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INTRODUCTION:

TUE REVENUE SIDE OF THE ASSIGNMENT PROBLEM
Charles E. McLure, Jr.

*

Academic economists have devoted many books and articles to discussing
which public services should be provided by various levels of government in a
federation - the optimal assignment of public expenditures.
By comparison,
they have written relatively little about how revenue sources should be
divided among national and subnational levels of government.
To redress this
imbalance, at least in part, the International Seminar in Public Economics
held a conference to subject the 'tax assignment problem' to careful academic
scrutiny.
Following I.S.P.E. practice Russell Mathews, Geoffrey Brennan and
I (as Chairman) were appointed to the steering committee for the conference,
which was held at the Centre for Research on Federal Financial Relations at
the Australian National University in Canberra on August 25-27, 1982.
Besides being the natural site for such a conference, as the source of much
previous research on the economics of fiscal federalism, the Centre was the
chief financial sponsor of the conference.
The Reserve Bank of Australia and
the National Science Foundation of the United States also contributed to
support of the conference.
The conference was organized in three definable components.
First, there
were four papers setting out alternative normative views of the proper
assignment of revenue sources in a federation ('traditional', optimal
taxation, public choice, and tax effectiveness). Then three papers were
devoted to examining the assignment of particular sources of revenues:
corporation income taxes, taxes on natural resources, and broad-based sales
taxes and excises. Of course, it was planned that the previous general
normative analyses would inform the discussion of the assignment and
coordination of the use of these particular sources of revenue.^
The third component of the conference was an analysis of the patterns of
assignment of revenue sources actually found in particular federal countries.
Besides four papers on five advanced countries (Australia, Canada, the Federal
Republic of Germany and Switzerland, and the United States), one paper was
devoted to examining the problem from the general perspective of developing
countries and appraising the particular institutional practices in four
federations (Brazil, India, Malaysia, and Nigeria). A second paper examined
the financing of local government services throughout the Third World.
The steering committee recognized from the outset that, in general, tax
assignment cannot satisfactorily be discussed without knowing more about the
assignment of expenditure functions.
Since it is impossible either to ignore
the 'expenditure assignment problem' completely or to treat it satisfactorily,
several of the normative papers deal explicitly with expenditure assignment,
but not at length.
Similarly, the papers on specific countries describe the
division of responsibility for public services to some extent.
Early in the planning for the conference it also became evident that the
'tax assignment problem' was an overly restrictive description of the proper
subject of the conference.
This is because a satisfactory treatment of the
topic requires consideration of flows of grants between governments, as well
as the assignment of taxes p s v s e . Thus the country papers and, to a lesser
degree, several of the normative papers, also describe the actual or optimal
role of various types of intergovernmental grants in federal countries.
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I.

General Norms for Tax Assignment

Each of the four normative papers addresses the tax assignment problem
from a somewhat different perspective. Richard Musgrave considers the tax
rules that might be adopted by governments under a range of assumptions of
intergovernmental cohesiveness. Whereas there are, by definition, no tax
rules in a state of fiscal anarchy, it may be to the mutual advantage of
otherwise independent jurisdictions to establish such rules in the interest
of establishing fair entitlement to revenues and efficient trade and factor
utilization. Once federation is contemplated, assignment of taxes to various
levels of government comes into play.
Based on his criteria of fair entitlement and efficient resource use,
Musgrave lists the following general principles of tax assignment:
(1)

taxes suitable for economic stabilization should be central; lowerlevel taxes should be cyclically stable;

(2)

progressive redistributional taxes should be central;

(3)

personal taxes with progressive rates should be levied by the
jurisdictions most capable of implementing a tax on a global base;

(4)

lower-level governments should tax bases with low mobility between
jurisdictions;

(5)

tax bases distributed highly unequally between jurisdictions should
be centralized; and

(6)

benefit taxes and user charges might be appropriately used at all
levels.

Based on these principles, Musgrave would assign broad categories of taxes
as follows:
Central level: integrated income and expenditure taxes, natural resource
taxes, and user charges.
Middle level: income tax, destination-based product tax, natural
resource tax, and charges.
Local level:

property and payroll taxes and charges.

Many of the conclusions of Musgrave's analysis are derived more formally
in the paper by Roger Gordon, which is based on an optimal taxation approach
to the tax assignment problem. Gordon shows that if states act independently
to maximize the welfare of their residents, they will generally create
externalities for residents of other states through their tax and expenditure
policies. This has implications for the assignment of taxes and the
structure of intergovernmental grants.
The Musgrave and Gordon papers raise a key issue in any federation, the
trade-off between the advantages of centralized tax action and the efficiency
of decentralization of expenditures.
Gordon's paper poses the question of
how spillovers can be reduced while preserving decentralization and brings
to center stage a discussion of the role of conditional grants, revenue
sharing, and rate limitations.
Whereas the papers by both Musgrave and Gordon take as given the
existence of subnational governments, Geoffrey Brennan and James Buchanan
bring the tools of public choice analysis to bear to determine whether a case
can be made for a federal form of organization. They conclude that there is
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such a case, for at least two reasons. First, majority rule at the national
level, unless constrained by constitutional requirements for uniformity, is
more likely to lead to exploitation of the minority than is majority rule at
the subnational level.
Second, the threat that taxpayers will leave a given
subnational jurisdiction to avoid fiscal exploitation places a constraint on
the avaricious designs of politicians that is absent in a centralized system
of government. This second analysis also suggests that subnational
governments should be restricted to taxation of bases that move with
taxpayers, rather than bases that are independent of the residence of
taxpayers.
Russell Mathews argues that the decline in tax effectiveness resulting
from tax avoidance and evasion is undermining the equity, efficiency, and
revenue yield of tax systems throughout the world and may be threatening the
existence of civilized society in even more fundamental ways. He would
attempt to forestall the decline in tax effectiveness by relying more heavily
on flat-rate consumption taxes, wealth taxes, and user fees.
In this view
subnational governments would be concerned primarily with horizontal equity
within their respective jurisdictions and with efficiency, whereas the
central government would be responsible for income redistribution, as in the
traditional theory, and for horizontal equity across subnational
jurisdictions.
The four normative assessments of the tax assignment problem do not all
conveniently point in identical directions. But they do appear to have
certain important conclusions in common. First, taxes on highly mobile
factors are best reserved for use by central governments, whereas those on
totally immobile factors often make ideal sources of revenue for local
governments. This is likely to be true for both administrative and economic
reasons. Second, residence-based taxes, such as personal income taxes and
retail sales and other indirect taxes, are more likely to be appropriate for
subnational governments than are source-based taxes, such as origin-based
value-added taxes and corporation income taxes. Third, even though the base
is geographically immobile, source-based taxes on natural resources that are
not distributed more or less uniformly across the country can cause economic
distortions, in addition to horizontal inequities, because unequal access to
revenues may allow resource-rich jurisdictions to attract excessive amounts
of labor and capital, via lower taxes and/or greater public services.
It may
be necessary to redress such an imbalance (if it is not simply eliminated by
reservation of the base to the federal government) through horizontal or
vertical grants intended to equalize the fiscal positions of subnational
governments.
Fourth, and more generally, the fiscal capacity of subnational
governments may be sufficiently unequal that horizontal equalization is
deemed to be appropriate.
Of course, such equalization is often implemented
through the federal government.
Finally, revenues assigned to various
governments may not conveniently match expenditure needs.
In particular,
federal governments may be better able to raise enough revenues than are
subnational governments.
If this is true, vertical grants may also be
required.

II.

Norms for Particular Taxes

These conclusions are generally re-emphasized in the three papers devoted
to analysis of particular taxes. The paper by Charles McLure argues that the
corporate income tax is not an appropriate form of taxation for use by
subnational governments, at least if the taxes of various states are not
closely coordinated. Rather than reiterating the well-known faults that
plague even a national corporate income tax, McLure notes that states are not
properly involved in income redistribution and stabilization, objectives this
tax is commonly thought to further. Moreover, he emphasizes that the tax
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distorts the location of economic activity and is difficult for subnational
governments to administer.
Peggy Musgrave and others argued, however, that
entitlement to tax income derived from economic activities in a state
provides a strong justification for state use of this revenue source.
Inequality of resource endowments across states, and the fiscal
disparities it creates, has become a major source of friction in the United
States and Canada, and threatens to do so in Australia.
But in this area,
as in so many others in this field, the magnitude of distortions and
inequities has not generally been quantified. The paper by Peter Mieszkowski
is an attempt to fill this gap.
Besides describing the theoretical case for
centralizing revenues from natural resources, or at least placing a
limitation on state and local access to such revenues, Mieszkowski estimates
the actual effects state access to revenues from resources taxes is likely
to have in the U.S. His empirical analysis casts doubt on the view of some
economists that these intergovernmental disparities are the source of
quantitatively important distortions in the location of economic activity.
A standard theoretical prescription for tax assignment has been that
indirect taxes can appropriately be used by subnational governments.
If
consumption, rather than production, is to be taxed, such taxes must apply
to imports into the subnational jurisdiction, but not to exports.
In the
European Economic Community (EEC), the Neumark Committee and the EEC
Commission proposed that the member nations combine a uniform rate, originbased value-added tax (VAT) on trade internal to the EEC with the destination
principle applied to trade with non-members, in order to avoid making border
tax adjustments on internal trade.
In their opinion, internal border
controls required to implement border tax adjustments could thus be removed.
The paper by Sijbren Cnossen argues that border controls can be more simply
removed by shifting border tax adjustments to books of account, obviating the
need for border controls. This would leave member nations free to determine
their own VAT rates. Similarly, a community-wide system of transportation
in bond would facilitate destination-based imposition of excise taxes. A
similar problem - in the form of difficulties in implementing use taxes - has
stymied efforts to implement conceptually clean consumption taxes at the
retail level in the United States.

III.

The Contrast of Norms and Practice

The papers by Peter Groenewegen on Australia, Daniel Rubinfeld on the
United States, Wayne Thirsk on Canada, and Ewald Nowotny on the Federal
Republic of Germany and Switzerland indicate that practices in the advanced
federations surveyed correspond only imperfectly with these normative
principles.
In virtually all cases, property taxes are reserved for local
governments, as most of the normative theories suggest is appropriate.
In
Australia the corporate tax is levied only by the federal government, as the
theory dictates, and in the Federal Republic of Germany it is imposed
uniformly on the basis of federal law and revenues are shared with the states
(laender), producing a similar economic effect. But in the United States and
Switzerland, the states and cantons impose the tax with less coordination
than seems appropriate.
In Canada, due to substantial federal-provincial
cooperation, the situation falls nearer the optimal end of the spectrum, but
it seems to be in danger of sliding downhill.
The constitution of the U.S. is silent on the assignment of indirect
taxes, other than tariffs. To a large degree practice follows the normative
model in this regard, however.
There is no general federal sales tax, but
the federal government taxes motor fuels, alcoholic beverages, and tobacco
products and has employed other selective excises from time to time. Most
states levy retail sales taxes and selective excises and some local
governments levy similar taxes, often by 'piggy-backing' state taxes.
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The federal government of the Federal Republic of Germany (West Germany)
relies heavily on the value-added tax.
Revenues from this tax are shared
with the states in proportions that have to be agreed to by both the federal
and state governments.
These shares are the subject of frequent controversy.
The constitutions of both Australia and Canada contain prohibitions
against state use of indirect taxes, the form of taxation many economists
feel to be ideally suited to state use.
Canada has used legal drafting to
circumvent the apparent intent of the provision limiting provinces to 'direct
taxes within the province', by imposing destination-based sales taxes legally
on the consumer.
The result is that in Canada the provinces levy important
broad-based sales taxes and excise taxes on tobacco products and alcoholic
beverages, but could not levy origin-based indirect taxes.
This kind of legal maneuvering has occurred substantially less in
Australia, where the prohibition of state use of excises has been interpreted
to cover general sales taxes.
As a result of this and their effective
exclusion from income taxes, in Australia the states are largely dependent on
the Commonwealth government for fiscal resources, and for additional funds
tend to be forced back on the kind of nuisance taxes (e.g. stamp taxes) that
have commonly been condemned as inappropriate sources of major amounts of
revenues for any level of government in either federal or unitary systems.
The patterns of reliance on general intergovernmental grants are
remarkably different in the developed countries considered at the conference.
In Australia all major revenue sources except payroll tax are effectively
reserved for the central government.
As a result, states derive an unusually
small share of revenues from their own sources.
They depend heavily on
grants from the central government.
The allocation of general revenue grants
- currently determined as a fixed proportion of total federal tax revenue is partly influenced by the assessment of fiscal needs by an independent
Grants Commission in accordance with fiscal equalization principles.
West Germany is an interesting contrast to Australia.
Because West
Germany relies heavily on shared taxes (especially the VAT and personal and
corporate income taxes), its states do have important sources of own revenue
and the need for grants is much less.
Nonetheless, grants are used to
achieve the constitutional goal of mitigation of extreme differences in the
fiscal positions of states.
In Switzerland, the United States, and Canada middle-level governments
also have substantial own fiscal resources.
In the United States and Canada
these are derived from taxes levied by the states and provinces, rather than
from shared taxes; by comparison some Swiss taxes are shared.
In Switzerland
and the United States general equalization grants from the federal government
to state and local governments are relatively minor.
By comparison, Canada
has an elaborate scheme to equalize the fiscal capacity of the provinces.
Because of the political strains that have resulted from the highly unequal
geographical distribution of natural resources and the strains on the federal
treasury that have resulted from efforts to 'equalize up' the fiscal position
of the poorer provinces, principles of fiscal equalization have recently been
the subject of considerable academic and political controversy in Canada.
Ved Gandhi characterizes the tax assignment found in the four developing
countries he surveys to be 'rational and consistent with theoretical
principles', despite some anomalies, most notably state access to revenues
from natural resources in Malaysia and to personal income and export taxes
in Nigeria.
In Brazil the federal government shares revenues from two
important taxes - income tax and VAT - with the states and municipalities,
and the states also impose a VAT, which is shared with local governments.
The central government of India shares proceeds of the personal income tax
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and excises with the states. Malaysia, by comparison, engages in little tax
sharing and Nigeria provides sharing of all taxes with the government below.
Only in Malaysia are revenues shared on the basis of derivation.
In India
and Brazil there are attempts to share on the basis of such characteristics
as need and tax effort, whereas in Nigeria shares are simply equal amounts
per capita and per state.
The proper assignment of revenue sources to local governments especially
depends on patterns of responsibility for expenditure needs. User charges
are often the most appropriate revenue source for local governments.
Roy
Bahl and Johannes Linn find that in many developing countries the assignment
of revenue authority to local governments differs substantially from the
norm.
In particular, user charges are underutilized, and many benefits that
could be financed through charges are financed from general tax revenues or
transfers from a higher level of government. Moreover, intergovernmental
grants are often used where local taxes would be more appropriate.
Central
government actions that have debilitating effects on local government finance
take several forms: pre-emption of revenue sources more appropriately
assigned to local governments, prohibitions against user charges, limitations
on the definition, size and value of the tax base, and restrictions on access
to capital markets.

IV.

Understanding Non-optimal Assignment

Much of the literature on optimal tax assignment asks, at least
implicitly, how revenue sources should be assigned to different levels of
government in a constitution written for a new and unexplored nation before
settlement begins.
(This is sometimes described by using the example of a
spaceship landing on Mars; in his paper in this volume McLure draws the
Rawlsian veil of ignorance by referring to decisions on tax assignment being
made before disembarkation from the Mayflower.) Some of the papers presented
at this conference follow that tradition. But other papers and some
participants in the conference questioned the value of this 'optimality' view
of tax assignment. They argued that it has only limited normative appeal and
that it has very little descriptive power under some circumstances.
Advocates of assigning taxes to levels of government on the basis of
optimality principles must be somewhat incredulous when confronted with
actual patterns of tax assignment. Certainly many revenue sources are
assigned reasonably, especially in some countries. But why, one might ask,
were subnational governments in Australia and Canada constitutionally
prohibited from employing indirect taxes, a source so clearly appropriate
for them? Why are the states in the U.S. and the cantons of Switzerland
allowed virtually unlimited access to a revenue source as inappropriate as
the corporate income tax? Why are subnational governments in Australia,
Canada, and the United States allowed to impose heavy levies on the nation's
patrimony, natural resources, especially when it is so unevenly distributed?
Finally, why do so many developing countries engage in tax assignments,
including restriction on local governments, that seem to be patently
perverse?
A variety of possible answers to these conundrums suggest themselves. One
is that fiscal institutions and our understanding of them have developed over
the past several centuries.
It may be that refugees from Earth landing on
Fiscalia in the late 1980s (to use Richard Musgrave's description of the tax
assignment problem in Chapter 1) would write a fiscal constitution that
followed more closely the dictates of the theory of optimal tax assignment
than do actual constitutions.
After all, these principles were not available
to those who wrote the constitutions of most advanced federations. Moreover,
forms of taxation are available today that were not available then.
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Alternatively, the answer may be that while the theory tells us what the
optimal tax assignment is, it does not tell us how much damage results from
various types of non-optimal assignment.
Perhaps the damage is not great,
and can easily be outweighed by other considerations that are not adequately
recognized in the theory. This possibility underlies the need for both more
quantitative analysis of the differential effects of alternative assignments,
such as that by Mieszkowski, and more in-depth analysis of why apparently
non-optimal patterns exist.
Finally, while the standard theory of optimal tax assignment may be
relevant for the 'Mayflower (Fiscalia) problem' and may even be appropriate
for describing the optimal pattern of devolution of central authority, it may
have little relevance for the question of forming or maintaining a federation
of diverse and sovereign states. Central to the difference between this
view and the standard view may be such factors as the following. The usual
theory of tax and expenditure assignment assumes that persons differ in
tastes, and perhaps in incomes, but do not differ in other respects. Thus it
is assumed that the rich want to live with the rich, that economies can be
achieved by living near those who share one's tastes, and that there may be a
desire for redistribution between income classes. But there are assumed to
be no ethnic or religious differences that encourage clustering, and no
desire to limit redistribution to those of the same ethnic or religious
background.
In short, it is assumed that there is no basis for
decentralization, aside from differences in tastes and incomes.
Violation of this basic assumption of homogeneity would be important even
in the Mayflower-Fiscalia context; if nothing else, heterogeneity among the
refugees from Earth could explain subnational loyalties and a desire for
redistribution at the subnational level, and it could create geographic
immobilities not incorporated in standard models.
In the real world context
of forming or preserving a federation of existing states, interstate
differences can be even more important. The issue goes beyond ethnic
differences, such as those in Canada. Citizens of states do develop
loyalties to those states, as well as to nations.
A final and crucial difference between the world of optimal tax assign
ment and the real world is the fact that constitutions are not generally
written - and are certainly not continued - in total ignorance of interstate
differences in economic endowments.
Whereas the refugees from Earth do not
yet know where the natural resources of Fiscalia are located, the residents
of resource rich states do know, and they feel entitled to derive revenues
from them at the subnational level. Citizens of resource rich states will
not gladly forgo their rights to revenues from natural resources or taxes on
the income of corporations, no matter how strong the theoretical argument
that would optimally lead refugees landing on Fiscalia to reserve these
revenue bases for the federal government.
If they are not allowed access to
these bases, they may be unwilling to participate in a federation.
This brief assessment of some of the reasons real patterns of tax
assignment diverge from those implied by the theory of optimal assignment
suggests that many questions need further research. Among these are the
magnitude and practical importance of the inequities and distortions created
by what appear to be non-optimal tax assignments and the ways in which the
theory needs to be modified to make it more applicable to questions of
forming and preserving federations.

NOTES

Hoover Institution, Stanford University.
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Readers will note that there is some disparity in the length of
discussants' comments and authors' replies published in this volume.
This reflects, in part, the 'ground rules' adopted for the conference and
for preparation of this volume.
In revising their papers, authors were
given free rein to take account of all comments made at the conference.
Where comments made at the conference have been 'cannibalized' by the
authors of major papers, the printed comments may be relatively brief and
may bear little resemblance to those given at the conference, and there
is little or no response to them.
In other cases remaining disagreement
between authors and discussants manifests itself in longer and more
substantive comments and in brief replies by the authors of the major
papers.
In either event, the discussants have made a valuable
contribution, but one that may easily go unrecognized in the former case.
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PROBLEM

1

WHO SHOULD TAX, WHERE, AND WHAT?
Richard A. Musgrave

I.

Introduction

Suppose a company of refugees from planet Earth lands on Fiscalia, the
center of an as yet unknown galaxy of peaceful stars. Suppose further that
the availability of private goods is spatially neutral. With benefits of
social goods limited on a spatial scale, settlers choose their location in
line with their preferences for social goods and their dislike of congestion.
A set of fiscal jurisdictions consisting of equal taste communities results
from a process of 'voting by feet'. Thus an invisible hand will guide
towards an optimal multi-unit fiscal system with the residents of each
jurisdiction paying for their respective services. As congestion,
spillovers, and other complications are allowed for, certain interjurisdictional adjustments will be needed to assure an optimal outcome, but
the essential core of a self-adjusting mechanism remains at work (Gordon,
Chapter 2, this volume).
Contrast this idyl with the grubby reality of existing fiscal structures.
These structures have not been established in line with fiscal logic, nor
are location decisions primarily a matter of fiscal concern. Existing
jurisdictions, rather, reflect the vagaries of geography and the historical
forces of nation making, wars, territorial rivalry, colonialism, and
regional disputes. As a result of these forces, jurisdictions were formed,
divided, and combined into federations, leaving member jurisdictions with
certain fiscal claims and responsibilities toward each other. These fiscal
patterns, including tax assignments between levels of government, vary with
the objectives and origins of the particular federation, and are hardly
explainable by the optimal design of the Fiscalia model.
While helpful in
setting out efficiency norms and in tracing the micro-structure of U.S.
metropolitan areas, the model is rather removed from the larger problems of
fiscal federalism (and the resulting issues of tax assignment) at the
national level, as they appear in countries such as Australia, the Federal
Republic of Germany, Canada, or, for that matter, as a guide to the
constitutional framework of federalism in the U.S.
We therefore begin with existing fiscal jurisdictions rather than the
construct of optimal fiscal units. We also approach the problem primarily
from the tax side. To be sure, an adequate economic theory of efficient tax
allocation, as any theory of the public sector, calls for a joint analysis
of tax and expenditure functions. We shall keep this in mind by adding
occasional corrections for the expenditure side of the problem, but our major
emphasis will be on taxation aspects. This will be in line with the focal
point of our conference, as well as the realities of tax policy.
One task
then is to see how a jurisdiction's tax structure depends on its interjurisdictional setting, why potentially independent jurisdictions may wish
to set up rules of inter-jurisdictional tax manners, and how vertical and
horizontal tax arrangements among federated jurisdictions come to depend on
the objectives of the federation.1
To develop this theme, we begin in Section II with an 'anarchic' setting
in which there are no inter-jurisdictional tax rules. Here we consider how
trade and factor movements broaden as well as limit the tax policy options
for a particular jurisdiction. While these are problems usually dealt with
in the context of international tax policy, they also apply to relationships
between middle level (states, lander, provinces) or local jurisdictions
within a federation. We next consider in Section III a situation where
otherwise independent jurisdictions find it to their mutual advantage to
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establish certain tax rules, involving an inter-jurisdictional 'property
order' in tax bases and considerations of efficient trade and factor
movements. The General Agreement on Tariffs and Trade (GATT) and
international tax treaties illustrate this setting. Going beyond this
condition of mini-federation, we examine in Section IV the problems of tax
assignment which arise when jurisdictions combine into a more closely-knit
federation.^ Here common objectives may involve the finance of programs
with federation-wide benefits, the conduct of stabilization and adjustments
in the inter-individual distribution of income. The United States might be
taken to illustrate this case. Finally, we consider in Section V how the
problem of tax allocation is affected if the federation is committed to
equalize public service levels or fiscal capacities among member
jurisdictions, a setting similar to that to be found in Australia and the
Federal Republic of Germany. As we move from one stage to the next, much of
the earlier analysis remains relevant, while new problems and administrative
constraints are added.

II.

Inter-jurisdictional Anarchy

We begin with an 'anarchic' setting in which there are no interjurisdictional tax rules. Jurisdiction A (henceforth JA), when operating in
a closed economy, is free to arrange its tax structure as it wishes,
reflecting considerations of equity, efficiency, and administrative
feasibility, as well as the structure of its economy. Whatever it does, its
tax burden must be borne internally. JA's tax collectors, even in the
absence of inter-jurisdictional tax rules, cannot enter territory of other
jurisdictions to collect taxes from them. As economic frontiers with
jurisdiction JB are opened, new options and limitations to the design of JA's
tax structure arise. JA may now export part of its tax burden, with 'export'
defined to occur when the incidence of JA taxes comes to rest on 'members'
of JB. As applied to an international setting, membership may be defined in
terms of either nationality or residence, but we shall here use the latter
only, as this is more applicable to our main concern, which is with the
relationship among jurisdictions within a federation.

A.

Commodity Trade

Consider first the implications of commodity trade. JA may attempt to
usurp 'foreign' tax bases and export its tax burden by taxing imports from
and exports to JB. To the extent that the tariff is reflected in reduced net
prices to JB producers, or the export tax leads to increased prices for JB
consumers, burden export results.
Its feasibility depends on JA's ability
to influence 'world' prices, i.e., the elasticities of demand and supply for
traded goods. Burden export, therefore, is more difficult for small
jurisdictions for which 'world' prices tend to be given. Moreover, it is not
in JA's interest to maximize burden export thus defined. Welfare losses from
resulting shrinkage of trade should be allowed for, with the optimal tariff
or export tax rate lying below that which maximizes burden export narrowly
defined, and falling to zero if world prices are given.
These considerations, while usually related to the international level,
apply as well to jurisdictions within a federation. Although tax
coordination within federations typically forbids the use of tariff or of
export taxes, the existence of fixed exchange rates permits some degree of
burden export even with origin based and general consumption and production
taxes. Moreover, export tax equivalents may be imposed via discriminating
consumption taxes on JB members who are temporarily present in JA. Most
conveniently, it may be done via the taxation of tourist trade (Arnott and
Grieson, 1981).
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Openness, however, not only brings the possibility of burden export but
also introduces the risk of tax base flight.
Small jurisdictions may be
confronted with a loss of consumption tax base and invite burden import if
its members are induced to 'shop across the border', where tax rates are
lower.

B.

Factor Mobility

As factor mobility is allowed for, the possibility of burden export
(usurption of foreign bases) is enhanced. JA may now tax the earnings of
factors owned by members of JB (henceforth referred to as JBs) but earning
income in JA. Since revenue derived from such factors is exported, JA may
wish to impose a revenue maximizing rate of tax. This rate depends on the
elasticity of supply of JB factors to JA, as affected among other items by
JB taxes. But, as before, a more sophisticated policy will cause JA to stop
short of such a revenue maximizing rate. As JB owned factors are withdrawn
in response to JA's tax, the earnings of JA owned factors are reduced and
this must be allowed for if the policy is to maximize JA's welfare.
Turning to the other side of the coin, factor mobility limits JA's
freedom to tax JA owned factors. Here much depends on whether or not JA can
effectively reach the income of JA owned factors working abroad. At the
level of national taxation, this may be assumed to be the case. The U.S.,
for instance, taxes the world-wide income of its members.
Since JA taxes on
JA's foreign income are still paid by JA members, JA taxes paid by such
factors are not 'exported'. JA taxes in this case do not affect the decision
of whether JA owned factors are to be located in JA or JB. JA taxes on its
members' income from JB involve no burden export nor do they affect JA's
available tax base. In the absence of JB taxes, capital will flow from JA
to JB until the rate of return in JA or r^ equals that in JB or rß . Thus
there exists no conflict between JA's selr-interest and efficient capital
allocation. This is no longer the case as JB taxes are introduced.
Neutrality now calls for the JB tax to be credited against the JA tax. In
this case, capital flow continues until (1 - t^)rA
= (1 - tg - t^ + CB^rB or
r^ = r^. But this would not be to JA's advantage.While
it is a matter
or indifference to the investor to whom the tax is paid, taxes paid to JB are
lost to the JA community. JA therefore will want to equate r^ with r^
net of taxes paid to JB. This is accomplished by deducting (rather than
crediting) JB's tax so that capital flow continues until (1 - t^)rA =
(1 - tA )(l - tg)rB or rA = (1 - tg)rß . The latter arrangement
has been referred to as providing national as distinct from world-wide
capital flow neutrality. Once more, a further consideration relates to the
side effects of capital outflows on the earnings of complementary factors in
JA. To allow for this, JA may not allow the full crediting of JB taxes so
as to further restrain capital outflow.
The above reasoning has rested on the assumption that JA can reach the
foreign (i.e., JB) income of its members. This is
a more or less realistic
assumption on the national level. The U.S., as noted before, taxes the
world-wide income of its members. But the assumption is unrealistic at the
inter-jurisdictional level within a federation.
If JA cannot reach the
income of its members derived from factors located in JB, capital flow will
be such that (1 - t^)r^ = (1 - tß)rg. The flow of capital among
jurisdictions is distorted unless tA = t„. Any increase in tA relative
to tg, however, will add to capital putflow, thereby reducing JA's tax base
and increasing the national loss which results from tax payments to JB. Thus
JA's ability to tax factors in JA is severely limited by the level of
taxation in JB. This limit is the greater since allowance for JB taxes
cannot be made as JA can no longer reach its foreign income.
The outflow
constraint thus explains why the taxation of immobile factors, such as land
and natural resources, and of relatively immobile factors such as real
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estate, is a preferred source of local taxation,
taxation by small jurisdictions,
in the extreme
additional revenue from raising t^ above tg only
factors, with foreign-owned immobile factors the
export-oriented taxation.

C.

or more generally of
case, JA can obtain
by taxing immobile
ideal source of burden-

Criteria for 'Membership'

It should be noted that the design of a burden-export-oriented tax policy
depends on how the concept of 'member' is defined. Under the residence
criterion, a tax on the consumption of JB nationals while in JA does not
constitute burden export, whereas it does so under the nationality criterion.
Selective taxes on tourism, involving temporary presence rather than
residence in JA, however, constitute burden export in either case.
Similarly, JA's taxation of income from factors owned by JB nationals
resident in JA involves burden export if the nationality basis is used but
not under the residence basis. At the same time, emigration of JA residents
to JB involves a base loss under the residence criterion only, just as JB
taxation of its new residents no longer constitutes a burden import into JA.
It is evident, therefore, that the choice between nationality and residence
as a criterion of membership matters not only for the formulation of an
orderly system (where, as shown below, it arises in the context of defining
'primary tax allegiance') but also for the concept of burden export and
optimal policy design in an anarchic setting.

D.

Retaliation

In the cat and mouse world of our anarchic model, any jurisdiction in
designing its policy of burden export must account for retaliatory measures
by other jurisdictions.
Burden export thus becomes a negative sum game to
the group of jurisdictions taken together.
But in the anarchic setting,
there is no referee who represents the concern of the group. As different
jurisdictions differ in bargaining strength (unlike the Hobbesian assumption
that all men in the state of nature are essentially equal) burden exporting
and importing will occur, with differential gains and losses by participating
jurisdictions.

E.

Expenditure Benefits

Only brief mention need be made in this context of the expenditure or
benefit side of the fiscal process.
In the anarchic setting, JA will
disregard benefit spillouts to J B , or even assign them a negative value as
they may contribute to tax base flight.
By the same token, JA will minimize
benefits to JB owned factors operating in JA, except for their favorable
effect on attracting JB factors. Viewed more broadly, the mercantilist task
of fiscal policy now becomes to maximize the export of net burdens. Within
this context, however, the tax side of the equation is likely to offer the
more important instrument.

F.

Conclusion

An independent jurisdiction operating in an open-economy setting may
attempt to export tax burden through the taxation of both commodity trade
(via import and export taxes) and factor movement (via taxation of locally
employed but foreign-owned factors). But openness also imposes limitations
through resulting loss of tax base. With regard to income taxation in
particular, the taxable capacity of any one jurisdiction depends on what the
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other does.
Small jurisdictions are especially threatened by base loss and
have little opportunity for burden export, except where such export operates
through the taxation of foreign-owned immobile factors. Nevertheless, burden
export may be an important issue. Excluding burden export due to
deductibility from income subject to central taxation, such export has been
estimated at, say, 25 percent for the state tax systems of the U.S. (see
McLure, 1967; 1981c).

III.

Tax Coordination among Independent Jurisdictions

We now proceed to considerations of tax coordination. Confronted with
the contingency of having to absorb burden exports and tax base flights,
jurisdictions may find it convenient to terminate tax wars and to establish
inter-jurisdictional rules of tax manners. One approach might be to
postulate (a) the requirement of tax neutrality as the basic rule.
Interjurisdictional tax practices should be such as not to distort the flow of
trade and factors.
In analogy to the case for free trade, it might be argued
that this maximizes 'world welfare' and is thus to the advantage to the group
as a whole.
Such a comparison is plausible, although like all analogies not
quite convincing.
In any case, there remains the equally important problem
of (b) establishing entitlements to or property rights in tax bases (see R.A.
and P.B. Musgrave, 1972; P.B. Musgrave, forthcoming).
As we shall note
presently, efficiency considerations under (a) may be rendered compatible
with various entitlement patterns under (b). Thus both aspects must be dealt
with. Nor is it enough to resolve the entitlement issue while requiring that
each jurisdiction should pay for its own benefits out of 'its' own resources.
This principle of reciprocity should be part of any system of good tax
manners, but becomes operational only after the meaning of 'its' resources
has been defined. For this purpose a system of inter-jurisdictional
distribution of or entitlement to tax bases must be established first.

A.

Assignment Rules: (1) Income Taxes

The assignment problem arises with regard to both income and commodity
or product taxes, but is especially complex in the former case. The
assignment of income bases will therefore be considered first.
(a) Which Rule? If the taxation of all individuals in all jurisdictions
were on a benefit basis, charges for public services which reduce the cost
of earning income would be levied by the country of source, i.e., in line
with a territoriality rule. The benefit principle would automatically be
extended to include the relation among jurisdictions. As is now generally
agreed, such a tax would be approximated more nearly by a value-added than a
business income tax. However this may be, a comprehensive application of the
benefit principle is not practical.
In absence thereof, alternative
principles of base assignment must be chosen. One such principle may be
referred to as that of 'prime tax allegiance', and the other as that of
'territoriality entitlement'.
Both rules, which may be used separately or in
combination, restrain JB from taxing the income which JA owned factors derive
in JA. But they differ with regard to income earned by JB owned factors in
JA and by JA owned factors in JB. Under the allegiance rule, the former is
assigned to JB and the latter to JA, whereas the opposite holds under the
territoriality rule. Obviously, choice between the two rules matters.
Resource-rich and capital importing countries or jurisdictions will do better
under the territoriality rule, while capital exporters will benefit from the
allegiance rule. Applying this to the classes of developed and low-income
countries, the territoriality rule tends to make for regional equalization.
But there are also situations, especially as between jurisdictions within a
federation, where the territoriality principle widens fiscal disparities.
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This is the case especially with regard to natural resource endownments, as
illustrated by the lopsided distribution of fiscal wealth accruing to the oilrich provinces in Canada and the state of Alaska in the U.S.
As a matter of distributional justice (as between jurisdictions) there
is no clear reason why one or the other principle should be preferred.
Analogies to reasoning on individual property rights are difficult to apply.
Suppose one holds, in Lockean tradition, that a person is 'entitled to what
he/she earns'. This places the entitlement to income with individuals, not
jurisdictions.
If it is argued further that individuals contract to delegate
taxing power to jurisdictions, we are left with the question whether there
is to be a single contract with the jurisdiction of 'primary allegiance', or
a set of contracts with jurisdictions of earnings sources. Nor can a
conclusive answer be obtained if we think of distributive justice in Rawlsian
or fairness terms. Fairness relates to the treatment of individuals, and a
disinterested choice between social orderings (in a multiple-jurisdiction
setting) might be made with regard to either assignment rule.
Base assignment in line with the allegiance rule (nationality or
residence) is in line with the Haig-Simons case for a global income tax.
Base assignment in line with the territoriality or source principle may be
viewed in two ways. Interpreted as permitting the country of source to
impose a levy in compensation for allowing JB owned factors to enjoy the
advantages of operating in JA, the tax may be viewed as an in vem charge, a
rental for the advantages which JB owned factors enjoy from the use of
resources located in JB. Under this interpretation, the rate at which JA
may tax the income of JB owned resources in JA need not be the same as that
which JA (or, for that matter, JB) applies to the income of its own
resources. An alternative interpretation, more in line with a personal tax
approach, gives the source country a share in the taxation imposed on the
income which JBs earned in JA. In this case, JA might be expected to apply
the same rates to the income of JBs as to that of JA s , and JB might be
expected to credit such taxes paid to JA. This however would raise the
further problem whether JA should tax JB incomes at rates applicable to the
amount earned in JA or whether a global base (including income earned in
JB) should be applied for the determination of tax rates.
(b) Efficiency Aspects. Given the intractability of the interjurisdictional equity issue, might not the problem of entitlement be settled
simply by considerations of efficiency? Evidently, the allegiance rule will
be neutral with regard to resource movement across jurisdictions, as the same
tax will apply wherever the location of earnings. Under the territoriality
rule, on the contrary, tax differentials will distort location choice. This,
however, does not make a conclusive case for the allegiance rule. The
territoriality rule as a principle of entitlement to tax bases can readily be
rendered efficient by having the country of allegiance adjust its taxation of
income earned abroad.^ JB may tax earnings of JA owned factors operating in
JB, while JA grants a credit for JB taxes when imposing its own tax on the
same income. Alternatively, the entire tax may be imposed by JB, with JA
compensated via inter-treasury transfers. Thus, equity and efficiency rules
are two distinct goals which can be satisfied in any desired combination.
(c) Feasibility Aspects. To some extent at least the choice of
assignment rule is narrowed down by feasibility considerations. As applied
to jurisdictions within a federation, application of the allegiance or
residency principle is hardly feasible, as sub-jurisdictions are not capable
of taxing income on a nation-wide basis. Base allocation has to be by source.
At the national level, the allegiance or residency principle may be used in
the taxation of individuals, but becomes unsatisfactory for the case of
corporations, with place of incorporation and head office both rather
arbitrary and easily manipulated ways of identifying residence. The very
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difficulty of determining a meaningful concept of allegiance, especially for
the case of corporations, renders the entire approach questionable.
But there are difficulties as well with the territoriality or source
rule. The situation is simple enough for the case of a venture the entire
activity of which occurs in one country.
But not so for the case of trans
national or trans-jurisdictional operations (see P.B. Musgrave, 1972).
Suppose a company produces in JA but sells in JB. One approach is to treat
both parts as separate operations, one taxable by JA and the other by JB.
The problem then is how to determine the profits earned by each unit. Under
certain conditions, this may be done by invoking an assumption of arms-length
pricing between the two units, but in others such determination is not
feasible. Moreover, it becomes inapplicable where the two units are linked
by internal economies and other forms of interdependence. The alternative
approach is to treat the entire operation on a unitary basis and then to
assign shares in the common profits base to participating jurisdictions.
While determination of the unitary business brings a new set of difficulties,
the unitary approach is nevertheless more feasible than the separate entity
approach, especially so in the case of subnational jurisdictions.
Given the income of the unit, some form of allocation formula is needed
to divide it among the participating jurisdictions.
Depending on how this
is done, a profits tax may be transformed into a set of capital, payroll, and
sales taxes, thus changing the very nature of the levy and potentially
aborting the underlying entitlement objective (see McLure, 1981b). This
difficulty, however, may not be as severe as appears at first sight since it
applies to rate differentials only, differentials which (at least in the case
of U.S. states) are relatively small.
In all, the source approach appears
less arbitrary, at least for the case of corporate taxation, than does the
allegiance rule, and among source approaches, the unitary base appears to
offer the more satisfactory version.
(d) Integration. A further distinction needs to be drawn between
entitlement to the taxation of corporate profits in the context of an
absolute (classical) corporation tax and the taxation of corporate source
income to the shareholder (McLure, 1979, Chapter 6). Should JA be entitled
to tax JB shareholders when receiving dividends from their corporate capital,
located in JA? If so, how can this be rendered compatible with a global
income tax base under a progressive rate structure? Should JA be permitted
to apply different integration rules to its own and to foreign investors, be
this explicitly or through a system of split rates? Given this web of
difficulties, should the Gordian knot be cut by permitting the host country
to apply a withholding rate, in lieu of participating in shareholder taxation
in the country of origin? Or, should the allegiance rule be taken to apply
with regard to dividends, while the territoriality rule applied with regard
to the corporation tax? These and related issues are becoming increasingly
important at the international level, given the growing international
mobility of capital. But they also arise in the context of intrajurisdictional fiscal arrangements.
In that setting, their importance is
dampened, however, by the use of more moderate levels of taxation and
deductibility for federal purposes, features without which the use of
individual income and profits taxation (i.e., of taxes imposed at
differential rates and/or bases) at lower levels of government might well be
impracticable.

B.

Assignment Rules: (2) Consumption Taxes

Under the allegiance rule, JA is entitled to tax the consumption of its
residents. This may be done by a destination-type product tax, such as a
sales tax, or for that matter an expenditure tax. The question is whether the
allegiance rule allows JA to tax the consumption of JB residents temporarily
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in JA or whether that part of the base should be assigned to JB. However
this may be, such refinement is not feasible in practice. JA may include the
consumption of JBs within its base, although it may well be argued that good
tax manners exclude the use of discriminatory rates, i.e., of 'tourism'
taxes. Under the territoriality rule, JA is entitled to tax the production
of consumer goods where it occurs. This is accomplished by the origin-type
product tax, such as a value-added tax. JA, by including exports in its base
is thus entitled to tax JB consumers in JB. But though it may be 'entitled'
to do so, JA's ability to exact such a payment from JB consumers will depend
on its ability to affect world prices. Also note that, under the allegiance
rule, JA by including imports from JB in its sales tax base, may place part
of the burden on producers in JB, but once more its ability to do so will
depend upon its market position. Once more it does not seem evident which of
the two entitlement rules - residency or territoriality - should be chosen.
With the tax base limited to consumer goods, JA will prefer the
territoriality rule if it exports consumer goods and imports capital goods or
resources, while it will stand to gain from the allegiance rule if the
opposite holds. Thus less developed jurisdictions will once more be expected
to prefer the territoriality rule.

C.

Expenditure Benefits

As expenditure benefits are allowed for, good fiscal manners call for
qualification of the above rules. Suppose first that each jurisdiction
operates its tax system on a strict benefit basis. That is to say, public
services are financed by charges or quasi-charges to the beneficiaries.
Under such a regime, the question of entitlement to tax bases by
jurisdictions disappears.
It is then replaced by the rule that a
jurisdiction is entitled to charge its beneficiaries, wherever located or of
whatever allegiance. Thus JA may charge JB residents who enjoy public
services while in JA, or JB residents who benefit from imports the costs of
which have been reduced by intermediate public services provided in JA.
Similarly, JA may charge JB owned factors whose returns have been thus
increased.
But as noted before, a strict inter-individual benefit system of this
sort is hardly practicable.
It may be more realistic, therefore, to
reinterpret the benefit rule collectively, i.e., as requiring each
jurisdiction to pay for the services which 'its' members enjoy, and to do so
out of 'its' tax base. This seems a natural extension of the concept of
entitlement to base, but with it the distinction between allegiance and
territoriality rule again arises. Presumably the same rule would then have
to be applied on both the benefit and financing sides.
Under the allegiance rule, JA should draw on its bases (defined as income
accruing to or consumption by JA members) to pay for benefits enjoyed by JAs.
JA outlays which benefit JBs in turn should be provided for from bases which
belong to JB. This may be implemented directly by JA, be it via inclusion
of purchase by JB visitors in JA's retail sales tax base or via an export tax
(or only partial crediting of exports under JA's value-added tax) to
compensate for cost-reducing intermediate services. Once more the
feasibility of such a change depends on J A ’s market position. More directly
and effectively, implementation of the rule may require direct inter
governmental compensation as in the case of benefit spillouts from social
goods.
Under the territoriality rule, JA would pay from its bases (now defined
as economic activity in JA) for all benefits accruing in JA, including those
going to JBs, be they to JB residents or JB owned factors in JA, or via
exports to JB. Once more, JBs in JA would be included in JA's sales tax, but
there would be no export charge. Of the two rules, the allegiance
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interpretation of the benefit principle seems the more sensible and is in
fact the one more likely to be applied. A situation of particular interest
arises where human investment provided by JA is lost to JA due to migration
(e.g., the problem of brain drain), or where human investment is provided to
JBs who then return to JB (e.g., the case of university charges for non
resident students).

D.

Conclusion

We have seen that there are two distinct principles of base entitlement,
allegiance and territoriality. They are not alternatives but in fact
co-exist. At the level of income taxation, a jurisdiction is entitled to tax
the income of its members, be it earned within or outside of the
jurisdiction. This reflects the spirit of a comprehensive base income tax.
In addition, the jurisdiction is entitled to claim a share in the tax base
generated by the income of foreign-owned factors located in the jurisdiction.
As distinct from the personal nature of the income tax which the jurisdiction
places on its members, this charge is in the nature of an in rem tax, a fee
charged for the privilege to operate within the jurisdiction. Viewing the
taxation of income accruing to factors owned by non-members in in rem terms,
the rate of tax applied need not be the same as that which applies to income
received by locally owned factors.
While these principles may be taken to apply as between nations as well
as among jurisdictions within a federation, two major differences need be
noted. For one thing, the definition of membership in the case of
subnational jurisdictions has to be in terms of residence, rather than
nationality, whereas the latter may be applied at the level of central
taxation. Moreover, subnational jurisdictions are less capable of tracing
the foreign source income of their members. As a result, their ability to
apply the allegiance rule to the taxation of their own members is limited.
While they may apply a personal income tax to their members, it is
impracticable to include foreign source income in the base.
Similar considerations may also be applied to the taxation of consumption.
The jurisdiction would apply an expenditure tax covering total consumption
of its members at home or abroad, as well as an in rem charge on the
consumption of foreigners within its borders.
In the absence of a
personalized expenditure tax this approach is hardly practicable. Given a
sales tax approach to the taxation of consumption, foreign outlays of members
cannot be reached nor can domestic outlays of non-members be excluded.

IV.

Coordination of Own Finance within a Federation

We now turn to tax coordination within a federation.
Following the usual
practice of viewing the problem in terms of three tiers - federal or central,
states (lander, provinces) and local jurisdictions - which taxes should be
used at what level? Obviously, this question cannot be answered conclusively
without specifying how total revenue requirements are distributed between
these levels, i.e., the problem of tax assignment cannot be resolved
independently of that of expenditure assignments. The initial question
therefore is how the financing responsibility for various expenditure
functions should be divided between the levels. But let us skip this here
and assume that the division of expenditure functions is set in line with the
regional benefit incidence of various public services and the general rule
that primary responsibility for adjustments in income distribution has to be
at the central level. We thus turn directly to the problem of tax
assignment.
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A.

Tax Assignment by Level

Suppose that a given set of central, state, and local jurisdictions, in
the process of forming a federation, confront the issue of tax assignment.
The available taxes are personal income tax, corporation profits tax,
destination-type consumption tax (retail sales tax or VAT), and property tax.
What is their suitability for each level? An obvious minimum requirement
for each jurisdiction is to adhere to the rules of good tax manners, as
discussed in the preceding section. That is to say, there should be a
minimum of burden export, with each jurisdiction restrained (in the absence
of benefit spillover) to tax its own bases only. The following assignment
rules then seem appropriate:
(1)

middle and especially lower-level jurisdictions should tax
those bases which have low inter-jurisdictional mobility;

(2)

personal taxes with progressive rates should be used by those
jurisdictions within which a global base can be implemented
most efficiently;

(3)

progressive taxation, designed to secure redistributional
objectives, should be primarily central;

(4)

taxes suitable for purposes of stabilization policy should be
central, while lower-level taxes should be cyclically stable;

(5)

tax bases which are distributed highly unequally among sub
jurisdictions should be used centrally; and

(6)

benefit taxes and user charges are appropriate at all levels.

These principles, as we shall see, place narrower constraints on the
lower levels of government, so that the latter might be accorded prior claim
on the use of taxes suitable to them.
Beginning with rule (1), the federation will be concerned with
federation-wide efficiency in the location of resource use, so that
distorting location effects of tax differentials between jurisdictions should
be avoided. As noted before, this requirement is met by income or profits
taxes under the allegiance rule. But for the allegiance approach to be
effective, we must assume that JA is in fact able to reach the income of its
members in JB, a condition which is not met at the level of subnational
jurisdictions. Thus the territoriality principle has to be used, with such
interference in the location as results from the use of differential rates.
The most effective way to 'resolve' this problem is to require uniform rates
across jurisdictions, as is done with the West German income tax or proposed
for the value-added tax once the Common Market moves to the origin principle
for internal trade. But this neutrality is obtained only at the cost (if it
is considered such) of moving towards a more unitary and less federalist
system.
Apart from resolution via uniformity, the problem may be mitigated by
having 'local' jurisdictions concentrate on tax bases with low interjurisdictional mobility. This will not only be desirable as a matter of
national efficiency, but will also be attractive to the local jurisdictions
by minimizing tax base flight.
Assuming a closed economy, base flight
becomes irrelevant at the federal level, but the contingency of base flight
rises as the size of the jurisdiction declines. Land and natural resource
taxes and to a somewhat lesser degree real estate taxes are thus especially
suited for purposes of middle level or local taxation. While desirable as
an efficient tax even in the unitary state (due to inelasticity of total
supply), such taxes are doubly desirable for the small jurisdiction, where
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inter-jurisdictional mobility of other tax bases (and hence their local
elasticity of supply) is high.
For similar reasons, destination-type consumption taxes are inappropriate
at the local level but become suitable for the middle level of government,
where the region is large enough to exclude 'shopping abroad'.
Beyond this,
taxation of wage income tends to be less open to base flight than is the
taxation of capital income, as illustrated in the use of local wage-income
taxes. A general income tax in turn is more appropriate at the central and
least appropriate at the local level.
Inter-jurisdictional mobility thus
adds an important feature to a model taxation program for the federation.
What matters is not only the elasticity of total factor supply but also, and
in particular, the degree of inter-jurisdictional mobility.
Point (2) follows from the proposition that personal taxation, especially
where progressive rates are involved, requires application to a global base.
Following the allegiance rule, the concept of personal taxation and the
requirement of a comprehensive base calls for a member of JA to be taxed on
his/her entire income, whether derived in JA or JB, with a foreign tax credit
granted for taxes by JB. The suitability of personal taxes by levels of
government thus depends on the degree to which the globality requirement can
be met. Obviously, this is much simpler for a large jurisdiction, where the
relative importance of 'foreign' income is reduced and where the
administrative resources needed to tax foreign source income are available.
Such is the case especially in the absence of close cooperation among middlelevel jurisdictions. These considerations, calling for global income
taxation at the national level, are magnified once the difficulty (if not
impossibility) of integrating corporate source at the subnational level is
allowed for (McLure, 1981a).
Rule (3) follows from the proposition that progressive taxation should
be operated at the central level. If the federation's objective is to secure
some degree of redistribution among individuals on a federation-wide basis,
and independent of their membership in lower level jurisdictions, a central
tax-transfer scheme is obviously called for. But whether or not there exists
such a federation-wide objective depends on the nature of the federation.
Concerns with distributional adjustment may be left to apply to groups of
individuals in each member jurisdiction.
Interdependence of utility
functions may be limited to neighbors.^ In this case, tax-transfer schemes
applicable to particular jurisdictions would be called for. The problem,
however, is that such schemes, if substantially different in scale, are
hardly practicable. High income individuals will flee and low income
individuals will seek redistributive jurisdictions.
The result will be to
impose heavy efficiency costs and to void redistributional objectives.
Member jurisdictions, when forming a federation, therefore do not have
a simple option of choosing between federation-wide and regional
redistribution. Rather, the choice may be between central or no
redistribution. At best, decentralized redistribution policy would carry a
high efficiency cost. The issue between fiscal centralization and
decentralization thus easily becomes one of realizing or voiding
redistributive objectives.
In practice, most federations seem to view
redistribution policy as primarily a federation-wide issue, with lower level
tax systems substantially less progressive than those of central government.
Allowing for deductibility from the base of a progressive federal tax, the
latter indeed tends to become regressive.
In the case of point (4), the underlying principle is that the use of
fiscal instruments for purposes of stabilization should also be primarily a
central function. Within a federation, with its federation-wide market area,
local stabilization is open to heavy leakages which reduce the effectiveness
of aggregate demand control. Moreover, the central government has superior
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powers of credit and debt policy. Thus, good local taxes are taxes with a
high degree of revenue stability over the cycle, while built-in flexibility
is an advantage at the central level. Once more it appears that income and
profits taxes are more suitable for central government, while consumption and
real estate taxes are of greater suitability at the middle and lower levels.
Moreover, central government should have control over taxes which are
suitable for purpose of counter-cyclical rate adjustments. This again
qualifies central use of the income tax, although a broad based consumption
tax might be as desirable or superior for this purpose.
Point (5) suggests that tax bases which are distributed highly unevenly
among jurisdictions should be drawn upon centrally. As noted in another
paper, a large natural resource base may permit local jurisdictions to
provide public services at a low tax price, thereby attracting resources at
an inefficient scale (Mieszkowski, Chapter 6, this volume). On these
grounds, a case for central taxation of natural resources may be made, thus
contradicting our earlier conclusion under (1) that the taxation of immobile
resources should be left for subnational use. To reconcile the two, it may
be argued that federal use should apply to an excess base only, while leaving
'normal' or 'average' base for subnational use. This, to be sure, raises the
further question whether subnational jurisdictions will in fact be willing to
join the federation (or will be willing to remain there) unless their
patrimony in natural resources is protected. Thus there arises the
interesting problem of whether distribution among jurisdictions, as distinct
from distribution among individuals, should be a matter of concern in federal
policy.
Point (6), finally, calls for each jurisdiction to employ such bases as
are suitable to serve as charges for benefits received. The significance of
this instrument at various levels of government depends upon the nature of
public services rendered, i.e., whether the benefits which they bestow are
general or attributable to particular groups of beneficiaries.
Based on
pragmatic evidence rather than intrinsic logic, it appears that benefit
attribution to particular groups of beneficiaries is more feasible at lower
levels of government than at the national level. At the same time, care must
be taken in selecting tax instruments which can be used in lieu of charges.
Thus, use of a property tax to finance school outlays is questionable as a
charge device, whereas use of special assessments to finance the construction
of sidewalks is appropriate. At the national level, redistributive programs
are by definition not eligible for finance with benefit charges. License
fees and gasoline taxes may serve as highway user charges but only if
properly designed. Perhaps the key problem at the national level is whether
and how the finance of defense could be placed on a benefit basis.
As the various considerations are combined, the following tax assignments
appear appropriate for the three levels:
Central Level

Middle Level

Integrated Income Tax
Expenditure Tax
Natural Resource Tax
Charges

Resident Income Tax
Non-resident Income Tax
Destination-Type Product
Tax
Natural Resource Tax
Charges

Local Level
Property Tax
Payroll Tax
Charges

The question remains what form the non-resident tax at the middle level
should take. The rationale for this tax, as noted above, is based on the
territoriality rule, entitling the jurisdiction of source to partake in the
tax base generated by the income of foreign-owned factors.
Such factors may
be in the form of capital or land (natural resources) so that the charge may
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take the form of a corporation and natural resource tax. The wage income
earned by domestic labor, even though paid by foreign owned firms, is not
foreign owned and is thus properly included in the base of the resident
income tax.
Our list does not include a state corporation income tax apart from its
use in reaching the income of foreign owned factors. Corporate source income
of domestic factors would ideally be included in the integrated base of the
income tax. In the absense of such integration which would be difficult at
the state level, a second best case remains for a general corporation tax
including income accruing to domestic as well as foreign owned factors.
The nature of charges will differ by level of government, depending on
the public services involved. No good case can be made, however, for using a
state corporation tax for this purpose. As noted before, an origin-type
product tax based on value added is a superior base by which to approximate
payment for services rendered to business.

B.

Multiple Use vs. Separation

While we have seen that certain taxes are more suitable for one level of
government than for another, we also find others which are suitable for use
at several levels. Should such taxes be subject to multiple use, e.g., by
both the national and subnational level, or does sound tax design call for
separation of sources between levels?
A sense of orderliness might suggest that multiple use is undesirable.
In the U.S., for instance, opponents of a federal sales tax tend to argue
that the consumption base already ’belongs' to the states and should hence
not be 'invaded' by the federal government. At closer consideration,
however, it is evident that this concept of belonging has little merit.
If
consumption is held to be a good tax base for more than one level, why should
it not be subject to multiple use? Multiple use, if properly coordinated,
does in fact simplify administration and reduces cost. There is a case
against multiple use only to the extent that there is a case against
excessive utilization of any one tax base. Since the quality of various
taxes -is not independent of the degree to which they are used, excessive use
of one base may result in larger dead-weight losses or efficiency costs than
is produced by a more broadly spread tax system. Uncoordinated use of
progressive rates by more than one jurisdiction may result in excessively
high marginal rates, rates which may come to exceed 100 percent.
The quest
for separation of sources, therefore, is not an altogether unreasonable one,
although it is second best to a requirement of coordination among various
uses of the same base.
Much depends on how one jurisdiction will treat the taxes of another.
If it is assumed that taxes are imposed on a benefit basis, a good case can
be made for treating such taxes as the equivalent of purchase payments.
Deductibility is then inappropriate except for taxes paid by business and may
be considered a 'tax expenditure'.
But not so if the definition of taxable
income is viewed in ability to pay terms and expenditure benefits are
disregarded.
It then becomes reasonable for any one jurisdiction to permit
deduction of taxes paid to another, i.e., to define an ability-to-pay-based
income concept in terms of income net of taxes paid to other jurisdictions.
With J£ taxes deductible |rom central 'or JC taxable income, the total tax
rate t for JAs becomes t^ = t^ + t^ (1 - t^) while that for JBs becomes
t
D

= t_ + t-, (1 - t_).
D

L*

The total tax,

D

t

can no longer exceed 100 percent
^

and the differential in the rates of total tax or t
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D

is reduced as is the resulting distortion in location choice. Since
t + t (1 - t ) = t + t (1 - t ), these results hold whether deduction is
A

L#

A

L*

A

L*

permitted by JC or JA, only the revenue implications differ. The spread in
combined rates is reduced further if mutual deductibility applies.
Conventional wisdom, finally, holds that deductibility at the central level
reduces the progressivity of JA and JB taxes, the reasons being that tax
savings from deduction at the JC level rise with marginal rates. The latter
is correct, but conclusions with regard to progressivity require closer
consideration as they depend on how progression is measured.
An alternative approach to inter-jurisdictional tax treatment is to
permit the crediting of outside taxes, rather than their deduction from
taxable income. Suppose JC permits the crediting of JA and JB taxes against
JC tax. As a result, JA and JB will be induced to raise their own taxes so
as to match central rates. The central tax ceases to be a source of central
revenue and becomes a means of setting a common floor to state taxes.
Crediting, however, remains a more meaningful policy tool when applied
horizontally to tax relations between lower level jurisdictions. Crediting
among JA, JB, and JC taxes neutralizes location distortions and may be needed
to render territoriality-based entitlement and freedom to impose non-uniform
rates compatible with efficiency considerations.

C.

Sharing by Origin and Uniform Rates

Distortions resulting from differential rates imposed by subnational
jurisdictions might be avoided by applying a uniform, federation-wide income
tax. This does not mean that income taxation must be limited to central use.
Income tax revenue may be collected under a central tax and then be returned,
in part or whole, to the lower-level jurisdiction from which it is derived.
This is done in major federations, in particular in the Federal Republic of
Germany where half the income tax revenue is returned to the lander. With
return in line with origin, such a scheme does not involve interjurisdictional transfer.
It merely requires that the participating
jurisdictions agree on a common tax, including definition of base and level
of rates. This resolves a great deal of difficulty, but also means that the
individual jurisdictions must surrender freedom of action in choosing their
own structure and level of taxation.^ Here as in other connections, the
complexities and inefficiencies of federalism are readily resolved by moving
to a unitary system, but not without cost.
Similar considerations arise in the context of product taxes.
If such
taxes are to be on a true destination basis, use taxes may be needed to
supplement the sales tax. If imposed in the form of a value-added tax,
export credits and compensating import duties are required. This in turn
calls for the maintenance of border controls. The origin principle can be
invoked to avoid this, but member jurisdictions would be required to impose a
uniform rate, as is planned for the Common Market.
Once more the
difficulties of federalism are resolved by reducing its diversity and moving
toward the unitary system. Thus, a substantial part of the West German valueadded tax is returned to the lander, largely in line with origin. This
solution is attractive but meaningful implementation has to resolve the
question of how origin is to be defined.

D.

Further Issues in Coordination

As an alternative to requiring coordination of the tax systems of
individual jurisdictions, the federal or central system can be used to
compensate for lack of state coordination. Thus, the central system might
be designed to compensate for differentials in member systems so as to secure
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equal total (central plus lower level) tax treatment of equals (horizontal
equity) throughout the federation.
Individuals would then be confronted by a
uniform (combined) system and location choices would be neutralized
(Buchanan, 1950). Central taxes would be higher where state taxes are lower
and vice versa. As a result, low-tax states would be induced to raise their
taxes at no own-cost while high-tax states would be given little incentive to
lowering theirs. The system would equalize state taxation upwards and once
more the advantages of federalism would be lost by moving towards a unitary
solution. A more ambitious and potentially superior scheme would be for the
central government to equalize net fiscal benefits across jurisdictions, be
it at the margin or to allow for rents received from public sector
activities.
Once more this could hardly be accomplished without
equalizing fiscal patterns across jurisdictions, i.e., without shifting the
federation toward a unitary system.

V.

Tax Coordination with Fiscal Equalization

It remains to consider the case for tax assignments in a closely knit
federation, where the philosophy (or politics) of federation calls for some
degree of fiscal equalization among jurisdictions. This objective is
accepted in many federations (as in Australia, the Federal Republic of
Germany, and Canada, but perhaps not in Switzerland and the U.S.) and in some
instances is even written into the constitution. Member jurisdictions are
frequently of uneven wealth with the poorer members exerting a claim for
support against the richer units. Jurisdictions may make their membership
conditional to such support so that their demands must be met. For this and
other reasons, inter-jurisdictional equalization is a main feature in the
structure of Canadian and Australian federalism, and is also firmly imbedded
in the West German structure (see the papers in this volume by Thirsk,
Chapter 10; Groenewegen, Chapter 12; and Nowotny, Chapter 11).
From the economist's point of view, it is easy to question the merit of
inter-jurisdictional equalization.
For one thing, regional income
equalization may be achieved more efficiently through migration of people,
rather than through subsidies which tend to perpetuate untenable economic
locations. This is a sensible point, but subject to qualification by
allowing for barriers to mobility as well as non-economic (historical and
political) concerns with regional balance.
For another, economists will note
that the proper concern with distributional adjustments should be with inter
individual, not inter-jurisdictional, distribution. True enough, but inter
individual adjustment may be considered inadequate. Combined with the
tendency for poor people to congregate, this may lead to severe imbalance
between fiscal resources and needs. As a result, the fiscal effort required
to meet an adequate level of public services may be much higher in some
jurisdictions than in others. Federation members may then feel obliged to
introduce some degree of equalization, especially where need differentials
are a reflection of national policies, rather than locally induced.
Equalization may operate in a vertical direction, i.e., the central
government may render support for various member jurisdictions in line with
their needs and fiscal capacities; or it may be horizontal and involve
equalizing transfers among jurisdictions at the same level.
In some
countries, especially in the Federal Republic of Germany, equalization is
conducted in both dimensions. Grants niade in the equalization process may be
more or less specific as to use and they may be outright or matching.
These
details do not matter here. Rather, our concern is with the implications of
such activity for the problem of tax assignment.
Where equalization is vertical, such transfers require a larger share of
total own-revenue to be derived at the higher level. The fiscal system,
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on the revenue side at least, has to be more centralized. Moreover, for
equalization to be effective, the flow of grants to needy jurisdictions must
not be voided by central taxes which burden the same jurisdictions. Yet
evidence to the contrary may be provided by the Canadian case (Thirsk,
Chapter 10, this volume). For equalization to be effective, central taxes
should be progressive in an inter-jurisdictional as well as inter-individual
sense. Where the transfer is horizontal, a larger tax effort will be
required on the part of the richer jurisdictions, calling for tax sources
which are capable of mobilizing the additional wealth. Depending on whether
the additional riches take the form of income or wealth (including especially
natural resources) larger use will have to be made of these respective bases.
Beyond this the role of equalization does not have major bearing on our
problem of tax allocation, except for one additional consideration.
In order
to run an equalization scheme, need as well as taxable capacity must be
considered. To measure capacity, the typical procedure is to stipulate a
'standard' revenue system and to compare the per capita yields which such a
system would produce in various jurisdictions. The problem of tax structure
design thus arises once more in determining the composition of the standard
system. This may involve the use of average rates in various tax bases across
jurisdictions, or it may call for an 'appropriate' system, emphasizing the
type of taxes which are suitable for and should be utilized by a particular
type of jurisdiction. The idea of a 'model' tax system thus assumes
operational importance, even though it may not be found to exist in practice.

NOTES

The author is H.H. Burbank Professor of Political Economy, Emeritus,
Harvard University, and Adjunct Professor of Economics, University of
California at Santa Cruz.
The term federation is here used somewhat loosely, covering both what
political scientists define as confederation (Staatenbund) and as
federation (Bundesstaat). Confederation in that usage refers to a
joining of independent jurisdictions for limited common purposes.
Federation in turn is defined as a means to unite a people already linked
by bonds of nationality through distribution of political power among the
nation's constituent units, with such units functioning as intrinsic
parts of a national whole.
See Elazar (1968). Applied in the fiscal
context, NATO or an agreement among municipalities to operate a joint
garbage disposal may be taken to reflect confederation, while the
national entities of Australia, Canada or the U.S. may be taken to
reflect federations of varying degrees of closeness.
For a general discussion of the problem of tax allocation see in
particular Oates (1972, Chapter 4); Break (1967, Chapter 2); Brennan,
(1977); Grewal, Brennan and Mathews (1980).
Reference is to the world view of efficiency. National efficiency as
noted previously calls for deductibility rather than credits.
For a non-central approach to the distribution function see Buchanan
(1972).
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As George Break has recently shown, this relationship requires closer
consideration.
Suppose that (1) progressivity is defined as residual
income progression, i.e., the elasticity of residual income with regard
to before-tax income, and (2) residual income for purposes of state
taxation is defined as income net of federal tax, and (3) residual income
progression for the federal tax is constant throughout the income scale;
it then follows that federal deductibility will render the progressivity
of state taxation independent of the federal tax. See Break (1980).
Some administrative simplification is achieved, but the basic
difficulties are not removed if states use the federal base while
applying their own rate, or levy their taxes as non-uniform percentages
of the federal tax.
See R.A. Musgrave (1961, pp. 97-122); and the response by Buchanan in
the same volume (pp. 122-29).
See also Buchanan and Wagner (1970,
pp. 139-58).
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Chapter

WHO SHOULD TAX, WHERE AND WHAT?
Commentary
by
Geoffrey Brennan

Each time I read Professor Musgrave's paper I become more impressed with
the breadth of its scope and the thoughtfulness of the discussion. The paper
does an excellent job of opening up what is a veritable Pandora's box of
issues that arise under the rubric of federal taxation, and further manages
to sift through many of these issues in a highly interesting way. Of course,
as my paper with James Buchanan elsewhere in this volume makes clear, the
approach that I prefer to use in dealing with many of them is rather
different from Musgrave's. My preference is to have the political
institutions, of which the federal system is a part, occupy a much more
central role in the analysis. And I believe that the expenditure side of the
budget should be handled more explicitly and in more detail, rather than its
standing off in the wings to provide 'occasional corrections' to the
discussion.
But I have discussed the case for my approach extensively,
both in the paper with Buchanan in this volume and elsewhere, and I cannot
see that any useful purpose will be served by treading that turf yet again.
Instead, let me set those issues aside and leap (however reluctantly) into
the Musgrave framework, attempting to raise some questions on the paper from
within its own terms.
Musgrave's paper addresses the following question:
how should taxing
powers be assigned among various fiscal jurisdictions within a polity, given
that the size and shape of those jurisdictions is economically arbitrary?
Musgrave attempts to deal with this question in two steps. First, he shows
how, in an 'anarchic' world of interdependent fiscal jurisdictions, afflicted
with problems of burden export and tax-base flight, those jurisdictions may
find it a matter of mutual convenience to come to agreement on certain rules
of fiscal^conduct. These rules he terms, rather strikingly, 'good tax
manners'.
Second, he considers how problems of tax assignment arise
within a genuine federation, in the presence of federation-wide public goods
and possibly federation-wide equity objectives.
Musgrave's approach here seems to be based on the conviction that we
obtain important insights into the analysis of federal tax systems by
initially examining the members of a federal system as if they were members
of an international tax agreement. A central piece of the analytic framework
underlying this approach seems to be an imaginary spectrum running from the
case of an 'alliance' or 'confederation' (Staatenbund) towards the opposite
extreme of a central polity with some devolution of fiscal powers to lower
levels of government that are themselves creatures of the central state.
Musgrave seems to be claiming that, as we run along this spectrum, the
central elements of the analysis remain fundamentally unchanged and require
only moderate adjustment as 'new problems and administrative constraints are
added'.
Indeed, a major analytic thrust of Musgrave's discussion, as I read
it, is that the evaluation of federal systems can be informed by the concept
of 'good tax manners', as he derives them from his international-taxagreement perspective.
Now this perspective is perhaps quite natural. Yet I found it, on the
first reading, surprising - even troubling.
I have therefore been prompted
to ask myself whether, on reflection, there is any substance to that surprise
- whether tax agreements between autonomous polities are an appropriate place
to begin a normative theory of the relations between fiscal jurisdictions in
a federal system, and more importantly to what extent the concept of good tax
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manners does represent a suitable reference point for evaluating tax
arrangements in a federation.
In other words, is it true, as we move along
our imaginary spectrum from the alliance case to more federalized structures,
that things remain basically the same or are there crucial conceptual changes
which make leaping from one point in the spectrum to another rather
dangerous? My object in asking these questions is not to provide a decisive
answer:
it is simply to alert us to some of what may be at stake in the
Musgrave approach.
However, in order to make it clear that these questions are worth asking,
let me posit several differences between an alliance and a federation which
seem to be of some account in tax matters. First, agreements made between
members of an alliance - and tax agreements specifically - are not subject
to enforcement by some higher-order authority: parties can in principle
withdraw or renegotiate at any point.
It is presumably something rather like
Adam Smith's discipline of continuous trading that keeps the international
tax agreement from coming apart. This is not generally so in a federation.
Typically, subnational jurisdictions cannot withdraw from fiscal
arrangements imposed by higher-order governments, or agreed to among member
jurisdictions - or at least, cannot do so within the existing institutional
rules.
Second, agreements between alliance members are often bilateral.
In
principle, a country A can make a tax agreement with country B with terms
quite different from those of an agreement A makes with third country C_.
Within a federation, however, fiscal arrangements are usually uniform across
jurisdictions:
each must agree on some set of possible tax rules which will
be operative for all jurisdictions.
No jurisdiction can have one set of tax
arrangements with jurisdiction A, another with B and yet another with C_.
These two differences suggest that, in the federation case, one cannot
conclude that the existing set of tax arrangements leaves each jurisdiction
individually better off, as one can in a simple bilateral agreement. Nor can
one assume that the set of tax arrangements that would be chosen by members
oif a federation will necessarily be the same as that which would emerge in
a regime of voluntary bilateral tax agreements.
'Good tax manners', to the
extent they are defined by voluntary agreement between independently acting
parties, will depend on the institutional context within which such agreement
ennerges - and that institutional context is rather different in the case of a
genuine federation.
But there is a third difference that seems to me to be more basic. To
explore it, consider the situation from the point of view of some individual
citizen in a federation, denoted a, who is a member of jurisdiction A. There
aire available to a three distinct institutional mechanisms by which he can
influence the behavior of some other individual, b who is in jurisdiction ji.
First, he can use the market:
he can offer b payments designed to induce _b
to moderate his behavior in ways that a prefers.
Such transactions may be
siubject to certain rules imposed by one or other of the subnational
governments A and B or the national government - or some combination.
Siecond, he can seek to secure an arrangement between the government of A and
tlhe government of B that will induce the desired behavioral response in _b.
Tlhird, he may seek to secure some policy change at the national level of
government, to which a and b are jointly subject.
Now, if a and b were citizens of different nations the first two of these
miechanisms would be available, but the third would not. The difference
between a federation and an alliance could then be said to become relevant
wlhen the political process at the inclusive level is the 'cheapest' means
wlhereby a can secure the desired modification of b's behavior, for in the
a.lliance no such political process exists.
On this reckoning, fiscal
a.rrangements in a federation will be precisely analogous to international tax
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agreements only if the national political process is entirely irrelevant; and
the analogy becomes more and more strained as the national polity assumes
prominence.
In this connection it may be
useful to consider a relevant example. Take
the case of inter-jurisdictional
transfers designed to achieve national
'horizontal equity', as envisaged by Buchanan (1950).^ Within a single
nation-state, in which some fiscal powers have been devolved to lower-level
jurisdictions, the object of treating all citizens 'fairly', so that
individuals with identical real incomes will face the same net fiscal
residuals, seems logical enough.
But what of the alliance case? If theU.K.
and France were to enter into analliance for limited military purposes, say,
would we then insist that a Frenchman and an Englishman with identical real
incomes should pay the same total taxes or receive the same total public
benefits from their respective national governments? Surely not.
Indeed,
even the revenues for the limited purpose that is the subject of the AngloFrench agreement are not normally required to be raised in an internationally
horizontally equitable manner:
to do so would clearly violate national
autonomy over vertical equity objectives. France's decision to raise its
alliance revenues by a proportional income tax, for example, would not
normally be seen to require that Britain could not equitably use a
progressive tax. If we take the alliance model seriously therefore, the
basic normative justification of the Buchanan argument for interjurisdictional equalization is swept away.
Or consider the case of the competing claims of jurisdictional and
national taxing authorities over locational rents (particularly those
attached to unusually large natural resources) within the jurisdiction. The
crucial question here as I see it is the legitimacy of the claims that I
make, as a citizen of jurisdiction A, on the income/wealth of some other
citizen a_ of A, as distinct from the claims that I make on that income/wealth,
by virtue of our common membership of the larger national polity (along with
b who is a member of B).
In my world view, this question cannot be resolved
without enquiring into the nature of the social contract I entered into with
a^ to form A, and of that I entered into with a and b together to form the
larger entity of which A and B are part. Of course, to say this may not be
very helpful in practice in unravelling competing tax claims.
But it does
alert us to the significance of jurisdictional autonomy in deciding such
questions, and this is precisely what is at stake in moving from the alliance
extreme to the single decentralized polity extreme in Musgrave's spectrum.
In other words, there is such an enormous conceptual leap in moving along the
spectrum that one tends to question whether, for many purposes, criteria of
evaluation appropriate at one point can be pertinent to situations clearly
falling at another. As I see it, when we move from Section III to Section
IV of the paper, just such an enormous leap is made.
I do not think that
this fact is adequately emphasized by Musgrave - and indeed the analytic
procedure tends to downplay it entirely.
Let me raise now a query of a different sort.
In beginning the fourth
section, Musgrave assumes '...that the division of expenditure functions is
set in line with the regional benefit incidence of various public services',
and then proceeds to examine tax questions on this basis.
I rather wonder
whether this concedes too much to the expenditure side in determining
jurisdiction size (a standard issue in the economics of federalism). Why
should not the regional incidence of alternative taxes also play a role in
determining jurisdiction size? Or, if jurisdiction size is taken to be
fixed, why should not the regional incidence of taxes play a role in the
division of expenditure responsibilities?
(Certainly, in practice, the
allocation of taxing powers seems to influence the allocation of expenditure
activities across jurisdictions, and the question naturally arises as to
whether - if taxing powers are allocated on the basis of regional incidence this is such a bad thing.)
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Consider an example.
Suppose there are two communities, A and B, which
are juxtaposed in space, but entirely closed. That is, all exchanges are
internal to the communities in question.
Suppose further that there is a
service that is provided at lowest cost per consumption unit, in a mode that
is public across the two communities. The tax that is available is a tax on
goods traded. Hence, the incidence areas are A and B respectively - each tax
is entirely internal to the communities. Then, it may be that it is more
efficient for the 'public' service to be provided in a less public mode at
a higher cost per consumption unit, by the communities A and B independently.
Obversely, if the tax incidence area involves both A and B, because these
communities are 'open' to one another and 'closed' to the rest of the world,
then it may be globally efficient to provide the public service at the
inclusive level, even though this involves a higher cost per consumption unit
than if a less 'public' mode had been selected.
Musgrave, while recognizing the essential interdependence of tax and
expenditure assignment questions, seems to imply that the nature of that
interdependence is that expenditure assignment must be made first - in some
'efficient' way - and then the tax assignment problem is to be set in the
light of this.
It seems clear however that tax and expenditure assignment
ought to be simultaneous, and that tax incidence areas ought to be as much
the driving force in allocating expenditure responsibilities as vice versa.
This fact seems to open up an independent normative role for taxes in a
federal system; and opens up, too, a line of enquiry that falls squarely into
the federal tax area - that is, what are the 'incidence areas' of various tax
instruments and how do various changes in tax design affect those incidence
areas? These are not, of course, by any means new questions.
Much work on existing tax arrangements in federations deals, one way or
another, with precisely these issues. But there is an opportunity here for
developing an essentially locational theory of taxes, to be set against the
locational theory of expenditures, and from which a more general theory of
fiscal federalism (in the standard tradition) might be developed.

NOTES

The author is Professor, Department of Economics, The Faculties, Australian
National University, Canberra, Australia; formerly Center for Study of
Public Choice, Virginia Polytechnic Institute and State University, U.S.A.
1

I recognize that the tax side focus is not by any means Musgrave's own
choice:
the conference title orients us rather strongly in that direction.

O

As I emphasize in my paper with Buchanan, the normative authority of
agreements between taxing authorities is by no means independent of
whether political arrangements constrain those authorities to behave in
the general interests of tax-paying citizens.
But I here set such issues
aside and assume with Musgrave that within broad limits taxing authorities
do act in the interests of citizens of their own jurisdictions.
^

See Musgrave (Chapter 1 in this volume) p. 17.
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WHO SHOULD TAX, WHERE AND WHAT?
Commentary
by
£

Ewald Nowotny

The central point of Professor Musgrave's excellent essay is his system
of tax allocation based on the six assignment rules developed in his paper.
From these rules the basic proposition is derived that income and profits
taxation should be allocated to the central level, consumption taxes to the
middle level and real estate taxes and perhaps payroll taxes to the local
level of a federal system. This concept, which may be modified somewhat by
introducing multiple use of some taxes at several levels of government, is
well based on the traditions of public finance and certainly is both
theoretically sound and operationally feasible.
One minor point of discussion refers to the argument that, considering
the aspect of low inter-jurisdictional mobility, real estate taxes are
especially suited for purposes of local or middle-level taxation. This
argument is to be found both in the Musgrave paper and in other papers of
this conference.
I agree, of course, that real estate as such is not mobile.
But its economic use and thus the relevant tax base certainly is mobile.
Thus with regard to the mobility aspect I would see only gradual and not
principal differences between real estate taxes and, for instance, local
income taxes. I would agree, however, that there exist various other,
especially technical, arguments for the allocation of real estate taxes at
the local level.
Concerning Musgrave's six assignment rules I would argue that one major
aspect is missing, which is of eminent importance for real-world federal
systems. This may explain some of the differences between Musgrave's
theoretically derived system of tax allocation and the actual systems, as
they are discussed in the country papers of this conference.
I agree with those authors, who stress the point that federalism - and
thus also fiscal federalism - has to be seen primarily as a political
phenomenon and consider it especially as a way of distributing power in a
system of checks and balances. The allocation of taxes plays a central part
in this aspect of distribution of power.
It is therefore of eminent
political importance that the political and constitutional power structure,
as it is reflected in an initially negotiated system of tax allocation, is
not destabilized by changes in the revenue structure that have not been
explicitly agreed among the partners of a system of fiscal federalism.
Such changes will, however, occur if there are substantial differences
in the long-run revenue elasticities of the taxes allocated to each level of
jurisdictions.
If, for instance, income taxes have a much higher long-run
revenue elasticity than other taxes, the exclusive allocation of income taxes
to the federal level implies a tendency to strengthen the fiscal and finally
also the political position of the central government in relation to other
jurisdictions. Thus the goal of stability and vitality of a federal system
demands as an additional assignment rule the provision of equal long-run
revenue dynamics for all partners concerned.
A case may also be made for advocating not only long-run stability of tax
revenue distribution in a federal system but also short-run stability of the
revenue structure.
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This evidently runs contrary to Musgrave's rule that the stabilization
function should be allocated to the central level. Musgrave's rule is, of
course, absolutely convincing if considered from a purely economic point of
view. But if seen again from a political point of view, concentrating the
burden of stabilization at the federal level may have the effect that in
periods of long recessions this will involve the accumulation of deficits of
an order that often is considered intolerable by the public.
If, however,
deficits that are connected with long recessions were distributed in a more
even way among jurisdictions, this could have the effect of permitting a more
active countercyclical policy - which is a policy I would support.
The problems of both long-run and short-run stability of revenue
distribution could be easily solved by a system of comprehensive revenue
sharing, where all tax revenues are paid to one fund and then distributed
among jurisdictions according to established formulas. To my knowledge there
exists, however, no federation that employs such a comprehensive system in
its pure form and there exists, of course, a conflict between the goals of
equal fiscal dynamics and the federalist goal of autonomous regional tax
policy.
Evidently there also exist conflicts of goals between the concept
of equal fiscal dynamics and the basic tax allocation rules that Musgrave has
developed in his paper.
I am afraid that if one also takes into consideration the more
politically oriented aspects of fiscal federalism, the problems of tax
allocation appear to be more complex than they are in Musgrave's paper, where
his six tax allocation rules happily can be combined with each other without
any major conflicts of goals.

NOTE
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und -Politik, Wirtschaftsuniversität Wien, Austria.

-

25-

2

AN OPTIMAL TAXATION APPROACH TO FISCAL FEDERALISM
*

Roger H. Gordon

I.

Introduction

In a federal system of government, each unit of government decides
independently how much of each type of public good to provide, and what types
of taxes, and which tax rates, to use in funding the public goods. Many
papers have worried about whether any unit of government will act in the best
interests of its citizens (see, for example, Buchanan, 1968; and Niskanen,
1968).
In this paper, we ask the broader question: assuming that each unit
of government does in fact act in the best interests of its own citizens,
will the cbllection of units of government together act in the best interests
of all their citizens. Stated differently, what types of problems can arise
from decentralized decision making?
The main objective of the paper will be to describe systematically the
types of externalities that a unit of government can create for non-residents
through both its public goods decisions and its taxation decisions. While
a unit of government, acting solely in the interests of its own citizens,
would ignore these externalities, overall social welfare would require that
they be taken into account.
We will also explore briefly what the central government might do to
lessen the costs of decentralized decision making. We will explore, for
example, the merits of centralizing provision of the public good, of
restricting the types of taxes that local governments can use, of subsidizing
certain types of local government activity, or of transferring tax revenue
from the central government to local governments.
Previous papers have laid some of the ground work for this study. For
example, Arnott and Grieson (1981), examined the optimal behavior of a local
government, when non-residents pay some of the taxes and use some of the
public facilities. The analysis of local government behavior here will
generalize their study to include such complications as residential mobility
and endogenous prices.
Starrett (1980), provides a nice treatment of
externalities among units of government in a setting where each community
imposes lump sum taxes on its residents. The analysis here generalizes
Starrett's model to incorporate use of distorting taxes by communities.

II.

General Characteristics of the Model

The model has the following general characteristics. We assume that
there are a finite set of non-overlapping communities, which together
comprise a self-sufficient economic region. We therefore examine just a
two-tier federal system - a central government and many local or regional
governments.
(Nothing of substance would be changed if the analysis were
extended to three levels of government.)
Individuals choose to live in that community which is most desirable,
given their tastes. They may, however, work elsewhere, enjoy public services
elsewhere, and buy goods or own property elsewhere, though mobility costs
will, to varying degrees, implicitly limit the attractiveness of these
activities.
Similarly firms in each community can hire factors from other
communities and sell their output in other communities, though transportation
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costs again limit the attractiveness of this. Because of transportation
costs, prices of goods and factors will vary by community.
Each unit of government may impose taxes on each of the factors employed
by firms in its community, and on each of the goods sold within (though not
necessarily consumed within) the community. We thus have focused the
analysis on what are commonly referred to as source based factor taxes and
origin based commodity taxes. We will comment below on how the results
change with destination based commodity taxes or residence based income taxes
- taxes imposed on goods where consumed and on factors where owned.
Public services are produced by each unit of government.
available free of charge, without exclusion.

They are made

Communities are assumed to choose tax and expenditure policies so as to
maximize a Benthamite social welfare function which includes the utility
levels of its existing residents. We therefore assume away a range of public
choice problems, not because we think they are unimportant, but so as to
isolate the problems created by decentralized decision making.
In choosing
these policies, we assume that each community takes as given the policies of
other communities.

III.

Notation

Let us now develop the specific notation used in the model. Commodities
will be indexed by j and communities by k. Thus Pj k represents the price
received by a firm for the j th good in community k, while V. k represents the
price paid by the firm for the Jth factor in community k. In general, prices
vary by location.
Similarly, q .k represents the price paid by consumers for
the Jth good, while tL k represents the price received for the j"th factor,
both in community k. The difference ßj k = q jk - Pjk represents the excise
tax paid on a unit of good J*, while the difference £jk = V. k - W. k is the tax
on the Jth factor, imposed by community k. The vectors of prices in
community k are denoted by p*k , ü*k ,
, q*k , s*R , and t*k , while the
extended vectors of all prices are denoted by p** ,
, W** , q+* , s** , and £#* .
The firms in community k collectively choose a vector of outputs p** and
a vector of inputs x* , Note that their inputs must be hired in community
k, but their outputs can be sold anywhere. The firms’ choices must satisfy
the implicit production function
(£/** ,£*k ) = 0. (For simplification, we
ignore any contribution of public goods to production.) Transportation
costs, for shipping output to other communities, are reflected in negative
entries for some of the elements of £/** . The firm will choose y ** and £* k
so as to maximize profits p** . y ** - t>*k . x*k , subject to the production
constraint.
(Here, p** . y ** denotes the inner product of the two vectors.)
For simplification, we assume that the production functions have constant
returns to scale, and that firms behave competitively, so that in
equilibrium, no firm earns positive profits. Let us denote aggregate outputs
sold in community n by T*n = £ z/*n .
k
We turn next to the modeling of individual behavior. We assume that
there are a finite number of types of individuals. There are many
individuals of each type, each with the same tastes, the same human capital,
and the same ownership of other factors.
Since individuals are mobile, all
individuals of a given type will have the same utility. Let u 'k represent
the number of individuals of type i who choose to locate in community k .
ik
We will treat u
as a continuous variable, thereby assuming that an
individual's location decision has only marginal impact on other aspects of
the model. Eliminating the discrete choice aspect of individual locational
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decisions is the primary motivation underlying the assumption of many types
of individuals, each type spread over many communities.
Each individual faces a vector of prices
for goods and a vector of
factor prices
In addition, each benefits from the availability of the
extended vector of public service levels <3**, where Q
is the level of the
Jth service in the fath community.
We assume in general that each type of individual has a unique type of
human capital, i.e. one that is not a perfect substitute for the human
capital of other types of individuals.
(Perfect substitutability will be a
special case.) The purpose of this assumption is to provide some mechanism
to prevent all individuals of a given type from concentrating in the same one
community.
If they do, their wage rate there will be bid down, while it will
rise in other communities, inducing them to spread out. Let fa. denote the
human capital of type i , where fa^ is a vector of length equal to the number
of types of individuals with zero in all entries except the ith, and one in
the ith entry.
Individuals of type i will also own a vector of non-human factors
of
various types in various communities. Let aj* denote the combined vector of
human and non-human factors fa. and a^j, where aj* will be of the same
dimensions as the vector of firm inputs
In addition, individuals are assumed to be adversely affected by the
degree of congestion
in their community. Congestion may not only reduce
the quality of a given supply of public goods (e.g. roads or schools), but it
may also reduce the quality of the environment (e.g. noise or pollution). We
leave unspecified what factors contribute to congestion, though presume that
the number of residents and the level of production in the community are
included among them.
Individuals of type -£ in community k will maximize their utility subject
to the prices they face, their endowments of factors, the level of congestion
in the community, and the availability of public services. We can therefore
denote their utility level indirectly, by

V

-

V

(<?** » »

3** ,

,3** »k).

Here, k appears explicitly since the attractiveness of purchasing or selling
goods in any given community depends on the community in which the individual
lives.
(As with the firms, individuals must buy some of the transportation
output in order to participate in the markets in other communities.)
ö 1/' k

From duality theory, we know that —

\J n

ik

a i k^j n

where

a ik

is the

marginal utility of income of the Jth person in the fath community and where
ik
y. is the demand by the Jth person in the fath community for the Jth good
s&5!d in the nth community. (While utility is the same across communities for
the ith type, marginal utility need not be the same, a point emphasized by

ay

ik

a. . x.

ik

is the amount of the
jn
Jth factor supplied.in the nth community.
Note that the individual need not
supply all of the
to the market.
For example, he can consume leisure.

Mirrlees, 1972.)

Similarly,

k j n

where X.

Jn

The treatment of land as a factor merits comment.
Since land in
community fa cannot be supplied as an input in community A, we assume that
each production function recognizes that the required transportation costs
here are indefinitely large. Also, identical non-human factor ownership for
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individuals of a given type living in different communities may seem
implausible when land is considered as a factor. We assume here that housing
is a service to be purchased, one of whose inputs is land in that community.
Individuals living in a given community will buy relatively more of the
housing service in that community, but will still own just a representative
share of the land in that community.
Let us next consider the activities of the local governments. Tax
revenues in community k will equal T =
. r . These tax
J
k
*k
*k
*k
*k
revenues will be used to buy a vector of factors
, at revenue cost R =
ü
.
. Budget balance implies that R = T . T^e production function for
public services in community k will then ke denoted by g~
) = 0.
The modeling of the types of taxes communities can use is rather
abstract, but includes as special cases most of the taxes that state or local
governments use. For example, a sales tax is a uniform set of tax rates s; .
A non-residential property tax and a corporate income tax are both factor
taxes on land and capital inputs to production. A residential property tax
could be viewed as a tax on housing services sold within the community. A
wage tax on employees would also be a factor tax, as would be a tax on
natural resource inputs to production.
Some taxes, such as an income tax on
residents, are currently omitted, mainly for notional simplification.
In order to close the model, all that is needed in addition are resource
constraints, and market clearing constraints.
In particular,. we must assume
that Y u
in the factor markets, and the £
in the
ik
Ik
output market.

IV.

Characterization of Optimal Government Behavior

Since the only taxes available to local governments are distorting, the^
model cannot in general lead to a Tiebout equilibrium with full efficiency.
Therefore, each level of government faces a second-best problem of how to
raise tax revenue with the least loss in welfare.
In this section we will
characterize the tax rates and public services levels that communities will
choose.
In doing so, we assume that each level of government acts so as to
maximize a Benthamite social welfare function.2 in particular, we assume
that the welfare function of community k is

rr
W

k

V
ik r,ik
= ) a) u V ,
71 i

where individuals of type i are given welfare weight u). . (We assume that the
utility of the residents at the time of the decision ekters into the
objective function, rather than the utility of those who would be present in
response to any policy change.) Note that community k ignores the utility of
non-residents when making decisions.
Since its decisions may affect the
utility of non-residents in a variety of ways, externalities will exist with
decentralized decision making.
In order to characterize these externalities,
we examine in addition the optimal behavior of local governments when they
fully coordinate their behavior.
In particular, ^e examine the optimal
policy when the coordinated objective function is

VI uik V.ik•

W
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Note that we have assumed the same welfare weights cOj for each local
government, so do not allow for inconsistent objectives.
The motivation here
is to isolate problems arising from decentralization of decision making,

per ee.
In this context, we cannot assume that the initial income distribution is
optimal, so that the social marginal utility of income for all individuals is
the same.
For any given type of individual i, utility levels are equalized
due to mobility, and Benthamite social welfare function must give them equal
weight.
But marginal utilities of income may well vary across communities
for these individuals.
Without restrictions on mobility, this is an
inevitable characteristic of the equilibrium (for a further discussion, see
Mirrlees, 1972).
We therefore must examine distributional as well as
efficiency considerations throughout the analysis.

A.

Fully Coordinated Decision Making

In examining the costs of decentralized decision making, we start by
characterizing tax and spending behavior when all decisions are coordinated
and then examine the decentralized equilibrium.
Assume therefore that the
coordinated government can choose the vectors of tax rates
and
as
well as public service inputs
and public service outputs
so as to
maximize social welfare.
Its decision problem therefore is

max
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where p is a Lagrangian multiplier on the government budget constraint, and
Y is Lagrangian multiplier on the public goods production constraint in the
kth community. Note that we have required only that the overall budget
constraint be satisfied, and not that each community's budget constraint be
satisfied separately.
When we carry out the differentiation, we derive the following results:
Proposition 1 . Optimal coordinated government ^ehavior can be characterized
by the following set of first order conditions:
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The s t r a i g h t f o r w a r d d e r i v a t i o n i s f o u n d i n t h e A p p en d ix .

B e ca u se of t h e g e n e r a l i t y o f t h e m o d e l, t h e f i r s t o r d e r c o n d i t i o n s a r e
r a t h e r m e s s y , b u t t h e econom ic i n t e r p r e t a t i o n i s s t i l l s t r a i g h t f o r w a r d .
Each
f i r s t o r d e r c o n d i t i o n above c o n s i s t s o f f i v e t e r m s . The f i r s t m e a s u r e s t h e
d i r e c t im p a c t o f t h e p o l i c y c h a n g e . F or s. ^ and t . . , i t m e a s u r e s t h e g a i n
from t r a n s f e r r i n g income fro m t h e r e p r e s e n t a t i v e i n d i v i d u a l t o t h e
g o v e r n m e n t. H ere p r e p r e s e n t s t h e w e l f a r e v a l u e o f an e x t r a d o l l a r of
g o vernm e nt r e v e n u e , w h i l e 9 r e p r e s e n t s t h e w e l f a r e v a l u e o f an e x t r a d o l l a r
o f income t o _ t h e r e p r e s e n t a t i v e i n d i v i d u a l .
I f lump sum t a x e s e x i s t e d , p
would e q u a l 9. S in c e r a i s i n g r e v e n u e c r e a t e s e f f i c i e n c y l o s s e s , h o w e v e r, t h e
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value of an extra dollar of government revenue, p, would normally exceed the
value of a dollar to individuals, 9.
The first term in the first order condition for
represents the value
of the relaxed government production constraint relative to the social cost
of purchasing the extra
. The first term in the equation for Q.^
represents the utility gain to individuals of the extra output relative to
the social cost of the increased production.
(Note that, ignoring all but
the first terms, the sum of equations (lc) and (Id) gives the Samuelson
(1954) optimal condition for pure public goods.)
The second through the fifth terms collectively measure the efficiency
and equity costs created in the process of transferring income to the
government, or using the revenue to provide public services. Their size
depends on the degree to which individual behavior, and equilibrium market
prices, change in response to the government action. We see from equations
(la) and (lb) that the difference (p-9) reflects the magnitude of these
efficiency and equity costs created by raising government revenue.
The second term in each equation captures any distributional effects of
the policy change. The expression dQ .k measures the social value of a dollar
to an individual of type i in community k, relative to the social value of
a dollar to the 'representative' individual.

aJ.k

The expression ^^ ■■- measures

the income effect on individuals of type i in community
of the policy
change. The inner product then measures whether the income transfers created
by the policy change are weighted mainly towards the poor (positive value)
or mainly towards the rich (negative value).
The third term captures any impact of the policy change on the severity
of congestion costs.
Individuals may shift their residence, or production
efforts may change location, in response to the policy change. A move
towards less congested communities would be beneficial, and conversely.
Individuals, in making their decisions, do not take into account these
externalities.
The fourth term measures any indirect tax revenue effects of the policy
change, as individuals change the amount or location of their market
activity. As such, it captures any efficiency effects arising from this
change in behavior. When prices reflect the social costs of commodities (or
the marginal products of factors), changes in individual behavior have no
efficiency consequences.
But when taxes exist, one component of the price
individuals face, the tax component, is not a true social cost. As a result,
when an individual buys more of a taxed commodity (or supplies more of a
taxed factor), there is a social gain since the utility gain to the
individual exceeds the social cost of the output (or the utility loss to the
individual falls short of the marginal product) by an amount equal to the tax
rate.
In equations (la) and (lb), the more important element of this term is
undoubtedly the response by individuals to the tax induced increase in price
of the good y
or the factor x . This is the only part of the last four
terms not assumed to equal zeroJwhen deriving the Ramsey rule for tax rates.
(Technically, in deriving the Ramsey rule, the Slutsky equation would be used
to decompose the fourth term into price and income effects. All but the own
price effects are then assumed to equal zero.)
The final term measures the social cost of raising any additional tax
revenue required by changes in the costs of factor inputs to government
production. The difference (p-0) implicitly measures the social cost of
transferring a dollar from individuals to the government.
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ß.

Decentralized Decision Making

We proceed next to provide a formal characterization of the fiscal
decisions made by uncoordinated local governments. We assume that each local
government acts independently, taking as given the fiscal decisions made by
other local governments.
Clearly, local governments do in part coordinate
their behavior. The point here is not so much to provide a good positive
description of local government behavior as to describe the types of problems
which arise from decentralized decision making. To what degree local
governments have managed to alleviate these problems in practice through
coordination is a separate question.
We assume then that the objective of each local government is to maximize
the weighted sum of the utilities of its own residents, subject to a balanced
budget constraint, and subject to the public production function. That is,
we assume that each local government behaves so as to:
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Note that any effects on other individuals or other units of government are
ignored. Each local government carries out this maximization simultaneously,
taking as given the actions of other local governments.
When we carry out the differentiation, we derive the following results:
Proposition 2 . Decentralized government behavior can be characterized by the
following set of first order conditions:
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Proof: The derivation is a simple modification of the derivation for
Proposition 1.
The intuition underlying these first order conditions is basically the
same as for the fully coordinated case. Of the six terms in each equation,
for all but the last, analogous terms appeared in the equation in Proposition
1. The key difference is that effects of fiscal decisions on residents of
other communities and on the fiscal position of other governments are all
ignored here.
Let us examine the differences in the first order conditions in
Propositions 1 and 2 term by term. The first term in each of the first order
conditions in Proposition 2 again measures the direct effects of the policy
change.
In equations (2a) and (2b), however, while all the direct revenue
effects of the tax change are taken into account, only the direct loss to
residents from paying taxes is taken into account. Utility loss to non
residents from paying taxes is ignored. To the extent then that non
residents pay the taxes, as with sales taxes or wage taxes on non-residents,
these taxes will be used excessively when fiscal authority is decentralized.
For taxes like a corporate income tax, this effect may be substantial.
A comparison of the first terms in equations (Id) and (2d) gives the
obvious result that with decentralized decision making, the value of local
public services to non-residents is ignored. This type of benefit spillover
has been discussed at length in the literature.
The second term continues to capture distributional effects of the policy
change. With decentralized decision making, however, only redistribution
effects on the residents of the community are taken into account. The
distributional pattern of income effects among non-residents is ignored.
For
example, a sales tax increase may be paid essentially equally by rich and
poor residents, but only poor non-residents may have taken the time to travel
in search of a cheaper price.
The third term captures the effect of any change in congestion in
community £ due to the policy change. Effects on congestion elsewhere are
ignored.
In the fully coordinated case, this term captured the difference in
congestion costs when individuals or production move from one community to
another.
In the decentralized case, communities will tend to tax excessively
congestion producing activities, since they experience any gains from
decongestion, but ignore the associated loss from extra congestion elsewhere.
The fourth term captures the effect on tax revenues of any change in
individual behavior. While in the fully coordinated case, effects on total
tax revenues are taken into account, in the decentralized case, effects only
on the tax revenues of that community are taken into account.
If cross-price
elasticities are zero, then there are no effects on the tax revenues of other
communities. However, in this context, where goods supplied in different
communities are defined to be different goods, the assumption that cross
price elasticities are zero is untenable.
Demand, rather than falling, would
more plausibly just shift to neighboring communities. While community Jl may
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lose substantial tax revenue when it raises its tax rates, due to this
mobility of demand, other communities should gain tax revenue of a comparable
amount as demand for a taxed commodity in these communities increases.
Community A would ignore these offsetting gains, and set its tax rates too
low as a result.
As an extreme example, consider a tax on the return to capital, where by
assumption capital is completely mobile, has the same productivity
everywhere, but is in fixed supply.
Since by assumption capital is perfectly
mobile, it will all flow to the community with the lowest tax rate.
Communities will compete for this tax base, and in equilibrium the tax rate
on capital in each community will be driven to zero. However, since also by
assumption capital is in fixed supply, a uniform tax on capital in all
locations is completely non-distorting. Therefore, with coordinated decision
making, the optimal tax rate on capital would be very high.
In general, elasticity of demand in one community may have little
relation to the aggregate elasticity of demand, so that the set of tax rates
arising in a decentralized setting need have little relation to those which
would be chosen in a coordinated setting. Ability to relocate demand may be
quite different from willingness to reduce demand when prices rise.
The interpretation of the fifth term is similar to that of the previous
terms, but the externalities here are probably much less important.
In a
decentralized setting, the effect of the policy change on revenue
requirements in that community only is taken into account. In a coordinated
setting, the effect of the policy change on the revenue requirements of all
communities would matter.
Finally, the sixth term in the equations for decentralized behavior did
not appear explicitly previously. This term captures the income effects on
residents of community £ due to price changes caused by the policy change.
This term is analogous to the terms of trade effect which appears in the
optimal tariff literature.
In the coordinated setting, the sum of these
terms over all communities appeared in the course of the derivation.
Due to
competition in production, the value of inputs minus outputs in private
production must remain zero so that in the coordinated case this sum reduced

öü
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With decentralization, however, communities would try to

gain at the expense of other communities.
(This term is also important in
the tax incidence literature.
For example, imposing a corporate income tax
may just raise the factor price for capital faced by the community. The
resulting increase in output prices, P*s , or fall in other factor prices,
, would show up in this terms of trade effect.)
Propositions 1 and 2 together provide a formal characterization of the
reasons why decentralized decision making itself can lead to a less efficient
(equitable) outcome. This arises because one community's decisions affects
in many ways the utility levels of residents of other communities, yet these
effects are ignored in the decision making. The types of externalities that
appeared in the equations resulting from a given community's decisions were:
(1)

Non-residents may pay some of the taxes.

(2)

Non-residents may receive some of the benefits from public
services.

(3)

Congestion costs faced by non-residents may change.
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(4)

Tax revenues received in other communities may change due to
the spillover of economic activity.

(5)

Resource costs for public services in other communities may
change.

(6)

Output and factor price changes may favor residents over non
residents .

(7)

Distributional effects among non-residents would be ignored.

In certain cases, externalities may tend to offset, in which case the
costs of decentralized decision making are minimized. For example, consider
the decision making of a central city surrounded by suburbs. The suburban
residents benefit from using the city's public services; benefits ignored in
setting public service levels. However, suburban residents also pay various
taxes to the central city, such as sales taxes, wage taxes on non-residents,
etc.
If the city were to consider a uniform expansion of both taxes and
services, it may well be that the benefit spillover and the tax 'spillin'
essentially offset, leaving little net externality from these two terms (for
further discussion, see Bradford and Oates, 1974).
As another example, consider the externalities created by an individual
decision to change residence as a result of a policy change.
In his new
community the individual pays extra taxes, but also adds to congestion; while
in his old community he no longer pays (as much in) taxes, but he also no
longer adds to congestion there. This is the setting of the Buchanan-Goetz
(1972) analysis.
If the marginal costs and benefits of gaining or losing a
resident just offset, then again there are no net externalities. That is,
the congestion effects on other communities and the tax revenue effects on
other communities may essentially offset, again leaving no net externality
from these two terms.
This is also the setting of the Tiebout (1956) model, at least as
formalized by McGuire (1974). The above analysis makes clear how strong the
assumptions must be to get a Tiebout type result. To get a Tiebout result,
where the public good is supplied in a decentralized setting with no
efficiency costs at all, there must be no net externalities and no net equity
or efficiency costs arising from government behavior. That is, the sum of
the seven sources of externalities listed above must be zero for each of the
equations in Proposition 2, so that communities would in effect act in a
coordinated fashion.
In addition, the sum of the second, third, fourth, and
fifth terms in Proposition 1, which together measure the equity and
efficiency effects of government behavior, must equal zero for any balanced
budget change in policy.
(Any efficiency costs in raising revenue must be
just offset by efficiency gains when the revenue is spent.)
How does the analysis change if we have destination-residence based taxes
rather than source-origin based taxes.
In particular, what if we tax factors
where they are owned and goods where they are consumed (rather than
purchased)?
In this case, the tax is paid entirely by residents so that the
first terms in equations (la) vs. (2a) and (lb) vs. (2b) will look the same.
However, all other externalities will remain.

V.

Analysis of Possible Federal Government Remedies

In principle, local governments could negotiate together to correct any
of the externalities described above. However, given the difficulty of
conducting negotiations among thousands of local government units, few of the
above externalities are likely to have been corrected for in this manner.
In

-

36-

this section, we therefore explore a number of policies which the federal
government might use in response to the inefficiencies resulting from
decentralized decision making.
(If these policies are pursued, yet local
governments do in fact coordinate their policies, then there may be
overcorrection for the externalities, with resulting inefficiencies.)

A.

Centralized Provision of Public Goods

One obvious policy is to have the federal government provide all public
goods, so that interactions among communities can be taken into account.
However, the federal government would normally be constrained to provide a
uniform level of public services, and charge uniform tax rates, even though
individual preferences differ. This may occur due to constitutional
constraints or due to inadequate information about local preferences. One of
the key advantages of decentralization is the resulting diversity of
policies.
If we accept the constraint requiring uniform public service quality,
and uniform tax rates, by each level of government within its jurisdiction,
then it is possible to develop a theory for the optimal degree of
decentralization. The optimal centralized uniform service level, and tax
rates, would be inferior to the optimal diversified service levels described
in Proposition 1, and may or may not be preferable to the diversified service
levels, and tax rates, with decentralized decisions described in Proposition
2. A detailed comparison here would provide guidelines concerning whether to
(or, when there are more than two levels of government, the degree to which
to) decentralize the provision of any given public service.

B.

Categorical Grants

Local governments will to a degree choose the wrong level and composition
of expenditures, since the size of the spillover to non-residents will vary
by type of expenditure. Categorical or matching grants provide one device by
which the federal government can induce local governments to shift their
package of public services towards those which provide the most benefits to
non-residents. An example of a good with large spillovers where such grants
have developed in the U.S. is interstate highways.

C.

Tax Deductibility of Local Government Taxes

Local governments may also choose too small a level of public services in
general. Not only do non-residents benefit from extra public services, but
also surrounding communities may receive increased tax revenue as economic
activity migrates in response to higher tax rates. On the other hand, non
residents pay some of the taxes used to finance extra services, and also
suffer from extra congestion as economic activity shifts into their
communities.
If, on net, non-residents tend to benefit (lose) from expanded public
services, then there are grounds for an overall federal subsidy (tax) to
local public services. One way this is done in the U.S. is through allowing
local taxes to be deductible under the federal income tax. This particular
policy is unattractive, however, in that taxes are deductible only for the
approximately 20 percent of taxpayers who itemize (generally those with high
incomes). Also, among those who itemize, the subsidy rate equals the
individual's marginal tax rate, which varies substantially across individuals
(being highest again for those with the highest incomes). A refundable tax
credit, however, would not be subject to those problems.
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D.

Revenue Sharing

Both previous policies change relative prices, and were designed to
internalize the effects of spillovers. They have commonly been argued for on
these grounds.
(See, for example, Oates, 1972.) The above analysis also
suggests a rationalization for direct income transfers from the federal
government to local governments.
Whenever mobility of a taxed good is important, as with capital in the
example above, communities will choose too low tax rates on that good, as
each ignores the increase in tax revenues in neighboring communities when it
raises its tax rate. When tax competition does lead to too low tax rates on
a particular good, the central government can coordinate tax policies by
itself imposing a uniform tax rate at the desired level on the good, and then
redistributing the revenues in something approximating a non-distorting way.
Local governments would then use the extra revenue either to expand
expenditures or to reduce other distorting taxes.
In general, the federal government will not be indifferent to how the
revenue is distributed across local governments.
For example, the size of
the efficiency (equity) gain when a community lowers its taxes, or increases
its expenditures, in response to a dollar received in revenue sharing may
vary widely by community. The federal government would then have the
incentive to give relatively more in revenue sharing to communities where the
efficiency (equity) gain would be largest.
To the extent that the amount of revenue a community gets back depends on
its actions, however, complications arise due to these price distortions.
For example, consider the situation where all the revenues collected from a
community are returned to that community. Then, the community can completely
offset the effects of the federal action by lowering its own tax rate by an
amount equal to the federal tax rate.
In principle, the decentralized
equilibrium would remain unchanged by the federal action. However,
communities would normally be constrained to charge positive tax rates.
If
the federal tax rate exceeds the decentralized tax rate, as we expect, then
the federal action would accomplish the desired end.

E.

Federal Regulation of Permissible Local Tax Bases

In the case of revenue sharing, we considered the situation where in the
decentralized equilibrium a particular tax rate is relatively too low. The
federal government can then impose a higher tax rate. In situations where
non-residents pay an important share of a particular tax, however, the tax
rate may be set too high. Examples of this situation may be severance fees,
and perhaps state corporate income taxes. What remedies exist in this case?
The most obvious, and extreme, remedy is to forbid local governments from
using such tax bases at all.
In some cases, this may be an improvement,
though a zero tax rate may be inefficiently low. An alternative might be to
legislate a maximum permissible tax rate, set at the desired value.

VI.

Conclusion

There may be many advantages to decentralizing government decision
making. Local governments, being 'closer to the people', may better reflect
individual preferences. The diversity of policies of local governments
allows individuals to move to that community best reflecting their tastes.
Competition among communities should lead to greater efficiency and
innovation. However, this paper has shown the many ways in which
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decentralized decision making can lead to inefficiencies, since a local
government will ignore the effects of its decisions on the utility levels of
non-residents.
The paper shows that certain taxes may be used excessively, such as when
non-residents pay an important fraction of the tax. Other taxes may be used
too little - each community ignores the increase in tax revenue in
neighboring communities when it raises its tax rates. Similarly, some
expenditures may be too low or too high.
In the light of these costs arising from lack of coordination, it may be
preferable to have the central government take responsibility for particular
activities, in spite of the lost diversity. Alternatively, the central
government could attempt to coordinate local tax and expenditure policies,
such as through revenue sharing and matching grants, thereby preserving
decentralized decision making while lessening the costs arising from the lack
of coordination.
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APPENDIX

Proof of Proposition 1.
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That profits remain zero in equilibrium implies that the second term in
equation (A.3) equals zero.
Equation (la) in the text follows simply.
Equations (lb), (lc), and (Id) follow in a similar fashion.
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NOTES

The author is from Bell Laboratories, Murray Hill, New Jersey. He would
like to thank Fischer Black, Dieter Bös, Bhajan Grewal, Michelle White,
and especially Charles E. McLure, Jr., for comments on an earlier draft.
The views expressed in this paper are those of the author, and do not
represent those of Bell Laboratories or of the Bell System.
If the supply of a factor has zero elasticity, as with land, then a tax
on that factor is non-distorting. However, even in this setting, a
Tiebout equilibrium may still not arise for many of the reasons described
below.
For example, if new residents add more (or less) to congestion
costs than they do to tax revenues, then locational decisions will still
create externalities. Hamilton (1975, pp. 205-11), has shown that if
communities can impose quantity restrictions, e.g. zoning, then a Tiebout
type equilibrium might be possible. We do not allow for such
restrictions here.
These welfare functions could be reinterpreted as merely representing
Pareto optimizing behavior by each government. The objective of a Pareto
optimizing government would be to maximize the utility level of type £
individuals subject to the constraints that V 'k * 7‘k for all other types
ik., for some utility levels V [k . Put algebraically, the objective
function, subject to constraints, would be
max V
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where the w represents Lagrangian multipliers.
If the Lagrangian
weights here are the same as the welfare weights in the text, optimal
behavior will also be the same.
Optimal behavior when coordination occurs is not necessarily intended
here as a description of policy when all decisions are made by the
central government. For example, we will assume below that a central
government would be required to provide uniform service levels, and
charge uniform tax rates, in all jurisdictions.
We do not address here the questions of existence or uniqueness of an
equilibrium satisfying these first order conditions, and merely assume
in the discussion that an equilibrium does exist and that the desired
equilibrium has, in fact, been reached. For discussion of these issues,
see, for example Stiglitz (1977, pp. 274-333); and Wooders (1980, pp.
1467-85).
The tax incidence literature, which analyzes the degree to which labor,
capital, or some other group, bears the burden of particular taxes,
focuses on the nature of the equilibrium price changes which result from
tax policy. For example, to what degree does a tax on capital income
result in a rise in the before tax interest rate (due to a drop in the
equilibrium capital s-tock), thereby lessening the loss to capital owners.
In the analysis here, the direct effect of the tax payment appears in
the first term, while the offsetting effect of price changes appears in
the second term. We do not attempt to analyze the magnitude of these
offsetting price changes.
Presumably, the effect of marginal changes in
any one community's tax policy on market prices (the context of these
first order conditions) is small, though the effect of these changes in
aggregate could be large.
See Mieszkowski (1972, pp. 73-96) for further
discussion.
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AN OPTIMAL TAXATION APPROACH TO FISCAL FEDERALISM
Commentary
by
..

*

Dieter Bos

The following comments take two forms: comments on Roger Gordon's
foregoing paper and more general comments on the tacit assumptions that
commonly underlie discussion in this area - and which characterize the
discussion at this conference.^

I.

Optimal Taxation

Gordon's paper is on the externalities that arise from local (or state)
governments' fiscal policy. The basis of Gordon's model is Starrett's (1980)
model on 'Measuring Externalities and Second Best Distortions in the Theory
of Local Public Goods'.
Local (or state) governments maximize welfare by imposing distortionary
taxes on commodities sold and on inputs hired in the community, by producing
local public goods and hiring inputs for this production. Any consumer
adapts optimally to local governments' choice of fiscal policy by migrating
in such a way that his utility in the equilibrium after migration is the
same, wherever he lives.
Gordon describes governments first in an optimally coordinated decision
model, second in a totally decentralized decision model.
In both cases he
transforms the necessary conditions for the optimum in a rather tricky way,
separating them into terms that refer to:
(1) direct effects of the fiscal
policy instrument, (2) income effects, (3) congestion effects, (4) revenue
effects, (5) public production effects, and (6) terms of trade effects in the
decentralized model.
This separation enables Gordon to gain deeper insight into the structure
of optimal fiscal policy in decentralized systems. A comparison of the
marginal conditions that characterize both approaches shows that decentral
ization 'can lead to a less efficient (equitable) outcome'. Gordon presents
a short typology of externalities that may determine these differences.
Any commentator must acknowledge that Gordon's paper is a very elegant
treatment of decentralized fiscal systems. However, after reading the paper,
some points of criticism suggest themselves.
A.

Assumptions
As usual, one should challenge the assumptions upon which the results rely.

First, it should be emphasized that all results are deduced under the
assumption of existing Tiebout equilibria in both the coordinated and the
centralized case. Gordon fails to stress the particular importance of this
assumption.
If one begins to read his paper, one immediately asks the
questions: Are the 'existing residents' of a community those before or after
migration? What about the tatonnement process of the realization of a
migration equilibrium where an auctioneer informs the consumers of the
numerical values of taxes and of public services, after which information the
consumers compute their utility and start migrating? Gordon presents the
equilibria only, where an individual has the same utility, wherever he lives.
(7ik) has the same value for all k.)
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I would not request Gordon to deal with all the problems of the existence
of such an equilibrium.
But he should at least have mentioned the problem,
as e.g., Starrett (1980) does.
Some hints on Bewley's (1981) paper on the
Tiebout theory would have been of interest as well.
Second, the particular choice of governments' welfare functions should
be mentioned:
Every local government has a welfare function that is a
weighted sum of individual utilities, with the weights being identical in all
communities. Hence, every local government has the same inequality aversion.
The same weights, moreover, are taken as relevant for the centralized
welfare function of the coordinated approach. By these assumptions many
problems of fiscal federalism are excluded that arise from differences in the
welfare conception between different local governments themselves and between
local and federal governments respectively.

B.

Restrictions of the Model

This last problem hints already at Gordon's self-restriction with respect
to the topic he deals with. Gordon has taken a local public goods model and
has introduced distortionary taxation. This model by no means deals with
fiscal federalism structures in the vertical sense, between local and federal
governments.
Gordon opens his section on general characteristics of the model by
pointing out that he examines 'just a two-tier federal system - a central
government and many local or regional governments'. However, this central
government has no fiscal instruments of its own, and its alleged welfare
function uses the same weights as the local governments do. Gordon himself
has realized that all typical relations between the local and the federal
level are missing in his model.
Hence, in the following section he prefers
to speak of a 'coordinated' government instead of a 'central' one. Moreover,
he added Section V to his paper dealing with some verbal plausibilities on
grants and on revenue sharing.
But these passages have nothing to do with
the model presented in the previous sections of his paper.
In my opinion we should concentrate on the rather more complicated two
or three level optimization problems. We should deal with models where at
the same time federal and local (state) governments maximize their respective
different social welfare functions. We should consider that federal and
local governments can use their own fiscal instruments, taxes as well as
public services. We should explicitly consider grants and revenue sharing.
Needless to say, such a two or three level optimization approach usually will
not lead to a Cournot-type equilibrium, given federal and local (state)
taxes, grants and public expenditures.
Only if some kinds of cooperation
between federal and local (state) governments prevail, or if one
intergovernmental level can superimpose its weights on the other level(s) in
some particular ways, may equilibria exist (Wiegard, 1980). Only by dealing
with these two or three level optimization approaches will we succeed in
finding results, normative and positive ones, on the actual structure of
fiscal federalism.

C.

Presentation of the Result

A last discontent arises from the presentation of the results. One is
accustomed to get marginal conditions transformed in such a way that some
qualitative and quantitative information on the instrument variables of the
politician is given, typically in a form, say, t/q = 1/e times some other
relevant mathematical expressions (t/q being a tax rate, e some price
elasticity of demand).
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Let us, as an example, look at the paper on 'Optimal Fiscal Policy for
a State or Local Government' by Arnott and Grieson (1981). They present some
inverse elasticity rules for indirect taxes and show the modifications of
these rules if it is possible to exploit non-residents.
In this case one
is given additional insight into how the policy instruments should change and
some quantitative information as well, as one knows some sensible intervals
of elasticities and of the parameters or variables in the Arnott-Grieson
formulas.
Such interpretations are missing in Gordon's paper. The only result in
his marginal conditions is that there exist allocative and distributive
effects, congestion effects, and government revenue and expenditure effects.
In the decentralized case, additional terms of trade effects occur. We are
given no information on the relative size of the different terms of the
marginal conditions (although Gordon includes some plausibility remarks).
We are given no information on the structure of taxes or public goods. What
about the possible numerical values of commodity taxes or factor subsidies?
Gordon might answer that he only wanted to compare different marginal
conditions. But in my opinion an analysis of such a topic should do more
than only qualitatively compare marginal conditions. Perhaps under plausible
assumptions the numerical solutions of the decentralized optima will not
differ very much from those of the centralized optimum! How sensitive are
the different optimal values of instruments with respect to decentralization?
A simulation analysis of Gordon's approach could clarify these and related
questions.

II.

Trends and Prospects in the Theory of Taxation in Federal Systems

In any economic theory there is a certain tradition of tacitly accepting
some particular assumptions which should rather be questioned. The aim of
this short contribution is to explicitly lay open some of these assumptions.
Assumption 1: When assigning taxes to particular levels of government we
typically treat the number of levels and the numbers of local and state
governments as exogenously given.
However, the assignment of particular taxes to particular levels of
government may crucially depend on the size of the different governments.
Hence, if this size is taken to be variable, the assignment decisions may
change! The same is valid for the number of levels that we take as given.
Most probably some models could prove that more than three levels would be
optimal. Moreover, we always restrict ourselves to governments that are
defined by a certain territory.
Tax assignment rules may be quite different
if this restriction is given up and fiscal federalism is extended to
integrating social security bodies, school districts and other special bodies
for particular public expenditures, quite differently financed.
Assumption 2 : In distinguishing federal, state and local governments we
typically imply heterogeneity between the different levels and homogeneity
within each level.
However, as the structure of state or local governments in any state
results from historical or political reasons, there will be great
heterogeneity within the levels as well.
In the Federal Republic of Germany,
for example, there exists a state North Rhine-Westfalia with 17 million
inhabitants and a state Saarland with only 1 million inhabitants.
It is not
clear a priori why we should always find identical rules for such different
cases. The same problem arises in the case of local governments, which
include small villages and great cities.
Consider a city like Hamburg which
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is twice as large as the state Saarland and compare it with a small village
in the Bavarian woods!
In the Federal Republic of Germany and Austria these
problems are treated by giving the greatest cities - Hamburg, Bremen, Vienna
- the status of a local and of a state government! This shows again that the
clear-cut trichotomy of central, state and local governments should not be
taken as such a definite position to start from as we always do.
Assumption 3 : We typically deal with one institutional arrangement of the
assignment of a particular tax to a particular level.
A look at the reality of fiscal federalism in different countries shows
that there does not exist one and only one institutional solution for the
assignment of a particular tax, but a great many of them. The case of the
West German income tax provides a nice example:
It is a state income tax,
collected by state governments, on the basis of federal law, whereas the
revenues are shared between federal, state and local governments.
Into which
of our nice categories of tax assignment does this phenomenon fit? Further
examples could easily be given. We are typically biased in trying to find
a particular level for a particular tax. But as Richard Musgrave's paper at
this conference makes clear, this restricts our theorizing to the
'coordinated systems' approach, whereas in economic reality the 'unified'
approach is at least of equal importance.
Assumption 4 :
government.

Income distribution must always be the concern of the central

This assumption is typically justified by hinting at migrations that
would occur if the centralized (re)distribution were replaced by a
decentralized one.
Sometimes it is simply justified by the value judgment
that the relevant comparison of the individual positions should be performed
at the federal level. The first argument, in my opinion, over-stresses the
importance of migrations, this over-stressing being a typical attitude of
United States economists. The second argument is a welfare judgment that in
my opinion could well be replaced by another value judgment, namely that
individual positions shall be compared in every single state or local
community only.
It is well known that individuals' utilities are mostly
influenced by a comparison with the surrounding people. This would imply
that it is not desirable to constitute uniformity of living conditions
everywhere, as the West German Grundgesetz postulates. The provision of some
minimal standards should be enough and this part of distribution policy
should in any case be centralized.
But this does not necessarily imply that
all redistribution activities must be centralized.
Assumption 5 : There are particular taxes (and expenditures) that should be
assigned to the local level, because local politicians know the preferences
of the local inhabitants better.
This argument assumes local communities where preferences are
comparatively similar within a local community and comparatively different
among local communities.
Such an assumption may be a good description of
earlier times when individual preferences in local communities were built
up by local newspapers, local gossip etc.
I believe that modern
communication systems, mainly television, have changed that pattern and lead
to more similar preferences among local communities. And this change in
the process of endogenous formation of preferences for privately and for
publicly supplied goods enables the federal and state governments to know
local preferences much better than 100 years ago. Hence, one of the oldest
arguments in favor of decentralization is reduced in its importance. This
argumentation fits well into the recent tendencies towards unification in
fiscal federalism and loss of the fiscal strength of local governments (like
the state-wide 'propositions' on local taxes in California and
Massachusetts).
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NOTES

The author is Professor, Institute of Economics, Bonn University,
Federal Republic of Germany.
^

Editor's note:
the second group of comments is based on the comments
Dieter Bös made during the concluding session of the conference. As such
they pertain to all the papers and discussion at the conference. They
seemed of sufficient value to be included in the conference volume.
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AN OPTIMAL TAXATION APPROACH TO FISCAL FEDERALISM
Commentary
by
*

Bhaj an S . Grewal

In this paper Dr Gordon seeks to answer two questions. The first
question is: Is decentralized taxation inefficient? The second question is:
If the answer to the first question is affirmative, what corrective measures
can be adopted to restore efficiency? The bulk of the paper is devoted to
demonstrating:
(a) that independent tax decisions of local governments will
generate various types of externalities leading to economic inefficiency; and
(b) that these externalities can be fully internalized and the inefficiency
removed if independent local decisions are replaced by central coordination.
Even if under the assumptions of the model (which include absence of
voluntary coordination among local governments and a hierarchical social
welfare function which for each government differs only in respect of its
geographic domain) the conclusions are fairly predictable, Gordon's analysis
in this part of the paper is very clear, concise and rigorous.
In the past, the attention of most papers in the literature has been
focused on externalities of local expenditure decisions (Oates, 1972;
Williams, 1966; Brainard and Dolbear, 1967; Pauly, 1970). Corresponding
analyses of local taxation did not exist until fairly recently.
In providing
a rigorous analysis of local taxation and in generalizing the results of
some earlier studies, Gordon has made an important contribution to the
literature.
While the case for coordination of local tax decisions is beyond
question, the treatment of coordination in this paper is not entirely
satisfactory. Except in the last part of the paper, where several types of
coordination mechanisms are briefly discussed, coordination is referred to
as if it were a unique, well-defined, unambiguous process which, once having
been invoked by the central government, would immediately solve the problem
of locally generated inefficiencies.
Clearly, coordination is a very complex
process which has numerous dimensions.
Only in Section V of the paper does
one get an awareness of this important fact. Unfortunately, this is little
consolation as this belated awareness does not inform the main parts of the
paper.
Also, throughout the main parts of the discussion non-voluntary
coordination is portrayed as a costless process which improves efficiency
without causing any inefficiency of its own. Naturally, arguing from such
noble premises Gordon fails to ask whether there should be a limit to non
voluntary coordination and if so, how should that limit be defined.
Coordination is imposed until all the relevant externalities have been
internalized.
In the absence of costs of coordination, it would be foolish
to stop before this point and unnecessary to go beyond it.
The fact is, however, that coordination - whether voluntary or enforced is not a costless process.
It involves resource costs (Breton and Scott,
1978), it causes welfare losses and it may generate its own inefficiencies.
Coordination must be treated like any 'Other economic good which can be
purchased only at a price. Once this is recognized, it becomes imperative
that, in an analysis such as Gordon's an attempt should be made to define the
optimal level of coordination. As there are various means of coordination,
such as those discussed in the last part of the paper, it is equally
important to show which of them, singly or in combination, are capable of
achieving this optimum. These are the questions which the paper
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unfortunately leaves unanswered. The omission of the costs of non-voluntary
coordination is, in my opinion, the major source of weakness in Gordon's
paper.
Resource costs of coordination include costs of obtaining and processing
information, costs of establishing and maintaining the necessary admin
istrative and legal infrastructure, and the costs of decision making against
the background of conflicting intergovernmental interests. Resource costs
of different coordination policies may vary but each of them must make some
demand on a community's resources.
Welfare costs of non-voluntary coordination may manifest themselves in
several forms. As a consequence of coordination, the political system of a
federation becomes more centralized. Coordination takes the form of
reapportionment of property rights in decision making among different levels
of government. The property rights of a local government in taxation are
thus subdivided and partially or completely vested in the central government.
This may cause welfare losses for two reasons. First, restrictions on local
fiscal decisions may lead to greater uniformity and loss of heterogeneity in
the public output (goods and policies).
Secondly, individuals may experience
loss of welfare just because of the greater centralization of the political
system, quite independently of the quality of public output as such. This
welfare loss occurs on account of the concern for the political process
rather than its output. Gordon's model fails to capture this type of welfare
loss, because he has defined the utility functions in such a way that the
individuals do not have a preference for 'decentralization' or 'local
nationalism'.
In addition to the welfare costs, increased centralization of tax
decisions may generate its own economic inefficiencies. Thus a particular
coordination policy may drive the local governments into less efficient
fiscal decisions. For example, if major taxes are centralized, local
governments attempting to raise independent revenues may have recourse to
less efficient forms of taxation. In Australia, where the federal government
raises more than 80 per cent of total tax revenues, centralization is already
believed to have pushed the state governments into making inefficient tax
decisions (Groenewegen, 1981).
Similarly, revenue sharing may create
inefficiencies of its own. By breaking the link between the benefits and the
costs of public policies, revenue sharing has often led to inefficient fiscal
behaviour of the recipient governments.
Studies of revenue sharing in
Australia, Canada and India suggest that some recipient governments adopt
what may be called the pressure group attitude - making progressively higher
demands on federal transfers instead of either restraining their public
expenditures or generating their own revenues (Mathews, 1980; Grewal, 1975).
When the absence of costs of coordination is combined with the assumption
that individuals have no preference for political decentralization in its own
right, the case for fiscal federalism becomes considerably weaker. This is
because it then follows that local tax and expenditure decisions should
continue to be centrally coordinated until all possible externalities arising
from such decisions have been internalized.
Clearly, this will leave the
scope of local fiscal decisions extremely limited. However, this should not
be a matter for concern as the individuals are assumed to have no preferences
for political organization.
What about the heterogeneity of preferences for other goods? It has been
argued by Weldon (1966) and more recently by Breton and Scott (1978) that
heterogeneities of tastes and preferences alone are not sufficient to justify
fiscal decentralization. Given free information and organization these
heterogeneities can be accommodated by the central government. The essential
point of this argument is that the economic case for decentralization rests
upon either positive costs of organization or the individuals' preference for
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decentralization as an economic good. When both of these constraints are
removed the need for decentralization and hence for coordination disappears.
A separate point relates to the appropriate level of government which may
assume responsibility for tax coordination. Gordon has discussed the problem
in terms of only two levels of government:
local and central government.
As voluntary coordination among local governments is assumed not to exist,
the role of central government in coordination is obvious.
It is worth considering, however, whether the inclusion of a middle-level
government makes any difference to the welfare costs of coordination.
In
this context, it is useful to assume, somewhat more realistically I believe,
that externalities are not spaceless, and have their own spatial domains.
Depending upon the factors which determine mobility, such as economic
specialization of regions and transportation costs, the domain of
externalities of local tax decisions may be limited to a metropolitan or some
other sub-state region. Similarly, externalities generated by the tax
decisions of a state government may affect only a few neighbouring states
rather than the entire nation. The domain of externalities will be
different, of course, depending upon whether a tax falls on labour or capital
or land. However, the important point is that spatial domains of
externalities may suggest more cases in which non-voluntary coordination can
be brought about by state governments instead of the central government.
Insofar as this entails a lower degree of uniformity and centralization, the
welfare costs of such a pattern of coordination should be lower. This,
however, may or may not be true of resource costs.
My final comment on Gordon’s paper is that his analysis of possible
federal government remedies in Section V lacks the rigour of the earlier
parts of the paper. The model developed in the previous sections appears to
have little relevance to the choice of the most appropriate mechanism of
coordination.
In fact, this section stands out as an incongruous part of an
otherwise tidy and neat analysis.

NOTE

The author is Director, Commonwealth/State Financial Arrangements
Branch, Department of Management and Budget, Government of Victoria,
Melbourne; formerly Senior Lecturer, Department of Economics, James Cook
University of North Queensland, Townsville, Australia.
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3

NORMATIVE TAX THEORY FOR A FEDERAL POLITY:
SOME PUBLIC CHOICE PRELIMINARIES
Geoffrey Brennan and James Buchanan

I.

Introduction
Who should tax what in a federal system?

As we see it, this is the central normative question with which a theory
of taxation for federal polities must grapple. Two possible points of
departure suggest themselves. The first is orthodox tax theory, in its tax
reform advocacy variant. This part of public finance theory deals largely
with the 'what' part of our question - with isolating that tax base that
promotes most effectively the underlying equity and efficiency goals with
which tax design is taken to be properly concerned. The application of this
framework within unitary states involves such questions as: whether income
or consumption represents the appropriate tax base (i.e., the tax treatment
of savings); how income (or consumption) should be defined for tax purposes;
what deductions from the tax base should be allowed; what role there might
be in the tax system, if any, for taxes such as estate and gift duties, the
corporate income tax or property taxes; and so on.
Applying this framework within a federal context raises several
interesting wrinkles. For example, as Charles McLure has repeatedly
emphasized (1967; 1981), it cannot be assumed that a tax levied by a national
government will have the same incidence as the same tax levied at differing
rates by subnational governments. Accordingly, the equity (and probably also
efficiency) effects of a tax will depend on who levies it. It can no longer
be claimed that tax A is more equitable than tax B: much depends on the
level of government at which taxation is being imposed. Furthermore, in a
context where subnational governments possess independent power to tax, ttie
design of an ideal tax system will be complicated by the need for federal tax
policy to take into account the effects of subnational taxes:
for example,
if the subnational government levies an excise on some consumer good X, the
national government may need to tax X relatively less heavily in order to
achieve a horizontally equitable and efficient tax system overall.
In this way, normative tax theory of the standard sort may be able to
tell us the answer to the 'what* part of our initial question. However, it
sheds little direct light on the 'who' part. To the extent that it offers
any policy recommendations on this aspect at all, the implication would seem
to be that since the independent possession of power to tax by subnational
governments can only create problems for the exercise of tax design at the
central level, the power to tax should reside wholly with the central
government. To the extent that taxing power must, by constitutional or other
requirement, lie with subnational governments, the tax structure should be
organized to minimize that power.
If deemed necessary or desirable on some
other grounds, subnational governments could still possess jurisdiction over
certain expenditure questions:
revenues could then be provided from the
national government by some revenue-sharing or grants arrangements.
But in
no case would or could conventional normative tax theory provide any positive
justification for decentralization of the taxing power itself. Perhaps this
is not in itself a criticism:
a normative theory does not have to provide
recommendations on every issue of policy. And it may be that no persuasive
case for decentralizing the taxing power can be made from any perspective.
One should, all the same, feel rather uncomfortable about relying on a theory
designed to answer the question of what to tax in developing a theory of who
should tax. For this reason, we shall set orthodox tax theory to one side,
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and turn to the alternative possible point of departure - the theory of
federalism.
Within federalism theory, it is possible to distinguish two strands.
One
is what we might term a 'global optimization' strand. The objective is to
devise an 'optimal constitution'.
By a 'constitution' we mean a set of
institutional arrangements, including an allocation of expenditure
responsibilities and taxing powers the exercise of which is to be subject to
the constraints of political procedures that are themselves part of the
institutional order to be specified.
By an optimal constitution, we shall
mean that particular set of such arrangements that emerges or could have
emerged from unanimous agreement among those who are to be subject to it.
Within this analytic framework several questions naturally arise. What
considerations, for example, would lead us to believe that the optimal
constitution might involve a federalized political structure? To what extent
do these considerations suggest that the advantages of a federal structure
will depend on the simultaneous decentralization of taxing and spending
powers? If the taxing power is to be decentralized, what restrictions if any
should be placed on the tax bases and/or rate structures available to
subnational levels of government? For this general paper, the optimal
constitution approach seems to us appropriate, and so these are the questions
that we shall pursue. For more specific tax discussions that will be under
taken later in this seminar, however, a more narrow focus is doubtless
required and this suggests an appeal to the second strand in the federalism
literature.
This second strand is rather closer to the familiar policy tradition.
Here, the analytic setting is defined by an existing federal structure with
at least some of the institutional attributes to be taken as given:
the
problem is then to 'optimize' (however optimality is precisely defined)
within the constraints set by the existing structure. For example, one
might, in relation to tax matters specifically, ask how taxing powers should
be allocated across political jurisdictions in a setting where the prevailing
(probably non-optimal) allocation of expenditure responsibilities is given.
The same general issues as arise in the 'optimal constitution' approach will
be relevant, but the institutional context will be much more heavily
constrained.
Solutions to all policy problems (including tax issues) will,
almost of necessity, be 'second-best' in this context. For our purposes,
however, such 'second-best' complications are best set aside.
Our argument begins with some preliminary remarks about the theory of
federal structures (Section II). We proceed to develop a theory of taxation
within a federal structure, based on two distinct considerations. One
relates to the properties of majoritarian political processes and depends on
the argument that electoral constraints are likely to generate more efficient
outcomes when there is a close coincidence of: the benefit area of quasi
public goods; the political constituency that chooses the level of public
goods supply; and the tax incidence area. This argument is explored in
Section III. The other consideration relates to the manner in which
jurisdictions that compete for residents (and for taxable capacity) are
constrained by virtue of the ability of individuals to move among
jurisdictions - a possibility that is evident in genuinely federal polities,
but which seems to depend crucially on an appropriate decentralization of
taxing powers. The notion of mobility as a political constraint is explored
in Section IV, and Section V draws together the relevant conclusions.

II.

Setting the Stage

The constitutional approach that we shall use here commits us both to
providing a well-specified model of political processes, and to conducting
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the analysis of federalism with such a model very much central. To do so,
immediately distinguishes our analysis very sharply from more conventional
discussions of public policy issues. Typically, public finance specialists
have formulated policy proposals on the assumption (sometimes implicit) that
one can make recommendations as if political decisions are taken by a
benevolent despot. On this basis, it is taken as given that policy advice
can concern itself with the 'best policy', without regard to political
reality.
We reject the benevolent despot model outright.
If political processes
are such that political agents do hold genuine discretionary power, there is
simply no reason on the face of things to assume that such power will be
exercised benevolently in all or even most cases. The presumption for the
economist ought rather be that political agents will on average behave
essentially as would an individual who held discretionary power in non
political contexts - and in particular as monopolists behave in private
markets.
At the very least, the onus of proof should lie with those who
claim that political agents are likely to be more benevolent (and
spectacularly so) than actors in other contexts.
In the absence of any
compelling argument to the contrary, it seems to us that we are logically
obliged to model human behavior symmetrically in market and political
institutions. Accordingly, if political institutions are such that
discretionary power does reside with the holders of political office, we
shall model those office-holders in conventional homo eeonomicus terms.
It could, of course, be argued that the benevolent despot model is not
to be construed as a descriptive model of politics at all, but rather as an
'as if' device designed to sweep away political complications so as to permit
full focus on strictly 'economic' issues. For such an argument to be
acceptable, however, the presumed 'benevolence' of the workings of political
institutions has to be demonstrated. At some point, the claim that political
institutions work to promote the 'public interest' must be justified.
In
fact, of course, much of modern public choice scholarship has suggested
precisely the opposite conclusion: explicit modelling of the central
elements of Western political institutions has encouraged scepticism about
the normative properties of political outcomes. Except under rather special
circumstances, which we shall explore briefly in Section III, outcomes
emergent under majority rule can be very far from 'benevolent' in their
effects, and there seems little reason to presume the contrary.
The benevolent despot model of politics must therefore be rejected as an
entirely misleading piece of analytic baggage.
Either political outcomes are
taken to be chosen directly (i.e., political processes are genuinely
'despotic') or political outcomes are to be seen as emerging from the complex
interaction of individual agents, acting interdependently within a particular
structure of institutional rules.
In the former case, the assumption of
benevolence has to be rejected on grounds of symmetry with behavioral
assumptions elsewhere in the analytic system.
In the latter case, outcomes
may or may not be benevolent, but the conception of such outcomes being
directly chosen must be removed:
there is simply no alternative but to spell
out the workings of political processes in an explicit way.
Within the discussion that follows, we shall in fact use models of both
sorts.
In Section III, we shall offer one of the simpler 'demand-side'
models of political process, in which political agents are taken to be fully
constrained by the forces of electoral competition under majority rule.
In
Section IV we shall alternatively assume that political agents do possess
discretionary power which they are able to exploit for their own ends.
Needless to say, the sort of justification one might give for a federal
structure of government will tend to differ according to which political
model one believes appropriate. And the tax implications of these various
justifications will tend to differ also. Our objective here will be to spell
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out in each case:
the defense of federalism that is involved; the extent to
which decentralization of tax powers is crucial to that defense; and the
nature of the assignment of taxes to subnational governments that is
entailed.
There are, in the literature, a variety of arguments that might be
construed as defenses of a federal polity.
It is not possible here, nor
entirely relevant, to set these out in any detail, but we can mention them
in order to set our subsequent discussion in some perspective.
(The list
does not necessarily purport to be complete.)
1.
There is the Tiebout argument (1956, pp. 416-24) that the
free movement of individuals among jurisdictions 'reveals
preferences' over public goods in the same way that an
individual's choice between commodities on the supermarket shelf
reveals preferences over commodities. However, there can be no
general presumption that free movement in the presence of
congestible public goods will be efficiency generating (see
Buchanan and Goetz, 1972, pp. 25-44). This argument for
federalism is therefore highly suspect.
2.
There is a related but distinct argument that the free
movement of individuals among jurisdictions constrains the
behavior of local government managers to supply those commodities
that citizens want. This is the supply response dimension of the
shopping trip analogy, which Tiebout does not discuss. We shall
explore this argument in Section IV along the lines of Chapter 9
of our book (Brennan and Buchanan, 1980).
3.
There is the argument that a federal polity permits local
public goods supply to vary in response to differences in
preferences for those goods among subnational jurisdictions. This
line of reasoning presupposes that national-level governments will
not, or cannot, vary levels of service in different subnational
regions according to demand. This is an argument some elements of
which we explore in Section III.
4.
It will be noted that we have not referred to any argument
based solely on the spatial properties of public goods as is, for
example, basic to Breton's early work (1965).
Properly
construed, such arguments are to be interpreted as offering
reasons why certain goods should not be provided by subnational
governments, but cannot in themselves (and independently of the
arguments listed above) establish a case for any political
devolution to subnational governments.
With this by way of setting the stage, we turn to the specific analysis of
the third argument listed above - and then to a more detailed treatment of
the second.

III.

Federalism and the Median Voter

It is well known that, if preferences over the objects of political
choice are single-peaked, electoral competition between two candidates/
parties under simple majority rule will force each to adopt the outcome
preferred by the median voter, given that candidates seek to maximize the
probability of being elected and that citizens vote their preferences.^
It is also well known that the requirement that preferences be single-peaked
is extremely restrictive. We can, however, specify a set of conditions
sufficient to generate single-peakedness:
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(a)

that the election be to determine the level of supply of a
single public good G (or a basket of goods in which the
proportions of each good in the basket is fixed and the
distribution of consumption units across citizens is
exogenously given); and

(b)

that the tax system specify a set of determinate cost-sharing
arrangements which are independent of individuals' revealed
preferences for the public good.

These assumptions are sufficient to ensure that each voter i has a unique
preferred level of G, G-, and that his utility declines as the actual level
of G departs from G. (though not necessarily symmetrically). The outcome
that emerges from electoral competition between the two parties will be the
median value G^ of the G^'s.
In general, that outcome will not be optimal:
there will in principle
exist a set of multilateral trades that would result in a different level of
G, with all individuals being better off. But there may be some presumption
that provided the tax system is not too far from proportionality, the median
voter outcome will not diverge too far from optimality. To restrict the
model, let us assume that elasticities of demand for G are the same for all
individuals and that the distribution of the G^'s is symmetric.
In this
case G m will indeed be optimal.
We now seek to treat the matter of political decentralization in the
context of this model. To do so, consider the situation in which a
jurisdiction is to provide a good which is not 'public' for the entire
jurisdiction. To simplify, suppose, first, that voters are spread equally
across the jurisdictional area, and second, that the good is entirely public
within an area equal to one third of the jurisdiction and, beyond that area
limit, generates no benefit at all.
Suppose that the jurisdiction can be
divided into exactly three such benefit areas.^ In this setting, what
would electoral competition under majority rule generate if:
(i)

political decision making is organized in such a way that
each benefit area is assigned power to tax and spend on the
good in question?

(ii) if political decision making is retained at the
jurisdictional level?
In order to focus on the particular defense of federalism that we have in
mind it is useful to abstract entirely from the possibility of mobility. We
therefore assume that individuals' locations are fixed - no movement, either
in response to fiscal differences or otherwise, occurs. On this basis, we
address our two questions.
In the former case, since the good is genuinely
public within the benefit area the basic requirements for single-peakedness
are met.
In each of the three benefit areas the outcome will involve the
provision of the median voter's preferred level of output. We denote these
levels G^ , G^ and G^.
In the latter case, however, the outcome must generally be different:
there is no political advantage to simulating the outcome that would emerge
under a genuinely 'federal' structure. On the contrary, an outcome that taxes
all citizens identically in order to raise the same aggregate revenue but
provides the service in only two of the three benefit areas will defeat an
outcome in which the levels G ^ , G ^ aru* ^3 prevail in the relevant areas.
In fact, once the jurisdictional government has the power to vary expenditure
levels as between sub-jurisdictions, citizens' preferences are no longer
'single-peaked':
the situation is essentially analogous to familiar threevoter examples in which cycling obtains and equilibria are unstable.
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As woeful tales from McKelvey (1976) and others remind us, in such a
world any outcome is possible. Let us, for example, depict the value of
levels of public expenditure to each sub-jurisdiction in monetary terms,
keeping aggregate tax revenues constant. We can then depict each policy
outcome as a pay-off triplet (a,b,c) where a is the value to citizens in
jurisdiction 1 etc. Then consider the sequence of policies:
I
II
III
IV

(90, 100, 110)
(120, 120, 0)
(0, 140, 20)
(20, 0, 40)

Suppose I is the outcome when a single uniform level of G is provided across
all three sub-jurisdictions.
Clearly, policy II defeats I under majority
rule. But also, policy III defeats II, IV defeats III (and so on). This
means not only that a sort of random walk through policy space is logically
possible in this setting.
It also means that there are profits to be made
from entrepreneurship in the political arena - from 'strategic agenda
setting' , in which the agenda-setter secures for himself profits in
manipulating what policies are to be offered.
This is not, of course, a full description of the workings of
majoritarian political processes.
But it does remind us that there are good
reasons for rules of uniform provision of goods that are less than fully
public. In the federal context, for example, the observation is often made
that central governments tend to be inadequately 'sensitive' to variations in
demand for local public goods at subnational levels, a lack of sensitivity
for which 'constitutional rigidities' are occasionally blamed (see for
example, Head, 1973). This discussion reminds us that there may be excellent
reasons for such 'constitutional rigidities'. They hold at bay the worst
features of unfettered majoritarianism:
they enable majority rule to
generate outcomes that, though not perfect, are more or less within tolerable
bounds.
The major conclusion for our purposes here is that, when a political unit
provides quasi-public goods the benefits of which extend over some geographic
or population area smaller than that of the inclusive political unit, the
benefits of such quasi-public goods must be spread over the political unit in
proportions that are fixed (i.e., not subject to political determination), if
major problems in the operation of majoritarian politics are to be avoided.
This will often involve uniformity of benefit (i.e., the requirement that all
sub-jurisdictions be treated identically with respect to service provision),
though it need not.^ It certainly precludes any variation in provision of
service according to the expressed demand of the various sub-jurisdictions.
Accordingly, if the relevant expenditure/taxing powers are assigned to
a political jurisdiction that is significantly larger than the benefit area
of that expenditure, uniformity of service provision across the jurisdiction
may well be the best that can be expected.
Such uniformity will necessarily
have to be constitutionally imposed:
if the allocation of service is subject
to political control, there will be substantial political pressure for
grossly inefficient outcomes.
Improvements on uniformity of provision across sub-jurisdictions can be
secured only by genuine political decentralization - by the assignment of the
relevant expenditure/taxing decisions to the sub-jurisdictional level along
with the application of conventional political decision-making apparatus.
Having said this, we should make clear that we are not claiming here that the
decentralized outcome is necessarily superior to the single jurisdiction
outcome in which each citizen receives the same level of public goods supply
G^, where G^ is the level of G demanded by the median voter for the whole
jurisdiction. A simple example may illustrate the difficulty here.
Suppose
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there are nine individuals in the jurisdiction, and that under the given tax
arrangements their desired levels of expenditure on G, measured in hundreds
of dollars say, are in rank ordering [1, 2, 3, 4, 5, 6, 7, 8, 9J. The median
level of demand is 5. Under the assumption of identical elasticities of
demand for G, this level is optimal for the community.
Now, there clearly
exists some partitions of the demanders that would leave all individuals no
worse off. If the partitioning happened to be [1, 2, 3]; [4, 5, 6]; [7, 8,
9] for example, the median level of provision in the benefit areas would be
2, 5 and 8, and all voters would receive a level of service at least as close
to their desired level (and for all voters except 4, 5 and 6, closer).
However, other partitionings are possible. For example, the voters may
happen to be lined up in the three benefit areas in the following way:
[1,
2, 9]; [3, 7, 8]; [4, 5, 6]. In this case, voters 3 and 9 are made worse
off. Moreover, using conventional measures of consumer surplus, the losses
endured by those voters exceed the gains enjoyed by the others.
For, the
aggregate consumer surplus loss in each case (as compared with the situation
in which each obtains his desired level of G) is measured as:
W = ifrilqj; - q]2
l

where

D

is the level of G most preferred by individual i
q

and r|

is the actual level
is the (common) elasticity of demand.

The total 'loss' in the single government case is 30r)- in the particular
partitioning given, it is 34.5r). A simple cost-benefit type calculation
would suggest that the partitioning is undesirable.
Of course, this example presupposes no moving in response to differences
in the supply of public goods. And it in no way purports to be general.
It
simply alerts us to the fact that taking account of regional differences in
demand is not a priori desirable.
In those cases where it is deemed
desirable, however, it can only be secured by a genuine political
decentralization:
under majority rule, a purely administrative
decentralization will not generate the desired results.
It should be clear that, whatever case for a federal polity emerges from
this argument, it depends crucially on the simultaneous decentralization of
tax and spending powers.
If taxes are levied centrally then expenditure
decisions are effectively taken centrally also.
In this simple one-public
good model, the only decision variable is the level of public goods supply
and unless the taxing and expenditure level decisions are directly attached
then the polity that determines the level of taxes and the division of tax
revenues determines everything.
Suppose, however, that the taxing powers are divided.
Suppose that both
the central and sub-jurisdictional levels have some power to tax, that the
central level makes grants to the lower level which are supplemented by taxes
collected at the lower level.
Such an arrangement is not uncommon, and is
often justified on the grounds that there are economies of scale in tax
collection.
Clearly, if the division of centrally collected revenues is
subject to political determination (i.e., median voter majoritarianism) at
the central level, all the problems we have adverted to remain.
If, on the
other hand, there is an exogenous (let us say uniform) division, then the
grant received by each sub-jurisdiction becomes given to that sub
jurisdiction:
it can then supplement revenues, if it chooses, from own
sources.
There is, however, a problem with this arrangement. Unless the central
and sub-jurisdictional taxes have the same incidence, individuals will vote
at each level of government with an eye to both the aggregate level of G and
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the tax mix.
Because there are now effectively two parameters to be decided,
and not one, single-peakedness in preferences becomes highly unlikely. The
problems of cycling re-emerge.^
We should note, finally, that the specific tax arrangements assumed here
presuppose that taxes fall strictly on the residents of the jurisdiction that
levies them. Given the absence of spillovers between benefit areas, that
arrangement seems to be the one most likely to promote efficient outcomes.
If taxes are exported, the median voter within each benefit area will tend
to demand an excessive level of public goods supply. On the other hand, if
the benefits of the public good provided at the sub-jurisdictional level
spill over onto neighboring areas, some export of taxes may be desirable since otherwise there may be a tendency for the median voter to demand too
little. One cannot, therefore, conclude that tax exporting is presumptively
bad: whether it is or not depends on the relative export of taxes and
benefits, and perhaps also on whether there is any reason otherwise to expect
that the median voter outcome will be inefficiently large or small.
Let us summarize. The simple median voter model we have explored here
suggests several propositions:

IV.

(a)

If regional variation in public goods supply is to emerge in
such a way that it reflects regional differences in
preferences, that variation must be achieved via genuine
political decentralization. Appropriate administrative
decentralization from a higher level government cannot be
expected:
it will not emerge from electoral competition
under majority rule.

(b)

If jurisdictions are to be assigned responsibility for
provision of public goods for which the benefit area is
significantly less than jurisdiction area, uniformity of
provision across the jurisdiction may be the best that can be
achieved and will in general emerge only if there are
explicit constitutional rules requiring uniformity.^

(c)

Any political decentralization must involve the
decentralization of taxing as well as expenditure powers.
Lodging the taxing power at higher level governments, with
grants to lower levels, severs the crucial tax/expenditure
connection and the advantages of decentralization are
significantly impaired.

(d)

There is some presumption that the taxes so delegated should
be borne by the citizens of the levying jurisdiction in the
same proportions as the benefits of the public goods supplied
are enjoyed by those citizens. Only if there is no benefit
spillover is the export of taxes entirely undesirable.

The Non-Benevolent Despot and Mobility as a Constraint

In this section of the paper, we shall examine an alternative argument
for federalism, and something of what that argument implies for taxing
arrangements. The argument in question is that mobility of citizens
constrains the behavior of political agents - that increasing the exit
options of the citizenry, as a federal system does, serves to set bounds on
the exploitative power of intrinsically coercive states, complementing those
embodied in electoral processes. We are interested here not in the question
as to the efficiency of free mobility of consumer/taxpayers among alternative
but essentially passive jurisdictions (which is the focus of Tiebout's
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original article (1956, pp. 416-24), and which appears to be greatly
overstated) but rather in the implications of such mobility for the behavior
of political decision makers. That is, we focus not on the analog to the
consumer's choice on a shopping spree, but rather on the analog to
competition between shops.
In exploring the effectiveness of such constraints, it is analytically
useful to assume away the presence of other possible constraints, including
specifically electoral ones. Accordingly, we shall take it that political
decision makers possess discretionary power and will, if unconstrained, use
this power for their own ends. We are aware that this latter aspect of the
political model is rather controversial, and it is tempting here to offer
some defense of it. However, we have done this on a number of occasions
elsewhere and shall content ourselves with the observation that the political
model we shall use is a precise analog to the model of the monopoly firm, and
that we believe it can be justified on the grounds of simplicity and
familiarity, as well as on grounds of analytic propriety and empirical
relevance.
The political model we use is that of the utility-maximizing despot.
Because this despot is unconstrained by electoral and other internal
political procedures, public revenues become effectively his own personal
property, and utility-maximization therefore subsumes the maximization of
revenues from available tax sources.
Such tax sources are, in this model,
assumed to be assigned quasi-constitutionally by some independent body. The
tax structure, and the federal structure of government, are both parameters
of the political system therefore, which can be designed so as to secure
maximally desirable outcomes for the citizens.
Our discussion of federalism in the context of this political model (and
the justification for that model) follows closely our discussion in our book
(Brennan and Buchanan, 1980). Here, it is perhaps sufficient to sketch the
central elements of the model in a fairly heuristic way, and direct attention
to the tax implications which are of more direct interest here.
Rather than attempt to set out the model formally it may be useful to
appeal to a simple analogy. Consider a city composed of 'housing
communities', such that any individual must reside in one of these
communities. The 'community' in each case provides a variety of services to
the residents, including streets, street lighting, parks, playgrounds,
swimming pools and so on. Such communities are private profit-making
concerns, established and administered by private firms. The larger the
number of such communities, the more competitive they will be. In the
completely competitive case, each community will earn a normal rate of return
and community 'managers' will be constrained to provide the services that
residents and/or potential residents desire.
In what way does the resultant equilibrium differ from that which might
be expected to arise under a regime of competitive local governments? All
that is required to make the analogy complete is the assumption that those
local governments are profit-maximizers, who can charge resident-citizens
fees for service in the form of taxes, and who attempt to attract residentcitizens to their own jurisdictions in order to secure the maximum profit
available. The totally competitive equilibrium in a world of zero moving
costs will involve an outcome in which the marginal tax dollar collected will
equal the aggregate marginal benefits received from public services, and in
which all communities are of optimal size.
Contrast this outcome with that in which there is a single firm providing
community services for the city, and where there are very substantial costs
in moving from that city to any other.
In such a case, conventional theory
would indicate that the firm will charge entrance and membership fees to
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maximize its net profit. Since, however, choice of location is an all-ornothing choice, the firm in question will not have any incentive to reduce
services below the level demanded by members of his community.
If an
additional dollar spent on services increases the total benefit derived by
community members from being a resident, then an increase in service level
together with an equal increase in fees will increase the attractiveness of
that location to existing and potential residents. This local monopolist
can, therefore, increase the public goods supply to the efficient level and
at the same time raise fees by an appropriately large amount without
diminishing the number of consumer-residents in his jurisdiction. The
profit-maximizing strategy for the local monopolist is therefore to provide
the optimal level of public goods supply (in the conventional sense that the
aggregate marginal benefit equals marginal cost for that community) but to
charge a price for membership that lies above cost and that effectively
appropriates to the firm the net locational rent which each consumer-resident
derives.
From the point of view of citizen-consumers, a more competitive regime
of community service suppliers is clearly to be preferred, aeteris paribus.
For this reason, citizens can be expected to prefer a more highly federalized
system of provision of services, and seem likely to do so even where that
more highly federalized order involves some cost (e.g., forgoing some
potential efficiency from a more 'public' technology).
What this line of
reasoning provides, then, is an unambiguous positive case for a federal
polity - something which neither the spatial public goods model, nor the
standard Tiebout model, nor the earlier median voter model seem to be able
quite to do. Furthermore, it provides some analytic base for an assertion
widespread in some political science circles, that lower level governments
are 'more responsive' to voter-citizens than higher level governments are.
It is also worth emphasizing that although our analogy with the monopoly
supplier of community services depends on the complete absence of any
additional political constraints (such as electoral ones), this is not
necessary for our defense of a federal order. All that is necessary is that
electoral constraints are not fully binding - that electoral competition does
not drive political surplus to zero - and that those who possess
discretionary political power cannot be presumed to exercise that power
invariably in the interests of the governed.
To what extent, however, does the construction of our argument depend on
the analytic assumptions that there are no benefit or tax spillovers between
jurisdictions? Or, more particularly, in what ways would the presence of
such spillovers influence the argument? We shall deal with the benefit side
briefly first, and then turn to the tax side.
Clearly, if benefit spillovers exist, individuals can exit from a
jurisdiction without totally relinquishing the consumption benefits of public
goods provided within that jurisdiction:
residence in a zero-tax
jurisdiction nearby would provide some public benefits. This increases the
severity of the constraint on political surplus, but it also implies that
public supply within the jurisdiction will be suboptimal.
In the limiting
case, where all public goods are of the pure Samuelsonian type (benefits are
provided equally and totally to all individuals within the national
boundaries) all individuals will have an incentive to depart from any polity
that provides public goods at all. This is precisely the case in which
centralized provision would be appropriate.
In less extreme cases, however,
spillovers between jurisdictions do not destroy the case for some degree of
political decentralization.
/i

What of the 'tax spillovers' that are of more immediate interest here?
Consider first the limiting case in which an individual's tax burden is
essentially independent of the jurisdiction in which he resides, and by which
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the public services he consumes are supplied.
In this case, mobility will
in no way influence the jurisdiction's total tax take:
a revenue-maximizing
jurisdiction will not be constrained by the prospect of citizens' moving
away. Taxes will be the same as those imposed by a single central despotic
regime. There will be no requirement to provide the services citizens
desire, because exit does not reduce profit.
How relevant is this 'limiting case'? Clearly most conventional taxes
take no explicit account of the place of residence of the ultimate taxpayer.
However, the pattern of transactions within a geographic area tends to be
such that most transactions will be between members of that area - transport
ation costs (of both goods and persons) tend to ensure this. The larger the
geographic area involved the more this tends to be the case. Accordingly,
one might presume that taxes on transactions within a jurisdiction levied by
the jurisdictional government will mainly be borne by citizens of the
jurisdiction, who enjoy the benefits of local public services.
However, such a presumption should not be made too lightly. Most
subnational jurisdictions (and for that matter many national ones) are highly
open. Where producers (or consumers) within the jurisdiction have any market
power at all vis-a-vis the consumers (or producers) of other jurisdictions
- as is most conspicuously the case in the instance of rare natural resources
- taxes imposed by the jurisdiction will be borne by non-residents, and the
relevance of mobility constraints will be minimized.
Such facts have two implications. The first relates to tax assignment.
Some taxes (such as local income or consumption taxes) seem likely to be
borne mainly by resident-citizens of the jurisdiction levying them, and are
superior as local tax instruments from a 'fiscal constitution' viewpoint to
those taxes which are borne substantially independently of place of
residence. The second implication relates to appropriate jurisdictional
size.
If larger jurisdictions are more 'closed' in the sense that taxes
imposed within those larger jurisdictions tend to be borne by individuals
within the jurisdiction, then the relevance of mobility constraints and
inter-jurisdictional competition may be greater between somewhat larger
jurisdictions than somewhat smaller ones. In that sense, the spatial
properties of taxes may represent an important analytical ingredient in the
determination of 'optimal' jurisdictional size, no less significant than the
spatial properties of public goods.
One final point needs to be raised.
It is clear that to the extent that
inter-jurisdictional mobility does constrain the political surplus that
jurisdictional governments can secure from their citizens, those
jurisdictional governments will have strong incentives to form a cartelized
arrangement in which each agrees to levy the same taxes as all the others.
Because of familiar difficulties in enforcing cartel agreements among
participants, however, one would not expect such incentives to be
particularly productive, unless the number of jurisdictions is extremely
small. However, in the federalism context a cheap form of enforcement is
available.
Jurisdictions can cede their powers to tax to a higher level of
government in return for an appropriate share in the total revenue:
the
whole intergovernmental grant/revenue-sharing structure can then be treated
as a means of sharing the profits from political cartelization.
If some residual power to tax lies with jurisdictional government,
however, or if grants are allocated on a per head basis, then each
jurisdiction will still prefer to have more citizen-taxpayers rather than
fewer.
Inter-jurisdictional competition will still prevail, but it will no
longer take the predominant form of tax competition.
Rather, jurisdictions
will compete via the expenditure package provided to citizens. This
expenditure package will be constrained to reflect the preferences of
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(potential and actual) residents, but will be grossly over-expanded
reflecting the higher aggregate level of taxes that prevails in the absence
of tax-side competition. There is a clear analogy here to non-price
competition that arises when firms secure a cartel arrangement with respect
to price only. And as in that case, the prime beneficiaries of the cartel
turn out to be the specific factors in the production of the public goods
provided. This may include the local political establishment in part, but
seems likely to spread the benefits more broadly within the bureaucracy and
among state employees, more generally.

V.

Summary and Conclusions

In this paper, we have attempted to explore several arguments for a
federal polity in the context of explicit models of political process and
with an eye to the tax implications of such arguments.
In particular, we
have been interested to investigate the manner in which any argument for
decentralization depends for its coherence on the simultaneous
decentralization of taxing and spending powers.
In a simple median voter model, for example, the argument can be made
that the benefit area of a public good and the political jurisdiction charged
with the responsibility of providing it should be coincident:
otherwise,
either majoritarianism will tend to breed regional faction (with inefficient
outcomes for all) or public goods will have to be provided uniformly across
all benefit areas with the prospects for regional variation set aside.
Although the efficiency case for providing for such regional variation is not
necessarily compelling, where decentralization is desirable, both tax and
spending powers must be delegated.
In an alternative model, in which discretionary power is taken to rest
with political agents in the institutional order, an alternative argument can
be made for a federal system - that it allows for greater mobility of the
citizenry and thereby constrains political agents to provide outcomes more in
accord with those citizens desire. Again, in this case, decentralization of
taxing as well as spending powers is crucial.
In general, the recommendations as to which taxes should be used at lower
levels of government tend to follow conventional nostrums:
taxes should be
such that they fall to the greatest extent possible on the citizens of the
levying authority. Where our thrust is substantially different from the
conventional one, is in the provision of a positive case for a federal
political order, and in the tendency of the analytics to indicate opposition
to revenue-sharing arrangements of all types.
Whether the particular models that we have here presented are regarded
as being sufficient to justify our general claims must remain a little
doubtful. As our title indicates, our 'theory' is only preliminary.
But we
remain convinced that in dealing with federalism and with taxation in a
federal system (as with public policy generally), an explicit model of
political institutions is obligatory. Without some specification of the
process by which public decisions are made, no tax theory for federations can
be complete and no compelling policy recommendations can be drawn.
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NOTES

The authors are Professor, Department of Economics, The Faculties,
Australian National University, Canberra, Australia and Professor, Center
for Study of Public Choice, George Mason University, Fairfax, Virginia,
U.S.A. respectively; formerly Center for Study of Public Choice, Virginia
Polytechnic Institute and State University, Blacksburg, Virginia, U.S.A.
Conference participants, and in particular Charles E. McLure Jr, are
thanked for useful comments.
Neither of these assumptions is unexceptionable, but we shall set aside
such difficulties here.
This implies some restrictions on the shape of the jurisdiction which
we cheerfully make for the purposes of the argument.
Uniformity in provision will tend to minimize the expected welfare
loss, if the alternative is service provision that is randomly related
to benefit-area demand. This proposition depends on the fact that
aggregate welfare loss is a convex function of quantity distortion (that
is, of the difference between equilibrium and optimal quantities of G).
A somewhat analogous difficulty occurs if the sub-jurisdiction desires
less of the public good than would emerge under the grant, unless the
sub-jurisdiction is obliged to return the funds to its citizens in
precisely the same amounts as taxpayers pay in jurisdictional taxes.
Funds cannot, for example, be returned on a per capita basis, without
raising the prospects of multi-peakedness.
If uniformity emerges naturally, it may be for reasons indicated in
Tullock (1981, pp. 189-202) and will be inefficient for the reasons
indicated there.
We are grateful to Charles E. McLure Jr, for some helpful criticism of
our treatment of this question in an earlier draft.
And was suggested to us by Dieter Bös in the conference discussion.
Arrangements are sometimes made to avoid competition between
jurisdictions in the form of tax incentives for new business - the stated
presumption being that such competition is at best zero-sum, and probably
negative-sum. Our presumption is, on the contrary, that such competition
is in fact efficiency-enhancing, although hardly in the perceived
interests of the local fiscal agencies.
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NORMATIVE TAX THEORY FOR A FEDERAL POLITY:
SOME PUBLIC CHOICE PRELIMINARIES
Commentary
by
Carl S. Shoup*

'Typically, public finance specialists have formulated policy proposals
on the assumption ... that one can make recommendations as if political
decisions are taken by a benevolent despot', say Brennan and Buchanan (BB).
This will come as news to many of those who have worked with or on
commissions or informal groups occupied with the task of formulating
suggestions for change in a given state or local tax system, and who have had
to spend much time and effort designing a system that would be reasonably
acceptable to a number of conflicting interests - social, industrial, and
political.
It would be difficult to find a commission report in this field
that was written 'without regard to political reality', or, for that matter,
a textbook treatment. The whole tenor of most studies in this field is
precisely what BB urge:
that one cannot trust benevolence to be ever active.
To this extent, therefore, the BB dismissal of the benevolent despot model
does not get us very far.
On the other hand, they are surely correct in urging that more attention
be paid to the political mechanics, to the ways in which the conflicting
interests attain, each to a limited degree, their particular ends. Their
analysis, in Section III, of the two-party, majority-rule case, is
correspondingly helpful. The need for local-area taxes is made clear, not
because of the taxes alone, of course, but in combination with the patterns
of preferences for and the extent of service benefits.
In the course of
their analysis, BB remind us of some things that are easily overlooked, e.g.,
that some export of taxes in certain circumstances may be desirable from a
general point of view.
Section IV, dealing with the non-benevolent despot, and with mobility as
a restraint on his power, is an engaging analytical exercise, but has little
or no explanatory power for things as they are, at least in this country,
where the despots come up regularly for re-election and hence are exposed to
a sort of competition. Grounds of 'simplicity and familiarity' are scarcely
enough to justify using this model, which may be questioned as to what BB
describe as its 'analytic propriety and empirical relevance'.
The dubious
conclusions that this model can reach are exemplified by the interpretation
of 'the whole intergovernmental grant/revenue-sharing structure' as 'a means
of sharing the profits from political cartelization'.
It is not, of course,
in this gentlemanly (if sinister) way that each state's and local unit's
share in this or that grant is in fact decided.
In a sense, all this is by the way; BB's chief assertion remains valid:
'Without some specification of the process by which public decisions are
made, no tax theory for federations can be complete...'.

NOTE

The author is Emeritus Professor of Economics, Columbia University,
New York, U.S.A.
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NORMATIVE TAX THEORY FOR A FEDERAL POLITY:
SOME PUBLIC CHOICE PRELIMINARIES
Commentary
by
Daniel L. Rubinfeld*

The Brennan-Buchanan paper (hereafter BB) is a stimulating and
challenging paper in the tradition of earlier work in the area of public
choice by both authors, individually and in collaboration.
BB argue
forcefully and persuasively that an accurate perspective on taxation and
federalism cannot be had without some positive specification of the public
choice mechanism - the process by which public decisions are made. The
authors' paper raises interesting questions and invites - in fact, almost
entices - the reader to speculate as to what the answers to those questions
might be. In the comments that follow I will take the authors' lead in
examining some of those questions.
BB point out a 'weakness' in classical normative tax theory. Classical
theory tells us something about 'what' ought to be done, but little, if
anything, about 'who' ought to do it. That is not a surprising outcome,
since normative theory usually presupposes a first-best world in which
individual behavior does not constrain the ability of the government to
achieve a social optimum.
BB argue that the classical view of the world has
its limits.
If individual bureaucrats behave in their own self-interest, or
if the voting mechanism is majority rule, a first-best outcome cannot
necessarily be achieved. They propose the reasonable second-best 'normative'
analysis (although they do not describe it that way), which optimizes,
conditional upon the self-aggrandizing behavior of bureaucrats and the whims
of the voting process.
In the complex world of BB the appropriate norms for taxation in a
federalist system are difficult to develop. The reason, broadly speaking,
is that no allocation of tax responsibility will necessarily be first-best,
and a comparison of second-best allocations is a tricky business. Any hope
of coming to a definitive conclusion rests on an accurate and careful
description of a model of federalism which explicitly frames not only the
behavior of the greedy bureaucrats, but also the nature of the checks and
balances which have some chance of keeping the bureaucrats in line. The
authors opt to leave the modelling for further research - a reasonable
strategy at this point, given the difficult nature of the task ahead.
On to some of the specific questions raised by BB. First, and foremost,
is the question whether an alternative to the Tiebout model of local
government competition is necessary, indeed vital, to the accurate under
standing of the federalism issue. BB argue quite strongly that the Tiebout
approach has been over-used, and that a monopoly counterpart is needed.
I
agree quite heartily with their general comments, but have a good deal of
trouble with the specifics. There is no doubt that the Tiebout model has
received a great deal, perhaps too much attention in the local public
economics literature. This should not be surprising, of course, given the
model's analytic tractability. However, the Tiebout model is not analogous
to the competitive model, and in my view the monopoly model in its raw form
is not the appropriate countermodel which needs to be developed. A brief
dicusssion of both of these points might be insightful.
First, the Tiebout model approaches the free-entry, long-run equilibrium
assumptions of the competitive model only in a world in which the number of
communities as well as the supply of housing is in perfectly elastic supply.
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In a world with fixed communities, entry is limited and rents can accrue to
monopolists and others.
(This is capitalization in a somewhat disguised
form.) The competitive analogy no longer holds in the limited entry world,
although the Tiebout model is still worthy of close study.
Second, the
classic monopoly model assumes an objective of profit maximization with the
monopolist controlling entry into the market. But bureaucrats are not quite
so single-minded as monopolists; even in the BB world they must
simultaneously take into account the benefits they receive from additional
tax revenues in their role as suppliers of public goods and the benefits they
get from public spending (and the taxes they pay) as demanders of the public
good. As suppliers of public goods they may well want an increased budget,
but as demanders their interests can go in the opposite direction. This
conflict of objectives is correctly raised by the authors, but we are not
told much about where it might lead us. Further work in this area could
prove to be quite fruitful, especially if the public choice mechanism (voting
or otherwise) is explicitly incorporated into the analysis as the authors
suggest. However, I do not think that the monopoly analogy taken literally
is either appropriate or constructive.
With this methodological background let me go on to briefly reconsider
some of the BB arguments for the assignment of taxes. First BB suggest an
interesting argument for decentralization of taxing powers.
If benefits of a
public good are not provided equally across space, taxation at the larger
jurisdiction level can lead to inefficiency in a majority rule world. The
solution is either to move the taxing power to the level of the smaller units
or to require uniformity of provision at the larger level.
In the extreme
BB provide a powerful argument for decentralization:
by limiting the
possibilities for agenda-setting and other majoritarian political problems,
small homogeneous units of government can eliminate 'political externalities'
so that every individual gets to consume what he or she wants.
This argument has little to do, of course, with the tax system, which is
what leaves the BB argument somewhat unsatisfying.
Why not require, for
example, that the larger level of government levy Lindahl taxes, in which
case (intra-jurisdictional) efficiency can be obtained without
decentralization. What about the possibility of vote trading, logrolling or
other forms of side payments among individuals within the larger
jurisdiction? Migration and capitalization might also be efficiency
generating, or at least limit the ability of the majoritarian process to
create inefficiencies.
Is there a role for taxation at a higher level of government or an
argument for grants from a higher to a lower level? The BB case presented
in this paper is limited, since the authors pay little attention to the two
usual arguments for centralization - the internalization of externalities and
the ability to redistribute income. Grants are seen, for example, to cause
potential distortions, since local governments may perceive that they can
influence the amount of grants by changing tax decisions at the federal
level. This point is troubling and potentially important.
But it is not
supported simply by the fact that grant programs are substantial in
magnitude.
Large grants, involving substantial redistribution, can have
marginal incentive effects of the kind BB have in mind, but they need not.
What then is to limit the decentralization of taxing powers in the BB
world? One argument relates to the possibility of tax exporting and benefit
spillovers.
In this case one cannot be' sure that decentralization will be
efficient, or inefficient for that matter. Another possibility is the
incentive that local governments would have to cartelize their taxing and
spending arrangements so as to avoid the rent losses associated with
competition.
In such a world, it is no longer obvious where the appropriate
taxing powers ought to be placed.
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In the end I cannot help being driven within the BB approach toward the
view that decentralization is the best policy. However, the more that I
think about it, it becomes clear that the conclusions follow primarily from
the authors' perspectives concerning the provision of public goods and not
from their view of the tax system. Where this all leaves us in the end, I
hesitate to guess. But I commend the authors for doing much to stimulate our
thinking on the matter.

NOTE

The author is Professor of Law and Economics, Law School, University of
California - Berkeley; formerly University of Michigan Law School, Ann
Arbor, U.S.A.
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4

TAX EFFECTIVENESS AND TAX EQUITY IN FEDERAL COUNTRIES
Russell Mathews

I.

*

Introduction

The ideas of economists about equity in taxation are usually heavily
dependent on an implicit assumption that people pay the taxes they are
intended to pay. This is not to say that there is no recognition of the
fact that tax yields may be eroded by tax avoidance, defined as action to
reduce tax liabilities within the law, or tax evasion, defined as fraudulent
underpayment of taxes; or that different taxes and different taxpayers may
be affected by avoidance and evasion in varying degrees.^ However,
avoidance and evasion are generally seen as relatively minor aberrations
from a normal situation of taxpayer compliance. The formulation of
taxation policy is therefore based on a further assumption that equity and
other objectives can be met by designing appropriate nominal rate
structures and adopting appropriate nominal revenue bases. To the extent
that tax avoidance and tax evasion are known to occur, the problem is seen
merely as an administrative one of policing legislation and closing
loopholes, rather than as a key element in the formulation of taxation
policy and the design of tax systems.
It is a principal purpose of this paper to suggest that tax avoidance
and tax evasion, far from being minor aberrations, are themselves the norm
of tax practice, and that if this is not accepted there is no possibility
of achieving equity and other objectives of taxation policy.
It is argued
that it should be taken for granted that the normal behavioural response of
all persons and firms will be to practise tax avoidance to the extent that
there are incentives and opportunities for them to do so; and that in
addition many will seek to evade their tax liabilities to the maximum
extent possible.
It follows, first, that some classes of taxation can be
avoided or evaded more easily than others; second, that the forms in which
particular classes of taxes are imposed and the arrangements made for their
collection have a major bearing on the extent of avoidance and evasion, so
that questions of rate levels, rate structure, definition of the revenue
base and assessment procedures must be considered in relation to their
actual as opposed to their intended revenue effects; and, third, that for
given classes and forms of taxation some taxpayers have much greater
opportunities to practise tax avoidance and evasion than others.
It
follows that governments, in formulating taxation policy and designing tax
systems, should be concerned with the equity and other effects which are
actually achieved and not with the effects which they intended to achieve.
This paper will concentrate on equity aspects of tax avoidance and
evasion.
It should be noted, however, that these activities also result in
significant losses in economic efficiency, for example by inducing shifts
from taxed to untaxed forms of economic activity, encouraging individual
taxpayers to substitute tax minimisation for productive activities, and
stimulating the growth of a parasitic tax avoidance industry which employs
scarce professional talents on wholly unproductive and anti-social work.

II.

Tax Effectiveness

The extent to which the nominal or potential revenue effects of a
particular tax are achieved in practice may be described as the
effectiveness of the tax. In principle at least, tax effectiveness may
then be measured by reference to differences between effective or actual
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revenue collections and nominal or potential collections, where the
differences are due to tax avoidance and evasion.
The concept of tax effectiveness has been neglected both in the
economic literature and in the formulation of taxation arrangements in
Western countries. This neglect of tax effectiveness has both contributed
vitally to the need for tax reform and been a major factor inhibiting
reform. This is because it has helped to perpetuate a number of myths
about equity aspects of taxation. These include the notions that:
(a) the adoption of a comprehensive or global tax base, such as
personal income, necessarily makes it easier to meet the equity goals of
taxation than is possible if the tax system is fragmented among a number
of different kinds of taxes;
(b) income taxes are necessarily more successful in achieving
horizontal and vertical equity than taxes on goods and services;
(c) taxes imposed at uniform rates on the consumption of goods and
services are necessarily more regressive than taxes imposed at
differentiated rates on personal income according to levels of income;
(d) progressive rate structures necessarily imply that rich taxpayers
pay a higher proportion of their relevant revenue bases in tax than poor
taxpayers.
These propositions are myths rather than statements of fact simply
because, having once been generally true, they continue to be accepted on
the basis of the unquestioned assumption that the different kinds of taxes
or taxpayers being compared are subject to the same degree of tax
effectiveness.
While there have always been disparities in tax
effectiveness, they have assumed much greater significance as the overall
level of taxation has increased, thereby increasing incentives to tax
avoidance and evasion; and as opportunities for escaping taxation have
widened. The use of the taxation system to achieve social and economic
objectives not related to revenue purposes, the arbitrary refinement of
accounting methods, the intricacy of corporate structures and economic
organisation, the temptation to engage in political pork-barrelling through
tax concessions, and the complexity of the taxation system itself have all
been factors increasing the vulnerability of the system to sophisticated or
determined attacks on its effectiveness.
It is ironical that the shift to a system of highly progressive income
and wealth taxes was directed primarily towards the improvement of
horizontal and vertical equity.
It is unfortunate that, because it has
proved so susceptible to tax avoidance and evasion, such a system embodies
the seeds of its own destruction as an instrument for achieving a more
equitable distribution of income and wealth. The implications of this for
tax reform generally and for taxation in federal countries in
particular will be considered below, following an examination of the
measurement attributes of tax effectiveness in relation to different kinds
of taxes, its distributional importance having regard to differences in tax
compliance and taxable capacity among different classes or groups of
taxpayers, and its relevance to general questions of horizontal and
vertical equity in taxation.

A. Measures of Tax Effectiveness
In this section, two measures of tax effectiveness are developed by
reference to differences between what are called nominal and effective tax
rates and revenue bases, where a distinction is made between gross revenue
bases and revenue bases net of any deductions allowed for tax purposes.
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The revenue collected from the imposition of a particular tax (T)
depends on the application of a tax rate (t) to a net revenue base
(Y - D), where Y is the gross revenue base and D is the amount of the
deductions allowed in assessing liability for the tax. Thus
T

=

t (Y - D)

The tax rate (t) takes the form of a rate schedule in the case of taxes
subject to a progressive rate structure, while in such cases the revenue
base (Y - D) needs to be differentiated in conformity with the rate
schedule. For the purpose of this paper, deductions (D) correspond to what
are sometimes called tax expenditures and include exemptions, exclusions
and all other legislated allowances and concessions which take the form of
deductions from the gross revenue base. Allowances and concessions in the
form of tax rebates or tax credits complicate the framework of analysis;
for the purpose of this paper it is assumed that all allowances are in the
form of deductions from the revenue base.
In the case of a tax with a
linear rate structure, that is a uniform rate above a prescribed exemption
level, the amount of the exemption may be treated as a deduction from the
gross revenue base.
In the case of a tax with a progressive rate
structure, the amount of the exemption may be treated as part of the gross
revenue base to which a zero rate is applied as one element of the tax
schedule (t).
In order to measure the effectiveness of a tax, it is necessary to
distinguish between the nominal or potential revenue which may be collected
when it is imposed (T ) and the related effective or actual revenue
collections (T ), where the subscripts n and e refer respectively to
nominal and effective measures. Thus

and

Tn

cn « n - Dn>

Te =

ta <Ye - De >

The nominal revenue T n which may be derived from the application
the nominal tax rate tn to the nominal revenue base (Yn - D„)
n
represents the potential revenue which could be co lected from a tax if
all taxpayers paid the tax at a legislated rate t on a legislated base
(Yn - D ) with zero avoidance and evasion for all taxpayers
This
measure may be compared with that of effective or actual revenue
collected from the tax as a result of applying the effective tax rate t
to the effective revenue base (Ye - De ). A simple index of tax
effectiveness E may then be constructed for each tax by relating the
effective or actual revenue collected T to its nominal or potential
revenue Tn :
E

=

—

(Ye - De>
(Yn -

where

(1)

Dn )

E

index of tax effectiveness

Te =

effective (or actual) tax collections

Tn =

nominal (or potential) tax collections

t

=

effective tax rate (or rate schedule)

t

=

nominal tax rate (or rate schedule)

Yg =

effective gross revenue base

Yn =

nominal gross revenue base
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De =

effective deductions (or tax expenditures)

Dn =

nominal deductions (or tax expenditures)

As will be explained below, the effective tax rate t as defined
in this paper is independent of the size of the overall revenue base and
differs from tn only to the extent that tax avoidance or evasion results
in a different rate of tax from the rate that was legislated.
It may be
assumed that differences between t and t occur only in the case of
e
n
J
taxes with progressive rate structures, and that they are achieved by tax
rate manipulation.
This may take the form of base splitting designed to
reduce the rate of tax (as opposed to action designed to reduce the size
of the revenue base itself); or of the conversion of a revenue base subject
to a high rate of tax into a revenue base subject to a lower rate, such
as the conversion of income into capital gains where the latter are taxed
at a lower rate.
Tax rate avoidance or evasion and revenue base avoidance or evasion
may also be analysed by reference to the loss of tax effectiveness, defined
simply as the algebraical difference between the nominal revenue Tn which
can be collected from a tax source and the effective or actual revenue T0 :
T
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(2 )

B. The Sources of Tax Avoidance and Evasion
It will be seen that the three terms on the right-hand side of
equation (2) represent tax avoidance or evasion resulting respectively from
non-disclosure or understatement of the gross revenue base, overstatement
of deductions, and tax rate manipulation.
Non-disclosure or understatement of the gross revenue base usually
involves tax evasion. A form of understatement of income which, somewhat
charitably, is sometimes interpreted by the courts as avoidance rather than
evasion involves transfer pricing, designed to shift tax liability from
high-tax jurisdictions to low-tax jurisdictions or tax shelters.
The transactions of the so-called underground or hidden economy
completely lose themselves through non-disclosure and represent the main
form of tax evasion, but many taxpayers declare only part of their revenre
base for taxation purposes.
Such actions occur when revenue authorities
lack the knowledge necessary to establish the true revenue bases of
taxpayers and to enforce compliance, and by definition they involve
tax evasion rather than avoidance.
By contrast, overstatement of deductions usually involves avoidance
rather than evasion.
There will be evasion in circumstances where revenue
base offsets have been deliberately falsified by taxpayers, for example
by overstating the expenses actually incurred by a business in deriving
its income or by recording expenses of a personal nature as business
expenses. Tax evasion of this kind is strictly analogous to the evasion
which results from understatement of the gross revenue base, the principal
difference being that one action is declared and the other is not so that
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tax authorities may have somewhat greater scope for enforcing compliance in
the case of the former.
Three kinds of tax avoidance may be identified as being associated with
the overstatement of deductions by taxpayers. Although the distinction
between the three depends principally on the motivation of taxpayers, they
are not mutually exclusive and may be described as responsive, defensive
and manipulative tax avoidance respectively.
Responsive tax avoidance occurs when a taxpayer rearranges his affairs
solely with the intention of being able to claim increased deductions and
hence reduce the amount of tax payable; the taxpayer responds to the tax
legislation in such a way as to minimise his tax liability. At one end of
the spectrum, such action may be considered not to constitute tax avoidance
at all, because the taxpayer is merely taking advantage of a concession
which the government intended him to have. But avoidance occurs if the
taxpayer is able to convert a taxable revenue base into a deduction by
subverting the tax legislation. This kind of avoidance results from the
difficulty of drafting legislation to give effect to the government's
intentions without creating tax loopholes.
Responsive tax avoidance may also be associated with government
decisions to make deductions open-ended, so that the government loses
control over the amount of deductions which taxpayers may claim. Under
these circumstances, the measure of nominal deductions (Dn ) becomes a
shifting amount which itself may reflect a degree of tax avoidance, so that
the distinction between D and De becomes somewhat blurred.
In effect
the government condones if not actively encourages a loss of tax
effectiveness by using the taxation system to promote non-tax objectives
and by making the concessions it offers open-ended.
Defensive tax avoidance usually takes place when governments themselves
cheat, for example by failing to adjust rate brackets or revenue bases for
the effects of inflation, neglecting to integrate company and personal
taxes satisfactorily or otherwise causing departures from horizontal and
vertical equity. Taxpayers who perceive themselves to be unfairly treated
by taxation arrangements may be expected to take retaliatory action to
protect their position, especially in circumstances where the taxation
arrangements threaten the continued existence of the economic activities
which generate their tax base. Liquidity problems induced by the
interaction of company taxes and high rates of inflation have been a major
factor contributing to tax avoidance during recent years.
Manipulative tax avoidance occurs when tax legislation, administration
and judicial interpretation are so accommodating as to enable deductions to
be virtually created at will by legal and accounting experts acting on
behalf of taxpayers. The means of manipulation include the conversion of
transactions or assets into non-taxable forms, for example income into
capital gains or capital; the alienation of taxable transactions or assets
into the hands of non-taxable entities such as trusts; the purchase of
potential tax deductions, such as accumulated business losses which may be
claimed as deductions from income in future years, by means of company
takeovers undertaken solely for the purpose of gaining access to the tax
benefits of those deductions; the splitting of transactions to bring them
below the level of tax exemption, for example by reorganising a company
into a large number of small companies in order to avoid pay-roll tax under
circumstances where the tax is payable only on pay-rolls above a specified
size; the adoption of transfer pricing arrangements designed to increase
deductions in tax jurisdictions subject to high rates of tax and reduce
them in jurisdictions with low rates; and the contrivance of artificial
transactions for the purpose of claiming increased deductions, for example
losses on book transactions which have no relation to real transactions.
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It will be clear from the foregoing list, which is not exhaustive, that
manipulative tax avoidance shades inevitably into tax evasion, the
distinction depending largely on the generosity of the government, the tax
authorities and the courts in permitting tax loopholes to be exploited.
Like the overstatement of deductions, tax rate manipulation usually takes
the form of avoidance rather than evasion.
Responsive tax rate avoidance is
likely to be relatively unimportant, because governments usually provide
concessional allowances in the form of deductions rather than rate
reductions.
Even where rate reductions are allowed for particular groups
(for example, to pensioner groups in the case of local government property
taxes), they can usually be controlled relatively easily by the governments
concerned. Tax rate manipulation is therefore more likely to be defensive
(associated, for example, with income splitting among members of a family or
averaging income over a number of tax periods) or manipulative (associated,
for example, with income splitting by unincorporated enterprises or tax rate
minimisation to reduce death duties).

C. Evaluating the Effectiveness of Different Classes and Forms of Taxation
The framework of analysis of tax avoidance and evasion which has been
developed above may be used to evaluate the effectiveness of different kinds
of taxes and of the various forms in which particular taxes may be imposed.
It may be taken that, having regard to the likely behavioural response of
taxpayers to a particular tax, the effectiveness of the tax will depend
partly on the incentives and partly on the opportunities it provides for
avoidance and evasion.
Insofar as incentives are concerned, it is likely that the larger the
proportion of total tax revenue which is yielded by a particular tax, the
higher its average rate and hence the overall burden of the tax, the more
progressive its rate structure, the more disruptive its effects on economic
activity and living standards, the more inequitable it is perceived to be as
between different classes of taxpayers, and the more remote the link between
the tax and the benefits generated by the expenditures which the tax
finances, the greater will be the incentives for avoidance and evasion and,
oeteris paribus, the lower will be the effectiveness of the tax.
The opportunities for tax avoidance and evasion will depend partly on
general attitudes towards tax morality and compliance and the extent to which
governments are willing and able to take deterrent action through admin
istrative controls and, in appropriate cases, punitive measures in the
courts.
If tax cheats are neither despised by the rest of the community nor
punished severely when they are caught, we must expect the tax system
generally to be relatively ineffective. But for any individual tax, it is
likely that the greater the difficulty of identifying and measuring the
transactions or other objects on which the tax is imposed, the less precise
and more subjective the revenue base, the more complex the assessment
provisions, the further removed the collection of tax from the economic
activity on which it is based, the more difficult to implement checks on
compliance either in the fiscal system itself or through other taxpayers or
citizens acting in their own selfish interests, the wider the range and the
less precise the definition of deductions, and the greater the scope for
substituting non-taxed for taxed activities, once again the lower will be the
effectiveness of the tax.
In some cases incentives and opportunities may conflict with each other,
but if incentives and opportunities for avoidance and evasion are considered
together it is possible to reach some general conclusions about the effect
iveness of various classes and forms of taxation.
Each of these must be
regarded as being subject to a oeteris paribus qualification.
Irrespective

-

75-

of the form of activity on which a tax is imposed - production, income,
sales, expenditure, consumption, wealth, transfers - a broad-based tax
imposed at a low rate is likely to achieve a higher score on an index of tax
effectiveness than a selective tax imposed at a higher rate. A tax imposed
at a uniform rate will be more effective than a tax with a progressive rate
structure. A tax collected at the source of transactions by a party other
than the ultimate taxpayer will rank higher on the index of tax effect
iveness than a tax which depends on a declaration of liability by the
taxpayer himself.
Taxes levied on the benefit principle will be subject to fewer leakages
than taxes levied according to capacity to pay, while taxes earmarked for
particular expenditure programs will usually be more effective than those
credited to general revenue. Taxes with exemption provisions or which
permit deductions from the gross revenue base will be less effective than
taxes imposed unambiguously on strictly defined bases. Taxes which are
obtained from a few collection points, such as customs duties on exports
and imports, excise duties and tolls will be more effective than taxes
which have to be collected from widely diffused sources; for the same
reason, taxes imposed on manufacturers or wholesale distributors may be
expected to rank higher on the effectiveness index than retail sales taxes.
Cascaded turnover taxes will be less effective than single-stage or valueadded taxes and income taxes based on a separation of company and personal
incomes will be less effective than those which successfully integrate the
two sources.
The formidable conceptual and administrative difficulties of measuring
income, especially under conditions of changing prices, mean that income
taxes will be less effective than either taxes on wealth or taxes on
transactions such as cash flows or expenditures. Measurement problems,
especially in relation to unrealised capital gains, will make capital gains
taxes less effective than annual wealth taxes; while measurement and
assessment problems together will tend to place annual wealth taxes in a
lower position on the index of tax effectiveness than death duties.
So far it has been implied that each tax is completely homogeneous in
the sense that it is equally effective for all taxpayers.
But this is
patently not so:
the same tax may be subject to different degrees of
effectiveness for different classes or groups of taxpayers. Judged by the
criteria which have been suggested for evaluating tax effectiveness, an
income tax is likely to be more effective in relation to wage and salary
incomes subject to pay-as-you-earn collections than for business incomes
subject to acute measurement problems and wide-ranging deductions; and more
effective for low incomes than for high incomes. This brings us to the
fundamental question of the relationship between tax effectiveness and tax
equity. This question is explored in the following sections, by means of a
conceptual framework which is designed to compare relative tax severity and
relative taxable capacity for different classes and groups of taxpayers
nominally subject to the same tax provisions.

III.

Tax Severity, Taxpayer Compliance and Taxable Capacity

The effective rate of a tax is not usually defined as the rate schedule
that is actually applied to the tax base, as it has been in this paper, but
is taken to be the ratio of the actual revenue yield of the tax to its
nominal revenue base.
In terms of the symbols used in equation (1), this
defines the effective rate of tax as T 0 /Y n . The gross nominal revenue
base is usually adopted as the denominator rather than the net base
(Y - Dn ), because one of the principal purposes of the concept is to
measure leakages through deductions. The ratio of tax actually paid to the
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nominal revenue base has not been defined as the effective rate of tax in
this paper, because it obscures the difference between the nominal and the
effective rate schedule on the one hand and the nominal and the effective
tax base on the other.
However, for a particular class or group of
taxpayers, it will be useful to describe T e/Yn as the severity of
taxation for that class or group.
The relationship between actual tax payments and the nominal revenue
base may be usefully adapted to another purpose, that of comparing the
compliance of different taxpayers in meeting their obligations to pay a
given tax relative to their respective capacities to pay the tax.
For
this purpose, taxable capacity may be defined as the product of the nominal
tax rate and the nominal revenue base of a taxpayer or a class or group of
taxpayers.
The tax actually collected from a class or group of taxpayers
may then be related to its nominal taxable capacity in order to derive an
index of relative tax compliance for that class or group:

(3)

where C"'-

n
Y1
n
and t Y^
n n

=

relative tax compliance of taxpayer class or group

=

actual tax collections from class or group i

=

nominal tax schedule for all classes or groups

nominal revenue base of class or group i

the nominal taxable capacity of class or group i

It may be seen from a comparison of equations (3) and (1) that the
concept of relative tax compliance is closely related to that of tax
effectiveness.
If a tax is fully effective for a particular class or group
of taxpayers, C i will be equal to unity; and if it is fully effective for
all classes and groups, E will be equal to unity.
But the concept of tax
compliance is concerned with the relative effectiveness of a particular tax
as between different classes or groups of taxpayers, whereas the concept of
tax effectiveness as developed earlier in the paper is concerned with the
relative effectiveness of different kinds of taxes for taxpayers in
general.
Tax compliance is therefore tax effectiveness for a particular
taxpayer, class or group of taxpayers.
In comparing the relative tax
compliance of a tax for different classes or groups, we are then able to
make judgments about the extent to which the notions of vertical and
horizontal equity, as embodied in nominal tax provisions, are actually
being achieved.
In equation (3), taxable capacity has been defined by
reference to the gross revenue base, but for some purposes (such as
comparisons of single taxpayers and family groups, or of unincorporated
enterprises and companies) it may be more appropriate^to define taxable
capacity by reference to the net revenue base (Yn ^ .

A. Compliance in Relation to Vertical and Horizontal Equity
For the purpose of evaluating the extent to which the government's
nominal intentions with respect to vertical equity are being achieved, we
will be interested in calculating the relative tax compliance C 1 for
different income or wealth classes.
For the purpose of identifying
departures from horizontal equity, relative tax compliance may be compared
for different economic groups, such as the recipients of the various forms
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of factor incomes (wages and salaries, profits, interest, rents), groups
engaged in different forms of economic activity (farmers, mining
enterprises, manufacturers, trading enterprises, professional groups and
other tertiary services), groups of different kinds of business
organisation (sole proprietors, partnerships, private companies, public
companies), or groups with differing personal circumstances (single
taxpayers, family groups),
The severity of a tax for each income class or group is equal to the
product of its index of tax compliance C1 and the nominal rate schedule
to which it is subject, because

n

n n
C ,t

n

The essential point about tax severity is that the government's
intentions with respect to both the overall level of the tax yield and its
distribution among different classes and groups of taxpayers can always be
thwarted by determined tax avoiders and evaders. Vertical equity in a tax
system, as represented by the relative severity of the tax burden as
between different income classes, depends on relative tax compliance as
well as on the nominal rate structure determined by the government.
The same is true of horizontal equity, as represented by the relative
severity of a tax for different economic groups within the same income or
wealth classes. Horizontal equity cannot be achieved from the application
of a common nominal tax rate schedule to a defined revenue base for
different groups of taxpayers if the tax compliance of some groups differs
from that of others.
It is possible to reach some firm conclusions, based on the incentives
as well as the opportunities for tax avoidance and evasion, about the
relative degree of compliance by different income classes and economic
groups.
In the case of taxes with differentiated rate structures, not only
are the incentives for non-compliance obviously greater for high-income
than for low-income classes, but so are the opportunities. This is because
it is only the rich who have access to the professional skills and who can
arrange their affairs in such a way as to give effect to the highly
contrived schemes of tax avoidance which are the main instruments of noncompliance. Also, most high incomes are derived from sources which permit
greater access to deductions capable of significantly eroding or
eliminating the revenue base.
Insofar as factor incomes are concerned, the compliance of wage and
salary earners in respect of most major taxes will usually be much higher
than that of recipients of business incomes.
In the case of income taxes,
pay-as-you-earn tax deductions are usually made from wages and salaries,
which are also more clearly defined and measured than profits and do not
give the same opportunities for manipulation of the revenue base through
understatement of incomes or overstatement of deductions. An important
exception to this generalisation is the high degree of non-compliance on
the part of casual employees and others whose wages and salaries are paid
through the underground economy. Compliance in respect of dividends, rents
and interest is likely to be closer to that of wage and salary incomes than
to that of business profits, especially when with-holding taxes are
required.
In the case of consumption and wealth taxes, wage and salary
earners are also likely to have fewer opportunities to escape tax than
other income recipients. Business firms usually act as agents for the
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government in collecting consumption taxes, while for both consumption and
wealth taxes wage and salary earners do not have the same opportunities as
other taxpayers to avoid tax by shifting to other tax jurisdictions. However,
disparities in tax compliance as between different factor groups will not
usually be as great for consumption and wealth taxes as for income taxes.
Self-employed professional groups tend to be high on the list of tax
avoiders while farmers, small shop-keepers and self-employed contractors
and tradesmen tend to dominate the list of tax evaders. In decreasing order
of tax compliance, the ranking of different forms of business organisation
is likely to be public companies, private companies and unincorporated
businesses, with certain forms of unincorporated businesses exercising
opportunities for non-compliance to a greater extent than others.
Likewise, multi-national companies will have greater opportunities for noncompliance than domestic companies.
The general conclusions which emerge from the foregoing analysis are
that vertical equity in taxation is not necessarily achieved by adopting
progressive rate structures, because the degree of tax compliance varies
inversely with income levels and wealth; and that the application of
uniform tax provisions to all taxpayers does not necessarily result in
horizontal equity, because the degree of compliance of different economic
groups depends on the nature of their revenue bases, their economic
circumstances and organisation, and the manner in which their tax
liabilities are assessed and collected.

B. Tax Reform and Equity
It is suggested that, in order to achieve vertical equity, there must
be a change in the structure of taxation designed especially to ensure a
high degree of compliance by the rich and to reduce the incentives and
opportunities for non-payment of tax in the underground economy.
It has
been argued elsewhere (Mathews, 1980) that the change in the structure of
taxation necessary to achieve greater vertical equity must involve:
the
substitution of cash flows for income as a revenue base; the elimination of
deductions in the form of non-cash offsets to business income flows and tax
expenditures as instruments of tax avoidance; the abandonment of a
progressive rate structure in taxing income flows; the introduction of
progressive annual wealth taxes with exemption levels high enough to
exclude taxpayers other than those in wealth classes equivalent to income
classes normally subject to high marginal rates of income tax; a continuing
role for a reformed system of death duties and transfer taxes; and greater
reliance on expenditure taxes, including a broad-based consumption tax as a
major element in the system along with special taxes at high rates on forms
of expenditure conspicuously consumed by the rich.
While some of the proposed reforms nominally imply a shift towards more
regressive forms of taxation, they are designed individually to increase
compliance by high-income classes and collectively to develop a tax system
which is truly progressive.
But the distribution of the tax burden is only
one aspect of the problem of achieving vertical equity.
It is also
necessary to consider the expenditure side of government budgets.
In
particular, the elimination of tax expenditures, which are often regressive
in their effects, will provide both a reason and an opportunity for the
introduction of redistributive expenditure policies to complement the
progression that may be achieved through structural adjustments to the
tax system.
In any case, the integration of taxation and social security
arrangements is a necessary condition for vertical equity.
As with vertical equity, so with horizontal equity the purpose of tax
reform must be to ensure that the performance of the taxation system
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conforms to the objectives which have been set for it. This means that
taxes which cannot be controlled to ensure equal compliance among
comparable income classes or economic groups must be replaced by those
which can. Since equity cannot be achieved without compliance, compliance
must become a primary objective of taxation policy in its own right. The
tax system must be designed in such away as to prevent it from being
subverted or manipulated by those liable for tax; even if complete tax
effectiveness cannot be accomplished, at least disparities in compliance as
between different groups must be minimised.
Some of the conditions necessary to achieve comparable horizontal
compliance among different groups have already been discussed in relation
to vertical compliance. The conditions for improving tax effectiveness
which are relevant to both horizontal and vertical aspects of compliance
include:
the taxing of transactions and transfers as far as possible at
the time they take place; the full integration of business and personal
taxes; and the inclusion of internal checking mechanisms as an integral
element of tax design, so that as far as possible deductions allowed to one
taxpayer are taxable in the hands of another and there are cross-checks
between different kinds of taxes and between taxation and social security
arrangements.
The need to place greater emphasis on tax compliance in seeking
vertical and horizontal equity makes it necessary to reconsider many of the
doctrines of taxation policy which have long been regarded as axiomatic in
economically advanced countries.
In addition to the notions that
progressive rate structures necessarily ensure vertical equity and that
income provides the best general measure of ability to pay taxes, these
include the assertions that a comprehensive or global revenue base is
always to be preferred in practice as well as in principle to a fragmented
or schedular tax system;^ that there is no justification for imposing
benefit taxes on equity grounds (as well as the more generally accepted
allocational grounds); and that there is no case for earmarking taxes for
particular purposes.

IV.

Tax Assignment in Federal Countries

In this section, attention is directed to the implications for federal
finance of differences in tax effectiveness as between different kinds of
taxes and differences in tax compliance as between different classes or
groups of taxpayers, again with special reference to equity consider
ations .
Public choice theorists tend to reject the traditional view that the
attainment of vertical equity through the taxation system is essentially a
responsibility of federal as opposed to state or local governments.
However, the position taken in this paper is that, while the taxexpenditure systems of all three levels of government need to be considered
together in evaluating the equity effects of taxation in a federal country
(Brennan, 1977, p. 9), it is the federal government which has the primary
responsibility for initiating and co-ordinating policies so as to achieve
vertical equity (Musgrave, 1959, pp. 181-82; Oates, 1972, pp. 6-8, 31-33).
Apart from the usual arguments advanced to support it, this position
depends on a value judgment that citizens in all parts of a federal country
should be subject to the same taxation-expenditure redistribution
policies, except to the extent that state or local governments are
expressly empowered to modify the effects of those policies by adopting
high tax/high expenditure or low tax/low expenditure packages in accordance
with regional or local preferences.
In this way, vertical equity in the
nation as a whole may be reconciled with diversity in the decentralised
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political units and responsiveness of the governments concerned to the
needs of their citizens.
In order to achieve horizontal equity in a federal country, it is not
sufficient for the federal government merely to give equal fiscal treatment,
through its taxation and expenditure policies, to citizens with equal
taxable capacities and expenditure needs. The federal government also has a
responsibility to ensure that each state government is in a position to
provide services comparable to those provided by other state governments so
long as it imposes comparable taxes and charges; this requires a system of
fiscal equalisation grants or tax-sharing arrangements. The need for fiscal
equalisation in order to achieve horizontal equity extends to central-local
financial relationships in a unitary state or state-local relationships in a
federation.
This requirement for fiscal equalisation, which is an essential
element in the reconcilation of equity and diversity in a federal country,
has an important bearing on the assignment of taxing powers.
Insofar as the relationship between state and local government taxes and
equity is concerned, the position taken in this paper is that those govern
ments should concern themselves mainly with the effects of their taxes
on horizontal equity and efficiency (Brennan, 1977, p. 9; Mathews, 1977,
p. xviii). These criteria usually coincide in suggesting that state and
local taxes should as far as possible be broadly based, general and neutral
in their impact rather than narrowly based, specific and discriminating. As
a further general requirement, state and local tax instruments should be
capable of generating revenue on a scale which will permit the governments
concerned to discharge their constitutional responsibilities in a manner
which is accepted as equitable by their own citizens. Finally, the concern
of state and local governments with horizontal equity and efficiency
suggests that the links between their taxes and the expenditures which those
taxes finance should be more direct than is possible for federal govern
ments, having regard to the responsibilities of the latter with respect to
vertical equity (and economic management).
It remains to consider whether, in assigning taxing powers among the
different levels of government, the foregoing equity considerations need to
be modified in order to take account of differences in the effectiveness of
different taxes and in the compliance of different classes or groups of
taxpayers. Here the possibility of conflicts among different tax criteria
creates problems.
On the one hand, effectiveness and compliance may be
enhanced by decentralising and disaggregating taxes among a number of state
and local governments, each of which is less remote from taxpayers than the
federal government. On the other hand, the dispersal of taxing powers in
this way will often lead to difficulties of tax administration and to tax
competition among jurisdictions, with a consequential increase in
opportunities for tax avoidance or evasion where the taxed units or revenue
bases can move from one jurisdiction to another.
Tax overlapping may of course take a vertical (federal/state or
state/local) as well as a horizontal (state/state or local/local) form, and
the question arises whether the taxing powers of different levels of
government should be clearly separated, held concurrently or shared in
specified ways. Most federal constitutions assign certain taxes exclusively
to a single level of government (for example, customs duties to the federal
government), while making other taxes (for example, income taxes) available
concurrently to two or more levels and leaving it to the governments
concerned to make their own decisions about how to exploit the shared
revenue bases.
In some federal countries (notably the Federal Republic of
Germany and Switzerland), the federal constitutions provide for certain
taxes to be imposed jointly and for the revenues to be shared among the
different levels of government in specified proportions.
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Although the incentives and opportunities for tax avoidance and evasion
may be somewhat less under separated or concurrent taxing powers than under
tax-sharing arrangements, important equity and other considerations combine
to suggest that federal, state and possibly local governments should have
access to some at least of the highest yielding sources of revenue on a
shared basis.
Because the federal government has the primary responsibility for
redistributive cash social service transfers, horizontal fiscal equal
isation and economic stabilisation as well as significant responsibility
for direct expenditure on goods and services in fields such as defence, it
must be able to exercise control over the most important and most flexible
tax sources. Not all of these need to be shared; if the federal government
is to determine the pattern of redistributive finance for the purpose of
achieving vertical equity among individuals, it should retain exclusive
control over the main progressive and other redistributive taxes which are
available for this purpose.
Capital taxes and other taxes which are
progressive in their incidence fall into this category.
However, state and local governments also need flexible sources of
revenue. Although most of their expenditure responsibilities involve the
direct provision of goods and services, these usually involve labour
intensive forms of production in which productivity is relatively sluggish;
there is therefore an inherent tendency for state and local expenditures to
rise relative to private sector production and incomes.
In addition, some
outlays (such as debt charges) are subject to year-to-year fluctuations
largely beyond the control of the governments concerned.
If federal, state and local governments are to have concurrent access
to a particular revenue source, there are compelling reasons why they
should do this collectively through formal tax-sharing arrangements rather
than through unco-ordinated individualistic policies. Just as the growing
interdependence of governments has increased the need to co-ordinate their
expenditure decisions, so the taxation of shared revenue sources is
indivisible in its effects on equity and other objectives and must be
harmonised or co-ordinated if those objectives are to be achieved.
In
terms of the major concern of this paper, unco-ordinated taxation policies
will also reduce the overall level of effectiveness and compliance.
Uniform assessment provisions and collection arrangements will not only
reduce the scope for manipulative non-compliance by taxpayers, but will
help to minimise the administrative costs of tax authorities and the costs
of compliance by taxpayers.
It follows that the only freedom of action
which should be permitted to lower level governments in respect of shared
taxes is that of determining and varying the rates which affect their
shares. The revenue base itself should be prescribed by federal
legislation, preferably after consultation with the other governments
concerned.
The principal candidates for tax sharing are cash flow taxes (suggested
as substitutes for income taxes) and broad-based personal expenditure or
consumption taxes. The co-ordination of taxation policies in respect of a
particular revenue source may take various forms including: separate
assessment provisions but joint collection arrangements; deduction of taxes
paid to one government from the revenue base used by the other; credit for
taxes paid to one government against the taxes due to another; piggy-back
arrangements whereby one government may add percentage surcharges to the
amount of tax payable to another; and the sharing of proceeds in fixed
proportions determined by constitutional fiat, by intergovernmental
agreement or unilaterally by the federal government. All of these
arrangements have been used at different times in federal countries; they
all involve varying degrees of conflict between the objectives of tax

-

82-

harmonisation and the freedom of individual governments to determine and be
responsible for their own taxation policies.
The importance of ultimate federal responsibility for vertical equity
and economic management, the need for systematic fiscal equalisation as an
instrument of horizontal equity and the requirements of fiscal
autonomy for lower level governments suggest that a federal tax-sharing
system needs to contain three elements.
First, the federal government must
retain a share of revenues sufficient for its own purposes (redistributive
transfers to individuals, direct expenditures on goods and services,
economic stabilisation policies).
Secondly, a sufficient amount of the
total shared revenues must be available for distribution to state (and
possibly local) governments in accordance with fiscal equalisation
principles. Thirdly, state (and possibly local) governments must be able
to add percentage surcharges to the base collections at rates of their own
choosing. Apart from such surcharges, for the reasons given above state
and local governments should not have access to separate income or broadbased consumption taxes.
Both federal and state governments usually impose numerous taxes or
charges for allocative reasons. The most important federal tax in this
category is customs duty, while state taxes include motor taxes, liquor
taxes, gambling taxes and energy taxes.
Equity is not usually a major
issue in relation to these and, provided the structure of taxation in
different jurisdictions is not too dissimilar and rates of individual taxes
are not too high, such taxes are likely to rank high on the scale of tax
effectiveness and compliance.
The final group of taxes in a federal system consists of benefit levies
and earmarked taxes used to finance particular expenditure programs. To the
extent that avoidance or evasion of these taxes cannot be accomplished
without sacrificing the associated benefits or losing eligibility for the
services they finance, they have distributional advantages as well as
meeting the allocative and democratic responsiveness criteria which are
usually regarded as their principal justification. At the federal level,
the most important earmarked taxes are social security contributions. Most
economically advanced countries impose such taxes, although it may be
questioned whether full advantage is always taken of the opportunity to
link taxing and expenditure decisions relating to social security payments
or to use a taxpayer's record of compliance as an indicator of eligibility
for benefits.
If, as has been suggested above and by other writers (Oates, 1972,
p. 150),^ state and local governments should rely mainly on benefit or
earmarked taxes to finance their services, a wide range of instruments is
available. These are all characterised by relatively high tax effect
iveness and compliance, and in decreasing order of effectiveness include:
(a) Full charges on the 'user pays' principle for services such as
electricity, water supply, sewerage and other utility services (with cross
subsidisation of certain groups of consumers in some cases) and toll roads.
(b) Subsidised charges for user services judged to merit support from
general revenue as public goods or for social reasons, as in the case of
public transport or low-cost community housing.
(c) Compulsory insurance contributions to finance services (such as
health programs) which are then made available to all citizens without
further charge.
(d) Earmarked taxes which are levied on a clearly defined revenue base
and applied to particular purposes, such as motor and fuel taxes used to
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finance road expenditures and income or property taxes used to finance
school expenditures.
The greater use of benefit or earmarked taxes to finance state and
local government services in fields such as education and health, which in
most federal countries have been funded from general revenue sources, will
require special care to ensure that revenue bases are not overloaded and
that there is no loss of vertical and horizontal equity. The solution is
for the federal government (in the case of state services) or a state
government (in the case of local services) to provide fiscal equalisation
grants to supplement the earmarked taxes. A simple fiscal equalisation
model is available for this purpose (Mathews, 1981, p. 7), whereby each
recipient government's grant will depend partly on its relative revenue
raising capacity and partly on its relative expenditure needs.

V.

An Equitable and Effective Federal Tax Structure

In summary, it is suggested that a federal tax system designed to
combine equity objectives with a high degree of effectiveness and
compliance should take the following form.
The federal government should have exclusive power to levy progressive
annual capital taxes and death duties. As well as its exclusive control
over customs duties, it should have access to other specific taxes which it
might wish to impose for equity as well as allocative reasons. The federal
government should also have the primary responsibility for assessing and
collecting taxes from the two principal revenue sources, which it is
suggested should be cash or fund flows (rather than income as currently
defined in tax legislation) and consumption expenditure. The cash flow
taxes would be imposed at proportional rates and deducted at the source of
payment of wages and salaries, dividends and interest, leaving companies
and unincorporated businesses to pay taxes at the same proportional rates
on their residual cash flows. The preferred consumption tax on the basis
of the tax effectiveness criterion would be a general consumption-type
value-added tax, but if the consumption tax is to be shared with lower
levels of government a retail sales tax might be easier to administer.
Finally, the federal government should operate a social security system
(including provision for national compensation and superannuation) on a
contributory basis.
There should be a formal tax-sharing agreement between federal and
state (and possibly local) governments in respect of taxes on income flows
and/or consumption expenditure, the principal characteristics of which
would be uniform assessment and collection arrangements, a distribution of
a specified proportion of total collections among lower level governments
on a fiscal equalisation basis, the right of the federal government to
impose non-shared percentage surcharges or grant rebates for economic
stabilisation purposes, and the right of lower level governments to add
percentage surcharges at rates of their own choosing.
In addition to receiving a major proportion of their revenues from
shared taxes and supplementary surcharges, state governments should be able
to impose taxes and charges on particular revenue sources for allocative or
revenue-raising purposes. Excise duties, licence fees, liquor taxes,
gambling taxes, energy taxes, land taxes and resource revenues are
appropriate to these purposes and generally have a high degree of tax
effectiveness. The remaining state taxes and charges should take the form
of benefit levies or earmarked taxes. The latter could include motor taxes
paid to road funds, contributions paid to health insurance funds and
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education taxes paid to school authorities.
Each of the earmarked taxes
should be subject to separate fiscal equalisation arrangements.
The principal tax assigned to local governments would continue to be
the local property tax, but other revenue sources would include direct
charges for services and licence fees. Like state governments, local
governments should participate in formal tax-sharing arrangements in
respect of one or both of the main revenue sources (income flows and
consumption expenditure). Tax sharing could well extend to other taxes
collected by federal or state governments, such as those on sales of
petroleum products or other fuels. Again the tax-sharing arrangements
should include provision for fiscal equalisation among local governments.
If local governments have responsibility for education services, they
should be able to finance those services from education taxes supplemented
by equalisation grants.

VI.

Conclusion

The theme of this paper has been concerned with the need for structural
tax reform, resulting from the divergence between the tax system which
actually exists and the tax system which is supposed to exist, with special
reference to the loss of tax effectiveness and equity that has resulted
from avoidance and evasion.
It is suggested that in many countries this
divergence is rapidly approaching the limits of social and political
tolerance, and that if not checked non-compliance may destroy both the
foundations of the tax system and the stability of the economic system
generally. The response to this problem, in federal as in unitary
countries, must lie in structural changes in the tax system, designed to
increase tax effectiveness and compliance as integral elements of the
equity and other objectives of taxation policy.
Specifically, the
assignment of taxing powers in federal countries must itself have regard to
the effectiveness of different kinds of taxes if vertical and horizontal
equity are to be achieved.

NOTES

The author is Director, Centre for Research on Federal Financial
Relations, The Australian National University, Canberra, Australia.
See, for example, Shoup (1969, pp. 25-26 and pp. 427-28) for a
discussion of tax avoidance and evasion in relation to equity criteria
and tax administration.
In arguing that the global approach to the taxation of personal
income is vastly superior to a schedular approach on conceptual
grounds, Musgrave (1969, p. 190) nevertheless noted that differential
treatment of personal exertion and capital income was sometimes
justified on the ground that the latter was subject to a higher
degree of evasion.
See also Buchanan (1967, Chapter 6) for a discussion of
earmarked taxes in relation to efficiency and effective democratic
choice.
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TAX EFFECTIVENESS AND TAX EQUITY IN FEDERAL COUNTRIES
Commentary
by
Geoffrey Brennan

I.

Introduction

This paper is focused primarily on the issue of tax reform.
In it,
Mathews accepts both the traditional focus on equity questions and the
traditional interpretation of what equity considerations entail in principle,
from the Haig-Simons-Carter-Pechman orthodoxy.
But, Mathews claims, the
achievement of anything approaching a tolerably equitable distribution of the
tax burden depends crucially on a prior recognition of the fact that '...tax
avoidance and tax evasion...are the norm of tax practice', and that such
evasion and avoidance drive a substantial wedge between the nominal
allocation of tax burdens and the effective burdens that taxpayers actually
endure.
Accordingly, whereas in principle one may be able to develop a convincing
conceptual case for a single integrated progressive tax levied on a
comprehensive income base (following Simons-Carter), in practice such a tax
structure is so susceptible to evasion and avoidance that major departures
from it are required to achieve the best approximation to the equity goals
that its proponents aim to secure. Specifically, the current Australian tax
system should be scrapped in favour of a system which taxes cash flows
instead of income as conventionally defined; eliminates tax expenditures;
abandons the progressive rate structure; includes progressive annual wealth
taxes and death duties; places greater emphasis on expenditure taxes
including a broad-based consumption tax; makes greater use of 'earmarked'
taxes while maintaining a variety of partial taxes (including resource
taxes); and continues the property tax for local governments.
The 'federal' aspects of this package involve some 'formal tax-sharing
arrangements' in relation to the cash flow and broad-based consumption taxes
and a more extensive use of earmarking at state/local levels. However, the
federal aspects are largely incidental:
the same general argument (that is,
the need to modify conceptual tax ideals in the light of legal and practical
necessity) is entirely operative with equal force in a completely unitary
state.
My commentary will deal with the paper on its own terms rather than
attempt to draw out any specifically federal implications. And I should state
at the outset, since I am dubious about some elements of Mathews's analysis,
that I am in total agreement with him on the general proposition that
political and legal constraints are central to the tax design/reform exercise
and that I believe him to have focused on an important and timely issue.
In my remarks, I want to deal with five aspects of the issues raised by
the Mathews paper. First, the facts.
Second, the interpretation of the
facts. Third, the diagnosis of the problem.
Fourth, the recommended cure.
And lastly, some philosophical underpinnings of the Mathews position.

II.

The Facts

If we are to reorient the entire tax system in the light of evasion/
avoidance problems, we had better be clear as to the magnitude of the
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problem itself.
Is it true, for example, that the consequences of tax
avoidance and evasion are as serious as Mathews claims? Are the familiar
nostrums of tax reform orthodoxy really pure myths? Are indirect tax systems
generally fairer than personal tax systems? Does progression in the rate
structure lead to regression in the tax burden?
These questions are surely central to the whole Mathews enterprise.
It
is therefore a little disconcerting to find that Mathews does not produce
empirical evidence to support them. Are we then to conclude that we should
reorient the tax system solely on the basis of mere conjecture? Where, in
particular, do Mathews's own judgments on the magnitude of the problem come
from?
Mathews could, for example, have reported an earlier study of his own in
which the shift in the share of tax payments between wages and salary income
and other income over a 15 year period '...could only be satisfactorily
explained by changes in relative compliance as between wage and salary
earners and other personal income recipients'. The results he cites there
seem striking, and would perhaps have been worth reporting in some detail.
Many of the particular claims in this paper, however, are based on pure
theoretical presumption:
this procedure is capable, I think, of indicating
the likely direction of the inequities introduced, but not, as I see it,
their magnitude. And estimates of the magnitude are crucial if one is to
adjust the tax system, on generalized equity grounds, in directions away from
those that equity considerations seem to dictate.

III.

Interpretation of the Facts

Let us suppose for the purposes of argument that Mathews's conjectures
as to the magnitude of evasion/avoidance are essentially correct. Why should
we care?
There are three separate reasons that Mathews adverts to. The first is
that, if the tax system is seen (or thought) to be highly arbitrary in final
incidence because some (perhaps many) individuals are evading or avoiding tax
altogether, then the whole fabric of the personal tax system - based as it
is largely on taxpayer honesty - may disintegrate. This is a possible
problem not only in itself, but also because of dangers that it may spill
over into other areas of legislation, and undermine the basic social and
institutional fabric. This is presumably what Mathews means when he
describes the situation as involving 'rapidly approaching the limits of
social and political tolerance' and as placing 'the stability of the
economic system generally' at risk.
The second reason why we may be worried is that the processes of tax
evasion and avoidance absorb resources. There are as Mathews recognizes
'...significant losses in economic efficiency', which arise from effects of
'...inducing shifts from taxed to untaxed forms of economic activity,
encouraging individual taxpayers to substitute tax minimisation for
productive activities and stimulating the growth of a parasitic tax avoidance
industry which employs scarce professional talents on wholly unproductive and
anti-social work'.
The third reason is that differential evasion/avoidance both within and
between income classes^ destroys equity in the tax system, and that this
is an undesirable thing in its own right, quite apart from any induced
effects on compliance by others.
It is, of course, this latter aspect on
which Mathews chooses to focus. And, in the interests of clarity of focus,
he sets the other aspects aside.
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There is, however, a major difficulty in doing so, because it leads him
(and most others who discuss these problems) to ignore a major element in the
distribution of tax burdens - that is, the distribution of the costs of
evasion and avoidance.
More specifically, Mathews assumes, when dealing
en passant with the efficiency aspects that evasion and avoidance are
enormously costly, and then when discussing in greater detail the equity
aspects, that evasion and avoidance are entirely costless to the
perpetrators.
By doing so - that is by focusing solely on the tax paid by
various individuals and not the total burden sustained - the equity effects
of evasion and avoidance are grossly overstated, and yield a picture as to
the distribution of effective tax burdens that is in error by roughly as much
as the purely nominal distribution is.
A simple example may illustrate the point.
Suppose a consumption tax is
levied on a tax base B for which there is a well-defined demand curve for
each taxpayer indicated in Figure 1 by D^. For simplicity, I assume that B
is produced under constant costs, so that the entire burden of the tax is
borne by the consumers. The pre-tax base is the area OAEC.
If there were
no avoidance, the tax would raise in revenue an amount t.OAEC from each
taxpayer where t is the uniform tax rate. Now, individuals 1 and 2 are such
that their pre-tax tax bases are identical, as indicated. However, by
hypothesis, 1 can take steps to avoid tax by shifting out of B, whereas 2 ^
cannot. That is, 1 has a demand curve for B that has substantial slope:
Dß
is vertical.
Simply using the proposition that all taxpayers are in
equilibrium after the tax is imposed, we recognize that 2 pays area AEFG in
taxes, while 1 pays AL E ’G (say, one-half of 2's tax). As calculated by
Mathews, the index of tax effectiveness is unity for individual 2, but 50
percent for individual 1.

Figure 1

Price
A
including
Tax

---- MC + t

Tax Base
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But using the assumption of linearity over the relevant range (which is
probably no worse than any other), the total burden borne by individual 1 is
AEE'G or 75 percent of AEFG, because the cost of avoidance is exactly half
the tax avoided. Hence, tax effectiveness is 75 percent for individual 1 and the actual distribution of the burden attributable to tax
is the mean~ of
r\
the nominal burden and the effective burden of tax payments.
The crucial point to be made here is that the costs of evasion and
avoidance - allegedly very substantial - must be borne by someone.
It seems
clear that, since they are by definition the costs incurred in minimizing the
taxpayer's liability, they are borne by the evader/avoider himself. And
these costs ought properly to be added to the revenue paid to government in
assessing the distributional consequences of the tax system. When this is
done, the equity effects of evasion and avoidance, though by no means
negligible, will be nothing like as devastating as Mathews's appeal to
revenue figures implies.
Of course, all this hardly matters if one's tax reforms are oriented
towards removing the efficiency loss of evasion and avoidance.
But it does
matter if the objective is to increase the effective fairness of the system.
And it also matters if the problem is that of bolstering taxpayer compliance,
because tax experts do exercise some influence on popular perceptions of the
tax system and its fairness.
It is important that we as tax experts
interpret the facts (if they are the facts) correctly.
In this connection, it is perhaps worth noting that tax legislation does
have symbolic as well as purely factual significance.
In some senses, the
use of a highly progressive nominal rate structure may be designed to signal
a concern with equity matters, even if the attainment falls well short of the
ideal. And the move to a nominally less fair system can be interpreted as
a sacrifice of principle to expediency - of simply 'giving in' to the
outrageous behavior of flagrant violators of the law. One should, in
principle, be a little wary of this, for this too can breed political and
social unease and possibly rightly so.

IV.

The Diagnosis of the Problem

Suppose that we set such queries aside, and accept the general principle
that one ought to choose policy arrangements with an eye to the relevant
constraints.
There is, even so, something to be said for specifying the
nature of the prevailing constraints with some care; otherwise, one's policy
recommendations may violate the constraints one has in mind.
Let me be more
specific.
Mathews isolates a number of reasons why things have come to such a sorry
pass:
(1)

the overall level of taxation has increased, increasing incentives
to evade and avoid;

(2)

governments have used the tax system to achieve ...social and
economic objectives not related to revenue collection;

(3)

political pork-barrelling via tax concessions; and

(4)

the complexity of the taxation system.

Several things are worth noting here. First, if governments had not used the
tax system to achieve its various objectives, instead pursuing them by more
conventional expenditure means, then total revenue collections would need to
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have been considerably higher and incentives to evade and avoid (via non
tax/expenditure operations) correspondingly larger.
In other words, if one
holds real government activity constant, the abolition of tax-expenditures
may lead to more evasion/avoidance, with yet more savage implications for tax
equity; on the other hand, if one is implicitly to reduce the level of real
government activity by simply abolishing the 'social and economic objectives'
one would want to ask both whether those objectives ought to be abolished and
whether this particular means of reducing public sector activity was the most
conducive to reducing evasion and avoidance.
It seems reasonable to ask here
just which ceteris are paribus.
Second, if equity problems arise in the tax system because political
pressures lead to movements away from abstract equity ideals, what guarantees
do we have that similar political pressures would not lead away from the
Mathews package, already a concession from some conceptual ideal.
It is not
entirely apparent to me that changing the tax system in the recommended way
is likely to change the underlying political pressures that destroyed the old
regime:
those pressures are a direct result of our majoritarian
institutions, and short of some institutional change, I do not see prospect
for reducing special interest pressures.
It is simply a fact of life that
majority rule does not promote equity - or at best promotes it in an
extremely haphazard and grossly imperfect way.
Let me be more specific.
If we compare a flat rate retail sales tax or
VAT (a la Mathews) with say the current personal income tax as a major
revenue source, the former may not seem too bad on equity grounds, if we could
be genuinely convinced that a flat uniform rate on all goods and services were
politically stable. But what evidence is there for such a judgment? No
country I know has a broad-based high-rate consumption tax that is not simply
riddled with special exemptions, zero-rate categories and the like. Perhaps I
am ill-informed here - but when we compare like with like, a working tax with
another working tax, it is by no means clear that tax equity would be
furthered by the substitution.
Nor do I see any reason for being sanguine
about a personal wealth tax. Most working variants seem to fall mainly on
real property, and in relation to non-real capital are highly susceptible to
precisely the sort of evasion/avoidance that Mathews seeks to prevent.
Now, of course, none of this implies that the tax reformer should not
stake out a claim on solid ground if he can:
if some tax arrangements are
more robust in the face of political pressure than others, this is doubtless
a virtue. But it seems to me naive to expect any tax to be able to resist
such pressure entirely, and we must therefore be careful not to set against
an imperfect, but operative, tax some broad-based (but flat-rate) ideal that
will itself soon be pock-marked by political realities.
A final point.
If one of the causes of inequity in the tax system is the
growth in the tax take, is this not a result of government growth that we
ought to reckon with? And particularly so if, as Mathews believes, the
political and social fabric and the entire economic system is at risk.

V.

The Cure

I have already raised some queries about Mathews's diagnosis of the
evasion/avoidance problem. To the extent that tax complexity is itself a
function of the total tax take, and political pressure and governments' pursuit
of other policy objectives, then one cannot change the level of tax complexity
without changing those other more fundamental parameters.
But let us suppose
that the quest for equity is itself an independent source of complexity and
that we can go some way to achieving more effective equity by changes in the
tax system. What then are we to make of the Mathews proposals?
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I have to confess that I have grave doubts as to whether the Mathews
package would lead to increased equity as conventionally understood.
The
case for reducing tax evasion and avoidance by such things as flat-rate taxes
(now much in vogue in the U.S.A.) seems to me to depend largely on efficiency
considerations:
the equity gains, if any, seem slight.
I do not quite
understand what he has in mind for his cash flow tax, but it smacks to me of
a sort of gross (as opposed to net) income tax. If it is a cash flow
expenditure tax of the Andrews kind, then it is not obviously more equitable
than the best feasible Simons-tax if one believes net accretions to be the
ideal tax base. Of course, if one endorses the expenditure tax on its own
terms, then it may (in its operative variant) be more equitable than the
Simons alternative but no less subject to evasion, avoidance and political
manipulation.

VI.

Some Philosophical Considerations

Those who know my most recent work on taxation will no doubt expect some
commentary on evasion/avoidance that is radically different in orientation
from the orthodox normative approach.
Let me oblige.
In doing so, I want
simply to raise some queries about propositions that Mathews (and the public
finance profession more generally) seem to take entirely for granted.
Cast as it is in terms of ’tax effectiveness', Mathews's discussion seems
to imply that the public sector has a legitimate moral claim on the resources
'possessed' by citizens within the polity. And like all good public finance
people, he is horrified by the fact that '...tax legislation, administration
and judicial interpretation are so accommodating' to the interests of
individual taxpayers. But it is surely a question worth asking, when we seek
to discuss tax justice, as to what the rights of taxpayers are. These rights
may include not only the claim for equal treatment before the law, but may
also involve questions relating to the claims that individuals acting
collectively (or agents acting under state aegis) have over citizens acting
as individuals.
Is it not reasonable to ask whether majority rule, which
seems unlikely to secure refined equity in tax arrangements, might not also
lead to violation of the rights of citizens in relation to the size of
collective claims? After all, constitutional constraints are specified to
require uniformity in tax law (presumably to guarantee that the tax power
will not be used in an overtly discriminatory manner). Might we not, after
all, need similar constitutional constraints to prevent the taxing power
being exploited beyond levels that citizens desire? We need not, perhaps,
believe that all 'taxation is theft' to believe that taxation beyond some
point may be. If so, tax advisers may be the analog of burglar alarms and
nightwatchraen, not crooks and stealers from the public purse.
These are, I think, questions that are worth taking seriously.
Even if
we believe that the collectivity has, in principle, a perfect right to the
entire fruits of a man's labour, citizens at large may not. And if they do
not, a crucial precondition of justice in taxation, and of re-establishing
traditional Anglo-Saxon morality in the tax field, may be some attention to
much neglected questions about the justice (as distinct from the efficiency)
of collective claims on individuals.
It may be that the public finance
profession has left such questions too long to the libertarian extremists.
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NOTES

The author is Professor, Department of Economics, The Faculties,
Australian National University, Canberra, Australia; formerly Center
for the Study of Public Choice, Virginia Polytechnic Institute and
State University, Blacksburg, U.S.A.
^
o

'Income' is used loosely here to refer to whatever is deemed to be the
appropriate tax base for equity purposes.
Of course, this familiar partial equilibrium example is not sufficient
to justify the use of a simple mean of effective and nominal tax
distributions as a generalized empirical device (though it is probably
a fair approximation).
For one thing, the evasion case is presumably
much more complex. For a more detailed treatment of the general point
see Buchanan and Brennan (1980).
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TAX EFFECTIVENESS AND TAX EQUITY IN FEDERAL COUNTRIES
Commentary
by
Wallace E. Oates

I.

Tax Effectiveness and the Assignment Problem

The Mathews paper has two objectives. The first is to call attention to
the basic importance of taxpayer compliance in the design of a system of
taxation. The second is to address the tax-assignment problem in terms of
a prescriptive 'model' of tax structure in a federal system.
I shall take
up these two matters in turn.
In the first half of the paper, Mathews voices his concern that with the
growth of the public sector and rising tax burdens, tax avoidance and evasion
have become so widespread as to compromise the equity objectives inherent in
the nominal tax structure. There is, in fact, a real sense of urgency in his
message, for it is Mathews's view that the existing system of taxation has
'proved so susceptible to tax avoidance and evasion [that] such a system
embodies the seeds of its own destruction as an instrument for achieving a
more equitable distribution of income and wealth'. The Mathews response to
this undermining of the tax system is a proposal for a very basic and radical
reform of existing tax structures to replace those sources of revenue
vulnerable to avoidance and evasion with new sources that can be administered
more effectively.
The reaction at the conference to Mathews's case was a mixed one. On
the one hand, with the explicit recognition of the existence of a significant
'underground' economy in most developed countries and of a large corps of tax
lawyers that assists its clients in making use of loopholes in the tax
structure, there was considerable sympathy with Mathews's message. On the
other hand, however, the proposed remedy is sufficiently drastic in its own
implications to make one think twice. Take, for example, the fundamental
issue of progressivity in the tax system. The basic instrument in modern
times for obtaining the desired progression in the system of taxation has
been the personal income tax.
It is Mathews's claim that 'because the degree
of tax compliance varies inversely with income levels and wealth', the
personal income tax (at least in its present form) has outlived its
usefulness.
It is to be replaced (in part) by a levy on cash flows.
Particularly for those who in the spirit of Henry Simons see a progressive
personal income tax as a basic ingredient in a
just and equitable social
policy, this is a bitter pill to swallow. Has the personal income tax really
become as ineffectual as Mathews suggests? This is not an easy question to
answer, for hard evidence on the full range of non-compliance is hard to come
by. Mathews presents no systematic evidence on this matter.
It was the
sense at the conference that the apparent extent of avoidance and evasion
under the income tax was considerably greater in Australia than in most other
industrialized countries. While radical reform of the Mathews's sort may be
needed in Australia, most seemed to feel that the effective progression in
their countries' income taxes (although certainly weakened by non-compliance)
was still substantial and represented an important element in maintaining an
equitable overall system of taxation.
Nevertheless, the Mathews message is an important one. Economists, with
their traditional interest in the formal efficiency and equity properties of
various forms of taxation, have tended to ignore problems of compliance - to
relegate them to the realm of 'tax practitioners'.^ However, Mathews makes
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clear that such a cavalier attitude toward tax administration is dangerous,
for tax avoidance and evasion, if sufficiently widespread, can undermine the
nice equity and efficiency properties that characterize certain taxes in the
abstract. Moreover, Mathews mak.es a valuable contribution in terms of
providing a useful taxonomy of 'tax effectiveness'. His classification of
the various forms that avoidance and evasion can take provides a helpful
framework for thinking about these issues and for organizing relevant
empirical work. And it is this last matter of empirical substance that 1
would stress. To assess the importance and urgency of the Mathews proposal,
we really need to know more about the extent of tax avoidance and evasion and
to develop some actual estimates of their effects on the distribution of the
tax burden and on tax-induced distortions in resource allocation. From this
perspective, the Mathews paper gives us a promising agenda for research.
In the second part of the paper, Mathews outlines his resolution of the
tax-assignment problem in terms of an integrated view of the tax structure
under a federal system.
I shall refer to his view as the 'Australian model'
of federal tax structure, for it contains certain distinctive elements that
correspond (at least roughly) to the existing Australian system.
In
particular, this 'model' envisions a relatively centralized tax system with
important elements of tax-sharing and fiscal equalization.
Under the Australian model, the central government with its basic
responsibility for redistributive programs, macroeconomic management, and
certain exhaustive expenditures, must 'exercise control over the most
important and most flexible tax sources'. To the extent that lower level
governments also need recourse to these revenue sources, this can be best
accomplished through tax-sharing arrangements; under such arrangements, the
central government will define the revenue base and oversee the
administration of the tax, while lower level governments will be limited to
determining the tax rate applicable to their respective shares. In addition,
the central government is responsible for maintaining 'horizontal equity' in
the federal system to 'ensure that each state government is in a position to
provide services comparable to those provided by other state governments so
long as it imposes comparable taxes and charges'. This fiscal equalization
function will typically require the central government to employ
unconditional, lump-sum equalizing grants of the sort that Mathews has
described in his earlier works.
The Mathews model of finance under a federal system has its logic and
appeal. A substantial centralization of the tax function takes advantage of
existing economies of scale in tax administration and mitigates certain
conflicts and distortions that arise from differences in tax structures or
rates across the states and localities. At the same time, a heavy reliance
on equalizing grants from these central revenues promotes the equity
objective of providing the states with equal taxable capacity to meet basic
expenditure needs. Decentralized governments, moreover, still have the scope
to tailor their individual expenditure programs to the tastes of their
constituencies.
A distinctive feature of the Australian model is the important role
played by these large unconditional equalizing grants to the states. The
reliance on such grants varies widely across existing federal systems. The
Canadians, for example, have their own form of equalizing grants; the United
States, in contrast, has made much less use of this fiscal instrument.
Although there is some treatment of equalizing grants in the economics
literature dating back to James Buchanan's paper in 1950, they remain
something of an enigma in the theory of fiscal federalism. As Rubinfeld
notes in his paper in this volume, the definition of equity in economics is
typically in terms of the distribution of income (or 'welfare') among
individuals, not across jurisdictions. Moreover, any existing fiscal
differentials (e.g., varying levels of taxable capacity) across jurisdictions
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will tend, to some extent at least, to be capitalized into property values
so that those who choose to live in fiscally disadvantaged areas are
compensated by having to pay lower land rents; from this perspective,
horizontal equity under a federal system is, to some degree, self-policing
(Oates, 1977). The need for equalizing grants in a federation is thus
questionable. Perhaps it is best to regard their role as a matter of
'taste':
in some federal countries, they will be seen to promote an
important equity objective of the federation while, in other countries, this
particular objective will be less pressing.
The centralization of taxation under the Australian model raises another
troublesome matter that is likewise difficult to treat in terms of a purely
economic perspective.
It can be argued that the central control of revenues
inevitably brings with it an extended central control over other matters
including the form and levels of various state and local expenditure
programs. In short, centralization of the tax system will bring with it a
general erosion of fiscal autonomy at lower levels of government. This is
a difficult claim to assess, as it draws us into the complicated political
dynamics of budgetary processes. However, there does seem to be something
to it; the Australians at the conference, for example, were quick to admit
that such an erosion of state fiscal autonomy has, in fact, taken place in
their country in response to central control over revenues. The gains from
an increased centralization of the tax function combined with a heavy
reliance on intergovernmental grants thus may come at a price in terms of
reduced fiscal discretion at decentralized levels of government.

II.

Deviations from Tax Assignment Guidelines

In this section, I turn to some more general rausings concerning the taxassignment problem. The purpose of this conference was to determine how much
of a systematic character can be said about which levels of government should
employ which forms of taxation. The Mathews paper along with several others
outlines such a division of tax sources among levels of government. There
seems to be broad agreement, for example, that the central government should
place a heavy reliance on income (or possibly wealth or consumption) taxation
and that decentralized levels of government do better to rely on benefitrelated levies and/or taxes on relatively immobile factors (e.g., property
taxation). A cursory look at actual tax structures in federal countries
reveals some degree of correspondence to this general prescription. However,
on closer study, many exceptions are to be found. In the Swiss federation,
for example, the personal income tax is a cantonal and not a federal tax
under the Constitution.
In the United States, all levels of government in
certain instances make use of income taxation.
In fact, the vertical
structure of taxation across federal countries exhibits great diversity, as
is indicated by the various country studies in this volume.
This raises the question of the validity of any hard-and-fast rules for
vertical tax structure.
If such rules exist, they are certainly being widely
violated in practice. The interesting question here, it seems to me, is
largely an empirical one. There is good reason in principle, for example,
for local governments to avoid significant reliance on ability-to-pay
taxation of individuals or on other taxes on mobile factors. Such taxes can
obviously distort location decisions and give rise to other forms of wasteful
behavior. There are plenty of instances in the United States, for example,
of people locating away from their jobs just across a state line to avoid
income taxation at the state/local levels, or of individuals driving to other
jurisdictions to purchase cigarettes, alcoholic beverages, or certain
consumer durables in places where they are taxed less heavily. The real
question is the extent and the economic cost of such behavior: what is the
'price' of deviations from our prescriptions for vertical tax structure?
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This price may vary widely among different federal countries depending, for
examp.e, on the extent of mobility across jurisdictional lines. There are
other facets to this issue:
the location of income taxation at decentralized
levels may seriously inhibit the ability of the central government to provide
needed macroeconomic management and to achieve society's redistributive
objec:ives. To take another case, differential forms and levels of taxation
of business enterprise at state and local levels may distort the spatial
pattern of productive activity.
Wiat the papers and the discussion at the conference suggest to me is the
need for some careful empirical work to assess the nature and magnitudes of
the cists of deviating from our prescriptive guidelines for tax assignment.
If these costs are quite low, then it may be true that 'anything goes' in the
vertical design of a tax system.
If, however, it can be shown that these
costs are not negligible, then we will have a firmer foundation on which to
construct integrated models of taxation across the different levels of
government.

NOTES

The author is Professor, Department of Economics and Bureau of Business
and Economic Research, University of Maryland, College Park, U.S.A.
^

There has developed recently a small literature on the economic theory
cf tax evasion, largely in response to revenue concerns in the developing
countries. See, for example, Allingham and Sandmo (1972). This
literature does not, to my knowledge, have a significant empirical
component.
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TAX EFFECTIVENESS AND TAX EQUITY IN FEDERAL COUNTRIES
Reply
by
Russell Mathews

In their commentaries on my paper, Brennan and Oates raise numerous
issues, many of which I have no quarrel with, that I do not propose to
discuss in this reply. My purpose is rather to respond to a number of
Brennan's propositions, which collectively cast doubt on the need to worry
about tax effectiveness and taxpayer compliance and which individually seem
to me to be incorrect, odd or perverse. These are his arguments:
that the
costs of evasion and avoidance are borne by the tax evaders and avoiders
themselves; that a nominally highly progressive tax system which is incapable
of being attained in practice may be preferable in principle to a nominally
less fair system which can be attained; that tax expenditures may be
justified to the extent that they lower the overall level of taxation and
thereby reduce incentives to evade and avoid; and that, because (at least
some) taxation is theft, there is some kind of moral justification for tax
evasion and avoidance.
Apart from the general proposition that equity in the distribution of tax
burdens depends on taxpayer preferences and loss of utility as well as on
actual tax payments, it is difficult to see the relevance of Brennan's
analysis, in the example based on his Figure 1, to my general propositions on
tax effectiveness and taxpayer compliance. Quite apart from its restrictive
assumptions of a single taxed commodity and designated differences in consumer
preferences as between the two individuals, the figure is hardly suitable as a
means of demonstrating the effects of tax avoidance or evasion. A situation
in which taxpayers with different demand schedules buy different quantities of
a taxed commodity and pay different amounts of tax is not itself an
illustration of tax evasion or avoidance in the usual sense of those concepts.
Brennan's individual 1 is thus not a tax evader or avoider if, as postulated,
he merely buys the amount indicated by the interaction of his demand schedule
and the post-tax price. For him to be a tax evader or avoider in any sense,
he must pay a lesser tax than is warranted by the amount he consumes, for
example ALE'G in Brennan's example while continuing to purchase OC. Under
these circumstances, there is no cost of avoidance.
Even under Brennan's restrictive assumptions, his example does not
demonstrate that the cost of avoidance resulting from the sacrifice of utility
increases the relative burden of and hence the effectiveness of the tax for
the tax-avoiding individual 1 (in the example from 50 per cent to 75 per cent,
compared with individuals 2's 100 per cent). This is because individual 1 is
now only spending half as much on the taxed good as individual 2. If we
assume that he pays no tax at all on the other half of his expenditure (which
is presumably his purpose in avoiding tax, a result he may achieve by
switching to an untaxed commodity or by purchasing the same commodity in an
untaxed jurisdiction), there is no loss of utility in respect of that
expenditure and his overall index of tax effectiveness remains at 50 per cent,
the measure derived from a comparision of tax payments alone. The analysis
would need to be considerably extended to take account of the government's
loss of revenue and additional assumptions would have to be made to determine
who in fact bears the cost of avoidance, but it is much too simplistic to
assert, as Brennan does, that it is the tax-avoiding individual.
Although Brennan does not specifically consider the vertical equity
question, his partial analysis actually supports the paper's conclusion that
tax effectiveness is higher for low-income groups than for high-income
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groups. This is because the demand schedules of poor taxpayers are likely
to be more inelastic than those of rich taxpayers, so that Brennan's
individual 2, whose tax effectiveness is 100 per cent, is likely to be a poor
taxpayer while the tax-avoiding individual 1 is likely to be a rich taxpayer.
In any case, Brennan's analysis does not apply to the case of an income
tax or broad-based consumption tax, where evaders and avoiders incur no costs
of avoidance other than the anti-social costs of contriving tax avoidance
schemes or implementing arrangements for evasion. The costs of evasion and
avoidance, in Brennan's sense of loss of utility, are borne by the other
taxpayers who have to shoulder the burden which the evaders and avoiders have
imposed upon them.
In suggesting that tax legislation has symbolic as well as factual
significance, Brennan seems to come dangerously close to arguing that a
progressive nominal rate structure, the attainment of which 'falls well short
of the ideal', is to be preferred to a nominally less fair system which is
fully effective. This seems to be an unjustifiable proposition on both
logical and ethical grounds.
Brennan's justification of tax expenditures as a means of reducing the
overall level of taxation, and his moral justification of evasion and
avoidance as a response to the notion that taxation is theft, might carry some
force if all taxpayers were given the same opportunities to take advantage
of tax loopholes and to take private action to offset tax impositions. There
might also be moral justification for what I called defensive tax avoidance,
that is avoidance by taxpayers who considered themselves to be cheated by the
tax system. But different classes and groups of taxpayers have vastly
different opportunities for evading and avoiding taxes under existing systems,
and it is this which leads to inequity. Even Brennan's concept of justice,
which he defines in terms of the collective claims of governments on
individuals, is an odd concept because it seems to have no regard for
distributional equity.
One can argue about the objectives of taxation policy, but it is
counterproductive and, indeed, dangerous to set objectives which cannot in
fact be achieved. The essential question in relation to any tax system is
whether the intended effects of a government's taxation policies are actually
realised.
If they are not, all the discussion at this conference (and in the
economic literature generally) about the equity, efficiency and stabilisation
objectives of taxation policies must be regarded, at best, as an esoteric
intellectual debate which does not purport to have any relation to the real
world and, at worst, as the construction of an elaborate illusion designed
to deceive governments in formulating their policies and taxpayers in
evaluating them.
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ASSIGNMENT OF CORPORATE INCOME TAXES IN A FEDERAL SYSTEM
*

Charles E. McLure, Jr.

I.

Introduction

Corporation income taxes are employed by roughly 90 percent of the states
in the United States, as well as by the federal government.* Each state
is largely free to define taxable income as it wishes and, within broad
limits, to use any method it desires to determine how much of the total
income of a firm it taxes.** Subnational governments in certain other
federations (Switzerland, for example) also have considerable latitude in
levying taxes on corporate income. It may therefore appear that the
corporate income tax is as appropriately assigned to subnational governments
as to national ones.
In fact, this is not true, and practice in many other
countries (for instance, Australia, the Federal Republic of Germany, and, to
a lesser extent, Canada) differs markedly from that in the United States and
Switzerland.
Severe conceptual faults, as well as troublesome administrative
defects, render the corporate income tax not a proper source of revenue for
jurisdictions as 'open' as the American states.
(Since this conclusion holds
a fortiori for local governments, the wisdom of assigning the corporate tax
to that level of government is not considered explicitly.)
Section II begins with a simple description of alternative ways the
corporate tax might be assigned to two levels of government and then attempts
to match the idealized descriptions of alternatives to real-world
institutions.
Section III examines the assignment of the corporate tax from
the normative point of view of Musgrave's three-branch division of tasks of
the public household into resource allocation, income redistribution, and
economic stabilization.^ An aspect of the allocative objective that is
highlighted, in Section IV, is tax neutrality toward locational decisions.
Section V focuses on a somewhat different aspect of the tax assignment
problem:
the administrative problems inherent in independent subnational
taxation of corporate income.
Section VI contains concluding remarks.
Much of the discussion that follows (especially in Sections IV and V) is
firmly rooted in U.S. institutions.
In this context a 'classical' income tax
levied on the corporation, with no integration with the income tax of
shareholders, is the most reasonable basis for discussion.
But corporate
taxes can, in principle, be levied by either the jurisdiction in which income
originates (the source or host jurisdiction) or the jurisdiction of residence
of the corporation. Moreover, hybrid systems are possible, in which income
is taxed by both source and residence jurisdictions, with one yielding
priority to the other. The United States, for example, taxes all income
earned within its borders, as well as all income of U.S. firms, wherever it
originates, but allows a credit against the tax liability of resident firms
for taxes paid to host countries. Other countries exempt income earned
abroad from their taxes on resident firms, and deduction of taxes paid to
host countries is yet another alternative.
Thus we will consider three
alternative classical systems:
source-based systems, residence-based
systems, and hybrid systems in which residence jurisdictions give priority
to taxes levied by source jurisdictions.^
Once we move beyond the U.S. context, it is necessary to consider systems
in which the corporate and personal income taxes are 'integrated'.
If
integration is complete, the corporate tax, in effect, becomes merely a
withholding tax to be offset against the personal income tax (for more on
integration and dividend relief, see McLure, 1979). As such, it would be
part of a residence-based personal tax and would fall largely beyond the
scope of this paper. Of course, no country - and certainly no subnational
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government - actually provides complete integration. On the other hand, many
countries, especially Canada and those in Europe, provide some relief from
the double taxation of dividends. Thus we consider systems for which
dividend relief is allowed, as well as classical systems.

II.

Conceptual Models and Real-World Modes

Before beginning to assess alternative assignments of the corporate
income tax to various levels of government, it may be useful to attempt to
specify fairly clearly, if not exhaustively, just what the options are."*
For this purpose, we consider only two levels of government, federal and
state, and begin with completely centralized (federal) assignment of this
fiscal instrument and work toward completely decentralized (state)
assignment.
It is, of course, possible that the tax not be assigned
exclusively to one level of government. Thus in the decentralized mode there
might be simultaneous assignment to both state and federal governments. We
then attempt to match up cases from the taxonomy with real-world examples.
Attributes of more than one of the conceptual ideals can, of course, exist
in a given country. Then in Sections III to V we appraise both the idealized
alternatives and their real-world counterparts.
There is naturally two-way interaction between the assignment of revenue
sources to levels of government and the degree of vertical and horizontal
fiscal equalization.6 For the most part we focus only on the assignment
of the corporate tax, ignoring both kinds of equalization and these
interactions.

A.

Conceptual Models

(1) Complete centralization would exist if the corporate tax were
assigned entirely to the federal government. Of course, the federal
government may use part of its tax revenues to provide grants to lower-level
governments, especially if the latter have inadequate access to buoyant
sources of revenues. Under revenue sharing, federal revenues from the
corporate income tax (and perhaps other taxes) would be shared with states
on the basis of one or more formulas that do not purport to return revenues
to their source (e.g., to the states that would have collected the funds had
they imposed the tax themselves).
Revenue sharing formulas based on
population, population density, the inverse of income level, and tax effort,
for example, are unlikely to be argued to reflect source of revenues.
By
comparison, tax capacity and personal income might be better, if not very
good, proxies for collections under a state corporate tax.
(2) Tax sharing involves federal collection of the corporate income tax,
but return of at least part of revenues to states, presumably on some basis
that arguably reflects where a state tax levied on the same base would have
been collected.^ Revenues might, for example, (a) simply be returned to
the states in which taxes are collected, (b) be returned on the basis of a
formula intended to reflect where corporate profits originate, or (c) be
returned to states of residence of shareholders. Under any of these
interpretations tax sharing would be equivalent to a system of state taxes
levied at a uniform rate on a uniformly defined base, using the same formula
(or other means of dividing the tax base) in all states.
Since state
autonomy is likely to be quite limited with regard to 'philosophical' issues
such as design of tax base and rate structure, unless state preferences in
these matters are respected, state revenues may be at the mercy of federal
policymakers.
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The first of these three alternative bases for tax sharing (collections)
has little appeal, since it seems to hinge so heavily on federal collection
techniques and, quite likely, on the 'residence' of firms, something that may
have little substance in the context of an economically integrated
federation. On the other hand, it would appear to be less harmful than a tax
levied independently by states of residence, because shared taxes are
inherently levied at equal rates on a uniformly defined base in all states.
The second approach to tax sharing (origin) is consistent with state
taxation based on the use of a formula to determine the source of corporate
income under a classical system, while the third (residence of shareholders)
would be more reasonable if the corporate and personal income taxes were
totally integrated.
(It would
be analogous to an integrated state system
that taxed only shareholders.)
A system oftax sharing that would be
consistent with state provision of dividend relief might combine these last
two approaches.
Finally, it is worth noting that as a practical matter tax sharing does
not seem to lend itself to federal implementation of results similar to those
of state taxes based on separate accounting.
Since data on interstate
division of profits that would
be generated by separate accounting would not
exist in its absence, it would
be difficult to devise a tax-sharing formula
that had the same effect as separate accounting.
(3) Centralized piggybacking would involve dual assignment of the
corporate tax base to both levels of government, but considerable state and
federal cooperation in levying the taxes.
In an extremely centralized form
of piggybacking, the federal government would collect the tax for the states
and would allow piggybacking only if state taxes were levied on a uniformly
defined base, divided among the states in a common way, and perhaps levied
at a uniform rate. Under this approach, state autonomy would exist, at most,
only in the choice of tax rates.
(Piggybacking with uniform rates would
be tantamount to an institutionally clumsy form of tax sharing.)
Piggybacking could easily be employed to implement state taxes based on
residence of firms or on attribution to states of source of income via
formula apportionment.
If the federal income taxes were integrated,
piggybacking could be used to implement a similar state tax based on
residence of shareholders (see also McLure, 1981a). Piggybacking could not
easily be used to achieve source-based taxation of corporate income, as
determined by separate accounting, for the same reason tax sharing could not
be.
(4) Decentralized piggybacking. The need for uniformity of definition
and division of tax base under centralized piggybacking is created by
administrative realities; a federal government cannot be expected to collect
a large number of state taxes, each of which defines or divides income
differently.
In more decentralized versions of piggybacking the federal
government would not actually collect state taxes; rather, it would simply
provide basic information that states would find useful in levying their own
taxes, but could not easily or efficiently determine if they acted
independently. (McLure, 1981a, note 45, uses the terms 'piggybacking' and
'coattailing' to distinguish between the two extreme (centralized and
decentralized) versions of piggybacking described here.) A prime example
might be state use of the federal determination of domestic and foreignsource income, something that states are not usually well situated to
discover.
Decentralized piggybacking could allow interstate differences in tax
rates, definitions of taxable income, and even apportionment formulas and
other methods of dividing income among the states.
In that case the
cooperation between state and federal governments would involve primarily
centralization of certain administrative functions such as some data
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processing and the basic auditing of firms.
Of course, if the various states
required substantial adjustments to the federal base, employed divergent
apportionment formulas, or divided income among themselves in a great variety
of other ways, substantial state auditing and data processing would also be
needed, and this version of piggybacking would merge into 'total fiscal
autonomy' of states, which will be considered below.
Note that in decentralized piggybacking geographically separate
accounting again has no direct role to play, since the federal government
would not ordinarily develop such information.^ But then neither would it
ordinarily develop the data required for formula apportionment.
It does,
however, seem somewhat more reasonable to expect federal assistance in
implementing state formula apportionment than state separate accounting
(except for the foreign-domestic split), provided states defined the factors
in their formulas in roughly the same way.
(5) Unified state taxation would occur to the extent that states agreed
to define income in the same way and used a common method to divide it among
themselves. This agreement could apply only to the definition of income or
to base division (with income defined independently), or it could include
both of these and even extend to uniformity of rates.
It could be gained
either because of federal (legislative or judicial) mandate or because states
decided voluntarily to unify their systems. The degree of decentralization
or state autonomy might be interpreted differently in the two cases.
Such
a unified state system could be complete or encompass only some states, it
could coexist with a federal income tax, and it could employ either the
federal definition of income tax or a different one. Though taxes would be
collected by the states, the effects of a unified system that included all
states, employed the federal base, and extended to rules for division of tax
base would resemble those of centralized piggybacking and, except that rate
differentials would be allowed, tax sharing.
(Thirsk, 1980, has also noted
the equivalence between tax sharing and perfectly harmonized subnational
taxes.)
(6) Total state autonomy would exist if the individual states had
complete latitude over the corporate income taxes they imposed, subject only
to general constitutional limitations intended to protect the freedom of
in
commerce and investment within the federation. u In the extreme case,
states could define income as they wished, levy rates of their choosing
(including no tax at all), and use any combination of formula apportionment,
separate accounting, and specific allocation to determine their share of a
firm's taxable income. Needless to say, the content of constitutional
limitations, as interpreted by the courts, could be crucial in determining
the extent of state autonomy in this sphere.
Of course, state autonomy
could exist side by side with a federal tax on corporate income that differed
in many important respects from those of the various states.

B.

Real World M o d e s ^

The constitution of the Federal Republic of Germany (West Germany)
provides that revenues from the federal corporation income tax be split
equally between the federal government and the governments of the states
(laender).
Although the distribution of revenues among the states under the
West German scheme of tax sharing is ostensibly based on the location of head
offices of companies, in fact it is based on the location of wage
19
p a y m e n t s . T h e r e is also a considerable amount of redistribution among
the states intended to equalize living conditions across states, a policy
goal stated explicitly in the West German constitution. Finally, West German
municipalities levy trade taxes containing a component based on profits.
Although tax rates vary by municipality, from 11.1 to 18.4 percent, they are
deductible as an expense in calculating corporate profits for the federal
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tax, so the net additional burden on profits is some 5 to 8 percent.
municipal tax is administered by the laender.

The

Although the constitution of Australia allows the federal and state
governments to levy concurrent taxes on virtually all bases, since 1942 the
states have effectively been precluded from collecting corporate income
taxes.^
States have been reimbursed in ways that have evolved from grants
equal to average collections for fiscal 1939-40 and 1940-41 (a form of tax
sharing), to financial assistance grants based on population, adjusted for
population density and the number of school age children, by 1957-38.
The
current approach can be characterized as revenue sharing, to distinguish it
from tax sharing, as practised in West Germany (for more on this distinction,
see Mathews, 1980, p. 19). Australia's financially unitary system of
financing federalism thus extends to the corporate income tax (this
description by Holmes and Sharman, 1977, p. 136 is quoted in Leach, 1981,
p. 40).
Taxation of corporate income in Canada has evolved through a number of
phases.^ Before World War II, the provinces acted largely independently
in imposing their taxes. Though most of the provinces levied their tax on
a definition of income taken from the federal statute, with little or no
modification, the Royal Commission on Dominion-Provincial Relations (the
Rowell-Sirois Commission) characterized the situation in 1940 as inequitable,
inefficient, uncoordinated, incredibly complex, and chaotic.
(See E.H.
Smith, 1976, p. 547 for this description.
On the Rowell-Sirois Commission,
more generally, see Thirsk, 1980, pp. 118-48). The War caused the
Commission's recommendations to receive less attention than they deserved,
but the exigencies of war finance did result in realization of one of its
proposals, centralization of revenues from the corporate tax, if only
temporarily. The provinces received per capita grants (called tax rentals)
as compensation for abandoning the corporate tax field.
The early post-war period saw a complicated form of voluntary tax sharing
(also called tax rentals) in which, in effect, but not in law, five
percentage points of the federal tax was shared with 'agreeing' provinces,
and the federal rate on income earned in 'non-agreeing' provinces was reduced
by five percentage po ints.^ This combined the attractions of tax sharing
with autonomy for those provinces (commonly Quebec and Ontario through most
of the post-war period) that preferred truly to levy their own taxes. Of
course, it raised a number of questions in the allocation of income between
provinces, namely in the uniform federal statute (for tax rentals) imposed
on the provinces. These included such standard questions as the choice
between separate accounting and formula apportionment (the latter eventually
won out), the components of the formula (now sales and payroll) and their
definitions, the treatment of investment income, and the definition of a
permanent establishment. Moreover, it raised the continuing specter that
these rules would not be adopted by non-agreeing p r o v i n c e s . F i n a l l y ,
when tie nature of the tax abatement was made explicit in the 1952-57 tax
rental agreements, it was necessary to employ an apportionment formula in
order :o know how much of the federal tax base of each firm to allocate to
Quebec (the only non-agreeing province at that time).^
The federal-provincial fiscal arrangements for 1962-67 saw a shift away
from tie tax sharing embodied in tax rentals (with tax abatement for nonagreeiig provinces) to a very centralized form of voluntary piggybacking.
Under :his system the federal government agreed to reduce (abate) its taxes
in all provinces and collect the tax of any province that agreed to use the
federal, base and levy only a single tax rate. Any province wishing to do so
could >pt out of the collection agreement and levy its own tax (or none at
all). Although Quebec and Ontario have generally remained outside the taxcolleczion agreement, the Canadian system has been described as 'still
substaitially a uniform one' (E.H. Smith, 1976, p. 565; see also Bird, 1982,
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p. 828). Alberta has, however, recently decided to levy its own corporate
tax, allegedly to attract home offices of firms.
While the Federal Republic of Germany and Australia lie at the
centralized end of the spectrum outlined above, and Canada occupies the
middle ground, Switzerland and the United States are at the decentralized
end.
In Switzerland part of the 'defence tax' levied by the federal
government is distributed to the cantons via revenue sharing (see Nowotny,
Chapter 11, this volume).
In addition, the Swiss cantons enjoy considerable
latitude in levying their own income t a x e s . E a c h canton has
traditionally had its own definition of taxable income; these vary in the
treatment of such items as direct taxes paid to cantons or the federal
government, depreciation, and the amortization of goodwill and other
intangibles. Moreover, tax rates vary from canton to canton, with most
cantons applying progressive rates that depend on the profitability of the
firm. Needless to say, this lack of a consistent definition of income can
result in considerable costs of administration and compliance for multi
canton firms. Movement toward 'formal harmonization' should alleviate this
problem. Efforts by academics to reserve the corporate income tax for the
federal government have not, however, been fruitful.
Although there is no federal law dealing with multiple taxation by Swiss
cantons, case law has produced principles a canton can follow in levying its
tax. Thus the head office of a firm has first priority, and other cantons
can only tax the remainder of profits, according to the rules that have
evolved. These rules follow an origin principle, based on the relative
importance of permanent establishments situated in the various cantons.
Individual states in the United States are clearly free to levy virtually
any rate of tax they wish on corporate income (or none at all), they can
define corporate income in almost any way they wish, and they face relatively
few constitutional or other legal restraints on the methods used to determine
19
how much of a corporation's income they can tax.
Moreover, in recent
years, and especially in the Economic Recovery Tax Act of 1981, the federal
government has reduced its own reliance on the corporate income tax, thereby
effectively reducing centralization of this revenue source.^
Efforts to unify the state corporate income taxes in the U.S. through
federal legislation, adjudication, and cooperative state action have enjoyed
mixed success. Though federal legislation that would bring increased
uniformity has been pending almost continuously for two decades, hardly any
has been passed.^
Nor have judicial decisions had much of a unifying
e f f e c t . V i r t u a l l y the only tendencies toward unification can be traced
to the Multistate Tax Commission (MTC), a non-governmental agency formed
through a multistate compact of some 20 states. The MTC encourages its
members to participate in joint audits of taxpayers and to adopt uniform
rules for determining taxable nexus and for defining and dividing taxable
i n c o m e . H o w e v e r , not only do many states not belong to the MTC; many
member states fail to abide by its recommendations.

III.

The Basic Normative Assessment

Corporate income taxes are probably commonly believed to be potentially
powerful implements for both income redistribution and economic
stabilization.^^ Yet, they are unlikely to be useful for either of these
purposes when levied independently at the subnational level. ^ First, it
is commonly recognized that for practical reasons subnational governments can
play only a minimal role in these two areas (see, for example, Oates, 1968;
see also R.A. Musgrave and P.B. Musgrave, 1980, pp. 524-27).
States should
not be heavily involved in efforts to stabilize the economy because much of
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any stimulus (or braking action) they provide will 'leak' out into the wider
national economy.
Moreover, state governments do not have the access to
supportive monetary and debt policies that are available to national
governments. As a result, states should utilize tax sources that are
relatively insensitive to cyclical swings. ^
The cyclical volatility of
corporate profits makes the corporate income tax a poor candidate for state
use on these grounds.
'State' taxes that are collected via tax sharing or
piggybacking entailing little state autonomy, because they are applied
uniformly across the nation, are better thought of as federal levies for the
present purpose, rather than as state taxes. Even so, their instability can
be the source of considerable difficulty for state governments.^'
It is unlikely that state corporate income taxes levied independently
have anywhere near the progressive effect commonly attributed to similar
taxes levied at the national level.
(As with stabilization, it is best to
distinguish those modes in which states can act independently from those in
which all states move in lock-step. The present discussion applies only to
the former.) This would clearly be the case for a residence-based tax; the
location of incorporation is so mobile that it seems unlikely that heavy
corporate taxes could be levied by states of residence without driving out
much of the tax base. Of course, state corporate income taxes are not
commonly levied at the residence of firms, and the analysis of source-based
corporate taxes is somewhat more complicated.
But these taxes are probably
borne in large part by factors that are immobile out of the taxing state,
rather than by capital, which tends to be fairly mobile.^® Finally, even
for taxes levied at the residence of shareholders, as under integration or
dividend relief, mobility may thwart attempts to redistribute income at the
subnational level.
In particular, high-income labor and owners of capital
are expected to be willing to migrate if they are taxed too heavily, and lowincome workers may be attracted by policies that would redistribute income
to them.
(Brennan, 1980, notes, 'if there is any state-local progression at
all, the poor will probably follow the rich around'.)
Whereas subnational governments are inherently poorly suited to discharge
the duties of stabilization and redistribution, they can, in principle,
undertake some allocative functions.
In assessing assignment of the
corporate income tax from the allocative point of view, we want to focus on
three of these functions:
providing public services that are limited in
geographic scope, charging for the scarce assimilative capacity of the
environment, and avoiding tax-induced distortions of resource allocation.
Corporate income taxes would be properly assigned to subnational governments
if collections closely reflected benefits from public services, if they were
closely related to environmental damage, or if the tax were a relatively
neutral means of raising revenue at the subnational level.
In fact, none of
these potential descriptions is accurate.
Destination-based sales taxes could reasonably be thought to reflect
benefits provided publicly to consumers, and a tax related to production in a
state, such as an origin-based value-added tax, might reasonably be thought
to reflect benefits provided to business. There is, however, little reason
to believe that a tax on the equity income (economic profits plus return to
capital) of the corporate sector bears any close relation to benefits
received by either consumers or producers.
(See McLure, 1975 for a general
argument against interpreting the corporate tax as a benefit tax and McLure,
1980 for a restatement in the state context.) Thus state corporate taxes
cannot readily be used to finance public spending in a way that would lead to
Tiebout-type efficiency in allocation of resources among states.
(See
Gordon, Chapter 2, this volume, for a masterful survey that incorporates
much of the literature based on the model of Tiebout, 1956). This is true
even if a formula is used to apportion income of a given firm among states,
in which case the tax resembles a composite of taxes on whatever appears in
the formula (commonly sales, payrolls, and property, in the United States).
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(For a further elaboration of this argument, see McLure, 1980). Flat-rate
taxes on the various factors in the formula might have some appeal as benefit
taxes.
But the rates of tax effectively applied to these factors under the
corporate income tax depend on the profitability of the firm throughout the
nation - something that is hard to justify on benefit grounds.
There is little doubt that corporations are responsible for a great deal
of the environmental degradation that plagues the world.
It may even be true
that if a firm pollutes, it will be more profitable than its 'clean'
brethren. ^
But it is equally clear that state corporate income taxes,
being unrelated to the causes of that damage, can do little to prevent it.
Thus they cannot be justified as corrective measures, at either the national
or subnational level.
Whereas the first two allocative tests applied to the corporate tax ask.
whether imposing the tax can be justified on certain grounds, the third asks
a somewhat different question.
It would accept a given means of raising
needed revenue at the subnational level if using that revenue source would
not distort the allocation of resources, including especially the location of
economic activity between various states.^ As usually applied at the
subnational level the corporate income tax does, however, distort locational
choices.^

IV.

Locational Distortions

In appraising the geographical neutrality of a state corporate income
tax, it may be useful to consider several ways of implementing the tax: as a
classical tax levied at the residence of firms, as a classical tax levied at
the source of corporate income, as a hybrid classical tax levied at the
residence of firms, with credit for taxes paid to jurisdictions of origin of
income, as an integrated tax levied at the residence of shareholders, and as
a system allowing dividend relief, but not complete integration. Finally,
source can be determined by using separate accounting, formula apportionment,
or specific allocation. The remainder of this section comments on the
locational features of these various forms of corporate taxes. For the most
part, we defer discussion of administrative feasibility of implementing
source-based classical taxes until Section V. We note administrative
problems of other methods at this point, generally without extended
discussion.

A.

Classical:

Residence of Firms

Basing taxation of corporations on the state of residence of the firm has
little appeal within a federal system. This is certainly true if, as in the
United States, firms have wide latitude in choosing the location of
incorporation or of head offices, and 'residence' defined in either way need
bear no close resemblance to where most business is actually conducted
(Richard Musgrave, Chapter 1, this volume, reaches a similar conclusion).
If classical taxes were imposed at residence, tax considerations might come
to dominate decisions of this type. Not only would residence be chosen with
taxes in mind, 4 it would also be a simple matter to structure corporate
affairs in such a way as to lodge corporate profits in subsidiaries resident
in tax-haven states, which would undoubtedly exist.33 Attempting to stop
this abuse would raise issues of transfer pricing and allocation of
deductions similar to those found in the international sphere.
Perhaps as important as the locational distortions this would produce,
tax competition might result in little revenue being gained from this tax.
In the extreme case, taxes would be bid down until they just covered costs
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the state of incorporation incurred as a result of incorporation.
Of course,
given the generally negative view of independently levied state corporate
taxes that follows from the analysis of this paper, such a result can hardly
be given low marks.
Indeed, the extreme result just noted is totally
consistent with a benefit rationale for a state corporate tax of modest size.
It is worth noting that this negative conclusion about taxation by the
state of residence of firms is in marked contrast to that in the literature
on taxation of multinational corporations. There taxation by the home
country is seen to be attractive precisely because it fosters ’capital export
neutrality’, that is, tax neutrality toward the way investments of a given
firm are split among various (home and foreign) countries.^ Taxation by
residence states is, of course, neutral with regard to where investment is
made, just as in the international sphere. The difference is that in the
international context it is assumed (usually implicitly, at least in
theoretical analyses) that tax considerations will not affect the nation of
residence of firms. But the existence and use of affiliates chartered in
tax-haven countries belies this assumption.
Even if tax-haven problems are
ignored, it is interesting to speculate whether taxation based on residence
of firms can withstand pressures created by the increasing economic
unification of the European Economic Community. We briefly return to this
question below.

B.

Classical:

Source of Income

At least three means have been devised for dividing the income of a
multi-jurisdictional firm (or group of firms) among jurisdictions for tax
purposes. The common practice in the international sphere is to respect the
legal fiction that separately incorporated firms are, indeed, economically
separate entities and tax them as s u c h . ^ Tax liability is based on the
separate accounts of individual firms, so parents recognize income earned
by foreign subsidiaries for tax purposes only if it is distributed to them.
To the extent that separate subsidiaries are used in each country and operate
only there, no further problem of division of income may arise.
But a
foreign operation can be taxed quite differently, depending on whether it is
organized as a subsidiary or a branch. Moreover, problems naturally result
from inter-jurisdictional transfers of goods and services within a firm and
between affiliated firms and from shared expenses.
It is necessary to have
rules for the determination of 'arms length pricing' and the allocation of
deductions for such inherently indivisible costs as home office expenses and
research and development.
A luite different approach is commonly employed to divide income of a
multi-state firm among the states of the U.S.
It is recognized that separate
accoun:ing may not adequately reflect contributions to the overall
profitability of a firm by activities conducted in the various states, in
part because transfer prices and allocation of deductions can be manipulated
and in part because there are sometimes interdependences that make it
conceprually impossible to isolate the separate incomes of components of a
firm or group of firms. Moreover, firms may simply not keep books on a
geographical basis. As a result, total profits for the nation as a whole are
commonLy split among the states on the basis of formula apportionment.
Ordinarily equal weights are assigned to the taxing state's fractions of
national payroll, property and sales, but unequal weights are sometimes
assigned to these 'factors'.
(The most common deviation is double-weighting
of sales. But Iowa employs only a sales factor.)
Alrhough the use of formula apportionment was originally developed for
the taxation of one interstate firm, it is now employed by some states to
determine their shares of the nationwide or worldwide income of a group of
firms engaged in so-called 'unitary' business.
State practice in this regard
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is far from uniform, however.
Whereas some states (most notably California)
go so far as to employ 'worldwide unitary combination' to determine how much
of the income of a multi-national group of firms to tax, other states adhere
to separate accounting to determine the income of individual corporations and
then tax a portion of the income of each based on application of their
formulas (rather than using separate accounting to allocate that income
geographically).
(See also Section V.)
Using either separate accounting or formula apportionment to attribute
income to states where it originates can be expected to generate two types
of pressures: administrative and economic. The former are discussed in
Section V; for the purpose of the discussion of this section we assume that
they do not exist. We assume alternatively (a) that separate accounting
accurately measures where income originates, despite the conceptual
impossibility of its doing so in many cases, and (b) that formula
apportionment is thought to be a satisfactory, if arbitrary, compromise,
given difficulties of separate accounting.^6
Taxation at source implemented accurately via separate accounting is
consistent with what is called 'capital import neutrality' in the
international literature. Under this definition of neutrality, all income
earned in a given locality is subject to the same tax regime. The problem
is that this is not a concept of neutrality that has analytical appeal;
investment decisions are distorted away from high-tax jurisdictions toward
those that levy low taxes. ^
Locational distortion is avoided under
source-based taxes only if taxation is identical in all states, as it would
be under one of the highly centralized formats.
(See also Thirsk, 1980 for a
discussion of the capital export neutrality of residence-based taxes and the
capital import neutrality of source-based taxes.)
Using formula apportionment to approximate the source of income modifies
the argument only s l i g h t l y . A subnational corporate tax levied in this
way can be decomposed into taxes on whatever factors appear in the formula,
levied at rates that depend on the firm's overall (nationwide or worldwide)
profitability, as well as the statutory tax rates.
If the factors are
payroll, property, and sales, the corporate tax can therefore be expected to
discourage employment, investment, and sales in states levying relatively
heavy corporate taxes (this straightforward proposition is demonstrated
formally in McLure, 1980).
Whether the aggregate distortion of economic
decisions is more or less burdensome than that under a tax imposed using
separate accounting depends on the responsiveness to tax of these three
factors, compared with that of investment alone. One would expect investment
to be more sensitive to tax differentials than employment and sales at
destination, and perhaps more sensitive than sales at origin. But the fact
remains that the tax will distort locational choices if it is not levied at a
uniform rate on a uniformly defined base, using a common apportionment
formula.

C.

Hybrid Classical:

Priority to Source

A hybrid system in which states of residence gave priority to taxes
levied by states of source, via a tax credit for source-state taxes, would
have the allocative effects of a residence-based system, unless the sourcebased taxes exceeded those of residence states. It would be vulnerable to
the same pressures and abuses described above in subsection A of this
section.
(In this sense, Richard Musgrave, Chapter 1, this volume, seems too
sanguine about the use of such a hybrid system, at least for state
corporation income taxes.) If source-based taxes are higher than residencebased taxes, they would have the distorting effects already mentioned.

-

110 -

D.

Complete Integration and Dividend Relief

A completely integrated system of state corporate and personal income
taxes would be relatively neutral; that is, it could distort residential
choices of shareholders, but it would not distort choices of the location of
production. For this reason, as well as because of its consistency with
global taxation of income of shareholders, it is conceptually the most
appealing form of state taxation of equity income originating in the
corporate s e c t o r . S u c h an integrated system would, however, be virtually
impossible for individual states to implement acting independently, even if
we ignore problems that have thus far stymied efforts at total integration
of even national taxes.
(For a description of these problems, see McLure,
1979, Chapter 5. Difficulties of levying integrated state taxes are
discussed in McLure, 1981a.) States would need to piggyback an integrated
federal system or engage in a considerable amount of cooperation - cooperation
that would be so complete that little state autonomy would exist. (In the
terms of Section II, unified state action, and perhaps centralized
piggybacking, would be necessary.)
By combining source-based taxation of retained corporate earnings (and
perhaps part of distributed earnings) with relief from double taxation of
distributed income, a system of dividend relief shares (but to an attenuated
degree) the allocative advantages of integration and the disadvantages of
source-based taxation.
So far as administrative feasibility is concerned,
the conclusion is basically the same for a state system of dividend relief as
for integration:
piggybacking or substantial unification is required. This
is especially true if the basic corporate tax is based on the origin of
income, rather than the residence of firms.
Several features of European income taxes may help to explain how
dividend relief is feasible there, despite this negative conclusion.
First,
the European systems of 'integration' are based on residence of firms, rather
than source of income/
Thus shareholders need deal only wit^i(at most)
the countries of residence of the firms whose shares they own. ^ Second,
most shares of European companies have probably traditionally been held by
residents of the same countries where firms are chartered. The relatively
small number of countries involved further facilitates agreement and
cooperation. Even so, one would expect to see further strains develop.

E.

Assessment of Present Systems

Based on the norms of this and the previous section, Australia's
assignment o: the corporate tax to the federal level of government clearly
receives the best marks. The Federal Republic of Germany's assignment of the
tax is a close second. The federal-state tax-sharing arrangement, with the
uniformity o: tax base and rates implicit in it, clearly overcomes many
potential objections to subnational use of this revenue source; because its
rates are less uniform, the municipal trade tax is less defensible.
These
arrangements have the advantage that they provide the laender and
municipalities with substantial revenues from 'own' sources. One can,
however, question assigning such a cyclically sensitive source of revenue to
the laender ind to municipalities.^
As a pra:tical matter, there may be enough uniformity in the corporate
taxes of the Canadian provinces to make the Canadian system rank not far
behind that >f Australia or the Federal Republic of Germany.
Though rates
need not be iniform, rate differentials are probably not important enough to
matter.
But one must worry about the latitude the provinces have (and may
increasingl^be exercising) to withdraw from the tax collection
agreements.
Bird has noted:
'The oil-rich province of Alberta has
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chosen to exercise this option with respect to the corporate income tax,
effective in 1981. This action has reinforced recurrent fears that the
Canadian economic union may be further fragmented by a return to a
competitive "tax jungle" of the sort that existed in the 1930s, before the
war led to a much stronger federal influence on provincial tax structures'
(Bird, 1982, p. 828).
The assignments of the corporate tax in Switzerland and the United States
clearly come in far behind those of the other three countries. In both
countries, differences in methods of dividing income among states (cantons)
combine with rate differentials to create locational distortions that are
probably more important than those in Canada,^ as well as creating
problems of administration and compliance.

V.

Administrative Feasibility

Where corporations or groups of corporations hve operations that extend
across the boundaries of taxing jurisdictions, administrative problems arise
in implementing corporate income taxes that are not encountered when a tax
is levied in a closed economy. These difficulties are compounded if states
do not agree on how to define taxable income and divide the tax base among
themselves. These mundane practical problems may be every bit as important
as the theoretical and conceptual arguments presented in the previous section
in rendering the tax inappropriate for use by subnational governments.
The problem is not merely one of aesthetics, although anyone with an
appreciation for neatness would almost certainly be offended by the U.S. and
Swiss 'systems' of subnational corporate income taxes. Rather, non
uniformities of the types described below probably distort decisions on
location of economic activity and other aspects of corporate behavior to an
extent not indicated by a simple comparison of the tax rates imposed by
various states. Moreover, differences in the provisions of state taxes of
the types and magnitudes found in the United States almost certainly need
lessly absorb considerable amounts of the scarce talents of lawyers and
accountants in tax administration and compliance that could more productively
be used in other pursuits.
Given the much greater uniformity in subnational corporate taxation found
in several other countries and the specificity of many of the existing
problems of non-uniformity to the United States, this is not the proper forum
for a detailed description of administrative problems. The brief description
that follows should, however, indicate that the problems at issue are not
minor or insignificant.^
A minimal requirement for uniformity is use of a common definition of
income for tax purposes. The federal definition of taxable income, with at
most minor deviations that should not differ much across states, would
ordinarily be the obvious choice. Tendencies toward unification in this
direction have recently been set back by the Economic Recovery Tax Act of
1981, which made substantial modifications in the federal definition of
taxable income that many states have been unwilling to accept.
(This problem
has long been recognized; in the context of personal income taxes, see the
recent discussion by D.G. Smith, 1979.)
Most of the 'business' income of corporations is divided among states
where they have taxable nexus (discussed below) on the basis of formula
apportionment, rather than separate accounting. But not all states use the
same formula. Nor do those that include given 'factors' in their formulas
necessarily define those factors in the same w a y . ^
Moreover, states do
not agree on the components of income that should be apportioned by formula,

-

112 -

rather than civided in some other way. Whether to include dividends in
apportionable income has been particularly controversial in recent years, as
noted further below.
One might reasonably believe that a corporation engaging in whatever
activity enters the approtionment formula of a given state would have taxable
nexus in that state, and would therefore be subject to the state's taxing
jurisdiction. But difficult issues arise in determining whether or not a
company has sales or payroll in a given state, and rules for determining
nexus can loom important in some instances.^
It is we.l established that a given firm cannot generally use
geographical.y separate accounting to calculate the income on which it is
taxed by a pirticular state, if activities in that state form part of a
unitary business with activities in other states. But some states (notably
California) ipply the 'unitary doctrine' across groups of affiliated firms,
by combining their reports, rather than respecting the legal boundaries
between firms. Moreover, since the definition of a unitary business is
rather subjective, it is not applied uniformly, even by those states that
combine the reports of firms they deem to be engaged in a unitary business.
(For a recen: attempt to define a unitary business, see McLure, 1982.)
One of tie chief sources of contention in recent years has been the tax
treatment of dividends.
(For one view of the proper tax treatment of various
types of dividends, see McLure, 1981c.) Where unitary combination is
appropriately practiced, there is no issue; dividends, like other
intercorporaze transactions, are simply netted out before the formula is
applied. Most states do not follow the economist's prescription that other
intercorporate dividends should not be taxed, since the income underlying
dividends woald already have been taxed in the hands of the corporation
paying dividends. Some states allocate dividends entirely to the state of
commercial domicile of the recipient corporation, but others have attempted
to include dividends in income to be apportioned by formula, arguing that a
unitary business is involved. Two cases recently decided by the U.S. Supreme
Court, ASARQ Inc, v Idaho State Tax Commission and F.W. Woolworth Co . v.
Taxation anc Revenue Department of New Mexico (102 S. Ct. 3103, 1982; and 102
S. Ct. 3128, 1982), indicate that apportionment of dividends and other income
from intangjbles will sustain a due process challenge only if the payee and
payor corpoiations are determined to be involved in a unitary business (see
W. Hellersttin, 1982).
The most aggressive state tax administrations do not limit their
application of unitary combination to domestic firms or to domestic-source
income, as cefined, for example, through the application of separate
accounting it the federal level. Rather, under worldwide unitary
combination they combine the reports of all affiliated firms deemed to be
engaged to le in a unitary business, whether domestic or foreign, and use
formula app<rtionment to divide the entire worldwide income of the group (for
a descriptim of California practice, see Miller, 1982).
In addition to the
interstate tifferences already described, this divergence from federal
practice is seen by many observers, both within the United States and abroad,
to be unreasonable, particularly as it applies to groups headed by foreign
p a r e n t s . T h i s has led to support for 'water's edge' legislation that
would prohiiit states from taxing income arguably from foreign sources until
it has been subjected to tax by the federal government.
(For a comparison
of worldwid; unitary combination and a water's edge approach, see Carlson
and Galper,1982).
States urrently act largely independently of each other and of the
federal gov-.rnment in levying their corporate income taxes. The duplication
of efforts >y both tax adminstrators and taxpayers clearly gives rise to
substantial waste of resources. Moreover, the lack of coordination lends
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credibility to both the claims of tax adminstrators that corporations tell
different stories in different states and the claims of taxpayers that they
are treated unfairly under the inconsistent statutes and regulations of the
various states in which they operate. The obvious solution is a unified
return on which the taxpayer would report total income and its allocation
among states, including those that levy no corporate tax, and a program for
auditing a given corporation simultaneously on behalf of all states imposing
income taxes. But a unified report and joint audits are clearly infeasible
as long as the substantial differences in state practices mentioned above
(and others) e x i s t . ^
The administrative problems inherent in independently levied state taxes
reinforce the conclusion of the previous section that a corporate income tax
levied in this way is not an appropriate fiscal vehicle for subnational
governments.
If it is to be used by such governments,•it should be through
tax sharing, centralized piggybacking, or unification of state systems.
It
should not continue to be imposed as in the United States and
Switzerland.^

VI.

Concluding Remarks

Richard Musgrave has summarized the conventional wisdom on assignment of
the corporation income tax in these words:
'...income and profits taxes are
least suitable to the local level, questionable at the middle and preferred
at the central level' (Chapter 1, this volume).
Similar sentiments have been
expressed in many other places. Yet virtually no federation, other than
Australia, follows this prescription, at least in its extreme form.^l
In the United States, most of the states employ a corporation income tax,
and local governments in a few states even levy this totally inappropriate
tax. In the early 1960s, a Congressional committee characterized the state
corporate income taxes as '...a system which calls upon tax administrators
to enforce the unenforceable, and the taxpayer to comply with the
uncompliable' (U.S. Congress, 1964, p. 598). Whether that situation is much
improved is debatable. The cantons of Switzerland also levy this tax,
enjoying a degree of autonomy that has led the authors of one paper to
describe the Swiss situation as 'a tax jungle' (Duss and Bird, 1979).
The situation in Canada and the Federal Republic of Germany is much more
satisfactory.
In Canada, a voluntary system of federal collection that
amounts to a very centralized form of piggybacking (with rate the only
variable under provincial control) assures considerable uniformity, at least
among the provinces opting to have their taxes collected form them. There
are, however, signs that this relative uniformity may be unravelling, as
Alberta joins Quebec and Ontario in levying its own tax, and in a way that
diverges from that in general use.
The Federal Republic of Germany, by employing tax sharing, avoids
problems caused by lack of uniformity.
But one must still wonder at the
wisdom of sharing a tax that exhibits considerable cyclical instability, as
well as secular growth. The trade tax employed by the West German
municipalities shares this defect, as well as containing geographical
differentials in rates. Of the federations surveyed here, only Australia
seems to have avoided this last problem, by completely centralizing the
corporate income t a x . ^
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NOTES

The au:hor is Senior Fellow, Hoover Institution, Stanford University.
This paper has also been published in slightly different form in the
Canadian Tax Journal, Vol. 30, No. 6 (November-Deceraber, 1982). The
author is indebted to Laurel Schwartz of that Journal for editorial
sugges:ions and to Sijbren Cnossen for his perceptive comments on an
earlier draft.
^

2

For current data on tax collections, by state, see ACIR (1981, pp. 4041). Earlier editions of that publication (especially that for 1976-77)
contaii more complete, if somewhat dated, information on the structure
of state corporate income taxes.
This statement is not meant to imply that any state could, if it
wished, tax all the income of a non-domiciliary multistate firm. Rather,
states are generally free to choose whether to use specific allocation,
separate accounting, or formula apportionment (terms to be clarified
below) to determine how much of a firm's income to tax and, in the last
case, the formula it uses. See also footnote 19 below.

3
See RA . Musgrave (1959, Chapter 1), for the basic formulation of the
three branch approach. Its application to fiscal federalism appears on
pp. 179—83. Recent restatements include Oates (1968, pp. 37-54); R.A.
and P.B. Musgrave (1980, Chapters 1 and 24); R.A. Musgrave (Chapter 1,
this \olume); and more formally, Gordon (Chapter 2, this volume). For a
more txtended discussion of the economics of fiscal federalism, see Oates
(1972;.
] should note at the outset that I am examining the tax assignment
problem from behind the Rawlsian 'veil of ignorance'. That is, the
analysis presented here is germane if the decision on tax assignment is
being made before disembarking from the Mayflower. Once disembarkation
and settlement have occurred, vested interests in geographically
differentiated property rights will exist that may impede implementation
of this rational approach.
Indeed, no federation may be formed in the
latter case if adherence to these rules is required.
I appreciate Peggy
Musgrive's having noted this distinction at the Canberra conference.
^

A fourth possibility, a hybrid in which the jurisdiction of source
yields priority to the jurisdiction of residence, is not considered,
simply because it is not found in practice, and is not likely to be
found

^

Break (1980, Chapter 2) considers the extent of state autonomy in (a)
tax aiministration, and in the determination of (b) tax base, (c) rate
struc’
.ure, (d) rate level, and (e) revenues. We focus on autonomy in
detenination of (1) tax base, (2) its division among states, and (3)
rates (structure and level). Autonomy over the base and its division
among states may imply independent administration, and the choice of
base, income division, and rates determines revenues.

6

Thus vertical imbalance' is less in the Federal Republic of Germany
than .n Australia, because the former uses tax sharing between the
natioial and state governments, whereas the latter employs grants from
the f-deral government to the states (a form of revenue sharing). These
interictions, especially as they relate to tax sharing, are considered at
lengti, for example, by Hunter (1980, pp. 424-42).
See also Nowotny
(Chap:er 11, this volume). Equalization is quite important in Canada,
where provinces have access to tax bases that are distributed quite
unequilly across provinces; see Thirsk (Chapter 10, this volume).
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^

Whether the corporate tax shared between the federal and state
governments is actually administered and collected by the former or the
latter need not affect the basic description of tax sharing. But it may
do so, if revenues are returned, in part, to the states where collected.

8

In contexts such as commodity taxation it might be appropriate to call
this a surcharge on the federal tax or base. In the income tax field it
seems more appropriate to speak of a separate state rate, since the state
'surcharge' could not be applied to either the federal tax or base until
the base had been divided among the states.

^

Two comments should be made here. First, states might (or might not)
utilize federal definitions of domestic and foreign-source income if they
adopted a 'water's-edge' approach to formula apportionment; in
virtually all countries national governments use separate accounting to
draw this distinction.
Second, depending on their practice with respect
to unitary combination, states might employ the federal division of
income between legal entities.
See also the discussion in Section V.

10

State autonomy might be limited by federal law, as well as by
constitutional provisions.
Depending on the extent of limitations, this
case would merge into 'unified' state taxation, as described above.

11

In addition to other references cited, see Head (1982, pp. 187-216);
and Thirsk (1981).

^

This description is based on Mathews (1980, pp. 55, 63-64); Traber
(1980, pp. 261-80); and Nowotny (Chapter 11, this volume).

13

The states were legally free to impose income taxes, but doing so would
mean that the state tax burden would be added to that of the federal
tax. Moreover, until recently the central government's reimbursing
general purpose grants to a state were conditional on the state not
levying its own tax; see Hunter (1980, p. 427).

1^

This description of the evolution of the Canadian system is taken from
E.H. Smith (1976, pp. 545-71).
Basic to the Canadian assignment of this
tax source is the provision in sub-section 92(2) of the British North
America Act that limits provinces to the use of 'direct taxation within
the province'. Of course, Canadian legal minds have long since found a
way around these words, by calling provincial sales taxes direct taxes
levied on consumers, but collected by merchants.

^

The following arrangement, described in E.H. Smith (1976, p. 549), was
dictated by political realities and the desire to keep the promise to
reduce federal taxes after the war:
(a) the federal government lowered
its own tax rate by ten percentage points to make room for higher
provincial taxes, (b) transfers, called 'tax rentals', were paid to
provinces that levied taxes of 5 percent on income earned within their
borders (agreeing provinces), but (c) revenues from the provincial taxes,
which were to be administered by the federal government, were to be
deducted from the transfer or tax rental payment.
In other words, the
economic reality (as subsequently recognized in law) was that 5
percentage points of the federal tax was to be shared with 'agreeing'
provincial governments, but would not be imposed on income earned in the
non-agreeing provinces (thus the common use of the term 'tax abatement').
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16

See E.H. Smith (1976, pp. 545-71) for a description of the efforts to
gain uniformity over the past 35 years.
It should be noted that
'permanent establishment' had an importance not found in state law in the
United States because Canadian law was based largely on international
practice (p. 550).
It is interesting to note, however, that in
determining the part of the income of a multinational firm to allocate to
each of several provinces, Canadian practice employs a formula to
determine foreign and domestic-source income, rather than utilizing a
'water's-edge' concept (that is, apportioning by formula only Canadian
income, as determined by the federal government via separate accounting).
By comparison, and quite illogically, a firm operating in foreign
countries, but only one province, is taxed on its worldwide income, but
allowed a credit for foreign taxes (p. 553).
With the advent of equalization payments in 1957, the allocation of
income also became important for the calculation of provincial revenues
under a standard corporation tax. See also Thirsk (Chapter 10, this
volume).

1®

19

Dafflon (1977, pp. 82-95); Duss and Bird (1979, pp. 46-67); and
conversations with Alfred Meier, of the Institut für Finanzwirtschaft
und Finanzrecht in St. Gallen.
For an excellent discussion of the legal limitations on state taxing
powers, see W. Hellerstein (1983, pp. 135-66). J. Hellerstein (1982),
provides an invaluable introduction to the historical evolution of legal
interpretation of these limitations.
♦

20

Moreover, by adopting a definition of income that many states did not
want to follow, it caused general state abandonment of the federal
definition; see also Section V. The 1982 tax act reversed part of the
1981 cuts, but did nothing to undo the 'decoupling' of state and federal
definitions of the tax base.
The only federal legislation deals with the relatively unimportant
issue of conditions under which a firm has taxable nexus in a state in
which it has no employees or property. This legislation, P.L. 86-272,
was passed in response to a 1959 court case, Northwestern States Portland
Cement Co. v. Minnesota (358 U.S. 450) that condoned state taxation of
income arising solely from interstate commerce.
Unsuccessful legislative
proposals have been much more ambitious, at various times covering,
inter alia, rules for defining taxable income, nexus, uniform formulas,
treatment of dividends, defining a unitary business, combination, and
taxation of foreign-source income (as defined under federal law). The
need for uniformity in these areas is discussed in Section V. For a
recent exchange on proposals for uniformity, see Corrigan (1980, pp. 50714); and McLure (1981c, pp. 51-63).
Indeed, the Supreme Court has allowed the states wide latitude in tax
policy.
In Moorman Manufacturing v. Bair (437 U.S. 267 at 280), it
wrote:
It is clear that the legislative power granted to Congress by
the Commerce Clause of the Consitution would amply justify
the enactment of legislation requiring all States to adhere
to uniform rules for the division of income.
It is to that
body, and not this Court, that the Constitution has committed
such policy decisions.

-

117 -

23

The Multistate Tax Compact incorporates the Uniform Division of Income
for Tax Purposes Act (UDITPA). The MTC's regulations of UDITPA are
printed in its seventh annual report (for fiscal 1973-74). For a
description of the MTC's role in fostering uniformity in state income
taxation written by its executive director, see Corrigan (1976,
pp. 423-42).

^

This statement raises important issues of the incidence (distribution
of tax burden) of national corporate income taxes and the stabilizing
effects of both automatic and discretionary changes in corporate tax
receipts at the national level that are beyond the scope of this paper.
Fortunately, they do not need to be addressed at length, given the
argument that follows.

25

In considering the economic effects of various subnational taxes it is
often useful to distinguish the results of two alternative ways of
looking at the problem. Under one, the taxes of all states are thought
of a comprising a system, imposed multilaterally by all states, and
perhaps more or less uniformly throughout the nation. When we are
dealing with taxes levied (or altered) by states acting independently,
this approach seems inherently less useful in discussing the tax
assignment problem than one that focuses on the economic effects of taxes
imposed (or changed) by particular states, holding the taxes of other
states constant. An assumption of multilateral and uniform action is
more appropriate where tax sharing and highly unified or centralized
systems of state taxation are at issue.
Nowotny (Chapter 11, this volume) points out that cyclical instability
in revenues of subnational government can induce instability in
investment, aggravating macroeconomic instability.
If taxes employed by
different levels of government do not have secular elasticities that
resemble the response of expenditures to economic growth, secular 'fiscal
imbalance' will result.
Ideally state revenues would show secular
elasticity, but would be relatively insensitive, in real terms, to
cyclical instability.
In this regard, it is interesting to note the
reasoning of the Prime Minister of Canada in justifying the greater rate
of federal tax abatement for the personal income tax than for the
corporate tax in the 1962-67 federal-provincial fiscal arrangemments.
Revenues from the personal tax fluctuate less and grow more rapidly than
those from the corporate tax, he said. Moreover, corporate profits are
more national in scope and origin.
See E.H. Smith (1976, p. 563) and the
reference given there.

27

State revenues can easily be isolated from discretionary changes in
federal rates made for counter-cyclical purposes. But they will remain
vulnerable to cyclical swings in the tax base.

O Q

This argument is presented in greater detail in McLure (1980 and
1981b). This analysis employs the unilateral approach, for reasons
explained in note 25 above. For a provocative extension of this analysis
that reaches somewhat different conclusions, see Mieszkowski and Morgan
(1982).
29

The relevant comparisions are presumably within the same industry, to
avoid confusing lack of social conscience with monopoly power.
I know
of no analyses of this question.
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In a sense, then, the corporate tax would be found as acceptable at the
subnational level as at the national level, as long as it was
geographically neutral and administratively feasible, Many observers
would find that the distortions of debt-equity and dividend-payout
decisions in the corporate sector, the allocation of capital between
sectors, and the choice of consumers between corporate and non-corporate
products generated by a classical (unintegrated) corporate income tax
would disqualify it for use at any level of government. For such a view,
see McLure (1975, pp. 532-82). Of course, these arguments do not apply
to an integrated tax, and they apply with less force to a system that
provides dividend relief than to a classical system.
The following passage from Thirsk (1980, p. 128) is worth quoting:
...The need for fiscal harmonization ... is most urgent when
ever subfederal jurisdictions rely on the least appropriate
tax principle for an open economy: when firms either receive
benefits they do not pay for or receive far fewer benefits
than they pay in taxes.
Of course, if the corporate tax really were a benefit tax or only
reflected environmental damage, it would not distort locational choices;
indeed, it would be necessary if locational choices were not to be
distorted. Though we focus implicitly on net fiscal residuals in what
follows, we ignore links between corporate tax collections and both
benefits of public services and environmental damage, since they are
probably minimal.
Thirsk (Chapter 10, this volume) and Brennan (1980)
also focus explicitly on net fiscal residuals.

33

Nowotny (Chapter 11, this volume), indicates that in Switzerland there
are 'numerous examples of national and international companies seeking
regional "tax havens" for their legal seat'.
Sijbren Cnossen has
indicated in personal correspondence that the quality of regional tax
administrations responsible for collecting national taxes also affects
decisions on corporate residence, e.g., in the Netherlands.

33

Once the use of tax havens is considered, one must naturally ask
whether the parent's tax on earnings of a subsidiary would be deferred
until earnings are distributed, as in the international sphere. Given
the low probability that subnational taxation at residence would be
applied in a federal context, this issue is not examined further.

3^

See, for example, P.B. Musgrave (1969).
Strictly speaking, once one
considers taxation at the shareholder level, capital export neutrality
is possible only if the corporate income tax is fully integrated with the
individual income tax; this argument is developed more fully in McLure
(1979, Chapter 6). The remainder of this discussion follows the common
practice of focusing only on the corporate tax.

33

Actually some countries allow parents and their wholly owned
subsidiaries to file consolidated returns, particularly when the
subsidiaries are locally incorporated.
Separate accounting is more
commonly used when foreign subsidiaries are involved.

36

If formula apportionment were thought to measure the source of income
accurately, the arguments given here for separate accounting would apply
without modification.
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See P.ß. Musgrave (1969). This possibility has become the object of
recent public concern in Canada and the United States, where provinces
and states rich in natural resources can use taxes on those resources to
enable them to provide a given level of public services with lower taxes
on other economic activities than are imposed elsewhere. See McLure
(forthcoming-a); and Mieszkowski and Toder (1983, pp. 65-91).

3®

It is sometimes argued in the United States that attribution of income
to the state where it 'originates' is neither intended nor
constitutionally required. We are interested only in the effects of
formula apportionment; whether it is seen as a means of actually
attributing income to source states is of secondary importance.

3^

Thirsk (Chapter 10, this volume) notes that 'In order to minimize the
extent of any tax spillovers, sub-federal levels of government would be
restricted to forms of taxation which rely on the residence rather than
the source principle'. Though Thirsk does not include integrated income
taxes in his list of residence-based taxes in that paper, he explicitly
recognizes the conceptual value of an integrated income tax as a
residence-based tax; see Thirsk (1980, pp. 118-48).

^0

Even though France employs the territorial principle, for example,
shareholders look to France, rather than to countries where income of
French firms originates, to provide shareholder credits.

^3

Under another approach (followed in the Franco-German treaty and the
1976 draft directive of the European Economic Community), the country of
residence of the shareholder would grant the credit and be reimbursed by
the firm's country of residence.
See Nowotny (Chapter 11, this voiume) on the dissatisfaction caused by
the cyclical instability of both the profits component of the municipal
trade tax and shared revenues from the West German corporate income tax.

^3

Neither the original British North America Act nor the new Canadian
constitution contain serious limitations on provincial taxing powers.
Thus Bird (1982, p. 828) has noted, 'all provinces in Canada have
complete freedom to determine their own tax rates - and, if they choose,
to opt out of the collection agreements and impose their own tax or [sicj
whatever base they choose...' (emphasis in original).

^

Thirsk (1981) notes that, on average, Canadian rates are about twice
U.S. rates, but their standard deviation is only about half that in the
U.S. Writing on Switzerland, Duss and Bird (1979, p. 61) note that
'[tjhe result of all this diversity is that corporate taxation...provides
a prime example of the "tax jungle"'.

^3

For more on the need for uniformity in state income taxes in the U.S.,
see the exchange between Corrigan (1980, pp. 507-114) and McLure (1981c);
and McLure (forthcoming-b). The discussion of the evolution of the
Canadian System for taxing the income of multiprovincial corporations in
E.H. Smith (1976, pp. 545-71) indicates clearly that many of the problems
discussed below also arise in a much more centralized system, though in
somewhat different form. Moreover, a system of tax sharing based on the
origin of corporate income, rather than the site of collection, could
also encounter many of the problems described here.
gee E.H. Smith (1976, pp. 545-71) for a description of the Canadian
debate over (a) whether to include payroll, as well as gross receipts,
in the formula and (b) rules for attribution of sales to various states.
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48

49

50

An interesting question is how to treat sales to a state lacking taxing
jurisdiction.
Canada follows the international practice of requiring a
'permanent establishment' in order for a province to have jurisdiction
over a company.
See E.H. Smith (1976) for a discussion of the evolution
of the meaning of this concept.
For problems caused by the difficulty of gaining comparable figures on
the operations of various components of large multinational groups of
affiliated firms and references to discontent with worldwide unitary
combination, see McLure (1981c); and McLure (forthcoming-b).
The MTC operates a joint audit program.
But is is miniscule, compared
to what could reasonably be expected under a unified system of state
corporate income taxes.
Thirsk (1980, p. 130) notes:
'It is impossible
assignment of the
they cooperate in
indistinguishable
tax.'

to construct a convincing rationale for the
corporate tax field to the provinces unless
a manner which makes their conduct
from the operation of a unified federal

Attempting to explain why actual practice diverges so radically from
that predicted by the economist's layer-cake model would take us far
beyond the scope of this paper, and into the realm of fiscal sociology.
Nowotny (Chapter 11, this volume) and Thirsk (Chapter 10, this volume)
provide some insights into this question for the Federal Republic of
Germany and Switzerland and for Canada, respectively.
In addition, see
Thirsk (1981) for a discussion of international differences in attitudes
and their determinants.
52

But the problem reappears anytime the federal government responds to
an economic downturn and reduces federal revenues by restricting grants
to the states.
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ASSIGNMENT OF CORPORATE INCOME TAXES IN A FEDERAL SYSTEM
Commentary
by
Oliver Oldman*

My comments on the McLure paper differ somewhat from those I made at the
conference, partly because of further reflection on the topic provoked by the
paper and partly to take account of the conference discussion.
I used to
believe, with considerable strength of conviction, that the corporate income
tax was an unworkable and undesirable source of revenue for the American
states and a fovtiovi for American municipalities.
I now am sympathetic to
Peggy Musgrave's view that these governments are 'entitled to' some tax
revenue from corporations on their income identified more or less on the basis
of geographical 'source' criteria, but with a 'workability' proviso that she
may agree with at least in part.
In short, my earlier view about the
undesirability of subnational corporate income taxes has been changed, but not
my earlier view about their present unworkability. How to make the tax
workable is what is further explored in this comment.
Complete centralization of the corporate tax with sharing of a portion of
the revenue on a roughly approximated source basis is an acceptably desirable
as well as workable possibility, but it is perhaps even more politically
unacceptable or unrealistic in the American context than a subnational tax
with the following characteristics:
(1)

a uniform, broad-based corporate income tax without
'incentives', to be enacted by the federal government for
optional adoption by any state and (where authorized by state
statute) by any municipality (or federally defined contiguous
group of municipalities);

(2)

a maximum tax rate of, say, 10 percent for any state and 2
percent for any municipality, to be federally set;

(3)

a 'matching' contribution by the federal government of, say
20 percent (or more) of the revenue actually collected by
each taxing jurisdiction;

(4)

a set of apportionment rules to be included in the uniform
tax which will permit a defined and limited use of the
unitary method;

(5)

an administrative responsibility to be undertaken by the
federal government which would assure uniform administration
and application of the uniform law.

The above list of characteristics is but a first attempt to design a
corporate income tax more suited to the subnational level. All aspects of
design would focus on state and local needs and desires and would be directed
to reducing interstate and interlocal tax competition except through rate
levels. The present unworkability, which has become so extreme as to justify
withdrawing this tax from the subnational kit of revenue tools, would largely
disappear under uniform rules and an administrative structure for uniform
interpretation and application.
Such a structure might be appended to the
Advisory Commission on Intergovernmental Relations rather than the Treasury
Department, in order to assure subnational levels of government of the primary
goals of the tax. This is not the place to flesh out the problems and

-

125-

possibilities, but the conference was certainly the place from which ideas
like these emerge as a result of collective deliberation.

NOTE

The author is Professor of Law and Director of the International Tax
Program, Harvard Law School, Cambridge, Mass., U.S.A.
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ASSIGNMENT OF CORPORATE INCOME TAXES IN A FEDERAL SYSTEM
Commentary
by
Peggy B. Musgrave

It is always a pleasure to read Charles McLure's work, combining as it
does both rigorous thought and institutional reality.
I find it easier to
discuss this paper in opposite order to that which the paper follows.
I will
begin by discussing the case for and against the corporation tax as a sub
national tax or decentralized tax in a federation, and then go on to ask what
form such a tax might take?
The corporation income tax as a national tax has been under attack in
recent years on both taxpayer equity and efficiency grounds.
Its suitability
as a subnational tax has also been challenged by many public finance
economists. You will recall that it was dismissed as a decentralized tax in
Richard Musgrave's paper at this conference and now it comes under further
attack in McLure's paper. I am going to run somewhat counter to the
conventional wisdom since I believe there is a case to be made for the
corporation tax and in particular for such a tax at the subnational level.
In the real world, there evidently exists a belief in the propriety of
decentralized corporation income taxes.
Indeed, in the United States the
corporate tax has been the fastest growing component of state tax revenues
and promises to continue to increase in relative importance as state
government increase their reliance on it in the face of institutionalized tax
limitations and as the federal government appears to be reducing its own
corporation income tax on depreciable assets. McLure alludes briefly to this
puzzling divergence between actual practice and economists' prescriptive
models in his footnote 51, but does not attempt to explain it, assigning this
to the 'realm of fiscal sociology'. As I have spelled out at greater length
elsewhere (Musgrave, 1982), however, I believe the corporate tax serves an
important interjurisdictional purpose, both at the international level and
within federations, as an instrument of source entitlement.
It is commonly
recognized that jurisdictions are entitled to tax the worldwide income of
their residents (the residence entitlement) and the income of non-residents
which is earned within their borders (the source entitlement). Of these two
entitlement rules, source entitlement is generally applicable and
appropriately exercised by both national and subnational jurisdictions, while
residence entitlement can be better defended as a basis for taxation by the
central authority.
Source entitlement is best implemented by flat-rate,
impersonal in rem taxes on income accruing to non-residents. The
corporation income tax serves this purpose well since it applies to the major
form of non-resident income. The payroll tax is another suitable tax for
implementation of source entitlement and is in fact widely used at the
subnational level both in the United States and Australia. McLure gives the
Australian system high marks for its absence of corporate taxation at the
state level, comparing it favorably with Switzerland and the United States in
this respect.
I am more inclined, however, to ask why source entitlement at
the state level in Australia is exercised only in regard to labor income (via
the payroll tax) while corporate-source income is omitted?
It goes without saying that the very notion of source entitlement
presupposes the existence of jurisdictions which, though members of the
federation, retain some degree of sovereignty.
If we assume that such
sovereignty does not exist, there is no basis for state taxation, be it
corporate or otherwise.
It seems to me that the problem of the state
corporation tax in the United States has to be dealt with in the context of a
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federation in which state sovereignty is recognized. This is the case not
only de facto but also in the context of U.S. history where the federation
was designed with the very intent of assuring that some degree of state
sovereignty be maintained. The argument may, of course, be formulated in a
'Mayflower' setting where such sovereignty is assumed away, but I do not
think that this has realistic application to the United States setting.^
While I maintain that source-based entitlement provides a rationale for a
subnational corporation tax, it should be exercised in line with acceptable
rules of interjurisdictional equity.
I suggest that one compelling guideline
for interjurisdictional equity is the requirement of reciprocity of tax
shares in non-resident income. Thus interjurisdictional equity would call
for uniformity of base definition, rules for division of base and rates of
tax. Happily, this prescription is also called for on grounds of allocative
efficiency. Thus, albeit for different reasons, McLure and I advocate the
same policy conclusion. We agree that it is important that states reach this
uniformity either via multilateral agreement in a body such as the Multistate
Tax Commission in the U.S. or via federal legislation.
Finally, I am afraid that a system of tax sharing or piggybacking of state
taxes on the federal tax will not usually meet the source-entitlement and
interjurisdictional equity requirements. The federal government, in applying
the residence entitlement, designs its corporation income tax according to its
own policy objectives. These may include individual taxpayer equity, economic
growth or stabilization of the economy. Thus the federal base will not
generally coincide with that required for source entitlement, namely primary
economic income.^ It is for this reason that, in the United States, some
states moved to uncouple their corporate taxes from the federal base following
the liberal depreciation rules introduced in the 1981 federal legislation.
It
should also be noted that under either a tax sharing or piggybacking system,
the corporate tax revenue has to be assigned to source in order to meet the
source-entitlement rule. A source-based system of formula apportionment is
needed, therefore, whether the states administer the tax on their own or the
federal government does so on their behalf.

NOTES

*

The author is Professor of Economics, University of California, Santa
Cruz, U.S.A.

*

See note 3 in Charles McLure's paper.

^

In principle, this should include profits earned and royalties, rents
and interest paid but not dividends which are included in the original
profits. Profits should be defined net of economic depreciation.
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6

ENERGY POLICY, TAXATION OF NATURAL RESOURCES,
AND FISCAL FEDERALISM
Peter Mieszkowski

I.

Introduction

A number of compelling arguments have been developed favoring the
centralization of mineral taxes and royalties at the national level of
government.
McLure (forthcoming), Flatters and Purvis (1980) and others have
recognized that national production efficiency is not independent of which
level of government imposes taxes on natural resources rents. As natural
resource endowments are very unevenly divided between states and are
relatively immobile, provincial taxation of minerals will cause a
misallocation of labor and capital within the federation if mobile factors
migrate to the taxing states to obtain their 'share' in mineral rents. The
centralization of mineral taxes will eliminate this problem.
Similarly, horizontal inequities that arise between citizens living in
different jurisdictions of unequal fiscal capacity, and which are the basis
of federal equalization payments (Boadway and Flatters, 1983) disappear when
the national government is the primary collector of natural resource taxes.
In fact in the United States and Canada the current disparities in the state
and provincial collections of natural resources taxes are so large that a
practical scheme of equalizing these taxes between states or provinces is
virtually impossible to devise. Also, by centralizing the power to tax
natural resources and to regulate and to manage natural resources, interjurisdictional disputes that inhibit energy development would be minimized.
Energy policy formulated at the national level will not run the risk of
conflicting with the taxation policies of subnational jurisdictions.
These general arguments favoring the assignment of mineral taxes to the
central government can be countered by a variety of state and local claims
to mineral revenues. These claims are discussed in some detail by Scott
(1978). Some extensions to his arguments are presented in this paper. My
basic objective here, however, is not to repeat the arguments for and against
the central government claims to mineral revenues but to present factual and
numerical information for the United States, so as to examine the
consequences of deviations from the centralized assignment of taxes. I
support the federalization of mineral revenues as a norm or an ideal, much
like the ideal of a uniform, federally determined standard of income
maintenance.
But I also believe that policy recommendations supporting
changes from historical precedents, where states and provinces have been
unconstrained in taxing minerals, need to be supported with quantitative
evidence that a movement towards centralization will result in a significant
improvement in national welfare.
In fact, following the recent sharp
increase in the price of energy, limitations on the state taxation of
minerals can be justified on both equity and efficiency grounds, especially
in the future, when the production of energy resources will be concentrated
in sparsely populated states.

II.

Factual Information

Energy resources are very unevenly distributed between states in the
U.S.A., and a number of major producing states have very small populations.
Seven 'western' states with a combined population of 22 million (14 million
in Texas), 10 percent of the nation's population, dominate energy production.
The production of oil is concentrated in Alaska, Louisiana and Texas.
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Natural gas is produced primarily in Louisiana, Texas, and smaller adjoining
states. The production of coal is not as concentrated, but reserves of
clean, low-sulphur coal are concentrated in the west.
The western states are frontier regions, geographically, politically, and
socially, which makes federal restriction on energy taxation a particularly
sensitive issue since, for some of them, restrictions would be a step back
towards territorial status. Alaska was finally admitted to statehood in
1959, and, before the development of oil, was heavily dependent on federal
aid and military expenditures. The federal government continues to control
much of the land in Alaska and other western states.
Data presented in Cuciti, Galper and Lucke (1983) illustrate the varying
energy-tax capacity between states. This article also documents that the
basic cause of intergovernmental tensions over energy taxation is the
increase in the price of energy. Although mineral taxes have been important
to energy producing states for some time, these revenues went unnoticed in
national policy discussion when yields were most modest.
Severance taxes,
which tripled between 1979 and 1981 as the result of increases in energy
prices, increased from 1.4 percent of total state taxes in 1970 to 4.3
percent in 1980.
Tax revenues from energy resources vary across states because of
differences in production levels. Differences in tax rates are also large,
and are difficult to explain. Alaska, with the highest taxes, imposes a
severance tax of 15 percent. Louisiana taxes oil at 12.5 percent, and
imposes a per unit tax on gas, currently 3.5 percent of value. The low tax
on gas is puzzling as natural gas price regulation provides for the pass
through of severance taxes. Texas, the largest producer of oil and gas,
collects $2 billion in severance taxes, with relatively low tax rates: 4.6
percent on oil and 7.5 percent on gas. California, a major oil producer, and
eastern coal states do not impose severance taxes.
In contrast, Montana and
Wyoming tax coal at 30 and 17 percent, respectively.
There are no easy explanations of the variance in tax rates. The ’new'
producers, Alaska, Montana and Wyoming, are among the states imposing the
highest taxes. Production in Alaska is exclusively on state owned lands, and
so private royalty owners do not bear any burden of production taxes.
In
contrast, in Texas, where 90 percent of producing properties are privately
owned and the distribution of private property is widely dispersed, proposals
to increase severance taxes are opposed by a large number of ranchers and
independent oil producers. Also, more than 50 percent of the natural gas
produced in Texas is consumed in the state.
Mieszkowski and Toder (1983) estimate that in 1981 the seven major energy
producing states collected about $500 per capita in natural resource
revenues. Excluding Alaska, collections varied between $250 to $350 per
capita in different energy producing states. In these states mineral
revenues are 15 to 25 percent of total revenue. Natural resource revenues
in the non-western states are less than $15 per capita.
Alaska, with a current population of 412,000, is a special case.
In 1968
a large oil field was discovered on state lands and bonus lease payments of
$1 billion transformed the public finances of the state. After the
construction of a pipeline, delayed by challenges to its environmental
impact, Alaskan oil began flowing in 1977. By 1981-82 a very large portion of
state and local revenues was derived from oil, and the state had
extraordinary public expenditures relative to personal income. Petroleum
revenues increased from $2 billion in fiscal year 1980 to $3.3 billion in
1981 and $3.4 billion (estimated) in 1982. For 1981, petroleum revenues are
derived from royalties on state property ($1.1 billion), severance taxes
($1.2 billion), and corporate profits tax ($860 million).
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In 1981 the state government raised general revenues, exclusive of
federal aid, of $3.7 billion, or $9,000 per capita. Of that, state taxes on
residents yielded only $200 million. Ninety percent of state revenues was
from petroleum and $200 million represented investment earnings. The state
abolished its personal income tax in 1980 and has no general sales tax.^
Alaskan finances are highly centralized at the state level. Own source
revenue for local governments, in 1980, totalled $505 million; taxes equalled
$237 million. The state government recently declared a fiscal dividend of
$1,000 per capita. If sustained, these transfer payments to individuals,
$412 million a year, will wipe out more than half of the remaining fiscal
burden on Alaskans. Residents will pay no more than $300 million in net
taxes and charges, compared with petroleum revenues in excess of $3.5
billion.
In effect, residents finance a very small percentage of services
provided by state and local governments.
Growth in petroleum revenues has increased public expenditures in Alaska
enormously. The average expenditure rate for state and local governments in
the nation is 20 percent of personal income. Alaska's rate has always been
much higher.
In the pre-petroleum period, Alaska's small population, large
area and high yields of federal aid produced high state and local
expenditures relative to state personal income. For example, the expenditure
rate was 35 percent of personal income in 1967 and 32 percent in 1970. But
by 1980, the last year for which comparable data are available, general
expenditures by Alaskan governments had soared to $2.5 billion, $6,250 per
capita or 55 percent of personal income. Moreover, from budgetary documents
I estimate, very conservatively, that state and local expenditures increased
to $3 billion in 1981 and to $3.5 billion in 1982, 60 percent of personal
income - three times the national average.
These large expenditures, which are expected to increase even further,
are wasteful as at the margin the benefits of public expenditure will be less
than the cost. One example of the potential for waste is the proposal for
new capital expenditures of $5 billion on hydroelectric power, to be made by
a state agency from petroleum revenues, with no capital return. Consumers
will pay only for maintenance and operating expenditures.
The Alaskan situation is complicated by legislation first passed when
Alaska was a fiscally poor territory. Incorporated into the Statehood Act
of 1959, is the assignment of 90 percent of royalties collected on onshore,
federally controlled land to the state. Essentially, this legislation gives
the state the oil royalties from federal lands, 230 million of Alaska's 375
million acres. Another 102 million acres belong to the state, and virtually
all of current production is on state land. Despite current legislative
restrictions on exploration and development of federal lands in Alaska, the
future development of energy will significantly increase state royalties.
Generous federal distribution of natural resource royalties is not
limited to Alaska. The federal government also controls large coal deposits
in Montana and Wyoming.
(Federal coal could be one-third of national
production by 1990.) However, the Coal Leasing Act of 1976 increased the
states' share of royalties from 37-jr to 50 percent, and local governments
receive compensation in lieu of property taxes on federal lands. Finally,
80 percent of the federal royalty share is placed into a land reclamation
fund for the irrigation of western lands. This federal tendency to turn
royalties over to the states arises from current intergovernmental disputes
and may make irrelevant current political pressure to reassign western
federal lands to the states.
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III.

Federal Taxation and Price Regulation of Natural Gas and Oil

Price regulation of energy resources has been a policy issue in both
Canada and the United States. The dispute between Alberta and the federal
government of Canada has centered on federal regulation of domestically
produced oil, at prices restricted to one-half of world levels until 1981.
Helliwell (1980) has characterized the price regulation as a consumer subsidy
financed by producers, the producing provinces, and federal subsidies of
imports.
Prices of natural gas and oil in the United States were regulated in the
1970s. A federal windfall profit tax on oil was passed in 1979 and the
price of oil was completely deregulated in 1981. The price of natural gas is
scheduled to be regulated until 1985, when gas produced from reservoirs
brought into production since 1977 will be deregulated. The deregulation
will affect about one-half of gas supplies in 1985.
Regulation of interstate gas pipelines goes back to 1938. Regulation of
gas at the wellhead entering the interstate market was not finalized until
1954. The interstate and intrastate markets were integrated in 1978, when
intrastate gas was regulated for the first time. Under the regulations
severance taxes are passed through to consumers. Present legislation
distinguishes among gas fields according to some 30 different factors
resulting in about two dozen categories for pricing purposes.
Gas produced
from high-cost, deep wells below 15,000 feet is deregulated and until
recently sold for three times the price ceiling on other new gas, currently
$3 per thousand cubic feet of gas.
Regulated distributors 'roll in' this expensive domestic gas and expensive
imported gas by averaging its price with that of cheaper old gas; the price of
pre-1973 wells is in the range of $0.25-$0.90 per thousand cubic feet. The
multi-pricing of gas and average cost pricing violate a number of basic
efficiency principles. Proponents of deregulation also argue that reduced
consumption and increased natural gas supplies would decrease imports of oil.
The deregulation of gas will probably go through as scheduled in 1985,
and President Reagan is currently introducing legislation to deregulate the
price of- older (pre-1977) gas. Deregulation will increase the price of gas,
as the current energy content of gas is priced at below the energy content
of oil. This price increase will further increase the fiscal resources of
Texas and Louisiana, the major producers of gas.
The regulation of crude oil is now history and is interesting largely in
its relationship to the federal windfall profit tax. Federal price controls
on oil were first imposed as part of the wage and price freeze of 1971, but
the regulation of oil was maintained after other price controls were phased
out. The effects of deregulation have been analyzed by Arrow and Kalt
(1979). These authors were the first to consider explicitly the trade-off
between the efficiency gains of deregulation and the equity loss resulting
from a transfer of income from consumers whose average income was estimated
to be one-half ($10,000 versus $20,000) of stockholders' incomes. The
authors specified a social welfare function, where welfare weights are
inversely related to income, so a transfer of $1 from a $10,000 person to a
$20,000 person represents a social loss of $0.50. Arrow and Kalt concluded
that the efficiency gains of deregulation outweigh the greater income
inequality; this result is explained in part by the additional taxes
collected on deregulated oil, exclusive of windfall profit tax. This
conclusion notwithstanding, it is unlikely that deregulation would have
occurred without the companion legislation of a windfall profit tax.

oil:

The windfall profit tax defines a base price for different categories of
$13 for old oil (tier 1) in production before 1979, $16.5 for new oil

-

132-

(tier J), discovered after 1978. Base prices are adjusted for inflation; a 2
percen: real growth factor is allowed for new oil. The tax rates for major
(independent) producers on old and new oil are 70 (50) and 30 (30)
perceni respectively.^ The tax rate applies to windfall profits, the
price of oil minus the base price adjusted for inflation. A deduction is
also a-lowed for the portion of the severance tax attributable to windfall
profit tax to the extent that tax does not exceed 15 percent.
A najor producer receiving a net price of $33 for old oil will pay 70
percen: tax on the difference between $33 and $13. The royalty shares of
state governments, native claims, and tax exempt institutions are exempt from
oil tax. The royalty share of the federal government is not exempt from tax.
This provision decreases the federal royalty shared with state governments.
North slope Alaskan oil, produced on state lands, is taxed as old (tier 1)
oil.
Hew discoveries in most parts of Alaska are exempt from tax, reflecting
the concern that production would be discouraged in a state with extreme
climatic conditions.
The phasing out of the windfall profit tax is scheduled to begin sometime
after .990, when the tax has generated $227 billion in revenue. However,
future Congresses could vote to extend the life of the tax, and would be
likely to do so in a period of large budgetary deficits. To decrease federal
financing of state and local expenditures, one of the Reagan Administration's
long-term goals, the Administration has created a federal trust fund financed
by the windfall profit tax and other excises.
While grants in aid from this
fund are to be temporary, oil producing states, fearing the continuation of
the oil tax, oppose this feature of the 'new federalism'.

IV.

State and Local Claims to Mineral Revenues

In 1978, the Centre for Research on Federal Financial Relations at the
Australian National University published a paper in which Anthony Scott
developed arguments for and against central government claims to mineral
revenues.
I shall present some extensions to his work.
As Scott notes, some level of state and local claims to mineral revenues
can be justified in terms of benefits provided for mineral producers. The
defenders of high coal severance taxes in sparsely populated western states
emphasize the boomtown conditions of energy development, social upheaval,
stress on transportation facilities, and environmental degradation. Although
these points apply in some circumstances, they are not generally valid. The
public costs of oil exploration and development in Texas and Louisiana are
minimal.
Oil production in Alaska is in remote regions, with living quarters
provided at company expense.
The common argument defending state mineral taxation is the need to
replace the depleting resource with alternative forms of capital and
employment and to build a fund for future generations.
Important issues of
property rights are at stake here. Do the citizens of a state who happen to
reside in a state at the time natural resources are discovered have some
special right to some fraction of the present value of mineral resources, or
does the property right extend to all citizens of the nation? The more
fundamental question is whether the public, state or federal, has a special
claim to mineral revenues in excess of levels justified in terms of benefit
taxation. Without such a claim the arguments favoring the accumulation of
a Heritage, or Permanent Fund, collapse. Also the protection of employment
and residence at particular sites makes little economic sense.
One justification of special taxes on energy is that higher energy prices
do not currently reflect natural scarcities; the windfall profits originate
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instead with OPEC pricing policies.
In the absence of windfall profits,
domestic producers would reap substantial cartel-induced profits at the
expense of consumers. Producers counter by arguing that their product should
be priced at world market levels and that OPEC price shocks are random events
similar to bad harvests and other supply interruptions. Whatever the merits
of the windfall profit tax argument, it is clear that the federal government
should impose any special taxes designed to moderate the redistribution
associated with the OPEC cartel. As relatively few consumers are located in
the producing states, the special taxes should be imposed by the federal
government.
Arguments favoring federal limitations are doubly undercut by (1) the
fact that many states do not adhere to the benefit principle of taxation, and
(2) the general problem of unequal fiscal capacities of states. Accidents of
geography, it is argued, should not be allowed to result in gross inequities
in the fiscal capacity of states. The distribution of mineral deposits is
not the only random element. Historical factors in the sequencing of
regional development, the advantages of climate, and random elements in the
location of key national industries influence the possibilities for imposing
non-benefit taxes. For purposes of present discussion, state corporate taxes
and the industrial component of local property taxes are assumed to be non
benefit taxes. At the margin, capital is highly mobile.
Individual firms
and groups of firms forming industrial agglomerations are much less mobile,
except in the very long run. States and localities, individually, are
constrained by interstate competition, but as a group industrial states are
able to benefit residents at the expense of non-resident consumers and
property owners.
I have not analyzed the quantitative significance of state and local
taxes on industry.
In 1981 state corporate taxes amounted to $14 billion,
$60 per capita. California collected $133 per capita, Texas and Wyoming
zero, Louisiana about $70. The significance of the industrial property tax
is an open question.
I venture to guess that property taxes on industry
exceed $200 per capita in states such as California and New York.
Since
energy producing states (with the exception of Alaska) collect about $300 per
capita in energy revenues, a complete study of non-benefit taxes would
probably show energy-producing states collecting the most. On the other
hand, a number of industrial states would not be far behind, and a few may
surpass major energy producers.
State governments might justify their claims to mineral revenues in terms
of second-best arguments, countering the usual view that state tax
collections lead to a national misallocation of resources.
These second-best
arguments are efficiency arguments, ignoring the equity implications of
financing national objectives with mineral taxes. As a result of non
convexities, i.e., economies of scale in production and consumption, sparsely
populated states will be under-populated relative to an efficient
distribution of population, or they will be developed too late. Consumption
economies of scale result in part from non-rival public goods. The static
version of this argument was developed by Buchanan and Goetz (1972), who
argued that migrants will not account for the fiscal externalities associated
with their movement.
States with large populations will tend to be
overpopulated as they have an advantage in financing non-rival public goods.
The dynamic formulation of this proposition is found in an unpublished
work by Henderson (1981). The essence of his argument is that coastal regions
of a country will be developed first and, during the first stages of national
development, utility per capita in developed regions will first rise, because
of economies of scale, and then fall as diseconomies of scale set in.
Migration from developed to underdeveloped regions will occur when utility
between regions is equalized. After the beginning of migration, utility in
both regions will increase as the newly developed region will benefit from
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increasing returns to scale. This discontinuity in the time profile of
utility during the national development process establishes the inefficiency
of uncoordinated development. The implication of this argument is that
migration to new regions should be carried out as part of a group settlement,
not in individualistic pioneering movements.
In the absence of coordinated,
group migration, the federal government, acting in the interests of both
developed and undeveloped regions, should subsidize migration to undeveloped
regions. An underdeveloped natural resource region can argue, in the absence
of effective federal policy, that it is acting in the national interest by
taxing natural resources and engaging in 'nation building'.
The final second-best argument depends on cost of living differences
among states. When federal taxes are zero, cost of living differences and
compensating variations related to climate and other amenities will be
reflected in wage differences.
Suppose the wage outside Alaska is $20,000,
and the cost of living difference, broadly defined, is $6,000. Wages will
be $26,000 in Alaska, and utility is equalized between Alaska and the rest
of the nation. Assume for simplicity that the compensating wage variation
is constant in absolute amount, $6,000. Exemption of this amount from a
federal income tax, imposed at a constant tax rate of 50 percent, would leave
location unchanged, with after tax incomes at $10,000 and $16,000. The wage
rate difference between regions remains equal to the compensating wage
variation. However, the federal government actually taxes the $6,000.
Without the exemption, the wage rate in Alaska will tend towards $32,000
resulting in a regional difference between social and private products of
$(32,000-20,000)-$6,000 = $6,000. A possible justification of Alaskan oil
revenue is that it is needed to offset the distorting effects of the federal
tax system.
These second-best arguments can be evaluated quantitatively.
It is easy
to dismiss the empirical relevance of the cost of living argument. The
Bureau of Labor statistics estimate a family of four with an intermediate
budget requires an annual income of $31,890 in Anchorage, Alaska, versus a
U.S. urban average of $25,407. About $1,600 of this differential reflects
higher federal taxes. This $400 per person difference in federal taxes is
small relative to petroleum revenues of $8,000 per person; it is also small
relative to state royalty receipts of $2,750.
The static form of the economies of scale argument is also easy to
counter, numerically, for Alaska and for most energy-producing states.
Flatters et al. (1974) demonstrated, for the case of non-rival public goods,
that the nation's population will be efficiently allocated in the nation when
per capita taxes are equalized across regions.
In calendar year 1980, per
capita incomes in Alaska and in the nation were $13,000 and $9,500
respectively.
I estimate from historical information that without petroleum
revenues taxes on Alaskan residents would be 25 percent of personal income,
compared with the U.S. average tax of 15 percent.
(Federal aid in Alaska
(the U.S.) has been 10 (5) percent of personal income.) These assumptions
imply a per capita tax differential between Alaska and the U.S. of $1,800.
The combined effects of 'excessive' federal taxes ($400 per capita) and
higher state and local taxes, reflecting lower population density in Alaska,
total $2,200 per capita, and state royalty receipts total $2,750 per capita.
Thus, the income from Alaska's public lands is enough to offset its fiscal
disadvantages.
After adjusting for mineral revenues, per capita state and local taxes
in Texas, Louisiana, and Montana are below the national average.
In Wyoming,
a high income, low population state, per capita taxes are estimated to exceed
the national average by $500. Wyoming's mineral revenues for 1981 totalled
$350.
The dynamic form of the economies of scale or infant industry argument
is much more difficult to evaluate. Our understanding of the importance of
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economies and diseconomies of scale is limited, and a wide range of opinions
exists. Scott (1980), in comments on a paper by Courchene and Melvin (1980),
argues that it is impossible to demonstrate the inefficiency of relocation of
industry and head offices from Ontario to Alberta, citing the importance of
scale and infant industry effects.
Similarly, using mineral revenues to
subsidize the development of western Canada might be justified by the small
number of large urban areas in Canada and the restrictive urban development
policies adopted in Vancouver and Toronto. But these arguments do not apply
to the United States, which has numerous urban agglomerations, many of which,
particularly in the east and mid-west, are in decline.
In Louisiana and Texas the infant is mature.
It is doubtful that it is
in the national interest to subsidize the general development of Alaska,
Montana, and Wyoming. Alaska, despite its mineral potential, appears a poor
prospect for general development because of its isolation and extremely harsh
climate and terrain. However, this is casual empiricism and runs counter to
other points of view.
As early as 1952, before the discovery of oil, a U.S. Department of the
Interior report concluded that with the development of hydroelectric power,
Alaska would have the resources to sustain a population between 5 and 10
million on a terrain more habitable and fertile than the land in Norway,
Sweden and Finland.
(The relevant comparison, however, should be states such
as Ohio, Michigan and New York.)
During the mid-nineteenth century there was a consensus that it was in
the national interest to support western development through the rapid
development of federal lands. There is no present day consensus favoring
development subsidies for sparsely populated northern and western states.
The justification of such a policy would depend on the rather dubious
argument that a significant change in locational preferences, favoring the
west, has occurred, independent of changes in the comparative advantage of
industries located in different regions.

V.

Estimates of Inefficiencies Resulting from Mineral Revenues

The static argument favoring the centralization of mineral revenues
assumes that resources would otherwise (except for distorting mineral taxes)
be efficiently allocated, and that mineral taxes, in excess of benefits
provided the mineral industry, induce labor and capital to migrate into
mineral rich states. Labor (population) is assumed to have specific
locational preferences.
By distorting the locational choice of labor, then,
the fiscal subsidy decreases national welfare.
Similarly, if the mineral
revenues subsidize the use of capital, the marginal product of capital
declines in mineral producing states and capital is misallocated between
regions. Mieszkowski and Toder (1983) present estimates of the cost of the
misallocation for two extreme cases.
In the first case, all the energy
revenues are used to provide subsidies to labor.
In the second case the
subsidies accrue to capital. The elasticity of supply of labor to a region
is assumed to be +1, apparently consistent with the study of interstate
migration (Sommers and Suits, 1973), and capital is assumed to be perfectly
mobile between states.
Following Harberger (1966), the deadweight loss of the fiscal subsidy is
equal to the triangle approximation

7 si aFi
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where S. is the per unit subsidy to labor or capital and AF^ is the change
in factor use.
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The calculations were based on six energy-producing states other than
Alaska. They have a population of about 22 million and levy about $6.6
billion per year in special energy taxes and royalties or about $300 per
capita. Alaska was excluded from the Mieszkowski-Toder calculation as
immigration into the state was believed to be less responsive to real
incomes, and, as explained below, a substantial portion of tax revenues in
Alaska may be 'wasted'.
But an Alaska-inclusive estimate can readily be
developed. When the entire subsidy is provided to labor, the welfare loss
estimate is relatively small because of the low response of labor.
It is
about $133 million, only 2 percent of energy revenues. When capital receives
all of the subsidy, the welfare loss is estimated to be $590 million, or
slightly under 9 percent of energy revenues.
There is no precise way of dividing the benefits of the taxes on energy
between labor and capital. The Advisory Commission on Intergovernmental
Relations estimates the business share of state and local taxes to be about
30 percent for the nation as a whole. The inefficiency associated with
migration, then, is probably less than 4 percent of energy revenues, or no
more than $265 million per year. This is not a large number and the static
efficiency effects by themselves do not seem to warrant significant change
in intergovernmental relations.
There are two important qualifications to these conclusions. First, when
Alaska is included and is aggregated with other states, average per capita
mineral revenues increase from $300 to $500. The estimate of aggregate
welfare loss triples to about $800 million, 7.2 percent of mineral revenues.
Another limitation of the Mieszkowski-Toder estimates of inefficiency is
that they are very sensitive to the estimates of labor migration. The
quantitative studies of migration, used by Mieszkowski-Toder, report a (flow)
migration elasticity of +1 with respect to real income. But Greg Ballentine
has pointed out to me that these studies are not specified in a way that the
long-run or steady state effect of real income change can be inferred. Since
we really do not know how responsive population movements are to fiscal
advantages, the estimates of resulting welfare loss are highly tentative.

VI.

Waste in Alaska

In contrast with the lower estimates presented above, the waste
associated with excessive public revenues and expenditures in Alaska is
estimated to be large both in absolute terms and relative to the amount of
petroleum revenues collected. The causes of Alaskan public sector waste are
excessive public revenues and expenditures. The migration effect is of
secondary importance and is ignored.
Petroleum revenues can be used to decrease state and local taxes, to
provide fiscal dividends to residents, to increase public savings, and to
increase public goods and services. The waste associated with additional
public expenditures can be measured by the difference between the value of
the benefits derived from the increased expenditures and the resource cost
of the expenditures. As petroleum revenues accrue to governments, not to
residents directly, the benefits of these revenues are provided primarily
through additional public services. This form of distribution to residents
leads to economic inefficiency, or waste.
The estimate of waste is approximated from information about the demand
curve for public services, the relationship between the price or per unit
cost of public goods and the quantity consumed. Assume that price is equal
to $1 and the quantity purchased is 2 billion units. Then, the incremental
value or benefit of one more unit of public good from the 2 billion level is
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$1. If the quantity purchased increases to 3 billion units when the price
drops to $0.50, the incremental benefits or value of increasing the quantity
by one unit from 3 billion is $0.50. Increasing the quantity of public goods
from 2 to 3 billion decreases the marginal benefit from $1 to $0.50.
If the
cost of providing the public good remains constant at $1 per unit the waste
of providing the last unit, at a service level of $3 billion, is $0.50, the
difference between marginal cost and marginal benefit, $l-$0.50.
Two pieces of information are required to estimate the total waste from
excessive public expenditures:
the level of expenditures in the absence of
petroleum revenues and the demand curve for public services in Alaska. To
estimate the level of expenditures without petroleum revenues, the state's
own revenues from its other sources are assumed to be 25 percent of personal
income (ten percentage points higher than the national average) and federal
aid is assumed to be 10 percent, for a total of 35 percent. This estimate is
on the high side, so as not to overstate public expenditures induced by
petroleum revenues.
It is a conservative estimate as only a small portion of
real per capita expenditure growth in Alaska between 1970 and 1980, from
$1,342 to $3,067 (1970 dollars), can be explained by growth in federal aid
and real income.
Using the best econometric estimates (Inman, 1979) for the effects of
income and federal aid, and using 1970 expenditures as the point of
reference, I estimate 1980 Alaskan expenditures without petroleum revenues at
30 (not 35) percent of personal income.
As petroleum revenues have increased from $2.0 billion in 1980 to $3.3
billion in 1981 and $3.9 billion (estimated) in 1982, it is important,
because of adjustment lags in expenditure growth, to use the most recent
expenditure information. The U.S. Bureau of the Census reports general state
and local expenditures for FY 1980 in Alaska as $2.5 billion. Alaskan
budgetary information shows that the state government's current operations
budget increased by $380 million between 1980 and 1981 and by $1,052 million
between 1980 and 1982. A low, conservative estimate of total Alaskan public
expenditures inclusive of capital and local expenditures (for which no
information is available) is $3.6 billion. Personal income for FY 1982 is
estimated at $5.8 billion. Applying the 35 percent rule, the estimate of
expenditures, in the absence of petroleum revenues, is $2.0 billion. The
difference between current expenditures and this estimate, $(3.6-2.0) billion
= $1.6 billion is the estimate of induced expenditure resulting from the
petroleum revenues.
The price elasticities of demand for state and local public goods vary.
From Inman's review (1979) and the work of Perkins (1977) I take the central
tendency of the estimates for this parameter to be -0.5. A 10 percent
decline in price increases quantity demanded by 5 percent. Or a 5 percent
increase in the quantity provided decreases the marginal benefit of a unit of
public goods by 10 percent.
Taking the price of public services as 1.0 at the expenditure level of
$2 billion and the price elasticity as -0.5 at this quantity, I estimate the
relation between price and expenditures for two demand curves: a linear
curve characterized by a decreasing price elasticity for increases in public
expenditures, and a constant elasticity demand curve for which the price
elasticity of demand remains constant at -0.5 at all points along the demand
curve.
If we assume that the resource cost of providing a unit of public goods
is $1.0, for the linear demand curve the quantity of service would be $3.0
billion at a zero price. Thus the last unit purchased is worthless (marginal
benefits are zero), and expenditures beyond $3.0 billion are all waste. For
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the linear demand curve, the waste (sum of marginal benefits minus costs) is
$(2(3.0-2.0) + 0.6)billion = $1.1 billion.

Table 6.1
Linear Demand Curve

Constant Elasticity
Demand Curve

Price

Quantity

Price

Quantity

1.0
.9
.8
.7
.6
.5
.4
.3
.2
.1
0

2
2.1
2.2
2.3
2.4
2.5
2.6
2.7
2.8
2.9
3.0

1.0
.9
.81
.729
.656
.590
.531
.478
.430
.388
.349
.314
.286

2
2.10
2.22
2.33
2.45
2.57
2.80
2.84
2.98
3.12
3.28
3.44
3.61

For the constant elasticity demand curve the waste is one-half as large.
For this demand curve the marginal benefit at expenditures of $3.6 billion
is 30 cents per dollar spent. The waste on the last dollar spent is 70
cents. The waste on increasing spending by $1 at the expenditure level of
$2 is zero. The linear approximation in increasing expenditures by $1.6
billion is $ ( 2 .70 x 1.6) billion = $560 million. These are large estimates
for waste. Before the softening of world oil prices Alaska estimated
petroleum revenues in 1982 as $3.9 billion. Taking the lower estimate of
waste as $500 million, the average rate of waste is 13 percent of estimated
petroleum revenues. The marginal estimate of waste, because of the
decreasing value of public expenditure benefits, will be higher; when 50
percent of additional petroleum revenues is spent on public goods, 35 percent
of additional or marginal petroleum revenues are wasted. The case for
limiting Alaskan petroleum revenues at the margin is very compelling.

VII.

Policy Analysis

The 1981 Supreme Court decision in Commonwealth Edison Co . v. Montana
upheld the constitutionality of the 30 percent Montana tax on coal, rejecting
the argument that the tax violated the Interstate Commerce Clause of the
Constitution by imposing a burden on an export industry in excess of the
services provided by the state. The 'fairly related test' was not
interpreted in terms of whether taxes exceeded benefits provided but whether
the basis of the tax, proportionality, is fair with respect to the taxpayer's
presence in the state. The Court, unwilling to write constitutional law on
the basis of quantitative judgments of public benefits and tax incidence,
encouraged Congress, under the Commerce and Supremacy clauses of the
Constitution, to act, if Congress believes the results of the Court's handsoff attitudes are not in the national interest.
Despite this decision, the Supreme Court has had, and will continue to
have, a role in limiting state taxation of energy. The Court struck down a
Louisiana 'first use tax' on natural gas entering Louisiana from the Outer
Continental shelf.
(The state is planning to reinstitute the tax in a form
that will withstand constitutional challenge.) The Alaska profits tax
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requiriig exclusive allocation of profits to that state is presently under
court ciallenge. However, federal legislative action will be the basic means
by whic.i state mineral revenues will be limited.
The first proposal to surface in Congress was a 12.5 percent rate
limitation on state severance taxes. This proposal would have a small
overall impact, except in western coal states and, marginally, in Alaska. A
lower rate ceiling would have a larger effect, but presumably would lead to
substitution of property and profits taxes for the severance tax.
A more significant measure has recently appeared before Congress. This
bill conbines the imposition of a 30 percent federal severance tax on oil
with the limitation of state severance taxes. The bill limits per unit
serverarce taxes on oil, gas and coal for each state to the levels collected
in 1978 by dividing severance tax revenues by production. A state is
restricted to its per unit tax so calculated, or to the national average,
whichever is higher. The per unit tax is adjusted upwards for general
inflation but no allowance is made for increases in energy prices.
Congress, in the face of large federal deficits, is considering other
energy tax bills. One is a $3 per barrel consumption tax on domestic and
importec oil. A second is a more general production tax on all energy
sources imposed on either heat content, measured in British thermal units, or
on the value of energy produced or sold.
If imports are subject to this tax
its burcen will fall on consumers. The exemption of imports will raise the
prices cf some sources of energy but the effect of such a tax will discourage
the domestic production of oil and gas. Consuming states favoring the
limitation of state severance taxes, and the substitution of federal
production taxes, run the risk of substituting a general consumption tax on
energy for a set of partial production taxes. Additional federal taxes on
energy are likely to be consumption taxes; new federal production taxes will
be offset by changes in federal windfall profit tax.
State governments may offset the limitation on state severance taxes by
imposing alternative taxes or increasing rates. Alaska could increase the
tax on oil company profits. Texas, presently without a state corporate tax,
could impose such a tax or impose a special tax on income derived from oil
and gas. Greater reliance could also be placed on local property taxes. To
guard against these tax substitutions the federal limitation should be on all
sources of state and local energy revenues, except for royalties on state
lands, lowever, if royalties are exempt a state such as Alaska with large
holdings of undeveloped state lands might insist on minimum royalty rates of
30-40 percent.
The modification of the federal grants system is an alternative approach
to limiting the fiscal advantage of mineral revenues.
Some grants, under
present Legislation, reward states for higher levels of tax effort. The
Treasury analyzed the exclusion of mineral revenues from the measure of tax
effort aid found that the change will have marginal effect on the
distribuzion of federal aid.
A Caiadian form of tax equalization will be equally ineffective. Under
such equalization a state would receive a payment if its share in the base of
a particular tax is smaller than its share in national population. The
payment is calculated by applying the difference between the two proportions
to total taxes collected in the nation from the tax source. As energy
revenues are so unevenly distributed, a national average for severance taxes,
$30 per capita, is small relative to collections by producing states. Also,
as equalization payments are from general federal revenues, energy states,
making up 10 percent of national population, will bear a small share of the
burden of equalization payments.
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A more targeted proposal is to decrease federal grants to a state if its
energy revenues are relatively large. A specific proposal will calculate the
federal funds due a state under various grant programs and offset these
grants by a proportion of mineral revenues. For each dollar of energy
revenues in excess of $200 per capita, federal grants would be decreased by
$0.50. The offset could be made progressive; grants to states with mineral
revenues in excess of $400 per capita would be offset by 70 percent. One
negative effect of this proposal would be to blunt the incentive effects of
matching grant programs. National programs financed through matching federal
grants would be cut back in energy producing states, and income maintenance
programs and medical programs for the poor scaled back in Texas and
Louisiana. Also, the reduction in federal aid would have limited impact in
Alaska where overall federal aid, $450 million, is small relative to
petroleum revenues, $3.5 billion.
Relatively small amounts of energy are produced on onshore federal lands.
Existing legislation allocates 90 percent of federal royalties earned on
onshore properties to the state government in Alaska and 50 percent to the
other states. Although the Alaska share is written into the Statehood Act,
and legislative changes will present constitutional challenges, federal
legislation could be amended, changing the state's share in federal royalties
to account for the small population of the state. This proposal emphasizes
the importance of population size in determining the significance of a given
fiscal advantage. A related proposal would limit or abolish state taxes severance and corporate profit taxes - for production on federal lands. For
tax purposes, production on federal lands would be treated as 'offshore
properties'.
These are controversial proposals, required to prevent future inequities
associated with Alaska and other western states collecting huge amounts of
revenues on federal lands. The bill before Congress limiting per unit
severance taxes to 1978 levels is one of a number of approaches to limiting
state mineral revenues. A more general limitation is to impose a per unit
revenue constraint, inclusive of all taxes raised from natural resources.
An alternative approach is to impose limitation on the per capita tax
revenues. This approach assumes the producer receives few expenditure
benefits, and public expenditures are independent of mineral production.
It
does not recognize the argument claiming some portion of the resources for
the residents of the state and the boomtown problems and environmental
damage.
The per capita limitation would deal with the equity implication of large
revenues accruing to small populations, and with the possible inefficiencies
associated with these revenues.
Per capita revenue limitations restrict the
level of non-benefit taxes collected by a population. Unlike the per unit
limitation, this approach does not directly protect the industry from
excessive taxation.
In the present situation emphasis should be placed on
per capita limitations.
There are two kinds of arguments for the limitation of state taxation of
natural resources. One favors the centralization of natural resource
revenues at the federal level. The second emphasizes the protection of
private property rights and out-of-state consumers. Discussions of tax
exporting have emphasized tax burdens on out-of-state consumers. On the
other hand, with fixed commodity prices, taxes are borne by out-of-state
property owners.
Owners of natural resources in some energy producing states
are vulnerable to excessive state taxation, especially in states such as
Alaska, where the state owns the oil producing property.
In states with
widespread private royalty interests, political pressures constrain the level
of taxes on mineral production.
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One difficulty in establishing a fair level of mineral taxation is lack
of information on the effective tax rate of existing legislation.
Mieszkowski and Toder (1983) have calculated that the private share in
incremental profits originating with OPEC price shocks is quite low, 13.5
percent in Alaska and 24.3 percent for Texas production. Thus, Texas leaves
the private sector with almost twice as much of incremental profits:
24.3/13.5 = 1.8. These calculations exclude payment of federal and state
income taxes by individuals.
Special tax provisions may result in low income
taxes, especially for independent producers, but even in the absence of
significant income taxes the combined federal and state share of profits is
high.
The counter argument to these calculation is that the expensing of dry
wells and intangible drilling costs, the deduction of interest, and a variety
of other provisions lower the effective tax rate on oil and gas. With full
expensing of exploration costs, effective tax rate is zero on an investment
that just pays for itself.
($100 of resources is used to find $100 of oil.)
With expensing and a 50 percent tax rate, the government 'pays' for 50
percent of the costs in return for 50 percent of new discoveries. High taxes
on windfall profits and high average rates of taxation on existing properties
are consistent with low, even negative, taxes on new investments. Also
current year average tax rates are, because of the deduction of exploration
costs, an inaccurate indicator of taxes on windfall profits.

VIII.

Concluding Remarks

The primary objective of this paper has been to present numerical,
legislative and constitutional information that might be used to argue for
federal limitations on state taxation of natural resources. General
principles that imply the centralization of mineral revenues are unlikely to
have much.impact on policy in situations where states' shares in mineral
revenues are substantial. They need to be backed up by quantitative evidence
that substantial gains will accrue to a nation from the centralization of
mineral taxation.
The evidence presented here is mixed and is of uncertain quality. The
estimates of efficiency losses from decentralization are speculative and they
are unlikely to exceed $2 billion or less than $10 per capita. Whether this
constitutes a basis for a significant change in the allocation of mineral
taxes depends on political judgment and equity considerations. My specific
proposal is to follow an incremental approach that would not significantly
decrease the current claims of states to universal revenues but would prevent
their claims from growing, when mineral prices resume their upward trend.
Following the decreases in the real price of energy in 1982 and early 1983,
the political pressure to introduce federal limitations on state taxation
will weaken.
Also, historical precedent and constitutional tradition in the United
States do not favor federal restriction on the rights of states to impose
mineral taxes. From a longer term perspective, however, the economic case
for limitations both on efficiency and equity grounds is quite persuasive.
As discussed above, federal limitations should apply to all forms of mineral
taxation, not only to severance taxes, and they should be combined with
legislation increasing the federal share in royalties on federal lands.
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NOTES

The author is Professor of Economics, Rice University. Houston, Texas,
U.S.A. The author wishes to acknowledge the insightful comments of Ross
Garnaut and Wayne Thirsk. Also the excellent comments of Charles McLure
are very much appreciated.
^

Although the state has abolished its income tax it has retained
deductions for charitable donations and child care expenses. Citizens
continue to receive partial refunds for these expenses.
The Economic Recovery Tax Act of 1981 reduced the tax rate on tier 3
oil, in a series of steps, from 30 percent to 15 percent in 1986.
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ENERGY POLICY, TAXATION OF NATURAL RESOURCES
AND FISCAL FEDERALISM
Commentary
by
Ross Garnaut

The Mieszkowski paper delivers only part of what its title promises.
It
analyses the consequences of mineral revenues being concentrated in sparsely
populated states within a federation. However, it largely ignores several
of the characteristic problems of natural resource taxation^ in a federal
system:
the distortions that can be associated with the interaction of state
and federal taxes; and fiscal uncertainty and instability associated with two
levels of government having taxing powers over the same mining activities.
Nevertheless, the main issues that it covers are of considerable interest
and importance. There are good economic reasons to expect exceptionally high
per capita mineral revenues in sparsely populated states of a federation.
First, it we presume, reasonably, that mineral resources are randomly
distributed over the earth's surface, then per capita mineral endowments are
likely to be greater in areas of low population density.
Second, given the
tendency for transport costs to cause deposits close to major centres of
mineral consumption to be developed earlier than more distant deposits of
identical geological quality, there is a tendency for historical depletion
of mineral deposits in densely populated regions to have proceeded further
than in lightly populated regions. This leaves relatively greater scope for
current and future mineral production in sparsely populated states.
Seen in
this light, the 'Alberta problem' in Canada, the 'Alaska problem' in the
United States and the potential 'Northern Territory problem' in Australia are
a common feature at least of large federal states, and not the product of
exceptional circumstances.
I agree with Mieszkowski's main points on the consequences of mineral
revenues being concentrated in sparsely populated states within a federation.
There are two major sources of deadweight costs:
public expenditures tend
to rise above levels that would be dictated by social preferences in the
mineral-rich State; and there tends to be excessive migration to the mineralrich state, so that, at the margin, migrants are less productive in their new
than in their old locations. These costs outweigh external benefits
associated with expanding the population of mineral-rich regions.
Concentration of mineral taxation powers in the jurisdiction of the federal
government would be economically efficient. This is not to say that it would
be politically feasible, and the main expedients that have been suggested as
ways of addressing these issues in Canada and the United States are unlikely
to be successful.
The main conclusions are based on arbitrary assumptions but I would not expect reasonable variations in these assumptions to reverse
the main conclusions.
I am more critical of Mieszkowski's failure to address the issue of
competing taxation jurisdictions and the taxation distortions, uncertainty
and instability with which tax overlapping is associated.
Lower levels of government generally have less capacity to administer
taxes based on cash flow or profit, and rely more heavily on distorting
charges based on the value or volume of production. To the extent that this
is true, the concentration of the power to levy and collect mineral taxation
(although not necessarily to enjoy the benefits) in the federal government
is likely to reduce deadweight losses.
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But whatever the forms of taxation applied by federal and state
governments, competition between two taxation jurisdictions is likely to
increase the costs of distortion in the absence of cooperation. These
increased costs are unlikely to be avoided unless the two levels of
government agree on a joint approach to these matters.
There are several sources of costs when there are competing
jurisdictions. First, if each level of government believes that it can
increase its mineral revenues at the expense of the other, total taxation
rates will tend to rise above levels that are consistent with efficient
exploitation.
Second, if either level of government is uncertain about the
intentions of the other, it will have an interest in causing the other to
expect that it intends to raise relatively large amounts of revenue, so as
to lower the expectations of the other about the maximum possible revenue
yields. This exacerbates the uncertainty. Third, when one level of
government changes its fiscal arrangements, the other will often have an
interest in changing its own, compounding the instability that is a common
feature of mineral taxation regimes. Problems of these types have been
important in many federal states, and have been important political issues
in Canada and Australia in recent years.
Although Mieszkowski's paper covers interesting issues, it does not
consider some of the major issues that would seem to be encompassed by the
paper's title. Consideration of these issues would strengthen the case for
federal, or at least joint and cooperative, administration of natural
resource revenues.

NOTES

The author is Economic Adviser to the Prime Minister and Senior Fellow,
Department of Economics, Research School of Pacific Studies, Australian
National University, Canberra, Australia.
In this commentary, natural resource taxation is taken to include other
forms of resource revenues, such as mineral royalties.
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ENERGY POLICY, TAXATION OF NATURAL RESOURCES
AND FISCAL FEDERALISM
Commentary
by
*

Wayne R. Thirsk

Professor Mieszkowski's paper offers an intriguing analytical treatment
of the historical, constitutional and economic consequences that follow from
the failure to assign mineral and natural resource taxes to the federal level
of government.
In the United States this failure is shown to contribute to
inefficiency in resource allocation and inequity in the distribution of
income. The problem with non-federal taxation of the natural resource base
stems from the highly uneven spatial distribution of this base. As
Mieszkowski indicates, in the U.S.A. a very large fraction of the benefits
from state and local taxation of this base accrue to only about 10 percent
of the population.
When energy prices escalate, the growth in state and
local revenues in a few areas may reach a point where inefficient rentseeking migration is induced and these state-local jurisdictions are
inescapably tempted to provide a wastefully large supply of public services.
A slightly different perspective on the issue is that non-federal levels of
government have been assigned a source-related tax base when, according to
both efficiency and equity criteria, they should be confined to using
residence-related taxes.
Mieszkowski argues convincingly that it is the magnitude of these
distortions in resource allocation which is critical in deciding whether
untrammeled state and local taxation of national resources is acceptable.
If the measured inefficiencies are deemed to be relatively small and
unimportant, presumably this departure from an ideal tax assignment is
tolerable.
On the other hand, if the measure of loss or waste is
substantial, some kind of federal intervention may be called for.
In
providing us with a quantitative assessment of this matter, Mieszkowski's
paper performs a valuable service. My only concern turns on some aspects of
the methodology which he has employed and on the larger issue of the
economist’s input into the policy-making process. On the latter score, I
wonder why legislators should be persuaded to do something on the strength
of welfare cost calculations when they often remain unpersuaded, and
rightfully so, by the tax incidence estimates which economists also provide.
In other words, when are the numbers large enough, and faith in them strong
enough, to stir governments into taking remedial action?
In evaluating the static welfare cost of using state mineral revenues to
subsidize the employment of either labor or capital in the region,
Mieszkowski follows Harberger’s approach and assumes an initially efficient
resource allocation. However, if scale effects are important in newly
industrializing regions, as the argument by Scott alleges, the deadweight
loss will be smaller than indicated.
Some subsidy is required to improve
economic efficiency in the presence of increasing returns to scale. Another
feature of Mieszkowski's approach is that the extent of the inefficiency
depends entirely on how the revenue is used and not at all on how it is
raised. The implicit assumption is that either the taxation of natural
resource revenues is costless in efficiency terms or that, if such a cost
exists, it is independent of which level of government applies the tax. If
the latter interpretation is correct, it is at least debatable whether it is
true. Perhaps another argument for reassignment or state tax limitation is
that the federal government possesses more efficient tax instruments with
which it can extract a share of resource rents. A further factor ignored in
the calculation is the potential resource misallocation which can occur when
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there aie wide differences among states in their rates of taxation and in
their methods of rent extraction.
Some states are likely to impose taxes on
resource profits while others will choose to employ severance taxes or per
unit royalties on production.
Similarly, the calculation of waste in Alaska is susceptible to a variety
of possible biases that may operate in either direction. To the extent that
the expenditure values include transfer payments such as the special resident
dividenc, it is not at all clear that too much spending on public goods has
occurrec. In fact, an alternative to state tax limitation is a restriction
on how the resource revenues may be used. If transfer payments to current
residents were stipulated, or the so-called privatization of public sector
resource rents occurred, both public overspending and state overpopulation
could be avoided. The main objection to this proposal must rest on equity
grounds. Other qualifications of the degree of Alaskan waste are also
necessary. One is that the measure of waste will be larger if the supply of
public goods is less than perfectly elastic. On the other hand, if Alaska
originally had inadequate revenues to finance an efficient level of public
expenditure, additional resource revenues would serve to enhance economic
efficiency rather than detract from it. Moreover, it might be mentioned that
the marginal measure of waste is relevant if tax limitation rather than tax
elimination is the appropriate policy choice.
Whi.e the appraisal of the efficiency effects of state mineral taxation
is not as solid as one would prefer, the equity argument against it appears
less assailable. As Mieszkowski queries in his paper, why should those who,
by chance, are nearby when resources increase in value receive exclusive
entitlenent to huge windfalls? To this I would add the observation that,
through educational and regional development policies, a great deal of public
sector effort is directed to achieving greater equality in the endowments of
human and physical capital. The only way to overcome the immobility of nonreproducible capital and achieve consistency with these other capital market
policies is through widespread sharing of the fruits from natural resource
exploitation.
On another equity issue, I agree with Mieszkowski that possession is ninetenths of the law and therefore reassignment of mineral revenues to the
federal government will encounter considerable resistance and create dangerous
frictions in a federation.
It would be better to block future benefits from
state mineral taxation than to attack gains already realized. Towards this
end, a per capita tax limitation has more to recommend it than one which is
designed on a per unit basis because it is comprehensive in nature and cannot
be thwarted by various tax substitutions. However, I am skeptical that the
per capita limitation will work well unless it is placed on a net basis and
some deduction for state development expenditures is allowed.
Finally, it seems to me that Mieszkowski has isolated an important flaw
in the federal personal income tax. In taxing nominal rather than real
incomes, wage rates in high cost-of-living areas will be forced to levels
that are too high (and employment too low) from an efficiency standpoint.
Regionally variable deductions and exemptions which reflect differences in
regional price levels are required to promote economic efficiency.
In all,
Mieszkowski's paper represents and important first step in identifying and
quantifying the numerous channels through which state and local fiscal
choices affect the efficiency of resource allocation in a federation.

NOTE

The author is Professor of Economics, University of Waterloo, Ontario,
Canada.
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7

HARMONIZATION OF INDIRECT TAXES IN THE EEC
Sijbren Cnossen

*

'The mere psychological gain from complete absence of border
control within a common market can scarcely be overrated; it
creates a spirit of unity, an expansiveness of outlook, that
is a good, if not close, substitute for political unity.'
(Carl S. Shoup, 1969, p. 641.)

I.

Introduction

An important and widely accepted tenet in the economic literature is that
Member States of the European Economic Community (EEC) should apply their
value-added taxes on the basis of the restricted origin principle if they
wish to proceed with the removal of intra-community border controls. Border
controls would become redundant if the tax incorporated in exports is not
rebated and the compensating tax on imports not levied. This paper shows
that the tenet is irrelevant, because border controls can be fully removed
by shifting border tax adjustments to books of account of taxable persons in
other Member States and by providing for destination-based compensation under
an EEC-wide clearing mechanism.
Similarly, border tax adjustments for the
excises might be shifted to factory gates and retail outlets. A highly
important implication of these arrangements is that Member States would
remain free to determine their own sales tax and excise rates.
Twenty-five years ago the Treaty of Rome was signed and the European
Economic Community established. The Treaty aimed at creating a common market
in which distortions of competitive conditions would be prevented and the
free movement of goods and services ensured.^ The founding fathers of the
EEC recognized that the elimination of import duties, completed on January
1, 1968, would not be sufficient for these goals to be achieved if sales
taxes and excises were allowed to function as trade barriers instead. The
EEC Commission set up by the Treaty was instructed, therefore, to formulate
proposals for the harmonization of these taxes in the interest of the common
market. Eventually, all intra-community border controls should be removed.
Beyond that Member States' economic policies were to be progressively
aligned.
This paper focuses on the more immediate objective of withdrawing border
controls which should yield important psychological and political gains. As
background, Section II briefly surveys the nature and role of sales taxes and
excises in the various Member States; also it describes the border tax
adjustments that are applied.
Following, Section III examines harmonization
efforts in the sales tax field.
It argues that the practical solution of
shifting fiscal frontiers to books of account is to be much preferred to the
theoretical approach of removing border controls by eliminating border tax
adjustments.
Next, Section IV discusses the harmonization of the excises on
tobacco products, alcoholic beverages, and motoring. Since border controls
cannot be withdrawn in a piecemeal fashion, their coordination is as
important as that of the sales tax. A concluding section places the paper's
findings in a broader political context and argues that they are also
relevant for indirect tax coordination in federal states.
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II.

Sales Taxes and Excises in the EEC

Sales taxes and excises play an important role in the tax structures of
EEC Member States. As shown in Table 7.1, their combined contribution to
total tax revenues ranges from nearly 23 percent in the Netherlands to as
much as 41 percent in Ireland. Belgium, Italy, the Federal Republic of
Germany, the United Kingdom, France, and Denmark lie between these two
extremes. The high revenue yields of the indirect taxes emphasize the
pivotal role of proper border tax adjustments, as well as the potential
difficulties involved in removing border controls.

A.

Indirect Tax Structures

On average, the value-added tax that was introduced in the late sixties
and early seventies contributes 16 percent to total tax revenues. Basically,
the tax is levied on the incremental value added in the production of
consumer goods, including the retail stage. Since the sum of all increments
or values added throughout the production and distribution cycle equals the
value or price of the final product, economically the value-added tax is
equivalent to a tax imposed on consumer prices, that is, a general retail
sales tax. The tax paid in respect of capital goods is immediately
deductible; hence, the tax is called a consumption-type value-added tax. The
net liability to tax is determined by permitting each firm a credit for the
tax invoiced by its suppliers of intermediate and capital goods, against its
own (gross) tax payable on sales; this is known as the tax credit or invoice
method.^
The share of the traditional excises on tobacco products, alcoholic
beverages, and motoring in total tax revenues averages 12 percent (Table
7.1). Besides being very productive of revenue, excises are also justified
on other grounds, or viewed as serving a special purpose. Thus, excises on
tobacco and alcohol are justified to control the consumption of these harmful
products, or to charge users for the cost of external diseconomies associated
with smoking and drinking.
Similarly, excises in the motoring field are
rationalized as charges for road services provided by government. Excises
figure prominently in national agricultural, social, and transportation
policies - more so than value-added taxes, whose main function is revenue
(for more on the structure and role of excises, see Cnossen, 1977a).

B.

Border Tax Adjustments

As elsewhere, present border tax adjustments in the EEC ensure that goods
are taxed where consumed (destination principle) rather than where produced
(origin principle). The tax credit or invoice mechanism of the value-added
tax makes it possible to rebate the tax incorporated in exports forthwith;
technically this is achieved by applying a zero rate. Furthermore, imports
are taxed at the same rate as domestically produced goods. The tax credit
mechanism ensures that any under- or overpayment of tax upon entry is
automatically corrected in the next stage. Destination-based border tax
adjustments are also made for the excises. Because they are imposed at the
manufacturing stage only, customs authorities should have little difficulty
in ascertaining export rebates or levying equivalent import taxes. The
destination principle ensures that relative costs between home-produced and
foreign-made goods are not distorted. Hence, the tax is neutral with respect
to manufacturing location decisions, an important efficiency requirement
based on the maxim of comparative advantage. The adjustment mechanism also
accords with the inter-nation equity notion that each country should pay its
own taxes.^
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However, the destination principle requires the imposition of border tax
adjustments, and seemingly, border controls. Obviously, the maintenance of
border controls is inconsistent with the objective of the Treaty of Rome to
create and maintain a common market with characteristics similar to those of
a domestic market.
Following the elimination of all tax-induced distortions
of intra-community trade, ways must be found, therefore, to remove these
controls. Equalization, i.e. complete uniformity of tax bases and rates,
might be one possibility; in the main it is the route pursued by the EEC
Commission. Under a more challenging approach, called coordination, Menber
States would retain flexibility in arranging their tax systems without,
however, interfering with the establishment of a common market.
The
implications of these two approaches are discussed separately for the valueadded taxes and the excises.

III.

Value-Added Taxes

If the destination principle is to be applied properly, it must be
possible to ascertain border tax adjustments expeditiously and unambiguously.
This could not be done under the cumulative turnover taxes that were levied
in all but one of the six original Member States at the time the Treaty of
Rome was signed. The amounts of the export rebates and the compensating
import taxes depended not only on the rate of tax (often differentiated
across products and stages of production and distribution), but also on such
unknown factors as the number of times a product had changed hands and the
amount of value added in various stages.
Border tax adjustments had to be
estimated, therefore; perforce, they could be used for protective purposes.

A.

Progress of Harmonization to Date 4

To prevent Member States from using their indirect tax systems to
discriminate against products from other Member States, the EEC Commission
formed two committees to formulate proposals on the principles and
procedures, including the types of tax, that would ensure the exact
computation of border tax adjustments and eventually the removal of border
controls.
Noting that existing turnover taxes distorted competitive
conditions between domestic products as well as between domestic and foreign
goods, the Fiscal and Financial Committee (Neumark Committee, 1963) and the
Sub-Groups A, B and C (Jansen Committee, 1963) both proposed that the
turnover taxes should be replaced by a value-added tax of the type already
in place in France and under active consideration in the Federal Republic of
Germany.
Subsequently, the Council of Ministers of the EEC promulgated a
First Directive on April 11, 1967 requiring all Member States (except France,
which as noted above already levied the tax), to introduce a value-added tax
before the end of 1970. A Second Directive, issued on the same date,
specified the basic structure of the tax. Although the implementation date
was postponed a few times, by 1973 all states, including the new entrants
(Denmark, Ireland, and the United Kingdom) had introduced the tax.^
In line with the strategy that agreement on the type of tax should be
followed by the harmonization of the tax base, the Sixth Directive (Council
of the European Communities, 1977), substantially narrowed the wide latitude
in legal definitions, exemptions, and administrative procedures still allowed
under the earlier directives. A uniform basis of assessment was agreed upon
through the adoption of common definitions for such important notions as
taxable persons, taxable transactions, and taxable amounts.*^ The Directive
also listed the exemptions that are allowed.^ These include health care,
educational and cultural activities, postal services, non-commercial radio
and television broadcasts, insurance, banking, and financial transactions.
Furthermore, all Member States, except the United Kingdon, tax the sale of
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new buildings, but exempt the sale of previously occupied residential
property. Generally, governments are treated as final consumer households
and special schemes are permitted for small businesses and farmers.
The last directive substantially completed the harmonization of the base
of the value-added tax. This leaves the rate structures for consideration.
As the respective revenue roles imply and Table 7.2 shows, the level and
structure of the various value-added tax rates differ widely between Member
States. The standard rate ranges from a low 10 percent in Luxembourg to a
high 30 percent in Ireland. Furthermore, all Member States, except Denmark.,
impose one or two reduced rates on items regarded as essential, such as food
products, medical goods, books, newspapers, and public transportation.
Ireland, Italy, and the United Kingdom extend their reduced rates to other
items, including clothing, footwear, electricity, and household fuels.
In
fact, all these goods are zero-rated in Ireland and the United Kingdom.
France, Belgium, and Italy also impose increased rates on items such as motor
cars, audio-visual aids, jewelry, furs, perfumery, cosmetics, and various
excisable goods. As Table 7.2 indicates, the value of the goods and services
subject to reduced rates comprises a sizable proportion of the total actual
tax base in most Member States. By comparison, the coverage of the increased
rates is small.

Table 7.2
EEC: VALUE-ADDED TAX RATES AND THEIR COVERAGE, 1983
Percent
Country

Statutory Rates
Standard

Luxembourg
Federal
Republic of
Germany
United Kingdom
Italy
Netherlands
France
Belgium
Denmark
Ireland

10

13
15
18
18
18.6
19
22
30

Reduced

Increased

2 and 5

6.5
0
2 and 10
4
5.5 and 7
6 and 17
—
0 and 18

—
—
20 and 38
—
33.3
25 and 33
—
—

Share of Tax Base
Standard

Reduced

**

**

78
60

20
40

Increased

—
—

• •

• •

• •

71
69
61
100

29
26
32
—

—

••

5
7
—
—

Notes:

(— ) dashes indicate that the rate is not levied; hence receipts are
nil.
(..) dots mean that distribution of base cannot be ascertained.

Source:

Updated from Commission of the European Communities (1980b,
pp. 25-26).

On the basis of Tables 7.1 and 7.2 it may be surmised that revenue
considerations and burden distribution issues will play an important and
possibly decisive factor in further endeavors to harmonize the various valueadded tax rates. Equalization does not appear feasible; fortunately it is
not necessary either.
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B.

Removal of Fiscal Frontiers: A Theoretical Approach®

Although border tax adjustments can be applied unambiguously under the
EEC value-added tax, accompanying border controls still stand in the way of a
common market that has the characteristics of a domestic market. Moreover,
the costs of administering the controls are high; they have been estimated
at 7.5 percent of the value of intra-community trade (Commission of the
European Communities, 1975, p. 1). From the start, therefore, the EEC
Commission has focused on ways to remove the controls. Following the trail
mapped out by the Tinbergen Committee (1953) and the Neumark Committee (1963,
pp. 145-49), it has recommended that border tax adjustments and, by
extension, border controls should eventually be abolished by applying the
origin principle to intra-community trade. Thus, Article 4 of the First
Directive calls explicitly for the abolition of export rebates and
compensating import taxes. Having reached agreement on a uniform basis of
assessment, the Commission of the European Communities (1980b, p. 54) has
begun to call for an alignment of value-added tax rates.
It suggests that
agreement should be sought on a dual rate structure comprising a standard
rate band of 15-17 percent and a reduced rate band of 3-5 percent.
The origin principle for intra-community trade has also been widely
recommended in the economic literature as the key to doing away with border
controls.
In fact, the principle has become a standard tenet in public
finance textbooks.
Intra-community controls are not necessary, it is
argued, if each Member State would confine the tax to the value added within
its own jurisdiction.
Since the destination principle would still apply to
trade with non-member countries, the concept has been called the restricted
origin principle (Shibata, 1967, pp. 193-94).
In a setting of fixed exchange
rates, it would then be necessary to equalize the various rates of valueadded tax. However, a greater than average preference for the sales tax
source of revenue, or a desire to differentiate rates in order to influence
the burden distribution could be satisfied through supplemental retail sales
taxes that do not require border tax adjustments.
Furthermore, it is pointed
out that rate uniformity would not be necessary under flexible exchange
rates, because tax-induced cost differentials are cancelled by automatic
parity responses, leaving relative prices unaffected.^
The equivalence between the destination and origin principle for intra
community trade depends crucially, however, on the underlying assumptions of
a truly comprehensive and completely uniform value-added tax, flexible prices
and exchange rates, initial equilibria of trade balances, and no movement of
factors across borders. Obviously, the condition of exchange rate
flexibility is inconsistent with the goal of establishing an economic union;
so is the assumption that production factors do not migrate to other Member
States. But even if exchange rates would adjust, prices might not be so
flexible. As money wages are downward rigid, tax-induced price responses
tend to be upward.
In such a situation, origin-based taxes are not
attractive.
Factor movements would not occur if value-added taxes were
imposed on a benefit basis, i.e. if they represented payments for
intermediate goods supplied by government (Berglas, 1981, p. 386; Longo,
1981, p. 540), but this strand of thought finds no support in the real world
(R.A. Musgrave, 1969, p. 242). And last but not least, the origin principle
appears incompatible with the credit method of computing the tax
liability.H

C.

Removal of Border Controls : A Practical Solution

Early on, tax lawyers and practitioners have proposed a much better
solution. They point out that existing border tax adjustments are based on
physical controls, originally installed to ensure compliance with the import
duty tariff.
But border tax adjustments can be computed equally well on the
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basis of books of account and verified through checks upon written records.
In other words, border controls can be removed by shifting fiscal frontiers
to books of account. This highly pragmatic approach has two variants. Under
the first alternative, the compensating import tax is shifted to the first
taxable person in the importing Member State under what is called a deferred
payment scheme. Under the second alternative, the tax on exports is not
rebated, but the first taxable person in an importing Member State takes
credit for the tax invoiced by the exporter from another Member State.
The first method was pioneered in the Netherlands and has been in use
there ever since the value-added tax was introduced.
It has also been laid
down in Article 23 of the Sixth Directive, as amplified in a draft program
of the Commission (Intertax, 1981, pp. 218-30). Under this approach, the
compensating import tax is not levied, nor are imported goods checked
physically at the border.
Instead, the credit mechanism of the value-added
tax is relied upon to ensure that the first taxable person in the country
implicitly pays the compensating tax, because there is no offsetting credit.
The method works so satisfactorily that nearly 100 percent of the
compensating import tax otherwise payable is shifted inland. Furthermore,
eligibility for the export rebate may be proven on the basis of documentary
evidence rather than physical clearance at the border.
In order to qualify
for a rebate, exporters are not required to prove that goods have left the
country on the basis of a certificate or affidavit signed by the customs
authorities.
Under the second method, exporters of intra-community traded goods would
pay the value-added tax in their country of registration; export rebates
would not be provided.
But the first taxable person in an importing Member
State would receive a credit for the full foreign value-added tax charged by
his supplier.^ The importer would list that credit, and those of other
foreign suppliers, separately on the return that he has to file with the
local value-added tax office.
Next, the importing State's value-added tax
administration would collate and tabulate the various foreign tax credits
separately for each exporting Member State.
Finally, the cumulated foreign
tax credits would be presented for payment to the value-added tax
administration of exporting Member States. An EEC-wide clearing mechanism
could be set up to handle the various claims. Net balances would be payable
by Member States that are net exporters.
None of the assumptions that make
the theoretical approach so vulnerable have to be made.
To illustrate the second method of removing border controls, assume that
exporter A in Member State X is faced with a value-added tax rate of 10
percent and importer B in Member State Y with a rate of 20 percent. Further
more, assume that A exports goods worth U.S.$200 to B, and that these goods
have been produced with inputs worth $150. Under present border tax
adjustments, A receives a rebate of $15 (10 percent of $150) from Member
State X; he pays no tax on his own value added of $50. Furthermore, importer
B pays a compensating import tax of $40 to Member State Y. Under the
proposed method, however, A would pay $5 tax (10 percent of $200 minus a tax
credit of $15) to Member State X which in total would receive $20 tax with
respect to the goods sold to B. Following importation, B, who would not be
liable to pay compensating import tax, would claim a tax credit or refund of
$20 from Member State Y.
In turn, Y would present a claim for the same
amount to X. All tax transactions balance out exactly, because the valueadded tax administration in X receives $20 tax with respect to the goods
exported by A which it pays to Y which in turn extends a credit to importer B
for the same amount. And exporter A receives $20 tax invoiced to B who is
reimbursed by the value-added tax administration of Member State Y. Member
States X and Y administer the destination principle jointly.
Under both solutions, border controls are removed, but fiscal frontiers,
i.e. destination-based border tax adjustments, are maintained.
There is no
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presumption in the philosophy of the common market why this should not be so.
Of the two schemes, the second is the most comprehensive and effective.
It
integrates each Member State's value-added tax administration with the
administration in other Member States. Export rebates and compensating
import taxes may be said to collapse. To be sure, cooperation between the
various value-added tax administrations would have to be strengthened in
order to be able to match exporters' gross tax liabilities with importers'
foreign tax credits.
But there is no reason to assume that this cannot be
done.
Import duty regulations have also been harmonized and the EEC
Commission is already involved in verifying the 1 percent value-added tax
contribution to the common fund. Also, there are bilateral precedents, such
as the corporate tax imputation credits that France pays into the West German
Treasury.

D.

Direct Consumer Purchases and Rate Coverage Alignment

To remove border controls fully, both approaches have to be supplemented
by rules exempting or regulating intra-community imports by non-taxable
persons, such as individuals and exempt institutions, including governments.
A good case can be made for the complete elimination of compensating import
taxes on intra-community traded goods bought by individuals. Only the valueadded tax of the country of the seller would then be payable, i.e. the tax
would be applied on the basis of the origin principle.^ This would mean
little more than legalizing the existing situation with respect to current
consumer goods. Many large and expensive durable goods, such as cars or
sailing yachts, have to be registered in residence countries for tax and
other purposes. These registration requirements might be used to impose
compensating user charges if the importing country has a higher value-added
tax rate. Presumably, under the second alternative separate procedures would
have to be developed for government purchases, since the amount of tax
involved may be large.
Although value-added tax rates do not have to be equalized for the
removal of border controls, without question some alignment of the rate
structures would facilitate a shift of border tax adjustments to books of
account. Credits for foreign tax are easier to check if the coverage of a
particular rate is uniform with respect to internationally traded goods.^
Thus, agreement might be sought on a dual rate structure that would comprise
a reduced rate for agricultural and food products (simply defined as all
items enumerated in the first twenty-one chapters of the Common Tariff
Nomenclature), pharmaceutical and medical supplies, and a standard rate for
all other products and services.
Increased rates might be abolished.^
At present their coverage is mainly confined to motor vehicles and excisable
goods. Any revenue loss could be recovered by increasing the rates of
corresponding user charges and excises. But apart from these minor
adjustments, each Member State would remain free to set its own rate or rates
of value-added tax.

IV.

Excise Systems

In addition to the value-added tax, all Member States levy excises on
tobacco products, alcoholic beverages, motoring, and some other products at
widely different rates and bases of assessment.
Removal of border controls
for the value-added tax would not make much sense, of course, if they have
to be maintained for the excises.
Shifting border tax adjustments to books
of account of taxable persons in importing Member States might be possible
for the excise on petroleum products, but would be difficult with respect to
the excises on tobacco products and alcoholic beverages.
Cross-checking tax
payments is not possible because the excises are levied at one stage only.
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Moreover, most rates are much too high to rely solely on audit controls to
ensure compliance with the excise laws. Before another solution is explored,
harmonization measures taken thus far are reviewed.

A.

Progress of Harmonization to Date

Although Article 99 of the Treaty of Rome mentions excises in the same
breath with sales taxes as prime candidates for harmonization, so far
progress has been excruciatingly slow. A working party was established as
early as 1960 and the Neumark Committee (1963, p. 127) emphasized that
excises should be harmonized in step with the sales tax, but it was not until
1972 that the EEC Commission issued a framework-directive outlining the
features of a possible harmonization policy. The Commission classified the
existing excises in the Member States into four main groups:
(1) Harmonized excises to be levied in all Member States on tobacco products,
alcoholic beverages, and petroleum products; agreement on common
definitions for the various bases of assessment should be followed by
rate unification.
(2) Excises, e.g. on matches, playing cards, and gramophone records, to be
incorporated in increased value-added tax rates, and thereby eliminated;
of course, this begged the question of the eventual removal of border
controls.
(3) Excises, e.g. on entertainment and betting, that might be retained,
because they do not involve border tax adjustments or affect trade
between Member States.
(4) Excises to be abolished, because their contribution to revenue is
negligible, because they are levied on products imported from developing
countries (e.g. coffee), or because they are in large part a raw material
for industry (e.g. sugar).
In its latest report on tax harmonization, the Commission of the European
Communities (1980b, pp. 31 and 57) attributes the disappointing lack of
progress partly to the 'symbiotic relationship between national industries
and national excises', which has resulted in excise structures that
discriminate against foreign products.
Real or feigned concerns with
national social and health policies 'generally result in preferential
treatment of domestic production'. And last but not least, national
bureaucracies are reluctant, of course, to give up a small share of their
autonomy.
The Commission of the European Communities (1980b, p. 56) pleads for
complete equalization of the tax bases of the 'big' excises, and eventually a
close alignment of the rates. This implies, of course, that individual
Member States will have to surrender a considerable degree of autonomy in
using their excise rates to further national health, energy, and transport
policies, as well as a greater or less than average reliance on the excise
source of revenue. Again this route may throw the baby out with the
bathwater.
In my opinion, coordination should be achieved by shifting excise
frontiers from borders to factory gates and, if necessary, retail outlets.
To ensure compliance, a community-wide system of transporting excisables in
bond might be devised, under prepayment>of the excise in the country of
destination, if possible; an EEC-wide clearing system would again be
appropriate.
Details differ from excise to excise, as discussed below.
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B.

Excises on Tobacco Products

The harmonization of the various tobacco excises has proceeded further
than that of any of the other major excises.^ Common definitions of
manufactured tobacco products have been agreed upon (an important
prerequisite for excise harmonization), as well as a phased reduction of the
specific element in the excise that favors expensive brands. As shown in
Table 7.3, retail prices of representative brands of cigarettes differ
considerably in the EEC, but this should primarily be attributed to
differences in quality; there is little variation in prices of similar
quality cigarettes. More important, effective tax rates (defined as the sum
of excise and value-added tax expressed as a percentage of the retail price)
lie within a fairly narrow range of 62-73 percent; Denmark is a notable
exception.
With the tax to retail price ratio becoming closely aligned, it may be
surmised that border controls could be abolished and the tobacco excise
levied on an origin basis. Because intra-community exports of tobacco
products are small, revenues in individual Member States should hardly be
affected. An alternative arrangement, which I favor, would be to require
manufacturers of tobacco products (which are few in number in view of highly
capital-intensive production processes) to file separate returns for
shipments to other Member States. Verification of excise payments would be
facilitated by the common banderol that must be attached under the cellophane
wrapper of cigarette packages.
Importing Member States might arrange the
issue of banderols directly with manufacturers in other Member States.^

C.

Excises on Alcoholic Beverages

Prospects for harmonizing the excises on alcoholic beverages look less
promising. There are wide differences in the type and amounts of alcohol
that are consumed in various Member States and in related excise receipts.
The interests of national alcoholic beverages industries and governments are
closely interwoven, often resulting in blatant discrimination against foreign
products. Until recently, France and Italy imposed substantially higher
excises on spirits made from cereals, such as gin, whisky, and vodka, than
on spirits distilled from wine, such as cognac, armagnac, and calvados.
Since the cereal distillates were all imported, in effect the excise
structures favored domestic products, although there was no open
discrimination on the basis of origin.
Similarly, Denmark had a separate
rate for akvavit, which was taxed at only two-thirds the rate imposed on
brandy, gin, rum, and whisky, which were mostly imported. Upon complaints
filed by the EEC Commission, the European Court of Justice ruled that all
these products stood in a competitive relationship to each other. Hence the
tax on an imported product could not exceed the tax on a comparable domestic
product, a principle laid down in Article 95 of the Treaty of Rome (Intertax,
1980, pp. 273-75).
Although the most obvious forms of discrimination have thus been
eliminated, considerable differences continue to exist in the level and the
structure of the various excises.
Italy does not levy a wine excise at all
and the Federal Republic of Germany confines its excise to sparkling wines.
In most Member States the strength of the alcohol is not the only criterion,
but the rate structures distinguish also between wine from fresh grapes and
fruits, ordinary and fortified wines, and still and sparkling wines. The
effect is that national vinicultures are protected. The same may be true
with respect to the beer excise that is either imposed on the worts or the
finished product, and that may favor small producers. These kinds of rate
structures imply that compensating import taxes must be estimated; in other
words, the excises may be used to discriminate against foreign products.
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T able 7.3
EEC: EXCISE STRUCTURES, 1979
V alue F ig u re s i n E U A -c e n ts ^
E x c ise s
A. C ig a r e tte s
1. R e ta i l p r i c e (20)
2 . E x c ise + VAT
3. 2 as % o f 1
4 . S p e c if ic e x c is e
as % of 2
B. A lc o h o lic Beverages
1. S p i r i t s e x c is e
a . L i t e r (g en ev er)
b . % o f EEC av erage
2 . Wine E x cise
a . L i t e r nons p a r k lin g ^ )
b . L ite r s p a r k l in g ^
c . % o f EEC average
3 . Beer e x c is e
a . L ite r(d)
b . % o f EEC average
C. M otoring
1. F u e l: E x cise + VAT
a s % o f r e t a i l p r ic e
a . G a so lin e
b . D ie se l o i l
c . LPG
2 . P u rch ase
a . S p e c ia l ta x ^ e ^
b . VAT
c . a+b a s % o f
r e t a i l p ric e ^
3 . U ser c h arg e :
b a s is o f assessm ent
4 . 1+2+3 a s t o f EEC
av erag e''"-'

IRL
'

UK

F

UK
”

FRG

I

B

NL
"

LUX

80
50
63

236
208
88

44
32
73

98
68
70

114
80
70

53
39
73

83
59
71

77
53
69

61
37
62

54

55

5

51

49

2

5

5

7

622
147

1233
289

295
89

593
136

270
63

77
18

263
62

265
62

147
34

93
183
218

103
191
240

2
2
4

116
151
265

—
79
—

—
—
—

22
96
69

22
97
69

7
44
34

54
289

53
272

1
7

28
144

5
29

7
34

9
46

9
46

6
33

51
40
40

58
29
31

58
49
36

42
46
35

50
48
50

64
19
58

52
33
34

52
35
15

45
24
14

10
35

105-180
20,25

—

10
15

—

33.3

13

—
18/35

—
25

16-17.5
18

—
10

47

150-234

3 3.3

25

13

18/35

25

40-50

10

hp

w

hp

sp

cc

hp

hp

w

cc

86

234

91

66

62

85

75

99

••

N o te s:

(a ) The European U n it o f Account (EUA) was a p p ro x im ate ly e q u a l to U .S . $1.39 i n th e
p e rio d under rev iew .
(b ) Of f r e s h g ra p es and a s t r e n g th o f 12°.
( c ) Of f r e s h g ra p e s and a s t r e n g th o f 6 ° .
(d ) 12°5 B a llin g .
(e ) B a sis o f assessm ent d i f f e r s from one Member S ta te t o a n o th e r.
( f ) B efore s p e c ia l ta x and v alu e -ad d e d t a x .
(g ) hp = horsepow er, w = w e ig h t, c c = c u b ic c e n tim e te r, and sp = s p e c i f i c .
(h ) Computed from Commission o f th e European C oranunities (1 9 8 0 a), T ab le 5 (Type E c a r ) .
(— ) d a sh es mean t h a t an e x c is e i s n o t le v ie d .
( . . ) d o ts i n d ic a te t h a t r e c e i p t s cannot, be d is a g g re g a te d o r a re l e s s th a n h a lf th e
f i n a l d i g i t shown.

S ource:

C ig a r e tte s and a lc o h o lic b e v era g es: Cocm ission o f th e European C o rn a m itie s (1980b),
T ab les 6 , 8 , 10, 11. Motor v e h ic le s : Commission o f th e European Com m inities (1 9 8 0 a ),
T ab le s 4 , 8 , 12, 14, 17, 20, and p . 32.
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The Commission attempts to reach agreement first on the various bases of
assessment and collection.^ Its leading principle is that the various
excises should vary only with respect to the strength of the beverages.
The
excise on wine, for instance, should not be more than three times the excise
on beer by volume.
It should be possible to harmonize the various bases of
assessment and collection procedures, if not at the conference table then
through the back door of the judicial process.^
But in view of the
enormous differences in effective tax rates, it would still be impossible to
remove border controls without supplementary measures.
Diverging views on the role of the alcohol excise might be reconciled by
leaving Member States free to impose higher excises at the retail stage.
Particularly in high-excise countries, the sale of alcoholic beverages is
already subject to stringent licensing requirements that often restrict the
type and number of retail outlets. These might be used to impose higher than
average excises. Of course, part of the excises would continue to be levied
at the manufacturing stage on the basis of the destination principle in
combination with an EEC clearing system. Uniform bonding procedures should
be devised for intra-community shipments of alcoholic beverages. No doubt,
some trade in border areas would be diverted, but the location of the highexcise countries such as Denmark, Ireland, and the United Kingdom vis-a-vis
other Member States would act as a natural barrier.

D.

Taxes on Motoring

Progress in harmonizing taxes on motoring is equally slow. The EEC
Commission has attempted in vain to reach agreement on a draft directive for
a uniform basis of assessment for the fuel excises. Also, it has submitted
proposals to the Council of Ministers to eliminate any double taxation of
motor vehicles, to standardize national systems of taxes on lorries, to
exempt the temporary importation of certain means of transport, and to
standardize the tax-free admission of fuel in fuel tanks. Thus far, only the
draft directive exempting 50 liters of fuel in motor vehicle tanks has been
approved.
As elsewhere, the best may well here be the enemy of the good. The
Commission of the European Communities (1980b, p. 11) does not want to stop
at the removal of border controls but believes that fuel excises and motor
vehicle taxes should be harmonized 'in such a way that their yield in
aggregate totals corresponds to the share of infrastructure costs to be borne
by these vehicles' (trucks and buses). However, this objective is not being
pursued in any one Member State.
Is it not overambitious therefore to use
it as leitmotiv for the EEC as a whole? The attempt to establish a close
link between taxes on motoring and national transport policies may well be
the death-blow to the more immediate goal of removing border controls.20
To achieve that goal, a system of in-bond transportation with payment at
the refinery or the place of destination might be devised for the fuel
excises. Existing controls up to and including the retail stage should make
this possible.
This method of administering the tax on the basis of the
destination principle is especially important for the excises on diesel oil
and liquified petroleum gas, as well as the exemptions and special-purpose
reduced rates applied in some Member States (Commission of the European
Communities, 1980b, p. 31). Differences in the gasoline excise are not so
great that a further alignment might not be possible. Because motor vehicle
and special purchase taxes are or can be closely tied in with residency
requirements, the harmonization of these taxes is obviously less urgent.

-

161 -

E.

Nuisance Taxes

Table 7.4 shows the remaining excises that are imposed by EEC Member
States - for revenue purposes (sugar, soft drinks), as proxies for taxpaying
capacity (consumer durables, cosmetics), or as relics of the past (salt,
matches, playing cards). Also, the table indicates the goods that are
subject to an increased rate of value-added tax instead of a luxury excise.
Notably, Denmark's proliferated excise system stands in sharp contrast to its
neat single rate of value-added tax. Judged by their contribution to total
tax revenues, it is surprising that all these excises have not been
eliminated long ago. The yield of most does not exceed 1/5 of 1 percent of
total tax revenues. A small change in the value-added tax rate would yield
the same revenue with much less administrative red tape. The EEC Commission
has not yet issued any specific directives with respect to these nuisance
taxes. No doubt, they would be harmonized spontaneously if border controls
for the major indirect taxes were removed.

V.

Concluding Remarks

The most important conclusion of this paper is that origin-based rateuniform value-added taxes and excises, advocated in the economic literature,
are not necessary if the EEC wants to proceed with the removal of border
controls.
Border controls can be fully eliminated by shifting border tax
adjustments for value-added taxes to books of account and for excises to
factory gates and retail outlets.
Instead of being applied nationally, the
destination principle would be implemented on a community-wide basis in
conjunction with an EEC clearing mechanism. Little would change compared to
the present situation. Out-of-state purchases by non-taxable persons, such
as individuals, would have to be taxed on an origin basis.
Some alignment
of the coverage of the various reduced value-added tax rates would be
desirable. For the excises, it would be essential to reach agreement on
uniform bases of assessment; classification tricks should not be allowed to
distort competitive conditions. Also, a uniform system of in-bond
transportation of excisable goods should be devised.
Basically, however, every Member State would remain free to set its own
value-added tax and excise rates in line with national revenue objectives and
social and economic policies. This flexibility is an enormous plus. With
national monetary policies eventually being phased out, the weight on fiscal
instruments for short-term stabilization and long-term structural adjustments
will increase. Harmonization policies should allow maximum freedom in these
fields. To be sure, the removal of border controls would cause some
diversion of sales in border areas and some distortion of manufacturing
location decisions, but to a large extent these effects are already inherent
to present arrangements.
In any event, they form a small price for the
political and psychological -benefits that would be reaped from being able to
travel from Sicily to Scotland without having to stop at customs barriers.
Instead of trying to force Member States into the strait-jacket of uniform
tax systems, EEC policymakers might be advised to focus on the manifold
benefits of coordination.
Finally, this paper has an important lesson for indirect tax systems in
federal countries, such as Australia, Canada, and the United States. One of
the arguments against an EEC-type value-added tax in these countries is that
it would not be possible to differentiate rates between states or provinces
on account of the trade and revenue that might be deflected, and the
difficulties that would arise with respect to the foreign trade sector.
Basically, however, the problems of aligning the indirect tax systems of a
common market horizontally are similar to the coordination issues that must
be faced in a federal country.
On the analogy of the solution proposed for
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Table 7.4
EEC: RECEIPTS FROM NUISANCE TAXES, 1980
Percent of Total Tax Revenues
Taxable Products

Member States
IRL

Sugar

—

DK

_F

UK

0.43(a) 0.08
(a)

FRG

0.06(b) 0.04(c) 0.02

0.05(b)

—

0.02
0.27
0.01

0.08

—
—

0.28 0.11
—
0.15
—
0.01

—
—

Radios, TVs
Audio-visual aids

0.19 0.09
0.03 0.15<d>

_

_

_

_

VAT

—

—

VAT
VAT
VAT

—
—
—

••
..
—
0.58

—

—
—

0.13
—
—

Salt
Matches
Playing cards
Light bulbs

0.03 0.01
—
..
—
0.04

Other products^

0.05

Total

0.57

—

—

1.04
2.16

nl

—

Soft drinks
Coffee
Tea

Perfumery, cosmetics
Jewelry
Furs

B

1

—

—
—

0.16

..
—

—

—

—

—

—

VAT
VAT

_

_

VAT

—

—

—
—
—

VAT
VAT
VAT

VAT
VAT
VAT

—
—

—
—

—
—
—
—

0.01
••
••
0.02

0.04
—
—

—
—
—

—
—
—
—

—
—
—
—

0.02

••

0.63

—

—

—

0.66(f) 0.02 0.39
°
"
"

—

—

lux

—

0.72(f) 0.18(f) 0.13
"

Notes:

(a) Including excises on confectionery and ice-cream.
(b) Including EEC sugar contribution.
(c) Sugar and chocolate confectionery are also subject to a higher VAT rate of 20
percent.
(d) Including receipts from excise on household appliances.
(e) Most excises do not involve border tax adjustments because they are in the
nature of administrative or agricultural fees.
(f) Total excludes receipts fron increased VAT rate for some conmodities.
(— ) dashes mean that an excise is not levied.
(..) dots indicate that receipts cannot be disaggregated or are less than half the
final digit shown.
(VAT) means that products are subject to an increased value-added tax rate.
Figures may not add because of rounding.

Source:

Organisation for Economic Co-operation and Development (1982).
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the EEC, interstate tax adjustments together with compensating revenue flows
should make rate differentiation a feasible proposition. Thus, the findings
of this paper may give a new impetus to the design of appropriate interstate
tax credit and compensation schemes that will leave subordinate units of
government flexibility in setting their own tax rates.

NOTES

The author is Professor, Faculteit der Economische Wetenschappen,
Erasmus Universiteit, Rotterdam, The Netherlands. He is grateful to
Charles E. McLure Jr, Ken Messere, and Carl S. Shoup for their comments
on an earlier draft. Whatever faults remain are entirely his own.
1

In addition, of course, persons and capital were to move freely within
the common market.
See Commission of the European Communities (1980b,
p. 6) as well as Neumark Committee (1963, p. 101).

2

This paper does not elaborate on the basic features of other types of
value-added tax, but reference is made to R.A. Musgrave and P.B. Musgrave
(1980, pp. 458-63), as well as to Shoup (1969, pp. 250-69) who was a
member of the Neumark Committee (1963) that pioneered the EEC-type valueadded tax. For an overview of value-added taxes and other sales taxes
in the world, see Cnossen (1977a, pp. 17-22; and 1977b, pp. 457-67).

3

For the principles of indirect tax coordination in the international
setting, see R.A. Musgrave (1969, pp. 270-91); Shoup (1969, pp. 262-64,
644-47); and R.A. Musgrave and P.B. Musgrave (1980, pp. 776-80).

^

For useful reviews of the harmonization process, see Andel (1983, pp.
297-305); and Carlson (1980, pp. 6-47).
For a detailed analysis of the
legal aspects, see also Easson (1980, pp. 101-50).

^

The Third, Fourth, and Fifth Directive postponed the implementation
date.
It should be noted that Denmark had already introduced a valueadded tax in 1967, long before it became a member of the Community. The
latest member, Greece, has undertaken to introduce the tax before 1984.
Non-EEC European Countries that adopted an EEC-type value-added tax are
Austria, Norway, and Sweden. For a critical assessment of the equity,
economic, and administrative aspects of the various value-added taxes,
see the contributions in Aaron (1981); for a detailed account of the
experience in the Netherlands, see also Cnossen (1981, pp. 223-54).

6

For reviews of the Sixth Directive, see Georgen (1977, pp. 48-53); and
Guieu (1977, pp. 245-54). For a detailed analysis of its implications
for the legislation of individual Member States, see also Timmermans and
Joseph (1980, pp. 39-64).

^

Sales of exempt firms are not taxed, but as distinct from zero rating,
neither do exempt firms receive a credit for tax invoiced by their
suppliers. Early on, exemptions father than zero rates were favored,
because they obviate the need for registration. A cumulative element of
tax is introduced, however, when intermediate and capital goods bought
by exempt firms are resold to taxable firms.

8

For the theory of tax harmonization, reference is made to Shibata
(1967, pp. 145-264); Dosser (1967, pp. 1-41 and 1973, pp. 1-20).
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9

See Due and Friedlaender (1975, p. 519); R.A. Musgrave and P.B.
Musgrave (1980, p. 779); and Shoup (1969, p. 644). For an analysis in
the U.S. setting, see also McLure (1980, pp. 127-39). I have taken the
same view in my article in Finanzarchiv (1981, p. 254). As shown below,
however, while the tenet may be of interest to the theory of tax
harmonization, it has no relevancy in the real world; a much better and
practical solution is available.
For a recent contribtuion, see Whalley (1979, pp. 213-21).
Berglas
(1981, pp. 377-87) has argued that a uniform rate of value-added tax
among Member States is required, even if trade is bilaterally balanced,
by showing that there will be a transfer of real income from Member
States with trade surpluses vis-a-vis non-member countries to States with
trade deficits.

A1

See Shoup (1969, p. 264); and Messere (1979, p 489). McLure (1972,
p. 19) has noted that the subtraction technique can be used to
discriminate among stages of production and distribution (and by
extension among taxing jurisdictions).
In contrast to the credit method,
the technique cannot be used, however, to discriminate among final output
which appears a criterion of greater relevancy in the real world.

I2

For an early reference to this exciting prospect of doing away with
border controls, see Jansen (1964, p. 27); and Sullivan (1967, p. 99).
For a recent English-language account of the proposal, see Simons (1981,
pp. 375-82). Of course, if border controls are eliminated, some
functions pertaining to statistics, health, and agriculture at present
carried out by customs authorities, would have to be shifted inland.

15

Until recently, individuals were charged the full value-added tax of
their country of residence upon importing goods from other Member States
with a total value in excess of the personal exemption, even though
value-added tax had already been paid in the country of origin. On May
5, 1982, however, the European Court of Justice issued a prejudicial
ruling that an importing country could only charge compensating import
tax to the extent its rate exceeded that of the exporting country. Case
15/81 refers.

1^

On May 17, 1979 the Finance Committee of the West German Bundestag
requested the Federal Government to push for Community harmonization of
the coverage of value-added tax rates.
See Commission of the European
Communities (1980b, p. 53).

15

For arguments in favor of a uniform value-added tax rate, see Cnossen
(1982, pp. 205-14). Compare also the conclusion in Aaron (1981, p. 6):
'The central technical lesson of European experience is that multiple
rates can be used to eliminate the regressivity of the value-added tax,
but that the penalties in administrative complexity, increased compliance
costs, and distortions in consumption decisions have been high and
probably unjustified.'

15

Harmonization efforts may have been successful partly because - most
raw tobacco is imported, tobacco figures importantly in common
agricultural policies, the product is homogeneous, production highly
concentrated, cost differentials are small, and because there is a
widespread consensus on the harmful effects of smoking.
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17

1 ft

According to the Treaty of Rome, agreement would also have to be
reached on dismantling the fiscal monopolies in France and Italy, but
this does not appear an urgent issue. Differences with heavily regulated
private producers in other Member States are smaller than is often
thought. Experience in the United States shows that fiscal monopolies
(in oasu for alcoholic beverages) and private outlets can easily exist
side by side.
This is logical since differences in duty payment procedures, for
instance, may result in considerable differences in effective rates.
In
Case 55/79, the Court of Justice held that Ireland discriminated against
imported products by affording Irish producers preferential treatment
with regard to the time limits for payment of the excises.
in proceedings against the United Kingdom (Case 170/78), the EEC
Commission argued successfully that the British excise on light wines
made from grapes, which was five times higher than the beer excise,
should be reduced or the latter increased, so as to establish an
appropriate relationship based on the alcoholic strength of the
respective beverages.

u

It is not clear whether the Commission has given up its earlier
proposal that a direct road tax should be introduced, with pricing at
marginal social cost, payable at the time and place where road space is
used. Presumably, such a road tax would resemble the weight/distance
taxes levied in the United States on the basis of daily records of
distances traveled and monthly reports submitted by vehicle operators.
The experience with these taxes is unfavorable, however. Collection
costs are on average twenty-five times higher than those of the fuel
excise, but control over compliance is still extremely difficult and the
taxes have been referred to as charges on honesty (Cnossen, 1977a, p.
109).
(Fortunately, weight/distance taxes are not in widespread use.)
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HARMONIZATION OF INDIRECT TAXES IN THE EEC
Commentary
by
Carl S. Shoup*

Professor Cnossen's paper offers exciting new possibilities for retaining
the destination principle under a value-added tax (VAT) while eliminating
physical controls at the border.
Even those who do not share his preference
for the destination basis will find these proposals worthy of study, since
a change to an origin basis may prove politically difficult or even
impossible, and in that event we shall have to concentrate on making the
destination basis work, if possible, without border controls.
Each of the two alternative methods of accomplishing this task, as
outlined by Cnossen, seems plausible, but at the moment that is about all we
can say.
Only the first method has been tried (in the Netherlands). An
export rebate is claimed by submitting a bill of sale, freight bill or proof
of payment from abroad.
Imports are caught at the first domestic sale.
In
administering this regime in the Netherlands there must have been a few
difficulties - what were they?
The second method is quite different.
Exports would no longer be exempt
from the exporting country's tax, but the first taxable person in the
importing country would receive credit for the VAT charged by his foreign
supplier on the invoice. The importing country's tax authorities would
reclaim this credit from the Treasury of the exporting country.
Perhaps this second method would lead inevitably to the setting up of an
EEC-wide supra-national tax administration owing allegiance to no one country
but dedicated to, among its other tasks, the challenging one of wiping out
border fraud. Not a bad outcome, in my view. Perhaps Cnossen's preferred
method has even more working for it than he notes.
Short of such a tax administrative reorganization, this second method
remains something of a gamble. It is worth attempting, perhaps, but only
after careful thought has been devoted to coping with determined evaders.
Perhaps the discussion in Dutch journals has already uncovered all
important possibilities. The point here is that we need more detail, more
assurance, than could be packed into the already full paper Cnossen has given

us.
As to the basic issue of origin principle versus destination principle,
the destination principle seems better fitted for a tax designed to strike
consumption, the origin principle better for a tax viewed as a price paid for
government services that directly or indirectly assist or indeed make
possible production of the goods, no matter where they may be consumed.
Cnossen seems not to give the origin principle as complete a hearing as it
deserves, quite apart from border control.
Opinion within the Neumark
Committee back in 1960-1962 was somewhat divided initially as to which
principle was preferable in theory, but the whole committee agreed on the
origin principle finally (for intra-EEC trade, as an ultimate objective)
because of the importance we attached to doing away with border controls.
At that time, with France the only country having introduced a VAT, we had
no thought, or, if thought, no confidence, in any other method of avoiding
the use of border controls.
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Feeling within the Committee was strongly in favor of the goal set for
us:
to remove fiscal hindrances to establishing 'conditions analogous to
those of an internal market'.
(Neumark Committee, 1963, p. 98.) This may
be interpreted to mean absence of all kinds of border control, including
control at the factory.
It may even imply a uniform rate all over the EEC.
The analogy would then be not with the state tax systems of the United
States, but with the federal tax system. Probably not all members of the
Committee held this view in its pure form, indeed, perhaps no member did, but
we should recall what is relinquished once different tax rates apply in
different areas of the EEC.^
A few minor points before passing on to excise taxes:
zero rating is
not given the good marks that it deserves, relative to exemption. Consider a
single firm that is selling fully taxable goods, goods that are zero-rated
and goods that are exempt. As to the zero-rated goods the intent clearly is
that such goods shall be subject to zero tax when all previous stages are
taken into account. Taxes paid at these stages must therefore be fully
creditable. The credit can be effective, of course, only with respect to the
firm's sales that are taxable; any excess credit must give rise to a refund.
In contrast, a good that is merely exempt is not intended to be favored as
much as a zero-rated good. The taxes on invoices pertaining to this good at
previous stages must be disallowed as credits - an additional complication,
compared with zero rating.
The origin principle is indeed somewhat incompatible with the credit
method; what must be done is to credit against the tax on the first domestic
sale a hypothetical tax at the domestic tax rate, on the import value.2
Cnossen's excellent analysis of excise tax harmonization leaves little
occasion for questioning. Perhaps again it is the details of how the tax
frontiers would be moved from borders to factory gates or retail outlets that
are somewhat lacking. What problems would emerge? Why has this not been
done before, if it is about as simple as physical inspection at the border?
The reader not specialized in excise tax administration may be a little
uneasy about the proposal in the absence of a list of problems and the
solutions to them.
For an inflationary period, the following procedure may be of interest.
The price turbulence characteristic of inflation makes continual updating for
the base of an ad valorem tax a rather difficult record-keeping task in
some types of sales outlet. A substitute is to keep the tax on a specific
basis, counting the number of physical units, and to adjust that specific
rate from time to time by a price index.
In the United States, nine states
'have adopted provisions in their motor-fuel tax laws that periodically reset
the cents-per-gallon tax rate on the basis of changes in the price of motor
fuel or other prices' (Tax Administrators News, 1982, pp. 49-50). The
District of Columbia, beginning June 1, 1982, indexes its cents-per-gallon
rate 'according to changes in the consumer price index for the Washington,
D.C. metropolitan area' (loo. ait.). Kentucky and Massachusetts base the
motor-fuel tax rate on the wholesale price of motor fuel; Nebraska, on the
average cost of fuel purchased by the State of Nebraska; Ohio, on 'changes
in the highway maintenance cost index published by the U.S. Department of
Transportation and in inverse proportion to changes in motor fuel consumption
in the state' (loo. o it.). ^
State excises on cigarettes and liquor, however, seem still to be under
the old regime, where specific rates are increased irregularly.
Only nine
states changed their cigarette tax rates during 1980 and 1981. Fourteen
states changed their liquor tax rates in those two years (and presumably
those states with liquor monopoly systems raised prices).
(Tax
Administrators News, 1981b, pp. 133-34.)
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York, U.S.A.
*

The reasons for stopping with harmonization and not going on to
uniformity of the tax systems are given in the Committee Report (Neumark
Committee, p. 102); and the ideal of a single internal market is
specified on p. 104. The question of origin versus destination
principles is discussed on pp. 145-49.

^

Shoup (1969, pp. 263-64). The credit is fairly simple to compute,
being the domestic VAT rate applied to the value upon importation. For
some complications which, however, do not bar the use of this method, see
Shoup, loc. ait.

3

See also Tax Administrators News (1981a, pp. 97-98).
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HARMONIZATION OF TAXES IN AUSTRALIA
Commentary
by
W.R. Lane*

Whereas Professor Cnossen's paper deals specifically with harmonization
of indirect taxes in the EEC, this commentary will be limited to some
observations on the Australian scene.
In Australia, because the tax system is more highly concentrated in the
hands of the national government than in other federations, the problem of
tax harmonization is much less important.
In the fiscal year ending 30 June
1981, the Commonwealth government collected more than 81 per cent of all tax
revenue, and nearly the whole of that 81 per cent came from only five taxes
levied solely by the Commonwealth, namely, personal income tax, company
income tax, customs duties, excise duties and sales tax. The Australian
Constitution requires that taxes levied by the Commonwealth shall not
discriminate between states or parts of states.
Under the Constitution, excise duties as well as customs duties are
reserved for the Commonwealth, and the High Court's interpretation of the
excise power has in effect reserved the conventional form of sales tax for
the national government.
(As Professor Groenewegen mentions in his paper
below, the High Court invalidation of state sales taxes has extended to stamp
duty imposed on receipts for payments made in respect of the sale or purchase
of goods.)
No Australian government has adopted a value-added tax (VAT).
It is not
clear how the High Court would view a state government attempt to introduce a
VAT.
The answer might depend upon the legal form of the tax. Professor
Mathews has argued (1977, p. 277) that 'it would probably be necessary for
the states to impose the more complicated income-type value-added tax, in
which costs of capital equipment purchases would be spread over asset lives
in calculating tax credits, rather than a consumption-type tax in which full
credit would be given for tax paid on equipment purchases in the year of
purchase'; also that 'it would no doubt be necessary to adopt an origin-based
rather than a destination-based tax, because the latter would probably be
considered to include a tax on imports and invalidated as a customs duty'.
Taxation of company income is constitutionally available to the states
and was actually used by them as well as by the Commonwealth up to 1942,
when the Commonwealth in effect pushed the states out of income tax.^ It
has been left to the Commonwealth government since that time and has not, in
recent years, been put forward as a suitable tax for state governments.
Personal income tax also is constitutionally available to the states and
was used by them as well as by the Commonwealth until they were effectively
excluded from this also in 1942.
Since 1978, in terms of Commonwealth
legislation it has been open to any state to legislate at its own discretion
for a single percentage surcharge to be added to the existing rates of
Commonwealth tax, the proceeds to go to the state, or for a single percentage
rebate to be deducted from the existing rates of Commonwealth tax, the cost
to revenue of the rebate to be deducted from the amount of the tax sharing
grant the state would otherwise receive from the Commonwealth.
So far, no
state has taken this opportunity to re-enter the field of personal income
tax. However, even if the effective rates of tax were to differ from state
to state as a result of such surcharges or rebates, the legislation would
ensure that all other features of the tax, such as the assessment provisions
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and the basic rate structure, would remain uniform throughout the nation, and
the Commonwealth would continue to be the sole authority administering the
tax.
Of the taxes levied by the states, the biggest revenue earner is pay-roll
tax, which in 1980-81 accounted for nearly one-third of their tax revenue.
Pay-roll tax was introduced in Australia in 1941 by the Commonwealth
government.
In 1971 the Commonwealth vacated the field, whereupon all the
states introduced their own pay-roll taxes at a higher rate. Although there
was no requirement that the states retain a uniform rate, on their own
initiative they continued to do so throughout the ten-year period to 1981,
while agreeing to further increases in the rate which brought it up to 5 per
cent as from September 1974. However, during the mid-1970s interstate
differences began to be introduced in the exemption limit designed to exempt
small businesses and in the tapering and partial exemption provisions, and
some states introduced rebates to assist certain approved decentralized
industries. As at 30 June 1981 the exemptions ranged from an annual pay-roll
of $72,000 to one of $180,000. There was a further departure from uniformity
in 1981, when Victoria and New South Wales introduced temporary surcharges
of 1 per cent on employers with an annual pay-roll of $1 million or more.
More recently, Victoria has acted to widen the base to include a wide range
of 'non-wage' benefits provided to employees. However, if interstate
differences remain within these orders of magnitude, there does not seem to
be any pressing need for harmonization.
Stamp duties provide the second-largest source of state tax revenue
(about one-fifth in 1980-81). They are applied to a variety of transactions
and negotiable instruments. Much of the revenue (nearly 42 per cent in 198081) comes from conveyances, which attract duty in all states at graduated
rates. Although there are considerable interstate differences in minimum and
maximum rates and in the points at which graduation occurs, most of the duty
is derived from conveyances of real estate (other than by gift), where there
is no particular need for harmonization.
An example of harmonization achieved in the stamp duty field is to be
found in the complementary legislation in all states and the Australian
Capital Territory (A.C.T.) levying a uniform ad valorem duty on buyers and
sellers of marketable securities.
The need for at least some degree of harmonization has been recognized
in the stamp duties on some other transactions.^ The Commonwealth
Treasurer, in his 1982-83 budget speech,^ announced amendments to stamp
duties in the A.C.T. 'with the aim of removing anomalies and bringing the
A.C.T. duties more into line with those of the States'. This seems to be a
response to recent claims, which have received some publicity in the press,
that the A.C.T. is being used as a major haven for avoidance of stamp duties,
with the annual revenue lost to the states estimated to be more than $100
million.^ Claims concerning this tax avoidance refer mainly to the duty
on credit transactions and on insurance policies. As evidence of the
pressures working against harmonization we can note press reports within the
past few weeks that the Queensland government is expected to consider a
proposal to drop stamp duty on share transactions and on the transfer of
bills of mortgage, with a view to attracting to Queensland business currently
being transacted in other states.^
The history of death duties over the past few years throws an interesting
light, some would say a depressing one, on the question of harmonization in
Australia. Up to the end of 1977 all the states and the Commonwealth levied
taxes on the estate of a deceased person. Each state tax was payable to the
state of residence of the decedent on all real and personal property within
the state and on personal property outside the state. Also, tax was payable
on property outside the state of residence to the government of the state in
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which it was situated. The state of domicile usually made an allowance for
tax payable to other states but not for tax payable to the Commonwealth.
For
Commonwealth purposes the taxable value of the estate was determined after
deducting state tax payable. Although there was by no means complete
uniformity in these state and Commonwealth taxes, their effective degree of
severity did not differ greatly from state to state.
From the beginning of 1977 Queensland abolished its duty. This was
followed by the Commonwealth from July 1979, and by South Australia and
Western Australia from the beginning of 1980. The other states, with the
possible exception of Tasmania, seem to be moving towards abolition.
There
is reason to believe that the states which have been slow to engage in this
tax competition have experienced some erosion of their revenue base.6
Despite the absence of excise and sales taxes at the state level, the
states have found it possible to collect revenue from intrastate sales of
liquor, tobacco and petroleum products. The state taxes are additional to
the Commonwealth government's excises on these products.
In most cases they
are based on the wholesale value (inclusive of all Commonwealth customs and
excise duties) of the amounts sold in a previous period, and are accompanied
by a comparatively small fixed annual licence fee. All states collect such
taxes on liquor; all but Queensland tax tobacco and cigarettes; and in the
case of petrol, only Queensland and Tasmania have not entered the field.
Among the states levying these taxes, the interstate differences in the rates
are in general quite small (at June 1981 the ad valorem rates for liquor
ranged from 7 per cent to 9 per cent and those for tobacco from 10 per cent
to 12 per cent). However, in the case of tobacco and petroleum products the
existence of tax havens in non-taxing states and in the A.C.T. (where there
are no corresponding charges) has been considered to be a problem for some
states, mainly New South Wales. That state has introduced tapering or
exemptions in border areas. Of course, the geographic and demographic
features of Australia effectively prevent border-hopping in the case of
Tasmania and Western Australia and the Northern Territory.
Apart from the business franchise licence fees on sellers of petroleum
products, all the states, the A.C.T. and the Northern Territory operate a
variety of other revenue-raising devices based on the purchase or operation
of motor vehicles.
The chief revenue earners are annual vehicle registration
fees, stamp duty on motor vehicle registrations and transfers, and drivers'
licence fees. Except for the stamp duty, most of this revenue is earmarked
for expenditure on roads. Although the basis of calculation of the annual
registration fees differs from state to state in bewildering detail and there
are differences in effective severity, it is unlikely that they have much
influence on the choice of place of registration.
In the main such a choice
would only be available to interstate transport operators, but under the free
trade clause in the Constitution vehicles exclusively engaged in interstate
trade have been virtually exempted from state registration fees. Although
the interstate differences no doubt have some nuisance effect, the case for
harmonization does not seem to be strong unless something can be done to
remove the present discrimination in favour of interstate operations.
There are considerable interstate differences in the devices whereby
state governments get revenue from gambling activities (for example, casinos
in Tasmania and the Northern Territory only, and poker machines in New South
Wales and the A.C.T. only). Nevertheless, these differences present no
economic problems (though the same cannot be said of political problems).
In the case of lotteries, the diseconomies of small-scale operation have
meant that independent operations in the jurisdictions with small populations
cannot compete effectively against those in the states with larger
populations. As a result, joint arrangements have been entered into whereby
the government of a less populous state leaves the market to the lotteries
operated from a larger state.
In return, the former receives from the
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government of the larger state a proportion of the lottery revenue collected
by the latter corresponding to the proportionate value of ticket sales in the
smaller jurisdiction.
In this outline there has been no reference to local government taxation.
Nearly the whole of local government tax revenue is derived from rates based
on the value of real estate, and there is little need for harmonization of
such taxes. The same applies to the land taxes levied by all state
governments; these taxes are confined mainly to urban land used for business
purposes.
The conclusion to be drawn from these comments is that tax harmonization
has not presented serious problems in the Australian federal system in recent
years. This reflects to some extent the rather limited role of the states
as taxing authorities. Probably it also owes something to the high degree
of horizontal fiscal equalization, which means that even states with
relatively low taxable capacity do not need to have relatively heavy taxes.^
If the states eventually re-enter the field of personal income tax by way of
the present provision for surcharges, a high degree of harmonization will be
preserved.
If they eventually move into some other broad-based tax such as a
VAT (assuming they get past the constitutional barriers), the kinds of issues
raised in Cnossen's paper will no doubt become very important in this country.

NOTES

The author is Reader in Economics, University of Queensland, Brisbane,
Australia.
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The subsequent history is outlined in Professor Groenewegen's paper
(Chapter 12 in this volume).

2

As noted in Professor Groenewegen's paper below, the Committee of
Inquiry into the Australian Financial System in its recent report (1981,
paragraphs 16.34 to 16.36) has argued for uniformity of any duty on
similar kinds of financial transactions.

3

Delivered on 17 August 1982.

^

For example, see an article in the Canberra Times on 18 July 1982.

5

For example, see the reports in the Australian Financial Review of
26 July and 4 August 1982.

6

Quantitative evidence of this is not available. However, the
Commonwealth Grants Commission decided to make some allowance for it in
its 1982 Report (Commonwealth Grants Commission, 1982, pp. 83-84).

7

The States collected only 15 per cent of total tax revenues in
Australia in 1980-81. Taking the six states together, the generalpurpose revenue grants they received from the Commonwealth in that year
slightly exceeded the aggregate of their own tax revenues. These grants
were distributed in such a way as to provide the fiscally poorer states
with substantially larger amounts per head of population than the
fiscally richer states.
Indeed, according to the assessments of the
Commonwealth Grants Commission in its 1982 Report the fiscally poorer
states received a significantly larger share of the grants than would be
indicated for purposes of horizontal fiscal equalization (Commonwealth
Grants Commission, 1982, Chapters 7 and 8). Information concerning the
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response to the Commission's Report is given in Chapter II of 1982-83
Budget Paper No. 7. For a critical discussion of the present tax sharing
arrangements see Mathews (1982).
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8

THE ASSIGNMENT OF LOCAL GOVERNMENT REVENUES
IN DEVELOPING COUNTRIES
•flc

Roy W. Bahl and Johannes F. Linn

I.

Introduction

Local governments play an important role in the public sector of many
developing countries. They are frequently responsible for a wide range of
public services, many of which are financed by resources raised locally.
Particularly in rapidly growing urban areas, local authorities have been
faced with ever increasing responsibilities, poorly matched by limited and
often stagnant resources with which to meet the expanding expenditure
requirements.^ The resulting 'fiscal gap' between expenditure requirements
and resource availability for local government can be addressed by reducing
public service levels, by increasing nominal tax levels, by increasing tax
effort, or by reassigning fiscal responsibility, i.e., shifting
responsibility for some expenditure functions away from local governments,
increasing local revenue authority, and increasing transfers from higher
level governments. This paper explores the question of which revenue sources
should be allocated to local governments in developing countries.
In doing
this, extensive reference is made to actual experience in these countries by
providing descriptive evidence and an assessment of the revenue assignments
to local governments, particularly in urban areas.
(For a full discussion
of the principle of the assignment problems see the earlier chapters in this
volume.)
The approach taken here emphasizes four important features of the
assignment issue in federal systems:
First, we view the 'assignment problem' broadly, by considering the
interrelationships between revenue and expenditure assignment, in addition
to the more traditional question of the division of revenue raising powers
among levels of government. Moreover, we consider the choice among financing
instruments - taxes, user charges, borrowings, grants - as a part of the
assignment problem. The reasons for choosing this broad scope are that the
'appropriate' delegation of revenue authority to local governments will
depend on the assignment of expenditure responsibilities, and that there is
in practice a continuum of revenue sources which may appropriately substitute
for one another under various circumstances.
Secondly, the paper attributes particular importance to the many
dimensions of the assignment problem. The assignment of expenditure
responsibility and revenue authority is not a matter of a simple yes or no
decision for each expenditure function or revenue source.
In fact, there are
many different dimensions to expenditure responsibility, e.g., responsibility
for current as against capital expenditure, responsibility for setting
service standards, etc.
Similarly, for any revenue source there are many
dimensions for which local government may, or may not be given authority
(e.g., authority to set rates, stipulate exemptions, control collections,
etc.).
Thirdly, we highlight the institutional context of the assignment problem
by focusing attention on the often conflicting objectives of the various
layers of government involved in the assignment of expenditure responsibility
and revenue authority.
In assessing the 'appropriate' assignment, it is
necessary to bear in mind the vantage point from which one considers the
problem. For example, the central government finance minister is likely to
have quite a different set of objectives from those of the mayor of a local
authority. As a result there is in practice no 'optimal' assignment of
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expenditure responsibility and revenue authority but, rather, a range of
appropriate assignments depending on the objectives stipulated or the vantage
point selected for analysis.
Finally, in assessing actual assignment practices in developing countries
the paper takes a disaggregated approach to local government. Rather than
presenting information on the aggregate expenditure and revenue flows for
local government in any particular country, data are presented and assignment
practices described for individual jurisdictions.
This permits us to
highlight intra-country variations in assignment practices, including the
different state rules applied to local governments in federal systems, the
different requirement for rural or small versus urban or large communities,
and the special treatment of capital cities.

II.

Local Revenue Assignment and Local Expenditure Responsibility

The appropriate assignment of revenue sources to local authorities
depends on the expenditure responsibilities assigned to local government.
For a given set of expenditure responsibilities, an appropriate revenue mix
may be chosen largely on efficiency grounds. For publicly provided goods and
services, where the benefits accrue to individuals within a jurisdiction and
where the exclusion principle can be applied in pricing, user charges are
most efficient. This is the case particularly for public utilities such as
water supply, sewerage, power, and telephones, but also for public transit
and housing.
These services may involve externalities, but most of them
are likely to be local in nature and can therefore appropriately be handled
either by cross-subsidies among service users or by subsidies from other
locally raised revenue sources.
Other local services, such as general local administration, traffic
control, street lighting and security, are local public goods whose primary
benefits accrue to the local population but where the exclusion principle in
pricing cannot be applied. These are most appropriately financed by taxes
whose burden is local so that 'the electorate is confronted with the true
opportunity cost involved' (R.A. Musgrave and P.B. Musgrave, 1976, p. 665).
For services for which substantial spillovers into neighboring jurisdictions
occur, such as health and education, state or national intergovernmental
transfers should contribute to their financing.
Purely local financing would
lead to underprovision of these services from a regional or national
perspective.
In the face of interjurisdictional inequalities of incomes,
there is also likely to be need for equalization of service levels across
jurisdictions requiring the use of intergovernmental transfers.
Finally, borrowing is an appropriate source of financing capital outlays
for those services which involve investment in long-lasting infrastructure,
which is the case particularly for public utilities and road infrastructure.
Table 8.1 provides a summary of the appropriate financing of major common
local expenditure categories according to the four main types of revenue
sources which have so far been distinguished.-^
A review of the allocation of expenditure responsibility to local
authorities in developing countries is necessary to assess whether the actual
allocation of revenue sources matches, this normative framework. Annex Tables
A - l , A-2 and A-3 indicate the allocation of expenditure responsibility to
local government in selected cities in a number of developing countries.^
Virtually all local governments provide at least a minimal range of basic
public services, i.e., markets, abattoirs, fire protection, street cleaning
and lighting, garbage collection, cemeteries, libraries, and minor public
disease prevention services.
Beyond these common functions, local
expenditure responsibilities vary markedly.
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Table 8.1
EFFICIENT ASSIGNMENT OF LOCAL REVENUE AUTHORITY CLASSIFIED
BY TYPE OF EXPENDITURE RESPONSIBILITY
Sources of Finance (a)
Services
Public Utilities
Water supply
Sewerage
Drainage
Electricity
Telephones
Markets and abattoirs
Housing
Land development

Local
Taxes

User
Charges

S
S
P

P
P

P
S

General Urban Services
Refuse collection
Parks and recreation
Fire protection
Law enforcement
General administration

P
P
P
P
P

Social Services
Education
Health
Welfare

P
P
S

Borrowings^)

A
A
A
A
A
(A)
A
A

c)

P
P
P
P
P

S
S

Transportation
Highways and streets
Public transit

Notes:

p(

Transfers

p( c)

A
(A)

p

(A)
(A)
(A)
S

S
S

P
P
P

(A)
(A)

(a) P =
S =
(b) A =
(A)=

Primary source
Secondary source
Borrowing is appropriate for major capital expenditures
Borrowing is appropriate for capital spending, but likely
to account for small share of total spending
(c) Development charges (i.e., special assessments, valorization
charges, etc.) are appropriate for drainage, highways and
streets especially where their benefits are spatially well
defined within a jurisdiction.

Many local governments have full or partial responsibility for the
maintenance of streets, potable water supply, sewerage systems, and drainage.
In contrast, telephone and electricity services are typically (but not always)
the responsibility of higher level government agencies.
Primary education is
frequently under local control, but higher education, public health and
welfare are rarely local government functions. Local housing programs are of
importance in a few cities, particularly in the former British colonies.
Urban mass transportation is sometimes a local function, but is more often
left to the private sector. Police protection is almost universally a
responsibility of national authorities. Within developing countries, local
governments in larger cities tend to have a greater range of responsibilities
than do their counterparts in smaller cities or rural small towns. Capital
cities are usually given most autonomy and frequently have a special
administrative status which grants them local and state functions.
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Annex Table A-4 describes the financing of expenditures by major types
of revenue for a number of local governments. The share of locally raised
revenues in financing total expenditures ranges from over 100 percent in
Francistown and Mexico City-* to an exceptionally low share of 30 percent
in Kingston. Typically, between 60 and 90 percent of local expenditures are
financed from local sources, with a median of about 79 percent. Local taxes
provide more than half of locally raised revenues, while self-financing
revenues (i.e., user charges and development charges) contribute about a
third, and other local revenues the remainder. Overall, external financing
(defined here to include borrowing and transfers) finances less than a
quarter of total expenditures of local authorities in the cities shown, with
grants and shared taxes accounting for about two thirds of this portion. The
extent to which local governments in developing countries are financed by
transfers thus appears to be quite low on average, and in fact lower than is
typically the case in the industrialized countries (Marshall, 1969;
Prud'horame, 1980).
One may go beyond these general patterns by relating the shares of major
expenditures and revenue categories directly to each other (see Table 8.2).
In line with the schematic categorization in Table 8.1, services are grouped
under three headings: general urban services, with the presumption that these
would be efficiently financed by local taxes; public utilities, largely to
be financed from user charges;^ and social services, largely to be
supported by transfers. The results presented in Table 8.2 suggest that
cities can be grouped into four broad categories.
In Bogota and Cali actual
revenue and expenditure patterns roughly match the norm set out in Table 8.1:
general urban services are financed largely by local taxes, public utilities
by user charges, and social services by transfers. There are seven cities
(Bombay, Calcutta, Madras, Seoul, Jakarta, Lusaka and Karachi) where local
tax revenues exceed general urban services expenditures, user charges fall
short of public utility spending, and transfers do not match social services
expenditure.
Within this group, Bombay and Karachi are notable for a high
share of social services in total spending, not nearly matched by transfers.
In two cities (Cartagena and Kingston) taxes fall short of covering general
urban services, user charges do not cover public utility spending, and
transfers exceed social service spending. This pattern is particularly
pronounced in Kingston.
For Cartagena user charges are roughly in line with
public utility spending, but transfers are utilized to finance general urban
services.
Finally, Ahmedabad's taxes exceed general services expenditures,
and user charges exceed spending on utilities, but transfers fall
considerably short of covering social services expenditures.^
Intra-country differences of financing patterns are notable for Colombia
and India. For the case of Colombia this can be explained by the fact that
Bogota as a capital city has a special status combining provincial (state)
and municipal functions and therefore benefiting more than other Colombian
cities from central government transfers especially designed to finance
social services.
In Cartagena, a special share in the national income tax
is allocated to this municipality (but not to others in Colombia) as a matter
of historical convention; this helps to explain the relatively high share of
transfers in total revenues.
Cali, on balance, probably represents the
'typical' large Colombian municipality; for the smaller and more rural
municipalities the shares of public utility spending and user charge revenues
would tend to be substantially lower, with commensurately higher shares for
general services and local taxes (Linn,, 1980a).
For India, the inter
municipal differences are largely due to different state regimes governing
state transfers to local authorities, as well as differing systems of
charging for public utilities (general property taxation versus earmarked
surcharges for serviced properties) (Datta, 1981).
In sum, few of the local governments surveyed exhibit a revenue pattern
which matches the efficient assignment of revenues suggested above. A number
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COMPARISON OF EXPENDITURE SHARES AND SHARES OF SELECTED MAJOR REVENUE CATEGORIES IN SELECTED CITIES
(All figures are percentages of total revenues or spending, respectively)

of factors may be highlighted in explaining the observed divergence.
The
first is historical precedent (e.g., property tax financing of public utility
services in former British colonies). The second is that in most cities
there exists a pervasive overlap of local, state, and national
responsibilities for many of the important public service functions.^ This
can result in two types of difficulties: Where capital works are funded by
higher level authorities and then handed over to local government for
operation, there generally exists little scope or incentive at the local
level to recover the capital costs for users. This has been observed, for
example, for water supply investments in Jakarta (Linn, Smith and
Wignjowijoto, 1976). Moreover, where there is a lack of clarity as to the
division of responsibilities between higher level and local government, local
authorities lack the incentive to mobilize local resources. This has been
observed in the case of the Brazilian municipalities (Dillinger, 1982).
Third, the institutional framework of local government can have a major
impact on financing patterns.
For the Colombian municipalities, public
utility services are often provided by municipal public enterprises which
rely on user and beneficiary charges.
In contrast, the local authorities on
the Indian subcontinent tend to be less fragmented along functional lines,
providing prima facie less of an institutional barrier to tax or grant
financing of public utility services.
Finally, some of the discrepancies between the norm suggested in Table
8.1 and actual practice shown in Table 8.2 may not be due so much to
differential assignments of revenue authority as to a greater or lesser
revenue effort by the local governments. However, the extent of higher level
government involvement in the local revenue mobilization process makes it
virtually impossible to separate the extent to which a particular revenue
performance is due to poor local effort or to the incentives, disincentives
or impediments of various sorts provided by higher level governments.
In analyzing the revenue mobilization pattern of a particular local
authority the broad normative framework postulated above can be helpful in
determining whether or not revenues are raised in a fashion broadly
commensurate with the efficiency criterion of local revenue assignment. One
important area of application of this normative framework is in the
evaluation of the differential assignment of local revenue authority for
different types of local authorities within a particular country.
It is
frequently observed that (a) urban municipalities, and in particular the
large cities, have more access to productive revenue bases than do rural
jurisdictions; (b) even where revenue authority is identical across
jurisdictions, many of the local revenue instruments are inherently 'urban'
in that the revenue bases tend to be concentrated in urban areas (e.g., the
property tax, the business and commerce tax, sales taxes); (c) grant systems,
particularly where based on the derivation principle, are biased in the
direction of the more urbanized jurisdictions (see, for example, Dillinger,
1982 for Brazil); and (d) local borrowing often is limited de facto to the
larger urban local governments and to local public enterprises in the big
cities.
In many cases these patterns are commensurate with differences in
local expenditure responsibility between large and small, urban and rural
jurisdictions. Higher level authorities often carry direct responsibility
for service provision in small towns and rural areas (see, for example, Linn,
1980a for the case of Colombia), while the same services are provided by
local government in the larger towns and cities.
Of course, for any particular case there may be overriding reasons
(related to equity concerns, externalities, institutional and political
constraints) for deviating from the broad norm indicated in Table 8.1, and
in devising specific financing instruments for particular services
considerable refinement in criteria and design are possible.
Some of the
relevant considerations are discussed next.^
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III.

The Assignment of Particular Local Revenue Instruments

The discussion above concentrates on the match between expenditure and
revenue assignment. This section focuses on the appropriate assignment of
revenue bases to local government, with an emphasis on local taxes.

A.

Taxes

In judging which taxes should be allocated to local authorities, a
number of objectives are usually employed. The use of these criteria,
however, depends on the perspective of the decision maker.
From the central
government perspective the chief criteria are likely to be:
(a) limit local
competition for the important national tax bases (especially broad-based
wealth, income and expenditure taxes); (b) limit the local use of taxes whose
burdens can be exported to other jurisdictions; (c) provide local authorities
with buoyant revenues so as to forestall their claims on central resources;
(d) avoid local reliance on regressive taxes; (e) encourage the use of taxes
that are most easily administered at the local level; and (f) encourage the
use of taxes which closely reflect urban infrastructure and congestion costs.
From the local perspective, criteria (c) through to (f) are likely to be
relevant, but local government is likely to place greater stress than higher
level government on buoyancy and administrative ease, and more or less
emphasis on equity and efficiency aspects, depending on the particular
circumstances. However, for criteria (a) and (b) - competition with national
tax bases and non-exporting - local authorities are very likely to have
priorities exactly the opposite from those of higher level governments.
Given these sometimes contradictory criteria it would appear that the
property tax and motor vehicle taxation are the most desirable and least
objectionable among the major tax instruments that can be delegated to local
jurisdictions. From the central perspective, they do not compete
substantially with national taxes, tax exporting may be limited, and they
tend to have the desired revenue, efficiency and equity characteristics.
From the local perspective, too, these taxes are largely appropriate.
There
are few other acceptable alternatives.
Local access to broad-based
consumption, income, and wealth taxes is generally not acceptable to national
government, given the common central government objectives and administrative
difficulties of local implementation.
Exportable taxes, such as selective
excise taxes, business taxes, octroi,IQ tourism and hotel taxes, and the
like, are popular among local authorities, and are tolerated by the central
authorities partly because they tend to reduce local government's claims on
national tax resources.
The empirical evidence on the actual use of taxes by local authorities
in developing countries indicates that in general terms the above
considerations are borne out by practice (see Annex Table A-5). For 21
cities in the developing world, the percentage distribution of local tax
sources is shown, with cities grouped according to their dependence on the
more common types of local taxes. Two striking features emerge from Annex
Table A-5.
First, local governments make use of a variety of taxes but secondly,
only the property tax is near universally applied as a single major source
of local tax revenues. The only other taxes which are levied in a majority
of cities are taxes on motor vehicles and on entertainment. However, neither
contributes a substantial share of local taxes in any of the cities, except
for Jakarta. A tax on industry and commerce is levied by many local
governments and has many different variants:
in some jurisdictions it is
levied as a cascading sales tax, in others it is a business rental (or
property) tax, and in others a tax on business assets. In all these cases,
but especially under the first variant, some tax exporting may occur.
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Other taxes are levied only in a few of the jurisdictions surveyed but
are of major importance in particular cases (e.g., the local sales tax in
Managua, the octroi in India and Pakistan, and local income taxes in some
African countries). Finally, the category labelled 'all other taxes'
contributes a sizeable share of local taxes in some jurisdictions.
Usually
the taxes falling under this heading are a motley collection of nuisance
taxes which are often costly to collect and to comply with, and which
frequently provide little additional revenue. The existence of these taxes
attests to two factors:
first, the antiquated nature of local government tax
structures in many developing countries, where many minor taxes have been
kept on the books even when the original motivation for levying them may no
longer apply; and secondly, the fact that in the absence of adequate access
to the major buoyant tax bases, local governments are forced to resort to
minor, and often ill-conceived tax measures to fill annual budget gaps.

B.

User Charges

From the national or state perspective, an effectively administered set
of user charges (including development charges) should in principle represent
an appropriate source of local revenues for many locally provided services.
User charges are not directly competitive with higher level government
revenue bases, they have desirable revenue, efficiency and equity
characteristics (if properly structured), and they are, within certain
limits, administratively feasible at the local level.
It is therefore not
surprising that higher level governments in developing countries have tended
to give considerable freedom of action to local governments in charging
directly for local services. What is surprising, however, is that in
practice, besides reserving the general right to set guidelines, review and
approve local service charges,^ higher level authorities have often
counteracted local governments' intentions to raise user charges in line with
costs, or to impose charges where these were previously not l e vied.^ One
reason for this intervention is that national governments are concerned about
the pace of inflation and want to limit the contribution which rising local
service charges make to increases in the consumer price index. Moreover,
national governments fear the political repercussions of price increases for
urban services, since urban consumers are often well organized and quite
emphatic in their opposition to such increases, at times even endangering the
political stability of a country through riots and the like.
Local authorities also tend to have mixed attitudes towards increasing
user charges, partly for the same political reasons as the higher level
governments, and partly because they may have come to rely on national or
state transfers to finance part of their public service expenditures. On
balance, however, it appears that user charges have become increasingly
important sources of additional local revenues in developing countries,
particularly in jurisdictions where local authorities provide many of the
services that lend themselves to financing through user charges (Bahl and
Linn, forthcoming).
It is in the area of user charges where judicious
support by central authorities for local revenue raising efforts may be most
productive in assisting local revenue efforts.

C.

Borrowing

Borrowing is usually the smallest source of financing local government
spending in developing countries (see Annex Table A-4).
In the sample of
local governments surveyed here, those in Colombia and on the Indian
subcontinent appear to have relied relatively heavily on borrowing.
The
variation may be due in part to differences in the assignment of expenditure
responsibility, e.g., local public utility operations in the Colombian cities
and in Bombay have required loan financing for their large investments. Also
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of importance in the case of Colombia, India and Pakistan is that higher
levels of government are relatively flexible in permitting loan financing.
In general, however, local government borrowing in developing countries
is highly regulated and centralized. The central government usually
establishes the total amount of credit available, eligible projects, terms
of the loan, and the distribution among local governments. Techniques for
the distribution of access to credit, and for the determination of the total
amount of credit to be made available, vary widely, as might be illustrated
by the following approaches. Loan approval in the Philippines is on a
project-by-project basis, with the Ministry of Finance deciding on the total
credit pool and the allocations (Hubbell, 1983). Plan loans in India are
apportioned among states on a formula basis, and some of this credit is used
to finance urban projects. However, this does not show up in the local
government budget. Kenya and Tunisia distribute credit from a local
government loan fund (capitalized from grants and market loans), largely on
an ad hoc basis and with a very stringent approval process (Prud'homme,
1980). Brazil, Venezuela and Nicaragua distribute credit on various bases
through a specialized local government credit institution (Lordello de Mello,
1977). The latter approach requires a more stringent analysis of
creditworthiness, and therefore would be more biased toward larger cities.
In sum, the institutional framework established by the central government
plays a major role in determining the extent to which a city government
borrows to finance public services.
In fact, the line between higher level
grants and loans becomes frequently blurred, since public loans are often
provided at highly subsidized rates and sometimes jointly with grants (e.g.,
in India, Pakistan and Jamaica).
These universal restrictions on borrowing by local governments are not
surprising in countries where capital markets are poorly developed, and where
national governments are generally concerned about the nationwide allocation
of public and private savings, and therefore try to channel public
investments, including those by local authorities, in such a manner as to
conform with the objectives and directions of the overall national plan. One
particular problem, however, with extensive central control over local
borrowing is the often excessive paper work and bureaucratic delays which
local governments encounter when applying for permission to borrow even
relatively minor amounts. This in itself has helped to discourage borrowing
by local authorities (see for example, Bird, 1980 for a description of the
case of Cali, Colombia; and Hubbell, 1983, for a discussion on the
Philippines).
The pervasive constraints on borrowing are especially
troublesome where major investment projects need to be financed by local
authorities, particularly in the area of public utilities, but also for slum
improvement, public housing, school construction projects, and the like.
When borrowing is ruled out in principle or practice, then investments have
to be financed by capital grants, have to be carried out directly by central
government agencies, or more frequently yet will not be made at all.
Improved, albeit supervised, access to capital markets by local authorities
could go a long way towards freeing central authorities from direct
responsibility for design, construction and operation of public service
facilities, and would likely provide an incentive for greater resource
mobilization at the local level, particularly through user charges designed
to service the local debt.

D.

Intergovernmental Transfers

Intergovernmental transfers are an integral part of the local government
revenue structure.
They can provide important incentives or disincentives
to local revenue effort and represent an appropriate way of financing those
local government functions for which regional or national spillovers of
benefits are important. Not surprisingly, local authorities rarely, if ever,
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have any say in the design of higher level government grant systems, but are
generally at the mercy of the decisions of national and state governments.
In fact, the higher level governments often treat these transfers as a
residual in their own budgeting process, even where elaborate allocation
systems have been devised to assign and distribute grant resources to local
governments.
For example, only about 50 percent of grant entitlements of
local governments in the Philippines were actually distributed in 1979 (Bahl
and Schroeder, 1983). Given the commonly severe constraint on public sector
resources in developing countries, this fact alone explains to a significant
extent why, on balance, transfers were found to contribute a relatively small
share of local government finances in these countries. This small share can
also be justified on grounds that in developing countries local public
service provision tends to have fewer spillover effects onto adjoining
jurisdictions than is the case in many industrialized countries. This is
because (a) in the developing countries those public service functions which
tend to have the most important spillovers, i.e., education, health, and
welfare, are to a much lesser extent carried out by local authorities; (b)
even where these functions are a local responsibility, the spillovers tend to
be less extensive, in part because of the lower automobile ownership and thus
lesser mobility of rural inhabitants resulting in lesser access to urban
facilities than is typically the case for the hinterland of cities in
industrialized countries; and (c) there is generally less jurisdictional
fragmentation within the metropolitan areas of developing countries,
particularly when compared with the United States, thus resulting in fewer
intra-metropolitan spillover effects.
A fully-fledged exploration of grant systems in developing countries is
beyond the scope of this paper (see Bahl and Linn, forthcoming). A few
salient characteristics are, however, especially pertinent in this context.
First, one should not expect transfers to make significant contributions to
resolving the fiscal problems of local authorities in developing countries,
either on grounds of principle or practice.
Secondly, however, to the extent
that grant systems are already in existence, substantial improvements can be
made in the interest of both national (state) and local authorities. These
include structuring grants more effectively to serve national objectives
(e.g., to stimulate local revenue efforts or to equalize interjurisdictional
revenue capacity), rationalizing the grant structure where it consists of a
multiplicity of small, ad hoc transfers as has been the case, e.g., in
Jamaica, and by providing them on a more predictable basis permitting more
effective fiscal planning at the local level.

IV.

The Multiple Dimensions of Local Tax Assignment

From textbook discussions of the assignment problem, it would appear that
the decision to confer or not to confer the authority to levy a particular
tax to a local government is basically a one-dimensional yes-no decision.
But since the administration of any tax involves multiple dimensions of
decision making, central or state governments may decide to delegate only
certain aspects of tax authority to local government while retaining others
under their own authority. A simple equation can illustrate the major
dimensions of the tax assignment problem using the property tax as an
example:
TR
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x

AB
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x

B
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x
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where

TR = tax revenue collected
TL = legal tax liability
TB = legally taxable base
Aß = assessed value of total tax base
B

= market value of total tax base

Y

= income (product) in jurisdiction.

The terms in this equation isolate the six major determinants of revenues
collected for a given local tax: the income level in the jurisdiction, the
relationship of the tax base to the income generated in the jurisdiction, the
assessment ratio (i.e., relationship between assessed base value and market
base value), the taxable base ratio (i.e., the relationship between nonexempted assessed base value and total assessed base value), the tax rate
(i.e., the legal tax liability in relation to taxable base value), and,
finally, the collection ratio (i.e., the ratio of tax revenue actually
collected to legal tax liability).
Even where the revenue from a particular tax accrues directly to a local
authority, higher level government may fully or partially control all or some
of the six factors determining the revenues.
In principle, the format of the
above equation can be used to trace quantitatively the effects of particular
higher level government intervention in any of these six major dimensions,
provided its direct impact on any of the six components can be
quantified.^ Here, however, we will merely qualitatively review the
evidence of shared responsibility between local and higher level government
in what are, ostensibly, local taxes, by drawing explicitly on the six
factors identified in the equation.

A.

Local Income

Even where all administrative or legal aspects of a tax are under full
local control, central (state) governments can exert an indirect influence
over revenue collections by measures affecting the economic base of the
community.
Sectoral policy biases, for example, may harm the ruralagricultural jurisdictions as compared with the urban-industrial communities.
Special incentive policies for regional industrial or rural development,
support for regional or subregional development of mineral resources (e.g.,
in the oil region of Mexico), or special investments or regulation for road
access and communication may strengthen the local income base in those
jurisdictions particularly affected. Most typically local tax bases are in
some way related to the local income base either on the demand or the supply
side. Many national and provincial authorities in developing countries have
active programs along these lines (see, for example, Renaud, 1981) and can
thus exert a strong influence over local tax revenues even where not directly
involved in local tax administration.

B.

Tax Base

Higher level governments can also influence directly the size or value
of the base of a tax, even where the administration of the tax is fully under
local control. One intervention is via the definition of the tax base. For
example, in Brazil the local property tax excludes, by definition, all rural
property (Dillinger, 1982); in Peru, it excludes all commercial property
(Greytak, 1982).
In most developing countries, national or state legislation
specifies whether the local property tax is to be based on capital, rental
or site value, with the attendant potential implications for tax revenue
levels and buoyancy, as well as equity, and efficiency (see Bahl, 1979).
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Somewhat more indirectly, higher level government action may affect the value
of a given tax base. For example, national (state) investments, incentives,
or regulations directly can raise (or lower) the market values of residential
or industrial property in any particular jurisdiction. Rent control affects
the market value of the property tax base. For India, where rent control is
imposed by the states, 'it is estimated that due to the freezing of rents as
a result of the rent control acts, the revenue loss to the municipal
authorities amounts to a third of their total revenue in the larger cities
and somewhat less in other towns' (Datta, 1981, p. 79). For Bombay, Mohan
(1974) estimated that property tax revenue could be increased by as much as
50 percent in the absence of controlled rents.

C.

Assessment of the Base

Identification and assessment of local tax bases are often under the
control of national or state authorities in developing countries. Real
estate and automobile registration is usually carried out by national or
regional authorities. Property valuation or assessment is also often
centralized at the national or state level, ostensibly in the interest of
greater administrative efficiency and fairness.
In practice, however, it has
been observed that for the larger cities in India and Colombia, where local
and higher level property valuation practices exist side by side, there is
no clear advantage to national (state) over local assessment (Datta, 1981;
Linn, 1980a). For smaller towns and rural communities, however, some
centralized assessment approach either involving direct assessment or
technical assistance is likely to be the only reasonably effective way of
valuing property for tax purposes.
In Brazil, an effective program of
technical assistance appears to have been carried out by the federal Treasury
Ministry to 'assist smaller municipios in preparing and updating property
cadasters, revising municipal tax codes, and training municipal tax
assessors. The project, launched in 1974/75, had reached one-quarter of
all municipios by 1981. Increases in tax yields of several hundred percent
are reported by the project.'
(Dillinger, 1982, p. 19.)
Even where assessment is a local responsibility, national or state
regulation and tax practices may intervene in various ways.
In India, for
example, state laws in some states stipulate the frequency of reassessment
of property values for tax purposes and may require favorable assessment of
owner-occupied, as compared with rental property (Schroeder, 1980).
In many
countries, national or state regulations limit local government hiring
practices and salary scales, thereby limiting the number and quality of
property assessors which a local government can hope to attract.
National
or state property transfer taxes may contribute to the pervasive
understatement of real estate sales values for registration purposes, thus
removing an important base for effective property valuation. This, for
example, has been found to be a factor in Colombia (Linn, 1980b).

D.

Exemptions

National or state legislation in many developing countries stipulate
extensive exemptions for certain local taxes, e.g., most countries exempt
church property from local property taxation. National and state governnent
property, often including that of public enterprises, is also generally
exempt from local property taxes, although in some cases transfers in lieu
of property taxes are made by higher level governments - rarely sufficient,
however, to offset the full amount of tax loss (Bahl, 1979).
For Bogota in
1972 a conservative estimate put the property tax loss due to exemption of
higher level government property at about 5 percent of actual property tax
receipts (Linn, 1980b).
If allowance is made for the likely underestimation
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of the value of this property relative to other property the tax loss is
likely to have been substantially higher.
More generally, national and state governments often dictate deductions
or exemptions from local taxes. For example, in India, states often
stipulate the permissible deductions for the local tax on professionals
(Datta, 1981). Similarly, new industrial investors are often granted
exemptions from local taxes (along with national taxes) for promotional
purposes. This is the practice specifically in the Philippines and in
Thailand.

E.

Tax Rates

The level and structure of local tax rates are often fixed by state or
national legislation, or at least a maximum level is set (e.g., in India and
Colombia for the property tax). Even where such absolute limits are not
applied to rates, higher level approval of rate changes is often required,
either as part of the local budget review and approval by higher level
authorities (Kenya) or in separate rate approval proceedings.
Where these restrictions have led to inflexible tax rates, as has often
been the case for property taxes, the local government's ability to manage
its tax structure effectively can be seriously impaired. The property tax
is a good case in point. Practical considerations tend to limit the
frequency of property reassessments to discrete intervals usually on the
order of five to seven years.
In principle, it would then be desirable to
adjust the property tax rate upward on an annual basis to keep the effective
tax burdens roughly unchanged or growing gradually over the years between
valuations. Upon reassessment the rate could then be dropped to avoid
drastic increases in the tax burden.
In contrast, where the property tax
rates are fixed by higher level authority, such flexible rate management is
ruled out. The typical pattern, then, is one where between the periodic
reassessments the effective property tax rate drops off, followed by a sudden
upward shift upon reassessment. Apart from the revenue losses incurred
between reassessments, this practice tends to result in a secular decline in
assessment ratios and effective property tax rates, because between
reassessments property owners become accustomed to lower effective tax rates
and burdens, and then tend to react with great vigor to the sudden increases
upon reassessment. This political pressure is often too much for local or
national authorities to resist in preparing the reassessment, resulting in
an increasing erosion in the property tax base. This phenomenon may account
for much of the lack of buoyancy in local property tax revenues in developing
countries (see Bahl, 1979; and Bahl and Linn, forthcoming).
Central
government control over local tax rates can thus have very significant
implications which must be considered in imposing or perpetuating such
control.

F.

Tax Collection

The collection of local taxes prima faoie would appear not to be
amenable to significant interventions from higher level authorities, but
local governments in developing countries are in fact often highly dependent
on national or state authorities in their ability to collect local taxes.
Interest and penalty rates for late payment are often stipulated by higher
level authorities and rarely adjusted to reflect changing circumstances,
especially higher rates of inflation. Mohan (1974) found in India that it
was important whether state regulations permitted taxpayers to withhold
payment of local tax during appeal (in Calcutta); or forced them to pay before
appeal, with a later refund in case the appeal is upheld (in Delhi). Higher
level legislation also generally governs expropriation procedures for failure
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to pay taxes and often involves very cumbersome hurdles for local
governments. Tax courts through which local authorities have to proceed are
often over-burdened, understaffed and underfunded, but generally operate
under higher level government legislation and budgetary provision. Another
problem is that penalties for failure to pay local taxes are often set by the
central government at levels too low to induce taxpayer compliance. One
obvious solution to local tax collection problems - the 'piggybacking* of
local taxes on to state or national taxes - appears to be virtually
nonexistent in developing countries, presumably because of the fear of higher
level authorities that local tax competition would cut into their own tax
capacity.

V.

Conclusion

A proper consideration of the assignment of revenue to local governments
in developing countries must emphasize the relationship between expenditure
and revenue assignment, take a broad view of local revenues, including taxes,
user charges, borrowing and transfers, and highlight the many dimensions of
tax revenue mobilization.
Particular attention must be given to the
different perspectives and objectives of policy makers at the local as
against the higher levels of government.
This paper presents a simple normative framework for assessing the
relationship between revenue and expenditure assignment.
In practice, it was
found that the assignment of revenue authority to local governments in many
developing countries deviates substantially from this norm. Commonly, local
taxes have financed substantial shares of services that should have been
financed from user chargers, and/or transfers have been used to finance
services which could have been appropriately financed from local taxes or
user charges.
In considering fiscal reform for local government, say in the
context of decentralization efforts in developing countries, reference to the
normative framework here presented provides a useful guideline.
Local government in developing countries commonly confront a 'fiscal gap'
between expenditure requirements and revenue capacity. This paper concludes
that, given the constraints on fiscal resources at higher levels of
government there is likely to be limited scope for closing this gap through
increased tax authority or transfers for local governments. More promising
avenues appear to lie in strengthening local authorities' ability to raise
revenues from user charges and to finance lumpy investments through improved
access to capital markets. Fewer interventions on the part of higher level
governments and reduced bureaucratic barriers to local initiatives in these
areas could provide useful support to local governments in many developing
countries.
Local tax capacity and effort could also be strengthened by more careful
design and application of higher level government intervention than has
frequently been the case. Often, such intervention has been restrictive on
local government in the definition, size and valuation of the tax base, in
dictating exemptions and the level and structure of tax rates and in
limiting local tax collection capacity.
In all these areas, simple neglect
or, at times, deliberate design by higher level government have contributed
to weakening local tax capacity and effort.
It is not sufficient to assign
to a local government the authority to tax. The local capabilities to use
the authority must also be strengthened by higher level government, and
deliberate steps must be taken to minimize unnecessary and harmful
interventions limiting local efforts.
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NOTES

The authors are, respectively, Professor of Economics and Director of
the Metropolitan Studies Program, Maxwell School, Syracuse University,
Syracuse, N.Y. and a Senior Economist in the East Asia and Pacific
Programs Department, World Bank. This paper draws on a research project
on urban finances in developing countries jointly directed by the authors
and funded by the World Bank. The overall results of this research are
to be published in Bahl and Linn (forthcoming). The views expressed here
are solely those of the authors and do not necessarily reflect those of
the World Bank.
1

For an overview of local finances in developing countries, with
particular reference to urban areas, see Linn (1981); also Bahl and Linn
(forthcoming).

2

A particularly interesting phenomenon has been the success of
'valorization' charges in Colombian cities, a development charge assessed
on the beneficiaries of urban street, highway and sewerage facilities
(see Doebele, Grimes and Linn, 1979).

3

Some of the activities listed in Table 8.1, especially social services,
are more appropriately provided at higher levels of government. Other
services, including housing and public transit, may be more appropriately
left to the private sector. Table 8.1 therefore does not as such address
the question of what is the appropriate assignment of expenditure
responsibility, but focuses on what are appropriate financing mechanisms
given that particular expenditure functions have been allocated to local
government.
For a detailed discussion of criteria and practices regarding
the assignment of expenditure responsibility in the developing countries
the reader is referred to Bird (1980); also Bahl and Linn (forthcoming).

^

Local government is here defined to include autonomous, or semiautonomous local public enterprises. The selection of cities was made
entirely on the basis of availability of information. However, given the
wide range of countries and city sizes some general conclusions may be
drawn about urban local governments.

^

This percentage in excess of 100 percent is explained by the existence
of surpluses, with a resulting accumulation of resources in the form of
either liquid funds or financial assets shown here as negative borrowing.

6

Borrowing is lumped together with user charges, and debt service with
public utility spending in Table 8.2 (figures shown in parentheses) on
the grounds that debt and debt service largely are in support of services
falling under the category of public utilities (see Table 8.1).

7

The high share of user charges in Ahmedabad, however, is in part due
to the classification under user charges of special surcharges on the
property tax for properties receiving selected urban services, such as
water supply. This represents a borderline case between tax and user
charges.

^

For example, various national, state and local agencies in Cali,
Colombia, have been involved in providing public housing, public health
services and education (Bird, 1980).
In Jakarta, the national government
and the city government share to varying degrees in the provision of
water supply, public health, education and transportation (Linn, Smith
and Wignjowijoto, 1976).
See Bird (1980); and Bahl and Linn
(forthcoming) for a discussion of why this overlap in expenditure
responsibility has occurred.
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9

For a detailed discussion of tax, user charge and grant design for
local governments in developing countries, see Bahl and Linn
(forthcoming).
Octroi is a sales tax levied on goods as they pass into a jurisdiction
and is collected at road check points and other ports of entry.

11

In Colombia, for example, the National Tariff Board has set broad
guidelines setting out financial and economic criteria for public utility
pricing, and reviews and approves all changes in utility pricing after
submission of detailed proposals by the public utility companies.
In
Thailand, utility and other user charges of public enterprises are
subject to reviews by the Ministry of Finance and approval by the
national government's cabinet.

12

In Korea some municipalities were in recent years prevented by the
central government from raising user fees (Smith and Kim, 1979).
In
Colombia, similar injunctions were placed by presidential order on all
public utilities in 1980.
In Bangkok, Thailand, user fees for such
services as water supply and bus transport were limited by the national
government despite pleas by the metropolitan public enterprises
requesting larger adjustments.

1^

This framework has been used to identify and measure the determinants
of poor property tax revenue performance in Bogota, Colombia (Linn,
1980b), and for the analysis of property tax incidence in Cali, Colombia
(Linn, 1979).
In each of these cases, one or more of the major factors
determining tax revenues or incidence were identified as being under
higher level government control.
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THE ASSIGNMENT OF LOCAL GOVERNMENT REVENUES
IN DEVELOPING COUNTRIES
Commentary
by
Ved P. Gandhi*

I.

Introduction

The paper under review has been many years in the making.
It is based
on a large research project financed by the World Bank and the paper by Bah.l
and Linn gives us the crystalized conclusions of this massive effort. As the
research project dealt mainly with city finances, so does the present paper.
It therefore does not deal with the finances of rural authorities or even
smaller urban authorities in developing countries.
The paper attempts to answer three basic questions:
(1)

What are the 'norms' of revenue patterns of urban authorities?

(2) Do the actual revenue patterns of urban areas of selected developing
countries meet these norms?
(3) What are the future possibilities of urban areas of developing
countries achieving the appropriate revenue patterns?
The authors of the paper give interesting answers to these questions and,
aside from a few queries which I will mention below, I agree with most of
their answers.

II.

Norms of Revenue Patterns

According to the authors, the activities of city governments should be
financed as follows:
services which have the characteristics of 'pure'
public goods should be financed by taxes; services which have the character
istics of 'excludability' should be financed by user prices; and services
which have 'externalities' should be financed by intergovernmental transfers.
Finally, most capital outlays should be financed through borrowings.
I have three questions on the pragmatic level:
First, is the
classification as neat as it is made out to be? Take the illustration of a
public utility service, say, potable water supply. The authors recommend a
user charge for this service.
But are there no externalities (avoidance of
disease, for example) which call for a subsidy? Also, user charges in this
particular case will require the water supply to be metered - a pipe dream
in most developing countries.
Second, though the paper recommends user
charges for public utilities it does not indicate the appropriate basis for
these charges.
Should they be based on average cost or marginal cost
principles? What if user charges do not cover depreciation and interest
costs as is frequently the case - will they still be 'efficient' revenue
instruments? Finally, supposing the urban areas of developing countries
finance most services through taxes, as Table 8.2 shows, what would be the
serious welfare and economic consequences of such a deviation from the
prescribed norm. Will the population be 'better off' in some (e.g.,
distributional) sense and 'worse off' in some other (e.g., efficiency) sense?
The paper does not indicate the possible consequences of deviations from
their efficiency-based norm.
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While the authors' recommended efficient revenue pattern is, therefore,
to be commended, their discussion in the paper is less than complete. Maybe
their forthcoming book will provide the necessary answers.

III.

Actual Revenue Patterns

The authors' review of the finances of 12 cities in 7 countries, given
in Table 8.2, reveals that the actual revenue patterns are nothing like their
norm. The success of Bogota and Cali in Colombia in having a revenue pattern
which resembles their norm is shown in the paper to be illusory.
Without disagreeing with their general conclusion, I would like to raise
two questions on Table 8.2. First, how have the authors dealt with some of
the problems of classifying the expenditures and revenues of urban
governments in developing countries? For example, how have they classified
the expenditures of multi-purpose agencies of local governments? As another
example, how good are the financial accounts of the local public enterprises
involving activities such as the leasing of urban markets or the running of
local beer halls? Second, Kingston (Jamaica) stands a world apart from other
cities in Table 8.2, with transfers accounting for over two-thirds of its
revenues.
Is this because Jamaica has a two-tier government, while other
countries have three-tier governments, or is it because even property tax is
a central government tax in Jamaica?
In any case, the question remains
whether the revenue patterns of local governments in a two-tier government
tend to be, or even should be, any different from those in three-tier
governments?

IV.

Future Revenue Patterns

The authors believe that there is little hope, if any, of urban
governments in developing countries achieving an appropriate revenue pattern.
This is primarily because of the restrictions generally imposed by higherlevel governments on their instruments of financing.
The higher-level governments often place restrictions on the kinds of
taxes local authorities can levy:
the base of these taxes, their rate
structures, in fact, practically every factor affecting the level and
buoyancy of their tax revenues. This suggests that there is limited scope
for further taxation. The authors list the restrictions and describe them
in detail in relation to property tax. Table A-5 reveals that many Latin
American countries have allowed their local authorities to tax industry and
commerce and that African countries have allowed their local authorities to
levy local income taxes; by contrast, the local authorities of most other
developing countries have not made use of these tax instruments. The piggy
backing of central taxes has also not been utilized much in developing
countries.
Does this suggest possible avenues of local authority taxation
in such countries?
According to Bahl and Linn many political and institutional factors limit
the use of user prices by local authorities. They nevertheless believe that
there is much hope in this area.
I disagree with the authors. Their hope
appears to be unfounded, especially when one looks at Table 8.2 where it is
shown that only Colombia uses this revenue instrument reasonably well.
Borrowing by local authorities in developing countries, say Bahl and
Linn, suffers from many restrictions, including administrative red tape and
delays, yet the authors believe that local authorities can free themselves
from these restrictions.
I am much less hopeful on this because local
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authorities often lack the capacity to repay their loans because of the
political difficulties of charging appropriate user prices.
Transfers to local authorities are often made by the courtesy of the
higher-level governments in developing countries and those governments' own
budgetary situation generally pre-empts the availability of any large amounts
to transfer to local authorities.
I concur with this assessment of the
authors, but my feeling is that it greatly depends upon the seriousness with
which higher-level governments take the institution of local authorities.
In Brazil and Nigeria, for example, formulae for revenue sharing with, and
transfers from, higher-level governments to lower-level governments are
written into the constitutions.
To sum up:
I fully agree with Bahl and Linn that the present situation
of local government finances in developing countries is totally
unsatisfactory and that it is likely to remain so unless something drastic
is done. They propose greater use of user prices and borrowing by local
authorities.
I, however, see greater scope on the taxation and transfer
fronts.
But one thing is clear:
for anything to happen, higher-level
governments must have political willpower and sincere desire to nurture local
authorities.

NOTE

*

The author is Chief, Tax Policy Division, International Monetary Fund,
Washington D.C., U.S.A.
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THE ASSIGNMENT OF LOCAL GOVERNMENT REVENUES
IN DEVELOPING COUNTRIES
Commentary
by
Oliver Oldman*

The excellent outline and summary in the introduction and conclusions of
the Bahl-Linn paper cannot do justice to the information and analysis set
forth in the presentation itself.
It is rich with experience and
explanations for the range and variety of existing patterns of local
government finance in developing countries throughout the world. This paper
whets the appetite for the authors' forthcoming book.. Many points are worthy
of emphasis, but only a few are noted here.
The growing importance of local government finance to the economic,
social, and political development of Third World countries has increasingly
come to the forefront of international aid activities since the mid-1960s,
and the World Bank has been a leader in gathering the facts and analysing
them, as well as in identifying the problems and suggesting solutions. The
paper reports on some of this activity and reveals the difficulties of
research and the complexity of solutions. The deep involvement of higher
level governments in lower level revenue efforts through incentives,
disincentives and rules is a dominant characteristic. The Bahl-Linn
recommendations seek to rationalize and improve these involvements.
The links between types of local spending and types of local revenues are
pursued, noting intra-country as well as inter-country differences.
Apparently education is more often a local function than public health or
welfare. Perhaps this reflects a world-wide perception at the grass roots that
first priority in development goes to education (in the sense that it may be
easier to affect spending at the local level than at higher levels).
The paper demonstrates the pervasiveness of the property tax as a local
revenue source, even if the city sample is not necessarily representative. The
experience of Harvard Law School's International Tax Program in training tax and
other Ministry of Finance officials from the developing countries over the past
30 years reveals a continuing lack of interest by many (but not all) central
governments in the property tax. Nevertheless, the Program has continuously
exposed these officials to property taxes and the problems of local finance.
Second to the property tax in local revenue importance is the family of
taxes on motor vehicles.
How strange it must seem to the developing
countries that Massachusetts has recently restricted local government use of
both motor vehicle and property taxes, through popular referendum, in
Proposition 2 1/2, the successor to California's Proposition 13, which
restricted the use of the property tax by localities in that state.
The multiple dimensions of the problem of assigning taxes are fruitfully
elaborated in the last section of the paper and make an important
contribution to our understanding of fiscal federalism.

NOTES

The author is Professor of Law and Director of the International Tax
Program, Harvard Law School, Cambridge, Mass., U.S.A.
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TAX ASSIGNMENT AND REVENUE SHARING IN THE UNITED STATES
Daniel L. Rubinfeld*

I.

Introduction

In President Reagan's budget proposal for fiscal year 1983, a call was
made for a major change in the U.S. federal system. The proposed change
included a switch in responsibilities for certain expenditure programs
between state governments and federal governments. The exchange would give
the federal government full responsibility for medical care for the poor
(Medicaid), and the states would take over welfare (aid to families with
dependent children) and food stamps. In addition, the proposal would modify
substantially the pattern of federal aid to state governments, with the
federal government giving responsibility for a large number of grant programs
to the states (over 40, including transportation and other categorical
programs), most of which would be paid for initially by a special trust fund
financed through federal revenues. After several years the trust fund would
be eliminated and states would assume responsibility for financing many of
these programs on their own. Behind these Reagan proposals is not only a
desire for a shift from federal to state financing of expenditures, but a
desire to lower public spending generally.
The Reagan proposals make this a timely opportunity for one to reflect
broadly about government finance in the United States. This paper is
primarily descriptive, involving some detail about U.S. federal, state and
local tax systems. Of course, any descriptive paper would not be complete
without some suggestions concerning public policy. The normative theory
which serves as the basis for such suggestions comes from the usual public
finance framework discussed previously in this volume. The emphasis in this
paper is on economic efficiency, as it relates to the choice of tax
instruments and the level of government which can best utilize that
instrument. Within an economy such as that of the United States, with
multiple jurisdictions and multiple levels of government, any efficiency
analysis is difficult at best, because of the externalities created when
individual governments' actions affect individuals residing in neighboring
jurisdictions, or when these actions indirectly affect the mobility of
individuals and other factors of production.
This is particularly true in
the U.S. context in part because of the large and diverse number of
jurisdictions and in part because of the mobility of the population. As a
consequence, the theory of an efficient allocation of individuals among local
jurisdictions has received substantial attention in the economics literature,
and will be relied on here.
The descriptive portion of the paper begins with a look at the growth of
U.S. government, concentrating on the forms of revenue utilized to finance
that growth. Because of the diversity of local jurisdictions, the locational
resource implications associated with the choice of various tax instruments
are particularly important and receive special treatment. Finally, I look
with some care at the growth of federal and state grants-in-aid programs, and
evaluate some of the suggested reforms.

II.

The Financing of the U.S. Federal Systems - Background

In designing the federalist system, it is natural to ask what are the
appropriate items of public expenditure and what levels of government are
most suitable for providing those services.
Separate, but not totally
distinct from these expenditure issues are the distributive and allocative
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concerns of the revenue system. As a result, there is no reasor. to expect
that the level of expenditures and 'own' revenues should be equal for all
governments.
Of course, the difference between own revenues anc expenditures
(current expenditures, at least) is due to federal and/or state grants-inaid. Prior to World War II federal grants were relatively low, making state
and local budget balance from own funds a reasonable approximation. However,
after World War II the growth in grants altered this relationship
substantially.
Unlike those of many other countries, however, U.S. grant-in-aid programs
have been almost entirely conditional in nature, with specific programs
restricting spending choices to some extent. For example, in 1981 (January)
there were 534 federal categorical grants-in-aid programs available to state
and local governments (see ACIR, 1982a, Table 2). The one exception is the
relatively recent general revenue sharing program, which gives federal aid to
state and local governments with essentially no strings attached.
Of course,
there have been a number of changes over time in not only the level of
grants, but also their form, reflecting differences in tastes for the role
that governments ought to play in administering programs. With restrictive
categorical grants, both the donor and the recipient play an active role in
the choice of type of service. With general revenue sharing the grantor's
role is minimized. Thus, recent proposals to move to a more expansive form
of revenue sharing have implications for service administration, since they
tend to break the ties between the financing of the donor and the spending
of the recipient government.
To begin the empirical discussion one can examine the growth of spending
in Table 9.1. During this century, total U.S. government spending as a
proportion of GNP has generally risen. How one allocates the relative growth
among sectors depends heavily on how one treats grants. With grants included
as federal spending and excluded as state and local spending, the greatest
growth appears to be at the federal level. With grants attached to the
recipient levels of government, as in the second half of the table, the
pattern is less clear. The table also makes it clear that grants-in-aid do
make up a sizeable portion of state-local aggregate revenues.
Now consider changes in the composition of the U.S. tax system. Over the
past thirty to forty years the tax system has changed substantially both in
terms of the form of taxes used and the level of government utilizing those
taxes. As Table 9.2 illustrates, the personal income tax has grown as a
source of financing, with growth taking place at both the state and the
federal level. Of course most of this growth occurred by 1944 at which time
the federal tax was well developed. Perhaps the most distinctive trend in
federal financing has been the very rapid increase in the use of payroll
taxes kept in a trust fund to pay for the social security system.
In 1950
payroll taxes amounted to only 10.8 percent of total federal revenues, but
this percentage has increased from 23.4 percent in 1970 and to 30.4 percent
in 1981 (see U.S. Bureau of the Census, 1981; Historical Statistics, 1975).
If current trends continue the payroll tax will supplant the personal income
tax as the largest single revenue source in the United States.
At the state level reliance on general sales taxes and personal income
taxes has increased over time. Corporate income taxes have grown as well,
although somewhat less rapidly. All of the rates of growth shown in Table
9.2 are somewhat misleading, however, because they mask the tremendous
diversity in the use of tax instruments by state governments. Most, but not
all, states use a sales tax and corporate and personal income taxes, but they
vary substantially both in form and in their level of rates.
Finally, the property tax has maintained its role as the primary source
of local revenue. However, its dominance has diminished somewhat as user
charges and to some extent local sales and income taxes have grown. Once
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Table 9.1
GROWTH OF FEDERAL, STATE AND LOCAL EXPENDITURES
Government Expenditures as a Percentage of GNP
Federal
(Including
Grants)

State & Local
(Excluding
Grants)

Federal
(Excluding
Grants)

State & Local
(Including
Grants)

Calendar
Year

Total

1929

10.0

2.5

7.4

-

1934

19.8

9.8

10.0

8.2

11.5

1938

19.8

10.1

9.6

9.2

10.6

1944

49.0

45.4

3.6

44.9

4.0

1949

23.0

16.0

7.0

15.2

7.8

1954

26.5

19.1

7.4

18.2

8.2

1959

26.9

18.7

8.2

17.2

9.2

1964

27.7

18.6

9.1

16.9

10.7

1969

30.5

20.1

10.4

17.8

12.6

1974

32.4

21.2

11.2

17.8

14.3

1975

34.8

23.3

11.5

19.5

15.0

1976

33.6

22.7

10.9

18.8

14.7

1977

33.0

22.4

10.6

18.5

14.0

1978

32.5

21.9

10.6

17.8

13.9

1979

31.2

21.1

10.2

17.8

13.5

1980

33.1

22.9

10.1

19.6

13.5

1981(est)

33.4

23.4

10.0

20.4

13.0

-

Source: Calkins and Shannon (1982); Tax Foundation, Inc. (1979); U.S. Bureau
of the Census (1967) and (1969, Table 4).
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again, there is great diversity in local revenue sources underlying these
averages. Local sales and income taxes are used extensively in only a few
states, and reliance on user charges varies substantially both within and
among states.
With this background we can look more carefully at the role of grants in
the federal system. As shown in Table 9.3, the use of grants has grown very
rapidly throughout the twentieth century, and especially after World War II.
For example, federal grants to states and localities have increased to the
point where they make up about 13 percent of total federal expenditures
(Oates, 1980, p. 337). States, on the other hand, receive about one quarter
of their total revenues in the form of federal aid.
States, of course, have
programs of grants-in-aid of their own, a portion of which is passed through
from the federal government, and another portion that originates at the state
level. Overall, local governments receive about 40 percent of their total
revenues in the form of state and federal aid (Oates, 1980, p. 338).
Economic theory suggests that grants are suitable devices for treating
externalities of various kinds and for redistributional purposes.
Programs
such as income security and Medicaid are primarily redistributional in the
sense that most funds are passed through to individuals primarily on the
basis of need. Other programs such as education, training, and
transportation have distributional implications, but are motivated by other
concerns. Most of the externality-based programs are matching programs, with
the matching rate determined by a general formula with the actual rates
varying state by state, or by project with little variation in rates. Of
course, all of the categorical programs are conditional, in that the
recipient jurisdiction must spend the money received to be entitled to
participate in the program. And, while the matching programs make good
economic sense as a matter of theory, empirical evidence does suggest that
the programs do not operate in a vacuum, with political and bureaucratic
forces playing an important role in the negotiation of matching rates (Oates,
1980, p. 334). The general revenue sharing program, on the other hand, is
a non-categorical program which is redistributive in nature, with the
redistribution occurring among jurisdictions, rather than among individuals.^
Clearly such grants are not particularly effective for income distribution,
since there is substantial income heterogeneity within most U.S. local
jurisdictions, and especially within the larger metropolitan cities.
General revenue sharing (GRS) was first introduced as part of President
Nixon's fiscal reform package in 1972. The Nixon program also included
another series of block grants which involved more substantial
restrictions.^ While there are few restrictions, if any, in the GRS
program, the extent to which redistribution occurs depends crucially on the
formula chosen.
In fact, the GRS program has not been very redistributive,
since the formula is a rather complicated function of population, income, and
tax effort.
Most of the growth in U.S. grants has been in the categorical area, and I
expect (with some uncertainty) that this trend will continue. The GRS
program is currently under reconsideration, with the possibility of its
repeal a serious one. However, there has been a partial move towards the
consolidation of categorical programs over the past decade.
If the Reagan
proposals are adopted, this consolidation will continue, with many individual
programs eventually being eliminated.

III.

The Assignment of Taxes - The Question of Redistribution

I use a number of criteria in order to evaluate the current assignment
of U.S. taxes. The first involves administrative costs. Other things equal,
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each level of government should employ the taxes that involve (relatively
speaking) the lowest collection and enforcement costs. For example, one
would expect local governments to utilize tax instruments which allow the
governments to take into account specific information about the tax base and
its appropriate valuation individual by individual or unit by unit.
Similarly, local taxes are likely to be those (such as some user fees) for
which there are not substantial cost advantages with size. The federal
government, and to a lesser extent state governments, are better able to take
advantage of administrative scale economics. And, to the extent that there
are economies of scale in the collection of taxes, some sort of tax sharing
arrangement could be motivated, with, for example, the federal government
doing most of the revenue raising (see Netzer, 1974, for a study of property
tax administration). However, there are some problems with a move towards
the federal collection of taxes associated with the loss of spending control
that might be felt by state and local governments.
To the extent that one chooses revenue sources on administrative grounds,
the income tax seems to be best managed at the federal level, while the
property tax is clearly a state or local tax. The advantage of a locally
administered property tax is based on the fact that local assessors and
administrators of the tax are acquainted in some detail with the specifics
of the local real estate market (see Case, 1978; and Peterson, 1973). They
can evaluate, perhaps better than anyone else, exactly what the effect of
various zoning and land use regulations on property values might be. And,
they might be able to determine with reasonable accuracy which neighborhoods
should be reassessed, and with what frequency (subject to any restrictions
given by state law). Of course, many of these functions could also be
performed at the state level as well, especially in light of recent
advancements in the use of computerized multiple regression assessment
programs.
There has been a sense among some authors that it is desirable for
various levels of government to avoid overlapping uses of taxes. However,
there seems no reason in principle why such overlapping ought to be avoided,
as there are not substantial scale economies or diseconomies in
administration.
The tendency to avoid the 'piggybacking* of taxes - the
use of a state or local supplementary tax levy applied to a tax base defined
by a higher level of government and collected by the latter - seems to be
more politically than economically motivated and should receive serious
attention from tax reformers.
The second and perhaps the most important issue for the tax assignment
question is one of distribution.
The classical Musgravian view of the
principles of fiscal federalism suggests that income distribution ought to
be a federal responsibility.
States and localities on the other hand, ought,
to the extent possible, to allocate taxes on a benefits received basis.
If
benefit taxes are not possible, then user charges can provide a direct means
of obtaining payment for the public services (see Musgrave, 1939, pp. 181-82;
and Oates, 1968).
The argument of Musgrave takes for granted that the desire for income
distribution is one that is nationally motivated, with tastes for
distribution a function for all citizens' demands throughout the country.
Of course, the argument must be altered if one has reason to believe that
there are regional differences in preferences for income distribution. This
may be in part what motivates the Reagan administration's desire to switch
aid to families with dependent children (AFDC) from federal to state
administration.
If individuals in one state care more about income
redistribution, the argument goes, why not allow states to be responsible for
redistribution through their tax systems? While I cannot argue in this paper
that such regional preferences do exist, I can point out that even if they
do, the question of who ought to administer such redistribution is still at
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issue.
(This agrument is made, for example, in Tresch, 1981.) One still
needs to argue that with regional preferences, regional governments are best
able to manage redistribution, since (subject to constitutional limitations)
the federal government could manage differential redistribution if it were
so desired. Of course, it will be difficult to obtain permanent differences
in redistribution among areas because of the possibility of migration.
In fact, it is the possibility of migration that provides one motivation
for Musgrave to make income distribution a federal responsibility.
With a
centralized tax system, the ability to avoid taxes legally is limited to the
use of tax shelters and to a choice to migrate outside the confines of the
United States (see Kakwani, 1978). An attempt to redistribute substantially
at the state, or at the local level, is likely to be counterproductive, given
the possibility of migration.
This is particularly true to the extent that
taxes are progressive at the high end of the income distribution, since
higher income individuals are more likely to be mobile (for some evidence
about this matter see Grämlich, 1978).
The question of whether and how taxes may affect locational choice cannot
be answered without reference to the expenditure portion of the budget.
Thus, for example, one can have a very progressive local tax without a
locational distortion if the benefits associated with the tax are distributed
in a pro-rich manner. As a result, it is misleading to analyze the
distributive effects of state and local taxes without accounting for the
expenditure side of the budget.
It is the net difference between the
benefits received and taxes paid that matters for locational decisions.
The empirical question of the incidence of the U.S. tax and expenditure
system has been analyzed by a number of authors, each of whom must of
necessity make a number of arbitrary assumptions in the process. However,
to avoid controversy as much as possible I summarize the analysis of R.A.
Musgrave and P.B. Musgrave (1976), which is based in turn on the work of
Pechman and Okner (1974) and R.A. Musgrave, Case and Leonard (1974).^
At the federal level, the income tax is clearly progressive, despite the
many deductions, exclusions and exemptions. On the assumption that the
payroll tax incidence lies partly on the employees and partly on consumers
(the employer's share), its overall incidence is regressive. The corporation
tax incidence is difficult to evaluate, but under the assumption that half
of the incidence is on consumption and half on capital income, the Musgraves
conclude that the tax is regressive among those with low incomes and somewhat
progressive among those with higher incomes. On balance, including the
remaining sources of federal revenue, the federal tax system is mildly
progressive.
On the expenditure side, the number of assumptions implicit is
large, but on balance the system is seen to be progressive with transfer
payments excluded, and substantially progressive when they are included.
Clearly there are substantial net benefits (expenditure benefits minus taxes
paid) to those with relatively low incomes.
The story is quite different at the state and local levels of government.
The general sales tax is assumed to fall on consumers and is seen to be
regressive in nature, while the corporation tax has been previously
described. Excises are also somewhat regressive, suggesting that the state
tax system is slightly regressive. Local tax revenues are dominated by the
property tax, whose incidence is also quite controversial, with the primary
issue focused upon whether one views the tax as an excise tax from the point
of view of a single community, or a tax on capital income viewed as a
national tax on all business capital. R.A. Musgrave and P.B. Musgrave take a
compromise view, assuming that the residential property tax falls on
homeowners, the tax on rental housing on tenants (also somewhat
controversial), and the business portion of the tax one-half on consumption
(the excise part) and one-half on capital income (the national capital
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tax).5 On balance, the property tax is mildly regressive under these
assumptions, making the overall state-local tax system also mildly
regressive. The benefits of state as well as local expenditures tend to be
pro-poor, again once one takes into account transfer payments. Without
transfers the benefits are close to being proportional at the state level,
and somewhat pro-poor at the local level.
In any case, the net benefits also
favor those with relatively low incomes, although to a much lesser extent
than at the federal level.
If these simplified descriptions are accurate they suggest the difficulty
of achieving redistribution in the U.S. at any level of government other than
the federal. With net benefits not currently very large now, adverse
locational incentives are limited.6 However, with further redistribution
at the state and more importantly at the local level, the migration
incentives could become very important.
Some improvement in administration
of the various taxes as well as some reallocation of expenditure programs
might 'improve' state and local equity, but attempts to achieve substantial
redistribution are likely to be counterproductive.

IV.

Tax Assignment - Efficiency in the Location of Economic Activity

The United States is a federal system with a large number of independent
jurisdictions, including states, counties, municipalities, townships, school
districts and special districts.
In 1977, for example, in addition to the
fifty states, there were over 3,000 counties, 18,000 municipalities, 16,000
townships, 13,000 school districts, and 25,000 special districts, a total of
over 75,000 districts in all.? Most of these individual entities are
rather small, making it quite possible that individual factors of production,
labor as well as capital, will be mobile between them. As a result, a number
of externalities arise when individual jurisdictions make spending and
taxation decisions based solely on their own immediate self-interest. The
externalities which occur on the expenditure side may be real, due to benefit
spillovers, or pecuniary, due to output or factor price changes that result
from spending decisions. However, the external effects which usually receive
attention are largely pecuniary and arise on the tax side, either because
non-residents pay a portion of taxes levied, or because the local tax
decision affects the location of economic activity, thus altering tax
revenues and causing congestion in other communities.
Of course not all tax differentials lead to locational inefficiencies. As
mentioned before, any tax differences which simply reflect differential
benefits and preferences associated with public services are not likely to be
distorting.
Thus from this point on, the discussion will assume arguendo
that expenditures of the public sector are proportional to income, implying
that distortions are associated with taxes that are not proportional, and thus
not neutral with respect to location.
I should also point out that any taxes
which are pure profits taxes or pure taxes on rents will not distort location.
In general, therefore, a reasonable procedure to achieving efficiency is to
tax factors of production that are geographically immobile whenever benefit
taxation is not possible. When there are no immobile factors, then the tax
which is levied on relatively immobile factors is the best tax.8
A related efficiency issue arises because of the possibility of exporting
taxes.
Individual jurisdictions are likely to be biased towards the choice
of tax instruments which allow them to place the largest share of the burden
of the tax on non-residents of that jurisdiction.
Exporting may arise in
part because of the federal deductibility of state and local income, general
sales and property taxes, and in part simply because residents of other
jurisdictions pay either directly or indirectly a portion of the tax as
consumers or factor owners.
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Let me examine briefly each of the major taxes utilized by the state and
local public sectors and evaluate them on these allocational grounds. First,
consider the question of taxation of business.
Businesses are taxed through
various types of state corporate taxes (including a value-added tax in
Michigan).
In addition, businesses are taxed at the local level through the
business component of the property tax. Most empirical studies suggest that
even relatively high taxes on businesses do not have substantial locational
effects. This may be because these taxes represent a small share of the cost
of doing business.
In addition, it may be because business taxes are
capitalized into lower land prices and borne by landowners.
But, it may also
be because the studies are simply too aggregative to show impacts when they
do occur.
(Or, it may be because high taxes are accompanied by high quality
and/or quantity of public services of value directly and indirectly to
business.)
In any case the evidence that we do have suggests that business iocation
between major urban areas is not likely to be dependent on the level of
taxes, but location within metropolitan areas may well be tax sensitive.^
Large tax differentials may well occur in some of the large metropolitan
areas of the Northeast and Midwest. The result of such differential
incentives is likely to be an increased rate of dispersal of business
activity from the central city to the suburbs. All in all, the literature
suggests that from a locational viewpoint one need not worry about reasonable
use of corporate taxes at the state level, but that one should be concerned
about differentials at the local l e v e l . ^ This conclusion is debatable,
however, since the locational distortion of a relatively few large firms can
cause substantial economic inefficiencies.
If one views the corporate income tax from an exporting perspective, the
tax (through the excise effects of the tax) begins to look less desirable.
Exporting may occur in a state such as Michigan if one makes the assumption
that the automotive industry located in Michigan has national market
power.H
As this assumption is relaxed, a reasonable choice given the
rather competitive nature of world automobile markets, one would expect less
exporting of the tax. On the other hand, if the corporate tax is viewed as a
tax on capital owners, a substantial portion of the tax will be borne by nonMichigan residents.
The individual income tax fares well at the federal level because of its
easy administration and the possibilities for the design of a progressive
system. At the state level the tax is a good revenue raiser as long as it
continues to be proportional or mildly progressive.
Currently rates are not
sufficiently high (especially in light of the available state tax exemptions
and deductions and the deductibility at the federal level) to have much
adverse incentive in terms of location of individuals. At the local level,
however, the income tax is not nearly as attractive. Administration may
involve substantial difficulty, especially if the tax base is defined to be
different than the federai base.
(In Michigan, for example, the tax base is
federal adjusted gross income less personal exemptions.) And, to the extent
that tax bases vary among communities, the rates of taxation are likely
to vary as well.
(Often, however, tax bases are defined by state law, as,
for example, in Michigan, Ohio and Maryland.) This could easily create
locational disincentives, particularly in metropolitan areas where there are
a large number of jurisdictions and a reasonably mobile population.
Moving back to the state level, the sales tax is worthy of serious
attention. Most states in the U.S. utilize a broad-based sales tax as a
major revenue source. Among the choice of state tax instruments, the sales
tax gets reasonably good marks. On one hand, locational disincentives are
not likely to be substantial, if only because of the large geographical area
encompassed by most states. On the other hand, exporting of the tax can be
substantial, since non-residents such as tourists are subject to the tax. To
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the extent that exporting does occur, states may be encouraged to tax at a
higher than efficient level.12 At the local level, however, the exporting
problem can be very serious if rates are not uniform across jurisdictions
such as in New York. With uniform rates (as in Illinois) the local sales tax
becomes similar to a state sales tax. On balance, given the relatively high
administrative costs and the risk of serious locational disincentives, the
sales tax is a poor choice for a local tax in the U.S. Of course,
administrative costs would be reduced substantially if it were piggybacked
onto the state sales tax.
Last, and certainly not least, is the residential property tax, the tax
that has received the most adverse publicity in the United States over the
past decade. This is probably due not to the nature of the tax itself, but
because local referenda provide the most direct means by which individuals
can voice their complaints about government in general.
Despite a number of
undesirable features of the tax, the property tax is in many ways a much
better source of local revenue than are the alternative sales or income
taxes. First, to the extent that the property tax liabilities are correlated
with the benefits of local public services, the adverse locational incentives
of tax differentials across jurisdictions are lessened.
In fact, in the
theoretical world of the Tiebout model, the property tax can serve as the
basis of any efficient provision of local public services. According to this
view, individuals choose among jurisdictions with varying service levels.
Property taxes serve as benefit taxes, with local zoning ordinances chosen
to eliminate inefficient locational distortions.
While few if any economists
argue that the Tiebout model is an accurate description of the property taxpublic service allocation in the U.S., the model clearly has analytical and
descriptive value, given the substantial diversity of service bundles and tax
levels, and given the relatively frequent moves that households make.
Second, the portion of the property tax that falls on land will in
general not have locational disincentives. However, housing property tax
differentials can lead to inefficiencies if they alter the consumption choice
between housing in the cities and housing in the suburbs and between housing
and non-housing consumption.
Of course the move to place greater emphasis
on the taxation of land and less emphasis on the taxation of the structure
would probably decrease adverse incentives from the local property tax, but
this seems to be a change that is discussed more by economists than by
policymakers.
(To my knowledge Hawaii is the only state in which land is
legally taxed at a higher rate than structures.)
User charges can be an efficient source of revenue, since they are likely
to tie financing directly to the benefits of the provision of the services,
making them in great part private rather than public in nature. Of course
user charges are frequently quite regressive distributionally, but that is
a different concern. As suggested in Table 9.2, state and local governments
now receive about a quarter of their revenue from user charges, and with a
growth of the tax limitation 'movement', I expect this number to grow over
time (see Netzer, 1974).
Finally, I ought to mention a new rising source of taxation - the
severance tax. A number of resource rich states have begun to apply
relatively high rates of severance taxes as a means of raising substantial
revenue. The legality of such taxes is still at issue, but the economic
effects of such taxation can be severe.
Severance taxes are useful to
individual states because depending on the theory and the facts, they may be
exported, and thus are likely to be raised substantially above levels that
might be efficient. The severance tax might be an extreme example of a case
where we need federal limitations over taxes so as to eliminate locational
distortions.1^
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V.

An Evaluation of the Grant System

Among the important economic arguments for grants either at the federal
or the state-local level are equalization and spillovers.
I consider the
latter argument first. Since there seems good reason to believe that
spillovers are increasing (with population growth and increased density)
rather than diminishing, a continued reliance on conditional categorical
matching grants is appropriate. Whether such grants are best administered
at the state or federal level is a separate question.
With programs that
generate broad social benefits, federal administration is advisable.
However, some programs generate spillovers which affect neighboring
jurisdictions within states, but for which there may be less social
consensus.
In this case state administration of grant programs would seem
in order.
The Reagan program for restructuring the grants program in the U.S.
contains two elements which are relevant here. The program suggests a move
from greater federal participation to greater state participation in the
allocation of grants.
I have argued that such a move may make good economic
sense, if the states do pick up their responsibilities. However, the Reagan
program also proposes a move from categorical to non-categorical programs
with substantial consolidation. This is inconsistent with the usual
economist's argument for the treatment of spillovers.
If the final outcome
of such a reform is the reduction of grant programs overall, a likely result
in light of current state-local fiscal stringencies, then none of the grant
program goals suggested here will be achieved.
It is perhaps more interesting to reflect on the distributive or
equalizing nature of grants.
Income distribution by the U.S. grants system
is concentrated in the U.S. welfare system, a primarily federally financed
operation.
President Reagan's suggested switch of responsibility from the
federal to the state level seems contrary to the notion that the problem of
poverty is best handled as a national problem.
If the program were left to
state governments, states with relatively low fiscal capacity would be unable
to provide sufficient income support for their poor individuals.
The
inability of states to manage these programs themselves can be seen when one
looks more explicitly at the variation in per capita income and tax capacity
among states.^ The distribution of low income population in the U.S.
varies substantially among states. And, as a general rule, those states with
individuals most in need are not generally those most capable of financing
state and local expenditures.
For example, Mississippi had 26.1 percent of
its population below the poverty line in 1975, but had a per capita personal
income equal to 69 percent of the national average, and a taxable capacity
of 71 percent of the national average. Delaware, on the other hand, had only
8.2 percent of its population below poverty, but had a per capita income of
112 percent of the average, and a taxable capacity of 125 percent.15 What
is surprising about these figures is that despite the substantial variation
in taxable capacity, the United States has spent relatively little money on
pure redistribution at the federal level.
(For a comparison of U.S. spending
to that in other countries see Advisory Commission on Intergovernmental
Relations (1981b); and chapters in this volume.)
But should grants be used to eliminate differences in taxable capacity?
The usual argument for equalizing grants assumes that with unequal
capacities, certain 'important' services cannot be provided at a minimum
level. Some authors have argued further for equality in the provision of
certain public services. However, the issue for most economists is whether
it is necessary to equalize jurisdictional spending when the ultimate goal
is usually thought to be distributional equity among individuals. At this
point a convincing case for equalizing jurisdictional spending has yet to be
made. 16 In fact, little attention has been given in the U.S. (unlike many
other federal countries) to the question of fiscal equalization.
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Perhaps less surprising than the relative lack, of concern for
distribution at the federal level is that disparities in taxable capacity are
even greater within states than they are among states. Yet, relatively
little attention has been given to the use of state grants to redistribute
between jurisdictions, at least until the last decade.17 I can illustrate
this point by comparing the substantial disparities within the state of
Michigan to comparable national data. For the United States as a whole, I
divided the fifty states into ten groups of five each, on the basis of per
capita personal income.
In the first group containing the top five states
in terms of per capita personal income, the median or third state has an
income of approximately 14.4 percent above the mean income for the entire
nation. The median of the lowest group (i.e. the bottom five states) in
terms of per capita personal income has a median income equal to 80 percent
of the nation mean. When I calculated comparable numbers for Michigan
counties, I found a greater disparity in income. The group of counties
representing the top one-tenth in terras of per capita income, has a median
income 6.2 percent above the state average. However, the median income for
the lowest group is only 57.4 percent of the average (see Michigan State Tax
Commission, 1980, Table 1; and Verway, 1980, Tables 1-4 and VI-7). Clearly,
inequality in the distribution of income among counties is greater than it
is among states in the U.S., a fact which is quite consistent with the
Tiebout story told earlier. The same is true if we look at measures of
taxable capacity.
In the United States the capacity based in terms of an
income measure is 20 percent above the mean for the highest of five states,
and 79 percent of the mean for the lowest of five states. However, in the
state of Michigan the highest eight counties are 91 percent above the
average, while the lowest are at 75 percent of the average.18
The focus has been on the property tax, since the property tax is the
major source of local revenue, but the same general pattern would occur were
one to alter the property tax and move to an income tax or sales tax. To the
extent that one is concerned about distribution among jurisdictions, withinstate interjurisdictional tax base differentials become important.
If
equalization within states is deemed desirable, a case can be made for a
greater role for state non-categorical grants from the state to local
governments. The same line of reasoning could be used to argue for the
statewide taxation of property.
(For a substantial discussion of this issue,
see Brazer, 1961, pp. 137-47.)
The problem of local disparities is best illustrated by the challenges
to the use of the property tax as a means for financing schools. Tax base
differences clearly lead to substantial differences in the ability of
communities to raise revenue for support of schools and may be correlated
with individual income differences as well. Whether current arrangement for
financing are legal or not is a question whose answer varies from state to
state. Further, whether a move away from current financing towards a more
equalizing scheme is a desirable one, seems problematic (see Inman and
Rubinfeld, 1979, for discussion of this issue). The reason is that
disparities in the ability of different communities to raise taxes have
already, to some extent, been capitalized in property values. As a result,
individuals residing in high tax base jurisdictions may not be 'wealthy'
since they may have paid for entrance into the community through a premium or
higher price paid for a house. And, correspondingly, individuals in low tax
base communities may be living in relatively cheaper housing which may
compensate them in part or in whole for the higher cost of public services.
In addition, equalization may limit the kinds of choices that might be
available for individuals making a locational decision. As a result, there
is an inherent equity-efficiency tradeoff in which greater equity reduces the
potential advantages of a Tiebout-type outcome.
Where does all this lead us? My inclination is to fall back on the
proposition that the concern about jurisdictional disparities within
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States 19 is based at least substantially on an underlying concern for
income redistribution. Yet, the relatively low correlation between per
capita property value and income limits the ability of government to
redistribute income through base equalization. All in all, the federal
government should probably play a larger rather than smaller role in dealing
with income distribution problems.
Contrary to current proposals, this would
involve picking up a larger rather than a smaller share of the current
welfare system.
State control over income distributional programs would have
associated with it the possible adverse effects due to migration.
In
addition, in a world in which there are limited choices and local governments
are competing, there is little reason to believe that the choice of benefit
levels will be optimal.
For example, it is possible that governments will
underprovide benefits, since they will view the potential cost of any
program, not simply the current cost, but also the potential future cost when
low income individuals migrate to that community when benefit levels are
raised.
An additional problem that needs treatment relates to the spending
effects of the grant system. The usual view is that non-categorical, non
matching grants serve simply as increments to local or state income. Since
only a small proportion of income is spent on state and/or local public
goods, the addition of such grants is likely to lead primarily to tax
reduction rather than to spending increases, at least in the long run. Even
categorical grants will not be stimulative of local spending dollar for
dollar because some of the pre-grant spending may be displaced into other
public spending or into tax reduction (for extensive discussion of this
literature, see Grämlich, 1977). However, a less well understood issue
involves the fact that grants, even those that are non-matching, seem to have
a greater stimulative effect on spending than one would otherwise expect.
The argument here is that local bureaucrats and politicians, with a shorter
time horizon than their constituents, choose to spend more of the grant money
than the usual model might predict. This 'flypaper effect', that money
sticks where it hits, has been acknowledged for a long time, but only
recently has its implications been pursued in some detail.20 xf noncategorical grants are overly stimulative for this reason, they will lead to
inefficiently high spending by localities. As a consequence one may have
reason to think about either cutting back on these programs or introducing
certain kinds of restrictions on the ability of states and localities to
spend - i.e. tax and spending limitation. The more direct alternative - to
alter the current federal system so as to eliminate the potential fiscal
illusion that appears to bring forth this overstimulative effect - may not
be feasible.
There is another side to the issue of stimulation by grants. Matching
rates for programs such as AFDC vary among states, depending upon the income
of the individual states. A switch of the federally financed portion of AFDC
to the state level, as suggested by President Reagan, would substantially
alter spending incentives.
Under the current system, the price to the states
of funding additional AFDC benefits is substantially less than a dollar,
since the average state-wide matching ratio is approximately sixty cents.21
After the program becomes a state program, the cost of financing becomes one
dollar on the margin. Obviously, the increased price will lead to an
incentive to spend less, with the incentive varying from state to state.
In
particular, since matching rates are highest in poor states, leading to
lowest prices, the adverse stimulative effect on spending will be worse in
the lower income states. To the extent that the goal of the program is
distributive, the move from federal to state control with the elimination of
the matching component is likely to have perverse consequences.
(This
argument is made in greater detail in Grämlich and Laren, 1982.)
Finally, I want to focus on the role of federal grants as a stabilizing
device.
In general, recessions can have substantially adverse effects on the
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budgets of state and local governments.
States and localities in the United
States rely primarily on income, sales, and property taxes whose nominal
rates are politically rather difficult to change in the short run. As GNP
falls during a recession, tax base will also fall, leaving governments with a
difficult budget balance problem. The problem is diminished somewhat because
the property tax base is rather insensitive to the business cycle. However,
the problem is exacerbated by the expenditure side of the budget. With
limited flexibility due to contractual obligations, the net result is
substantial budgetary deficits at the state and local levels.
Of course, similar cyclical effects may occur at the federal level. But,
in the United States most states require that the budget be either balanced
or in surplus. The budget balance requirement can limit the ability of state
and local governments to stabilize the regional economy. These problems
cannot be fully avoided by a grant system, but a federal system can help to
ease the cyclical budgetary effects.
It should be pointed out in fairness
that the view that state-local spending is deflationary is a debatable one.
For example, Grämlich and Laren suggest that in the aggregate state and local
budget services are not very sensitive to changes in GNP, although the
cyclical variation among individual communities may be substantially larger.
In addition, Oates (1980) and Grämlich (1978) suggest that grants do not
serve as a countercyclical policy instrument in terms of their effect on
state-local budgetary behavior.^ How important these problems are or are
likely to be is one that is clearly worthy of further study.

VI.

Conclusion

Given the rather complex nature of the U.S. federalist system, it is
difficult to reach any general conclusions. However, given the nature of the
externalities generated in a world of numerous relatively small
jurisdictions, a number of tentative claims can be made.
(1) To the extent that one wishes to achieve substantial individual
income redistribution, the federal level is the appropriate spending
level.
In general the U.S. system has tended to follow this
approach, but the current Reagan Administration proposals are likely
to be contrary to such a goal.
(2) Taxes ought to be allocated to levels of government, based on the
mobility of the factors being taxed, the possibility of tax
exportation, and the more general set of externalities that might be
associated with alternative tax bases. The relatively high reliance
of some states on the corporate income tax is hard to evaluate,
because of uncertainty about its incidence, but is likely to have
been a bad choice (along with several other taxes) from the
efficiency standpoint because of the possibility of exportation. J
The sales tax looks better on both allocative efficiency and
administrative grounds. The increased emphasis on the use of flat
rate state personal income tax is generally consistent with several
of the efficiency goals. However, it is more costly to administer
than the sales tax and not neutral with respect to saving.
(3) At the local level the continuing reliance on the property tax, at
least the tax on residential property, seems to be appropriate. The
property tax base is easier to administer than other taxes, unless
localities piggyback state taxes. Efficiency problems are likely to
be more serious in terms of commercial and industrial base (although
capitalization could eliminate this inefficiency), making a move to
a statewide taxation worthy of serious consideration.
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(4) There is likely to be a continuing important role for grants in the
U.S. federalist system both at the federal and state levels.
Whether the move by the new federalism will place greater weight on
state financing is not so clear. The nature of spillovers involved
and the relatively great variation in income and taxable capacity
within states argues for a greater state role. However, this
conclusion must be tempered by the fact that we still do not have a
strong normative basis for equalizing taxable capacity within
states.
If substantial redistribution is to be achieved a greater
federal role would be appropriate.

NOTES

The author is Professor of Law and Economics, Law School, University
of California - Berkeley; formerly University of Michigan Law School, Ann
Arbor, U.S.A. He wishes to thank Edith Brasheres for her helpful research
assistance and Harvey Brazer and Wallace Oates for their extremely
valuable comments.
Finally, Charles McLure deserves special credit for
providing extensive constructive and helpful editorial suggestions.
1

For a more complete discussion of the rationales of our grant systems,
see Break (1980a) and Break (1980b).

^

These included community development block grants, comprehensive
employment and training assistance, and social service block grants.

^

There is some overlapping of the income tax, and to a lesser extent of
selective sales taxes at both the federal and state levels.
For a much
more extensive discussion of the administrative costs of utilizing
various taxes, see Netzer (1974) and Advisory Commission on
Intergovernmental Relations (ACIR) (1966) and (1964).

^

See also the paper by Inman and Rubinfeld (1979, pp. 1662-750).

^

I should note that the Musgrave and Musgrave view is contrary to
contemporary opinion about the property tax, since it focuses on current
income, rather than including imputed rental income and/or permanent
income.

£

°

Of course this statement only talks about the 'average' case.
Incentives may still be very large at the extremes of the income
distribution.

7

See Verway (1980, Table IX-1) and ACIR (1981, p. 13). Note that the
number of all districts has declined since the 1940s, with the biggest
decline in the number of school districts.
The number of special
districts has grown rapidly, however.

Q

I should use 'mobile' here in a very broad sense, allowing for all
means of avoiding the tax, including less work effort.
In addition, I
should not rule out the use of consumption-based taxes, which do not
distort the consumption-savings choice.
^

For a more complete discussion of locational effects see Due (1961,
pp. 163-73); Carlton (1979, pp. 13-49); McLure (1974); Vasquez and deSeve
(1977); and Advisory Commission on Intergovernmental Relations (1967).
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10

This argument provides one basis for supporting a move to the statewide
taxation of industrial and commercial property, an idea proposed by
Brazer (1964, pp. 137-47) several decades ago.

11

Roberts (1975) suggests that 42 percent of the corporate income tax is
borne by residents.
In comparison, he concludes that 82 percent of the
property tax on owner-occupied housing is borne by residents. Comparable
numbers for the sales tax are 73.9 percent, for the state personal income
tax, 76.6 percent. The Roberts analysis should be treated with care
since a number of rather strong and debatable assumptions are implicit
in his work.

12

See McLure (1967, pp. 49-77) for estimates of exporting by state and
Roberts (1975) for an analysis of the incidence of Michigan's sales tax.

13

For a thorough discussion of the effects of severance taxes see Gillis
and McLure (1975, pp. 389-96); Cuciti, Galper and Lucke (1983); and the
Mieszkowski paper in this volume (Chapter 6).

14

The differences in poverty may be overstated because they do not
account for cost of living differences.
See Ladd (1982) for further
discussion.

13

Alaska, a somewhat unusual example because of its natural resource
base, had only 6.7 percent in poverty and a per capita personal income
equal to 165 percent of the average.
See ACIR (1982a, Table 3) and U.S.
Bureau of the Census (1980).

16

The debate has received greatest attention within certain states in
which the question of reform of local school finance has focused on
distributional inequities among local jurisdictions.
For a discussion
of the general issue of revenue sharing versus redistribution of income,
see Bradford and Oates (1971, pp. 416-39).
For a discussion of the
distributional issues in school finance, see Inman and Rubinfeld (1979,
pp. 1662-750).

12

A number of 'foundation' grant programs do date back to the 1920s,
however.

16

The tax capacity measure for Michigan is based on state equalized
valuation, an equalized measure of property assessments. We did not use
a broader measure of tax capacity for the U.S. because the inclusion of
natural resource deposits suggest some unusual results for Alaska,
Nevada, Texas, Wyoming and California.

19

The focus on equities solely in terms of taxable property base per
capita may overstate the extent to which disparities actually exist.
Were we to move towards a broader notion of tax capacity, as has been
suggested by the Advisory Commission on Intergovernmental Relations, we
might find the problem to be less serious.

20

See Courant, Grämlich and Rubinfeld (1979, pp. 147-57); and Oates
(1979, pp. 23-29) for an additional discussion of this subject.

21

This does not account for the deductibility of taxes.
Laren (1982) for details.

22

See Grämlich and Laren (1982) for further details.
See also Oates
(1980, pp. 331-57) for a useful discussion of the role of grants in
stabilization.
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See Grämlich and

23

This is not necessarily so. Suppose that some state/local public
services are inputs into the production function for private goods. Then
it may be necessary to tax firms so as not to induce the overutilization
of these public service inputs.
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TAX ASSIGNMENT AND REVENUE SHARING IN THE UNITED STATES
Commentary
by
Wallace E. Oates*

The Rubinfeld paper provides an excellent description and assessment of
the vertical structure of the U.S. fiscal system. As he emphasizes, the most
striking characteristic of the U.S. system is its diversity.
Looking across
the fifty states, one finds a remarkable variety of governmental organization
and institutions:
differences in the level of government at which functions
are performed, in the types and extent of reliance on particular tax
instruments, and in the role and magnitude of intergovernmental grants.
Fiscal averages for state and local governments, while useful for certain
purposes, can conceal much of interest in the United States.
Moreover, the U.S. fiscal structure is by no means static in character.
The Reagan proposals for a 'New Federalism' represent the latest chapter in
the evolution of the U.S. federal system.
I find myself basically in
agreement with Rubinfeld on his assessment of the Reagan proposals.1
First, I agree that the initiative to turn the primary responsibility for
assistance to the poor over to the states is ill-advised. The President's
claim is that:
'Financial assistance to the poor is a legitimate
responsibility of States and localities'. However, for the reasons that
Rubinfeld spells out, the constraints on state and local policies for income
maintenance are very real ones. While not subscribing to a 'purist' position
that says that the support of low-income households is solely a centralgovernment function, I would argue vigorously that the federal government has
a basic responsibility for this function - a responsibility that is not
consistent with the assignment of the programs for aid to families with
dependent children (AFDC) and food stamps to the states.
Second, the New Federalism proposals seem to me on somewhat firmer ground
in terms of their objectives of consolidation of categorical grants and the
decentralization of certain allocative functions. The U.S. federal system
has undergone a rather helter-skelter evolution that, as Rubinfeld notes, has
resulted in a bewildering array of over 500 (often overlapping) federal grant
programs. A reassessment and elimination or consolidation of many of these
programs is long overdue. My one hesitation on this issue concerns the
rather indiscriminate manner in which this consolidation process appears to
be proceeding. As Rubinfeld emphasizes, certain categorical grant programs
have a legitimate role to play; they can serve, for example, to encourage the
provision of particular state and local services where there is a broader
national interest (or, in the economist's jargon, where there are 'external
benefits'). This would suggest a careful, case-by-case reappraisal of
existing grant programs to determine which of these have a legitimate
rationale. However, it is more my sense that the Administration is rushing
towards the consolidation of all politically accessible categorical grant
programs without much attention to their legitimacy.
More generally, Rubinfeld examines the vertical assignment of taxes in
the U.S. federal system and the structure of existing intergovernmental
grants. Again I find myself basically in accord with his assessment. For
some general observations on the tax assignment problem and equalizing
grants, I refer the reader to my discussion of the Mathews paper in this
volume. Here, I wish to take up a specific issue on which there was some
discussion and considerable disagreement at the conference:
the
macroeconomic or countercyclical role of intergovernmental grants.
Rubinfeld
suggests that the cyclical budgetary problems of state and local governments
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may be substantially eased by a heavier reliance on federal grants. There
was, in this regard, a recent proposal in the United States for the
introduction of 'countercyclical revenue-sharing' under which supplementary
revenue-sharing funds would be made available during times of recession.
Proposals for countercyclical federal assistance to the states and
localities have a considerable history dating back at least to Hansen and
Perloff (1944).
It was their contention that because of existing balancedbudget provisions in most state constitutions, the decline in tax revenues
in a recession would induce spending cutbacks thereby accentuating the
deflationary pressures. This view of state-local budgetary behavior came to
be knovm as the 'fiscal-perversity' hypothesis, and gave rise to proposals
for federal assistance to state and local government in bad times to offset
this procyclical pattern of state and local fiscal activity.
However, a closer examination of this matter raises serious questions
about the effectiveness and desirability of such measures.2 First, an
historical examination of the record in the United States and in Canada does
not support the fiscal-perversity hypothesis.
Such studies find that the
state-local sector has, in fact, exerted a stabilizing influence on the
national economy.
Second, the evidence is not at all reassuring on the
effects of such grants on state-local budgetary behavior.
In a set of
studies, Edward Grämlich (1978, 1979) used his econometric model of state and
local budgetary activity to estimate the response of state and local
expenditure to increases in various forms of federal aid. His estimates are
quite striking:
Grämlich finds that in the short run only a minute fraction
of such assistance will find its way either into increased spending oj: tax
relief. The great bulk is simply absorbed into increased stocks of financial
assets giving little stimulus to the economy.
The Grämlich findings thus cast serious doubt on the countercyclical
potential of intergovernmental grants in the United States. There is,
moreover, evidence from other federal countries like Canada and Federal
Republic of Germany that likewise suggests little scope for such programs.
In the West German case, for example, attempts in the 1960s by the central
government to neutralize procyclical investment activity by the states with
supplementary grant assistance appear to have been ineffectual (see Knott,
1977).
The evidence can hardly make one very sanguine over the prospects of an
effective macroeconomic role for intergovernmental grants. At the same time,
however, several participants at the conference were reluctant to accept a
wholly negative verdict. Particularly over the course of a prolonged
recession, as the states and localities exhaust their fiscal reserves (as
appears to be the case currently in the United States), the balanced-budget
constraint will begin to bite and impose fiscal restraint on the public
budget.
In such circumstances, the fiscal-perversity proposition may come
to have some validity - and increased central assistance may prove
helpful.3

NOTES

*

The author is Professor, Department of Economics and Bureau of Business
and Economic Research, University of Maryland, U.S.A.

1

For a more detailed assessment of the New Federalism, see Oates (1982).

2

For a study of the potential of countercyclical intergovernmental
grants, see Oates (1980).
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3

This view, of course, presupposes that the central government is in a
position and willing to run the necessary budgetary deficit and that such
deficits, functioning in a Keynesian way, do not fully crowd out an
equivalent amount of private expenditure.
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Lexington

TAX ASSIGNMENT AND REVENUE SHARING IN THE UNITED STATES
Commentary
by
Wilfred Prest*

j

Professor Rubinfeld describes his paper as primarily descriptive. His
American colleagues may not all agree with every detail of his presentation,
but as an interested outsider and occasional visitor I must say how useful
it is to have the relevant data presented in such a convenient and readily
available form.
It is of interest first of all to learn that the Reagan administration
has produced another brand of 'New Federalism'. Not that there is anything
particularly new in the proposed switch of some expenditure responsibilities
from the federal to the state governments, or in the consolidation of some
categorical grants into block grants.
Both were espoused by the Nixon
administration, and copied to a limited extent by the Fraser government in
Australia.
Perhaps the one thing that is new is the device of an interim
trust fund into which federal grants are to be paid pending their eventual
replacement by increased state tax revenues.
Section II of the paper examines the background against which the
proposed new arrangements will have to operate.
The data presented in Tables
9.1 and 9.2 show that, in the United States, government spending as a
percentage of Gross National Product (GNP) has risen substantially since
World War II; that a sizeable proportion of State and local spending is
sustained by federal grants; and that there is a great deal of tax
overlapping and duplication. Of these three characteristics the first two
are not peculiar to the United States and could be matched if not surpassed
in other federations, but the third is uniquely distinctive. There are
obvious disadvantages in the opposite extreme of one government collecting
most taxes, as in Australia, but for some taxes at least joint collection and
tax sharing arrangements may have distributional and efficiency advantages,
as Rubinfeld subsequently demonstrates, although he is perhaps unduly
sceptical about the administrative economies that might also accrue to both
governments and taxpayers.
Section III of the paper proceeds to examine the distributive effects if
state and local tax rates have to be increased following the curtailment of
federal grants.
State and local tax systems are held to be mildly
regressive, rather than mildly progressive like the federal system.
Increased reliance on them will therefore lead to a less equitable
distribution of income, except insofar as 'pro-poor' expenditure can thereby
be increased. The possibility of the migration of well-to-do taxpayers
between localities, however, leads Rubinfeld to the conclusion that any major
transfer of redistributive functions from the federal to state-local
governments might be 'counterproductive'. This seems to be a problem
peculiar to the United States.
In Australia at least constitutional and
other factors preclude any major transfer of redistributive functions from
the federal to the state-local sector, which in any case has only a very
limited range of tax-benefit options.
Section IV of the paper discusses the efficiency effects of the
relocation of factors of production resulting from increased tax rates, where
such increases are not offset either by increased expenditure or by tax
exportation to other communities. The opportunities for relocation are
naturally greater amongst small local jurisdictions than amongst the states
themselves. To the outside observer the number and variety of local units
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in the U.S.A. is even more bewildering than the extent of tax overlapping and
duplication. However, the figures quoted by Rubinfeld show that multipurpose
local units (counties, municipalities and townships) account for less than
half the total, the remainder being single purpose units, such as school
districts and miscelianeous special districts.
By comparison schools in
Australia are administered directly by the states and special purpose units
such as those for country water supply are generally thought of as state
agencies. As such they are clearly subordinate to the states, but the same
is also true of Australian multipurpose units. Last year, for example, the
Melbourne City Council and its Lord Mayor were dismissed by the state
government of Victoria and replaced by three appointed commissioners.
Such
drastic action may be rare, but it suggests that one solution to the problems
that arise when local units are unable to administer or finance the programs
assigned to them is for the states to restructure and if need be amalgamate
them, in the same way as the number of school districts in the United States
has been reduced substantially since 1967.
In a federal system the integrity
of the states is protected by legal and constitutional guarantees, but the
local units have no protection other than what may be afforded by the
constraints of state politics. The common practice of referring to local
units as a third level of 'government' is thus misleading. At best they are
a third level of administration - voluntary, mostly unpaid and hence
relatively cheap. The process of devolution downwards whereby the states
have established local units may be contrasted with that of integration
upwards whereby they established federal governments in both the United
States and Australia. This conference has perhaps been a little too
preoccupied with the integration model. There are in fact some federations,
notably India, in which the states themselves were established by devolution
downwards from a pre-existent centre. The result of this type of devolution
is, however, somewhat different from that whereby the states have created
local administrative units.
Section V of the paper proceeds to evaluate proposed changes in the role
of intergovernmental grants. The adverse distributive and efficiency effects
of higher tax rates in the states and local units would seem to increase
their need for federal grants, but according to the data presented in Table
9.3 categorical grants are expected to decline in 1983 and general purpose
and block, grants will increase only marginally. The need for continued
federal assistance for redistributive purposes is highlighted by the
disparities in state fiscal capacity. The states where poverty is most
prevalent are the ones where taxable capacity is below average. This
deficiency could be remedied by increased federal grants but Rubinfeld casts
doubt on the need to equalize jurisdictional spending, when the ultimate goal
is distributional equity amongst individuals. Australian experience suggests
a further consideration.
For many years the Commonwealth government has
given general purpose grants to states with relatively low fiscal capacity
to enable them to maintain services at standards not appreciably below, and
at tax rates not appreciably above, those of the more fortunate states. For
nearly fifty years such 'special grants' have been made on the recommendation
of the Commonwealth Grants Commission, but the Commissioners have never
regarded their task as one of equalizing living standards in all parts of the
federation.
Instead the purpose has been to ensure that no state defaulted
on its public debt, because default on the part of one state would adversely
affect the credit of all. Government debt is another of the matters which
have not attracted much attention at this conference, except incidentally
with reference to stabilization policies.
In Australia most state debt has
been incurred for development rather than for stabilization purposes,
including the building of railways and electric power schemes which have
mostly been developed by private enterprise in the United States.
My final comment relates to the heavy reliance of local units on property
taxation as their main source of revenue.
On the basis of per capita fiscal
capacity and personal income in the counties of the State of Michigan,
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Rubinfeld concludes that disparities amongst local units in both fiscal
capacity and in income needs are wider than amongst the states. Hence the
need for redistributive policies is greater, but so too is the difficulty of
financing them at the local level.
In this context it is perhaps worth
reminding ourselves that the system of local property taxation in Englishspeaking countries is derived from the old English Poor Law. The original
purpose was clearly redistributive and the tax base was mainly residential
real estate which was taken as a proxy for personal income and ability to
pay. Perhaps the present difficulties arise from an over-extension of the
tax base to cover other forms of property and from a corresponding overextension of the range of local services to include, for example, schools and
roads as well as poor relief. Rubinfeld proposes cutting back the local tax
base by subjecting property other than residential real estate to a state
wide tax levied on behalf of the local units.
Perhaps if the range of
services to be supported by the property tax were also narrowed we should get
back to a more workable arrangement.

NOTE
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TAX ASSIGNMENT AND REVENUE SHARING IN CANADA
Wayne R. Thirsk*

I.

Introduction

Canada's history of intergovernmental relationships may be viewed in
large part as a continuous search for a set of fiscal arrangements that would
allow each level of government to meet its expenditure obligations. A series
of compromises has gradually emerged which reflect the federal government's
willingness to accomodate provincial demands for either larger revenue
transfers or wider taxation powers. Canada provides an interesting
historical laboratory because it has experimented with a wide variety of
approaches to the problem of how to optimally assign various taxes and
revenue shares to different levels of government.
Each experiment represents
a groping towards a satisfactory solution in response to the outside
pressures exerted by two world wars and the internal tensions arising from
the largely unanticipated demands for higher expenditures by provincial and
municipal governments.
In the context of Canadian fiscal experience, the following major
questions arise. Which taxes should be vertically shared by different levels
of government in a federal system? Which taxes should be exclusively
assigned to one or another level of government? Does a particular tax
allocation imply a residual need for revenue transfers from higher to lower
levels of government? Secondly, which taxes, if any, should be subject to
redistribution among the same levels of government in a federal system? What
principles should govern the extent to which fiscal equalization takes place,
and how should the revenue sharing mechanism be arranged? Canada's fiscal
history sheds some light on these concerns.
In Section II below, some of the requirements for an efficient assignment
of taxing powers are described.
Section III outlines the nature of the
expenditure responsibilities and revenue powers that have been assigned to
different levels of government in Canada.
It also describes how those
revenue opportunities have been utilized by different levels of government,
and assesses the Canadian system against the normative framework set out in
the preceding section.
Section IV of this paper contains a description of
the major revenue sharing arrangements that link the federal-provincial and
also the provincial-local governments together. Afterwards, an effort is
made to relate Canadian experience to some of the principles of fiscal
equalization by examining some unsettled issues in the ongoing debate over
how to restructure those intergovernmental fiscal relationships.
In the
final section of this paper a set of tentative conclusions is presented.

II.

Aspects of a Rational Revenue Assignment

It seems safe to assert that a rational assignment of tax instruments and
revenue fields must be preceded by an assignment of public sector functions.
In particular, prior decision must be made concerning which level of
government will be responsible for the conduct of the stabilization and
distribution branches. Moreover, it may be decided that responsibility for
these functions is best shared in some fashion by different levels of
government.
If stabilization is primarily a federal responsibility, it
follows that the federal government must have a sufficiently large revenue
capacity and access to a wide enough range of tax instruments to effectively
influence the macroeconomic behaviour of the economy.
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While there is a substantial academic consensus that stabilization is
primarily a federal responsibility, there is much less agreement on which
level of government should control the powers to redistribute market incomes.
A compelling normative case, often referred to as the Musgrave 'layer cake'
model, supports the notion that the distribution branch should also be lodged
with the federal government.^ Under these circumstances, redistributive,
or ability-to-pay, taxes would be assigned exclusively to the federal
government while the subfederal units of government would impose a variety
of benefit taxes to finance the publicly provided goods assigned to them by
the allocation branch.
In fact, however, few federal constitutions
explicitly define the responsibility for redistribution, and in practice this
branch is typically shared between different levels of government.
In
principle, if redistribution is a legitimate activity of subfederal
governments, they should be allowed to impose at least some ability-to-pay
forms of taxation. Historically, however, in many federations the
relationship between assignment of branches and access to revenue areas has
proceeded in the opposite manner.
Subfederal levels of government have been
allowed to use various kinds of ability-to-pay taxes which automatically
involves them in the conduct of the distribution branch.
If provinces or states levy ability-to-pay taxes and follow different
distribution norms, divergent patterns of intraprovincial redistribution
imply the failure to achieve horizontal fiscal equity at the national level.
A key question in any federation is whether this failure is significant, or
at least important enough to justify some compensatory actions on the part
of the federal government. According to Scott (1964), the purpose of a
federation is to permit local autonomy and the realization of horizontal
equity across various subfederal jurisdictions is not a main objective.
According to other writers on this subject, however, while the redistributive
choices of subfederal governments should not be restricted, the federal
government should attempt to maintain the similar treatment of 'equals', no
matter where they reside. Since this is a controversial issue, more will be
said about it in Section IV.
An efficient assignment of expenditure and revenue powers by the
allocation branch would be guided by the so-called equivalence principle that
the jurisdictions of subnational governments should correspond to both the
benefit and tax cost areas of the public service.^ If residents of each
area that benefits from public goods are to be required to vote on and pay
for these goods, subnational units of government should be restricted to
benefit forms of taxation.
If residents living outside of the spending
jurisdiction also benefit, they would pay taxes in line with their share of
the benefits received. Otherwise, too little public expenditure would occur
as the spending jurisdiction would ignore the external benefits which it
provides to non-residents.
In this case the expenditure responsibility
should be reassigned to a larger governmental unit or a conditional grant
should be offered to the spending jurisdiction to entice greater expenditure.
More generally, violation of the equivalence principle will result in the
appearance of net tax or expenditure spillovers among members of a
federation.
Where tax spillovers exceed spillovers of benefits, residents of a
particular jurisdiction are able to impose a net fiscal loss on non
residents. Moreover, excessive government expenditure may be encouraged in
the taxing jurisdiction.
In order to minimize the extent of any tax
spillovers, subfederal levels of government would be limited to forms of
taxation which rely on the residence rather than the source principle.
Residence-based taxes would include the individual income tax, the
residential property tax, estate and gift taxes and destination-based forms
of sales and commodity taxes.
Source-reliant taxes refer to origin-based
sales and commodity taxes, the non-residential property tax, taxes on natural
resource exploitation and the corporate income tax.
The same preference
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for residence rather than source-based taxes arises if a federation strives
to avoid assigning to subfederal units taxes that are especially prone to a
distortion of locational choice, or which are particularly susceptible to
interjurisdictional tax competition.
If subfederal units of government are
reluctant to act independently in raising tax rates for fear of driving away
economic activity, their revenue capacity may be insufficient to finance an
efficient level of public expenditures.
Distortions of this type can be
avoided if the federal government monopolizes tax instruments employing the
source principle and shares in some way with other levels of government the
use of tax options based on the residence principle.
To summarize the argument so far, if there were no net expenditure or
tax spillovers and if there were no attempts by subfederal governments to
redistribute welfare, the fiscal activities of subfederal governments would
not militate against an efficient allocation of resources and would not
interfere with the attainment of overall horizontal equity. However, if
these conditions are not met, various revenue-sharing schemes may be
necessary to improve the efficient and equitable conduct of a federation's
fiscal system.
Against this hypothetical blueprint for assigning revenues,
we look next at Canadian experience in this regard and then at the kinds of
revenue-sharing devices that have sought to remedy the less-than-perfect
revenue assignment in that country.

III.

Assignment of Revenue Powers in Canada

Canada's constitutional constraints, as embodied in the British North
America Act of 1867 (BNA Act), can be interpreted as a largely unsuccessful
attempt to satisfy at least some of the criteria discussed in the preceding
section.
Expenditure responsibilities, which were thought to be mainly of
a local, or at most a provincial, nature were given over to the provinces.
Provincial jurisdiction, therefore, extended over the areas of health,
education, property and civic matters, natural resources and agriculture,
road and interior maritime transportation, land development and public works.
At the time of confederation and the passage of the BNA Act only three
major revenue sources existed, customs duties, excises on liquor and tobacco
products and property taxes. The founding fathers feared that permitting
concurrent powers of indirect taxation would foster the creation of
interprovincial trade barriers.5 Accordingly, Section 92 (2) of the BNA
Act confines provincial revenue raising powers to 'direct taxation within the
province'.
Provinces required this form of taxation authority if they were
to endow their municipalities with the right to levy property taxes. Without
this power it is not obvious how municipal activities would have been
financed.
Due to the unpopularity of direct taxation it was apparently
intended that the provinces themselves should get along on statutory federal
subsidies without any significant tax sources of their own apart from licence
fees and revenue from the public domain.
Per capita federal subsidies were
paid to each founding province as compensation for their loss of indirect tax
revenue. The federal government on the other hand was given earte blanohe
under Section 91 (3) to engage in 'the raising of money by any mode or system
of taxation'.
Moreover, exclusive authority was conferred on the federal
government for the regulation of interprovincial trade and commerce. Also
in an effort to secure the fiscal independence of different levels of
government, Section 125 of the BNA Act states 'that no lands or property
belonging to Canada or any province shall be liable to taxation'.
What could not have been adequately foreseen in the Confederation
Agreement of 1867 were the potential problems caused by the toleration of
joint occupancy in areas of direct taxation and the constitutionally
ambiguous designation of property rights regarding natural resources. For
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a number of years after confederation federal subsidies accounted for more
than one half of total provincial revenues. Despite these revenue transfers,
however, the unanticipated growth of provincial expenditures meant that by
the turn of the century a number of provinces imposed new taxes on individual
and corporate incomes and succession duties on the intergenerational transfer
of wealth. After the outbreak of World War I the explosive growth of warrelated expenditures forced the federal government to adopt its own direct
taxes on individual and corporate incomes. A 1 percent turnover tax was also
introduced to help eliminate the federal wartime deficit. This particular
tax was restructured in 1924 to become a 6 percent manufacturer's sales tax,
and is still an important component on the existing federal revenue
structure.
When the prairie provinces of Alberta and Saskatchewan entered
confederation in 1905, the federal government withheld from them control over
subsurface mineral rights as part of its western settlements policy. After
persistent pressure by the prairie provinces, the federal government agreed
to transfer these mineral rights back to the provinces in 1930. While
ownership of these resources was vested in the provinces, the constitution
did not clearly specify how the rents that were generated from the
exploitation of these resources might be appropriated by different levels of
government. The federal government is able to exert its claim for a share
of these resource rents through its constitutional power to control the terms
on which interprovincial trade takes place as well as its power to impose
taxes on both the export and import of natural resource products. This
federal prerogative clashes with the constitutional right of the provinces
to regulate production and to collect royalties. Moreover, the uneven
geographic incidence of natural resource deposits makes regional economic
disparities inevitable and has recently created enormous differences in
provincial fiscal capacity.
The economic collapse of the 1930s induced the provinces to expand their
tax bases and introduce new methods of taxation in an effort to cope with
unprecedented financial pressures.
By the end of that decade seven provinces
were taxing personal incomes and all but one were levying corporate income
taxes. Retail sales taxes also appeared in a few provinces and withstood the
court challenge of being an indirect tax through carefully worded legislation
which stipulated that the tax was being placed directly on the purchaser with
the seller having the role of a provincially appointed tax collector.
In
addition, provinces successfully invaded the federal monopoly over tobacco
and liquor excises, in the latter case by establishing exclusive retail
outlets for the sale of alcoholic beverages, and also began to levy
substantial taxes on gasoline and motor vehicle registrations.
Because the search for more revenues by both the federal and provincial
governments occurred without benefit of any kind of coordinating mechanism,
the federal government established a Royal Commission, the Rowell-Sirois
Commission, to examine the apparent tax jungle of the 1930s. Upon delving
into the matter, the Commission concluded that Canada's badly fragmented tax
system was the source of rampant inefficiency and widespread inequities. To
remedy these defects the Commission recommended that the provincial
governments cede all of the direct tax fields to the federal government. To
offset the revenue loss, the federal government was asked to assume all
provincial debts as well as the burden of unemployment compensation and to
provide annual adjustment grants to the provinces which would allow every
province to provide an adequate level of public services (at the average
Canadian standard) without having to impose higher-than-average tax rates.
Removing the provinces from the main areas of direct taxation was considered
by the Commission the most straightforward and feasible path towards the goal
of harmonizing tax rates and tax bases and avoiding the possibility of
interprovincial tax spillovers. However, these and other recommendations
were never acted upon, due to the intervention of World War II.
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To assist in financing the unusually large wartime expenditures of the
federal government, the provinces relinquished their use of the personal and
corporate income tax bases, and were recompensed for this fiscal sacrifice
by receiving tax rentals from the federal government.^ These cash
transfers consisted of equal per capita payments to all of the provinces.
This rental arrangement remained in place until 1957, although Quebec
remained outside of the agreement after 1947 and instead received an
abatement of the federal income taxes that were collected in that province.
Prompted by the Quebec government's establishment of its own personal income
tax in 1954, the federal government replaced tax rentals with a system of
direct tax sharing. Under this new approach, referred to as tax abatements,
the federal government returned to the province of origin 10 percent of
federal personal income tax collections, 9 percent of corporate income tax
proceeds and one-half of the federal estate tax collections.
From 1962 onward a series of tax collection agreements have been
negotiated which allow the provinces to set their own tax rates for the
personal and corporate income tax bases. Additional tax room for the
provinces in these areas has taken the form of a reduction in federal taxes.
Ottawa offered to collect provincial income taxes as long as the provinces
were willing to accept the federal definition of the income tax base and the
federal method of apportioning the corporate income tax base across the
various provinces. Most provinces accepted that offer. Until very recently,
only Quebec and Ontario have employed a separate corporate income tax system,
and only Quebec operates with an independent scheme for taxing personal
incomes.
Since any reform or re-definition of the federal income tax base would
have a direct impact on provincial revenues, the important tax reform
legislation of 1972 was accompanied by a federal revenue guarantee to the
provinces in order to encourage their continuing participation in the tax
collection agreements. As part of that tax reform package, the federal
government vacated entirely the estate tax field, and created some additional
tax space for the provinces.
In a demonstration of how the process of tax
competition works, few provinces rushed in to fill that void and presently
Canada is one of the few developed countries which has allowed almost all
intergenerational transfers of wealth to escape taxation. Because the
provincial personal income tax is expressed as a percentage of the basic
federal tax in a province and because both tax rates and tax brackets were
federally determined, there was for a while, apart from Quebec, the same
definition of vertical equity in all provinces. Since 1974, however, the
federal government has granted permission to the provinces to utilize either
tax credits or surtaxes against provincial income tax. Many provinces have
exercised this option to alleviate tax burdens for low income groups.
Some recent requests for greater flexibility in federal administration
of the tax agreements have been denied on the grounds that the proposals
would be discriminatory and make tax rates a function of geographic location.
For example, British Columbia wanted to introduce a special dividend tax
credit for provincial shareholders of corporations having their head offices
in British Columbia. The federal government refused to administer this
provision. This case illustrates the difficult dilemma in which the federal
government presently finds itself. If it accedes to continuous provincial
pressures for tax flexibility, there is the danger of losing the essential
harmony that the tax collection agreements confer. On the other hand, if it
steadfastly refuses to accommodate the provinces, many of them will be
tempted to withdraw from the tax collection agreements. Recently Alberta has
put in place its own corporate tax system and in its last budget Ontario
indicated that it will investigate the advantages of having its own personal
income tax system.
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To summarize, Canada's current tax system bears only a faint resemblance
to the normative model of taxation presented earlier. The distribution
branch has been irrevocably partitioned between the federal and provincial
governments and subnational levels of government rely on non-benefit forms
of taxation to a large extent. A conglomeration of residence-related and
source-based taxes can be found at every level of government.^ Sourcebased taxes are found at the subnational level in the forms of a municipal
non-residential property tax and provincial taxes on corporate incomes and
natural resource rents. Constitutional limitations on the taxation powers
of the provinces in practice have not been binding since both the federal and
provincial levels of government now have roughly the same potential ability
to reach both the sources and uses of taxpayers' income.
Given the wide-reaching powers of provincial taxation there is no
evidence to support the notion of a vertical fiscal imbalance in Canada. To
the extent that some form of revenue sharing occurs between the federal and
provincial governments, it cannot be explained on the basis of a gap between
the expenditure needs of the provinces and their revenue-raising
abilities.
Revenue transfers can, however, be justified on two other
grounds. Conditional federal grants may be needed to achieve expenditure
efficiency if the benefit and tax cost areas of provincial jurisdictions fail
to coincide and net expenditure spillovers occur. Secondly, notions of
fiscal equity offer a rationale for a system of unconditional federal grants
to fiscally poor regions in an attempt to equalize provincial fiscal
capacities. Both of these motivations are apparent in the evolution of
Canada's intergovernmental fiscal relationships.

IV.

Revenue Sharing in Canada

The history of Canada's revenue sharing arrangements illustrates two
major problems that beset most mature federations:
first, the difficulty of
reconciling the goals of uniformity and diversity and, secondly, the
difficulty in defining the best policy approach towards securing greater
regional fiscal equity. In Canada various conditional grant programs have
become so closely intertwined with federal-provincial tax sharing agreements
that it no longer serves any useful purpose to distinguish carefully between
grants and revenue sharing.
Although introduced in 1912 to encourage the expansion of agricultural
education, conditional grants offered by the federal government were of minor
importance until World War II was concluded.^ Health, education and
welfare, areas in which spillovers are most likely, have been the major
expenditure targets for conditional grants now that the Trans-Canada Highway
Program is virtually completed. A variety of welfare programs including old
age assistance, disabled persons allowances and unemployment assistance have
been consolidated under the Canada Assistance Plan (CAP). Under CAP the
federal government reimburses the provinces for half of their welfare
spending.
Similar cost sharing agreements cover provincial health expenditures on
hospitals and medical services.
In the case of the medical care plan, for
instance, the federal government pays each province 50 percent of the
national average per capita cost of insured services multiplied by the
insured population in each province.
If it is to receive federal funding,
a province must adhere to certain national standards of medical care. These
include comprehensive service coverage, identical coverage to all provincial
residents, abstention from the use of user charges which might compromise the
objective of equal accessibility, and portability of benefits across
different provinces.
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In the area of post-secondary education the support of the federal
government swung from grants given to returning veterans at the end of World
War II, to a system of direct grants to post-secondary educational
institutions in 1952, and finally to a system of explicit cost sharing with
provincial governments in 1967. As has been its consistent posture
throughout this period, Quebec objected strongly to the institutional grants
that were awarded after 1952, and in 1959 the federal government agreed to
transfer an extra 1 percent of taxable corporate incomes to that province if
it made educational grants equal on a per capita basis to the federal grants
in the other provinces. A cash adjustment made up for any difference between
the cost of the required grants and the amount of revenue transferred.
The subsequent cost sharing arrangement which applied in other provinces
required the federal government to pay 50 percent of the operating costs of
post-secondary education, or $15 per capita, whichever was higher.
Following
the Quebec precedent, a portion of this fiscal transfer was paid in the form
of additional tax abatements to the provinces. Any shortfall between the
federal commitment and the amounts transferred was paid in cash.
In 1972 in response to the explosive growth of health and post-secondary
educational spending, the federal government imposed a funding cap on all of
the cost shared programs equal to a 115 percent of federal expenditures in
the previous year. Federal dissatisfaction over the fact that a substantial
share of its costs were determined by the provincial budgetary decisions was
matched by growing provincial disenchantment with the cost sharing agreements.
Provinces complained about the federal government's distorting influence on
provincial priorities and about the lack of flexibility in program design.
To meet the expressed objections of both levels of government,
Established Programs Financing (EPF) was introduced on April 1, 1977. The
goals of EPF were fourfold:
to maintain the previously mentioned national
standards of health care; to obtain greater stability of federal funding; to
encourage greater provincial flexibility in re-allocating expenditures; and
to achieve greater equality in the interregional distribution of federal
g r a n t s . T h i s new arrangement converts federal conditional grants into
non-matching block grants which are independent of the amount of provincial
expenditures.
Although the principle on which EPF was founded is new, the method by
which it was financed is not. Each province is entitled to receive a federal
transfer which is a combination of federal personal and corporate income tax
reductions and cash contributions. The latter component was set at 50
percent of the average per capita federal contributions to the cost sharing
programs for hospital insurance, medical care and post-secondary education
in the base year 1975-76. This amount is indexed to the annual rate of
growth of provincial population and a moving average of growth of GNP. In
addition, every province was allowed greater tax room in the form of federal
tax reductions equalling 1 percent of corporate taxable income and 13.5
percent of the federal personal income tax. The loss of federal revenue is
considered to be a gain in provincial revenues and is equalized to the
national average under the equalization program.
If the value of the
equalized tax transfer is less than the amount of the basic cash
contribution, a province receives an adjustment payment from the federal
government.
If, however, the value of the tax transfer exceeds the value of
the cash component, a province was not required to rebate the excess to the
federal government.
Earlier, in 1965, Quebec received a similar tax transfer
when it opted out of federal cost sharing programs and, as already mentioned,
a similar mixture of cash and tax transfers had been used to finance grants
to post-secondary education after 1967.
Although the federal government has been pleased with its ability
to regain greater control over its expenditures, it has become increasingly
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concerned about the use of provincial expenditure discretion that appears to
threaten the federal goal of maintaining national standards for health care.
This federal-provincial tension over funding and control reveals the
incompatibility of the objectives of equality and diversity in a federation.
It may be argued that the EPF program gives all of the provinces an equal
opportunity to provide a national standard of health services. However,
provinces may exploit these opportunities in different ways and spend diverse
amounts of resources on health care. The problem is compounded by the fact
that the ultimate federal objective - uniform health conditions - may bear
only an unstable relationship to per capita health expenditures. Moreover,
when doctors opt out of the health care program and charge patients directly,
as has happened in Ontario, the federal government feels that one of its
primary objectives, equality of access, has been seriously compromised.
In 1982 the federal government amended the EPF program in two directions.
Since the yield from the tax transfer component of the federal contribution
to EPF was larger in the richer provinces, the federal government acted to
remove this perceived inequity by modifying the cash transfers so that the
per capita value of the total federal contribution would be equal in all
provinces. This change followed a major recommendation put forth by the
parliamentary task force on fiscal arrangements. The other adjustment to EPF
involved the elimination by the federal government of the 1972 tax reform
revenue guarantee. This was based on the federal argument that this
particular transitional transfer was intended to be only temporary and was
entirely unrelated to the long term financing of health and education
expenditures.
The intellectual roots of Canada's formal equalization program are
contained in the Rowell-Sirois Report.
In that Report it was suggested that
national adjustment grants be paid 'whenever a provincial government
established that it could not supply Canadian average standards of service
and balance its budget without taxation (provincial and municipal)
appreciably exceeding the national average in relation to income'.
(Report
of the Royal Commission on Dominion-Provincial Relations, 1940, p. 83.)
These grants were intended to be strictly unconditional and to reflect or
embody the notion of horizontal fiscal equity. Canadians in similar
circumstances should be able to enjoy approximately the same net fiscal
residual irrespective of the province in which they resided.^ The authors
of that Report argued forcefully that implicit in the Confederation Agreement
of 1867 was a willingness on the part of all of the provinces to share the
fruits of economic development.
It was not until 1957 that these principles were incorporated in an
explicit agreement. According to the terms of the tax rental agreements over
the period 1957-62, the federal government pledged to give equalization
grants to the provinces which would have the effect of bringing the level of
their per capita yield from personal and corporate income taxes and
succession duties up to the average of the yield from these taxes in the two
richest provinces.
Subsequent adjustments to the equalization formula have
been concerned with the degree of equalization and the number of different
tax bases to be included in the formula.
In 1962 50 percent of natural
resource revenues were included in the amounts to be equalized.
In 1967 16
tax bases (virtually all of the various provincial revenue sources) were
included for purposes of equalization and 100 percent instead of 50 percent
of natural resource revenues was to be equalized.
In addition, the standard
of equalization was changed from the performance of the two top provinces to
the national average. These 16 subfederal sources of revenue were further
disaggregated into 29 separate categories in 1977. A few years earlier
municipal revenues raised for school purposes had been added to the
equalization pool in an effort to more accurately measure the overall revenue
capacity of different provinces.
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With the unanticipated surge in world oil prices in the early 1970s, the
operation of the equalization program was placed under severe financial
strain. The rapid accumulation of resource revenues in the western provinces
of Alberta and British Columbia substantially increased the equalization
entitlements of other provinces. Attempting to limit its financial
vulnerability to uncontrollable events in the world oil market, the federal
government in 1977 altered the equalization formula so that only 50 percent
of provincial revenues from non-renewable resources would be included in the
equalization program. The federal government also imposed a ceiling of onethird on the amount of total equalization payments that could arise from the
inclusion of natural resource revenues in the formula. Moreover, revenue
from the sale of provincial Crown leases was to be gradually excluded for
equalization purposes.
Even with these restrictions on the extent to which natural resource
revenues influenced federal equalization liabilities, Ontario - considered
to be a rich province - would have become eligible for equalization payments
in 1977 because of its relatively small per capita yield from resource
revenues. Ontario was disqualified from receiving equalization payments by a
special act of Parliament which stipulated that any province whose per capita
income was larger than the national average for three consecutive years,
including the current year, was ineligible for equalization. Not only was
Ontario arbitrarily excluded from the equalization program, it paid
additional federal taxes to finance increased equalization payments
attributable to the widening disparity in per capita resource rents among the
provinces. The anomaly, pointedly emphasized in the recent writings of
Courchene, illustrates an important but frequently neglected feature of the
equalization program:
it commits the federal government to large
equalization obligations based on revenue sources that, until very recently,
it has been unable to t a p . ^ Canada's method of equalization is a 'gross'
approach because it fails to deduct the federal tax costs of equalization in
each province from the value of any transfer to the province.
(A net
approach is consistent with an interprovincial scheme in which fiscally
strong provinces transfer resources directly to weaker provinces.) A new
study by the Economic Council of Canada (1982, pp. 18-22) indicates that
Ontario experiences a much sharper reduction in revenue capacity than the
western provinces do when a net rather a gross approach to equalization is
adopted. On a net basis it was estimated that Ontario's fiscal capacity was
below that of some of the provinces receiving equalization payments.
The new equalization agreement negotiated in 1982 affected both the
measurement of fiscal capacity and the standard of equalization.
Revenue
coverage in determining fiscal capacity was expanded to 33 provincial and
municipal revenue sources, virtually the entire range of revenue instruments
used by nonfederal governments. As urged by the provinces, the new
equalization standard became the average per capita revenue performance of
five provinces:
British Columbia, Saskatchewan, Manitoba, Ontario and
Quebec. This five province standard was considered to be a reflection of
median or normal capacity to raise revenues since extremely low capacity
provinces, i.e., the Atlantic provinces, were excluded along with the high
capacity province of Alberta.
In addition, special measures were introduced
to set both a ceiling and a floor on the annual change in equalization
payments that a province could receive and to guarantee that no province
would actually lose revenues as a result of replacing the previous
equalization program with the new one.
Recent federal amendments to the equalization program represent a
departure from some of the basic principles enunciated in the Rowell-Sirois
Report.
In response to this evident policy drift, the Economic Council of
Canada has recently released a set of recommendations addressing many of the
problems presently plaguing the equalization program.^ * ^
The Council's
views, based in large measure on a background study by Boadway and Flatters
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(1981), respond to a number of fundamental issues concerning the role of
equalization payments in a federal system.^ First, the economic rationale
for equalization payments is discussed.
It is argued that if everyone's net
fiscal residual were zero in each province, there would be no discrepancy
between the money incomes received by individuals and their real income, and
therefore no need for regionally redistributive fiscal measures such as
equalization.
In circumstances where the net fiscal residual is not equal
to zero for persons in similar financial situations, people with the same
real income will pay different amounts of federal tax.
If regionally
discriminating federal tax rates are not feasible, equalization may remove
horizontal inequities. Moreover, it is argued that this task, of restoring
a semblance of horizontal equity in a federal system could not be easily
duplicated by a system of interpersonal rather than intergovernmental
transfers. This is because the federal tax and transfer system only takes
into account differences in money income and ignores the differences in real
income arising from a non-uniform net fiscal residual.^ While it would
not be impossible to construct a schedule of interpersonal payments to
achieve horizontal equity, it is alleged that it would be expensive and
highly controversial to attempt to do so.
The Council also takes up the matter of how to translate the goal of
horizontal equity into practical policy terms. The Council first of all
views the equalization program as a means of making it financially possible
to realize equity in a federal system.
In other words, the objective of
equalization is to attain ex ante rather ex post horizontal equity.
Provinces are endowed under the equalization program with the ability to
remove interprovincial differences in the net fiscal residual but will fail
to do so if they use their resources to cut taxes instead of raising
expenditures.
It is also pointed out that, with a shared distribution branch, even the
concept of ex ante horizontal equity is necessarily ambiguous because of
the difficulty of deciding who 'equals' are.
If one adopts a broad-based
equity view, two people who are in the same economic situation prior to the
fiscal activities of the provincial government must remain equally well off
afterwards.
According to a narrower concept of horizontal equity, the relevant point
of comparison is the amount of real income received by persons after the
fiscal systems of provinces have taken effect. Under the broad-based equity
view, equal federal taxes should be paid by those who have identical pre
government money incomes.
If taxes and royalties are borne primarily by
non-residents of the taxing province, 100 percent of natural resource
revenues should be made subject to equalization in order to achieve
horizontal equity. The narrower-based view of equity would require a smaller
equalization payment and less fiscal effort to reduce the per capita
variation in the net fiscal fesidual.
In this case horizontal inequity
occurs only if the federal government fails to tax the net fiscal residual as
a component of income. Thus the net fiscal residual in each province should
be included in taxable incomes and made liable for federal tax at the
appropriate marginal rate. This is exactly the stance taken by the Council
in offering its recommendations on how to proceed with reshaping the
equalization program.
The Council also considers the interaction between the equalization
program and the goal of efficient resource allocation.
Interprovincial
differences in the net fiscal residual are shown to warp and obscure the
market signals that are required to allocate factors of production
efficiently among different activities.^ These distortions can be
eliminated only by the complete erasure of any differences in the net fiscal
residual due to provincial fiscal activities. Thus the attainment of
economic efficiency is consistent with the broad but not the narrow-based
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view of horizontal equity. Recognizing that the constitution assigns
substantial property rights to the provinces in the matter of natural
resource exploitation, the Council advocates reforming the equalization
program so as to be consistent with the narrower-based notion of equity and
is therefore prepared to sacrifice some of the efficiency advantages which
would accompany the adoption of the broader-based equity view.
Some of these issues of principle and the effects of alternative
equalization arrangements will be taken up again in the next section. For
the moment, the trend of federal-provincial programs can be appreciated from
a glance at Tables 10.1, 10.2, and 10.3. In Table 10.1 one can detect a
steady diminution in the federal share of governmental revenues from World
War II to the present, although the current federal share is approximately
the same as it was fifty years earlier. The main development over the last
half century has been the growth of federal grants to provincial governments.
Currently a little over one-quarter of federal revenue is used to finance
provincial grants, a figure that is approximately two and a half times the
corresponding amount in 1926. Although they are not shown, provincial grants
to municipal governments have also grown rapidly and currently constitute
about one half of municipal own-source revenue. Almost all of the these
grants are of the conditional variety.
In Table 10.2 the current size of the major federal-provincial revenue
transfers can be seen. The three programs already mentioned - equalization,
EPF and CAP - together account for nearly 90 percent of the transfers made
by Ottawa to the provinces. Of the three programs EPF is by far the largest.
In Table 10.3 the dependency of different provinces on these federal
transfers is shown.
In the four maritime provinces listed at the top of this
table, approximately one half of total provincial revenue derives from some
form of federal transfer.

V.

Outstanding Conceptual Issues

Although the Economic Council of Canada has recently made a substantial
contribution to the clarification of a number of nagging fiscal problems, it
has not always been able to offer definitive and convincing solutions to
them. Still to be satisfactorily resolved are the nature of equity in a
federal system, the realization of efficiency in such a system and the
compatibility of efficiency and equity objectives in a federal union.
Considerable ambiguity still cloaks the widely accepted principle of
horizontal equity. Translating this concept into concrete economic policy
decisions requires choosing between interpersonal and intergovernmental
transfers, between ex ante and ex post notions of horizontal equity, and
between broad and narrowly-based views of ex ante of equity in the event
that the former is selected. The federal government could attempt to
institute a personal tax and transfer scheme that would offset interregional
variations in the net fiscal residual.
Compared to alternative
intergovernmental grants, this approach could be used to achieve a measure of
ex post horizontal equity in a federal system.
It would, however, have the
substantial disadvantage of negating the redistributional choices made by
different provincial governments. The only way a federal government can
respect the distributive policies of subfederal governments is to settle for
the promise of ex ante horizontal equity under a system of intergovernment
transfers. This distinction between ex ante and ex post horizontal
equity is crucial in determinig a rational system of fiscal federalism. For
example, if one believes that, in accordance with the notion of ex post
horizontal equity, the purpose of equalization is to provide minimum
essential levels of public services in all provinces, closed-end conditional
grants from the federal government to the provinces are needed.
Such a grant
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Table 10.1
EVOLUTION OF THE FEDERAL SHARE OF TOTAL GOVERNMENTAL REVENUE, 1926-80
Year

Federal Revenue
Share

Federal Revenue Share
Net of Transfers to
Provinces

%
44.9
54.5
64.1
58.2
50.9
47.1
46.6

%
43.1
50.2
59.8
51.6
39.8
34.1
34.7

1926
1940
1950
1960
1970
1977
1980

Federal Grants as a Percent
of Provincially raised
Revenue
%
9.2
-

19.9
25.6
31.3
29.8
31.0

Sources: Parliamentary Task Force on Federal -Provincial Fiscal Arrangements
(1981, pp. 32-•33); and the Department of Finance (1979 and 1981).
* * * * * * *

* *

iC

Table 10. 2
TRANSFERS TO THE PROVINCES BY THE FEDERAL GOVERNMENT, 1980-81
Program

Equalization Program
Established Programs
Financing (EPF)
Canada Assistance
Plan (CAP)
Other
Total Taxation plus
Cash Transfers
Total Cash Transfers
Source:
------

Amount

Percent of FederalProvincial Transfers

Percent of total
Federal Revenue

$ billion
3,314
9,470

%
19.6
56.0

7.3
20.8

1,802

10.7

4.0

2,312
16,898

13.7
100.0

5.1
37.2

12,306

72.8

27.1

t

Department of Finance, Federal Relations Divisions, Ottawa, Ontario,
1981.

**********
Table 10.3
FEDERAL TRANSFERS AS A PERCENTAGE OF
PROVINCIAL REVENUE BY PROVINCE, 1975
Province

Total Federal Transfers as a
Percentage of Total Provincial Revenue

Newfoundland
Prince Edward Island
Nova Scotia
New Brunswick
Quebec
Ontario
Manitoba
Saskatchewan
Alberta
British Columbia

%
52.0
54.1
48.1
45.5
21.9
17.1
32.4
27.7
16.5
17.1

All Provinces

22.3

Source:

Boadway (1980).
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system stands in startling contrast to the open-ended unconditional grants
which are consistent with the concept of ex ante horizontal equity.
If horizontal equity is not achieved ex post, are residents of a
federation better off if fiscal arrangements exist which only make it
possible to attain horizontal equity? If the answer is 'yes' a further
choice is required between the broad and narrowly-based ex ante views that
must consider the legitimacy of subfederal redistributive capacity.
Whichever of these ex ante views is adopted, it represents a solution to
the basic federal dilemma of how to reconcile the desire for economic
equality with the acceptance and promotion of economic diversity. Perhaps
this is the most compelling reason to prefer the ex ante over the ex post
version of horizontal equity.
Equalization schemes which were initally justified on equity grounds have
recently been given an efficiency rationale, and it is alleged that
equalization will correct for both inefficiency and inequity in a federal
system.
(The original justification for equalization payments on equity
grounds is attributable to the work of Buchanan, 1950). Moreover, as the
Economic Council of Canada had emphasized, it may be necessary to trade off
efficiency and equity, depending upon the precise equity view which is held.
In the case of labour, however, this position appears to overlook the
importance of labour mobility.
If labour is highly mobile, wages will
quickly adjust across regions to compensate for any regional variation in the
net fiscal residual.^® In this situation there is only inefficiency in the
allocation of labour, and no horizontal inequity occurs. Alternatively, if
labour is highly immobile, only horizontal inequity can occur. With an
intermediate degree of labour mobility, the equity objective would be
satisfied with a smaller degree of equalization than the efficiency goal
would require. Moreover, in circumstances where labour is highly mobile, the
efficiency payoff of an equalization program is only a potential gain unless
provincial fiscal discretion is somehow constrained.
Since efficiency
requires the attainment of ex post horizontal equity, equalization is a
necessary but not a sufficient condition for the realization of the
efficiency objective in a federal state.

VI.

Conclusions

Four broad themes run through this paper and can be summarized as
follows:
(1) The distinction between residence-related and source-based taxes is
of vxtal importance in any rational assignment of taxation powers. It has
been argued that while residence-related taxes may be usefully shared between
federal and subfederal levels of government, source-based taxes should be
centrally assigned. Nonetheless, in Canada both types of tax are shared
among the different levels of government. Provincial taxation of corporate
income sources and natural resource rents have proven to be particularly
troublesome in the Canadian federation.
(2) The constitutional assignment of taxing powers in Canada bears only
a faint resemblance to any ideal blueprint which could be designed on the
basis of current fiscal knowledge.
Once assigned, however, taxation powers
are extremely difficult to re-assign’and various kinds of fiscal patchwork
have been necessary to compensate for an imperfect tax assignment. Non
benefit forms of taxation applied at the subnational level have created
problems of expenditure spillovers and have exacerbated regional economic and
fiscal disparities. Both conditional and unconditional (equalization) grant
programs appear to have their origin in this defect of taxation. Despite the
success provinces have had in cultivating the major direct and indirect tax
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fields, the false perception that they have inadequate revenue powers to meet
their expenditure needs also lingers.
(3) Canadian fiscal experience demonstrates the potential for conflict
between the federal desire for equality and the provincial promotion of
diversity.
Provinces seek revenue transfers with no strings attached while
the federal government strives to establish national standards and some
measure of fiscal uniformity. Both cannot have their own way.
(4) The search for a satisfactory norm of horizontal equity to guide the
conduct of Canada’s equalization program has been marked by much controversy
and continual revisions to the equalization formula. Pursuit of
interregional equity through equalization has been successfully reconciled
with provincial fiscal autonomy by widespread acceptance of an ex ante
rather than ex post notion of horizontal equity.

NOTES

The author is Professor of Economics, University of Waterloo, Ontario.
This paper has benefited from numerous suggestions for improvement
provided by Charles E. McLure Jr. Only the author, however, is
responsible for any remaining flaws.
*

9

See R.A. Musgrave (1959). An excellent description of the layer-cake
model and an illustration of how it would be applied in the United States
is found in McLure (1971).
A discussion of the equivalence principle can be found in several
places, for example, see R.A. Musgrave and P.B. Musgrave (1980).
It has
perhaps been most clearly enunciated by Oates (1972, pp. 33-35).

•a

The theoretical basis for this predilection in favor of residenceoriented taxation at the subfederal level is presented in greater detail
in Thirsk (1980).

4

The corporate income tax at the subnational level is not strictly a
source-based tax if sales at the point of purchase are included in an
apportionment formula as they are in Canada.
I am indebted to Charles
E. McLure Jr. for bringing this point to my attention.

^

A brief discussion of the historical evolution of Canada's tax system
is found in Thirsk (forthcoming). A more extensive treatment of Canada's
fiscal history is contained in Moore, Perry and Beach (1966).

^

The federal government was considered to be temporarily occupying the
tax fields constitutionally 'owned' by the provinces. Hence the term tax
rental arose as a description of the federal government's payment for
this fiscal privilege.

^

Municipal governments in Canada are the creations of provincial
governments which define their taxation powers. Although many eastern
municipalities initiated income taxes in the last century and municipal
income taxes were fairly common in a number of provinces prior to World
War II, all municipalities currently finance their own revenue needs
primarily from levies on residential and non-residential property. Until
recently Quebec municipalities were unique in piggybacking their own
seles tax onto the provincial retail sales tax.
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Revenue sharing ordinarily denotes federal collection of taxes and
distribution to subfederal units and is distinguishable from the concept
of grants.
In Canada, however, both conditional and unconditional
federal grants have typically involved some type of revenue sharing
mechanism making it impossible to conceptually compartmentalize revenue
sharing and grants.
Canadian experience with federal-provincial conditional grant programs
has been examined exhaustively by Carter (1971). Slack (1981) and
McMillan and Norton (1981) evaluate provincial-municipal grant
performance in Ontario and Alberta respectively.
Courchene (1979) analyzes in greater depth the mood of the federal and
provincial governments prior to the introduction of EPF and what each
expected to gain from it.
The net fiscal residual is the difference between the value of
expenditure benefits received and the burden of taxation.
See Buchanan
(1950).
See Courchene (1979); and Courchene and Copplestone (1980).
In the
latter paper the operation of a two-tier equalization system is
described. Under the terms of a new energy price agreement between
Ottawa and Alberta, Ottawa will receive the benefits of a new 8 percent
tax on oil and gas revenues as the domestic price for energy is allowed
to reach 75 percent of world price levels.
Apart from advocating the inclusion of all municipal property tax
revenues in the formula, the Council dealt primarily with what it viewed
as the central problem confronting the equalization scheme: how to treat
provincial natural resource revenues. Among its major recommendations
were the following:
(1) inclusion of all provincial natural resource
revenues in the equalization pool. Rents from hydroelectric production
would be brought into this pool along with the economic rents from oil
and natural gas, and in the event of provinces passing on these rents to
consumers in the form of subsidized prices, the amount of rent would be
determined on the basis of potential rather than actual revenue
collected.
(2) Only resource revenues which were currently used to
finance the production of public services in a province would be subject
to equalization.
Resource revenues diverted into a trust or savings fund
would only be included when they were withdrawn at some future point to
finance public services.
(3) Only a portion of natural resource revenues
should be equalized after the deduction for the amount ailocated to a
trust or savings fund. The product of the average marginal tax rate on
personal incomes in the province and the amount of natural resource
revenue currently used to finance public services was considered to be
the appropriate amount entering the equalization formula.
An earlier review by the Parliamentary Task Force on Federal-Provincial
Fiscal Arrangements, Fiscal Federalism in Canada (1981), proposed many
of the same recommendations for revamping the equalization program but
gave the natural resource question much less careful thought.
The study by Boadway and Flatters (1981) is an interesting blend of
theoretical analysis and policy prescription.
It demonstrates that
efficiency considerations call ’for the complete elimination of
interprovincial differences in the net fiscal residual and shows how the
size of the residual itself and the ideal equalization formula will
depend on the incidence of particular taxes and the distribution of the
benefits from government spending.
It also considers a number of
problems in the implementation of an ideal equalization program. For
example, they show that although actual tax revenues should be equalized
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for the sake of horizontal equity, the difficulty of introducing adverse
incentives to raise revenues suggests that the equalization of revenue
capacities may be preferable.
See R.A. Musgrave (1961) for an earlier
attempt to wrestle with many of these issues in designing an appropriate
revenue sharing formula.
^

This distinction between real and money income ignores the
qualification by Scott (1964, pp. 241-92) that equality of the net fiscal
residual is not sufficient to insure horizontal equity unless private and
public goods are perfect substitutes. The point is that real income
measurements are an imperfect proxy for relative utility levels. On the
other hand, this qualification may be unimportant if the subfederal
public sector supplies goods and services that are largely private in
nature.

^

Recent research sponsored by the Economic Council, some of which is
presented in Appendix A of Financing Confederation (1982), strongly
indicates that changes in the size of the net fiscal residual are
important in explaining adjustments in interprovincial migration trends
during the 1970’s. This finding is also corroborated in a recent
empirical study by MacNevin (1982).

18

Of course if labour were perfectly mobile the case for residence-based
taxation of personal incomes at the subnational level would be
considerably weakened.
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TAX ASSIGNMENT AND REVENUE SHARING IN CANADA
Commentary
by
Malcolm C. Brown

I.

Introduction

Professor Thirsk's paper has two major objectives.
It provides an
overview of the Canadian federal system, and it attempts to evaluate this
system from the perspective of a particular 'normative blueprint' of an
optimal federal state. In what follows, I say little about the effectiveness
of the paper in achieving the first objective.
It suffices to observe that
the paper discusses most Canadian intergovernmental fiscal practices, and
does so in a reasonably comprehensive fashion. My comments relate mainly to
the paper's contribution concerning the second objective. Thirsk's normative
blueprint is not spelled out very clearly, and is changed in ad hoc ways
during the progression of the paper. The consequence is a set of judgments
which are necessarily ambiguous, and which are not overly helpful in either
understanding or assessing Canadian federalism.

II.

The Normative Blueprint

The basic version of Thirsk's normative blueprint is found in Section II
of the paper, which is entitled 'Some Aspects of a Rational Revenue
Assignment'. The discussion in this section considers the nature of inter
governmental fiscal relations in a federal state which is formed only because
the federal form of government facilitates the achievement of national
efficiency and equity goals.
The major practical question with respect to such a federal state relates
to amount of fiscal decentralization that is optimal. Thirsk approaches this
question by devising a 'rational' assignment of fiscal activities among the
various governmental levels.
In this respect, he indicates that public
expenditure functions must be allocated first, because they must be allocated
on the basis of the geographic domain of their economic effects. On this
basis, expenditures with distributional and stabilizing features are deemed
to be the natural responsibility of a national government, while expenditures
with allocation objectives are the natural responsibility of provincial and
local governments. The allocation of expenditure functions in turn dictates
the allocation of taxation rights. The national government should levy
ability-to-pay and redistributive taxes, while the provincial and local
governments should levy benefit-based and resident-oriented taxes.
The Thirsk assignment is designed to maximize the financial independence
of both national and provincial governments, and therefore increase their
accountability to their respective electorates. However, while the
assignment lessens the need for intergovernmental fiscal transfers, it does
not eliminate it. Unconditional grants are still necessary whenever the
assignment does not lead to a state of vertical fiscal balance, and
conditional grants are necessary whenever locally produced public goods
generate externalities beyong a government's electoral domain.
It is of major policy significance that the Thirsk assignment rules out
the need for an equalization program. As long as provincial governments
stick to allocation activities, and to benefit-based and resident-oriented
taxes, their policies do not affect national efficiency and equity.
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Consequently, the relative affluence of these governments, which an
equalization program is designed to affect, is not a matter of national
concern.
It is difficult to judge the extent to which Thirsk's normative
blueprint, as described to this point, is representative of economists'
thinking about the optimal federal state. But there is no doubt that it is a
difficult blueprint from which to assess the Canadian federation. This
difficulty forces Thirsk to occasionally modify his blueprint, often without
explanation, during the progression of his analysis. For example, in his
theoretical discussion, he notes Musgrave's argument that distributive public
expenditure programs should reside entirely at the national level. But then
he observes that this is not the case in most federal states, and proceeds
by developing a new assignment of fiscal activities on the assumption that
practice will prevail.
It is left to the reader to decide whether Musgrave
is right, and federal practice is wrong, or vice versa. It is also left to
the reader to decide whether and/or the extent to which the new assignment
represents a second best situation.
In the case of Canada, it would have been more direct, and less
confusing, to simply start with the proposition that Canadians expect, mainly
for political and social reasons, both their federal and their provincial
governments to undertake programs with distributional effects. Thirsk's
descriptive material indicates the historical and constitutional factors
conducive to this. He could have augmented this material by noting that, in
Canada, regional nationalism is perpetuated by strong provincial feelings of
community. While these feelings are most easily identified in relation to
Quebec they also exist in most other provinces. The fragmentation of the
Canadian concept of nationalism means that a prime objective of the federal
form of government is to achieve a viable balance between provincial
requirements for autonomy and the national need for uniformity, at least in
certain areas.
As it is, I think that Thirsk is trying to work from a normative
blueprint more tailored to the American than to the Canadian federation.^
American support of the 'melting pot' principle with respect to ethnic
communities rules out any notion of 'regional nationalism' as a basis for
federalism.
In the American case, the major question appears to be how much
fiscal decentralization is necessary for efficiency. The resolution of this
question has led to a federal system with one level of national government
and two levels of local government.
It is in marked contrast to the Canadian
system, with its two levels of government concerned with general economic and
social policies and its one level of government concerned with the provision
of local public services.
Tailoring the blueprint more to the Canadian context would, among other
things, have given readers a much better idea of the Canadian perspective of
intergovernmental fiscal transfers.
Consider the phenomenon of equalization.
Canadians perceive equalization as an integral part of fiscal federalism, and
indeed the federal government in recent years has gone so far as to attempt
to incorporate the principle of equalization into the Constitution. These
are understandable developments in a federation where provincial governments
are expected to undertake distributional policies, but largely inexplicable
in one where such activity is perceived to reflect imperfect fiscal
assignment. The procedure of employing cost sharing grants to achieve
national standards or goals also makes sense, when perceived in a Canadian
context. Cost sharing involves an implicit compromise between national
policy and regional flexibility.
It is a compromise that is rarely
considered in countries where national programs can be maintained through
national administrations.
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III.

Equalization

In the last section of his paper, Thirsk provides a general perspective
of the role of equalization in the Canadian federation. Equalization is
employed to reconcile the right of provincial governments to undertake
economic and social development policies with the responsibility of the
federal government to maintain national efficiency and equity. To understand
this role, one might consider what would happen in the absence of
equalization.
Since Canadian provincial governments have substantially
different fiscal capacities, the removal of equalization would both lower
public services and raise taxes in poor provinces compared to rich. These
changes would promote economic inefficiency, by inducing mobile factors of
production to migrate excessively to the more fiscally affluent areas.
It
would also increase horizontal inequity, by reducing the fiscal residua of
people in poor provinces compared with those of their counterparts (i.e.
people with like incomes) in rich provinces.^ The maintenance of an
equalization program, on the other hand, eliminates the variations in
provincial government fiscal capacities which promote the efficiency and
equity loss.
Admittedly, equalization is not expected to eliminate the national
efficiency and equity loss entirely. That would occur only if provincial
governments used their equalized fiscal capacities to adopt identical fiscal
policies. This is unlikely in view of the diversity in provincial
objectives. The remaining loss is not a damning indictment of equalization,
however, unless one is prepared to argue against the non-economic rationales
for Canada’s federal state.
In the Canadian case, equalization reduces
considerably the inefficiency and inequity loss while leaving provincial
governments considerable scope for defining policies in line with their
electorates' wishes.
It is interesting that, while Thirsk's paper provides fairly tentative
and unconvincing arguments for the principle of an equalization program, it
is much more definitive and convincing with respect to the mechanics of such
a program. Two major issues facing the Canadian system are concentrated on the issue of how equalization should be financed, and the issue of how
interprovincial equity should be defined - and in both cases the basic
assessments are valid.
The financing problem with respect to equalization arises from the fact
that the federal government raises revenue from only some of the tax bases
that it equalizes on behalf of the provincial governments. Until the mid1970s this fact was considered to be of no consequence.
But with the OPEC
developments of 1973-74 this changed. The rapidly increasing price of oil
substantially increased some provinces' fiscal capacities relative to others.
It thus increased the cost of the equalization program, but unfortunately
provided the federal government with little additional revenue for financing
it. When the problem was first noted, it was percei /ed mainly as a practical
one of how the federal government might generate additional funds, and public
policy reflected this. But later, largely as a consequence of Courchene's
work, it was recognized that a problem of principle was also involved.
Determining provincial equalization grants without adjusting for the source
of the funds, was recognized as an arbitrary feature of the program. Placing
the calculations on a net rather than on a gross basis has been recognized
not only by Courchene and Thirsk, but also by most other analysts, as a
modification of the equalization procedures which is justified on a
conceptual basis.
It is interesting that the question of how interprovincial equity should
be defined remains a policy issue with respect to Canada's equalization
program.
Canada has traditionally adhered to the broad-based equity concept,
which more or less implies that people with like incomes in all parts of the
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country are entitled to the same level of public services for the same amount
of taxes. Recently, however, the Economic Council of Canada has been
exploring a narrower concept, implying that the objective of the equalization
program is to offset inequities, after the fiscal policies of the provincial
governments have had their effects.
It is a concept with little conceptual
rationale, but one which might be construed as being more consistent with the
federal government's constitutional powers and which saves the federal
government money. However, the lack of a sound conceptual basis means, I
suspect, that the issue will occupy policymakers' attention for only a very
short period.
An issue concerning equalization procedures which is not treated in the
Thirsk paper is whether provincial government fiscal capacities allocated to
.saving (or dis-saving) should be equalized. Up to the 1970s the issue of
unbalanced budgets was not explored, partly because it was believed that the
phenomenon was of no quantitative significance, and partly because it was
implicitly assumed that provincial government financing practices made no
difference for policies designed to achieve national goals. Neither belief
was well founded. Recent work suggests that equalization grant entitlements
should be based on provincial fiscal capacities which are standardized to a
balanced budget basis (Brown, 1981).

IV.

Cost Sharing Programs

As mentioned earlier, besides equalization, the dominant feature of
Canadian fiscal federalism has been its use of cost sharing grants for
promoting national standards. With respect to these grants, four program
areas, involving public medical insurance, public hospital insurance, post
secondary education finance and social welfare, have been particularly
important. Until 1977, each of these areas was cost shared between federal
and provincial governments, on roughly a 50-50 basis. The federal
government's financial contribution promoted national standards, but left
final program decisions in the hands of provincial governments.
It was a
system which met the needs of Canadian citizens well, and which also met the
need for compromise implicit in the federation. However, as a funding
arrangement, cost sharing was not liked by either federal or provincial
governments.
The federal government believed that cost sharing made its
funding commitment too open-ended, and the provincial governments felt that
cost sharing meant that they were being bribed with their own money. The
political antagonism to cost sharing fostered its removal with respect to
three programs, under the terms of the Federal-Provincial Fiscal Arrangements
and Established Programs Financing Act 1977.
(These arrangements have been
slightly modified since 1977, as Thirsk notes in his paper.)
While the details of Established Programs Financing (EPF) are extremely
complex, its general conditions are easily enough described.
First, it
groups three of Canada's major conditional grant programs, involving hospital
insurance, medical insurance, and post-secondary education finance, into one.
Second, the cost-sharing features in place prior to 1977 are replaced by
formula funding.
Specifically, the federal payment for all three programs is
defined in per capita terms, with the annual rate of increase defined by an
escalator based on gross national product. Third, the federal contributions
are designed to be provided about half in the form of cash payments and half
in the form of tax transfers.
It is this last feature of the Act which
accounts for most of its complexity.
The objectives and impact of EPF have turned out to De controversial.
A basic issue is whether EPF represents unconditional or conditional funding.
The fact that the programs are defined as 'established', the fact that health
and education funding are grouped together, the fact that the amount of
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provincial financial support is determined on a per capita basis, and the
fact that tax transfers are involved, all tend to suggest that EPF funds are
unconditional.
On the other hand, the fact that the funds are earmarked, and
the fact that the four conditions concerning health standards are retained
in the 1977 Act, imply the opposite. The federal government's propensity to
vacillate on the matter, depending on the political situation, exacerbates,
rather than diminishes, the controversy.
The disputes over the intent of EPF have their counterparts in the
discussion on effects. Here, the issue is not what has happened after EPF,
but whether EPF is a determining factor. Specifically, has EPF contributed
to most provincial government tightening their budgets for each of their
established programs, and has it contributed to their becoming more lax about
the increasing prevalence of private billing by doctors in defiance of the
national medical insurance plan? My inclination has been to respond
affirmatively to both these questions, because the shift from cost sharing to
formula funding under EPF has removed all financial incentive for provincial
governments to resist these trends (Brown, 1980). On the other hand, many
analysts are inclined to dismiss the importance of the financial inducement
associated with cost sharing. They suggest that the recent trends would have
developed with or without EPF, because of the recessionary forces and the
increasingly conservative ethic currently influencing public policy.
Considering the controversial nature of EPF, and the fact that EPF grants
account for well over half of the federal government's fiscal transfers to
the provinces, the treatment of EPF in Thirsk's paper is rather skimpy. The
discussion on EPF is restricted to about a page and a half, and concentrates
mainly on describing what happened without commenting on its desirability.
Whether intentional or not, the discussion gives the impression that what is,
is right. As already explained, it is not an impression that I subscribe to.

V.

Conclusion

My general impression of the Thirsk paper, as it involves an evaluation
of the Canadian federal system, must be obvious to the reader at this point.
Insofar as there is a normative framework for evaluation purposes, it is not
sufficiently tailored to the Canadian system to be of much help.
Consequently, when Canadian federal arrangements are described, they appear
to have little conceptual rationale.
In fact, this is not the case.

NOTES

The author is Professor of Economics, University of Calgary, Canada.
The Thirsk blueprint also works well in devising principles for the
devolution of power in a unitary state.
In my view, the paper by Gordon
(Chapter 2 in this volume) really represents an effort along these
lines.
Many analysts have not understood this, and have persisted in analyzing
Canadian cost sharing programs as though the statements about national
standards were really euphemistic statements about provincial
externalities. Not surprisingly, when the cost sharing programs have
been analyzed from this perspective, they have usually been found
wanting.
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A person’s fiscal residuum is defined as public expenditures on his
behalf less taxes paid by him.
^

See, for example, Courchene and Melvin (1980).
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TAX ASSIGNMENT AND REVENUE SHARING IN CANADA
Commentary
by
*

John G. Head

As Thirsk points out in his interesting paper, the history of inter
governmental fiscal relationships can be viewed as a continuous search, in
a changing world, for a set of fiscal arrangements that will allow each level
of government to fulfill adequately its expenditure obligations. The focus
of his paper is on the period since World War II and he considers separately
the vertical and horizontal dimensions of the tax assignment and fiscal
balance issues.
In relation to the traditional public choice issue of vertical balance,
his survey shows how, following the centralization of income tax at the
federal level in response to defence needs during World War II, inter
governmental fiscal relationships in Canada were adjusted by stages to the
very different conditions and requirements of the post-war era, including a
relatively much reduced demand for federal services and a massive increase
in demand for services originally assigned to the provinces under the
Constitution.
These adjustments can be considered under two main headings:
first, the return of independent income tax powers to the provinces which
began with the tax-sharing arrangements of 1959-62 and culminated in the tax
collection agreements which have prevailed with relatively minor changes for
the past twenty years; and second, a progressive transfer, or sharing, of
provincial expenditure responsibilities with the federal government achieved
by means of a huge expansion of conditional grants or shared-cost programs.
The latter was finally reversed only in recent years under the Established
Programs Financing (EPF) arrangements, introduced in 1977, which resulted in
a return of expenditure prerogatives and a further transfer of income tax to
the provinces.
For the period as a whole it could fairly be said that, in spite of the
massive adjustments required, major problems of vertical fiscal imbalance
have been successfully avoided.
Indeed the fiscal techniques and strategies
used for this purpose, from the tax abatements and tax collection agreements
to the EPF arrangements, offer a wealth of ideas and lessons which might
usefully have been applied in other federations such as Australia, where
problems of vertical fiscal imbalance have proved particularly intractable.
The Canadian experience shows, in particular, how most, if not all, of the
advantages in terms of uniformity and simplicity of income tax legislation
and an effective federal contribution to the achievement of the stabilization
and distribution functions can be achieved without a major sacrifice of the
basic public choice principle that governments on all levels should be
required and able to meet their expenditure responsibilities by taxing their
own residents, at least over relevant marginal ranges of government spending.
This is not, of course, to suggest that there are no significant problems
of vertical tax assignment in Canada. As Thirsk points out, some of the
taxes currently exploited by the Canadian provinces and municipalities, such
as the corporate income tax, natural resource taxes and the tax on nonresidential property, distort locational choice, are shifted to non-residents
and may be vulnerable to interjurisdictional tax competition.
Some otherwise
avoidable welfare losses are therefore likely as a result of a non-optimal
solution to the problem of vertical tax assignment. As in Australia the
destruction of the death tax system can clearly be attributed to an error in
vertical tax assignment.
To an Australian, however, these deficiencies seem
rather less important than the very obvious advantages for vertical balance
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which must flow from the employment at the provincial level of adequate and
economically suitable sources of revenue, in the form of a broad-based
indirect consumption tax levied on the destination principle and the
residence-based personal income tax, features conspicuously absent throughout
the post-war period in Australia.
In relation to the issue of horizontal balance, Thirsk notes that,
following Australian precedents, the Rowell-Sirois Commission in Canada had
proposed in 1940 what amounts to a principle of financial equality for
provincial governments under which the financially weaker low-income
provinces would be enabled, through a system of unconditional grants, to
provide a national average standard of services without having to impose
taxes of more than average severity. He then proceeds to show in his review
how this general principle has gained strong support in Canada over the post
war period and, since 1957, has been applied on the tax side with increasing
rigour and sophistication.
As compared with Australia, an important
distinguishing feature of the Canadian equalization system is that no attempt
has been made to extend the detailed calculations and adjustments to the
expenditure side of the budget. As a result no allowance is made for
possible interprovincial differences in the cost of providing comparable
services.
Instead there is an implicit assumption that per capita costs are
identical in all provinces, and the same assumption is reflected in the per
capita basis which now applies in the distribution of grants under the major
shared-cost programs.
Repelled by non-individualistic 'organic state' conceptions of
equalization between state governments, some economists, following Buchanan
(1950), have attempted to rationalize the principle of financial equality in
terms of basic public finance objectives of horizontal equity and efficiency.
As Thirsk's discussion shows, this Buchanan approach is still alive and well
in Canada, and has been very much to the fore in the recent review of the
equalization system by the Economic Council of Canada. Whilst much of the
resulting analysis appears interesting and may be useful, it is important to
emphasize that the link between financial equalization formulae of the
Canadian or Australian variety and the traditional public finance objectives
of horizontal equity and efficiency is at best highly tenuous in principle
and very uncertain in application.
Even if there were no major problems
associated with the detailed calculations, unconditional financial
equalization grants will not generally ensure equal treatment of economic
equals residing in different provinces. As Thirsk points out, a distinction
must accordingly be drawn between the conventional ex post and a so-called
(I believe misnamed) ex ante concept of horizontal equity; and it is only
the latter objective which can be achieved through unconditional grants.
It
is far from clear, however, whether the extremely diluted concept of ex ante
horizontal equity can provide any ethical justification for the principle of
financial equalization.
If equals are not actually to be treated equally and, under the so-called ex ante concept, they are not to be treated
equally even in expected value terms - how can the principle of horizontal
equity have any bearing on the matter? The ex ante concept is simply a
casuistical translation of the financial equalization principle into a
pseudo-horizontal-equity terminology. Much interesting analysis provided by
the Council on such burning issues as the appropriate treatment of natural
resource revenues, and based on a further distinction between a 'broad' and a
'narrow' interpretation of ex ante horizontal equity, rests therefore on
very uncertain conceptual foundations.
There are, moreover, notorious practical difficulties involved in any
serious attempt to apply the ex ante horizontal equity principle to the
design or reform of the financial equalization formula; and it is in any case
clear that the Canadian equalization formula, like the Australian, falls far
short of the ideal. Thus, for example, there is no way the representative
provincial tax system, on which the equalization payments are based, could
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possibly be regarded as horizontally equitable. Difficulties on the
expenditure side are, if anything, even greater as the appropriate formula
for expenditure attribution is still the subject of fierce dispute in the
literature.
If, for example, the well known arguments of Aaron and McGuire
(1970) are accepted, it would appear that the Canadian equalization system,
with its implicit assumption of an equal per capita rule for expenditure
attribution, could not possibly enable the governments of low-income
provinces to eliminate differences in fiscal residuals as required by the
ex ante notion of horizontal equity - except perhaps in very unrealistic
special cases, such as a model of identical public goods preferences and zero
marginal utility of income. And the proposal for taxing the net fiscal
residual under the ’narrow’ (as against the 'broad') ex ante concept, which
provides the basis for the Council's intriguing compromise solution for the
inclusion of only part of natural resource revenues in the equalization
formula, likewise becomes arbitrary or non-operational in the absence of any
clear justification for simple per capita expenditure attribution.
Of course, the real test of a financial equalization system is its
general acceptability to the sovereign states which comprise the federation.
Fortunate indeed are those federations which, like Canada or Australia, have
been able to resolve, on a semi-permanent basis, serious political
differences over intrinsically controversial matters of horizontal fiscal
imbalance and horizontal tax assignment by means of a generally accepted
magic formula lacking any real justification in terms of traditional public
finance objectives. As the example of the United States clearly shows, the
standard financial equalization formula on the Canadian or Australian model
provides no universally applicable solution.
In the U.S. setting the issues
of horizontal balance and horizontal tax assignment are viewed in a very
different light and the prevailing conceptions of interstate equity have more
in conmon with the Musgravian notion of inter-nation equity.
The conflicting
claims of source and residence jurisdictions to a given tax base must
therefore be carefully weighed without the benefit of any overriding
presunption in favour of full equalization.

NOTE

Tne author is Professor, Department of Economics, Monash University,
Melbourne, Australia.
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TAX ASSIGNMENT AND REVENUE SHARING IN THE FEDERAL
REPUBLIC OF GERMANY AND SWITZERLAND
Ewald Nowotny*

I.

Introduction

With regard to the study of federalism, the three German speaking
countries can be seen as a unique 'laboratory of nations': all three of them
have a federal structure, but of a very different nature in each country (see
Table 11.1).* Switzerland has one of the most far-reaching systems of
federalism in the world, Austria^ possesses a much more centralized system,
whereas Germany (Federal Republic of Germany) is characterized by a
rather exact balance between the federal and the state/local level. There
are also pronounced differences in tax structure and tax assignment between
the three countries.
It is, however, a common characteristic of all three
countries, that the federal level is financed primarily by commodity taxes,
whereas the revenues from income taxation flow primarily to the state and
local levels.

Table 11.1
PERCENTAGE OF TAX REVENUES BY LEVELS OF GOVERNMENT, 1979
Federal

State/Local

Social Security
Funds

Germany^

32

32

34

Switzerland

28

41

31

Austria

51

21

28

United States of America

44

30

26

Australia

80

20

0

Note:

(a) 2 percent supranational organizations

Source:

OECD (1981).

The federal structure of a country, and therefore also problems of tax
assignment and revenue sharing, cannot be properly understood without
reference to its historical background.
This is especially evident, if one
tries to evaluate the very different systems of fiscal federalism in the
German speaking countries.
In presenting these systems for Germany and
Switzerland, I will, therefore, first give a short account of the historical
background, then describe the present situation, and finally outline some
problem areas in each of the countries.

II.
A.

Federal Republic of Germany (Germany)
Historical Background

The first German Republic, as it was created after World War I, had a
rather centralized financial structure which, during the Nazi years,
degenerated to an extreme form of centralism. To secure a system of 'checks
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and balances' after World War II, the Allies, in particular the Americans,
ordered a far-reaching reorganization of government in Germany, with the
aim of creating a very restricted central government and a viable federalism,
based on the power of the states (see R.J. May, 1969). Thus to a large
extent the historical German states were broken up, which meant the end of
Prussia, which had been the dominant German state.
The newly emerging federal structure consisted of fewer states than in
the Weimar Republic, and economic and political power was more equally
distributed, although substantial differences in size and wealth remained.
However, what is of interest in this context is that Germany is the only
modern example of a major industrial state where a federal structure has been
newly created which also involved a massive territorial reorganization.
Thus, there existed the chance that regional organization might follow the
lines of 'perfect mapping' of the theory of fiscal federalism, although the
main driving force was, of course, the political determination to create a
strong federalist structure as the cornerstone of a viable system of checks
and balances.
There were two distinct approaches to a typical decision problem of
fiscal federalism:
One, favoured by the Americans, was to give as much
financial autonomy as possible to the states to strengthen their position and
to limit fiscal equalization to a system of specific grants-in-aid. The
other approach, advocated by the German Parliamentary Council, the elected
representatives of the German people, emphasized fiscal equalization between
the states, which should be achieved through redistribution of the revenues
of certain taxes from the richer to the poorer states by the central
government. The outcome of this discussion shows a very characteristic
trend: whereas, in principle, the idea of the budgetary independence of the
central government and the states was laid down in the Basic Law^ the
further history of fiscal federalism in Germany can be characterized as
a process of increasingly closer fiscal interrelation between central, state
and local governments, with the aim of achieving greater regional fiscal
equality.

B.

The Present System

(1) Tax Allocation
Different aspects of the power to tax must be distinguished. (For a
systematic discussion of the various forms of coordinated taxing schemes see
Break, 1980, pp. 34 ff.) The law giving power rests overwhelmingly with the
federal government, whereas the legal taxing power of the states is
restricted to local excise taxes. Tax administration, on the other hand, is
executed by the states, with the federal government only responsible for the
administration of the federal excise taxes, tariffs and EEC taxes. As
concerns the distribution of tax revenues (Table 11.2) a distinction must be
made between taxes allocated specifically to one level of government and
'shared taxes', the revenue of which is shared between federal, state and
local governments.
The relative importance of these shared taxes has risen
steadily in the post-war period and in 1980 amounted to about 81 percent of
total tax revenues of all levels of government.
(In 1965 this share amounted
to only 39.3 percent.)
The distribution pattern of the shared taxes, other than value-added tax
(VAT), is fixed in the constitution. The distribution of the value-added tax
is regulated by federal law, thus offering an opportunity for flexible
adj ustment.
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The revenue of most of the excise taxes, e.g. on oil, tobacco, alcohol
etc. is allocated exclusively to the federal government. Taxes allocated
exclusively to the states are, for example, the property and inheritance
taxes (which play, however, a minor role in the German tax system), and the
automobile tax. Since 1980, the only major form of taxation allocated
exclusively to local governments is the taxation of real estate.
Traditionally, however, the main exclusive source of revenue of local
governments has been the 'business tax' (Gewerbesteuer). Originally this tax
was levied in two forms. One form, which was abolished in 1980, was a local
payroll tax, based on the actual wage bill of the employees working in each
municipality. The other form, which still exists, is a combination of a
profits and property tax, allocated to the municipality of the seat of a
company's headquarters.
In recent years this tax has been one of the most
disputed forms of taxation in Germany and Austria (where this tax also
exists). The main arguments against this form of local business tax
concerned the profit tax element (Wissenschaftlicher Beirat, 1982). As
profit taxes exhibit large cyclical fluctuations, a destabilizing influence
is exerted on local revenues, leading to pro-cyclical investment behavior
(see also Section IVC below).
There also has been concern with the locational impact of both forms of
the business tax. This tax obviously leads to financial advantages for
'factory and business-towns', relative to 'residential towns' and rural areas,
which may not be in line with actual expenditure needs. The financial
incentives connected with this tax also result in competition among municipal
ities for the location of business enterprises. This may lead to macroeconomic
distortions with regard to an efficient pattern of business location.
Additional macroeconomically oriented reservations about the other
elements of this tax^ eventually led to reforms: a partial exchange of
the business tax for a share in the revenue from the income tax in 1969; and
in 1980 elimination of the payroll tax component. The local governments were
again compensated by a higher share in the income tax and a higher share of
the remaining business tax, which since the reform of 1969 is a tax shared
between all three levels of government.^
Reflecting the tax allocation described above, the revenue structure of
the federal government (see Table 11.2) is characterized by a 56 percent
share of commodity taxes, whereas the main source of income for the states
and local governments are taxes on income. This structure of vertical
assignment of revenue sources is obviously not i . accordance with most public
finance prescriptions (see, for example, R.A. Muigrave, Chapter 1 in this
volume) concerning tax allocation in a federation, which would allocate
income taxation to the central government and excise taxes to the lower
levels.
It should be noted, however, that the distribution of revenues shown
above relates only to the structure of tax proceeds as it emerges via the tax
sharing process. Tax regulations and rates for all major taxes are based on
federal law and are uniform nationwide. As will be discussed later, this
structure must also be seen as the outcome of political processes stressing
especially the goals of regional equalization.

(2) Revenue Sharing at the State Level
As a general rule shared taxes are distributed to state and local
governments on the basis of source.
'Source' generally is defined on the
basis of the territoriality principle. This means that taxes are regionally
allocated according to domicile.
Taxes, however, in the first place are
allocated according to company headquarters in the cases of corporate profits
taxation and pay-as-you-go taxation of wages at the company level.
In these
latter cases the constitution had originally demanded that tax revenues
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should be regionally distributed according to the actual regional pattern of
value added.
But this procedure of regional distribution was not put into
practice as it was considered as being too impractical and too costly.
Instead a policy was followed to increase regionally equalizing transfer
payments to compensate for the distortions resulting from the actual system
of regional tax allocation. The fiscal reform of 1969 stated again the need
for distribution of tax proceeds according to the actual regional
distribution of source of income. A special law (Zerlegungs-Gesetz, 1971)
now contains rather complicated procedures for the distribution of
corporation income and wage taxes paid by companies with annual incomes above
DM3 milliom (US$1.4 million) and with branches in different states.
Basically these procedures have the effect of ensuring a regional
distribution of tax revenues that reflects the regional structure of the wage
payments of a company.
There is one important exception from the principle of revenue
distribution on the basis of source:
seventy-five percent of the revenues
from the value-added tax are distributed among the states on the basis of
population:
of course, this has an equalizing effect. The rest is used for
special transfer payments to states whose tax capacity is below average.
In addition to sharing the revenue of the VAT and vertical transfers
from the federal government a further step to reach greater fiscal equality
among the states involves horizontal transfer payments from rich to poor
states. The transfers among the states follow a formula which tries to
reflect both tax potential and revenue needs.^ Tax potential (Steuerkraft)
is calculated on the basis of revenues from state taxes plus 50 percent of
the standardized tax potential (including local governments’ share of the
income tax, the real estate tax and the business tax) of a state's local
jurisdictions.
Average nationwide per capita tax revenues are used as a basic proxy for
per capita revenue needs. This basic proxy is then multiplied by population
numbers constructed to account for 'special burdens' of each state. The main
adjustment relates to the population size of municipalities by giving
different weights to inhabitants according to the size of the community.
Thus, the first 5,000 inhabitants are weighted by 100 percent, the next
15,000 inhabitants by 110 percent, and so on up to a highest 'marginal
weight' of 130 percent for each inhabitant above one million. This means
that the inhabitant of a larger town 'counts' for more than the inhabitant of
a small one. This reflects the view, discussed in German literature as
'Brecht's Law', that per capita expenditures increase with increased
population size of a community (see Hauser e t a l ., 1975; Bauer e t a l ., 1977).
A second adjustment relates to population density:
for communities of more
than 500,000 inhabitants, the calculated number of inhabitants is further
increased in accordance with higher population densities.^
The extent to which tax potential and need differ determines the
direction and volume of the 'equalization payments' (Ausgleichszahlungen) the
'rich' states have to pay to the 'poor' states. This equalization process
only aims at a partial reduction of fiscal disparities, to allow for
incentives and federal diversity. The basic rule, however, is to raise the
equalized revenue of 'poor' states to at least 95 percent of the average per
capita tax revenue of all states. These equalization payments amounted to
DM2.2 billion in 1980. Together with the equalizing transfers of the federal
government (DM1.4 billion) financed out of the federal share of the valueadded tax, this represents only about 3 percent of total tax receipts of the
states. This shows that the quantitative volume of these complicated
additional equalization procedures is not very large, although they help to
achieve a substantial equalizing effect (see Section IVB below).
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(3) Revenue Sharing at the Local Level
The shares of revenues from the income and business taxes that are
allocated to local governments are distributed on the basis of source. In the
case of the business tax, that means that tax revenues from companies with
branches in different local jurisdictions are split up according to the local
distribution of wage payments. The system of local distribution of the
income tax share was one of the most critical points in the discussions
leading to the law on local fiscal reform (Gemeindefinanzreform-Gesetz,
1969). According to this law the revenue from their income tax share is
distributed among the municipalities of a state in proportion to the
I contribution of the community's population to state-wide income tax revenue.
! To create a certain equalization effect the share of each municipality is not
determined by the total income tax revenue originating from this
municipality, but only by the income tax yield that is derived from incomes
in the lower, proportional, part of the income tax schedule.
Both the income and the business taxes are determined by federal law.
But with regard to the business tax, there exists a limited degree of local
autonomy, as local governments have the right to vary tax rates within
certain limits. Even with regard to the special equalizing provisions shown
above, the distribution of tax shares according to local tax yield means that
even after the fiscal reform of 1969, with its equalizing effects, there
still remain substantial differences in per capita tax revenues of
municipalities.

j

Proposals to give greater weight to a procedure that would equalize
revenues on the basis of population have been rejected (Hinnendahl, 1974,
p. 200). The main argument is that the business tax represents some kind of
local benefit taxation as it can be seen as a payment for the burdens
involved by being the site of a business enterprise. Moreover, a need is
seen to maintain fiscal incentives for municipalities to strengthen their
local tax base, especially by offering a site for business enterprises.
The procedures for fiscal equalization between local governments vary
from state to state.
In no case, however, is there direct horizontal
equalization between municipalities; there is only indirect equalization via
the higher level of the states. The general principle is that part of the
tax revenues of the states® is used to form a local grant fund for
transfers to the municipalities. About 70 percent of the total is given in
the form of general purpose grants, i.e. with no strihgs attached. About 80
percent of these general purpose grants are allocated by a fixed formula
using definitions of tax potential and tax need along the lines discussed
above.^ About 30 percent of the transfer payments from states to local
governments take the form of specific purpose grants. The same formulas as
mentioned above for the allocation of general purpose grants are used when
calculating the contribution each municipality has to pay to organizational
structures at the county level (Landkreise).

C.

Summary and Outlook

Set up originally as a very federalistic system oased on far-reaching
fiscal autonomy of the states, the development of fiscal federalism in
Germany can be characterized as a continuing increase in the importance of
fiscal interrelations between the different levels of government. The aim
of achieving greater equality in the fiscal positions of the various states
and municipalities and of reducing allocative inefficiencies, especially
those associated with the traditional system of local finance, was the main
factor in this development.
But this development also reflects the outcome
of a long-run power struggle, in which the central government tried to gain
more influence relative to state governments.
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The tendency towards closer fiscal interrelations between the different
levels of government was brought about by various fiscal r e f o r m s . O n the
expenditure side the creation of Gemeinschaftsaufgaben (cooperative
programs) meant that responsibilities originally allocated by the
constitution exclusively to the states^ were now turned into joint
responsibilities (with regard to both planning and financing) of the federal
government and states. On the revenue side the trend toward closer fiscal
interrelations was characterized by including the value-added tax and the
business tax in tax sharing and by reducing the importance of local business
taxation.
Although this policy seems to have been successful in achieving the goal
of greater fiscal equalization (see Section IVB below), it has had some
'side-effects' which are attracting increasing criticism in Germany (Biehl,
1981, pp. 97 ff). The greater extent of tax integration obviously restricts
fiscal flexibility for each of the the participants, implying a special
restriction on the conduct of macroeconomic policy by the federal government.
As the value-added tax is the only tax for which the distribution of revenue
shares is not determined in the Basic Law, the revenue distribution of this
tax is the only major element of flexibility in the allocation of tax
revenues between different levels of government. This means, however, that
disputes between the federal government and the states about the 'proper'
distribution of revenue from this tax have become a permanent item of German
politics. This has contributed to a tendency of delayed adjustment to
economic changes and corresponding changes in fiscal needs.
(An instance of
this is the growing fiscal imbalance of the federal government following the
expansionary fiscal policy in the recession since 1975.)
From a welfare point of view problems arise if the political constituency
that chooses the level of public goods supply is different from the decision
making level for matters of tax policy (see Brennan and Buchanan, Chapter 2
in this volume). Moreover, from a policy making point of view, the tendency
towards increased revenue sharing has the effect of obscuring direct
political responsibility for tax policy. As the legislative control of all
major taxes rests with the federal parliament, (the second chamber,
Bundesrat, representing the states also plays an important role), the public
places political responsibility in matters of taxation almost exclusively on
the parliamentary majority at federal level. On the other hand the (positive
or negative) revenue effects of tax changes are borne to a large extent at
the state and local level, where there are often very different political
majorities. This structure obviously creates opportunities for extended and
complex political maneuvering. This is generally considered to lead to
decreased efficiency and flexibility of tax policies as a whole, especially
in times of increased fiscal problems.

III.
A.

Switzerland
Historical background

Switzerland is the oldest and probably the best functioning example of
a highly federalistic state, as it developed from the need to combine in a
small community four different native languages, two major religious
affiliations, and substantial differences in economic power and cultural
background. The cantons, therefore have always been the center of the public
sector. Today, of all OECD countries, the federal government still plays the
smallest role in Switzerland (see Table 11.1).
A further characteristic of the Swiss constitution is the strong position
of direct democratic rule via referendum, pertaining above all to tax
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provisions. According to the expectations (and probably also to the delight)
of most public choice theorists, this system of direct voting exerts a
distinctly conservative influence on both tax structure and tax levels.
Thus, the history of fiscal reform in Switzerland can be seen as a 'history
of tax proposals turned down by referenda' (Meier, 1982, p. 176).
This also holds with regard to tax allocation, which basically still
reflects the simple financial arrangements of the constitution of 1848, in
which the central government was given power over customs duties and some
minor indirect revenues, whereas direct taxation was reserved for cantons and
local governments. There have, however, been substantial modifications,
especially during the period of the World Wars. But after the end of World
War II, an almost perfect reconstruction of the pre-war distribution was
achieved (see Table 11.3).

Table 11.3
SWITZERLAND:

PERCENTAGE DISTRIBUTION OF TAX REVENUES, 1938-77
%

Central Government

Cantons

Municipalities

1938

45

28

27

1946

62

20

18

1960

49

27

24

1970

45

30

25

1977

40

33

27

Source:

Statistical Yearbook 1981.

One main factor in this development is the concentration of income
elastic direct taxation at the cantonal and local levels, which can thus
profit from fiscal dividends. The other factor is the constitutional barrier
facing the central government, according to which tax increases have to go
through a difficult - and rarely successful - process of approval by both
cantons and direct referendum. This holds especially for proposals for a
uniform income tax at the federal level, and for the change of tne present
sales tax to a system of value-added taxation.

B.

The Present System

(1) Tax Allocation
The Swiss System is characterized by a far-reaching fiscal independence not
only vertically (between the various levels of government) but also
horizontally (between the various cantons and municipalities).
For the
central government, the most important 'exclusive' taxes are the turnover tax
and import duties. Cantons and municipalities derive their tax revenue
almost exclusively from taxes on income and property (Table 11.4). In the
taxation of both personal and corporate income, and to a minor extent in the
taxation of wealth, all three levels of government exert their power of
taxation to a large degree independently. Though attempts to harmonize tax
rates have failed, at least formal harmonization with respect to uniform
definitions of taxable income etc. has been achieved.
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Table 11.4
SWITZERLAND:

STRUCTURE OF TAXATION, 1979

Federation

Cantons

Local Governments

Type of Tax
Share of
Total Tax
Revenues,
SFr
million
Taxation on income
and wealth
National defence
tax
Withholding tax
Other direct
taxes
Taxes on
consumption
Turnover tax
Tax on Tobacco
Customs duties
Other direct
taxes

Share of
Total Tax
Revenues,

%

SFr
million

%

SFr
million

4,783

36

10,401

84

8,303

3,090
942

23
7

751

6

8,473

64

837

6

31

4,234
637
3,002

32
5
23

600

4

1,208

10

183

2

12,452

100

8,517

100

Receipts from tax
sharing
Total

13,256

Taxes as a
percentage of
total revenue
Source:

Share of
Total Tax
Revenues,

100

89

60

%
98

-

53

Statistical Yearbook 1981.

As 69 percent of total tax revenue in Switzerland came from direct
taxation in 1979, the allocation of the bulk of this revenue to highly
autonomous regional and local levels has resulted in substantial differences
in regional and local tax burdens (see Section IIIC). There exists no
federal law to avoid cantonal double taxation.
But by means of case law a
concept has been developed entitling each canton to tax income originating
within its borders (origin principle), with special provisions to prevent the
avoidance of the effects of progressive tax rates (see Dafflon, 1977, p. 88).
The only major tax which is shared between the central government and the
cantons is the national defence tax (direct federal tax). This tax,
introduced in 1940, is not, as its traditional name might suggest, earmarked
for military expenditures.
It is a general progressive income tax,
supplemented by a wealth tax and levied at the national level. A 30 percent
share of the revenue of this tax is allocated to the cantons and forms the
major instrument for fiscal equalization.
There are additional tax sharing
programs for a number of minor taxes that are summarized in Table 11.5.
In
total, the volume of tax receipts going to cantons via tax sharing amounts
to only 3.3 percent of total tax revenues in Switzerland, or 9.6 percent of
the total cantonal tax revenue.

-

268-

a

<u -Ö
—1 <u

to
XI
1
d
O
AJ
C
cO
r^

•H 4-1
O T-l
f—
*i -pH
V
—
AJ
•H O u '
M 0 •H
a,
d
d d
o o d
•H -H a
4-1 4-J
d d
> pH d
1' —
' —
i-i a ,
# O ^i

c
o
-H
aj

3
XI
-H
U
I»

M H
O Q
4J

0)
d
c*
V
-H >o—
M
o d
•h a
AJ
d ’-H
pH d
H f\
a cn
0 *H

pH

cO

4J
U)
-H

3CCJ
>

a

a

tJ

a

C4

•d

M O

■a

•H

XI

cn
Ö
o

X) -H
d pH
4h O

<u

O

>4

a

d CO
•h d
to O

d
Cu
Ö0 -H CJ

O X
C CO

AJ

AJ
d

4H O to
o cj XI

4H

FEDERAL REVENUE SHARING, 1979

4-i x -a
d co aj

a
o

8
a)
a
'-\
V
_'
CO

a
a

c

nS

o
d JU
0
o —H
O
f*
V
—
1
*H N—P

O

o

° c?
4J O
C AJ
CJ
Aj
d
Ou
•-H

Q.
-H
CJ
*H
ct3

3
ON

a;
d
>

d
u
(V
nd
(1)
tx<

c

X d

AJ

2

4J

3

4-1

4H to
O XI

Oh

aj

AJ
d

AJ x )
d d

g

8
0)
a

S-4
ai
a

U CJ
S-i 0)
d pH
O-t pH

*o

'o

o 8
CM w

CM

X)

CO
x>
CM

O
*—
m

CO

CO
<1)
d
•H

CO

CM

00

UO

0

o

cO

o

%

4-1

to

3

d
r-<
w
tu
4-4
-a

pH

Q)
V-4 -L_l
•H AJ

3

tax

f«J pH
CO i—(
•H
0

dC\3
H
3
a
o
a,

pH

sj a
d d
•r-) (1)
4-1
d) 4J
-d o

|

h

4H Ö
O
cn *h
CO 4-1
o cj

o

d
o
•H

'd
d
M
tJ
3
Cj
CJ
o

co

X)

AJ
d
•H

SWITZERLAND:

<N CM

rH
CO
1-4

o

a.
a
o
•H

d
o

CT| —4

d
d
o

a,
•H
o
H
V-H
•H

d
o

X) X>

CO
pAH
-l
o

d
O
•H
AJ
CJ
•H
•d
co

IJ

•H

CO
CO
ctJ
CQ

u
0)
-d
3

a

AJ U
a at
0 cn

pH

*

a
0

o

0
Ar*
J—
i
AJ

269 -

d

AJ
CO

0

1—1

i—i

(j

A
O

d
Cn

2

-

d cj
O -H

-a

bo
r4
V
-H
•H

<v

to

X

<3

X
<1)
H
O

to
H
d
i Jl
A
-|H

X pH
rrlO cn
C
H

d
d
CQ
rH
d
d
O
2

CO
QJ
d
4A
CO
B

o
CO
d
o

Adapt

r-*
*
>
CO
O

Source:

o

(2) Revenue Sharing and Fiscal Equalization between Cantons
Traditionally there have been numerous forms of fiscal equalization on an

ad hoc basis in Switzerland, but since 1959 a formal law on fiscal
equalization between the cantons, covering the principles for federal
transfers and revenue sharing arrangements has been in effect (Bundesgesetz
über den Finanzausgleich unter den Kantonen, 1959). Direct equalization in
the form of revenue sharing works primarily via the 30 percent of the
national defence tax which flows to the cantons.
Of this share five-sixths
are distributed on the basis of return to origin. One-sixth (5 percent of
total revenue) is distributed to an extent of one-quarter according to
population share, whereas the remaining three-quarters go to cantons with
below-average per capita defence tax revenues.
The law of fiscal equalization contains the provision that direct federal
grants to the cantons must be differentiated according to fiscal capacity,^
unless there are other provisions for distributing the specific program
involved. The latter usually being the case, the real effect of this
provision, and thus the equalizing effect of federal grants, is not very
large. ^
Viewed over longer periods, there is, however, a tendency to direct both
the effects of revenue sharing and federal transfers more specifically towards
the poorer cantons, although this tendency has not increased very much in the
1970s. Whereas the overall importance of federal contributions to total
cantonal revenues in 1978 was about the same as in 1950, the importance of
these contributions for financially poor cantons grew considerably (Table
11.6). This reflects the underlying philosophy of Swiss fiscal federalism of
substantial fiscal autonomy of each public household, and limited, but closely
targeted, fiscal equalization measures (Columberg, 1972).

Table 11.6
SWITZERLAND:
FEDERAL TRANSFERS AND TAX REVENUE SHARING
AS PERCENTAGE OF TOTAL CANTONAL REVENUES
1950
%

1970
%

1978
%

Average of the 6 cantons with
highest per capita income

20.0

17.9

14.1

Average of the 11 cantons with
medium per capita income

22.0

29.0

24.2

Average of the 8 cantons with
lowest per capita income

26.8

42.8

43.7

All cantons

21.5

26.3

22.0

Source:

Eidgenössische Finanzverwaltung, Bern, Oktober
1979, in Meier (1982, p. 174).

(3) Revenue Sharing and Fiscal Equalization at the Local Level
According to the principles of Swiss federalism, the municipalities are
also financed mainly by 'own' tax revenues, typically in the form of a
surcharge on cantonal taxes on income and property. Thus, in 1979 the
transfers from federal or cantonal governments amounted to only 15 percent of
the total income of the Swiss municipalities.

-

270-

There exists no nationwide scheme of fiscal equalization with respect
to local governments, but each canton has its own specific combination of
revenue sharing and direct transfers from the canton. Although specifics
vary a great deal between cantons, the typical approach is to form a special
fund, financed by cantonal taxes. This fund is used to secure for each local
government a minimum level of per capita revenue by providing unconditional
transfers to communities with fiscal revenues below this level, usually
combined with the requirement of tax effort above a certain minimum level.
On a second level there exists a system of conditional grants especially for
expenditures in education and social welfare, differentiated according to the
fiscal capacity of each municipality. Although there exists no elaborate
system, the general trend leads to a form of fiscal cooperation which
provides a certain minimum standard both with regard to general revenue and
to certain local public responsibilities, without the need for far-reaching
controls or conditions (Hauser, 1980).

C.

Summary and Outlook

With a total population of 6.3 million people organized in 26 cantons and
several hundreds of municipalities, each of which is endowed with relatively
far-reaching fiscal independence, Switzerland clearly is a fiscal
federalist's show-piece.
Schemes of revenue sharing and fiscal equalization
do exist, but their overall importance is relatively small.
The practical importance of each community's fiscal independence is most
clearly visible in the marked differences in tax burdens between different
cantons and municipalities.
The total average income tax rate (including
federal, cantonal and local income taxes) to be paid in each income class in
the capital of each canton varies by more than 100 percent. Measured in
percentage points the differences are, of course, larger in high income
areas.
Thus, for an annual income of SFr200,000 (approximately
US$105,000), the tax rate varies between 12.5 percent (Altdorf) and 25.7
percent (Delemont), the unweighted average of all cantonal capitals being
21.4 percent. Moreover, even within one canton, the relatively large
importance of local income taxation leads to marked differences in overall
income tax burdens, especially for high income groups.^
To study the causes and effects of the wide variations in tax burdens
among Swiss communities would in itself be a fascinating study in fiscal
federalism.
In the context of this paper only a few points can be made. As
all major expenditure decisions typically have to be approved by a referendum
simultaneously with the financing of public projects, the regional
differences in tax burdens could be explained along the tradition of Tiebout
(1961) as reflecting different preferences towards public activities.
Because of relatively large interregional differences in income and fiscal
capacity, however, and only weak schemes for fiscal equalization, different
tax levels could also be interpreted as showing the greater difficulty
experienced by poor cantons in securing a certain minimum standard of public
goods. A third factor may be the attempt on the part of some cantons to use
low tax rates for high incomes as an instrument of interregional competition.
A first look at the tax structure of Swiss local governments indicates
that all three factors may be important. Thus, there are relatively poor
localities showing tax rates above average for low income groups, and below
average for high income groups. Rich communities like Zürich typically show
tax burdens below average for low, and above average for high income groups,
probably reflecting also different political majorities in larger towns.
Furthermore, cantons with overall tax rates above the national average tend
to be located mainly in the French speaking parts.
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There is, as expected, a close correlation between cantonal per capita
income and per capita tax revenues (Spearman's rank correlation coefficient
is 0.84). As Swiss studies (Richenberger, 1976, p. 70) indicate that there
are only small differences in cantonal and local public service levels, it
can be concluded that at least a large share of the difference in local
average tax rates is caused by differences in per capita income,^ i.e.
fiscal capacities (Lehner, 1970). This would indicate that the substantial
local tax rate differences in Switzerland must be interpreted primarily as
the consequence of an inadequate system of fiscal equalization, and to a
lesser degree as the outcome of some kind of benefit principle of taxation.
In this case, even more than in a Tiebout world, tax induced migration would
be expected.
It is, however, very difficult to provide empirical evidence for this
hypothesis, as there are substantial differences not only in average tax
burdens but also in tax structures, so that different groups of people may
be affected in different ways. Taking a first look at population growth, no
significant correlation with differences in tax rates can be seen.
Further discussion would require a more detailed investigation but, in any
case, tax induced migration is of no great public concern in Switzerland.
There are, however, numerous examples of national and international companies
seeking regional 'tax havens' for their legal seat (Traktandum, 1981, p. 8).
To limit regional competition via tax concessions to new industrial
enterprises, the equalization law of 1959 prohibits cantons from granting tax
exemptions for special cases.
It does not, however, prevent the cantons from
adopting tax codes that differ from one another.
There have been several proposals (e.g. Höhn, 1975; Frey, 1977; and
Bieri, 1979) for greater centralization of direct taxation by transferring
tax legislation to the federal level by enlarging the system of tax sharing
and by restricting the scope for cantonal and local income taxation to
certain limited surcharges on a federal income tax. There have also been
several proposals for a more far-reaching system of fiscal equalization
between cantons and communities (Letsch, 1972; Dafflon, 1977). But none of
these proposals have had major practical influence. The complex system of
Swiss federalism, with the requirement for all reforms to pass both a popular
referendum and a parliamentary process with strong blocking power for a
relatively small number of cantons, makes it very unlikely that any major
changes in the direction of more centralization will occur.

IV.
A.

Tax Allocation and Revenue Sharing: Evaluation and Comparisons
Allocative Aspects

(1) Fiscal Decentralization and National Tax Share
Very different degrees of fiscal decentralization are possible:
from
regional autonomy with respect to tax legislation, tax administration and
revenue, to a unified national system of taxation with subsequent revenue
sharing. The first case roughly corresponds to the fiscal system in
Switzerland, the second roughly to that in Germany.
It may, therefore, be of
interest to compare these systems on the basis of the empirical evidence of
these two countries.
Many arguments have been advanced on grounds of resource allocation for
centralizing tax legislation and administration.
(For an extended
discussion, see, for example, Break, 1980, pp. 31 ff; and Mathews, 1980, pp.
56 ff.) The main points are the potential excess burdens of different
systems of taxation within one nation, the lower costs of central tax
administration, and the lower compliance costs for individuals and firms
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operating on the interregional level. There are, however, also allocative
advantages of a more decentralized system. The most important one is the
potential for a closer link between expenditure and tax decisions. This
could mean allocation better adapted to local preferences and less influenced
by bureaucratic intentions, more direct control, and finally more efficient
provision of public goods (Silkman and Young, 1982). Comparing Germany and
Switzerland under these criteria it is, of course, difficult to find clear
empirical evidence for each line of argument. No direct information is
available concerning administrative and compliance costs of various forms of
taxation.
In Germany and Switzerland, as in many other countries (Oates, 1977,
p. 17), tax sharing can be regarded as a substitution of central taxation for
locally raised revenues. A second strong influence, however, was the
additional use of central taxation for fiscal equalization via tax sharing
programs.
For the discussion of the allocative effects of a tax sharing
system it is also of interest whether state and local governments use tax
sharing revenues and grants-in-aid as a substitute or as an incentive for an
additional exploitation of own tax resources (Reischauer, 1975; Bös, 1978).
This question, however, can be of no practical importance in the highly
centralized system of intergovernmental fiscal relations in Germany. This
question theoretically could arise in Switzerland, but it is of no importance
in actual fiscal policy discussions.
One obvious difference between the two countries is the different share
of government expenditure and of tax revenue as a percentage of gross
domestic product in each country.^
Switzerland's distinctively smaller
share could be the effect of a more decentralized system - reflecting either
a closer correspondence to the 'true' preferences of the electorate or the
effect of fiscal competition among local governments - the efficiency effects
of which cannot be considered a priori positive or negative.
The picture of the connection between the federal tax system and tax
shares is, however, modified when the development of tax shares is
considered:
here Switzerland is among the OECD countries showing one of the
most rapid increases. This might indicate that Switzerland's low tax rates
do not indicate so much the special effects of a federal tax structure, but
may be better explained historically, specifically by the absence of war and
reconstruction needs.

(2) Tax Allocation and the Dynamics of a Federal System
The constitutions of both Germany and Switzerland stipulate that state
and local governments have to be given financial power to be able to finance
those activities that are assigned to them. This means that the distribution
of total tax revenue has to follow the constitutionally given federal
structure of the supply of public goods.
The actual systems of fiscal federalism, however, rarely follow this
line, and even show reverse causality, where the availability of tax
resources of each level of government decides the range and extent of its
activities.
It is now of primary concern to investigate how a federal system
reacts, if, over time, there are substantial changes in the demand for
different public goods, as well as in the relative importance of different
forms of taxation, so that the original balance of revenue needs and revenue
sources for the different levels of government disappears.
Principally, such imbalances can be corrected either by changes in the
federal structure of public expenditures, by direct changes in the
distribution of tax revenues, or by increased transfers between the different
levels of government.
Especially in Germany there is a clear tendency
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to prefer increased intergovernmental transfers as the balancing mechanism,
especially at the local level. This preference is reflected in the increased
share of these transfers in the total income of local governments (Table
11.7). The primary reason for this development may be that it is politically
easier to use transfers as an adjustment system, because they do not appear
so permanent and legally binding as changes in the constitutional
distribution of public expenditures or in tax allocations.

Table 11.7
INTERGOVERNMENTAL TRANSFERS IN
GERMANY AND SWITZERLAND AS PERCENTAGE
OF TOTAL REVENUE OF STATE AND LOCAL GOVERNMENTS
1963
%

1978
%

Germany
State
Local

20.9
36.8

21.3
49.9

Switzerland
State
Local

6.0
12.3

10.4
15.0

Source:

Statistical Yearbo )ks of Germany and
Switzerland.

From an allocative point of view, this development is not without
problems. The weakening of the correspondence between public expenditures
and taxation at the level of individual communities may exert negative
effects on the efficiency of public expenditure decisions. This may hold
especially if, at the state and local level, the financial burden of public
expenditures is borne less and less by the local electorate and passed on
increasingly to higher levels of government.
Both in Germany and
Switzerland, this problem is seen as a political issue.
In Switzerland, this
has led to the formation of a commission for a general revision of the
constitution, but no fast progress, if any, is to be expected.
Whereas the major dynamic impulses for changes in the federal structure
of a country seem to come from the expenditure side, important 'autonomous'
influences also arise from the system of tax allocation.
Different systems
of tax allocation lead to different revenue elasticities for the various
levels of government (Table 11.8) and thus to long-run differences in the
fiscal structure of a federalist system. Thus, the vitality of Swiss
federalism is clearly connected with the fact that income taxation is mainly
the province of state and local governments which thus benefit most from the
fiscal dividend of the Swiss tax system.
On the other hand, this system of tax allocation has the effect that
local governments are severely hit in times of depression. Local revenue
elasticities in Switzerland even showed a dramatic decline in the period
1975-79, when there were still positive nominal, but negative or zero real
growth rates of the economy. For the German states, the large contribution
to total state revenues of the share in income taxes, as well as the effects
of specific tax increases, are reflected in high revenue elasticities. For
local governments, the positive effects of the fiscal reform of 1969, which
meant enlarged revenue sharing, are clearly visible.
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Table 11.8
AVERAGE REVENUE ELASTICITIES (TOTAL TAX REVENUES)
IN GERMANY AND SWITZERLAND
Federal

State

Local

Germany
1965-70
1970-75
1975-80

0.86
0.83
1.07

1.16
1.18
1.20

0.82
1.61
1.18

Switzerland
1950-60
1960-70
1970-75
1975-79

0.78
1.32
1.14
1.13

1.26
1.82
2.03
0.79

1.10
1.68
2.01
0.62

Source:

Own calculations based on German and Swiss
revenue statistics.

Tax allocations that result in highly different revenue elasticities for
different levels of government clearly have the tendency of changing the
fiscal balance in a federal system (Oates, 1975).
If such a development is
not desired, either periodic changes in tax allocation or changes in the
system of revenue sharing are needed.
In contrast to Switzerland, Germany
has chosen the strategy of enlarged revenue sharing mainly by giving
additional shares of revenue from the value-added tax and the income tax to
local governments in exchange for traditional local business taxes. As can
be seen in Table 11.8, this strategy leads to a more equal fiscal development
of the various levels of government - but it has, of course, also the effect
of restricting fiscal autonomy at the local level.

B.

Distributive Effects

Distributive aims in the context of fiscal federalism are concerned with
equalization between states and between local governments, both with regard
to regional income disparities and to fiscal disparities.
Of course, these
two aspects are closely interrelated via the structure of the regional tax
system and regional expenditure needs.
In discussing the distributive effects of a fiscal system it must be
borne in mind that there often exists a conflict between the public policy
goals of regional fiscal autonomy and fiscal equalization.
Of the two
countries surveyed in this paper, Germany shows a much stronger concern with
fiscal equalization, whereas Switzerland is much more oriented towards
regional and local autonomy (Haller, 1969). This may have primarily
historical explanations, as Swiss cantons have a strong historical identity,
whereas most of the German states are newly formed administrative
constructions. Also, the German constitution (Basic Law) explicitly sets the
policy goal of 'regional uniformity of living conditions' (Ausgleich der
Lebensverhältnisse). No similar provision can be found in the Swiss
constitution, although there do exist a number of policy measures aimed at
reducing national disparities.
In both countries the main approach to reducing regional fiscal
disparities is made via the revenue side. As can be seen from Table 11.9,
per capita 'revenues from own sources' show substantial disparities^ both
among states and cantons and among local governments.^* This primarily
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reflects differences in per capita income. But, especially in the case of
local governments in Germany, this also reflects the very different regional
impact of the business tax as the main source of own revenue for the local
level.
Comparing the coefficients of variation of 'own tax' per capita revenues,
a definite equalizing effect can be observed in all cases. This is obviously
the result of tax sharing and (in the case of Switzerland) direct equalizing
transfers. Although there are numerous problems in availability and
comparability of data, comparisons between Germany and Switzerland clearly
show a much higher variance of per capita revenues for the Swiss cantons
(which, however, are much smaller entities than the German states). This more
unequal distribution obviously reflects the larger importance of 'own'
revenues for the total income of Swiss cantons.
Considering developments over a longer period in the case of the German
states, one finds a distinct tendency towards more equal distribution of per
capita tax revenues. This may be the result of a widening of the tax sharing
process, but also of a relatively slower economic development of the 'rich'
city states, especially Hamburg, the top of the l i s t . ^
Inclusion of local
governments in Germany in the tax sharing system in the course of the fiscal
reform of 1969 had practically no effect on disparities at the aggregate
level, as can be seen in Table 11.9. One must remember however, that this
level of aggregation of all municipalities of one state can offer no adequate
information on the extent of inter-community differences.
Case studies at the
micro level (Zimmermann, 1981) have indicated that there have indeed been
equalizing effects due to the reform of 1969.
Taken as a whole, the fiscal system of Germany, where fiscal equalization
is a major policy objective, seems indeed to have achieved a rather high
degree of equalization, tax sharing being the main instrument. This holds
especially with regard to disparities between the states. Thus, a study on
the state-federal flows of federal public finance (Reichenbach, 1976) shows
that inhabitants of 'rich' states (in terms of per capita income) contribute
more in federal revenues than they receive in federal expenditures (grants,
social security and other expenditure payments). This means that regional
redistribution of income does occur at this level.
With regard to fiscal equalization among local governments, various
different influences are at work: on the one hand, taxes that are allocated
to local governments, especially the local business tax, show a very unequal
revenue distribution. The tax sharing mechanism, on the other hand, with its
strong elements of per capita distribution of tax revenues and additional
general purpose grants, has an equalizing effect. Empirical investigations
(Zimmermann, 1981) show that specific capital grants tend to concentrate on
larger and more prosperous communities, thus offsetting to a substantial
degree the equalizing effects of the tax sharing system. Thus, in comparison
with inter-state disparities, disparities in per capita revenues and
expenditures among communities are not only initially much greater - as had to
be expected - but are also reduced to a much smaller degree.
One should keep in mind, however, that, compared with those in other
countries such as Switzerland, the U.S.A., Great Britain etc. disparities at
the local level can still be regarded as rather small. This is the result of
differences both in the allocation of public functions (local governments in
Germany are only responsible for schools for the age group of 6-10) and in the
division of revenue raising responsibilities (there is a large degree of tax
sharing in Germany). A further decrease in fiscal disparities among local
governments has been achieved by an extensive process of municipal
consolidation, especially in metropolitan regions.
Between 1970 and 1976 the
number of local governments was reduced by over 50 percent (from 22,550 to
10,718). Since that time, however, this process has met with considerable
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opposition, mainly because of the loss of local democracy and mounting costs
of bureaucracy at the local level.

C.

Stabilization Effects

Most authors on fiscal federalism allocate the responsibility for
economic stabilization to the central level (R.A. Musgrave and P.B. Musgrave,
1982), especially in open economies such as Germany and Switzerland.
Although there are divergent theoretical views on the role of fiscal policy
in economic stabilization, fiscal policy instruments have been actively used
in stabilization policies in Germany and - to a smaller degree - also in
Switzerland. A growing need for economic stabilization would seem to imply a
tendency to assign a larger role to the central level and, moreover, a need
for coordination of all levels of government with regard to economic
stabilization.
In Germany and Switzerland, a main point of argument in this
context is the fact, that the bulk of public investments, which are seen as a
centerpiece of fiscal stabilization policy in these countries, is found at
the state and local level.^
There have been, therefore, numerous attempts to create a system of
closer coordination between all levels of government with the purpose of
achieving a higher degree of economic stability.
In Germany the result of
this discussion was a reform of tax allocation in the context of fiscal
reform (Finanzreformsgesetz, 1969) and, most important, the adoption of the
economic stabilization law (Gesetz zur Förderung der Stabilität und des
Wachstums der Wirtschaft, 1967). This law sets up a number of bodies with
the task of coordinating the actions of federal, state and local governments;
it also contains special provisions concerning the revenue side. In
Switzerland in 1978, a new constitutional provision concerning stabilization
policy (Konjunkturartikel) was adopted after numerous earlier proposals had
not passed the barrier of general referendum.
Within the limits of this paper, stabilization policies in both countries
cannot be discussed in general, but only some specific aspects of tax
allocation and revenue sharing can be explored.
The stabilization laws both
in Germany and in Switzerland have the purpose of preventing pro-cyclical
fiscal policies at the state and local level, and - if possible - of inducing
active anticyclical behaviour. The first goal was to be approached,
particularly in Germany, by a reform of the local tax structure:
the role of
the business tax as an 'exclusive revenue source' of local governments was
reduced, as this tax, being largely a profit tax, exhibits distinctly pro
cyclical revenues. This was thought to induce further pro-cyclical investment
behavior on the part of local governments.
In exchange, local government were
granted a share in the revenue of the income tax (the size of the share is
fixed by federal law (not constitutional law) and is currently 14 percent).
This, together with other provisions, implied an expansion of tax sharing,
which has the task of ensuring that the revenue impact of changes in economic
conditions is approximately the same at all levels of government.
Both the German and the Swiss stabilization laws contain provisions for
countercyclical variations of tax rates.
In Switzerland this applied,
however, only to federal taxes. As the structure of these taxes provides few
opportunities for cyclical variations, anticyclical tax variation plays no
practical role in Switzerland.
In Germany, cyclical variation of income and
profit taxes have been carried out as a measure of anti-inflationary policy,
in combination with an obligation for federal and state governments to
deposit their extra revenue with the central bank and with borrowing limits
for federal, state and local governments.
In general, the attempts to integrate tax policy with stabilization
policy in a federal system have not been considered successful. Apart from
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the general problems of using tax variation as an instrument of stabilization
policy, there are numerous additional problems in the context of fiscal
federalism.
If tax variations in a system of tax sharing can be enacted
autonomously by the federal government, a substantial erosion of the power
of the lower levels of government is implied.^
If, on the other hand, a tax variation aimed at stabilizing the economy
requires direct or indirect approval by all partners of a tax sharing system
as in Germany, ^ tax changes will take place only after very long timelags, with potentially counterproductive effects.
In the interest of a more
effective stabilization policy, several authors (Neumark, 1969, p. 43;
Ehrlicher, 1967, p. 73), therefore have advocated a policy which restricts
tax sharing to only a few taxes, preferably those with low cyclical revenue
elasticities such as the value-added tax.
Such a change would endow the
federal level with the power of autonomous variation of the income tax. This
approach, however, would again involve the problem of different long-run
revenue elasticities wih regard to different levels of government.
The stabilization features of the present system of tax allocation and
tax sharing are also considered inadequate when seen in relation to
differences - due to the impact of cyclical fluctuations - in revenue needs
on the part of different levels of government. This holds especially in
Germany, where the distribution of responsibilities (especially for
unemployment insurance) and a relatively active countercyclical policy have
had the effect that the deterioration of economic
conditions since 1975 had
O £
to be borne primarily by the federal budget.
Consequently, these
problems meanwhile have led to pressures to increase the central government's
fiscal power.
The state of tax allocation and tax sharing cannot be judged satisfactory
with regard to stabilization policy in either Germany or Switzerland.
Failures in this field have impaired the ability of these countries to enact
adequate stabilization policies; today, they pose probably the strongest
challenge - or threat - to their systems of fiscal federalism. To what
extent these challenges evolve into political issues depends, of course, on
the public's attitude towards the necessity and possibility of fiscal
stabilization policies.

V.

Summary and Outlook

Both countries surveyed in this paper are characterized by a strong and
vital federalism. Contrary to expectations, discussed in German literature
as 'Popitz's Law' (Hansmeyer, 1967) and also advanced for instance by Peacock
and Wiseman (1961), that suggest a long-run concentration of public budgets
at the central government level, no such concentration has taken place in the
last two decades with regard to either the expenditure or the revenue
side.
There was even a substantial reversal if the recent trend is
compared to the process of concentration resulting from World War II. This
development is also in accordance with the trends of intergovernmental fiscal
relations in Australia, Canada and the United States (Head, 1981, p. 215).
The fiscal 'vitality' of federalism in both countries can be explained
to a large extent by a system of tax allocation that gives the largest share
of direct taxation to state and local governments.
In Germany direct
taxation is regulated at the central level, whereas in Switzerland tax rules
are regionally differentiated.
This pattern of tax allocation is in obvious contradiction to the
prescriptions of most of the literature on fiscal federalism.
In both
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countries, the allocation of the very fast growing revenue from income
taxation to lower levels of governments can be explained by the political
intention to strengthen the fiscal position of these levels vis-a-vis
central government. There are no major policy discussions of allocative
inefficiencies, even of the Swiss system, but there does exist criticism
concerning the stabilization features of the system of tax allocation in both
countries.
In my view both the structure and the dynamics of the fiscal
systems of Switzerland and Germany, two economically very successful
countries, may serve as one (more) example of the primacy of political
aspects relative to traditional economic efficiency concepts and the high
degree of adaptability of an economy to a politically determined set of
fiscal institutions.
There is a tendency towards closer fiscal interrelation between the
different levels of government. This tendency is especially strong in
Germany; it can be observed both on the expenditure side and on the revenue
side, where the system of revenue sharing has been extended very rapidly.
This corresponds with the special emphasis given in Germany to problems
of regional fiscal equalization.
In the last two years, however, there has
been a change of attitude: now the discussion has turned towards a 'clear
separation of responsibilities between federal and local governments', and a
reduction of common programs (BMF Dokumentation, 1982, p. 46).
This tendency can also be observed to some extent in Switzerland, where
there has always been, however, a much greater independence of the different
levels of government. This tendency may reflect not only increased budgetary
stringency, but also changing attitudes in the case of conflicts between
regional autonomy and equality that coincide with the growing importance of
regionalism and local policy aspects all over Europe. Basically, this may
also be interpreted as a greater attention to dynamic and broader concepts
of economic efficiency versus the more static and isolated concepts along the
line of traditional welfare economics. This means, for instance, an
integrated view of allocation and stabilization aspects and the inclusion of
cost and benefit aspects of political processes, such as the need to avoid
political 'free rider' opportunities in a system of tax sharing. Although it
does not seem very likely that the tendencies shown above will lead to actual
reductions in the degree of tax sharing, no further extensions of this system
are to be expected in the near future.

NOTES

The author is Professor of Economics, Institut für Volkswirtschafts
theorie und -Politik, Wirtschaftsuniversität Wien, Austria. He is
indebted to Werner W. Pommerehne and Herbert Walther for valuable help in
preparing this paper and to Charles E. McLure, Jr.for stimulating
comments.
^

In accordance with the terms of reference for this conference, this
paper concentrates on the taxation side of fiscal federalism.
In all
three countries the state/local level plays a more important role on the
expenditure than on the revenue side, a feature consistent with
theoretical approaches to fiscal federalism.
In 1978-79 the share of the
state/local levels of total public expenditures amounted to 59.8 percent
in Germany, 83.3 percent in Switzerland and 50.4 percent in Austria.
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2

3

4

5

Due to space limitations, the system of federalism in Austria will not
be covered in the following sections of this paper. Austria's more
centralized system can be explained both by the tradition of the Hapsburg
monarchy and by the need for a relatively strong central government after
World War II, when Austria was occupied by the four Allied Forces, but unlike Germany - managed to keep its national unity.
See Article 109 of the Basic Law: 'The Federal Government and the
states are autonomous and independent from each other as regards their
budgets.'
Both relating to negative effects on investment behavior and to
distortions in the relative prices of labor and capital in the case of
the payroll tax.
To prevent excessive variations in local tax revenues, the local share
in income taxation is limited to the lower, proportional part of the rate
structure.

6 The procedures for allocating transfers are too complicated to describe
here. For a detailed description of the procedures, see Zimmermann
(1981, pp. 35 ff) and Metz (1979).
7

The increase amounts to 2 percent for communities with a density of
1,500 - 2,000 inhabitants per square kilometre and rises to 6 percent for
a population density of more than 3,000 per square kilometre. This
density factor is not only supposed to reflect cost functions for urban
services but also should prevent an 'overshooting' of the process of
municipal consolidation in metropolitan regions. The system of
attributing greater fiscal weight to municipalities with large
populations obviously is an incentive for municipal consolidation.
If,
however, too many suburban communities with low population density are
consolidated with 'high-density towns' the positive revenue effects due
to the 'population factors' will be balanced by the negative revenue
effects due to a decline in the 'density factor'.

8 As stated in the constitution, states must give a share of their
individual income taxes, corporate income taxes, and value-added taxes
to local governments, but they may also use state taxes for optional
sharing. The exact percentage of revenues to be shared is fixed by the
parliaments of each of the states and varied, e.g. in 1978 between 11.1
percent and 28.5 percent of a state's revenues.
The relative financial
position of the municipalities of a state is, however, also influenced
by the distribution of expenditure responsibilities and by various
additional adjustment procedures that also vary between states.
9

10

11

12

In calculating tax need, however, additional factors besides the size of
a community are taken into account; these include local number of pupils,
specific importance as a regional growth center, population growth etc.
The most important one was the fiscal reform of 1969 prepared by an
independent commission (Kommission für die Finanzreform, 1966).
Examples are university construction, regional development,
agricultural policy, and coast protection (see Reissert, 1978).
Taking into account per capita defence tax revenue, relative per capita
tax burden, and the percentage of cantonal population living in mountain
regions. For a detailed discussion of the various formulas see Dafflon
(1977, pp. 141 ff).
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13

14

15

16

17

18

19

20

21

22

No exact data are available, but estimates indicate that of SFr4.5
billion (1979) of federal transfers to cantons, only 'some hundred
millions' have regionally equalizing effects (Biehl, 1982, p. 182).
For an annual income of only SFr20,000 the average tax rates vary
between 3.2 percent and 8.6 percent.
(Source: Bundesamt für Statistik,
Statistisches Jahrbuch der Schweiz, Basel, 1981, p. 449.)
Thus, for example among the municipalities of the canton of Zurich
(total population 1.1 million) average income tax burdens for an income
of SFr200,000 vary between 19.9 percent and 25.3 percent.
Spearman's rank coefficient between cantonal per capita income and an
index of average income tax rates in the order of lowest to highest
average tax rates (Richenberger, 1976, p. 68) shows a value of 0.60.
The rank correlation coefficient between tax rates for medium incomes
and percentage population increase for the period of 1965-80 is 0.12.
However, a more relevant correlation would be between tax rates and
migrations of Swiss citizens, but no long range data on this are
available.
Total tax revenue as percentage of GDP for 1955 and 1980 are: Germany,
30.8 and 27.2; Switzerland, 19.2 and 30.7; OECD, 24.7 and 36.6.
A correlation for all OECD countries between central government and
social security tax receipts as percentage of total tax revenue, and
total tax revenues (including social security) as percentage of GDP also
shows no significant results (R^ = 0.0029).
Given the specific problems of data, coefficients of variation instead
of concentration indicies are used as a simple but reliable measure of
regional disparities.
It must be noted that the data for local governments contained in Table
11.9 refer to the average revenue of all local governments within a
state. Typically, the disparities between local governments within one
state will be much larger than the disparities between statewide
averages.
Considering the lander exclusive of city states, the range between
'richest' and 'poorest' narrowed between 1963 and 1980 from 1:1.68 to
1:1.33 (state taxes), and from 1:1.75 to 1:1.24 (total tax receipts).

23

In Germany, for example, two thirds of public investments are at the
local level (Pommerehne, 1977, p. 295).

24

This argument has even more force if the federal level uses its
legislative power to abolish an own source revenue of local governments.
This was the case with the abolition of the communal payroll tax in
connection with Germany's pledge (at the World Economic Summit in July
1978) to pursue a more expansionary economic policy (see page 263, fourth
paragraph). The payroll tax was thought to have specifically adverse
effects on employment, but its abolition clearly meant a reduction of
fiscal autonomy at the local leve). (Biehl, 1981, p. 116).

25

Changes in taxes that are part of the system of tax sharing also need
approval of the second chamber (Bundesrat) of the German parliament,
representing the states, or even require a constitutional amendment.
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26

The 1980 net deficits, measured as a percentage of total expenditures
of each level of government have been: federal government, 12.6 percent;
states, 10.2 percent; local governments, 3.1 percent (Bundesministerium
der Finanzen, Finanzbericht 1981, p. 110).
In Germany, between 1965 and 1980, the federal share of total tax
receipts has dropped from 56.5 to 48.6 percent. For Switzerland see
Table 11.3.
'Centralization*, of course, is a very complex concept which
is covered only very roughly by the ratios shown above (Williams, 1964).
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TAX ASSIGNMENT AND REVENUE SHARING IN THE FEDERAL
REPUBLIC OF GERMANY AND SWITZERLAND
Commentary
by
Richard A. Musgrave

Professor Nowotny's fine comparison of two very different systems points
to the variety of fiscal arrangements in federations and the distinct
constraints which they impose on the problem of tax assignment. As his
comparison suggests, much of this complexity results from the use made of two
key devices, i.e., shared taxes and transfers.
In their absence, the degree
of tax centralization equals that of expenditure centralization, with both
determined in large part by the distribution of expenditure functions among
levels of government. The degree of tax uniformity in this simplified
setting parallels that of tax centralization, with further dependence on the
degree of variance among the tax systems of lower level jurisdictions.
In
this setting, appropriate tax assignment depends on the suitability of
particular taxes for national, regional, or local use. Having dealt with
this aspect in my paper, I will here address the more specific role performed
by shared taxes and transfers, and their bearing on the issue of tax
assignment.
To pose the problem, I consider a simplified federation consisting of one
'central' and two 'lower' jurisdictions. The latter may be taken to stand
for states, lander, cantons, or provinces. To simplify, a third or local tier
is omitted, but much the same applies as if they are added. We may then
visualize the following picture:
Central:

Tc - 0TC + STC
Tc - R

Lower I:

0TL1 + STL1
T LL + «L1 - EL1

Lower II:

TL2

0TL2 + STL2

+ R " *14 * EL2
T = OT + ST + E

All Levels:

As will be evident from these identities, T means tax revenue, OT means
revenue from own (non-shared) taxes, ST means revenue from shared taxes, R
stands for transfers from the central to lower levels, and E for expenditures
to the public. The subscripts C, LI and L2 reflect the central and the two
lower levels, while absence of subscript means all levels. Budgets are assumed
to be balanced. Moreover, and this is crucial for our discussion, the term
'shared taxes' is defined to mean centrally legislated taxes, uniform
throughout the federation, with revenue returned (all or in part) to the place
of origin. Separate use of the same tax by various jurisdictions (e.g., the
use of income taxes by both federal and state jurisdictions in the U.S.) is
not covered by the term.
Given this framework, we may distinguish the specific functions rendered
by shared taxes and by transfers.
Shared taxes render the degree of tax
centralization or T^/T independent of the degree of tax uniformity, as
approximated by the ratio of nationwide to total taxes or (OT^ + ST)/T.^
With T_/T = a, OT_/T = ß and ST/T = s, the measure of uniformity equals
L>

L*

-

287-

“ß + s. Thus, uniformity may be increased by raising ß and s, while leaving
a unchanged.
The use of transfers in turn renders a independent of
expenditure concentration or Ec /E. With R = rT^, we have E q /E = <*( 1 - r) and
subject to change by varying r while holding a constant.
The availability of these two devices thus greatly loosens the
constraints for tax assignment. Taxes which encounter difficulty in
application if locally imposed now become available for finance at lower
levels via sharing, and do so without interjurisdictional redistribution.
This may explain the general importance of income taxes across countries with
differing degrees of tax centralization. To be sure, this gain in degree of
freedom is purchased at a cost. The use of shared taxes requires uniformity
of own revenue across lower level jurisdictions, and thus takes a step
towards a unitary system. The use of transfers in turn renders the mix of
national or local type taxes in the combined (central and lower level) tax
structure independent of the degree of expenditure centralization. But once
more there is a cost, as tax and spending decisions are now made by separate
jurisdictions. Here as elsewhere, not all good things can be had at the same
time. As Nowotny notes, the concepts of fiscal centralization or
decentralization have numerous dimensions and much depends on which are
considered and valued.

NOTES
£

The author is H.H. Burbank Professor of Political Economy, Emeritus,
Harvard University and Adjunct Professor of Economics, University of
California, Santa Cruz, U.S.A.
^

In addition, uniformity will depend on differences in the levels and
structures of O T ^ and O T ^ *
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TAX ASSIGNMENT AND REVENUE SHARING IN THE FEDERAL
REPUBLIC OF GERMANY AND SWITZERLAND
Commentary
by
*

Dieter Bös

I.

Introduction

I like Nowotny's stressing of the importance of political and historical
explanations. There are, in fact, fiscal federalism structures that cannot
be explained by the usual economic theory.
If 1 consider that the federal
budgets in Germany and Switzerland are primarily financed by indirect taxes
and the local and state budgets by direct taxes, this result actually
contradicts economic fiscal federalism theory. Hence, political and
historical explanations may actually be the relevant ones.
However, Nowotny's more theoretical Section IV is restricted to a
discussion of the economic determinants of allocative, distributive and
stabilization problems of fiscal federalism.
One would have expected him to
consider political and historical determinants and their trade-off against
the economic determinants more explicitly in this section.
As it is my task to discuss Nowotny's paper, I will follow the same
structuring as he does, concentrating my criticism on the theoretical
Section IV.

II.

Allocative Problems

A. In his discussion of centralization versus decentralization, Nowotny
argues that a close link between expenditure and tax decisions implies less
bureaucratic influence and more efficiency. There may be a point in this
argument, but I believe that it is not as generally valid as he states. For
instance, I do not see why the influence of the bureaucracy should
automatically decrease if such a link is established.
For direct democracies
Römer and Rosenthal have presented an impressive model that shows the
importance of bureaucratic influence on such combined tax-expenditure
decisions. For indirect democracies I do not see why the influence of
bureaucrats who are not elected should automatically decrease if such a
direct link between expenditure and tax decisions is established.
If the
influence of bureaucracy is not lessened because of linking expenditure and
tax decisions, why should efficiency increase?
B. The American literature intensively deals with the extent to which, in
the decision-making process of a community, tax sharing systems or grants are
used as a substitute or complement for the exploitation of own tax resources
by the recipient government.
It is correct that this problem 'can be of no
practical importance in the highly centralized system of intergovernmental
fiscal relations in Germany', as Nowotny says.
But instead of pushing the
problem away, Nowotny should have dealt more intensively with the related
problem which is of actual importance in Germany or in Austria. This problem
goes the other way round: The theoretical question does not refer to the
differential quotient ÖT/5S, T being tax and S being subsidy. We have
rather to look at the differential quotient 5S/5T, as Musgrave did in his
paper on federalism (1961) and as I did in my 1978 paper. This is not only a
theoretical question, but an empirically testable one as well.
For Austria I
estimated those differential quotients 5S/ÖT in my paper with Genser and
Holzmann (1983).
-
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C. Nowotny argues that 'Switzerland's distinctively smaller share [of
government expenditure and tax revenue as a percentage of the national
product] could be the effect of a more decentralized system' and there follow
some plausibilities. This statement can be proved neither theoretically nor
empirically.^ For an empirical test of this hypothesis, using 58 different
nations, Oates (1972, pp. 209-213) may be mentioned. He presents two
equations.
The first one shows a significant inverse correlation of a
centralization variable - central government share in general government
current revenues expressed as a percentage - and of tax revenues as a
percentage of national income. He concludes:
'Countries with more
decentralized systems of public finance do appear to have relatively large
public budgets'. This is contrary to Nowotny's plausibility. But then Oates
shows that after including the national income as an additional explanatory
variable, there is no significant relationship between the degree of fiscal
decentralization and the size of the public sector.
'The earlier
significance of the centralization ratio would thus appear to have been the
result of its reflection of the influence of the income variable on G . '

III.

Distributional Problems

My main point of criticism refers to the empirical investigations of
Table 11.9.
I believe that such fiscal disparity analyses should include
more empirical tests than are made here. First, I am astonished that
Nowotny's analysis is based on tax data for the Federal Republic of Germany
and on a comparison of taxes and total revenues for Switzerland.
I would not
restrict the analysis to taxes only, as the problems of fiscal equalization
refer to all kinds of revenues. This is especially relevant with respect to
the West German lander, where the state taxes are very low and where the
economic information of such a coefficient of variation is not very
important. At least this figure cannot be taken as a proxy of the disparity
of the financial capacity of the lander.
Second, one should not only compare the 1963 and 1979-80 coefficients of
variation row by row, as Nowotny does.
Some comparisons along the columns
are of interest as well, as they can reveal how fiscal disparities have
changed because of fiscal federalism activities.
I would rather propose to proceed as follows. One should measure the
hypothetical financial capacity of any state or local government on the
assumption that all taxes and other revenues levied within this state would
have remained there, and then compute a coefficient of variation for those
measures of financial capacity. These disparity measures can be nicely
compared with disparity measures referring to all financial means of the
state (local) government after revenue sharing, and after accepting all other
grants. Then two questions would be of interest. The first involves the
static dominance which is inferred if disparity after all fiscal federalism
measures is lower than disparity before. The second question involves a
dynamic dominance which says:
If the disparity of financial means before
fiscal federalism decreases over time, disparity of financial means after
fiscal federalism should decrease as well.
In referring to a particular distribution problem, Nowotny mentions
Reichenbach's study (1976) that shows 'that inhabitants of "rich" states (in
terms of per capita income) contribute more in federal revenues than they
receive in federal expenditures (grants, social security and other
expenditure payments)'.
Nowotny concludes:
'This means that regional
redistribution of income does occur at this level.'
I am rather sceptical about this, because I am rather sceptical about the
contemporary budget incidence analyses.
I would feel better if different
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estimates were presented which showed that the statement holds for some
reasonable assumptions on the incidence of different publicly provided goods.
If, for example, the 'other expenditure payments' include public goods in the
Samuelson sense, such as national defence, in my experience the results of
such studies depend crucially on the assumptions about the incidence of these
public goods, for example whether incidence is proportional to income or
wealth or indirectly proportional to Aaron-McGuire estimations of different
social marginal utilities of the individual incomes.

IV.

Stabilization Problems

The treatment of both the West German fiscal reform of 1969 and the
Economic Stabilization Law in Section IV C is somehow misleading.
It puts
too much weight on the improvement of coordination between federal, state and
local governments and too little on the strengthening of the position of the
central government.^ However, the main objective of the fiscal reform was
to intensify the power of the central government. This was the result of
these cooperative programs.
Prior to 1969, state governments were
responsible for those affairs; now there exists a joint responsibility with a
strong influence by the federal government. The same tendencies prevailed
in the Law of Economic Stabilization. The establishment of coordinating
bodies with strong federal influence, where prior to 1967 state or local
governments were free to choose their policy, is mainly a restriction of
state and local governments.
How far these restrictions go can be seen by
looking at Sections 19 and 20 of the Law of Economic Stabilization, whereby
the federal government is given the right to restrict the raising of state
and local public debt. Nothing like that has been possible before that time.
All these results are understandable from the historic background of the
great coalition in the federal government of the Federal Republic of Germany
at the end of the 1960s with its planning euphoria.^

NOTES

The author is Professor, Institute of Economics, Bonn University,
Federal Republic of Germany.
^

2

3

For reason of fairness it should be mentioned that Nowotny himself
ultimately does not adhere to this argument, but on an historical
explanation.
These ideas have been taken over from the theory of static and dynamic
Lorenz dominance.
In fact, Genser, Holzmann and I have performed an
analysis for Austria along the above-mentioned lines (1983).
This argument incidentally refers to redistribution being influenced
by tax and by public expenditures, whereas the rest of this paper
restricts itself to taxes only.

4
The arguments were better balanced earlier in the paper.
The Law of Economic Stabilization was successfully applied in the mid1970s, but there have not been many applications of the law in the last
three of four years.
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12

TAX ASSIGNMENT AND REVENUE SHARING IN AUSTRALIA
Peter Groenewegen

I.

Introduction

The theoretical literature on taxation in federal systems is largely a
product of the period after the Second World War. The issue of tax
assignment and revenue sharing, on the other hand, had to be faced by the
drafters of constitutions of old, established federations such as Switzerland
and the United States and of the relatively new federations such as
Australia, whose federal history is confined to the twentieth century. The
development of normative rules on these subjects occurred well after the
events on which they were designed to shed light.
The purpose of this paper is not to discuss these normative rules but to
describe and analyse the developments in tax assignment and revenue sharing
in Australia after federation took place in 1901. The next section of this
paper therefore deals chronologically with these aspects of Australian fiscal
history, but since Australian developments in tax assignment and revenue
sharing can be subdivided into four distinct phases, the discussion is
presented in four subsections. The first of these looks at the views of the
founding fathers and constitutional practice in the first decade of
federation; the second deals with the period of state tax freedom when little
revenue sharing occurred; the third examines central dominance of taxation
in the period after 1942 and the associated development of Commonwealth
(federal) financial assistance to the states. The historical overview
concludes with a brief look at current practices in revenue sharing and tax
assignment.
Section III attempts a brief assessment of the major problems
arising from these developments as seen largely in the Australian literature:
this includes a discussion of tax duplication and tax competition, as well
as of the Australian concern with vertical and horizontal fiscal imbalance
and the associated solutions of revenue sharing, tax and expenditure
transfers and equalisation procedures. The final section provides some
conclusions including some comment on Australian practice in the light of
conventional theory.
The paper is therefore largely an exercise in the economic history of
Australian fiscal federalism with respect to tax assignment and revenue
sharing, an approach justified by the fact that many features of Australian
fiscal federalism are not met with in other federations.
It should also be
noted that local government is largely ignored in this account. There are
two reasons for this. First, its functions in Australia are exceedingly
limited relative to those of most other countries; secondly, its tax base is
confined to unimproved or improved land value, which is generally considered
to be the most appropriate local tax base because of its low
interjurisdictional mobility.
(Aspects of Australian local government
finance are discussed in Harris, 1975; Mathews, 1977; and Abelson, 1981.)

II.
A.

Australian Tax Assignment and Revenue Sharing
The Early Years: 1890-1910

The tariff question, and hence questions of taxation, was a crucial issue
in the federal movement in Australia, as the leading commentators on the
Australian constitution pointed out in the first year of federation (Quick
and Garran, 1901, pp. 100-09). The importance of this fiscal question was
also illustrated by the debates on the division of financial responsibilities
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which took place at the constitution conventions and other meetings which
drafted the constitution that was eventually accepted by the Australian
voters as the basis for the federal compact.
The foundation for the ultimate tax assignment and revenue sharing
arrangements introduced in 1901 was laid in the four resolutions of principle
put by Sir Henry Parkes at the first constitution convention held in Sydney
in 1891. These inter alia provided for the aim of absolutely free inter
colonial 'trade and intercourse' and for the federal exclusive power over
customs duties which followed therefrom (Quick and Garran, 1901, p. 125).
The latter clause immediately connected some form of revenue sharing to the
issues of federal finance, since customs duties were then the major revenue
source of the six federating colonies (states) while the revenue raised by
them (although differing substantially between individual states) was
considered to be far greater than the revenue requirements of the new federal
government (Quick and Garran, 1901, pp. 133-35). The 1891 convention
therefore agreed that surplus Commonwealth revenue should be shared among the
states.
In addition, the 1891 convention gave the prospective Commonwealth
government a general power to raise money 'by any other mode or system of
taxation', a provision the wisdom of which was questioned by some of the
delegates who felt that the proposed federal government had no need to enter
the field of 'direct taxation'. However, a majority of the delegates saw a
danger in limiting the Commonwealth taxing powers, partly because of its
generally accepted responsibility for national defence. A general, albeit
concurrent, taxing power of the Commonwealth was therefore confirmed in 1891,
as it subsequently was in Section 51(ii) of the Constitution Act (Quick and
Garran, 1901, p. 549).
The controversial nature of the fiscal issues underlying federation is
demonstrated by the alterations made to the financial sections of the
constitution at the subsequent conventions in Adelaide, Sydney (1897), and
Melbourne (1898), and the special Premiers' Conference (1899) which provided
the final version of the consitution bill as enacted by the Imperial
parliament.
Two sections of the fiscal constitution which were not finalized
until the 1899 Premiers' Conference are of particular importance fo the
purpose of this paper. The first of these (Section 87 or the so-called
Braddon clause) provided that at least three-quarters of the net customs and
excise revenue of the Commonwealth had to be paid to the states at least
during the first ten years of federation. The second (Section 96) provided a
general power to the Commonwealth parliament to grant financial assistance
to states on any condition it thought fit to impose. The temporary
prescription for customs and excise revenue sharing and the permanent grants
power were to play a substantial role in the eventual outcome of central
financial dominance in Australia.
The method of distributing the shared revenue among individual states was
prescribed in detail in the constitution. Prior to the imposition of uniform
customs duties, the Commonwealth was to credit each state with the customs
and excise revenue collected in that state and to debit each state with (a)
the running costs of departments transferred by that state to the
Commonwealth such as defence and the post office, and (b) a proportionate
share of other Commonwealth expenditures based on population. The revenue
was therefore largely to be distributed on a source of collection basis. For
at least the first five years after the imposition of uniform duties, under
the so-called book-keeping system the source method of distribution was to
be changed to a derivation basis to allow the transfer of revenue collected
on goods from states where they were produced or imported to states where
they were consumed or used. After that period, it was intended that the
Commonwealth would transfer all surplus revenue to the states on any
distributional basis it wished to use; this was expected to be an equal per
capita method. The guarantee that at least three-quarters of net
Commonwealth customs and excise revenue had to be paid to the states expired

ten years after the commencement of federation (for further details see
Mathews and Jay, 1972, pp. 50-51).
In short, the constitution gave the Commonwealth an exclusive power over
customs and excise and a concurrent power with the states over all other
forms of taxation.^
In addition, it provided for temporary revenue sharing
of a guaranteed proportion of tax revenue and for a federal power to make
conditional grants to the states.
Two points of background to these provisions must be noted. First, as
Quick and Garran (1901, pp. 550-56) pointed out, the drafting of the federal
tax powers was heavily influenced by legal decisions in United States and
Canadian constitutional cases. Legal rather than economic principles
therefore dominated the discussion of the fiscal question at the
conventions.3 Secondly, the colonial tax system which provided the major
practical guide to the final drafting of the constitution in the financial
sphere contained a number of characteristics which must be clarified in order
to understand post-federation financial adjustments as well as the
constitutional financial provisions (for further discussion, see Mathews
and Jay, 1972, pp. 31-35). Details of the six colonial revenue systems for
1896-97, data on which the convention delegates in 1897 and 1898 must have
relied heavily, are provided in Table 12.1.
The first point to note in Table 12.1 is the substantial difference in
the relative importance of customs and excise collections in the financial
systems of the six colonies (states). No matter how measured, New South
Wales, the largest state, is revealed as a low-tariff state consistent with
its then strong free trade position.3 The transfer of customs and excise
revenue to the Commonwealth therefore affected New South Wales least,
affected South Australia relatively little, Victoria and Queensland to a
considerable extent and Tasmania even more. Western Australia with its
particularly heavy financial needs was strongly affected and this explains
the temporary special tariff provisions for that state in the constitution.
Apart from customs and excise revenue, states used the other traditional
British taxes: income tax, probate and other stamp duties and land tax. The
contribution of income tax to state tax revenue was small in 1896-97: only
7.2 per cent of total tax collections. Probate and stamp duties raised 10.2
per cent. Land tax, the third 'direct' tax source of the states raised less
than 4 per cent of taxation.
Some other differences in the financial practices of the states must be
noted.
Borrowing requirements for the sparsely populated and rapidly
developing states of Western Australia and Queensland were far greater than
those of the other states. General public expenditure per head differed
widely.
Revenue from business undertakings, of which the state-owned
railways were by far the more important, and from the sale of crown land also
differed substantially. These differences reflected the pace of development
and different resource endowments in the states and provided the reason for
special financial assistance in later years.
The major developments in taxation and revenue sharing in the first
decade of federation can be quickly summarized. The Commonwealth obtained
virtually all its revenue requirements (current and capital) from customs and
excise revenue and from this tax source it paid considerably more than threequarters of revenue collected to the states up to the end of 1907-08, as
required by the constitution.
In 1908 the Commonwealth passed a Surplus
Revenue Act which had the effect of transferring its surplus customs and
excise revenue to a trust fund where it could be used for its own purposes.
Two further observations can be made. First, changes in the shared tax
made for non-revenue purposes, as occurred with the 1907-08 tariff changes
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designed to increase protection of Australian industry, could result in
revenue windfalls or revenue losses for the parties to the agreement
irrespective of financial needs.
Secondly, the distribution of the shared
revenue among the individual states according to source or derivation could
result in substantially different per capita entitlements.
With a national
average per capita payment for the decade of $3.78 (= 100), New South Wales
collected $3.90 per capita (103), Victoria $3.41 (90), Queensland $3.54
(93), South Australia $3.40 (90), Western Australia $7.95 (210) and Tasmania
$3.05 (80). These data also explain the tremendous impact on state revenues
when in 1910 the Commonwealth replaced customs and excise revenue sharing by a
uniform per capita payment of $2.50.
Finally, the effect of the financial provisions of the constitution on
the finances of individual states can be considered. Data for 1909-10 are
provided in Table 12.2. At first sight the impact of Commonwealth surplus
revenue appears to be most favourable to the finances of New South Wales and
Victoria. A better indication of this impact is provided by dividing the
percentage contribution to state financial requirements of Commonwealth
surplus revenue in 1909-10 by the relative contribution of customs and excise
revenue in 1896-97. This calculation yields 1.516 for New South Wales, 0.684
for Victoria, 0.607 for Queensland, 0.688 for South Australia, 0.855 for
Western Australia and 0.434 for Tasmania, and reveals New South Wales as the
only substantial gainer. The absolute size of the Commonwealth budgetary
contribution to state revenue allowed New South Wales and Victoria to levy
taxes at lower per capita levels and to borrow less than the other four
states. Tasmania was most disadvantaged; it lost relatively most from the
customs and excise transfer and had the highest per capita tax level of all
states in 1909-10. Table 12.2 therefore indicates aspects of horizontal
fiscal imbalance originating from federation.
It also shows that federation
introduced vertical fiscal imbalance, since until 1909-10 approximately one
quarter of state government expenditure was financed from taxation raised by
the Commonwealth.

B.

Tax Freedom for the States: 1911-42

This period can be described as the golden age of state taxation, during
which vertical fiscal imbalance was eliminated (although the Commonwealth
continued to provide financial assistance to the states).
Problems of
horizontal fiscal imbalance remained.
It was also a period of considerable
tax duplication.
In addition, the Commonwealth expanded its own tax system
and obtained a unique degree of coordination and control over state
borrowing.
Two additional events affected this period: Australia's
costly participation in the First World War (1914-18) and the impact of the
Great Depression (1929-33) on government finances.
Federal financial assistance can first be examined. During the greater
part of the period this took three forms: general revenue assistance, special
financial assistance to disadvantaged states and specific purpose payments.
From 1910-11 to 1926-27 the Commonwealth paid a per capita grant of $2.50 for
general revenue purposes to all states, the real value of which steadily
declined over this period.
Secondly, the Commonwealth provided special
financial assistance to Western Australia from 1910-11, to Tasmania from 1912—
13, and to South Australia from 1929-30. Up to 1934-35 this assistace was
determined on an ad hoc legislated basis; afterwards it was based on
recommendations by the Commonwealtn Grants Commission.^ Thirdly, from 1923—
24 onwards, the Commonwealth provided financial assistance to the states for
road construction, the first major specific purpose grant.
In 1927-28, as
part of the Financial Agreement creating the Loan Council, the Commonwealth
introduced a second specific purpose grant of a fixed contribution for
interest payments on state debts and a variable one for state sinking fund
contributions.^ These grants fluctuated widely in aggregate value.^
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The Commonwealth entered a substantial number of new taxation fields,
largely because of the financial requirements of the First World War, the
Depression and the early years of the Second World War.
In 1910 it introduced
land tax, in 1914 estate duty, in 1915 income tax, in 1916 entertainment tax
(abolished in 1933-34 but re-introduced in 1942), in 1917 a war time profits
tax, in 1930 a wholesale sales tax, and in 1941 gift duty and pay-roll tax.
As a result Commonwealth tax revenue rose from $32 million in 1910-11 to $138
million in 1937-38 (the last financial year in this period not dominated by
Second World War finance), implying an annual average compound rate of
increase of 4.2 per cent in real terms. Another consequence was substantial
tax duplication in four important areas: income taxation from 1915, estate
duty from 1914, land taxation from 1910 and entertainment tax for various
periods in the 1920s and 1930s.
The problem of tax duplication was recognized in the 1922-23 federal
budget, the first presented in normal peacetime conditions, during which
Treasurer Bruce indicated:
'The duplication of Commonwealth and State
activities is receiving the attention of the government. Negotiations are
at present in progress with a view to the amalgamation of Taxation Departments
and there is reason to hope that a settlement of this long outstanding problem
will be found' (CPD, Vol. 100, 17/8/1922, p. 1478). Four years later, with
Bruce as Prime Minister, his Treasurer introduced a States Grants Bill
intended to reduce Australian tax duplication (CPD, V o l . 113, 4/6/1926, pp.
2682-91).
In return for the abolition of per capita grants to the states the
Commonwealth would withdraw from land tax, estate duty and entertainment tax
and effect a partial (40 per cent) withdrawal from income taxation on
individuals and companies. This arose from a Royal Commission on Taxation
which had recommended:
'(a)

An allocation of subjects of direct taxation between the
Commonwealth and the States should be made.

(b)

The power to impose income tax should be exclusively vested
in the Commonwealth.

(c)

The power to impose other existing forms of direct taxation land, probate, or succession, entertainments - should be
exclusively vested in the States, subject only to the
overriding powers of the Commonwealth in the case of war'
(CPD, Vol. 113, p. 2687).

This was not acceptable to the states^ and the abolition of per capita
payments to the states followed the Financial Agreement of 1927 establishing
the Loan Council.
Changes in revenue sharing and Commonwealth tax initiatives had a number
of significant effects on state tax systems. These are shown in Table 12.3.
First it can be noted that state taxation grew faster in this period than
that of the Commonwealth (average annual compound rates of 7.7 and 4.3 per
cent respectively). This is explained as follows. During the 1920s the
states introduced two new revenue sources:
taxes on the ownership and
operation of motor vehicles and taxes on gambling, particularly horseracing.
(For a discussion of these taxes and their relative importance in state
finance see Jay, 1977 , Chapter 4; and Hancock., 1977 , Chapter 13.) State
income taxation also increased substantially over this period. Among
individual states, this increase was far from uniform, New South Wales and
Queensland raising more than twice the per capita amounts raised by Victoria
and Tasmania (Murphy, 1928, p. 277; Commonwealth Grants Commission, 1944,
Appendix No. 2). Commonwealth revenue sharing as a proportion of state tax
revenue therefore declined from 54.0 per cent in 1918-19 to 28.6 per cent in
1938-39.
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One final tax assignment issue must be mentioned. This is the broad
interpretation of the exclusive excise power given by the High Court.
Although the first case on this subject, Peterswald v. Bartley (1904) was
favourable to the states in that it upheld their right to levy tax in the
form of liquor licence fees, later cases were less favourable. Commonwealth
and Commonwealth Oil Refineries v. South Australia (1926) and John Fairfax
and Sons Ltd, v. New South Wales (1927) invalidated state taxes on the ground
that they fell on the production or manufacture of goods, the definition of
an excise adopted by the High Court in interpreting Section 90 of the
constitution. An even more stringent interpretation of the meaning of excise
was given by Dixon J in Matthews v. Chicory Marketing Board (Vic.) (1938),
where an excise was broadly defined as a tax upon goods. These judgments
extended the exclusive Commonwealth power over duties of customs and excise
to all forms of sales taxation and thereby effectively reduced the tax powers
of the states.
(For a discussion of these legal matters see Arndt, 1952;
Crommelin, 1982, Chapter 2; and Attorney-General's Department, 1980,
pp. 299-307.)

C.

Commonwealth Tax Dominance After 1942

While the First World War necessitated Commonwealth entry into major
forms of 'direct' taxation, the Second World War witnessed the demise of
state tax independence through effective Commonwealth monopolisation of
income tax. This was achieved by the uniform income tax legislation it
enacted in 1942 and by its subsequent retention of what amounted to an
effective exclusive income tax power.
The Commonwealth achieved this result by using its general grants power
(Section 96) to discourage the states from levying their own income taxes.
This de facto rearrangement of taxing powers in the Australian federation
altered its fiscal balance considerably. From 1942 Commonwealth tax powers
greatly exceeded its revenue requirements while state revenue collections
were far below their expenditure needs. Abundant literature is available on
the finer points associated with the introduction and retention of uniform
income taxation by the Commonwealth (e.g. Prest and Mathews, 1980, Readings
21, 23, 25 and 26; Mathews and Jay, 1972, Chapter 7, especially pp. 171-77;
and Menzies, 1967, Chapter 6).
Its implications for taxation and revenue
sharing are investigated more closely.
Table 12.4 shows the data on Commonwealth and state tax systems for three
selected years. The first observation from Table 12.4 relates to the
dominance of Commonwealth taxation in this period. In 1938-39 the
Commonwealth raised 59 per cent of national taxation, in 1946-47 it raised
88.8 per cent, in 1958-59 88.5 per cent and in 1974-75 83.6 per cent. Over
the same period Commonwealth grants as a proportion of state revenue
increased from 46.1 per cent in 1946-47 to 64.2 per cent in 1958-59 and 70.1
per cent in 1974-75.
The data from Table 12.4 also show that income tax has become the
dominant tax in Australia. “ Commonwealth control persisted despite
attempts to alter this de facto federal assignment of income tax. These
included a number of unsuccessful constitutional challenges, a proposal in
1952 to re-examine the feasibility of the resumption of income tax by the
states (which came to nothing), an attempt by Victoria in 1965 to introduce a
marginal state income tax which received no support from the other states,
and in 1970 a scheme, never implemented, to provide state access to income
tax on Canadian lines (for details see Dixon, 1977, Chapter 17). The
Commonwealth's reluctance to reduce its effective income tax powers was based
on what it saw as the national requirements of stabilization and dis
tributional policies, the need to preserve uniformity and low administration
costs and the differences in taxable capacity among the states.
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The Commonwealth did, however, vacate a number of tax fields during this
period, the most important by explicit transfer to the states. Commonwealth
land tax was abolished from 1 July 1952, Commonwealth entertainment tax from
30 September 1953. The states took little advantage of these Commonwealth
tax initiatives.
(Tasmania had an entertainment tax on cinema performance
till 1976. Land tax was reintroduced in New South Wales and increased in
other states.)
In 1971 the Commonwealth transferred pay-roll tax to the
states to ease temporary difficulties in state financing.
Following the loss of income tax in 1942, state taxation systems were
dominated by taxes on motorists until 1969, when stamp duties surpassed them
due to extending the stamp duty tax base in the form of a receipts duty. When
this receipts duty was applied to payments of wages and salaries and other
forms of income such as superannuation, it was attacked by the Commonwealth as
a breach of the financial assistance grants arrangements which were
conditional upon states not levying their own income tax. Receipts duties
received a further setback as a state revenue source when the High Court in
1970 invalidated them as excise insofar as they applied to the sales or
purchase of goods. These difficulties with receipts duty induced the 1971
pay-roll tax transfer already mentioned. This immediately became the states'
major revenue source, particularly when the states in unison doubled its rate
from 1\ per cent to 5 per cent in the first few years of its existence as a
state tax (see Sawer, 1974, Chapter 3; Prest, 1977, Chapter 11).
A further state tax innovation shown in Table 12.4 must be noted. This
was the development of business franchise taxes (on tobacco, petrol and gas).
This was first successfully introduced in Tasmania in 1972 as a tax on the
consumption of tobacco rather than on its production, manufacture, sale or
purchase, so as to minimise the risk of its invalidation as an excise. This
strategy was upheld in Dickenson's Arcade case (1974) which announced the
principle that the exclusive Commonwealth excise power did not apply to taxes
on consumption.
As Sawer (1974, p. 204) concluded, it enables the states 'to
establish valid and administratively viable consumption and use taxes in
other fields' (for a contrary opinion see McCarrey, 1981, pp. 70-71).
Showing little imagination, or perhaps acting under political constraints,
state treasuries adapted the tax to the consumption of commodities subject
to heavy federal taxation, that is, tobacco, petrol and gas. Liquor
consumption had been taxed through state liquor licences from the beginning
of federation.
In 1972-73 business franchise taxes raised only $0.6 million;
in 1980-81 they raised $221 million.
Australian tax assignment developments therefore owed more to legal
obiter dicta than to rational economic argument. Constitutional
interpretation acted as a major constraint on a rational tax assignment
policy for providing adequate revenue sources to meet state financial needs.
The consequent vertical imbalance was corrected by an increasingly complex
system of financial assistance.
From 1942 onwards, this assistance took four basic forms, two of which had
been initiated in the previous period.
Special financial assistance to
claimant states continued on the basis of recommendations of the Commonwealth
Grants Commission, but from 1959 onwards the number of claimant states
fluctuated (for details see May, 1971; and Mathews and Jay, 1972).
Specific
purpose payments, which had started from road construction grants in 1923,
greatly expanded in the post-war period. Their purposes were extended to
cover other capital works and welfare objectives in education, health and
housing, to name only the more important, and their relative importance
increased from about 20 per cent of total financial assistance in the 1940s
and 1950s to close to 50 per cent in the mid-1970s.
(For details see 1975-76
Budget Paper No. 7, pp. 189-211; Jay, 1975.) This tied assistance was
increasingly regarded by the states as a federal intrusion into their
responsibilities.
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The two major innovations in federal financial assistance since 1942 owed
their origin to the uniform income tax legislation of that year. These
consisted of, first, general revenue assistance for recurrent purposes and,
second, assistance for capital purposes through capital grants and special
Commonwealth loans provided through the Loan Council.
(For the latter see
Menzies, 1967, Chapter 7; and Gilbert, 1973, Chapter 17.) More details can
be provided about the changing nature of general revenue assistance. From
1942 to 1947 tax reimbursement grants were provided to the states, initially
on the basis of income tax collections for the two financial years prior to
uniform income taxation. The post-war inflation and the inherent
discrimination in this arrangement against low-income tax states of the pre
war period led to its abandonment.
From 1947 onwards, total grants were
increased by a formula which recognized demographic factors and wage
increases, while the distribution of grants among the states was shifted
towards an equal per capita sharing modified for demographic differences.
This method was increasingly supplemented by ad hoc adjustments for
individual states, not infrequently influenced by party-political
considerations.
In 1959, tax reimbursement grants changed their name to
financial assistance grants (an indication of the permanency of the income
tax transfer), and the formula determining the total amount of the grants
took, account of population changes, wage increases and a betterment factor
allowing states to improve the quality and extent of their services.
Although it declined relative to specific purpose grants towards the end of
the period, this untied general revenue assistance grew rapidly between
1942-43 and 1974-75 (from $68 million to $2,376 million, implying a quite
substantial real per capita growth rate of 3.3 per cent per annum). J (For
details and criticism of these arrangements see Maxwell, 1967, Chapter 1;
Mathews and Jay, 1972, especially Chapter 10.)
Increasingly appreciated weaknesses in the Australian tax assignment and
revenue sharing arrangements were combined with rising tensions in relations
between states and the Commonwealth. These came to a head at Premiers'
Conferences during the Whitlam Labor Government (1972-75), when there were
rapid increases in specific purpose payments and a federal shift to regional
policies which were seen as by-passing the states (for details see
Groenewegen, 1979, Chapter 3).

D.

Recent Developments in Revenue Sharing

Recent developments in federal financial relations, which have occurred
largely since 1976, provide an opportunity to discuss the current Australian
situation in tax assignment and revenue sharing. The developments include:
fixed proportion personal income tax sharing (transformed into fixed
proportion total tax sharing from 1982-83 onwards); some reductions in the
relative importance of specific purpose payments; local government financial
assistance provided by the Commonwealth via the states; and an attempt to
integrate fiscal equalization procedures with general financial assistance
to the states through an independent assessment of the proportions in which
the shared tax revenue should be distributed to individual states. Two of
these can be briefly summarized.
From 197b—77 onwards, a fixed proportion
of personal income tax revenue (initial'y 1.5 per cent, from 1981-82 onwards,
2 per cent) was transferred to local go.eminent. A reduction in the relative
importance of specific purpose payments has also been achieved since
1976.14
A more important innovation was the proposal for institutionalized tax
sharing. As indicated, this first applied to personal income tax only. (For
the points of understanding which provided its basis see 1976-77 Budget Paper
No. 7, pp. 15-19.)
Initially 33.6 per cent of net collections of personal
income tax of the current year were set aside as state tax sharing
entitlements, such collections to exclude special surcharges for particular
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Commonwealth purposes (e.g. stabilization).
In 1977 the proportion was
revised to 39.87 per cent of income tax collections of the previous year.
Income tax changes which significantly affected state entitlements were
supposed to require federal consultation with the states but such
consultations did not take place. There was also a general guarantee
applicable till 1979-80 to ensure that the entitlement of any state would not
fall below that contained in earlier financial assistance grants
arrangements. The distribution of the shared revenue among individual states
was based on the existing per capita relativities in the 1975-76 financial
assistance grants but these were to be reviewed by an independent body prior
to 1981-82.
The new tax sharing arrangements also allowed a state to impose
surcharges or to grant rebates on personal income tax in that state with the
Commonwealth acting as its tax collecting or remitting agent. This provided
the 'marginal' income tax powers requested by some states in the 1960s. No
state so far has used this power, because the Commonwealth has not provided
room for state income tax surcharges by reducing its own rates (see Mathews,
1978, pp. 26-27). The current unpopularity and dissatisfaction with personal
income taxation in Australia makes use of this power by any state a rather
unlikely event.
Personal income tax sharing was transformed into general tax sharing in
1981. For the three years starting in 1982-83, 20.72 per cent of total
Commonwealth tax revenue is to go to the states. Growth of financial
assistance in future years will therefore depend on the rate of increase of
total Commonwealth taxation rather than that of personal income tax revenue,
an arrangement which on past experience is likely to be less favourable to
the states.
The tax sharing arrangements were to be combined with fiscal equalization
measures through a review by an independent body of the proportions in which
the aggregate tax share was to be distributed among individual states. The
review body ultimately appointed for this task was an expanded Commonwealth
Grants Commission,^ a body with considerable experience in the principles
of fiscal equalization.
The case for fiscal equalization (which has been carried further in
Australia than in any other federation) is explained by a widely held belief
that it is desirable on equity grounds for residents in the member states of
a federation to have access to a comparable range and quality of services
provided that the taxes and charges they pay are of comparable severity.
Equalization adjustments in Australia have therefore reflected differences
in capacity to raise revenue and in the cost of providing services, the
intention being to equalize the fiscal capacities of the states. This is
compatible in principle with diversity in levels and patterns of revenue
raising and spending so that public choice type justifications for
federations are not destroyed by equalization procedures.
Integration of such fiscal equalization principles with tax sharing
arrangements is achieved by adjusting the per capita shares of individual
states for fiscal disparities.
Such adjustment for individual states takes
account of revenue differences and differences in the unit costs of providing
services. The latter arise from differences in the number of persons
requiring services for demographic or other reasons, economies or diseconomies
of scale, the degree of population dispersion, the size and diversity of
ethnic and other socio-economic groups in total population, differences in sex
and age distribution of the population, physical environment factors such as
topography and climate, the degree of urbanization and so on. Revenue
disparities for individual states are related to tax base differences arising
from different income levels, expenditure patterns, resource endowments and so
on.
(For detailed discussion, see Commonwealth Grants Commission, 1982,
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Vol. I, Chapter 2, especially pp. 14-25.) If the aggregate tax share for thie
states is distributed according to the relativities implied in the
standardized per capita amounts then tax sharing embodies equalization
principles.
The relativities in the per capita distribution of shared tax revenue in
1975-76 and those later assessed in two Grants Commission reviews are shown
in Table 12.5. These reveal that the shares in tax entitlements of the less
populous states in 1975-76 were too large relative to their assessed
financial needs, while those of the more populous states were too low. In
short, the ad hoc adjustments to financial assistance of the past had
overshot the mark for fiscal capacity equalization. Nevertheless, the
relativities for the distribution of tax sharing entitlements as assessed in
the 1982 review were implicitly rejected by the government,^ and for the
first time since its creation in 1933 assessments of the Grants Commission
were not implemented.

Table 12.5
DISTRIBUTION OF STATE PERSONAL INCOME TAX SHARING
ENTITLEMENTS 1975-76, AND GRANTS COMMISSION ASSESSMENTS 1981, 1982
Actual Population
Adjustment Factors'3 ^

New South Wales

Population Adjustment Factors
Assessed by Commission

1975-76

June 1981

May 1982

1.027

1.048

1.030

Victoria

1.0 0 0

1.000

1 .0 0 0

Queensland

1.391

1.487

1.431

South Australia

1.527

1.319

1.387

Western Australia

1.665

1.284

1.381

Tasmania

2.007

1.549

1.573

Note:

(a) Victoria was the base state for the purpose of calculations.
Its population was given a weight of 1.000 while that of New
South Wales was given a weight of 1.027, and so on. If Grants
Commission assessments had been approved its entitlement in
1981-82 would have increased by $55 million or 3.4 per cent
over what it actually received in 1981-82.

Sources: Commonwealth Grants Commission, Vol. I, 1981, Table 8-10; Vol. I,
1982, Table 8-1.

Although the institutional tax sharing arrangements had the potential for
improving Australian federal-state financial relations this outcome did not
eventuate. On the contrary, their general impact has been to increase
federal control over state finances. This is illustrated as follows. The
new tax sharing arrangements have made general revenue assistance to the
states solely dependent on Commonwealth tax policy. Secondly, phasing out
or changes in specific purpose payments, such as the hospital cost-sharing
arrangements abandoned in 1981, has resulted from unilateral Commonwealth
decisions.
Finally, this recent phase in Australian federalism witnessed a
temporary abandonment of fiscal equalization principles and the first ever
rejection of Grants Commission findings.

-

306-

The tax changes of this period can be briefly examined from data shown
in Table 12.6. The predominance of income tax in total Australian taxation
continued.
Federal grants to the states as a percentage of income tax
collections declined over the period from 72.4 to 59.9 per cent.
State
taxation also declined relative to Commonwealth taxation, its share in total
Commonwealth and state tax revenue falling from 17.1 to 16.1 per cent. This
arose from reduced growth in pay-roll and motor taxation not offset by
increases in gambling tax, business franchise taxes and stamp duties (the
more-hidden taxes which state governments found easier to increase).
Estate
and gift duties were phased out at both federal and state levels, ending
thereby the last major area of tax duplication.
(For details of taxes on an
individual state basis, see Mathews, 1981.)
A final comment relates to the growing contribution of mineral revenue
to state budgets during the 1970s. Although mineral royalties in Australian
public finance statistics are treated as non-tax revenue, their importance^
is such that some data on their growth in the 1970s have to be presented.
Between 1971-72 and 1979-80, revenue from this source in New South Wales rose
from $5.0 million to $86.8 million, in Victoria from $9.4 to $90.6 million,
in Queensland from $5.9 to $73.5 million, in South Australia from $1.7 to
$5.9 million, in Western Australia from $30.9 to $66.7 million and in
Tasmania from $0.6 to $5.3 million, implying substantial real average annual
growth rates in nearly all states. 8 For 1979-80, this revenue source as a
percentage of state tax revenue was 4.7 per cent for New South Wales, 6.6 per
cent for Victoria, 9.9 per cent for Queensland, 1.6 per cent for South
Australia, 16.2 per cent for Western Australia and 2.9 per cent for Tasmania.
The differential impact of mineral revenue on individual state budgets has
raised further difficulties for fiscal capacity equalization on the lines
traditionally practised by the Grants Commission.

III.
A.

Problems from Tax Assignment and Revenue Sharing
Tax Competition and Tax Duplication

The historical material presented provides some scope for discussing tax
duplication and tax competition although, apart from the 1920s and 1930s,
these problems have never been very important in Australia.
Such problems
have largely been avoided through the high degree of centralization in
Australian tax assignment.
Some action to mitigate the effects of tax duplication was taken in
Australia through arrangements between the federal government and the states
which followed practice in the United States. This included provisions for
deductibility of state tax liabilities against federal income tax and estate
duty. For federal income tax, State taxes paid in the previous year were
allowed as a deduction in determining taxable income (Committee on Uniform
Taxation, 1942, paragraph 6).
Similarly, the net estate value for federal
estate duty purposes was reduced by state probate and succession duties paid.
Federal land tax did not contain a provision for offsets with respect to
state land taxation although these (together with local rates paid) could be
deducted from income in determining federal taxable income.^
Some administrative simplification in collection and assessment of state
and federal income tax was achieved in the 1920s. After several conferences
between the states and the Commonwealth government, a Board of Inquiry and
a Royal Commission, an agreement in 1920 provided that the Commonwealth
should collect both its own and Western Australian income taxes while in 1923
it was agreed that the other states would collect both their own and
Commonwealth income taxes (for details see Laffer, 1942).
In estate duty
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administration, the Commonwealth followed state valuations made for probate
and succession duty purposes, thereby simplifying its own administration.
Problems of tax harmonization have also arisen. Most important was the
absence of stamp duties in the Australian Capital Territory which provided
scope for state stamp duty avoidance; this reached considerable proportions
in the 1960s. This was remedied in 1967 by introducing stamp duties for this
federal territory. Further federal action to bring its territory charges and
taxes in line with those of the states occurred in the 1970s.
harmonization problems also arose between states in the area of probate
and succession duties and stamp duties.
Substantial differences in state tax
legislation have often resulted in additional compliance costs.
'Multiple
liability to death duties in onerous enough but it is worse that the
calculation of the gross (and net) value of the dutiable estate of a deceased
person has to be determined according to taxing statutes which are, in some
provisions, surprisingly dissimilar.
Especially is this so in the provisions
dealing with "notional" estate, and in the definition of those benefactions
which are either exempt from duty or are allowed as deductions' (hughes,
1969, p. 145). A Senate Standing Committee (1973) and the Taxation Review
Committee (1975) recommended national estate and gift duty (with revenue
sharing) but the abolition of this type of tax over the greater part of
Australia has made this proposal redundant.
horizontal overlapping in stamp duties persists as a problem even though
there has been some coordination between the states to effect uniform stamp
duty legislation in certain areas. Most important has been the introduction
of uniform legislation for stamp duty on the conveyance of marketable
securities through a broker in all states except for the Northern Territory
(see Commonwealth Grants Commission, 1980, p. 83). Most other stamp duty
provisions are not uniform as between states.
Because of these differences
the Committee of Inquiry into the Australian Financial System (1981,
paragraphs 16.34, 16.36) recommended as its preferred solution total
abolition of stamp duties, and as its more realistic 'second best' solution,
that 'there be an Australia-wide uniform duty so structured as not to impact
on the choice of financial arrangements'.
The emphasis on stamp duties as a major problem in tax harmonization is a
consequence of the peculiarities of the Australian federal financial
arrangements. Whereas such nuisance taxes have been abolished in most
developed countries, their continuing Australian role can only be explained
because they are one of the few productive revenue sources available to the
states under present constitutional arrangements. However, a financial
transactions tax, announced in 1982 in Victoria and New South Wales, may
provide a starting point for Australian tax reform in this area.
Lack of uniformity in state taxes can be a sign of tax competition, but
as Grewal and Mathews (1977, Chapter 5) have shown, this has not been a very
important problem in Australia.
Some areas of tax competition can be
identified.
For decentralization and industrialization purposes, state
governments have given tax concessions in order to attract investment to
particular regions or states. The unilateral decision by Queensland to
abolish death duties in 1976 gave it considerable advantages in attracting
population and investment in real estate before this move was followed by
most other states. Road haulage charges on interstate trucking have caused
considerable tax coordination problems, which can only be resolved
nationally. Differences in the use of business franchise taxes (non-existent
in Queensland) may lead to some competitive advantage from the petrol tax and
have induced interstate smuggling of tobacco in New South Wales border areas.
Finally, there have been increasing disparities in pay-roll tax exemptions
and tapering-off provisions since 1976, and more recently in rates. Apart
from the paper by Grewal and Mathews (1977) little work has been done on this
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subject in Australia.
In the light of increased diversity in state tax
systems (illustrated in Table 12.7) tax competition and harmonization may
become important problems.

B.

Vertical and Horizontal Fiscal Imbalance

The evolution of effective tax assignment in Australia left the
Commonwealth government after 1942 with approximately 80 per cent of the tax
revenue while its public expenditures accounted for only 50 per cent of total
Australian public expenditures.
The resultant revenue gap for the states and
to a lesser extent local government has dominated fiscal federalism
discussions in Australia under the heading of vertical fiscal imbalance.
Fiscal transfers from the federal to state governments in a variety of forms
have been the favoured solution in practice to this problem.
Alternative
solutions involving either expenditure^ or tax transfers have been less
frequently adopted.
Barriers against an effective re-negotiation of tax assignment in
Australia can be seen as largely arising from the legal interpretation by the
courts of the exclusive federal right to customs and excise duties.
Such a
conclusion neglects the growth in political reluctance by the states to
utilize effectively the tax bases to which they have access.
For example,
the High Court decision validating state taxes on consumption, peculiar
though the reasoning is from an economic point of view, gives states the
opportunity to tax a significant proportion of total retail sales by
extending the base of their business franchise taxes. Political constraints
explain this lack of initiative, just as they explain the low degree of
utilization of land tax, the absence of state entertainment taxes and the
almost universal abandonment of death duties.
Revenue sharing arrangements necessitated by vertical fiscal imbalance
have also been generally associated with horizontal imbalance and fiscal
equalization. This is reflected in the work of the Commonwealth Grants
Commission since 1933.
Although federal acceptance of Grants Commission recommendations for
special financial assistance appears to show a high regard for fiscal
equalization principles, since 1959 there has been a steady and
unsystematical departure from such principles in federal grants and revenue
sharing arrangements.
(For details see Mathews and Jay, 1972, especially
Chapter 10; Commonwealth Grants Commission, 1981, Vol. II, Appendix A.) Per
capita entitlements to all forms of financial assistance have varied
enormously and the equalization payments to the less populous states of
Western Australia, South Australia and Tasmania have exceeded their fiscal
disabilities as assessed by the Grants Commission.
These inequalities in revenue assistance have, not surprisingly, led to
inequalities in state tax burdens, as indicated by per capita tax levels
shown in Table 12.7. Levels of state taxation in New South Wales and
Victoria are far higher than those in the other four states and this
conclusion still holds if corrections are made for differences in per capita
household incomes.
If average per capita state taxation to per capita
household income is taken as 100, then New South Wales (112.5) and Victoria
(106.3) are seen to be making substantially greater tax efforts than
Queensland (77.1), South Australia (79.2), Western Australia (87.5) and
Tasmania (85.4).
It is ironic to note that this ranking of tax burdens by
state is almost the complete reversal of that wnich applied in pre-federation
taxation.
Such tax inequalities can be substantially removed by the adoption of the
principles of the Grants Commission contained in its reports on state tax
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sharing entitlements (1981, 1982), which were designed to achieve a
simultaneous solution of vertical and horizontal fiscal imbalance problems
in the Australian federation. For political reasons, this solution was not
accepted by the Commonwealth government.

IV.

Conclusions

The first and most obvious conclusions from this look at the Australian
practice of tax assignment and revenue sharing is that economic principles
have had little influence on its evolution. Constitutional factors and their
subsequent legal interpretation have influenced the outcome to a far greater
extent. Economic analysis has been important in fiscal equalization through
the work of the Grants Commission, but the relative importance of special
equalization grants has declined rapidly in recent years. As shown, fiscal
equalization is easily achievable through the integration of fiscal
equalization principles and revenue sharing.
More positively, economic principles of fiscal federalism have been
frequently transgressed. Efficiency in government spending has not been
enhanced by the substantial divergences between revenue raising and
expenditure responsibilities which are such a marked feature of the
Australian federation.
Furthermore, periodic financial stringency in the
provision of financial assistance to the states has led their governments to
utilize taxes which cannot be easily defended on economic grounds (stamp
duties are the major example). The system has also imposed important
constraints on tax reform (for details see Groenewegen, 1977, Chapter 19).
Whether federal predominance in taxation (and borrowing) has improved
stabilization policy performance in Australia is such a difficult question
that no attempt can be made to answer it here.
Many problems of fiscal federalism have been avoided as a result of the
evolution of intergovernmental financial relations. Tax duplication and tax
competition have been minimized since 1942 by the uniformity imposed through
the predominance of Commonwealth taxation, and such problems have been far
less important as compared with the United States (see Break, 1980,
Chapter 3). Only minor problems of tax harmonization remain.
The high degree of centralization in the Australian federation, as
evidenced by the significant revenue dependence of the states, conflicts
strongly with the economic theory of federalism based on notions of public
choice and the associated efficiency theorems. How far does the actual
assignment of taxes in Australia conflict with the assignment rules usually
presented in the literature? McLure (Chapter 6, Sections IVE, VI in this
volume) has defended the assignment of corporation taxes to federal
governments, and here Australia apparently gets full m a r k s . S i m i l a r l y ,
judged by the four assignment rules put forward by R.A. Musgrave (Chapter 1,
Section III in this volume), Australia seems to do quite well. Taxes with
low interjurisdictional mobility like land tax and local rates have been
assigned to subnational jurisdictions.
Most benefit taxes have been assigned
to the state level. The few progressive taxes designed to secure
distributional objectives are centrally controlled in Australia.
The problem
of sales tax assignment in Australia remains largely the legal one of
interpreting the exclusive customs and excise power. On these grounds, the
high degree of tax centralization in Australia appears to have some support
on economic principles, but this is not easy to reconcile with the advantages
of federations which are said to derive from diversity and decentralized
decision making.
The main purpose of this paper has been not to decide these issues out
to chronicle the developments in Australian tax assignment and revenue
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sharing from the time of federation. This is still possible in a country
with a relatively short federal history, and it is in fact essential for an
understanding of these problems in Australia. The history of Australian
fiscal federalism is a good example of the way in which federations respond
in different ways to their differing experiences, and of how they face unique
fiscal problems which thereby influence economic discussion and government
policies.

NOTES

The author is Professor of Economics, University of Sydney, Australia.
The revisions in this paper have been facilitated by comments both during
its original presentation and as later supplied by the editor, Charles E.
McLure Jr. This assistance is here gratefully acknowledged with the
usual caveat about any deficiencies which remain.
^

2

The federal tax power was limited in the following way. Western
Australia was permitted its own tariff but on a prescribed diminishing
scale for the first five years after the imposition of uniform duties
(Section 95). The Commonwealth was not to discriminate in taxation
between states or parts of states (Section 51 (ii) and Section 99).
In
addition, Section 55 provided that federal laws imposing taxation must
deal with one subject of taxation only except in the case of customs and
excise duties.
Section 114 limited Commonwealth tax powers with respect
to state property.
Little guidance on the subject would have been provided by the
contemporary economic textbooks on public finance, which for Australia
were John Stuart Mill's Principles of Political Economy, Book V and
Bastable's Public Finance. Neither of these authorities (for rather
obvious reasons) discussed the taxation problems of federal systems.
Judging from Taussig's Principles of Economics (3rd edn, 1929), the
situation in the United States was not much better.
As Coghlan (1897, pp. 159-70) demonstrates, customs and excise revenue
was collected largely for revenue purposes in New South Wales from
alcohol, tobacco, coffee, tea, sugar, kerosene, rice, dried fruits and
opium.

^

Revenue payments to the states as a percentage of gross Commonwealth
customs and excise collections were 76.75 per cent in 1901, 81.38 in
1902, 82.88 in 1903, 78.51 in 1904, 80.28 in 1905, 82.06 in 1906, 81.3
in 1907, 76.01 in 1908, 73.09 in 1909 and 73.23 in 1910.
(Years refer
to financial years ending 30 June and for 1901 refer to six months only.)

^

Financial data in this paragraph are derived from Mathews and Jay
(1972, especially pp. 65-70 and Table 10); and population data from
Commonwealth Year Books, various issues.
This refers to the creation of the Australian Loan Council in 1927,
which embodied a unique institutional development in the financial
relations of federal countries.
For details, see Gilbert (1973); Mathews
and Jay (1972, Chapter 5, especially pp. 110-19); and Prest and Mathews
(1980, Part 2).
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7

For details of the financial arrangements which resulted in the per
capita payments from 1910-11 onwards, see Mathews and Jay (1972, pp. 6870); and Prest and Mathews (1980, Reading 2). The real value of
aggregate per capita grants declined from $10.71 million in 1910-11 to
$8.31 million in 1926-27 using the government consumption deflators of
Butlin (1977).
For a detailed history of the establishment of the Grants Commission
and the events leading up to this, see Prest and Mathews (1980, Part
3); and May (1971). Reasons for special financial assistance to Western
Australia and Tasmania are given in the text. South Australia became a
'claimant' state because of the severe effects on its finances of the
Great Depression.
For details see Jay (1975), especially pp. 41-42, 66, 86. From 1930-31
to 1958-59 assistance for road construction involved petrol excise
revenue sharing.

^

In money terms Commonwealth financial assistance to the states on
aggregate grew from $11.21 million in 1910-11 to $27.35 million in 1941—
42, but this represented an average annual compound growth rate in real
terms of only 0.9 per cent. As a percentage of Commonwealth revenue the
assistance amounted to 37.6 per cent in 1910-11, a proportion which
steadily declined to a minimum of 13.1 per cent in 1922-23 (the year
before road grants were introduced) and then climbed back to
approximately 20 per cent for the 1930s.
In 1941-42 the proportion
dropped to 2.2 per cent, the result of rapid growth in Commonwealth
taxation for war finance.

^

The Commonwealth proposal had considerable political overtones.
Land
tax and estate duty were highly unpopular in rural areas, a fact which
Earle Page as Leader of the Country Party fully appreciated.
Entertainment tax on cinema admissions was also most unpopular with
voters, as the Bruce-Page government discovered in the 1929 election.
It may also be noted that these proposals from the Royal Commission
conflict with current public finance principles.
Sales taxes, generally
regarded as suitable taxes for subnational jurisdictions were not
considered; death duties, the major objective of which is distributional,
should be assigned to the national government; the classification of
entertainment tax as a 'direct tax' is peculiar.

12

13

14

^

In 1946-47 income tax on individuals and companies raised 48.3 per cent
of total Commonwealth and state taxation, in 1958-59 47.4 per cent and
in 1974-75 59.6 per cent. Commonwealth grants to the states relative to
income tax collections rose from 28.4 to 64.7 per cent so that a rapidly
rising proportion of this income tax revenue went to the states.
Deflated by government consumption deflators in Butlin (1977) and
population data from Commonwealth Grants Commission Reports.
The proportion of specific purpose payments to total financial
assistance to the states fell from 48.5 per cent in 1975-76 to an
estimated 32.8 per cent in 1981-82. This was associated with expenditure
restraint policy as explained in the Prime Ministerial Statement Review
of Commonwealth Functions, 1981. For full details see Mathews (1976,
1977-80) and 1981-82 Budget Paper No. 7.
The review body was composed of the three existing members of the
Grants Commission supplemented by three other persons, one selected by
the larger states of New South Wales and Victoria and two by the four
less populous states.
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16

For details see Budget Paper No. 7, Payments to or for the States, the
Northern Territory and Local Government Authorities 1982-83, pp. 13-23,
where it is said that the 1982 assessed relativities are to be phased in
over the three years ending 1983-84. The mechanism for tnis phasing-in
combined with the guarantee provisions relating to individual states' tax
shares implies that this target cannot be achieved.

^

In his comments for revision of this paper, McLure suggested that
mining royalties and freight rates should be included in the discussion
since these had been examined as part of the tax assignment problem in
the paper by Mieszkowski in this volume and the comments thereon by
Garnaut (Chapter 6 in this volume). Data on the mineral component in
freight charges are virtually unobtainable from published sources while,
as shown in Table 12.7, even data on mineral revenue is not easily
obtained for the 1960s.

18

19

20

21

Real average annual growth rates were highest for New South Wales and
Queensland (27.8 and 22.6 per cent respectively), and substantial for
Victoria and Tasmania (18.8 and 17.6 per cent), but Western Australia
mineral revenue declined in real terms in 1979-80 as compared with
1971-72 (from $44.6 million to $39.8 million in 1974-75 dollars).
The whole of land tax and local rates liability was deductible until
1973-74, but since then a maximum of $300 per annum has applied to these
items, which are now rebatable at the standard rate of income tax.
Although outside the scope of this paper some more important transfers
in expenditure powers resulted from a 1946 constitutional amendment
(Section 51 xxiiA) on social security, which authorized federal payments
in the form of maternity allowances, widows' pensions, child endowment,
unemployment, pharmaceutical, sickness and hospital benefits, medical and
dental services and benefits to students and family allowances (federal
age and invalid pensions had been authorized in the original
constitution); and the 1974 federal takeover (by agreement with the
states) of responsibility for financing tertiary education.
Both these
transfers to the federal government can be defended on rules suggested by
conventional expenditure assignment theory.
This view is criticized by Peggy Musgrave in her comments (Chapter 5
in this volume).
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TAX ASSIGNMENT AND REVENUE SHARING IN AUSTRALIA
Commentary
by
John G. Head

Groenewegen's paper sketches very nicely the history of intergovernmental
fiscal relationships in Australia from federation in 1901 to the present.
Both the vertical and horizontal dimensions of tax assignment and fiscal
balance are discussed. The similarities and contrasts with recent experience
in the U.S.A., and particularly with Canada, are, I believe, interesting and
instructive.
As in Canada, major issues of vertical balance emerged in Australia only
in the aftermath of World War II as a result of the wartime transfer of
income tax powers to the federal government.
In contrast to Canada, however,
there was no effective return of independent income tax powers to the states
during the postwar period. As a result the states were left with a motley
collection of minor taxes including death duties, motor taxation, stamp
duties, land tax and racing taxes; and they have been slow to develop new
sources of revenue. A particular problem in this regard has been the
constitutional barrier to the imposition of broad-based sales taxation on the
American or Canadian model. The resumption of more normal peacetime patterns
of demand for state public services has therefore resulted in the emergence
of serious problems of vertical imbalance. Throughout most of the postwar
period the gap between expenditure functions and tax sources at the state
level has been largely filled by massive unconditional transfers of federal
revenue to the states, determined by a formula and broadly designed to
compensate for the loss of income tax powers. The dangers of this system,
however, were clearly to be seen in the continual pressures exerted by state
governments to liberalize and supplement these formula grants. With the
independent taxing powers of the states severely restricted, the Commonwealth
government was unable to stand firm and place effective financial
responsibility, at least for marginal adjustments in state service levels,
squarely upon the states. As in Canada and the U.S.A., the postwar growth
in demand for state services has also been met in part by a vast expansion
of conditional grant programs, and hence responsibility sharing, in areas
such as health and education. There are some economists, however, who would
query whether this unilateral change in expenditure assignment is wholly
justified in its own right, or is merely a further distortion produced by a
grossly non-optimal system of vertical tax assignment.
In more recent years, as Groenewegen points out, there has been some
attempt to restore financial responsibility and states' rights under the 'New
Federalism' policy inaugurated by the Fraser government in 1976. Under the
new arrangements the unconditional formula grants to the states were replaced
by a share of personal income tax revenue. The new system of revenue
sharing, based initially on the personal income tax and transformed in 1981
into a share of total federal tax revenue, should not, however, be confused
with substantive reform of vertical tax assignment.
It is difficult to see,
for example, how state shares of personal income tax could possibly have been
viewed by state electors as in any sense equivalent to state income taxes,
since the tax was still imposed and collected by the federal government with
only minimal reference to state involvement. Moreover, any possible
connection was further obscured by the fact that the interstate distribution
of the revenue under the new scheme was heavily weighted in favour of the
financially weaker states. This reflects the very high degree of financial
equalization embodied in the unconditional formula grants, which was carried
over into the new tax-sharing system. As Groenewegen points out, this
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integration of the horizontal and vertical adjustments is, with some minor
reservations, now virtually complete.
The implications of this development
for the design of an equitable and efficient fiscal system seem, however, to
be clearly unfavourable. As Musgrave (1959) has long insisted, there is a
very strong case for preserving, as far as possible, a sharp separation of
distribution and allocation branch functions, not merely as a heuristic
device but also at the operational level as an aid to rational fiscal
decision making. This argument has obvious application in the design of a
system of fiscal federalism.
In accordance with the principle of vertical
fiscal balance, efficient public expenditure decision making by state
governments and state electors requires the strongest and most direct
connection between state spending and the taxes they impose on their own
residents.
The incorporation of major interstate equalization adjustments
in the new tax-sharing arrangements renders the whole strategy largely
pointless as a device for restoring financial responsibility at the state
level.
Substantive reform of vertical tax assignment and the restoration of
vertical fiscal balance in Australia clearly requires the effective transfer
to the states of independent tax powers in some economically suitable area
of taxation.
Pay-roll tax, as Groenewegen points out, was transferred to the
states in 1971 and immediately developed into much the largest source of
state tax revenue.
Being a source-based tax, pay-roll tax is not, however,
by any means an ideal state tax in spite of its well known neutrality
characteristics.
It has been used successfully by the states over the past
decade only by virtue of the very high degree of harmonization of base and
rate which has so far been preserved. This situation remains nevertheless
quite precarious and could easily and quickly erode.
It is therefore all the
more important to consider the provision, under the new tax-sharing
arrangements of 1976, which would allow the states to impose their own
supplementary personal income taxes (or grant rebates) in the form of a flat
percentage surcharge on the basic federal tax. From a vertical balance
viewpoint this would appear, in principle at least, to be much the most
significant feature of the new arrangements.
In practice, however, as
Groenewegen points out, this provision has not proved effective; and the
states have shown a total unwillingness, in spite of budgetary pressures, to
avail themselves of this new revenue source.
Important lessons could be
learned in this regard from the abatement strategies used to achieve the
transfer of income tax powers under the Canadian tax collection agreements.
Under this approach the states could be induced quite painlessly to impose
substantial personal income tax 'surcharges', rather than relying on their
willingness, in the face of great political uncertainty, to piunge into the
income tax field in order to effect only marginal changes in existing levels
of tax.
Groenewegen remarks in his concluding comments that vertical tax
assignment in Australia seems to accord quite closely with the criteria which
have been proposed in this connection by Musgrave and others. With the
important exception of pay-roll tax, this is, in a limited sense, correct:
source-based taxes on mobile factors, such as the company income tax, and
those taxes which are generally regarded as the key instruments for the
pursuit of national objectives in the area of stabilization and distribution
policy, such as the personal and company income taxes, have remained under
exclusive federal control throughout the postwar period. This implies
nowever, an incomplete specification of the tax assignment problem. As
Thirsk rightly emphasizes (Chapter 10 in this volume), an optimal solution
to the problem of vertical tax assignment presupposes a specific (optimal or
non-optimal) assignment of expenditure functions.
The outstanding deficiency
of vertical tax assignment in Australia is not that the federal government
or the states have been exploiting taxes that are economically inappropriate
to their particular levels, but rather that the taxes available at the state
level have been grossly insufficient to guarantee responsible public
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expenditure decision making. The crucial question which must be asked,
therefore, is whether most of the very real economic and administrative
advantages which flow from exclusive federal control of the income taxes
could not have been derived at significantly less cost in terms of vertical
imbalance through centralized administration of the personal income tax under
a system of joint occupancy on the highly successful Canadian model.
In the horizontal dimension of fiscal balance and tax assignment issues
Australia, after some early experience with ad hoc reactions to serious
problems of interstate fiscal disparity, pioneered in the attempt to isolate
the divisive political question of horizontal adjustment from the hurly-burly
of political bargaining among the component units of the federation. The
device employed was the independent statutory commission, and for at least
a quarter of a century it could fairly be said that the principle of
financial equalization as propounded and applied by the Commonwealth Grants
Commission successfully defused the issue of regional fiscal disparity as a
source of political instability in the Australian federation. The financial
equalization principle requires that governments of the financially weafcer
states should be enabled to provide comparable standards of public services
without having to impose taxes of greater severity than those prevailing in
the richer states. The detailed calculations made involve a variety of
heroic assumptions and considerable exercise of broad judgment.
In spite of
many contentious issues, however, the Commission has established a great
reputation for impartiality and objectivity, and, as Groenewegen points out,
its recommendations regarding grants to the claimant states have invariably
been accepted by the federal government for the past 50 years. The
Commission’s financial equalization principle has also had considerable
influence on systems of horizontal adjustment adopted in other federations,
notably in Canada, though nowhere else do we find any attempt to extend the
detailed calculations beyond the tax side.
In spite of much obvious success the direct influence of the Commission
went into a marked decline after 1959 as the federal government moved, as we
have already seen, to handle more and more of the horizontal adjustment
through the vertical transfer mechanism of the formula-based financial
assistance grants.
By increasing the redistributive element in the financial
assistance grants, the federal government was able to greatly reduce the
amount of the separate equalization grant and, as part of the new adjustment
package, the traditional claimant states were induced to withdraw entirely
from the Grants Commission arrangements.
Quite apart from the destructive
effect of this progressive 'integration' of horizontal and vertical
transfers on the attempt, through personal income tax sharing, to restore a
measure of financial responsibility, a major implication of these
developments has been that financial equalization has been thrown back once
more into the political arena and the amount of financial equalization
achieved had come to diverge considerably, as Groenewegen shows, from the
Commission's magic formula.
Supporters of the Grants Commission approach
among the Australian public finance fraternity were therefore greatly
heartened by the decision to assign the task of reviewing the interstate
distribution of the tax-sharing grants to an expanded division of the Grants
Commission. Like Groenewegen, however, they were correspondingly shocked
when, for the first time, the Commission's recommendations were not fully
accepted by the federal government.
It is, I think, time for public finance specialists to stand back a
little from the magic principle of financial equalization and recognize that
what is really remarkable is the extent to which the Commission's principles
and somewhat 'hairy' calculations have been accepted. There is in fact no
obvious reason why 'full financial equalization' should be a universally
acceptable solution, applicable at all times and in all places, to the
divisive political issues of regional fiscal disparity. One can, of course,
imagine, in some Rawlsian quasi-constitutional decision-making context, that
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the sovereign states and the central government in a particular federation
might at some point agree to resolve these difficult problems by assigning
the whole issue to an independent arbitrator, such as the Grants Commission,
as a quasi-permanent solution.
It is also conceivable that a principle of
'full financial equalization' promulgated by such a body might for a period
by generally accepted.
Experience in other federations, such as the United
States, clearly demonstrates, however, that this is not universally the case.
Controversial issues of horizontal tax and expenditure assignment cannot
invariably be resolved on the basis of far-reaching equalization formulae.
Even where, as in Australia, we have general acceptance of an
equalization system administered by an independent statutory body, it is not
to be expected that such consensus must necessarily endure forever.
Buchanan's (1975, Chapter 5) concept of 'continuing contract' appears
relevant and helpful here:
there must be scope for periodic adjustment and
change in the terms of any constitutional or quasi-constitutional arrangement
to reflect the changing circumstances, attitudes and relative negotiating
strength of the contracting parties. As, for example, previously poor
claimant states find themselves unexpectedly endowed with vast natural
resources, it is not necessarily to be expected that they will wholeheartedly
endorse the changed financial implications for them under a system of full
equalization. This, to be sure, we might deplore as selfish and short
sighted. Federalism is, however, a complex political game played in a
dynamic world.
It should therefore be no great surprise if the players at
some time should happen to reject a magic formula, which, as I have suggested
in my comment on Thirsk's paper, lacks any genuine rationale in terms of
basic public finance objectives of horizontal equity or efficiency.
The Grants Commission system remains nevertheless a great success story
in the history of Australian public finance.
It is in fact a fine example
of the economist in his favorite role as a purveyor of fake nostrums handed
down from an earlier generation or distilled from arbitrary or methodogically
irrelevant ingredients and hawked about with truly messianic zeal. As long
as his clients have sufficient faith, such remedies may do little harm and
even, as in the extant case, a very great amount of good.
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TAX ASSIGNMENT AND REVENUE SHARING IN AUSTRALIA
Commentary
by
Peggy B. Musgrave

Professor Groenewegen has provided a useful and interesting account of
the development of fiscal federalism in Australia, a history which has both
points of similarity with and departures from those of other federal systems.
My comments will address this rich document rather selectively and will be
put in both a positive and a normative framework.
On the positive side, the reader without close familiarity with the
Australian system is struck by certain features in that system which
distinguish it from other federal systems and in particular the United
States. For instance, while the constitutional framework seems to be similar
in both the Australian and U.S. cases - unification and centralization of
tariffs, prohibitions against barriers to interstate commerce and seemingly
loose assignment of expenditure responsibilities - each federation developed
within that framework in markedly different ways, demonstrating that human
institutions as well as the animal world are capable of adaptive evolution.
I will take up some of the principle features of the Australian fiscal system
as described by Groenewegen.
First there is the lack in Australia of what Groenewegen calls 'tax
overlap', that is the simultaneous use of the same tax base by two or more
levels of government. Whether explicitly through specific legislative
prohibitions or implicitly by unwillingness to double tax, the Australian
taxes tend to be given exclusive assignment with the federal government
claiming the individual and corporate income taxes as well as excise and
sales taxes, with the payroll tax, stamp duties, automotive taxes, land tax
and assorted other taxes falling to the states. Groenewegen writes
approvingly of this lack of overlap, but I wonder whether there is more to
be said for it than the administrative cost savings? This strict form of
exclusive tax assignment tends to reduce the scope for tax structure
diversity at the state level, a diversity which fiscal federalism is
supposedly meant to promote.
In the United States there is a good deal of
multiple use of tax bases, with the federal and state governments sharing
individual income, corporate income, as well as various excise taxes; and the
recent discussion of the possibility for a federal value-added tax does not
seem to preclude the continuation of retail sales taxes at the state level.
Obviously, a trade-off has to be struck between administrative and compliance
costs of multiple use on the one side and the opportunity for fiscal
diversity on the other.
It is also worth noting that pre-emption of the
major tax bases by the federal government may leave state and local
governments with a proliferation of high-cost nuisance taxes, a situation
which multiple use can avoid.
Furthermore, multiple use allows the federal
government to offset to a degree the non-neutralities caused by rate
differentials among lower-level taxes. The deductibility of state income
taxes for purposes of the federal taxes in the U.S. is an example of this.
Thus, I do not entirely share Groenewegen's aversion to tax overlap in a
federal system.
Secondly, along with this exclusive assignment, the federal government
in Australia appears to have pre-empted the major taxes. Thus, not only are
the Australian states not able to draw on broad-based income taxation but,
unlike the U.S. states, they also do not have broad-based sales taxes. Thus,
their fiscal autonomy is severely circumscribed on the revenue side. As
Table 12-1 (line 1) shows, own-source revenue of the Australian lower level
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Table 12-1
COMPARISON OF FISCAL DECENTRALIZATION, 1979^a)
Per cent
Australia

U.S.A.

Canada

Nest
Germany

1. State-local own revenues as
percentage of revenues
from public

19.6

35.4

53.9

51.9(b)

2. Central grants to statelocal governments as
percentage of revenues
from public

34.6

10.5

12.5

14.2

3. State-local own revenues +
total central grants as
percentage of revenues
from public ( 1 + 2 )

54.2

45.9

66.4

66.1

4. Non-earmarked grants as
percentage of total
central grants

57.3

8.5

31.3

5. Non-earmarked grants as
percentage of revenues
from public ( 2 x 4 / 100)

19.8

0.9

3.9

6. Own revenue and non-earmarked
grants as a percentage of
revenues from the public
(1 + 5)

39.4

36.3

57.8

Notes:

51.9

(a) In some cases, may be 1979 fiscal year.
(b) Includes tax-shared funds.

Sources: Peter Groenewegen, Chapter 12 in this volume.
Advisory Commission on Intergovernmental Relations, Significant
Features of Fiscal Federaliam, 1980/81 and 1981/82, Washington D.C.
1980, 1981; Studies in Comparative Federalism: Australia, Canada,
the United States and West Germany, Washington, D.C.: November 1981.
C.P. Harris, Relationships between Federal and State Governments in
Australia. Canberra: Australian Government Publishing Service, 1979.

government accounted for less than 20 per cent of total revenue from the
public compared with 35 per cent in the United States, 54 per cent in Canada
and 52 per cent in West Germany. The economic historian might enquire
whether this situation reflects the carryover of British unitary fiscal
traditions to Australia?
This relatively centralized revenue structure in Australia (referred to
by Groenewegen as 'vertical imbalance') is, however, accompanied by a
relatively decentralized expenditure structure made possible by an extensive
grant system. As shown in line 2 of the table, grants from the federal to
state-local governments finance 35 per cent of expenditures to the public
compared with a figure of only 11 per cent for the United States, 13 per cent
for Canada and 14 per cent for West Germany. Thus, in Australia state and
local governments, while raising only 20 per cent of revenue, account for 54
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per cent of expenditures to the public, which compare with percentages of 35
and 46 per cent respectively in the United States. The greater relative
importance of federal grants in Australia turns a much more centralized
fiscal structure on the revenue side to a somewhat more decentralized
structure on the expenditure side, if expenditures are defined as
expenditures to the public.
A further consideration must also be taken into account, namely that twothirds of federal grants to states in Australia take the form of revenue
sharing for general purposes, which in the United States is of relatively
minor (and diminishing) importance.
If we subtract specific purpose grants
from state-local expenditures to get a crude measure of state-local
controlled expenditures (lines 4 and 5 in the table), the degree of fiscal
autonomy at the state level on the expenditure side may be measured (line 6)
as own revenue plus non-earmarked grants as a percentage of total revenue.
On this basis, the ratios for Australia and the United States become
remarkably similar.
Indeed, both Australia and the United States (with
ratios of 39 and 36 per cent respectively) place well below Canada and West
Germany (with ratios of 58 and 52 per cent respectively) in this respect.
Finally, what can be said about the relative redistributive impacts of
the two fiscal systems? First, on the revenue side the highly centralized
nature of the tax system with its heavy reliance on income taxes suggests an
overall more progressive and horizontally more equitable system than in the
United States, though the heavy role of tax expenditures and tax loopholes
for capital income in the Australian context doubtless reduces effective
progressivity. The very large role of revenue sharing in the Australian case
has an overall redistributive role among states though, as Groenewegen points
out, political influences have tended to cause a somewhat uneven impact with
some evidence of over-allowance for fiscal disparities if measured as per
capita income. The United States, on the other hand, relies almost entirely
on special purpose grants, many of which are targeted to high need localities
such as the older cities.
The Australian system of revenue sharing may
serve the purpose of regional redistribution and development purposes better,
whereas the U.S. system of targeted categorical grants is better adapted to
the highly localized pockets of individual poverty and urban decay, pockets
which are frequently located in high-income states. This is an interesting
example of how fiscal institutions within a federal system may adapt
themselves to the particular circumstances and problems which they face.
In all, the outside observer gets the following (somewhat tentative)
impressions of Australian fiscal federalism as it compares with that of other
federal systems:
(1) The Australian fiscal system seems to be better structured in relation
to cyclical instability. The cyclically sensitive revenue sources are
heavily concentrated at the federal level where the responsibility for
macro policy lies. Those revenue sources in the United States, on the
other hand, are more concentrated at the state-local level where there
are constitutional requirements for balanced budgets, thus introducing
a pro-cyclical element to the overall fiscal system.
(2) Similarly, individual taxpayer equity, both vertical and horizontal, is
more readily met in the Australian system where broad-based taxes are
confined to the central level.
(3) Centralization of the major taxes also better conforms with the criteria
of uniformity and neutrality in taxation, and the Australian system
performs well in this regard.
(4) By the same token, Australia offers less opportunity for diversity of tax
choice at the sub-national level.
But perhaps this may be less of a
problem for Australia where there is greater homogeneity in social choices.
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(5) With the exception of the payroll tax, the Australian fiscal system also
offers little opportunity for subnational levels of government to
exercise a source-based entitlement to tax income accruing to non
residents. Corporate source income is the major component of such incomte
but the corporate tax is assigned to the federal government.
(6) I now turn to the grant system and how it meets the normative goals of
fiscal federalism. As usually stated, these goals include
interjurisdictional equalization, central support for local merit goods,
correction of interjurisdictional spillovers and fiscal residues. We
might add to those the return to source of revenues more efficiently
collected at the central level. The heavy use of revenue sharing and the
centralization of the income taxes suggests at least the potential for a
high degree of regional equalization. To gauge the degree of
equalization which actually takes place, one would have to compare the
distribution of grants with indices of both fiscal capacity and need, a
task on which the Grants Commission has done a great deal of interesting
work. But, as noted above, interjurisdictional equalization is not
necessarily correlated with inter-individual equalization.
In the
Australian setting, however, regional development considerations may take
precedence. With regard to the federal support of selective expenditure
categories on merit good and spillover grounds, the Australian system
would appear to perform as well as does that of the U.S.A., with specific
purpose grants amounting to about 10 per cent of total government
expenditures to the public in both cases.
Finally, with the major taxes exclusively assigned to the central
government, there is clearly the potential for an efficient system of revenue
collection; and the basis for distribution of shared revenues implies a very
substantial return to source of such revenue. It would be interesting to sete
how much of the revenue-sharing grants represents such return to source and
how much constitutes a redistribution of resources.
It is also an
interesting matter of conjecture whether a substantial degree of return-tosource is required in order to pay the political price for regional
redistribution.
Suppose that the central government wishes to transfer $100
from a wealthy jurisdiction A to a poor jurisdiction B. To make this
acceptable to the representatives of A, the scheme must be such that A as
well as B shares in the receipts. As a result, $200 will have to be
collected in A with $100 going to B and $100 returned to A. A's receipt of
$100 of shared revenue is considered 'free money' by A's legislature and via
the 'flypaper effect' is reflected only in part by reduced own-tax revenue
in A. The public sector as a whole in Australia is considerably larger than
that in the U.S.A., particularly if civil expenditures alone are considered.
Civil expenditures were roughly 37 per cent of Gross Domestic Product (GDP)
in Australia in 1979 compared with only 27 per cent in the United States.
The outside observer is tempted to ask, could this larger ratio reflect the
'churning over' of central revenues which are a necessary political
accompaniment to regional redistribution?
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This pattern has been subject to some reversal in recent years, however,
as categorical grant programs have been converted into block grants.
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TAX ASSIGNMENT AND REVENUE SHARING IN AUSTRALIA
Reply
by
Peter Groenewegen

Both commentators on my paper point to some peculiar features of
Australian fiscal federalism as it has developed over the twentieth century
and try (at least partly) to explain them in terms of the received theory.
This is not easy, as was admitted in the final conference symposium when some
went so far as to say that current fiscal federalism theory is largely an
ex post rationalisation of United States experience. Hence Australian
experience raises some interesting dilemmas for theory.
Professor Peggy Musgrave rightly diagnoses a conflict between the
'diversity which fiscal federalism is supposedly meant to promote' and
Australian antagonism to tax overlapping. My preferences in this area are
not only based on administrative cost savings but largely on the possibly
even greater compliance cost savings. Although such costs cannot be
quantified with any degree of precision, my feeling is that they probably
exceed the efficiency losses ( 'Harberger triangles') associated with the
interference in consumer choice through 'lack of diversity'.
In addition,
I am intrigued and baffled by her comment on the relevance of the 'British
fiscal tradition' in explaining the economic history of the high degree of
tax centralization in Australia, since such a tradition if it can be
identified ought to have been just as influential in Canada.
Professor Head devotes much of his comment to 'non-optimal systems of
vertical tax assignment' and subsequent financial irresponsibility
(inefficiency?) at the state level, but never really explains what he means
by this in the context of Australian federalism. How inefficient
(irresponsible) have state governments (and the federal government) been in
practice? He is also hostile to fiscal equalization on the basis of the
Grants Commission's 'hairy' calculations and their lack of what he calls
'genuine rationale in terms of basic public finance objectives of horizontal
equity and efficiency'. Perhaps such equalization also conflicts with the
diversity attributes assigned to federations by the public choice theorists.
I, however, do not share his faith in the ability of economists to pronounce
on 'optimal' states except in the highly artificial worlds constructed in
pure theory, where sometimes most of the real problems are assumed away. But
does he really endorse the Fraser government's political expediency in
rejecting the Grants Commission's assessed relativities because federalism
is a 'complex political game'?
Further, and more constructively on equalization, a statistical answer
to Peggy Musgrave's pertinent question at the beginning of her last
paragraph. The source of net personal income tax collections for 1980-81 by
states was as follows (with personal income tax-sharing entitlement, in
brackets): New South Wales 36.8% (30.6%); Victoria 28.9% (22.5%); Queensland
13.9% (18.2%) Queensland 13.9% (18.2%); South Australia 8.5% (11.5%); Western
Australia 9.0% (12.2%) and Tasmania 2.8% (5.0%). Whether this explains the
greater importance of civilian public expenditure in Australia as compared
with the United States is a question for which I have at present no simple
answer.
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13

TAX ASSIGNMENT AND REVENUE SHARING IN BRAZIL,
INDIA, MALAYSIA, AND NIGERIA
Ved P. Gandhi*

I.

Introduction

Developing countries are generally characterized by:
(a) low levels of
per capita incomes; (b) highly skewed income distributions; (c) dominant
agricultural sectors; (d) large numbers of small-scale manufacturing and
service enterprises; (e) a high proportion of self-employed in the labor
force; (f) wide 'open' economies with large export and import trade;
(g) small administrative capacity; (h) substantial spatial differences in
resource endowments, economic structures, and population densities;
(i) few public services for which benefit taxes or user prices can be charged
in view of the general level of poverty; and (j) centralized planning for the
long-term development of the country.
All these have significant implications for tax assignment and revenue
sharing possibilities in developing country federations.
First, the taxable capacity and scope of taxation in developing countries
tend to be limited. The needs of development, on the other hand, tend to be
large (often even basic human needs are lacking) and costly (generally
because of inadequate and inefficient administrative and socioeconomic
infrastructures). As a result, all levels of government tend to face serious
fiscal crises routinely.
Second, few effective and broad-based 'tax handles' are available in
developing countries. The revenue structures of developing countries
therefore tend to be dominated not by broad-based income and corporation
taxes, as in most developed countries, but by foreign trade taxes (export
duties and import duties) followed by domestic product taxes (typically a few
major excises and manufacturers' sales taxes), land and property taxes,
natural resource royalties (only in countries with natural resources or
mines), and trade and professional licenses.
Irrespective of the level to
which these taxes are assigned, often their bases are limited and their
collection inefficient. As a result, no level of government has much revenue
to spare and to share with any other levels of government.
Third, quite often many development functions, e.g., provision of
education and health or maintenance of roads, are performed by subfederal
governments in developing countries while the federal governments tend to
retain the major and most elastic sources of revenues in the interest of
stabilization, balance of payments and redistribution objectives. As a
result, developing country federations tend to have relatively high degrees
of vertical imbalance.
Fourth, the large spatial differences in resource endowments, economic
structures, and population densities result in extremely large differences
in the levels of taxable capacities and of public services in various regions
and localities in developing country federations. As a result, the problem
of horizontal fiscal imbalance tends to be more severe in developing country
federations than in developed countries.
Finally, centralized planning is a dominant force in many developing
countries, resulting in the heavy financing by the higher levels of
government of many development projects, with externalities and
inter-jurisdictional spillover of benefits, even though such projects may be
executed by the lower-level governments. A great deal of intergovernmental
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transfers in developing countries therefore tends to be plan-related and,
consequently, 'earmarked' to development projects approved under the plans.
As a result, earmarking of shared revenues tends to be more commonplace in
developing country federations than in developed countries.
The subject of tax assignment and revenue sharing in developing country
federations is thus of crucial importance. At the same time it is extremely
complex and highly politically charged.
This paper reviews tax assignment and revenue sharing in four of the
largest developing country federations, viz., Brazil, India, Malaysia, and
Nigeria.^ Section II briefly states the general principles underlying the
assignment of taxes to different levels of government and the broad
conclusions emerging from the literature on revenue sharing.
Section III
describes the present tax assignment and revenue-sharing systems of Brazil,
India, Malaysia, and Nigeria and provides a brief assessment of the existing
arrangements, especially between the federal and state governments, in
individual countries in the light of the general principles derived in
Section II. Section IV then concludes with some observations on inter
country comparisons.

II.

General Principles of Tax Assignment and Revenue Sharing

Theoretically, the 'norms' of tax assignment and revenue sharing depend,
among other things, upon the major functions given to each level of
government (or the pattern of their expenditure responsibilities), the chief
characteristics of major tax handles provided by the structure of the
economy, and the relative importance attached to achieving vertical and
horizontal fiscal balance. This section brings together some of the
generally agreed norms on tax assignment and revenue sharing.

A.

Tax Assignment

As much of the discussion on the norms of tax assignment has been carried
out in the context of developed countries, commonly agreed norms seem to
exist on all major tax handles available to the governments of these
countries, i.e., income tax, corporation tax, commodity taxes, natural
resource taxes, property tax, etc. However, little can be found in the
literature on the assignment of export duties, import duties, excise duties,
trader and professional licenses, etc., which as mentioned earlier, are major
instruments of taxation in developing countries.
In Table 13.1, an attempt
has been made to summarize the final conclusions emerging from the
theoretical literature on individual taxes, whenever readily available.
Table 13.1 also contains this author's conclusions on those taxes which have
not been a subject of much discussion in the literature.
In each case, the
major reasons underlying the conclusions are also indicated.
The general principle underlying the tax assignments in Table 13.1 is
that redistribution and stabilization, including balance of payments
stability, should be the primary responsibility of federal governments so
that taxes which are mainly instruments of achieving these objectives, and
which also tend to have large cyclical elasticity, should be assigned to the
federal level of government.
On the other hand, taxes whose bases have low
interjurisdictional mobility and low cyclical elasticity as well as those
which are primarily based on benefit principles, should be assigned to
subfederal levels of government.
Even taxes whose bases have high inter
jurisdictional mobility can become revenue instruments for subfederal
governments if the federal government encourages the subfederal level of
governments to have uniform rates and tax bases or if they reflect benefits.
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Table 13.1

APPROPRIATE LEVELS OF ASSIGNMENT OF MAJOR TAXES
Tax

Preferred Level of
Government

Primary Justification

1. Personal income tax

Federal

- Assists in redistribution objective, especially
when it is levied on a global base and at
progressive rate.
- Helps in stabilization objective especially as
federal governments also have monetary and debt
policies under their control.
- Ensures efficient administration.
- Discourages inter-jurisdictional mobility of
income earning factors of production.

2. Corporation tax

Federal

- Removes scope for tax exporting.
- Avoids inter—jurisdictional mobility of
corporate capital.
- Helps in stabilization objective.

Federal

- Discourages inter-jurisdictional mobility.
- Ensures efficient administration.

Subfederal, pre
ferably local

- Little scope for inter-jurisdictional mobility
of land.
- Little scope for tax exporting.
- Captures benefits of local expenditures.
- Ensures efficient administration.

Federal

- Avoids providing rental windfalls to particular
jurisdictions and increasing inter—regional
disparities.
- Ensures consistency with balance of payments
objective.

3. Wealth taxes:
(i) Estate duty,
inheritance tax,
gifts and transfer
taxes
(ii) Land and property
taxes (including
betterment taxes)

(iii) Natural resource
(rent) taxes

4. Consumption taxes:
(i) Sales tax manufacturing level
(ii) Sales tax - retail
level
(iii) Sales tax on
interstate sales
(iv) Selective excises goods
(v) Selective excises services
5. Foreign trade taxes:
(I) Inport duties

(ii) Export duties

6. Benefit taxes, license
tees, and user charges

Federal,
even subfederal^

- Avoids distortions in locational choices.
- Removes scope for tax exporting.

’

Subfederal, pre
ferably state

- Restricts tax burden to residents.

Federal

- Removes scope for tax exporting.

Federal or
even subfederal^'

- Removes scope for tax exporting.

Subfederal, pre
ferably state

- Little scope for tax exporting.
- Ensures efficient administration.

Federal

- Ensures consistency with balance of payments
objective.
- Helps in consistent industrial policy,
especially protection to domestic industries.

Federal

- Ensures consistency with balance of payments
objectives.
- Helps in stabilization objective, by mopping
up excess (exports-generated) demand.
- Acts as an instrument of incomes policy.
- Avoids regional fiscal disparities.

Subfederal, pre
ferably local

- Captures benefits of local expenditues.
- Assists in regulating businesses in public
interest.

Notes: (1) This tax can be assigned to subfederaj. (state) level provided the federal government control
its rates and base, in order to limit distortions in locational choices, and/or removes
interstate sales from the states' tax base, in order to reduce tax exporting. This is
expecially inportant as manufacturing industry tends to be concentrated in certain states
(regions) of developing countries while consumption of domestically-produced industrial
products tends to be widely dispersed.
(2) Some excise duties can be assigned to subfederal levels. They can be effective benefit
taxes and, given the administrative ease of their collection, can enhance the revenues of
subfederal governments from their own sources.
(3) In developing countries, natural resources are often taxed through export duties.
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These principles and the assignment of taxes in Table 13.1 are consistent
with the four assignment rules given by Musgrave (Chapter 1) and those of
other papers in this volume especially McLure (Chapter 5); Thirsk (Chapter
10); Mieszkowski (Chapter 6); and Rubinfeld (Chapter 9).

B.

Revenue Sharing

Revenue sharing is often used as an instrument of achieving at least
three objectives:
(a) reducing fiscal imbalances between different levels
of government, resulting from differences in the built-in elasticity of
assigned taxes and expenditure responsibilities, i.e., the objective of
achieving vertical fiscal balance; (b) reducing differences in fiscal
capacities of subfederal governments resulting from differential resource
endowments and economic structures, or availability of tax bases, and levels
of public services, i.e., the objective of achieving horizontal fiscal
balance; and (c) ensuring an 'optimum' level of the provision by subfederal
governments of services with external spillovers by subsidizing their 'tax
prices', i.e., the objective of internalizing externalities.
Federal governments everywhere are expected to achieve these three
objectives of revenue sharing in such a way as not to encourage subfederal
governments to lower their tax effort or distort their expenditure decisions.
In addition, the revenue-sharing formulas have to have the necessary
flexibility so that they can also support the stabilization objectives of the
federal government (see Mansfield, 1982). The multiplicity of considerations
indicated above makes revenue sharing an extremely delicate exercise in
practically all federations and quite often one or more of the abovementioned factors do not get due attention.
Revenue sharing in any federation calls for an answer to at least three
questions:
(1) which taxes should be shared with subfederal levels of
government and what should be the relative weight of general purpose
(unconditional) grants in revenue sharing?; (2) is there an appropriate basis
of distribution of the 'distributable pool' or of taxes and unconditional
grants?; and (3) what should be the role and purpose of specific grants in
a revenue-sharing system?
In practice, the answer to these questions in any federation is often the
end-product of historical, sociological, and political factors. Nonetheless,
all revenue-sharing arrangements are indicative of the relative importance
attached by governments to the various objectives mentioned above. For
example, a federal government concerned about the objective of vertical
fiscal balance or the fiscal viability of lower-level governments will
attempt to share broad-based and elastic taxes, like income tax, consumption
taxes, foreign trade taxes, and natural resource taxes, with subfederal
governments and will offer large unconditional and lump sum grants to them.
As another example, the allocation of the 'distributable pool' (of taxes and
unconditional grants) will be based on 'derivation' or on 'needs' of
subfederal governments depending upon the relative weight attached by the
federal government to the objectives of efficiency in resource use,
horizontal fiscal balance, and interregional equity. The pros and cons of
revenue sharing based on efficiency and on equity, and the inherent conflicts
between these two approaches to revenue sharing are well rehearsed in the
theoretical literature (see Thirsk (Chapter 10); and Rubinfeld (Chapter 9)).
As a final example, the purposes and importance of various conditional grants
will determine the specific national goals supported by the revenue-sharing
arrangements. These specific goals might well be the rehabilitation after
a natural disaster, provision of some minimum levels of essential public
services, the construction and/or maintenance of desirable projects, or the
development of a backward region, but in almost all cases certain conditions
tend to be imposed on the availability of these grants.
Such conditions may
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include earmarking of grants, raising local tax effort, generating matching
funds, etc.
To sum up Section II, the theoretical literature does yield some commonly
accepted norms on tax assignment and revenue sharing. Nevertheless, there
are some well-known conflicts in various objectives of a federal system,
especially between efficiency and equity, and between these two and the aims
of budgetary equilibrium at all levels of government. These conflicts, as
noted in this section, become particularly acute in developing country
federations which generally suffer from:
(1) low levels of essential public
services; (2) marked regional differences in their availabilities; and (3)
limited taxable capacity of the population and few elastic tax handles
available to government at any level. The next two sections attempt to
review the tax assignment and revenue arrangements in the four largest
developing country federations in the light of the norms and conflicts stated
in this section.

III.

Systems Prevailing in Selected Developing Country Federations

This section describes and evaluates the assignment of taxes and the
systems of revenue sharing in Brazil, India, Malaysia, and Nigeria.
(Loans
to lower-level governments are generally an important form of
intergovernmental transfers in these countries but these are not discussed
in this paper.) In attempting to describe the prevailing systems, the
following questions are raised and answered in the case of each country:
(a) What subfederal governments are recognized in the
constitution and what are their functional responsibilities?
(b) What 'own' revenue sources are assigned to them and are they
elastic a priori?
(c) What revenue sources of higher-level governments are shared
with lower-level governments and in what proportion and on what
basis (derivation vis-a-vis need)? Who determines the revenue
sharing formulas and are these permanent?
(d) What grants are given to lower-level governments? Do
conditional or unconditional grants predominate? Who determines
their levels and what are the bases for distribution of various
grants?

A.

Brazil

The Brazilian public sector is comprised of the federal government, three
federal territories, 23 states, and about 4,000 local governments (muncipios)
somewhat resembling North American counties.
In addition, there are a large
number of decentralized semi-autonomous agencies and public enterprises
operating at the federal, state, and local levels which are responsible for a
significant proportion (over 50 percent) of public spending.
The Brazilian constitution recognizes the state governments and
municipalities as two separate and independent subfederal levels of
government.
It is, however, vague on their functional responsibilities.
Legally the state governments are permitted to engage in any activity not
implicitly or explicitly forbidden but since few functions are assigned to
any level of government on an exclusive basis this has theoretically given
the states considerable functions. The constitution is at its vaguest when
referring to the functions of the local governments which are held
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responsible for the provision of all 'local public services'.
In practice,
there is thus much overlap in expenditure responsibilities of the various
levels of government in Brazil although the state governments have tended to
spend higher proportions of their budgets on economic services (agriculture,
energy, industry and commerce) while the local governments have concentrated
on the provision of social services (education, housing, urban health and
sanitation).
The main sources of
income tax, corporation
selective excises (e.g.
export duties and a few

tax revenues for the federal government in Brazil are
tax, minerals tax, rural land tax, value-added tax,
electricity and fuels), road taxes, import duties,
other miscellaneous taxes.

Table 13.2 summarizes the present position of tax assignment and revenue
sharing in Brazil.
It shows that the major source of tax revenue for the
state governments is the value-added tax (VAT) on final sales of goods while
the major sources of tax revenue for the municipalities are the tax on
services and the urban property tax. There are thus two VATs in Brazil, a
federal VAT and a state VAT. The federal tax is limited in scope, applying
only to imports and to the interstate sales at the production stage.
Services are not covered at all. The state tax is wider in scope, applying
to the transfer of goods at all stages of production and distribution. The
latter tax is levied according to guidelines established at the federal
level. The constitution also specifies the taxes which are to be shared but
the proportions in which these taxes have been shared over time have been
decided by the federal senate. The basis of revenue sharing is also spelled
out in the constitution though the relative weights have over time been
decided by the federal senate.
The main characteristics of the Brazilian system are as follows:

3

(1)
The state governments have significant and elastic revenue sources
(particularly the VAT) and their reliance on the revenue transfers from the
federal government is relatively small (Table 13.3). The reliance of the
municipal governments, on the other hand, is large, especially on the
transfers from the state governments (Table 13.3).
(2)
The federal government has fixed the maximum rates of the VAT (at
16 percent) as well as the property transfer tax which the state governments
can levy.
It has also influenced its legal base by exempting many items to
promote sundry national socioeconomic objectives.^ Federal law also
specifies the services to be taxed by the local governments and the maximum
rates (ranging between 1 percent and 10 percent) at which each service can
be taxed.
(3) The federal government shares relatively large and elastic revenue
sources (income tax and VAT) with the lower-level governments and the federal
senate has been relatively generous in sharing increasingly larger
proportions of the revenues from these taxes over time.^
(4) The formulas for revenue sharing are extremely complicated (in fact,
Table 13.2 hardly captures the complexity)„ The criteria for the allocation
of participation funds differ from those of the allocation of special funds,
and both are different from the basis of distribution of other taxes. In
general factors relating to 'need' (population, area and inverse of per
capita income) are considered in a systematic fashion but only for the
distribution of participation and special funds which account for only 25
percent of all transfers to state governments. On the other hand,
'derivation' (production and consumption) form the basis of distribution of
many less broad-based taxes (see Table 13.2). As Table 13.4 shows, the
impact of these distribution formulas in offsetting the inequities resulting
from tax assignments amongst the various regions of Brazil is, at best
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Table 13.4
BRAZIL:

PER CAPITA REVENUES OF STATE AND LOCAL GOVERNMENTS BY SOURCE
Region
South-East

Frontier

North-East

Cruzeiros
I. State governments, 1980
1. Taxes
(VAT)
(Property transfer tax)
2. Non-tax
(Licenses and charges)
(Miscellaneous)
3. Transfers
4. Borrowings
II. Municipal governments, 1975
1. Taxes
2. Non-tax
3. Transfers
4. Borrowings
Memorandum items
Income per capita (1970)
Revenues per capita of non-capital
municipalities (1975) from:
(a) Taxes and non-taxes
(b) Transfers
Source:

(5,677)
( 137)
5,814

(2,500)
( 100)
2,600

(1,902)
(
33)
1,935

(
(

(
(

(
(

126)
527)
653
922
979

43)
414)
457
1,989
537

32)
238)
270
1,282
654

247
32
38
45

47
11
38
11

42
6
33
4

2,218

872

622

186
124

41
146

22
150

IBRD (1982).

minimal.
Nevertheless, the fact remains that intergovernmental transfers
do constitute an important source of revenue for many poorer states in Brazil
and, as Table 13.3 shows, for the majority of municipal governments as well.
In addition, the rates of federal VAT on interstate transactions are lower
(at 9 percent) for the less developed states and higher (at 11 percent) for
the more developed states.
(5) Revenue sharing in respect of federal taxes, other than income tax
and VAT, is conditional upon the presentation of projects and plans approved
by the national development agencies and the fulfilment of certain other
conditions.
Earmarking is thus a major element of revenue sharing and
intergovernmental transfers in Brazil. The state governments, for example,
are required to spend the shared revenues from the tax on fuels and
lubricants on the transport sector, from taxes on motor vehicle registration
on road transport and energy development, and from the education salary tax
on basic education.
Similarly, the local governments are expected to spend
at least 20 percent of their receipts from the federal participation and
special funds on the education sector.
(6) There are few constitutional grants from the federal government to
subfederal governments, excepting those for purposes of drought and other
natural calamities. As Table 13.3 showed, grants play an insignificant role
in the Brazilian revenue-sharing system.
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To sum up: Tax assignment in Brazil is basically consistent with the
theoretical norms given in Section II excepting that the federal government
in Brazil exerts substantial control over state and local government tax
revenues through a tight control over tax rates, coverage, and exemptions of
existing taxes, and the creation of new taxes. This is particularly true of
the VAT at the state level, so that overlapping with the VAT at the federal
level is avoided.
Revenue-sharing arrangements in Brazil have attempted to
solve the problem of vertical fiscal imbalance by allowing increasingly
larger proportions of relatively elastic federal taxes to be shared with
subfederal governments but the federal government has insisted on the
earmarking of many intergovernmental transfers to specific sectors or
projects.
Some of the federal revenues are shared on a needs basis; on the
whole, however, the revenue sharing seems to have done little for horizontal
fiscal balance.
The conspicuous feature of the Brazilian system is the
insignificant use of conditional and unconditional grants for resolving the
many federal finance problems, including those of externalities and
spillovers.
Earmarking of shared revenues, widely practised in Brazil, may
partly explain it.

B.

India

The public sector in India consists of the union (or central) government,
22 state governments, 7 union territories, and a number of departmental
organizations (e.g., railways and post and telegraphs), over 2,000 urban
local governments and thousands of rural local governments, over 150 central
government enterprises, and over 275 state government enterprises.
The Indian constitution recognizes only the union government and the
state governments but not the local governments (they are created by state
governments under individual statutes and share the functional
responsibilities as well as taxing powers given to the state governments
under the constitution). The functional responsibilities of the central
government and the state governments are spelled out in three lists in the
constitution.
List I contains 97 categories of functions, including defense,
foreign affairs, banking, currency and coinage, to be performed exclusively
by the central government. List II comprises 66 categories of functions
which are the exclusive domain of the state governments and which include
items such as law and order, education, health, agriculture, power,
sanitation, and local government.
List III is the 'concurrent' list covering
47 items, including social and economic planning. All residual powers are
reserved for the central government.
The union government in India levies and collects tax on incomes (other
than incomes from agriculture), corporation tax, wealth tax (excluding
agricultural wealth), estate duty, excise duties, import duties, export
duties, stamp duties and a few other miscellaneous taxes. Table 13.5
summarizes the present tax assignment and revenue-sharing arrangements in
India. The major sources of tax revenue for the state government are the
sales tax and excise duties (providing over 75 percent of their tax
revenues), while urban local governments depend heavily on the urban property
tax, and rural local governments depend on licenses and fees.
As
agriculture falls within the 'exclusive' domain of the state governments,
state governments also levy all agricultural taxes, including taxes on
agricultural incomes. The income tax levied by the central government is
thus essentially a tax on non-agricultural incomes. Historically, many
municipalities in India, being under the sovereign rulers of the states, used
to levy an octroi or terminal tax on the goods passing through the locality,
but this, being a detriment to trade, has now been abolished in most
municipalities.
The constitution specifies the federal taxes which are to
be shared but the proportions of these taxes and the basis of sharing of
them is left to the finance commissions which are set up every five years
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(seven finance commissions have been set up since India's independence in
1947). The constitution also specifies some of the grants to be made to the
state governments.
The main characteristics of the Indian system are as follows:
(1) The state governments enjoy rate and base flexibility with respect
to sales taxes and excise duties (unlike the Brazilian system) the only
exception being that interstate sales are taxed by the central government.
The taxes assigned to state government account for about 60 percent of their
revenues (Table 13.6).
(2) The federal government shares relatively large and elastic sources
of revenue with the states (personal income tax and Union excise duties, the
latter are specific but have been frequently raised - the excise duties and
personal income tax have accounted for about 60 percent and 15 percent,
respectively, of central government tax revenues in recent years) and the
finance commissions have allocated increasingly larger shares of central
government tax revenues to the state governments.
(The Seventh Finance
Commission allotted 85 percent of personal income tax and 40 percent of Union
excise duties to the states, as compared to 60 percent and 25 percent,
respectively, allotted by the Second Finance Commission.) The shared taxes
and grants have generally increased as a percentage of revenues of the state
governments over time (Table 13.6) and today they account for about 40
percent of the latter. Revenue sharing in India has thus acted as an
instrument of improving vertical fiscal balance.
(3) The tax sharing and grants formulas have become more sophisticated
over time and 'need' (population, relative backwardness, and inverse of per
capita income) continues to play an important role.
(For a discussion of
these formulas over time see Chelliah et_al., 1981; and Govinda R a o , 1981.)
Other criteria used in center-state transfers include 'derivation' and
potential tax effort. Only 50 percent of the present intergovernmental
transfers in India take 'need' or equalizing criteria into account
explicitly. Revenue-sharing arrangements in India are therefore not
considered to be adequate for the promotion of interstate equity by some
writers (for example Grewal, 1974). Data given in Table 13.7, however, tell
a somewhat different story.
(4) Grants to the state governments are of various forms, and many
agencies, especially the planning commission, finance commissions, and the
central government ministries, are all involved in formulating policies and
administering these grants. A number of criteria therefore enter into the
decisions regarding these grants, including those relating to 'need'
(population, per capita income, relative backwardness, and local tax effort)
as well as others (derivation, matching contributions, and projected budget
deficits based on fiscal prudence).
(5) The planning commission provides the largest share of central
government transfers to state governments, through its grants for state plans
and in support of centrally-financed schemes.
During the period 1969-78, for
example, the planning commission transfers accounted for 40 percent of all
transfers to state governments while the shares of transfers by finance
commissions accounted for 38 percent, and the central government ministries
the remaining 22 percent (Dar, 1981, p. 4). The large volume of plan-related
transfers in the revenue-sharing arrangement in India has important
implications for the amount of intergovernmental transfers. A slowdown of
plan activity, for example, decelerates the volume of (planning commission)
grants to the state governments - a fact noticeable for the years since 1978—
79 in Table 13.6.
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Table 13.7
INDIA:

State^ 1^

RELATIONSHIP BETWEEN FEDERAL-STATE TRANSFERS
AND INCOME PER CAPITA BY STATES
Income Per Capita^^

Percent

Rs
Punj ab
Haryana
Maharashtra
Gujarat
Karnataka
West Bengal
Kerala
Tamil Nadu
Andhra Pradesh
Rajasthan
Orissa
Assam
Madhya Pradesh
Uttar Pradesh
Bihar

Federal Transfers as Percent
of State Expenditures^

19
25
23
28
28
35
30
34
37
37
52
N.A.
40
45
59

1,586
1,399
1,349
1,134
1,045
1,033
948
942
928
853
793
791
776
715
645

Notes:

(1) Seven 'special category' states are excluded.
(2) Average for 1973-76. Data relate to state domestic product per
capita.
(3) Average for 1979-83. Data relate to general (non-specific)
transfers only.

Source:

Dar (1981, pp. 38 and 74).

A word about local governments in India. As they are creations of the
state governments, and carry out the functions delegated to them, they enjoy
little autonomy.
In India, local governments are generally responsible for
primary education, maintenance of roads, sanitation and public health, public
safety, and the provision of public conveniences and basic amenities, all of
which tend to rise with fast expanding population and growing expectations
of the people. However, property tax and a few minor taxes, which are
frequently assigned to them by state governments (see Table 13.5), tend to be
insufficient for various reasons, especially the constraints imposed by the
state governments on tax rates and tax bases and the inadequacies of tax
administration.
For a general discussion of the problem see Chapter 8 (Bahl
and Linn). According to a recent study on the financial position of
municipal bodies, the gap between their expenditure needs and available
revenues was the equivalent of 76 percent of revenues in 1960-61, and has
become much worse since then (NCAER, 1980, pp. 9-10). Much as in other
developing countries, wide disparities exist in the level of services
provided by local governments in India. However, because of the lack, of
constitutional recognition of these entities and the diverse ways in which
they are treated by their respective state governments, there is little
possibility of ever achieving equality in the levels of local government
services or even ensuring a minimum level of these services on a national
level.
To sum up: Tax assignment in India appears rational in terms of the
conclusions derived in Section II. Unlike Brazil, the state governments in
India enjoy a great deal of flexibility with respect to the rates and bases
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of taxes assigned to them and, in order to reduce the scope of tax exporting,
interstate sales are taxed at the federal level. Local governments, however,
have very few taxes assigned to them by the state governments and these do
not include taxes on motor vehicles and on entertainments (these frequently
are local taxes elsewhere) but, then, state governments in India share the
latter taxes fully with the local governments on a ’derivation' basis. The
revenue-sharing system in India attempts to solve the problems of vertical
fiscal imbalance through (a) the sharing of large and relatively elastic
federal taxes like Union excise duties and personal income tax; and (b) a
comprehensive review of the prevalent arrangements by autonomous finance
commissions every five years. Revenue arrangements in India nevertheless
remain extremely complex - many agencies are involved in deciding the amount
of intergovernmental transfers based on a multiplicity of criteria - so that
little is known as to the final impact of transfers on interstate
equalization. About 50 percent of the transfers are said to be based on
'need' considerations and the system does appear to work towards the
objective of horizontal fiscal balance. Grants play an important role in the
revenue-sharing system of India and this, once again, is in contrast with
Brazil. Many of these grants are specific, associated with developmental
projects, and are disbursed by the planning commission. Only a few grants
seem to be related to external spillovers.

C.

Malaysia

Malaysia is probably the weakest of the four federal financial systems
reviewed in this paper. As one writer has put it:
'In Malaysia, the
concentration of functions with the federal government has been carried out
so far that in respect of the states of Malaya, one could almost question
whether there is any justification to speak of a federation at all.
Virtually all the functions of a unitary government administering a modern
economy fall under the jurisdiction of the federal authority. The powers
retained by the states, on the other hand, are mainly those which are
characteristic of an administration running a poor underdeveloped and
tradition-bound economy' (Holzhäuser, 1974, p. 178).
The Malaysian constitution recognizes only the federal government and 13
state governments but not the local authorities. The local authorities are
constitutionally the responsibility of the state governments although under
the Local Government Act of 1976 the federal government has provided for an
annual grant as an incentive for the restructuring of local authorities into
more viable units. On completion of the restructuring process (by 1983), 15
municipal councils, 77 district councils, and the Kuala Lumpur Municipality
are expected to replace the existing 374 local authorities.
The functional responsibilities of the federal government and the state
governments are spelled out in three lists given in the constitution. The
federal list covers 13 categories of functions, including defense and foreign
affairs, banking and finance, trade and commerce, communications and
transport, education (at all levels), medicine and health, federal works and
power, labor, and social security. The state list covers 6 categories,
primarily land, mines, agriculture, local governments, state works, and
water. The concurrent list comprises mainly social welfare, public health,
and veterinary services. All residual functions lie with the federal
government. As is apparent, the state governments in Malaysia have limited
functional responsibilities and the Ma!laysian federal system has an extremely
centralist bias.
The federal government in Malaysia is entitled to levy and collect the
following taxes:
income tax, corporation tax, a few taxes on natural
resources (petroleum profits tax and petroleum royalties), sales tax, excise
duties, taxes on services, road taxes, import duties, export duties, stamp
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duties, and a few other miscellaneous taxes. Table 13.8 describes the
present tax assignment and revenue-sharing arrangements in Malaysia.
The chief characteristics of the Malaysian system are as follows:
(1) The state governments are relatively weak partners in the
federation. All important taxes, including sales tax, road taxes, and taxes
on services, are assigned to the federal government and only some royalties
and taxes on natural resources, land, forests, and mines, have been assigned
to the state governments.
(Royalties paid to the state governments are
allowed as tax credits from federal taxes on profits from natural resources).
As Malaysia's growth has always been export-led, especially the exports of
rubber, tin, timber, and petroleum, revenues of many state governments,
having these natural resource endowments, have benefited greatly in the
process. The own revenues of certain state governments (e.g., Sabah,
Sarawak, and Pehang) have thus been extremely large. The states with fewer
natural resources, like Kedah/Perlis, Pulau Pinang, and Kelantan, continue
to have a very weak revenue base. Consequently, there is an extremely large
variation in the revenue-generating capacity of states (Table 13.9).

Table 13.9
MALAYSIA:

FEDERAL TRANSFERS IN RELATION TO REVENUES
AND GDP PER CAPITA BY STATES
Revenues Per Capita
Own Revenues

States

GDP Per
Capita 1980(1)

1970

(2 )

Federal Transfers^ 7

1977-79

1970(3)

1977-79

Malaysian ringgit (M$)
1. High income
Federal territory
and Selangor

3,176

34

70

13

82

1,726
1,469
1,817
1,486
1,583
2,357
1,847
1,382

31
22
39
85
31
18
n. a .
n.a.

61
34
81
126
55
29
753
139

18
14
16
28
20
10
n.a.
n.a.

17
56
21
21
26
21
58
41

1,101
842
1,316

20
18
24

18
12
36

25
24
23

2. Middle income
Johor
Melaka
Negri Sembilan
Pehang
Perak
Pulau Pinang
Sabah
Sarawak
3. Low income
Kedah/Perlis
Kelantan
Trengganu
Notes:

28
35
55

(1) Federation of Malaysia (1982).
(2) Including federal loans per capita.
(3) Meerman (1979, p. 330).

Sources: Various, including Federation of Malaysia (1982).
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(2) The federal government shares very few taxes with the state
governments, practically all on the 'derivation* basis.
(3) The system of grants is simple - it is based primarily on the size
of the adult population and the relative backwardness of the state and is
therefore relatively inelastic.
(4) As a result of all the foregoing factors, the share of federal
transfers in state government revenues has declined over time, and the
revenue sharing by the federal government has absorbed a dwindling share of
rapidly growing federal expenditures (Table 13.1Ü). The introduction in 1981
of a grant based on the growth of federal revenues (this is at present
limited to only M$100 million) might reverse this trend in the future.
(5) Finally, the system of tax assignment and revenue sharing in
Malaysia pays insignificant attention to the goals of interregional equity
or horizontal fiscal balance (cf. Meerman, 1979, p. 331). As Table 13.9
shows, there is a significant variation between the own revenues of various
state governments on a per capita basis (primarily because of the assignment
of natural resource taxes to them) while the variations between the per
capita federal transfers to individual state governments are, at best,
negligible (primarily because of the lack of 'need' considerations in tax
sharing and distribution of grants).
To sum up: Neither the system of tax assignment nor the system of grants
in Malaysia appears rational in terms of the conclusions of Section II.
Natural resource taxes, instead of being assigned to the federal government,
are assigned to states; the federal government does, however, fix the maximum
rates the state governments can charge and allows natural resource taxes to
be credited against federal taxes. The state governments have no other major
tax handle assigned to them; even the road taxes and taxes on services,
instead of being assigned to the state governments, are assigned to the
federal government in Malaysia.
Few federal taxes and grants are shared with
the state governments and 'derivation' rather than 'need' forms the most
important basis of revenue sharing. Finally, the federal treasury has kept a
very tight control over the revenue-sharing arrangements.
On the whole, the
Malaysian system does little to solve the problems of vertical and horizontal
fiscal imbalances; even though the latter, as is well known, are not
insignificant in Malaysia.

D.

Nigeria

The public sector of Nigeria consists of the federal government, 19 state
governments, about 300 local authorities, and a number of public enterprises.
In addition, over the years the federal government has acquired equity
interest in several industrial, commerical, and financial enterprises.
The division of functional responsibilities among the three levels of
government is defined in the constitution. The functional responsibilities
of the federal government cover 67 categories and include among other things,
defense, external affairs, banking, currency, and coinage, mining and
minerals development, trade and commerce, and all interstate matters.
The
state governments, on the other hand, are responsible for much of post
primary education, industrial and agricultural development, electricity
generation, road construction, and the provision of other major economic
services. Finally, the local governments are responsible mainly for primary
education, water supply and sanitation, certain medical and health services,
and the maintenance of local roads, bridges, and markets.
Nigeria's tax assignment and revenue-sharing arrangements have undergone
revolutionary changes in recent years. Before 1976, these arrangements had
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three features. First, the state governments were much weaker levels of
government - the military government established after the civil war of the
mid-1960s did everything possible to bring this about, including reducing the
autonomy of the state governments in matters of assigned taxes. Second, the
revenue-sharing arrangements were always reviewed by the ad hoc fiscal
review commissions, as required under the constitution, but little action was
taken during 1965-75 on the recommendations of the commissions.
(For a
review of the past fiscal commissions see Federal Republic of Nigeria, 1980,
Chapter II.) Finally, the local governments were a constitutional
responsibility of the state governments and their finances remained in an
extremely precarious condition. After the establishment of civilian rule in
1976, however, while little change has taken place in the assignment of taxes
to state and local governments, the revenue-sharing arrangements have become
more systematic and generous.
In addition, as a result of the local
government reforms of 1976, the federal government has recognized local
governments as a third tier of government in Nigeria.
The federal government in Nigeria levies and collects income tax (but
only on incomes of armed forces and external affairs officers), corporation
tax, natural resource taxes (petroleum profits tax and raining rents and
royalties), import duties, and export duties. Table 13.11 describes the
prevailing tax assignment and revenue-sharing arrangements in Nigeria. The
main characteristics of the existing system are as follows:
(1) Unlike most other federations, and contrary to the norms of Section
II above, personal income taxy and export taxes (produce sales tax and
purchase tax) have been assigned to state governments in Nigeria.
However,
since the mid-1970s the federal government has made the state governments
abolish their export taxes.
In addition, it has also legislated on the scope
and administration of their personal income taxes and has made the rates of
tax, personal allowances, and other deductions all uniform across states. As
a result, the own revenues of state governments have tended to decline over
the years; at present they account for 8 percent of their total revenue
(Table 13.12). The main tax assigned to local governments remains the
property tax and the state governments in Nigeria have not shared any other
taxes with them (e.g., on motor vehicles). Consequently, the financial
position of the local governments continues to be precarious.
(See Smitn,
1981, pp. 325-31; and Adedeji and Rowland, 1972.)
(2) The revenue sharing in Nigeria appears relativeiy generous to
subfederal governments. At present, over one-third of practically all
federal revenues is allocated to state governments and another 10 percent to
local governments. Grants have remained an important source of financing for
the state governments in Nigeria.
Most of these are, however, conditional
and related to the developmental projects approved in the national plans
(Federal Republic of Nigeria, 1980, pp. 34-44). Table 13.12 shows that
shared taxes and federal grants have provided an increasingly larger
proportion of state government revenues; in 1981 they accounted for over 90
percent of state government revenues. As another indicator, while the
federally collected revenues have remained constant at about 21 percent of
GDP between 1978-79 and 1982-83, the share of state and local governments
during the same period has more than doubled, from 4 percent of GDP to 9
percent of GDP.
(3) The basis of distribution of shared taxes is relatively simple. At
present, 36 percent of the shared taxes is allocated equally among the
states (each state receives exactly the same absolute amount), another 36
percent on the basis of 'need', measured by population, and only a small
amount is allocated (to minerals-producing states) on the 'derivation' basis.
Little data are readily available to assess the vertical and horizontal
fiscal impacts of these arrangements. A few statistics, put together in
Table 13.13, reveal that the own revenues of most states in Nigeria are
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Various, including the Nigerian constitution and the Federal Republic of Nigeria (1980)

nCS OF THE PREVAILING FEDERAL FINANCE SYSTEM

Table 13.12
NIGERIA:

FINANCES OF STATE GOVERNMENTS, 1976-77 TO 1979-80 AND 1981
1976-77

1977-78

1978-79

1979-80

1981

Naira (N million)
A. Revenue

(Own revenues)
(Shared taxes)
(Grants)

B. Expenditure
(Current)
(Capital)

C. Deficit (-)/surplus (+)

(0.41)
(1.45)
(1.22)

(0.46)
(1.79)
(1.39)

(0.52)
(1.64)
(1.23)

(0.63)
(3.14)
(1.45)

( 0.51)
( 4.42)
( 1.50)

3.08

3.74

3.39

5.22

6.43

(2.07)
(2.27)

(2.42)
(2.29)

(2.21)
(2.43)

(3.35)
(2.55)

( 4.94)
( 6.91)

4.34

4.71

4.64

5.90

11.85

-1.26

-0.97

-1.25

-0.68

-5.42

Percent

Memorandum items
A. Own Revenues as percent of:

(i) State revenues
(ii) Federal and state
revenues

13

13

15

12

8

5

4

5

4

4

47
25

48
23

48
24

60
36

68
40

40
19

37
16

36
15

28
17

24
14

B. Shared taxes as percent of:

(i) State revenues
(ii) Federal revenues
C. Grants as percent of:
(i) State revenues
(ii) Federal expenditures
Source:

Federal Republic of Nigeria (1980, Chapter VII and p. 31).

inadequate to meet budgetary expenditures and that shared taxes go a long way
in meeting the budgetary needs. Lagos, Niger, and Rivers are obviously the
best-off states, in terms of own revenue per capita and total expenditure per
capita, and they are also the recipients of the largest amounts of shared
taxes per capita. Gongola, Borno, Oyo, and Sokoto, on the other hand, have
small revenues per capita of their own and they are also the recipients of
the smallest amounts of shared taxes per capita. On the whole, then, it
appears that tax sharing does not have much equalizing effect; in fact the
variations in shared taxes per capita between states do not appear very
large. The effect of the criterion of 'equality amongst states' in the
revenue-sharing formula apparently overshadows the effect of criteria related
to 'need' .

(4) Nigeria used to have a system of establishing ad hoc (independent)
fiscal commissions to review the federal-state fiscal arrangements (eight
such commissions have been set up since 1946) but, since 1980, revenue
sharing arrangements have become a subject of deliberations for the National
Assembly. Nigeria has thus moved away from a system similar to that of India
to a system similar to that of Brazil.
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To sum up: The system of tax assignment (of personal income tax and
export duties to state governments) in Nigeria is, on the face of it,
inconsistent with the general principles of Section II; it limits the use of
income taxation for redistribution purposes and export duties for
stabilization purposes. The recent abolition of state export duties and the
centralization of the personal income tax has partially corrected the
situation. The latest revenue-sharing arrangements are apparently the most
generous of the ones that have prevailed in recent years and have gone a long
way in reducing the vertical fiscal imbalance. However, the centralization
of decision making on revenue-sharing arrangements in the hands of the
National Assembly, instead of the constitutionally established independent
fiscal commissions, may not be wholly welcome. The recent recognition of
local governments by the federal government and the establishment of revenue
sharing arrangements for their benefit are also steps in the right direction.

IV.

Concluding Remarks

The paper has reviewed the tax assignment and revenue-sharing
arrangements in four developing country federations, viz., Brazil, India,
Malaysia, and Nigeria, and the picture that emerges is obviously one of
diversity. Nevertheless, some generalizations do emerge which may now be
brought together.

A.

Levels of Government

The four developing country federations reviewed in the paper all have
three levels of government, federal, state, and local. The treatment of
local government, however, varies from one country to another.
Local
governments are recognized in the constitutions of Brazil and Nigeria but not
in the constitutions of India and Malaysia.
In the former countries, they
have their defined functional responsibilities and assigned taxes and non-tax
revenue sources, while in the latter countries their role is generally
determined by the state governments, i.e., they have functional
responsibilities and revenue sources delegated to them by the state
governments. As a result, their roles differ markedly between countries and
within countries. Little data are, however, readily available to permit an
assessment of their fiscal roles in individual countries.

B.

Tax Assignment

In general, the assignment of taxes to federal, state, and local
governments in all four federations is rational and consistent with
theoretical principles.
But there are a few exceptions:
much of the natural
resource taxation is assigned to state governments in Malaysia, personal
income tax and export taxes are assigned to state governments in Nigeria,
income tax and wealth tax are split between central government and state
governments in India - the former taxing only non-agricultural incomes and
wealth and the latter taxing only agricultural incomes and wealth.
Such tax
assignment arrangements obviously have undesirable effects on the use of tax
policy for the achievement of the distributional and stabilization aims of
the federal governments. The local governments practically everywhere are
assigned land and property-related taxes;
in Brazil they are also allowed to
levy excise duties on selected services.
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C.

Sharing of Taxes

In order to reduce vertical fiscal imbalance, the four developing country
federations have, in general, attempted to share a few of the relatively
broad-based and more elastic taxes with lower-level governments.
There are,
however, some extremes. At one extreme is Nigeria, where fixed proportions
of all federal revenues, rather than revenues from a few taxes only, are
shared with state and local governments and, similarly, a fixed proportion
of all state revenues is shared with local governments. At the other extreme
is Malaysia, where the revenues from extremely minor taxes at the federal
level are shared with the state governments. The two largest developing
country federations, Brazil and India, lie in between; their federal
governments generally share relatively important taxes with lower-level
governments in addition to some minor taxes.
In Brazil the federal
government shares income tax and the VAT while in India the central
government shares personal income tax and excise duties.
The proportions of the major taxes which the federal governments share
with subfederal government vary from country to country.
In Nigeria, the
federal government shares 45 percent of all revenues with state and local
governments; in India, the federal government shares 85 percent of personal
income tax and 40 percent of excise duties with state governments; and in
Brazil the federal government shares about 25 percent of both income tax and
the VAT with lower-level governments.

D.

Basis of Distribution

Basically the distribution formulas for the sharing of taxes in
developing country federations attempt to balance delicately the needs of
vertical and horizontal fiscal balances by incorporating various criteria,
like population, area, per capita income, relative backwardness, tax effort,
budget deficits, etc. Nonetheless, a few exceptions are noticeable:
most
tax sharing in Malaysia is done on the ’derivation' basis; the bulk of tax
sharing in Nigeria is based on simple criteria, like equality between states
and population; while the tax sharing formulas in Brazil use 'need' based
coefficients which are derived in an extremely complicated fashion.
Developing country federations also differ in the way distribution
formulas are reviewed and revised.
In India the recommendations of the
independent finance commissions, set up every five years under the
constitution, form the basis of revenue-sharing arrangements while in Brazil
and Nigeria the political forces at the federal level (federal senate and
national assembly respectively) play an important role.
In Malaysia, the
federal government itself dictates the revenue-sharing arrangements.
In all
cases, planning agencies play an important role in revenue-sharing
arrangements for the financing of development projects.

E.

Grants

All developing country federations attempt to use grants for a variety
of purposes. Conditional and earmarked grants are extensively used for
financing development projects at the subfederal level or supporting
developmental services (primarily in India and Nigeria) while unconditional
grants are used for assisting the poorer and backward regions and needy
states (primarily in India but also in Malaysia). Most countries use federal
grants or other transfers for the maintenance of roads, public health,
agricultural research etc.
In addition, Nigeria uses federal grants for
primary school teachers' salaries to support the achievement of the national
objective of universal primary education.
In all this, Brazil appears
extremely conspicuous. The use of grants in Brazil is limited to only a few
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situations, rehabilitation effort after natural calamities being one of them.
Instead of using grants for developmental purposes, the Brazilian system
requires the earmarking of shared taxes to specific developmental activities.

F.

Horizontal Fiscal Balance

Little data are readily available to fully assess the equalizing role of
revenue-sharing arrangements in the four developing country federations
reviewed in this paper. A few statistics presented in the paper show that,
perhaps with the exception of India, existing revenue-sharing arrangements
do not play a significant role in reducing the large horizontal fiscal
imbalances that are typical of developing country federations.
In conclusion: Although the evolution of tax assignment and revenue
sharing arrangements in the four selected developing country federations has
been the result of a large number of historical, institutional, and political
developments in individual countries, the existing arrangements do satisfy
many of the basic economic criteria. There are some deviations from the
theoretical norms but then developing country federations are not unique in
this.

NOTES

The author is Chief, Tax Policy Division, International Monetary Fund.
The views expressed in this paper are his own and not necessarily those
the the organization with which he is associated. Thanks are due to
Charles E. McLure, Jr, Vito Tanzi, Charles Mansfield, Johannes Linn, and
Jose Tavares for their comments and help in writing this paper.
In Brazil, for example, one finds states as different as Sao Paulo
(densely populated and highly industrialized, with a per capita income
almost twice the national average), Alagoas (densely populated and
agrarian, with a per capita income perhaps half that of the nation), and
Mato Grosso (a sparsely populated and relatively poor frontier area, with
incipient agricultural and industrial development taking place).
Similar
heterogeneity is found among local governments (municipios) such as Rio
Grande de Norte (population 1,150) and Sao Paulo (population 8.5
million).
These federations clearly stand out in the entire developing world.
In Brazil, state and local governments together account for 40 percent
of revenue and 37 percent of expenditure of all government.
In India,
state governments alone account for 48 percent of revenue and 45 percent
of the expenditure of the general government.
In Nigeria, state
governments account for 43 percent of expenditure but only 7 percent of
revenue for all levels of government.
In Malaysia, the shares of state
governments in expenditure and revenue are 16 percent and 14 percent,
respectively. Other federations in the developing world in which
subfederal level governments are somewhat significant are Mexico,
Pakistan, and Venezuela. These conclusions are based on data given in
International Monetary Fund (1981).
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The system, built around the fiscal reforms of 1965-67, was
incorporated in the constitution of 1967. These reforms (a) redefined
the tax bases available to each level of government; (b) concentrated
control over the bases and rates at the federal level; and (c) vastly
expanded the importance of federal transfers of revenues to state and
local governments.
The items thus exempted from the tax base are fuels, manufacturing
exports, services, industrial machinery and equipment used in projects
of 'national interest', agricultural inputs, and certain essential
consumer goods. The federal government also has authority to establish
all new taxes in future.
The predetermined shares of income tax and federal VAT are transferred
to so-called participation and special funds for state and local
governments.
Overall responsibility of managing these funds lies with
a special secretariat of the federal planning agency, SERPLAN, which also
provides technical assistance to state and local governments.
In 1981,
about 60 percent of tax revenues of the federal treasury were shared with
the two lower-level governments.
The South-East is a highly urbanized region with a large industrial
base and accounts for 60 percent of the population and 80 percent of the
country's gross national product (GNP). The North-East, in contrast, is
predominantly rural with a large agricultural sector and has a per capita
income far below the national average. The interior of the country - the
Frontier - is sparsely populated and predominantly rural.
Municipal bodies raised over 80 percent of their revenues through their
own sources (primarily urban property tax and octroi or terminal taxes).
For a discussion of municipal finances see NCAER (1980).
Local governments (municipalities and district counciis) at present are
the weakest level of the Malaysian federal system. They lack the
financial and personnel resources necessary to perform their legal
functions. Their jurisdictional responsibilities are also ambiguous.
The Local Government Act of 1976 has attempted to partly correct the
latter problem but the process of reforms is still not complete. See
Norris (1980) and Federation of Malaysia (1970) for a discussion of their
financial position.
The personal income tax is a successor to the poll tax which had been
the responsibility of the regional governments since 1946. At the time
of independence, Nigeria was a loose federation with the three regional
governments maintaining their strong positions.
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Chapter

TAX ASSIGNMENT AND REVENUE SHARING IN BRAZIL, INDIA,
MALAYSIA, AND NIGERIA
Commentary
by
Johannes F. Linn

Dr Gandhi presents an insightful extension of the principles of tax
assignment and fiscal federalism in industralized countries to the reality
of developing countries. With its valuable description and assessment of
fiscal federalism in four important federations, the paper provides both a
useful reference document for comparative analysis, as well as an excellent
demonstration of how such analysis can be carried out. The following
comments, therefore, merely provide some additional thoughts to complement
a paper already rich in content.
The first and perhaps most important point to be made is in respect to
user charges. These are given a minor role by the author, since he believes
that in developing countries there are 'few public services for which benefit
taxes or user prices can be charged in view of the general level of poverty'.
Accordingly, while the author assigns user charges to local government as the
appropriate level, only passing or no reference is made to them in the
context of his country reviews.
In contrast, this commentator's view is that
user charges and benefit taxes can, and in many developing countries do, play
an important role in financing local services. Even the poor are willing and
able to pay for public services, as long as these are provided efficiently
and at lower cost than the private substitutes for such public services
(water, sanitation, energy and public transit, in particular). Land
development charges have contributed very effectively to the financing of
infrastructure investments in some developing countries, and property as well
as motor vehicle taxes can be viewed as appropriate benefit taxes to be
levied by local government.
In sum, user charges and benefit taxes can and
should be viewed as a major potential source of local government revenues in
developing countries, particularly in urban areas.^
Secondly, one of the special characteristics of developing countries,
which has a direct bearing on the problem of fiscal federalism, is their
quest for national cohesion in post-colonial periods, when centrifugal
political forces often threaten the existence of originally loosely formed
nations marked by significant heterogeneity of cultural, ethnic and political
backgrounds and interests.
In such a context, a central government very
naturally will be reluctant to relinquish control over resources and
authority which could serve to foster independence movements. The past
internal struggles in Nigeria are a good example of such problems and are
probably an important factor in explaining the history and current patterns
of fiscal federalism in that country. While such centrifugal forces exist
also in industralized federations, they tend to be less pervasive and
threatening to national cohesion.
Thirdly, Table 13.1 summarizing tax assignment rules presents a very
useful overview. A few comments can be added. For wealth taxes, explicit
reference to motor vehicle taxation in connection with land and property
taxation would be appropriate. Also, the unequivocal statement that the
assignment of land and property taxes to local government 'ensures efficient
administration' might be tempered by the realization that one of the big
problems of property taxation in developing countries has been precisely the
difficulty of ensuring efficient administration of the property tax, and
especially of real estate appraisal, at any level of government.
Some
countries and states, e.g., India, have opted for central property appraisal
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1
authorities, albeit with mixed success. For natural resource taxes and
export taxes, one might want to add the important concern of central
governments for optimal tax goals (optimal resource extraction, domestic
price stabilization or exploitation of a country's monopoly power for
selected major export commodities).
Fourthly, in the case studies, the assessment of horizontal equalization
could have been strengthened by a more consistent application of a uniform
criterion of equalization. For instance, it is not obvious why the author
says that the revenue sharing system in Brazil 'seems to have done little for
horizontal equalization', while in India it did perhaps play a significant
role to that effect according to the author.
From Table 13.2, it follows
that the richest region in Brazil received between 30 percent and 50 percent
less in transfers than the poorer region, and transfers make up much larger
proportions in the state government and municipal budgets in the poorer
regions than in the richest region. This pattern seems quite similar to that
observed for India in Table 13.7. Thus the criteria for measurement and the
norm against which the degree of equalization is measured remain unclear.
Finally, the author might have expanded a little on the intriguing notion
that the independent finance commissions in India serve an important role in
providing for a balanced and regularly scheduled political debate on the
merits of alternative forms of tax assignments and revenue sharing between
the various contenders. How successful has this approach been in India and
to what extent could this experience serve as a model for other countries?

NOTES
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See Linn (1983), for a summary analysis of many of the issues arising
in the context of setting and administering local service charges. A
much fuller assessment is contained in Bahl and Linn (forthcoming).
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TAX ASSIGNMENT AND REVENUE SHARING IN BRAZIL, INDIA,
MALAYSIA, AND NIGERIA
Commentary
by
•k

Bhajan S. Grewal

Dr Gandhi has attempted two interrelated tasks in his paper. He has
provided a detailed description of the patterns of tax assignment and revenue
sharing in four selected federations; this is the main object of his paper.
Additionally, he has offered his own evaluation of these patterns. For this
purpose, he presents (in Table 13.1) a summary of the criteria which in his
opinion emerge from the relevant theoretical literature.
The major conclusion of the paper is that in general the assignment
patterns in all four federations are 'rational and consistent with the
theoretical principles'. The author's conclusion seems to be well supported
by the information provided in the paper, except for a few cases where some
taxes appear to be inappropriately assigned. One such case is the
questionable assignment of income tax in Nigeria to the state governments.
However, as the Nigerian states do not raise much revenue from this tax, the
implications for resource allocation and stabilization policy are perhaps
insignificant. Similarly, the assignment of tax on agricultural incomes to
states in India, indeed a curious feature of the Indian constitution, may not
be considered to be a major source of inefficiency or destabilization.
Because of its political unpopularity, few states have actually made use of
this tax.
The assignment of taxes on natural resources to the states in Malaysia
represents a more serious departure from the 'rational' pattern and should
have been discussed in greater detail. For the state sector, these taxes
have produced mixed results. On the one hand, by generating substantial ownsource revenues these taxes have enhanced the fiscal autonomy of at least
those states which are well endowed with natural resources. On the other
hand, due to the unequal distribution of natural resources, these taxes have
also become a source of considerable horizontal inequalities at the state
level. While Gandhi notes that the problem of horizontal imbalance in
Malaysia is quite serious, he does not clearly state whether he regards this
as a fault in the assignment of taxation or in the revenue sharing
arrangements.
In other words, it is not clear whether he would be satisfied
if the revenue sharing arrangements in Malaysia were to include greater
commitment towards fiscal equalization.
In Table 13.1 of the paper Gandhi favours the assignment of natural
resource taxes to the federal level on two grounds. One is the avoidance of
interregional inequalities and the other is 'consistency with balance of
payments objective'.
In discussing the Malaysian case, however, he does not
state whether the assignment of natural resource taxes to the states in that
country has created any problems for the balance of payments objective.
If
there have been problems in that area, or if these taxes have resulted in
inefficient exploitation of natural resources, then the solution will require
their reassignment to the federal level.
While the paper provides a good description of the revenue sharing
arrangements in each country, for some reason the author has chosen to
exclude intergovernmental loans from this discussion. This is a serious
omission, particularly as in some cases federal government loans may
constitute an important source of funds for state governments. This is
certainly the case in India, where federal government loans not only finance
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a substantial proportion of state expenditure but interest payments and
repayments of these loans continue to be a major drain on state revenues.
Furthermore, as the loan funds are earmarked for specific schemes and
projects, and as they are determined not by the independent Finance
Commissions but by the Planning Commission or various ministries of the
federal government, the loans have become an effective vehicle of federal
influence of state capital expenditure decisions.
On the question of criteria for assignment, it should be pointed out that
the summary presented in Table 13.1 of the paper conveys an impression of
more precision on the issue of tax assignment than is actually the case. The
criteria themselves may not be controversial, but the recommendations arising
out of these criteria are not always precise and specific.
For example,
while it is generally accepted that the responsibility for the stabilization
function should be assigned to the national level of government, it is not
always clear exactly what this means for the assignment of individual taxes.
Does it mean complete exclusion of all subnational governments from, say,
taxes on incomes? Or, does it mean that state governments may levy income
taxes so long as there is some national regulation of tax rates? Again, the
nature and the extent of national regulations are not always precisely clear.
Even if the recommendations of a criterion, such as allocative
efficiency, may be quite unequivocal, there is often a conflict between two
or more criteria. Thus, on pure efficiency grounds one may favour the
assignment of natural resource taxes to the state or even local governments.
However, horizontal equity may require greater centralization of these taxes.
The important point is that there are many uncertainties and ambiguities in
the recommendations of the criteria that are available in the literature.
To the extent that the paper hides these conflicts and trade-offs or
minimizes their significance, it may be somewhat misleading.
Another point about the criteria is that the list presented in the paper
is by no means exhaustive. The criterion of tax effectiveness developed by
Mathews* and the criteria emerging from the public choice approach
discussed by Brennan and Buchanan2 should have been included.
v^hile the
criterion of tax effectiveness may not have contradicted Gandhi's major
conclusions, the public choice criteria would possibly have indicated some
reconsideration.
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TAX ASSIGNMENT AND REVENUE SHARING IN BRAZIL, INDIA,
MALAYSIA, AND NIGERIA
Reply
by
Ved P. Gandhi

Dr Grewal makes three points on my paper:
(1) insofar as natural
resource taxes have been assigned to state governments, Malaysia represents a
rather serious deviation from the theoretically desirable tax assignment
pattern and, according to him, I have failed to recognize this in my paper;
(2) my revenue-sharing discussion is incomplete as it ignores inter
governmental loans; and (3) my discussion of the norms of tax assignment,
summarized in Table 13.1, conveys a precision which is unwarranted,
especially in the light of tax effectiveness and public choice criteria.
It is true that natural resource royalties are assigned to state
governments in Malaysia. This is because the sultans of various provinces
hold important customary rights on land and natural resources and these are
recognized in the Constitution.
But the fact is that natural resource
royalties paid to state governments are fully integrated with profit taxes
paid to federal government, through a system of tax credits. This places the
federal government in a strong position of determining the 'final' tax burden
on the exporters of natural resources consistent with the country's balance
of payments objective. To this extent, the deviation becomes less serious.
In my paper I admitted the importance of intergovernmental loans but, due
to the limitation of space and the focus of the conference on taxation in
federal systems, I deliberately omitted consideration of their role, criteria
of disbursement, impact on federalism etc.
I believe that the authors of
other papers presented at the conference have done the same.
Finally, my discussion of the desirable tax assignment pattern was
intentionally limited to no more than a brief sunimary of the conventional
wisdom on the subject. A comprehensive and exhaustive survey of the
principles of tax assignment, including those flowing from public choice
criteria and tax effectiveness, would certainly have required more than a few
pages.
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