6. CASE STUDY #3: THE UNITED KINGDOM?#

6.1  History and Structure of Government

The United Kingdom is a unitary state with population of 58,395,000%, situated on a land mass of
242,000 sg. km., that includes England, Scotland, Walesand NorthernIreland. The United Kingdom
has along history of strong local governance — powerful shire (town) authorities can be traced back
to before the middle ages®. Despite this longevity, the British intergovernmental financial relations
system hasremained relatively stable up until recently. It has been reformed to agreater degree over
the past 15 years than it has over the previous 200.

Subnational government structuresin England, Walesand Scotland differ dlightly. England possesses
atwo-tier system (made up of city/town councils and regional councils)®, but since 1996, Waesand
Scotland have embarked on acomplete shift from atwo-tier to aone-tier system of local government,
reflecting widespread public sentiment that the two-tier arrangement was unnecessary for small
countries®. The powers provided to local governments, however, are essentially the samein each of
the three nations.

Councils are creatures of statute: they were created by Acts of Parliament, they may be abolished by
Parliament and their powers are determined by Parliament. Acts of Parliament lay down specific
duties that must be carried out by local governments — mandatory acts - and activities that a council
may do if its councillors wish - permissive and adoptive acts.

Since the early 1980s, central-subnationa financia relations in the U.K. have operated within an
agenda that has emphasized fiscal restraint for al public services. Beyond this, however, officia

2 References for this case study include: Barry Potter, “United Kingdom” in International Monetary

Fund, Fiscal Federalism: Theory and Practice, 1997; Davey, “Intergovernmental Fiscal Relations
in the United Kingdom” in OECD, Financing L ocal Governments, 1994, and “ The Role of the Audit
Commission”, an information paper produced in 1997 by the Audit Commission of the United
Kingdom. In addition, interviewswere conducted with Ken Davey, Professor of Economics, Warwick
University, Barry Potter, Public Expenditure Management Division, International Monetary Fund,
and finally, background information was drawn from two websites, www.open.gov.uk and
www.local.gov.uk..

29
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England makes up over 80 percent of the United Kingdom'’ stotal population.
The first local taxes were levied in England in the 17" century.

In England the changes to the local government structure will be complete in April 1998. Like
Wales and Scotland, the trend is toward creation of more single tier local authorities. By
international standards, British local governments serve relatively large areas and populations.
The Scotland Act of 1994 cameinto effect on 1 April 1996. The structure now consists of 32 unitary
councils. In Wales the 8 county and 37 district councils established in 1974 were abolished and
replaced with 22 unitary authorities.
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central government policy has emphasized a desire to preserve the discretion of local authorities to
determine their own spending priorities within overall limits set by the central government.

In the United Kingdom, subnational governments have responsibilities that result in 36 per cent of
total government spending. They generate through own source revenue less than 20 per cent of their
total expenditures, however, leaving a large mismatch (vertical gap) between expenditures and
revenue capacities.

6.2  Expenditure Assignments

In the United Kingdom, subnational governments are responsible for education, housing, social
services, public protection, fire, transportation, and other sundry local services. The principal
functionsallocated to lower tiersof subnational government include housing, environmental services,
and certain local transport responsibilities, while the higher tier governments are responsible for
education (accounting for about 50 per cent of subnational government spending), police, fire, socia
services, and structural planning. Note that health services are not within the envel ope of subnational
government responsibility®.

Subnational government spending is falling as a proportion of total government expenditure in the
United Kingdom. In 1979, these governments accounted for 42 per cent of total government
spending; by 1994, this number fell to 36 per cent. The mgjor factors involved in these reductions
have had to do with broader public service reform issues (i.e. privatization, elimination of subsidies,
and dimination of many public services). These reforms have been driven by strong centra
government concerns about public sector over expenditure.

In 1994, the central government imposed new overal restrictions on local government spending.
Under these arrangements, current expenditures must not exceed amounts determined under the
Standing Spending Assessment (see below).

6.3  Revenue Generation Capacity

The central government in the UK has power over ailmost all taxes, and controls al of the taxes that
generate the greatest amount of revenue: personal and corporate income taxes, excise and customs
duties and value added taxes.

Subnational governments possess relatively few taxation powers — property taxes are their main
source of revenue. These taxes are comprised of the following:

a. the national non-domestic rate (a business property tax). Valuations are carried out by the

3 Separate authorities are responsible for delivery of the UK’ s National Health Service programs.
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channelled through thisboard - 71.5 per cent of all outstanding subnational government debtsareheld
by this body*®. The board borrows money from the National L oans Fund (the channel through which
the central government borrows) and lendsto local authorities. What makes the Public Works L oans
Board particularly interesting is that its scale of operation enables it to lend to subnational
governments at advantageous interest rates (better than could be achieved on the open market).

6.5 Intergovernmental Transfer Arrangements

Asindicated above, central government grants have historically played amagjor role in financing the
expenditures of subnational governments®. The system comprises of a block grant (known as the
Revenue Support Grant or RSG) and anumber of specific grants. Block grantsrepresent over 80 per
cent of central government support to local governments.

Specific Grants

Specific grants represent less than 20 per cent of UK subnational government’s operating revenue.
These grants are paid in addition to block grants, essentialy boosting expenditure for the relevant
expenditure item. Specific grants were initiated as a means of delivering on central government
prioritiesand ensuring (through rigorous conditionality provisions) that the money was spent asit was
intended. Although 71 per cent of these monies go toward police and court related services, recent
reforms have slowly increased the proportion of specific grants in the total transfer envelope.

Block Grants - Revenue Support Grants (RSGS)

RSGs are based largely on the Standar d Spending Assessment (SSA), the government’ s estimate
of what each local authority should be spending on public services, based on the goal of achieving
acommon standard of services across the country. To calculate SSAs, the Government determines
a Total Standard Spending (TSS) rate for the entire envelope of subnational government
expenditure, which, in turn, becomes an overal target for transfers.

The TSS formulais based largely on historical factors. The base is the previous year’s total for the
nation as awhole, adjusted for four factors:

inflation;

shiftsin responsibility between the levels of government;

any expenditure arising from new national policies; and

efficiency savings potential.

36 Potter, “ The United Kingdom”, p. 351.
Although less of arolein financing capital expenditures.
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In 1994-95, for example, the TSS equalled the 1993-94 total plus 2.3 per cent.

The TSS is then divided into functional categories, according to the government’s assessment of
relative spending needs at the local level (again thisis initially carried out for the whole country).
These functional categories (and their assessment in percentage terms) include: education (40.1 per
cent), personal social services (15 per cent), police (13.6 percent), highways (4.1 percent), debt
service (4.5 percent), fire (2.7 percent) and other (20.0 percent)®.

The central government then makes assessments of relative spending needs within each of these
functional categories for each local government.

For example:
Education was dedicated 40.1 per cent of TSS spending in 1994-95. This envelope of money was
then divided into the various educational categories (42.8 per cent to primary schools, 40.2 per cent

to secondary schools, etc).

Each local authority was then apportioned a share of the overall funding for education in each
category as well as the total, based on:

age group population

additiona spending needs (for children from low-income families, etc.)
population sparsity

needed entitlement to free school meals

geographical area cost adjustments.

After these factors were integrated into the formula, the transfer differentiadls among local
governments on education ranged between 36 and 44.5 per cent in 1994,

The Standard Spending Assessment (SAA)

The calculation of RSG transfers to subnational governments is based on the Standard Spending
Assessment (SAA). The standard spending assessment for each government authority is built up on
a service-by-service basis, usualy by multiplying the numbers in the applicable client group (based
on estimates from the previous year) by an estimated unit cost, alowing for additiona costs (e.g.

38 Davey, 1994.

Davey, 1994.
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transportation of children to elementary schools). These alowances are based on cross-sectional
regression analysis, used to attach weights to factors such as climate and population density. These
calculations are done by the responsible centra government department, in consultation with
subnational government authorities.

To determine the RSG for each subnational government, the central government then deducts from
the SSA:

1 the projected share of non-domestic property tax revenue and
I council tax (property tax) revenue based on a "standard" rate established by the central
government
or RSG equals: SSA minus (non-domestic property taxes plus domestic property taxes at
“base” rates)

While grant entitlements are cal culated from combinations of service-specific indicators of need, the
genera grant is not attached to specific service expenditures. Subnational governments control the
distribution of grantsamong local services. For example, grant receiptsjustified by greater unit costs
for police services need not be spent in that area at all.

Capping

During the 1980s, the central government, concerned with reducing government expenditures and
its role in society, decided to add another level of central control to the intergovernmenta fiscal
system. Rate capping was established, a mechanism which enabled the central government to judge
whether a given local government’ s absolute expenditures (vis avis the SSA guideline or year-on-
year increases) were excessive. If the expenditure level was found to be excessive, the central
government could cap local tax rates. In practice, application of the cap happens rarely — it is the
threat of the cap that keeps atight rein on local governments®.

6.6 Institutional M echanisms— Coordination, Conditionality and Accountability

Astheprevious sectionsillustrate, the British central government haswide de jureand defacto levers
of control over subnational government expenditures. Specific grants carry with them detailed
conditionality arrangements that must be followed to the letter. General grants carry fewer direct
conditionality mechanisms, but many indirect conditionality mechanisms, including the Audit

40 Potter, “ United Kingdom”, p. 350.
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Commission. It has also recently established another accountability mechanism for local government
in the form of the Local Government Ombudsman.

The Audit Commission

An interesting feature of the United Kingdom's intergovernmental fiscal system is the Audit
Commission. In place since the 1700s, it was not until 1982 when the Audit Commission began to
take on the major role it now has within the British system of local governance. In 1982, the
Government brought local authority auditing in England and Wales* under the control of thissingle,
independent body. In 1990, the Commission'srole was extended to include National Health Services
authorities, trusts and other bodies. Under the Local Government Act 1992, the Commission was
given additional responsibilitiesin respect of the production of annual comparativeindicatorsof loca
authority performance. Today, itsmandate coversmorethan 13,000 bodies* anditsprimary objective
IS to promote transparency.

The Audit commission carries out not only audits of al subnational governments and makes those
results public; it also conducts along list of value-for-money assessments and comparisons among
local authorities, “to promote best practiceinlocal government, encouraging economy, efficiency and
effectiveness in both the management and delivery of services’®. In addition, the Commission has
a mandate to conduct independent analyses of the impact of central government legislation, action
or advice on local governments.

The Audit Commission each year draws up alist of indicatorsfor measuring the performance of local
authorities. The authoritiesmust then publish details of how they performin termsof theseindicators.
Oncethey have donethis, the Audit Commission collectsthe information together at anational level,
anayzes it and then publish this comparative data, along with year-on-year comparisons, together
with acommentary. Schoolsis one example of where performance is compared by the Commission
on anational basis.

The Local Government Ombudsman

L ocal Government Ombudsmen investigate complaints of injustice arising from maladministration by
local authorities and certain other bodies in England.

4 In Scotland, the Commission for Local Authority Accountsin Scotland is responsible for the audit

of the accounts of Scottish local authorities, the audit of National Health Service bodiesin Scotland
and for carrying out value-for-money audits.

See “The Role of the Audit Commission” at www.audit-commission.gov.uk.

The Audit Commission has rapidly grown inimportance and authority since the early 1980s. It has
a chairman, deputy chairman and up to 18 members drawn from across British society. For more
information, see “ The Audit Commission” at www.audit-commission.gov.uk
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The objective of the Ombudsmen is to secure, where appropriate, satisfactory redress for
complainants and better administration for the authorities. Since 1989, the Ombudsmen have had
power to issue advice on good administrative practice in local government based on experience
derived from their investigations. To this end, they have to date published five guides on good
practice - notes on setting up complaints systems, good administrative practices, council housing
repairs, members interests and disposal of land.

There arethree Local Government Ombudsmen in England and they each deal with complaintsfrom
different parts of the country. They investigate complaints about most council matters including
housing, planning, education, social services, consumer protection, drainage and council tax. The
Ombudsmen caninvestigate complaintsabout council actionsbut they cannot questionwhat acouncil
has done smply because someone does not agree with it.

6.7 Recent Reforms

Asindicated, significant changes have occurred in recent yearsin the United Kingdom, many by fiat.
Since 1994, subnational government spending had dropped by 6 per cent since 1979, dueto reforms
such as privatization and sales of subnationa government assets. These changeswereincrementa in
nature, and did not directly remove responsibility from subnational authorities. Rather, levers for
independent action were simply retracted (like the elimination of theright of local authoritiesto build
or buy houses for social housing).

Other reforms, like the establishment of new private governing associations (for example, one such
association hastaken responsibility for new housing development), are essentially spending agencies
financed by the central government. In many cases, these bodies represent a direct threat to the
authority and responsibility of subnational governments. There are no outlined requirements for
coordination between these bodies and subnational governments, despite broad areas of overlap.

Other areas of recent reform include:

Improvement of the local government capital expenditure system. Redizing that the past 15
years of cuts have depleted local infrastructure and capital spending, a new system has been
established to put $30 billion into capital projects (through new conditional grants). This regime,
caled “Challenge funding”, is a new initiative that will pit subnational governments in competition
for conditional grants drawn from these funds.

The brief tenure of the community charge (or poll tax) during the 1980s. This controversial,
regressive, and some say excessive tax, created by the central government, caused widespread
upheaval inthe UK. After two years, the community charge was eliminated — in the opinion of some
experts, this political debacle has inhibited intergovernmental fiscal reform since that time, and will
continue to present a barrier to the expansion of own-source revenues for subnational governments.
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6.8 | ssues and Controversies

Many of the controversies that prevail in the UK are common to many intergovernmental fiscal
systems. Some of these include:

Overall subnational gover nment expenditureisdeter mined by Total Standard Spending, and
the TSSdepends almost exclusively on central gover nment macr oeconomic policy. Moreover,
Standard Spending Assessments, the core of the intergovernmental fiscal system, are not based on
the most accurate and current indicators of expenditure need. They are largely derived from historic
aggregates and patterns of allocation. Moreover, other methods of calculation have been criticized
(by the Audit Commission) because they have changed from year to year and because they include
some subjective weight factors.

The scope of central control over the allocation of general purpose grants is significant.
Althoughlocal governmentsreceive 60 per cent of their funding through block grants, they havelittle
room for independent action, or independent policy making. This has significant accountability
implications for subnational governments.

Under the austerity regime of the past 15 years, local gover nments have often received a real
reduction in transfers because inflation targets are set at rates less than actua inflation. This
“secondary cut” has caused significant friction between central and subnational governmentsin the
UK.

For many years, the system neglected capital funding. Now, demand far exceeds available
resources, and thisis beginning to takeitstoll on local infrastructure. Governments are in the midst
of attempting to redressthis problem through avenues discussed briefly above, athough concernsare
already being raised about the actual effectiveness of such programs.

6.9 Conclusions

Britishintergovernmental fiscal arrangementsreflect someof theattributesof ideal intergovernmental
fiscal regimes outlined in theintroductory section of thisreport. But the British system also has many
less-than-ideal features of an effectiveintergovernmental fiscal regime. Aboveall, thecaseillustrates
that the implications of reformin political and social termsare asimportant to understand asthey are
in economic terms.

In some ways, the British are moving toward the ideal. In particular, the Audit Commission is a
feature of the British model that isworth emulating, asit promotes transparency, shares information
on best practices, and on occasion, voices criticism about central government policy toward
subnational governments. Other exemplary features of the British model include:
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ahigh level of generd-purpose grantsin the system;

a'neutral’ equalization system based on both revenue and need factors,

apooled borrowing scheme for subnational governments that enables them to borrow funds
at low interest rates,

the Local Government Ombudsman, who acts asakey public accountability mechanism; and
flexibility to allow local government structures to differ in different jurisdictions (one and
two-tier governments).

Unfortunately, the British system fails to meet the ideal in other ways, the most obvious being the
large vertical gap. Moreover, the central government exercises significant control over subnational
governments. Specific drawbacks of the British model include:

1 alow level of subnational government autonomy caused, in part, by a high degree of shared
jurisdiction;
1 amajor gap between expenditure responsi bilities and own-source revenue capacity with little

incentive for local governments to seek ways of generating more own-source revenue,
agrowing number of specia purpose bodies at the local level;

rate capping — thisis a particularly intrusive force on subnational governments;

the perception that the transfer system is becoming more, rather than less political. New
initiativeslikethe competitive challenge funding program (for infrastructure grants) arelikely
to exacerbate this problem.

In many ways, the system’s hands have been tied during the Conservative party’ s reign in the UK.
The combination of economic austerity and political baggage attached to any structural or tax reform
idea has rendered change difficult, and when achieved, it has been piecemeal and incrementa. In
weighing the pros and cons of the British system, one expert concluded on this pessimistic note: "The
current systems seem to reflect a deep-rooted lack of confidence in local government and in local
democracy."*

Several of our interviewees noted that thereis room for optimism with the recent election of a new
government. They predict areduction in the mechanismsfor central government control over local
authorities (the”basic credit approval” will likely be eased aswill “capping”). Furthermore, the new
politica bodies in Scotland and Wales will operate much like Canadian provinces with their own
source revenue capacities as well as transfers from the central government. One interviewee gave
the following advice: “come back to study the UK in a couple of years!”

Barry Potter, op. cit. p. 358.
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1. CASE STUDY #4: AUSTRALIA®

7.1  History and Structure of Gover nment

Australia s 18 million inhabitants occupy a total land mass of over 7.7 million square kilometers,
although the vast majority of the population is situated in urban centres. Australia possesses a
Westminster model of government, handed down from British, which, likeits Canadian relative, has
three tiers (commonweadlth, state, and local). There are six Australian states, and 900 local
governments. In addition, Australia possesses two territoria governments, which have the same
expenditure responsibilities and revenue bases as the states. Also like the Canadian model, the vast
majority of government powers in Australiareside in the upper two orders of government — local
governments possess relatively few powers, and have no constitutional standing.

The Australian Constitution was formed in 1901. The Constitutional agreement assigned significant
powers to both the Commonwealth and the state governments. The Constitution defined a “layer
cake’ approach to tax assignment, where the two orders of government were reserved their own tax
bases (although the Commonwealth government received the vast maority of tax categories,
including all of the most lucrative taxes).

7.2  Expenditure Responsibilities

State governments in Australia carry the mgjority of expenditure responsibilitiesin the system —in
total, states spend 59 per cent of total government outlays®. These expenditure responsibilities
include health, education, social security and social assistance, welfare, economic services (roads,
transport, industry assistance, water resources), and other services (housing and urban renewal,
regiona development, disaster relief). The majority of state government spending is dedicated to
health and education.

Source material for this case study includesthefollowing: Interviewswith Jon Craig, AsiaDivision,
International Monetary Fund, and 1.J. Robinson, Assistant Secretary, State Finances Branch,
Department of the Treasury, Australia; Richard Rye and Bob Searle, “ The Fiscal Transfer System
in Australia’, in Ahmad, ed. "Financing Decentralized Expenditures’ (Elgar Publications;
Brookfield, US, 1997); Jon Craig“ Australia” in Minassian, "Fiscal Federalism: Theory and Practice"
(International Monetary Fund, Washington, 1997); Anwar Shah, ed."” State Support to Local
Governments* (Organization for Economic Cooperation and Development, 1994); and Department
of the Australian Treasury, “Horizontal Fiscal Equalization”, 1994.

4 Rye and Searle, 1997, p. 155.
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7.3  Revenue Generation Capacity

The Commonweal th government dominatesthefield of revenue generation, controlling thefour main
sources of revenue — personal income tax, customs and excise duties, corporate taxes, and sales tax
(Australia does not have aVAT).

Own-tax revenues constitute an average of 40 per cent of state government revenue. Payroll taxes
are the largest revenue source, followed by property and land taxes, goods and service taxes, motor
vehicles, gambling, and insurance taxes. State governments also make up an average of 12 per cent
of their revenue from proceeds from publicly owned enterprises through user charges. Thetax bases
and sources of revenue are similar for each state, although the amounts and proportions vary
somewhat intwo of thelessaffluent states. Thetax base per capita(tax revenue potential) variesfrom
75 per cent (Tasmania) to 108 per cent (Western Australia) of the average per capita.

The Australian system exhibitsahigh vertical fiscal imbalance (or vertical gap). The Commonwealth
government collects 67 per cent of total revenue and is responsible for only 33 per cent of
expenditures, while state governments collect roughly 28 per cent of total revenue, and are
responsible for 59 per cent of expenditures (Australian Bureau of Statistics, 1994).

7.4  Borrowing

State government borrowing in Australiawastightly controlled by the Commonweal th up until 1984.
Before that time, the Commonwealth set debt ceilings each year for each province, administered
through a National Loan Council. The Nationa Loan Council, established in 1923, played a
sgnificant role in securing loan financing for the state governments. It is comprised of one
representative from each of the provinces and territories as well as the Prime Minister or delegate
from the Commonwealth.

Since 1984, reforms were introduced to enabl e the states to take greater responsibility for their own
borrowing - states were enabled to offer bonds, refinance securitiesand loans, etc. The Loan Council
now plays primarily a “watchdog” role, by creating and enforcing reporting requirements which
enhance fiscal transparency. However, al governments (including the Commonwealth) must still
provide the Loan Council with borrowing estimates, and the Loan Council has the ability to ask the
government concerned to make adjustments based on national macroeconomic objectives. TheLoan
Council’s role enables citizens to have greater access to public financia records, access which
ultimately acts as a check on state government borrowing.
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7.5 Intergovernmental Transfer Arrangements
The Commonwealth Grants Commission (CGC)

The Commission was established in 1933 to report on applications by individua states to the
Commonwealth for special assistance. The CGC definesitsrole as “an independent, impartial and
authoritative arbiter in relation to distributional aspects of fiscal federalismin Australia’®’. Its main
function isto make recommendations on the distribution of all general purpose funding to the states
on the basis of the principles of horizontal fiscal equalization. Membership consists of a Chairman
and three members, along with a secretariat. Commissioners are appointed (by the Commonwealth
government) strictly based ontheir personal merits. Statesare alwaysinformally included in decision-
making about CGC members. Thecommissionersare supported by astaff of about 50, although much
of the data collection work is carried out by the Australian Bureau of Statistics.

Although the CGC has no officia decision-making control over transfers, its recommendations are
usualy accepted and implemented by the Commonwealth government. This is more true now than
ever —in fact, the CGC has been given increasingly greater stature in the system over the course of
the century, and is now the “hub” of the Australian system.

Specific Purpose Payments

Transfers from the Commonwealth comprise an average of 40 per cent of state revenue, and up to
60 per cent in some states. Over 50 per cent of these are specific purpose payments (SPPs),
conditional grants dedicated to both current and capital needs. The formulas which underlie these
specific purpose grants are not complex: they derive primarily from historical patterns and political
perceptions of need.

Over the past 20 years, the proportion of specific purpose grantsto total intergovernmental transfers
has increased, a trend which is a point of some contention between the orders of government in
Australia (and a pattern which runs counter to trends in other industrialized nations). Nevertheless,
according to one observer, conditionality is as much political gamesmanship as actua decision-
making influencein Australia®. Statesin Australia have arelatively high degree of discretion over
theallocations of specific purpose grants. The central government often attaches conditionsto grants
in order to demonstrate itsinterest and participation in afield of jurisdiction over which states have
Constitutional authority.

The conditions to specific purpose grants vary widely. Some of these include:

a7 Rye and Searle, 1997, p. 152.
8 Spahn, op. cit., p. 152.
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I genera program requirements (guarantees of free public hospital treatment in exchange for
hospital grants);

agreements covering service provision and program delivery mechanisms;

detailed conditions on the operation of joint expenditure programs; and

matching expenditure requirements.

The financia and performance accountability requirements for SPPs will differ according to the
particular category of payment. For most of the largest SPPs, the states are required to report
annualy (in public) against performance or input indicators as agreed between the Commonwealth
and the states.

General Purpose Grants

Approximately 45 per cent of payments from the Commonwealth to the states are general purpose
grants emanating from apool of fundswhichisthen divided among the states. The evolution of these
grants followed a pattern with some similarities to what occurred in the Scandinavian countries.

Origindly, the CGC was to act as an administrative structure managing a claimancy system for
genera purpose grants, where the less popul ous states applied to the Commonwealth government
for specia grants of general revenue assistance in years when they thought they had a * sufficiently

convincing case’®.

Australiagrew toimplement moreformula-driven model sfor determining transfers (cal culated by the
CGC). Essentially, the model grew in phases. It began as a financial assistance grant model, with
transfers determined by aformula stressing three factors:

I population changes in the state;
I average wage increases in the state; and
1 aflexible “betterment” factor which allowed states to expand the scope of social services.

Over time, a number of different models with different underpinning principles and variables were
implemented, but disagreements among the players (and new political leaders) resulted in a constant
process of “tinkering”. The key principle that now underliesthe current Australian general purpose
grant system is the following: "that each state should be given the capacity to provide the same
standard of state-type services as the other states, if it makes the same effort to raise revenues from
its own sources and conducts its affairs with the same level of operational efficiency."*

49 Rye and Searle, 1997, p. 146.
0 Jon Craig, op. cit., p. 184.
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In the mid 1980s, the process for determining the Australian general purpose grants began with an
allocated pool of fundsearmarked for distribution among the states. The Commonwealth government
calculated this pool at afixed per cent of personal income tax collected (by the Commonwealth) in
the previous year. This system has now given way to determination of the size and growth of the
pool at the annual Premiers Conference on the basis of factors which include macroeconomic
considerations and Commonwealth and state financial positions.

Australia possesses a complex equalization system, which accounts for differences both in revenue
generation (potential) and expenditure need. Thethreekey variablesincludedin thisformulainclude:

1 relative per capita revenue raising capacities
1 relative per capita expenditure needs
1 the differential per capita amounts of recurrent specific purpose grants

In effect, each state's share of the total general revenue grants depends on its “ standardized deficit”,
aproduct of the population multiplied by its per capita grant relativity.

The calculation is as follows:

per capitagrant relativity = standardized expenditure need per capita— own source revenue capacity
per capita +/- differentia per capita of specific purpose grants

Own source revenue capacity per capita is calculated based on an assessment of 19 revenue
categories. In contrast, there are some 41 expenditure need categories. Expenditure need factors
which are applied to these categories are as follows:*

scalefactors
- population and related factors
- dispersion - urbanization
- socia composition - age structure

environmental factors
- physical - economic

An example:
expenditure category: health

subexpenditure: general medical services
units of use: total population

51 Anwar Shah, op. cit. p. 49.
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other adjustment factors:
- age and sex composition factor based on hospital bed use data;
- index of health status based on mortality rates adjusted by female fertility rates
- socia composition factor based on Aborigina population

The CGC calculations are subject to review injoint forums among representatives of each state. Once
thisis complete, afina recommendation report is given to the Commonwealth Cabinet for review.
Cabinet usualy makes some small revisions based on its own view of fiscal needs and upcoming
expenditures. The final determinations are made at the annual Premier’ s conference.

The CGC undertakesamajor review of relativitiesevery fiveyears, with updatesin intervening years.
Recommendations of the CGC are usualy, but not automatically, accepted by the Commonwealth
government.

Except for the role and mandate of the CGC, none of the elements of the Australian equalization
systemis set out in legidation.

7.6 Recent Reforms
The National Loan Council

Asdiscussed briefly above, the Nationa Loan Council has undergone anumber of important reforms
inrecent years. Until 1984, the Council coordinated and controlled borrowing by all governmentsin
Australia. Due to pressures from states, revisions were made at that time to make the states more
responsiblefor their own borrowing. The states becameresponsi blefor financing and refinancing, but
borrowing limits were still imposed upon them by the Council.

The intended controls established in 1984 were continuously circumvented by the states, and the
system was replaced by a two pronged approach in 1992-93. The approach uses transparency and
moral suasion asits key operating principles. Recommended borrowing limits continue to be set by
the Loan Council, and theselimitsare made public. In addition, the L oan Council adopted procedures
which force states to be transparent with their borrowing activities, placing the onus of scrutiny in
the hands of the media and the public. Two key elements of the new system:

1 the Commonwealth and each state government must now submit its net financing
requirements each year, and if the submissions raise concerns, the Loan Council hastheright
to demand that the government concerned modify its strategy; and

reporting requirements on a day-to-day basis have also been enhanced. If a government
exceedsa3 per cent difference between its plan and the actual situation at any given moment,
that government is compelled to explain it to the Loans Council (unlike the yearly
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submissions, thisis not public).

Interviewswith expertsindicate a positive response to these changes— the publication of debt details
hasenhanced market discipline on government borrowing. The L oan Council appearsto havebecome
relevant again.

7.7 | ssues and Controversies
Conflict Over the Vertical Fiscal | mbalance

In spite of assertions to the contrary, and constant complaint by the states, the Commonwealth
government has chosen not to rectify thelarge vertical fiscal imbalancein Australiaby reordering the
tax system (to match more closely expenditure responsibilities with revenue generation capacity).
According to some, thiswould @) minimize the Commonwealth government’ srole in society, and b)
make macroeconomic coordination more difficult to achieve — combined, these factors help explain
the lack of movement on thisissue. In the absence of reform, the states have sought to consolidate
their financial position in recent years by:

1 increasing own source revenues,
I curtailing expenditures (public sector employment reductions); and
1 implementing substantial privatization programs.

While these measures have clearly improved the deficits facing states, they have not significantly
addressed the issue of vertical gap in Austraia.

State Tax Reform

According to several observers, statetaxestend to be regressive and distort incentives®. Thesetaxes
(especially including property taxes and payroll taxes) are narrowly based, subject to variable rates
on similar transactions, and involve high costs of compliance.

Conflict Over the Horizontal I mbalance

Like most zero-sum games, conflict between rich and poor statesin apool -based equalization system

isanatural occurrence. Reformsto the alocation system and the CGC formulas have mitigated this
tension of late, but debates continue on the assessment measures of per capitarel ativitiesfactorssuch

52 Craig, “Australia’, p. 197.
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as dispersion, urbanization, and revenue capacity. Changes in these areas could mean areduction of
equalization transfersin the near term. In addition, some are asking whether asingle overall measure
of revenue capacity would be more accurate (and less complex) than the present tax-by-tax system
(which looks at 19 different tax categories).

Horizontal Equalization and Economic Efficiency

Some observers argue that the equalization system distorts incentives for resource allocation
decisions, in particular labour mobility>. Thisis primarily an argument among economic theorists —
elimination of the system is not likely anytime soon.

Equalization and Special Purpose Grants

A debate continues asto whether special purpose grants should beincluded inthe CGC’ s assessment
of the relative fisca needs of the states. Some claim that special purpose grants should be
“guarantined” from the CGC'’s assessment in order to prevent the distribution of general purpose
grants from overriding the policy objectives of specia purpose grants. For this reason, certain
specific purpose grants are already quarantined from the CGC’ s assessments.

Matching requirements and state spending

Through matching grant requirements, the Commonwealth government creates incentives for the
states to focus on one area above others. Such a system detracts from other programs of equal
significance — such as different levels of the education system. This skews resource allocations, and
according to some, can do more harm than good.

7.8 Conclusions

Few observers would dispute that the Australian intergovernmental fiscal regimeis progressive and
effectivein several aspects. Some of the most noteworthy features of the Australian system include:
I the use of revenue meansand expenditure needsfactorsin determining equalization payments,
1 the “relativities’ formula, which meets a number of equality and distributive tests. It is
particularly applicableamong jurisdictionswithwidely varying degreesof revenue generation
capacity and infrastructure (although the many variables integrated into the model may not
be necessary in order to reach a close approximation of its results);

the “independent, neutral” CGC and its role in determining the equalization framework;
the National Loan Council structure, which is an effective manager and facilitator of access
to capital among subnational governments. In particular, recent reforms which focus on

53 Rye and Searle, “The Fiscal Transfer System in Australia’, p. 171.
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promoting financial transparency have proven efficient and effective in promoting
accountability; and

the regularized and structured system of discussing the equalization system between the
Commonwealth, States, and the CGC.

The Australian system’ s limitations include:

52

ahigh vertical gap, which shows few signs of abating -- the Commonwealth government
possesses effective control over the purse, in spite of the fact that state governments are
responsible for the majority of public services;

an equalization system, which some few as excessively complicated and open to political
manipulation;

state governments possess few tax powers, many of which are regressive,

a high (and growing) proportion of special purpose grants, which, in the opinion of some
experts, impose an unnecessary degree of Commonwealth government influence over state
areas of jurisdiction, and which are subject to far less rigorous formulae than general
purpose grants are; and

minimal state influence over the structure of the transfer system. In particular, the size of
the equalization pool islargely determined by the Commonwealth government.
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8. CONCLUSIONS AND RECOMMENDATIONS

8.1 Conclusions

The Ingtitute judges that the following points, based on the case studies and the review of principles
and best practices, haverelevancefor the devel opment of anew fiscal relationship between Aborigina
peoples and the federal government.

a. There is no 'one best way' or magic formula on which to base a fiscal relationship
between levelsof gover nment. Economic principlesand international best practicescan be
helpful guides but political and historical factors may be as, or even more, important in
forging thefiscal relationship. Thus, ahighly egalitarian equalization approach, based on the
Robin Hood model, may work well in Sweden but is likely inappropriate in a country like
Canada with important regional fissures.

b. Both the case studies and international experience elsewhere confirm that revenue
equalization approachesarerelatively straight forward - the tax system generates up to
date and reliable data and the relationships between tax and 'capacity to pay' isdirect. One
contentious areaisthe degree of equalization and whether aRobin Hood model is employed.
Canadian experience has been to minimize such controversy by avoiding aRobin Hood style
approach and by aiming for less than full equalization. The Dane's have also avoided full
equalization. Whilerevenue equalizationisrelatively straight forward, it isimportant to note

two points:

I subnational governments in each of the case studies had a common set of taxing
powers,

I for each tax, they also had a common tax base.

Without these two conditions, revenue equalization will become much more complicated.

C. All thecasestudy countrieshaveequalization mechanismsthat providean incentivefor
raising own sour ce revenue by using tax potential (as opposed to actual taxes raised)
and a standard tax rate as the main equalizing variables, nonetheless, central
governments have attempted to exert some control on overal tax levels through avariety of
means - from moral suasion and negotiation in the case of the Scandinavian countries to the
capping mechanism employed in the United Kingdom.

d. Thecasestudiesand the principlessection both confirm theimpor tance of establishing
arobust set of own sourcerevenuesfor subnational gover nments. Indeed, inislikely no
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coincidence, that the Scandinavian countries with the largest portion of own-source revenue
appear to have the most viable partnership arrangements between the various tiers of
government. Inthe Canadian Aboriginal context, one starting point to consider might bewith
user fees for the following reasons:

1 such fees can be a significant source of revenue (over 20% of Danish own-source
revenue, for example);

user charges are an important means of 'dampening’ demand for services and act as
a brake on the expenditure side; and

there is dready existing experience with user fees in Aboriginal communities with
some utilities

The apparent impracticality of having atax on business income (a so-called 'mobil€e' factor)
at the loca level in the Scandinavian countries may also be instructive in the Canadian
context.

Expenditure equalization, in contrast to revenue equalization, appear s to be fraught
with political controversy for a variety of reasons - some indices are at best proxies for
what is being measured; data is often out of date or not available; the mathematics becomes
complicated (the use of dSatistical regression techniques, for example); and, more
fundamentally, cost differentials between jurisdictions are sometimes difficult to understand
or explain. The result is that expenditure equalization has two, somewhat contrasting
characterigtics: it is on the one hand highly technical and yet, on the other, highly political.

All four countries making up the case studies have empl oyed institutional mechanismsto deal
withthesecontroversiesfrom parliamentary commissionsto regular 'negotiating' forabetween
levels of government to an ongoing advisory body as in Australia - the Commonwealth
Grants Commission. Given the nature of the exercise — dividing a fixed amount of funds
among a fixed number of entities - that lies a the heart of a fiscal arrangement, the
controversy will be ongoing and will likely be more severe in those case where the own
source revenues are relatively minor. Furthermore, expenditure equalization should be
attempted only if thereis a high degree of consensus around the basic principle.

There is continual tension between simplicity and equity. A British Scholar has
summarized the 'cycle' that has developed in the UK, one that has been evident in Australia,
Sweden and Denmark:

"A cycle has developed whereby the government (or more accurately government officials)
reduce the number of programs or subprograms and indicators, most recently in 1989, inthe
interest of transparency. Then programs are subdivided over time in the name of greater
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sengitivity and fine-tuning until the resultant complexity again overwhelmsunderstanding. In
early 1996, the government announced that the Institute of Fiscal Studieswould review the
formulas again.">*

g. The experience of the countries making up the four case studies suggests that the
borrowing of funds by new Aboriginal governments should be part of any fiscal
arrangements agenda. There are three reasons underlying this conclusion: first, certain
measures could beinitiated, as demonstrated in the cases of the UK and Sweden, to lower the
costsof borrowing for Aborigina governments; second, other means exist, as shown in the
Australian and UK case studies, for improving transparency in this area; and finaly, the
conditionsthat would permit acomplete 'market’ approach to borrowing may not be present -
for example, the question of whether the federal government would be responsible for
defaults needs to be explicitly addressed.

h. Thecasestudieshaverevealed awidevariety of mechanismsto enhanceaccountability.
Some of these that are worthy of consideration in the Canadian context are:

an ombudsman (the UK);

a common auditing commission (the UK);

amechanism or mechanisms for gathering and reporting performance indicators and
doing comparative analysis (the UK, Sweden);

1 amechanism for creating greater transparency vis a vis borrowing (Australia).

I The case studies also reveal a continuing 'tension' in the degree to which the central
governments 'control’ or influence the activities of subnational governments. Two
important mechanisms for exercising such control and influence can come in the form of @)
conditional grants (the importance of these are on the upswing in two cases - the UK and
Australia- and on the opposite cyclein the Scandinavian countries) and b) through legislation
passed by the central governments in unitary states through which they can control to a high
degree the activities of local governments. Like expenditure equalization, there appears to
be no 'equilibrium’ point; rather, a continuous cycle from more controls to fewer controls to
more controls appears to be the norm.

All of thispointsto theimportance of establishing arobust set of mechanismssimilar to those
outlined in point h) above so asto avoid more intrusive ‘control’ mechanisms, a devel opment
which would not bein the best interests of either the federal or Aboriginal governments. In
addition, harmonization mechanismsinvolving Aboriginal and other levelsof government will
be critical in the Canadian context, given the lack of anational legidative framework for the

Barry Potter, op. cit. p. 348.
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programs that will fal under Aboriginal jurisdiction. Such mechanisms will not be
inexpensive.

Another contentiouspoint in any fiscal r elationship between levelsof gover nment isthe
determination of the total amount to be transferred. In al four cases, the central
government determines this amount as part of their budget process but in different ways-in
the UK, the amount is a function of a set of published factors; in Denmark, thereisreliance
on a set of 'rules, backed up by ajoint forum for discussing the issue; and in Australia, the
amount is determined at an annual Premiers Conference.  The Danish approach may be
worthy of careful consideration in the Canadian context.

An important conclusion to be drawn from the case studiesisthat the size or scale of
subnational gover nmentsappear stomatter. Oneof thespin-off benefitsof expenditure
equalization systemsisthat countriesget a better, albeit imperfect, senseof thefactors
driving the cost of servicesin the public sector. And the number of inhabitants served
by asinglejurisdiction and their geogr aphic disper sion appear tobeimportant factors.
Indeed, in the Scandinavian countries scale appear s to have been a central factor in
deter miningthesizeand expenditureresponsibilitiesof their subnational gover nments.
Furthermore,inthethreeunitary countriestherehasbeen atrend toward reducingthe
number of local governments based to a large degree on questions of scale and
efficiency.

In the Scandinavian countries, a staged implementation of an overall transfer system
over several yearswith set parameters on the degree to which transfers could change
from one year to the next has been an effective implementation strategy. The Danish
and Swedish experience suggests that a more incremental approach to implementing change
might have resulted in more opposition and have been less successful.

Another element in the implementation of the transfer systems in the Scandinavian
countries has been the use of legislation to set out the major elements of their system.,
includingthefactors, their weightsand themethodsof calculation. Incontrast, Australia
and the United kingdom have put only their ingtitutional elements of their systems in
legidation.

The Danish approach toachieving ahigh degreeof budget security for local authorities
by giving them the option of opting for a guaranteed tax base and associated
equalization amount, based on the most recently completed fiscal year is worthy of
possible emulation in the Canadian context. Under this option, the central government
assumestherisk, should the tax base declines but a so reaps the benefits, should the tax base
rise.

A final conclusion relates to the importance of establishing an ongoing process or
mechanisms for managing the fiscal relationship, given the inherent problem of
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8.2

dividing a fixed sum among a number of competing entities. The case studies point to
two distinct models - the Australian approach of establishing a'neutral’, non-political agency
to help the players manage the contentiousissues or the Scandinavian approach, based more
on a negotiating model. Both of these models have precedents in the current federal-
Aboriginal relationship.

Recommendations

The above set of conclusions lead to the following set of recommendations.

Principles

a.

The department should revise its statement of principlesfor a new fiscal relationship
(for example, in its presentation to the Meadow Lake Tribal Council in the fall of 1997), by
adding the following points:

1 the notion of 'neutrality’ should be central to any fiscal transfer system, neutrality
in the sense that the receiving government should not be able to influence the grant
that it recelves by manipulating its expenditure or tax decisions,

any statement of principlesshould recognizethat some of the principlesmay be
conflicting - in particular, implementing the'equity principle' tendsto moveatransfer
mechanism away from the 'principle of smplicity'; and

to make any fiscal arrangement work, there needsto a strong commitment on
thepart of all partiesto the continuous management of therelationship because
of the ongoing potential for conflict between the Aboriginal governments and the
federal governments and among Aboriginal governments over the implementation of
any equalization regime.

Borrowing by Aboriginal governments

b.

The department should proposethat borrowing by Aboriginal gover nmentsshould be
part of any agendafor discussinganew fiscal arrangement. Topicsto bediscussed under
this heading include:

1 possible mechanisms to lower the cost of borrowing (as in the United Kingdom and
Sweden);

whether borrowing should be restricted to investment projects;

common accounting practices,

contingency plansin the case of default; and

how the transparency principle will be realized.
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Fiscal Transfer mechanism

C.

Thestarting point for discussionsbetween thedepartment and itsAboriginal partners
on a fiscal transfer mechanism should be the current mechanism employed by the
federal and territorial governments or some variation thereof. The models canvassed
in this study are far too complicated for the Canadian context; they represent the results of
long, evolutionary processes,; and finally they are supported by an institutional structure that
has no analogue in Canada. The advantages of the existing territorial formula are several:

Canadians have had direct experience with it for a significant period of time;
thismodd is suited to a small number of self-governing entities whose numbers can
increase slowly over time;

the data requirements are relatively smple; and

it has both an expenditure and revenue equalization feature.

In adopting this approach (or some variation), the parties should realize that the expenditure
equalization feature is'crude' at best and the long term tendency will be to refine it and thus
render the formulaincreasingly incomprehensible to most citizens.

Further research

d.

f.

58

The department, likely in conjunction with Aboriginal partners, should conduct
research on the experience of other jurisdictions with the following accountability
devices with an emphasis on how these could be most effectively adopted to fit the
federal-Aboriginal relationship:

performance indicator systems and comparative reporting methodol ogies;

audit and other review mechanismsjointly serving a variety of jurisdictions;
common accounting & financial reporting systems shared by many jurisdictions;
redr ess mechanisms such as an ombudsman.

Again in conjunction with appropriate Aboriginal partners, the department should
undertakeresear ch on capacity building strategiesto support thedevelopment of anew
fiscal arrangement. The choice of the countries for the case studies had a number of
advantagesoutlined in Section 3 of thispaper. A disadvantage, however, of choosing mature
western democracies is the lack of good examples in the building of fiscal capacity. The
Institute'sreview of the literature revealed a number of interesting approaches, bothin Latin
Americaand in the newly emerging market economiesin Eastern Europe. Undoubtedly there
are othersaswell. These could be profitably mined at relatively modest cost.

Other potentially useful research projects might center on the following topics:

1 the experience with user feesand char ges - where to apply them, the potential for
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dampening demand, pitfalls to avoid;

the experience with joint borrowing agencies both in Canada and abroad - the
expected costs and benefits, organizing principles, pitfalls to avoid;

har monization schemesfor such critical areasastax and environmental management
both in Canada and abroad - costs and benefits, pitfalls to avoid; and

questions of scale- areview of theresearch literature in Canada and abroad; lessons
learned; the nature of thetrade-offsinvolved; optionsfor realizing economiesof scale.
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