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Outline 
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�  What did Handbook of FF tell us 
�  Insights from Handbook II 
�  Focus on policy agenda—Portugal with special 

reference to supranational constructs 
�  What happens to local incentives? 
�  Weakening of yardstick competition…holes in information and 

accountability 
�  Macroeconomic crisis 

 



Lessons from Handbook of 
Fiscal Federalism 
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Developments in Fiscal Federalism 

�  Feedback from practice to method 
�  Post-war development of “normative theory” governing assignments 
�  But “normative theory” (Musgrave, Oates, etc) unable to explain  evolution of 

institutional arrangements 
¡  Supranational issues (EU) and challenges 
¡  Developing countries 
¡  Asymmetric arrangements 
¡  Contract federalism 
¡  Weaker links between territory and government 

�  Debates on positive approaches (J.S. Mills, Federalist Papers, de Tocqueville) 
resurrected in more recent focus 
¡  Dropping assumption of benevolent governments  
¡  More effective and realistic modeling of political economy issues 

÷  Legal, political and administrative issues become critical 
÷  Information flows 
÷  Incentives and sanctions 

 



Institutional arrangements 

�  Range of practices: Federalism and decentralization 
¡  Federalism effective in large, rich countries 
¡  Brazil, India (thriving, with challenges in areas such as revenue 

assignments) 
¡  Under stress in other countries (Pakistan, Nigeria—both late 

60’s conflicts) 
¡  Failure in others (West Indies, Rhodesia and Nyasaland, 

former Yugoslavia) 
�  Unitary states with considerable autonomy: emerging 
regional systems 

¡  China, Indonesia 
¡  Increasingly in Latin America 
¡  Italy, Spain and Portugal—how will the autonomy hold up in 

the face of the crisis? 



Institutional arrangements (contd) 

�  Supranational arrangements in EU 
¡  Do these promote or subvert accountable local governance? 
¡  Is a full federal structure necessary to make it work? 

�  Post-conflict arrangements 
¡  Specific issues in the Balkans 
¡  What to do in Sudan, Iraq? 

÷ Will federal structure be a solution to keeping country together or 
contribute to break-up? 



Common considerations 

¡  Political economy considerations (see survey by Lockwood, 
2006 and update in new volume—focusing on growing 
empirical literature) 
÷ Vertical interactions/ supranational, national to sub-national 

layers 
÷ Horizontal interactions across units at a given level 

¡  Critical role of the design of institutions 
÷ Importance of information 
÷ Laboratory and yardstick competition 

¡  How to ensure accountability: no simple solutions 
÷ Center: scale of diversion 
÷ Local governments: “capture” and “lobbies” 

¢  Madison’s warning about “factions” 



Broad issues   

�  Intergovernmental interactions and competition   
�  Expenditure policies, institutions 
�  Decentralization and development 
�  Tax assignments 
�  Financing issues (transfer design, borrowing 

macroeconomic stability) 
�  Special issues  

¡  Sharing of natural resources 
¡  Environmental regulation 
¡  Corruption 
¡  Keeping countries together ? 
¡  Political institutions of federalism in a world of diminished 

state sovereignty 
 



Intergovernmental  competition 
�  Vertical competition (Breton)  

¡  Serves to assign (re-assign) responsibilities 
¡  Is shaped by constitutional provisions 
¡  Explains asymmetric responses (Congleton);  
¡  Efficiency with checks and balances 

�  Horizontal competition (Salmon) 
¡  Does not require mobility, but rather 

÷  Information for citizens 

¡  Takes many forms and has different objects. 
 



Spatial interactions 

¡  Causes and effects of tax competition (Revelli, 2006 and 
updates; Wilson 2006 and updates—with focus on 
mobility) 

¡  Contractual dimensions (Spahn 2006, Vol II; 
Eichenberger & Frey, 2006) 
÷ Responsibilities result from bargaining rather than from 

principles 
÷ Bargaining originates from increased equality (less hierarchy) 

in intergovernmental relations 
÷ Intergovernmental agreements extend over national 

boundaries and do not require territorial continuity 



Federalism/decentralization and 
development 

� Characteristics of developing countries 
challenge  practice and theory of 
decentralization 
¡  Effects of social norms and capacity constraints 
¡  Higher agency costs facilitate elite capture 
¡  Trade-off between equity and efficiency 

÷ Poverty reduction priorities (Birner and Von 
Braun, Vol II) 



Issues for policy making: spending 
assignments and outcomes  

�  Who does what?  
¡  Size of government 
¡  Normative and positive theories of government (Dafflon) 

�  Effects of transition from planned to market economies (Rao, 
2006;)  
¡  Legacy of extensive controls,  
¡  Continuing emphasis on directing physical  investment (Planning 

Commissions) 
¡  Lack of transparency 

�  Service delivery focus: what works and who benefits? 
¡  Bardhan (2006, and Bardhan and Mookherjee, Vol II);  
¡  Critical for policy-making and focus of international agencies –

Bank’s work WDR (J. Ahmad, S. Devarajan, S. Khemani, S. Shah). 



Issues for policy making: sequencing 
and information flows 

�  Sequencing of measures  
¡  Increased resources not sufficient to ensure improvement in quality 

and access (J. Ahmad, Devarajan, Khemani, Shah, 2006) 
�  Institutional change—good governance 

¡  Importance of intertemporal decision making 
¡  Should one move towards performance budgeting and contracts ? 

(Spahn) 
÷ Preconditions important 

¡  Importance of consistent information—reporting and tracking—
essential for effective competition 
÷  Incentives involved with establishing hard budget constraints (E. 

Ahmad, Albino-War and Singh, 2006; Ahmad and Jensen Vol II) 
÷  Information and effectiveness of no bailout conditions; incentives, 

monitoring and sanctions  



Issues for policy making: revenue 
assignments 

�  Should mobile revenue bases be assigned to lower 
levels? (Ambrosiano & Bordignon) 

�  Revenue-sharing: pools or individual taxes: 
¡  Traditional vs political-economy approaches  

�  Importance of local own-source revenues at margin  
�  Credibility of intertemporal fiscal discipline 

¡  Essential for hard budget constraints 



Policy issues: Financing Options and 
Constraints 

�  Why transfers are needed ? 
¡  Equity, efficiency, minimum standards and absorption of fiscal 

shocks (Boadway 2006 and Vol II) 

�  Transfer design (Ahmad and Searle, 2006; Boadway 
Vol II) 
¡  Special and general purpose transfers 
¡  Equalization models 
¡  Institutional arrangements 



Issues for policy making: Borrowing 

�  Macro-economic considerations—opportunities and 
risks 

�  Overall limits and apportionment between and 
across levels 

�  Options for control  
¡  Ter-Minassian (Vol II) 



2006 Emerging issues—now more developed 

�  Decentralization and management of natural resources 
(Brosio) 

�  Decentralization and corruption (Shah) 
�  Decentralization and poverty reduction (Bardhan; Rao; 

J. Ahmad et al.) 
�  Environmental challenges (Dalmazzone) 

¡  Focus on pollution (Dalmazzone, 2006) 
¡  Now more emphasis on climate change more broadly (Dalmazzone, 

Vol II) 
�  Decentralization and maintaining national unity (Bird 

and Ebel) 
�  Changing role of political and executive institutions in an 

increasingly integrated world (Galligan; 2006; Shah Vol 
II) 

 



S T A T E  O F  T H E  A R T  
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Handbook II 



Builds on the benchmark from Handbook 2006 
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�  Key papers from first volume kept, with updates 
¡  Most, but not all the authors present in Torino 

÷ Salmon, Revelli, Wilson, Dalmazzone, Lockwood, Spahn, Dafflon, 
Bordignon, Brosio; Congleton 

÷ Boadway to cover both design and implementation of transfers 
(also replacing Ahmad and Searle, 2006) 



Main focus in new Handbook 
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�  Major developments in Theory and Method 
�  In depth treatment of broader/emerging issues not 

addressed fully in previous volume—heavier emphasis on 
policy implications 
¡   Reflections  on subject by “eminence grise” Albert Breton 
¡  Poverty reduction (von Braun and Birner) 
¡  Executive Federalism (Shah) 
¡  Development more generally: tradeoffs and safeguards (Bardhan) 
¡  Migration (Wikdasin) 
¡  Natural disasters (Goodspeed) 
¡  Governance and institutions (or why similar institutions operate 

differently in different contexts) 
¡  Mitigating conflict (Dower and Weber) 
¡  Crisis and multilevel finance (Ter-Minassian) 
 



Additional policy related papers 
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�  Richard Bird: 
¡  “Below the salt” 

÷ Design and implementation of the VAT in multi-level governments 

�  Martinez-Vazquez 
¡   Sub-national taxation 
¡  Focus on property taxation 

o  Bahl and Linn 
¡  Urbanization and Growth 

÷ Special issues with increasing urbanization 
÷ Asymmetric challenges of mega-cities 



The crisis in Europe and implications for 
Southern Europe 
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�  Macroeconomics, debt and bailouts in Europe 
�  Political economy of reforms in Europe—focus on 

Italy, Portugal, Spain 
�  Does kicking the can down the road solve basic 

problems? 
�  A research agenda going forward 



What do we learn from EU? 

�  Other regions also trying to establish common 
markets and currency unions 

�  EU only practical experience to date 
¡  Incentives and information asymmetries 
¡  Do the solutions “kick the can down the road” or address the 

fundamental imbalances? 
¡  An agenda for further work 
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