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INTRODUCTION

State Intervention and the Development of Fiscal
Equalisation Systems in Federal Countries: An
Historical Introduction

Mikel Erkoreka

Ituna Center for Basque Economic Agreement and Fiscal Federalism Studies
(UPV/EHU - University of the Basque Country)

The liberal revolution and the new ideologies that spread through large parts
of the world during the 19th century, established a new form of understand-
ing and structuring of relations between the citizen and the state. In this new
framework of political, economic and social relations, the frontier between
individual freedom and the collective interest has been the object of constant
discussion and revision since the origins of the “modern” state: what should be
the extent of state intervention and what functions should this assume?

Determining the limits of this intervention depends on the ideology, the
objectives, the system of priorities and the economic and legal framework
that regulate the state’s activities. The classical liberal ideology predominant
in the governments of the first generation of liberal states defended a state
model involving little intervention, principally focused on promoting capital-
ist and industrial development within a market economy, protecting private
property and guaranteeing public order and external security. Questions of a
social nature, such as the fight against economic inequality or the develop-
ment of social protection mechanisms, were not a priority or did not directly
form part of the political agenda. These questions were circumscribed to the
private sphere of the citizens. In this way, industrialisation provided enormous
wealth to the beneficiary countries, but also opened up a great divergence
between countries, and internally, between territories (industrialised vs. non-
industrialised) and individuals.

Supported by the power of industrialisation and the strength of their
armies, the European countries spread the principles of classical liberalism all
over the world through the networks of the global capitalism, the revolution in
transport and communication, the creation and diffusion of new currents of
thinking and philosophy, as well via the imperialist military path. In the period
leading up to the First World War few countries of the world escaped — with

© MIKEL ERKOREKA, 2025 | DOI:10.1163/9789004524514_002
This is an open access chapter distributed under the terms of the cc BY-NC-ND 4.0 license.



2 ERKOREKA

greater or lesser intensity- the influence of this “modernising wave”, whether
through conviction or imposition.

In response to the growing social tension and workers’ mobilisation, the lib-
eral state took timid steps to gradually increase its intervention in social ques-
tions during the last decades of the 19th century and the first third of the 20th
century. However, the milestone that marked the turning point in the inter-
ventionist evolution of the state was the international economic crisis of 1929.

The first decades of the 20th century saw the emergence and consolidation
of alternatives to the liberal system, both from the left (especially communism)
and from the right (especially fascism). In contrast to classical liberalism,
both systems were committed to strengthening state intervention in order to
implant a new model of political, economic and social relations and organisa-
tion under the direction and control of the government. The fight against the
inequality gap (especially in the case of communism) and against the power
monopoly exercised by the capitalist elites won these alternatives the support
of broad social masses that felt unprotected under the liberal model of limited
state intervention.

The great crash of 1929 exposed the limitations and lacks of the classical
liberal model: its inability to respond to the dire economic and social crisis
fractured the societies in a large part of the industrialised powers, jeopardising
the survival of the liberal system. Facing this threat, liberal ideology changed,
evolving towards a new more interventionist state model, with a greater sensi-
tivity to the social question.

Following the Second World War, the geopolitical and ideological map of
the world was reshaped. On one side, Europe definitively lost its “position of
dominion’, which initiated a complex process of decolonisation and independ-
ence of the former colonies. On the other, the new world order was divided
into two opposing ideological blocs in the Cold War. Within this framework
of ideological confrontation and its consequences, the objective of fighting
against inequality to guarantee a social and economic balance and cohesion
was accepted by the majority of societies in the liberal-capitalist bloc (with
a different focus and intensity depending on the particular characteristics of
each country). Thus, the “new” liberalism was committed to increasing the
level of state interventionism in both the economic and the social spheres,
with the inclusion on the political and government agenda of the fight against
inequality as a function and priority of the state. In some countries this led to
the configuration of the welfare state.

In the new stage that opened after the Second World War, the state
increasingly took on a greater role in the fight against economic inequalities,
both interpersonal and inter-territorial. For example, regional policies and
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convergence programmes were developed to reduce territorial inequalities.
Similarly, in federal and fiscally decentralised countries (whose number has
been increasing in recent decades), the implantation of formal equalisation
systems became widespread, with the aim of reducing regional disparities in
fiscal capacity and/or expenditure needs among constituent units through
horizontal and vertical fiscal redistribution mechanisms. From their origins up
to the present, fiscal equalisation systems have faced the difficult challenge of
seeking a balance between the objectives of equity and efficiency, while safe-
guarding the effective autonomy of the constituent units. The OECD defines
the pillars, scope and objective of fiscal equalisation policies as follows:!

Fiscal equalisation is a transfer of fiscal resources across jurisdictions
with the aim of offsetting differences in revenue raising capacity or public
service cost. Its principal objective is to allow sub-central governments to
provide their citizens with similar sets of public services at a similar tax
burden. Fiscal equalisation can be seen as the natural companion to fis-
cal decentralisation as it aims at correcting potential imbalances result-
ing from sub-central autonomy. If sub-central governments had no fiscal
power, no fiscal equalisation would be needed. Distinct fiscal equalisa-
tion arrangements first emerged during the 1940s and 1950s in a number
of federal countries, and today most OECD Member countries have intro-
duced some explicit or implicit fiscal arrangement that reduces fiscal dis-
parities across jurisdictions.

But equalisation policy is not a purely fiscal and financial issue. It has political
and legal implications, which affect the essence and principles of federal sys-
tems. The equalisation systems have an important political component as an
element of internal accommodation and cohesion, generating ties of solidarity
and belonging (however, fiscal equalisation can also have a negative aspect
if it becomes a source of grievances and resentment between territories).
Therefore, fiscal equalisation policy has an impact on the political and insti-
tutional dynamics and intergovernmental relations of federations. Amongst
others, it has a direct impact on the sensitive balance between autonomy/
sovereignty vs. centralisation. Its adoption implies entrusting a powerful tool
with a horizontal scope to the federal government, with a great potential for
actively intervening in shaping the framework of intergovernmental relations.

1 Blochliger, H., Merk, O., Charbit C. & Mizell, L. (2007). “Fiscal equalisation in OECD coun-
tries”. oECD Working Paper, 4/2007, p. 5.
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In any case, the implications of fiscal equalisation systems are not the same
in federations of long historical standing and those created more recently. For
example, for diverse reasons, the United States stands out as one of the federal
exceptions that has not so far established a stand-alone equalisation system.
Conversely, in the countries that have developed processes of federalisation
or decentralisation following the Second World War, the implantation of sys-
tems of fiscal equalisation have, in general, been accepted and formalised in a
“more pacific” and natural way. The model of fiscal federalism of each country
has also been influential when it comes to facilitating or hindering the fit of
the equalisation systems: implanting an equalisation mechanism in systems
where sub-central governments exercise broad fiscal autonomy and operate in
a framework of fiscal competence is not the same as implanting such a mech-
anism in systems that are more fiscally centralised and more dependent on
federal transfers. Other elements and factors have also conditioned the design,
scope and working of fiscal equalisation systems in federal or decentralised
countries, such as for example: the a/symmetrical character of the system of
federalism or fiscal federalism; the degree of territorial inequalities; the multi/
mononational composition of the state; the presence/absence of challenges to
the state’s territorial integrity; the rigidity/flexibility of the institutional model
and the legislative process; or the capacity of intervention of the Federal Court,
amongst others.

In spite of the difficulties that accompany the inception and subsequent
implantation of systems of fiscal equalisation, in light of the flexibility that
characterises federalism, at present the majority of federal or decentralised
countries have a system of equalisation adapted to the particularities, idio-
syncrasies and political and institutional dynamics specific to each system, in
order to alleviate problems arising from territorial fiscal inequalities and facil-
itate internal cohesion. That is why, as chapters of this book make clear, the
working, configuration, scope and objectives of the systems of equalisation
vary substantially between countries.

Since the 1990s the debate on inequality has re-emerged strongly at the
international political, institutional and academic levels. The neoliberal turn
that spread through the capitalist countries in response to the 1973-1979 oil
crisis, the dissolution of the Soviet Union, the economic and industrial devel-
opment of China, India and other players, the battle to dominate the new
international order and the international crisis of 2008, amongst many other
factors, have altered the map of inequality (both at the international level and
internally within each country). Although since the 1990s there has been a
reduction in total global income inequality between countries, in many cases
internal territorial fiscal disparities have increased appreciably (both in terms
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of fiscal capacity and expenditure needs). The social, financial and political
implications of this increase in territorial disparities have become a source of
concern and tension for many federal and decentralised countries. The crisis of
COVID-19 has aggravated this situation, reviving the debate on the role that the
state should play in confronting interpersonal and inter-territorial inequalities.

The periods of crisis provide an ultimate testing ground for evaluating the
resistance of the systems of governance and historically have played an impor-
tant role in transforming the functioning and intergovernmental dynamics
of federal countries. Both the 2008 financial crisis and the covip-1g health
crisis have strained federal systems — with greater or lesser intensity, depend-
ing on the case —, forcing the intergovernmental financial transfer model to be
revised and adapted in most countries. This review and adaptation process has
also affected equalisation transfers. In some countries it has led to profound
reforms in the fiscal equalisation system. The main aim of this book is to study
the state of the question of territorial inequalities, intergovernmental transfers
and fiscal equalisation systems in federal or decentralised countries after the
two deep crises of 2008 and 2020. This book places the spotlight on the effects,
challenges and risks provoked by territorial fiscal inequalities in federal sys-
tems, and on the diversity of mechanisms and instruments created by the dif-
ferent federations in confronting or mitigating its adverse consequences. How
did both crises affect within the framework of intergovernmental financial
transfers and in the equalisation systems of the federal/decentralised coun-
tries? What is the current situation and the challenges for the future? What
debates and tensions has the issue of territorial inequality provoked? In this
respect, the book aims to serve as a reference on the present and future of fiscal
equalisation systems in federal countries.

To this end, we have counted with the participation of leading authors and
research institutions on federalism from all over the world, thanks to the net-
work of the International Association of Centers for Federal Studies (IACFS).
The 1ACFs is an association of institutions with interests in independent
research and publication about political, constitutional, legal, administrative,
fiscal, economic, social, cultural, historical and philosophical issues relevant to
political systems which have federal features. One of the strengths of this book
is its multidisciplinary approach to the subject. As reflected in this introduc-
tion, the question of fiscal equalisation has a multidimensional character: fis-
cal, financial, political, legal and institutional, amongst others. The union of
experts from different disciplines (especially economists, lawyers and politi-
cal scientists), offers a certainly novel approach to this book, and allows us to
understand the complexity of the topic from a broad and transversal approach.
In this sense, some chapters approach the issue from a more legal perspective,
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others, more political, and others, more financial. In this way, the full reading
of the book provides us with a comprehensive view on the debates generated
by fiscal territorial inequalities and equalisation policies both in the different
federal or decentralised systems analysed, as well as in the different fields of
research on federalism.

Besides this introduction, the first part of the book contains two chapters
with a theoretical and comparative character that characterise and delimit the
current framework of the systems of fiscal equalisation in federal or decen-
tralised countries: the first from an economic and financial perspective; the
second, from a legal and constitutional perspective.

The second part of the book studies the equalisation policies and systems
adopted to confront territorial fiscal inequalities in nine federal or decentral-
ised countries. The book has achieved a geographical balance, encompassing
federal or decentralised countries throughout the five continents: Argentina,
Australia, Canada, Ethiopia, Germany, India, South Africa, Spain and
Switzerland. The book thus makes it possible to analyse, compare and contrast
the different formulas implanted in these countries, focusing especially in the
evolution during the first quarter of the xx1 century. In this way, the book aims
to facilitate research on trends within the framework of comparative fiscal fed-
eralism and makes it possible to compare and contrast the evolution, working,
accommodation, particularities and the current problems and future chal-
lenges of fiscal equalisation systems and intergovernmental transfers between
different federations.

Some of the chapters that form part of this book were presented at the
Conference of the International Association of Centers for Federal Studies
(1acFs) held in Bilbao on 27 and 28 October 2022. The 1ACFs conference was
organised by the Ituna Center for Basque Economic Agreement and Fiscal
Federalism Studies (UPV/EHU — University of the Basque Country). On behalf
of the Ituna Center, I would like to take this opportunity to thank the speakers
and participants at the IACFs Conference, as well as the Basque institutions for
their support during the organisation (especially, the government of Bizkaia
and the Basque government).

I hope that the resulting book will prove interesting and contribute to fur-
thering research in the field of fiscal federalism and intergovernmental rela-
tions in federal systems.
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Theoretical Framework of Fiscal Equalisation






CHAPTER 1
The Economics of Fiscal Equalisation
Andoni Montes-Nebreda

Ituna Center for Basque Economic Agreement and Fiscal Federalism Studies
(upv/EHU — University of the Basque Country) & Complutense Institute for
International Studies (ICEI-UCM)

1 Introduction

Whether they are considered federations or not, fiscal equalisation is among
the most characteristic elements of fiscally decentralised countries’ institu-
tional machinery. Despite the existence of diverse intergovernmental fiscal
transfer programmes, fiscal equalisation stands out for three main reasons: it
is a solidarity tool that supports minimum provision of local public services, it
is formula-based, and it is usually the largest transfer scheme. With few excep-
tions, such as the United States, all fiscally decentralised countries apply a fis-
cal equalisation mechanism.

Indeed, according to OECD data, fiscal equalisation programmes represent
a very relevant part of general public expenditure. This is particularly true
in Australia, Japan, Germany and Korea, where more than 8% of the public
sector’s budget is devoted to finance it. In contrast, in Belgium and Italy, the
weight of fiscal equalisation does not even reach 1% of public spending. In
between, it is possible to find fiscal decentralisation models traditionally ana-
lysed in comparative federalism studies, such as Spain (4%), Canada (2%), or
Switzerland (2%).

The theoretical discussion on fiscal equalisation schemes has been exten-
sively developed by literature at Boadway and Flatters (1982), Boadway and
Wildasin (1984), Usher (1995), Mieszkowski and Musgrave (1999), Boadway
(2004), or Martinez-Vazquez and Searle (2007). For a more policy-oriented
practitioner’s guide on equalisation see Shah (1994), Boadway and Hobson
(1998), and Boadway and Shah (2007, 2009).

There are as many types of equalisation programmes as federal, quasi-federal
or decentralised countries. In this chapter we will provide common guidelines
to classify them. We will look into what is equalised, whether it is fiscal capac-
ity or expenditure needs (or both). Partial equalisation will be discussed in
contrast to full equalisation. Risks of fiscal equalisation, the tax-back problem

© ANDONI MONTES-NEBREDA, 2025 | DOI:10.1163/9789004524514_003
This is an open access chapter distributed under the terms of the cc BY-NC-ND 4.0 license.
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and the flypaper effect will be explored too. But we will first try to understand
why fiscal equalisation is so widespread, its causes and consequences.

2 Justification, Debates and Advantages of Fiscal Equalisation

Despite debate and criticism raised in some countries around how much should
fiscal equalisation redistribute (e.g. Canada, Belgium, or Spain), the existence
of some kind of fiscal equalisation is generally pacific as it is justified on both
equity and efficiency arguments. This section will elaborate on the causes that
make fiscal equalisation so widespread across federations. Depending on the
regulation and design of the fiscal equalisation mechanism, sometimes the
advantages listed below will be among their explicit objectives, or they will be
spontaneous positive consequences of the dynamics of the scheme.

2.1 Vertical Imbalances

The first reason why the need for fiscal equalisation can be justified is the
existence of vertical fiscal imbalances. These imbalances are a mechanical
consequence of the application of the subsidiarity principle. This principle
suggests that policy responsibilities should be attributed to the lowest level
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of government possible, as long as side-effects are not large enough to recom-
mend the next higher level of government should get in charge.

Musgrave’s (1983) prescriptions for revenue-side decentralisation are stricter
than Oates’ (1972) for expenditure decentralisation. Consequently, and with-
out exception, fiscal decentralisation is always asymmetric. Following guide-
lines of the theory of Fiscal Federalism, revenue-side responsibilities are less
often decentralised, or at least to a lesser extent, than expenditure-side respon-
sibilities (Boadway and Keen, 1996). Therefore, central governments have more
revenue available than that needed to run public services under their compe-
tence. On the contrary, subnational governments (SNG) lack enough resources
to support public services they are responsible for. Vertical transfers are the
response provided by federalism to address these imbalances.

Figure 1.2 illustrates the size of vertical imbalances across OECD countries
as reported by the oECD Fiscal Decentralisation Database. The difference
between the two columns, subnational expenditure and revenue, results in the
scale of vertical imbalances. Large imbalances are observed for heavily decen-
tralised countries such as Denmark, Belgium, Spain, and Austria. However, ver-
tical imbalances are also high for centralised countries such as Ireland, Greece,
Slovakia, and Lithuania.

Vertical imbalances are present in every OECD country but New Zealand,
Chile, and Costa Rica, which are also examples of heavily centralised insti-
tutional models. In addition, vertical imbalances are also relatively small in
highly decentralised federations that follow a more equilibrated approach,
such as Germany, Switzerland, Australia, and to a lesser extent, Canada and
the United States.

The horizontal or vertical nature of fiscal equalisation is not pacific and
has been long discussed by literature. On the one hand, Castells (1988), Lopez-
Laborda (1991), or Boadway and Tremblay (2006) consider that equalisation can
be both vertical and horizontal, depending on whether a vertical or horizontal
imbalances are to be filled. On the other hand, Dahlby (2014), and Onrubia and
Ruiz-Huerta Carbonell (2019) consider that the term fiscal equalisation should
be reserved for transfers that aim to correct horizontal imbalances. As it can
be interpreted from this debate, it is clear that fiscal equalisation is required to
address horizontal imbalances. However, there are more doubts regarding the
link between fiscal equalisation and vertical imbalances.

Our view is that vertical imbalances do not necessarily need to be addressed
by fiscal equalisation, as any other kind of vertical transfer scheme, such as
block grants, could do the job (Dahlby, 2014). However, this is the most typical
case, since treating vertical imbalances without providing fiscal equalisation
would require distributing funds on a purely per capita basis. Yet, allocating
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the same amount of transfers to all jurisdictions is not perceived as an equita-
ble response, and therefore central governments’ transfer allocations usually
consider fiscal capacity or/and expenditure needs.

2.2 Equity

Equity is the most easily observable justification for fiscal equalisation. In con-
trast with the unitary public service provision, decentralised provision alone
cannot result in an equitable result due to differences in fiscal capacity and
needs across jurisdictions. Without fiscal equalisation, those differences would
translate into uneven access and quality of healthcare or education across ter-
ritories, which represents a horizontal equity issue. Two citizens in the same
position would receive a different treatment by the public sector depending
on their residence. To a certain extent, this is innate to federalism and can
be considered desirable as it suggests there exists a diverse policy menu offer
to choose from (Tiebout, 1956). However, when very large, these differences
could turn both into a political problem and into an efficiency problem, due to
induced suboptimal mobility.

Precisely, the main objective of fiscal equalisation is related to equity (Bird
and Vaillancourt, 2007). It aims to ensure that all jurisdictions, despite their
differences in terms of fiscal capacity or needs, can provide a common mini-
mum level of local public services when charging similar taxes. In other words,
it aims to ensure that citizens can enjoy similar access to public services of
even quality disregards where do they live.
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Although fiscal equalisation often gets mixed up with regional policy (Pérez
et al,, 2020), it is important to explain that following Tinbergen’s rule, they are
separate tools for separate problems (Lopez-Laborda et al., 2024). Oppositely
to what it has been explained for fiscal equalisation, regional policy pursues to
close regional divergences in income levels, in development stages. Regional
policy programmes are devoted to public investment, in contrast to current
spending, which is the focus of fiscal equalisation. Therefore, regional policy
is often instrumented through earmarked grants, opposite to unconditional
grants that define fiscal equalisation (Boadway and Shah, 2007).

Indeed, in most federations, fiscal equalisation is the largest cross-territorial
redistribution tool, even larger than regional policy. National public pension
schemes or income tax can also work as implicit interregional equity instru-
ments. However, they are based and thus designed along the lines of interper-
sonal equity. It can be argued that fiscal equalisation is to a large extent behind
the in-kind income redistribution in federations since it supports healthcare
and education, which are the main in-kind redistributive programmes man-
aged at the subnational level (OECD, 2021).

However, authors such as Oakland (1994) question the equity-favourable
nature of fiscal equalisation. First, from the interregional equity point of view,
he argues that financial flows in fiscal equalisation take place between jurisdic-
tions with higher fiscal capacity and lower expenditure needs towards those
with lower fiscal capacity and higher expenditure needs. This does not neces-
sarily need to be from high-income towards low-income territories, and there-
fore fiscal equalisation could work in the opposite direction to that expected
and be regressive. And second, from the interpersonal equity perspective,
Oakland (1994), Usher (1995), and Wilson (2007), argue that even if fiscal
equalisation would redistribute income from “rich” to “poor” jurisdictions,
equalisation could still transfer resources from a low-income household at a
rich region to contribute paying for better quality local public services used by
a high-income household living in a poor region.

2.3 Efficiency

Finally, after the budgetary and equity rationales for fiscal equalisation, we
will briefly discuss its efficiency grounds. Most efficiency gains in this field are
explained by the use of fiscal equalisation as an internalisation mechanism for
externalities emerged from the interaction between jurisdictions, from hori-
zontal spillovers. Boadway and Keen (1996) suggest that the efficiency-related
justification of fiscal equalisation is so powerful that even in an ideal model
without fiscal imbalances, it would be needed to address vertical and horizon-
tal fiscal externalities.
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2.3.1 Restoring the Fiscal Equivalence

Olson’s (1969) fiscal equivalence theorem states that optimality in the local
provision of public goods requires full identification between recipients and
contributors. This would be the guarantee of efficiency as users’ demand would
be limited by the cost signal represented by local taxation used to finance it.
However, we are aware that there are several reasons why, in most cases, users
do not face the full cost of public services. On the one hand, progressive taxa-
tion distorts that relationship, since high-income taxpayers might not be the
heaviest users of local public services. User fees, mostly used at the local level
(e.g. sports facilities ...) address this issue to a certain extent, as still they usu-
ally set a price under production cost.

On the other hand, residents in other jurisdictions may use local public ser-
vices of the neighbouring jurisdiction, where they do not pay their taxes. This
is the most evident case of the existence of horizontal spillovers and is related
to the nature of public goods, whose consumption is not excludable. For exam-
ple, this phenomenon takes place when a patient attends a doctor in a neigh-
bouring region. However, it also takes place in less tangible situations, such as
good air quality breathed by residents of the neighbouring town thanks to the
creation of a low emissions zone. This kind of horizontal externalities, which
partially shift the cost of local public policies from their beneficiaries, can be
addressed through horizontal transfers, which could be fiscal equalisation
(Smart, 1998). It is also not uncommon for federations to create ad hoc federal
funds to help internalise these spillovers.

2.3.2 Disincentive to Tax Competition
Tax autonomy has several advantages, among them, opening space for tax com-
petition (Olson, 1969; Musgrave 1983). Tax competition works as a fiscal disci-
pline device, limiting the excessive growth of the public sector size (Brennan
and Buchanan, 1980). In addition, since it allows for a differentiated revenue-
side policy menu, it can foster policy innovation; and, as citizens can compare
the tax menu offered by each jurisdiction, also accountability can improve.
However, if tax requirements set by subnational governments start decreasing
following a domino-effect dynamic at which this behaviour is copied by the
rest of jurisdictions, then taxes could become suboptimally low (Zodrow and
Mieszkowski, 1986). This phenomenon is known as “race to the bottom” and
is particularly likely to take place in contexts of competitive fiscal federalism,
and to affect capital taxation, as this is the most mobile tax base (Sinn, 2003).
Fiscal equalisation is particularly useful to cope with harmful tax compe-
tition. Indeed, fiscal equalisation can set powerful disincentives against these
dynamics when its formula considers not actual revenue but fiscal capacity
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instead. In those cases, transfers are allocated according to potential tax reve-
nue, this is the tax base and not revenue raised. This way, a decrease in revenue
caused by lower taxation is not compensated by fiscal equalisation. Oppositely,
jurisdictions can retain revenue increases generated by higher taxation or
more effective tax administration, setting an interesting incentive to improve
efficiency but against harmful tax competition (Bucovetsky and Smart, 2006;
Kotsogiannis, 2010).

2.3.3 Slowing Down Inefficient Mobility: Congestion Costs and
Economies of Scale

One of the consequences generated by fiscal equalisation affects both effi-
ciency and equity. By limiting the differences in local public service provision
across jurisdictions, fiscal equalisation reduces the variance in fiscal residu-
als too. Fiscal residual is defined as the net gain from local public goods and
services obtained by a resident in a specific jurisdiction, after paying taxes
(Buchanan, 1950). While living in a high fiscal capacity and low needs region
should offer a large fiscal residual, the opposite should be true for low capacity
and high needs territories.

Without fiscal equalisation (and if wages would not differ across jurisdic-
tions), the incentive to “vote with one’s feet” would be very powerful, both for
the high-income looking to pay lower taxes, and for the low-income looking
for more redistributive or generous local public spending (Tiebout, 1956). This
is considered inefficient migration as it would be solely driven by fiscal pol-
icy, and not by wage differentials, which should be the signal driving optimal
mobility (Buchanan, 1950). Change in residency would concentrate tax bases
in to-have jurisdictions leaving in-need jurisdictions empty.

The increase in geographic imbalances would generate inefficiencies in
both places. On the one hand, the attractive jurisdiction could suffer from
increased congestion costs derived from an excessive concentration of popula-
tion within its regional boundaries (Buchanan and Wagner, 1970; Baldwin and
Krugman, 2004). On the other hand, the emptied jurisdiction could become
in danger of not reaching the minimum scale to provide local public services
involving large fixed costs.

The case of congestion and economies of scale is a good example of how
a well-designed fiscal equalisation system could improve both equity and
efficiency, breaking the traditional trade-off discussed in the field of Public
Economics. Indeed, fiscal equalisation serves as a tool to reduce differentials in
the fiscal residual across jurisdictions, as it guarantees a minimum and common
level of public services is provided everywhere. Therefore, fiscal equalisation
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could prevent suboptimal mobility choices otherwise driven by asymmetries
in the fiscal residual (Buchanan, 1950; Bird and Vaillancourt, 2007).

3 Risks and Disadvantages of Fiscal Equalisation

Although advantages of fiscal equalisation are so relevant as to explain why
this kind of scheme is that widespread across federal and quasi-federal coun-
tries, it also entails risks or disadvantages related to budgetary efficiency. In
fact, fiscal equalisation, particularly when badly designed, can induce subop-
timal fiscal policy behaviour on subnational governments, both from the reve-
nue (tax-back problem) and the expenditure (flypaper effect) sides.

3.1 The Tax-Back Problem

Fiscal equalisation can lead to excessively high subnational taxation. This is
known as the “tax-back problem” and can emerge through two different chan-
nels: tax rates or tax bases (Wilson, 2007; Ferede, 2014). First, the tax-back prob-
lem can emerge when subnational governments can manipulate the result of
the fiscal equalisation formula to absorb more funding by increasing their
own tax rates. This is possible both in the Canadian RTS system (Dahlby, 2014;
Ferede, 2014) and in the former German own-resource-based formula (Baretti
et al., 2002). In this case, the issue could be tackled by fixing the equalisation
formula so it cannot be manipulated anymore. For instance, by replacing tax
rates or actual revenue as input variables for a proxy of potential revenue or of
tax base.

But it is the second channel of the tax-back problem the most difficult to
address. Even when the equalisation formula does not alter the transfer allo-
cation in response to changes in subnational taxation, jurisdictions can avoid
enforcing growth-enhancing policies in order to erode their tax base, aware of
the fact that equalisation would compensate them, at least to some extent, for
the revenue loss (Smart and Bird, 1996).

However, even when there is no voluntary intention by subnational gov-
ernments to manipulate the result of equalisation transfer allocation, equal-
isation might lead them to set suboptimally high tax rates. This can happen
when central government and subnational governments share taxation power
over the same tax bases (tax base co-occupation). Equalisation decreases the
perceived efficiency cost of taxation for subnational governments, as they are
only aware of the tax base loss up to the share of revenue it corresponds to
them, neglecting the loss faced by the central government due to subnational
decisions on the shared tax bases (Dahlby and Wilson, 1994).
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Literature has suggested several responses to the tax-back problem. They
range from an increase in tax autonomy to reduce the need for transfers, to
reduce federal taxes and spending below the optimal, to avoid tax base shar-
ing between levels of government, or to use matching grants (Sato, 2000).
However, it is still not clear to which extent they could be put into practice to
prevent the tax-back problem from emerging while preserving the effective-
ness of fiscal equalisation in reaching its goals.

3.2 The Flypaper Effect

First proposed by Courantetal. (1978), this hypothesis suggests that subnational
governments tend to spend more when the income stream comes from inter-
governmental transfers than when it stems from own tax revenue. Literature
has presented two causes to explain this phenomenon. On the one hand, an
increase in received intergovernmental transfers, not necessarily equalisation
transfers, allows to keep subnational spending constant with lower taxes. This
generates fiscal illusion in subnational governments since they underperceive
the efficiency cost of raising taxes as that cost is passed to the central govern-
ment. Fiscal illusion results in suboptimally high subnational public expendi-
ture (Dahlby, 2011; Lopez-Laborda and Zabalza, 2015).

On the other hand, apart from the fiscal illusion generated by transfers, they
can also lead to overspending when self-interested subnational incumbents
are looking for re-election. Again, they have two ways to increase spending
and improve the welfare of voters living within its jurisdiction, by raising taxes
or by increasing received transfers. While the former option would entail also
a cost represented by tax increases, the latter would shift the electoral cost of
raising new revenue towards the central government, thus setting an incentive
for an excessive increase in subnational public spending (Mieszkowski, 1994;
Hines and Thaler, 1995).

4 What Can Be Equalised?

Another element at which fiscal equalisation schemes might differ is on the
side of the budget considered. While all federations contemplate to some
extent fiscal capacity or revenue as criteria to allocate equalisation transfers,
not all take into account expenditure needs or costs. Figure 1.3 shows that
although in most federations both are to some extent combined, Canada and
Germany only consider revenue equalisation; and Korea, Spain, Japan, and
the Netherlands, mostly equalise expenditure needs. For their part, Mexico
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and Norway are examples of perfect equilibrium between revenue and needs
equalisation.

41 Fiscal Capacity

Income-side equalisation focuses on differences in revenue-raising capacities
across territories. The aim is to reduce or eliminate differences in budgetary
capacity determined by uneven tax base distribution across jurisdictions.
While actual revenue differences might be used to allocate transfers, it is often
the case, and the recommendation of literature and international organisa-
tions, such as the 0ECD, that potential revenue is considered instead. On the
one hand, it makes the formula more difficult to manipulate, limiting the tax-
back problem. And, on the other hand, it entails a more efficient incentive
scheme, since subnational governments face the consequences of the use of
their tax autonomy, closing the door to harmful tax competition.

Fiscal capacity can be measured using all decentralised taxes or just some
of them. In addition, target fiscal capacity to be used as a yardstick to measure
jurisdictions’ fiscal capacity can be based on an average of all or some jurisdic-
tions (e.g. Canadian Representative Tax System) or on a nationally set default
threshold (e.g. Spain). In some cases, the fiscal capacity formula includes tax
bases that are only centrally taxed, in those cases a territorialisation exercise
needs to be run. Proxy variables are then used to measure subnational jurisdic-
tions’ tax capacity, such as consumption for VAT or excise duties.

The technical complexity of estimating fiscal capacity in some countries has
led to several experts suggest new approaches to simplify it by using macroe-
conomic variables as a proxy. Proposals range from per capita Gross National
Product, or regional GDP, to an adjusted GNP to account for federal bene-
fits (Barro, 2002). Despite this alternative could be useful in some contexts,
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traditional models based on purely fiscal variables seem to be better proxies as
they are directly linked to the actual variable that has to be estimated.

4.2 Expenditure Needs

In addition to public income-related information, the transfer allocation for-
mula can distribute funding according to population (on a per capita basis), or
alternatively, according to a list of proxies of spending needs. The goal of the
latter approach is to try to approximate transfer allocation to how much the
population of a specific jurisdiction need the provision of local public services.
Proxies might be objective or subjective variables. On the one hand, objective
variables are those linked to geography (e.g. population dispersion, land area,
insularity ...) and other circumstances (e. g. wage level) that make public goods
provision costlier. On the other hand, subjective variables translate the pop-
ulation structure of the jurisdiction into the formula by giving more weight
to the elderly or underaged population, as they demand more long-term care,
healthcare, or education services.

Despite it is not a usual practice, experts, such as Spahn (2007), have pro-
posed introducing fixed costs in the fiscal equalisation formula. The rationale
behind it is that disregards it is a small or a large jurisdiction, there are cer-
tain public goods that need to be provided. The most straightforward example
is institutions. Executive and, in some cases, legislative bodies too, must be
established in each jurisdiction to take care of responsibilities attributed to
this layer of government. The global cost of running subnational institutions
will be very similar. However, the cost per inhabitant may range a lot depend-
ing on how populated a jurisdiction is. This is why recognising fixed costs in
certain policy areas would approximate transfer allocation to actual spending
needs of subnational governments.

In line with the recommendation of using non-manipulable variables
in the equalisation formula, the use of regional wage differentials has been
questioned. It is true that wages represent the main cost of public service pro-
duction as they entail an intense demand for a high-skilled labour force (e.g.
doctors, nurses, or professors). In some countries, cross-regional development
and income level disparities translate into large heterogeneities in price and
wage levels. This makes inputs more expensive and, therefore, public services
costlier. If the goal of fiscal equalisation is to allow a similar level of local public
services provision despite uneven fiscal capacities and needs, then it could be
argued that input price differentials should be considered. However, if wages
of civil servants are set by subnational governments, then including this varia-
ble in the equalisation formula would set an incentive for setting suboptimally
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high wages, as subnational governments would be aware of its immediate
translation as higher grant entitlements (Boadway and Shah, 2009).

In many cases, the negotiation of the grant allocation formula is the result
of a political discussion in which central government and subnational gov-
ernments need to reach an agreement. They have to agree not only on which
proxies to use, but also on which weight each of them is attributed in the for-
mula. The discretion of the variables chosen and the weight given to them in
the design of the allocation formula might be controversial and might create
coalitions of regions around their own interest. In order to tackle this problem,
some countries have opted for a technical, and even econometric approach
(e.g. Australia, the Netherlands, or Finland), in which the correlation between
provision costs and proxies is assessed. This way, political negotiations can then
be based on a previous technical assessment carried out by an expert body.

5 Equalisation Degree: Full or Partial?

Differences in fiscal capacity/revenue and expenditure needs/costs can be
fully or partially equalised. The choice between full or partial equalisation is to
be decided through the democratic decision-making process as it is the reflec-
tion of the extent of redistribution citizens aim for or are ready to tolerate.
Indeed, full equalisation might be too unpopular and politically costly so as to
be feasible. Although it is a key defining element of any equalisation scheme,
it is sometimes not explicitly set in the law, but it needs to be interpreted from
its design.

Fiscal equalisation can be partial due to many reasons. It can be because
the law explicitly states that only a share of differences in fiscal capacity and/
or needs are to be compensated. The percentage of differences equalised is
named after the “inclusion rate”. However, sometimes the partial nature of
equalisation is subtler. For example, because some jurisdictions do not take
part in the scheme, because not all revenue bases are considered in the calcu-
lation of fiscal capacity, or because there are some public services the formula
does not account for.

There are examples of full equalisation in the sense that they compensate
for all the differences identified as the objective to be covered by the scheme.
This is the case in Australia where costs are fully equalised. In contrast, sys-
tems such as the German and Spanish only compensate a (high) percentage of
those differences. However, if we consider fiscal differences in broader terms,
it is virtually impossible full equalisation exists. Indeed, as long as some juris-
dictions (e.g. foral Basque and Navarrese regions in Spain), revenue bases (e.g.
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natural resource revenues in Canada), or public services (e.g. elderly care)
are excluded from the formula, fiscal equalisation will always be partial. For
instance, the neglection of cross-jurisdictional environmental externalities’
effect on subnational fiscal capacities and needs illustrates the partial nature
of fiscal equalisation (Lopez-Laborda et al., 2023).

Literature has posed questions on the efficiency of full equalisation. Some
authors (Bucovetsky and Smart, 2006; Martinez-Lopez et al., 2018) argue that
total equalisation could reduce incentives for regional development and
growth-oriented subnational policies, as fiscal consequences of successful
economic policy would be virtually neutralised by equalisation. According to
this view, partial equalisation would be superior, even if some equity would
be sacrificed at the expense of more efficiency. In contrast, authors (Boadway
and Flatters, 1982; Martinez-Lopez et al., 2018) defending full equalisation con-
sider that it does not just ensure a better equity outcome (Boadway and Shah,
2009), but that it is more efficient. According to this view, partial arrangements
would only be able to achieve limited advantages related to the efficiency argu-
ments listed in Section 2.3. For example, inefficient migration would only be
prevented to the extent that differences in fiscal residual are equalised, but not
totally.

6 Financing Fiscal Equalisation

Fiscal equalisation can be centrally financed, this is exclusively by using the
federal budget; or, alternatively, it can be funded with subnational revenues,
whether they are actually collected by subnational tax administrations or
not. The former is the case of the Canadian Federation, where it is the fed-
eral budget that faces the full cost of equalisation. In contrast, the latter is the
case of Australia, where GST (consumption tax) revenue, which is used to fund
equalisation, is owned by states.

Vertically financed fiscal equalisation is meant to close fiscal vertical imbal-
ances derived from the constitutional distribution of revenue and expenditure
powers. In addition, it can also contribute to close horizontal imbalances if
the formula applied considers differences in fiscal capacities and needs across
subnational governments. In contrast, horizontally funded systems cannot
address vertical fiscal imbalances. However, schemes based in horizontal
transfers can exert positive effects, such as more responsible fiscal behaviour
of subnational entities, derived from fiscal co-responsibility and tax autonomy
exercised (Olson, 1969).
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Regardless the vertical or horizontal nature of grants, fiscal equalisation
transfers are always unconditional. This is part of the nature and rationale
behind fiscal equalisation, which should allow subnational governments,
grants recipients, to provide a differentiated menu of expenditure policies
according to citizens’ preferences and needs. Therefore, central governments
do not set any requirement linked to the policy areas in which grants should
be spent. This is true even when allocation formulas consider separate variable
sets for equalising specific expenditure needs, such as healthcare or education.
Even in those cases, transfers remain non-earmarked to preserve subnational
spending autonomy.

According to OECD expert-survey data, illustrated in Figure 1.4 (OECD, 2021),
most of fiscal equalisation schemes are fully funded by vertical transfers. This
is the case in Korea, Japan, the Netherlands, Greece, Australia, Mexico, Brazil,
Indonesia, Estonia, and Canada. It is consistent with the recommendation of
keeping redistributive function policies centralised (Oates, 1972). In contrast,
Lithuania, Spain, and Latvia support equalisation pre-eminently with horizon-
tal transfers. It is Norway, Ireland, and Portugal, the countries that keep the
most equilibrated approach between horizontal and vertical transfers.
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FIGURE 1.4 Comparison of fiscal equalisation systems across the OECD according to their
design (2019)
Note: data for countries marked with * corresponds to 2013
SOURCE: (OECD, 2021, P. 48). BASED ON EXPERT’S SURVEY
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Interestingly, there is a correlation between the size of equalisation relative
to total public expenditure (Figure 1.1) and the vertical character of transfers
supporting it (Figure 1.4). Indeed, while large fiscal equalisation schemes are
funded by vertical transfers, it is only small schemes that are mainly supported
by horizontal transfers. Spain is the only outlier as even if relatively large, its
fiscal equalisation system is primarily supported by horizontal grants. Two
reasons might be behind this correlation. On the one hand, due to the exist-
ence of vertical imbalances, central governments keep a larger financial capac-
ity to fund large transfer schemes. And, on the other hand, vertical transfers
should be politically less controversial, as cross-jurisdictional redistribution
takes place in a subtler way when carried out through vertical transfers when
compared to horizontal transfers. Therefore, large redistribution mechanisms
would be more politically feasible when supported by vertical transfers.

Allin all, it could be questioned whether vertical transfers actually exist in a
philosophical sense. This is because all revenues are paid by residents in a spe-
cific jurisdiction within the country, and thus can be territorialised. Consistent
with this view, vertical transfers would actually be indirect horizontal trans-
fers, being net contributor territories the financing entities and net recipients
the beneficiaries.

7 Future Challenges for Fiscal Equalisation

This chapter has surveyed the economics of fiscal federalism focusing on its
objectives, justification, consequences, and possible designs. From this over-
view, it can be concluded that there exist as many fiscal equalisation arrange-
ments as fiscally decentralised countries, since their configuration largely
depends on the institutional context. Looking to the future, it is possible to
identify three pending challenges that sooner than later will be necessar-
ily faced.

First, fiscal equalisation should incorporate new flexibility elements to bet-
ter cope with external shocks. The covip-19 pandemic evidenced that the lack
of automatic mechanisms makes ad hoc intervention by the central govern-
ment indispensable, as it had to step up to protect the decentralised welfare
state from the sharp decrease in public revenue (OECD, 2021). This represents
a problem because it incorporates uncertainty in the system as different col-
our cabinets at the central government are unlikely to react consistently. In
addition, this could be used as a hidden channel to reduce subnational govern-
ments fiscal autonomy without holding a previous public debate or passing an
explicit legal or constitutional amendment.



24 MONTES-NEBREDA

Second, the accelerated progress of climate change is forcing policymak-
ers to use all the tools available to try to cope with this issue. That includes
fiscal federalism arrangements which might become very useful to ensure all
levels of government are aligned with international and national green agen-
das. Environmental fiscal transfers (Busch et al., 2021) could serve to set a
smarter incentive scheme for subnational governments to pursue more ambi-
tious environmental objectives, and to equip regional and local institutions
with the necessary human, technical and financial capabilities to successfully
tackle ecological transition (Dougherty and Montes-Nebreda, 2023). Within
environmental fiscal transfers, fiscal equalisation could play a central role by
incorporating green criteria to improve current fiscal capacities and needs
measurement formulas, as proposed by Lopez-Laborda et al. (2023).

Finally, population ageing will continue putting pressure on welfare sys-
tems. The wHO forecasts that by 2050 world’s population of people aged 60
or more will double compared to 2020. This rapid ageing process will continue
increasing the demand for healthcare and elderly-care services, which are
most of the time provided by subnational governments. Just as an example,
this issue has already led some subnational authorities in the United Kingdom
to go bankrupt in 2023. In the long term, if not properly addressed, these
imbalances in public finances could translate into macroeconomic systemic
risks. Therefore, fiscal equalisation will need to adapt and provide a response
(De Biase et al., 2022).
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1 Introduction

Today many federal systems encounter a loss of solidarity and an upsurge
of interregional disparities. These have exacerbated dormant tensions and
intergovernmental conflicts. Although central to intergovernmental relations,
equalisation is scarcely addressed by comparative constitutional scholars,
except for the studies on the solidarity principle, which however rarely delve
into comparing the functioning of equalisation mechanisms (Belser et al.,
2021; Delaney & Mason, 2022).

To bridge the gap, this chapter explores the different sets of legal tools that
can be traced back to the category of ‘equalisation mechanisms’. In particu-
lar, the analysis is limited to those mechanisms of subnational financing that
in serving the purpose of solidarity put in place an inter-territorial redistribu-
tion of fiscal resources, with the aim to reduce fiscal inequalities. The com-
ponents of the category ‘equalisation mechanisms’ are selected by process of
elimination, including all grants whose amount is not linked to the principle
of territoriality (Blochliger & King, 2006, pp. 166—68). Along this line, subna-
tional revenue coming from grants should theoretically be higher for poorer
units than for richer ones. In practice, however, the extent to which this occurs
differs greatly depending on the determinants of the entire process. By and
large, the overall result is strongly affected by the existing legal framework,
the institutional and procedural guarantees in place and the legal constraints
inherent to it. As such, in the real-world, intergovernmental grants are often
used for expanding the political support rather than for reducing horizontal
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imbalances. The impact of political momentum is always present and lies at
the core of every equalisation process. Nevertheless, the margin of discretion,
the constraints on the political process and the interests that drive decisions
can differ greatly from one case to another.

Against this theoretical background, this chapter investigates the rules that
design and govern different systems of equalisation having regard to institu-
tional actors and decision-making procedures, exploring the role of subna-
tional governments (SNGs) in making equalisation-related decisions with the
purpose to show the coexistence of a plurality of equalisation paradigms and
to verify whether and to what extent common trends do emerge in practice.

The precondition of this study is that institutions and procedures govern-
ing equalisation mechanisms are determinant of the functioning of a federal
system and the federal equilibrium. Put differently, the level of government
in charge of defining the scheme of intergovernmental transfers, the existing
guarantees and the institutions that govern intergovernmental relations and
settle intergovernmental conflicts are central features of a system and its func-
tioning (Bahl, 2000, p. 429). This lies on the assumption that the extent and
the way sNGs are involved is not without consequences in terms of transpar-
ency, equity, autonomy, but also of democratic accountability. The procedural
and institutional dimensions of equalisation schemes end up determining the
interests that are channeled through the process and its results. Besides being
central in drawing a line between constitutional rules and political processes,
these elements contribute to determine the overall federal equilibrium. As a
matter of fact, the degree to which sNGs are involved in the decision-making
process is telling about the impact on subnational accountability and auton-
omy, the overall acceptance of the redistributive scheme, and hence the extent
to which solidarity is instrumental to the unity of the federal system, and does
not end up in challenging the system itself. Background idea is that the design
of ‘a grant system’ can have ‘undesired drawbacks’ (Ambrosanio et al., 2018,
p. 123).

Along this line of investigation, the chapter adopts a case-study approach.
Different federal systems have been identified with the aim to portray the
existing variety of ‘architectural’ solutions around the globe. Accordingly, the
following four cases are investigated: Australia as the prototype of tax-revenue
sharing on a ‘technical base’ (Commonwealth Grants Commission); Canada
representing the paradigm of federal-provincial diplomacy with little, if any,
legal entrenchment; Germany as the prototype of tax-revenue sharing on a
‘legislative-assembly base’ (Bundestag + Bundesrat); and Spain with the (quasi-
constitutional) institutionalisation of the CPFF as a forum for intergovern-
mental financial relations.
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The cases will be investigated integrating a static dimension — If, where and
to what extent is inter-territorial solidarity regulated? — with a dynamic dimen-
sion — Who makes the rules? Who can amend them? This is done by looking at
fiscal constitutions in their broad understanding, including constitutional doc-
uments, the implementing legislation, as well as the existing intergovernmental
agreements. Therefore, the following issues shall be addressed:

Is there any constitutional entrenchment? Are equalisation mechanisms/
revenue-redistribution tools embedded in a constitutional document, or in
other legal acts? To what extent are decisions left to the political bargain? Are
there any constitutional or legal constraints? What is the role of IGR-agreements
and practice?

How are rules approved and amended? Unilaterally from the centre or with
direct (or indirect) participation of sSNGs? How does their involvement look like
in practice? Is the participation of sNGs in the rule-making process of binding
or non-binding nature from a legal or political perspective?

2 Australia: The Prototype of a Tax-Revenue Sharing Scheme on a
‘Technical Base’

From a comparative perspective, the Australian system of fiscal equalisation
can be considered as the prototype of a tax-revenue sharing scheme on a ‘tech-
nical base’ The design and the degree of equalisation have been considered
as a technical problem credited to the independent Commonwealth Grants
Commission (cGc). The result is that the Australian equalisation mechanism
is ‘the most elaborate system of horizontal fiscal equalization of any federation’
(Madden, 2006, p. 85).

Unlike other federal systems, equalisation is not entrenched in the Australian
Constitution. There is only a provision that enables the federal Parliament
to ‘grant financial assistance to the States on such terms and conditions as the
Parliament thinks fit' (sec. 96 Constit.). Nevertheless, this function is central
due to the existence of an ample horizontal imbalance coupled with a wide
vertical fiscal imbalance. While States have extensive powers in carrying on
expensive services in the field of education, health, or law and order, the power
to tax is strongly centralised. Over time the federal government has increased
its fiscal strength, because of political negotiations with the States and judi-
cial decisions. At the same time, among the six States and two self-governing
Territories large discrepancies exist in fiscal capacity and costs for providing
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services.! SNGs differ widely in terms of community size, population growth
and composition, remoteness, indigenous status, and economic strength. Such
territorial diversity gives rise to strong horizontal imbalances.

In1998, the Special Premiers’ Conference had reached the Intergovernmental
Agreement on the Reform of Commonwealth—State Financial Relations.
The Goods and Services Tax (GST) Act of 1999 rests on this agreement. Ten
years later, the Intergovernmental Agreement on Federal Financial Relations
(1GA-FFR) was developed through the Council of Australian Governments
(coAG). It is designed to be a living document, with detailed arrangements
which can eventually be updated by another agreement. The Federal Financial
Relations Act of 2009, which is meant to provide an overarching framework for
financial transfers between the Commonwealth and the States and for related
collaboration on policy development and service delivery, is based on this
agreement (OECD, 2012). For this purpose, two types of transfers are provided.
A first one under the main responsibility of the cGc, is based on the distribu-
tion of GST revenues according to the principles of horizontal equalisation,
and results in untied transfers to the States. A second group instead consists of
a series of special transfers, comprising the national payments for specific pur-
poses in areas administered by States, the National Health Reform Funding,
and the National partnership payments, which are key to facilitate reforms or
to support specified projects. In 2018-2019, transfers amounted altogether to
45% of all State revenues (CGCc, 2019).

Within this framework, the ccc is vested with the task to advise the
Commonwealth on the GST redistribution among States and Territories, pro-
viding recommendations in accordance with the Treasuries’ terms of refer-
ence.? Pursuant to the cGc Act of 1973, the body is composed of the chairperson
and not less than two other members (currently three), which are appointed
by the Governor-General of the Commonwealth on advice from the Federal
Executive Council, without any requirement of State representation. However,
this usually occurs after consultation with the States and it is no coincidence
that in many cases these experts have previously worked for States.

In practice the Commission defines the methodology for GsT redistribution.
The evaluation process is of dynamic nature, as it is based on a quinquennial
review of the methodology and annual updates of the calculations, to ensure

1 Despite Territories having a different constitutional position compared to States, when it
comes to financial relations they are treated equally. They have been included in the horizon-
tal fiscal equalisation (HFE) respectively in 1988 (Northern Territory) and in 1993 (Australian
Capital Territory).

2 On the evolution of the cGc role over time, see: Wilkinson (2002) and Ross (2021).
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the distribution reflects changes in State circumstances. Calculations are based
on ‘relativities) i.e., an index of relative needs designed on a complex formula
that starts from the assessment of the difference between expenditure and rev-
enue. Besides, in the assessment of the relative needs only factors beyond the
State control are considered (Koutsogeorgopoulou, 2007, p. 16). Accordingly,
States with below average revenue-raising capacity or above average spending
needs receive a larger share.3

Over time the Commission has gained a reputation for independence and
impartiality. Despite the lack of any explicit constitutional provision, the legit-
imacy of the cGc is considered under section 96 of the Constitution. Also, the
principle of horizontal equalisation is neither enshrined in the Constitution,
nor is mandated by legislation. Instead, the definition of the concept is pro-
vided by the caGc itself. Accordingly, ‘State governments should receive fund-
ing from the Goods and Services Tax revenue such that, if each made the same
effort to raise revenue from its own sources and operated at the same level
of efficiency, each would have the capacity to provide services at the same
standard’ (CGC, 2010, p. 30). Basic assumption is that each State shall have the
resources to provide services at national average levels of efficiency. Put dif-
ferently, horizontal fiscal equalisation should ensure that citizens in different
States have access to equal standards of government services.

With the Treasury Laws Amendment Act of 2018, the cGc Act of 1973 and
the Federal Financial Relations Act of 2009 have been changed with the aim to
ensure a gradual transition from full to reasonable equalisation.

Despite the central role the cGc plays in the apportionment of resources in
general and in equalisation in particular, its role is complemented in practice
by another institutional element based on ‘sophisticated institutional arrange-
ments’, in which ‘the States are complicit and adept at working the system to
their advantage’ (Galligan, 2012, p. 321).

With one notable exception (sec. 105A Const.), no reference is made by
the Constitution to the institutional and procedural dimension. However,
the financial rules of subnational financing are mostly the result of intergov-
ernmental agreements. In Australia, financial settings have changed dramat-
ically over time. This never occurred because of constitutional amendment,
but rather as a result of intergovernmental agreement. Intergovernmental
institutions and agreements have evolved over time to manage the political

3 Inthe year 2018-19, New South Wales, Victoria and Western Australia have received less rev-
enues from GST than the ones they would have received if the apportionment would have
been made on a population basis and a certain criticism on the unfairness of such a system
is raising from their side (cGc, 2019).
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dimension of fiscal federalism, to the point that federal-state financial rela-
tions are considered an emblematic expression of the intergovernmental
dimension, as well as a key item of the collaborative nature of Australian fed-
eralism (Madden, 2006, p. 86).

Numerous forums exist for easing financial relations between the
Commonwealth and the States, involving the respective executive at both lev-
els. At the peak there is the Council of Australian Government (COAG) — now
substituted by the National Cabinet —, through which the Commonwealth and
the States enter into agreements and make all political decisions related to
financial relations.

Under the cOAG, the Council on Federal Financial Relations (CFFR) com-
prises the treasurers of the Commonwealth, the States, and the Territories. The
latter oversees federal-state financial relations and is responsible for broad
economic and fiscal issues and legislative oversight of GST operations. After
the abolition of the coag, the Council now reports to the National Cabinet
and is a member of the National Federation Reform Council (further on
this: Saunders, 2020).

This ‘whole process of intergovernmentalism, headed by coaG [now
National Cabinet] but with plenty of levels down below, is a big contribut-
ing factor to (omissis) hyperexecutive federalism’ (Saunders, 2015).* At the
same time, the circumstance that neither the power to enter into intergov-
ernmental agreements nor intergovernmental institutions are entrenched in
the Australian Constitution, leaves questions about their validity and legal
effect to be governed by general principles of law (Saunders, 2005, p. 298).
Intergovernmental agreements were eventually transposed into legal acts
approved by the national Parliament, but in the absence of legislation the
legal effect of an agreement between the governments is disputed. They are
political compacts, and the related provisions cannot bind future legislators.
Although they mainly originate and remain ‘soft law’, it seems too simplistic
to recognise its provisions of merely political nature. In many cases, it is the
agreement itself that prescribes its force by stipulating that it is binding for all
parties involved. However, an act approved by the Parliament could in theory
amend the agreement that is ‘unenforceable as a matter of constitutional law’
(Saunders 2000, 99). Practice however shows that such agreements are stable
over time because they are backed by a strong political commitment, and a
broad consensus is needed to change the status quo. The 1GA-FFR of 1999, for

4 For a critical view on the Australian federal system on this perspective, see (Saunders &
Crommelin, 2015).
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instance, has endured for more than a decade, as only in 2009 a new intergov-
ernmental agreement has been signed. The practice of entering into intergov-
ernmental agreements has taken hold also in respect to tied Specific Purpose
Payments to the States, with the objective of ensuring coordinated actions in
areas of State competence.

In Australia, intergovernmental relations are adversarial and when it comes
to public finance the debate is episodic as it follows the periodical reviews
carried on by the cGc, or the discussions on reform that from time to time
spice up the debate. Different views on the features and the scope of equalisa-
tion on the part of the States emerge during the States’ consultations carried
on by the cGc and mostly reflect their economic strength. While some States
have changed or mitigated their position over time, the discussion mostly
focuses on the impact equalisation has on efficiency and incentives to growth.
As equalisation in Australia is a zero-sum game and the system is meant to
provide full compensation of existing differences, the richest States, such as
Western Australia, tend to question the merits and effectiveness of the system
(Eccleston & Woolley, 2014, p. 235). In the 2020 CGC review, it emerged that
divergent opinions are expressed on the degree of equalisation, although all
States support the objective of horizontal fiscal equalisation (HFE) except for
New South Wales, which argues that GST revenue should be distributed on a
population share or equal per capita basis (CGC, 2009, p. 9).

The intergovernmental institutional framework ends up circumscribing
the Commission’s margin of discretion. At the same time, it mitigates the
Commonwealth dominance in fiscal issues. The federal power is not unlimited
and has to come to term with States interests as channeled through institu-
tions and practices of intergovernmental relations. This occurs not only by set-
ting the general trajectories of the system via intergovernmental agreements,
but also through the terms of reference delivered to the cGc. The latter is the
instrument that links the political to the technical dimension of equalisation,
allowing that policy objectives and political decisions are reflected in the tech-
nical implementation and functioning of the system (Spasovejic & Nicholas,
2013, p. 318). The CFFR meets in advance to discuss and de facto define such
terms, although the Australian government theoretically has the final say.

At the same time, the recommendations processed by the Commission after
consultations with the States are generally accepted by the Commonwealth. In
theory, they are considered by the CFFR, with the federal treasurer having the
final say in determining how revenues are shared (Ross, 2005, p. 110). But as a
norm, the CFFR does not make use of its power to dissent on the Commission
recommendations (Warren, 2008, p. 548). As such, the space left for politics
is smaller than in other federal systems. This is probably due to the nature of
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the Commission’s recommendations on the methodology. In fact, these are the
result of experts’ evaluations adopted after consultation with the States. The
(counter-)effect being that equalisation is based on complex formulas that
hamper an effective understanding by politicians (Shah, 2017, p. 30), making
accountability very difficult to be achieved. Besides that, the cGc solution has
the advantage to move a highly divisive issues like equalisation outside the
political arena. Although this system is functional to combine the different
visions of the subnational funding system, it lacks accountability and trans-
parency, as it is primarily based on ‘closed door’ negotiations and political
bargaining, with the legislative assemblies at all levels being mostly left aside
(Warren, 2008, p. 530).

3 Canada: The Paradigm of Federal-Provincial Diplomacy

Although Canada is one of the federal states in which sNGs have greater fis-
cal autonomy, federal transfers continue to be important. The evolution of
Canadian federalism in financial-related matters has resulted in the consol-
idation of a model that represents the paradigm of federal-provincial diplo-
macy through which the provinces try to influence the federal government’s
decision-making in managing the three main sources of federal transfers: the
Canada Health Transfer, the Canada Social Transfer and equalisation to miti-
gate interregional disparities.

The idea of territorial solidarity is as old as the Confederation, since the
constitutional design of 1867 (sections 118 and 119), already included federal
per capita subsidies to the provinces. Equalisation was introduced as a federal
program in 1957 under the Tax Rental Agreements. These agreements were the
result of cooperation between the federal government and the provinces as
the provincial governments had to pass legislation authorising the rental of
their taxes to the federal level (Janigan, 2020, pp. 247—250). Equalisation was
designed as a guarantee of the financial stability for the provinces through the
allocation of unconditional payments to each province equal to the amounts
needed to bring the per capita proceeds of rental payments (or of the allowed
abatement) to the level of the average per capita yield of the two provinces
with the highest direct tax yield. In a certain way, the system was conceived
as a sort of compensation for the centralisation of most tax sources and social
programs. Likewise, equalisation was also aimed at fiscally integrating Quebec.
Still, the province declined to participate in all tax rental or tax collecting
agreements (Béland & Lecours, 2014, pp. 343—344).
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Equalisation was given constitutional status only later, in 1982, as part of
the patriation process that allowed Canada to achieve full constitutional
sovereignty. It was incorporated into section 36.2 of the 1982 Constitution,
highlighting the importance of territorial solidarity for modern Canada. The
constitutional entrenchment of the program was however limited in scope as
section 36.2 only commits both Parliament and the federal government to the
principle of making equalisation payments but does not establish any formal
obligation to make those transfers. The constitutional provision on equali-
sation has nevertheless not prevented the general acceptance of the need to
articulate inter-territorial solidarity by means of an equalisation program by
all political actors, although they frequently disagree on its nature and extent.
The inclusion of equalisation in the Constitution did not have a significant
impact in the functioning of the program in practice due to the vagueness
and reduced scope of section 36.2 as equalisation continued to be governed
by an act of Parliament. The main legal instrument that governs equalisation
is the Federal-Provincial Fiscal Arrangements Act of 1985, which regulates the
technicalities and operational aspects of the program such as the timing (art.
3.94) or the method of calculation (art. 3.2). Thus, the principle of equalisation
anchored in section 36.2 of the Constitution does not constitute a substantial
constrain for the federal legislator, who enjoys full discretion to establish, mod-
ify, and terminate the terms of transfers. Consequently, the decision-making
power is vested solely in the federal government (Boadway, 2008, p. 132).

Although provinces are sometimes consulted, there is no legal obligation
to do so, and the federal government may unilaterally alter or extend the com-
pact. This was the case in 2018 and 2023 when the federal government decided
to extend the current program until 2024 and later to 2029, without changes.

The Federal-Provincial-Territorial Meeting of Ministers of Finance is an
intergovernmental body composed by the federal Minister of Finance and its
provincial and territorial counterparts that generally meets twice a year to dis-
cuss economic and fiscal issues. Within this forum there is a specific commit-
tee — the Fiscal Arrangements Committee — that conducts consultations on
fiscal transfers, including the equalisation program. This forum serves as a
venue where the provinces can express their views and concerns about equal-
isation and demand changes to the compact from the federal government.
However, these meetings are solely consultative. Any agreement that may be
reached is a mere recommendation to the federal government.

Provinces have also recurred to horizontal cooperation to assert their posi-
tions and try to influence the federal government during the periodic renewal
processes of the equalisation compact. The Council of the Federation (COF),
an intergovernmental body created in 2003 that groups the provinces and
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territories, has adopted a proactive role on this regard. After Paul Martin’s deci-
sion to implement a new funding formula framework in 2004, the coF decided
to commission a group of experts to form an independent advisory panel with
amandate to examine the vertical and horizontal fiscal balances and make rec-
ommendations as to how any imbalances should be addressed. This advisory
panel ran in parallel with an expert panel appointed by the federal government
that explicitly focused on equalisation. The government of Stephen Harper
adopted most of their recommendations which were for the most part simi-
lar to those of the advisory panel commissioned by the provinces in the coF.
In addition, the federal government introduced a couple of novelties regard-
ing the treatment of income derived from natural resources in the formula.
With this decision, the federal government was attempting to accommodate
the demands of resource-rich provinces such as Alberta and Saskatchewan,
which had been very critical of the system and were key to the Conservative’s
accession to power while also maintaining special regimes for Newfoundland
and Labrador and Nova Scotia so these provinces could keep their payments
determined by the old framework to avoid the new fiscal capacity cap (Feehan,
2014, . 4).

Since the mid-2000s equalisation has become a major source of intergov-
ernmental conflict in Canada due to politicisation as both federal and provin-
cial politicians have articulated claims and threats around the program with
these increasing during periods of economic recession (Béland & Lecours, 2011,
pp. 207—208). Consequently, successive federal governments have used equal-
isation as a tool to court certain provincial electorates, either offering special
arrangements or implementing tweaks to the formula to avoid sudden losses
in equalisation revenue (Feehan, 2020, p. 9). As an alternative to intergovern-
mental bargaining and with the aim of reducing the existing politicisation of
the system, Béland and Lecours (2016, p. 12—13) have proposed the creation of
an independent advisory body following the example of the Australian cGc.
However, this possibility was rejected by the majority of the provinces when
asked by an expert panel in 2006, as they wished to maintain their capacity to
lobby the federal government.

The federal unilateralism that characterises the governance of equalisation
in Canada, together with the nature of the compact as a zero-sum game where
any change in the revenue redistribution results in winners and losers, has con-
tributed to fuel intergovernmental conflicts between receiving and not receiv-
ing provinces, with Quebec often being the scapegoat as it gets the lion share
of equalisation. Resource rich provinces such as Alberta or Saskatchewan that
are not eligible to receive funds from the program as their fiscal capacities are
above the average frequently portrait equalisation as if it were of horizontal
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nature. These provinces tend to argue that the program is funded by their
wealth and subsidise other parts of the country without getting anything in
return. This claim has increased recently as most of the have provinces — those
that have a fiscal capacity above the average — were running deficits while
those that were receiving equalisation, such as Quebec, had sizeable budget-
ary surpluses (Feehan, 2020, p. 12). As a response, Saskatchewan called for a
50/50 solution, i.e., a reform of the system in which half of the funds would be
distributed per capita; a solution that would denaturalise the system, under-
mining the principle enshrined in article 36.2 of the Constitution. Alberta, for
its part, has repeatedly demanded for the system to be reformed complain-
ing about a lack of financing as it considers the system unfair and a privilege
towards Quebec as if it were a reward in exchange for staying in the federation
(Béland & Lecours, 2014, p. 348).5

In view of the controversy that equalisation creates in some parts of the
country and in order to avoid further intergovernmental tensions with the
provinces, the federal government decided in 2018 to quietly renew the pro-
gram under its current conditions until 2024. This decision was not explicitly
announced, and the lack of transparency was such that opposition Mps and
provincial governments apparently were not aware that within the 584 pages
long Budget Implementation Act there was that provision. The news was later
reported by the press and confirmed by the Finance Minister. The government
denied any intention of concealing the decision to the provinces and empha-
sised that federal officials had been in close contact with their provincial coun-
terparts during the previous months including a brief discussion during the
Federal-Provincial-Territorial Meeting of Ministers of Finance. Despite this, the
Premiers of Saskatchewan and Alberta complained that although provinces
knew that the federal government was in favour of maintaining the status-
quo, there was no formal notification about the decision. Moreover, they also
expressed their frustration due to the lack of will of the federal government to
open discussions on their proposals to reform the compact and alter the cur-
rent distribution of funds among the provinces. Despite these criticisms and
several calls for reform, the federal government proceeded in similar fashion
in 2023, extending the system until 2029 with a provision buried in an omnibus
motion in Parliament that sought to implement budget measures.

5 The importance of equalisation for Quebec has been recognized by the province’s Premier
Francois Legault who considers it part of the “original deal” of Confederation — although the
term equalisation was not coined until the 1940s — and thus a right for Quebec, highlighting
its contribution to maintaining the province within the federation.
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The federal government’s intention to ease tensions over equalisation
does not seem to have had the desired effect. Quite the opposite, as Alberta
quickly deemed the federal refusal to change the nature of the system to be ‘a
slap in face, subsequently demanding equalisation to be abolished from the
Constitution. Furthermore, the province decided to move forward with its
intention to hold a referendum on the issue. This non-binding consultation
was a, rather failed, attempt to increase the pressure on the federal govern-
ment and other provinces to negotiate changes in the equalisation formula in
favour of resource-rich provinces, with 60% of voters supporting the removal
of equalisation from the Constitution but at a turnout of just 38%.

The processes that led to the renewal of the equalisation compact in 2018
and 2023 perfectly illustrate the internal traits of Canadian federalism with
respect to financial relations: the dominance of federal unilateralism and lim-
ited intergovernmental cooperation which is generally held behind closed
doors and mostly informally; a model generally described as executive feder-
alism (Watts, 1989, pp. 3-6).6 In an attempt to modulate federal unilateralism,
some opposition MPs tabled a bill in Parliament following Alberta’s referen-
dum bid that would have forced the federal government to consult with the
provinces prior to any change of the method of calculation of the fiscal equal-
isation payments. Although the proposal was voted down, it could be a first
step to articulate mechanisms that enhance provincial participation in the
governance of equalisation, reducing the tensions that have accompanied the
Canadian system in recent times.

4 Germany: The Prototype of a Tax-Revenue Sharing Mechanism on a
‘Legislative-Assembly Base’

As mentioned in the introduction, the German system of equalisation can be
classified as the prototype of a tax-revenue sharing mechanism on a ‘legislative-
assembly base’, in which the Linder are indirectly involved through a federal
second chamber, namely the Bundesrat.

As the German Lénder have practically no autonomous power to tax, reve-
nue sharing is an essential feature of financial relations. Such a system is based
on two constitutionally entrenched tools: a tax-revenue sharing scheme on a
territorial base and equalisation mechanisms. As to the latter, starting from

6 The dominance of executive federalism has been challenged by Cameron and Simeon (2002)
who argue that Canadian federalism was moving towards a more collaborative approach in
intergovernmental relations although this collaboration has not yet reached equalisation.
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2020 the system rests on two elements: vaT-adjusted revenue sharing and fed-
eral supplementary transfers, including general- and special-purpose ones.”

The rules governing these components can be found in the Basic Law
(Arts. 106-107), with the integration of two federal laws: the Revenue-
Sharing Criteria Act (Mafstibegesetz) and the Financial Equalisation Act
(Finanzausgleichsgesetz) of 2001, as last amended in 2018.

Under the first pillar revenues are distributed according to the derivation
principle, and as such are not equalising, whereas vVAT-revenue sharing is
designed in a way to correct horizontal imbalances. The 2018 constitutional
amendment, in fact, makes explicit the instrumental nature of VAT distribu-
tion in ensuring an adequate compensation of horizontal imbalances.8

Looking in more detail at the vAT-revenue distribution, this consists of two
main steps: a first one that aims at defining the respective share of the federal
and the subnational level (vertical sharing), and a second one that provides for
the distribution of the revenue thereof among the Linder (horizontal sharing).

The choice of the constitutional legislator was to introduce a flexible ele-
ment into the system, which is reflected in the very open nature of the tax-
sharing arrangement between the Bund and the Lander. Indeed, on this point
the constitutional document resorts to vague concepts without providing any
definition of them (Fischer-Menshausen, 1978, p. 138). Pursuant to article 106.3
BL, the respective shares of the Bund and the Léinder in the vaT-revenue dis-
tribution shall be based on the following principles. First, the Bund and the
Lénder shall have an equal claim against current revenues to cover their nec-
essary expenditures. Second, the financial requirements of the Bund and of
the Linder shall be coordinated in such a way as to establish a fair balance,
avoid excessive burdens on taxpayers, and ensure uniformity of living stand-
ards throughout the federal territory. As a result, this mechanism exerts a
‘cushioning function’ (Stern, 1980, p. 1158), capable of guaranteeing — through
an amendment to a primary and not a constitutional law — a change in the rev-
enues accruing to the various levels of government, in the event of a funding
gap in their respective budgets.

Once VAT revenues are vertically shared, the bulk of resources attributed
to the subnational level is then horizontally redistributed. This is done with
the purpose of ensuring a reasonable equalisation of the disparate financial

7 The horizontal equalisation among the Lander (so-called Linderfinanzausgleich) for which
Germany is considered an emblematic case has been abolished with the 2018 constitutional
reform, ceasing to exist as of 2020.

8 On the new equalisation mechanism and on the impact of the 2018 reform on the federal
system as a whole, see (Seiler, 2017, pp. 52—62; Wieland, 2018, pp. 247—261).
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capacities. As of 2020 the distribution continues to be based on population,
though corrected with additions or deductions based on financial capacity.
In sum, entities with a below-average financial capacity will receive a supple-
ment, whereas resources from VAT will be accordingly reduced for the ones
with an above-average capacity. Increases or decreases will be applied by con-
sidering only the 63% of the deviation from the average financial capacity of
the Ldander. This lifts the financial capacity of all below-average Léander closer
to the national average but does not nullify existing differences.

On top of that, the poorer Linder whose fiscal capacity remain below aver-
age even after VAT redistribution will receive additional vertical transfers in the
form of general supplementary federal grants (Art. 107.2 BL). Supplementary
grants for well-determined special needs are also foreseen. Both types of federal
transfers are prescribed by the constitutional provisions and then regulated in
detail in the above-mentioned federal laws with the approval of Léinder via
Bundesrat. Together with the highly centralised power to tax, this system yields
a strongly egalitarian pattern of fiscal equalisation.

A proper understanding of the role of Ldnder in designing the equalisa-
tion mechanism requires to start with an investigation of the Bundesrat. The
German solution consists in the assignment of a co-legislative function to the
Lénder, via the Bundesrat. The latter in fact shall approve all constitutional and
ordinary laws in financial matters, if and to the extent they affect the Léinder.®
Even if the Bundesrat is a federal organ, its composition and functioning
guarantees the representation of the Ldnder, or rather their executives. The
decision-making power lies at the federal level, but the legal act is the outcome
of a legislative process that calls for the double approval of the same text. As
such, the consent of the Bundesrat ensures the integration of the territorial
interests in the federal decision-making process, while preserving the uniform-
ity of the system of public finance throughout the entire federal State.

This law-making scheme ensures an equal role of both the Ldnder via
Bundesrat and the federal level via Bundestag, providing a strong safeguard for
the autonomy of the subnational level of government. The federal level alone
cannot modify the rules of the game. The consent of the Bundesrat however
does not uphold the autonomy each single Land is vested with. It rather pro-
vides a form of representation of territorial interests on a merely collective

9 Pursuant to Art. 105.3 GG ‘Federal laws relating to taxes the revenue from which accrues wholly
or in part to the Lander (omissis) shall require the consent of the Bundesrat' The scope of the
provision is rather broad, as it includes all major taxes of the system. It is estimated that 85%
of overall tax-revenue comes from Zustimmungsgesetze, that is, laws that require the consent
of both the Bundestag and the Bundesrat.
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dimension. The subnational level participates as if it were a ‘second-level fed-
eral pact’ (Palermo & Woelk, 1999, p. 1103) and this results in the integration of
the single units in the federal legal order (Woelk, 2014, p. 165). The autonomy
of each single entity is narrowed down, due to the Bundesrat composition and
functioning. First, it works on the majority principle which is based on a mit-
igated formula of territorial representation. The representation of the units is
based on population, though not exactly proportional but tempered to favour
less-populated Linder (pursuant to Arts. 50-53 BL). Second, it does not exclu-
sively channel territorial interests, but integrates multi-faceted interests of
political nature, combining federal with regional claims. This is fostered both
by the way the Bundesrat functions and the role of political opposition to the
Bundestag, it has taken up in practice (Dolzer, 1999, pp. 7-15).

Though the process formally requires a majority, in practice, all federal laws
on equalisation have been approved by unanimity, being challenged later in
the Federal Constitutional Court. Besides that, the content often reflects the
compromise reached at the Lander-level and sees the payers as opposed to the
recipients (Lenk & Glinka, 2017, pp. 507-08), showing that economic diversity
has a divisive effect when it comes to equalisation.

The change in the VAT vertical sharing approved in 2018 — and into force
from 2020 onwards — contributes to proving the political nature of this deci-
sion and the weight of intergovernmental agreements in this respect. As a
result of the negotiations, the Linder obtained an increase in their share from
the current 44.6% to 45.2%. However, this has been obtained against an over-
all consolidation of federal powers (Fraenkel-Haeberle & Valdesalici, 2018). In
this sense, the VAT vertical distribution seems to betray the very function for
which it was conceived, i.e., the dynamic correction of the vertical fiscal gap,
conversely resulting in a bargaining chip used by the federal government in
the negotiation process to gain more powers to the detriment of the Linder
autonomy (Benz, 2017, p. 66). The issues that are channeled in the determina-
tion of their respective shares of revenue have in fact little — if nothing — to do
with the constitutional principles; the latter are rather used as an argument
for catalysing consensus (Hettlage, 1981, p. 124). In fact, the issues regarding
the interpretation of the constitutional rules are reflected in a wide-ranging
debate that moves away from the level of technical decisions towards a dimen-
sion governed exclusively by the dynamics of compromise among divergent
interests.

Furthermore, from a procedural point of view the way in which the 2018 com-
promise was reached is unprecedented. Initially the proposal was to convene
a commission reflecting the composition of the federal legislator, nonethe-
less such institutional solution never materialised. At a first stage discussions
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took place behind closed doors among the Prime Ministers and Ministers of
Finance of both Bund and Ldnder. Later, negotiations alternated between
phases in which only the Ldnder were involved through the Conference of
Prime Ministers (an informal institution of horizontal self-coordination) and
occasions in which the federal level took also part in the negotiations. After
some back and forth, the Linder came to an agreement in December 2015
and one year later an intergovernmental agreement with the federal level
was finally signed in the form of a ‘package deal’ (Benz & Sonnickesen, 2017,
p- 150). This solution is criticized for its lack of transparency and is known as
the ‘Barter’ (Seiler, 2017, p. 58).

If this arrangement confirms the structure of joint decision-making the
German Federation grounds on, at the same time, it results in the legisla-
tive assemblies being substantially deprived of their authority. The decision-
making arena has shifted more and more from the parliamentary institutions
to the executives of the various levels of government involved, reducing the
role of the legislator to merely ratifying their decisions (Héde, 1996, p. 199).

Besides being limited, in 2018 the parliamentary debate has shown an inter-
esting feature of intergovernmental relations in the German federation: finan-
cial relations, which should be the responsibility of the Bund, in order to
guarantee ‘uniform living conditions throughout the federal territory’ (Art. 72.1
BL), have been left to the horizontal negotiations of the Linder. Conversely,
issues related to the allocation of competences, especially administrative ones,
have been drawn into the gravitational sphere of the Bundestag, even though
they touch the core of the Lander’s political autonomy (Benz, 2017, p. 67).

This deviation from the constitutional and legal framework raises perplexi-
ties in terms of constitutional legitimacy. The Federal Constitutional Court in
this respect warns that the legislator would be obliged to act within the lim-
its of the constitutional provisions and underlines that the BL sets forth legal
constraints that should guide the political compromise (BVerfGE, 1, 117, [131];
BVerfGE, 101, 158, [220]). Despite that, substantial decisions on the system of
equalisation are left to the political process, even though strong constraints do
exist. First, the Federal Constitutional Court has mandated the co-existence
of three different laws: the Basic law setting the fundamental principles,
the Mafsstabegesetz defining a priori the general criteria of distribution, the
Finanzausgleichsgesetz providing for the more specific and time-constrained
rules of revenue-sharing. Second, if the use of vague concepts in the constitu-
tional documents is meant to leave the legislator (wide) margins of adjustment
to the changing of circumstances, these are not soft laws (Siekmann, 201, parr.
24-33). Finally, the constitutional jurisprudence has worked effectively over
time also in determining substantial constraints to the margin of discretion.
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If in the earlier judgements (BVerfGE 86, 148 [264]; BVerfGE 72, 330 [386]) a
sense of solidarity prevailed (so-called Solidargemeinschaft between Bund and
Lénder), this approach has been mitigated from 1999 onwards, when the Court
has stated that a certain competition among the Linder is a physiologic and
necessary component of the federal order and the Lander financial autonomy.

5 Spain: The Quasi-constitutional Institutionalisation of the
Fiscal and Financial Policy Council (CPFF) as a Forum for
Intergovernmental Financial Relations

The Constitutional architecture in Spain is characterised by a strict silence
regarding intergovernmental relations — in financial or any other matter — due
to the particularities of the constituent process and the Transicion from dicta-
torship to democracy (Fernandez Allés, 2004, p. 51). However, this silence has
not been an obstacle for the Spanish model to develop its own framework to
manage financial relations leading to the quasi-constitutional institutionalisa-
tion of the CPFF as a center-dominated forum for intergovernmental financial
relations.

The process of political decentralisation undertaken in Spain after the
approval of the 1978 Constitution initially enshrined a model of gradual and
asymmetrical autonomy in which some territories — the Basque Country,
Catalonia, Galicia and subsequently Andalusia — rapidly gained access to a
higher level of competencies than the rest, although the model has evolved
towards a gradual homogenisation of competences (Aja, 2014, p. 36-66). The
first steps of decentralisation were centered on the assumption of public pol-
icy competencies by the Autonomous Communities (AcCs), without this pro-
cess being accompanied by a transfer of fiscal space: the fiscal autonomy of
common regime!® ACs was rather low as most tax bases — VAT, income and cor-
porate tax — remained under full control of the central State after the approval
of the LoFcA (Organic Law on Financing of the Autonomous Communities 8/
1980) in 1980 (Ruiz-Huerta, 2014, pp. 185-186). The process of fiscal decentrali-
sation gained momentum with the reform of the LoFca in 1997 which allowed
the Acs the power to set tax rates and establish tax credits and allowances over
ceded taxes. This meant that the system evolved from a highly centralised tax

10  The common regime is applied uniformly to all the Acs on the Spanish peninsula, except
for the Basque Autonomous Community and Navarre, which are ruled under the foral
regime. The Canary Islands and the two North African enclaves of Ceuta and Melilla have
a special tax regime.
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sharing model to one where Acs have some margin of discretion over ceded
taxes, although the latter are created and regulated by the national legislator
in order to maintain a certain homogeneity throughout the common regime
territory (Zornoza, 2014, pp. 109-114).

The gradual gain of fiscal autonomy acquired by the Acs through the differ-
ent reforms of the LOFcA had the side effect of increasing regional disparities.
Thus, equalisation emerged as a necessary counterpart to decentralisation to
bridge the gap among AcCs and prevent the inhabitants of a territory from hav-
ing to bear a significantly higher tax burden than their fellow citizens to access
similar public services. In fact, this circumstance was foreseen by the drafters
of the Constitution who included several references to territorial solidarity
throughout the text, with the principle of horizontal solidarity being outlined
in article 2 and developed in article 138 (Vega Garcia, 2014, pp. 216—218).

Following this logic, equalisation was created by article 13 of the LOFcA as
an unconditional transfer targeting needs compensation called Participacion
en los Ingresos del Estado. This transfer, aimed at providing common regime
Acs with enough financial resources to cover their spending needs, was asym-
metrical as not all Acs had the same level of competences at the time and
not all of them benefited from ceded taxes. This model lasted until 2001 when
it was reformed and renamed as Fondo de Suficiencia (Sufficiency Fund) in
an effort to settle equalisation after most Acs had reformed their Statutes of
Autonomy to access the maximum level of competences. This fund, which
maintained the philosophy of targeting needs compensation, was the result of
an intergovernmental agreement reached unanimously by all common regime
AcCs — the Basque Country and Navarre excluded due to their foral regime —
and the central government.

The Fiscal and Financial Policy Council (CPFF), created by article 3 of the
LOFCA, is the organ responsible for coordinating the fiscal relations between
the central state and the Acs. This intergovernmental body is composed of the
National Minister of Finance and the Finance Minister of each Autonomous
Community (plus the Finance Councilors of the two Autonomous Cities of
Ceuta and Melilla). The agreements reached within the CPFF are not legally —
but politically — binding as they take the form of mere recommendations to
the central government according to article 10 of the Council charter. In order
to adopt these recommendations, a majority of two thirds is required in a first
vote while an absolute majority is sufficient in a second vote. Regarding the
voting system, it is important to highlight that the central government enjoys
a privileged position. Each Ac has one vote while the central government has
the same number of votes as all the Acs combined. This diminishes the acs’
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decision-making capacity as, in a second vote, the central government can
move forward with just the support of a single ac.

The standard practice was to publish the agreements of the CPFF in the
official gazette but without enacting them in a legal statute. This started to
change in 1996 and consolidated when a new system was approved in 2001
as the agreement of the CPFF was codified in Organic Law 7/2001. This deci-
sion opened an indirect path for territorial participation in the design of the
new framework of territorial financing. Since the LOFCA is an organic law, any
amendment to it requires the absolute majority of both houses of Parliament,
allowing parties with a strong territorial character, notably nationalist forces
in Catalonia and the Basque Country, to exert some influence during the leg-
islative process.

When the first results of this model were published in 2005 it became
evident that the equalisation compact presented several shortcomings and
needed to be renewed (Ruiz-Huerta & Herrero Alcalde, 2008, pp. 154-158).
Finally, after years of public debate, the national government decided to open
a formal process of renewal in 2008, stating that one of the main objectives of
the new system should be to ensure that all citizens, regardless of their place
of residence, have equal access to basic public services. The first step was to
hold a series of bilateral meetings with the different Acs to learn about their
demands so the central government could elaborate a proposal that would
be presented to the Acs in the CPFF. After the first proposal was elaborated,
the central government conducted new bilateral meetings with the Acs in
a process characterised by a lack of transparency and the predominance of
the interests of some ACs over the others. The process of negotiations was
conditioned by Catalonia’s intention to limit its contribution to horizontal
solidarity as its new Statute of Autonomy — later partially invalidated by the
Constitutional Court!! — restricted Catalonia’s contribution to equalisation
only to the financing of essential public services (health, education and social
services). Consequently, the new system had to be built around this idea, which
greatly complicated the negotiation process.

Catalonia exercised a notable leadership role during the negotiations, an
aspect that aroused mistrust among the Acs governed by the Popular Party
(pP), as they considered that the new model was tailor-made for that commu-
nity. After two failed attempts to reach an agreement, the central government

11 Article 206.3 sac conditioned Catalonia’s contribution to equalisation to other Ac’s
making a similar fiscal effort, an aspect that was declared unconstitutional by the
Constitutional Court as it violated the principle of financial autonomy. See sTc 31/2010

FJ 134.
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presented a third proposal. Accordingly, the Acs could maintain 25% of their
revenue instead of the previous proposal of 20%, therefore reducing the hori-
zontal contribution to territorial solidarity. Finally, an agreement was sealed
during summer 2009 in the CPFF after more than a hundred meetings over a
yearlong negotiation. Still, some Acs complained about a lack of transparency
and cooperation by the central government due to the absence of meetings
at the highest level, the dominance of bilateralism — as desired by Catalonia —
and the impossibility of adding modifications to the latest proposal of the cen-
tral government. In contrast to the unanimous agreement of 2001, this time
there was a clear division along party lines. The central government and the
ten ACs with Socialist governments voted in favour of the new system, while
the remaining seven, ruled by the People’s Party (pp) abstained. The only
exception to partisan politics were the favourable votes of the autonomous city
of Ceuta — ruled by the PP — and the Canary Islands, with a coalition between
a nationalist party and the pp. The decision to abstain was imposed by the
leader of the Pp, Mariano Rajoy, in an attempt to reconcile the different visions
existing within the party. The pp saw the new equalisation compact as a model
that improved the positions of the richest communities and that used very
arbitrary distribution variables to achieve horizontal solidarity. This rejection
to support the reform was also influenced by the Catalonian lead during the
negotiations and the need for any reform of the model to be adapted to its
new Statute of Autonomy, which the pp had appealed to the Constitutional
Court. This exacerbated the tensions with other Acs ruled by the pp, notably
Madrid, whose Finance Minister advocated for rejecting the agreement in the
CPFF arguing that it was a privilege towards Catalonia as ‘a Catalan was worth
two Madrilenians’ (El Pais, 2009). The pP’s refusal to support the reform com-
plicated its parliamentary approval, given that the amendment of the LoFca
requires an absolute majority. Eventually, the national executive and its allies
in Congress were able to reach the required threshold by a single vote and the
new system was formally enacted in Organic Law 3/2009.

The 2009 reform reorganised the equalisation model around four differ-
ent funds. The first and most important is the Fondo de Garantia de Servicios
Publicos Fundamentales (Guarantee Fund for Essential Public services),
which can be described as equalisation in the proper sense. It is designed
to ensure that if each Ac makes the same tax effort, it receives the same
amount of resources per capita adjusted to finance the essential services
(education, health and social services) (Vilalta, 2016, pp. 94-99). The fund
combines a horizontal component as Acs contribute to the fund with 75%
of their resources and a vertical one fully funded by the central government.
The second fund is the Fondo de Suficiencia Global (FsG,Global Sufficiency
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Fund) also known as the statu-quo clause, which is the result of a compromise
achieved by all parties during the negotiation process to ensure that all Acs
get more resources than in the previous system regardless of their financial
needs (Castells, 2015, p. 212). Further, the system also features two conver-
gence funds which, as the Fsg, are entirely financed by the State: the Fondo
de Competitividad (Competitiveness Fund) and the Fondo de Cooperacion
(Cooperation Fund). These convergence funds, the purpose of which is not to
promote territorial solidarity stricto sensu but competitiveness, fiscal auton-
omy and regional development, were introduced as a counterpart to certain
Acs in order to get them to approve the new system (Herrero Alcalde et al.,
2010, p. 186). The combination of these four funds has largely increased the
complexity of the system without fully achieving the goal of horizontal equity
enshrined in the LOFcA. This is mainly because of the distorting effect cre-
ated by the FsG and the convergence funds, which respond more to the dif-
ferent political interests of the Acs than to technical considerations of equity
(Zabalza & Lopez-Laborda, 2011, pp. 751-752).

The territorial financing system agreed upon in 2009 was to be renewed
after five years as prescribed by Law 22/2009. The national government and the
ACs agreed in the 2017 Conferencia de Presidentes (Presidents Conference) —
Spain’s main vertical intergovernmental forum — to create an expert panel
in charge of elaborating a proposal. This panel was composed of five experts
nominated by the central government and one nominated by each aAc or
Autonomous City. The panel elaborated a proposal which showed the dispar-
ity of positions between the different Acs with the proposal to eliminate the
statu-quo clause being one of the most divisive issues as some Acs feared that
this would result in a reduction of their funds. In stark contrast to the pre-
vious reform, Catalonia declined to engage in the process — although infor-
mally being represented by the Balearic Islands. Furthermore, Catalonia has
since then boycotted the CPFF, arguing that no proper discussions are made
as everything is decided beforehand by the central government. Catalonia’s
refusal to participate, the central government’s lack of will to open the
Pandora box of reform amid a period of instability and the tensions created
by the illegal declaration of independence of Catalonia in 2017 ended in a
failed reform attempt. Although the pandemic and the disastrous economic
situation resulting from it make reform more necessary than ever, political
differences have so far prevented from starting it, albeit the current system
should have expired in 2014.



PARADIGMS OF SUBNATIONAL GOVERNMENT PARTICIPATION 49
6 Comparative Conclusions

This chapter has illustrated the diversity of ‘architectural’ solutions that can
be found around the world when defining the rules that design and govern
the different systems of equalisation. The undertaken analysis has identified
from ‘the law in the books’ perspective four different paradigms among fed-
eral systems. The first two heavily rely on institutions, with tax-revenue shar-
ing being carried out either by an arm-length agency on a ‘technical base’ —
exemplified by the cGc in Australia — or by ‘legislative-assembly base’ with
Germany’s Bundestag + Bundesrat as reference model. In the other two inter-
governmental relations play a decisive role, although with different degrees of
institutionalisation, varying from the quasi-constitutional Spanish CPFF as a
forum for intergovernmental financial relations to the almost not existent legal
entrenchment of the Canadian model of federal-provincial diplomacy.

From a static point of view, the first lesson is that inter-territorial solidarity
is inherent to federal systems. The four models feature equalisation programs
in their fiscal constitutions, but with different degrees of legal entrenchment.
Although constitutional entrenchment is present in most of the models — with
just the exception of Australia — this is not per se determinant. In fact, consti-
tutions usually limit themselves to asserting the principle of solidarity, which
can then take various forms and lead to very different types of equalisation
mechanisms. This is why, in practice, the implementing legislation is the core
element in the understanding of the functioning of equalisation, since it is
where the different elements that make up the system and determine its oper-
ation and limits are regulated in detail.

It is therefore no coincidence that a broad conception of the notion of
fiscal constitution should be privileged, as including not only rules formally
incorporated in some legally binding and explicitly constitutional document’,
but also unwritten rules like ‘customary, traditional, and widely accepted pre-
cepts’ (Buchanan & Wagner 1977, p. 24). This approach entails three key con-
sequences for the purposes of this analysis. First, it stresses the importance
of ‘[contemplating] the Constitution as a whole, considering provisions not
specifically directed [at] fiscal matters and taking into account the federal
structure created by the Constitution’ (Dam, 1977, p. 272). Second, it justifies
the inclusion of all sources of law, which govern the subject matter but do not
have formal constitutional status. In this case, substance prevails over form, as
these rules deserve to be thought of as quasi-constitutional in nature. Third,
it gives weight to economic rules and most importantly to political facts that
impact the interpretation and implementation of the rules and determine the
way in which a system functions and evolves.
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Such a broader perspective leads to the need to incorporate the dynamic
dimension into the analysis, paying attention to the procedures of making
and amending the rules that govern equalisation with the aim to explore
the role of SNGs in determining the level of redistribution, the interests that
are channeled into the process, and the existing guarantees of subnational
autonomy. In this regard, important differences between the systems can be
observed. The Australian model of equalisation on a ‘technical base’ finds its
own a priori basis on an intergovernmental agreement, which paves the way
for crediting the Commonwealth Grants Commission with the task of advising
the Commonwealth on the GST redistribution among States and Territories.
Consequently, the cGc defines the methodology in an independent and impar-
tial manner, with direct territorial involvement being rather low, although both
the Commonwealth and the States are consulted along the way. The degree of
territorial participation is significantly higher in Germany. Equalisation laws
are in fact the result of a joint effort between the Bund and the Linder, with the
latter indirectly participating in the legislative process through the Bundesrat.
In sharp contrast, the Spanish and Canadian models are characterised by the
predominance of the center in the rule-making process, with decisions being
subject to strong political bargain either during the negotiations in the CPFF
in Spain, or via federal-provincial diplomacy through which the provinces try
to influence the federal government’s unilateral decision-making in respect of
equalisation.

Having a closer look at the decision-making processes, into the folds of how
the rules work in practice, it emerges a clear trend which leads the different
paradigms to converge towards a common point of reference. In all systems,
in fact, the involvement of subnational governments undergoes a twist which
shows the clear dominance of the intergovernmental dimension and particu-
larly the executives of the levels of government involved. All systems under
scrutiny are conditioned by practice and although sNG’s participation is not
binding from a legal perspective, it is de facto advisable or even necessary
from a political viewpoint. This is with no doubt the case of Australia, with
the States being consulted during the entire process from the appointment of
the ccc members to the CGC recommendations. Also, in Canada the federal
government usually advances its plans on equalisation to the provinces before
implementing them through the federal budget.

Such a converging trend brings to the fore another important element exhib-
ited by all four cases: the relevance of partisan politics and their influence over
(re-)distributive politics in federal systems with the political momentum being
sometimes decisive to reach agreements as the cases of Germany and Spain
clearly illustrate. This being favoured by the vague nature of the constitutional
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provisions governing this matter. This choice of constitutional design enables
that the political dimension of equalisation conditions the performance of
the program in practice; in fact, a balance between the best outcome in redis-
tributive terms and what is politically feasible needs to be worked out. As a
result, the ‘renewal’ processes of the different equalisation programs often
bring with them high peaks of intergovernmental tension in which the differ-
ent actors vie for concessions of a larger slice of the pie. Although the contro-
versy generated by these political processes does not (necessarily) question
the need for inter-territorial solidarity programs, it offers clear-cut evidence of
divergences that exist among sNGs about the level and scope of equalisation.
Interestingly, this can be seen in all federations: not only in Canada and Spain
but also in homogeneous federations like Australia or Germany. In the latter,
all federal laws providing for equalisation have been approved by unanimity
of the parties involved, but later have been challenged in front of the Federal
Constitutional Court.

Moreover, such a ‘political’ drift is favoured by the very function of equali-
sation mechanisms. By pitting the richer/donor subunits against their poorer/
receiving counterparts, it thus opens a window of opportunity for subnational
governments to mould the system to their own advantage and for the centre
to use these mechanisms for expanding their political support rather than for
reducing horizontal imbalances. Further, in centre dominated models, solidar-
ity has also become an instrument to maintain the unity of the federal sys-
tem or, at least, to try to accommodate certain nationalist demands regarding
territorial financing within the constitutional boundaries. The Spanish expe-
rience, with Catalonia’s intention to limit its contribution to horizontal sol-
idarity being a central issue both during the negotiations leading up to the
2009 model and more recently with the proposal of granting this territory a
prviledge financial system, or the political impossibility of reforming certain
aspects of the Canadian program that would harm Quebec’s interests are two
examples of this practice.

As previously said, the extent and the way SNGs are involved is not without
consequences in terms of subnational autonomy and democratic accountabil-
ity, but also with respect to the stability and unity of federal systems. In theory,
the bigger the role played by sNGs, the stronger the guarantees in these direc-
tions will be. However, this is a difficult task due to equalisation being based
on complex formulas that hamper an effective understanding by the politi-
cal actors and the general public and that, for this very reason, can easily be
(ab-)used to the advantage of the parties involved. Complexity results in lack
of transparency, challenging the extent to which all levels of government are
made accountable for equalisation programs. Accountability is exceedingly
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difficult and even impossible in practice, paving the way for decisions being
taken in ‘closed door’ negotiations — as all four cases clearly show — with the
legislative assemblies at all levels being mostly left aside, or seeing its role
reduced to a mere ratification of decisions taken in other fora.

Finally, the comparative analysis reveals that the scope SNGs’ participation
in the decision-making over equalisation is limited even in models like the
German one where a cooperative effort between the Bund and the Léinder is
mandated. Even if the law contains mechanisms — whether binding or not — for
territorial participation, in practice, the influence of SNGs over the final result
is rather limited, not least because the interests of the single SNGs are often
opposing whereas the participation mechanisms provide only for an involve-
ment of the subnational level of government as whole, so that the autonomy of
the single unit is watered down, at best. This increases the political controversy
around horizontal solidarity, an issue that is controversial by its own nature,
and thus explains the intergovernmental tensions surrounding these programs
in their entirety. In fact, in all the models investigated, it is possible to observe
that sSNG s have taken forceful measures to try to put pressure in the center and
force a renegotiation of the terms and conditions, in order to turn the system
to their own advantage. However, all this only serves to reinforce the thesis
of the importance of articulating effective participatory channels for SNGs to
take part in the making (and reform) of the rules that design and govern equal-
isation mechanism, in order to avoid the surfacing of dormant tensions and
prevent the blast of intergovernmental conflicts (Romero Caro & Valdesalici,
2024, p. 343 ff.).
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1 Introduction

The establishment of equalisation or “fiscal compensation” systems in coun-
tries with a federal or decentralised organization is a characteristic that usu-
ally occurs in them, although the doctrine has been in charge of establishing
differences in their particular structures!. Regional and economic disparities
are common in federations, affecting the fiscal capacities and influencing the
delivery of public services in each jurisdiction. Francois Perroux (1961) stated
many years ago that “it is not possible to achieve the same level of develop-
ment in all places and economic sectors at the same time”. Fiscal equalisation
is an important objective although it is not always or has been a priority in
certain relevant cases.

Consequently, a difference could be established between systems that aim
simply to distribute or redistribute, on the one hand, or to equalise, on the
other. In some cases, simply, an effort has been made to establish systems for
the distribution of fiscal resources among federal partners adhered to a mini-
mum rationality, where in addition to economic ones, legal, social and political
factors have had an important weight.

In the Argentine case, as in others, personal levelling may not be equiva-
lent to regional levelling. As a consequence, this introduces an additional dif-
ficulty in the search for the said rationality. As Richard M. Bird has pointed
out, transferring resources with a geographically redistributive orientation
may imply transferring resources to the rich in poor regions, which would not

1 In this respect, see the words included in (Mangiamelli, 2013).
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coincide with personal redistribution criteria, where the opposite would occur
(Bird, 1986).

The document proposes to expose the problems to reach a formula where
equalisation in a broad sense, understood as “equitable” had an important start
half a century ago in Argentina, to then gradually sink towards a system of
patches or mends (patchwork system) for which an attempt has been made
to change it by a precise constitutional mandate, where equalisation in the
aforementioned sense has been explicitly incorporated.

Accordingly, it is possible to assert that the system of intergovernmental
fiscal relations in Argentina? has evolved from one based on rationality guide-
lines, to another of “permanent provisionality” where the addition or sub-
traction of components by legal means, led the experts to baptise it as “tax
labyrinth’, attentive to the incidence of those “patches” in a picture that origi-
nally claimed to be more sophisticated.

Therefore, a brief description of the nature and historical evolution of the
system is required, showing the main reforms addressed and their operation
before and since the beginning of this century.

In order to achieve a formula that overcomes the aforementioned weak-
nesses; however, specific information and statistical inputs are required to
reach that equalising objective. Fortunately, at present, it is available the data
from the National Census 2022 but the last data for provincial and regional
GDP is outdated and it is a strong deficit for adequate decisions on the matter
of identification for the main territorial country’s imbalances, which may be
solved. So, statistical data is essential.

After this preliminary Introduction, we mention the territorial inequalities
and recover very briefly the regional landscape until the early xx1 century, in
one hand, and the characters and historical trajectory of the different fiscal
interjurisdictional regimes in the last half a century of revenue sharing and
intergovernmental transfers linked to it that is mentioned in previous works, in
the other. Immediately, we afford the task of elaborating a reestimation of the
GDP3 for getting a renewed overview of the regional and territorial scenario
which could be indicative for the building of a more rational system of fiscal
federalism with equalising goals, avoiding the patchwork and usual provision-
ality as demanded for the Reformed National Constitution, which requires
such a guideline of equity. In the end we attempt some brief conclusions, not

2 For a broad approach about the intergovernmental relations in Argentina, see (Cetrangolo &
Jiménez, 2004).

3 The authors thank the Statistician, Professor Dr. Roberto D. Meyer (Faculty of Economic
Sciences, UNL) for his technical assistance in the matter.
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omitting considerations for the Argentine case, which as such has not only
shown high economic volatility in recent decades, but also fragility in the
institutional-fiscal field that surrounds the analysis outlined.

2 Regional Inequalities and Territorial Imbalances in Argentina

Territorial inequalities in Argentina have their roots in the 19th century and
were consolidated in the 20th with the economic expansion based on the
wet Pampa, which also concentrated the majority of the population (Asensio,
2020). Nearly a quarter of the 21st century has passed, the regional spectrum
has experienced significant nuances, although without definitively distorting
a predominant regional structure.

The magnitude of territorial, provincial and regional imbalances is vis-
ible through various indicators. Unlike advanced federations, the per capita
income gap between provinces is very wide (Altavilla y Soares, 2022). A com-
parative measurement recently placed it at a level five times higher than that
of the United States between the richest state and the poorest.

In that direction, provinces such as Corrientes, Formosa, Chaco or Santiago
del Estero recorded that their Human Development Index (HD1) was far from
the national averages. The same has been observed with respect to Coverage of
Basic Needs (CBN) (Cao & Vaca, 2006; Asensio, 2018 & 2021).

Having said that, considering the span of the last half century, it is possible
to locate in 1970 an initial peak ratifying the clear pre-eminence of the tra-
ditional Pampean region, in terms of its significance within the country as a
whole, which without prejudice to certain variations, shows its substantial vol-
ume in comparison with the rest.

However, at the beginning of the present century, it was also not possible to
omit that at least in one case, a clear alternative growth was viewable. Against
a reduction in the weight of the Pampean area, the advance of the Patagonian
region was visible, which more than doubled its relative weight within the
whole, without ignoring other important but perhaps less striking changes.

In dynamic terms, the aforementioned growth acquires significance since in
1970, Patagonia was the territorial area with the lowest economic participation
within the total, and even within the extra-Pampean area. The second advance
of importance was until then (2004) that of the Cuyo region, in the west of the
country.

Although in the northern area of the national territory the growth of
the Northwest (NOA) appeared as positive, the provinces that make up the
Northeast (NEA) showed a worrying negative result that relegated them in the
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TABLE 3.1  Unequal weight of the Argentine regions (1970 and 2004) (% of GDP and GDP pc)

Regions 1970 2004 Differences GDP pcindex

(+/-)

Pampean 81.6 75.07 -6.5 120.64
Patagonia 3.5 8.31 +4.8 182.80
NOA 6.1 6.46 +0.4 56.32
Cuyo 5.5 6.41 +0.9 96.58
NEA 4.5 3.75 -0.7 43.65

SOURCE: ELABORATED BY THE AUTHORS BASED ON ASENSIO (2018) AND PER CAPITA GDP
IN 2004 (GDP INDEX IN 2004)

group. In relation to the growth of Patagonia, Cuyo and NOA, the setbacks of
the Pampean Region — whose overwhelming weight of origin also maintains it
as a determinant — and especially of the NEA were not irrelevant.

NEA

Cuyo

NOA
Patagonia

Pampean

-8 -6 -4 -2 0 2 4 6
Variations

FIGURE 3.1 Percentage variations in the regional weight in GDP in the period 1970—
2004 (in %)
SOURCE: ELABORATED BY THE AUTHORS BASED ON ASENSIO (2018) AND
OFFICIAL GDP (INDEC)
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This already demonstrated the existence of gradual transformations that
occurred in the mentioned decades that modified the regional situation.
On the other hand, we cannot fail to mention that in recent years up to the
present, there have been changes in the primary and secondary sectors that
suggest a scenario with some changes, perhaps not very visible at present but
surely more evident in the future. We allude to the availability of one of the
most important hydrocarbon deposits on an international scale, located in
Northern Patagonia, and the growing importance of mining located mainly in
the Northwest of the country.

In the latter case, it is worth noting, together with explorations such as
gold, copper or other conventional minerals, the appearance of lithium as a
resource of transcendent importance in the short, medium and long term,
given Argentina’s participation in the so-called “lithium triangle” which also
covers Bolivia and Chile. This without neglecting to consider renewed condi-
tions for the traditional crops of the Pampean Area, in addition to those that
may emerge as a food-producing space by the latter, given the war situation in
Ukraine.

It should also be considered that within each region, there are provinces
that are especially decisive in the results. Therefore, as well as the territorial
aggregates that include them, the importance of the provinces themselves
must be taken into account, which on the other hand are the formative sub-
jects of the Federal State and the effective recipients of fiscal transfers within
the federal fiscal system.

Hence the crucial importance of having adjusted and close measurements
in time of economic capacity and the consequent observable imbalances at a
provincial and regional level, all of which is the basis for the necessary effort
to obtain updated estimates that denote with greater precision the order and
range of the different regions and provinces within the group, as well as their
importance in terms of economic level per inhabitant, as is attempted below.

3 Argentine Fiscal Federalism and Equalisation

3.1 Nature of the System

As is known, among the different existing intergovernmental financial coor-
dination options (Shoup, 1980; Nuflez Mifiana, 1994; Tanzi, 2010; Anderson,
2010), in Argentina, for nine decades, a system of “revenue sharing” has pre-
vailed (Porto, 1990; Asensio, 2015, 2016 & 2023), which under certain criteria
translates into intergovernmental fiscal transfers to federative actors. This
implies not only the determination of these amounts for the transfers, but also
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the kind or type designated for them, that determine their financial and equal-
ising impact.

If we remember in this regard the recommendations of a classic like Wheare,
such transfers should not be essentially “conditioned”, in order to enhance the
independence and autonomy of the recipients. Therefore, they should be pre-
dominantly “free” or “unconditioned” (Wheare, 1964).

However, these transfers must improve or strengthen the fiscal capacity
of the less endowed regions, provinces or territories in relation to those with
greater economic and fiscal power given scenarios of “horizontal” fiscal imbal-
ance. Equalisation systems aim to reduce this fiscal and budgetary imbalance
or “gap”.

Ultimately, in “Musgravian” terms, it is about achieving a greater relation-
ship between fiscal capacity and fiscal need for each of the districts in fed-
erated or decentralised contexts, which must enable them to provide better
public services to their citizens (Musgrave, 1992).

Consequently, it is worth investigating how the total fiscal capacity of these
units is formed, whether rich, intermediate or poor. It is necessary to distin-
guish between a fiscal capacity of its own, or arising from taxes over which they
have powers that are inherent to them, on the one hand, and a fiscal capac-
ity received or transferred, on the other. The sum of both configures its total
capacity. And the “equalising” redistribution must reinforce the weak areas by
postponing or somewhat moderating the weight of the most gifted.

In the Argentine case, large taxes, essentially the income tax and the value
added tax, rest by constitutional means or by legal delegation in the national
government. Therefore, with these taxes, plus others such as those on fuel
and financial operations, as well as in particular one of great recent impor-
tance: export withholdings. Federal government is the one that achieves a
clear favourable vertical fiscal imbalance, which allows it to make equalising
transfers to the provinces, in addition to expanding its space and institutional
power in the federation.

The provinces retain the power over the gross receipts tax (turnover tax),
taxes on real estate and vehicle property and the stamp tax, as well as other
minor taxes. The tax on the exploitation of subsoil natural resources located in
their territories must be added, a right enjoyed since the National Constitution
reformed in 1994. Municipalities mainly collect duties called tasas on sales and
personal property. These tributes make up the main sources of the fiscal capac-
ity of the two subnational levels.

If we remember that we have previously pointed out that to such fiscal capac-
ities we must add the transfers that the national government must make to the
provinces based on the aforementioned favourable vertical fiscal imbalance
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TABLE 3.2 Matrix of tax resources and fiscal capacity in Argentina

Government level Total tax income of each level
1 National Own + Shared
Provincial Own + National participated
Municipal Own + National and provincial
participated

SOURCE: ELABORATED BY THE AUTHORS

that it enjoys, as well as that which the provinces make to their municipalities,
we conclude in which the total fiscal capacity of each federative entity (Nation,
Provinces, Municipalities) is integrated with its own taxes plus shared taxes,
the latter being derived from transfers from another level of government, the
federal or that of each province. And we say “shared” taxes, since they are those
that derive from the revenue sharing system between the federal and provin-
cial levels, as well as revenue sharing between the provincial and municipal
levels. In terms of Argentine legislation, this is equivalent to saying that all
budgets at the three levels make up their resource matrix (or total fiscal capac-
ities), adding to the own taxes themselves the co-participating taxes which, as
such, are said taxes shared between the three federative levels (Asensio, 2015).

Returning to the problem of equalisation, it will then be the intergovern-
mental transfers that, adding to the own fiscal capacity, manage to increase
the total fiscal capacity of the remaining levels of government and therefore of
the territories involved. In some cases, this total fiscal capacity will be almost
overwhelmingly composed of transferred or participated resources, given the
meagre importance of the tax revenues of the less powerful jurisdictions in an
economic sense. Table 3.3 below shows that three provinces depended on more
than 9o% on national transfers in 2005 and four on more than 80% in 2022.

The proportion of national income allocated to the provinces (and through
them to the municipalities) has been established in the so-called “tax sharing
laws”, which specify predominantly, although not exclusively, the aforemen-
tioned increase in the fiscal capacity of the latter and reduce the imbalances
between them. This proportion has fluctuated in half a century, along with
variations in subnational tax powers and the proration coefficients established
in the law for each provincial state.

This has occurred in a context where the national government collects
around 85% of total budgetary revenues and spends just over 50%, while
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TABLE 3.3 Own fiscal capacity and transfers received by region (2005 and 2022) (% of the total)

Provinces and 2005 2022
caba
Own fiscal Transferred Total Own Transferred Total
capacity  fiscal fiscal fiscal
capacity capacity capacity
Buenos Aires 54.407 45.593 100.000 67.158 32.842  100.000
CABA 88.557 11.443 100.000 85.261 14.739  100.000

(Autonomous City
of Buenos Aires)

Catamarca 8.896 91.104 100.000 19.739 80.261  100.000
Coérdoba 33.411 66.589 100.000 49.807 50.193  100.000
Corrientes 11.038 88.962 100.000 21.504 78.496  100.000
Chaco 10.778 89.222 100.000 22.719 77.281  100.000
Chubut 29.299 70.701  100.000 49.739 50.261  100.000
Entre rios 23.903 76.097 100.000 37.828 62.172  100.000
Formosa 5.230 94.770 100.000 13.556 86.444  100.000
Jujuy 10.556 89.444 100.000 22.701 77.299  100.000
La pampa 26.112 73.888 100.000 42.784 57.216  100.000
La rioja 8.031 91.969 100.000 16.709 83.291  100.000
Mendoza 34.856 65.144 100.000 50.113 49.887  100.000
Misiones 18.251 81.749 100.000 51.144 48.856  100.000
Neuquen 43.272 56.728 100.000 67.430 32.570  100.000
Rio negro 26.146 73.854 100.000 38.315 61.685  100.000
Salta 20.607 79.393 100.000 36.396 63.604  100.000
San juan 14.226 85.774 100.000 23.011 76.989  100.000
San luis 23.743 76.257 100.000 32.123 67.877  100.000
Santa cruz 27.516 72.484 100.000 42.485 57.515  100.000
Santa fe 34.711 65.289 100.000 46.660 53.340  100.000
Sgo. Del estero 10.266 89.734 100.000 17.703 82.297  100.000
Tucuman 24.470 75.530 100.000 39.373 60.627  100.000
Tierra Del Fuego 26.160 73.840 100.000 41.273 58.727  100.000

SOURCE: ELABORATED BY THE AUTHORS BASED ON NATIONAL DIRECTORATE OF PROVINCIAL AFFAIRS,
MINISTRY OF FINANCE OF THE NATION (2023)
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the aggregate of provinces and municipalities do not exceed 15-20% of tax
resources, but their public spending covers the other 50% for their heavy
responsibilities in education, health and security.

As we will see immediately, the process recognises two phases, an initial dis-
tribution between the national government and all the provinces and a subse-
quent distribution of the provincial purse between each of them. As has been
noted, such prorations represent coefficients established in such legislation,
which translate into intergovernmental participations or transfers.

Put in terms of winners and losers, Table 3.4 shows that the last legislation
that established equalising coefficients generated a redistribution produced
mainly from the province of Buenos Aires to the others, without prejudice to
other movements therein.

3.2 Brief Historical Background: From Explicit Rationality to its
Abandonment, Promise of Recovery and Provisionality

Considering such framework, the construction of a financial coordination sys-
tem that balances or levels with an equalising objective the positions of the
participants in the federal system of Argentina can be viewed schematically
through four main historical moments along the last fifty years. The first two
identified with two laws, the third, with the validity of Intergovernmental
Agreements and the fourth with the practical coexistence of a “mother of laws”,
the Constitution itself renewed, and the continuity of such Agreements or Pacts.

This is so insofar as the instance where a system based on an explicitly
quantitative rationality was generated by Law 20221, close to the beginning of
the last quarter of the 20th century, that is, five decades before the beginning
of this essay. We say in this way as long as it is possible to speak of fiscally
equalising or redistributive formulas, this was an emblematic experience in
that sense.

In said federal tax scheme, within a revenue sharing mechanism or “tax par-
ticipation system’, the group of main national taxes would be incorporated,
bringing them together under the figure of the “tax union”. It would create the
so-called co-participating mass or tax or fiscal bag to be shared or distributed.

As it was anticipated, the latter would recognise two large distributions,
an initial primary distribution between the national or federal government
(48.5%), the provinces (48.5%) and a Fund for Regional Development (3.0%),
on the one hand. Such a distribution would then have a tripartite character.
On the other hand, there would be a secondary distribution, which would
include the allocation of the provincial part between each of the jurisdictions
at that level: 48.5% of provinces were distributed according to population
(65%), according to the so-called “development gap” (25%) and according to
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TABLE 3.4 Changes in interprovincial distribution of equalising transfers (1973 and
1988) (in %)

Provinces and 1973 1988 Winners and
CABA losers
CABA - 1.4 1.4
Buenos Aires 27.99 21.5 -6.49
Catamarca 1.93 2.86 0.93
Cérdoba 8.9 9.22 0.32
Corrientes 3.79 3.86 0.07
Chaco 4.13 5.18 1.05
Chubut 1.86 1.52 -0.34
Entre Rios 4.56 5.07 0.51
Formosa 2.29 3.78 1.49
Jujuy 2.21 2.95 0.74
La Pampa 1.8 1.95 0.15
La Rioja 1.72 2.15 0.43
Mendoza 4.73 4.33 -0.4
Misiones 2.96 3.43 0.47
Neuquen 1.72 1.68 -0.04
Rio Negro 2.29 2.62 0.33
Salta 3.74 3.98 0.24
San Juan 2.55 3.51 0.96
San Luis 1.75 2.37 0.62
Santa Cruz 1.44 1.52 0.08
Santa Fe 9.06 9.28 0.22
Sgo. del Estero 4.01 4.29 0.28
Tucuman 4.55 4.94 0.39
Tierra del Fuego - 0.7 0.7
Total 100 100 -

SOURCE: ELABORATED BY THE AUTHORS BASED ON LAW 20221/73 AND LAW 23548/88

population dispersion (10%). The development gap of each province is the
percentage difference between its level of development and that of the area
comprised by the Federal Capital and the Province of Buenos Aires. And to
determine such provincial level of development, the simple average of three
indices was taken: quality of housing, level of education of human resources
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FIGURE 3.2 Distribution under the National Law N° 2022
SOURCE: ELABORATED BY THE AUTHORS BASED ON LAW 20221/73

and automobiles per inhabitant, all emerging from the National Population
Census (Articles 3 and 4 Law 20221).

In such a way, the fundamental compensatory, redistributive or equalising
mechanism would rest on this second distribution, since objective distribution
criteria were foreseen to determine the part of each province. If it is possible to
speak of a formula, this part of the mechanism housed it, at least in its essen-
tial part.

As of 1-1-1988, when the democratic system was restored, that system was
renewed, where the existence of two distributions, primary and secondary, was
ratified, but the FDR was replaced by the Contributions Fund of the National
Treasury to the Provinces. However, the parts of each province would not arise
as in the previous system of a formula where there would be objective criteria
for distribution, but rather they emerged from a crude political negotiation
concluded at dawn in a close parliamentary discussion.

Both instances disagreed about the validity of formulas in its distribution,
but they recognised a substantial common aspect. Despite previous symptoms,
they did not explicitly include consideration of the financial crisis that the
national social security system was already outlining, financed under a pay-as-
you-go scheme, through contributions coming from employees and employers
that showed signs of exhaustion. This would affect the early end of its validity.

The third moment in recent history is made up of the beginning of the so-
called “era of pacts” or intergovernmental tax agreements, which was mainly
identified with two of them, in 1992 and 1993. The first of those mentioned
(1992) recognised a pre-primary deduction to the co-participating mass which
would be used to finance the retirement system with tax resources, taking into
account the aforementioned aspect and not explicitly contemplated in the
previous instances. The second (1993) would introduce limitations on the tax
autonomy previously exercised by the provinces in relation to their own taxes,
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FIGURE 3.3 National Law N° 23548
SOURCE: ELABORATED BY THE AUTHORS BASED ON LAW 23548/88

especially with respect to taxes considered distortive, such as the stamp tax
and the tax applied on gross incomes.

The fourth momentincludes the approval of the New Reformed Constitution
in 1994, which did not eliminate the validity of the previous Fiscal Pacts,
although without alluding to them, and raised the obligation to implement a
co-participation based on “objective distribution criteria”. That is to say, within
the same Constitution, the return to a formula or set of principles including
equalising goals was established, just as it had happened in 1973, a little more
than two decades before: “An agreement law, based on agreements between
the Nation and the provinces, will institute co-participation regimes ... guar-
anteeing automaticity in the remission of funds ... The distribution between

TABLE 3.5 Relevant instances in the transformation of fiscal federalism in Argentina
(1973—2023)

Instances Denomination Characters
1(1973-87)  Revenue Sharing on a rational Objective distribution
basis coefficients among
provinces

2 (1988-91)  Politically based Revenue Sharing Equalising coefficients
with political agreement
3(1991-94)  Nation-Provinces Federal With Revenue Sharing
Agreements mass removals
4 (1994—2023) National Constitution plus Fiscal  Effective Pacts and
Pacts and Consensus Latent Constitution

SOURCE: ELABORATED BY THE AUTHORS
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the Nation, the provinces and the city of Buenos Aires and between them, will
be carried out in direct relation to the powers, services and functions of each
of them, contemplating objective distribution criteria, it will be equitable, sup-
portive and will give priority to an equivalent degree of development, quality
of life and equal opportunities throughout the national territory” (Garat, 2016;
Art. 75, inc. 2, National Constitution).

Such implementation of a return to specific guidelines has not been made
effective, continuing a mechanism of periodic agreements. This formed a phase
of maintenance of Fiscal Pacts and then Fiscal Consensus without enforcing
and not implementing the constitutional mandate. Thus, until now, the valid-
ity of a contaminated tax participation or system of “patches” or “repairs” was
configured (Asensio, 2018).

But by keeping the distribution coefficients between provinces frozen (Law
23,548) and altering its own fiscal capacities since the beginning of the 199os in
a positive sense (as in the case of granting fiscal power over natural resources)
and negative (by promoting the elimination of taxes considered distortive) the
equalising impact of the fiscal federalism system as a whole was altered, which
is seriously outdated, making its reform a significant challenge.

As a consequence, the promise or claim of the National Constitution
reformed in 1994 subsists to establish a rational system based on such “objec-
tive criteria of distribution”. In such a context, to know with accuracy the mag-
nitude and extent of regional imbalances is essential in order to establish a
redistributive and equalising system replacing the present and “quasi eternal”
provisionality.

For this purpose, given the availability of provisional figures from a new
National Population Census for 2022, we proceed below to carry out a projec-
tion of the GDP figures by province, region and per capita from the last com-
prehensive calculation of 2004 originating from the INDEC (Instituto Nacional
de Estadistica y Censos, 2016).# This, with the understanding that in any distri-
bution scheme with redistribution or equalisation the economic capacity of
the territories will have to be considered. It is a main goal of this chapter and
the essential object of what follows.

4 In spite of being perhaps a something crude or raw reestimation of the Gross Geographical
Domestic Product since the one from INDEC (2004), the statistical controls effectuated let us
to be confident in the results.
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4 In Search of Regional/Provincial Coefficients. Recalculation of
Magnitudes

41 General Framing and Methodological Notes

The above mentioned affects the rationality of any scheme of tax or expendi-
ture assignment as well as equalisation transfers, which compounds the basic
structure in a system of fiscal federalism with equalising attributes, that remain
on fragile basis meanwhile the alluded indicators are not adjusted.

Due to the lack of updated statistics since 2004, we have resorted to eval-
uating criteria that would allow us to estimate with a reasonable approxima-
tion the evolution of the different economic and demographic contexts of the
Argentine provinces in order to obtain evidence referring to their evolution.

Here is presented a brief contribution, mainly quantitative, on the evolu-
tion of the Geographic (Provincial/Regional) Gross Product (GDP) and Per
Capita (GDPpc) from 2004 to 2022, by provinces and regions (reestimated GDP
or RGDP). An important limitation has been the possibility of having data and
information in a systematic and continuous way in previous years and inter-
mediate between such extremes.

For this purpose, databases of economic electric power consumption,
cement consumption and number of workers in the private sector registered
in the mentioned period were used. For the consumption of economic elec-
trical energy in the case of the Autonomous City of Buenos Aires (CABA), the
data after 2006 until 2022 were estimated. With the variable number of formal
private employees, forecasts were made for the year 2022. For its part, a com-
plete database has been obtained of cement consumption.

The information on electric power comes from the yearbooks of the
National Secretariat of Energy, up to the year 2016, and of the Association of
Electric Power Distributors of the Argentine Republic, for the remaining years.
Those referring to cement consumption were extracted from the database
of the Portland Cement Manufacturers Association of the Argentine Nation.
The data on registered workers in the private sector were extracted from the
Undersecretariat of Policies for Development with Regional Equity of the
Ministry of the Interior of the Argentine Nation.®

5 Although a “statistical cutoff” has also been available for 2005, based on other studies, we
prefer here to start from those available for 2004 as they are adjusted to new revisions origi-
nating from the National Institute of Statistics and Censuses (INDEC, 2022).

6 https://www.argentina.gob.ar/interior/subsecretaria-de-politicas-para-el-desarrollo-con
-equidad-regional/series-estadisticas-historicas.
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Regarding the number of members of the population, it was estimated for
the period 2007 to 2009 by the method of time series forecasts. In accordance
with what was previously indicated, 2004 was considered as the base year, and
from this individual index was constructed, to obtain a subsequent Combined
Indicator through simple averages.

With this indicator, the evolution of GDP and GDPpc (RGDP) was estimated
up to and including the year 2022, taking 2004 GDP as the base year at con-
stant prices. Subsequently, they were regionalised and the empirical evidence
obtained was analysed, tending to determine the aforementioned regional-
provincial relative weights and levels per inhabitant that emerge from having
built the 2004—2022 series of the GDP.

4.2 Criteria for Selection of Indicators

As noted, three indicators were selected, available at the National Energy

Secretariat and ADEERA (Argentine Distributor’s Association of Electric

Energy), at the Argentine Chamber of Construction, and at INDEC (2016).

They are individually relevant indicators, since they explain particular aspects

of the country’s economic activity, in addition to complying with the following

attributes:

a)  Relevance in the determination of relative provincial and regional
differences.

b)  Absence of correlation with the rest of selected indicators.

c)  Non-existence of a high level of uniformity given that it is wished to
observe disparities among provinces and along time per provinces.

d)  Absence of observations very atypical which must be discarded.

e)  Existence of data for these indicators, for the selected period for each
one of the jurisdictions.

f)  Intertemporal comparability for the data, given that the indicators own
to the same period of time.

g)  Absence of distortive biases for specific causes inherent to the indicator,
like years of pandemic or ways for capturing it.

4.3 Regionalisation Criteria

Without ignoring the existence of other territorial units (Veldzquez, 2012),

the analysis of territorial imbalances in Argentina can be addressed primarily

between provinces or between regions. For our purposes, in line with the situ-

ations already stated above, the following five regions were considered:

— Pampean Region: cABA, Buenos Aires Province, Santa Fe, Cérdoba, Entre
Rios and La Pampa;

— Cuyo: Mendoza, San Juan and San Luis;
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— Patagonia: Rio Negro, Neuquén, Chubut, Santa Cruz and Tierra del Fuego;
— NOA: Jujuy, Salta, Tucuman, Catamarca, Santiago del Estero and La Rioja;
— NEA: Corrientes, Chaco, Formosa and Misiones.

5 Results

Based on the estimates made or adopted of the Provincial Gross Geographic
Product, those of the Regional Gross Geographic Product were prepared. Once
this was achieved, based on the available population projections, we pro-
ceeded to calculate the GDP per inhabitant by provinces and regions.

Figure 3.4 shows the magnitudes corresponding to the five large regions that
make up the national territorial spectrum. It is expressive of the considerable
volume of the Pampean area within the complex and the notorious distance
with respect to any of the rest, indicating in this sense its persistence as an area
of greater relative size within the Nation.
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FIGURE 3.4 Modern changes in the Regional Geographic Gross Product (2004—2022) (in
constant pesos base year 2004)
SOURCE: ELABORATED BY THE AUTHORS BASED ON ESTIMATION OF GDP
SUPPORTED BY THE CONSTRUCTION OF A COMBINED INDICATOR OF
ECONOMIC ACTIVITY FOR THE PERIOD 2004—2022
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However, considering the existence of previous studies, it is also apprecia-
ble that in relative terms such importance has continued to indicate a slight
but persistent decline for that region in relation to the country as a whole.
Furthermore, it becomes unequivocal in the time period 2004—2022.

In the same way, the support of the position reached by the Patagonian
Area also emerges — the second in importance due to the economic weight
achieved — that the same studies denoted increased after a progressive process
of increase in its importance (Asensio, 2021, p. 235).

In this sense, however, it is observable, together with the maintenance of
the Cuyo’s Region, an increase in the economic capacity of the NoA and NEA
within the group, which can be linked to productive transformations that
occurred during the period considered. This, together with other processes,
influences the fact that in the same period the weight of the “extra-pampean”
Area has increased, which from less than 25% in 2004, now represents 27.3%.

The previous concepts can be exposed by means of two additional synthetic
expressions. These are the data that emerge from the Table 3.6 and Figure 3.6
that brings together the large regions, on the one hand, and their dynamics of
change for the afore mentioned period of two decades between 2004 and 2022,

Gross Domestic Product
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FIGURE 3.5 Relative regional importance (2004-2022) (% GNP of annual participation)
SOURCE: ELABORATED BY THE AUTHORS BASED ON AN ESTIMATION OF
GDP SUPPORTED BY THE CONSTRUCTION OF A COMBINED INDICATOR OF
ECONOMIC ACTIVITY
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TABLE 3.6 Participation of the Argentine regions (2004 and 2022) (GDPR & GDP pc)

Regions 2004 2022 Differences (+/-) GDPpc index
Pampean 75.07 72.64 -2.43 121.97
Patagonia 8.31 7.7 -0.61 148.37
NOA 6.46 7.44 +0.98 64.56
Cuyo 6.41 6.45 +0.04 96.34
NEA 3.75 5.77 +2.02 68.76

SOURCE: ELABORATED BY THE AUTHORS BASED ON AN ESTIMATION OF REGIONAL GDP
SUPPORTED BY THE CONSTRUCTION OF A COMBINED INDICATOR FOR ECONOMIC ACTIVITY
IN THE PERIOD 2004-2022 (GDPPC INDEX IN 2022)

which are then exposed under the same criteria as the most used above for the
interregnum 1970—2004.

From Table 3.6, the recovery of the northern regions emerges, particularly
the NEA, as well as the relative sustainability of the Cuyo Region thanks to
slight growth. A new reduction in the weight of the Pampean Region is une-
quivocal, and after an already indicated phase of expansion, a moderate but
visible decline in Patagonia, which does not, however, alter its great long-term
expansion. The statement can be seen in Figure 3.6.

It should be stressed that such magnitudes obviously depend on the signif-
icance of each of the provinces that are members or components of the large
regions selected and mentioned above as main territorial groupings. For this
reason, the individual weight of each one of the provinces that make up them
cannot be ignored.

And again there, it is possible to discern the aforementioned historical
matrix, where the main city and capital of the country, the Autonomous City
of Buenos Aires, together with the main province (Buenos Aires), crucial mem-
bers of the Pampean Region, represent almost 50% of the GDP of the Nation.
Despite this, in 2004 they reached around 54%, that is less than two decades
ago. Given that, in 2022 their record has fallen by close to 50%, which is surely
linked to the change in the aforementioned relationship between the Pampean
and Non-Pampean space.

Next, it is appropriate to stop at the magnitudes of the product per inhab-
itant, as determinants of the situation compared both between regions and
between provinces. In the first case, the statistical exercise carried out con-
firms that this variable place the Patagonian Region in first ubication.
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FIGURE 3.6 Percentage variations in the regional GDP by regions (2004—2022) (% GDP)
SOURCE: ELABORATED BY THE AUTHORS. SAME AS IN FIGURES 3.4, 3.5 AND
TABLE 3.6

This is significant, as it occurs having relegated the Pampean Region to sec-
ond position during the first twenty years of the 21st century, a region that was
the axis of national historical development since the post-colonial stage in the
19th century. And at the same time, in an inconspicuous way, while confirm-
ing a long-term position, it shows the Cuyo Region with an individual income
higher than that of NOA and NEA.

In turn, given the provincial composition of the different regions or terri-
torial spaces, it is important to consider the GDP per inhabitant and per prov-
ince, which implies an approximation to the “well-being” of each individual
located in those territorial jurisdictions, whose magnitudes affect, obviously,
in the values for the respective regional groupings — or simply regions — of
belonging.

Table 3.8 shows the emerging imbalances and asymmetries using the
dimension “province”. Mindful of its new institutional character since the 1994
Constitution granted it such attribute, the Autonomous City of Buenos Aires
is discriminated separately for comparative purposes, although it is clear that
this implies dehomogenising the evaluated spaces, considering one of charac-
teristics essentially urban, with others that recognizes the existence of cities
and “urbanity” plus territories and “rurality”.

In this framework, the Patagonian Tierra del Fuego, Santa Cruz and Neuquén
appear as determinants. The first of these provinces, manages to surpass the
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TABLE 3.7 Participation of each province in the GDP (2004—2022)

Provinces 2004 2005 2006 2007 2008 2009 2010 2011 2012

CABA 18.57 18.70 17.67 16.57 16.72 16.21 15.53 16.17 14.53
Buenos 35.09 34.68 34.73 34.52 34.84 3541 3593 3583 36.64
Aires

Catamarca 0.74 o0.77 o.75 0.76 o0.77 o0.75 0.71 0.69 0.72
Chaco 1.18 1.42 1.32 3.90 4.02 4.28 4.27 1.74 1.73
Chubut 2,13 217 230 181 184 171 172 1.91 1.89

Coérdoba 832 818 841 6.38 6.41 642 6.53 8.57 8.62
Corrientes 0.96  1.02 1.00 2.12 205 1.69 1.54 1.20 1.03
Entre Rios 2.49 2.45 244 251 253 278 273 2.85 2.85

Formosa 046 o0.55 0.56 0.62 061 0.61 0.62 0.69 0.70
Jujuy 0.78 0.74 073 0.72 0.74 0.79 0.75 0.75 0.80
La Pampa 084 089 087 092 086 086 081 083 0.83
La Rioja 0.67 o0.72 0.67 0.66 0.63 0.65 0.68 0.67 0.68
Mendoza 4.01 3.96 400 398 377 379 386 389 4.04
Misiones 1.16 1.17 1.19 119 1.14 1.18 1.26 1.31 1.36

Neuquén 2.70 2.55 2.53 2.64 257 272 241 242 2.65
Rio Negro 1.23 1.26 1.47 1.45 1.37 1.33 1.35 1.36 1.32

Salta 1.61 1.59 1.59 1.64 1.63 179 1.74 1.74 1.78
San Juan 0.99 0.98 1.05 1.04 1.04 1.05 1.03 1.15 1.27
San Luis 1.41 1.52 1.67 154 146 152 1.77 1.52 1.57
SantaCruz 140 140 1.53 1.57 1.35 146 141 1.41 1.53
Santa Fe 978 09.58 961 961 965 896 9.22 9.17 9.02
Santiago 1.01 1.04 1.05 1.10 1.22 1.31 1.39 1.31  1.43
del Estero

Tucuman 1.66  1.73 1.75 177 178 182 176 1.78 1.96
Tierra del 0.85 0.92 1.10 0.96 1.02 0.89 096 1.04 1.05
Fuego

Total 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00
country

SOURCE: ELABORATED BY THE AUTHORS BASED ON ESTIMATION OF PROVINCIAL GDP SUPPORTED
BY THE COMBINED INDICATOR OF ECONOMIC ACTIVITY (GDPPC INDEX IN 2022)
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2013 2014 2015 2016 2017 2018 2019 2020 2021 2022

14.57 14.62 14.48 14.99 14.82 15.52 15.79 15.37 14.38 14.46
36.58 36.14 35.58 36.04 36.01 35.73 35.80 35.92 36.02 35.44

o075 0.76 074 0.71 0.76 0.61 0.51 0.63 0.64 0.66
1.73 178 1.81 1.71 1.78 177 166 1.80 1.99 2.2
1.84 193 192 180 1.81 182 194 1.50 145 1.41
846 855 876 852 878 901 881 877 906 9.36
1.32 0.96 1.25 1.25 1.25 1.24 1.24 1.40 1.50 1.49
287 288 288 286 286 284 291 316 319 3.16
067 o0.70 o0.70 0.69 0.64 0.62 0.65 o0.62 0.65 0.67
082 085 088 084 081 o077 o074 o079 0.79 0.80
085 087 085 086 092 093 0.90 093 0.91 0.92
073 0.73 0.73 0.69 o0.71 0.63 0.65 o0.72 0.67 0.66
3.93 383 414 398 377 381 382 387 390 3.88
1.47 140 1.35 1.38 1.39 1.37 1.35 1.47 146 1.49
2.59 276 2.89 2.66 262 2.63 284 2.61 263 2.68
1.32 1.32 1.37 135 1.26 1.23 1.29 1.30 1.27 1.26
176 180 179 187 191 186 183 1.89 184 1.78
1.29 1.21 1.13 1.14 1.10 1.10 1.10 1.09 1.11 1.14
1.53 1.57 169 153 143 1.32 1.34 1.33 1.39 1.43
1.52 1.64 172 156 146 1.37 140 1.39 1.42 1.32
899 918 891 901 9.23 0929 9.09 0909 9.30 9.30
1.45 154 156 160 1.67 163 159 1.64 1.65 1.67

1.82 1.85 1.81 1.81 1.91 1.81 1.73 1.66 1.77 1.87
1.15 111 105 1.14 1.09 108 1.04 1.08 1.04 1.03

100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00
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TABLE 3.8 Reestimated GDP by province per capita (2004—2022) (in constant pesos base year 2004)

Provinces 2004 2005 2006 2007 2008 2009 2010 2011 2012

CABA 51421 58935 61644 61498 63956 61273 63376 67804 58318
Buenos Aires 20142 22511 24794 26069 27012 26376 27128 28650 27757
Catamarca 17191 19966 21239 22389 23502 22151 22851 23037 22861

Chaco 9676 13186 13445 41212 43541 44475 47725 20288 19079
Chubut 40301 46325 53888 43442 44324 38332 39955 46375 43182
Cérdoba 21498 23911 27024 21868 22628 21747 23294 31962 30455

Corrientes 8213 9902 10680 24299 24121 19020 18348 14863 12034
Entre Rios 17198 19155 20943 22960 23887 25208 26074 28574 27073

Formosa 7460 10068 11312 13372 13398 12928 13746 15793 15126
Jujuy 10076 10800 11704 12234 12919 13081 13194 13708 13835
La Pampa 22003 26391 28194 32115 30867 29980 29951 31854 30452
La Rioja 17809 21325 21702 22546 21976 21748 24155 24674 23439

Mendoza 20166 22478 24916 26099 25321 24450 26154 27559 27078
Misiones 9514 10795 11992 12560 12408 11964 13545 14789 14502
Neuquén 44033 46514 50277 55293 54752 55399 51677 53028 54547
Rio Negro 17578 20423 26181 27319 25649 23472 24906 26232 24162

Salta 11772 13035 14208 15495 15850 16614 16925 17565 16951
San Juan 12581 13936 16318 17236 17864 17321 17807 20761 21731
San Luis 29451 35426 42116 41083 39897 39736 48205 42822 41800
Santa Cruz 55579 62270 74342 76970 61958 61410 60742 63071 63801
Santa Fe 25849 28682 31697 33789 35092 31413 34064 35503 33220

S.del Estero 10086 11751 13121 14447 16437 16879 18795 18760 19470
Tucuméan 9867 11602 12852 13839 14334 14031 14363 15013 15650
Tierra del 63094 75641 97355 90260 96639 79316 88863 97101 91227
Fuego

SOURCE: ELABORATED BY THE AUTHORS. SAME AS TABLE 3.7 AND FIGURE 3.7 AND NATIONAL
POPULATION CENSUS 2022 FROM INDEC
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2013

2014
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2017
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2020

2021
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61785
28979
24903
20010
43417
31296
16198
28550
15295
14889
32530
26181
27509
16320
55515
25019
17573
23095
42528
65042
34713
20556
15171
103473

61192
27992
24748
20121
44229
30924
11534
28109
15671
15135
32608
25825
26211
15240
57652
24499
17461
21216
42730
67378
34773
21383
14993
95601

63710
28703
25182
21234
45548
33015
15671
29316
16127
16304
33420
26775
29502
15237
62614
26327
18060
20520
47658
72064
35240
22571
15274
92920

63274
27638
22860
19148
40350
30523
14963
27661
15192
14739
32053
23995
26978
14765
54635
24537
17908
19777
41023
61227
33966
21986
14467
93669

66501
29082
25869
20897
42239
33108
15755
29146
14895
14997
36339
25861
26869
15635
56540
24134
19195
20072
40092
59097
36749
24196
16075
93405

69548
28573
20675
20644
41866
33631
15497
28687
14263
14036
36450
22714
26893
15248
56004
23279
18373
19746
36653
54132
36700
23453
15081
89627

67670
27135
16457
18349
41958
31176
14722
27857
14149
12708
33493
21890
25536
14279
57057
22952
17086
18708
35046
51764
34095
21605
13578
80696

61546
25225
18575
18379
29873
28735
15361
28095
12626
12690
32059
22384
23942
14328
48342
21367
16367
17170
32203
46801
31650
20672
12097
76477

61886
26950
20124
21635
30618
31617
17555
30205
14101
13513
33529
22216
25677
15138
51765
22190
16894
18664
35751
50111
34566
22062
13660
77310

66309
28857
21973
26504
33538
33661
17856
31671
15770
14360
36131
24691
27574
16611
52716
23626
17702
19917
37736
56813
37396
22652
15673
77045
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FIGURE 3.7 Evolution of the Regional Gross Product per capita (2004—2022) (in
constant pesos base year 2004)
SOURCE: ELABORATED BY THE AUTHORS. SAME AS FIGURES 3.5, 3.6
AND TABLES 3.6 AND 3.7

emblematic level of the main city of the country, the so-called caBa. In doing
so, another trio is formed that by their order make up Tierra del Fuego, caBa
and Santa Cruz, which indicates the three leading jurisdictions in terms of per
capita income.

On the other hand, in the NoA and NEA are low-income jurisdictions.
Formosa, Tucuman and Jujuy become the provincial districts with the lowest
individual income. A substantive change appears on the scene: the difference
between the province with the highest income (Tierra del Fuego) and the one
with the lowest income (Jujuy) has narrowed from more than eight times in
2004 to more than five times in 2022.

Going back, it can be observed that in all the regions there has been a growth
that has been verified “between extremes”, to a greater or lesser extent, despite
the fact that towards the interior of the period examined, which covers some
eighteen years, oscillations are observable. with not insignificant rises and
declines, in accordance with the shaky recent economic history of the country.

The production of the selected regions registers a variety based on geo-
graphic, climatic and demographic conditions, as well as specific variations
in the internal and international markets that absorb their respective volumes
generated in a continental surface that with its almost 2.8 million square kilo-
metres is the eighth in the world.
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Such variations are the ones that are strongly linked, attentive to the histori-
cal differences with the most important — the Pampean one - to the possibility
of establishing a compatible and comprehensive federal fiscal system with the
reduction of regional inequalities and the capacity to provide public services
to the throughout the country under equitable conditions, avoiding intolera-
ble differences — particularly emphasised aspects for its reconfiguration in the
Constitutional Reform of 1994. Precisely, such is the goal of the above men-
tioned Article 75, paragraph 2 with reference to the system of distribution of
fiscal resources, in the reformed Argentine National Constitution.

Despite this, the process of unequal economic growth between regions
and provinces has continued and, a quarter of a century after the sanction of
the reform of the original Magna Carta, the new system of co-participation
demanded by the Constitution has not come into force, except for particu-
lar modifications arising from different Intergovernmental Agreements
(Asensio, 2021).

Then, a recurring reason for conflict pointed out from the most impor-
tant areas, in a landscape of winners and losers, is the lack of relationship
between their own economic capacity, and therefore their ability to generate
fiscal resources, with the scarce recovery of the same through the federal fiscal
system. That is, their role as contributors who, as such, redistribute income
towards the less favoured group.

Table 3.7 primarily exhibits such a problem, which cannot by itself define,
together with demographic or social components, among others, the achieve-
ment of constitutional requirements, which necessarily imply finding a for-
mula that contemplates all its complexity in a specific context of federative
associates where it is possible to reconcile the role of the most advanced in
relation to the least wealthy.”

6 Conclusions

The compensatory, redistribution or equalisation systems have to do with
marked economic and fiscal imbalances. They are embodied in fiscal feder-
alism schemes through strategies that, in short, consider the importance of
interregional solidarity to allow a basic provision of public services in a context
of different relative developments, by federative actors.

7 In this regard, works such as those by Castells and Queralt (2002) or Cuadrado and Mancha
(2005) denote such importance in the European context.
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TABLE 3.9  Federal revenue sharing in comparison with the economic importance of each
jurisdiction in the country

Individual Secondary Economic weight Positive and
provinces and distribution (2022) negative
CABA percentages in divergences

federal sharing

CABA 1.4 14.46 -13.06
Buenos Aires 21.5 35.44 -13.94
Catamarca 2.86 0.66 2.2

Chaco 5.18 2.12 3.06
Chubut 1.52 1.41 0.11
Cérdoba 9.22 9.36 -0.14
Corrientes 3.86 1.49 2.37
Entre Rios 5.07 3.16 1.91
Formosa 3.78 0.67 3.11
Jujuy 2.95 0.8 2.15
La Pampa 1.95 0.92 1.03
La Rioja 2.15 0.66 1.49
Mendoza 4.33 3.88 0.45
Misiones 3.43 1.49 1.94
Neuquén 1.68 2.68 -1.00
Rio Negro 2.62 1.26 1.36
Salta 3.98 1.78 2.2

San Juan 3.51 1.14 2.37
San Luis 2.37 1.43 0.94
Santa Cruz 1.52 1.32 0.2

Santa Fe 9.28 9.3 -0.02
Santiago del Estero 4.29 1.67 2.62
Tucuman 4.94 1.87 3.07
Tierra del Fuego 0.7 1.03 -0.33

SOURCE: ELABORATED BY THE AUTHORS BASED ON TABLE 3.7, ABOVE, AND LAW 23548

The so-called “horizontal imbalances” are of great importance in economic
and social matters, and also with regard to public finances. The issue of horizon-
tal fiscal imbalance is closely related to the existence of horizontal economic
imbalances (Bird, 1986; Bird & Vaillancourt, 1999). In a tax participation system,
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the consequent fiscal transfers must embody that solidarity under “objective
distribution criteria” as required in Argentina by the 1994 Constitution. At a
minimum, this implies knowing the economic and fiscal capacity of the partic-
ipants, which an attempt has been made in this work with a “gross” reestima-
tion of its geographic (provincial and regional) gross product (GDP).

The gaps in territorial income, ultimately, refer not only to the coverage of
fiscal needs, but also to the greater autonomy or fiscal dependence of some
provinces with respect to others, within the national design of fiscal federal-
ism. For federal countries, it is a great challenge to reduce such imbalances, in
the sense that the validation of the territorial orientation generated by eco-
nomic forces has expanded and can strengthen concentration, and its igno-
rance could generate non-optimal options (Asensio, 2013).

Among the main questions that led to the estimates that we present, was
the verification of regional and intraregional changes in the first two dec-
ades of the 21st century, after other previous efforts. The results that emerge
from the previous analysis indicate that the predominant importance of the
Pampean Area has continued, but the same exercise shows a predominance
that does not alter a continued tendency to be less accentuated. This would
confirm the long-term trends emerging from such previous studies (Asensio,
2013, 2018 and 2021).

In this line, Cao and Vaca (2006) have highlighted the pre-eminence of the
“central area” (that essentially involves the Pampean area) beyond changes
in the political, economic and social structure of the country; added to the
relative backwardness of the provinces of the peripheral area originated and
reproduced for a long time from a set of structural factors.?

On the other hand, the per capita product data again highlights the impor-
tance of the Patagonian Region,? which, as such, clearly differs even from the
Pampean one. This is linked to its productive matrix in particular, as well as
to a scarce demography, recognising its valuable energy matrix, despite thou-
sands of hectares of desert landscape.

The leaderships in this aspect show facets of interest both in advanced
jurisdictions and in the most backward ones, considering a smaller difference
between higher and lower levels, as has been pointed out.!® However, certain

8 In this important study, as the cited authors indicate, Central Area refers to CABA, prov-
ince of Buenos Aires, Santa Fe and Cérdoba. Peripheral area includes San Luis, La Rioja,
Catamarca, Santiago del Estero, Jujuy, Corrientes and Formosa.

9 And as stated above, of any of the provinces that make it up in relation to such values of
PBGR per inhabitant.

10  The appearance of Tucuman and Jujuy among the least favoured, is a novelty compared
to the existing scenario at the beginning of the 21st century.
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signs would appear in some of the minor participants, which include the N0Aa,
Cuyo and NEA regions, which could be reflecting the transformations in the
national economic structure that we hinted at above.

It should be noted, as we did previously, in relation to the federal finance
model to be adopted, that the resources of each jurisdiction are made up of its
own resources, on the one hand, and resources shared between the Nation and
the Provinces, on the other. The latter are those derived from revenue sharing
transfers with its equalising impact.

The aforementioned National Constitution of 1994 granted tax income origi-
nating in the natural resources of the subsoil to the Argentine provinces, which
for specific purposes include those of the Andean cordon and the Patagonia, as
a result of which they can receive royalties that have since modified their rela-
tive situation in relation to the traditional agro-industrial area of the country,
which is the Pampean.

For the fiscal federalism schemes to be adopted in the future, on the other
hand, it should be remembered that up to now and due to its complexity, we
have not yet included in the discussion the “off-shore” resources that refer to
the very vast Argentine Sea.

From the point of view of fiscal redistribution and equalisation achiev-
able through the federal fiscal system, the existing discrepancy between the
flows established by law for some provinces and their own fiscal capacity is
appreciable. This keeps the interest open in reaching rational formulas such
as those used in the past, to get out of the contemporary “ad hoc” scheme and
produce another that responds to the ambitious promise emerging from the
Constitution reformed in 1994.

Profound specific changes in the financial coordination mechanism caused
by the crises of both 2008 and 2020—2021 (COVID-19) cannot be pointed out in
the specific operations of the regime, and it is up to us to refer the interested
reader to recent contributions in this regard (Asensio & Martino, 2023).
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1 Introduction

The pursuit of both policy diversity and revenue-maximisation means that
federations often end up with an uneven distribution of wealth and unequal
access to public services of comparable standards across a country (Riker, 1975;
Rodden and Wibbels, 2002). Keith Banting (2006) further contends that the
inherent characteristics of federalism may even be at odds with the goals of
social citizenship. Efforts to remedy the potential inequities of too much power
and too many resources at any one level of government in a federal democracy
are dependent on a plethora of constitutional, fiscal, political, administrative,
and cultural-societal factors.

Two definitive characteristics about Australian fiscal federalism are well
established in the literature. First, Australia, in contrast to other more decen-
tralised federal systems, has a strong vertical fiscal imbalance (VFI). VFI refers
simply to when one level of government — in this case the Australian Federal
Government — collects more revenue than it spends. In both theory and in prac-
tice, this structural factor preconditions the states to be fiscally dependent on
the centre. Second, Australia has one of the most egalitarian horizontal fiscal
equalisation systems (HFE) in the world. These two characteristics appear to
be sequentially connected; it is logical that one both permits and necessitates
the other. The existence of an egalitarian HFE, however, does not mean the
Australian Federal Government (known in Australia as the ‘Commonwealth’)
never encroaches upon the states. As the late Australian federal theorist Brian
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Galligan (2012, p. 322) succinctly observed, ‘money talks politically and buys
policy influence.

Notwithstanding, due to the extent of VFI in Australia, the Commonwealth
Government is in a good position to work out the problems of territorial ine-
quality and uneven economic development to ensure all Australians enjoy
equal rights of social citizenship. The norm of ‘equality’ is deeply entrenched
in Australian society, in particular with regards to labour rights and social wel-
fare (Braun, 2006, p. 12). As this chapter will explore, however, Australia’s HFE
system still generates tensions between the states and territories, in particular
between the poorer and the wealthier ones.

2 Fiscal Federalism in Australia

To understand fiscal federalism in Australia and the purpose of its HFE, it is
essential to begin with a brief overview of fiscal constitutionalism (for more
detail, see Stewart 2023). Australia’s federation was created in 1901, and now
comprises six sovereign states (originally five) and two territories: New South
Wales (Nsw), Queensland (Qld), South Australia (sA ), Tasmania (Tas), Victoria
(Vic), Western Australia (wA), Australian Capital Territory (AcT), Northern
Territory (NT). The territories are subject to federal legislative control with del-
egated tax and administrative powers (for brevity, we will henceforth refer to
the constituent units of the Australian federation simply as ‘the states’). The
Australian constitution is very difficult to amend, requiring a referendum to
be supported both by an overall majority of votes and by a majority of states
(excluding the territories). It has therefore rarely been amended. From the
outset, it was recognised that both the Commonwealth and the states would
need revenues to support their expenditure needs. At federation, therefore,
the Commonwealth was ceded exclusive control over customs and excise, the
main tax source at this time.

2.1 Federal Revenue Powers

In term of revenues, the Constitution provides the foundation of the federal
power to tax, limits some taxation powers in the states, and sets up a basic
framework for federal-state fiscal relations. S51(ii) provides concurrent gen-
eral tax power to the Commonwealth to make laws with respect to taxation
but not so as to discriminate between states or parts of states; moreover, the
Commonwealth is prohibited from giving preference to one state or another
in taxation (Sg99) and from taxing the states (S114). The Commonwealth has
exclusive power to levy duties of customs and excise (Sgo); this has been
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interpreted broadly to preclude the states from levying sales or consumption
taxes, as discussed below. Regarding the income tax, until 1942, there was tax-
ation competition between the Commonwealth’s income tax first enacted in
1915, and the income taxes levied by the states (previously the colonies) during
the first decades of federation.

Leading up to and during the Second World War, in order to bolster gov-
ernment revenues to fund the war effort, the Commonwealth and states
concurrently enacted the Uniform Income Tax Act (1936), specified as being
for the duration of the war. In 1942, four acts were passed enabling the
Commonwealth to take over all income taxation, known as the Uniform Tax
Scheme, under which the states could no longer impose their own income
tax and the Commonwealth took over state tax offices and personnel. Legal
challenges (South Australia v. Commonwealth, First Uniform Tax Case (1942)
65 CLR 373) failed, signalling the High Court’s leading decision on centralis-
ing Australian fiscal federalism. This decision was due in part to deference to
the nation’s defence efforts. Even though the state premiers originally opposed
converting this temporary war measure into a permanent policy, that is in fact
what occurred. Victoria and New South Wales (Nsw) challenged its constitu-
tionality again (Victoria v Commonwealth, Second Uniform Tax Case (1957) 99
CLR 575 to no avail).

The key finding of the High Court was that it was constitutional for the
Commonwealth to make grants to the states under Sg6, conditional upon the
states not levying state income taxes. This is a critical juncture in Australian fis-
cal federalism, as it led to a significantly increased vFI. The legal condition that
states had to refrain from imposing income taxes in order to receive federal
grants under Sg6 was lifted during the 1970s, but to date no state has enacted
a state income tax.

Because of the extensive taxation rights bestowed by the constitution on
the Commonwealth, state and local governments in Australia currently collect
less than 20% of the country’s tax revenue, thus raising only half of the reve-
nues they require to fund their expenditures (Stewart, 2023, p. 9). In 2020-21,
the Australian government contributed 46.4% of states’ spending; and approx-
imately half of the sums supplied by the Commonwealth was tied to national
goals, priorities and programs (Australian Treasury, 2022). The size of discre-
tionary transfers relative to non-discretionary transfers therefore provides the
Commonwealth considerable leeway to set the direction of policy priorities
and directions, meanwhile claiming credit for co-financed policy successes
along the way (Fenwick, 2023).



92 FENWICK AND STEWART

2.2 Federal Spending Power

Turning now to federal spending power, under SS81 and 83 of the Constitution,
the federal government must appropriate funds by a law of the Commonwealth
Parliament to be spent ‘for purposes of the Commonwealth’. This is an impor-
tant de jure constraint on Commonwealth spending power. Both major politi-
cal parties — the centre-left Australian Labor Party (ALP) and the conservative
Liberal-National Party Coalition (LNP) — have used Commonwealth expendi-
ture powers under these sections to prioritise national spending during excep-
tional emergency crises. The ALP did so during the global financial crisis, via
the Tax Bonus Act (2009), and more recently the Coalition did so during the
CcovID-19 crisis via the Commonwealth’s Jobkeeper (2020) and Jobseeker
(2020) programs.

As previously outlined, Sg6 of the constitution provides the Commonwealth
with considerable power to control and deliver policy and expenditures across
the federation. This so-called ‘grants power’ affords the centre considerable
sway over the states, being able to ‘grant financial assistance to any State on
such terms and conditions as the Parliament thinks fit. The original purpose
of this section was to protect Tasmania and Western Australia (wA) as weaker
regions, and to quell wa’s secession movement. It also provided a future blank
cheque for the Commonwealth to make ‘tied’ grants to the states (Galligan,
2012, p. 327), including for a range of purposes inside the states’ legal jurisdic-
tion, such as infrastructure, drought relief, national fitness, and state univer-
sities. As Galligan states (2012), VFI was not precluded; indeed, it was there at
the beginning, and after 1942, the federal government’s grants power under Sg6
became the primary mechanism to both finance and equalise the unintended
inequities that often arise in federal systems.

Such extensive federal spending power and centralised taxation power could
lead to stark inequality across the states and exacerbate intergovernmental
tensions. In the Australian case, however, this propensity was historically mit-
igated by three main types of financial assistance from the Commonwealth to
the states under Sg6 of the Constitution: general revenue sharing, special grants
to claimant states based on Commonwealth Grants Commission (CGc) calcu-
lations, and specific purpose payments (for more detail, see Sanders, 2023).

3 Recognition of the Need for Fiscal Redistribution
From the early days of federation, it was clear that the states required different

levels of fiscal support; specifically, the states that were smaller in respect of
population, although not always in respect of geographical size, needed more
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support. In 1926 a referendum was held on the proposal to entrench in the
constitution the principle of awarding federal grants to the states on a per cap-
ita basis, but it failed — possibly because the per capita formula was already
perceived to disadvantage some states (Saunders, 1990). Equally importantly, a
High Court judgment under Sg6 confirmed the ability of the Commonwealth
to impose ‘such terms and conditions’ on grants to the states as it ‘thinks fit’
(Fenna, 2023). By the outset of the Great Depression, three states were receiving
special disadvantage grants from the Commonwealth to cover expenses they
could not: Tasmania, wa, and South Australia (SA). By 1929, the growing fiscal
needs of the states had brought home to the Commonwealth Government the
need for some sort of fiscal uniformity or standardising efforts to equalise the
states within the federation, and it established a Royal Commission into
the Australian Constitution.

There is no doubt that efforts to seek a national solution to federal-state
fiscal relations were further propelled by wa'’s referendum in April 1933, where
nearly two-thirds of voters supported secession, but it nevertheless failed to
be implemented. This referendum occurred under a Nationalist Party Premier,
within the wider context of an ALP Federal Government. In the small states,
talk of secession had been growing out of their fears of industrial and popu-
lation centralisation in the larger states, particularly Nsw and Victoria whose
population shares had grown, from federation to 1931, to 39.2% and 27.5%
respectively, while Tasmania’s fell to 3.5% and sa’s to 8.8% (Sanders, 2023).
Australia’s HFE system and its arms-length agency that recommends how
Commonwealth funds are to be redistributed to the states, therefore, emerged
out of both fiscal and political factors.

31 Development of the HFE and the History of the cGc

The Commonwealth Grants Commission (CGC) was established in 1933 with a
mandate to make recommendations on special grants to the states, the inten-
tion being to enable claimants to achieve financial order equivalent to the other
states. It was created as an independent ‘expert’ agency under Commonwealth
legislation and not by Constitutional amendment. The cGc is an example of
‘rationalising policymaking’: that is, taking an important policy area out of the
hands of politicians and avoiding politicised distributional struggles (Braun,
2006, p. 13). The cGc produced its first three reports between 1935 and 1937,
when the sitting Prime Minister, Joseph Lyons, was also the former Premier
of Tasmania, a fiscally weaker state that had received special grants. Perhaps
Lyons understood better than most government executives why rationalisa-
tion was needed in this policy area. In these early reports, based on states’
submissions, it became clear that Australian HFE would adopt ‘a fiscal needs
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approach’, making it possible for a claimant State ‘by reasonable effort to func-
tion at a standard not appreciably below that of other States’ (Productivity
Commission, 2018). Prior to the establishment of the cGc, special grants, debt
assistance, and payments were made on an ad hoc basis.

When the Commonwealth took over income taxation in Australia dur-
ing the Second World War, the vFI increased, and the capacity of all states —
including the largest, NSw and Victoria — to raise their own revenue to cover
their expenditure needs fell. In the post-war period, while a portion of
payments continued to be made to ‘claimant states’ based on equalisation
calculations made by the cGc, ‘specific-purpose payments’ became a more
important mechanism to financially assist and influence the delivery of ser-
vices and infrastructures in the states. Specific-purpose payments are condi-
tional and reflect the priorities of the federal government. In addition to tied
grants, states were granted a share of united income tax reimbursements and
general financial assistance calculated according to a formula based largely on
population (with adjustments).

A considerable change occurred in the early 1970s. The cGc was re-
established as an independent statutory authority when the Whitlam govern-
ment (ALP) moved it out of the Prime Minister’s portfolio. Financial grants were
to be replaced by income-tax-sharing arrangements, and the Premiers decided
that revenue under this arrangement was to be distributed on the basis of rela-
tivities based on equalisation principles (Productivity Commission, 2018). The
purpose of cGc calculations was to ‘make it possible for a State, by reasonable
effort, to function at a standard not appreciably below the standards of the
other states’ Since 1978, under the States’ Amendment Act, the same funding
source was used to address both vertical and horizontal inequality, and the
cGC recommendations would affect all states, not just those in fiscal need,
making HFE in Australia de facto a zero-sum game. Any efforts to make a state
better off would result in another being worse off. In 1981, the wording was fur-
ther amended to ‘same standards’, representing a principle of full equalisation
that was maintained until 2018.

3.2 The Institutionalisation of HFE: Method and Principles in Practice

It was the application of cGc methods to the larger portion of revenues to
be redistributed (general revenue sharing) from the 1980s that established
the cGc as an institution of fiscal federalism in Australia (Sanders, 2023). The
cGC’s ‘Direct Assessment Method’ entailed that various expenditure disability
and revenue capacity factors could be measured in standardised state budg-
ets and summed to give a total state factor, or relativity, compared to all other
states, thus applying the relativities to all general revenue sharing on a per
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capita basis and financial assistance grants to claimant states to combine the
two categories (Sanders, 2023).While the distribution game between the states
remained zero-sum until 2018, the amount of the pie to be divided between
them decreased from 1985 onwards, because of federal efforts to reduce budget
deficits.

The ability of the states to cover their expenditure needs was further dimin-
ished in 1997 when the High Court declared in Ha v. New South Wales 189 CLR
465 that tobacco franchise fees were ‘duties of excise’ that are within the exclu-
sive power of the Commonwealth (S96). In Ha, the High Court interpreted Sgo
of the Constitution to mean that a ‘duty of excise’ is a tax on the production,
manufacture, distribution, or sale of goods up to the point of consumption. This
case substantially undermined state tax bases and was a critical factor in the
introduction of the Goods and Services Tax (GsT) (value-added tax) to replace
the former Commonwealth wholesale sales tax in 2000 (Twomey, 2008). The
extent of the Commonwealth’s exclusive power over all taxes related to goods
was recently extended even further to the consumption of goods, in the case
of Vanderstock v State of Victoria [2023] HCA 30. In Vanderstock, the High
Court found by a 4:3 majority that Victoria’s electric vehicle charging regime
in the Zero and Low Emission Vehicle Distance-based Charge Act 2021 (Vic)
was unconstitutional, as applied to the ‘consumption’ of the goods being the
electric vehicles and could affect the supply and price of, or demand for, such
vehicles, and was therefore an excise.

The reform that introduced the GST in 2000 also led to the methods and
principles of HFE becoming much clearer and more firmly institutionalised.
The GsT replaced not only the unconstitutional franchise fees, but also many
of the earlier financial assistance grants (Braun, 2006, p. 27). The GST was
enacted as a Commonwealth tax but was to be collected and administered by
the Commonwealth on behalf of the states (who paid an agreed sum for the
administration each year). The entire GsT was distributed to the states and
territories, in the same way as previous Commonwealth grants to the states,
equalised with the help of the cGc. From 2000 until 2018, the Commonwealth
Government had little involvement in this process, aside from the Treasurer’s
implicit support of GST relativities, and regular reviews of HFE methodology
(Productivity Commission, 2018). The GsT did reduce the states’ depend-
ence on annual revenue decisions and improve their fiscal security; it did
not, however, increase their fiscal autonomy, given that approximately half of
Australian government payments to the states remain tied to specific purposes
(Australian Treasury, 2022).

Between 2000 and 2018, the cGc recommended the distribution of the GsT
according to the following principle (Productivity Commission 2018, p. 21):
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State Governments should receive funding from the pool of goods and
services tax revenue such that, after allowing for material factors affect-
ing revenues and expenditures, each would have the fiscal capacity to
provide services and the associated infrastructure at the same standard,
if each made the same effort to raise revenue from its own sources and
operated at the same level of efficiency.

The caGc’s aim of achieving ‘full equalisation’ was guided by four princi-
ples: what the states do collectively; policy neutrality that does not disincentiv-
ise individual state actions; practicality; and contemporaneity. Conceptually,
the cGc formula, which is very complex and comprehensive and covers all
state general government activities, does the following: states with relatively
low fiscal capacities are raised to the average (pre-GsT) fiscal capacity of all
states; all states are then raised to the capacity of the fiscally strongest state
(historically Nsw or Victoria, but wA after 2008-9); any remaining revenue
from the GST pool is distributed to all states on an equity per capita basis
(Productivity Commission, 2018).

However, the calculations of the distribution, because of their complexity,
are well known to entail a time lag. GST equalisation analysis is carried out
each year by the cGc, based on a three-year average level of revenue collec-
tion and service delivery across states, and calculated over the previous three
years. For example, an assessment in 2018-19 would average the result over
the previous three years (2017-18, 2016-17, 2015-16), and the relativity factor
would then be applied for the next year (2019—20) — that is, only in the fourth
year are the relativities updated. Actual expenditures or policies are not rele-
vant, except in so far as they may affect the average against which all states are
judged. The equalisation process pushes states towards the national average
expenditure (neither more nor less). Assume that a hypothetical state decided
to build specialised hospitals in every area of 20,000 people and these health
expenses are calculated by the cGc based on how many sick people there are
in the state, the state would have to fund any spending on a health choice that
was higher than the national average. Applying the average, the GST relativity
is calculated for each state or territory, which is then used to modify the per
capita allocation.

The inherent tensions within the HFE system pre-2018 were based on the
logic that to lift up states with lower-than-average revenue capacity (calculated
tax by tax for every state), other states must be made worse off. As Thomson
(2023) lucidly explains, this means that, in any given year, some states will
have relativities less than one, indicating that they will receive an entitlement
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smaller than their per capita share of the GST pool, while to balance this, other
states will receive more than their per capita share.

The factors that have the biggest impact on differences between states lead-
ing to HFE relativities are mining royalties; land and property sales and taxable
land values; remoteness of the population; the share of Indigenous people in
the population; payrolls of large companies; the existence of big cities; and the
existence of Commonwealth Payments for Specific Purposes (grants). The HFE
determination applies directly only to the GST, but the effect of specific grants
is ‘equalised’ away over time, because most state taxes and other federal grants
are considered in applying the formula. In practice, this is significant because
it depoliticises the impact of specific-purpose grants that are made in agree-
ment between the Commonwealth and the states, lowering the propensity of
these grants to have a punish and reward effort, or to be used as ‘pork-barrel’
politics — a common practice more frequently observed in more competitive
models of federalism such as the USA.

To illustrate, the pre-reform distribution of GST revenues and relativities
for 201718 are shown in Table 4.1. Nsw received 87.67% of its per capita GST
revenue, Victoria 93.24%, while wa received a very low 34.43%. Among the
recipient states, sA received 144% of its per capita allocation and the Northern
Territory (NT) an enormous 466% (the categories of mining royalties, remote-
ness, and Indigenous population are significant here).

4 Political Challenges to HFE: The 2018 Reforms

All federal systems undertaking the territorial redistribution of fiscal resources
by means of equalisation programs designed to resolve horizontal and verti-
cal fiscal imbalances run the risk of generating intergovernmental tensions.
Australia is no exception, even though, compared to other more decentralised
federal systems such as Canada and, more recently, Spain, such intergovern-
mental conflicts remain relatively low (see Lecours and Beland, 2013). The
territorial allocation of resources creates ‘winners’ and ‘losers’ and finding an
equilibrium — both empirically and politically — is no small feat. As explained
above, the cGc is a quasi-autonomous arm’s-length technocratic agency that
recommends to the Commonwealth Treasurer annual GST revenue-sharing
relativities. These recommendations are based on the reported principles and
methodology of the cGc. It is important to note that the cGc does not engage
in the politics of equalisation; its recommendations derive from the terms of
reference set forth by the Commonwealth under its de jure S96 powers and de
facto as a product of intergovernmental financial agreements involving both



FENWICK AND STEWART

98

(o€ *a ‘€zoz ‘LYVMALS) :HDUNOS
(syuexd axeoyyreay pue 1so yroq Surstdwod jood e uo paseq axom 09D 9y} Aq PapPULULIOIAI
Asnoraaid sanianear) AJuo 1so jo Surstdwod [ood e Jo uoneMOTED 5,000 3 199[Ja1 016007 03 1ouid sanIAne[Y "61-810Z 0] I-000T WOIJ IFIAY
1o3png 61-g10Z s[eamuowiio)) ay ur pajussaid se syseoaroy uonemdod a3e)s uo paseq "gToT 10qUII( IE JO Sk djewnsy ,
198png 61-8107 sIfeamuowoy) 9y} ut pajuasaid se s1seda10j [ood L1sO U0 pasegq "ewnNsy
‘(0°101€ *ON "1BD $4V) L10% 29(] ‘so1sne)s orydersowa(q ueleIISNy :921N0§ “L10Z IdqUIAdD( I€ B SY

pOO00T dIUIS

G1L60°G 1220T'T L1891 tooge1 S6€zl 0 20S€0'1 €o16g-0 92106°0 K1ane[ar 9geIany

g

Sog‘c 8eTE1 88P‘c 1889 Gr€€ Y6L Y1 192‘L1 chb‘gr JUSWID[INUD LSO

9¥6‘Ghe €eroeh  Lol‘GeS 6E6‘ObLlT 6E€Ll19c  gritv‘iboS tYLle€S'9g  606cSo'g >uonemdog

Kyanerar

9185zt 0LOQT'T  9O0L9gl'l Lelly Lgelyro tgG6o't  0L9g60 L15Gg'0 189 61-groz

qu$

gcb‘c 99¢‘t Liv‘e v.€9 Ggz'e orT‘Gt 892G 16441 poeA1adar LSO [e10],

9clgte 916Gty  LLgPeS €So0‘gel‘t g9LbgSc  €€0‘Gob6Y 678‘GeE‘9  690‘G16L cuonemdog

Kyanepar

tz099t 96tv61'1  LLlbog1 L66EY 1 149347250 69911 6€2€6 0 clglgo LSO g1-L10T
IN LOV SVL VS vm aio DIA MSN

(81-L10%T) SOWI00INO0 pUE SOMIANE[RI UONNQLUSIP ISD 't ATAVL



HORIZONTAL FISCAL EQUALISATION IN AUSTRALIA 99

the Commonwealth and state governments. In 2018, however, the rules of the
equalisation game were changed in both practice and procedure.

Following receipt of the Productivity Commission report (2018), the
Commonwealth Government amended the Federal Financial Relations Act
and Commonwealth Grants Commission Act to adopt a new equalisation for-
mula, commencing in 202122 (Parliament of the Commonwealth of Australia,
2018a, p. 7 [1.11]). This reform was mainly in response to political pressure from
wa, where the cGcC’s decisions on GST calculations reviewed every three years
were regarded as ‘unacceptable to Western Australians’ (Premier Colin Barnett,
2010, quoted in Zimmermann, 2012). It isnotable that the new approach was not
achieved by an amendment to the Intergovernmental Agreement on Federal
Financial Relations (which would have required unanimous agreement of all
the states and territories); nor does it implement many of the recommenda-
tions in the Productivity Commission report. The Explanatory Memorandum
for the reform explained that the GST distribution system had worked reason-
ably well but ‘the mining boom revealed that it does not function well when
faced with economic shocks’. In essence, questions were being raised in some
wealthier states around the ‘fairness’ of full equalisation. When the new act
was passed in the House of Representatives, on 18 October 2018, the Coalition
Treasurer, Josh Frydenberg, stated (House of Representatives, 2018, No. 10396):

The government has consulted extensively with all states on its proposal
since the release of its interim response [to the Productivity Commission
Inquiry]. But, unlike changes to the rate and the base of the GsT, changes
to the distribution of GST revenue do not require the approval of the states
and territories. It is the Commonwealth’s job to govern for all Australians.

41 The Reform Package

The updated HFE system came into full effect from 2021-22 (Bill 143, 2018),

with the new arrangements were originally intended to apply in full for 2026-

27. The new updated system transitions from full equalisation to ‘reasonable’

equalisation via three steps:

1. The Commonwealth will provide short-term transition payments to
ensure no State or Territory receives less than 70 cents per person per
dollar of GsT revenue and the Government will ensure the NT keeps at
least its 2017-18 share of GST revenue (pre-reform). This is a guarantee
that no state is ‘worse off’ than under the previous system.

2. Under the new system, the States will be equalised to the standard of the
fiscally stronger of Nsw or Victoria from 2021-22 to 2026-27. By 202425,
the floor will be raised to o.75 per person per dollar of GST revenue. In
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addition, the Government will permanently boost the GST revenue pool

by increasing monies sourced from other Commonwealth revenues.
3. By 202627 the transition should be complete with the no worse off’

guarantee effectively ceasing.
The GST pool top-up, therefore, is an external payment in perpetuity, set at
a fixed amount intended to provide a slight increase to the GsT distribution
(eventually making all states better off). It was not intended to alter the zero-
sum logic of the HFE system, whereby to lift up some state, other states must
be made worse off. The transitional ‘no worse off’ payments, however, which
are not to be made in perpetuity (although this is what the states would have
collectively preferred), are being funded externally to the GST pool. This clause
was extended on the 6th of December 2023 to 2029—30 (Australian Treasury
2023). Therefore, this first extension, has already signalled the HFE is transi-
tioning to a positive sum-game — a game that in other federations is known to
generate greater intergovernmental political tensions.

4.2 Structural Challenges to HFE: Territorial Diversity and Variation in
Fiscal Dependence

Prior to the 2018 reform described above, challenges from the states were based
on their structural realities. Since the introduction of the GST in 2000, the GST
pool in any given year is fixed — which creates the parameters of a zero-sum
game. This game leads to challenges between the states, based on accusations
of unfairness over who gets what — not challenges towards the Commonwealth
over the amount of the pool to be distributed. Most of the reasons behind the
CGC calculations that determine why states receive differing GST shares are
not controversial — such as variation in demographic and social circumstances.
Economic circumstances within a particular state, however, such as mining
resources, are controversial. For example, mining royalties provided $14.8 bil-
lion in revenue for the state (and territory) governments in 2018-19, which
accounts for an average contribution of 18% to own-state revenue (Freebairn
and Griffiths, 2023, p. 192). The contribution of royalty revenues to state budg-
ets, however, varies considerably across the states.

Australia has a dominant state problem, whereby its mineral base is con-
centrated in a few states (Qld, sa, wa). Why is this a problem? In 2018, for
example, the royalty rates for iron ore, bauxite, and onshore oil and gas were
higher than for other minerals such as copper and nickel. This means, under
the pre-2018 HFE assessment rules, that states which increase the production
of those higher-value minerals (not including offshore oil and gas-LNG) can
lose more in GST revenue than they raise in royalty revenue (CGc, 2018). Across
the states, the share in the value of production of these major minerals also
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TABLE 4.2 Share of value of production (2016-17) (in %)

Group Nsw Vic Qld wa sa Tas aAct NT Total
Major 15.7 0.4 30.6 51.5 1.0 0.4 0.0 0.4 100
Minerals®

Other 11.5 3.4 152 49.1 10.0 2.7 0.0 8.2 100
Minerals

SOURCE: (CGC, 2018, P. 6). “MAJOR MINERALS ARE IRON ORE, BAUXITE, AND ONSHORE OIL
AND GAS

varies considerably. This means that the HFE revenue assessments can oper-
ate as a performance disincentive in these valuable national areas of revenue
production (see Table 4.2). Moreover, this effect — which is considered by states
such as wa as ‘unfair’ — contravenes the cGc’s principle of ‘policy neutrality’

In 2015, all the Premiers of the States and Territories, except for wa, collec-
tively wrote to the Treasurer (Coalition) arguing against any potential special
treatment of WA to offset its growing economic volatility caused by declining
iron ore prices (Letter to Hon. J. B. Hockey, 16 April 2015). From its own per-
spective, however, wa argued that the fact its per capita relativity fell in 2015 to
less than 30 cent per dollar of GST was ‘unfair’ (see Table 4.3).

To offset the potential intergovernmental tensions generated by the 2018
GST deal for wa, the Commonwealth offered, as it had done previously in
2000 with the introduction of the GsT, its so-called compensatory ‘worse-off’

TABLE 4.3  Per capita relativities across the states and territories (2010-2020)

NSW Vic ACT Tas SA Qld WA NT

*R2010 0.95205 0.93995
*U2012 0.95312 0.92106

R2015 0.94737 0.89254
U2018 0.85517 0.98670
R2020 0.91808 0.95992

1.15295
1.19757
1.10012

1.18070
1.15112

1.62091 1.28497
1.58088 1.28472
1.81906 1.35883
1.76706 1.47727
1.89742 1.35765

0.91322 0.68298 5.07383
0.98477 0.55105 5.52818
1.12753 0.29999 5.57053
1.09584 0.47287 4.25816
1.04907 0.44970 4.76893

Notes: *U refers to cGc “updates” whereas *R refers to cGC reviews

SOURCE: (SANDERS, 2023)
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payments. This frequently used mechanism in Australian fiscal federalism in
practice buys the acquiescence of the states to fiscal reform. It was well under-
stood, however, by executives at all levels of government that agreed to the new
HFE rules, that the efficiency of the new system would be dependent on wa'’s
relativity. If, for example, wa’s assessed relativity is consistently lower than the
guaranteed floor, the new system disadvantages the other states — particularly
when the ‘no worse-off’ guarantee ceases in 2030. Because of the rebound of
iron ore prices in 2017, WA’s iron ore royalties, relative wage levels and popu-
lation growth have resulted in precisely this scenario. wa’s ‘assessed relativity’
(which means under the old HFE system) in 2022 was 0.15784 — well below its
guaranteed floor of 0.70 (CGC 2022; see Table 4.4 below).

4.3 Fiscal Challenges to HFE: No-Worse-Off Guarantees
The Australian Treasury explained (Parliament of the Commonwealth of
Australia, 2018a) that, under the new HFE reform bill, short-term transition
payments would be made during the first three years, 2019—22, and that by
2022-23, the floor guarantee would be implemented, but that no jurisdiction’s
‘assessed’ relativity was expected to fall below o.70. It estimated, when the
reforms were legislated in 2018, that the additional funding required to support
the transition would cost the Commonwealth nearly $9 billion over ten years.
However, because wa’s assessed relativity did fall well below 0.7 in 202223 (see
Table 4.4), the additional funding required was well above the 2018 estimates.
In federal budget paper no. 3 (Australian Treasury, 2022), the government
estimated the transition payments at $15.7 billion. The GsT pool top-up of $4
billion dollars alone could not guarantee that the states were not worse off
than they were under the previous HFE system, in 2022—23, when the GsT
relativity floor of o.70 operated from within the GsT pool. Thus, as wa and
the NT would receive an increased share of the GST pool in 2022—23, all the
other states would receive less, thereby triggering no-worse-off payments by
the Commonwealth. Under the new system, wa is now assessed to have rev-
enue per capita greater than its assessed expenditure per capita, and all the
other states are assessed to have slightly less assessed revenue than assessed
expenditure (CGC 2022, p. 19) — this is why the new HFE system that redistrib-
utes Australia’s untied grants is now considered to equate to ‘partial equali-
sation’ and not full.! This raises key questions as to the efficiency of partial

1 General revenue assistance as discussed herein — as delivered through the distribution of GsT
revenues — is only part of the fiscal relationship between the Commonwealth and the States
(for more detail, see Thomson, 2023).
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TABLE 4.4 Assessed relativities (old system) to GST relativities (2022—23)

Assessed Standard Blended GST
relativities state relativities relativities
relativities

NSW 1.01373 0.93448 0.98742 0.95065
Vic 0.92170 0.84245 0.89538 0.85861
Qld 1.09684 1.01758 1.07053 1.03377
WA 0.15784 0.84245 0.38608 0.70000
SA 1.34715 1.26790 1.32087 1.28411
Tas 1.91658 1.83733 1.89037 1.85360
ACT 1.15556 1.07631 1.12927 1.09250
NT 4.93255 4.85329 4.90665 4.86988

SOURCE: (CGC, 2022, COMMISSION CALCULATIONS, P. 20)

compared to full equalisation, as well as issues over fiscal sustainability of the
new system, given that the no-worse-off payments are covered by external
Commonwealth funds.

The standard state relativities reflect what the system was supposed to look
like in 2026-27, when the transition was to be completed, and all states were
to be raised to the ‘standard state’, which in this case is Victoria. If the GST pool
by 2030 now is ‘fixed — that is, no more no-worse-off payments are made, and
thus the equalisation game returns to being zero-sum — states fiscally stronger
than the standard state are winners, and all other states are losers. Without the
no-worse-off payments in 2022—23, Victoria is the biggest loser under the new
rules. With the floor now in place, wa will receive $3.7 billion dollars of GsT
more than it did in the previous year.

As can be seen in Table 4.5, in 2022—23 all the states except for wa will
receive a no-worse-off payment external to the GST pool, equivalent to the
amount reflected in the difference between the old system offset by the per-
petual GST top-ups, and the new HFE system. It should be noted that none of
the changes to the distribution of the GST to the states in 2022—23 was related
to the covip-19 pandemic. The Treasurer has the discretion to exclude some
Commonwealth payments from the cGc assessments. Therefore, even though
the covip-19 pandemic affected states’ revenue raising and expenditures,
Commonwealth-funded payments made to the states attached to national
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TABLE 4.5 Impact of 2018 legislated arrangements on the distribution of the GsT pool (excludes no-
worse-off payments) (2022—23)

Nsw  Vic Qld wa SA Tas Act NT Total
$m  $m $m  $m $fm $m $m $m $m
Estimated 23.218 17.167 16.384 5.682 6.865 3.035 1.421 3.644 77.416
GST pool
distribution

Distribution = 24.565 18.285 17.248 1.271  7.145 3.113 1.492 3.662 76.780
under

previous

arrangements

Difference -1.347 -1.117 -863 4.410 -281 -79 -70 -18 636

SOURCE: (CGC, 2022, COMMISSION CALCULATIONS, P. 44)

response initiatives were not included as revenue by the cGc in assessing how
much GST a state requires.

4.4 Future Political Challenges to the No-Worse-Off Payments: Policy
Feedbacks

It is well established that policies create feedback effects over time that affect
future policy adjustments, wholesale reforms, and/or termination (Beland,
2010, inter alia). As Pierson’s (1993) seminal work established, the main mech-
anism that produces these feedbacks is, quite simply, politics. Policies both
create and change politics, and the Treasury Laws Amendment Bill (2018) is no
exception. As Australia’s HFE system transitions from full to partial equalisa-
tion, indeed, it has created new intergovernmental politics over the territorial
distribution of resources and new Intergovernmental Relations tensions that
amount to more than ‘low level state grumblings’ (Lecours and Beland 2013).
The new partial equalisation system was legislated to include two future dated
federal reviews: the 2025 cGc methodology review, and a 2026 inquiry by the
Productivity Commission into its efficiency. As we noted in the previous sec-
tion, however, the dominant-state problem and the unprecedented surge in
iron ore prices, followed consequentially by the blowout to the fiscal cost of
the no-worse-off payments, are already calling into question the updated sys-
tem’s longer-term fiscal sustainability and ‘efficiency’ The new financial split
between resource-endowed states versus those not reaping the rewards of the
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mining boom also calls into question the ‘equity’ of the HFE — a longstanding
norm in Australian fiscal federalism. Only two states are currently clear win-
ners, first wa, and now Queensland.

According to modelling scenarios conducted by the states themselves, most
of them had expected to remain worse off under the new HFE system when
the guaranteed payments had originally been set to expire in 2026—27 (see
Tasmania State Government, 2021; Victoria State Government, 2022). In con-
trast to full equalisation, a system of ‘partial’ equalisation is designed to gener-
ate a certain degree of horizontal inequity. Whether or not this is accepted is
often a societal question unique to each federation — according to Beland and
Lecours (2014), for example, both societal factors, such as the degree of support
for social citizenship, and institutional factors, such as any threat to national
and territorial unity, come into play. For Beland and Lecours (2014), Australia’s
equalisation programme is associated with an egalitarian creed even bolder
than that stated in the 1982 Canadian constitution.

In the post-2018 Australian context, with a revenue floor now locked in and
the current Labor government assuring Western Australians that ‘it will be
preserved’ (West Australian, 2023), it remains to be seen if these new changes
will undermine the egalitarian ethos of Australia’s HFE. If the revenue floor is
indeed maintained, the question remaining is what future reform options are
feasible to prevent an Australia fiscally divided between resource-rich states
and the populous and increasingly highly indebted states such as Victoria and
sA. Although state-level public-sector debt in Australia is currently fiscally sus-
tainable, since 2009 it has increased unevenly (Fenwick, 2023). In 2020—21, for
example, the NT had the highest ratio of state net debt to Gsp of 20.4%, fol-
lowed by Victoria at 13.5%, and sA at 10.5% (ABs, Customised Report, 2022).

The Premiers clearly asserted to the Senate Standing Committee on
Economics in November 2018 that the states would prefer an in-perpetuity
guarantee, noting that the current guarantee was to effectively cease in 2026—
27 (Parliament of Australia, 2018b), but has since been extended to 2029—30
(Australian Treasury, 2023). All states (except wa, Tasmania, and the NT) had
a net deficit operating balance in 2021-22 (Fenwick 2023); in 2023 Queensland
achieved a record budget surplus of $12 billion, thanks to increasing coal roy-
alties (Queensland Treasury, 2023). As the Premier of sa succinctly put it,
therefore, ‘extending the top-up payments would appease his state’s concerns’
(Peter Malinauskas, quoted in the West Australian, 2023).

With political pressure from the Premiers, extending the no-worse off guar-
antees was the only feasible solution in 2023. The commitment by the Treasury
Laws Amendment (2018) to the Federal Financial Relations Act 2009 to ‘guar-
antee that each State and Territory will get funding equal to the better of the
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current distribution system or the update distribution during the transition
period’ and to ‘permanently boost the GsT pool with additional Commonwealth
assistance’ implies, at least to the states, opening the door, both de facto and
de jure, to a positive-sum fiscal game. This is because, first, making wa better
off, did not, at least until 20, make the other states and territories worse off
and, second, the HFE reforms of 2018 changed the rules of the game because
the GST pool is no longer finite — that is, financed exclusively from annual GsT
revenues. While this is certainly a new direction in the politics of equalisation
in Australia, other alternatives exist. For example, Stewart (2023) suggests that
equalisation could apply to 50% of income tax and 50% of GsT which would
expand the pool considerably and shift funding from ‘tied’ to ‘untied’ grants.

The other feasible option, according to the CGG, is to revert to the old sys-
tem of ‘full’ equalisation (Interview, 2023).2 This would seem unlikely, how-
ever, given the cost and efforts undertaken to transform the older system into
one of ‘reasonable’ equalisation, to avoid charges of ‘unfairness’. Moreover, in
2023, all the states and territories, bar Tasmania, are politically aligned with
the Commonwealth government, enhancing the prospects of negotiation and
compromise. Nevertheless, restoring the old system remains, legally at least, a
possibility, as the Treasurer has full discretion to set the terms of reference that
the cGc must follow.

5 Conclusions

The goal of this chapter is to outline the key defining characteristics of fiscal
federalism in Australia, highlight recent reforms, and frame future challenges.
Even though Australia has one of the most dramatic vertical fiscal imbalances
among federal systems globally, it also has one of the most egalitarian systems
of fiscal equalisation. There are many examples throughout the federation’s
history, of constituent units (states and territories), voluntarily, or through var-
ious types of transactional negotiations, delegating their revenue powers to
the Commonwealth. Over time this has consequently produced an even more
fiscally centralised federation. These federal bargains were often based on
promises of more predictable revenue flows during times of fiscal turbulence,
such as the world wars, the Great Depression, and more recent recessions.

2 In person interview by Fenwick with Anonymous Senior Consultant, cGc, 4th of April 2023,
Canberra.
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Following the introduction of the GST in Australia in 2000, the HFE sys-
tem and the agency that oversees its implementation, the cGc, were both
firmly institutionalised with a consistent methodology and policy intention: to
achieve ‘full equalisation’. Yet although it is agreed that Australia’s HFE has
never generated high levels of intergovernmental conflict, territorial diver-
sity (the dominant-state problem), and the variation in fiscal dependence on
Commonwealth transfers, led to structural challenges to the HFE system. The
2018 reform package, transforming its purpose from ‘full'to ‘partial’ equalisa-
tion, was an attempt to meet these challenges.

Two main unintended policy-feedback effects that will affect future reforms
and policy developments can be observed as a result of the HFE updates: clear
fiscal divisions between the resource-rich states of wa and Queensland and
the larger indebted south-eastern states of Nsw and Victoria; and the signal
from the Commonwealth that the rules of the game have transformed from
zero-sum to positive-sum. The former leads to the sort of territorial inequal-
ity that has not been seen in Australia since the early days of federation —
there are clear winners and losers. Regardless of partisanship, therefore, the
states aligned to press the Commonwealth to continue their ‘no-worse-off
guarantees’ until 2029—30 — this is a clear indication of a critical juncture in
Commonwealth—state fiscal relations.

The second unintended policy effect of the updated HFE system is that it has
opened the door to a positive-sum game whereby the Commonwealth must
keep using revenues generated externally to the GST to compensate the losing
states. This in turn is known as a ‘lock-in effect) a key mechanism that explains
how policy choices affect politics, and how those politics constrain future pol-
icy developments (see Beland 2010). Stated briefly, the Commonwealth’s guar-
antee to every state of a revenue floor of 75 cents to every dollar contributed,
regardless of its revenue-raising capacity, offset by temporarily compensating
the other states for any revenue loss, greatly increases the cost of either revert-
ing or adopting once-possible alternatives. Only time will tell what will occur
in 2029—30 when the no-worse-off guarantees cease, but a return to full equal-
isation is unlikely.
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1 Introduction

Equalisation policy is a central and contentious aspect of fiscal federalism in
Canada (Lecours et al., 2023). This chapter analyses the political economy of
equalisation in Canada and is divided into three main sections. The first sec-
tion discusses the structure of the equalisation and transfer programs to high-
light their main goals, formulas, and results, while considering their current
problems. To do so, it presents the historical evolution of the program and of
the level of transfers achieved by each of the three major transfer programs
over time. We contend that we cannot understand the political, distributive
and, economic dimensions of equalisation in Canada without also referring to
the Canada Health Transfer (CHT) and the Canada Social Transfer (¢sT) and
therefore, we broaden our analysis to these two major federal intergovernmen-
tal transfers.

The second section builds on our previous research on the politics of equal-
isation and intergovernmental transfers (Borwein et al., 2023; Jacques, 2024;
Jacques et al., 2021a; Jacques & Graefe, 2023; Lecours & Béland, 2010) and
analyses public opinion about these issues by relying on representative sur-
veys of the Canadian population conducted annually from 2019 to 2023. We
demonstrate that support for equalisation is generally well entrenched in pub-
lic opinion, but we reveal important divisions based on ideology, place-based
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resentment, and identity within richer provinces. Intergovernmental transfers,
in contrast to equalisation, are significantly more consensual among different
segments of the public and across provinces. The third section concludes the
chapter by discussing the limits of the equalisation and intergovernmental
transfer systems as evidenced by the covip-19 crisis and the future challenges
related to an aging population.

2 The Structure of the Program and Historical Landmarks

2.1 Goals of Equalisation and of Transfers

The objective of the federal equalisation program is to reduce horizontal fiscal
disparities among the 10 provinces “to ensure that provincial governments have
sufficient revenues to provide reasonably comparable levels of public services
at reasonably comparable levels of taxation.” (Subsection 36(2), Constitution
Act, 1982) In contrasts to CHT and the cST payments, federal equalisation pay-
ments do not have any strings attached, a situation that preserves the auton-
omy of receiving provinces, who are entitled to equalisation when they fall
under a national average of provincial fiscal capacity calculated through a
formula based on the Representative Tax System. In contrast to equalisation
programs in other federal countries, Canada’s equalisation program only cal-
culates transfers based on fiscal capacity, which means that expenditure needs
are not taken into consideration (Béland et al., 2017).

The cHT and the ¢ST are block grants that allocate payments to the prov-
inces on a per capita basis to fulfil their responsibilities in specific policy areas.
In contrast to equalisation, which only makes payments to provinces whose
fiscal capacity falls under a national average, these two transfers target all
the provinces but also to the three territories (Northwest Territory, Nunavut,
and Yukon). The CHT and csT exist because, while the provinces and territo-
ries have major health care and social policy responsibilities within Canada’s
highly decentralised welfare state, the federal government has more fiscal
capacity, which creates the need for a federal fiscal contribution. Although
the two transfers are conditional, their infringement on provincial autonomy
is quite limited in nature, as the principles the jurisdictions have to follow to
receive full funding are very broad and not always strongly enforced by the
federal government. This is especially clear regarding the CHT, which is tied to
the 1984 Canada Health Act and its five principles: public administration, com-
prehensiveness, universality, portability, and accessibility. The federal govern-
ment can withdraw a fraction of the transfer if provinces do not respect one
of these principles, but in practice, provinces have been able to allow for some
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degree of private delivery and funding of health care services without seeing
their transfers withdrawn. Although all the provinces and territories receive
cHT and cST money from the federal government on a per capita basis, there is
some implicit redistribution involved because richer provinces with a stronger
tax base contribute more to the federal budget than poorer provinces (Béland
etal., 2017).

2.2 Historical Evolution

The federal equalisation program was created in 1957. Fiscal federalism in
Canada changed during World War 11 as the federal government ‘rented’ tax
space from the provinces in order to maximise its fiscal capacity to contrib-
ute to the war effort. These ‘tax rentals’ survived the end of the war in most
provinces, but Québec refused to renew this agreement, choosing instead to
impose its own corporate and personal income tax for financing its activities.
Breaking the fiscal isolation of Québec was a key motivation for the creation of
the fiscal equalisation program along with the broader objective of achieving
consistent financing for provinces with weaker fiscal capacity.

Equalisation underwent several different types of changes since its creation.
The first involves the type of tax revenues included in the formula. Originally,
there were only three (personal income tax, corporate tax, and succession
duties), but this number increased steadily, reaching 33 in the 1980s. This
increase was a major contributor to the mounting complexity of the program,
and the number of tax bases was eventually streamlined to five: personal
income tax, corporate tax, sales tax, property tax, and natural resource rev-
enue. The second features the number of provinces whose fiscal capacity is
considered to establish an ‘equalisation standard’ (roughly corresponding to
the average fiscal capacity). This number was originally two but is currently
ten (and it has also been five between 1982 and 2007, when the objective was
to reduce the overall equalisation cost by excluding Alberta and its high, oil
revenue-derived, fiscal capacity from the formula). The third type of change
involved natural resources, a controversial question in Canada since prov-
inces that produce oil and gas (most importantly Alberta) want these reve-
nues shielded from the equalisation formula. To make a compromise with
oil-producing provinces, only 50% of the revenues from natural resources
are included into the calculation of provincial fiscal capacity, although there
has been full inclusion of these revenues in the past. Importantly, there is a
‘cap’ that stops equalisation payment before they bring the fiscal capacity of a
receiving province above that of a non-receiving province.

The principle of making equalisation payments (rather than the equalisa-
tion program itself) was enshrined in the Constitution Act, 1982, which gives it
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not only protection against dismantlement but also great legitimacy. Reflective
of such legitimacy and of the notion of equalisation as the glue that holds
the federation together is the fact that that program essentially escaped all
of Canada’s periods of austerity and cutback. As Figure 5.1 shows, equalisa-
tion payments as a proportion of GDP have been relatively constant overtime,
despite declining from the mid 1990s to the early 2000s, from about 1% of GDP
to about 0.65%.

Figure 5.1 also reveals that equalisation payments have contributed to a sig-
nificant part of the budget of Manitoba, New Brunswick, Nova Scotia, Prince
Edward Island (regrouped together in the small recipient category), and, to a
slightly lesser degree, of Québec. These payments were an extremely impor-
tant contributor to the budget of Newfoundland and Labrador until oil rev-
enues strongly kick in by the early 2010s while they also made a difference
for Saskatchewan, albeit more sporadically, for decades until about the same
period. Ontario has almost never received equalisation payments (and when
it has, they have been very small). Alberta is the outlier, not having been a
recipient province since the early 1960. Therefore, on the face of it, there are
good reasons for support for the equalisation program to be strong as most
provinces benefited from it at some point.

Equalisation became particularly salient politically in the early 2000s,
when pressure from recipient provinces to boost the program arose, as equal-
isation payments were decreasing and the federal government was running
large budget surpluses, achieved partly by significantly reducing federal trans-
fers in the mid-1990s. A particularly contentious issue at the time, which is
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controversial to this day, was the status of non-renewable natural resources
in the calculation of provincial fiscal capacity (Lecours & Béland, 2010). The
minority Martin government (2004—2006), whose political weakness forced it
to agree to some provincial demands to stay in power, enacted a new frame-
work for equalisation but this framework caused even more discontent. In
this context, the Liberal Party of Canada (LPc) government led by Paul Martin
appointed an Expert Panel on Equalisation and Territorial Formula Financing,
which issued its report in May 2006, months after the Conservatives party of
Canada (cpc) of Stephen Harper had formed a minority government. Although
the panel was launched by a Liberal Prime Minister, his Conservative suc-
cessor implemented most of the panel’s suggestions in his own equalisation
reform, which proved very contentious in provinces such as Saskatchewan,
Newfoundland and Labrador. Another source of political tension over equal-
isation occurred in aftermath of the 2008 financial crisis, when Ontario qual-
ified for equalisation payments for the first time in history, a situation that
pushed the Harper government to implement new measures to further control
the program’s spending (Béland et al., 2017).

Regarding the other main intergovernmental transfers excluding equalisa-
tion, they grew from 1.6% of GDP in the late 1950s to 3.4% in 1976. This growth
corresponds to the creation of a universal health care system, financed by a
cost-sharing program between the provinces and the federal government, as
well as the introduction of the Canada Assistance Plan and the growth in fed-
eral transfer costs for higher education. Transfer costs were reduced when the
federal government moved in 1977 from a system of cost-shared programs to
a system of essentially unconditional block funding. The federal government
felt that cost-sharing programs encouraged the provinces to overspend, since
half of the expenses incurred by these programs would be borne by the fed-
eral government, and therefore in part by the taxpayers of the other provinces.
Moreover, the federal Department of Finance, seeking to reduce the budget
deficit, wanted to avoid having its spending determined in part by another
order of government, and preferred to be able to determine its transfer spend-
ing on a discretionary basis (Simeon, 1982).

Transfers were reduced during the large fiscal austerity period of the 1990s
from 2.7% of GDP in 1994 to 1.8% in 2002. Paul Martin’s Liberal Party of Canada
(LpC) government implemented a significant increase of health care trans-
fers in 2003—2004. This represents an increase in the Canada Health Transfer
(cHT) of $41.3 billion over 10 years, on top of the $36.8 billion increase over
five years negotiated in 2003, so that the cHT will grow by 6% per year for a
decade (Fierlbeck & Palley, 2015). This rare increase in transfers followed the
budget surpluses generated by the transfer cut itself. The Conservative Party
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of Canada came to power in 2006, and as soon as it obtained its only parlia-
mentary majority, the Harper government announced in 2011-12 that the cHT
would grow by only 3% per year from 2017 onwards (Fierlbeck & Palley, 2015).
The Trudeau government renewed the health transfer imposed by the Harper
government in 2017, and increased the CHT modestly in 2023. As such, non-
equalisation transfers have been maintained between 2.5% to 3% of GDP since
2004, except from a temporary increase as a response to the covib-19 pan-
demic (Jacques, 2024).

2.3 Results

Equalisation can be considered as a policy success in the sense that it increases
equality in fiscal capacity (and therefore potential ability to fund public ser-
vices) among the 10 provinces while respecting provincial autonomy, two
objectives often portrayed as incompatible with one another. Importantly,
some receiving provinces are more dependent on equalisation payments than
others. For instance, equalisation payments represent 10% of total public reve-
nues in Quebec, 14% in Manitoba, 16% in Nova Scotia, and around 20% in both
Prince Edward Island (PEI) and New Brunswick. Simultaneously, equalisation
does not fully equalise fiscal capacity among provinces, which means that,
after equalisation, the fiscal capacity of every province is not the same. Indeed,
provinces with high fiscal capacity, such as Alberta, retain their superior fiscal
capacity rather than being brought down to an average (Béland et al., 2017).

2.4 Current Issues of the Equalisation and Transfer Systems

The Canadian equalisation system and the system of transfers work generally
well. Still, there is potential for the politicisation of equalisation because it is
managed exclusively by the federal government, and such politicisation can
then poison intergovernmental relations for a time, provinces find it difficult
to forecast equalisation payments, which complicates their budgeting, and the
transfers are weakly responsive to program costs.

The Canadian equalisation system, and indeed the whole system of trans-
fer, is ultimately the responsibility of the federal government. The federal gov-
ernment may, and most often does, consult the provinces on all the transfers,
but it remains the ultimate decision-maker. On equalisation, this model of
executive discretion stands in sharp contrast to an arm’s length governance
model, such as exists in Australia, where decision-making rests with a group of
experts. Executive discretion on equalisation presents the advantage of show-
ing clear lines of democratic accountability but its management by an execu-
tive whose members are elected as Members of Parliament means that politics
may be seen, in reality or perception, as shaping some aspects of the program.
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Because there exists a ceiling on the total equalisation pool, as it is tied with
GDP growth, equalisation is a zero-sum game: if a province receives larger
payment, others receive smaller ones. Equalisation payments may decline
because of a situation (e.g., the fluctuation of oil prices) that is completely
out of the control of any government in the federation. All of these dynamics
generate significant variation in equalisation payments over time for recipient
provinces, which makes it particularly difficult to forecast equalisation pay-
ments. This can have a large effect on overall budget forecasts, especially for
smaller and poorer provinces whose budgets dependent on a large proportion
on equalisation payments (Joanis, 2023).

The main issue with the CHT and the ¢ST is that the total amount of trans-
fers is stagnant as a proportion of GDP while public expenditures in health
care, the costliest provincial social program, are growing faster than GDP
growth, as shown by Figure 5.2 below. Hence, because the federal govern-
ment sets the growth of health care transfers at a lower level than the average
growth of health care costs, the proportion of health care expenditures funded
by the federal government decreases over time. This puts a significant fiscal
pressure on provinces that are allocating a growing share of their expenditures
to health care, to the detriment of other public programs (Jacques, 2020). As
argued elsewhere (Jacques, 2024), the federal government has few political
incentives to increase transfer levels. If the federal government increases the
two major, virtually unconditional, transfers, provincial governments would
be the ones benefiting electorally from presumably better public services.
However, to increase transfers to provinces, the federal government must raise
taxes, increase deficits, or cut its own programs, which may decrease the gov-
ernment’s popularity. Voters are likely to punish the federal government for
the visible costs of financing these transfers while they are much less likely to
not reward it for a complex and invisible increase in transfers to the provinces.
Hence, the Canadian federation is characterised by a low-transfer equilibrium,
which puts significant pressure on the funding of social policies. We come
back to this issue in the last section of this chapter.

3 The Politics of Equalisation

As we have noted elsewhere, four main factors underlie the occasional polit-
icisation of the equalisation program (Béland et al., 2017; Lecours & Béland,
2010). First, non-renewable natural resources are a provincial jurisdiction and
concentrated in certain provinces. Not only are oil and gas an major factor
behind Alberta’s and Saskatchewan’s wealth, but they are also tied to their
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political identity. Hence, in these provinces, equalisation is typically consid-
ered as an illegitimate grab on these provinces’ oil wealth. The calculation of
non-renewable natural resource revenues in provinces’ fiscal capacity in the
determination of the equalisation formula remains a thorny political issue,
which means that the political compromise of 50% inclusion has remained
in place for the last 15 years and probably will not be changed any time soon.
Moreover, while revenues generated by non-renewable resources depend on
the fluctuation of commodity prices on international markets, provinces (such
as Quebec) that rely on renewable energy like hydroelectricity, can sell such
energy to their population at a low price, which artificially reduces their fis-
cal capacity and therefore increases their equalisation payments (Lecous &
Béland, 2010). This issue of revenues from hydroelectricity and fiscal capacity
is, of course, often raised by oil and gas-producing provinces, and it promises
to become even more serious as various energy sources other than oil and gas
become more widely used.

Second, the governance of equalisation falls exclusively on the federal gov-
ernment. As we explained earlier, there was a period of time in Canadian poli-
tics, in the mid-2000s, when the parameters of the equalisation program were
in flux and when provinces were jockeying for a reformed program that would
favour them.
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Third, provincial Premiers benefit from the political strength of the prov-
inces in a federal system characterised by decentralisation and resilient cen-
trifugal forces. As such, Premiers assume that they will be supported by their
population if they contest federal changes to the program that are perceived
as hurting their province’s interests. Moreover, equalisation is often used as a
scapegoat to deflect attention from Premiers’ own policy decisions.

Fourth, the potential for the politicisation of equalisation is related to
Quebec’s status in the federation. The mere presence of it symbolises the fis-
cal benefits for Québec of remaining part of the federation, and the prospect
of losing equalisation payments has been one of the main arguments of the
“No” side during the 1980 and 1995 referendums on independence (Béland &
Lecours, 2014). Politicians and pundits often highlight that Quebec is the main
beneficiary of equalisation because it receives the largest amount of equal-
isation payments, although per capita payments are significantly lower in
Quebec (about 8.5 million inhabitants) than in most other, smaller and poorer
recipient provinces (less than 2 million in total in the three Maritime prov-
inces, about 1.4 million in Manitoba). Quebec’s original (and expensive) social
programs (for example, 10$ per day daycare, drug insurance, and the lowest
university tuition in the country) raise eyebrows amongst the conservative
political leadership of Alberta and Saskatchewan, who tends to spread the false
notion that equalisation is a direct transfer from richer provinces to poorer
provinces rather than a federal program (Lecours & Béland, 2010).

The 2021 referendum on equalisation in Alberta is a good example of
the politicisation of equalisation. The proponents of the “Yes” side wanted
to remove the principle of equalisation from the Constitution, arguing that
equalisation takes away Alberta’s wealth, even when the province is facing a
more significant economic downturn than the rest of the country. The referen-
dum was framed as a political weapon against the federal government, but also
against Quebec, which benefits from equalisation while opposing pipeline pro-
jects deemed crucial to Alberta’s economy. The Alberta referendum on equali-
sation, which the “Yes” side won, cannot lead to the elimination of the program
because Alberta cannot unilaterally remove the equalisation principle from
the 1982Constitution Act. Still, by focusing on this symbol, then Alberta pre-
mier Jason Kenney was seeking to deflect attention from his own policy deci-
sions during the coviD-19 pandemic, which were particularly unpopular, and
to blame the federal government and other provinces, particularly Quebec, for
Alberta’s economic woes (Jacques et al., 2021a).
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3.1 Presentation of the Public Opinion Data

The next section presents a detailed analysis of public opinion on equalisa-
tion and the two major intergovernmental transfers to highlight the drivers of
political divisions and agreements about these programs. To do so, we rely on
five waves of the Confederation of Tomorrow surveys conducted in Canada in
January and February of each year from 2019 to 2023 by the firm Environics.
These cross-sectional surveys concern issues related to federalism in general,
while asking several specific questions on equalisation and on intergovern-
mental transfers. We use three different questions as dependent variables. The
first asks about general support for the equalisation program and is available in
the five surveys. In this question, equalisation is described as a federal program
transferring money to poorer provinces in order to ensure that Canadians
living in every province have access to similar levels of public services. The
answer choices range from a 4 category Likert scale from strongly support to
strongly oppose. The second question, available in 2020 and 2022, asks if the
respondents want the program to become more generous (coded 1), less gener-
ous (—1), or to stay the same (0).

Our third dependent variable measures support for transfer levels, a ques-
tion that was asked only in the 2022 survey. We told respondents that the
federal government transfers money to the provinces to pay for health-care
services (hat most important social programs in Canada are delivered by pro-
vincial and territorial governments), and that the costs of public health care are
expected to rise because of new treatments and medications. We then asked
respondents whether the amount of money the federal government transfers
to the provinces for health care should increase, decrease, or stay the same.
Obviously, support for additional transfers would be very high if respondent
were not reminded of the costs of this policy. We presented respondents with
three different options to mirror fiscal trade-offs encountered by policymakers,
each presented randomly to a third of survey participants. We reminded one
third of respondents that higher transfers could lead to tax increases, another
the third that higher transfers could lead to a higher federal deficit, while the
final third of respondents was asked about their preferences regarding trans-
fers without referring to their costs (for more detail about this survey experi-
mental question see Borwein et al., 2023).

In Figure 5.3, we present the distribution of our three main dependent vari-
ables across three groups of provinces: non-recipient provinces of equalisation
(Ontario, Saskatchewan, Alberta, and British Columbia), recipient provinces
(the four Atlantic provinces and Manitoba) and Quebec. Non-recipient prov-
inces do not receive equalisation payments and maintained a positive fiscal
balance in the 2010s. A positive fiscal balance entails that provincial residents



120 JACQUES ET AL.

pay on average more federal taxes than they receive federal expenditures,
including transfers (Tombe, 2018).! Recipient provinces receive equalisation
payments and maintain a negative fiscal balance during this decade, mean-
ing that they receive more expenditures from the federal government than
what they pay.?2 Quebec is a recipient province for equalisation, but its fiscal
balance is closer to zero than the other recipient provinces because the it is
significantly more dynamic economically than the smaller recipients. Also,
because Québec is characterised by the presence of sub-state nationalism and,
therefore, it has a significantly higher support for decentralisation and even for
political independence (Chassé et al.,, 2024), the politics of federalism are so
different in there that it is pertinent to analyse Québec separately.

Figure 5.3 reveals that the equalisation program remains popular across
the country, with 90% of respondents in recipient provinces and in Quebec
strongly or somewhat supporting the program.® Even in non-recipient prov-
inces, support for equalisation reaches 74% of respondents. However, almost
two thirds of respondents in recipient provinces prefer an increase of equali-
sation payments whereas this option is favoured by only one third of respond-
ents in non-recipient provinces. Higher transfers gather significant support
everywhere but remain lower in non-recipient provinces. Only around 6% of
respondents prefer lower transfers and the status quo gathers support of about
30% of respondents (not shown).

To analyse the politics of equalisation and transfers, we are focus on three
main independent variables: ideology, resentment and identity, which we
interact with provincial income. To measure ideology, we rely on federal vote
choice and on preferences regarding the size of government. The question
on vote choice relies on vote intentions (2019, 2021 and 2023) or vote in the
last federal election, if it occurred a few months before the survey (in 2020
and 2022). Respondents who do not know were asked an additional question
about which party they lean towards. We use both questions to measure vote
choice for the six main political parties: the incumbent centrist Liberal party

1 One could argue that from the point of view of provinces, the fiscal balance should be con-
sidered negative if they contribute more than what they receive. However, we prefer to keep
the same terms as those proposed by Tombe.

2 Newfoundland has not been receiving equalisation for some years but has one of the largest
negative fiscal balances of the federation. Note that during the post-pandemic years, no prov-
ince had a positive balance because of the significant increase in federal transfers and direct
expenditures.

3 Note that the models presented below use the 4-category dependent variable on support for
equalisation based on a Likert scale, which has more variation that the dummies presented
in the figure.
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FIGURE 5.3 Distribution of the main dependent variables by the three groups of provinces
2019—2023 (% of support)
SOURCE: CONFEDERATION OF TOMORROW SURVEY

of Canada (35.3% average vote intention), the right-wing Conservative Party
of Canada (30.3%), the left-wing New Democratic party (NDP) (18.7%), the
regionalist Bloc Québécois (5%), the Greens (7.2%) and the populist radical
right People’s Party of Canada (PPC) (3.24%). Our other measure of ideology
relies on a three-category variable measuring preferences for a larger govern-
ment offering more services (coded 1) or a smaller government offering fewer
services (coded —1) or neither in particular (o), which is available in all sur-
veys except for 2021 (mean = 0.16, SD = 0.74). Left-wing voters should be more
likely to support equalisation and higher transfers because both are very redis-
tributive and are tied to the objective of equalising the living conditions of
Canadians across the country (Jacques et al., 2021a; Borwein et al., 2023).

We measure territorial identity with the Linz-Moreno question about
dual identification to the province and the federal state. Answers are rang-
ing from 1) only a Canadian identification; 2) Canadian first, provincial sec-
ond; 3) equally Canadian and provincial identification; 4) provincial first and
Canadian second; to 5) only a provincial identification (available in all surveys
except 2020, mean = 2.73, SD = 1.14). Many studies in Canada and beyond have
found that it is a crucial variable to explain preferences for fiscal federalism
(Balcells et al., 2015; Borwein et al., 2023; Jacques et al., 2021a). Citizens with a
pan-Canadian identity are more likely to support redistribution between prov-
inces even if their own province doesn’t benefit directly from it. In contrast,
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provincial identity constrains the boundaries of the perceived community of
solidarity to one’s province and should be associated with lower support for
inter-provincial redistribution.

We create an index of regional resentment building on the concept of place-
based resentment, which has distributional, cultural and representational
components. It occurs when people believe that political elites are perceived
to cater to the needs of a place-based out-group, while failing to represent the
interests of the place-based in-group. The concept has been used to explain
the resentment rural communities feel against urban communities and has
impacts for political behaviour (Cramer, 2016; Munis, 2022) and similar indices
have already been used to study the politics of equalisation (Breton et al., 2022;
Jacques et al., 2021a). We build an additive index with responses to three ques-
tions asked in all five surveys. The first asks whether respondents believe that
their province receives its fair share of federal government spending while the
second asks if the province has its fair share of influence on national decisions.
Answers to both questions are scored from +1 (less than its fair share) (o about
its fair share) or —1 (more than its fair share). The third asks if the respondents
believe that their province is treated with respect, with answers scored +1 (no),
o (do not know) or —1 (yes).* The index ranges from —3 (not resentful) to +3
(very resentful) (mean = 0.84, SD =1.95).

Tied to resentment, we measure perceptions about Quebec’s role in the
federation, which, as discussed above, is at the core of the politics of equal-
isation. We combine two questions asked in different years to maximise our
sample size. The first uses a question asking if respondents believe that the
federal government treats all regions equally or if it favours one province
over the others and, among these respondents, if they believe that Quebec is
being favoured (available in 2019 and 2021). The section question asks whether
Quebec contributes less than its fair share to the country (available in 2022 and
2023). Both are coded as dummy variables so that respondents are coded 1 if
they believe that Quebec is favoured or if it contributes less and o if they do not
(mean = 0.43, SD = 0.5). Using only one question or the other yields the same
results but reduces sample size significantly. We interact this variable with the
resentment variable since both combine to generate resentment against the
federation and against Quebec, which should be a very powerful predictor of
support for equalisation (Jacques et al., 2021a).

4 We put the “do not know” into the neutral category since there are no neutral answer cat-
egories for this question, in contrast to the two other questions. Removing them from the
analysis doesn't alter the result but significantly reduces sample size.
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We also interact the ideology, identity, and both resentment variables with
the three provincial categories (Quebec, recipient and non-recipient prov-
inces). We contend that ideology, identity and place-based resentment inter-
act with provincial economic positions to predict support for interregional
redistribution. Cavaillé and Trump (2015) distinguish between two facets of
redistribution: self-oriented redistribution, which concerns taking from the
rich, and other-oriented redistribution, which is about giving to the poor. Self-
oriented redistribution is driven by material interests as everyone, but the rich,
want to take from the rich (Jacques, 2023). For respondents in poorer prov-
inces, equalisation is self-oriented, as it involves taking from the rich. Concerns
related to identity, resentment and perceptions of Quebec should matter less
than self-interested considerations in recipient provinces.

In contrast, equalisation is other-oriented in non-recipient provinces
because it seemingly involves giving to recipient provinces. Within provinces
that do not receive equalisation, other-oriented concerns, which we concep-
tualise as identity, resentment, and perceptions about Quebec, should matter
most (Jacques et al., 2021a). Equalisation is seen as redistribution to Quebec,
an out-group characterised by a different language and culture and is particu-
larly likely to be opposed by the anglophone majority if Quebeckers are per-
ceived as not belonging to the majority group (Jacques et al., 2021a). Quebec’s
quest for increased autonomy is often seen as a form of disengagement with
Canada and many perceive that the Government of Canada has gone too far in
accommodating Quebec (Chassé et al.,, 2024; Ferland & Turgeon, 2020; Harell
et al., 2022). However, in contrast to equalisation, intergovernmental transfers
do not explicitly redistribute from richer to poorer provinces and are more like
a universal program that benefit all Canadians, which may dampen the effect
of other-oriented concerns, while means-tested ones, like equalisation rein-
force them (Mufioz & Pardos-Prado, 2019).

Our models include several control variables such as education, income,
perception of economic hardship, gender, immigration status and age. We run
ordinary least squares regressions and include provincial and survey years fixed
effects, but drop the provincial fixed effects when doing the provincial inter-
actions. We focus on a graphical representation of the results. In the following
models, the LPC is used as reference category for vote choice and Alberta is
the provincial reference category, while controls as well as survey years fixed
effects are included but not shown. Respondents who do not know the answer
to a question are excluded from the analysis. Models predicting support for
higher transfers also include dummy variables accounting for the experimen-
tal condition, that is whether transfers need to be funded by higher taxes and
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FIGURE 5.4 Result of the main models, higher score means more support (2019-2023)

deficit. Both dummy variable reduce support for transfer, particularly among
right-wing respondents (Borwein et al., 2023).

3.2 Results of the Empirical Analysis
We present the results of the main models in Figure 5.4. Right-wing voters
(cpc, pcC and anti-state) as well as respondents who believe that Quebec
is favoured or doesn’t pay its fair share are significantly less likely to support
equalisation and an increase to equalisation payments. Provincial identifiers
and respondents displaying high levels of resentment are less likely to sup-
port the program, but the effect of both variable is not significantly related to
support for more equalisation. Support for equalisation is higher in all prov-
inces than in Alberta, and significantly higher in recipient provinces outside
Quebec. Support for higher transfers is mostly driven by ideology, as we find
significantly higher support among the left (pro-state, Bloc and NDP voters).
Identity, resentment, and perceptions of Quebec do not influence support for
transfer levels. Support for higher transfers is slightly lower in Alberta than in
several provinces but remains relatively similar across the country.

Note: First model includes survey from 2019, 2022 and 2023 (N = 6125), second
model from 2019 and 2022 (3611), third model is in 2022 (N = 1877). Note: cpC
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(Conservative Party of Canada), NDP (New Democratic Party of Canada), PpcC
(People’s Party of Canada), BC (British Columbia), NB (New-Brunswick), NFL
(Newfoundland and Labrador), Ns (Nova Scotia), PEI (Prince-Edward-Island)
and Sask. (Saskatchewan).

Figures 5.5 to 5.7 add interactions to the models presented in Figure 5.4.
Figure 5.5 reveals that the effect of resentment is particularly strong among
respondents who believe that Quebec is favoured or doesn't contribute its fair
share in the federation. In fact, resentment only reduces support for more gen-
erous equalisation payment among respondents who believe that Quebec is
favoured or doesn't contribute its fair share in the federation but has no effect
among respondents who do not hold a grudge against Quebec. Hence, to influ-
ence public opinion about the program, resentment must be activated against
a significant out-group perceived as benefiting from equalisation.

In Figure 5.6, we reveal that the negative effect of provincial identity and
resentment on support for equalisation and for more generous payments is
confined to non-recipient provinces, whereas these two variables have no
effect in recipient provinces and in Quebec. In fact, resentment increases sup-
port for more generous equalisation payments in recipient provinces. The bot-
tom panel of Figure 5.6 also suggests that the negative effect of anti-Quebec
sentiments is significantly stronger in non-recipient provinces than in recip-
ient provinces.

Finally, Figure 5.7 reveals some form of left-right consensus in Quebec and
the recipient provinces regarding equalisation and support for higher trans-
fers, whereas the effect of ideology is much stronger in non-recipient prov-
inces as conservative voters are likely to oppose equalisation and transfers in
these provinces. Additional analyses reveal that none of our main independ-
ent variables interact with provinces to predict support for transfers.

These analyses of public opinion reveal a few important considerations
for the politics of equalisation and intergovernmental transfers in Canada.
They reveal a large consensus in favour of equalisation and of higher inter-
governmental transfers. Interestingly, transfers are even less conflictual than
equalisation, possibly because redistribution by transfers is implicit and less
visible, in contrast to the more explicit redistribution entailed by equalisa-
tion. As shown in another study (see Borwein et al.,, 2023), the main conflict
concerning intergovernmental transfers pertain to whether the federal govern-
ment should impose national standards or if provinces should have the auton-
omy to decide how to spend the money.

Unsurprisingly, the consensus in favour of equalisation is particularly strong
in recipient provinces. In contrast, fiscal federalism is a dividing issue in non-
recipient provinces since it represents other-oriented redistribution. There
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is a significant division between respondents who have a relatively positive
conception of the “other” because of their Canadian identity, their lack of
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resentment and the positive perception of Quebec, on the one hand, and, on
the other hand, respondents who resent Quebec and the federation and those
that have a provincial identity that limits their perceived community of soli-
darity to their province. This division is transposed into the political sphere as
we observe a clear difference in support for equalisation and intergovernmen-
tal transfers between the left and the right in non-recipient provinces.

However, the fact that opposition to equalisation exists only among certain
voters in non-recipient provinces make it difficult to marshal a large national-
level coalition in favour of cutbacks to (or the dismantlement of) the program.
This helps to explain why the Conservatives are not cutting back equalisation
despite the strong rhetoric against the program of right-wing parties in Alberta
and Saskatchewan. In fact, the federal Conservative party faces a trade-off
between their base, which opposes equalisation, and the Canadian median
voter, which supports the program.
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4 Conclusions and Future Challenges

We conclude by discussing an important future challenge to the equalisation
and transfer systems and the limits of the system as evidenced by the covip-19
crisis. Indeed, the covip-1g crisis revealed that the current transfer architec-
ture cannot withstand shocks without ad hoc temporary changes. Since 2020,
transfers have reached their highest level in history as the federal government
made discretionary adjustments to help provinces pay for the costs of pan-
demic mitigation measures and for additional health care expenditures. This
situation leaves significant discretionary powers to the federal government,
and it is conceivable that a more conservative party in office in Ottawa would
not have increased transfers as significantly, which would have generated an
unsustainable fiscal burden for several provinces. Ideally, a program should
be built into the system to ensure that provinces can be adequately compen-
sated for a significant downfall in their fiscal capacity. The federal government
has recently reformed the fiscal stabilisation program, which transfers money
to provinces whose revenues drop by more than 5%, but the program’s cap is
fixed at approximately 200$ per capita, which is low relatively to current trans-
fer levels (Tombe, 2023). Other reforms will need to be implemented to ensure
that Canadian fiscal federalism can withstand major economic shocks.

As discussed in the first section, the growth of intergovernmental transfers
is not keeping pace with the growth of provinces’ expenditures allocated to
their most costly program, health care. This is an issue for all provinces since
health care already represents between 40 and 45% of provinces total program
expenditures. Recent projections reveal that health care costs will represent at
least 3 additional per cent of GDP in the next two to three decades, while more
dire predictions suggesting a growth closer to 6% of GDP (Ferguson & Jacques,
2019; PBO, 2022). This is because of inflation in health care costs generated
by technological progress, but also due to aging, which increases the aver-
age health care expenditure per capita, particularly for the population over
75. Aging also influences the denominator, by decreasing economic growth,
therefore increasing health expenditures as a proportion of Gpp. Hence, prov-
inces may be spending 75 per cent of their budget on the two core functions
of health and education by 2050, leaving few resources for other policy fields
and therefore limiting their capacity to provide public spending that responds
to citizens demands. As such, public finances are considered as unsustainable
over the long-term in a majority of provinces, whereas the public debt of the
federal government is under control (PBO, 2022).

This situation may challenge the current division of power in the federation.
If cash-strapped provinces cannot respond to public demands, the federal
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government might use its spending power to implement policies in areas of
provincial jurisdiction. Likewise, cash-strapped provinces may be more likely
to accept federal conditions imposed on health and social policy intergovern-
mental transfers. Because the degree of centralisation of the Canadian feder-
ation evolves through political dynamics rather than by constitutional means
(Lecours, 2019), it is conceivable that these fiscal pressures on provinces may
lead towards more centralisation.

The challenges of population aging, growing health-care costs, and inade-
quate transfers are particularly acute in the Atlantic provinces, which have a
more rapidly aging population, combined with a less dynamic economy. The
proportion of the population over 65 years old has doubled in Atlantic prov-
inces from 2000 to 2020 and will continue to increase until 2040, while the
proportion of the population aged 75+ should represent approximately 17% in
2040 up from 13% in 2030, in contrast to 12.3% in 2040 on average in the other
provinces (Saillant, 2023). Facing an aging population and slow economic
growth, it is projected that health care expenditures expressed as a proportion
of GpP will double from 2013 to 2040 in this region (Saillant, 2016). Hence, the
Atlantic provinces’ fiscal situation is not sustainable over the medium term
unless fiscal federalism changes to accommodate them. Already in 2021, the
Bank of Canada had to purchase government bonds of Newfoundland and
Labrador since the province was unable to secure financing from financial
markets (Saillant, 2023).

One solution to this problem would be to ensure that the cHT is adjusted
to the age of the population and therefore higher in older provinces, such as
in the Atlantic provinces (Béland & Tombe 2023). However, to make it palat-
able to other (and more influent) provinces, this age adjustment should be
allocated on top of the current per capita transfer, rather than taking money
away from younger provinces to give it to older ones. The federal government
would therefore have to increase overall levels of transfers to adjust the CHT to
age-related health care needs without alienating younger and richer provinces.
In any case, Canadian fiscal federalism will need to evolve to address this fun-
damental demographic and economic inequality between the regions in the
country.
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CHAPTER 6

The Political Economy of Federal Grants: Ethiopia’s
Experience

Bizuneh Yimenu
School of History, Anthropology, Philosophy and Politics (Queen’s University
Belfast)

1 Introduction

Intergovernmental fiscal transfer, classically known as a federal grant, is among
the defining features of federal and non-federal multi-level governments. In
theory, subnational governments in federations possess financial independ-
ence and separate jurisdictions. However, in practice, vertical fiscal imbal-
ances often arise where the federal government collects more revenue than
needed while constituent units lack adequate tax income to finance expendi-
tures (Boadway, 2011; Oates, 1999, p. 1124). Besides, taxes assigned to the con-
stituent units may not yield enough revenues to finance the units’ expenses
(McLure, 1999). Consequently, federal transfers become vital to bridging fiscal
gaps between central and regional governments. Transfers take two primary
forms: unconditional (general-purpose) grants that offer spending flexibility
and conditional (specific-purpose) grants that limit autonomy by imposing
restrictions (Oates, 1999).

The design and practice of intergovernmental fiscal transfers are among
the challenging tasks in public finance and fiscal federalism. They require
policy and institutional arrangements and should consider social, political,
economic, and historical issues. On the other hand, in a system where sub-
national governments’ own-source revenues are minimal, regional autonomy
is primarily defined by fiscal transfers. The transfer also limits the magnitude
and composition of expenditure at subnational units. Intergovernmental fiscal
transfers serve as a defining hallmark within federal systems, offering a criti-
cal means to address vertical and horizontal fiscal imbalances. The intricacies
of designing and executing these transfer systems encompass complex policy
considerations and intricate political dynamics, particularly pronounced in the
context of developing countries such as Ethiopia. In such countries, scarce fis-
cal resources, limited institutional capacity, and the intricate tapestry of diver-
sity all present significant challenges in achieving equitable revenue sharing.
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This chapter delves into the nuanced political economy that has shaped
Ethiopia’s intergovernmental transfer system since the inception of its federal
Constitution in 1995. It dissects the interplay of political dynamics between
the central government and regional entities, as well as among the regions
themselves, elucidating how these dynamics have steered the evolution of
the transfer mechanism over time. Notably, a central focus lies on the role of
the Ethiopian Peoples Revolutionary Democratic Front (EPRDF), Ethiopia’s
ruling party from 1991 to 2019, in mediating the relationships between the
central government and regional administrations while also navigating the
power dynamics among the major “developed and big four” regions — Oromia,
Ambhara, Southern Nations, Nationalities and Peoples (SNNP) and Tigray — and
the “developing” and peripheral states of Afar, Benishangul-Gumuz, Gambella
and Somali.

Within this framework, the chapter uncovers a significant departure from
the constitutional allocation of transfer authority to the House of Federation
(HoF), Ethiopia’s second chamber. Instead, the federal Ministry of Finance
and the EPRDF have exerted considerable influence over determining transfer
amounts and devising allocation formulas. In contrast, regional input into the
transfer system has been limited, resulting in frequent ad hoc modifications.
The resulting volatility is partly attributed to the strategic deployment of trans-
fers as a means of political control and discretion. Looking ahead, the dimin-
ishing dominance of the EPRDF and the escalating ethnic stiffness indicate
heightened tensions surrounding intergovernmental transfers. Formulating a
transparent, rule-based transfer framework that accurately reflects national
objectives and regional needs and incorporates diverse voices is imperative for
sustaining fiscal federalism in Ethiopia.

The chapter unfolds in the following sequence: It begins with an overview
of the Ethiopian Federation, followed by an analysis of the legal framework
governing intergovernmental fiscal transfers in the country. Subsequently, it
delves into the deermination of transfer pools and scrutinises the determina-
tion of subsidy formulas and regional allocations. Moving forward, the chapter
critically assesses the interplay between ethno-regional dynamics and fiscal
transfers. It then traces the evolution of subsidy allocation methods, followed
by an examination of the relationship between grants and regional autonomy
in Ethiopia. Finally, the chapter concludes by summarising key insights and
implications drawn from the Ethiopian context.
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2 Overview of the Ethiopian Federation

Ethiopia’s shift from a highly centralised unitary state to a decentralised federal
structure began with the ascent of the EPRDF to power in 1991, following its
successful insurgency against the Marxist-Leninist Derg regime (Young, 1998).
In response to Ethiopia’s longstanding issues related to identity, self-rule, and
accommodation, the EPRDF adopted a federal system to address these con-
cerns. After a transitional period from 1991 to 1994, Ethiopia officially adopted
a federal Constitution in 1995, establishing states commonly known as regions
(Lyons, 1996 ). The Ethiopian federation began with nine states, predominantly
named after the dominant ethnic groups in the regions. Subsequently, through
referendums, the number of constituent units increased to 12, with the crea-
tion of the Sidama region in 2019, the South West Ethiopia Peoples’ region in
2021, and two other regions curved from SNNPR in 2023. This expansion reflects
the commitment to allow more ethnonationalities to establish a regional gov-
ernment whenever possible as per Article 39 of the federal Constitution, which
grants the right to self-determination, including secession.

The regions vary significantly in population size, territorial size, geograph-
ical location, ethnic diversity, development levels, economic structures, and
urbanisation. Some regions are more developed and politically influential, such
as Oromia, Amhara, SNNPR, and Tigray, while others like Afar, Benishangul-
Gumuz, Gambella, and Somali lag behind in various development indicators
(Gebre-Egziabhere, 2018). The regions also differ in their demographic com-
position, with some being dominated by a single ethnic group while others
host a mix of ethnicities. Geographically, the regions range from central high-
land areas to peripheral lowland regions. They also differ significantly in size,
with some regions consisting of small city-states, such as Harari, with minimal
populations and others encompassing large territories, such as Oromia, with
significant portions of the country’s population. Additionally, some regions are
urbanising and economically developed, while others struggle with underde-
velopment. The economic structures within these regions vary from promising
industrialisation to pastoralism. Notably, lowland regions often face economic
challenges, limited development, and meagre own-source revenues (Yimenu,
2023). Despite these asymmetries, all regions hold equal status and powers
under the Constitution.

According to the Constitution, both the federal government and the regions
are responsible for bearing the financial expenditures necessary to fulfil their
respective duties and functions as assigned by law. Hence, revenue sources are
constitutionally allocated to both tiers of government. This includes the dis-
tribution of taxation powers between the federal and regional governments,
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encompassing federal, regional, and shared tax sources. While regions possess
constitutional powers, the EPRDF, a coalition of four regional parties repre-
senting the stronger and more developed regions, effectively controlled all
regions through its members and affiliate parties in the less developed regions.
This domination persisted until Prime Minister Abiy Ahmed dissolved the
EPRDF in 2019, forming Prosperity Party (pP), by merging all regional parties
except the Tigray Peoples Liberation Front (TPLF), the Tigray ruling party,
which refused to merge pp(Yimenu, 2022). The TPLF was the dominant core
in the dominant coalition until Abiy Ahmed came to power following years
of protest in Oromia and Amhara regions, forcing the EPRDF to elect Abiy as
Prime Minister from Oromia (Kelecha, 2021; Yimenu, 2024).

It is important to note that the identity-based demarcation of Ethiopian
regions is further complicated because all regions are governed by ethno-
regional parties (Aalen, 2011). Each party in the coalition represented a spe-
cific region, creating an ethno-regional alignment that could potentially lead
to competition for fiscal allocation. This situation raises concerns that fis-
cal allocation may be heavily influenced by political considerations and the
interests of federal elites in favouring their home regions. Constitutionally,
decisions regarding grant allocation are vested in the House of Federation
(HoF), Ethiopia’s second chamber representing the Nations, Nationalities, and
Peoples (NNPs) (See articles 61 and 62). Although the HoF explicitly represents
the NNPs, it also functions as a second chamber representing the regions,
albeit without legislative power but with adjudicative authority.

3 Legal Framework for Intergovernmental Fiscal Transfers

The landscape of federalism in Ethiopia unveils a distinctive aspect of the divi-
sion of fiscal authority between the central and regional governments. While
the federal Constitution broadly outlines the allocation of responsibilities
and functions, it intriguingly lacks a distinct provision for the assignment of
expenditure responsibilities. Instead, Article 94 (1) of the Constitution stipu-
lates that both tiers of government are obligated to bear the financial burdens
necessary for fulfilling their assigned responsibilities by law. Additionally, the
same Article emphasises that unless expressly agreed upon, the delegating
party shall bear the financial commitments associated with delegated func-
tions by a State. This provision prevents the imposition of unfunded obliga-
tions stemming from delegated functions.

Notably, Article 92 (2) of the Constitution requires the federal government
to provide states with emergency, rehabilitation, and development assistance,
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including loans. These forms of support are extended through federal grants
to the regions, aligning with the constitutional objectives. However, Ethiopia’s
high revenue centralisation and substantial expenditure decentralisation
(Yimenu, 2023) create a pronounced vertical fiscal gap across the regions,
necessitating federal transfers. Furthermore, the need for financial transfers is
amplified by the imperative to address horizontal fiscal disparities originating
from variations in revenue generation, developmental levels, and administra-
tive capacities among the “developed” and “developing” regions.

The Constitution confers the power to determine regional subsidies upon
the HoF.! Intriguingly, a noteworthy turn of events unfolded just two years
after the Constitution’s adoption. In 1997, the power to determine regional sub-
sidies was bestowed upon the Ministry of Finance and Economic Cooperation
(MoFEC) through a regulation enacted by the Council of Ministers (Regulations
No.17 /1997., 1997).2 This pivotal shift was revised in 2001, as the House of
Peoples’ Representatives (HPR) enacted Proclamation No. 251/2001, restoring
the HoF’s authority over subsidies (Proclamation No. 251, 2001).2 The circum-
vention of the House’s constitutional power via a federal cabinet’s law raises
several pertinent points. It underscores the executive’s substantial influence in
unilaterally reshaping constitutional distribution of powers. Additionally, this
act of alteration occurs without a constitutional amendment and without any
noticeable objections from the House or the regional entities, showing their
compliance or lack of independence.

Concomitantly, the legal framework encapsulates pivotal facets germane
to the administration of regional subsidies, encompassing the dimensions of
notification, reporting, and audit procedures. Article 94(2) of the Constitution
states that “the federal government shall have the power to audit and
inspect the proportionate development” of the regions. Council of Ministers
Regulation No. 17/1997 mandates the federal government’s expeditious prepa-
ration and notification of subsidies to the regions. A subsequent legislative
iteration is manifested in Proclamation No. 648/2009, bestowing authority

1 Article 62 (7) of the Constitution states that the HoF “shall determine the division of rev-
enues derived from joint Federal and State tax sources and the subsidies that the Federal
Government may provide to the States”.

2 Article 4(4) of Regulation No.17/1997 states that the MoFEC is responsible for the “prepara-
tion of estimates of regional subsidies”.

3 Article 35 (1) of the proclamation states that “the house shall set a reliable and an ongoing
improvement in the formula of subsidies which the federal government may provide to the
states, based on the information it secures from relevant executive organs”.
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upon the central apparatus to scrutinise the utilisation of grants by the regions
(Proclamation No. 648, 2009).4

This analytical excavation of the legal framework bequeaths elucidation
concerning four principal dimensions. Firstly, the paradigm of regional subsi-
dies is forged as a corrective mechanism to mitigate horizontal fiscal dispari-
ties. Secondly, legislative edicts governing subsidies, exemplified by Regulation
No. 17/1997 and Proclamation No. 648/2009, relegate the regional entities to
the status of information providers. Thirdly, the formative epoch of the federal
architecture witnesses the conspicuous ascendancy of the Federal Ministry
of Finance in determinations, allocations, and administration of subsidies.
Fourthly, the jurisdiction of the House of Federation vis-a-vis the determina-
tion and allotment of subsidies among regions gains potency after the promul-
gation of Proclamation No. 251/2001, thus delineating the augmentation of the
House’s competencies in this realm.

4 The Practice of Determining the Transfer Pool

The utilisation of fiscal transfers is a well-established practice in contempo-
rary states (Boadway, 2011; Sham, 2007). However, the methods employed for
designing and allocating intergovernmental fiscal transfers diverge signif-
icantly across states. In numerous federal systems, the onus of intergovern-
mental fiscal transfers rests solely with the federal government. A potential
pitfall of this approach is that it can engender excessive central intervention
in subnational entities’ decision-making, potentially compromising regional
autonomy. Efforts to mitigate such challenges have been witnessed in feder-
ations like Brazil, which have instituted constitutional safeguards regarding
the determination of grants. However, if intergovernmental grants are decided
solely by the federal government, they may limit regional autonomy (Sham,
2007, pp- 35-36).

Alternatively, certain federations opt for a distinctive model, where an inde-
pendent entity or a body composed of representatives from both tiers par-
takes in designing and enforcing fiscal arrangements. In some federations, a
quasi-independent body, like Australia’s grant commission, plays a pivotal role.
Federations like Germany and Canada adopt an intergovernmental forum for
negotiating the conditions and systems governing fiscal transfers (Parker, 2014;

4 Article 68(2) of proclamation No.648/2009 stated that “the federal government shall have
the power to audit and inspect the proper utilisation of subsidies it grants to the regional
government”.
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Sham, 2007, pp. 36—37). Each of these approaches entails inherent advantages
and disadvantages concerning data requisites, regional autonomy implica-
tions, and adherence to the fundamental principles enshrined within the fed-
eral framework.

Turning the lens to the Ethiopian context, it becomes evident that the federal
government assumes the role of determining the total transfer pool, endowing
it with discretionary power over the size of grants. Chanie (2007b, p. 215) pro-
vides an insightful depiction of the subsidy allocation process during the early
decade of federalism. The sequence unfolds with the Ministry of Finance and
Economic Development (MoFED) drafting the distribution pool proposal in
consultation with the Economic Affairs Department of the Prime Minister’s
Office (PMO). Subsequently, a specialised committee within the Council of
Ministers (CM ), helmed by the Prime Minister, lends its final approval. The pro-
posal then proceeds to receive the rubber-stamp endorsement of the full cm
session. Ultimately, the imprimatur of the House of Peoples’ Representatives
(HPR) is secured during its annual budget ratification session.

Presently, the Ministry of Finance and Economic Cooperation (MoFEC)
undertakes the responsibility of formulating the total pool, subjecting it to par-
liamentary approval at the outset of each fiscal year. Of noteis that the amount
of grants is not based on a predetermined formula. Neither premised on ratios
nor subject to negotiation, it pivots entirely on the decision of the federal gov-
ernment. An informant notes that:

After MoFEC prepares the subsidy, the heads of the regional Bureau of
Finance and Economic Cooperation and regional Revenues Authority
usually attend meetings steered by the Ministry to discuss the subsidies.
However, the regional participation is only informative as the regions
have no chance of modifying the proposal of the Ministry.?

In the realm of subsidy allocation, the involvement of regions is confined
primarily to their presence in briefings and discussions. Beyond these par-
ticipatory meetings, their agency in determining the amount of subsidies is
conspicuously absent. The onus of decision-making concerning the transfer
pool rests exclusively within the purview of the federal government. Within
this construct, the role of the regions is largely relegated to that of information
sources, notably limiting their influence in shaping the size of subsidies.

5 A Director of Finance and Administration in the Oromia Region Bureau of Finance and
Economic Cooperation, April 2019.
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Upon the determination of the transfer pool by the Ministry of Finance and
Economic Cooperation (MoFEC), the subsequent allocation across regions is
subject to a dual-legislative process. The initial stage sees the HoF assigning
the subsidies among regions, underpinned by the subsidy distribution for-
mula. Subsequently, the allocation process receives the endorsement of the
parliament, signifying both the overall grant amount and the specific alloca-
tion apportioned to each region. This comprehensive endorsement transpires
concurrently with the ratification of the federal budget. This procedural frame-
work not only underscores the preeminence of federal authority in subsidy
allocation but also accentuates the modest latitude afforded to regional enti-
ties in shaping this crucial fiscal dimension.

5 Determination of Subsidies Formulas and Regional Shares

The territorial distribution of regional subsidies in Ethiopia is formula-driven.
The HoF prepares transfer formulas. The House’s Revenue and Budgets
Standing Committee plays a leading role in preparing and revising transfer for-
mulas (Yimenu, 2021, p. 143). The House adopted different formulas by using
various factors. An official in the Oromia Region stated that “Regions are con-
sulted in the transfer formula approval through representatives of NNPs in
the HoF. Besides, as regional presidents are members of the HoF, they can let
their concerns heard regarding the subsidy formula, not the transfer pool, dur-
ing the House’s sessions. The sessions sometimes entertain debates as some
members raise issues regarding the weights of the variables employed in deter-
mining regional subsidies”.¢ Such practices indicate that regions have a better
opportunity to influence the determination of the subsidy allocation formula
than the transfer pool.

There is no fixed time set in Ethiopia to conduct revisions of the transfer
formula; however, the practice shows that amendments are made on average
every three years. The formula has been revised eight times since the forma-
tion of the federation in 1995. The main reasons for the irregularity of the time
frame for formula revision are lack of quality data, lack of skilled and experi-
enced workforce, and a viable and independent body to do the task (World
Bank, 2010, p. 43).

6 A Director of Finance and Administration in the Oromia Region Bureau of Finance and
Economic Cooperation, April 2019.
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Two crucial developments in the practices of determination of subsidy for-
mula are noteworthy. First, during the formative stage of the federation, the
Federal Ministry of Finance was the main entity responsible for designing and
executing the transfer formula (World Bank, 2000, p. 30, 2010, p. 43). Second,
though the role of the House has improved over time (World Bank, 2010,
p- 43), its mandate was often taken away through the cm Regulation No.a7/
1997, which stretched the Ministry of Finance’s authority. Different variables
were employed in framing subsidy formulas until 2007. Starting in 2007, differ-
ences in potential revenue-raising capacity and expenditure needs became the
key determinants of the size of subsidy allocated to regions. The variables and
their weights under formula regimes are presented in Table 6.1.

A discerning analysis reveals noteworthy changes in the composition of
variables employed in shaping the subsidy formula, ranging from 3 to 6, cou-
pled with substantial shifts in the assigned variable weights. Notably, the sig-
nificance of the variable ‘population size’ experienced oscillations, ascending
from 30 per cent in 1995 to 65 per cent in 2004. A counterpoint to this trend is
the diminishing weights allocated to ‘preceding year capital budget’ and ‘ter-
ritorial size, which dwindled from 15 per cent and 10 per cent to o per cent,
respectively (Table 6.1).

Evidently, population size emerges as a pivotal determinant, commanding
paramount importance, shadowed by the considerations of development and
revenue-generation endeavours. However, the high reliance of regions on fis-
cal transfers means fluctuations in variable composition and weightings have

TABLE 6.1  Variables and weights in the subsidies formulas (1995-2007)

Variable Weight in per cent

1995 1997 1998 2000 2004-2007

Population Size 30 33.33 60 55 65
Level of Development 25 33.33 15 20 25
Revenue Raising Effort 20 33.33 15 15 10
Preceding Year Capital 15 o) o) 0 o
Budget

Territorial Size 10 o} 10 o) o}
Poverty Index o) o) o) 10

SOURCE: HOF (2017, P. 6)
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ramifications on regional planning and budgeting. The implications of these
dynamic shifts are profound, warranting scrutiny of the impacts on the mag-
nitude of subsidies allotted to individual regions across periods. The subse-
quent section delineates the varying proportions of federal grants allocated
to each region under distinct formula regimes, shedding light on the interplay
between evolving formula dynamics and regional subsidy shares.

Ethiopian regions are classified into: Amhara, Oromia, SNNP, and Tigray as
developed regions, in contrast to the remaining regions, termed as develop-
ing regions, primarily due to disparities in essential infrastructure, educated
human resources, and self-generated revenues (World Bank, 2016a, p. 11, 2016b,
p. 20). Within this context, the recalibrations in subsidy formulas have trig-
gered substantial perturbations in the distribution of subsidy shares among
regions. Notably, a discernible pattern emerges wherein the share of developed
regions, with the exception of Tigray, experienced an ascending trajectory over
time. Contrarily, developing regions witnessed a consistent decline in their
shares, barring the Somali region, which witnessed a threefold augmentation
(Table 6.2).

The examination of standard deviations in grant shares unveils a striking
contrast between the variance exhibited by developing and developed regions.
Developing regions showcase moderate fluctuations in grant shares over time,
indicative of a steady and measured approach in their grant allocation. In
contrast, developed regions exhibit considerably higher variability, hinting
at a path-dependent model that adjusts to shifting demographics, revenue
dynamics, and formulaic factors. This dichotomy underscores an incremental
trajectory that characterises grant allocation for developing regions. Stability
in fiscal transfers at moderate levels emerges as a priority, rooted in the need to
sustain administrative functionality (Chanie, 2007a, p. 377; Moges, 2003, p. 131).

The narrative assumes a divergent course for developed regions, where
share fluctuations are considerably broader. For these regions, whose political
influence is pronounced, the negotiation of shares extends beyond formula-
based considerations to encompass non-formulaic factors. Evidently, institu-
tional inertia casts a substantial influence over grant allocations, intertwining
political considerations irrespective of the formula. This observation gains fur-
ther empirical support through the correlation analysis between population
and grant shares, elucidating the intricate nexus between political dynamics
and the granular mechanisms governing fiscal allocation.

Analysis reveals a robust positive correlation of 0.99 between population
size and grant shares, indicating population is a primary determinant. The
most populated regions received the largest transfers, while less populated
areas like Afar and Gambella got the smallest. However, Tigray emerged as an
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FIGURE 6.1 Population vs. average grant share (2015) (in %)
SOURCE: SEE TABLE 6.2

outlier, receiving a disproportionately high share compared to the more popu-
lous Somali region in the 1990s. This deviation from the population-grant pro-
portion suggests significant non-formulaic factors, likely political alignments,
shaped Tigray’s advantage. Overall, while population strongly predicts grant
allocation, Tigray’s case demonstrates grants also hinged on ethno-regional
politics, especially in the early federal period. This shows objective formula
factors alone did not drive intergovernmental transfers.

While population remains a robust predictor of aggregate grant alloca-
tion, a granular examination of individual regions unveils noteworthy devi-
ations from this overarching national correlation. Regions such as Amhara,
Gambella, and Benishangul-Gumuz defy the expected positive relationship
between changes in population and changes in grant shares (Table 6.3). For
instance, Amhara’s share experienced a 6.4 per cent growth despite a 3 per
cent population decline, while Gambella’s and Benishangul-Gumuz’s shares
receded amidst population growth. This discrepancy underscores the potent
influence of political dynamics in shaping allocation outcomes, which at times
override formulaic calculations.

The augmented share of Amhara epitomises an incremental, negotiation-
driven rationale designed to bolster its position relative to other significant
regions. This strategic political imperative necessitated circumventing the
population-based formula. This empirical insight underscores a dual driving
force: the interplay of both national demographic trends and subnational
political exigencies in moulding the distribution of grants. Despite a gradual
moderation in overt political influences over time, clandestine agreements con-
tinued to exert sway, particularly in determining the shares of certain regions.
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Collectively, this analysis cogently underscores that grant allocation traverses
beyond a simple demographic calculus or a technocratic formula. Instead, it
embodies a multifaceted and intricate political process where demographic
dynamics interact with regional political considerations, resulting in a tapestry
of grant allocation that defies simplistic categorisations and underscores the
complexity of fiscal distribution mechanisms.

6 Ethno-regional Dynamics and Fiscal Transfers

The disproportionality of Tigray’s share in the 19gos is intrinsically tied to the
political dominance of the TPLF on a national scale (Chanie, 2007a; Solomon,
2015). Notably, insights from a key informant underscore that TPLF officials
justified this skewed distribution by citing the region’s tumultuous history of a
17-year conflict against the Derg regime. This included human and infrastruc-
tural losses, coupled with their pivotal role in overthrowing the Derg regime.”
This elucidates how early grant distribution was principally driven by ethno-
regional political alignments rather than economic considerations. Transfers
were employed as a mechanism to reward TPLF’s home region, diverging from
needs-based or impartial principles. This politicisation diverted grants from
regions like Somali, despite their pressing development requirements. The evi-
dence reveals that fiscal transfers were initially steered along ethno-regional
lines, deviating from the constitutional objectives of rectifying regional dis-
parities. It perpetuated the historical marginalisation experienced by low-
land areas.

Another conspicuous anomaly emerges in the case of the Somali region,
where its grant share is comparatively lower than that of Tigray despite its
larger population and elevated expenditure needs. The intricate interplay of
factors in sparsely populated lowland areas like Somali highlights their ampli-
fied recurrent expenditures due to the challenging geography, translating into
pricier service provisions for their sparse settlements (Gebre-Egziabhere,
2018, pp. 16-17; Yimenu, 2023, p. 10). This contextual backdrop anticipates
higher grants for these regions compared to their more developed highland
counterparts. However, historical grant allocations during the 1990s contra-
vened the constitutional principles of equitable regional development. Rather
than aligning with needs-based distribution, Tigray received disproportion-
ate transfers. This divergence underscores the supremacy of ethno-regional

7 A former member of the federal parliament, June 2019, Addis Ababa.
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political affiliations over fiscal considerations during the nascent federal era.
Partisan objectives superseded the constitutional intent of addressing regional
inequalities, thus perpetuating the historical disadvantage of lowland regions.

The evolution of Somali’s grant share over time underscores the palpa-
ble influence of extra-formulaic political dynamics in shaping allocation.
The interplay between centre-periphery negotiations and regional political
manoeuvres offers a nuanced explanation for the incremental enhancement
of Somali’s status (Hagmann, 2005). Interviews corroborate the role of addi-
tional political factors. A former HoF member points to Somali’s heightened
strategic significance in countering insurgent groups like the Ogaden National
Liberation Front (ONLF) and militant forces like Al-Shabaab, accentuating
the region’s bargaining leverage. The shift in power dynamics after the death
of Prime Minister Meles Zenawi in 2012 further substantiates this trend as a
non-Tigrayan leader’s accession to power redistributed influence.® Recent
political developments underscore the intricate evolution of the centre-region
fiscal bargaining dynamics, culminating in a party schism following Oromia-
led protests, leading to Abiy Ahmed, an official from Oromia, becoming Prime
Minister in 2018. This progression delineates the multifaceted trajectory of
power dynamics and its resonance in shaping fiscal allocations.

7 Evolution and Reform of Subsidy Allocation Methodology
after 2007

A pivotal shift in federal subsidy allocation was witnessed in 2007 with the
adoption of a new formula, which persisted until 2011/12. Acknowledging the
limitations of the earlier approach, the House of Federation (HoF) admit-
ted the subjective nature of variables and their assigned weights in estimat-
ing expenditure needs (HoF, 2017, p. 7). The method, compared to the prior
method critiqued for neglecting potential revenue-generating capacity, was
juxtaposed against the Australian Commonwealth Grant Commission system,
lauded for its objectivity and minimised lobbying (World Bank, 2010, pp. 23—
24). From 2007, emphasis pivoted to disparities in potential revenue genera-
tion and expenditure necessities as the bedrock of subsidies.

A subsequent formula spanning 2012—2017 followed same approach.
Presently, a 2017 iteration governs subsidy distribution. The revamped meth-
odology sought to integrate changes in population, development, revenue

8 Former member of House of Federation from Somali region, May 2019, Addis Ababa.
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capacity, and poverty levels across regions. The new approach hinged on esti-
mating representative revenues and expenditures. Regional revenue estimates
were established from primary regional own-source revenues, while expendi-
ture approximations were drawn from main regional expenditures. Taxes con-
stituting 80% of regional revenues and expenditures taking 9o% of regional
budgets are calculated, and for this calculation, the average revenue of three
years was used.

The main tax revenue sources used to estimate revenue generation capacity
include agricultural income tax, land use fee, payroll tax, business income tax,
turnover tax, and value-added tax. In the previous formula, livestock tax was
included in addition to these tax sources to estimate each region’s revenue gen-
eration capacity. The main expenditure categories included in calculating the
expenditure of each region are general services and administration, primary
and secondary education, TVET, public health, agriculture and rural develop-
ment, drinking water development, rural road construction and maintenance,
urban development, and micro and small-scale enterprises (HoF, 2017).

The Federal Budget Grant Distribution Formula adopted in 2007 by the
HoF combines transfers to manage both vertical and horizontal imbalances.
It builds on three main pillars: 1) balancing differences in revenue-raising
capacities; 2) balancing differences regarding expenditure needs; 3) reserving
one per cent of the distribution pool for Benishangul-Gumuz, Afar, Gambela
and Somali Regional States, the four ‘developing regions’ requiring special
attention.

There is no stand-alone fiscal equalisation system in Ethiopia. The 2007 for-
mula introduced a novel approach, channelling 1% of subsidies to developing
regions to foster cross-regional development. The four ‘developing regions’
have significantly lower revenue-raising capacities and higher expenditure
needs than the rest of the regions due to different factors, including their his-
torical marginalisation in infrastructure development and investment distri-
bution (Yimenu, 2023). These regions would be unable to catch up with the
rest of the region without additional grants. Hence, one per cent of the total
grant is reserved for the four emerging regions to address this inequality. The
share of these regions, out of that 1 per cent, is 18.6% (Afar), 42.4% (Somali),
28.8% (Benishangul-Gumuz), and 10.3% (Gambella). The share of each region
is computed based on weighted indicators relating to the particular situation
of these four regional states. The indicators and their weights are area of culti-
vated land (o.2), population (0.1), Tropical livestock unit (0.15), urban employ-
ment (0.1), Spatial price index (0.15), Tax raising effort (0.2) and number of
poor people (0.1).
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Despite altering the developmental allowance, the proportional stakes of
each region from total block grants remained relatively constant. Yet, the par-
adigm shift bore unforeseen repercussions for specific developing regions. The
absolute share of Benishangul-Gumuz and Gambella regions declined com-
pared to the preceding formula. Consequently, deductions were made from
regions such as Oromia to offset the developing regions. This recalibration
stemmed from political negotiations and regional cooperation, albeit under
the ruling party’s central committee direction (HoF, 2017, p. 83). Insights from
informants, however, hint at adjustments driven by pressure from federal
party leaders, propagating down the party hierarchy, emphasising the ruling
party’s dominance in Ethiopian federalism. Regional officials state that “the
adjustment was driven by pressure from federal leaders on members of the
HoF through the party structure, following directives from the EPRDF central
committee”.? This is not surprising, considering that intra-party politics takes
precedence over federal institutions in Ethiopia (Rohrbach, 2021).

The incongruity between the new formula’s intention and its application
raises questions about political manipulation’s role. Some regions relinquish-
ing their share to bolster others underscores the influence of political dynamics
over a purportedly objective framework. Ultimately, the formula’s design was
undercut by political manoeuvring, failing to reflect the diversity of constitu-
ent units and casting doubt on its intended objectivity. The evolution of grant
shares unveils a narrative of shifting intra-party and federal-regional negotia-
tions. Heightened assertiveness among regional elites prompted adjustments
to the formula, leading to reallocation away from Tigray towards regions like
the Somali region. Despite these improvements, persistent shortcomings mar
the revised formula. Its intricate calculations pose comprehension challenges
for policymakers, and its bias towards regions with larger populations and land
sizes contradicts the intended support for developing regions enshrined in the
Constitution (Forum of Federations, 2020).

In the Ethiopian context, achieving an apolitical and needs-based distribu-
tion proves complex. The intricate interplay of ethno-regional alliances and
rivalries complicates the pursuit of equitable allocation. The landscape defies
easy technocratic solutions due to the web of interests that connect federal
and regional authorities. Grant allocation transcends mere economic consid-
erations, necessitating political equilibrium. The evidence underscores that
formula changes unfold through ongoing negotiations and shifts in power

9 An official in the Oromia Region Office of the President, March 2019, Addis Ababa, and
A member of HoF from SNNPR, April 2019, Hawassa.
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dynamics rather than being products of expert design. This illuminates the
limits of technocratic approaches in depoliticising fiscal transfers within a
context defined by the intricate interests binding federal and regional actors.

8 Grants and Regional Autonomy in Ethiopia

A thorough examination demonstrates the significance of grants within federal
spending, constituting an average of 33% of the budget (Figure 6.2). Despite
upward trends, regions argue that transfers remain insufficient due to the
imbalance between centralised revenues and decentralised expenditures. This
highlights a divergence between subnational aspirations and federal calcula-
tions. While an overreliance on transfers threatens regional autonomy, subsi-
dies are indispensable in bridging fiscal shortfalls, with transfers comprising
over 75% of regional budgets. The degree of dependence varies, with develop-
ing regions heavily relying on grants for approximately 85% of their revenues
(Yimenu, 2023, p. 7). This divergence exemplifies the intricate equilibrium that
fiscal transfers must navigate between central and regional interests.

Initially granted without restrictions to empower regions, a transition
occurred in 2011 when conditional transfers tied to specific sectors aligned with
MDGs and SDGs were introduced (UNICEF, 2017). This shift from unrestricted
to targeted grants reveals the central government’s strategic use of grants to
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influence regional spending and advance national goals. Regional autonomy
is not only affected by grant size relative to regional revenues but also by the
proportion of conditional grants within total transfers. Higher shares of condi-
tional grants could undermine regional autonomy (Watts, 2008, p. 106).

Figure 6.2 demonstrates a decline in the share of conditional grants since
2014, reflecting a rebalancing towards regional autonomy. This shift is attrib-
uted to the conclusion of MDGs, a priority for both the federal government
and donor agencies.!° The specific conditions attached to grants significantly
impact regional autonomy. Evaluating these conditions is crucial as some
of the conditions can promote accountability and fiscal effectiveness, yet
some conditions may restrict discretion. The level of strictness may also vary.
Conditional grants in Ethiopia features earmarking, rigorous monitoring, and
demanding reporting, which curtails regional flexibility (World Bank, 2016b,
p. 13). As further explored below, these characteristics enable the federal gov-
ernment to steer regional policy priorities.

Earmarked Grants: Conditional grants in Ethiopia confine spending to six
sectors: rural roads, drinking water and irrigation, health, education, agricul-
ture, and small and medium enterprise development. While regions main-
tain control over fund allocation within these sectors, the stipulations intend
to emphasise investments in these areas and grant the central government
influence over regional priorities. An informant from the Federal Ministry
of Finance and Economic Cooperation (MoFEC) highlights that these grants
were introduced to counter the prevalence of recurrent expenses in regional
budgets, which hindered capital project investments. This strategic shift
underscores the central government’s attempt to shape regional fiscal direc-
tion.! Supporting this notion, the World Bank (2016b, p. 27) report affirms
that capital expenditure comprised only 25 per cent of total regional spending
before 2011, rising to 40 per cent with the introduction of conditional grants.
While this shift bolstered investments in key sectors, it overlooked the recur-
ring costs associated with new projects. We may assume that additional money
and responsibilities can be attracting. However, it's important to note that
conditional grants did not constitute extra funding; rather, they were linked
to existing grants, reducing block grants (World Bank, 2016b, pp. 31-33). This
reallocation came at the expense of unrestricted funding crucial for day-to-day
operations and contributed to increased federal oversight.

10  AnOfficialin the Ministry of Finance and Economic Cooperation, April 2019, Addis Ababa.
11 An Official in the Ministry of Finance and Economic Cooperation, April 2019, Addis Ababa.
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Monitoring Project by Project: The federal government’s control is upheld
through meticulous project-level oversight. Regions must compile project
lists within the designated sectors for conditional grant funding and to secure
approval from the MoFEC. Once sanctioned, projects within a sector cannot be
swapped for those from another sector (World Bank, 2016b, p.14). Furthermore,
the grant obliges regions to plan annual expenditures as though projects were
initiated and finalised within a single fiscal year. Consequently, multi-year
initiatives grapple with unrealistic annual budgeting regulations, detached
from practicalities. Stringent monitoring and limited substitution protocols
serve as mechanisms of control, constraining regional financial flexibility. This
serves as a testament to how detailed conditions enable federal influence, even
within the framework of constitutionally endorsed regional autonomy. These
conditions contribute to an enhanced federal role in regional budgetary pro-
cesses and the setting of priorities, effectively reversing some aspects of decen-
tralisation through regulatory mandates.

Rigorous Reporting: Reporting adheres to the project-by-project monitor-
ing principle, placing a heavy burden on regional administrations in terms of
time and effort. The regional financial reporting system is mandated to con-
form to the stipulations of the federal government (Regulation No. 190, 2010).
Moreover, regions are obligated to furnish the central authority with quarterly,
semi-annual, and annual financial reports (Art. 51, Regulation No. 190/2010).
These reports must include details of revenues, expenditures, and outstand-
ing debts. The World Bank explained the reporting obligations for Ethiopia’s
conditional grants: Quarterly reports include financial and physical details,
not just statistics. These reports trigger MoFEC payments to regions. Funding
is performance-based and released post-performance, making it an effective,
conditional transfer reliant on timely and satisfactory quarterly reports (World
Bank, 2016b, p. 14).

This demonstrates how conditioned grants facilitated regulatory expan-
sion into regional budgetary procedures, centralising some fiscal powers. This
process of producing quarterly reports leads to delays for subnational govern-
ments. An SNNP informant highlights that “conditional grants, coupled with
limited own-source revenues, have become a major challenge.” The informant
adds that “since policies funded by federal grants are centrally designed with
little or no input from the regions, the regions are reduced to executing the
federal government’s priorities rather than pursuing their own”!2

12 A Director of Budget Administration in the SNNPR Region Bureau of Finance and
Economic Development, May 2019, Hawassa.
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Another problematic aspect of conditional grants is their unpredictabil-
ity. Although the reduction in the proportion of conditional grants (refer to
Figure 6.2) increases regional autonomy, the instability in grant amounts led
to uncertainty in regional budgeting. A regional official noted, “The region
planned several projects based on the first two years’ grants and the federal pri-
orities. However, the federal government terminated the MDpG s’ funding and
told the region to finish the ongoing projects from its sources. Thus, we had
to shift the budget from other projects to finish the MDGSs’ projects initiated
based on priorities set by the centre”!3 The fluctuation in conditional grant
amounts disrupted regional planning due to sudden shifts in federal priorities,
resulting in unfinished projects. This further deepened reliance and compro-
mised regional self-governance despite constitutionally granted powers. The
trends highlight how discretionary funds intended for regional empowerment
can indirectly serve central control if deployed unpredictably.

9 Conclusions

This chapter has offered a comprehensive examination of the political econ-
omy dynamics that have shaped Ethiopia’s system of intergovernmental fiscal
transfers since the inception of its federal Constitution in 1995. The analysis
has underscored the critical role of fiscal transfers in addressing vertical and
horizontal fiscal imbalances inherent in the country’s federal design. However,
the chapter has also elucidated the extensive challenges in achieving an equi-
table, transparent, and effective transfer system within a diverse, developing
country like Ethiopia.

A key finding from the analysis is the considerable gap between the consti-
tutional vision for fiscal transfers and the actual practice that has unfolded.
Constitutionally, the House of Federation is vested with the authority to deter-
mine regional subsidies. However, the federal Ministry of Finance has exerted
predominant control over deciding transfer amounts and designing alloca-
tion formulas, restricting regional input. This circumvention of the House’s
intended role underscores the dominance of the executive branch in shaping
fiscal federalism, often through non-transparent negotiations within the ruling
party apparatus rather than open legislative deliberation.

13 A Director of Budget Administration in the Oromia Region Bureau of Finance and
Economic Cooperation, April 2019, Addis Ababa.
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The chapter has also demonstrated how political alignments between the
federal government and regional administrations, especially the ruling EPRDF
coalition dynamics, have strongly influenced fiscal transfers. In the initial fed-
eral period, the Tigray region received a disproportionately high allocation,
indicative of distribution being driven by ethno-regional affiliations of the
TPLF-dominated EPRDF rather than objective economic considerations. Over
time, shifts in intra-party bargaining power prompted adjustments, leading
to an augmented share for the Oromia and Somali regions. However, the evi-
dence indicates that fiscal transfers have been utilised strategically to reward
regional allies, perpetuating historical territorial inequalities that less devel-
oped regions face.

Moreover, the analysis has revealed the conditions and monitoring mecha-
nisms attached to federal grants, enabling considerable central oversight over
regional budgets and priorities. The introduction of earmarked, conditional
grants has briefly reversed aspects of decentralisation, with detailed federal
stipulations on project selection, budgets, and reporting curtailing regional
autonomy. Unpredictable fluctuations in grant amounts have also disrupted
regional planning and self-government.

Evidently, crafting an equitable fiscal transfer system remains an endur-
ing challenge for Ethiopia, requiring transparency and insulation from parti-
san interests to uphold the principles of fiscal federalism. With the political
transition following the EPRDF’s dissolution, addressing regional disparities
through the transfer system will necessitate balancing diverse regional voices
beyond the previous ruling coalition. The diminishing dominance of the fed-
eral government also indicates greater bargaining power for states to negoti-
ate their fiscal interests. However, constructively managing these multifaceted
dynamics will require strengthening independent institutions like the House
of Federation to serve as credible arbiters, upholding constitutional principles
over partisan or regional interests. Undeniably, reforming intergovernmental
fiscal relations stands among Ethiopia’s foremost priorities in this pivotal junc-
ture to sustain national cohesion and equitably uphold regional autonomy. As
Ethiopia navigates its transition, concrete reforms to intergovernmental fiscal
relations remain imperative to uphold the integrity of its federal system and
sustain national harmony.

The insights from Ethiopia’s experience offer salient lessons for other fed-
eral systems confronting similar challenges of ethnolinguistic diversity, une-
ven development, and partisan politics. The analysis underscores the need
for constitutional safeguards and independent institutions to ensure fiscal
transfers adhere to equitable, and objective criteria rather than ethno-regional
favoritism. Mechanisms for transparent formula design and negotiation are
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essential, along with predictable grant allocation resistant to partisan manipu-
lation. Conditions on transfers should balance national priorities and regional
autonomy. Overall, insulation from political interests is imperative to uphold
the integrity of fiscal federalism.
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CHAPTER 7

Intergovernmental Fiscal Relations during the
covID 19 Pandemic in Germany: Was the New
Fiscal Equalisation Scheme able to Hamper
Financial Dislocations?

Gisela Firber
German University of Administrative Sciences Speyer & German
Research Institute of Public Administration Speyer

1 Introduction

In Germany, the covip-19 crisis coincided with the reform of the federal
(inter-state) fiscal equalisation scheme in 2020. In the past, particularly during
the economic and financial crisis in 2008—-09 the equalisation scheme served
as an instrument of ‘horizontal insurance’ against too much divergence among
the losses of state and local tax revenues and therefore as stabiliser of subna-
tional expenditures across the country.

This ‘insurance function’ is to be distinguished from the function of hori-
zontal distribution by ‘simply’ declining the gaps among the tax revenues of
the States. It particularly focusses the very uneven decline of GDP and the
therefrom resulting losses of tax revenues in cases of economic crisis which
often hit the economically strong Lénder more than the poorer ones. That
insurance function therefore guarantees the stability of the supply of pub-
lic services at the level of subnational — state and local — governments in
periods of economic crisis and the equivalence of living conditions across
Germany. The reform of the inter-state fiscal equalisation scheme in 2020
should — despite the decline of the equalisation rates — be able to perform this
function. During the negotiations of the reform, nobody had expected that
the challenge for the new scheme would happen the first year after coming
into force.

The economic consequences of the covID crisis indeed hit the states in a
divergent manner and had a strong influence on regional economic decline
and the following recovery of the growth rates. Growth rates of Gbp and of
fiscal capacities among the States diverged from the traditional pattern. Most
recently, the explosion of energy prices and inflation rates resulting from the
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Ukraine war continued the situation of crisis for subnational budgets. As a
consequence of ongoing crisis, the new rules of VAT distribution as core of
fiscal equalisation and the new Federal Supplementary Grants had to pass a
double challenge of distribution and stabilisation of subnational finance.

The paper therefore identifies the ‘horizontal’ economic and fiscal effects
of the covip and the Ukraine war crisis on regional economic growth and the
subnational tax revenues. It analyses if and how the new equalisation scheme
was able to stabilise state and local budgets across Germany. As local govern-
ments are ‘parts’ of their Linder, their fiscal capacities play an increasing role
for the new — less equalising — equalisation formula and are the base for new
supplementary vertical transfer payments. The paper finishes with lessons to
be learnt for the intergovernmental financial relations in future crisis situa-
tions — the resilience of the system — as well as for the tremendous efforts to be
undertaken to manage the changes of the economy and all pubic budgets in
the ongoing energy and climate crisis.

2 The Reform of Federal Inter-state Fiscal Equalisation

The fiscal equalisation scheme is the final step of the vertical and horizontal
distribution of tax revenues across the three layers of governments. The tax
system — almost exclusively under the legislation of the Federation — is dom-
inated by joint tax revenues from the personal and corporate income taxes
and the value-added tax. Until 2019, the most famous step was the horizon-
tal equalisation among the States which organised formula-based transfer
payments from the rich to the poorer States. Local governments are partly
included into the fiscal capacities and financial needs of the States while the
Constitution obliges the States to share their revenues from joint taxes and
fiscal equalisation with their local communities (for more details see Farber,
2015; Bundesministerium der Finanzen, 2020).

Since the 1980s vertical transfer payments —so-called Federal Supplementary
Grants — became more and more important while the willingness to pay of
the fiscally strong States declined. Particularly Bavaria and Hesse took several
legal actions at the Federal Constitutional Court in order to limit their pay-
ments. The largest challenge of the scheme was the inclusion of the extremely
poor East German Lander after the German unification in 1995 creating con-
siderable financial strains for the federal and the West German state budgets.
That lead to deadlines of the respective equalisation agreements. However,
whenever negotiations on the fiscal equalisation scheme started among the
Federation and the States the Bund has to compensate losses of the poor states
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from the lowering of the degree of horizontal equalisation by increasing its

federal vertical grants in order to achieve the necessary majority in Bundestag

and Bundesrat for the reforms.

In 2020, a long-prepared reform of the federal fiscal equalisation scheme
came into force. Background was the expiry of the Federal Supplementary
Grants in favour of the East German ‘New’ Linder by the end of 2019 and
the experience that those had not reached an economic and fiscal capacity
comparable to those of the West German States. The rich States in the West —
particularly Bavaria — were no longer willing to pay considerable horizontal
transfers to their poorer neighbours regarding that these revenues from fiscal
equalisation enabled them to fund e.g. free kindergarten places which were not
the Bavarian political priorities. As the whole system was to expire by the end
of 2019, negotiations started in 2013 after the Bavarian and the Hesse govern-
ments had — once again — initiated a complaint at the Federal Constitutional
Court. The final decisions of the reform were taken in 2017.

The most important changes concern the distribution of the state vaT share
which no longer was used for a pre-equalisation for the ‘very poor’ states and
the remaining amount distributed as lump-sum transfer payment according to
the size of population. As well were the horizontal payments from the States
with above average fiscal capacity to those of an under average fiscal capac-
ity abolished. However, the fundamental structure of the vertical tax sharing
regime of income tax and VAT across the Federation, the States and local gov-
ernments, which covers more than 70% of total public sector tax revenues and
includes the obligation of the Lander to share their income tax and VAT rev-
enues with their local communities, remained unchanged. The changes only
concerned the rules of horizontal distribution of the state share of VAT reve-
nues and the Federal Supplementary Grants (FSG):

— The vaT-pre-equalisation which formerly used up to 25% of the state share
of VAT revenues to raise the tax capacity under 97% of average by 95% and
that between 97 and 100% applying a declining compensation rate between
95 and 60% was abolished.

— The horizontal transfer payments were replaced by deductions and add-on
of the per capita equally distributed VAT revenues.

— The applied equalisation rate of 63% is lower than before.

— In contrast, the weight of local fiscal capacity which is included into state
fiscal capacity has been increased from 64 to 75%.

— The Federation continues to pay FsG to fill up deficient tax capacity remain-
ing after vaT distribution. Fiscal capacity below 99.75% of average is com-
pensated by 80%.
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— New FsG have been introduced in order to compensate deficient local tax
capacity of less than 80% of average by 53.5% and to counterbalance under
average vertical federal transfer payments to research institutes.

— The FsG to compensate above average ‘costs of political leadership’ of the
small and poorer States and for the special burden of high unemployment
rates in Eastern Germany remain in principle unchanged, but their amount
slightly adjusted.

In Germany, the Linder traditionally vote unanimously on reforms of the

state fiscal equalisation scheme. This implies on the one hand that no State

will lose as result of reform, and on the other hand that the Federation shift

‘fresh money’ into the intergovernmental fiscal relations. So was expected that

the decline of the horizontal equalisation rate should be compensated by an

increase of the FsG closing the gap of under average fiscal capacities after the

VAT distribution (see Figure 7.1). The new FSG compensating extremely low

local fiscal capacity also aim at increasing low fiscal capacities. Despite the

increase of FSG from 2020, they decreased — in relation to the tax revenues of
state and local governments — from 5% to 1.9% in 2019 and slightly grew again

to 2.2% in 2022.

14,000
12,000

10,000

[ |
[ |
l..
B | I
" []

8,000 II II
6,000
4,000
2,000

0

2010 2011 2012 2013 2014 2015 2016 2017 2018 2019 2020 2021 2022

million Euros

mFSG deficient research transf. mFSG low local f.c.
mFSG struc. unemploym. FSG costs pol leader
mFSG New Lander mdeficit FSG

FIGURE 7.1 Federal supplementary grants 2010-2022 (in million euros)
SOURCE: FEDERAL MINISTRY OF FINANCE. ELABORATED BY THE AUTHOR



INTERGOVERNMENTAL FISCAL RELATIONS DURING COVID 19 IN GERMANY 165

The new fiscal equalisation scheme is valid for an unlimited period. Its
effects however shall be evaluated for the first time in 2030. A denouncement
by at least three States is possible at earliest in 2030. The scheme is valid until it
will be replaced by a new scheme. These conditions which were agreed unan-
imously by the Federation and all sixteen Lander however did not prevent
Bavaria to start a new complaint at the Federal Constitutional Court recently
just before the Bavarian State Parliament election in October 2023.

3 covip-19 and Ukraine Crisis Effects on the Economic Growth Rates
and the Subnational Tax Revenues

The quality of a fiscal equalisation scheme is not only restricted to its ‘normal’
distributive effects to close the gap between the ‘rich’ and the ‘poor’ subna-
tional entities, but also by its capacity to disperse special divergences of tax
revenues resulting from economic shocks or crisis among the States as this
was the case during the economic and financial crisis 2008-09 (Firber, 2013).
The specific question now is whether and how the new fiscal equalisation
scheme has been able to support the financial resilience of state and local gov-
ernments. The first challenge came up with the economic disturbances after
the covip-19 lock-downs particularly in 2020, the second followed quickly by
the energy price crisis as a result of the war which Russia has started against
Ukraine in 2022.

Although there was an extremely high spread of covip infections among
the Lander (infected from 35,464 in Berlin to 48,057 in Bavaria, death cases
from 101 in Schleswig-Holstein to 397 in Saxony, both per 100,000 inhabit-
ants), they had no direct measurable incidence on economic growth and fiscal
capacities. The reason probably is that lock-downs and other measures under-
taken to prevent the pandemic from even higher infection rates were common
decisions of the Federal Chancellor and the Minister-Presidents of the States
and were effective all over Germany (Farber, 2021).

The interruption of economic activities in 2020, the supply chain problems
mainly resulting from the sharp Chinese shut-Downs, and the explosion of
energy prices in 2022 however hit the regional economies unevenly. In 2020,
GDP declined in real terms by 2.43% while the consumer prices only increased
by 0.47%. The recovery in 2021 brought real growth of 2.65% and an increas-
ing inflation rate of 3.12% before the implications of the Ukraine war caused
a real decline of GDP of 0.52% and a growth of consumer Prices of 7.9%. The
nominal growth of GDP per inhabitant of the three years, when the popula-
tion increased by about 1 million, was 10%. The regional growth rates however
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SOURCE: FEDERAL STATISTICAL OFFICE. ELABORATED BY THE AUTHOR

counted from 7.3% in the Saarland and 17.4% resp. 17—2% in Saxony-Anhalt
and Bremen (see Figure 7.2).

The sharpest declines in 2020 took place in the ‘rich’ industrialised Lénder
in the West, particularly where the centres of automobile production are
located. The biggest losses of 4% appeared in the Hamburg. This city state
however leads the recovery in 2021 by 8.8% at the third rank after Bremen
(10%, rank 2). Rhineland-Palatinate benefitted from the huge gains of the
enterprise Biontech which had developed the first RNMA vaccine against
coviD-19. The energy price crisis in 2022 generated under average GDP growth
rates in Western Germany, were generated in the three ‘rich’ Lander Bavaria,
Baden-Wiirttemberg and Hesse as well as in the former coal and steel regions
Northrhine-Westfalia and Saarland which both still suffer from the economic
structural change. While the spread of per capita GDP declined in 2020, it
increased in 2020 to a higher value than in the year before the crisis.

Economic capacity and growth rates determine the development of subna-
tional tax revenues and tax capacities. In addition, federal and state govern-
ments used tax reductions as an instrument to fight against economic decline
during the crisis which lead — according to the rules of intergovernmental tax
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TABLE 7.1  GDP per capita growth rates and changes of relation to average (2020—
2022) (in %)

167

Growth GDPpc GDPpc GDPpC  GDPpc

rate GDP 2019 2020 2021 2022

pc 2020—

2022
NW 9.7% 95.7% 96.3% 95.7% 95.5%
BA 9.4% 117.6% 117.3% 116.9% 116.9%
BW 7.6% 113.3% 112.0% 112.0% 110.8%
LS 7.6% 93.0% 92.7% 90.9% 90.9%
HE 7.7% 112.7% 111.8% 111.4% 110.3%
SN 12.2% 76.6% 77.3% 77.0% 78.1%
RP 15.1% 86.0% 86.2% 91.3% 89.9%
SAT 17.4% 70.3% 71.7% 72.5% 75.0%
SH 11.4% 82.2% 83.7% 82.9% 83.2%
TH 12.7% 71.4% 72.6% 72.6% 73.2%
BB 14.5% 72.3% 73.2% 73.4% 75.3%
MP 11.1% 70.7% 71.2% 71.5% 71.4%
SAAR 7.3% 86.8% 85.8% 84.8% 84.6%
HH 13.5% 162.0%  158.7% 163.3% 167.2%
HB 17.2% 116.2% 115.5% 120.2% 123.7%
BE 11.9% 102.9%  104.5% 104.2% 104.7%
Spatial states 9.7% 98.2% 98.2% 98.1% 97.9%
City states 13.1% 122.0% 121.8% 123.6% 125.4%
Average 10.0% 100.0%  100.0%  100.0%  100.0%
Old Lander 9.4%  104.9% 104.6% 104.6% 104.3%
New Lander + BE  13.1% 79.7% 80.8% 80.9% 82.0%
Variation 13.5% 23.8% 22.8% 23.7% 24.3%
coefficient

SOURCE: FEDERAL STATISTICAL OFFICE. ELABORATED BY THE AUTHOR

sharing — to diverging losses of tax revenues. In contrast, inflation creates addi-
tional tax revenues for all taxes of a tax elasticity above 1.
In 2020, the tax revenues of the Liander — before VAT distribution — declined

by almost 5%. In 2021 tax revenues recovered increasing by 15.3%. The growth
of 4.1% in 2022 was lower than the inflation rate. In total, the state tax revenues
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grew across the three years by 12.8%. Local fiscal capacity exceeded state tax
development by a decline of 10.2% in 2020 and a rerise of 15.5% in 2021. In
2022, local governments achieved a growth of their tax capacity by 8.9% higher
than the inflation rate.

The decline and recovery of state and local tax revenues however did not
correspond with economic development. Usually State and local tax capacities
correspond with economic capacity progressively (see Figure 7.3), a result of
the vertical tax sharing of taxes with progressive tax rates (personal income
tax) or a subnational tax incidence (corporate income tax, local trade tax).
Crisis did not change this relation fundamentally, but subnational tax reve-
nues did not change corresponding to economic decline and recovery. There is
even no parallel development of state and local growth rates of tax capacities.
During crisis the correlation between economic and tax capacity declined as
well did the slope indicators. In 2022 however, state tax revenues before VAT
were more progressive (1.41) than before crisis (1.174) while the incidence of
local tax capacity had declined from 1.04 in 2019 to 0.95 in 2022. The main
reason for this development probably is that particularly the tax payments of
enterprises show asymmetric pattern in the beginning of an economic decline
and in the period of recovery. COvVID-19 crisis created besides the ‘usual’ losers
of economic recession new winners as was e.g. the vaccine producer Biontech
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FIGURE 7.3 Relations between per capita GDP and state tax revenues before vAT
distribution in 2019 (in %)
SOURCE: FEDERAL STATISTICAL OFFICE, FEDERAL MINISTRY OF FINANCE.
ELABORATED BY THE AUTHOR
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in Rhineland-Palatinate paying a record amount of taxes to the Land and to its
location city Mainz.

Table 7.2 informs on the spread of state and local tax capacities in 2019,
the year before crisis, and the accumulated growth rates of subnational tax

TABLE 7.2 State tax revenues (before vAT distribution) and local fiscal capacities per
inhabitant 2019 and growth rates (2020—2022)

Euros per State tax In% of Growth Local In%of Growth
capita revenues total rate fiscal  total rate
before 2020—  capacity 2020—
VAT 2019 2022 2019 2022

NW 2,202.7 97.2% 71% 1,346.8 96.7% 9.7%
BA 2,926.5 129.2% 13.0% 1,715.9 123.3% 12.3%
BW 2,555.9 112.8% 13.3% 1,644.4 118.1% 6.9%
LS 1,952.8 86.2% 13.1% 1,228.0 88.2% 10.8%
HE 2,609.3 119.1% 10.1% 1,620.8 116.4% 16.3%
SN 1,376.5 60.8% 10.3%  865.0 62.1% 19.1%
RP 2,091.2 92.3% 19.3% 1,307.1 93.9% 14.4%
SAT 1,250.7 55.2% 17.9%  879.4 63.2% 5.9%
SH 2,036.8 89.9% 15.1% 1,263.6 90.8% 13.3%
TH 1,261.4 55.7% 13.1%  856.8 61.5% 11.9%
BB 1,631.5 72.0% 10.5% 1,034.8 74.3% 17.1%
MP 1,289.7 56.9% 14.5%  860.8 61.8% 15.4%
SAAR 1,615.0 71.3% 11.8% 1,077.7 77.4% 4.6%
HH 3,509.3 154.9% 26.0% 2,201.4 158.1% 6.1%
HB 1,928.5 85.1% 9.3% 1,423.1 102.2% 16.8%
BE 2,309.8 101.9% 21.5% 1,212.3 87.1% 20.6%
Spatial states 2,236.8 98.7% 11.9% 1,381.0 99.2% 11.4%
City states 2,625.5 115.9% 22.4% 1,530.6 109.9% 14.0%
Average 2,265.7 100.0% 12.8% 1,392.1 100.0% 11.7%

Old Lander 2,430.2 107.3% 12.3% 1,494.2 107.3% 10.8%
New Linder 1,585.8 70.0% 157%  970.2 69.7% 16.6%
+ Be

Variation 27.8% 27.8% 37.3% 26.1% 26.1% 41.0%
coefficient

SOURCE: FEDERAL MINISTRY OF FINANCE. ELABORATED BY THE AUTHOR
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SOURCE: FEDERAL MINISTRY OF FINANCE. ELABORATED BY THE AUTHOR

revenues across the three years of crisis. The annual decline and growth rates
are much more erratic and offer absolutely no systematic relations (correlation
coefficients near o). And the growth rates of state and local tax capacities are
often even contrasting as in the case of Hamburg which experienced the high-
est increase of state tax revenues while the growth of local tax capacity was
among the lowest of the Lander. The variation coefficient of the tax capacities
is rather high and was higher than in ‘normal’ periods. That created challenges
for the new state fiscal equalisation scheme.

4 Horizontal Changes of State and Local Fiscal Capacities and New
Fiscal Equalisation Transfer Payments

The above presented data on state economic and fiscal capacities show the
fundamental horizontal problem of the German fiscal equalisation which ever
its construction is: The spread particularly of state tax revenues is much higher
than that of economic capacities because of the construction of the vertically
shared personal and corporate income taxes with a progressive incidence. The
uneven growth rates of economic and fiscal capacities during periods of eco-
nomic crisis increase that equalisation problem particularly in years when tax
revenues decline against the pattern of former periods.
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In fact, the coviD-crisis brought losses of states tax revenues particularly
for the states of higher economic capacity and declined the spread of tax
capacity among the Lander while recovery and the most recent Ukraine war
and energy price crisis created an explosion of divergence compared with the
periods before. Local fiscal capacities, which usually do not show as much
divergence as state tax revenues, reacted differently: their spread — measured
by the variation coefficients indicated in Figures 7.3 and 7.4 — declined in 2020
and 2021 and was in 2022 even lower than in 2019.

As in the old scheme the distribution of the state share of VAT revenues has
to create the main contribution to equalisation among the Lander. While in
the past the adds-on for the states of a fiscal capacity below 92% of average
closed the biggest gaps before the lump-sum distribution worked for closing
down the relative differences and the horizontal transfer payments continued
the equalisation process, from 2020 the whole equalisation efforts concerning
state revenues burdens on the distribution of the state VAT revenues.

covID-crisis created here an additional challenge because VAT rates were
lowered from 19 to 16% for the second half of 2020 in order to support eco-
nomic demand during crisis. The state share of vaT therefore slightly declined
by 0.02% before in 2021 and 2020 — back to ‘normal’ tax rates! — grew sharply
by 10.8% and 12%.

As expected the add-ons and deductions — replacing the former horizontal
transfer payments — increased from 2020. The effects of coviD-crisis on state
and local tax capacities however attenuated the boost, recovery in 2021 started
to show the full results. In 2019, Bavaria, the biggest ‘payer’ of the former equal-
isation scheme, had to transfer 6.7 billion Euros to the recipient states, regis-
tered in 2020 only a moderate increase of the deduction of 7.8 billion Euros,
after all 14.2% of its state revenues including VAT. In 2021 and 2022 as a result of
recovery of tax revenues, particularly of the VAT revenues, the deductions grew
to g billion Euros and 9.9 billion Euros which implies an increasing share of
state tax revenues for fiscal equalisation up to 14.7%. The extremely high gains
of state tax capacity of Hamburg in 2022 provided an increase of deductions
to 814 million Euros or 7.1% of state tax revenues incl. vAT. The Biontech tax
payments shifted Rhineland-Palatinate from an ‘add-on state’ to a ‘deduction
state’ with a rather small and shrinking share of reductions.

Among the ‘add-on’ states, the East German Lander play a proper role.
Despite their success in economic integration indicated by a continuing mak-
ing up leeway of GDP per inhabitant the German tax system only provides

1 Except a special reduction to 7% for all restaurant services until the end of 2023.
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‘primes’ of a corresponding increase of tax capacity for Berlin. The Eastern spa-
tial states experienced an increase of economic capacity from 73% to 75.3% of
average by 2.3 percent points state tax capacity declined from 60.7% of aver-
age to 60.6%, and local tax capacity improved slightly from 64.6% to 66.5%
of average. Because of that stagnation of fiscal capacities, the East German
spatial states Mecklenburg-Pomerania, Brandenburg, Saxony, Saxony-Anhalt
and Thuringia remain dependent from 25% to more than 30% of adds-on in
order to achieve an aggregated state and local tax capacity of 86-88% on aver-
age. Only the city state Bremen profited more from add-ons as a result of the
valuation of their citizens by 135% in the fiscal needs indicator combined with
its comparatively low fiscal capacity; here the add-ons even increased from
31.6% to 34.2% of state tax revenues.

Further equalisation effects result from the Federal Supplementary Grants.
Compared with the proper state and local tax revenues they are rather low. For
the supplementation of the equalisation effects of the distribution VAT rev-
enues they are however important because only Lander of an under average
fiscal capacity receive FsGs. The highest equalisation effects result from the
FSGs compensating further deficient fiscal capacities. The other FsG however
are despite their rather low amount of considerable importance particularly
for the additional funding of the East German Lander.
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TABLE 7.3 Add-ons (+) and deductions (-) of state share VAT lump-sum distribution and their
share of total tax revenues (incl. VAT) (2020-2022)

1000 Euros 2020 % of 2021 % of 2022 % of
state tax state tax state tax
revenues revenues revenues
incl. vaT incl. vAaT incl. vaT

NW —624,117 —0.99% 199,668  0.28% 1,240,540 1.69%

BA —7,770,580 —14.16%  —9,043,527 —14.48% —9,864,592 —14.74%

BW —3,674,193 —-8.68% —4,014,681 -8.39% —4,472,908 -8.64%

LS 1,471,181  5.70% 1,91,447 6.58% 1,789,176  5.62%

HE —2,530,897 —10.32% 3,556,309 —12.30% —3,250,486 —10.89%

SN 2,707,607 24.57% 3,225,129 26.39% 3,303,674 25.07%

RP 333,920 2.40%  —286,955 -1.69%  -107,063 -0.61%

SAT 1,618,773 28.33% 1,978,420 31.96% 1,985,654 28.50%

SH 172,360  1.75% 316,625  2.92% 298,758  2.50%

TH 1,575,693 28.43% 1,856,374 30.37% 1,018,058 28.80%

BB 1,138,668 15.31% 1,370,230 16.41% 1,451,538  16.09%

MP 1,177,050 27.31% 1,325,649 27.62% 1,447,224 27.89%

SAAR 410,533 13.90% 514,388  15.83% 577,260  16.59%

HH —172,200 —2.04%  —230,479 —2.32% -814,333 —7.08%

HB 711,763  31.63% 832,253 33.04% 887,912 34.18%

BE 3,454,439 26.38% 3,601,768 23.55% 3,608,688  21.44%

Spatial —3,094,002 -1.47% —4,203,542 -1.37% —3,682,268 -1.12%

states

City states 3,994,002 16.79% 4,203,542 1515% 3,682,268  11.90%

Average o 0.00% o 0.00% o  0.00%

Old Lander -11,672,229 —4.71% —13,357,570 —4.74% —13,715,736 —4.56%

New Lander 11,672,229 24.77% 13,357,570 25.22% 13,715,736  23.71%

+ BE

SOURCE: FEDERAL MINISTRY OF FINANCE. ELABORATED BY THE AUTHOR

Figure 7.6 visualises the equalisation effects of the steps of the equalisation
scheme. The rather huge differences of the mere tax capacities among the
states are closed step by step and in the end by the instrument of FsG with
additional federal funding. The variation coefficients before and after fiscal
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equalisation usually fall by more than 50% which measures the intensity of
equalisation. The equalisation effect is even larger if the city states and their
valuation of citizens by 135% as well as their comparatively high tax capacities
are excluded. Among the spatial states the variation coefficients fall by about
85% of the values before fiscal equalisation. Here, the original ranking of the
tax capacities is not changed by the equalisation steps.

The data also show that the new equalisation scheme provides a slightly
higher equalisation effect than the old one which might be a logic conse-
quence of the de facto necessary unanimous agreement on the new scheme.
It does not result from the horizontal effects of tax distribution among the
Linder, which are even weaker than before the reform. They come from the
additional equalisation effects of the FsGs.

The new equalisation scheme however was not able to cover the losses of
tax revenues from covip-19 recession. Yet is has been able to compensate
the unusual spread of fiscal capacities wherever they came from and without
regard whether the tax losses were bigger for rich or poor states.
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TABLE 7.4  Variation coefficients before and after fiscal equalisation (2019—2022) (in %)

All Lander Only spatial states

Before fiscal After fiscal Before fiscal  After fiscal
equalisation  equalisation  equalisation equalisation

and FSGs and FSGs
2019 27.0% 12.8% 23.4% 3.6%
2020 25.6% 12.3% 22.1% 3.1%
2021 26.3% 12.2% 23.6% 3.4%
2022 28.3% 13.0% 23.4% 3.3%

SOURCE: FEDERAL MINISTRY OF FINANCE. ELABORATED BY THE AUTHOR

5 Unsolved Vertical Problems and New Horizontal Conflict?

The analysis of the equalisation effects of the reformed scheme confirmed the
expectation that it is still able to stabilise horizontal divergences of state and
local tax capacities resulting from economic crisis. The — continuing and even
increased — observance of local fiscal capacity within state fiscal capacity and
financial needs (based on the size of population) considers that local govern-
ments are underequipped with own tax sources and therefore need additional
transfer payments as a share of state tax revenues what necessarily creates a
special need of horizontal equalisation. However, it should be emphasised that
the fiscal equalisation only aims at converging the differences of tax revenues
and does not regard disparities of financial needs.?

Furthermore, the German Léinderfinanzausgleich is completely blind against
vertical distortions. The instruments used in the fight against economic cri-
sis and for the maintenance of decentralised public services in the pandemic
included tax reductions; the resulting losses of tax revenues hit the layers of
government according to the vertical assignment of taxes. Economic decline
from the crisis mainly occurred for taxes with a base on incomes and profits.
Here local governments experienced sharp losses of the revenues of the local
trade tax. For 2020, the Federation and the states compensated the losses from

2 Except the higher valuation of citizens of the city states and — for local financial needs — of
the population of small thinly populated states.



176 FARBER

their budgets considering that local communities are the least capable to com-
pensate high losses of intakes by borrowing.

The continuing crisis combined with the recent climate change policies
particularly have generated problems at the expenditure side of the budgets.
All levels of government increased their expenditures in a way never observed
before. Particularly in 2020, the Federation spent money apparently without
limits. The new debt brake was suspended for the Bund and all Lander; most
of them were not able to spend the approved crisis budget the same year and
started to save the borrowed financial means as reserves for future spending.
In many cases even the pure borrowing permit was transferred to future years
when the debt brake will probably be back in force (Bundesrechnungshof, 2023).

For the labour market stabilisation social insurances played an important
role, particularly the short-time allowances of the Federal Labour Agency.
Beside the covering of costs of medical treatments by the Social Health
Insurances federal budget funded many special expenditures related to covip
infections or preventions (like the vaccinations) directly. Local governments
received special financial assistance e.g. for personnel costs for closed kinder-
gartens, the maintenance of public traffic, and local health care costs.

The best impression of the budgetary effects of the continuing crisis 2020—
2022 gives the development of public debt. The excessive borrowing of the
Federation increased federal debt by 36.3%, while the Lander and local gov-
ernments tried to consolidate their budgets and therefore were able to restrict
the increase of public debt to 4.8% and 7.1% (see Table 7.6). For many of the
special crisis borrowings the period of redemption will take up to 50 years.

6 Further Expectations for the Fight against Energy Crisis and
Climate Change Policies

In fact, the Ukraine war and energy crisis and the ongoing fight against climate
change creates next challenge for fiscal federalism. An additional burden will
be the actual economic crisis; economic institutes and OECD expect a shrink-
ing GDP in 2023 and hope for a recovery in 2024. Here again the effects on the
regional GDP might be different. The high energy prices burden the industrial
sector extremely. Enterprises threaten to leave Germany and invest abroad if
they would not receive more subsidies.

For public budgets arises a special problem from the increasing interest
rates. As the European Central Bank has fought against the high inflation
rates by increasing its interest rates, the interest payments on public debt have
started to grow. In 2020, the federation even earned from borrowing because
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TABLE 7.6  Public debt of levels of government (2019—2022) (in million euros)

Bund Liander Local gov. Total
government
2019 1.027.832 579.136 130.787 1.899.168
2020 1.403.417 635.832 132.496 2.171.798
2021 1.548.469 638.141 116.192 2.319.773
2022 1.620.357 606.883 140.765 2.368.026

SOURCE: DESTATIS. ELABORATED BY THE AUTHOR

of negative interest for its emissions. The extremely high level of federal debt
now threatens the budgetary scope of action particularly for necessary mili-
tary expenditures and subsidies in climate change programs. New federal laws
with higher social expenditures will not only burden the budget of the federa-
tion, but also local budgets. And at the local level, local communities in some
states did not take the chance to reduce their extremely high debt burden and
face ugly budgetary problems in the near future.

Before this background, a new political debate on changing the intergovern-
mental rules of public debt and vertical and horizontal fiscal equalisation will
open respectively has already started.
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CHAPTER 8

Fiscal Federalism and Territorial
Inequalities: India’s Experience

Govind Bhattacharjee
Centre for Multilevel Federalism

1 Territorial Inequality in India

11 Introduction

Indian economy was reformed in 1991, liberating it from the hitherto stifling
state controls on almost all spheres economic activities. The liberalisation led
to inflow of capital and technology from outside while transforming the coun-
try’s socio-economic landscape. That was the beginning of India’s growth story,
but the growth came at the cost of inequality. Advent of information and com-
munications technology (1cT) that was transforming life and living in other
parts of India could make little inroads within the poorer states, e.g. the states
that lay at the remote border areas in the north-east and the north, or in the
low-income states like Bihar, Uttar Pradesh, Madhya Pradesh or Rajasthan. As
pointed out by Ahluwalia (2000, pp. 1637—48), inter-state disparities in growth
rates of GSDP had in fact increased after the reforms of 1991 across the states
in India. The process of economic reform has not promoted balanced regional
development, but had mostly benefited the already prosperous or well-
governed states rather than the laggards. The reform-orientated states had gen-
erally performed better than other states since the process was started in 1991
(Bajpai and Sachs, 1999). The poorer states have always been ill-equipped to
profit from the reforms because of various impediments like their “less attrac-
tive social, economic, and probably, political conditions” (Baddeley, McNay
and Cassen, 2006, pp. 999-1022). Kurian (2000, pp. 538—42) noticed widening
regional disparities among the states in general and between the forward and
the backward states in particular. The forward states, by virtue of their higher
income, better physical and social infrastructure, higher per capita transfers
and private investments, were much better placed to take advantage of the
globalisation and liberalisation process and moved ahead. As a result, richer
states became even richer compared to the poorer states. All these indicate
that whenever the disparity increases across the states, the poorer category
states are the worst sufferers in terms of economic growth and development.
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Sachs, Bajpai and, Ramiah (2002) also found that there was marked divergence
in the growth and income levels among the Indian states during the period
1980—98, as well as during both the pre-reform and post-reform sub-periods, a
divergence that was most noticeable within the poorer group of states.

1.2 Poverty and Inequality in India

Inequality is rooted in the history and administrative legacy of India; it is
multi-layered and has multiple dimensions. As rapid growth has exacerbated
the existing inequalities in society, both market and non-market forces have
contributed to it. One reason is the agriculture sector which accounts for 19%
of the GDP but sustains two-thirds of the population, implying highly sup-
pressed wages for agricultural labourers. The growth of other sectors and the
overall economy hinges on the performance of agriculture to a considerable
extent through its backward and forward linkages. Agricultural productivity
remained in India low historically and the sector grew slowly. The so-called
Hindi-heartland states in the Gangetic plain and in the east and north-east
of India which heavily depend on agriculture thus suffer from inherent disad-
vantage compared to the industrialised states in the west and south of India.
A disproportionate share of India’s population lives in the low-income states:

Economic neglect and lack of development create inequality and disparity;
uncontrolled, they ultimately also can lead to violence and militancy which
adversely affect development. Predictably, the development-disparity para-
digm had stoked the sinister fire of insurgency in many of these low-income
states, especially in the north-east of India, leading to decades of political
unrest and mindless violence.

In July 2023, an International Monetary Fund (1MF) Working Paper (Arbati-
Saxegaard, 2023) studied the impact and drivers of poverty and inequality in
India during the pandemic years. While recognising the significant progress
made by India in reducing poverty in recent decades, it found, expectedly,
that the economic battering by the covip-19 pandemic has increased poverty
and inequality in India but its impact was rather temporary, with both pov-
erty and inequality returning to their pre-pandemic levels by the end of 2021.
Demographic and labour market characteristics were identified as the main
factors associated with poverty and changes in income and consumption.
Their analysis suggested that workers with low skills due to low education and
those working in the informal sector lacking in social welfare protection were
more negatively impacted during the pandemic. The paper also noted that the
government’s expansion of food subsidies has “likely played a significant role
in mitigating the increase in poverty during the pandemic”.
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FIGURE 8.1 Sates’ share of India’s poor (2012) (in %)
Note: The low-income states comprising of Bihar (8H), Chhattisgarh (cG),
Jharkhand ( ju), Madhya Pradesh (mP), Odisha (oD), Rajasthan (rJ) and Uttar
Pradesh (uP) are highlighted in red. The other states (out of the 19 larger states
considered here for the analysis) are Andhra Pradesh (aP), Assam (As), Haryana
(HR), Gujarat (GJ), Himachal Pradesh (HP), Karnataka (kxa), Kerala (kL),
Maharashtra (MH), Punjab (pJ), Tamil Nadu (TN), Uttarakhand (Uk) and West
Bengal (WB).
SOURCE: INDIA STATES BRIEFS (WORLDBANK.ORG) (HTTPS://WWW.WORLDB
ANK.ORG/EN/NEWS/FEATURE/2016/05/26 /INDIA-STATES-BRIEFS)

India has 28 states besides 8 Union Territories (UTs) of small sizes which
are administered directly by the federal government (except two UTs, Delhi
and Puducherry, which have elected legislatures with limited autonomy).
The 1MF paper did not analyse the inequality among them. But in April 2022,
the Institute for Competitiveness, at the behest of the Government of India
has undertaken another study on inequality and submitted its “The State of
Inequality in India Report” which did analyse the inter-state variations. It is a
comprehensive study covering the economic variables like income distribu-
tion, labour profile and socio-economic variables like health, education and
household characteristics that affect inequality. Quoting from the Annual
Reports of the Periodic Labour Force Survey (PLFS), it noted that the top 10%
of India’s labour force earned between 32 and 35% of the total income — more
than thrice as much as the bottom 10%, during the fiscal years (Fy) 2019, 2019
and 2020. During this period, India’s labour force participation increased from
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49.8% to 53.5%, but the female labour force participation which was a low
23.8% in FY2018 increased to 30% by FY2020 (male labour participation was
above 75% in each year). Unemployment rate which was below 5% in FY2018
increased to almost 6% in FY202o0.

Regarding social infrastructure, the report used data from the Rural Health
Statistics of the Government of India to point out that while the overall pub-
lic health infrastructure comprising the primary, secondary and community
health centres in the country improved between 2005 and 2020, there were
wide differences among the states, with many states registering a decline in
their numbers. The shortfalls in primary, secondary and community health
centres compared to requirements amounted to more than 50% in each of
these categories for some states. The delivery of healthcare services also varied
widely among the states. The public infrastructure on school education also
showed similar variations across the states, and the differences were acute
especially in respect of availability of functional computers and access to inter-
net for students. However, the Gross Enrolment Ratio, especially in primary
education was satisfactory (101.25% in primary and 87.74% in upper primary
education) and was more or less uniform among the states. Quoting from the
government database — Unified District Information System for Education
Plus (UDISE +), the report pointed that dropout rates were significant and
showed wide variations among states, especially in respect of secondary edu-
cation (Grades 9-12).

As regards the distribution of wealth among the states, the report used data
from the National Family and Health Survey (NFHS-4, 2015-16) to prepare a
wealth index based on the quantity and kinds of consumer goods owned by
people, like television, vehicle and access to safe drinking water or toilet facili-
ties inside the home. It showed huge gaps in terms of household wealth among
the states, and also between rural and urban areas. A 44.4% wealth concen-
tration in the highest quintile in urban areas contrasted with a meagre 7.1%
concentration in the highest quintile in rural India where 28.4% households
belonged to the lowest quintile, but only 3.1% of households belonged to the
lowest quantile in urban areas. 54.9% of the households belonged to the bot-
tom two quintiles of wealth concentration in rural areas where almost two-
thirds of India’s population live. Among the States and uTs, Chandigarh, Delhi
(both uTs), Punjab, and Goa accounted for more than 50% of households in
the highest quintile, while Bihar and Jharkhand have recorded the highest
concentration in the lowest quintile (51% in Bihar). Both the states have less
than 10% of the concentration in the highest quintile as well (3.3% and 8.8%
respectively). Between NFHS-4 and NFHS-5 (2019—21), the report found that all
states and UTs have significantly improved access to sanitation and improved
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drinking water due to government'’s focus on these, supported by Central gov-
ernment’s funding for schemes in these areas.

The socio-economic inequities obviously become aggravated due to low
earnings. The report noted considerable improvement in solidifying the
primary healthcare system especially in the rural areas, but highlighted the
challenges of nutritional deprivation affecting the physical and cognitive
development of children. It also noted improvement in physical infrastructure
in the schools which corrects inequality as accessible and affordable education
leads to upward mobility in pulling people above the poverty line, and also
by making structural changes in society. Availability of essential commodities
and resources in households leads to capability enhancement by raising the
standard of living and improved health outcomes.

1.3 Territorial Distribution of Public Expenditure

Poor states need higher government investments on sectors like health and
education, but per capita investment by government on education and health
remains the lowest among poorer states, as seen in Table 8.1 in respect of
developmental expenditure (social sector plus economic sector expenditure)
and social sector expenditure. However, when we consider the expenditure as
percentage of aggregate expenditure by the states/ UTs, no such correlation is
seen. The states have different financial capacities, but within their respective
capacities, they tend to spend as much as possible on social sectors like educa-
tion and health. Even the poorer states like Bihar, Uttar Pradesh or Jharkhand
spend at the level of, and sometimes higher than, the other states in terms
of percentage of total expenditure (TE), though in absolute terms, they are
much lower than the advanced states. As a result, the out-of-pocket expend-
iture (0OOPE) on health becomes abnormally high among the poorer states,
making their poor populations extremely vulnerable to external shocks like
the Covid-g.

The extreme disparity in public healthcare was highlighted in the report
of NITI Aayog, Government’s thinktank, (Health Index, 2019) which pointed
out that while the healthcare scenario in Kerala was comparable to Brazil or
Argentina, the situation in Odisha was similar to Sierra Leone. The top five
high performing states were Kerala, Andhra Pradesh, Maharashtra, Gujarat,
and Punjab, while the bottom five states were Uttarakhand, Madhya Pradesh,
Odisha, Bihar, and Uttar Pradesh in that order. Kerala is often cited as a model
in public healthcare, as a result of decades of effective public demand, respon-
sive government policies, and the role played by local governance institutions
like the Panchayats. A study (Pandey and Gautam, 2020) constructed a com-
posite index of 12 relevant parameters for empowerment of women across the
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TABLE 8.1  Per capita expenditure by states, ordered by per capita income (2022) (in indian rupees, INR¥)

State/ UT Per Per capita Per capita  Expenditure Expenditure
capita  developmental social sector on on health as
income expenditure  expenditure educationas % of TE
(INR) % of TE

Goa 431,351 62,204 35,673 16.5 5.5

Sikkim 415,045 78,453 47,067 14.5 5.7

Delhi 331,112 18,933 13,796 13.7 5.5

Haryana 229,065 21,172 14,774 10.7 6.3

Telangana 225,663 20,184 16,874 20.7 7.9

Karnataka 221,310 24,348 13,081 14.6 8.8

Tamil Nadu 209,628 23,280 14,104 15.9 7.4

Puducherry 208,453 32,329 18,050 14.4 6.3

Gujarat 207,324 18,115 10,936 14.4 4.6

Kerala 194,432 22,494 16,353 16.8 6.5

Uttarakhand 184,002 23,051 18,009 16.9 6.1

Maharashtra 183,704 17,496 11,537 17.1 6.0

Arunachal 181,684 86,862 40,460 15.2 5.7

Pradesh

Himachal 177,924 34,622 22,050 13.4 5.4

Pradesh

Mizoram 173,521 52,621 34,244 11.7 3.7

Andhra Pradesh 163,746 22,684 16,716 12.9 5.1

Punjab 150,620 13,435 8,075 15.4 5.7

Nagaland 119,781 32,936 20,381 15.7 5.9

Tripura 118,401 22,146 17,569 8.9 5.1

Rajasthan 115,122 16,932 11,909 15.6 4.3

West Bengal 106,510 12,420 10,650 18.2 5.4

Chhattisgarh 104,788 19,734 12,399 11.4 5.9

Madhya Pradesh 103,654 16,844 11,260 13.6 5.6

Odisha 103,203 18,522 12,771 11.0 7.4

Jammu & 101,540 27,586 18,464 13.3 6.0

Kashmir (uT

since 2019)

Meghalaya 90,751 27,722 17,856 10.8 5.0

Assam 90,482 15,255 10,194 8.1 3.8

Manipur 75,784 25,977 18,845 13.0 5.2

Jharkhand 69,963 13,185 8,994 20.3 12.2
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TABLE 8.1  Per capita expenditure by states, ordered by per capita income (2022) (cont.)

State/ UT Per Per capita Per capita  Expenditure Expenditure
capita  developmental social sector on on health as
income expenditure  expenditure educationas % of TE
(INR) % of TE

Uttar Pradesh 61,434 9,395 6,209 17.6 8.0

Bihar 42,083 9,087 7,063 14.3 8.4

SOURCE: NATIONAL ACCOUNTS STATISTICS, MINISTRY OF STATISTICS AND PROGRAMME
IMPLEMENTATION (MOSPI), GOVT. OF INDIA; STATE FINANCES: A STUDY OF BUDGETS,
RESERVE BANK OF INDIA, 2023. * 2023 US$1 = 83 INR (APPROXIMATELY)

states, which showed huge inequality across states in terms of value of women
empowerment; e.g., women in Bihar were 550% less empowered than women
in Sikkim. They also pointed out that regional inequality also hides the social
inequality and worst sufferers, both in terms of access and outcome in health-
care, were often those who belong to the marginalised social categories of
Scheduled Castes and Scheduled Tribes.

Territorial inequality has different dimensions, one of which is inter-state
migration in search of jobs (congestion costs). Only four states (Uttar Pradesh,
Bihar, Rajasthan and Madhya Pradesh) account for half of the inter-state
migrants in India. As per the 2011 Census, 20.9 million people (37%) migrated
from UP and Bihar alone. Their major destinations are Delhi, Maharashtra,
Tamil Nadu, Gujarat, Andhra Pradesh and Kerala. The extent of outmigra-
tion reflects the limited livelihood options available within their home states,
which have experienced higher growth since 2005, but even higher growth
could not address the lack of opportunities for employment within the states
(Pandey and Gautam, 2020). The growth story of India continues to remain
non-inclusive and lopsided.

The inequalities are more prominent among the eight states that lie at the
periphery of India in its north-eastern corner (Assam, Meghalaya, Manipur,
Mizoram, Nagaland, Tripura, Arunachal Pradesh and Sikkim) and in the three
Himalayan states (Jammu & Kashmir —now a uT —, Uttarakhand and Himachal
Pradesh), located strategically at the international border of India. They are
prima facie disadvantaged due to their difficult mountainous terrains, remote-
ness of access, sparseness of population, lack of infrastructure and resources,
and neglect of centuries, which is why a mechanism of “special category states”
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FIGURE 8.2 Growth rate of real GDP in India (2010-2023) (in %)
SOURCE: NATIONAL ACCOUNTS STATISTICS, MINISTRY OF STATISTICS AND
PROGRAMME IMPLEMENTATION (MOSPI), GOVT. OF INDIA

was devised to give them access to liberal funding from the Central resources
for development. Lack of convergence in income across regions is always con-
nected with rise in conflict and social unrest, and these states have been the
victims of such unrest for several decades since the 1970s. Terrorism, insur-
gency and separatist movements have crippled their development for decades
and even though peace has returned now, it will take them decades to catch up
with the rest of India. Even the peace has been rather fragile for some, as seen
in the ongoing ethnic conflicts in Manipur. The Central Government'’s focus
has been to improve the infrastructure at a rapid pace, especially the road and
transportation infrastructure, a task that it has been doing commendably, but
it takes time for investments to translate into income and employment which
alone can address the problem of inequality.

14 Economic Growth and Inequality

Between 2010 and 2019, Indian economy has grown spectacularly (see
Figure 8.2), but then it started slowing even before the pandemic. Then the
pandemic struck. Growth has been the global casualty of the pandemic; only
a few countries have somehow been able to absorb the shocks and are now
struggling to recover against all odds. Among them, India is the major economy
which was growing at the fastest rate before the pandemic and is still growing
so after the pandemic. But growth comes at the cost of inequality, and inequal-
ity has been growing between the states that constitute the Union of India.
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A study (Sinha et al., 2023, pp. 49—58) of growth and inequality among the
Indian states in the post reform period (1993—2020) found that the differ-
ent states have been growing at vastly different rates, from 5.3% for Andhra
Pradesh to 14.1% for Sikkim. The distribution of GSDP was also highly skewed
in many states, especially the poorer ones. This again confirms our earlier
observation that poor states gained very little from the economic reforms,
while the richer states surged ahead. The income inequality as measured by
the Gini Coefficient also shows wide variations between the states. Andhra
Pradesh, Punjab, West Bengal, Nagaland, Jharkhand, and Uttar Pradesh with
Gini coefficients between o0.25 and 0.31 showed the lowest income inequal-
ity, while Arunachal Pradesh, Mizoram, Karnataka, Uttarakhand, and Sikkim
with Gini coefficients between 0.39 and o.52 showed the highest income ine-
quality. The study found that growth and income inequality were higher in
landlocked states than in coastal states, which in another cause of the strong
regional inequality. Income was found to be distributed less unequally among
the states that had low and medium growth as shown in Table 8.2. The study
found evidence to support Gunnar Myrdal’s argument that market forces tend
to increase rather than decrease the inequalities between competing regions
(Sinha et al., 2023). It also proves that the trickle-down theories propagated by
the Washington Consensus and market economists make no sense in a country
like India.

All the studies cited above clearly indicate that inequality has increased with
growth and such high levels of inequality has the potential to impact future
growth. As inequality is multi-dimensional, only one of which in income, to
address it we need a holistic approach combining many mechanisms and
many measures to attain an egalitarian growth, with focus on education, pub-
lic health infrastructure, employment, and especially on inclusive financial
services in which India has achieved remarkable progress in recent years. In
the second part of the paper, we investigate whether the existing equalising
mechanism are adequate to address the existing range of inequalities.

2 Fiscal Equalisation Program in India

2.1 Between the Centre and the States

Under the federal structure in India, in addition to the federal government,
also known as the Central or the Union Government, India has 28 states with
their own elected legislatures. Their respective legislative powers are delin-
eated in the Constitution, which has separate lists for the Union, States and
a Concurrent List of overlapping jurisdictions with residuary powers resting
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TABLE 8.2  Inequality vis-a-vis growth in Indian States (1993—2020)

Growth Inequality
parameter
Low Inequality Medium Inequality High
Inequality
Low Growth Andhra Pradesh, Manipur, Assam, -
Punjab, West Madhya Pradesh
Bengal, Nagaland,
Jharkhand, Uttar
Pradesh
Medium - Meghalaya, Mizoram
Growth Maharashtra,
Chattisgarh, Odisha,
Bihar, Goa, Kerala,
Himachal Pradesh,
Rajasthan, Tamil Nadu,
Gujrat
High Growth Haryana Arunachal
Pradesh,
Karnataka,
Sikkim,
Uttarakhand

SOURCE: ADAPTED FROM (SINHA ET AL., 2023, P. 53)

with the Centre. States can raise their own tax revenues using their own taxing
powers under the constitution, as well as from non-tax revenues from the pub-
lic services they render. Besides these, they are entitled to a share of the federal
taxes and grants via the intermediary of Finance Commission (Fc), which is a
constitutional mechanism for devolution of resources from the Centre to the
states. So far, 15 Finance Commissions have been set up at the federal level
beginning with 1952, — one in every five years, and given their recommenda-
tions regarding transfer of federal resources to subnational governments. The
federal government also gives grants and loans to the states outside this mech-
anism. At the level of states, there is a similar constitutional mechanism medi-
ated by State Finance Commissions, also constituted once every five years, for
transferring resources to the local bodies — the third tier of administration
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which covers both the urban and rural local bodies. The thrust of the Finance
Commission mechanism from the beginning has always been on three guiding
principles: equity, equalisation and efficiency, with equalisation being the pre-
dominantly guiding factor behind their recommendations. This was natural,
given the huge disparity that existed between the states of India from its colo-
nial days before independence in 1947.

After the Indian economy was liberalised, a series of transformational
reforms in public finances were undertaken, in areas covering revenue, fis-
cal discipline and public debt. One important set of reforms was the enact-
ments of fiscal responsibility legislations (Fiscal Responsibility and Budget
Management Act, or FRBMA ) by the Centre (2003) and by all the states (2006—
2010) putting a cap of 3% of GDP or GSDP (Gross State Domestic Product, for
the states) on borrowing, which led to significant improvements in public
finances. The 12th Finance Commission provided significant incentives to the
states for controlling their revenue expenditure by way of writing off part of
the huge debts that they owed to the Centre. The states responded and their
revenue accounts started generating surpluses, reversing the trends of huge
deficits that had hitherto characterised all state finances. The equalising mech-
anisms applied by the successive FCs and the financial discipline enforced by
the FRBMAs saw even the laggard states slowly increasing their growth rates.
For some time, it seemed as if they would catch up with the advanced states
gradually. But then the pandemic struck, sending the entire country into pro-
tracted lockdowns and bringing economic activities to a complete standstill.
While both the federal and subnational state governments lost revenue, they
had to spend more in providing subsidy to the poor who had lost their sources
of income. The result was an increase in debt level across all the states and also
at the federal level. Needless to day, the increased debt level exacerbated the
existing inequalities as the poor states became more financially stressed. It was
not only an Indian phenomenon, all the countries were impacted by it, but the
impact was more severe on the emerging economies, and within them, among
the poorer regions.

The mechanism of the Fc was embedded in the Constitution to address the
problem of regional imbalance and to equip and empower the states, where
all development takes place. Till 2014, there was a Planning Commission (PC)
when India followed the path of centralised planning. At independence, India
had adopted a path of centralised planning and set up a Pc to guide the socio-
economic development of the newly independent nation, impoverished and
deindustrialised due to colonial exploitation by the British rulers. pc was not a
constitutional body, but was set up by a resolution of the Government of India
in 1950 to ensure rapid socio-economic growth of individual states and also to
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address the disparity that existed between them. Both the Fc and the pc — one
constitutional and another extra-constitutional body — were thus addressing
the same problems — while the Fc strove to achieve these objectives by trans-
ferring resources from the richer to the poorer states through the constitutional
process, the pc tried to address these problems by allocating federal resources
through its Five Year Plans to meet the growth needs of individual states by
giving higher per capita allocation to the poorer states. During the 1950s and
1960s, about two thirds of the Central resources thus used to be transferred to
the states through the agency of the pc. Later, both these Commissions were
each responsible for the transfer of approximately half of the total resources
transferred from the Centre to the states.

Under this arrangement, public expenditure was classified as plan and non-
plan expenditure, plan expenditure, meant for the creation of capital assets,
being the prerogative of the Pc and non-plan expenditure, meant for main-
tenance and upkeep of those assets, being the responsibility of the Fc. This
arrangement was not sanctioned by the Constitution, but the terms of refer-
ence of the FCs restricted their scope to recommending devolution of federal
resources only in relation to the non-plan expenditure.

While the Fc derived their authority from the Constitution, the pc lacked
any such sanctity. Its members owed their allegiance to the government of the
day, and often made transfers discretionally to suit the interests of the ruling
party; this created many distortions and aberrations in our public financial
system which severely impacted growth and transparency. It was increas-
ingly being realised that centralised planning was not serving the objectives
of growth and development, as the country continued to stagnate in a low-
income, low-growth equilibrium for several decades. The pc was finally wound
by the newly-elected government in 2014. In the scheme of transfers made to
the states at the behest of the pc, discretion of the federal government was
objected to by the states, forcing the pc eventually to adopt formula-based
transfers, the formula being based on factors like population, area, income ine-
quality, status of infrastructure or backwardness within the states, their special
problems, etc. (Appendix 1). Of the total plan transfers which amounted to
roughly half the aggregate transfer of resources from the Centre to all states,
30% were earmarked for distribution among the special category states men-
tioned earlier, and the rest were distributed according to this formula. The 30%
share helped the special category states reduce poverty and improve physical
and social infrastructure, but was unable to address the problems of income
and employment generation or industrialisation within them. It rather created
an overwhelming dependence of these states on Central resources, a depend-
ence that continues undiminished even now.



192 BHATTACHARJEE

Many a distortion thus characterised the entire planning era (1952—2014),
the most damaging of which was the unchecked proliferation of so-called
Centrally Sponsored Schemes (css), which ate into the formula-based plan
transfers and consumed more of the central resources otherwise sharable
with the states, which seriously damaged the spirit of federalism, as they were
designed by the Pc, often without consultation with the states, in areas that
mostly belonged to the state’s jurisdiction like rural development, education,
health, sanitation, etc. Largely financed by the Centre, these schemes were
reckoned as huge vote-catchers for the party that ruled at the Centre, and
since all parties had a vested interest in continuing with the arrangement, the
css continued to grow even when governments changed, and they continue
till now. The 15th FC (FY 2021—26)! itself has pointed out that allocations on
these schemes which are transferred to the states “detract from the equalising
focus of the transfers extended by the Finance Commissions, and are prob-
ably regressive, in the sense that they are positively correlated with per cap-
ita incomes of the states ... Thus, there is a strong need to build institutional
capacity in the States and shift to well-designed output-based transfers, while
rationalising the multiplicity of Union schemes.”

A substantial part of the funds for these schemes were even transferred
directly to their implementing agencies without routing them through the
state budget, which was a requirement of the Constitution, and this kept large
amounts of government funds outside the government account. Thankfully,
the practice was abolished in 2013 and the pc itself was abolished in 2014. Since
then, the Fcs have been recommending devolution of all central resources to
the states as mandated by the Constitution. They make recommendations
for the horizontal and vertical sharing of the net proceeds of Union taxes
between the Union and the states and determine the principles for Central
grants-in-aid to states, besides also recommending measures to supplement
the resources of the Local Bodies.

The Fc recommendations are primarily based on the three principles of
equity, equalisation and efficiency. Different rcs have used different criteria
and weightages thereon for vertical and horizontal devolutions as shown in
Table 8.3. The resources to be transferred comprise net proceeds of all taxes

1 The1sth FC was supposed to have given its recommendations covering the period 2020—2025.
However due to the intervention of covip-19, which required it to reassess the requirements
of the state and the Union afresh, it gave two reports — one covering the period 2020—21 and
the second report, called the report of the covip-19 Time Commission, covering the period
2021-26.

2 Para 2.36, Second Report of the 15th Finance Commission.
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and duties collected by the Centre sans from cesses and surcharges which the
Centre can keep for itself, which is a sore point with the states. It can be seen
that all Fcs have given the maximum weightages to equalisation. From 14th Fc
onward the environmental criterion was introduced, assessing environmental
externalities. The criteria used by the 15th Fc for equalisation is the distance
of per capita income of a state from the highest per capita income state — the
more the distance, the more the share of that state.

Asnoted earlier, the sluggish pace of growth of agricultural sector contrasted
with the rapid growth of the high-skilled service sector, whereas the growth of
the manufacturing sector has been rather modest. This unequal growth across
sectors has led to growing income inequality between the rich and the poor
on the one hand, and between richer and poorer states on the other, and this
inequality has widened over time, affecting the fiscal capacity of the states and
making them more dependent on the federal financing, which has led to an
unwelcome trend towards re-centralisation in federal fiscal relations. As seen
from Table 8.4, states’ own revenue receipts (RR) meet only a part of their reve-
nue expenditure (RE) needs making them heavily dependent on central trans-
fers for the rest; the RR/RE ratio also varies widely across the states. For some
states, the gross financial transfers from centre constitute almost three fourths
of their total aggregate expenditure, affecting their autonomy. Table 8.4 also
shows the ratios of per capita tax to average state income (GSDP) which is a
standard metric of the state’s fiscal capacity or tax effort; this also varies widely
among the states. For the federal government, on the average it is between 10%
and 11% while for all the states combined, it is around 6% so that the total tax
to GDP ratio for the country stands at around 17% and this has been rather
stagnating at that level for a decade. The high level of dependence of the states
upon federal financing does not augur well for healthy federal fiscal relations.

The Fc recommendations and transfers have always been non-controversial,
being based on objective criteria and formula based. However, the devolution
of resources by the 15th Fc failed to address the inequality between the states
in a fair manner, and their recommendations were even seen as politically
coloured. Till the 14th Fc, the 1971 population was taken as the reference in
order to incentivise the states to control their population, and this was a suc-
cess because all states save only the six heartland states that speak Hindi, also
known as Hindi-Belt states, have reduced their total fertility ratio (TFR) below
the replacement level of 2.1. But the Terms of Reference of the 15th Fc required
it to consider the 2011-population which would have affected the shares of
all other states, especially the southern states which have reduced the TFR
well below the replacement level. As a result, the six Hindi-belt states — Uttar
Pradesh (up), Madhya Pradesh, Bihar, Jharkhand, Rajasthan and Chattisgarh,
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TABLE 8.3  Criteria and respective weightages used by different finance commissions (2005—

2026) (in %)
Vertical Devolution
FC-12 FC-13 FC-14 FC-15
(2005-10)  (2010- (2015- (2020-26)
2015) 2020)
Percentage of Central 30.5 32 42 412
resources to be transferred
to States (%)
Horizontal Devolution
Criteria Weights (%)
FC-12 FC-13 FC-14 FC-15
Equity
Population (1971) 25 25 17.5
Population (2o11) 15
Demographic Change since 10
1971 (2011 Population)
Area 10 10 15 15
Equalisation
Income Distance 50 50 45
Fiscal Capacity Distance 47.5
Efficiency
Demographic Performance 12.5
Tax Effort 7.5 2.5
Fiscal Discipline 7.5 17.5
Environment
Forest and Ecology 7.5 10
Total 100 100 100 100

a 1percent is kept for Jammu & Kashmir which has become a UT in 2019. The Fc transfers are
only for the states. UTs are administered by the Centre
SOURCE: REPORTS OF THE RESPECTIVE FINANCE COMMISSIONS

which together shared 42.75% of India’s population as per the 2011 census
were given 48.57% of the sharable pool of Union taxes during 2021-26 by the
15th Fc. The five southern states — Tamil Nadu, Karnataka, Kerala, Andhra
Pradesh and Telangana — with a population share of 21.32% got only 15.8% of
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TABLE 8.4 State dependency on federal transfers (2020-21)

State/uT State’s own Gross transfers ~ Tax: GSDP ratio (%)

revenue/ from centre/

revenue aggregate

expenditure expenditure of

(%) state (%)
1. Karnataka 59.6 28.0 6.0
2. Goa 59.2 29.4 5.6
3. Telangana 59.0 19.6 7.1
4. Maharashtra 58.0 26.0 6.3
5. Odisha 56.4 44.9 6.4
6. Haryana 54.3 20.8 5.6
7. Gujarat 53.6 29.9 4.3
8. Tamil Nadu 49.3 23.6 5.9
9. Kerala 44.5 33.5 6.2
10. Uttar Pradesh 44.1 45.6 7.3
1. Uttarakhand  43.4 54.4 5.0
12. Chhattisgarh  42.9 42.2 6.6
13. Rajasthan 41.5 31.9 5.9
14. Jharkhand 41.2 46.4 5.6
15. Andhra 39.8 32.5 6.0
Pradesh
16. Punjab 39.6 42.0 5.7
17. Madhya 39.1 44.5 5.7
Pradesh
18. West Bengal  36.8 42.1 5.2
19. Assam 31.0 58.7 4.8
20. Himachal 30.6 599 5.2
Pradesh
21. Bihar 26.2 59.2 5.2
22. Sikkim 25.6 52.5 3.0
23. Meghalaya  22.6 611 6.0
24. Arunachal 17.4 81.6 4.6
Pradesh
25. Tripura 16.4 72.3 3.8
26. Mizoram 14.2 67.5 2.7
27. Manipur 11.6 78.3 4.1

28. Nagaland 11.5 78.3 3.3



196 BHATTACHARJEE

TABLE 8.4 State dependency on federal transfers (2020—21) (cont.)

State/uT State’s own Gross transfers ~ Tax: GSDP ratio (%)
revenue/ from centre/
revenue aggregate
expenditure expenditure of
(%) state (%)
Mean 38.2 46.7 5.3
Standard 15.4 18.3 1.6
Deviation
Central 10.3
Government

SOURCE: STATE FINANCE; A STUDY OF BUDGETS, 2023, RESERVE BANK OF INDIA

the sharable taxes, while the seven western, eastern and northern states with
30.61% of population got 25.31% share of tax proceeds. The eight remote and
resource-starved north-eastern states and two Himalayan states (Uttarakhand
and Himachal Pradesh) accounting for only 5.32% of population got 10.48%
of the tax transfers. Had the 1971 population been considered, the Hindi-belt
states which send more legislators to Parliament than other regions, would
have got lesser shares, as shown in Table 8.5 (Bhattacharjee, 2021). Besides, the
skewed shares of states from this, the recommendations also resulted in some
bizarre anomalies.

TABLE 8.5 Share of states vis-a-vis population (1971—2011) (in %)

Share in population  Share in devolution (%)

(%)
Reference 1971 1971 2011
population

1971 2011 13thFc  14thFc 15thFc
Hindi-Belt States  38.56 42.75 48.83 46.88 48.58
Southern States 25.14 21.32 18.57 17.97 15.80

SOURCE: AUTHOR’S CALCULATIONS BASED ON FC REPORTS
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TABLE 8.6 Per capita share of states vis-a-vis tax effort (2021-26)

States Overall share Tax effort performance

of states in

devolution Tax: GSDP f*2011 Per capita

(%) ratio (f) per  population share (%)

capita (%)

UP 17.939 7.00 13983008 18.825
Maharashtra 6.317 6.97 7833503 10.546
Bihar 10.058 5.46 5682760 7.651
West Bengal 7.523 5.44 4963550 6.682
MP 7.850 6.72 4881533 6.572
Tamil Nadu 4.079 6.47 4667354 6.284
Rajasthan 6.026 6.12 4192976 5.645
Karnataka 3.647 6.63 4051084 5.454
Gujrat 3-478 5-94 3587565 4.830
Punjab 1.807 6.30 1748247 2.354

SOURCE: REPORT OF THE 15TH FINANCE COMMISSION, VOL 2, ANNEXURE 6.5

The actual inter-se shares of the states are influenced by population in more
than one way. Thus, the 2011 population enters the calculations in respect of
a total weightage of 17.5% (population and tax effort), while the 1971 popu-
lation enters the calculations in respect of demographic performance with a
weightage of 12.5%. Thus tax effort, defined in terms of the ratio of average
per capita tax to average state income (GsDP) for three preceding years would
have captured the parameter adequately, but multiplying it by the 2011 popu-
lation to determine the states’ shares resulted in Bihar's share in terms of tax
effort exceeding that of all other states except UP and Maharashtra, which may
not be the true reflection of its relative tax effort (Table 8.6). Similarly, scaling
demographic performance, another parameter when defined as the inverse of
fertility ratio would have been a correct reflection of a state’s performance,
by the 1971 population resulted in UP’s share from this parameter exceeding
that of all other states (Table 8.7); even Bihar’s share of 5.513% in terms of
demographic performance was better than Gujrat’s 5.043%, even though their
fertility ratios were vastly different -2.9 and 2.0 respectively (Bhattacharjee &
Bhattacharya, 2021, pp. 14-17).



198 BHATTACHARJEE

TABLE 8.7  Per capita share of states vis-a-vis demographic performance (2021-26)

States Population Demographic performance

share 2011

(%) Reciprocalof f*1971 Per capita

TFR (f) population  share (%)

uP 16.959 0.38 32.126 12.318
Maharashtra 9.538 0.52 26.394 10.120
West Bengal 7.747 0.60 26.376 10.113
Tamil Nadu 6.124 0.63 26.075 9.998
Karnataka 5.186 0.55 16.187 6.207
Bihar 8.836 0.34 14.378 5.513
Gujrat 5.130 0.49 13.151 5.043
MP 6.164 0.38 11.413 4.376
Rajasthan 5.818 0.36 9.202 3.528
Punjab 2.355 0.54 7.286 2.793

SOURCE: REPORT OF THE 15TH FINANCE COMMISSION, VOL 2, ANNEXURE 6.1

Thus, the Commission’s recommendations hurt the principles of coopera-
tive federalism and created expected discontent among the states. Of course,
all Hindi belt states were poorer than the rest, but the recommendations were
seen as catering to the interests of the ruling coalition rather than meeting the
demands of objectivity and fairness. Even after the tax devolutions, as many as
17 out of 28 states were assessed to be short of adequate revenues to meet their
revenue expenditure; they had to be given separate revenue-deficit grants, and
this even included rich states like Tamil Nadu. Contrast this to only 11 states
that were given such grants by the 14th Fc (2015-20) and it becomes clear how
the state finances have been devastated by the pandemic, especially in the
poorer states.

2.2 Equalisation Between the States and the Local Bodies

In the three-tier system of governance in India, the weakest link has always
been the last tier of the local bodies. In 1992, the local bodies were given consti-
tutional status through two landmark amendments to the Constitution, 73rd
and 74th, for the rural (RLBs) and urban local bodies (ULBs) respectively. The
RLBs have a three-tier structure of bodies called Panchayats at the village, block
and district levels (called Village Panchayats, Panchayat Samities and Zilla



FISCAL FEDERALISM AND TERRITORIAL INEQUALITIES IN INDIA 199

Parishads respectively), while the ULBs also have a three-tier structure (Nagar
Panchayats, Municipal Councils and Municipal Corporations depending on
population). There are about 250,000 RLBs and 5000 ULBs in India. They are
the institutions of political participation and governance in which one third
of seats are reserved for women and are responsible for development at the
grassroot level. The constitutional amendments mandated transfer of several
functions along with the necessary funds and functionaries from the state to
the local bodies. Functions were duly transferred, but many functionaries were
missing, and as regards funds, practically their only source of revenue is the tax
on property which is grossly inadequate. To address this, the amendments also
mandated the constitution of State Finance Commission (SFC) by every state
to recommend devolution of state resources to the local bodies. Since states
themselves face financial constraints, the Constitution also mandated that the
Central Finance Commission would recommend measures to augment their
resources. Besides scarcity of funds, the local bodies also suffer from severe
constraints upon their capacity, expertise, etc. The 15th Fc has recommended
a total transfer of INR 4.36 trillion to the local bodies from the Central resource
to be distributed among the states on the basis of their population and area
(90% and 10% weightages respectively), subject to certain conditions like
publishing provisional and audited accounts in the public domain, fixation of
minimum floor rates for property taxes by states and improvement in their
collection, and also upon the constitution of srFcs by March 2024.

Most states have constituted their SFCs while some states have imple-
mented the recommendations of six SFCs by now. However, many states have
not constituted the current SFCs; e.g. in Manipur, the last SFC report covered
the period from 201318, and the next SFC is yet to be constituted. Just as
inequalities exist between states, so also inequalities exist between districts
and in most states, due to the availability of infrastructure and institutional
capacities in the capital and adjoining districts, they absorb most of the gov-
ernment expenditure for social sector development, while the peripheral dis-
tricts are starved of funds. There is a huge development-disparity paradigm
that develops as a result. An earlier study by the author on intra-state dispari-
ties in government expenditure in six states — Bihar, Uttar Pradesh, Jharkhand,
Chhattisgarh, Madhya Pradesh and West Bengal — based on the actual treas-
ury data on government expenditure made in the social sectors of education,
health and supply of drinking water, revealed shocking disparities within most
of these states (Bhattacharya, 2009, pp. 231-37). The situation remains much
the same even now, especially among the poorer states. In conflict-ridden
Manipur, for example, the average per capita government expenditure in the
valley areas inhabited by the majority ethnic group of Meiteis is about two to
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four times that in the surrounding and underdeveloped hill areas inhabited by
the ethnic groups of Kukis who are now fighting the former. Goven that gov-
ernment expenditure constitutes 80% of the GsDP in Manipur without much
other economic activity, such skewness creates huge disparity between the
core and the periphery. The primary task of the sFcs should be to addressed
such disparity through appropriate equalisation measures.

A 2018-study (Chakravarty et al., 2018) of the working of SFCs across the
Indian states does not give the impression that they have achieved this objec-
tive. While the advanced states in the south have constituted five or six SFCs
till now with devolutions covering the current fiscal, some states have not con-
stituted beyond just two SFCs. Their reports often get delayed inordinately, and
while some states act promptly upon their recommendations, some show no
urgency to act. Their treatment of divisible pool remains non-uniform, with
different sFcs defining the divisible pool according to their own judgments,
though most sFcs have considered only the state’s own revenues (without its
share of central taxes). The transfers recommended to the local bodies ranged
from 2.5% of the net proceeds of state’s own tax receipts for West Bengal to
41% for Karnataka, making comparisons extremely difficult across the sFcs.
The study did not find any evidence of relationship between the per-capita
income of a state and recommended financial devolution. The per capita trans-
fers showed wide variations across states ranging from INR 146.75 for Odisha
to INR 6101.04 for Karnataka, as did the transfers as share of own revenues of
the states (1.69% to 41.36% for these two states). The study noted the non-
existence and non-availability of data, in the absence of which population and
area were mostly considered as criteria for horizontal distribution, without
there being any equalising factor like the income distance as in case of Central
FCs, though some states have included criteria like remoteness, backwardness,
or other vulnerabilities that could be measured. The study noted that for SFcs
“to function as an institution to promote decentralisation, the focus needs to
be multi-dimensional focusing on improving the process, the data collection
and sharing as well as improving the quality of SFC reports.”

The situation remains much the same even now, as the author’s analysis of
a sample of SFC reports covering 8 states selected from different regions and
different income strata clearly shows (Appendix 2).

3 Conclusions

Inequality has been the price of growth in India. There are huge inequalities
across the Indian states which have increased over the years and pose serious
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problems for future growth of India. The shock of the pandemic tested the
resilience of the equalising federal institutions in India. The constitutional
mechanism for devolution of resources mediated by the Fcs also faltered, with
its emphasis more on the fiscal rather than on the federal, thereby compro-
mising objectivity in the process. FCs have repeatedly emphasised the crea-
tion of an independent Fiscal Council to ensure objectivity and fairness in the
public financial management system and to check the perpetual tendency of
governments to indulge in populism at the cost if state’s resources which can
be utilised much more productively otherwise, but such recommendations
have so far found no acceptance with successive governments. Centralisation
of federal fiscal relationship has always been a problem in India, with the
Centre encroaching upon states’ jurisdictions through the centrally sponsored
schemes. To meet the shock of another great pandemic or economic crisis, the
public financial management system needs to be more accommodative to the
needs and concern of the states. Similarly, the states also must strengthen their
own equalising mechanisms which are now delivering sub-optimally, and uti-
lise their resources by increasing efficiency and abstaining from populism. The
challenges are serious, and if not manged properly, may impede the growth of
the country as a whole.

(The criteria and their explanation is contained a background note
appended to Demi-Official: letter No.4/9/96-FR/DCH/3670 dated February 24,
1997 forwarded by Mr. Madhu Dandavate, the then Deputy Chairman, Planning
Commission to Mr. Prakash Singh Badal, the then Chief Minister of Punjab.)

APPENDIX 1 Formula used by the planning commission for transfer of plan funds to states (in %)

Original Modified NDC NDC
gadgil gadgil revised revisedformula
formula formula  formula  (1991)

(1969)  (1980) (1990)

A. Special Category States  30% 30% share 30% share 30% share of 1
shareof 3 of 8 States of 10 States States
States

B. Non-Special Category States

(i) Population (1971) 60.0 60.0 55.0 60.00

(ii) Per Capita Income of  10.0 20.0 25.0 25.0

which
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APPENDIX 1 Formula used by the planning commission for transfer of plan funds to states (in %) (cont.)

Original Modified NDC NDC
gadgil gadgil revised revisedformula
formula formula  formula  (1991)
(1969) (1980) (1990)
(a) According to the 10.0 20.0 20.0 20.0
deviation method (for
States with per capita

income less than the

national average)

(b) According to the 0.0 0.0 5.0 5.0
distance method covering

all the States.

(iii) Performance of 10.0 10.0 5.0 7.5
which

(a) Tax effort 10.0 10.0 0.0 2.5
(b) Fiscal Management 0.0 0.0 5.0 2.0
(c) National Objectives 0.0 0.0 0.0 3.0
1. Population Control 0.0 0.0 0.0 1.0
2. Elimination of Female 0.0 0.0 0.0 1.0
illiteracy

3. On-time completion of 0.0 0.0 0.0 0.5
externally aided projects

4. Success in Land 0.0 0.0 0.0 0.5
Reforms.

(iv) Special Problems 10.0 10.0 15.0 7.5
TOTAL 100.0 100.0 100.0 100.0

Notes: NDC = National Development Council, a body of all states (now defunct). The number of
special cattery states increased from 3 in 1969 to 11 in 1990, as smaller states were carved out of
larger states and given the special category status.
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APPENDIX 2 Basis of SFC recommendations in some states, as available now

203

State Year of Criteria Horizontal Horizontal Shares of
report for vertical  devolution devolution devolution by
vevolution  formula for RLBs formula for uLBs RLBsand ULBs
Assam 2016-2020 14% of Population 50% 60%, 40%
SOTR (Net  Area25% Including 6th
proceeds Index of Infrastructure 2 12.5% Schedule Areas
of State’s Per capita Tax Collection 12.5%
Own Tax
Revenue)
Manipur 2013—2018  10% of SOTR Population 75% 35.28%, 22.49%
+Shareof  Area10% and 42.23%
Central Illiterate population: 5% between PRIs,
Divisible Population without piped water ULBs and ADCs
Pool of Taxes supply 5% depending
Population without electricity 5% on respective
populations
Bihar 20202025 10% of sOTR Different formula for Development,  65%, 35%

Tamil Nadu 2022-2027

Maharashtra 2020-2025

10% of SOTR

11.41% of
SOTR

Maintenance and General Funds

(30%, 20% and 50% of total

devolution respectively both for RLBs

and ULBs)

Inter-se distribution under each fund

based on Population 9o%, area 10%.

Population 55%
Area 25%

sc/sT population
20%

Population 90%
Area10% b

Population 55%

Area 25%

Slum population
20%

Population 90%

Area 10%

49%, 51%



204 BHATTACHARJEE

APPENDIX 2 Basis of SFC recommendations in some states, as available now (cont.)

State Year of Criteria Horizontal Horizontal Shares of
report for vertical devolution devolution devolution by
vevolution formula for RLBs formula for uLBs RLBsand ULBS
Kerala 2021-2026  28.45% of Different formula for different funds, 70%, 30%
SOTR e.g. for the General Purpose Fund: to 92%, 8%
Non-sc/sT population: 40% (50% for for different
BPsand ZPs) funds (General
Atea 10% Purpose Fund,
Environmental vulnerability ©10%  Maintenance
Deprivation index 410% Find,
Incentive for revenue mobilisation =~ Development
15% Fund)
Punjab 2021-2026  3.5% of Population 80%, Population 9o%, 55%, 45%
SOTR Area 10%, SC Area 10%
Population 10%
West Bengal 2020-2025 1.5% of Population 50%  Population 33.3% 68%, 32%
SOTR with ~ Area10% Area 33.3%
5% increase Share of Illiterate ~Share of Illiterate

in every
subsequent

year

females 10%
Share of
Agricultural
labourers 10%
Share of urban

population 10%

females and
Share of marginal

workers labourers

33.3%

1. Length of surface roads 2. Length of pucca drains 3. Number of street lights

Floodplain area, coastal length, hazard zone

a
b For GPs,100% share based on population
c
d

Households without LPG connection, electricity or water, below poverty households, dis-
tance from highest per capita own revenue weighted with population

SOURCE: REPORTS OF THE RESPECTIVE FINANCE COMMISSIONS
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CHAPTER 9

Confronting Territorial Inequality among South
African Municipalities: Challenges to the Fiscal
Equalisation System

Jaap de Visser, Tinashe Chigwata and Nico Steytler
Dullah Omar Institute (University of the Western Cape)

1 Introduction

South Africa is the most unequal country in the world when measured against
the common Gini-coefficient. Race is the biggest contributing factor to that
inequality (World Bank, 2022) but there is also spatial inequality; poverty is
unevenly spread across the country. Under apartheid, the bantustans (the then
black self-governing territories) were underdeveloped rural areas to serve as
labour reserves for mining and urban industries. They were sites of poverty,
and public services were far inferior to those in the white areas. The inequal-
ity between rural and urban has persisted since 1994 (Visagie & Turok, 2021).
This is also reflected at provincial level: residents of the Gauteng and Western
Cape provinces are better off when compared to other provinces, with the
Eastern Cape, KwaZulu-Natal, and Limpopo housing the poorest (Statistics
South Africa, 2020). As the rural-urban divide is also manifest among munic-
ipalities across the country, so does inequality among municipal areas (David
et al., 2018).

The democratisation of South Africa in 1994 was not only to ensure majority
rule, but also to redress the immense inequality and poverty produced by apart-
heid. The 1993 interim Constitution established a non-racial liberal democracy
with a bill of rights. A significant element of the new constitutional dispen-
sation was the establishment of a decentralised system of government: nine
provinces and local governments were established, each with a modicum of
autonomy (Steytler, 2005). Seven of the nine provinces incorporated the ten
bantustans, and inherited their poverty. One of the aims of decentralisation
was to ensure the redistribution of resources also between territories. In the
1996 Constitution of the Republic of South Africa, the positions of the prov-
inces were maintained, but the autonomy of local government, as a sphere
alongside the national and provincial governments, asserted (De Visser, 2005).

© JAAP DE VISSER ET AL., 2025 | DOI:10.1163/9789004524514_011
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Local government institutions, covering the entire landmass of South Africa,
were established in three categories of municipalities: single tier metropolitan
municipalities (metros) and district municipalities (which are composed of
a number of local municipalities, where the former perform mostly a coor-
dination function and the supply of bulk services to municipalities). District
municipalities are again subdivided: nearly half is authorised to provide water
services directly to communities, while the other half is not. Through a process
of amalgamation, coming into effect in 2000, urban areas were linked to rural
areas where possible, and by 2022 there were eight metros, 44 district munici-
palities, and 205 local municipalities. The metropolitan and local municipali-
ties are further classified by the National Treasury as metros, secondary cities,
large towns, small towns, and rural areas (National Treasury, 2012). The finan-
cial position of municipalities is highly disparate; urban municipalities have
access to their own revenue (property taxes and service fees) but most rural
municipalities do not.

The objectives of local government include ‘the provision of services to
communities in a sustainable manner’ (section 152(1)(b) Constitution 1996).
These services include water and sanitation services, electricity distribution,
and municipal health services (schedule 4B Constitution 1996). Through judi-
cial interpretation, municipalities are obliged to fulfil the socio-economic
rights of access to ‘sufficient food and water’ (section 27 Constitution 1996) and
electricity (Steytler & De Visser, 2022, ch. 17).

After the December 2000 municipal elections, which ushered in the new
local government dispensation, the national government announced a ‘free
basic services’ policy. This entailed that a basic level of municipal services is
provided to all households across the country (DPLG 2001, p 1). Local govern-
ments are charged with the service delivery and implementation role, and
the national government is responsible for providing the necessary financial
resources to municipalities (Steytler & de Visser, 2022, ch. 9-14(9)). Potable
water and electricity supply were the first two services to be included (DPLG,
2001, para 3). The national government prescribed that a minimum of six kilo-
litres of water per household per month had to be provided freely as from 1 July
2001, and from 1]July 2003, free basic electricity of skWh/50kWp per household
per month. Free sanitation was the next service to be proclaimed in 2008. The
provision of the commodities — water, electricity and sanitation — to a house-
hold presupposes the necessary infrastructure is in place: a water collection,
purification and distribution network, as well as a waterborne sewerage sys-
tem. Likewise, an electricity distribution system has to provide the connec-
tions to each household. The provision of free basic services — water, electricity
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and sanitation — to indigent households, is then a social wage, initiated and
funded by the national government and implemented by local government.

Because poverty is unevenly spread across municipalities, the national
funding of free basic services sought to implement an equalisation system of
transfers, based largely on the number of indigent households per municipal-
ity. The funding was channelled through a municipality’s equitable share of
revenue raised nationally for the commodities, and conditional grants for the
infrastructure.

This chapter addresses three questions in this regard: First, is the intergov-
ernmental fiscal system appropriately designed to ensure that the worst form
of inequality — abject poverty — is adequately addressed through a social wage,
and if not so, why? Secondly, if so, has the system been properly implemented
in addressing this inequality, and if not so, why? Thirdly, if the answers to the
two previous questions show weaknesses in design and/or implementation,
what could be done?

It is argued, first, that the national law and policies, in the main, genuinely
seek to reduce inequality amongst municipalities through a finely tuned redis-
tribution formula for transfers. The municipalities with the highest levels of
poverty receive the highest levels of funding per poor household. It applies
to both the block grant of the local government equitable share (LGES) of
revenue raised nationally, and to conditional grants. However, there are areas
where the formula of the LGEs and the design of the conditional grants show
weaknesses. Secondly, there is a major gap between the intent of the transfers
and their implementation; many municipalities do not (and often cannot) give
effect to their redistributive aim.

Before commencing with the analysis, an outline of the broad intergovern-
mental fiscal system is sketched, providing the context in which transfers to
local government are situated.

2 South Africa’s Intergovernmental Fiscal System

The essential features of South Africa’s intergovernmental fiscal system are
set out in Chapter 13 of the Constitution 1996. The system is based on prov-
inces and municipalities collecting their own revenue, complemented by fiscal
transfers to correct fiscal imbalances. The integrated or centralised nature of
South Africa’s multi-level government system (Anderson, 2010, p. 12) manifests
in, amongst other things, the fact that there is an elaborate system of supervi-
sion (i.e. intergovernmental monitoring of financial performance).
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2.1 Provincial Own Revenue

Unlike federations that assign significant taxing powers to states or provinces,
South Africa’s Constitution reserves almost all taxing powers for the national
government (Khumalo et al,, 2015, pp. 207—211). Most provincial functions,
such as public health, education and housing, are held concurrently with the
national government. This supports the notion that the national government
would raise the revenue for these functions. For the vast majority of provin-
cial functions, there is no cost-recovery. Governments do not recover the costs
of public health care services, public education and public housing from the
recipients of that service. This has informed the minimal tax assignment to
provinces. In practice, provincial governments raise very little revenue. It
usually does not make up more than 4 or 6 percent of the provincial budget
(Khumalo et al., 2015, p. 208). Provinces generally focus on managing expendi-
ture, rather than raising revenue.

2.2 Municipal Own Revenue

It is different for municipalities. Section 229 of the Constitution provides that
municipalities have powers to impose property taxes and charge fees for the
services they provide. This aligns with their constitutional powers. The local
government functions in Schedules 4B and 5B of the Constitution are exclu-
sive to municipalities and subject only to national and provincial regulation
(Chigwata et al., 2021, pp. 201-203). Furthermore, many municipal functions
are trading services where cost recovery is possible (Khumalo et al., 2015, 209).
Municipalities may charge individual users for electricity, water, sanitation,
and refuse removal. The municipal powers to collect property rates and charge
fees for services are constitutionally guaranteed, albeit subject to national reg-
ulation. As indicated earlier, the extent to which municipalities raise their own
revenue varies greatly from one municipality to the next.

When comparing the constitutional responsibilities of provinces and
municipalities with their own revenue, it becomes clear that the fiscal imbal-
ance for provinces is very significant: provinces raise very little of their own
revenue (Khumalo et al., 2015, p. 208; Brand, 2006, p. 191). Furthermore, the
fiscal imbalance for municipalities varies from one municipality to the next,
but is often also significant (Steyler & Ayele, 2018, p. 303).

2.3 Intergovernmental Fiscal Relations
The vast majority of intergovernmental transfers are disbursed by the national
government. They are decided annually in the Division of Revenue Act (DORA)
which is part of the annual national budget.
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Aside from setting out the rules on how intergovernmental grants are going
to be distributed and managed, DORA determines the vertical division of
revenue between the national, provincial and municipal spheres of govern-
ment. Section 214(1)(a) of the Constitution requires an equitable division of
revenue raised nationally between the three spheres of government annually.
Nationally raised revenue must be shared fairly between the three spheres,
considering their respective expenditure responsibilities. This vertical division
of nationally raised revenue takes place following a consultative process (out-
lined below), and after consideration of a number of factors such as national
interests, provision for national debt, subnational fiscal capacity and efficiency
of provinces and municipalities (section 214(2) Constitution).

DORA furthermore determines the horizontal division of revenue, i.e. the
unconditional and conditional grants to provinces and municipalities. The
Act contains appropriations of the vertical and horizontal division of revenue
for the upcoming budget year, but also projections for the two ‘outer years), to
allow subnational governments to plan ahead. Importantly, intergovernmental
fiscal transfers complement a provincial government’s or a municipality’s own
revenue, but do not compensate for failures to collect revenue (Khumalo et al,,
2015, p. 212).

The Intergovernmental Fiscal Relations Act of 1997 determines a process
of intergovernmental consultation on the Division of Revenue Bill, which is
repeated annually (Brand, 2006, p. 189). The process towards the annual DORA
starts at least ten months before the beginning of the financial year with a
report by the Finance and Fiscal Commission (FFC). The FFcC is an independ-
ent constitutional body, tasked with advising the national government in inter-
governmental fiscal relations. Its members are appointed by the President,
through a procedure that involves all three spheres of government (Khumalo,
et al., 2015, p. 212). In this report, the FFc makes recommendations on the ver-
tical division of revenue and the allocations to provinces and municipalities.
The National Treasury then prepares the Division of Revenue Bill. It consults
with the FFc, provinces, and organised local government in various intergov-
ernmental forums designed for that purpose (Brand, 2006, p.189). The National
Treasury is obliged to respond to the recommendations by the Frc.

2.4 Transfers to Provinces

Section 227 of the Constitution provides that each province is entitled to an
equitable share of the revenue raised by the national government. The pur-
pose of the equitable share is to enable provinces to provide basic services, and
to perform the functions allocated to them. The equitable share is decided in
accordance with a formula comprising six factors. Each factor is weighted, and



TERRITORIAL INEQUALITY AMONG SOUTH AFRICAN MUNICIPALITIES 211

indicators are used to measure each specific factor. The formula has remained
relatively stable since the dawn of democracy in 1994, with only minor adjust-
ments to the factors and the weighting. The elements of the formula are set
out below.

The formula is designed to enable provinces to deliver their social services,
particularly in education and health. The equitable share is an unconditional
grant. However, much of a province’s expenditure is indirectly determined by
the national government. First, the remuneration schemes, to be paid by pro-
vincial governments to their staff, are negotiated by the central government
(Khumalo et al., 2015, p. 222). The provincial government thus has limited con-
trol over its salary bill. Many of the provincial functions are labour-intensive: the
provincial government must employ teachers, nurses, doctors etc. (Steytler &
Ayele 2018, p. 304). Secondly, provincial functions are generally carried out in
terms of national legislation. The general trend with respect to the concurrent
provincial/national functions is that the national government determines the
legal and policy framework and the provincial government implements. This is
particularly true for functions such as basic education, health care and human
settlements. These national laws and policies inevitably influence the scope
provincial governments have to determine budget priorities. For example, the
minimum standards for education infrastructure are determined nationally
(Brand, 2006, p. 186).

Conditional grants to provinces are used by the national government for
two reasons. The first is to address historical legacies of underdevelopment in

TABLE 9.1 Summary of equitable share for provinces

Weighting Factor Indicator
(%)
48 Education  Public school enrolment (Gr R —12)
27 Health Risk profile and health system case load
16 Basic Share of population
5 Institutional Equal division
3 Poverty Share of country’s poor population, using
income data
1 Economic  Regional gross domestic product
output

SOURCE: (NATIONAL TREASURY 2022, P. 16)
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parts of the country (Khumalo et al., 2015, p. 215). The second is as a mechanism
to implement national policy priorities. If the national government wants to
drive, for example, school nutrition or extra attention for learners with disabil-
ities, it often designs a conditional grant to get provincial governments to pay
attention to these areas. There has been a growth in the number of conditional
grants to provinces. At times, the national government consolidates a variety
of conditional grants into one comprehensive grant.

2.5 Transfers to Municipalities

Every municipality is entitled, in terms of the Constitution, to an equita-
ble share of nationally raised revenue. The main objective of the equitable
share for municipalities is to enable municipalities to deliver basic services.
The equitable share allocation is unconditional. Like the equitable share for
provinces, the equitable share for municipalities is determined according to a
formula, using independently sourced data, with the focus primarily on redis-
tribution and poverty alleviation. The details of this transfer are discussed in
the next section.

There are two broad categories of conditional grants to municipalities. The
first category comprises capacity building grants, aimed at assisting municipal-
ities in building capacity in key areas of municipal governance. Most munici-
palities do not raise sufficient revenue to fund capital expenditure. This is why
the second category of conditional grants comprises infrastructure grants,
aimed at assisting municipalities, particularly with pro-poor capital and infra-
structure investment (National Treasury, 2022, p. 44; Khumalo et al.,, 2015,
p- 215). The most important of those, the Municipal Infrastructure Grant (M1G)
is further discussed in the next section.

All in all, the intergovernmental fiscal system reflects the integrated and
centralised system of multilevel government. The national government has a
virtual monopoly on all taxation, but expenditure responsibilities are spread
across the three spheres of government. This then necessitates an intricate
system of intergovernmental fiscal transfers that seeks to follow that divi-
sion of responsibilities. The system for deciding on intergovernmental fiscal
transfers is predictable, formula-based and backed by independently obtained
data. It is also transparent and includes input by provinces and organised local
government.
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3 Evolution of National Transfers to Municipalities

The system of national transfers to municipalities for equalisation purposes
in the provision of basic municipal services has evolved over the past three
decades, affecting both the local government equitable share and conditional
grants. The evolution shows a continued pre-occupation with improving the
redistributive effect of intergovernmental grants.

3.1 Local Government Equitable Share — Vertical Equalisation

From the onset of the post-apartheid local government system, it has been the
government’s intention that the LGES must provide a “standardised subsidy
mechanism for all poor households” (White Paper on Local Government, 1998,
p- 21). The LGES was dispersed for the first time to municipalities on 1 July 1998
with the coming into effect of the 1996 Constitution. Two questions are signifi-
cant for local government’s redistribution role: (1) what is the size of local gov-
ernment’s share of revenue raised nationally? and (2) how is the LGES shared
horizontally among municipalities?

As indicated earlier, the size of the LGES is determined in terms of the
annual national budget process, where also the shares of the national and pro-
vincial spheres of government are determined.

The LGES has grown rapidly since its inception in 1998. It increased from 6
billion (3%) South African Rand (R) in 2000/01 to around Rioo billion (9%) in
2015/16 of the national budget (Ncube & Monnakgotla, 2016, p. 225). By 2019/
20 the LGES had declined to R65.6 billion (8.3%) and was estimated to rise to
R83.7 billion (8.7%) in 2022/23 financial year (National Treasury, 2023a, p. 72).
Thus, LGES has consistently been less than 10% of nationally raised revenues
available for sharing among the three spheres of government. This raises ques-
tions about its adequacy given local government’s demanding service delivery
and development mandate. It is often argued that many municipalities, par-
ticularly secondary cities and rural ones, are struggling to provide services and
develop the necessary infrastructure needed for service delivery due to insuf-
ficient funding from the LGES and conditional grant funding (Public Affairs
Research Institute, 2019, p. 4; Ncube & Monnakgotla, 2016, p. 225).

3.2 Local Government Equitable Share — Horizontal Equalisation

Once the LGES has been determined through the vertical division of revenue,
the next step is the sharing of the LGEs among municipalities. Ever since the
introduction of the equitable share in 1998, this horizontal division of revenue
has been based on a formula. The formula uses objective data to ensure trans-
parency, objectiveness and predictability in the sharing of revenue among
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municipalities. This makes the manipulation of the formula to benefit certain
municipalities difficult, since there is no discretion in the allocation of funds.

The first formula was introduced in 1998, at a time when funding for the
operationalisation of the new system of government was a priority. But equity
was already the overriding objective of the intergovernmental fiscal system.
The 1998 White Paper on Local Government identified five key objectives for
horizontal equalisation: equity, efficiency, ensuring a basic level of adminis-
trative capacity in the most resource-poor municipalities, predictability, and
incentives for proper financial management at the local level (White Paper on
Local Government, 1998, p. 120). To achieve these objectives, the initially pro-
posed formula comprised of four subgrants, namely —

1. The basic services grant.

2. The municipal institution grant.

3. The tax base equalisation grant.

4.  The matching grant.

The basic services grant (S) subsidised the provision of basic services to poor
households while the municipal institution (I) grant funded municipal insti-
tutional and political structures. The tax base equalisation grant and the
matching grant were not implemented and subsequently removed from the
formula. The S and I subgrants determined the LGEs allocations to munici-
palities between 1998/9 and 2004/5 (National Treasury, 2012, p. 3). Equity, in
particular the provision of basic services to the poor by all municipalities, was
the underlying objective of the formula during this period. The existence of
infrastructure backlogs, particularly in rural areas and townships, with some
communities receiving no services at all, was identified as a major challenge.
Therefore, the LGES was meant to fund the costs of basic service delivery to
the urban and rural poor, phased in over a number of years (White Paper on
Local Government, 1998). The White Paper emphasised the need for the LGES
to go to municipalities with actual service delivery and governance expend-
iture. Hence, the LGES was initially shared between metropolitan and local
municipalities, and only when a local municipality lacked capacity was the
LGES dispersed through the relevant district municipality.

After 2000, there were a number of changes to the LGES. From the 2000/
o1 financial year, a subgrant was introduced to fund municipalities in the for-
mer bantustans (the so-called former R293 towns) to carry out tasks previously
undertaken by provinces. A year later, the abovementioned indicative three-
year LGES allocations were introduced to provide predictability for budgeting
purposes. In 2001, the national government adopted the Free Basic Services
Policy, mentioned in paragraph 1, under which municipalities were required to
provide a portion of water, electricity, sanitation and refuse to poor households
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free of charge. The costs for the delivery of these free basic services was cov-
ered through an additional allocation in the LGES from the 2003/04 financial
year. Following the 2001 census, the population data was updated in 2004,
with some changes to poverty measurement. Prior to this update, a household
which earned less than R80o per month was classified as poor, this bracket
was enlarged to households earning less than Riioo per month. With increased
urbanisation, metros received increased LGES allocations. By 2004/5, the LGES
was comprised of the S-grant (67%), I-grant (7%), free basic services (water,
sanitation and refuse removal) (12%), free basic electricity (7%), R2g3 alloca-
tions (4%) and nodal allocations (3%) (National Treasury, 2004, p. 272). Each
of these subgrants were determined by a separate formula. For instance, the
nodal allocations were administered largely outside of the LGSE formula
under a separate funding window. This put the equity principle at risk. Lastly,
each municipality was guaranteed 70 per cent of its previous year’s allocation
and a minimum allocation of R1 million (National Treasury, 2012, p. 7).

In the period between 1998 and 2004 the LGES came under attack (National
Treasury, 2012, p. 7). Some stakeholders attacked the formula for its lack of
transparency, while others criticised the existence of different funding win-
dows which undermined objective and equitable allocations. Against this
background, a review of the formula commenced in 2004, culminating in
the adoption of a new formula in 2005. The 2005 formula comprised the
Basic Services Component (Bs), Institutional Component (I), Development
Component (D), Revenue Raising Capacity Correction Component (RRC),
Correction and Stabilisation Factor (C). The LGES was calculated as BS +
I+ D - RRC = C. The Basic Services Component for the subsidised delivery of
electricity, water, sanitation and refuse removal remained the largest in the
formula, allocated to municipalities that were authorised to undertake the rel-
evant functions, whether it was a metropolitan, district, or local municipal-
ity. Poor households that were connected to municipal services received a full
subsidy while un-serviced poor households — houses not connected to service
delivery infrastructure — received a partial subsidy set at 45% of the value of
the serviced households (National Treasury, 2012, p. 13). This was meant to
ensure that municipalities do not receive subsidies for services they were not
providing. Inadvertently, metros benefited more from the Bs even though they
only had a combined 1.6 million poor households relative to the 1.9 million
poor households in rural municipalities, in terms of the 2001 census data. This
was partially because metros had more poor households connected to service
delivery infrastructure than rural municipalities and, therefore, received the
full subsidy. The D Component was not implemented as there was a lack of
consensus regarding its objectives and calculation.
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Between 2007 and 2011, several changes were made to the 2005 formula.
However, four changes stand out. First, funding for environmental health ser-
vices was introduced for the 2007/08 financial year as part of the BS component.
Second, the measurement of the differentiated tax system in the RRC compo-
nent was changed from the 2009/10 financial year. This was in recognition of
the greater fiscal capacity of metros to cross-subsidise service delivery to poor
households in their areas from their own revenue. The change resulted in a
slight increment in the LGES share for rural municipalities (National Treasury,
2012, p. 27). Following the increases in bulk electricity prices by Eskom — the
national electricity supplier — the subsidy levels in the BS component were
adjusted from the 2010/11 financial year to factor in the increment. Lastly, the
population escalation factor was replaced with a poverty factor and the Bs sub-
sidies for both serviced and un-serviced households were reweighted from the
2011/12 financial year (National Treasury, 2012, p. 8).

The overall effect of these changes is that the growth in allocations to met-
ros was reduced with more funding allocated to rural municipalities. However,
for the 2012/13 year, metros still received 34% of the Bs relative to 13% allo-
cated to rural municipalities (National Treasury, 2012, p. 17). Nonetheless, dis-
trict municipalities, many of whom preside over rural areas, received 34%. The
formula thus remained largely redistributive in nature. The Bs also remained
the biggest component in the formula accounting for 92.4 percent of the LGES
allocations for the same financial year, demonstrating that it is the main tool
for horizontal equalisation (National Treasury, 2012, p. 13). Overall, as shown
in Figure 9.2 below, between 2002 and 2012, metros received the largest share
of the LGES in every financial year except for the 2002/03 to 2003/04 period,
when rural municipalities received the largest share of any category.

In 2012, another review of the formula was undertaken resulting in the for-
mula that was in place at the time of writing. As with the previous reviews,
the review only targeted the sharing of revenue among municipalities and did
not focus on vertical equalisation. With updated data available, following the
2011 census, the review was necessary to ensure that the formula remained as
objective as possible. However, there were also other concerns with the LGES
formula. These include the formula’s primary focus on only the major basic
services, the absence of an accurate way of costing the delivery of services in
different municipal environments, the non-implementation of the develop-
ment component, the population bias of the formula, and the fact that ser-
vice delivery gains between census were not factored in the formula (National
Treasury, 2012, p. 30). Once again, the review culminated in a new or revised
formula which was implemented gradually from the 2013/14 financial year
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over a period of five years (Ncube & Monnakgotla, 2016, p. 225; Public Affairs
Research Institute, 2019, p. 28).

Like previous formulas, the new formula relies on demographic and other
data to calculate each municipality’s share of the LGEs (National Treasury,
2016, p. 33). It has three parts, made up of five components:

Basic Services (BS) + Community Service (CS) + Institutional Funding
(I) x Revenue Adjustment (RA) +/— Correction and Stabilization (C).

The first part of the formula is constituted by the Bs component, which funds
the delivery of free basic services (water, electricity, sanitation, refuse removal
and municipal health services) to poor households (National Treasury, 2016,
p- 33)- The second part is to ensure that municipalities, particularly poor ones,
have the required administrative and governance capacity and are in a posi-
tion to perform key municipal functions. It is constituted by (a) the I compo-
nent, which provides a subsidy to cover basic administrative costs; (b) the cs
component, which funds other core municipal services excluded from the Bs
such as parks; and (c) the rA, which ensures that the cs and I components
benefit poor municipalities the most (National Treasury, 2016, p. 33). The last
part, the C component, ensures that changes in allocations to each municipal-
ity are evened out over time (National Treasury, 2016, p. 33).

As shown in Figure 9.3 below, in comparison to the old formula (the adjusted
2005 formula), the 2012 formula shifts allocations more towards rural munic-
ipalities and small towns, which often have the lowest capacity to generate
their own revenue (Ncube & Monnakgotla, 2016, p. 225). These poor munici-
palities are now receiving higher allocations per poor household.

However, questions continue to be asked about whether the formula is suffi-
ciently redistributive. It has been argued, for instance, that the formula “under-
estimates the cost of providing services and overestimates the contribution of
own revenue to funding these” (Public Affairs Research Institute, 2019, p. 2). It
is further contended that, given that the LGES funding model applies uniform
cost parameters across municipalities, it does not consider cost-influencing
factors that vary from one municipality to the other (Public Affairs Research
Institute, 2019, p. 59). Hence, for example, there was an estimated Rz billion
shortfall for the 2018/19 financial year between what was allocated through the
LGES to municipalities and the actual cost of service delivery to poor house-
holds (Public Affairs Research Institute, 2019, p. 34). Further, the formula does
not factor in certain services (firefighting services, roads, stormwater etc) that
are not provided on a cost-recovery basis. Hence, it is widely acknowledged by
many stakeholders that another review of the formula may be necessary.
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FIGURE 9.2 Redistributive impact of LGES between the revised 2005 (left) and 2012 (right)
formulas
SOURCE: (NCUBE & MONNAKGOTLA, 2016, P. 229)

3.3 Municipal Infrastructure Grant

Besides the LGES, the national government provides, from its segment of the
national budget, a number of conditional grants to municipalities to realise
national objectives at the local level. One of those is the equalisation of basic
services. Like the LGES, the conditional grants are captured in the DORA. They
are administered by various national departments, which also oversee the
relevant projects at municipal level. Some of the grants can be accessed only
on the basis of a prior application which is approved by various national gov-
ernment agencies. One conditional grant, the Municipal Infrastructure Grant
(M1G), comes into focus because of its emphasis on redistribution and its com-
plementarity to the LGES.

The M1G was introduced in 2004 following the consolidation of a number
of infrastructure grants. Its original aim was to eliminate, by 2013, municipal
services backlogs through the provision of capital finance to municipalities
(Government of South Africa, 2004, p. 1). It is a conditional grant so munici-
palities must comply with certain conditions, and spend the funds in line with
their integrated development plans and approved budgets. M1G funds may not
be used to cover operational expenditure related to public infrastructure.

The M1G is divided at vertical and horizontal levels. The horizontal division
allocates resources between sectors (such as water, sanitation, roads, electric-
ity etc.) and thus gives expression to the national prioritisation of sectors. The
horizontal division considers water, sanitation, roads and other backlogs as
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well as the number of poor households in municipalities. For purposes of the
formula, there is a backlog when a poor household cannot access services as
determined by sector standards. Furthermore, a household is classified as poor
if it has an income of less than R2 300 per month, as per the 2011 Census data
(National Treasury, 2022, p. 100). As can be observed in Figure 9.4 below, the
MIG is the largest infrastructure grant to local governments. It grew signifi-
cantly from its inception until the 2009/10 year.

Due to its redistributive effect, municipalities with bigger backlogs benefit
more per sector from the M1G than those with smaller backlogs (Department
of Provincial and Local Government, (unknown), p. 14). The M1G formula
ensures that municipalities with weak fiscal capacity, often rural, and with
the largest proportions of poor households, receive the highest amount of the
grant and per household (Shai et al., 2021, p. 111).

4 The Implementation of Pro-poor Equalisation Transfers

Both the LGES and the local government conditional grants are geared towards
assisting municipalities that face the greatest demand for free basic services.
However, in practice this result is often not achieved, both because of the
design of the transfers, and the way municipalities make use of them.

4.1 Local Government Equitable Share

As indicated earlier, the LGEs has two main objectives, namely to enable
municipalities to (1) provide basic services to poor households, and (2) to
afford basic administrative and governance capacity and perform core munic-
ipal functions.

The first objective of the LGES represents a key pillar of the national gov-
ernment’s efforts to reduce inequality amongst municipalities. It seeks to guar-
antee a basic standard of water, electricity, sanitation and refuse removal for
everyone. In that sense, the LGES aims to implement the Bill of Rights, and in
particular the socio-economic rights to water, sanitation and basic municipal
services (Fuo, 2014, p. 194).

The National Treasury pursues this redistributive objective by identifying
poor households and allocating subsidies to the municipalities where they live.
The National Treasury estimates the number of poor households that reside
in each municipality. It uses census and household survey data, collected by
Statistics South Africa (StatsSA), which is South Africa’s independent national
statistics agency. The poverty threshold, used by the National Treasury is
two old age state pensions per month which, in 2023 terms, is equivalent to
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approximately R 4200 (USD 233) per month (National Treasury, 2022, p. 37).
If the combined monthly income of a household is less than two old age state
pensions, the National Treasury includes a subsidy for that household in the
LGES for the municipality in which that household is located. In the 2023/
24 financial year, the subsidy was R530 (USD 29) per month for a package
of free basic water (six kilolitres per poor household per month), energy (50
kilowatt-hours per month) and basic sanitation and refuse removal (National
Treasury, 2022, p. 37). The National Treasury publishes detailed information on
how these allocations to each municipality are calculated (National Treasury,
2023a). In the 2023/2024 financial year, the National Treasury will distribute
R78.2 billion (USD 4.1 billion) to municipalities under this part of the LGES
formula (National Treasury, 2023b, p. 16). This represents 82.5% of the total
LGES allocation. The remaining 17.5% is calculated to support institutional
costs, community services and councillor salaries (the abovementioned sec-
ond objective). The LGES is thus primarily focused on reducing inequality at
household level. The question, however, is: do the subsidies benefit the poor
households that the National Treasury identifies, based on the data collected
by Statistics South Africa?

Before answering this question, two important aspects of the institutional
design surrounding the LGES must be emphasised. First, while its constitu-
tional intention is to enable the municipality to provide basic services, it is
transferred without conditions. The municipality receives the grant, and
decides in its budget what it will use it for. The National Treasury does not
instruct municipalities to use the subsidy for those households that Statistics
South Africa has identified, nor does it have instruments at its disposal to
sanction municipalities that don’t. Second, municipalities determine their
own tariff and debt collection policies and by-laws (Steytler & Ayele, 2018,
p- 302). On the basis of these, they identify the poor households in their areas
and place them on what is commonly called the ‘indigent register’. These poor
households then qualify to receive free basic services from the municipality
(subsidised by the LGES). Each municipality determines its own criteria for
inclusion on the indigent register. Usually, residents must apply to be placed on
the indigent register and must regularly renew their indigent status to remain
eligible. The eligibility criteria often include means testing, which is admin-
istratively complex, controversial (Groundup, 2023), and brings unintended
consequences, such as stigmatisation (Fuo, 2014, p. 203). The criteria also differ
from one municipality to the next, sometimes fundamentally so. For example,
in his study of indigent policies, Fuo concludes that some municipalities only
include citizens, others include permanent residents and refugees as well (Fuo,
2020, pp. 291-300). In general, municipal indigent policies are implemented
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TABLE 9.2 Free basic services subsidy (2019/20) (in million households)

Service ~ Million households Million households  Difference
identified for subsidy ~ that received subsidy (millions)

Electricity 10.1 1.9 8.2
Water 10.1 2.1 8

Sanitation 10.1 1.5 8.6
Refuse 10.1 2 8.1

SOURCE: (LEDGER, 2021)

through dense and inaccessible bureaucracies, aimed at reducing the number
as much as possible.

The result is that the national government’s effort to implement a social
wage by subsidising municipalities to provide free basic services is not fulfill-
ing its objective. A recent study by Ledger of the implementation of the LGEs
basic services subsidy in 2019/20 reveals a staggering gap between the number
of households targeted in the formula by the National Treasury, and the num-
ber of households identified and assisted by municipalities. In 2019/20, the
National Treasury included a free basic service subsidy in the LGEs for a total
10.1 million households. However, Table 9.2, based on Ledger’s findings, indi-
cates that less than a quarter of those households received the subsidy from
their municipality.

In monetary value, the difference between the number of households iden-
tified for a subsidy, and the number of households that received a subsidy,
amounts to more than R 40 Billion (UsD 2.2 billion) (Ledger, 2021, p. 13). In
other words, R 40 billion in carefully calculated national poverty alleviation
funds is a hit and miss, because local governments exclude many poor house-
holds from it.

The context for this disjuncture is complicated, and there are many reasons
why local governments are diverting the equitable share away from poverty
alleviation (Ledger, 2021, p. 14). However, it is safe to say that part of the reason
is the unwillingness or inability of municipalities to spend the LGES in accord-
ance with its constitutional objective.

4.2 Municipal Infrastructure Grant
The M1G is another critical tool for redistribution and complements the LGEs.
However, its redistributive impact has been undermined by both design and
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implementation flaws. For instance, the MI1G capital finance is primarily
oriented towards new infrastructure and does not prioritise infrastructure
renewal and maintenance. Coupled with municipalities’ under-budgeting for
repairs and maintenance, this means that the developed infrastructure pro-
gressively deteriorates. Also, the formula includes a component which guaran-
tees every deserving municipality a certain minimum allocation, irrespective
of their fiscal capacity and infrastructure needs. This diverts funds towards
stronger municipalities and therefore, undermines the M1G’s redistribution
potential (Shai et al., 2021, p. 110).

When it comes to implementation, there are a number of problems. First,
many municipalities, particularly rural ones, lack the necessary capacity to
administer and spend the grant. Second, given the strict conditions attached
to the MIG, municipalities are preoccupied with spending the M1G at the
expense of other capital projects, for example those funded from their own
source revenue (Shai et al., 2021, pp. 111—113). This means that other capital pro-
jects that can make a difference in service delivery often lie idle. Also, M1G
funds are sometimes not used for their intended purpose but to fund salaries
and creditors, for example (Business Day, 2017). For instance, the Thaba Chweu
Municipality in Mpumalanga, which is facing financial problems, is reported
to have dug into the MIG to pay salaries for municipal councillors and staff in
February of 2014 (Citizen, 2014).

These and many other reasons explain why the grant failed to eliminate the
infrastructure backlogs as set out in the M1G policy in 2004. The target to elim-
inate infrastructure backlogs by 2013 was not only missed, the backlogs are still
existing in 2023, a decade later.

5 Towards Greater Equalisation and Poverty Reduction

There is a clear constitutional mandate for all three spheres of government
to reduce poverty. National government has the necessary policies in place,
funding mechanisms are provided for, and local governments are structured
and mandated for the task. Yet, the equalisation mission is not fully executed.
What can be done to ensure that the LGEs and conditional grants perform
their functions more effectively?

The solution for the diversion of LGEs funding may be sought along three
avenues. First, an argument could be made for more local democracy. Organs
that exercise external oversight over local government, such as provincial treas-
uries, the National Treasury, and the Auditor-General may take municipalities
to task on the diversion of LGES away from poverty alleviation. However, as
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alluded to above, their hands are tied because the LGES is an unconditional
grant. For example, all that the National Treasury does when it comes across a
municipality diverting LGES funding away from free basic services for the poor,
is ask for an explanation. In the words of the National Treasury (2022, p. 37):

if municipalities choose to provide fewer households with free basic ser-
vices than they are funded for through the local government equitable
share, then their budget documentation should clearly set out why they
have made this choice and how they have consulted with their commu-
nity during the budget process.

There is little evidence of local pressure through the channels of local democ-
racy and internal oversight on this matter. Residents, including those left out
of the application of the LGES, are represented in municipal councils that
pass budgets, adopt tariff policies and subsequently oversee their implemen-
tation. Each municipal council has a Municipal Public Accounts Committee,
equipped with a mandate and powers to examine the municipality’s finances
and probe the mayor and the administration on the use of the LGES. It can be
argued that these systems ought to do better in highlighting this problem, and
extracting accountability from municipal executives and administrations that
control the local purse.

Secondly, an argument could be to argue for more conditionality and thus
less decentralisation. If the absence of conditionality has led to a diversion of
funds meant for poverty alleviation, does this mean that more conditionality
is needed to protect the poor? For example, should the basic services compo-
nent of the LGES be removed from the LGES, and converted into a conditional
grant? This would be an unattractive option. First, many of the reasons for the
diversion are not located in mischief on the part of local governments, and
second, it would undermine South Africa’s firm commitment to devolution.

Thirdly, a fundamental relook at the intergovernmental fiscal system should
be done. One of the main reasons why municipalities are not devoting the LGES
as intended, is that they simply do not have the necessary funds to meet all
their expenditure needs. How can this issue be addressed? The first step would
be to review the basis for own source revenue. Both the collection of current
income sources can be sharpened, as well as the increase of fiscal instruments.
However, this will not help rural municipalities much; located in poor areas,
there is little space to collect more revenue or impose new taxes. The second
step would be to review the vertical division of revenue raised nationally. The
less than 10 per cent local government receives is not enough for all the con-
stitutionally imposed tasks and mandates. Although the economy is in decline
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and the government’s financial position consequently in dire straits, with no
immediate prospects of improvement in sight, this is a necessity given the
rise in inequality and poverty, which, in turn, will endanger social stability.
And local government is best geared to ameliorate poverty through free basic
services.

With respect to the need to maximise the redistributive effect of conditional
grants to local government, in particular the M1G, the answer must include
a review of the design of conditional grants. The proliferation of conditional
grants must be controlled, because of the risk of compromising the coher-
ence of municipal infrastructure planning. The design of the MIG requires
continuous review, to ensure that it targets infrastructure backlogs and poor
households. National government, and in particular sector departments, must
improve their monitoring of conditional grants to ensure that spending aligns
with the conditions. Finally, the national government should increase funding
to assist municipalities with addressing backlogs in infrastructure to deliver
basic services. This is difficult, given the precarious nature of the government’s
financial position mentioned above. However, the funding of infrastructure
to deliver those services needed for a dignified human existence is surely a
priority.

Lastly, no restructuring of formulas or increase in allocations will benefit
the poor for as long as recipient local governments are plagued by corrup-
tion, maladministration and a general lack of capability and good governance.
A concerted effort must be made, across all three spheres of government, to
ensure that all municipalities adhere to their constitutional mandate of prior-
itising the delivery of basic services to the poor.
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1 Introduction

In the political economy literature, federalism and decentralisation have been
associated with uneven redistribution. For example, Rodden et al. (2003)
states that federalism is a negative factor for the growth of redistribution
and the welfare state. Oates (1972) claims that if fiscal systems are strongly
decentralised, they enable the existence of various communities that support
different levels of redistribution in a country, which would result in varying
redistribution levels and patterns. This fragmentation attributed to federal-
ism derives from varying decision-making points and through decentralised
fiscal structures, which can decide on their own taxation and redistributive
policies (Irepoglu Carreras, 2016). Equalisation systems are important instru-
ments to offset these financial differences between constituent units in federal
countries and in this regard important instruments of interregional redistri-
bution. In Spain, although the decentralisation process has been quite suc-
cessful, questions related to the regional financing system have occupied a
large part of the debates on the territorial organisation of power. Moreover,
for years now, there have been calls for a revision of the Constitution in order
to adapt the text to the current reality of the territorial model and to estab-
lish a framework granting unity and diversity, on the one side, and a stronger
equilibrium between shared rule and self-rule, on the other. One of the most
contentious issues on these debates has been that linked to territorial inequal-
ities, especially the relationship between territorial inequalities and decentral-
isation; that is, whether the decentralised nature of the system, because its
roots on diversity, either fosters them or slows down any fight against them.
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Although inequalities among autonomous communities (ACs) related to the
GDP per capita or unemployment rate decreased significantly from the 1980s
until 2007, the recession starting in 2008 hit the Spanish economy with viru-
lence, leading to significant increases of inequalities among Acs. Until 2019,
the economy recovered with rates of economic growth among the highest in
OECD countries. However, in 2020 Spain was one of the countries hardest hit
by covip-19 worldwide, both in terms of infections and deaths. The decline
in public revenue resulting from the crisis affected the spending capacity of
the Acs in an asymmetrical way and increased territorial inequalities among
public administrations.

This chapter will analyse the challenges posed by territorial inequalities to
Spain’s internal cohesion and welfare state as well as assess the effectiveness of
the fiscal equalisation system to address these territorial inequalities.

According to this, we will firstly give a brief overview of inter-regional ine-
qualities in Spain and the impact of the two crises on the territorial distribu-
tion of economic power. Secondly, we will analyse the equalisation system.
Thirdly, we will concentrate on the evolution of expenditure of ACs in welfare
policies with special focus on the impact of the economic crises of 2008 and
the covID 19 crisis. And fourthly, we will identify the main challenges of the
current equalisation system and analyse the ongoing debate on the reform
option of the model.

Our results show that there are 1) long-standing socio-economic inequali-
ties among ACs, 2) an important effort of inter-regional solidarity within the
equalisation system, 3) asymmetric impacts of both crises on welfare policies
among the ACs, and 4) a shortfall in the design of the equalisation system to
address (post-crises) inter-regional inequalities.

A preliminary remark is important though; the system of financing the acs
in Spain has an asymmetrical character and is regulated by two differentiated
models: the common and the foral regime. The former is applied uniformly
in all the Acs on the Spanish peninsula,! except for the Basque Autonomous
Community and Navarre, and in the Balearic Islands. In contrast to the ACs
of the common regime, which have a more limited fiscal and financial auton-
omy, the Basque Country and Navarre enjoy a broad fiscal and financial self-
government power that enables them to set and regulate their own tax systems.
Moreover, the Basque Country and Navarre do not contribute to the equalisa-
tion system, although both Acs contribute to the Compensation Fund (Fondo

1 Canary Islands, Ceuta and Melilla have a special tax regime.



INTER-REGIONAL INEQUALITIES AND FISCAL EQUALISATION IN SPAIN 231

de Compensacion Interterritorial), which aims to reduce regional disparities in
income and wealth in Spain.

2 Structural and Cyclical Economic and Social Inequalities
AmongACs

The geographical pattern and persistence of socio-economic inequalities
has been historically a burden for the Spanish economic development. The
historical roots of inequalities date back to the 19th century. The industrial-
isation process concentrated mainly in some urban areas of Catalonia, the
Basque Country and, later, Madrid. The economic boom of the 1960s and up
to 1975 clearly intensified the concentration of the economic development in
some parts of the territory and brought about a large flux of internal migra-
tions: many people migrated from rural and economically depressed areas
(especially Andalusia, Extremadura and Galicia) to Bilbao, Barcelona and
Madrid. These urban areas attracted also most foreign financial investments.
5o years later, the different weights that economic sectors have across the
country keeps very much anchored in that historical pattern. While the agri-
culture sector accounts for about 3% of the Spanish GDP, in some AcCs, such
as Castile-La Mancha, Extremadura and Andalusia, it represents 9% of their
economic activities. In the same line, while 20% of Spanish GDP is generated
in industrial activities including mining, manufacturing and energy, the high-
est specialisation is found in the North-East Acs (Navarre, the Basque Country
and La Rioja), with a share close to 30% of the regional GDP. The service sector
in Spain accounts for more than half of GDP, with larger shares in Madrid, and
the Balearic and the Canary Islands (around 70% of the regional GDP).

Over the initial 30 years of the decentralisation process, Spain enjoyed high
rates of economic growth and prosperity, but regional business cycles pres-
ent a certain degree of heterogeneity. Some synchronisation is found among
groups of Acs that share some common features, such as the weight of the
industrial sector, or the levels of per capita income, human capital or unem-
ployment (Banco de Espafia, 2018). Taking GDP per capita as a measure of well-
being, four broad groups of Acs can be distinguished. The first group encloses
the Acs with the highest GDP per capita, actually 20-30% above the national
average (Madrid, the Basque Country, Navarre, Catalonia and the Balearic
Islands); the second group includes Acs with a GDP per capita between the
national average and 10% over (Castile and Leon, La Rioja and Aragon). The
third group includes ACs with a GDP per capita just below the national aver-
age, including Northern-west ACs (Galicia, Cantabria, Asturias), as well as
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the Valencian Community, Murcia and the Canary Islands. The fourth group
includes those Acs the GPD per capita of which has values 20% below Spain’s
average (Andalusia, Extremadura and Castile-La Mancha) (Colino et al., 2020).

According to the GDP per capita indicator, inequalities among AcCs
decreased significantly from the 1980s until 2007. Nevertheless, these groups
remained relatively stable. After the outbreak of the economic and financial
crisis in 2008, inequalities increased again.

After the crisis, in ACs with a GDP per capita above the Spanish average,
the GDP growth was higher than in the Acs with lower GDP per capita, so

TABLE 10.1 GDP per capita and ranking of ACs (1967—2020) (Spain = 100)

1967 1983 2002 2007 2017 2020
Extremadura 55 62.1 70.7 67.4 70.0 78.5
Andalusia 70.0 73.0 73.9 77.3 74.0 79.8
Murcia 79.6 82.4 79.2 83.4 82.3 82.8
Canary 80.4 95.0 87.0 88.6 82.1 83.2
Islands
C.-La 67.8 76.8 80.9 80.9 79.1 84.2
Mancha
Valencia 103.4 103.5 101.2 90.4 87.9 89.6
Galicia 72.1 81.5 85.1 85.7 89.4 94.3
Cantabria 112.6 101.2 91.3 93.9 90.6 100
Spain 100 100 100 100 100 100
(average)
C.-Le6on 82.3 86.6 94.6 92.4 93.5 100.2
Asturias 103 95.3 85.6 91.1 88.7 102.5
La Rioja 112.7 112.2 113.7 106.7 104.5 103.6
Balearic 136 147.9 125.3 106.7 104.9 104.2
Islands
Aragon 100.2 106.4 106.6 109.4 110.3 106.7
Catalonia 141 125.4 122.4 117.7 119.9 113.1
Navarra 117.4 111.8 123.4 123.3 123.1 115.7
Madrid 142.3 128.2 126.9 132.3 135.0 124.9
Basque 149.5 112.1 118.6 126.6 131.5 129.1
Country

SOURCE: INSTITUTO NACIONAL DE ESTADISTICA (INE). ELABORATED BY THE AUTHORS
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that since 2007 the differences between the more prosperous Acs and the less
developed Acs have increased slightly. While Spain’s GDP per capita in 2017
was 24,999 euros, the highest GDP per capita was that of Madrid with 33,824
euros, 35% higher than the national average, followed by the Basque Country
(32%) and Navarre (23%). Extremadura’s GDP per capita, 17,262 euros, was the
lowest, 30% below the average.

The impact of the pandemic has also been uneven. The central govern-
ment’s crisis management decisions have disproportionately affected indus-
trialised regions (e.g., the Basque Country) and touristic regions (e.g. Canary
Islands) but national and EU economic and social measures cushioned the
impact of the crisis (e.g. on the labour market). In this regard, there is no evi-
dence of an important increase in the differences in GDP per capita between
the Acs triggered by the pandemic. On the contrary, we can see that differences
in GDP per capita between the Acs have narrowed. In 2020, the highest GDp
per capita was that of the Basque Country (30% above the national average),
followed by Madrid and Navarre, with 25% and 15% above the national aver-
age respectively. Extremadura’s GDP per capita was still the lowest, 22% below
the average. Nevertheless, Extremadura was the Autonomous Community that
recorded the smallest decline in GDP in volume terms in 2020 (—7%). It was
followed by Castile-La Mancha (-8%) and Murcia (—8%). Acs with the most
negative GDP variation rates in 2020 were the Balearic Islands (—22%), the
Canary Islands (—18%) and Catalonia (—12%).

Regarding the incidence of unemployment, figures show that it tends to be
lower in the northern Acs than in the South, and this difference also persists
during the different phases of the economic cycle. In the context of the strong
economic growth that took place in Spain from the late 1990s until 2007,
unemployment rates decreased markedly, so that in 2007 a convergence of
unemployment rates between some ACs could be stated.

Since the onset of the economic and financial crisis, differences between
Acs have widened, because the recovery process was uneven. It is noteworthy
that in 2007 there was a difference of just over 10.5 percentage points between
the unemployment rate in Navarre and Extremadura, and in 2017 this differ-
ence was almost 15 percentage points. ACs in the North/West registered an
unemployment rate above 10% in 2017, while in the South it was around 25%.

In 2022, ACs in the North/West registered an unemployment rate slightly
above 10%, while in the South the unemployment rate was around 20%. In this
regard, differences between the data among ACs were not as pronounced as in
the economic and financial crisis. However, the 2007 values were not reached
either. In 2022, the difference between the unemployment rate of the Basque
Country and that of the Canary Islands was just over 11.5 percentage points;
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TABLE 10.2 Unemployment rate by autonomous community (1987-2022) (in %)

1987 1997 2007 2017 2022
Ceuta - 26.4 20.2 26 29.2
Melilla - - 17.4 24.6 22.1
Canary Islands  25.5 20.9 10.9 22 20.3
Andalusia 31.1 32 14 24.4 19.4
Extremadura 25.9 20.5 14.8 25.1 19.0
Balearic Islands 13.4 12.2 9.4 12.6 18.0
C.La Mancha 15.1 19.1 8.1 19.7 14.3
Valencia 20.8 21.1 8.6 16.6 13.7
Spain (average) 20.8 21.1 8.6 16.6 13.6
Murcia 21.4 18.3 8.3 17.2 13.4
Asturias 19.7 21.2 8 14.6 12.0
Madrid 16.3 18.4 6.4 13.8 11.9
Galicia 13.4 19.2 7.5 14.7 11.4
La Rioja 13.2 11.8 5.9 11.5 11.2
C.-Leén 17.6 19.9 6.9 13.7 11.1
Cantabria 18.8 21.1 4.7 13.4 10.5
Navarra 15.1 10 4.3 9.6 10.4
Catalonia 21.8 17.4 6.5 12.6 10.2
Aragon 12.7 14.4 5.1 11.4 10.1
Basque Country 23.2 18.8 5.9 10.6 8.7

SOURCE: INE. ELABORATED BY THE AUTHORS

in 2017 this difference was very similar. The reduced impact of the pandemic
on the unemployment rate was mainly due to the Temporary Lay-off Plans
(ERTES). ACs with a greater impact of the pandemic on the labour market
recorded a higher percentage of workers affected by ERTES.

3 Welfare Spending in the Acs and the Impact of the 2008 Financial
and Economic and the covip 19 Pandemic Crises

ACs enjoy a high degree of autonomy in managing education and health ser-
vices, since they are entitled to approve their own annual budgets and decide
on the distribution of their resources. The evolution of regional spending
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in health and education since 2002 is an example of 1) the efforts to ensure
equivalent access to welfare across the country, 2) the persistent differences
between the health/education systems of Spain’s 17 ccAA, and 3) the asym-
metric impact of both crises on both public policies. However, differences in
per capita expenditure can also be explained by 1) differences in preferences/
ideology of the different regional governments; 2) differences in the funding
guaranteed to each territory, and (above all); 3) the different conditions under
which services are provided in each territory (mainly due to population disper-
sion/congestion), which might not be sufficiently reflected in the expenditure
needs indicator.

As for the health system, shortly after the remaining regions took over pub-
lic policy responsibilities in 2001, spending became increasingly divergent
over the years presumably as a result of different health policy priorities. After
the financial crisis of 2008 and the prolonged recession that ensued, public
spending decreased for several years before beginning to increase again more
recently. The general trend between 2002 and 2021 was towards an increase
in per capita spending in all Acs, with the exception of 2012—2014, when
expenditure was reduced in almost all Acs. However, differences between the
ACs increased significantly since 2009, being quite large in 2020. In the lower
spending range, there is a group of Acs with an expenditure of around €1,400-
€1,500 per inhabitant (Andalusia and Madrid), while in the upper expendi-
ture range a group of ACs spends around €1,900 (the Basque Country, Navarre,
Asturias, Castile and Leon). In general terms, a north-south patter can be
observed, with greater expenditure in the more northerly Acs. The data also
suggest that per capita spending is lower precisely in those regions with larger
populations, while spending has increased in Acs with an ageing population
and which are affected by strong negative migration trends, such as Castille
and Leon, Aragon and Asturias. Moreover, the political variable must also be
underscored. In exercising their health competencies, the governments of
the acs have implanted different policies and directions in the structure of
their health services. While some ACs have given priority to strengthening the
public health network, in others, outsourcing services and privatisation of the
health service have been promoted. Nevertheless, the impact of the covip 19
crisis seems not to be important in spending among Acs. All of them increased
spending in their public health system. Comparing data from 2019 and 2021 the
increases have been particularly important in Catalonia, Castile-La Mancha
and Murcia, with about 300 euros per capita of larger spending.

Another central area of welfare policy at the Acs level is education. All Acs
manage education, at least since 2001, but the size of their regional educa-
tion systems is very diverse: Andalusia has more than 400.000 students and La
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FIGURE 10.1 Public health expenditure per inhabitant (2002—2021) (in euros)
SOURCE: INE. ELABORATED BY THE AUTHORS

Rioja barely reaches 18.000 (2022). In contrast to health spending, decreases
in public education spending per student (non-university education) started
before 2006 and persisted until 2014. Nevertheless, there were Acs with an
increase in spending, such as Extremadura, Castile-La Mancha and Murcia. In
this regard, important spending cuts in education due to the impact of the
economic crisis can be stated.

The data for 2020 show a significant increase compared to 2014 and in all
Acs (with the exception of Madrid) spending exceeds the data prior to the
economic crisis. In general terms, it could be said that differences between Acs
in terms of per capita education spending are smaller than those observed for
health spending.

In the range between 5,000 and 6,000 euros of public education expend-
iture per student in non-university education, there is a group of Acs with a
high density of population. However, it should be mentioned that there are
two atypical cases. The Basque Country, with a per-student expenditure of
more than 10,000 euros, and Madrid, with a per-student expenditure close to
5,600 euros in 2020. The relatively low level of educational expenditure per
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capita in Madrid can be explained not only by the ideology of the governments
that have run this Acs in the last three decades, but also by the importance of
private educational centres in this community.

Nevertheless, the impact of the economic crises seemed to be the same in
all Acs. As already mentioned, there is a decrease in expenditure until 2014,
while thereafter expenditure increases. The impact of the covip 19 crisis is
not yet visible considering the 2020 data. Differences in education expenditure
between Acss have not changed significantly over time, although some Acs,
such as Extremadura, have increased expenditure more than others.

4 The Equalisation System

41 General Considerations

The theory of fiscal federalism defines an equalisation system as one that allows
all constituent units to provide similar levels of public services if they have a
similar level of fiscal effort. This implies that equalisation transfers should allo-
cate more resources into those constituent units with the lowest fiscal capac-
ity, and/or in those units with the highest costs of providing public services.
According to Boadway (2004), equalisation transfers are considered to enable
a federal country to reach equity without giving up the advantages of decen-
tralisation. The political autonomy of constituent units can be guaranteed by
a well-designed system of unconditional transfers, that allows the provision of
different levels of public services — responding to differences in preferences —,
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while keeping horizontal equity among citizens, guaranteeing that the least
developed areas obtain enough resources to provide a level of public services
similar to the richest ones (Herrero, 2014). However fiscal equalisation is also
very country specific. In this regard, equalisation systems are shaped by the
wider institutional framework such as size, number and geographical distri-
bution of sub-national governments, the responsibilities and fiscal resources
allocated to each jurisdiction, or the mechanics of power sharing between the
central and the constituent units (Blochliger et al., 2007).

Within this framework, the stability of equalisation systems heavily depends
on how they reflect the level of inter-regional solidarity desired by the country
as a whole. If the redistribution generated by these transfers is too intense,
rich constituent units can argue that disincentives for economic growth can
emerge for both recipients (more growth leads to bigger tax bases and larger
fiscal capacity, and thus to smaller equalisation transfers) and contributors
(the more their economies grow, the bigger the transfers they have to pay); on
the other hand, if interregional redistribution through the equalisation system
is too slight, the internal cohesion of the country can be damaged, as well as its
political stability (Herrero, 2014).

An important issue to be solved in this context is whether all levels of gov-
ernment should participate in the decision about the intensity of the inter-
regional redistribution desired by the country as a whole. It seems obvious that
the central government has something to say about the design and objectives
of the equalisation system, especially in the cases where it is implemented
through vertical grants. But it is difficult to justify a decision process that
completely ignores the Acs’ vision about it, if stability of the system is desired
(Herrero, 2014). Moreover, the system should be transparent to allow account-
ability, and it should be based on indicators which could be adapted to chang-
ing circumstances.

4.2 The Spanish Equalisation System

Overcoming inter-regional inequalities in Spain was one of the great chal-
lenges of the decentralisation process and the regional financing system was
to be a key instrument for this. The Spanish Constitution (sc) guarantees soli-
darity between the Acs and the principle of equality of all Spaniards.

Article 158 of the Spanish Constitution defines the instruments to be used to
correct inequalities between Acs. These consist of two sets of vertical transfers
or flows: one that with an equalisation purpose (Art.158.1) and other with a
regional development rationale (Art.158.2). The Constitutional Court under-
lined in different ruling that the State of the Autonomies has been built on the
basis of a “duty of reciprocal aid” or “reciprocal support and mutual loyalty”
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(Ruling 18/1982, of 4 May, Ruling 96/1986, of 10 July and Ruling 247/2007, of 12
December).

The equalisation system is adapted by the Fiscal and Financial Policy
Council (Consejo de Politica Fiscaly Financiera), which is a multilateral (asym-
metric) institution, where both the central government and the Acs are
represented but where all recommendations adapted depend on the final
agreement of the central government.

The decentralisation of a substantial part of public expenditure over the past
decades made it necessary to update and strengthen the system. In this way,
in 2001 and 2009 new Laws of regional financing were passed to strengthen
regional revenues and tax autonomy of the Acs as well as to adapt the equal-
isation system. Even so, the process of decentralisation of revenues was more
modest than expenditure and has not resulted in the Acs developing a solid
and decisive decision-making power and fiscal autonomy (Lago-Pefias, 2019).

The current equalisation system is based on four instruments: the Guarantee
Fund for Essential Public Services (Guarantee Fund), the Global Sufficiency
Fund, the Competitiveness Fund and the Cooperation Fund. The Guarantee
Fund is the main equalisation grant and it tries to guarantee “that if an autono-
mous community requires its citizens to make the same tax effort on its ceded
taxes as the other Communities, it will also be able to provide, if it so wishes,
the same level of educational, health and social services” (Lopez Laborda et al.,
2023, p. 366). Since 2009, the calculation of the Guarantee Fund occurs in three
stages:

(i)  The first stage consists of calculating the expenditure needs for public
services, which are divided into “essential” and “non-essential” public
services. The former represent around 70 percent of AC governments’
expenditure and cover areas such as education, health and social ser-
vices. Relative expenditure needs for fundamental public services are
calculated through a set of indicators that reflect cost factors related
to the provision of these services: population protected by the public
health system according to age groups (38%); total population (30%);
population in school age (0-16) (20.5%); population over 65 (8.5%);
surface area (1.8%); population density (0.6%); and insularity (0.6%).

(ii)  The second stage consists of calculating the fiscal capacity of each Ac,
which is the normative or potential tax collections of ACs.

(iif)  In the third stage the transfer is obtained by subtracting expenditure
needs of each Ac from 75% of regional tax collections (De la Fuente,
2021). Positive transfers for poorer regions are financed both by nega-
tive transfers payed by the richest regions and a vertical transfer from
the central government.
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“Non-essential public services” — are financed with the remaining vertical
transfers and with the remaining 25% of regional tax collections. Expenditure
needs for non-essential services are calculated for each Ac simply as the dif-
ference between the total expenditure guaranteed to that Community by the
previous financing model in the base year established by the intergovernmen-
tal body cPFF (with some corrections due to the contribution of additional
revenues by the central government) and its expenditure needs for essential
public services (Lopez Laborda et al., 2023).

Together with the Guarantee and the Global Sufficiency funds, and with the
aim of correcting inter-regional subsisting financial disparities among Acs,
Law 22/2009 created two unconditional grants: the Competitiveness Fund,
which seeks to diminish the differences in the total “per adjusted inhabitant”
financing between Acs, and the Cooperation Fund, which aims to stimulate
regional convergence. All four transfers are unconditional, so the Acs can
freely decide how to use these revenues.

ACs receive in advance equalisation grants from the regional financing
system in application of the forecast existing at the time the draft bill for the
Spanish general state budget is drawn up. These instalment payments are set-
tled two years later on the basis of the definitive budgetary settlement. If the
settlement proves to be negative, ACs must return the excess quantity they had
received in advance.

The economic crisis in 2008 and the covip-19 pandemic increased the need
for ad hoc responses by the central government to absorb the impact of the
collapse in tax revenues and the sharp increases in expenditure. In this regard,
since 2009 the model combines purely fiscal equalisation transfers devoted to
finance healthcare, education and social assistance, with regional policy funds
and European Union’s Structural and Investment funds. Especially in order to
address the coOviD-19 pandemic in 2020—21, the Royal Decree-Law 22/2020 pro-
vided a nonrepayable fund (covip-Fund) for the Acs of €16 billion to finance
costs stemming from the pandemic (Erkoreka et al., 2021) Although decisions
about the size and the distribution of the financial resources have been adopted
by the central government, the Acs could use the funds according to their needs.

5 Results and Shortcomings of the Equalisation System

Similar to other federal countries, the Spanish equalisation system does not
aim to reduce interregional differences in GDP per capita, but it aims to con-
tribute to equity among the ACs, ensuring that all Spanish citizens have access
to comparable public services. According to De la Fuente et al. (2016), the
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horizontal equalisation system generates sizable horizontal flows from rich
to poor Acs and greatly reduces regional disparities in terms of financing per
adjusted head. However, the effect of vertical transfers is very different. These
transfers increase the dispersion of financing per adjusted capita and alter the
ordering of the Acs, leaving a final distribution of resources that has very little
to do with the original distribution of tax revenues (De la Fuente et al., 2016).

According to Figure 10.3, after operating the various transfers, there is still
certain dispersion in the per adjusted inhabitant financing of the Acs. These
differences are not related to the tax capacity of the autonomous communi-
ties, since the ranking of the Acs according to their tax capacity is sometimes
reversed after the transfers. These re-rankings have been quite controversial
for years and have diminished the stability of the institutional framework,
since some high-fiscal-capacity territories, such as Catalonia, claim to end
up with lower final resources than some low-fiscal-capacity regions, such as
Extremadura and Castile-La Mancha, after equalising transfers are imple-
mented. This intense redistribution is not generalised, though: a low-fiscal-
capacity territory such as Murcia remains on the lower tail of the distribution
after equalisation, while Cantabria and Aragon — generally above the national
average in terms of fiscal capacity — remain in the upper tail of the distribution
when equalisation is finalised.

Two potential explanations of this lack of distributive pattern can be high-
lighted. First, at the starting point of the devolution process, each AC negotiated
with the central government the amount of resources needed to provide pub-
lic services at the pre-devolution level. These have been political negotiations
in which each Ac has had a different leverage to get access to different levels of
resources. Second, it appears that there is still a strong inertia of the regional
distribution of public services existing before the decentralisation of public
policies, due to the “no harm” clause that has been applied during each reform
of the regional financing system: no AC can end up being in a worse financial
situation in terms of per-capita resources after a reform is implemented.

Other important drawbacks of the design of the equalisation system can be
highlighted regarding both the fiscal capacity and expenditure needs indexes.
The former has traditionally underestimated regional collections on some
devolved taxes such as those on the property and transmission of wealth.
Specifically, potential or normative tax collections have been usually esti-
mated with the pre-devolution level of collections, updated with the central
government’s collections growth rate. Due to the different dynamics of central
and regional tax bases, the latter behaving more expansively during the last
several decades, the result has been a systematic underestimation of regional
fiscal capacity.
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FIGURE 10.3 Fiscal capacity and total financing of the autonomous communities per
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Regarding the measurement of expenditure needs, the Spanish equalisation
system distributes resources according to each region’s share in a set of social
and geographic indicators, as previously highlighted. However, the inclusion
of those indicators and their respective weights within the expenditure needs
formula also is more a result of a political negotiation than the result of pre-
vious empirical evidence about the incidence of those variables in the cost
of providing public services. Therefore, the distribution of transfers does not
guarantee that equalisation is achieved, since some relevant variables — specif-
ically those reflecting the existing of potential economies of scale in the most
populated areas — might be absent in the formula or they could be under or
over-weighted.

Despite all the previously mentioned drawbacks of the equalisation system,
the most controversial part of the regional financing system is the measure-
ment of the vertical gap (the difference between regional potential tax collec-
tions and regional expenditure needs considering regional governments as a
whole). For many years, ACs have been claiming to deserve a larger share of
public resources, since they are in charge of some services which have shown
very high elasticities to income. Specifically, both health care and education
spending tend to grow faster than the economy on average, absorbing larger
shares of public expenditure.
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This phenomenon became extremely relevant during the 2008 Great
Recession, that triggered a sharp decrease in regional resources, while social
expenditure kept its ascending trend. Although many Acs used their fiscal
powers to increase their tax collections, the adverse economic situation and
the large pressure on the social budget made it difficult to sustain regional
finances (CERFA, 2017).

During the covID 19 pandemic, growth in health and education spending
was also very strong, and only ad hoc central government and EU instruments
helped to sustain regional finances.

6 Conclusions: Current State of the Regional Financing System, Inter-
regional Inequalities in Spain and Future Challenges

There are several reasons why inter-regional differences in Spain have not
been reduced and are persistent in time; among the most relevant we could
mention: long standing historical differences in development, divergent polit-
ical priorities, asymmetrical decision making among the levels of government
and the socioeconomic characteristics of the Acs. But also the crisis of 2008
and the recovery period afterwards and the coviD 19 pandemic had a pro-
nounced asymmetrical impact on regional revenues and expenditures. The
Great Recession brought with it a period of stagnation, fiscal austerity, increas-
ing poverty and income and wealth inequality, which have been accompanied
by greater class divisions and a greater demand for economic redistribution,
and have consequently led to territorial conflicts and increased political polar-
isation. The pandemic brought with it enormous social suffering but also an
increase in public spending. While differences in economic development and
services between ACs increased during the Great Recession, public policies
focused on the labour market and the asymmetric impact of the pandemic
on economic sectors have led to a more limited increase in the differences
between ACs during the health emergency. However, differences in welfare
spending are still noticeable even after the two crises.

Questions of regional financing and inter-regional inequalities have become
an issue of political confrontation, stirring up a partisan fight between Acs and
political parties. In fact, the financing system approved in 2009, which should
have been updated in 2014, has still not been revised, mainly due to the lack
of consensus amongst political parties and Acs, and the general climate of
political tension and economic instability. There is currently an urgent need to
review the regional financing system to correct the imbalances of the system,
to reduce inequalities between ACs and to improve transparency.
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The current Spanish equalisation system does not fulfil all the character-
istics and results predicted by theory, but similar to other equalisation sys-
tems, its basic structure aims to guarantee the provision of similar levels of
public services in all territories. This was successfully reached over time, but
the limitations also became visible. Nevertheless, the equalisation system is
only one part of the new model. In this regard, a new financing model must
provide solutions that take into account not only the problems of autonomy
and equalisation among AcCs, but also include solutions on how to maintain
welfare state policies. In other words, the new system should be anchored in a
broader agreement about how to finance the public sector as a whole.

Firstly, the current distribution of responsibilities between the central gov-
ernment and the ACs must be taken into account, as well as the weight of each
administration’s expenditure on essential public services related to the welfare
state. In this context, it should be noted that the role of Acs has increased
over the past decade, while the role of the central government decreased in
relative terms.

Secondly, the new financing system should be based on the desired size of
the public sector in the medium term and the basic dimensions of the spend-
ing functions underpinning the welfare state and the priority given to them.
Once these priorities are defined, measures on how to protect the financing of
these preferential services in case of crisis situations can be designed.

Thirdly, the resources need to be distributed by instruments which are
adjusted to the constitutional tasks and socioeconomic characteristics of the
different administrations, so that they have the capacity to adjust their level of
resources to their expenditure needs. Or to decide how to finance other poli-
cies they wish to develop in the exercise of their autonomy.

Fourthly, the decision on what level of resources is considered sufficient and
which welfare state policies are priority, is a clearly political decision which
must be adopted by all levels of government. It is difficult to justify a decision
process that completely ignores the constituent units’ vision about it, if stabil-
ity of the system is desired.

And finally, the system should be transparent to allow accountability,
and it should be based on indicators which could be adapted to changing
circumstances.
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1 Introduction!

Switzerland, originally a Confederation, has a deep-rooted culture of federal-
ism. Ever since the making of the federation in 1848, the cantonal and local
governments enjoyed extensive residual powers and exercised broad fiscal
autonomy while also assuming the financial costs derived from their own
public policy choices. When the Federation came into being, the Cantons thus
continued to enjoy (limited) sovereignty but at the prize of being on one’s own.
The principle of fiscal equivalence — whoever decides, pays, and whoever pays,
decides — inseparably links the division of tasks and the distribution of costs.
Given the manyfold demographic, geographic, and economic differences
between Swiss Cantons, it comes as no surprise that inequalities increased,
and tax burden and service delivery widened over the decades. Ever since the
making of the Federation, the arrangement and scope of fiscal equalisation
was a highly controversial and much-debated issue. After many years of prepa-
ration and deliberation, the Federal Assembly, in 2004, finally adopted a feder-
alism reform which rebalanced cantonal autonomy and federal solidarity. The
reform constituted the most far-reaching one in the recent history of Swiss fed-
eralism (Cappelletti et al., 2014; Vatter, 2018, p. 168), and of Swiss constitutional
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law more generally. It was much more profound than the total revision of the
Federal Constitution which had occurred in 1999 (and which had been limited
to rewording and restructuring the existing constitutional rules).

The mandatory referendum on the “Federal decree on the reorganisation
of financial equalisation and the division of tasks between the Confederation
and the Cantons (NFA)", held in 2004, was accepted by 20 and a half out of
23 cantonal votes and by 64% of the people. The bundle of measures con-
stituting the federalism reform affected almost half of the provisions of the
Federal Constitution and several laws; its implementation hence was complex
and took four years. In 2008, the New Financial Equalisation scheme finally
entered into force. It deeply revised the framework for the distribution of pow-
ers between the Swiss Federation and the Cantons and profoundly reformed
the system of fiscal equalisation.

During the reform debates, it was undisputed that the equalisation system,
besides its fiscal and financial aspects, comprised important political com-
ponents and either contributed to or impeded internal cohesion (Béland &
Lecours, 2014; Brenton, 2020). Both the Federation and most Cantons agreed
that the increasing fiscal inequality of the Cantons needed to be addressed and
favoured a reform to revitalise federalism and to strengthen federal solidar-
ity (Kirchgéssner, 2012; Linder & Mueller, 2021, pp. 87—91). In the informative
dossier jointly published by the Federation and the Cantons prior to the ref-
erendum to ratify the reform in 2004, the federal representatives argued that
“the new system of fiscal equalisation responds to the principle of solidarity,
guarantees healthy competition among Cantons and favours the spirit of inno-
vation, as well as a plural framework of solutions”. Along the same line, the
cantonal representatives supported this position, arguing that “only a trans-
parent system of fiscal equalisation and a clear distribution of the framework
of powers and tasks can guarantee the harmonious coexistence of our four
cultures” (Département fédéral des finances & Conférence des gouvernements
cantonaux, 2004, pp. 2—3).

The revised model of fiscal equalisation is, on the one hand, still founded
on the principles of cantonal self-determination, subsidiarity, and fiscal equiv-
alence. It continues to aim at guaranteeing cantonal diversity, at strengthen-
ing democratic and financial accountability (“whoever decides, pays”), and at
encouraging tax competition at both the cantonal and municipal levels. On
the other hand, it introduces a new regime of federal cohesion in financial
matters. It combines horizontal and vertical forms of solidarity with the objec-
tive of partially (but not fully) equalise financial resources and burdens.

Before recalling the old financial equalisation regime (section 3) and pre-
senting the current one, its implementation and controversies (section 4), we
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will briefly present the distribution of the power to levy taxes (section 2). We
will conclude by mentioning some important political aspects of and debates
about the present and future of the current fiscal equalisation system as it
stands (section 5).

2 The Distribution of Tax Powers in Swiss Federalism

The Swiss tax system is a prime example of fiscal federalism and forms the
financial backbone of the Cantons and the municipalities’ autonomy. Except
for some states in the U.S., the Canadian provinces, and a few other autono-
mous entities, the Cantons of Switzerland enjoy the greatest autonomy in tax-
ing and spending powers (Brithl-Moser, 2012, p. 658; Erkoreka, 2019). Each of
Switzerland’s 26 Cantons has its own tax law and imposes significantly differ-
ent burdens on income, wealth, inheritance, and other tax objects. Within the
cantonal tax law frameworks, municipalities also levy their taxes and deter-
mine their tax rates. The power to levy taxes is thus a parallel power, which
belongs to all three levels of government (Meier-Mazzucato, 2022, p. 37).

2.1 Tax Powers of the Federation

As the residual power lies with the Cantons, which enjoy original (not dele-
gated) tax sovereignty, the Federal Constitution enumerates all taxing powers
delegated to the federation (Article 3 Federal Constitution, Biaggini, 2015, No.
15; BGE 130 I 156, c. 2.5). Some of the powers, which the Constitution attrib-
utes to the federation, are exclusive and displace the cantonal competencies
in the area: the value added tax (VAT), some special consumption taxes, the
stamp duty, the withholding tax, and customs duties (art. 130-133 Federal
Constitution). There is no federal obligation to levy these exclusive taxes.
However, if the federation chooses not to, the competence remains exclusively
with the national tier and Cantons remain banned from introducing such taxes
(Behnisch, 2014, No. 14). The prevalence of federal taxation provides that “any-
thing that is declared by federal legislation to be subject to, or exempt from
value added tax, special consumption taxes, stamp duty or withholding tax
may not be made liable to similar taxes by the Cantons or communes” (art.134
Federal Constitution).

The Constitution frames and constrains the exclusive taxing powers of the
Federation as their use affects the room for cantonal taxing maneuvers. The
Constitution thus sets a maximum rate the federation is allowed to levy for
the VAT on the supply and on imports of goods and services (a standard rate
of a maximum of 6.5% and at a reduced rate of at least 2.0%). In 2014, the
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constitution-maker, the Swiss people and the Cantons, decided to increase the
maximum rates by 0.1% to finance railway infrastructure. The Constitution
also provides that the rate may be increased, should the financing of the Old-
Age, Survivors’ and Invalidity Insurance no longer be guaranteed due to demo-
graphic changes. The supreme law also obliges the Federation to use 4.5% of
the non-earmarked vAT income to reduce the health insurance premiums of
persons on low incomes (article 130 Federal Constitution).

In contrast to the exclusively federal taxing powers, the Federation’s com-
petence to levy direct taxes on the income of private individuals and the net
profit of legal entities is parallel: the federal power does not limit the power
of the Cantons to levy direct taxes on private income and corporate profit as
well (Vallender & Cavelti, 2014, No. 3). Several compromises have been made to
prevent federal taxation to overuse the tax base and undermine the Cantons’
ability to levy taxes. Notably, the federal tax is assessed and collected by the
Cantons, not the federation. More importantly, the tax rate the Federation
may impose is levelled by the Federal Constitution: the constitutional maxi-
mum rate is 11.5% for the income of private individuals and 8.5% for the net
profit of legal entities (Article 128 para. 1 Federal Constitution) (Vallender
& Cavelti, 2014, No. 2). These limits are set relatively low and guarantee the
Cantons a considerable tax base (Hénni, 2021, p. 256). As they are anchored
in the Constitution, any increase of the federation’s limit on tax rates requires
the dual approval of the people and the Cantons in a mandatory referendum.
The explicit anchoring of maximum percentage rates in the Constitution con-
sequently provides effective protection of the Cantons’ fiscal leeway (Hanni,
2015, No. 1). In addition, when fixing the rate (which must necessarily be below
these thresholds), the Federation must take account of the burden of direct
taxation imposed by the Cantons and Communes (Article 128 para. 2 Federal
Constitution) (Aubert, 2003, No. 26; Vallender & Cavelti, 2014, No. 26). It should
be noted, however, that this provision is rather an appeal to the Federation and
no legal consequences can be derived from it (Aubert, 2003, No. 12; Valllender
& Cavelti, No. 18). However, the Federal Constitution contains a further meas-
ure to protect the financial interests of the Cantons: A minimum of 17% of the
federal tax income must mandatorily be allocated to the Cantons (Article 128
para. 4 Federal Constitution). The federal competences to levy (and to spend)
direct taxes are hence constrained by constitutional law, most plainly by
providing a maximum federal tax rate. The Cantons, in contrast, remain auton-
omous to impose the tax rate they consider adequate to provide adequate ser-
vices and, simultaneously, be attractive to taxpayers.



250 BELSER AND ERKOREKA

2.2 Tax Powers of the Cantons and Communes
Since Cantons have residual competences, their taxation powers can be
described as the sum of the competences not attributed to and claimed by
the Confederation (Reich, 2020, No. 8). Compared to other federal states, the
Cantons have a high degree of fiscal and financial autonomy: they have the
(parallel) competence to autonomously tax the income and assets of natural
persons as well as the profit and capital of legal entities. Most Cantons (and
Communes) have also used their autonomy to introduce and apply inher-
itance and gift taxes (or to lower or abandon these taxes to be more attractive
to potential testators and donors), real estate gains and motor vehicle taxes.
The Federal Constitution does not impose the existence of Communes and
their financing. The Cantons thus may or may not transfer their tax auton-
omy to the municipalities which are subordinate to them (Behnisch, 2014,
No. 6; Reich, 2020, No. 11). The communes consequently do not have original
taxation powers and depend on the Cantons to delegate taxation powers to
them (Behnisch, 2014, No. 6; Reich, 2020, No. 11). Such delegation of powers
has occurred in all 26 Cantons, either through the cantonal Constitution or
through cantonal tax laws (Hénni, 2021, p. 258). The municipalities thus have
various sources of revenue to cover their expenditure, but municipal taxes are
their main source of revenue. The local derivative tax sovereignty constitutes a
major feature of Swiss fiscal federalism. Taxpayers pay direct taxes to three dif-
ferent entities, all applying different tax rates. According to OECD data, almost
40% of all tax revenues in Switzerland were raised at regional and local level
in 2021 (OECD Revenue Statistics 2022). Nowadays, the Communes account for
about 17% of government spending.

2.3 Tax Harmonisation

Due to the great autonomy Cantons enjoy, taxing conflicts may occur between
different Cantons keen to tax the same income, assets, or profits. Such double
taxation, negatively affecting taxpayers and their rights as well as the inter-
nal market, are prohibited by the Federal Constitution. The regulation of the
prohibition of inter-cantonal double taxation prevents two or more Cantons
to burden, as a consequence of their autonomy, the same person with simi-
lar taxes for the same tax substrate for the same period of time (Vallender &
Wiederkehr, 2014, No. 57). The Constitution mandates the Federation to take
the measures necessary to prevent double taxation (art. 127 para. 3 Federal
Constitution). Until today, the Federal Assembly has not made use of this com-
petence; the concretisation of the constitutional ban on double taxation thus
lies in the hands of the Federal Supreme Court and inter-cantonal taxation law
is regulated by judge’s law.
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More importantly, the Federation has a constitutional mandate to harmo-
nise Swiss taxation law (art. 129 Federal Constitution). Even though Switzerland
mostly constitutes a dual federal system, dividing and sharing power between
the federal and cantonal tier, the harmonisation mandate requires the
Federation to set out principles harmonising the direct taxes imposed by the
Confederation, the Cantons, and the Communes. As the Cantons, also have
made and still make their own harmonisation efforts, the Federation is obliged
to take account of these efforts (Cavelti, 2008, p. 368).

The harmonisation mandate extends to tax liability, the object of the tax
and the tax period, procedural law and the law relating to tax offences. Notably,
however, tax scales, tax rates and tax allowances are explicitly excluded from
the harmonisation mandate by the Constitution. The Confederation is only
allowed to issue regulations preventing unjustified tax benefits (art. 129 para.
2 and 3 Federal Constitution). The “Federal law on the harmonisation of direct
taxes of the Cantons and communes” entered into force in 1993 and has fre-
quently been amended since.

There have been several popular initiatives aiming at constraining inter-
cantonal tax competition beyond the harmonisation act. Famously, a popular
initiative, called “For fair taxes. Stop the abuse of tax competition”, request-
ing the introduction of minimum tax rates, was rejected at the urns in 2010.
In 2015, the inheritance tax reform initiative suffered the same fate. When it
comes to tax rates, cantonal autonomy seems to be a principle that the Swiss
people and the Cantons uphold. It was hence international pressure mostly
that recently motivated the Swiss to introduce minimum taxation for multina-
tional enterprises. After various disputes with the OECD and accusations that
Switzerland functions as a tax haven, the Swiss people and the Cantons, on
June 18, 2023, approved in a mandatory referendum a constitutional amend-
ment introducing a mandate for the Federation to implement the 0ECD/G20
Pillar I (market jurisdiction taxation) and Pillar 11 (global minimum taxation)
projects. The implementation of the minimum taxation — a new feature in the
Swiss fiscal federalism landscape — is scheduled for 2024. The change will only
affect internationally active corporate groups and will not limit the cantonal
and local autonomy to tax all other companies at lower rates. The new man-
date allows for such inequality of treatment, delegates the transitional imple-
mentation to the Federal Council and obliged the executive to present a law to
be approved by parliament within a maximum of six years.

It is worth noting that efforts to harmonise taxes between Cantons are not all
based on the (limited) constitutional mandate to harmonise taxation and the
old and upcoming tax harmonisation law based on it. The Swiss Federal Court
also plays an important role in limiting tax competition and obliging Cantons
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to respect principles of the Federal Constitution when issuing tax policies. This
is best exemplified by the Obwald case (Supreme Court case 133 11 206). In 2005,
the Cantonal Council of Obwald adopted a new taxation law, which contained
regressive taxes: once a person had reached the threshold of 300,000 Swiss
francs for the taxation on revenue and 5,000,000 Swiss francs for the taxation
on capital, tax rates would no longer progress but decrease instead (Case 133
11 206, A). In short, the new cantonal law foresaw that the richer one was, the
lower the tax rate was. At the time of the making of the Obwald law, the lower-
ing of the cantonal tax rate for very rich individuals had no negative effects on
tax income in the Canton (as very few people in the rural Canton reached the
threshold). The new rule was rather adopted in the hope to attract wealthy tax-
payers from neighboring Cantons (and countries). Such way of proceeding was
deemed unacceptable by the Swiss Supreme Court. Although Cantons enjoy
far-reaching taxation power (Case 133 11 206, cons. 5), their autonomy is limited
by constitutional principles and fundamental rights. The evolution of tax brack-
ets must thus respect the principle of and right to equality and satisfy the prin-
ciple of taxation according to one’s financial capacity (Case 133 I1 206, cons. 7).
The constitutional obligation to tax anyone according to the person’s financial
capacity was (explicitly) only provided for the Federation but was, according
to the court, also applicable to the Cantons as it concretised the fundamen-
tal right to equality binding on all state actors at all the levels of government.
According to the Supreme Court, everyone should hence, in the field of taxa-
tion, bear a similar sacrifice, proportionate to one’s income and capital. It was
judged that regressive taxation does not comply to such fundamental principles
of the Swiss Constitution and tax law, and the Obwald law was thus annulled
(Case 133 I1 206, cons. 13). This is one of the rare cases where the Supreme Court
interfered in the fiscal and financial autonomy of Cantons. It made clear that
the power that Cantons (and Communes) enjoy in the field of taxation is not
boundless, and that their legislations can be scrutinised and even annulled if
they contravene the constitutional principles and rights.

In summary, the Swiss fiscal equalisation system has been designed and
adapted to a context of tax competition and broad fiscal and financial can-
tonal autonomy.

3 The Old Fiscal Equalisation System and its Shortcomings
3.1 Origins and Characteristics

The first financial program with equalising components was introduced
in Switzerland in 1938, in the context of the economic and social crisis of
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the interwar period. Following the Second World War, in 1958, the Federal

Constitution was amended providing the federal government with the power

to equalise inter-cantonal disparities. The following year, in 1959, the first fed-

eral law of fiscal equalisation in Switzerland was approved (Dafflon, 1995).

Although the system introduced in 1959 was partially modified and revised, it

was not fully renewed until the reform that came into effect in 2008.

The old system of equalisation was intended to compensate Cantons with
fewer resources and those that due to their circumstances suffered from exces-
sive costs in providing public goods. Compensation for excessive costs mainly
considered the geographical situation (especially important to the more
mountainous Cantons) and population density and obliged the Federation
(and the taxpayers of more urbanised Cantons) to financially support the more
rural regions of the country.

The classification methodology in effect prior to the reform process clas-
sified the Cantons according to a financial capacity index. The formula for
calculating the financial strength of each Canton included four elements: per
capita income, tax burden, tax revenues and costs of public provision in general
(Dafflon & Perritaz, 2002). Once the index had been established, the Cantons
were classified in three groups according to their financial capacity: high
financial capacity (Cantons with a resource index of 120 or above); intermedi-
ate financial capacity (Cantons with a resource index between 61 and 119); low
financial capacity (Cantons with a resource index of 60 or less). The distribu-
tion of equalisation funds was then established based on this classification.

The federal program, with a vertical, bidirectional character, used three
instruments for putting equalisation policies into practice (Daftlon, 2004):

— Federal grants-in-aid to the Cantons. The Federation used part of the federal
grants policy to strengthen federal solidarity and applied equalising crite-
ria when attributing grants-in-aid. It is worth underscoring that only a part
(about one-third) of the Federation’s grants had equalising components. In
addition, Cantons had to co-finance part of the projects in order to receive
conditional federal grants.

— Revenue sharing in the Federation’s incomes. The equalising criterion was
applied in the distribution of transfers according to the Cantons’ sharing in
certain federal tax revenues and the net benefit of the National Bank.

— Contribution of the Cantons to certain federal Social Security expenditures.
The methodology to calculate the contribution of the Cantons to the Social
Security system included some equalising components.

The system, frequently amended over time, was, on the one hand, blamed for

lacking transparency, and, on the other hand, criticised for being insufficiently

effective. Most observers agreed that the categorisation system provided
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limited incentives to low and intermediate capacity Cantons for increasing
their tax bases and strengthening their financial self-sustenance, and that the
sharing of costs via conditioned grants blurred responsibilities and accounta-
bilities and encouraged overspending.

3.2 Shortcomings

In the early 1990s, increasing evidence of the fiscal equalisation system’s ineffi-

ciency and the growing number of voices criticising its functioning prompted

a process of evaluation and revision of the system. In 1994, a commission of

experts was formed to study the outputs and possible reforms of the fiscal

equalisation system (Frey et al., 1994). Amongst the main shortcomings identi-
fied by the commission of experts and other analogous studies and reports, the

following points are worth underscoring (Bessard, 2013; Bullinger, 2002, pp. 9—

10; Daftlon et al., 1996; Dafflon & Perritaz, 2002):

— The system failed in reducing financial disparities between Cantons.
Instead, disparities were increasing.

— The equalising tool via the Social Security system was inefficient.

— The policy of federal grants-in-aid favoured the wealthier Cantons since the
Cantons with fewer resources had greater difficulties to come up with their
share of the co-financing arrangement. Furthermore, the system of condi-
tional grants created perverse incentives in the provision of public goods
and services, as it encouraged non-priority investments due to the mere fact
of federal subsidies being available.

— The methodology for calculating the financial capacity index enabled the
Cantons to manipulate their fiscal policy to maximise their benefits in the
share-out of equalisation funds.

— The system did not establish clear and quantifiable objectives.

— The system was confusing, opaque and had acquired a centralising char-
acter. The lack of transparency together with the abovementioned lack of
identification of objectives and the diffuse framework of distribution of
powers and tasks between the Federation and the Cantons hindered eval-
uation and accountability. Similarly, it facilitated political discretion in
decision-making on the distribution of funds.

— The results of the system were conditioned by variations in the economic
cycle. Oscillations in federal resources, whether due to endogenous or exog-
enous reasons, directly affected the scope and performance of the equalisa-
tion policy.

The conclusions of the expert group made it clear and widely undisputed that

the Swiss financial equalisation system needed profound reforms. Experts and
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observers also agreed that the improvement of financial equalisation regime
and the strengthening of federal solidarity and the guaranteeing of fair and
effective tax competition, required a considerable redesign of the entire fed-
eral system. More transparency, accountability, solidarity and efficiency could
only come at the expense of reorganising the vertical distribution of tasks and
competences and of disentangling intertwined and blurred responsibilities.

4 The Reform Process

The long reform process ended in 2004. Due to the magnitude of the changes,
the implementation processes lasted for four additional years. The federalism
reform, reorganising the distribution of competences and powers between the
Federal and the Cantons, and establishing a new fiscal equalisation system,
finally came into effect in 2008. It was based on two interlinked pillars: the
redefinition of the framework of distribution of powers and tasks with a view
of clarifying responsibilities, and the introduction of a new system of fiscal
equalisation aiming at increasing federal solidarity and internal cohesion while
incentivising wise spending and providing space for (fair) tax competition.

41 Disentanglement of Powers and Competences

The first pillar of the reform encompasses the review and redefinition of
competences and tasks between the Federation and the Cantons. The count-
less constitutional reforms (more than a hundred since the making of the
Federation), frequent legislative changes, and complex financial grant systems,
over time, had produced a almost impenetrable system of mostly shared com-
petences and blurred responsibilities.

The renegotiations of the vertical power sharing arrangement were long
and complicated. The adequate balance of diversity and unity (and the financ-
ing of both) had always been a highly sensitive and controversial issue and
involved constant rivalry since the formation of the Swiss federal state in
the 19th century (Vatter, 2018, pp. 167-186). Reorganising a system which had
evolved over decades constituted a tremendous task. However, it was clear
that a reorganisation of the fiscal equalisation scheme required a disentan-
glement of the competences and could not remain as deeply intertwined and
highly confusing as they were. As long as there was ambiguity about who was
in charge of what, and who was obliged to burden what costs, strengthening
federal solidarity seemed impossible to achieve.

Consensus was finally reached by agreeing on broad constitutional prin-
ciples, such as subsidiarity and fiscal equivalence, and using them to update
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and redefine the framework of distribution of powers. With the objective of
(later) clarifying financial responsibilities, priority was given to the allocation
of exclusive powers. Seven functions were therefore exclusively assigned to the
Federation, and 13 to the Cantons, another 17 remained shared between the
two tiers of government. The reform also strengthened the role of coopera-
tion and provided a constitutional framework for both vertical (Federation-
Cantons) and horizontal (inter-cantonal) cooperation (Federal Finance
Administration, 2012). The aim of this far-reaching updating was to strengthen
cantonal autonomy, promote transparency, avoid duplications, facilitate taxa-
tion and accountability, and incentivise greater efficiency in the provision of
public goods (Département fédéral des finances & Conférence des gouverne-
ments cantonaux, 2004, pp. 16—24). The redefinition of the framework of pow-
ers not only helped the implantation of the new system of fiscal equalisation
but was widely seen as its precondition.

With the aim of guaranteeing cantonal autonomy and preventing further
centralisation — or the re-centralisation of competences (re)allocated to the
Cantons — the reform also aimed at strengthening inter-cantonal cooperation.
The constitutional framework for cooperation was thus reshaped to strengthen
the principle of fiscal equivalence and to prevent and compensate for spillover
effects (Frey & Wettstein, 2008). It first emphasised the right of Cantons to
enter into agreements with each other to establish inter-cantonal organisation
and institutions. The constitutional provisions also clarifies that Cantons can
authorise inter-cantonal bodies to issue inter-cantonal legislation implement-
ing inter-cantonal treaties (art. 48 Federal Constitution). Such inter-cantonal
agreements have existed before, but have, over the last decades, become more
and more important (Belser, 2020). Currently, more than 800 inter-cantonal
treaties exist, many of them harmonising cantonal policies, and many of
them dealing with the financing of cantonal infrastructure used by outsiders
(such as universities, specialised schools, hospitals, prisons, etc.). The Federal
Constitution obliges the Cantons to comply with such inter-cantonal law.

The reform, however, went an important step further and provided a con-
stitutional basis for allowing the Federation to impose participation in an
inter-cantonal treaty and even to declare such treaty generally applicable to all
Cantons (art. 48a Federal Constitution). The idea behind the imposed coop-
eration was to bring in the Federation in the role of an arbiter with the power
to intervene in the framework of inter-cantonal cooperation to prevent indi-
vidual Cantons from free-riding and from not contributing to (de facto) inter-
cantonal services, on the one hand, and to not allow individual Cantons to veto
inter-cantonal harmonisation (and thereby provoking demands for centralisa-
tion). The policy fields in which such federal intervention may occur is limited
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to nine specific policy areas (such as cantonal institutions of higher education,
cultural institutions of supra-regional importance, waste management and
waste water treatment, urban transport, and advanced medical science and
specialist clinics). The measure was mainly proposed in response to demands
by the central Cantons, to compensate them for goods and services that they
provide to neighbouring Cantons (Cappelletti et al., 2014). The practical use
of the provision has, however, remained very limited. While the federal inter-
ference powers may function as an incentive for inter-cantonal cooperation,
inter-cantonal agreement has never been imposed on a Canton which resisted
cooperation.

4.2 Rebalancing Autonomy and Solidarity

The second pillar of the reform was the implantation of a new system of fis-
cal equalisation (art. 135 Federal Constitution). The constitutional provision
mandates the Federation to issue regulations on the equitable equalisation
of financial resources and burdens between the Federation and the Cantons
(vertical equalisation) as well as among the Cantons (horizontal equalisa-
tion), clarifies the objectives of equalisation and mandates federal solidarity
while also limiting it. It grants that the funds for the equalisation of burdens
are provided by the Federation, and the funds required for the equalisation
of resources both by the Federation and those Cantons with a higher level of
resources. This horizontal solidarity is further framed by the Constitution: the
payments made by the Cantons with a higher level of resources must amount
to a minimum of two thirds of the payments made by the Confederation and
may not exceed 80% of the federal payments.

The Federal Law on Fiscal Equalisation and Cost Compensation (Lo fédérale
sur la péréquation financieére et la compensation des charges — PFcc) develops
the constitutional mandated and codifies the following goals:

— Strengthen the financial autonomy of the Cantons.

— Reduce disparities among Cantons in matters of financial capacity and tax
burdens.

— Maintain the tax competitiveness of the Cantons at the national and inter-
national levels.

— Guarantee a minimum provision of financial resources to all Cantons.

— Compensate for excessive costs of the Cantons due to geographical/topo-
graphic and socio-demographic factors.

— Guarantee equitable compensation of burdens between Cantons.

The Law on Fiscal Equalisation establishes a mechanism of four-year revision

and control. Every four years, the federal government must present a report

to the federal parliament evaluating the degree to which the objectives of the
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equalisation system have been fulfilled and present possible measures and
proposals for improvement for the next four-year period. Based on the results
of the efficiency report and the adjustments introduced in the system, the fed-
eral parliament defines the amount to be contributed by the Federation and
the Cantons during the first year of the next four-year period. Subsequently,
the Federal Council takes responsibility for adjusting the quantity established
for the base year in the following three years of the four-year period.

The law hence provides for a system which is regulated by law but leaves
some political leeway to parliament. This political margin of discretion and
decision has become very controversial during the last period. The controversy
stems from the fact that only six Cantons qualify as contributors while all the
others are receivers. Whatever political space the bicameral Assembly enjoys
can thus be used to overrule the donors. When the dispute between frustrated
contributing Cantons and demanding recipient Cantons became virulent,
the Conference of Cantonal Governments decided to set up a joint commis-
sion. The federal-cantonal parity commission came up with proposals which
eased the political climate. For example, in light of the results of the latest
published efficiency report (2016—2019) and recommendations by the commis-
sion, a package of measures and adjustments in the equalisation system was
approved and came into effect in 2020, with respect to the 2020-2023 four-
year period. Its main aim was to uphold federal solidarity while protecting the
Cantons feeding into the system by limiting political discretion of parliament.

5 The Revised Fiscal Equalisation System

The system of fiscal equalisation is made up of two mechanisms that function
and are financed independently: equalisation of resources and compensation
for excessive costs. The system is completed with the cohesion fund and other
temporary instruments established to smoothen transition (and find accept-
ance in Cantons obliged to reorganise their financial system). In order to sim-
plify the new system and make it more transparent, it is organised and taxed
with total independence from the rest of the financial transfers and flows of
the Swiss financial system.

5.1 Resource Equalisation

The resource equalisation is the central mechanism of the equalisation sys-
tem, concentrating more than 75% of the scheme for equalising flows and
transfers. Cantons are no longer classified on the basis of a financial capacity
index but in relation to their resource potential instead. The resource potential
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of a Canton corresponds to the value of its taxable resources, calculated on
the basis of the taxable income and assets of natural persons and the taxa-
ble profits of legal entities (Dafflon, 2004). The classification of a Canton thus
no longer depends on its effective tax income but on the fictive tax income
it would provide off if it would apply the federal tax rates. This crucial rule is
meant to make federal solidarity more acceptable to contributing Cantons as
they must no longer compensate Cantons with lacking appetite to appropri-
ately tax their residents and companies. A Canton following a low tax strategy
(thereby putting pressure on other Cantons) has to accept that the categori-
sation is based on a tax income the Canton does not have — and must explain
budget constraints to its population.

By means of the weighted sum of various financial elements, the resource
potential per capita of each Canton is calculated. Using the resource potential
index, Cantons are classified into two groups: Cantons with an index above the
average, that is, above 100, are considered to be financially strong; Cantons sit-
uated below that threshold are classified as financially weak (Federal Finance
Administration, 2012). The new classification methodology makes it difficult
for Cantons to manipulate their taxation systems and tax burden to max-
imise their benefit in the share-out of the equalisation funds (Bessard, 2013;
Kirchgéssner, 2012, p. 15).

While the old system of equalisation funds had a vertical character, the new
system also includes a horizontal component. Although the Federation con-
tinues to be the main financer, the financially strong Cantons are obliged to
contribute through horizontal transfers (see Table 11.1). Although the new fis-
cal equalisation system introduced the horizontal dimension as a novelty in
the equalisation system, the number of contributing Cantons is low: between
2008 and 2023, the total number of contributing Cantons oscillated between
six and nine. This fact conditions the system’s potential, but at the same time,
it broadened the range of support needed for its approval (Mueller et al., 2017).

The Cantons below 100 on the index are the beneficiaries of the equalis-
ing transfers, both vertical and horizontal. The Federal Council is responsible
for annually updating the quantity established for the base year, taking into
account the evolution of the resource potential index and fiscal revenue. The
Cantons’ contributions to the Social Security system are no longer taken into
account, nor is the flow of transfers due to the Cantons’ sharing in certain fed-
eral tax revenues for purposes of equalisation.

The system establishes a partial equalisation goal: initially, it was decided
that all Cantons had to reach a minimum of 85 points on the index of resource
potential after equalisation (see Table 11.2). Following the adjustments
applied to the system in 2020, a more precise formula was introduced to avoid
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“excessive” financing above the minimum established following equalisation
(Conseil fédéral, 2018, pp. 199—200; Vatter, 2018): Cantons with a resource
potential below 70 receive equalisation funds until reaching exactly 86.5 points
on the index (Federal Finance Administration, 2020). The equalisation system
thus strengthens vertical and horizontal solidarity but, as importantly, limits
it. The Constitution does not guarantee equal or comparable resources to all
Cantons but provides all Cantons with strong incentives to develop economic
development strategies and increase tax income.

With autonomy and tax competition in mind, the methodology for sharing-
out includes one condition: the order of Cantons on the resource potential
index must not be altered after the resource equalisation. Consequently, the
distribution of resources amongst Cantons with a lower financial capacity has
a progressive character: the financially weak Cantons furthest from the average
receive more funds. Conversely, the contributing Cantons give to the equalisa-
tion funds proportionately depending on their financial capacity.

Finally, the equalisation funds no longer have a conditional character.
Therefore, the Cantons are free to decide where the funds are to be destined.
Besides minimising perverse incentives in the provision of goods and services,
this spending discretion has the direct effect of increasing cantonal autonomy
(Bessard, 2013, pp. 48—49). The decision to not earmark transfers is not triv-
ial but constitutes an essential element of the balance between solidarity and
autonomy. Although in the overall calculation of the cantonal funding system,
the equalisation funds account for merely about 6% of cantonal budgets, this
can exceed 20% amongst financially weaker Cantons (Dafflon, 2014; Soguel,
2019, pp. 299—301). Conditional transfers would thus severely hamper the
autonomy of resource-weak Cantons.

5.2 Cost Compensations

Compensation for excessive costs is directed at the Alpine Cantons and cen-
trally situated Cantons that for structural reasons face excessive costs in the
provision of public goods and services (Federal Finance Administration, 2012).
Compensation only covers excessive costs that are assumed by some Cantons
in financing certain public policies with respect to the Swiss average. While the
need to compensate Alpine Cantons for extra burdens was largely undisputed,
the compensation scheme for metropolitan areas came in as a compromise to
make the deal acceptable to most Cantons (and prevent it from being vetoed in
a referendum). The compensation funds for excessive costs are thus classified
on the basis of two factors: compensation for excessive costs of a geographical/
topographic (altitude, steep terrain and low population density) and a socio-
demographic type (poverty, aging population, immigration and core cities).
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TABLE 11.2  Distribution of the fiscal equalisation system in the 2023 fiscal year (in thousand cHF)

Cantons Resource Resource equalisation Resource
index before ndex after
equalisation Horizontal Vertical Total equalisation

Contribute Receive Receive Contribute Receive

Zurich 123.06 -610,776 o o -610,776 o 119
Berne 77-71 o 397,384 596,076 o 993,459 88
Lucerne 92.50 o 26,410 39,616 o 66,026 94
Uri 70.94 o 21,687 32,531 o 54,219 87
Schwyz 173.22 -202,317 o o -202,317 O 160
Obwald 107.11 -4,694 o o —4,694 o 106
Nidwald 158.13 —43,685 o) o) -43,685 o) 147
Glaris 72.91 o 21,409 32,114 o 53,524 87
Zoug 265.93 -368,273 o o -368,273 o 235
Fribourg 70.24 o} 195,441 293,161 0O 488,602 87
Soleure 70.82 o 163,140 244,710 O 407,851 87
Béle-Ville 153.12 -182,180 o} o -182,180 o 143
Béle- 97.46 o} 3,167 4,750 o 7,917 98
Campagne

Schaffthouse 98.90 o) 230 345 o) 575 99
Appenzell  85.23 o} 10,782 16,173 o 26,955 90
Rh.-Ext.

Appenzell  101.17 —329 o o -329 o 101
Rh.-Int.

St-Gall 83.64 o} 117,331 175,997 O 293,328 9o
Grisons 83.19 o 49,532 74,298 o) 123,831 9o
Argovie 81.07 o 198,789 298,183 o 496,972 89
Thurgovie  80.12 o 87,792 131,688 o 219,480 89
Tessin 93.43 o 18,423 27,635 o 46,058 95
Vaud 98.96 o 2,056 3,084 o) 5,140 99
Valais 63.78 o 299,978 449,967 o 749,945 87
Neuchatel — 77.46 o) 69,539 104,308 o0 173,847 88
Geneve 137.44 —325,622 o o -325,622 0 131
Jura 66.74 o 54,785 82,178 o) 136,963 87
Total 100.00 -1,737,877 1,737,877 2,606,815 -1,737,877 4,344,692

SOURCE: (ADMINISTRATION FEDERALE DES FINANCES, 2022, P. 40). ELABORATED BY THE AUTHORS
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Cost compensation Cohesion fund and temporary instruments Total
Geographical/ Socio- Total Cohesion fund Temp. Inst.
topographic  demographic

factors factors Receive Contribute Receive Total Receive

0 125,443 125,443 —11,831 o) -11,831 o© 497,164
20,011 o 29,011 -9,231 31,281 22,050 32,113 1,076,633
5,740 o 5,740 —3,347 14,215 10,868 12,701 95,336
11,742 o 11,742  —336 o -336 1,136 66,761
6,881 o 6,881 -1,239 o -1,239 O -196,674
6,198 o} 6,198 -312 o} -312 o} 1,192
1,414 o} 1,414 -358 o -358 o -42,629
5445 o 5445 -371 4,901 4,530 1,258 64,757

o) 3,280 3,280 -951 o -951 o -365,944
9,476 1,045 10,521 -2,298 82,368 80,070 9,847 589,040
o 9,250 9,250 -2,351 o -2,351 8,485 423,235
o 66,325 66,325 —1,865 o -1,865 o -117,721
o) o o -2,491 o -2,491 8,934 14,360

o) o) o) -710 o) -710 2,546 2,411
20,741 o 20,741 -517 o -517 1,710 48,889
9,150 o 9,150 -142 o -142 o 8,679
1,867 o 1,867 -4,345 o -4,345 15739 306,589
140,572 o 140,572 —1,827 o -1,827 6,352 268,927
o) o o -5,239 o -5,239 20,994 512,728
3,296 o 3,296 —2,204 o -2,204 8,558 220,130
15,041 384 15,425  —2,975 o -2,975 11,003 69,511
142 1,24,440 124,582 —6,088 o) -6,088 o) 123,635
76,105 9,672 85,777 —2,646 o —2,646 10,829 843,904
22,094 13,515 36,510 -1,615 65,300 63,685 5,520 279,562
o 1,57,094 157,094 —3,956 o -3,956 o -172,484
4,633 o 4,633 654 11,633 10,978 2,274 154,848

370,448 510,448 880,895 -69,899 209,697 139,798 160,000 3,787,509
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Financing the excessive cost funds is the exclusive responsibility of the
Federation and is independent of the resource equalisation mechanism (it
does not take into account the resource potential index). In fact, the compen-
sation for socio-demographic reasons mainly reaches the Cantons situated
above the average on the resource index. The fund accounts for about 15% of
the fiscal equalisation system (Federal Finance Administration, 2020).

In each four-year revision of the system the amount of the fund is estab-
lished for the next four years. The Federal Council makes an annual adjust-
ment of the base year’s amount due to inflation. To facilitate agreement during
the negotiations of the reform, a parity share-out of the fund between both
types of excessive costs was agreed on (Cappelletti et al., 2014, pp. 9—11). But
subsequently, in the framework of the adjustments introduced in the fiscal
equalisation system in 2020 and complying with the demands of the more
populous Cantons, it was decided to increase the contribution destined for
the Cantons suffering from excessive costs due to socio-demographic reasons
(Vatter, 2018, p. 198).

5.3 Cohesion Fund and Other Temporary Instruments

The cohesion fund and the temporary instruments function as closure mech-
anisms of the equalisation system. The reform of 2008 included a compensa-
tion mechanism to facilitate the transition of financially weak Cantons that
were disadvantaged by the implantation of the new fiscal equalisation system
and, without the transitional instruments would have been likely to oppose
the change.

The fund was provided with a pre-established and undeflated annual quan-
tity of cHF 366 million (Federal Finance Administration, 2012). It was estab-
lished that from 2016 the fund would be reduced at an annual rhythm of 5% of
the original amount, to definitively disappear by the year 2036, 28 years after
the reform had come into effect. The Federation financed two thirds and the
Cantons, based on demographic criteria, the remaining third.

When a Canton in some fiscal year exceeded the average in the resource
index, it automatically lost the right to receive the fund and could not again
access to it even if it later again fell below the average. Similarly, if a finan-
cially strong Canton fell below the average, it could not become a beneficiary.
Thus, the fund was designed to gradually disappear. It currently still reaches
six Cantons but only accounts for 5% of the total transfer scheme of the fiscal
equalisation system (Federal Finance Administration, 2020).

Besides the cohesion fund, in order to reduce the impact derived from
adjustments in the fiscal equalisation system that came into effect in 2020, a
second temporary instrument was approved for the 20212025 period, funded
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exclusively by the Federation. In 2024 a third temporary instrument will be
introduced, funded by the Federation for six years, in order to cushion the
effects provoked in the fiscal equalisation system by the federal reform in fiscal
matters and the financing of the Social Security system (Le projet RFFA).

6 Current Situation and Future Challenges

To date three reports have been prepared evaluating the efficiency of the 2008—

2011, 2012—2015 and 2016—-2019 periods. In 2023, the fourth four-year period of

the new fiscal equalisation system will be evaluated. In spite of 16 years not

being sufficient time to be able to conclusively evaluate the results of the new
fiscal equalisation system, in general terms, at both the politico-institutional
and the academic levels, there is consensus on the advantages and benefits of
the present system compared to the earlier one. Although some aspects and
results of the new system have given rise to debates amongst administrations
and specialists, a summary of the main results of the new fiscal equalisation
system, based on the efficiency reports published to date (Conseil fédéral,

2010, 2014, 2018), is as follows:

— The system is more transparent and facilitates accountability and evalua-
tion of results. Furthermore, the system is more predictable, and its distri-
bution is resolved prior to the period of cantonal budgetary elaboration.

— The new classification methodology based on resource potential reduces
perverse incentives and makes it difficult for Cantons to manipulate their
taxation systems to maximise their benefit in the share-out of the equali-
sation funds. In addition, it has not reduced the capacity of inter-cantonal
fiscal competitiveness, and the financially strong Cantons have been able
to keep the levels of their tax burden stable. For example, following the
introduction of the new fiscal equalisation system, the Canton of Obwalden
applied a policy of low taxes to attract contributors to the Canton, without
distorting the functioning of the fiscal equalisation system (Kirchgéssner,
2012, p. 141; Ladner & Desfontaine, 2019). The Federal Supreme Court had
eliminated the tax degression, violating the principle of equality, but did
not question the cantonal strategy as such. As a result of the increase of tax-
able bases, Obwalden climbed the resource potential index, and rose from
being a beneficiary Canton in 2008 (even receiving funds from the cohesion
mechanism) to become a contributing Canton from 2018 onwards.

— With exception of the 2010 and 20 fiscal years, in the 2008—2023 period
the system has managed to guarantee the minimum level of resources set
at 85 points for all Cantons (since 2020: 86.5), also fulfilling the principle
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of ordinality. It has withstood the variations in the economic cycle, passing
two demanding stress tests for public finances, namely, the financial crisis
of 2008 and the covip-19 crisis in 2020.

— Following the application of the equalisation mechanisms, the system has
managed to considerably reduce disparities in resource availability among
Cantons. The efficiency report for the 20162019 four-year period concluded
that “the fiscal equalisation system reduces the disparities among Cantons
in terms of financial capacity by approximately one-third” (Conseil fédéral,
2018, p. 12). Nonetheless, if one analyses the evolution of imbalances prior
to the application of the equalisation mechanisms, although the inter-
cantonal disparities in resource potential have not increased to date, the
gap between financially strong and weak Cantons has not been reduced
either. As can be seen in Table 11.3, while the resources prior to the equalisa-
tion of the group of financially stronger Cantons have increased by over 15%
between 2008 and 2023, the resources of the group of financially weaker
Cantons have barely increased by 1.8%.

— The grant-in-aid transfers have been reduced and the framework of cantonal
powers has been reinforced, strengthening their autonomy. Nonetheless,
some studies relativise the reform’s impact on its goal of reinforcing the
Cantons’ effective fiscal autonomy (Arnold, 2020, pp. 196-197; Vatter, 2018).

— The compensation mechanism for excessive costs is insufficient, especially
with respect to compensation for socio-demographic factors (Kirchgéssner,
2012, p.17). Thus, starting with adjustments introduced in 2020, the parity in
the distribution of the compensation fund for excessive costs was broken,
and the quantity destined for compensation due to socio-demographic fac-
tors increased.

— The inter-cantonal cooperation related to horizontal compensation for
excessive costs derived from externalities has been increased (Vatter, 2018,
Pp- 191-192).

By way of final reflection, one thing remains clear: the distribution of power

and resources has always been the most reformed, questioned and criticised

area of Swiss Constitutional law. Debates have raged on ever since the crea-
tion of the Swiss modern state and will surely remain present. There are good
reasons to argue that the Swiss federal system is in a need of a second federal-
ism reform. Since 2004, the distribution of competences has become complex
and confuse again. Most of the competences which have been made exclusive,
have become concurrent again. Some of the shortcomings of the old system
thus are reappearing. This is also true for the independence of the equalisa-
tion scheme from other financial mechanisms. While formally operating sep-
arate from each other, countless political deals have let to blurs and overlaps.
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TABLE 11.3  The resource potential index before and after equalisation in the five financially strongest and

weakest cantons in the 2008 and 2023 fiscal years

2008 2023
Cantons Before After Cantons  Before After
equalisation equalisation equalisation equalisation

Five Zoug 214.9 192.0 Zoug 265.9 235.3
financially Genéve 151.2 140.9 Schwyz 173.2 159.7
strongest ~ Bale-Ville 139.8 131.8 Nidwald 158.1 147.4
Cantons Zurich 126.5 121.2 Béle-Ville 153.1 143.3

Nidwald 125.4 120.3 Geneve 137.4 130.5

Average 151.6 141.2 Average 177.6 163.2
Five Glarus 69.6 86.9 Uri 70.9 86.6
financially  Valais 69.0 86.9 Soleure 70.8 86.6
weakest Jura 68.6 86.9 Fribourg  70.2 86.5
Cantons Obwald 67.2 86.7 Jura 66.7 86.5

Uri 61.8 86.5 Valais 63.8 86.5

Average  67.2 86.8 Average  68.5 86.5

SOURCE: (ADMINISTRATION FEDERALE DES FINANCES, 2022, P. 40). ELABORATED BY THE AUTHORS

Walter Turnherr, Chancellor of the Confederation, in a speech in March 2023,
emphasised that the Swiss federal system owed a lot — and more than generally
perceived — to numerous, mostly vertical money flows. He highlighted that not
only formal equalisation measures but considerable other financial flows from
the federal government to Cantons, exited and were decisive in the mainte-
nance of political cohesion. Billions are transferred across the country by vari-
ous means, making sure that any discontent with federal measures impacting
cantonal finances does not grow into durable resentment. As Walter Turnherr
puts it, the federal government “evened out, weakened or even prevented the
emergence of cantonal disparities and, in the longer term, regional animosi-
ties”. One must then emphasise that a lot of the relative success story of Swiss
federalism does not only pertain to constitutional arrangements and legisla-
tive measures, but also strongly relies upon the country’s considerable wealth,
which allows the federal government to soothe potential cantonal frustration
with financial transfers.
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