
Local Public Finance 
and Economics
An International 
Perspective

Harry Kitchen
Melville McMillan
Anwar Shah



“This two volume project on the financing and governance of public spending, 
taxation, and borrowing in federal economies is sure to become the “go-to” refer-
ence for practitioners and policy-makers for implementing small changes or major 
reforms for the efficient and fair financing of national, provincial and local public 
goods. The authors bring their academic expertise and the wisdom earned through 
years of experience to the task. Highly recommended.”

—Robert Inman, Richard K. Mellon Professor, Wharton School, 
University of Pennsylvania

Local Public Finance and Economics



Harry Kitchen • Melville McMillan 
Anwar Shah

Local Public Finance 
and Economics

An International Perspective



ISBN 978-3-030-21985-7    ISBN 978-3-030-21986-4 (eBook)
https://doi.org/10.1007/978-3-030-21986-4

© The Editor(s) (if applicable) and The Author(s), under exclusive licence to Springer 
Nature Switzerland AG 2019
This work is subject to copyright. All rights are solely and exclusively licensed by the 
Publisher, whether the whole or part of the material is concerned, specifically the rights of 
translation, reprinting, reuse of illustrations, recitation, broadcasting, reproduction on 
microfilms or in any other physical way, and transmission or information storage and retrieval, 
electronic adaptation, computer software, or by similar or dissimilar methodology now 
known or hereafter developed.
The use of general descriptive names, registered names, trademarks, service marks, etc. in this 
publication does not imply, even in the absence of a specific statement, that such names are 
exempt from the relevant protective laws and regulations and therefore free for general use.
The publisher, the authors and the editors are safe to assume that the advice and information 
in this book are believed to be true and accurate at the date of publication. Neither the 
 publisher nor the authors or the editors give a warranty, express or implied, with respect to 
the material contained herein or for any errors or omissions that may have been made. The 
publisher remains neutral with regard to jurisdictional claims in published maps and 
 institutional affiliations.

This Palgrave Macmillan imprint is published by the registered company Springer Nature 
Switzerland AG
The registered company address is: Gewerbestrasse 11, 6330 Cham, Switzerland

Harry Kitchen
Department of Economics
Trent University
Peterborough, ON, Canada

Anwar Shah
Governance Studies
Brookings Institution
Washington, DC, USA

Melville McMillan
University of Alberta
Edmonton, AB, Canada

https://doi.org/10.1007/978-3-030-21986-4


v

This book is a part of a two-volume series on local governance: “Local 
Public Finance and Economics: An International Perspective” as volume 
1  and “Local Public, Fiscal and Financial Governance: An International 
Perspective” as volume 2. This series is intended to serve as a comprehen-
sive guide/reference for policymakers, practitioners, policy analysts and 
interested researchers, scholars, and students in  local public governance 
and local public finance and economics worldwide. The series would also 
be of interest to government officials, policymakers, and public policy stu-
dents internationally as it provides a comprehensive coverage of issues and 
presents a synthesis of lessons from worldwide experiences in  local eco-
nomic and fiscal governance. The series would also serve as useful reference 
books for undergraduate and graduate courses in public economics. The 
existing literature on local public finance and economics has typically a 
country-specific focus mostly of an industrial country, for example, State 
and Local Public Finance by Ronald Fisher, published by Routledge in 
2016, has a US focus. Also, the literature does not give special attention to 
local public governance issues. This series attempts to fill this void by pro-
viding a state-of-the-art synthesis of the academic literature and supple-
menting it with lessons of experience from both industrial and developing 
countries. The series further presents one of the most comprehensive treat-
ments of local economic and fiscal governance issues. Some of the newer 
topics covered include neo-institutional perspectives on the role of local 
government; tax instruments for environmental protection; performance- 
based budgeting; output-based intergovernmental transfers; fiscal rules 
and fiscal discipline; combating corruption; measuring,  monitoring, and 
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 evaluating local government performance; and worldwide indicators on 
localization and closeness of the government to its people. In view of this, 
we hope that this series would be of interest to a wider range of audiences 
in both industrial and developing countries.

Peterborough, ON, Canada Harry Kitchen
Edmonton, AB, Canada  Melville McMillan
Washington, DC, USA  Anwar Shah
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This book represents the knowledge gained from several decades of 
research and teaching local public economics to graduate and undergradu-
ate students in North America. In addition, it captures the practical expe-
riences of policymakers and practitioners from industrial and developing 
countries gained through policy advice, senior policymakers, and high- 
level executives’ retreats, conferences, workshops, seminar, and short 
courses. The authors are grateful to students, practitioners, and policy-
makers around the globe for enriching their knowledge with the insights 
gained from these interactions.

The authors are also grateful to their families and the editors of Palgrave 
Macmillan for their support and encouragement for completion of this  
volume.
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CHAPTER 1

Local Public Finance and Economics: Theory 
and the Practice—Introduction and Overview

“We will strive increasingly to quicken the public sense of civic duty. Thus in 
all these ways, we will transmit this city not only not less, but greater and more 

beautiful than it was transmitted to us.”

—Oath of office required of council members in the ancient city of Athens
Source: National League of Cities Website https://www.nlc.org/the-athenian-oath

IntroductIon

Globalization and the information revolution during the past several 
decades have motivated a large and growing number of countries around 
the globe to reexamine the roles of various orders of government and their 
partnership with the private sector and civil society. These reforms typi-
cally involve shifting higher-order government responsibilities to local 
governments and beyond government providers, with the objectives of 
strengthening local governance. This movement has generated a large 
interest in learning from the history of nations as well as from current 
conceptual views and practices across countries on local government orga-
nization and finance.

A large body of conceptual and empirical evidence has also emerged 
during the past several decades that shows that external aid and  technocratic 
solutions are of little help in alleviating poverty and misery and combat 
corruption in the developing world. Instead, the key to peace, order, good 
government, prosperity, growth, and a world free of poverty, hunger, 

http://crossmark.crossref.org/dialog/?doi=10.1007/978-3-030-21986-4_1&domain=pdf
https://www.nlc.org/the-athenian-oath
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deprivation, and oppression lies in decentralized local governance with 
home rule that empowers citizens to hold governments to account for 
ensuring FAIR (fair, accountable, incorruptible, and responsive) gover-
nance. Empowered local governments hold the promise of good jobs, 
good homes, a good life, a good time for the young and the young at 
heart, and sweet dreams of a prosperous future for all. In an information 
age with a borderless world economy, where economic success is more 
closely tied to the competitive advantage garnered by skills and informa-
tion base, local governments are at the core of the future growth and 
prosperity of any nation. In an age of mistrust in governments, local gov-
ernments serve as a tool to overcome a lack of trust and restore confidence 
in governments through their commitment to improve social and eco-
nomic outcomes. To meet these great expectations, local governments 
must be empowered to act as the primary agents of citizens exercising 
oversight on the shared rule by higher-order governments and beyond 
government entities in the local area. They must have the authority to act 
as facilitators of network governance at the local level supervising and 
coordinating the activities of higher-order governments and beyond gov-
ernment stakeholders such as hope, faith, and interest-based networks, 
private for profit and non-profit providers, and good Samaritans.

As noted earlier, a silent revolution has swept the globe during the past 
several decades to bring public decision-making closer to the people. 
Regrettably though in most parts of the developing world, people empow-
erment through local self-rule remains an unrealized dream due to path 
dependency and state capture by political, bureaucratic, and military elites. 
Formidable political and institutional hurdles stand in the way especially 
those that impede the poor to shape their own destiny. Reform is eternal; 
we never fully succeed but we owe it to billions of disempowered citizens 
of this world to keep trying to usher in a better future for all. This book 
takes a small step in this regard by bringing the international knowledge 
on the theory and practice of good local governance to the attention of a 
wider set of stakeholders and students. This introductory chapter provides 
foundation material for local governance and introduces the reader to the 
contents of this volume.1

1 This chapter is a revised version of the introductory chapter in Shah, ed. (2006), “A 
Comparative Institutional Framework for Responsive, Responsible and Accountable Local 
Governance” Chapter 1: 1–38.
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The chapter begins with an overview of basic concepts. It then provides 
a synthesis of conceptual perspectives on local government and central- 
local relations. A comparative analysis of local government organization 
and finance is also presented. Contrasting experiences of local governance 
in industrial and developing countries are highlighted. Conclusions of 
empirical evidence on the impact of localization/decentralization on good 
governance and growth are summarized. A final section introduces the 
two-volume series on local public governance and presents an overview of 
the contents of rest of this volume.

BasIc concepts In LocaL Government, LocaL 
Governance, and LocaL puBLIc economIcs 

and FInance

Local government refers to specific institutions or entities created by 
national constitutions (Brazil, Denmark, France, Italy, Japan, Sweden); by 
state constitutions (Australia, the United States); by ordinary legislation of 
a higher level of central government (New Zealand, the United Kingdom, 
most countries); by provincial or state legislation (Canada, India, Pakistan); 
or by executive order of the central government (China) to deliver a range 
of specified services to a relatively small geographically delineated area. 
Local governments are distinct administrative units from intermediate 
order governments, that is, states and provinces, in most countries. The 
overall objective of local governments is to maximize economic and social 
outcomes for residents and provide an enabling environment for private- 
sector development through efficient provision of local public services in 
a small geographical area.

Local governance is a broader concept and is defined as the formulation 
and execution of collective action at the local level to serve public interest. 
Thus, it encompasses the direct and indirect roles of formal institutions of 
local government and government hierarchies, as well as the roles of infor-
mal norms, networks, community organizations, and neighborhood asso-
ciations in pursuing collective action by defining the framework for 
citizen-citizen and citizen-state interactions, collective decision-making, and 
delivery of local public services. Local governance, therefore, includes the 
diverse objectives of vibrant, living, working, and environmentally preserved 
self-governing communities. Good local governance is not just about pro-
viding a range of local services but also about preserving the life and liberty 

1 LOCAL PUBLIC FINANCE AND ECONOMICS: THEORY… 
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of residents, creating space for democratic participation and civic dialogue, 
supporting market-led and environmentally sustainable local development, 
and facilitating outcomes that enrich the quality of life of residents.

Local public economics and finance is primarily concerned with the sub-
set of issues in local governance that have a direct bearing on the quantity 
and quality of local public services and their matching with local prefer-
ences and their impact on the economic and social outcomes for local resi-
dents and advancing local economic development. Thus it is more focused 
on local jurisdictional design, local autonomy in provision and finance of 
local public services, and facilitating network governance and regulating 
local production of public and private goods. Note that local govern-
ment’s primary role is in the provision of local services, that is, ascertain-
ing local resident’s preferences for public services and financing choices 
and articulating and aggregating local preferences for local public goods 
and public regulation of private activities. Production of local public ser-
vices, that is, combining of diverse inputs to produce outputs efficiently 
and organize methods of delivery to final consumers in the least-cost man-
ner, is a task that can be better done by public and private actors working 
in partnerships or in competition with each other. Separation of provision 
and production decisions has important implications for jurisdictional 
design. Jurisdictional design for provision would focus on ensuring 
responsiveness to local preferences, whereas technical efficiency consider-
ations such as economies of scale and scope will determine production 
choices. These choices, however, can be harmonized by networking, con-
tracting, franchising, and vouchering (Oakerson 1999; Ostrom et al. 1962).

Globalization and information revolution have recently created a height-
ened interest in public economics and finance in view of the growing role 
of local governments in advancing international competitiveness and 
growth. Globalization and the information revolution are forcing a reex-
amination of citizen-state relations and roles and the relationships of vari-
ous orders of government with entities beyond government—and thereby 
an enhanced focus on local government and local governance. The con-
cept, however, has yet to be embraced fully by the literature on develop-
ment economics, because of the longstanding tradition in the development 
assistance community of focusing on national governments while neglect-
ing the role of local governments or community organizations and the 
overall local institutional environment that facilitates or retards intercon-
nectivity, cooperation, or competition among organizations, groups, 
norms, and networks that serve public interest at the local level.

 H. KITCHEN ET AL.
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Several writers (Dollery and Wallis 2001; Bailey 1999; Rhodes 1997; 
Stoker 1999) have recently argued that the presence of a vast network of 
entities beyond government that are engaged in local services delivery or 
quality of life issues makes it unrealistic to treat local government as a 
single entity (see also Goss 2001). Analytical recognition of this broader 
concept of local governance is critical to developing a framework for local 
governance. The principle of FAIR local governance requires adherence to 
that a local government is fair (is concerned with inclusiveness of all its 
residents), accountable (to citizens, through a rights-based approach), 
incorruptible (ensures openness and integrity of its operations), responsive 
(doing the right thing—delivering services that are consistent with citi-
zens’ preferences or are citizen focused), and responsible (doing the right 
thing the right way—working better but costing less and benchmarking 
with the best). Such analysis is important because the role of local govern-
ment in such a setting contrasts sharply with its traditional role.

This chapter traces the evolution and analytical underpinnings of local 
government and governance as background to a better understanding of 
local public economics and finance in this book. The next section outlines 
analytical approaches to local governance that can be helpful in under-
standing the role of governments and comparing and contrasting institu-
tional arrangements. It further develops a model of local governance that 
integrates various strands of this literature. This model has important 
implications for evaluating and reforming local governance in both indus-
trial and developing countries.

the theory: conceptuaL perspectIves on LocaL 
Government and centraL-LocaL reLatIons

Several accepted theories provide a strong rationale for decentralized 
decision- making and a strong role for local governments, on the grounds 
of efficiency, accountability, manageability, and autonomy.

• Stigler’s menu. Stigler (1957) identifies two principles of jurisdic-
tional design:
 – The closer a representative government is to the people, the better 

it works.
 – People should have the right to vote for the kind and amount of 

public services they want.

1 LOCAL PUBLIC FINANCE AND ECONOMICS: THEORY… 
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• These principles suggest that decision-making should occur at the 
lowest level of government consistent with the goal of allocative effi-
ciency. Thus, the optimal size of jurisdiction varies with specific 
instances of economies of scale and benefit-cost spillovers.

• The principle of fiscal equivalency. A related idea on the design of 
jurisdictions has emerged from the public choice literature. Olson 
(1969) argues that if a political jurisdiction and benefit area overlap, 
the free-rider problem is overcome and the marginal benefit equals 
the marginal cost of production, thereby ensuring optimal provision 
of public services. Equating the political jurisdiction with the benefit 
area is called the principle of fiscal equivalency and requires a separate 
jurisdiction for each public service.

• The correspondence principle. A related concept is proposed by Oates 
(1972): the jurisdiction that determines the level of provision of each 
public good should include precisely the set of individuals who con-
sume the good. This principle generally requires a large number of 
overlapping jurisdictions. Frey and Eichenberger (1995, 1996, 
1999) have extended this idea to define the concept of functional, 
overlapping, and competing jurisdictions (FOCJ). They argue that 
jurisdictions could be organized along functional lines while overlap-
ping geographically and that individuals and communities could be 
free to choose among competing jurisdictions. Individuals and com-
munities express their preferences directly through initiatives and 
referenda. The jurisdictions have authority over their members and 
the power to raise taxes to fulfill their tasks. The school communities 
of the Swiss canton of Zurich and special districts in North America 
follow the FOCJ concept.

• The decentralization theorem. According to this theorem, advanced 
by Oates (1972, p. 55), “each public service should be provided by 
the jurisdiction having control over the minimum geographic area 
that would internalize benefits and costs of such provision,” because
 – Local governments understand the concerns of local residents.
 – Local decision-making is responsive to the people for whom the 

services are intended, thus encouraging fiscal responsibility and 
efficiency, especially if financing of services is also decentralized.

 – Unnecessary layers of jurisdiction are eliminated.
 – Interjurisdictional competition and innovation is enhanced.

 H. KITCHEN ET AL.
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An ideal decentralized system ensures a level and combination of 
public services consistent with voters’ preferences while providing 
incentives for the efficient provision of such services. Some degree of 
central control or compensatory grants may be warranted in the pro-
vision of services when spatial externalities, economies of scale, and 
administrative and compliance costs are taken into consideration. 
The practical implications of this theorem, again, require a large 
number of overlapping jurisdictions.

• The subsidiarity principle. According to this principle, taxing, spend-
ing, and regulatory functions should be exercised by lower levels of 
government unless a convincing case can be made for assigning them 
to higher levels of government. This principle evolved from the 
social teaching of the Roman Catholic Church and was first pro-
posed by Pope Leo XIII in 1891. Subsequently, Pope Pius XI high-
lighted the principle of subsidiarity as a third way between dictatorship 
and a laissez-faire approach to governance. The Maastricht Treaty 
adopted it as a guiding principle for the assignment of responsibili-
ties among members of the European Union (EU). This principle is 
the polar opposite of the residuality principle, where local govern-
ments are assigned functions that the central government is unwill-
ing or thinks it is unable to perform. It also negates the principle of 
ultra vires where local governments can only undertake tasks defined 
in law by higher-order government.

Implementation Mechanisms

Achieving the optimal number and size of local jurisdictions requires the 
operation of community formation processes and the redrawing of juris-
dictional boundaries.

• Voting with feet. According to Tiebout (1956), people consider tax 
costs and the public services menu offered by a jurisdiction in decid-
ing where to live. Thus, voting with feet leads to the formation of 
jurisdictions, creating a market analog for public service provision. 
Oates (1969) argued that if people vote with their feet, fiscal differ-
entials across communities are capitalized into residential property 
values. This conclusion has been refuted by formal tests of allocative 
efficiency proposed by Brueckner (1982) and Shah (1988, 1989, 
1992). Both tests suggest that optimal provision of public services is 
not ensured by voting with feet alone but depends also on rational 
voting behavior.

1 LOCAL PUBLIC FINANCE AND ECONOMICS: THEORY… 
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• Voting by ballot. This line of research suggests that collective decision- 
making may not ensure maximization of the electorate’s welfare, because 
citizens and their governmental agents can have different goals.

• Voluntary associations. Buchanan (1965) postulates that the provision 
of public services through voluntary associations of people (clubs) 
ensures the formation of jurisdictions consistent with the optimal 
provision of public services.

• Jurisdictional redesign. An important process for community forma-
tion in modern societies is redrawing the boundaries of existing juris-
dictions to create consolidated, special, or multi-purpose jurisdictions.

Roles and Responsibilities of Local Governments: 
Analytical Underpinnings

There are five perspectives on models of government and the roles and 
responsibilities of local government: (a) traditional fiscal federalism, 
(b) new public management (NPM), (c) public choice, (d) new institu-
tional economics (NIE), and (e) network forms of local governance. The 
federalism and the NPM perspectives are concerned primarily with market 
failures and how to deliver public goods efficiently and equitably. The pub-
lic choice and NIE perspectives are concerned with government failures. 
The network forms of governance perspective are concerned with institu-
tional arrangements to overcome both market and government failures.

 Local Government as a Handmaiden of a Higher Government Order: 
Traditional Fiscal Federalism Perspectives
The fiscal federalism approach treats local government as a subordinate 
tier in a multi-tiered system and outlines principles for defining the roles 
and responsibilities of orders of government (see Shah 1994, 2004, 2014 
for such a framework for the design of fiscal constitutions). Hence, one 
sees that in most federations, as in Canada and the United States, local 
governments are extensions of state governments (dual federalism). In a 
few isolated instances, as in Brazil, they are equal partners with higher- 
level governments (cooperative federalism), and in an exceptional case, 
Switzerland, they (cantons) are the main source of sovereignty and have 
greater constitutional significance than the federal government  (see 
Switzerland 2003). Thus, depending on the constitutional and legal status 
of local governments, state governments in federal countries assume vary-
ing degrees of oversight of the provision of local public services. Note that 
this view of federalism contrasts with Kincaid’s (1967) idea of a federal 

 H. KITCHEN ET AL.
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state comprising civic republics where civic republics were intended to be 
autonomous local governments and the federal government discharged 
responsibilities entrusted to them by civic republics.  In a unitary state, 
subnational governments act on behalf of the central government. 
Therefore, a useful set of guidelines for the assignment of responsibilities 
for local public services in a unitary state would be that

• Policy development and standards of service and performance are 
determined at the national level.

• Implementation oversight is carried out at the state or provin-
cial level.

• Provision and finance of local services by the local governments or by 
the metropolitan or regional governments.

In all countries, the production of services can be public or private or 
both, at the discretion of local or regional governments. Responsibilities 
for public services other than such purely local ones as fire protection 
could be shared, using these guidelines.

The assignment of public services to local governments or to metropoli-
tan or regional governments can be based on considerations such as econo-
mies of scale, economies of scope (appropriate bundling of local public 
services to improve efficiency through information and coordination econo-
mies and enhanced accountability through voter participation and cost 
recovery) and cost-benefit spillovers, proximity to beneficiaries, consumer 
preferences, and budgetary choices about the composition of spending. The 
particular level of government to which a service is assigned determines the 
public or private production of the service in accordance with consider-
ations of efficiency and equity. Large metropolitan areas with populations in 
excess of one million could be considered for subdivision into a first tier of 
municipal governments of smaller size responsible for neighborhood-type 
services and a second tier of metropolitan-wide government providing area-
wide services. The first-tier governments could be directly elected, and 
elected mayors of these governments could form the metropolitan council 
at the second tier. Two-tier structures for metropolitan governance have 
been practiced in Melbourne, Australia; Vancouver, Canada; Allegheny 
county, Pennsylvania, United States; and Stockholm, Sweden.

In industrial countries, special-purpose agencies or bodies deliver a 
wide range of metropolitan and regional public services, including educa-
tion, health, planning, recreation, and environmental protection. Such 
bodies can include library boards, transit and police commissions, and 

1 LOCAL PUBLIC FINANCE AND ECONOMICS: THEORY… 



10

utilities providing water, gas, and electricity. These agencies deal with pub-
lic services whose delivery areas transcend political jurisdictions and are 
better financed by loans, user charges, and earmarked benefit taxes, such 
as a supplementary mill rate on a property tax base to finance a local school 
board. If kept to a minimum, such agencies help fully exploit economies 
of scale in the delivery of services where political boundaries are not con-
sistent with service areas. A proliferation of these agencies can undermine 
accountability and budgetary flexibility at local levels. Accountability and 
responsiveness to voters are weakened if members of special-purpose bod-
ies are appointed rather than elected. Budgetary flexibility is diminished if 
a majority of local expenditures fall outside the control of local councils.

Private-sector participation can also take a variety of forms, including 
contracting through competitive biddings, franchise operations (local 
government acting as a regulatory agency), grants (usually for recreational 
and cultural activities), vouchers (redeemable by local government with 
private providers), volunteers (mostly in fire stations and hospitals), com-
munity self-help activities (for crime prevention), and private non-profit 
organizations (for social services). Thus, a mix of production and delivery 
systems is appropriate for local public services. In most developing coun-
tries, the financial capacities of local governments are quite limited. 
Fostering private-sector participation in the delivery of local public ser-
vices thus assumes greater significance. Such participation enhances 
accountability and choice in the local public sector. However, assigning 
responsibility for the provision of service to a specific level of government 
does not imply that government should be directly engaged in its produc-
tion. Limited empirical evidence suggests that private production and 
delivery of some services promotes efficiency and equity.

Fiscal federalism literature also provides guidance on financing choices 
for local governments. Four general principles require consideration in 
assigning taxing powers to various governments. First, the economic effi-
ciency criterion dictates that taxes on mobile factors and tradable goods 
that have a bearing on the efficiency of the internal common market 
should be assigned to the center. Subnational assignment of taxes on 
mobile factors may facilitate the use of socially wasteful “beggar thy 
neighbor” policies to attract resources to own areas by regional and local 
governments. In a globalized world, even central assignment of taxes on 
mobile capital may not be very effective in the presence of tax havens 
and the difficulty of tracing and attributing incomes from virtual transac-
tions to various physical spaces. Second, national equity considerations 
warrant that progressive redistributive taxes should be assigned to the 
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center, which limits the possibility of regional and local governments fol-
lowing perverse redistribution policies using both taxes and transfers to 
attract high-income people and repel low-income ones. Doing so, how-
ever, leaves open the possibility of supplementary, flat-rate, local charges 
on residence-based national income taxes. Third, the administrative fea-
sibility criterion (lowering compliance and administration costs) suggests 
that taxes should be assigned to the jurisdiction with the best ability to 
monitor relevant assessments. This criterion minimizes administrative 
costs as well as the potential for tax evasion. For example, property, land, 
and betterment taxes are good candidates for local assignment because 
local governments are in a better position to assess the market values 
of such assets. Fourth, the fiscal need or revenue adequacy criterion sug-
gests that to ensure accountability, revenue means (the ability to raise 
revenues from own sources) should be matched as closely as possible with 
expenditure needs. The literature also argues that long-lived assets should 
primarily be financed by raising debt, so as to ensure equitable burden 
sharing across generations (Inman 2005). Furthermore, such large and 
lumpy investments typically cannot be financed by current revenues and 
reserves alone (see Table 1.1).

These four principles suggest that user charges are suitable for use by all 
orders of government, but the case for decentralizing taxing powers is not 
as compelling as that for decentralizing public service delivery. This is 
because lower-level taxes can introduce inefficiencies in the allocation of 
resources across the federation and cause inequities among people in dif-
ferent jurisdictions. In addition, collection and compliance costs can 
increase significantly. These problems are more severe for some taxes than 
others; so the selection of which taxes to decentralize must be made with 
care, balancing the need to achieve fiscal and political accountability at the 
lower levels of government against the disadvantages of having a frag-
mented tax system. The trade-off between increased accountability and 
increased economic costs from decentralizing taxing responsibilities can 
be mitigated by fiscal arrangements that permit joint occupation and 
 harmonization of taxes to overcome fragmentation and by fiscal equaliza-
tion transfers that will reduce the fiscal inefficiencies and inequities that 
arise from different fiscal capacities across regional and local governments.

The fiscal federalism perspectives presented above are helpful, but in 
practice they have resulted in some major difficulties—especially in devel-
oping countries—because the practice seems to emphasize fiscal federal-
ism’s structures and processes as ends rather than as means to an end. These 
structures and processes were designed as a response to market failures and 
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heterogeneous preferences with little recognition of government failures or 
the role of entities beyond government. The new public management 
(NPM) and the new institutional economics (NIE) literature (synthesized 
in the following paragraphs) sheds further light on the origins of these dif-
ficulties. This literature highlights the sources of government failures and 
their implications for the role of local government.

Table 1.1 Key considerations and tools for local government finances

Key considerations
The overall objective of local governments is to maximize social outcomes for residents 
and provide an enabling environment for private-sector development through efficient 
provision of public services. This requires that local financing should take into account 
the following considerations:
• Local government should limit self-financing of redistributive services
•  Business should be taxed only for services to businesses and not for redistributive 

purposes
•  Current period services should be financed out of current year operating revenues and 

future period services should be financed by future period taxes, user charges/fees, and 
borrowing

• Residential services should be financed by taxes and fees on residents
•  Business services should be financed on site/land value taxes and user charges. Profit, 

output, sales, and moveable asset taxes may drive business out of the jurisdiction

Tools for local finance
•  Local taxes for services with public goods or public bads characteristics—streets, roads, 

street lighting (public goods), traffic congestion, water and air pollution (public bads)
• User charges for services with private goods characteristics—water, sewerage, solid waste
•  Conditional, nonmatching, output-based grants from national/state-order governments 

for merit goods or redistributive public services: education and health
• Conditional matching grants for spillovers in some services
• Unconditional grants for fiscal gap and equalization purposes
• Capital grants for infrastructure if local fiscal capacity is low
• Capital market finance for infrastructure if local fiscal capacity is high
•  Development charges for financing growth with higher charges for developing land on 

local government boundaries
•  Public-private partnerships for infrastructure finance but keeping public ownership and 

control of strategic assets
•  Tax increment financing districts to deal with urban blight. For this purpose, the area 

should be designated for redevelopment and annual property tax revenues frozen at 
pre-vitalization levels. For a specified period, say 15–35 years, all tax revenues above 
base are used for redevelopment. Capacity improvements are undertaken through 
municipal borrowing/bonds against expected tax increments

Source: Inman (2005) and Boadway and Shah (2009)
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 Local Government as an Independent Facilitator of Creating Public 
Value: New Public Management Perspectives
Two interrelated criteria have emerged from the NPM literature in recent 
years determining, first, what local governments should do and, second, 
how they should do it better.

In discussing the first criterion, the literature assumes that citizens are 
the principals but have multiple roles as governors (owner-authorizers, 
voters, taxpayers, community members), activist-producers (providers of 
services, co-producers, self-helpers obliging others to act), and consumers 
(clients and beneficiaries) (see Moore 1996). In this context, significant 
emphasis is placed on the government as an agent of the people to serve 
public interest and create public value. Moore (1996) defines public value 
as measurable improvements in social outcomes or quality of life. This 
concept is directly relevant to local and municipal services, for which it is 
feasible to measure such improvements and have some sense of attribu-
tion. The concept is useful in evaluating conflicting and perplexing choices 
in the use of local resources. The concept is also helpful in defining the 
role of government, especially local governments. It frames the debate 
between those who argue that the public sector crowds out private-sector 
investments and those who argue that the public sector creates an enabling 
environment for the private sector to succeed, in addition to providing 
basic municipal and social services.

Moore (1996) has argued that, rather than diverting resources from 
the private sector, local governments use some of the resources that come 
as free goods—namely, resources of consent, goodwill, good Samaritan 
values, community spirit, compliance, and collective public action. This 
argument suggests that the role of public managers in local governments 
is to tap these free resources and push the frontiers of improved social 
outcomes beyond what may be possible with meager local revenues. Thus, 
public managers create value by mobilizing and facilitating a network of 
providers beyond local government. Democratic accountability ensures 
that managerial choices about creating public value are based on broader 
consensus by local residents (see Goss 2001). Thus, the local public sector 
continuously strives to respect citizen preferences and to be accountable 
to them. This environment, focused on creating public value, encourages 
innovation and experimentation, bounded by the risk tolerance of the 
median voter in each community.

The main current of the NPM literature is concerned not with what to 
do but with how to do it better. It argues for an incentive environment in 
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which managers are given flexibility in the use of resources but held 
accountable for results. Top-down controls are thus replaced by a bottom-
 up focus on results. Two NPM models have been implemented in recent 
years. The first model is focused on making managers manage. In New 
Zealand, this goal is accomplished through new contractualism, whereby 
public managers are bound by formal contracts for service delivery but 
have flexibility in resource allocation and choice of public or private pro-
viders. Malaysia attempts to achieve the same through client charters, 
under which public managers are evaluated for their attainment of speci-
fied service standards (Shah 2005a).

The second model creates incentives to let managers manage. It applies 
the new managerialism approach, as used in Australia and the United 
States, whereby government performance in service delivery and social 
outcomes is monitored, but there are no formal contracts, and account-
ability is guided by informal agreements. In China and the United 
Kingdom, autonomous agency models are used for performance account-
ability. Canada uses an alternative service delivery framework: public man-
agers are encouraged to facilitate a network of service providers and to use 
benchmarking to achieve the most effective use of public monies. The 
emerging focus on client orientation and results-based accountability is 
encouraging local governments to innovate in many parts of the world 
(Caulfield 2003).

 Local Government as an Institution to Advance Self-Interest: The Public 
Choice Approach
Bailey (1999) has conceptualized four models of local government:

• A local government that assumes it knows best and acts to maximize 
the welfare of its residents conforms to the benevolent despot model.

• A local government that provides services consistent with local resi-
dents’ willingness to pay conforms to the fiscal exchange model.

• A local government that focuses on public service provision to 
advance social objectives conforms to the fiscal transfer model.

• A local government that is captured by self-interested bureaucrats 
and politicians conforms to the Leviathan model, which is consistent 
with the public choice perspectives.

In the same tradition, Breton (1995) provides a comprehensive typol-
ogy of models of government. He distinguishes two broad types of gov-
ernment. The first embodies the doctrine of the common good, and the 
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second acts to preserve the self-interest of the governing elites. The sec-
ond type can assume either a monolithic or a composite structure. In a 
monolithic structure, local government is subject to capture by bureau-
crats or interest groups. Also, local government may maximize economic 
rents for dominant interest groups (as in the Leviathan model) or may 
advance compulsion or coercion. If the self-interest model assumes a com-
posite structure, it may encourage Tiebout-type competition among local 
governments.

The public choice literature endorses the self-interest doctrine of gov-
ernment and argues that various stakeholders involved in policy formula-
tion and implementation are expected to use opportunities and resources 
to advance their self-interest. This view has important implications for the 
design of local government institutions. For local governments to serve 
the interests of people, they must have complete local autonomy in taxing 
and spending and they must be subject to competition within and beyond 
government. In the absence of these prerequisites, local governments will 
be inefficient and unresponsive to citizen preferences (Boyne 1998). 
Bailey (1999) advocates strengthening exit and voice mechanisms in local 
governance to overcome government failures associated with the self- 
interest doctrine of public choice. He suggests that easing supply side con-
straints for public services through wider competition will enhance choice 
and promote exit options and that direct democracy provisions will 
strengthen voice (see also Dollery and Wallis 2001). The NIE approach 
discussed below draws on the implications of opportunistic behavior by 
government agents for the transaction costs to citizens as principals.

 The Government as a Runaway Train: NIE Concerns 
with the Institutions of Public Governance
The NIE provides a framework for analyzing fiscal systems and local 
empowerment and for comparing mechanisms for local governance. This 
framework is helpful in designing multiple orders of government and in 
clarifying local government responsibilities in a broader framework of local 
governance. According to the NIE framework, various orders of govern-
ments (as agents) are created to serve the interests of the citizens as prin-
cipals. The jurisdictional design should ensure that these agents serve the 
public interest while minimizing transaction costs for the principals.

The existing institutional framework does not permit such optimiza-
tion, because the principals have bounded rationality, that is, they make 
the best choices on the basis of the information at hand but are ill informed 
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about government operations. Enlarging the sphere of their knowledge 
entails high transaction costs, which citizens are not willing to incur. Those 
costs include participation and monitoring costs, legislative costs, execu-
tive decision-making costs, agency costs or costs incurred to induce com-
pliance by agents with the compact, and uncertainty costs associated with 
unstable political regimes (Horn 1997; Shah 2005b). Agents (various 
orders of governments) are better informed about government operations 
than principals are, but they have an incentive to withhold information 
and to indulge in opportunistic behaviors or “self-interest seeking with 
guile” (Williamson 1985, p. 7). Thus, the principals have only incomplete 
contracts with their agents. Such an environment fosters commitment 
problems because the agents may not follow the compact.

The situation is further complicated by three factors—weak or extant 
countervailing institutions, path dependency, and the interdependency of 
various actions. Countervailing institutions such as the judiciary, police, 
parliament, and citizen activist groups are usually weak and unable to 
restrain rent-seeking by politicians and bureaucrats. Historical and cultural 
factors and mental models by which people see little benefits to and high 
costs of activism prevent corrective action. Further empowering local 
councils to take action on behalf of citizens often leads to loss of agency 
between voters and councils, because council members may interfere in 
executive decision-making or may get co-opted in such operations while 
shirking their legislative responsibilities. The NIE framework stresses the 
need to use various elements of transaction costs in designing jurisdictions 
for various services and in evaluating choices between competing gover-
nance mechanisms.

 Local Government as a Facilitator of Network Forms of Local 
Governance
The NIE approach provides an evaluation framework for alternative forms 
and mechanisms of local governance. It specifically provides guidance in 
dealing with government failures in a hierarchical form of public gover-
nance. The framework is also suitable for examining local government 
involvement in a partnership of multiple organizations. Dollery and Wallis 
(2001) extend the NIE approach to these issues. They argue that a struc-
ture of resource dependency vitiates against collective action in the inter-
est of the common good because of the tragedy of commons associated 
with common pool resources. This scenario results in failures in horizontal 
coordination in a multiorganization partnership.
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One possible solution is to introduce a market mechanism of gover-
nance, whereby a contract management agency enters into binding con-
tracts with all partners. However, this solution is unworkable because the 
potential number of contingencies may simply be too large to be covered 
by such contracts. A second approach to overcome horizontal coordina-
tion, the so-called hierarchical mechanism of governance, relies on institu-
tional arrangements to clarify roles and responsibilities and to establish 
mechanisms for consultation, cooperation, and coordination, as is done in 
some federal systems. Such institutional arrangements entail high transac-
tion costs and are subject to a high degree of failure attributable to the 
conflicting interests of partners.

Given the high transaction costs and perceived infeasibility of market 
and hierarchical mechanisms of governance for partnerships of multiple 
organizations, a network mechanism of governance has been advanced as 
a possible mode of governance for such partnerships—the kind to be man-
aged by local governments. The network form of governance relies on 
trust, loyalty, and reciprocity between partners with no formal institutional 
safeguards. Networks formed on the basis of shared interests (interest- 
based networks) can provide a stable form of governance if membership is 
limited to partners that can make significant resource contributions and if 
there is a balance of powers among members. Members of such networks 
interact frequently and see cooperation in one area as contingent on 
 cooperation in other areas. Repeated interaction among members builds 
trust. Hope-based networks are built on the shared sentiments and emo-
tions of members. Members have shared beliefs in the worth and philoso-
phy of the network goals and have the passion and commitment to achieve 
those goals. The stability of such networks is highly dependent on the 
commitment and style of their leadership (Dollery and Wallis 2001).

Local government has an opportunity to play a catalytic role in facilitat-
ing the roles of both interest-based and hope-based networks in improv-
ing social outcomes for local residents. To play such a role, local government 
must develop a strategic vision of how such partnerships can be formed 
and sustained. But then the local government requires a new local public 
management paradigm. Such a paradigm demands local government to 
separate policy advice from program implementation, assuming a role as a 
purchaser of public services but not necessarily as a provider of them. 
Local government may have to outsource services with higher production 
costs and subject in-house providers to competitive pressures from outside 
providers to lower transaction costs for citizens. It also must actively seek 
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the engagement of both interest-based and hope-based networks to sup-
plant local services. It needs to develop the capacity to play a mediating 
role among various groups.

 A Synthesis: Toward a Framework for Responsive, Responsible, 
and Accountable Local Governance
We have reviewed ideas emerging from the literature on political science, 
economics, public administration, law, federalism, and the NIE with a 
view to developing an integrated analytical framework for the comparative 
analysis of local government and local governance institutions.

The dominant concern in this literature is that the incentives and 
accountability framework faced by various orders of government is not 
conducive to a focus on service delivery consistent with citizen prefer-
ences. As a result, corruption, waste, and inefficiencies permeate public 
governance. Top-down hierarchical controls are ineffective; there is little 
accountability because citizens are not empowered to hold governments 
accountable.

Fiscal federalism practices around the world are focused on structures 
and processes, with little regard for outputs and outcomes. These practices 
support top-down structures with preeminent federal legislation (i.e., fed-
eral legislation overrides any subnational legislation). The central govern-
ment is at the apex, exercising direct control and micromanaging the system. 
Hierarchical controls exercised by various layers of government have an 
internal rule-based focus with little concern for their mandates. Government 
competencies are determined on the basis of technical and administrative 
capacity, with almost no regard for client orientation, bottom- up account-
ability, and lowering of transaction costs for citizens. Various orders of gov-
ernment indulge in uncooperative zero-sum games for control.

This tug of war leads to large swings in the balance of powers. Shared 
rule is a source of much confusion and conflict, especially in federal sys-
tems. Local governments are typically handmaidens of states or provinces 
and given straitjacket mandates. They are given only limited home rule in 
their competencies. In short, local governments in this system of “federal-
ism for the governments, by the governments, and of the governments” 
get crushed under a regime of intrusive controls by higher levels of gov-
ernments. Citizens also have limited voice and exit options.

The governance implications of such a system are quite obvious. Various 
orders of government suffer from agency problems associated with incom-
plete contracts and undefined property rights, as the assignment of taxing, 
spending, and regulatory powers remains to be clarified—especially in 
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areas of shared rule. Intergovernmental bargaining leads to high transac-
tion costs for citizens. Universalism and pork-barrel politics result in a 
tragedy of commons, as various orders of government compete to claim a 
higher share of common pool resources. Under this system of governance, 
citizens are treated as agents rather than as principals.

On how to reverse this trend and make governments responsive and 
accountable to citizens, the dominant themes emphasized in the literature 
are the subsidiarity principle, the principle of fiscal equivalency, the cre-
ation of public value, results-based accountability, and the minimization of 
transaction costs for citizens, as discussed earlier. These themes are useful 
but should be integrated into a broader framework of citizen-centered 
governance, to create an incentive environment in the public sector that is 
compatible with a public sector focus on service delivery and bottom-up 
accountability. Such integration is expected to deal with the commitment 
problem in various levels of government by empowering citizens and by 
limiting their agents’ ability to indulge in opportunistic behavior.

Citizen-centric local governance. Reforming the institutions of local 
governance requires agreement on basic principles. Four basic principles 
of FAIR (fair, accountable, incorruptible, and responsive) governance are 
advanced to initiate such a discussion:

• Fair governance. This principle aims for inclusive and equitable local 
governance.

• Accountable governance. A local government should be accountable 
to its electorate. It should adhere to appropriate safeguards to ensure 
that it serves the public interest with integrity. Legal and institutional 
reforms may be needed to enable local governments to deal with 
accountability between elections—reforms such as a citizen’s charter 
and a provision for recall of public officials.

• Incorruptible governance. A local government should ensure trans-
parency and integrity of its operations.

• Responsive and responsible governance. This principle aims for govern-
ments to do the right things—that is, to deliver services consistent 
with citizen preferences. The government should also do it right—
that is, manage its fiscal resources prudently. It should earn the trust 
of residents by working better and costing less and by managing fiscal 
and social risks for the community. It should strive to improve the 
quality and quantity of and access to public services. To do so, it 
needs to benchmark its performance with the best- performing local 
government (see Table 1.2).
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Table 1.2 Salient features of citizen-centric FAIR local governance

Fair governance
Specifies and meets standards for access to 
local services
Improves economic and social outcomes
Offers security of life and property

Offers shelter and food for all
Has clean air, safe water, and sanitation
Honest and fair tax administration

Accountable governance
Lets the sunshine in:
•  Local government bylaw on citizens’ right 

to know
•  Budgetary proposals and annual 

performance reports posted on the internet
•  All decisions, including the costs of 

concessions, posted on the internet
•  Value for money performance audits by 

independent think tanks
• Open information and public assessment

Is fiscally prudent:
• Operating budget in balance
• Golden rule for borrowing
•  New capital projects that specify upkeep 

costs and how debt is to be repaid
•  Conservative fiscal rules to ensure 

sustainable debt levels
•  Major capital projects that are subject to 

referenda
Maintenance of positive net worth

Incorruptible governance
• Professionalism and integrity of staff
• Safeguards against malfeasance
• Streamlined processes and e-governance

•  General administration costs subjected to 
public scrutiny

• Commercially audited financial statements
• Complaints and feedback acted on

Responsive and responsible governance
Responsive governance:
Has subsidiarity and home rule
Has direct democracy provisions
Has budget priorities consistent with citizens’ 
preferences
Has a noise-free and preserved environment
Offers ease of commute and pothole-free roads
Has primary school at a walking distance
Has acceptable fire and ambulance response 
times
Has libraries and internet access
Has park and recreation programs and 
facilities
Responsible governance:
Follows due process:
•  The principle of ultra vires or general 

competence or community governance
• The procedure bylaw
• Local master plans and budgets
• Zoning bylaws and regulations
• Funded mandates
Earns trust:
• Strict compliance with service standards
•  Citizen-friendly output budgets and service 

delivery performance reports
• Participatory budgeting and planning

Works better and costs less:
•  All tasks subjected to alternative service 

delivery test—that is, competitive 
provision involving government providers 
and entities beyond government

•  Financing that creates incentives for 
competition and innovation

•  Comparative evaluation of service providers
•  Public sector as a purchaser through 

performance contracts but not 
necessarily a provider of services

•  Managerial flexibility, but accountability 
for results

• No lifelong or rotating appointments
• Task specialization
•  Budgetary allocation and output-based 

performance contracts
• Activity-based costing
• Charges for capital use
• Accrual accounting
• Benchmarking with the best
•  Boundaries that balance benefits and 

costs of scale and scope economies, 
externalities, and decision-making

•  Boundaries consistent with fiscal 
sustainability

Source: Shah (2006) and Boadway and Shah (2009)
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A framework of local governance that embodies these principles is 
called citizen-centric FAIR governance (Andrews and Shah 2005). The 
distinguishing features of citizen-centered governance are

• Citizen empowerment through a rights-based approach (direct 
democracy provisions, citizens’ charter)

• Bottom-up accountability for results
• Evaluation of government performance as the facilitator of a net-

work of providers by citizens as governors, taxpayers, and consumers 
of public services

The framework emphasizes reforms that strengthen the role of citizens 
as the principals and create incentives for government agents to comply 
with their mandates.

The commitment problem may be mitigated by creating citizen-centric 
local governance—by having direct democracy provisions, introducing 
governing for results in government operations, and reforming the struc-
ture of governance, thus shifting decision-making closer to the people. 
Direct democracy provisions require referenda on major issues and large 
projects and require that citizens have the right to veto any legislation or 
government program. A “governing for results” framework requires 
 government accountability to citizens for service delivery performance. 
Hence, citizens have a charter defining their basic rights as well as their 
rights of access to specific standards of public services. Output-based inter-
governmental transfers strengthen compliance with such standards and 
strengthen accountability and citizen empowerment (Shah 2006).

 Implications for Division of Powers Within Nations: Role Reversals 
for Central and Local Governments
The framework described above has important implications for reforming 
the structure of government. Top-down mandates on local governance 
will need to be replaced by bottom-up compacts. Furthermore, the role of 
local government must be expanded to serve as a catalyst for the formula-
tion, development, and operation of a network of both government pro-
viders and entities beyond government. Local government’s traditionally 
acknowledged technical capacity becomes less relevant in this framework. 
More important are its institutional strengths as a purchaser of services 
and as a facilitator of alliances, partnerships, associations, clubs, and net-
works for developing social capital and improving social outcomes. Two 
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distinct options are possible in this regard, and both imply a pivotal role 
for local governments in the intergovernmental system. The options are 
(a) local government as the primary agent, subcontracting to local provid-
ers, state, and federal or central government authorities and engaging net-
works and entities beyond government, and (b) local, state, and national 
governments as independent agents.

Option A: Local governments as primary agents of citizens. In this role, a 
local government serves as (a) a purchaser of local services, (b) a facilitator 
of networks of government providers and entities beyond government, and 
(c) a gatekeeper and overseer of state and national governments for the 
shared rule or responsibilities delegated to them. This role represents a fun-
damental shift in the division of powers from higher to local governments. 
It has important constitutional implications. Residual functions reside with 
local governments. State governments perform intermunicipal services. The 
national government is assigned redistributive, security, foreign relations, 
and interstate functions such as harmonization and consensus on a common 
framework. The Swiss system bears close affinity to this model.

Option B: Various orders of government as independent agents. An alter-
native framework for establishing the supremacy of the principals is to 
clarify the responsibilities and functions of various orders as independent 
agents. This framework limits shared rule. Finance follows function strictly, 
and fiscal arrangements are periodically reviewed for fine-tuning. Local 
governments enjoy home rule, with complete tax and expenditure auton-
omy. The Brazilian fiscal constitution incorporates some features of this 
model, albeit with significant deviations.

Feasibility of options. Option A is well grounded in the history of mod-
ern governments and is most suited for countries with no history of inter-
nal or external conflict in recent times. It is already practiced in Switzerland. 
War, conquest, and security concerns have led to a reversal of the roles of 
various orders of governments and to a reduction in  local government 
functions in more recent history. Globalization and the information revo-
lution have already brought pressures for much larger and stronger roles 
for local governments (see Shah 2001). Although a majority of govern-
ments have done some tinkering with their fiscal systems, the radical 
change recommended here is not in the cards anywhere. This is because 
the unlikelihood of overcoming path dependency—a tall order for existing 
institutions and vested interests—makes such reform infeasible. Under 
such circumstances, option B may be more workable, but here the clarity 
of responsibilities may not be politically feasible. In general, there is 
unlikely to be political will to undertake such bold reforms. Piecemeal 

 H. KITCHEN ET AL.



23

adaptation of this model will nevertheless be forced on most countries by 
the effects of globalization and by citizen empowerment, facilitated by the 
information revolution.

a comparatIve anaLysIs oF LocaL Government 
orGanIzatIon and FInance In the WorLd

The following paragraphs highlight a few comparative features of local 
governments drawn from a comprehensive data-set for 182 countries 
developed by Ivanyna and Shah (2014).

Administrative Structure and Size

The number of local-government tiers varies from one to four in various 
countries. Having two tiers is the most common practice. Countries in the 
South and East Asia region have higher than average tiers. The number of 
local-government tiers varies inversely with the average per capita income 
of the country (see Table 1.3).

Table 1.3 Local government administrative tiers, population size, and area: a 
world view

# Tiers Average  
population 
(thousand)

Av. area 
(thousand square 
kilometers (tsk)

Mean Standard 
deviation

Mean Standard 
deviation

Mean Standard 
deviation

Total 2.03 0.8 101.06 175.47 2.13 6.95

By region
Southern Asia 2.43 0.98 79.76 75.5 0.32 0.58
Europe and Central Asia 2 0.74 29.49 56.28 0.29 0.4
Middle East and North Africa 2 0.86 111.79 116.41 5.14 15.68
Sub-Saharan Africa 2.02 0.76 171.64 178.56 4.09 8
Latin America and Caribbean 1.74 0.63 63.16 51.88 1.12 1.73
East Asia and Pacific 2.5 1 171.4 379.83 1.22 2.53
North America 2 0 11.6 6.79 1.32 1.72

By income
High income 1.69 0.67 72.51 119.35 1.13 2.71
Middle upper income 1.76 0.72 67.3 78.76 4.09 13.25
Middle lower income 2.35 0.76 93.92 246.42 1.12 2.32
Low income 2.26 0.82 162.25 178.02 2.58 5.45

Source: Ivanyna and Shah (2014, p. 8)
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Average population size of a local government is 101,000 with East 
Asia, Sub-Sahara, and Middle East and North Africa region having above 
average population size. Local governments in Europe (29,000) and 
North America (12,000) have relatively smaller average population sizes 
than the rest of the world. Lower-income countries have typically larger 
population size local governments.

Average area of local government is 2.1,000 square kilometers (tsk) 
with local governments in higher-income countries having much lower 
than average size.

Relative Importance

Local government relative importance is typically assessed either by local 
government share of national public expenditures or by national public 
employment. Both indicators show that relative importance of local 
 government in most countries is quite weak. Notable exceptions are 
Scandinavian countries, China, Japan, and South Korea.

On average local expenditures account for 15 percent of national 
expenditures, with a minimum of 0 percent in several countries and a 
maximum of 67 percent in China. In 39 countries local governments 
account for less than 2 percent of national expenditures. In Scandinavian 
countries and in South Korea and Japan, local governments account for 
close to 50 percent or higher of national expenditures.

Local government share of national public employment has a world 
average of 23 percent with a minimum of 0 percent in seven countries and 
a maximum of 90 percent in China. In five countries (China, Albania, 
Finland, Norway, and Sweden), local governments account for more than 
three-fourth of public employment.

Security of Existence

Constitutional-legal status of local government does not necessarily insure 
against arbitrarily dismissal of local governments. Ivanyna and Shah (2014) 
note that only 6 out of 182 countries in their sample had any significant 
de-jure safeguards against arbitrary dismissal by higher-order govern-
ments. In practice though, historically, local governments in Europe, 
North America, and Brazil have had secure existence, whereas their coun-
terparts in Africa and Middle East did not fare well in this regard.
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Autonomy of Local Governments

Local governments work best when they enjoy home rule in a designated 
small geographic area, characterized by political, fiscal, and administrative 
autonomy from higher-order governments.

Political autonomy. Key indicators of political autonomy are that mem-
bers of local legislature and the head of local executive are directly elected 
by local residents and are accountable to them for the security of their 
tenure. Local citizen-based accountability is typically asserted through 
direct democracy provisions. These are legislative provisions for obligatory 
local referenda for major spending, taxing and regulatory decisions, recall 
of public officials, and requirement for direct citizen participation in local 
decision-making processes.

Elected local councils permeate the scene with only one-third of the 
countries placing some restraint on direct elections. Direct elections of 
local executive heads are relatively less common with some restrictions of 
direct elections in three-fourth countries. Direct democracy provisions are 
even less frequently observed and about 40 percent of countries do not 
empower direct participation of citizens in  local decision-making. Sub- 
Sahara Africa and the Middle East regions score poorly on all three indica-
tors of local empowerment.

Fiscal autonomy. Local governments enjoy fiscal autonomy when their 
revenue means are consistent with their expenditure needs, that is, either 
having little or no vertical fiscal gap, that is, fiscal deficiency or such a gap/
deficiency is filled by unconditional higher-order transfers; they have rea-
sonable access to self-finance without recourse to higher-order govern-
ments (tax autonomy); they have access to credit market finance for 
infrastructure based upon their creditworthiness; and they have the ability 
to decide on the menu of public services and spending priorities consistent 
with local preferences (expenditure autonomy). In practice, local govern-
ment fiscal autonomy is quite weak as large vertical fiscal gaps exist in local 
financing with a world average of 66 percent. In most countries local gov-
ernments have limited access and control over local taxes and charges. 
Typically, they have control over only a third of their finances. They enjoy 
autonomy over about two-thirds of their spending. While infrastructure 
deficiencies are large, local governments have either no access to capital 
market finance or such access is highly constrained by higher-order gov-
ernment regulations.
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Administrative autonomy. Administrative autonomy refers to a local 
government having the ability to hire, fire, and set terms of reference of 
local employment as well as having regulatory control over own functions. 
In practice, local government administrative autonomy is highly con-
strained in most countries. Only in about one-fourth of countries, local 
governments enjoy administrative autonomy. These countries are mostly 
in Europe, the Americas, and the Australia regions. In about half of the 
countries, central government retains control over HR policies for local 
government.

Contrasting Experience with Local Governance in Industrial 
and Developing Countries

 Local Governance in Industrial Countries
Historical evolution and the current practice of local governance are instruc-
tive in drawing lessons for reform of local governance, especially in develop-
ing countries. There is great diversity in practice in  local governance in 
industrial countries, but there are also some common strands. The diversity 
is in the institutional arrangements, which have evolved incrementally over 
a long period. This evolution has resulted in diverse roles for local govern-
ments and diverse relations with central governments across countries. In 
Nordic countries, local government serves as the primary agent of the peo-
ple, whereas in Australia, that role is entrusted to state governments, and 
local government has a minimal role in local affairs (McMillan 2008).

There is no uniform model for local government size, structure, tiers, 
and functions across Organisation for Economic Co-operation and 
Development (OECD) countries. There are nevertheless a number of 
interesting common features. First, most countries recognize that finance 
must follow function to ensure that local governments are able to meet 
their responsibilities efficiently and equitably. Second, home rule is consid-
ered critical to meeting local expectations and being responsive to local 
residents. Therefore, local governments must have significant taxing, 
spending, and regulatory autonomy, and they must have the ability to 
hire, fire, and set terms of reference for employees without having to defer 
to higher levels of governments. Only then can local governments inno-
vate in management by introducing performance-based accountability 
and innovate in service delivery by forging alternative service delivery 
arrangements through competitive provision, contracting, and outsourc-
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ing wherever deemed appropriate. They can also facilitate a broader net-
work of local governance and harness the energies of the whole community 
to foster better social outcomes. Third and most important, accountability 
to local residents has been the factor most critical to the success of local 
governance in industrial countries. This accountability is strengthened 
through democratic choice, participation, transparency, performance bud-
geting, citizens’ charters of rights, and various legal and financing provi-
sions that support wider voice, choice, and exit options to residents.

 Local Governance in Developing Countries
In the past local governance was the most neglected aspect of national 
governance in developing countries but recent years have seen some posi-
tive developments. With the silent revolutions of past three decades, local 
governments are increasingly assuming a larger role in public services 
delivery. However, with the exception of a handful of countries such as 
Brazil, China, and Poland, local governments continue to play a very small 
role in people’s lives. They typically are bounded by the principle of ultra 
vires and allowed to discharge only a small number of functions, which are 
mandated from above. They have limited autonomy in expenditure deci-
sions and hardly any in revenue-raising decisions. Their access to own- 
source revenues is constrained to a few nonproductive bases. Political and 
bureaucratic leaders at the local level show little interest in lobbying for 
more taxing powers and instead devote all their energies to seeking higher 
levels of fiscal transfers.

As a result, tax decentralization has not kept pace with political and 
expenditure decentralization. Hence, one does not find many examples of 
tax-base sharing, and even the limited existing bases available to local gov-
ernments are typically underexploited. Fiscal transfers typically finance 60 
percent of revenues in developing countries as opposed to only 33 percent 
in OECD countries. This distinct separation of taxing and spending deci-
sions undermines accountability to local citizens because local leaders do 
not have to justify local spending decisions to their electorates.

Local self-financing is important for strengthening governance, effi-
ciency, and accountability. Although most countries have opted for 
formula- driven fiscal transfers, the design of these transfers remains flawed. 
They do not create any incentive for setting national minimum standards 
or accountability for results and typically do not serve regional fiscal equity 
objectives either.
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Local governments also typically have very limited autonomy in hiring 
and firing local government employees. In a number of countries with 
decentralization, such as Indonesia and Pakistan, higher government 
employees are simply transferred to local levels; financing is then provided 
to cover their wage costs. This approach limits budgetary flexibility and 
opportunities for efficient resource allocation at the local level.

Overall, local governments in developing countries typically follow the 
old model of local governance and simply provide directly a narrow range 
of local services. The new vision, with the local governments assuming a 
network facilitator role to enrich the quality of life of local residents, as 
discussed earlier in this chapter, is yet to be realized in any develop-
ing country.

 Strength of Local Governments and Its Impact on Good Governance 
and Growth
Decentralization whereby local governments are empowered to make all 
policy and program decisions on behalf of their resident-voters represents 
a complex system of political, administrative, and fiscal autonomy and 
associated accountability mechanisms to ensure responsiveness and 
accountability to voters. In theory, such a system is expected to have posi-
tive impacts on the efficiency and equity of public service provision and 
provide an enabling environment to foster economic growth. In practice, 
these outcomes depend upon the existing institutional arrangements 
(including power relations) and coherence of decentralization policies to 
create the proper incentive environment for bottom-up accountability. 
This explains the myriad of outcomes that we see in practice. Nevertheless, 
a survey of empirical evidence presented by Boadway and Shah (2009) is 
broadly supportive of a positive influence of localization/decentralization 
policies on service delivery, macro management, integrity of governance 
(combating corruption), and economic growth. Shah (2010, 2014) fur-
ther shows that countries with stronger local governments and with leaner 
intermediate order (provincial/state) governments do better than coun-
tries with stronger provinces and weaker local governments on all indica-
tors of good governance and growth.

Recent empirical work by Ivanyna and Shah (2014) shows that strength 
of local governance as measured by closeness of public decision-making to 
the people is positively associated with higher human development index, 
lower incidence of corruption, and higher gross domestic product (GDP) 
per capita growth. They further demonstrate that comparative indexes on 
the strength of local governance
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could have predicted well in advance with a fair degree of accuracy, the 
countries that were ripe for popular people revolt such as the one experi-
ences through the Arab Spring or similar movements across the globe that 
seek revolutionary changes in the political and economic systems to empower 
voiceless people. (Such indexes) further explain occasional popular revolts 
even in decentralized countries such as recent protests against government 
priorities that favored sports complexes over social services in public spend-
ing in Brazil. In this latter group of countries, citizen empowerment stimu-
lates greater citizen activism to hold the government to account by delivering 
services  consistent with local preferences. The indexes also provide useful 
barometers of the enabling environment for doing business or promoting 
growth and economic development and good governance (p. 33).

 Conclusions of Conceptual and Comparative Analysis
We have presented a brief overview of the conceptual and institutional 
literature on local governance. A synthesis of the conceptual literature 
suggests that the modern role of a local government is to deal with market 
failures as well as government failures. This role requires a local govern-
ment to operate as a purchaser of local services, a facilitator of networks of 
government providers and entities beyond government, and a gatekeeper 
and overseer of state and national governments in areas of shared rule. 
Local government also needs to play a mediator’s role among various enti-
ties and networks to foster greater synergy and harness the untapped ener-
gies of the broader community for improving the quality of life of residents. 
Globalization and the information revolution are reinforcing those con-
ceptual perspectives on a catalytic role for local governments.

This view is also grounded in the history of industrial nations and ancient 
civilizations in China and India. Local government was the primary form of 
government until wars and conquest led to the transfer of local govern-
ment responsibilities to central and regional governments. This trend con-
tinued unabated until globalization and the information revolution 
highlighted the weaknesses of centralized rule for improving the quality of 
life and social outcomes. The new vision of local governance (Table 1.4) 
presented here argues for a leadership role by local governments in a multi-
centered, multi-order, or multilevel system. This view is critical to creating 
and sustaining citizen-centered governance, in which citizens are the ulti-
mate sovereigns and various orders of governments serve as agents in the 
supply of public governance. In developing countries, such citizen empow-
erment may be the only way to reform public sector governance when 
governments are either unwilling or unable to reform themselves.
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overvIeW oF thIs voLume

This volume is part of a two-volume series on local fiscal and economic 
governance issues.

Volume one (this volume) is focused on local public economics and 
finance and covers local government organization and assignment of 

Table 1.4 The role of a local government under the new vision of local governance

Old view: twentieth century New view: twenty-first century

Is based on residuality and local 
governments as wards of the state

Is based on subsidiarity and home rule

Is based on principle of ultra vires Is based on community governance
Is focused on government Is focused on citizen-centered local governance
Is agent of the central 
government

Is the primary agent for the citizens and leader and 
gatekeeper for shared rule

Is responsive and accountable to 
higher-level governments

Is responsive and accountable to local voters; assumes 
leadership role in improving local governance

Is direct provider of local services Is purchaser of local services
Is focused on in-house provision Is facilitator of network mechanisms of local 

governance, coordinator of government providers and 
entities beyond government, mediator of conflicts, and 
developer of social capital

Is focused on secrecy Is focused on letting the sunshine in; practices 
transparent governance

Has input controls Recognizes that results matter
Is internally dependent Is externally focused and competitive; is ardent 

practitioner of alternative service delivery framework
Is closed and slow Is open, quick, and flexible
Has intolerance for risk Is innovative; is risk taker within limits
Depends on central directives Is autonomous in taxing, spending, regulatory, and 

administrative decisions
Is rules driven Has managerial flexibility and accountability for results
Is bureaucratic and technocratic Is participatory; works to strengthen citizen voice and 

exit options through direct democracy provisions, 
citizens’ charters, and performance budgeting

Is coercive Is focused on earning trust, creating space for civic 
dialogue, serving the citizens, and improving social 
outcomes

Is fiscally irresponsible Is fiscally prudent; works better and costs less
Is exclusive with elite capture Is inclusive and participatory
Overcomes market failures Overcomes market and government failures
Is boxed in a centralized system Is connected in a globalized and localized world

Source: Shah (2006, p. 37)
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expenditure and revenue raising, service delivery and regulatory respon-
sibilities, and higher-order fiscal transfers and methods of capital and 
financing.

Volume two (forthcoming) presents an international perspective on 
local public, fiscal, and financial governance. It covers review of newer 
approaches in local public, fiscal, and financial management, local govern-
ment integrity and financial accountability, political economy of local gov-
ernment reform imperatives and measurement approaches to local 
autonomy, and closeness of public decision-making to the people. Topics 
covered include alternate service delivery framework, local revenue admin-
istration, administration of property taxes, municipal budgeting and 
accounting, local performance budgeting, local fiscal discipline, decentral-
ized provision and corruption, measuring and monitoring local govern-
ment performance, municipal mergers, intermunicipal cooperation, and 
worldwide indicators on decentralization and localization.

The following paragraphs provide a brief overview of various chapters 
in this volume.

Chapter 2 provides a conceptual overview of the principles of expendi-
ture and revenue assignment to local governments. Local government is 
seen to be more aware of local preferences and conditions and more 
accountable to local residents than senior governments providing local 
services. Hence, in many cases, decentralization to local governments is 
expected to be welfare improving but that requires an appropriate alloca-
tion of responsibilities and revenues. Core and noncore responsibilities are 
distinguished (e.g., local streets versus schooling). Financing follows func-
tion. Financing first follows the benefit criterion, that is, local residents pay 
for the local services from which they benefit—with user charges and local 
taxes although grants may be needed. Various (especially) noncore ser-
vices involve interjurisdictional spillovers and/or redistributive consider-
ations and so, if assigned to local governments, require intergovernmental 
transfers to achieve efficiency and equity objectives. Financing alternatives 
and appropriate uses are reviewed.

Chapter 3 surveys the fiscal structure of local government across the 
major industrial countries and to draw lessons from their practices and 
experience. The approach uses broad comparisons of local governments’ 
expenditures and revenues to illustrate the diversity of practices across 
countries and to provide insight into how and why quite different arrange-
ments can be workable fiscal arrangements. In contrast to core services, 
local government responsibility for social programs and the funding of 
those programs are the major determinants of differences among countries.
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Chapter 4 is concerned with the size, structure, and responsibilities of 
local governments and local government jurisdictional design options. 
The recent trend where the municipal sector has attempted to increase its 
reliance on own-source funding and reduce its dependence on grants has 
been accompanied by a renewed interest in municipal structure and orga-
nization. This includes interest in municipal consolidations, amalgama-
tions, and reliance on voluntary arrangements including intermunicipal 
agreements and/or service boards to improve the overall efficiency of the 
municipal sector. Municipal amalgamations, consolidations, and restruc-
turing generally occur in response to the rapid increase in urbanization, a 
need to provide additional services passed down from senior levels of gov-
ernment, the desire of senior levels of government to deal with fewer 
municipalities, and the necessity of getting access to a local tax base that 
encompasses a wide geographical area.

Chapter 5 is focused on core local services and regulations. There are a 
set of services that local governments conventionally provide—that is core 
services. Those typically include services benefiting property (e.g., streets 
and roads), recreational and cultural services, and regulation of local activ-
ities (e.g., land use). The range of core services is examined and regulatory 
activities are reviewed in this chapter. Core services contrast with social 
services (e.g., schooling) for which responsibility assignments vary widely 
among countries.

Chapter 6 reviews expenditure and service delivery arrangements for 
social services. Responsibilities of local governments for social services—
specifically schooling, health care, and social protection programs—vary 
substantially across countries. That variation accounts for the considerable 
differences found in the magnitudes of their budgets and in local govern-
ments’ relative roles in the countries’ public sectors. This chapter examines 
the roles of local government in the three areas in an effort to better 
understand the differences among those services, the differences across 
countries in the responsibility assignments among governments, and the 
implications for local public finance.

Chapter 7 provides an in-depth review of issues in  local public infra-
structure provision and finance. Local governments provide a notably 
large share of government infrastructure. Growing concern over the state 
of local government infrastructure in both developing and developed 
countries has highlighted the importance of capital expenditures and the 
way in which they are financed. Infrastructure funds may be drawn from a 
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variety of internal sources including operating revenues (local taxes and user 
fees), earmarked taxes, reserves, special charges consisting of specific assess-
ments, development charges, and other exactions made up of value capture 
levies, density bonusing, linkage fees, and parkland dedication. External 
capital funding may come from tax incremental financing, grants, long-
term borrowing in the form of general obligation bonds, revenue bonds, 
tax-exempt bonds, and public-private partnerships. Each of these instru-
ments is evaluated within the benefits received model of public finance.

Chapter 8 describes patterns of local taxation and issues in local self- 
finance through taxing local residents. Municipal governments rely on a 
variety of local taxes—mainly property, income, and sales taxes. 
International experience tells us that local governments are more efficient, 
responsible, accountable, and transparent when they raise the revenue that 
they spend. The best taxes are those based on benefits received with an 
immobile tax base; that do not create problems with harmonization or 
harmful competition between governments; and are easy to administer. 
This leads to a strong case for property taxation, but personal income and 
sales taxes may also be defended at the local level, although they are gener-
ally less effective at satisfying the criteria for a good local tax.

Chapter 9 provides an in-depth analysis of local land and property 
taxes. There are two components to the property tax—the base and the 
rate. In most countries, it is based on property value, but in some coun-
tries it is based on area. Regardless, the success of any assessment system 
depends on a number of critical components—property identification, 
uniformity in assessment, responsibility for assessment and its frequency, 
having an effective appeals mechanism, and making use of ever-improving 
mass assessment techniques. The tax rate is the second component. Local 
governments should be responsible for setting the local tax rate. Major 
issues include variable versus uniform tax rates, over taxation of business 
properties, use of tax limits, property tax incentives, regressivity and tax 
relief, and treatment of special properties.

Chapter 10 deals with local income, sales, and environmental taxes. 
Personal income and sales taxes are major local taxes in only a handful of 
countries; where they are used, they often (but not always) supplement 
local property taxes. Their attractiveness often depends on the services to 
be funded and alternative sources of tax revenue. While not as solid as the 
property tax in meeting the criteria for a solid local tax, they have enough 
positive features to meet some of the criteria. Some issues that must be 
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considered include local administration versus piggybacking; setting local 
rates versus tax sharing; limits or no limits on tax rates; cross-border 
effects; harmonization with senior governments; and capacity to generate 
revenue. Although comparatively small but of potential importance, envi-
ronmental taxes are also reviewed.

Chapter 11 discusses relative merits/demerits of fees in comparison to 
taxes. It provides guidance on how user fees should be set and for what 
services. User fees or charges should be based on usage of local public 
services. They are fair, efficient, and accountable where individual benefi-
ciaries are identified, where non-users can be excluded and where per unit 
costs can be estimated. Unfortunately, their application seldom meets 
these criteria and, instead, is often designed to generate revenue. In par-
ticular, they should finance water, sewage, wastewater, solid waste, public 
transit, roads, and so on. Rates should be determined by municipal coun-
cils without regulatory restrictions unless, of course, the regulations are 
necessary to enhance local efficiency and accountability. Revenues should 
not be used to subsidize other local services. They are fair as long as they 
are based on benefits received.

Chapter 12 presents conceptual guidance on the design of fiscal trans-
fers. This chapter reviews the principles of intergovernmental finance, with 
a view to drawing some general lessons of relevance to policymakers and 
practitioners. It provides a taxonomy of grants, their possible impacts on 
local fiscal behavior, and the accountability of grant recipients to donor 
governments and citizens. It also discusses performance-oriented, or 
output- based, transfers, an important tool for bottom-up (citizens 
enforced) results-based accountability.

Chapter 13 presents an overview of worldwide practices in higher-order 
fiscal transfers to local governments with a view to deriving lessons of 
interest to countries contemplating fiscal system reforms. The chapter 
presents an overview of the international practice in central/state fiscal 
transfers to local governments. It draws both positive and negative lessons 
from the international practice and provides pathways to design of such 
transfers for state governments contemplating reform of their fiscal trans-
fers to local governments.

Chapter 14 provides a brief overview of grant financing practices across 
the world based upon a review of 41 metropolitan areas. It provides a 
typology of grant instruments and discusses their rationale and relevance 
for metro areas. It outlines stylized models of metropolitan governance 
existing institutional arrangements for developing a grant strategy for 
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metropolitan financing. It also provides a review of worldwide practices in 
grant financing of metro areas. This is done (a) by type of metropolitan 
governance and (b) by type of country. The chapter highlights the diver-
gence of the practice in grant financing from theory and draws lessons 
from grant financing of metropolitan areas and develops an agenda 
for reform.
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CHAPTER 2

Expenditure and Revenue 
Assignment: Principles

IntroductIon

Local governments exist in practically all countries. In many countries, 
they are not only a significant part but also a large part of the public sector. 
What determines what it is that local governments do and how they are 
financed? This is the assignment problem. That is, what responsibilities 
and what revenue sources should or might logically be assigned to local 
governments. This chapter provides insights into this question from the 
conceptual perspective; that is,  the principles. The following chapter pro-
vides a perspective from an empirical survey; that is, the principles. The 
principles addressed in the section “Multi-tiered Government and the 
Rationale for Decentralization” provide the rationale for a multi-tiered 
system of government and the motivations for decentralizing some respon-
sibilities from central government to local governments. In the section 
“The Role of Local Government in a Multi-tiered Structure,” we outline 
those factors influencing what responsibilities should or might be assigned 
to local governments and extend that to identify what can be considered 
core and noncore local government services. How are local governments 
to fund those services? The revenue assignment issue is addressed in the 
section “Revenue Assignment.” The main sources of revenues are charges 
for services and taxes (those two combine to be the major own-source 
revenues) and transfers from other governments. What is an appropriate 
revenue assignment depends very much upon the assignment of expendi-
ture responsibilities. The last section is a brief conclusion.
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MultI-tIered GovernMent and the ratIonale 
for decentralIzatIon

Most of the public finance literature addresses problems from the perspec-
tive of “the” government. In fact, as we are well aware, very few countries 
have only one government. Almost all have many governments organized 
in two or more tiers—for example, unitary governments with an underly-
ing tier of local governments, unitary governments with a regional tier 
between the central and the local levels, and federal governments with 
states or provinces each having local authorities. Of course, many struc-
tures are more complex. The prevalence of multi-tiered government indi-
cates that there is a logic underlying such arrangements. Yet, it is only 
relatively recently, notably since the publication of Wallace Oates’ Fiscal 
Federalism (Oates 1972), that multi-tiered government has been fully rec-
ognized and thoroughly analyzed by economists. That literature is known 
as the economics of fiscal federalism; that is, the study of the fiscal arrange-
ments that exist among governments in a multi-tiered system. The fiscal 
federalism literature has grown immensely over the past 50 years and the 
topic now regularly garners treatment in most public finance textbooks.1

Economic and Political Motivations

Multi-tiered government and fiscal federalism are based on the decentral-
ization of some government activities. Decentralization, here as is typical, 
refers to the devolving of political, fiscal, and administrative powers to sub-
national units of government (e.g., Burki et al. 1999). The basic, primarily 
economic, rationale for decentralization is presented in Oates’ “decentral-
ization theorem.” It contends that, for public outputs that can be provided 
locally/regionally for equal cost, responsibility for provision should devolve 
to local/regional governments (Oates 1972, p. 35). The European Union’s 
adaption of the decentralization theorem is its “subsidiarity principle” that 
states that functions should be assigned to the lowest level of government 
consistent with their efficient performance (Council of Europe 1985). 
These two perspectives emphasize the economics of the arrangement—if 

1 The vast number of references found in Bahl and Bird (2018) and Boadway and Shah 
(2009), two books providing comprehensive examinations of fiscal federalism and decentral-
ization, illustrate the growth and extent of the literature. Earlier valuable contributions 
include those by Bahl and Linn (1992), Bird et al. (1995), Litvack et al. (1998), Manor 
(1999), McLure (1983, 1999), OECD (1987, 1997, 1999), Owens and Norregaard (1991), 
Shah (1991, 1994), and Ter-Minassian (1997).
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costs are lower, or at least no higher, decentralize. These depictions of the 
arguments are, however, incomplete as their rationale is actually somewhat 
more complicated and incorporates political considerations.

The arguments of Oates (and others) for decentralization are also largely 
based on enhanced responsiveness and accountability. Local governments 
are expected to have a greater awareness of and sensitivity to local tastes 
and conditions and so be more responsive to local preferences and circum-
stances. Local government responsibility to local citizens and the accessibil-
ity of local politicians are believed to make local units more accountable for 
local benefits and costs than central politicians and bureaucrats. Although 
often implicit, an important assumption underlying the decentralization 
case based on responsiveness and accountability is that all levels of govern-
ment are democratic.2 These political conditions are vital to achieving the 
economic advantages of decentralization to be realized. The existence of 
numerous decentralized local governments serving their citizens is seen as 
improving the efficiency of local services, providing choice and offering 
competition among alternative local units, stimulating innovation, and 
controlling costs. As such, Oates’ case embraces the insights of the earlier 
contributions of Stigler (1957) and Tiebout (1956). Stigler argued that 
local communities were entitled to consume the local public goods that 
they preferred and that local government was more effective because it was 
closer to the people its actions effected. Tiebout saw the multiplicity of 
local governments as affording opportunity for choice in local public ser-
vices and competition in their delivery. Decentralization in this context 
reflects Bird’s “bottom up” perspective (e.g., see Bird and Vaillancourt 
1998, Ch 1) from which the effectiveness of decentralization is determined 
by the extent to which it enhances citizens’ well-being because they make 
the decisions about the local public services that they receive.3

2 A resulting additional argument for decentralization is that it enhances political participa-
tion. Greater responsiveness, accountability, and enhanced participation have long been seen 
as advantages of decentralization in the political literature. Other widely noted potential 
positive features of local government are greater transparency of government to local resi-
dents and, of course, greater autonomy. Shah (2014) advocates for movements toward FAIR 
(fair, accountable, incorruptible, and responsive) local governance and outlines a framework 
for evaluation. Blending these desirable characteristics with the economics of fiscal federalism 
has created a powerful case for decentralization and a more valuable tool for the analysis of 
decentralized government.

3 Besley and Coate (2003) have extended the theory underlying the conventional argu-
ments for decentralization. Their more general model assumes cost sharing of centrally pro-
vided outputs under a nationally uniform tax system, allows for non-uniform central provision 
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As Bird and Vaillancourt note, there may also be “top down” political 
motivations for decentralization. That is, the central government may pro-
mote decentralization for various reasons. Improved democratization is 
probably one of the more attractive reasons. That is, decentralization is 
promoted in order to expand and strengthen democratic institutions 
within a country. Latin America is often seen as providing examples of 
decentralization having this as an objective. Central governments may 
look to decentralization to shift political or fiscal burdens from it to lower 
tiers of government. For example, it may also be a way by which to ease 
regional or ethnic tensions by affording subnational groups greater say 
in local affairs. On the other hand, shifting responsibilities or taxes may be 
more to make life easier for the central authorities than to improve fiscal 
and political performance. In judging top-down changes, one would 
expect citizen welfare to be the ultimate criterion for most but the central 
authorities themselves may have different standards.4

across localities, locally elected representation to the central government, cooperative and 
non-cooperative legislative decision-making, varying degrees of heterogeneity in local tastes, 
and varying interjurisdictional spillovers. Heterogeneity of tastes and the degree of spillovers 
are central to the centralization-decentralization choice with less heterogeneity and more 
spillover favoring centralization. However, the case for decentralization is surprisingly strong 
and prevails even when tastes are uniform and spillovers significant. Also see Ingram and 
Hong (2008, 17–108).

4 Critical assessments of fiscal federalism and, particularly, decentralization have emerged—
motivated in part by difficulties experienced within some countries. Oates (2005) character-
ized those as an emerging second-generation of fiscal federalism. He categorized the 
second-generation literature (notably in Oates 2008) as having two strands. The first strand 
applies a broader range of economic modeling (i.e., beyond the more conventional public 
finance) to the questions of fiscal federalism while the second strand evolved from public 
choice with a focus on political institutions. Both address problems with decentralization 
that have or might occur. A dominant concern is the problems that emerge with soft (rather 
than hard) budget constraints on decentralized governments. Essentially, the second-gener-
ation literature focuses on problems that can arise when there are flaws in the decentraliza-
tion design. Surveys of the impacts of decentralization generate mixed results but do point 
to the importance of good design and implementation (e.g., see Bahl and Bird 2018, Chapter 
2). Also, there is some evidence that better-quality government enhances personal well-being 
(Helliwell and Huang 2008; Helliwell et al. 2018) and, though somewhat mixed and deserv-
ing of more detailed analysis, that decentralization can also increase well-being/life satisfac-
tion (e.g., Bjornskov et al. 2008; Diaz-Serrano and Rodriguez-Pose 2012; Gao et al. 2014; 
Tomaney et al. 2011). Closely related is a literature on measuring the decentralization of 
government (e.g., Ivanyna and Shah 2014; Hooghe et al. 2010, 2016; Hooghe and Marks 
2016). The OECD provides valuable recent overviews of fiscal federalism and decentraliza-
tion (e.g., OECD 2013, 2016, 2018).
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Administrative Motives for Decentralization

Decentralization may be motivated also by administrative factors. That is, 
central authorities may find it attractive to shift some of the decision- 
making and/or financing responsibilities away from the center primarily 
for administrative reasons. Three major forms of decentralization are most 
distinct here (e.g., Bird and Vaillancourt 1998; Burki et al. 1999). First, 
deconcentration is the passing along of greater decision-making authority 
and financial management responsibility from centrally located officials to 
(typically) lower and more geographically dispersed ranks of the central 
government’s bureaucracy such as regional or local units. Because all the 
decisions continue to be made by employees of the central government, 
deconcentration is the most limited form of decentralization. The second 
form is delegation. Under delegation, subnational governments (or, e.g., 
special-purpose authorities such as housing or health authorities) under-
take specific functions for the central government as agents of the central 
government. The local authorities are not controlled by the central gov-
ernment but they are accountable to it for the designated responsibilities. 
Devolution is the third form of decentralization. It occurs when the local 
authorities to which a responsibility has been devolved determine what is 
done to meet that responsibility and how it will be done. Normally, and 
certainly in the context of decentralization as considered here, the local 
authorities are elected by and accountable to their citizens.

Decision-making from the center can have its disadvantages. Even 
when centralized provision is attractive in order to provide nationally uni-
form services or for funding reasons, it can be difficult for a central admin-
istration to recognize and address local situations that impede successful 
delivery of services or that cause cost variations hampering efficient deliv-
ery. Having decision makers at the local level capable of recognizing and 
addressing such matters will result in more economical and satisfactory 
service. What degree of decentralization, if any, best suits the circum-
stances will depend on many factors yet to be addressed. Deconcentration, 
delegation, and devolution are all widely used and the choice and mix 
often varies considerably among countries.

Types of Decentralization and Their Interdependence

The motivations for decentralization suggest different types of decentral-
ization in the sense of what is decentralized and how decentralization may 
occur. Three main types of decentralization are noted—fiscal, political, 
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and administrative (Rondinelli 1999; Shah and Thompson 2004). A 
fourth type of decentralization, economic or market decentralization, is 
not always noted but can be important. These types are reviewed and then 
the importance of their interdependence noted.

 Fiscal Decentralization
In discussions of decentralization and fiscal federalism, fiscal decentraliza-
tion is normally the central issue. If responsibilities are to be devolved to 
local governments, they must have the resources with which to undertake 
those activities and the authority to make the related expenditure deci-
sions. At the core of fiscal decentralization is the assignment question. 
That is, what responsibilities and what revenue sources are appropriately 
assigned to local governments? The assignment problem will be addressed 
in detail in later chapters, but for now we note that finance normally fol-
lows function. That is, the best assignment of revenues is normally deter-
mined by the assignment of responsibilities, so a logical approach is to first 
assign responsibilities and then assign revenues. Hence, if responsibilities 
are different, very likely revenue sources will be different.

A major decision has to do with the balance between own-source rev-
enues and transfers from senior governments. In some cases, own-source 
revenues (local taxes and user charges) will be adequate but, in other cases, 
transfers will be necessary or appropriate. When transfers are involved, the 
issue is whether they will be unconditional or conditional. Unconditional 
grants afford local governments more autonomy in spending than condi-
tional transfers which have “strings attached.” How much autonomy local 
authorities have in raising their own-source revenues is also an issue. Here, 
the ability to set their own tax rates and charges is considered fundamen-
tal. In undertaking responsibilities that require large capital investments 
(and especially if irregular), borrowing is a logical means of financing.5 
When this is the situation, how much independent authority, if any, a local 
government has to borrow becomes an issue.

Fiscal decentralization involves many critical decisions. The choices 
made will depend upon many factors and circumstances. There is no single 
best combination—that is, no one size fits all. The challenge is to find a 
combination that is successful for the particular situation.

5 It is important to recognize that borrowing is not a substitute for adequate funding. Debt 
must be repaid and debt-servicing costs met from the borrowing government’s revenues. 
Borrowing only facilitates financing long-term capital investments, particularly when they are 
large and irregular.
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 Political Decentralization
Political decentralization refers to granting those affected by decisions 
about local public services a greater voice in making those decisions. In 
the terms of Burki et al. (1999), it involves a “deepening of democracy.” 
Ultimately, political decentralization is seen as providing local citizens and 
their elected representatives on local councils more decision-making pow-
ers over local matters. The logic, of course, is that better decisions are 
made when made by those who must live with the consequences. 
Implementing political decentralization will certainly require expanding 
the authority and autonomy of local councils and ensuring that elected 
representatives are accountable to their constituents. Local decision mak-
ers accountable to local citizens have better knowledge of local preferences 
and conditions and, so, are more likely to be responsive and make efficient 
choices. One might believe as well that there is inherent merit in having 
decisions on local matters decided locally by those affected. It is not unrea-
sonable to believe that people are happier if they make their own decisions 
as opposed to having them made by others even if the ultimate decision 
were the same (as if central decision makers had perfect information and 
respected local preferences).

Effective political decentralization requires more than local elections 
and councils. Local decisions must reflect the broad public interest. To do 
so requires active participation across civil society to reveal and advocate 
positions and to monitor performance on an ongoing basis. For example, 
political participation must extend beyond the elected and the electing of 
representatives. Citizens must be actively involved in the political process. 
Voting is definitely important and, for some, active participation will mean 
involvement in political parties or other forms of political organizations. 
Critical, however, is the participation in formal and informal interest 
groups that provide input to decision makers as their voices express 
 opinions and help define preferences and, in turn, assess performance. 
Effective political participation requires information. Governments should 
provide much of this by making its finances, activities, and processes trans-
parent to the public. The public is then able to monitor their government 
and will be assisted by the media, community organizations, and public 
interest groups. In these ways, citizens will be able to assess how well their 
needs and preferences are being met, how effectively public funds are 
being utilized and whether power is being abused. Political decentraliza-
tion requires that the involvement of civil society in the local political 
process be promoted or, at least, not restricted.
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 Administrative Decentralization
The administrative decentralization as considered here must be distinguished 
from administrative decentralization as discussed in section “Administrative 
Motives for Decentralization” above. There, three forms of decentralization 
were noted—deconcentration, delegation, and devolution. Here decentral-
ization, as elsewhere in section “Types of Decentralization and Their 
Interdependence,” and administrative decentralization, in particular, are 
considered only in the context of devolution. That is, what is administrative 
decentralization when responsibilities are devolved to local governments?

Authority over local government’s employees is the main issue in 
administrative decentralization. Administrative decentralization requires 
that the local government controls the recruitment, dismissal, and terms 
of employment of its staff. Without the ability to manage its own civil 
service, local governments’ control over service delivery and performance 
will be eroded because their staff will have other allegiances and not be 
(as) accountable to local decision makers. For example, if the local bureau-
cracy is effectively part of the state civil service and relies on a state orga-
nization for placement and promotion (as in India and many other 
countries), their concern for satisfying their local “employers” is expected 
to be a lower priority. Central determination of local employees’ salaries 
and benefits presents another concern (e.g., Dethier 2000). The centrally 
set conditions may or may not be right for the local circumstances (the 
rewards too generous or too little) and, in addition, they undermine local 
governments’ control over their budgets.

Other aspects of administrative decentralization have to do with regula-
tory powers and contracting. Permitting local governments to regulate on 
purely local issues (e.g., parking) as opposed to common central  regulations 
is consistent with administrative decentralization. Also, restrictions on 
local governments’ ability to contract for the provision of services with 
private firms or with other governments may be unnecessary and prevent 
utilization of cost-effective alternatives. That is, constraining local govern-
ments to provide services through local public operations (e.g., garbage 
collection, road repair) or requiring them to acquire services from specific 
other governments or their enterprises (e.g., electricity or natural gas) may 
impose inefficiencies. Opening government production to competition 
with potential suppliers from the private and government sectors is part of 
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the market-based decentralization.6 Market-based decentralization is 
intended to expose governments or units within government to service 
and efficiency improving pressures where it is possible for that competi-
tion to have those positive effects. Introducing market-based decentraliza-
tion also makes explicit the potential for public sector or government 
failure. Public sector intervention is based upon the existence of market 
failures and the potential for government to correct those and so enhance 
well-being. Governments, however, are themselves not immune to failure. 
The public sector creates incentives for the various actors (e.g., citizens, 
firms, politicians, bureaucrats) which may be contrary to the broad public 
interest and may lead political action astray (Dollery and Wallis 2001, 
Ch 3). Market-based decentralization is a controlling force in that it may 
penalize failing jurisdictions and motivate reform.

 The Interdependence of Fiscal, Political, and Administrative 
Decentralization
Successful local government and successful decentralization requires a 
blend of good fiscal, political, and administrative decentralization. One, or 
even two, alone will not work well. For example, fiscal decentralization, 
even if internally well designed, will not be particularly effective if the local 
political system does not enforce responsiveness to local preferences and 
accountability to the local voters. Similarly, political decentralization will 
quickly lose its appeal and wither if it has no real function or authority. 
That is, if local government has no significant responsibilities, little effort 
will be invested in political action in that direction. Political activists soon 
ignore figurehead authorities to focus their energies on those with power. 
On the other hand, citizens will be poorly served if a weak political struc-
ture enables a local government with real responsibilities to be captured by 
a local elite or interest group. Similarly, service will suffer and citizens and 
local decision makers will be frustrated if the local bureaucracy answers to 
a different master despite reasonable fiscal responsibilities and political 
powers existing at the local level. Effective local government and decen-
tralization requires a combination of fiscal, political, and administrative 
decentralization.

6 For example, see Wiesner (2003) for a discussion of the role of market-based decentral-
ization in Latin America and Dollery and Wallis (2001) for a more general discussion of 
competition in the delivery of public services. Oates (1999) includes a discussion of market-
preserving federalism.
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This volume is focused on the fiscal aspects of local government. It is 
based on the theory of fiscal federalism and its implications for decentral-
ization. Despite the emphasis on the fiscal dimensions, the importance of 
the political and administrative aspects must not be forgotten. Administrative 
matters are addressed here to some extent, but the political perspective gets 
little explicit mention. These topics, especially the administrative aspects, 
are the focus of Volume II. Here, as in much of the fiscal federalism litera-
ture, it will typically be assumed that a relatively vibrant local political force 
is present and is effective in holding local government accountable and in 
making it responsive. Clearly, this is not always the case and perhaps not 
even usually the case especially in developing and transitional countries. 
The reader should keep in mind the importance of all three dimensions of 
decentralization.

the role of local GovernMent In a MultI-tIered 
Structure: ServIce reSponSIbIlItIeS

The assignment problem is a fundamental issue in multilevel public 
finance. Both revenue sources and expenditure responsibilities must be 
allocated. It is widely recommended that responsibilities be determined 
first and that is the order followed here. Pursuit of guidance leads to exam-
ination of the three main branches of government (i.e., stabilization, dis-
tribution, and allocation). Not surprisingly given the earlier discussion, 
allocation—that is, the provision of goods and services—is the prevailing 
rationale for local government. The purpose and design of local govern-
ment is more complicated than implied by the previous analysis. Those 
complications are addressed under three topics; economies of scale, prob-
lems with spillovers, and the implications of decision-making and transac-
tion costs. Alternative approaches to coping with the complications 
introduced by these factors result in the identification of core and noncore 
local government responsibilities.

Musgrave’s Three Functions of Government

Richard Musgrave identified three branches or economic functions of 
 government—stabilization, distribution, and allocation (Musgrave 1959). 
How should these responsibilities of government be allocated in a multi- 
tiered system? The widely accepted argument is that central government 
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should be assigned responsibility for macroeconomic stabilization and 
income distribution. Local governments lack important macroeconomic 
management tools (e.g., monetary and exchange rate instruments) and 
the impacts of fiscal policies (tax and expenditure efforts that might be 
aimed at macroeconomic problems) typically are weak because their effects 
spill beyond the local jurisdiction due to the interjurisdictional flow of 
products and the mobility of factors. Local governments’ efforts at redis-
tribution are also fraught with externalities as enhanced benefits for the 
poor induce in-migration, while the taxes to provide those benefits encour-
age the out-migration of capital and labor. While these recommendations 
hold quite well for local governments, in the variability and complexity of 
actual environments, there can be some flexibility in their application. For 
example, in federal countries with geographically large states or provinces 
(e.g., Canada), regional governments’ fiscal and redistribution policies 
may be of some consequence. Also, even when local governments have no 
redistributive responsibilities, they are not unaware of the distributive 
implications of their actions to their own citizens; that is, especially 
through the distribution of services and the allocation of costs. In addi-
tion, they often choose to engage in some programs with clear and specific 
redistributional objectives, but the effects are usually marginal compared 
to those of programs operated by upper-level governments.7

Allocation, or the provision of goods and services, is where the scope for 
local government becomes clear. Many public sector outputs provide only, 
or almost only, local benefits. While there is still ample room for central 
(and provincial or state) governments to provide services when the benefits 
correspond most closely to their geographic boundaries, the prevalence 
and significance of local public outputs provides the rationale for local gov-
ernment. The case for decentralization that was outlined above was made 
on the basis of allocation. That is, representative local governments making 
decisions on local publicly provided outputs to local residents make choices 
that more closely satisfy local residents than when those services are deter-
mined by central decision makers. Usually, the main reason for the welfare 
gain from decentralization is that tastes and preferences vary among locali-
ties and local decision makers are better able to recognize and respond to 
those differences. Central governments are more likely to provide (more) 
uniform services despite the variations in local demands. This is the basic 

7 See Tresch (2015, Chapters 26 and 27) for a discussion of a redistributional role for local 
government.
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argument for decentralization of many allocative decisions to local authori-
ties, but optimal decentralization must take other factors into account. 
Discussing those is the role of the following section.

Assigning Responsibilities to Local Governments: 
Complicating Factors 8

In making the case for decentralization and local government, implicit 
assumptions have conveniently set aside a number of potential complica-
tions. Tastes for local public outputs have been assumed to vary but, fortu-
nately, those with different tastes are, or can be grouped geographically, into 
ideal, or at least reasonable, local government jurisdictions. Furthermore, 
the jurisdictions that determine the level of local public output encompass 
exactly those individuals that benefit from that public output. Thus, there is 
a perfect matching of citizens and beneficiaries or a perfect mapping of the 
decision-making jurisdiction and its service area. The boundaries of the local 
government include all the beneficiaries of its output and they all have a 
voice in the output decision. This situation is often also referred to as a per-
fect correspondence. In addition, beneficiaries pay the costs of the benefits 
received through an ideal system of taxes and/or charges.9 Hence, local resi-
dents decide upon their preferred level of public output and, using an ideal 
tax system, make efficient choices.

Obviously, the assumptions underlying the ideal case can, at best, only 
be approximated in practice. Various factors intervene. In the simple 
model, economies of scale have not been an impediment to the local pro-
duction of public outputs. Nor have interjurisdictional spillovers of the 
benefits of local government services posed problems. Also, the implica-
tion for high decision-making costs of having many overlapping local gov-
ernments, each ideally sized but geographically different, being needed to 
provide the full range of local public services has not been a consideration. 
These issues complicate decentralization and the design of local jurisdic-
tions and it is now time to consider the implications.

8 For further discussion of the topics addressed in this section, see, for example, Dollery 
and Wallis (2001, Ch 2), Fisher (1996, Ch 6), and Oates (1972).

9 See a public finance text (e.g., Fisher 1996) for details of the ideal allocation of the cost 
of public goods. The basic idea is that each individual is charged a personal marginal cost 
equal to that person’s marginal benefit and the ideal level of output exists when, in the case 
of a pure public good, the sum of all individual marginal benefits equals the marginal cost of 
the output.
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 Economies of Scale
Adding members to the community can result in more people sharing the 
cost of the public output and making residents better off. Especially in the 
case of a pure public good (i.e., where cost does not change with the num-
ber of beneficiaries and an additional beneficiary does not reduce the ben-
efits to existing beneficiaries; e.g., air pollution abatement), the costs to all 
beneficiaries will be reduced. This case, where cost savings result from 
larger numbers sharing fixed costs, arises from jointness in consumption 
and is best referred to as the economies of jointness or the economies of 
sharing. However, cost savings from this source are often called (rather 
misleadingly) economies of scale in the public economics literature. 
Economies of scale actually arise when unit costs decline when additional 
units of output are produced. For example, unit costs are less when 
100  units per month are produced than when the output is 50  units. 
Similar scale economies can arise in the production of publicly provided 
goods (e.g., when operating a water treatment facility designed for 50,000 
homes is less expensive than operating two each designed for 25,000 
homes).10 Naturally, communities will want to take advantage of econo-
mies of scale and economies of sharing when it is attractive to do so.11

Community population is a factor when economies of sharing is under 
consideration and is very likely a factor when it comes to achieving econo-
mies of scale. However, as population expands, individual influence on 
public decisions becomes smaller and community preferences may become 
more heterogeneous. Therefore, the community’s choice may diverge 
from an individual’s preference further as numbers increase (although if 
conditions are amenable to Tiebout sorting—that is, those with similar 
preferences congregate in the same communities—the preference diver-
gence problem will be moderated). As a result, citizens considering the best 
size for their jurisdiction are likely to face a trade-off between cost savings 
resulting from sharing and scale economies and declining satisfaction from 

10 The problem of distinguishing between economics of sharing and economies of scale is 
that it is often difficult to distinguish between units of output when many individuals benefit 
from the same unit of output. For example, there could be economies of scale in the opera-
tion of an air pollution abatement system (e.g., cost per unit of particulate matter removed 
decline to some point) but the benefits of the improvement in air quality resulting from some 
additional abatement (change in output) could be enjoyed by many or few people (econo-
mies of sharing).

11 For insight into and a brief review of empirical economies of scale analyses, see Byrnes 
and Dollery (2002).
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the choice of local public output. The ideal size is when the difference in 
per person benefits and costs from these two sources that arise as popula-
tion increases is at a maximum (or the marginal benefits from adding an 
additional person equals the marginal costs). Thus, where advantages from 
larger populations are available, local governments may try to attract in-
migrants or to expand jurisdictional boundaries to increase numbers.

Communities may be able to secure the advantages of scale in public 
provision without expanding community size by engaging in intergovern-
mental agreements. For example, a local government may find that, 
through agreement with another local government, it can satisfactorily 
obtain certain services at a lower cost than it can provide those services 
itself. Such arrangements can be particularly appealing when there is little 
or no difference in local preferences for services or the product (e.g., util-
ity services like electricity, sewerage treatment, or water supply) but can 
also be effective in those cases where differences in community preferences 
for services can be readily defined and monitored. A variety of agreements 
are possible. For example, they may be straightforward contracts with 
another community to deliver a service at a certain price or they may be 
joint ventures by two or more communities to supply services from a 
mutual operation to the partners. Especially when public service produc-
tion is examined in areas encompassing smaller communities, a surprising 
number and variety of intergovernmental agreements are found.

This discussion of scale has ignored congestion. A large amount of 
empirical literature finds that per capita expenditures on local public out-
puts grow about in proportion to population for most jurisdictions. These 
results suggest that economies of scale and sharing are, if available at all, 
modest. This result occurs because for many locally publicly provided 
 services, once a relatively modest population is reached, facilities need to be 
duplicated (e.g., fire stations, police precincts, libraries, recreational facili-
ties, and streets). That is, many services are horizontally integrated through 
a network of similar facilities that expand with population.12 Not only may 
sharing and scale economies be less advantageous than sometimes thought, 
but congestion may impose increasing cost with population that, itself, may 
disadvantage larger centers. That is, to remain appealing, larger jurisdic-
tions may require other factors such as agglomeration economies to offset 
the pressures of congestion on public (and even private) services. When 
the costs of providing services to a community rises in the private sector as 

12 For discussion and empirical insights, see McMillan et al. (1981) and McMillan (1989).
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in the case of (e.g., golf) clubs, the club’s members can raise entrance fees 
or limit membership to maintain the numbers at the level ideal for its 
members. Local governments are more constrained in their responses to 
congestion. Because local governments cannot tax or charge new and old 
residents differently, in-migrants are faced with the same average cost of 
the local services as all other residents and not the higher marginal costs 
resulting from them adding to the population. Hence, there is an incen-
tive for overpopulation in jurisdictions experiencing congestion. One 
means of addressing that available to local government is zoning. This is, 
imposing minimum standards on land use to control population size. 
Zoning also can indirectly control for other characteristics (e.g., income) 
as to maintain a group having more homogeneous demands for local gov-
ernment services. Also, if congestion (or other factors) is increasing local 
costs and taxes, mobile households and firms may, in multi-jurisdictional 
environments, be able to turn to more appealing alternatives. Thus, inter-
jurisdictional competition will also serve to temper the growth of high-
cost communities.

 Interjurisdictional Spillovers
Contrary to the discussion so far, the benefits (and costs) of local govern-
ment output are not always confined to the local jurisdiction. Some ben-
efits may benefit nonresidents of the providing community because the 
outputs themselves spill beyond its boundaries (e.g., improved air or water 
quality due to local pollution abatement) or because those benefiting from 
local services migrate elsewhere (e.g., people schooled at local expense 
move to live, work, and pay taxes elsewhere) or because outsiders come to 
the providing jurisdiction to obtain services intended for local residents 
(e.g., use of recreational and cultural facilities). The problem here is that 
while citizens of the providing government pay all, or at least a dispropor-
tionate share of, the costs, they enjoy less than the full (or proportional) 
benefits. Hence, in the absence of offsetting forces, the service will be 
underprovided. Those enjoying the benefits of interjurisdictional spill-
overs tend to free-ride on the paying residents of the providing community.

The inefficiencies resulting from externalities of local public services 
might be corrected in various ways. An upper-level government might 
design grants to local governments to compensate for the spillover losses 
and so induce local authorities to produce the socially optimal level of 
service. This possibility will be discussed further when addressing inter-
governmental grants. Local authorities may take some action on their 
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own. One possibility is that they negotiate agreements with the neighbors 
benefiting from the spillovers for them to pay for the benefits received. 
Negotiations, however, are costly and the benefiting neighbors may have 
little incentive to cooperate. Expanding the area of the providing jurisdic-
tion might internalize the benefits. However, it is more likely to internal-
ize only a larger portion of the spillover and so only succeed in reducing 
the relative magnitude of the problem. Also, extending the boundaries of 
a local government often meets resistance and is not costless.

Cost spillovers are also a potential source of local government ineffi-
ciency. Tax exporting is a prime candidate. That is, local governments may 
be able to levy taxes exceeding the cost of local services on enterprises that 
shift a substantial part of that tax burden to nonresident buyers. An exam-
ple is high property taxes levied on businesses or industries exporting most 
of their output beyond the local jurisdiction. Where tax exporting occurs, 
local services are subsidized and the expected result is that they will be 
oversupplied. Solving this problem is largely a matter of the appropriate 
assignment of local revenue sources and is discussed in that section. To be 
noted, however, is that the discussion of decentralization and local gov-
ernment has assumed that the cost of local public outputs are a local bur-
den; that is, that the beneficiaries pay for the services that they select and 
receive. Underlying this assumption is that the income distribution is 
socially acceptable (or that any redistribution has already occurred).

 Decision-Making and Transactions Costs
If decision-making and transactions costs were zero or low, the theory of 
decentralization implies that there would be many local governments each 
providing a public service to somewhat different but ideally sized com-
munities of citizens and beneficiaries. Thus, there would be a multiplicity 
of overlapping and tiered local governments and individuals would be citi-
zens of a large number of local jurisdictions. In this way, local government 
outputs would be most closely matched to local preferences. Decision- 
making and transactions costs, however, are not zero and often not small. 
A multiplicity of local governments would necessitate citizens being fully 
informed on the activities of each and participating in many elections and 
other public input and monitoring activities to make the system work well. 
Information and political participation have costs. In addition, there are 
certain unavoidable costs in the operation of any individual government. 
These realities create the possibility of trading-off some satisfaction on the 
output side for cost savings by reducing the number of local governments 
to a more manageable size.
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When decision-making and transactions costs matter, a smaller number 
of local governments can mean that individual preferences are less well 
met but that the costs of political participation and government opera-
tions are lowered. (In addition, if jurisdictions are not ideally designed, 
there may be opportunities for further economies of sharing and scale and 
reduced externalities to be realized.) People will need to weigh the bene-
fits and costs from the alternatives in making their choices. Theory and 
evidence suggests that there will be some clustering or bundling of local 
government activities (those conceptually ideal local governments of the 
simple decentralization model) with those having similar service areas and 
serving people with similar tastes being combined into a single multi- 
purpose local authority that, while not providing perfect correspondence, 
provides an acceptable accommodation. Hence, there may emerge a tier of 
multi-purpose local governments, a regional authority to address geo-
graphically broader issues and, in special cases, specific or special-function 
authorities. Various operational structures may emerge. For example, 
besides the local plus regional authorities mentioned, some may opt for a 
single large jurisdiction (e.g., a uni-city) and others may choose to have no 
regional tier but rely upon interjurisdictional agreements among the local 
governments to meet trans-boundary problems. Also, the disagreement 
and animosity that often accompanies local government restructuring 
demonstrates the range of opinions on these matters. The same rationale 
can be extended to the assignment of functions to the central government 
or, in a federal system, the assignment of responsibilities to state/provin-
cial and federal governments. Thus, in making an assignment to consoli-
date activities among fewer governments, some activities might best be 
passed upward to state and/or central governments rather than left at a 
“local” level. These arrangements are effectively taking advantage of real-
izing economies of scope in government; that is, realizing savings by 
reducing the number of governments and having those remaining provide 
a wider range of services.

Geographic service areas and citizen preferences are not the only crite-
ria to use when pursuing optimal jurisdictions. Intensity of preferences 
also matter. Multi-purpose local governments function best in a demo-
cratic system when preferences for the services for which the local author-
ity is responsible are not too diverse. Under majority rule, each vote has an 
equal weight. If the preferences underlying those votes are quite different 
(some very strong and other quite weak), winning positions may actually 
reduce community welfare. In the absence of or as an alternative to other 
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mechanisms that reflect intensity of preference (lobbying, coalition build-
ing, political parties, vote-trading, etc. that may be less well developed at 
the local government level), an option is to separate issues for which pref-
erences are strong and have those decided by an alternative (possibly spe-
cial-) purpose authority (McMillan 1976). A good example of where this 
may have emerged is found in the existence of school boards as local gov-
ernments separate from the local general-purpose governments as in the 
United States.

What Do Local Governments Typically Do?

The preceding parts of this section outlined guidelines for the assignment 
of responsibilities to local government. To summarize, they are not 
expected to play a role in macroeconomic stabilization, they should have 
only a small role in distribution, but they have an important role to play in 
the provision of goods and services (i.e., allocation). The responsibilities of 
local governments should be limited to the provision of those goods and 
services for which the benefits are local and their service areas should closely 
match their geographic boundaries, in part, to facilitate local beneficiaries 
paying for the benefits that they receive and having similar stakes in the 
local services and decisions. The services that they provide, or at least are 
independently responsible for, should not involve significant spillovers (in 
the absence of other accommodation). Also, one expects that, for the activ-
ities undertaken, economies of sharing, scale, and scope are exploited.

Do the responsibilities of local governments correspond to these guide-
lines? To get some sense of this issue, it is necessary to outline the activities 
of local governments. Here, only an initial insight is offered into this mat-
ter as more detailed analysis and discussion is deferred to the next chapter. 
As demonstrated there, the responsibilities of local governments can be 
quite diverse and so considerable diversity can be found among countries. 
That diversity largely results from the varying treatment of the assign-
ments of social services such as schooling and health care so those are 
discussed separately. The central point is that there are core and noncore 
local responsibilities.

 Core Responsibilities
The tasks performed by local governments vary widely among countries. 
One can, however, distinguish between core functions and other, noncore, 
activities. Core functions refer to those activities for which local govern-
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ments are responsible in almost all countries. This group typically includes 
responsibility for local roads and walkways, fire protection, parks and play-
grounds, recreational and cultural activities and facilities, garbage collection 
and disposal, bylaw enforcement, business licensing, planning and land use 
control, drainage and probably water supply and sanitation services.13

The benefits from these functions are very localized in that the resi-
dents of the providing government (citizens and firms) are the beneficia-
ries. Interjurisdictional spillovers are minimal. The only services that might 
display notable economies of scale as population and volume of services 
increase beyond small communities are water and sewerage services and 
garbage disposal. Even for them, smaller communities in populous areas 
are likely to realize scale economies through intermunicipal agreements 
(or second-tier area-wide local authorities). While knowledge and good 
management are essential for effective delivery, these services, for the most 
part, are not difficult to provide and are within the capacity of local 
authorities. Where greater expertise is necessary, such as in water and sew-
erage systems, that can be contracted for from private firms or other gov-
ernment operators. Also, senior governments often provide expertise, 
advice, guidelines and, in cases, may impose regulations and scrutinize 
certain activities.14 Citizens can readily monitor government performance 
in the delivery of most aspects of these services. Hence, there is a relatively 
high standard of accountability.

 Noncore Responsibilities
Differences in the assignment of local government responsibilities become 
more pronounced when it comes to policing and to utilities such as elec-
tricity and natural gas. Intercountry variation is most pronounced when 
one turns to schooling, health, and social assistance. These social pro-
grams involve major costs and, although often having been a local govern-
ment, non-profit or private responsibility initially, they have tended, in 
many countries, to be assumed in all or part by senior governments because 
of significant benefit spillovers beyond the community creating a national 
interest and/or there are social insurance and redistributive benefits. The 

13 For illustrations of the assignment of responsibilities among multi-tiered governments, 
see Table 4.1 of Chap. 4 and Shah (2006, Chapter 1).

14 Even when services are purely local, citizens may prefer having an upper-level govern-
ment to review certain activities (e.g., water quality, sewerage treatment, refuse disposal) to 
provide an informed and independent assessment of performance and especially of the less 
observable aspects.
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patterns which emerge depend on history, geography, politics, and cul-
tural factors as much as economic considerations (Shah 2006). When local 
governments are responsible for schooling, health, and/or social assis-
tance, they are typically assisted by senior governments through intergov-
ernmental grants or shared revenues or have significant local tax bases 
relating well to ability to pay.

These noncore activities are characterized by a blend of local and national 
interest and relative advantages. School serves as an excellent example. 
Schools serve local communities and those communities have a very strong 
interest in the education provided to their children. Also, even at a rela-
tively small scale, schools can be efficiently and effectively operated. Hence, 
local governments are expected to be the most effective at delivering the 
service and at responding to local preferences. However, for productivity 
and citizenship reasons, people are also interested in the schooling of chil-
dren elsewhere in the country. Thus, there is a national interest in school-
ing. That interest is reflected in concerns about curriculum, teacher 
qualifications, attendance, grading standards, and equality of opportunity. 
Uneven local tax bases and the implications for large differences in school 
funding and educational opportunities is often an important concern. Such 
broad-based interests legitimately call for the involvement of senior gov-
ernments in schooling and, as noted, in various other public services (e.g., 
health services, transportation).

Central involvement can come in varying degrees and forms. At the 
basic level, the central government may simply define the responsibilities 
and set the ground rules for the operation of local government and let it 
proceed with its own activities and decisions. Usually, there are regulations 
covering those activities and monitoring by the central government. In 
many cases, such as major transportation projects with important spillover 
benefits, the central government will agree to cover or to share specific 
costs provided that the facility or program meets certain criteria or stan-
dards. For yet other functions for which a local government may be respon-
sible, for example, schooling, basic health services, the central role may 
include some financing, policy setting, regulations, criteria, and so on. It is 
not uncommon that, in the case of schooling, the broader interests are 
deemed to be so great that the responsibility for the function is formally 
with a senior government although the actual delivery of the service may 
be delegated to local authorities. In some cases, the central role is so perva-
sive that there is minimal or no room for local discretion. The central gov-
ernment may define the program, its operations, and fund almost all of the 
costs. Social assistance programs undertaken by local governments in con-
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junction with central governments are occasionally of this sort. In such 
instances, the local governments are essentially agents of the center effec-
tively contracting with the central government to provide central services. 
Although not exclusively so, central intervention is typically greatest in the 
case of those functions which go beyond the core local responsibilities; that 
is, largely social services such as schooling, health care, and social assistance. 
In some instances, the central government assumes full responsibility for 
the program and local authorities will have no role whatsoever.

Central involvement results in a more complicated set of principal- 
agent relations. Local governments must not only be accountable to local 
residents but also be accountable to the central authorities exercising some 
control over certain local activities. That is, local authorities need to be 
accountable to those above as well as those below. Because the interests 
and the arrangements can be complex, the intergovernmental relations 
can also be complex. To function effectively requires an appropriate assign-
ment of responsibilities, clarity as to who is responsible for what, and coor-
dination. Meeting these conditions enables governments to understand 
their respective accountabilities. Citizens, however, are sometimes con-
fused and frustrated by shared responsibilities. As a result, if unhappy, they 
may blame “the government” and punish all those involved. Though 
crude, that response does put pressure on all the players to improve.

Noncore activities are not uniquely local responsibilities because there 
are broader (e.g., national) interests in those services. While those  activities 
may be undertaken solely by local or central governments, more often 
those responsibilities will be shared. Responsibility sharing offers advan-
tages but adds complexity and introduces complications. There is a wide 
range of workable responsibility sharing arrangements. Hence, the way 
that responsibilities are bundled varies considerably among countries. 
That variation, often resulting in large differences between the size of local 
expenditures and of own revenues, often makes it difficult to distinguish 
exactly the role and magnitude of local government in an economy.

Summary

The assignment of expenditure or service responsibilities is central to 
understanding and to determining the role of local governments. Of 
Musgrave’s three functional areas of government (stabilization, distribu-
tion, and allocation), it is the allocative role that best suits local govern-
ment. That is, local governments have little or no role in (re)distribution 
and stabilization but should be providing the goods and services that 
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 provide local benefits. While that is valuable guidance, the expenditure 
assignment problem is still complex. Ideal benefit areas differ for many 
local services and those often fail to match relatively inflexible jurisdic-
tional boundaries. Hence, there are regular trade-offs to be made, involv-
ing scale economies, interjurisdictional spillovers, and decision-making 
and transactions costs. For a broad range of services, core services, local 
governments are well suited to provide these services in that they are able 
to internalize benefits and costs or resolve the issues arising from these 
complicating factors. Thus, one finds a relatively consistent set of (core) 
services provided by local governments in almost all countries. For certain 
services (notably the social services of schooling, health, social welfare but 
also policing criminal activity), the spillovers are normally so great or the 
distribution implications so large that national interests as well as local 
interests must be represented. To address this problem, responsibilities 
may be shared between local and upper-tier governments or responsibili-
ties may be assigned to upper-tier (central or provincial/state) govern-
ments. Furthermore, responsibilities for such noncore services may be and 
are bundled in many different ways in different countries. Thus, it is not 
surprising that there is little uniformity in how noncore services are han-
dled across countries. The important issue for the workability of noncore 
activities is that, whatever the arrangements, they be well designed.

revenue aSSIGnMent

How revenues should be assigned to local governments depends upon the 
expenditure assignment. Local governments need to have the funds neces-
sary to meet their responsibilities. There are two sources—local sources 
(i.e., own-source revenues; primarily user charges and taxes) and intergov-
ernmental transfers. Local sources should relate closely to the benefits 
from local government services so that beneficiaries see a close link 
between the benefits and costs of services. The case for transfers depends 
primarily upon the relative efficiency in tax collection by the different lev-
els of government and on the national interest or benefits from local gov-
ernments’ activities.

Own-Source Revenue

Considerable attention has been paid to how revenue sources and notably 
taxes should be assigned among levels of governments. Opinions differ to 
some extent. The conventional view focuses on the efficiency of tax collec-
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tion in aggregate and can be criticized for neglecting the problems associ-
ated with the need for large intergovernmental transfers when expenditures 
are decentralized. More recent work puts greater emphasis on the poten-
tial costs of large transfers and also emphasizes the importance, particu-
larly at the local level, of linking taxes to benefits.

 The Conventional Criteria
The standard reference on the matter of tax assignment among multi- tiered 
governments is McLure (1983). Richard Musgrave’s paper in that volume 
receives particular attention (Musgrave 1983). Musgrave recommended 
that taxes suited for stabilization and redistribution (such as corporate and 
personal income taxes) are best central government taxes and that the cen-
tral government also tax mobile factors and tax bases that are quite unevenly 
distributed among jurisdictions. Immobile tax bases are typically better 
suited for taxation by local authorities. Taxes closely related to the benefits 
that they finance and user charges are advisable for all levels of government, 
but especially so for local and, if any, the intermediate level. Based on these 
criteria, Musgrave recommends the following assignment of major taxes:

central level: integrated income tax, expenditure tax, natural resource tax, 
user charges;
middle level: income tax, destination based product tax, natural resource 
taxes, user charges;
local level: property tax, payroll tax, user charges.

Interjurisdictional mobility of tax bases and concern for possible tax 
exporting feature large in these and subsequent tax assignment discus-
sions, and especially so when addressing the assignment to local govern-
ments. The intent is to avoid taxes that distort the location of factors and 
those that enable governments to shift the burden of the taxes that they 
impose on to nonresidents. The result, in part, has been to narrow further 
the already limited tax bases recommended for local governments to prop-
erty taxes (immobile base) and user charges (benefit levies).15,16

15 See Dahlby (2001) for a “consensus view” of tax assignments. The shift of the payroll tax 
to the upper tier(s) of government has been prompted as well by its widespread utilization 
by senior governments to finance earmarked social benefit programs such as unemployment 
insurance and social security/pensions.

16 This treatment reflects the usual top-down perspective on tax assignment in that the 
matter is decided at the center. In some cases, however, tax assignment is a bottom-up deci-
sion where federating states decide upon what tax powers the new central authority should 
have. See Dahlby (2001).
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The conventional tax assignment recommendations imply a highly cen-
tralized tax system. Concerns about macro stabilization, redistribution, 
predatory tax competition, economic distortions, uneven bases, and 
administration and compliance costs lean toward assigning most (and 
notably the most productive) taxes to the central government. Hence, 
recommended assignments typically allocate personal and corporate 
income taxes, payroll taxes, value-added taxes, wealth/inheritance taxes, 
natural resource taxes, and tariffs to the central government.17 While 
highly centralized tax systems are not uncommon, especially among devel-
oping and transition countries,18 such highly centralized revenue struc-
tures contrast with the widespread recommendations for decentralization 
of responsibilities and expenditures, the decentralizing movements in 
many countries, and the fact that many other countries are already much 
more decentralized in both expenditure and tax terms than the recom-
mended revenue assignment suggests.

If a country has a revenue structure that is more centralized than expen-
diture responsibilities, central to subnational transfers are required to fill 
the fiscal gap. Local governments, for example, must rely upon intergov-
ernmental grants to fund their expenditures. A vertical fiscal imbalance 
exists in that the central government has the fiscal capacity to generate 
revenues beyond what is required to meet central expenditures while sub-
national governments lack the fiscal capacity to enable them to finance 
their assigned responsibilities. Fiscal gap-reducing transfers may come in a 
variety of forms. Some may be aimed explicitly at closing the gap by deter-
mining the expenditure needs less the revenue capacity of each potential 
recipient government and making a transfer of that, or some part of that, 
difference. Others may involve a formula-determined sharing of some pre- 
determined central government revenue pool or the sharing of specific 
central government tax revenues either to jurisdiction of origin or by for-
mula. Then again, others may be more ad hoc with the sharing of some 
amount of funding as determined in the central government’s annual bud-
get. In addition, central governments may rationalize a variety of other 
sorts of transfers as effectively gap closing.19

17 In the interests of maintaining the advantages of an internal common market (i.e., free 
trade within the country) the only taxes, if any, on cross-border movements of goods and 
services should be national levies on foreign trade.

18 Bird (1999) argues that the international adoption of national value-added taxes and 
their revenue importance have contributed to this centralization.

19 A broader discussion of transfers—beyond the gap-closing role—appears in the latter 
part of this chapter.
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Problems arise when subnational governments rely heavily upon trans-
fers for financing. Very important is whether the transfers are adequate to 
enable recipient governments to actually meet the responsibility and asso-
ciate expenditure expectations placed upon them. Also, although fiscal 
gap-closing transfers should normally be unconditional, granting govern-
ments are fond of conditional funding when making transfers. That is, the 
funds are often earmarked for specific uses or have other requirements 
attached to them. These conditions may distort priorities and resource 
allocation. As Bird (1999) points out in his “rethinking” of tax assign-
ment, the excessive reliance on transfers sometimes “facilitates irresponsi-
ble behaviour” and has resulted in expanding efforts to design (relatively 
unsuccessful and probably unnecessary) “grand and convoluted transfer 
systems.” Furthermore, a heavy reliance on transfers rather than own rev-
enues interferes with the connection between taxes and benefits and dis-
torts perceptions of the cost of government services. These problems have 
emphasized the need to adopt broader criteria for making the tax assign-
ment decision.

 Broadening the Tax Assignment Criteria
Foremost among the problems with the conventional view of tax assign-
ment is its failure to recognize the importance of the link between expen-
diture decisions and tax decisions; that is, the benefit model of subnational, 
and especially local, government finance.20 The benefit model of local 
finance is “perhaps the main practical guidance emerging from the theo-
retical literature” on decentralization (Bird 1993, pp. 210–211). A major 
implication of the benefit model is that “the essential economic role of 
local government is to provide to local residents those public services for 
which they are willing to pay” (Bird 1993, p.  210). This position is 
endorsed by Oates (1993) and Walsh (1992, p. 31) summarizes his sup-
port for the benefit model by the statement “no representation without 
taxation.” Walsh continues, as an initial objective, “governments which 
are responsible for expenditure decisions should be responsible for raising 
the revenue to fund them and should have control over, and responsibility 

20 Dahlby (2001) notes several problems with the “consensus” view. Those are (a) the need 
to link expenditure and tax decisions, (b) a need to consider expenditure assignment and 
grant systems, (c) neglect of distributional impacts of subnational government policies, (d) 
overlooking certain problems of joint occupancy of tax fields, (e) ignoring that some eco-
nomic shocks calling for stabilization are region specific, and (f) putting little emphasis on 
administration and compliance costs of alternative tax assignment regimes.
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for, revenue sources adequate to enable them to do so.” Decentralized 
local governments are to be responsive and accountable to their citizens. 
The starting point for realizing these objectives is to internalize both costs 
and benefits to the decision-making community. Only when the true costs 
of a service to local residents are recognized by them will they be able to 
reveal their true preferences and, when paying for those services, residents 
will demand accountability of their local governments.

Enhanced recognition of the benefit model for local government and of 
the importance of self-finance has added flexibility to the tax assignment 
analysis. For example, local governments may legitimately tax mobile units 
if they provide benefits to them. As Oates (1999) emphasizes, local gov-
ernments should avoid nonbenefit taxes on mobile units but should, for 
efficiency reasons, levy benefit taxes on them. This perspective broadens 
the range of taxes that local governments might impose on products, fac-
tors, and households, provided that they reflect benefits received and/or 
are borne by residents of the jurisdiction. In some cases, taxes on sales or 
products, capital, labor, or households may be justified. Also, while benefit 
charges and taxes are usually expected to reflect the cost of services, some 
taxes may be designed to reflect willingness to pay as, for example, a local 
personal income tax. The success of such ability to pay levies, however, will 
depend upon the extent to which competing jurisdictions are willing to 
provide services to higher-income households through a tax system that is 
less redistributive.21 An implication of decentralized responsibilities and 
expanded own-revenue sources is that those sources must be productive. 
There is little gained by assigning revenue sources to local governments if 
they fail to generate significant revenue.

Bird (1999) offers an additional perspective for rethinking tax assign-
ment. He points out that there is a strong propensity for all (central and 
subnational) governments to tax business. Various incentives underlie this 
tendency. Naturally, governments want revenues from business at least suf-
ficient to meet the costs of providing services to them.22 Beyond that, how-
ever, tax exporting possibilities, the potential to obscure the cost of local 
services, the incentive to reduce the burden on local residents, and a vague 
understanding of the incidence of business taxes all make business taxes 

21 It is important to remember that property taxes, and especially those taxing improve-
ments as well as land, also may not match benefits exactly and, like a local personal income 
tax, involve some redistribution. On the other hand, a local personal income tax may match 
better benefits and costs for a local service such as schooling.

22 Kitchen and Slack (1993) found that about 40 percent of municipal government (i.e., 
nonschooling) expenditure benefited nonresidential property.
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politically appealing. Often this situation results in a complex and distorting 
multiplicity, a “mish-mash,” of subnational business taxes. Bird argues that 
it is logical to recognize the political and the benefit rationales for subna-
tional business taxation and to seek better alternatives. For large regional 
(e.g., state) governments, he recommends extension of the national value-
added tax (VAT) system to allow regional authorities access to this tax base 
using regionally determined rates. Bird argues that experience in Canada 
suggests that such a system is workable. For local governments, Bird recom-
mends a variation on the conventional consumption-oriented VAT (i.e., 
production and income origin oriented rather than consumption and desti-
nation oriented) that he calls the BVT (business value tax).23 Again, the base 
would be nationally determined but local authorities would have rate flexi-
bility within limits. In both cases, these relatively neutral and nondistorting 
alternatives would replace a host of less attractive alternatives. The intention 
is that they would afford access to a source of significant revenue to better 
match expenditure requirements and increase the efficiency of the subna-
tional and local tax systems.

There has been some evolution in the thinking on the tax assignment 
problem. Many recognize problems with and see less merit in the highly 
centralized system initially suggested. There is greater willingness to see 
the need for trade-offs in a functioning multi-tiered government struc-
ture. In assigning taxes to local governments, it is useful to look beyond 
predominately efficiency considerations in a somewhat ideal but abstract 
tax and transfer system to take account of the expenditure-revenue link-
age, the existing system of taxation, the functioning of existing and likely 
any new intergovernmental transfers, and political forces. Careful analysis 
may lead to a more decentralized tax system. Some have even suggested a 
tax parallel to expenditure subsidiarity; that is, assign taxes to the lowest 
level of government able to implement them effectively and without sig-
nificant negative side effects.

Merging Revenues with Expenditure Responsibilities

The major revenue options for local governments are user charges, local 
taxes, and intergovernmental transfers. While these alternatives are relatively 
few, they are diverse and there is an array of alternatives within each. Those 
are briefly reviewed below and important features noted. The selection of 

23 Also see Bahl and Bird (2018, pp. 208–211).
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revenue sources depends critically upon the expenditure responsibilities 
assigned to local governments. That is, given some expenditure assignment, 
the preferred revenue assignments follow (i.e., finance follow function). 
Hence, when considering revenue assignment, one must do so in the con-
text merging or coordinating it with the expenditure responsibilities. The 
revenue package selected, and there may be numerous options, should be 
consistent with the expenditure responsibilities of the local government. 
Thus, the revenue options are much like a tool kit to be used to design a 
functional revenue system for the specific expenditure situation. In under-
taking the complete exercise, it is essential to remember that there is no 
single best system that fits all or even most situations. As Shah (2006, 
Chapter 1) indicates, it is important when designing assignments to recog-
nize and consider the culture and evolution of the existing local government 
systems as those condition what is likely to be (at least initially) acceptable.

 Own-Source Revenues

User Charges
If the fundamental role of local governments is to provide those services 
for which their residents are willing to pay, charging the users of those 
services the cost of their supply is a natural policy. Appropriately designed, 
user charges are the equivalent of private-sector prices. Charges convey 
information to the user as to the cost of the services and they indicate to 
the supplier consumers’ willingness to pay. Proper pricing of public ser-
vices promotes efficient provision and accountability of suppliers to cus-
tomers. Bird (1993) identifies three types of user charges: (a) public prices 
such as charges for water and electricity, (b) service fees (notably for 
licenses) imposed on specific individuals for particular services, and (c) 
specific benefit taxes imposed on a specific group, often at their request, to 
finance services (e.g., local improvements like lane paving, street lighting, 
sidewalks) providing benefits particular to that group. A common com-
plaint of user charges is that they disadvantage low-income consumers in 
comparison to subsidized supply or tax financing. However, studies have 
shown that the low-income people often benefit most from user fees 
because of service improvements and the reduced reliance on high-cost 
alternatives (World Bank 1994). Also, rate provisions aimed specifically at 
the poor are more effective than subsidized service to all. While a valuable 
means of financing local government, user charges are limited to services 
benefiting specific individuals who can be excluded from the service if 
unwilling to pay. Many local government services do not meet these criteria.
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Taxes
Much of local government expenditure is to finance services that provide 
general or community benefits for which user charges are impractical if not 
impossible. Some form of taxation is required. Benefits realized from the 
expenditures financed are still an important consideration to taxpayers as 
they will compare benefits obtained with taxes paid and those comparisons 
are likely facilitated by reference to neighboring local governments. 
Benefits are important to the sense of fairness but the distribution of the 
tax burden among those of different means within the community is also 
a consideration even at the local level. Hence, both benefits received and 
ability to pay will have a bearing on the general satisfaction with the local 
finance system.

What Is a Local Tax?
Various questions can be asked in efforts to determine how local is a local 
tax. Common among those questions are: who determines the tax options 
available?, who defines the tax base?, who sets the tax rate?, who adminis-
ters the tax?, and who receives the revenues? It is widely agreed that the 
dominating consideration is who sets the rate. Without the ability to set 
the rate, a local government is unlikely to have much influence over its 
revenues and revenue autonomy is central to the authority of a local gov-
ernment. Reasonable arguments can be made for a central authority 
restricting local governments’ tax choices (e.g., not allowing a local corpo-
rate income tax) and for central determination of the tax bases (e.g., to 
avoid exploitation of unique resources or factors). Who administers the 
tax may be more of a convenience and cost issue than a matter of control 
subject to local authorities having options should the administrating gov-
ernment be lax or ineffective. Administration, or at least the choice of 
administration, should be by the government with the most at stake. 
Presumably, the local government imposing the tax receives all or, at least, 
the bulk of the revenue generated.

Typical Local Taxes
Major types of local taxes are noted here. The intention is only to provide 
a quick overview as the most important local taxes receive further treat-
ment in later chapters.

Property taxes. Taxes on immobile property are widely recommended 
for and, not surprisingly, used by local governments. The tax base can vary 
in terms of the degree of distinction, if any, between land and improve-
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ments and in terms of whether the tax is based on capital or rental value. 
Rates too may vary among types of real property; for example, farm, resi-
dential, nonresidential. In particular, nonresidential property is often sub-
ject to higher tax rates. Higher or lower effective tax rates may be, fully or 
partly, realized through the assessment ratio; that is, the ratio of the 
assessed value for tax purposes and the actual market value. Tax bases and 
assessment practices are often regulated by upper-level governments.

Local personal income-related taxes. Personal income taxes are normally 
considered the domain of central (and state/provincial) governments but 
are also a tax base for local governments in a number of countries. As a local 
tax, the personal income tax works best if it can be “piggybacked” on or 
integrated with the personal income tax of the upper-tier government to 
minimize administration and compliance costs. Low flat rates are com-
monly recommended and observed. This form of local personal income tax 
covers all tax-filing local residents. If the central income tax covers few resi-
dents or raises little revenue, the effectiveness of a local income tax is con-
strained. Payroll taxation is a variant of a local income tax. Payroll taxes, 
however, tax only a portion of incomes (i.e., payrolls and so only those 
working for wages and salaries), for cost reasons focuses on large employ-
ers, and tax nonresidents employed in the local jurisdiction and so payroll 
taxes often confront issues of equity and efficiency.

Taxes on sales. General taxes on the sales of products and services, such 
as the VAT or general retail sales taxes, are typically the purview of upper- 
tier governments. Supplementary local sales taxes “piggybacked” onto 
state or central sales taxes are appealing for local governments where avail-
able but local sales taxes can be separately administered. In contrast to 
general sales taxes, local governments sometimes levy taxes on the sales of 
specific products. Taxes on alcohol and tobacco products, restaurant 
meals, entertainment, hotel services, utility bills, and motor fuels are 
examples.24 In many cases, these too offer opportunities for coordination 
with parallel taxes imposed by central governments. Taxes on consump-
tion can be attractive to local authorities. Those taxes reach a broad base, 
are imposed when money is spent and on those spending, might be related 
to benefits, and may generate significant revenues. Part of the appeal may 

24 When prices for the services of local government enterprises are above the levels consis-
tent with user charges (e.g., utility charges exceed full costs), the difference is effectively a 
special sales tax on those services.
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be that nonresidents bear a portion of the tax burden (via tax exporting). 
However, because consumers are more mobile than property or residence, 
there can be room for tax avoidance in a multi-jurisdictional tax- 
competitive environment. Both of the latter considerations are unattract-
ive on efficiency and accountability grounds.

Taxes on business. As already noted, local property taxes on business 
may be levied at a higher effective rate than those on residential and agri-
cultural properties. When, as typically the case, the cost of services to busi-
ness is not correspondingly greater, this is an extra tax on business. In 
addition to any relatively uniform tax, there may be a variety of special 
business taxes based on enterprise characteristics such as floor area, storage 
capacity, type of business (e.g., profession, financial, industrial, utilities, 
etc.), sales, total assets, and the like. In many cases, business licenses and 
permits may fit into the business tax category. Taxes on the movement of 
goods across local borders (e.g., the octroi) can also be regarded as a form 
of business taxation. Because who bears the burden of business taxes (i.e., 
their incidence) is relatively obscure, business taxes are politically popular. 
Business taxes are also an effective way to raise a significant amount of 
local tax revenue. However, because (beyond property taxes) upper-level 
governments exploit the main sources of taxes collected on or through 
business (i.e., sales or value-added and income taxes), local business taxes 
appear in a multitude of forms and variations reflecting local opportunities 
and circumstances. As a result, they can be complex, economically distort-
ing, and involve relatively large administration and compliance costs.25

 Intergovernmental Transfers 26

When the own-source revenues of local governments are insufficient to 
finance the expenditures necessitated by the assignment of local respon-
sibilities, intergovernmental transfers (grants) will be required. Transfers 
may also be called for to correct for interjurisdictional spillovers. Here, 
a brief overview of transfers is provided of the forms and purposes of 
transfers.

25 For those reasons, Bird (1999) has recommended a more uniform local business value-
added tax.

26 Besides the references cited below, the following provide valuable insights into intergov-
ernmental transfers: Bird (2000), Bird and Smart (2002), Ebel and Yilmaz (2001), Martinez-
Vazquez and Searle (2007), Shah (1999, 2004), and Shah and Thompson (2004).
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Fiscal Gap-Filling Transfers
There is no assurance that independent and objective revenue and expen-
diture assignments, even after allowing for some practical flexibility, will 
result in local governments’ revenue capacities matching their expenditure 
needs. If a fiscal imbalance exists (presumed, as is typical, to the disad-
vantage of local government), intergovernmental transfers will be needed 
to close the fiscal gap so that local responsibilities can be adequately per-
formed. Gap-closing transfers should be unconditional and, so, available 
to be used according to local priorities. Such transfers can be made as 
unconditional lumpsum grants, but tax or revenue sharing is often used 
as a gap-closing mechanism. Tax (revenue) sharing exists when a specific 
share(s) of the revenue from a particular upper-level government’s tax(es) 
is assigned to local government. Shared revenues are allocated by formula 
or returned to the jurisdiction of origin. Local revenues from sharing 
arrangements are sometimes categorized as local taxes but, because local 
governments can almost never determine their share and so cannot influ-
ence the amount of revenue derived, they are treated here (more appro-
priately) as intergovernmental transfers. Addressing fiscal imbalances is an 
important reason for intergovernmental grants. Fiscal imbalance, however, 
is a macro problem but it has an important micro parallel, fiscal disparities.

Fiscal Equalization
Individual local governments are not alike in their fiscal capabilities. Some 
are better able to meet their responsibilities than others. Indeed, some are 
fiscally disadvantaged to the point that they find it difficult or impossible 
to meet expenditure requirements with their own resources. Hence, even 
if there were no overall fiscal imbalance at the local level, fiscal disparities 
among localities can be expected to call for equalizing transfers to ensure 
that at least the poorest localities are not unduly disadvantaged. While 
most widely seen as an equity issue, there is also an efficiency argument for 
equalization because differences in net fiscal benefits and the resulting fis-
cally induced migration can distort resource allocation (Boadway and 
Flatters 1982).27

Equalization programs vary in form and objective. They may be 
intended to ensure that each municipality can provide at least some mini-
mum standard of service; that is, raising the bottom. Another criterion is 

27 At the local government level, however, fiscal disadvantages may be offset in part 
through capitalization into property values.
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that governments be able to provide comparable services while imposing 
comparable tax rates. Equalizing all to the capacity of the richest munici-
palities may also be an objective. This latter objective relates closely to 
Bird’s recommendation that, for reasons of the accountability arising from 
a close tax-expenditure link, revenue and expenditure assignments be 
determined such that (at least) the richest municipalities have sufficient 
own resources to meet their expenditure requirements (Bird 1993). That 
is, there would be no fiscal gap for the most well-off municipalities. In 
such a case, equalizing transfers must be made by the upper-tier  government 
(i.e., be paternalistic) because the richest localities do not have the sur-
pluses to enable transfers from the rich to the poor. Such fraternal transfers 
require that a large number of municipalities have fiscal capacities beyond 
their requirements (e.g., a rich half and a poor half) that can afford the 
equalizing transfers needed by the less fortunate municipalities. The fact 
that most equalization is financed by upper-level governments need not 
imply that the assignment problem leaves only the rich municipalities 
without a fiscal gap. Fraternal transfers necessarily involve some stress 
between rich and poor jurisdictions that there are advantages in avoiding.

Ideally, equalization grants would offset differences in revenue- 
generating ability and expenditure requirements among individual gov-
ernments. Neither of these, but certainly expenditure requirements, is 
necessarily easily determined. Hence, approximations are normally made. 
One relatively simple form is to offset differences in per capita tax base(s). 
A refinement is to incorporate better measures of expenditure require-
ments than the per capita criterion; for example, the number of students 
in schools. Sometimes, an allowance for cost of service differentials is 
added as well although the economic grounds for this factor are debatable. 
A more general approach toward equalization is found when tax- and 
revenue- sharing funds are allocated by formula. Such formulae encompass 
various factors reflecting tax capacity, need, and/or cost. As such, the 
available funds are distributed in a somewhat equalizing fashion and so 
combine, with more or less success, gap-closing, and equalization trans-
fers. As with gap-closing transfers, equalization grants should also be 
unconditional and are typically so in practice. However, because equaliza-
tion may be incomplete, equalization objectives may be pursued through 
other transfers as well.
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Correcting for Externalities
Interjurisdictional spillovers of locally provided services will result in 
underprovision if there is no compensation for the external benefits. 
Otherwise, the local jurisdiction experiences all of the costs but realizes 
only a portion of the benefits. Services characterized by spillovers could 
include schooling, transportation facilities used by nonresidents (espe-
cially for through traffic as opposed to that for the use of local shops or 
workplaces), some police services, and certain health-care programs. 
Conditional grants with appropriate matching requirements are suited to 
the correction of spillover problems. The transfers are directed to support 
the spillover- generating activity. Open-ended matching grants should be 
used when the spillover exists for all, even the last, units produced. If the 
spillover benefits of the marginal units are zero, then closed-ended match-
ing (where only inframarginal units are subsidized and the grant becomes 
zero once the spillover benefit becomes zero) is appropriate. Conditional 
block grants supporting selected programs (e.g. to some minimum stan-
dard) are an extreme case of closed-ended support. Externality correcting 
conditional funding are very much about “getting the prices right” in the 
public sector and improving efficiency.28 In practice, too often condi-
tional funding is overused as a substitute for gap-closing grants and, 
sometimes, equalization grants. However, because the use of conditional 
funding often depends upon the fiscal circumstances of the granting gov-
ernment, the economic impact can favor the better-off local governments 
which can afford to take advantage of matching grant programs. Because 
conditional funding is often directed toward infrastructure finance and 
stimulates local outlays more than unconditional transfers, changes in 
conditional transfers are occasionally used by central (or state) govern-
ments to promote or retard (local) government spending for stabiliza-
tion purposes.

28 Bird (1993) offers an additional rationale for conditional matching grants. Conditional 
matching funding can induce local governments to spend some of their own funds on the 
grantor’s priorities (e.g., achieving minimum standards or greater uniformity of local ser-
vices) thus stretching the grantor’s budget. While a legitimate perspective, the basis for the 
mutual interest is in some shared or spillover benefits. Gramlich (1977) classifies conditional 
transfers aimed at such grantor policy objectives as also blending the advantages of central-
ized finance and decentralized supply as having a political-institutional justification. However, 
because those grants have an efficiency basis, they are distinguished here from the politically 
motivated grants below.
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Political Reasons
In any system, transfers will exist that do not improve the economics of 
public provision or result in a better reflection of citizens’ preferences. 
Rather, they will serve very narrow and perhaps unattractive political inter-
ests. While sometimes an important if not dominant basis for allocating 
transfers, such grants are not analyzed further here and get little attention 
in this volume other than to discourage their use and to recommend 
methods to minimize their role and any damage that they might impose.

Transfer Design
The economic motivations for intergovernmental transfers provide a 
sound guide to grant design. Theory and experience, however, suggest 
that there are a variety of other criteria to keep in mind, although many are 
implicit in the forgoing discussion. Providing adequate resources from 
transfers, both in aggregate and to meet specific functions, is fundamental 
if own resources are insufficient to enable local governments to do their 
job. Also, transfers should be fixed (with clear rules and well-defined lim-
its) so that recipients face a hard budget constraint. That is, transfers are 
not to be determined by deficits and are not to be negotiable; rather, any 
additional spending comes from the recipient’s own funds. A version of 
this criterion is that marginal expenditures are to be financed fully by the 
local authorities. The expectation is that while transfers may affect the 
average price of local public services, local decision makers will face and 
recognize the full cost at the margin and so constrain spending to where 
marginal benefits equal marginal cost. The objective is responsible and 
accountable local government despite the (even potentially heavy) reliance 
on transfers. This criterion reflects the efficiency objective and the desire 
to make the prices right.

How transfers are allocated and knowing how they are allocated is 
important. The distribution of funds needs to be determined by objective 
criteria consistent with the efficiency and equity objectives. Those rules or 
formulae should be transparent to the recipients so that they can under-
stand how their allocation and that of others was determined and be con-
fident that they are fairly treated. Relative simplicity encourages 
transparency. Also, any conditions on the use of grants should be explicit 
and readily understood so that the local authorities can be accountable to 
the donor and their residents. Transfers should also be predictable. 
Otherwise, budgeting and the effective use of funds will be difficult. 
Explicit criteria for how the pool of funds for gap reducing or for equaliza-
tion is determined will help.
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 Final Observations on Merging Expenditure Responsibilities 
and Revenue Authority
Previous discussions have indicated that expenditure responsibilities will 
often not correspond perfectly to local jurisdictional boundaries. In addi-
tion, it is also unusual that the own-revenue assignment will match expen-
diture requirements. Both cases call for some flexibility and typically open 
up a range of options as to the possible compromises. For a wide range of 
reasons, the choices made will differ across and even within countries. 
Some may lean toward centralized responsibilities and finance, some 
toward decentralization of both, others to decentralized responsibilities 
and centralized finance, and some even to centralized responsibilities and 
decentralized finance. The discussion of own revenues and transfers in this 
section indicate a range of options or tools that may be used to construct 
a workable fiscal structure for the provision of local government services. 
In some instances, some of the tools (e.g., certain types of taxes) or certain 
potential assignments may be rejected. If so, or if certain transfers are 
deemed unworkable, the range of possible arrangements becomes 
restricted. Indeed, it may be necessary to be pragmatic and admit that the 
functional allocation is constrained by the financing options (rather than 
the more ideal, finance follows function). In general, however, intergov-
ernmental grants make a wide range of assignments workable.

Intergovernmental transfers, while offering an array of advantages, are 
unlikely to simplify local public service provision and its finance. As noted, 
grants, and notably conditional grants, are a mechanism for intergovern-
mental responsibility sharing. Walsh (1992) argues that transfers represent 
an important counterbalance to the potentially coercive power that can 
exist when only one level of government has responsibility for a particular 
function. Walsh also contends that the effective overlapping responsibili-
ties stemming from the open-ended power to make grants is a design 
advantage and not a design flaw of intergovernmental relations. However, 
the underlying circumstance plus the opportunity for (healthy) competi-
tion among governments and between levels of government may necessi-
tate arrangements that are not neat and tidy.

Concluding Observations

There are a few points to emphasize in closing this section. The revenue 
assignment is not independent of the expenditure assignment. Revenue 
options are conditioned or constrained by expenditure responsibilities. 
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Revenues should reflect the benefits that those paying receive from the 
local government. Benefits received is a sound criterion for local finance. 
This criterion emphasizes the importance of own-source revenues for 
funding local services; that is, user charges and local taxes. Local govern-
ments should have the ability to set the rates determining local own reve-
nues and so determine the amount of revenue they raise and level of 
expenditures that they finance. The own-revenue sources (notably the tax 
bases) should prevent local authorities from exporting taxes/costs to non-
residents. If so, fiscal competition will be efficiency improving not preda-
tory. The efficiency and equity roles of transfers are primarily to compensate 
for spillovers or for limitations of the revenue system and should be 
designed to address specific problems.

concluSIon

This chapter provides a conceptual overview of the principles of expendi-
ture and revenue assignment to local governments. The rationale for 
decentralization of responsibilities to local government is that local govern-
ment is more responsive to local interests, more accountable to local voter-
taxpayers, and, in turn, welfare improving. The dominant role for local 
government is the provision of local (publicly provided) goods and ser-
vices. Those providing local benefits (e.g., roads and streets, drainage, 
refuse collection, land use control) define a core of local government 
responsibilities found almost everywhere. A significant number of services 
provide important benefits to local residents, benefit from local input, but 
involve large spillovers or redistributional effects. Those services (largely 
social services such as schooling and basic health care) are considered non-
core local responsibilities because they may be assigned to local or to other 
levels of government. The benefit criterion serves as a valuable guide to the 
financing of the services provided by local government and to the assign-
ment of revenues. That beneficiaries should be expected to pay for the 
services obtained from their local governments gives importance to user 
charges and local taxes (i.e., local own revenues). Also critical is that local 
governments have the authority to set the rates of their charges and taxes 
so as to be able to effect significantly the levels of revenues and expendi-
tures. Typically, local governments will rely to some degree upon transfers 
from other governments. The importance and the type of these transfers 
(and, indeed, even the local tax bases) will depend upon the responsibilities 
assigned. The revenue and expenditure assignments are not independent 
and usually the finance options depend upon the functions allocated.
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CHAPTER 3

Expenditure and Revenue 
Assignment: Practices

IntroductIon

Diverse developments in various parts of the world have increased interest 
in the potential of local government. Notably, countries among the transi-
tional economies and countries in the developing world often look to the 
experience of the industrial countries in their efforts to redesign and restruc-
ture government—particularly government at the local level. Also, local 
government in industrial countries is not static, because such countries, if 
not continually at least sporadically, are reassessing and experimenting with 
local authorities in search of improvement (see, e.g., Danish Ministry of the 
Interior and Health 2005). The varying patterns, organizations, and inter-
governmental relations found among industrial countries and the transitions 
that have occurred there offer many alternatives and potential insights for 
those seeking ways to structure, enhance, or reform local government.

The purpose of this study is to survey the fiscal structure of local gov-
ernment across the major industrial countries and to draw lessons from 
their practices and experience. The approach is not to duplicate the many 
country-by-country studies (see Batley and Stoker 1991; Hesse 1991; 

Other than for minor editorial changes, this chapter is a reprint/reproduction of 
Melville L. McMillan, 2008, “A Local Perspective on Fiscal Federalism: Practices, 
Experiences and Lessons from Industrialized Countries,” Chapter 7 in Anwar 
Shah (ed.) Macro Federalism and Local Finance, Washington DC: The World 
Bank, 245–289.
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and Shah 2006b, among numerous others). In fact, the data used here, 
while affording valuable broad comparisons, fails to provide important 
details available only from the more intensive country analyses. 
Nevertheless, occasionally drawing from that literature is useful to illus-
trate notable practices and experiences relating to major features of local 
government, particularly the assignment of responsibilities and the fund-
ing of those activities. Many important nonfiscal features (e.g., organiza-
tion and structure) are not covered here.1

The chapter consists of two major components. One examines the 
expenditure side of the budget and the other looks at the revenue side. 
Expenditures are considered from several perspectives. In particular, a dis-
tinction is made between core activities and social programs. Also, capital 
expenditures deserve special attention, and regulatory responsibilities 
need mentioning. The examination of revenues pays attention to alterna-
tive tax sources, nontax own-source revenue, and intergovernmental 
transfers. A summary with conclusions and lessons completes the chapter.

ExpEndIturE rEsponsIbIlItIEs of local GovErnmEnt

What do local governments in industrial countries do? In particular, to 
what functions do local governments allocate their budgets, and in what 
proportions and in what amounts? The activities that are found in a broad 
selection of industrial countries are sketched herein, and the similarities and 
differences are highlighted.2 The focus is almost entirely on the financial 
aspects—that is, the expenditures of local governments. The section begins 
by listing expenditure areas and by noting that their importance varies con-
siderably among countries. The analysis continues with the consideration 
of expenditures in different contexts and from different perspectives.

Expenditure by Function

Examining the share of expenditures in common functional categories is a 
helpful start toward appreciating the expenditure responsibilities of local 
governments. Table  3.1 shows the distribution of local government 
expenditures across 10 major expenditure categories for 20 industrial 

1 This chapter is a (slightly edited) reprint of McMillan (2008) which, in turn, was an 
updated but much abbreviated version of an earlier paper with the same title (McMillan 
1996). Dated but potentially valuable details and extensions are available in the 1996 paper.

2 The group of industrial countries is based on those so identified in the International 
Monetary Fund’s Government Finance Statistics Yearbook (IMF 2005).
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countries. The average percentage shares over the 20 countries show that 
the major expenditure categories are education (18.6 percent), general 
public services (16.2 percent), social protection (16.1 percent), and eco-
nomic affairs, predominantly transportation (13.5 percent). Each takes 
more than 10 percent of the average budget, and together they account 
for almost two-thirds of local outlays. Ignoring a residual “other” cate-
gory, the remaining categories require from 4.3 percent (public order and 
safety) to 9.8 percent (health).

The countries analyzed are categorized as federal or unitary. This divi-
sion was included because the existence of a middle tier of government in 
the federal countries might affect the pattern of expenditures. In fact, 
inspection of the averages of the two groups suggests modest differences. 
Although the ranking varies, education, general public services, social pro-
tection, and economic affairs are the major expenditure categories and 
account for over 60 percent of outlays for both groups. However, some 
differences are observed. Expenditures for public order and safety are rela-
tively higher in federal countries (6.5 percent vs. 3.1 percent of expendi-
tures), and the share allotted for education is also larger. Meanwhile, local 
outlays for health and for social protection are somewhat larger in the 
unitary countries on average. However, the intercountry variation in these 
categories is large within both the unitary and federal groups.

The striking feature of Table 3.1 is that the distribution of expenditures 
among functional areas across the countries is so uneven. The ranges in 
these percentage shares are shown at the bottom of the table. On average, 
the range across the categories is from a low of 1.3 percent to a high of 28.3 
percent. Aside from the other category, the minimum absolute difference is 
12 percentage points (that for public order and safety). The portion of local 
expenditures devoted to public order and safety, for example, is high in the 
United Kingdom and the United States, where local governments bear a 
large share of or even full responsibility for local policing but is small (even 
nil in New Zealand) where policing is a provincial, state, or central respon-
sibility as, for example, in Australia, Denmark, and France. Even the eco-
nomic affairs category, which mostly comprises local road and transport 
services, varies from 4.8 percent in Denmark (figures are similarly low in 
Norway and Sweden) to 30.1 percent in Australia (with a similarly high 
percentage in New Zealand).3 Most of the variation in the expenditure 

3 In the case of environmental services (largely solid waste and wastewater services), the 
zero values reported for the United Kingdom and the United States are odd because local 
governments in both countries are responsible for such services and report expenditures on 
them (see, e.g., King 2006; Schroeder 2006).
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shares arises from differing local responsibilities for social programs—that is, 
for education (schooling), health, and social protection. These programs 
may account for essentially no local expenditures to 41.5 percent for health 
(Italy), 44.2 percent for education (the United States), and 51.8 percent for 
social protection (Denmark). In a few countries (Australia, New Zealand, 
and Spain), local governments spend little on social programs, whereas in 
others—notably the Scandinavian countries—those programs represent the 
vast majority of local budgets.

This diverse array of expenditure allocations can seem confusing and 
can cause one to wonder whether any rationale exists for the underlying 
responsibility assignment or whether any lessons can be drawn from the 
experience of these countries. In fact, both an underlying logic and lessons 
do exist. The variation, however, demonstrates the range of possibilities 
and the need for appropriate fiscal design. To begin sorting out the prob-
lem, the chapter considers first the allocation of responsibilities among 
levels of governments.

Expenditures by Level of Government

The role of local government in the public sector and in the economy differs 
among countries. This situation is made explicit in Table 3.2, which shows 
the share of government expenditures made by each level of government. 
Here, expenditures are attributed to the government that finally spends the 
public funds for goods and services regardless of whether those funds came 
from own-source revenues or from intergovernmental transfers.

Local government expenditures tend to be relatively more important in 
unitary countries than in federal countries. As might be expected, the pres-
ence of state or provincial governments diminishes the role of both central 
and local governments to some degree.4 Across the federal  countries, local 
government expenditures account for 17.8 percent of general government 
spending on average, while they undertake 29.9 percent on average in 

4 Government spending tends to be more decentralized in federal countries. About half of 
government spending is made by central governments in federal countries compared with an 
average of about 70 percent in unitary countries. Note that with central government expen-
ditures amounting to about 40 percent or less of total government outlays, Canada and 
Switzerland are quite decentralized. In contrast, France, Luxembourg, New Zealand, and 
Portugal are quite centralized with over 80 percent of expenditures made by the central 
government, and the United Kingdom, at 73.9 percent, is not far behind. Denmark stands 
out as an exceptionally decentralized unitary country, with the central government account-
ing for only 40.5 percent of government outlays.
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unitary countries. Still, there is considerable variation in the local role in 
both types of countries. Among the federal countries, local government 
accounts for only 6.8 percent of government expenditure in Australia but 
25.8 percent in Switzerland and 26.2 percent in the United States. At about 
one-fourth of government expenditure, the levels in Switzerland and the 

Table 3.2 Relative government expenditures for selected countries

Country Expenditure by level (%) Government 
expenditure 
as % of GDP

Local government 
expenditure as % 

of GDPCentral State/provincial Local

Federal countries
Australia 53.8 39.4 6.8 35.5 2.4
Austria 68.3 16.2 15.5 50.5 8.0
Belgiuma – – – – 6.7
Canada 37.2 44.7 18.1 41.0 7.5
Germany 63.4 22.1 14.5 48.4 7.3
Switzerland (2002) 40.1 34.1 25.8 37.4 9.8
United States (2000) 51.0 22.7 26.2 32.6 8.8
Averageb 52.3 29.9 17.8 40.9 7.2

Unitary countries
Denmark (2002) 40.6 – 59.5 55.7 33.1
Finland 61.1 – 38.9 50.9 19.5
France (2002) 81.4 – 18.6 53.7 10.2
Iceland (2002) 70.8 – 29.2 44.7 13.0
Italy 68.9 – 31.1 49.1 15.4
Luxembourg (2002) 86.0 – 14.0 41.8 5.9
Netherlands 64.8 – 35.2 49.2 17.4
New Zealand 90.5 – 9.5 36.4 3.4
Norway 69.1 – 31.1 48.8 15.2
Portugal (2002) 85.7 – 14.3 46.6 6.6
Spain (2001) 63.9 – 36.1c 36.9 6.5
Sweden 55.5 – 44.5 58.7 26.0
United Kingdom 
(1998)

73.9 – 26.1 39.6 10.4

Average 70.1 29.9 47.1 14.0

Data are for 2003 unless otherwise indicated
Expenditures are net of transfers to other governments

Sources: Author’s calculations from data in IMF Government Finance Statistics Yearbook, 2002, 2004, 
and 2005

Notes: ‘–’ indicates not available
aNot all values calculated due to large statistical discrepancy
bAverage of number reporting
cRegional government in Spain accounts for 19.0 of the 36.1
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United States equal or exceed the percentage represented by local govern-
ment in 5 of the 13 unitary countries, where the local percentage ranges 
from 9.5 percent in New Zealand to 59.5 percent in Denmark. The overall 
range of 6.8–59.5 percent is huge, and though local governments in most 
countries fall into a 15–35 percent range, even that variation is large.

The size of local government relative to the economy also varies. Local 
government expenditure as a percentage of gross domestic product (GDP) 
is included in Table 3.2. In the federal countries, local government spend-
ing amounts to 7.2 percent of GDP, but, at 14.0 percent, the amount is 
almost twice as large in the unitary countries. These differences (as do 
those among individual countries) depend on both the intergovernmental 
division of responsibilities and the role of government in the economy. 
Government in the unitary countries is somewhat larger than government 
in the federal countries, 47.1 percent compared with 40.9 percent of 
GDP. Local government expenditures in countries like Australia and New 
Zealand are small relative to GDP (2.4 and 3.4 percent, respectively) both 
because their assigned expenditure responsibilities are modest and because 
total government in those countries is relatively small (35.5 and 36.4 per-
cent of GDP). In contrast, local government expenditure in Denmark 
amounts to an extraordinarily large 33.1 percent of GDP, partly because 
total government spending there is large at 55.7 percent of GDP. Australia 
is exceptional even among federal countries because local expenditures in 
the other federal countries range from 6.7 to 9.8 percent of GDP. In the 
unitary countries, the range is larger, from 3.4 to 33.1 percent, and the 
percentages are more widely dispersed.

Social Programs and Local Government Finance

Responsibilities for social programs substantially affect local government 
budgets. As noted, those responsibilities are a major reason for the differ-
ences in the distribution of expenditures by function, and they affect the 
relative importance of local government in the public sector. The implica-
tions of the responsibilities for social programs (education, health, and 
social protection) are demonstrated in Table 3.3. In that table, countries are 
grouped by local government expenditure as a percentage of GDP. Australia 
and New Zealand constitute the low group, with an average of 2.9 percent. 
Denmark and Sweden constitute the high group, with an average of 29.5 
percent. The middle group is subdivided into countries with upper-medium 
and lower-medium budget shares. The upper-medium group is made up of 
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5 countries, with local expenditures as a percentage of GDP ranging from 
13.0 to 19.5 percent and averaging 16.1 percent. The lower-medium group 
is the largest with 11 countries that have local expenditures ranging from 
5.9 to 10.4 percent of GDP and an average of 7.9 percent. Local govern-
ment as a percentage of total government parallels this classification, with 
averages across the groups (from low to high) of 8.1, 19.1, 33.1, and 52.0 
percent. The absolute and relative size of local government corresponds 
to—and is essentially determined by—local responsibilities for social pro-
grams. Local government expenditures on social programs as a percentage 
of GDP across the groups average 0.08, 3.40, 9.46, and 24.18 percent. In 
contrast, the relative magnitude of nonsocial spending is much more homo-
geneous, with averages as a percentage of GDP of 2.8, 4.6, 6.6, and 
5.3 percent.

Consider further the social expenditures by local government. First, 
because social programs are costly, they have a large effect on local bud-
gets where local governments bear responsibility for such spending. Aside 
from the group with low budget shares (with an average of 3.4 percent), 
social spending averages 40.9, 58.3, and 81.2 percent of local government 
total expenditures. Among those three groups, the social expenditure 
share ranges from 11.0 in Spain to 86.3 percent in Denmark. Spain’s share 
is low partly because its regional governments (which undertake 84 per-
cent of spending on education) are not included with local government. 
Local government may or may not be responsible for a significant share of 
the national social expenditure. The striking feature here is that local gov-
ernments with upper-medium and high budget shares account for one- 
fourth to one-half of national social spending (with averages of 30.8 and 
48.6 percent of the total for the two groups). Among the countries in the 
other two groups, only Switzerland (where local government social spend-
ing represents 24 percent of total government social expenditure) 
approaches such levels. Elsewhere, local expenditures range from 0.5 to 
14.2 percent and average 5.8 percent. Thus, in 40 percent of the countries 
examined (and those are predominantly Scandinavian), local government 
has a major responsibility for social programs, but in the other 60 percent, 
the local responsibility is typically quite small.

Because social programs usually involve significant redistribution and 
thus are not usually recommended as a local government financing respon-
sibility, one might expect transfers to become more important as social 
expenditure represents an increasing share of the budget. Such is not the 
case. Although transfers from senior governments cover only 11.9 percent 
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of expenditures in the group with low budget shares, transfers as a percent-
age of expenditures actually decline as the social expenditure share and level 
increases across the other three budget groups. Transfers average 39.3, 
34.5, and 28.3 for the groups with lower-medium, upper-medium, and 
high budget shares, respectively. Differences in access to tax sources largely 
explain this situation, and further explanation must await that discussion.

Social expenditure responsibilities explain most of the large differences 
in the roles of local government among countries. Differences in the mag-
nitudes of nonsocial expenditures are much smaller. As a percentage of 
GDP, nonsocial expenditures range from 2.2 percent in Australia to 9.8 
percent in the Netherlands, but 17 of the 20 lie in the 3.5–7.4 percent 
range. Among those 17, the local governments in federal countries (where 
responsibilities are also shared with state or provincial governments) rep-
resent the lower end of that group, with values from 3.5 percent (the 
United States) to 4.3 percent (Belgium). Thus, there appears to be a core 
set of responsibilities for local governments that is relatively common 
among countries. Details of these local core activities and of local social 
programs are pursued in the next section.

Local Expenditures by Function as a Percentage of GDP

Further insight into and detail about local government expenditures are 
provided in Table 3.4, which reports expenditure by function as a percent-
age of GDP. Again, analyzing social and nonsocial spending separately is 
useful. Beginning with social programs, Australia and New Zealand, which 
have low budget shares, stand out because local governments spend very 
little individually or collectively on education, health, and social protec-
tion (less than 0.2 percent of GDP in Australia and effectively nothing in 
New Zealand). In the group with lower-medium budget shares, education 
is the major social expenditure category.

Education is largest of the three social programs in 7 (possibly 8) of the 
11 countries and has the highest average at 1.8 percent of GDP. Education 
outlays are particularly large in the United Kingdom and the United 
States, where local government is fully responsible for schooling expendi-
ture. Finance, however, can be quite different. In the United States, local 
school authorities finance about half of school spending from own sources, 
with the other half from (primarily) state transfers. In the United Kingdom, 
schooling is entirely funded by central transfers. In contrast, local authori-
ties in France provide only the school infrastructure, and in Germany, the 
state governments provide the teachers. In Spain, education is the respon-
sibility of the regional governments.

 H. KITCHEN ET AL.
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Within this budget group, local expenditure responsibilities for health 
care are small except for Austria and Switzerland, where they are in the 
1–2 percent of GDP range. In the United Kingdom, health care is entirely 
a central responsibility and almost so in France and Luxembourg. Local 
spending on social protection actually averages 1.15 percent of GDP for 
this group, but the average is greatly affected by the high levels in Germany 
and the United Kingdom. The large percentage reported for the United 
Kingdom (3.37 percent) is not understood and is at odds with country 
reports (e.g., King 2006). Social protection there is primarily housing 
assistance for various disadvantaged groups and is largely directed and 
funded by the central government. In Germany, local social assistance and 
housing allowances are determined and paid for by the federal government.

Thus, where local governments in this budget group become involved 
in spending for social programs, it is primarily for schooling. Even there—
and more so for health and social protection—programs are directed or 
supervised by senior governments that commonly provide most of the 
funding if the level of expenditure is notable.

Local social program spending is broadly based in those countries in the 
groups with upper-medium and high budget shares. For the upper- medium 
group, education, health, and social protection expenditures average 3.71, 
2.94, and 2.85 percent of GDP, respectively, while for the high group, the 
averages are 5.06, 6.99, and 12.12 percent. Still, there are some notable 
variations among countries. Local expenditures for health care are high 
(over 5 percent) in Denmark, Finland, Italy, and Sweden but very low 
(under 0.3 percent) in Iceland and the Netherlands. In Italy, health could 
be considered the only major area of local social spending. At 17.15 per-
cent of GDP, expenditures for social protection are remarkably large in 
Denmark. Denmark’s local governments are responsible for a broad range 
of social protection programs (including old-age pensions, child allow-
ances, and welfare and employment programs) that are more commonly 
the responsibilities of senior governments. However, old-age pensions and 
child allowances are funded entirely by the central government, and the 
costs of welfare and employment programs are shared on a 50:50 basis. 
Growth in the size of local government relates directly to expansion in the 
size and breadth of social program responsibilities. That expansion is, how-
ever, typically accompanied by senior government direction and support.

Local spending in the nonsocial program areas is relatively uniform 
overall. As shown in Table 3.4, the group averages of the levels of spending 
on general services, public order and safety, economic affairs (predomi-
nantly transportation), environmental protection, housing and community 
amenities, and recreation and cultural services are much more uniform 

3 EXPENDITURE AND REVENUE ASSIGNMENT: PRACTICES 
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than is the case for social programs. Still, the intercountry variations can be 
considerable. For example, spending on general public services, at 3.63 
percent of GDP, is exceptionally high in France; spending on economic 
affairs is large in Iceland, Italy, and the Netherlands; expenditures for rec-
reation and culture are relatively high in Iceland; and reported spending for 
environmental protection is low in the United Kingdom and the United 
States (but contrast with that indicated in country studies). The variation 
in expenditures for public order and safety relate to the assignment of 
policing responsibilities between local and senior governments. However, 
spending on environmental protection, housing and community amenities, 
and recreation and culture tend to be relatively consistent.

One country, the Netherlands, stands out. It consistently ranks first or 
second in the level of spending across the nonsocial functions and, for this 
expenditure class, has the distinctly highest level of spending at 9.8 per-
cent of GDP (see Table 3.3). Local government in the Netherlands has 
unique water management issues to address, which may explain the higher 
expenditures on economic affairs, but not the higher spending across the 
board. Toonen (1991) characterizes the situation in the Netherlands as 
the central government being too reliant on local government to carry out 
state affairs. That local government there generated only 31 percent of its 
revenues from own sources and still generates only 39 percent may sup-
port that argument. Stoker (1991, p.  18) summarizes the situation of 
Dutch local governments with the comment that they are both “over- 
ambitious and overburdened.” Although anomalies exist, these data lend 
support to the existence of a relatively consistent set of core activities for 
which local governments are responsible in most countries.

In summary, the fiscal role of local governments varies widely among 
countries. The differences depend primarily on the expenditure responsibili-
ties of local governments for social programs (schooling, health care, and 
social protection). Although local governments commonly have some 
responsibility for schooling, their responsibilities for health and social pro-
tection are more diverse. Responsibilities for and expenditures on the non-
social program functions tend to be more uniform and, as such, they form a 
set of core responsibilities typical of and more common to local governments.

Regulation: Completing the Concept of Core Services

The preceding discussion of core services focused on expenditures. 
Attention concentrated on the significant budget demands of major ser-
vices, such as transportation (e.g., roadways and public transit); protection 
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(e.g., policing, fire, and emergency services); water and sewerage and 
drainage; waste collection and disposal; economic development; recre-
ation and cultural facilities and services; and general administration (e.g., 
council and tax assessment and collection). These largely physical services, 
sometimes referred to as housekeeping activities, are important for making 
a community functional and pleasant. Also essential is a second group of 
core services, which are largely regulatory. These services are the locally 
determined rules that promote safety (e.g., traffic regulation, fire regula-
tion, and building codes); promote the enjoyment of property (e.g., regu-
lation of development and land use, noise, and waste); manage business 
(e.g., business licenses and taxi permits); and generally control potential 
nuisances. These activities are not normally large within the local govern-
ment budget and are only elements within the expenditure categories 
noted, so they are easily overlooked. Still, regulatory activities are impor-
tant for creating a pleasant and safer local environment and so deserve 
recognition as part of the core activities of local governments.

Capital Expenditures

Local government is responsible for a disproportionate share of government 
capital—almost half the total. The International Monetary Fund’s Government 
Finance Statistics Yearbook (IMF 2005) does not provide information on capi-
tal expenditures themselves, but it does provide estimates of the consumption 
of government-owned fixed capital, assuming normal use and obsolescence. 
Capital consumed must be replaced, so this measure of consumption reflects 
required replacement investment. Table 3.5 offers insight into local govern-
ment’s role in the consumption of this fixed capital. The table reports the 
consumption of total government capital by country for federal and unitary 
countries as a percentage of GDP. The overall average is 1.86 percent. The 
share of that from consumption of local government capital averages 47 per-
cent. The average percentage is essentially equal for local government in both 
federal and unitary countries. Aside from Greece, where the local share is only 
3.7 percent, the local shares range from 25 percent in Spain (but 48 percent 
if Spain’s regional governments were included) to 65.8 percent in Portugal. 
On average, fixed-capital consumption is the equivalent of 13.6 percent of 
local government expenditure. The range here is broad, but the share tends 
to be larger where total local outlays are small (e.g., Australia and New 
Zealand, at 21.1 and 20.3 percent, respectively) and smaller where local 
expenditures are large (e.g., Denmark and Sweden, at 3.4 and 5.1 percent, 
respectively). Capital requirements are more closely associated with core ser-
vices than social programs.

3 EXPENDITURE AND REVENUE ASSIGNMENT: PRACTICES 
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Table 3.5 Local government consumption of fixed capital and debt

Country Total general 
government 

consumption of 
fixed capital as a 

percentage of GDP

Local government

Share (%) 
of total 

consumption 
of fixed 
capital

Fixed-capital 
consumption 

as a percentage 
of expenditure 
by economic 

type

Net 
lending/

borrowing 
as a 

percentage 
of revenues c

Liabilities 
as a 

percentage 
of total 
revenue

Federal countries
Australia 1.45 31.6 21.1 +0.9 46.2
Austria (2003) 1.29 46.4 7.5 +2.2 32.1
Belgium (2003) 1.57 47.9 11.2 −7.1 78.9
Canada – – – −3.3 71.1
Germany 1.59 58.4 12.5 −2.5 –
Switzerland – – – +2.6 –
United States 1.29 – – – –
Averageb 1.44 46.1 13.1 −1.2 57.1

Unitary Countries
Denmark 1.92 60.0 3.4 −2.2 23.7
Finland 2.38 55.0 6.8 −3.3 48.4
France 2.45 63.5 15.5 −1.1 70.8
Greece (2000) – 3.7 0.1 +1.8 –
Iceland (2002) 2.08 30.2 5.3 −4.4 47.8
Italy (2003) 1.33 62.1 5.8 −1.6 –
Japan (2003) 2.76 – – – –
Luxemburg 1.95 43.8 17.5 −2.5 40.4
Netherlands 2.49 64.6 10.1 −2.7 67.4
New Zealand 1.88 32.2 20.3 +5.0 64.4
Norway 1.96 50.6 7.2 −3.0 64.5a

Portugal (2002) 2.13 65.8 25.3 −7.8 –
Spain (2001) 1.43 25.0 7.0 −3.0 –
Sweden (2003) 2.39 57.2 5.1 −1.0 45.1
United Kingdom 0.93 47.3 3.6 +1.0 –
Averageb 2.01 47.2 9.5 −1.8 52.5
Overall Averageb 1.86 47.0 13.6 −1.6 53.9

Data are for 2004 unless otherwise indicated

Source: Author’s calculations from data in IMF Government Finance Statistics Yearbook, 2005

Notes: ‘–’ indicates not available
aSpecific value is for 2003
bAverages are for those reporting values
cIf unavailable, the cash surplus/deficit was used
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Local governments finance capital expenditures from a variety of sources. 
These sources may include own reserves (accumulated from taxes and user 
charges, for example); developer contributions or charges; capital grants; and 
debt. Senior governments usually control borrowing by local government 
tightly. Normally, borrowing to finance capital expenditures is permitted, sub-
ject to controls, but borrowing to cover operating deficits is not allowed 
(except under very strict conditions). Hence, almost all borrowing is for capi-
tal purposes. Because borrowing to fund a portion of capital expenditures is 
common, local governments often run overall deficits. Net lending/borrow-
ing as a percentage of revenues is reported in Table 3.5. Only 6 of the 20 
countries for which there are data were net lenders. The average net borrow-
ing position was 1.8 percent of revenue. This finding means that local govern-
ments may accumulate debt. Total local government liabilities as a percentage 
of total revenue are also reported in Table 3.5. Liabilities range from 23.7 
percent to 78.9 percent of total revenue. Sources of funds vary among coun-
tries. In some (e.g., the United States), local governments may borrow in 
private markets and even from foreign investors, although foreign borrowing 
is unusual and is typically relatively small. In other countries (e.g., Australia 
and the United Kingdom), local governments may borrow only from senior 
governments. In many cases (most provinces in Canada), senior governments 
facilitate local borrowing and monitor it through special authorities.

local GovErnmEnt rEvEnuE

Local government revenues come from two main sources: own-source rev-
enues and intergovernmental transfers. Own-source revenues are made up of 
taxes and nontax revenues. Nontax revenues come mostly from charges for 
services and privileges and from property and investment income. Although 
considerable variation exists among countries, on average taxes provide about 
40 percent of local government revenue, nontax sources about 20 percent, 
and transfers about 40 percent. Before considering the distributions of these 
revenues among countries, one should examine taxes and tax sources.

Local Government Taxes

Local governments around the world use a variety of taxes. The spectrum 
of the main taxes used in federal and unitary countries is the main informa-
tion reported in Table 3.6.5 Taxes on income and profits, on property, and 

5 The table reports on 24 countries. At the local government level, tax information is more 
common than expenditure information.
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on commodities and services (general sales, specific goods and services, 
and use) are the main sources of tax revenue. Most countries use more 
than one of these types of taxes. The figures in Table 3.6 show the amount 
of local tax revenue from each source as a percentage of GDP. Total taxes, 
like expenditures, vary widely as a percentage of GDP: from levels as low 
as 0.6 percent in Ireland and 0.9 percent in Australia to levels as high as 
16.5 percent in Sweden and 17.2 percent in Denmark.6

Property taxes and income taxes are the most popular local taxes. 
Property taxes are a source of revenue in 22 of the 24 countries included 
in the table, and they generate revenues amounting to about 1.1 percent 
of GDP. When used, property taxes may generate relatively little revenue 
(e.g., 0.1 percent of GDP in Luxembourg), or they may be a major reve-
nue generator (as is the case in Canada, Spain, and the United States, 
where property taxes represent from 2.6 to 2.7 percent of GDP). Local 
taxes on income and profits, reported in 16 of the 24 countries, are 
 somewhat less common but generate more revenue (about 3.1 percent of 
GDP overall and 4.7 percent of GDP where used). Especially in the case 
of income taxes, these attributions require caution because, in some cases, 
the local authorities may have little (even no) discretion over the funds 
generated from the source. For example, revenue-sharing arrangements in 
which local governments automatically get a share of central income taxes 
qualify as “local” income taxes (OECD 2005, pp.  303–304). Austria, 
Germany, and Spain are examples of countries with such arrangements. In 
contrast, local governments in Denmark and Sweden, for example, set 
their own income tax rates. The magnitude of local income taxes also var-
ies considerably (from 0.2 percent of GDP in the United States to 16.5 
percent in Sweden). The degree of local discretion in taxing is exam-
ined later.

Local taxes on commodities and services (represented in the columns 
on general consumption taxes, taxes on specific goods and services, and 
taxes on use) appear in some form in 16 of the 24 countries. Any one type 
of those taxes, however, is used in only 10 or 11 countries, and the reve-
nue from each is more modest, averaging from about 0.3 to 0.8 percent 

6 For reference, Table 3.6 also reports nontax own-source revenue and total own-source 
revenue. Nontax own-source revenue averages almost 2 percent of GDP, and total own-
source revenue 7 percent (somewhat less, 4.8 percent, in federal countries and somewhat 
more, 7.8 percent, in unitary countries). To allow ready comparison and to reflect the impor-
tance of intergovernmental transfers, the table also includes total expenditures.
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of GDP when used. Taxes on general consumption are particularly impor-
tant in Spain, where they amount to 2.4 percent of GDP in contrast to less 
than 1.0 percent elsewhere.

Other taxes encompass a mixture of less common taxes (see footnote a 
of Table  3.6). They are typically minor sources of revenue, except in 
Austria (mainly social security contributions) and in France and Italy 
(mainly taxes on business).

Most countries rely primarily on a single major tax. For some, it is the 
property tax; for others, it is the income tax. Only a few countries use a 
more diverse mix of taxes. This pattern is demonstrated in Table 3.7. It 
reports the tax composition for countries grouped into three classes: those 
that are highly property tax reliant, those that are highly income tax reli-
ant, and those using mixed-tax sources. Local governments in nine coun-
tries collect the majority of their tax revenue from property taxes. That 
percentage ranges from just over 50 percent in France and the Netherlands 
to 100 percent in Australia, Ireland, and the United Kingdom. For this 
group as a whole, property taxes represent almost 80 percent of local tax 
revenue. Note from Table 3.6 that property tax revenues do not amount 
to more than 2.7 percent of GDP. Most of these countries also use some 
other taxes to generate revenue, and most choose some form of tax on 
commodities or services. Among this group of countries, only in the 
United States do local governments also raise revenue from income taxes. 
In France, the taxe professionnelle is levied on business (an “other” tax), 
and it generates just over one-third of local tax revenues.

Nine countries compose the group that is highly income tax reliant. For 
them, income tax revenues provide 88 percent of local tax revenue on 
average, with the share ranging from 74.7 percent in Germany to 100 
percent in Sweden.7 Personal income taxes dominate, except in 
Luxembourg, where all the local income tax comes from corporations. 
Taxes on corporations are nil or essentially nil in four countries. Elsewhere, 
they account for about 8 percent (Finland) to 27 (Germany) percent of 
the local income tax collections. Within this group, property taxes are the 
next most common tax, and overall, they generate the next largest amount 
of revenue (8 percent on average). Taxes on commodities and services 
amount to more than 10 percent of revenues in only one country, Belgium.

7 Recall the need to be cautious about the attribution of shared tax revenues to local 
governments.
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Table 3.7 Composition of local government tax revenue in OECD countries, 
2003

Country Income and profits Property 
taxes

General 
consumption 

taxes

Taxes on 
specific 

goods & 
services

Taxes 
on use

Other

Total From 
Corporations a

High-property tax reliance
Australia … … 100.0 … … … …
Canada … … 93.8 0.2 0.2 1.8 4.1
United States 4.8 (0.8) 73.0 11.0 4.9 6.2 …
France … … 54.1 … 7.6 3.1 35.2
Greece … … 66.9 4.1 26.0 3.0 0.0
Ireland … … 100.0 … … … …
Netherlands … … 56.6 … 1.5 41.9 …
New Zealand … … 90.4 … 1.1 8.5 …
United Kingdom … … 100.0 … … … …
Average 0.53 (0.09) 81.64 1.70 4.59 7.17 4.37

High-income tax reliance
Belgium 86.5 (17.7) – 2.2 6.9 4.1 …
Germany 74.7 (20.1) 18.6 5.5 0.5 0.5 0.3
Switzerland 83.3 (10.2) 16.4 … 0.2 0.1 …
Denmark 93.0 (1.9) 6.9 … 0.1 … 0.2
Finland 94.9 (7.4) 4.9 … … … …
Iceland 78.1 … 13.0 8.9 … … …
Luxembourg 93.5 (93.5) 5.0 … 1.0 0.2 0.3
Norway 89.2 … 8.7 … … 2.1 …
Sweden 100.0 … … … … …
Average 88.13 16.75 8.17 1.84 0.97 0.78 0.89

Mixed-tax sources
Austriab 35.7 (6.1) 10.5 22.0 4.0 1.7 25.0
Italy 22.1 (2.2) 15.1 3.0 12.5 7.3 39.9
Japan 45.2 (19.7) 32.2 7.3 8.5 5.8 1.0
Portugal 22.5 (14.8) 25.3 18.1 26.0 1.5 4.5
Spain 24.3 (1.7) 26.0 23.9 17.8 6.7 1.3
Turkey 32.5 (10.9) 18.8 34.1 6.9 1.8 6.0
Average 30.38 (6.15) 21.32 18.07 12.62 4.13 12.95
Overall average 40.84 (7.85) 39.01 5.85 5.24 3.99 5.21

May not sum to 100.0 percent due to rounding

Source: Author’s calculations from data in Revenue Statistics of OECD Member Countries, 1965–2004 
(OECD 2005)

Notes: ‘–’ indicates not available; ‘…’ indicates insignificant
aPercentage of total local tax revenue attributed to income taxes from corporations is shown in parentheses
bFor Austria, other includes payroll tax (20.9 percent) and social security contributions (4.1 percent)
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Six countries are considered to have a mixed set of tax sources. Within 
this group, no single tax accounts for more than 45.2 percent of local tax 
revenue (the income tax in Japan). Income and property taxes are used in 
all these countries and, overall, represent about 30 percent and 21 percent 
of total tax revenue, respectively. Taxes on commodities and services are 
exceptionally popular with this group and raise about 35 percent of local 
tax revenue. Other forms of taxation are also more common with this 
group of countries although they are only major revenue sources in Austria 
and Italy. Other taxes in Austria are largely payroll taxes, and those in Italy 
are taxes on business.

One might note a geographic or cultural pattern to the tax grouping in 
Table 3.7. The property tax group is dominated by countries having a 
British heritage. This situation was especially true a decade ago, before 
France and Greece, with expanded reliance on the property tax, moved 
into this group from the mixed-tax group. The mixed-tax group tended 
then to be predominantly southern European (with France and Greece 
and without Japan, which shifted to the mixed group with a decrease in 
the importance of local income taxes). The group that relies on income tax 
tends to be more northern European and especially includes the Nordic 
countries.

 Property Taxes
Property taxes can include taxes on a wide range of property. Of the coun-
tries most reliant on property taxes, these taxes are almost exclusively on 
immovable property (i.e., land and structures). Where property is taxed 
elsewhere, taxes on immovable property are an important source of prop-
erty taxes. In Norway and Switzerland, however, taxes on net wealth gen-
erate the bulk of property tax revenues for their local governments. Among 
the mixed-tax countries, taxes on financial and capital transactions (nota-
bly property transfers) account for significant shares of the property taxes 
in some countries (e.g., Austria, Spain, and Turkey).

Taxation of immovable property is often recommended for local gov-
ernment. Reasons for its attractiveness include the following (Owens and 
Panella 1991):

• Immobility of the tax base hampers evasion and permits interjuris-
dictional variation in tax rates.

• Tax on immovable property is linked to benefits received because 
many municipal services benefit property.
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• It is visible.
• The yield is predictable.
• It is relatively easy to administer.

These reasons relate closely to Bird’s (1993) characteristics of a good 
local tax: immobile base, adequate source of revenue, stable and predict-
able yield, fair, easily administered, not exportable, and visible.

Property taxes are not without problems. Assessments must be kept 
current with capital or rental values. Also, assessments must be fair, which 
is widely interpreted as being uniform. Assessment relative to market value 
is often noted to vary by type of property—low for agricultural and resi-
dential property and high for commercial and industrial property. In addi-
tion, where tax rates can vary, they, too, are often lower on agricultural 
and residential property. Clearly, there is a tendency to shift taxes to busi-
ness property to at least obscure the incidence of the property tax if not 
shift or export the property tax burden. Wide variations in (especially) the 
industrial tax base can create large fiscal disparities among local govern-
ments. Although property taxes may relate to certain benefits from local 
government, they may not relate as well to benefits from social services 
like schooling (or others with a more redistributive role). In addition, 
property taxes are often criticized as not relating well to current ability to 
pay. Hence, although attractive in many ways, property taxes may be inad-
equate in a number of situations.

 Local Income Taxes
Local income taxes are a widely used and effective means of generating tax 
revenue. Income tax is really only a local tax if the local government gets 
to determine the tax revenue it can generate by setting the tax rate. Where 
rates are set centrally, are closely constrained, or are limited to a range 
where all jurisdictions essentially use the same rate (as in Norway and in 
the state of Maryland in the United States), the system becomes more a 
tax-sharing or tax-transfer system. Also, local income taxes operate best if 
they tax personal rather than business (i.e., corporate) income. Japan’s 
local governments can and do tax corporate income, but normally it is not 
permitted. The Scandinavian countries, after experimenting with local 
corporate income taxation and faced with a combination of equity and 
efficiency problems, abandoned their local corporate income taxes or (as 
in Denmark and Norway) replaced them with corporate income tax shar-
ing. Piggybacking the local income tax on the central government’s per-
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sonal income tax minimizes administration and compliance costs. The 
central government defines the base and administers and collects the tax 
for the local authorities. Local governments commonly set a single low tax 
rate. Progressive rate structures are rare but exist (e.g., in Japan). 
Commuters present a possible issue. In some places, they are not taxed, 
while in others they may be partially or even fully taxed. Local payroll taxes 
collected from employers are somewhat of an alternative to or variation on 
local personal income taxes. Often with payroll taxes—and many times 
intentionally—no distinction is made between residents and nonresidents. 
In addition, especially as demonstrated in many states within the United 
States, local income taxes can operate in environments where the tax mix 
is not uniform—that is, alongside other local taxes, such as property and 
sales taxes.

Local personal income taxes have a number of potential strengths. 
Among the advantages are the following:

• They can be a flexible and autonomous source of local tax revenue 
that is very visible to taxpayers.

• Administration and compliance costs can be low.
• Tax exporting can be minimal.
• The tax base is relatively immobile in that taxpayers must (as with the 

property tax) change their residence to avoid the local tax.
• More so than with property taxes, personal income tax revenue 

grows automatically with economic activity.

Major considerations are that they can generate relatively large amounts 
of revenue and that they can be seen as fair. Countries that are above aver-
age in terms of local tax revenues as a percentage of GDP predominantly 
are highly income tax reliant (and do not include those that are property 
tax reliant). They also tend to have high levels of expenditure responsibili-
ties, with major responsibilities for social programs. In part, this arrange-
ment works because, unlike other major local taxes, the local income tax 
results in a progressive distribution of the tax burden that is consistent 
with attitudes about fairness in financing social programs.8 Hence, local 
income taxes enable an assignment of responsibilities that other taxes 

8 Hall and Smith (1995) demonstrate the potentially quite different distributional burdens 
of local income, property, and sales taxes. In their reasonable cases, the local income tax is 
progressive, the property tax largely regressive, and a local sales tax proportional.
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would not likely support. Their acceptance and success in such situations 
rely heavily on effective equalization to offset disparities in fiscal capacities 
among jurisdictions and to ensure relative uniformity in access to and lev-
els of services across jurisdictions.

 Local Sales Taxes
Local governments in most countries of the Organisation for Economic 
Co-operation and Development (OECD) levy some form of sales tax, but 
they are a major source of revenue in relatively few countries (notably 
those in the mixed-tax group). Japan, Spain, and the United States pro-
vide illustrations. Japanese municipalities and the regional prefectures levy 
a wide range of specific taxes, including taxes on products, ownership or 
use of light motor vehicles, automobile acquisition, tobacco, mineral 
products, light oil delivery, landholding, property acquisition, fixed assets, 
meals and hotels, golf links, spas, business offices, city planning, water util-
ity and land profits, and hunting. The central government requires and 
administers some of these taxes. Individually, few generate significant rev-
enue. Spain’s municipalities and regional authorities also have an extensive 
list of taxes on items and activities. Again, some involve arrangements with 
the central government, so their local nature is questionable. In the United 
States, about 6500 local authorities in 32 states levy local sales taxes. The 
tax is entirely a local option in 28 states. Local sales taxes are often pig-
gybacked on the state general sales tax. In some states, special districts 
(e.g., school and transit) as well as general-purpose local governments can 
levy a sales tax. A wide variety of local specific or selective sales taxes is also 
found throughout the country.

Local sales taxes can generate significant amounts of revenue and may 
be popular (as in the United States), but they have some drawbacks. One 
of the complications is that the tax base is typically very uneven across 
local governments. Hence, the revenue-generating potential varies 
greatly, making sales taxes less than a viable revenue source for all local 
governments. Also, depending on the concentration of retail activity, for 
example, interjurisdictional tax shifting may result. Nonresident contri-
butions to local taxes are not a problem if local costs correspond to the 
tax, but if significant tax exporting occurs, equity and efficiency questions 
emerge. Border problems are of greater concern. Consumers are mobile, 
and shopping patterns near borders can be sensitive to differences in sales 
tax rates, thereby leading to inefficiencies in firm location and consumer 
shopping behavior. Various operating complications exist as well. Local 
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sales taxes paid on business inputs are usually not or are only imperfectly 
deducted; hence, they augment costs and double taxation occurs when 
the outputs are sold. Goods are more commonly taxed than services, thus 
distorting relative prices. Relative to revenues, the costs of collecting 
some sales taxes (e.g., some selective taxes) may be high. These various 
complications may contribute to the more limited reliance on sales taxes 
among OECD countries. They also contribute to making such taxes can-
didates for revenue sharing.

 Business Taxes
In a few countries, major local taxes are levied on businesses beyond the 
conventional property taxes or local income taxes. These taxes are notable 
in Canada, France, Germany, and Japan.

In France, the taxe professionnelle, a tax on incorporated and unincor-
porated businesses, generates about one-third of total local tax revenues. 
Since 1999, the base is the rental value of a firm’s fixed assets only. Removal 
of the wage component was compensated for by a central subsidy. Even 
before that, the central government was estimated to be paying 30 percent 
of the tax because it contributed any amount of a firm’s taxe professionnelle 
beyond 4 percent of value added. Local rates are restricted by the central 
government. In addition, an estimated 80 percent of the tax is exported 
beyond the taxing jurisdiction.

German local governments impose a trade tax that is based on corpo-
rate profits. The highest local rates are about twice the lowest. This tax 
generates about one-third of tax revenue and 15 percent of total revenue 
in the western portion of the country.

In Japan, local governments obtain about 20 percent of their tax reve-
nues from corporations. The prefecture governments collect an enterprise 
tax, which is based (primarily) on corporate net income. Enterprise taxes 
provide about 26 percent of their tax revenue. The municipal govern-
ments get about 9 percent of their tax revenue from taxes on corporate 
income. The central government sets standard rates and allows very little 
variation. Corporations with operations in several jurisdictions allocate 
their taxes according to measures of business activity in each jurisdiction.

In Canada, special local taxes on business are permitted in most prov-
inces. Those taxes once amounted to one-tenth of local taxes, but that 
figure is reported to have declined to only about 2.1 percent over the 
past decade.

3 EXPENDITURE AND REVENUE ASSIGNMENT: PRACTICES 



110

Extensive use of additional business taxes appears to be part of a politi-
cally attractive effort to shift a larger share of the local tax burden to non-
resident taxpayers and beyond the local community. Shifting and exporting 
taxes in this way masks the cost of local services and promotes excessive 
expenditures because local taxes do not properly signal costs.

Nontax Revenues

Nontax revenue refers to revenue from government sales of goods and 
services; property and investment income (e.g., rentals, interest, and 
returns from enterprises); and income from fines and penalties. Generating 
an average of 21 percent of revenue overall, nontax revenues are a signifi-
cant source of revenue for local governments. Because local governments 
provide numerous goods and services for which prices or charges can be 
levied (e.g., water and sewerage, public transit, refuse disposal, recre-
ational facilities, and supplementary improvements such as lane lighting 
specific to select properties), many nontax revenues also have an  important 
allocative efficiency role. Charges and fees for such services link benefits 
and costs and serve as a signal both to users and to the supplying local 
authorities. Well-designed charges can improve the decisions of consum-
ers and of governments alike. Bird (1993), for example, argues that local 
governments should pursue benefit-related finance, and the first step 
should be to levy user charges (and specific benefit taxes) where possible.

The contributions of taxes, nontax sources, and intergovernmental 
grants are reported in Table 3.8. Across the countries reported there, non-
tax revenues of local governments average 2.04 percent of GDP and pro-
vide 21.55 percent of total revenue. With taxes accounting for about 42 
percent of revenue, nontax sources generate half as much revenue as taxes 
do and are fully one-third of own-source revenues. The importance of 
nontax revenue varies considerably among countries. As a percentage of 
GDP, it is lowest in Spain at 0.70 percent and highest in Finland at 4.45 
percent. Also, as a percentage of GDP, nontax revenue tends to be more 
important in the countries that are most reliant on income tax, where such 
revenues average 2.57 percent. However, as a percentage of total revenue, 
nontax revenues are more important for countries that are highly reliant 
on property tax (averaging 27.34 percent). They are also a relatively larger 
share of own-source revenues in those countries (about 46 percent on 
average). For some countries in this group, nontax revenues actually 
exceed tax revenues (i.e., Australia, Greece, the Netherlands, and the 
United Kingdom).
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Table 3.8 Tax, nontax, and grant revenue of local governments as percentages 
of GDP and total revenue, 2003

Country Percentage of GDP Total Percentage of revenue

Taxes Nontax Grants Taxes Nontax Grants

High-property tax reliance
Australia 0.98 1.20 0.36 2.54 38.6 47.2 14.2
Canada 2.93 1.33 2.81 7.07 41.4 18.8 39.7
United States 3.74 1.79 3.67 9.20 40.7 19.5 39.9
France 4.48 2.00 4.15 10.63 42.1 18.8 39.0
Greece (2000 IMF) 0.32 – – – 12.0 47.8 40.1
Ireland 0.62 – – – – – –
Netherlands 1.49 2.95 11.66 16.10 9.3 18.3 72.4
New Zealand (1995) 1.99 0.95 0.37 3.31 60.1 28.7 11.2
United Kingdom 1.68 2.42 8.26 12.36 13.6 19.6 66.8
Averagea 2.03 1.81 4.47 8.74 32.23 27.34 40.41

High-income tax reliance
Belgium 2.35 0.95 3.27 6.93 33.9 13.8 47.2
Germany 2.60 1.87 2.38 6.95 39.2 25.8 32.7
Switzerland (2002) 4.89 3.47 1.67 10.03 48.7 34.6 16.7
Denmark 17.23 2.79 12.41 32.95 52.3 8.5 37.7
Finland 9.43 4.45 5.15 19.04 49.5 23.3 27.0
Iceland 9.83 1.91 1.27 13.00 75.6 14.6 9.7
Luxembourg 2.12 1.30 2.78 6.18 33.8 21.0 44.9
Norway 6.37 2.71 5.26 14.34 44.4 18.9 33.7
Sweden 16.52 3.73 5.04 25.73 64.2 14.5 19.6
Average 7.93 2.57 4.36 15.02 49.07 19.44 29.91

Mixed-tax sources
Austria 4.50 1.58 1.68 8.15 55.2 19.4 20.5
Italy 6.87 1.83 6.57 15.14 45.4 12.1 41.9
Japan 6.56 – – – – – –
Portugal (2002)b 2.22 0.92 2.91 6.12 36.3 15.0 47.5
Spain 2.77 0.70 2.23 5.73 48.3 12.3 38.9
Turkey 1.59 – – – – – –
Average 4.09 1.26 3.35 8.79 46.30 14.70 37.20
Overall average 4.76 2.04 4.20 11.58 42.13 21.55 35.30

Percentages may not add up to the total reported because of the omission of capital revenue and social 
security contributions

Sources: Author’s calculations from data in IMF Government Finance Statistics Yearbook (IMF 2005), and 
Revenue Statistics of OECD Member Countries, 1965–2004 (OECD 2005)

Notes: ‘–’ indicates not available
aAverages are of those for which data are available
bIMF and OECD figures differ
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The relative importance of the various sources of nontax revenues is 
shown in Table 3.9. Only the averages and the range are reported. Sales of 
goods and services account for about two-thirds of nontax revenues, with 
a range from 42.5 to 88.2 percent. Property income (e.g., rents for 
government- owned property) is next most important, averaging 19.2 per-
cent. Fines, penalties, and forfeits are a minor source, with an average of 
only 1.5 percent; most countries report no such income. Miscellaneous 
nontax income provides 13.8 percent. Miscellaneous income is relatively 
more important in the mixed-tax countries, and property income rela-
tively more important in the countries that are reliant on property taxes.

IntErGovErnmEntal transfErs

Intergovernmental transfers are an important source of revenue for local 
governments in essentially all industrial countries. Transfers have a role 
when local own-source revenue is considered to be inadequate or 
 inappropriate for funding the expenditure responsibilities of local govern-
ments. For the countries in Table 3.8, grants average 35.3 percent of local 
government revenue. The averages are slightly larger (about 40 percent) 
for countries that are highly reliant on property taxes and somewhat lower 
(about 30 percent) for those countries that rely on income tax. In the 
federal countries, transfers average a seemingly low 30.1 percent, but the 
range (from 14.2 to 47.2 percent) is still large. Beyond that, patterns are 
not obvious. The contribution of transfers varies widely among individual 

Table 3.9 Sources of nontax own revenue, 2003

Country category Average percentage of total nontax own revenue

Property 
income

Sales of goods 
and services

Fines, penalties, 
and forfeits

Miscellaneous

High-property tax reliant countries 25.3 64.0 3.4 7.2
High-income tax reliant countries 19.9 68.8 1.0 10.3
Mixed-tax countries 10.7 62.0 0.2 27.1
All countries 19.2 65.5 1.5 13.8
Range 2.1–40.2 42.5–88.2 0–16.5 0–41.9

Source: Author’s calculations from data in Revenue Statistics of OECD Member Countries, 1965–2004 
(OECD 2005)
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countries. At the low end are Iceland, New Zealand, and Australia (9.7, 
11.2, and 14.2 percent of revenue, respectively). At the high end are the 
Netherlands (72.4 percent) and the United Kingdom (66.8 percent), but 
the next largest is Portugal at 47.5 percent. Obviously, a broad distribu-
tion exists, and countries are relatively evenly dispersed over all but the 
highest levels of the range.

Tax-sharing arrangements can complicate the distinction between 
grants and taxes. International Monetary Fund and OECD criteria for 
designating shared tax revenues rely on having authority to impose the 
tax; having some ability to determine the revenue (e.g., set the rate); and 
having control over use of the funds raised (IMF 2001, p. 50; OECD 
2005, p. 303). An OECD tax policy study (OECD 1999) analyzes the 
taxing authority of subnational governments. It also reports the share of 
tax revenue generated from various taxes, including shared taxes. That 
information for local governments is the basis of Table 3.10. One can see 
there that the OECD attributes the majority of local tax revenue in most 
countries to tax sources over which local governments have control of the 
tax rate, the tax base, or both (i.e., they set the tax). Shared tax arrange-
ments over which local authorities have limited (or no) control but that 
generate large amounts of tax revenue exist in only 4 of 15 countries: 
Norway, Austria, Germany, and Portugal (94, 81, 47, and 37 percent, 
respectively).9 Still, some caution is necessary because some difference of 
opinion may exist over these attributions. In the case of Japan, for exam-
ple, the OECD designates 94 percent of tax revenues as coming from 
taxes set by local governments, but Mochida (2006, p. 164) argues that 
the failure of local governments to deviate from the nationally set standard 
tax rates implies that those taxes effectively approximate tax revenue shar-
ing. Hence, to feel fully comfortable with the assignment between own- 
source revenues and transfers, one may need to assess for oneself the 
arrangements within individual countries.

Two sections follow. One reviews the purposes of transfers and provides 
illustrations. The second reviews the role of grants in the overall fiscal 
arrangements.

9 Some general information has been added for countries examined here but not in the 
OECD study. In those countries, too, local determination of local tax revenue is predomi-
nant. See OECD (2002) and Darby and others (2003) as supplementary references.
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The Purposes and Types of Grants

Intergovernmental transfers exist for both economic and political reasons. 
The economic reasons are (a) to close (vertical) fiscal gaps arising from local 
authorities’ expenditure requirements exceeding their revenue- generating 

Table 3.10 Local government tax autonomy, 1995 (percentage of revenue by 
type of tax)

Country Local government 
controls tax base or rates

Local government receives shared 
tax revenue

Central 
government 
sets tax base 

and rateLocal 
government 
sets tax base 
and rate

Local 
government 
sets tax rate 

only

Revenue 
split 
requires 
local 
government 
consent

Revenue 
split fixed 

by 
national 

legislation

Revenue 
split part 
of central 

government 
annual 
budget

Highly property tax reliant
Australia Predominant
Canadaa Predominant Minimal
United States Predominant Some
France Predominant
Netherlands … 100 … … … …
New Zealand 98 … … … … 2
United 
Kingdom

… 100 … … … …

Highly income tax reliant
Belgium 13 84 … 2 1 …
Germany 1 52 47 … … …
Switzerland … 97 … 3 … …
Denmark … 96 … … 4 …
Finland … 89 … 11 … …
Iceland 8 92 … … … …
Norway … 5 … 1 94 …
Sweden 4 96 … … … …

Mixed tax
Austria 9 11 81 … … …
Japan … 94 … … … 6
Portugal 49 14 … … … 37
Spain 33 51 16 … … …

Source: OECD 1999

Note: ‘…’ indicates insignificant
aCharacterizes general-purpose (municipal) government. Local school authorities in most provinces have 
little or no independent tax powers
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capacities, (b) to reduce (horizontal) fiscal disparities among local govern-
ments in their abilities to deliver public services, and (c) to correct for misal-
locations resulting from interjurisdictional spillovers (externalities).10 In 
practice, grants typically do not fit neatly into these categories. Grants are 
normally categorized as conditional and unconditional—that is, grants that 
are designed or earmarked to be used for specific purposes and transfers that 
the recipient government is free to use as it sees fit. Transfers aimed at gap 
closing and equalization normally fall into the unconditional category, 
whereas those oriented toward correcting spillovers are classed as condi-
tional. A cross-country comparison of grants by type has been made avail-
able only recently (Bergvall et al. 2006). The analysis of Bergvall and others 
for local governments in most of the countries under examination here is 
reported in Table 3.11.11 Across the 15 countries in Table 3.11, conditional 
and unconditional grants are equally important on average, with each 
accounting for half of total transfers to local governments. Again, however, 
wide differences exist among the countries. Conditional funding ranges 
from as little as 9.1 percent of total transfers to as much as 96.0 percent (and 
unconditional grants are just the opposite). No relationship exists between 
the level of conditional or unconditional funding and the importance of 
transfers in local government budgets.

Further detail is provided on both conditional and unconditional trans-
fers. Grants can be divided into those that are provided entirely at the 
discretion of the granting government and those that are based on formal 
agreements (usually legislation and sometimes constitutions). As seen in 
Table  3.11, discretionary grants are normally a small portion of total 
transfers, 13.5 percent on average. Italy, at 75.5 percent, is clearly an 
exception. Transfers for capital purposes make up half the discretionary 
transfers in these countries and the vast majority of all transfers for capital. 
The formal arrangements provide transparency and some certainty for as 
long as the arrangements last. Formal arrangements for conditional grants 
can require some portion of matching local funds, or they may be non-
matching but still require certain criteria to be satisfied to obtain the grant 
(e.g., meeting certain service standards or other criteria besides spending 
on specified functions). Matching grants are a more important source of 

10 Bergvall and others (2006) refer to these purposes as financing services, equalization, 
and subsidization.

11 The terms conditional and unconditional are substituted here for Bergvall and others’ 
earmarked and nonearmarked grants. Also, formal here replaces mandatory in their article.
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revenue than nonmatching grants, 26.0 versus 10.6 percent on average. 
However, both types display a tremendous range (from 0 to 80.4 and 95.7 
percent for matching and nonmatching, respectively).

Unconditional transfers are dominated by formal arrangements provid-
ing general-purpose funding. Such grants account for over 80 percent of 
unconditional grants and 40.6 percent of total transfers in the countries 
Table  3.11 reports on, but the differences among countries are huge. 
Bergvall et  al. (2006) include block grants with unconditional grants. 
However, because block grants are for broadly specified purposes (e.g., 
education, social programs) and do not change relative prices to the recip-
ient, they might equally well be considered nonmatching conditional 
grants. Norway, one of the only four countries shown with this type of 
grant revenue, might be an example. Nevertheless, considerable flexibility 
exists in the actual use of those funds.

Illustrations of Unconditional and Conditional Transfers

 Unconditional Transfers
Unconditional transfers are intended to close fiscal gaps or to provide 
equalization, and they typically embody elements of both objectives. 
Hence, identifying such grants with solely one purpose or the other is usu-
ally difficult. Revenue sharing and equalization grants illustrate. Revenue 
sharing can be viewed as a transfer primarily oriented toward closing a 
fiscal gap but normally allocated on an equalizing basis, whereas equaliza-
tion grants are primarily aimed at equalization—although not uncom-
monly all or almost all local governments receive funds through the 
equalization program.

Revenue sharing—normally tax sharing—exists when senior govern-
ments assign a specific share of certain revenues to local governments. 
Several countries have such transfers. Some major cases serve to illustrate. 
In Austria, most of the major taxes are shared among federal, Länder (or 
state), and local governments. The sharing arrangements are renegotiated 
regularly. Shared income taxes provide Germany’s local governments with 
over 40 percent of their tax revenues; about 5 percent comes from a share 
of the value-added tax. Since 1990, Italy has experimented with a variety 
of dedicated or shared taxes to fund (primarily) health services through its 
regional governments. Since 2000, the regional authorities have shared 
38.55 percent of the national value-added tax and get the revenue from a 
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0.9 percent personal income tax surcharge. Japan’s central government 
shares its revenues from personal and corporate income taxes, national 
consumption tax, and alcohol and tobacco taxes with its local govern-
ments. With local income tax rates at the maximum, the local personal 
income tax system in Norway is effectively a tax-sharing arrangement. The 
federal government in the United States had a revenue-sharing arrange-
ment with local governments from 1972 to 1986. In Canada, some prov-
inces share selected tax revenues with some or all localities, but the 
amounts are relatively small.

Although local governments overall may lack sufficient revenue capac-
ity, individual authorities’ requirements vary. Hence, shared revenues are 
normally allocated by formulas that take into account individual fiscal 
capacities and fiscal needs. The indicators vary depending on responsibili-
ties and own-source revenues. Thus, the allocation of shared revenues is 
usually done on an equalizing basis.

Equalization grants are far more common than revenue sharing. 
Equalization transfers are directed to reducing fiscal disparities that arise 
among local authorities because of differences in revenue-generating 
capacity or expenditure needs. Ideally, good estimates of both fiscal capac-
ity and expenditure requirements can be made, and the differences can be 
offset by the equalization grants. Examples of countries using such a 
method are Denmark, Japan, Sweden, and the United Kingdom. 
Equalization may be fraternal (i.e., from rich to poor localities, as occurs 
in Denmark and Sweden) or, more commonly, paternal, with the equal-
izing transfer coming from a senior government. Often, equalization 
grants are funded from a pool of resources (not necessarily determined by 
capacities and needs) that is simply shared among local governments 
according to some formula. The factors in the sharing formula include 
population and other elements deemed to reflect fiscal capacity (e.g., per 
capita tax bases) and need (e.g., population, road length, area, or number 
of students). Examples of this type occur in Canada, the Netherlands, 
Portugal, and Spain. In some cases, the pool of funds for equalization may 
not be sufficient to meet fiscal deficiencies (if calculated), while in other 
instances it may be more than adequate. In some cases, Australia for exam-
ple, all local governments may receive a basic or a minimum per capita 
amount from the equalization pool. In such instances, the program clearly 
goes beyond pure equalization and incorporates an element of fiscal gap- 
closing transfer.
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 Conditional Transfers
Transfers to correct for spillovers can be important if public services pro-
vided by one local government afford significant benefits to residents of 
other jurisdictions. Transportation, schooling, recreational and cultural 
facilities, policing, and certain health services are examples. The failure to 
match well those paying with those benefiting can cause distortions (with 
the concern normally being undersupply). Grants can be designed to 
reduce such distortions. Usually, such grants are conditional (i.e., for a 
specific purpose), and often they require some matching local contribu-
tions (reflecting local benefits at the margin).

Specific-purpose (conditional) grants dominate transfer programs in 
many countries. Canada illustrates this situation. In only one of ten 
 provinces do general-purpose transfers exceed the amount of specific-pur-
pose transfers. As in many other countries, specific-purpose transfers tend 
to be concentrated on schooling and other social services and often repre-
sent a large share of their costs. Among core services, transportation is a 
major beneficiary of transfers. Transfers to fund capital projects are popu-
lar, but care must be taken in designing them to avoid distorting the allo-
cation between capital and operating expenditures. Also, differing 
matching rates (not justified by differing spillovers) can distort expendi-
ture choices among functions. This distortion was a reason for France’s 
amalgamation of its capital grants into a single fund. A related problem is 
that conditional grants can proliferate and lead to a large and confusing 
array. In many countries, a multitude of specific-purpose grants have been 
considered unnecessary. For example, during the 1980s, Norway col-
lapsed more than 200 specific-purpose grant programs into four block 
grants, each targeted to a specific broad function and with somewhat dif-
ferent distribution and performance criteria. In many cases, block grants 
have successfully simplified grant arrangements without sacrificing results.

An extreme version of conditional grants exists when the granting gov-
ernment provides essentially all the funding and dictates the grant’s use. In 
such cases, local autonomy is essentially nonexistent, and the local govern-
ment is really an agent of the senior authority hired to perform an activity. 
Such “transfers” are often hard to distinguish from payments or reim-
bursements for contracted services. The Danish arrangements for old-age 
security and selected other social services illustrate the local authority act-
ing as agent.12 Similar arrangements exist, but are more explicitly recog-
nized as such, in Germany.

12 Under local government reform to be implemented in 2007, grants will replace certain 
reimbursements (Danish Ministry of Interior and Health 2005).
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summary, conclusIons, and lEssons

Local government may have a relatively small or a very large role in the 
government and the economy of a country. For example, among industrial 
countries, local government expenditures range from 2.4 to 33.1 percent 
of GDP. Four groups of countries appear: (a) 2 countries with low budget 
shares have expenditures averaging 2.9 percent, (b) 11 countries with 
lower-medium budget shares have expenditures averaging 7.9 percent, (c) 
5 countries with upper-medium budget shares have expenditures  averaging 
16.1 percent, and (d) 2 countries with large budget shares have expendi-
tures averaging 29.5 percent.

The magnitude of local government is explained primarily by its involve-
ment in the delivery of social programs (i.e., schooling, health, and social 
protection). Local governments almost uniformly undertake a set of core 
activities that include providing local roadways and walkways, fire (and 
often some police) protection, recreational and cultural facilities and pro-
grams, water and sewerage services, waste removal and disposal, and regu-
lation of local activities (largely to enhance safety and enjoyment of property, 
to control nuisances, and to regulate business). Those programs typically 
require 3.5–7.4 percent of GDP. Spending on social programs, however, 
ranges from essentially 0 to 28.6 percent of GDP. Among social programs, 
some significant local expenditure responsibility for schooling is most com-
mon, with substantial involvement in health and social protection being 
more erratic. Local expenditures on schooling average 2.5 percent of GDP, 
and local authorities spend half of that or more in all but four countries.

Local governments must fund their expenditures from taxes, other 
own-source revenues, and intergovernmental transfers. On average, these 
sources account for about 42, 22, and 35 percent of revenues, respectively, 
but there is wide variation in the relative shares. Although a smaller share, 
the other nontax own-source revenues are important. Charges are a rec-
ommended source of funding where possible, and about two-thirds of this 
other revenue comes from sales of goods and services, with another one- 
fifth coming from property rentals and investment income.

Local governments commonly have access to property taxes, income 
taxes, and taxes on sales or use of commodities. Local governments in 
most countries rely primarily on one major type of tax, either property tax 
or income tax. The nine countries that rely heavily on property taxes 
obtain (on average) almost 82 percent of their tax revenue from property 
taxes. The nine countries that rely heavily on income taxes obtain (on 
average) about 88 percent of their tax revenues from income taxes. Sales 
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taxes encompass a variety of taxes on sales and use, and in no country are 
these taxes the dominant revenue source. Countries that use sales taxes 
heavily also rely heavily on both property and income taxes and can be 
considered mixed-tax countries. Property taxes are levied on immobile 
land and structures, relate well to the benefits from core services, are 
widely recommended for local government use, and are used to some 
extent in almost all industrial countries (and have gained importance in 
some, notably France and Italy). Local taxes on personal income are widely 
accepted, can be applied easily when piggybacked on the personal income 
tax systems of senior governments, and have substantial (particularly rela-
tive to the property tax) revenue-generating power. Both property taxes 
and personal income taxes benefit from the relative immobility of resi-
dents. Taxes on corporate income and sales are more subject to exporting 
and reduced accountability and so are less conceptually appealing as local 
taxes. These problems contribute to their less widespread use and the 
wider appeal to intergovernmental revenue sharing of both (and especially 
corporate income taxes). Local taxes on business income are diminishing 
in importance. Local governments in the industrial countries have exten-
sive tax autonomy. Local governments in about three-fourths of the coun-
tries get the vast majority of their tax revenues from tax sources that they 
control, usually by being able to set the tax rates.

At about 35 percent of revenues, intergovernmental transfers are 
important to local governments. Unconditional and conditional transfers 
are the two main types. Unconditional transfers address problems of fiscal 
gap (when expenditure responsibilities exceed reasonable expectations of 
revenue-generating capacities) and fiscal equalization (often without a 
clear distinction between the two objectives). Conditional transfers are 
better suited to correcting for spillovers (but, in practice, they sometimes 
embody aspects of gap closing and equalization). Across the industrial 
countries, grants are about half unconditional and half conditional. 
Conditional funding often involves matching contributions, whereas 
unconditional grants are nonmatching. Major conditional grants are often 
associated with the funding of social expenditures. Even then, they may be 
block grants without excessive strings attached. In cases where local 
authorities have little effective control in tax sharing, distinguishing 
between unconditional grants and tax sharing is often difficult. Formal 
agreements govern the vast majority of transfer arrangements. Although 
agreements do not ensure the stability of grants, agreements do make 
grants transparent so that their purposes and distribution are more appar-
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ent. Only about 14 percent of transfers are discretionary, and those trans-
fers are mostly for capital funding purposes.

Capital expenditures and their financing deserve special mention. Local 
governments account for a disproportionate share of infrastructure—
about half. Usually, the largest part of that amount is concentrated in the 
core local services, such as streets and roadways, public transit, water and 
sewerage systems, drainage, and recreational and cultural facilities. 
Infrastructure spending represents about 14 percent of expenditures. 
Capital expenditures are financed from operating revenues, reserves, and 
borrowing. Borrowing for capital purposes is almost the only borrowing 
that local governments are permitted to undertake. Even then, that bor-
rowing is closely regulated and monitored, but senior governments typi-
cally assist or facilitate such debt.

In conclusion, the major observations and potential lessons for anyone 
interested in the fiscal design of local governments are highlighted:

• Effective performance by local government is not determined by size 
but by design. There is no single overriding assignment of responsi-
bilities to recommend. Local governments may be small, undertak-
ing only the essentially local core responsibilities, or large, depending 
on their roles in delivering social services. Social programs can ben-
efit from local decision-making, but they involve spillovers and redis-
tribution calling for central engagement. As a result, responsibilities 
are often shared between senior and local authorities. Responsibility 
sharing can be done in many ways. On behalf of their citizens, senior 
governments have a legitimate interest in realizing at least minimum 
standards, if not uniformity, of schooling, health, and social protec-
tion programs. If local governments are responsible for delivering 
those programs, senior governments can ensure minimum standards 
by regulation and funding (providing grants or more adequate tax 
bases and grants). Experience indicates that there is considerable 
flexibility in the range of local tax and intergovernmental grant com-
binations that are workable for the local delivery and funding of 
social programs.

• Property taxes and user charges go far toward being adequate for the 
financing of core activities. For governments limited to core pro-
grams, grants for correcting for spillovers (e.g., transportation) and 
for affording horizontal equity can be expected but are likely to be 
relatively minor in the overall local budget. Social programs have 
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high costs, and the evidence indicates that property taxes are not suf-
ficient for funding them. For those governments limited to property 
taxes but responsible for significant social programs, transfers (usu-
ally designated specifically for the program) will be a substantial 
source of funds. Access to local income taxes greatly enhances local 
governments’ abilities to finance programs—especially social pro-
grams. That source of funding, however, does not necessarily reduce 
the use or importance of transfers. Although tax revenues and social 
expenditures are typically larger (as a percentage of GDP) in coun-
tries with local governments having access to local income taxes, the 
choice between using local income taxes and using intergovernmen-
tal transfers seems somewhat arbitrary (often historically deter-
mined), and the mix is quite varied. Local access to income taxes 
does, however, provide the option of lower transfers when responsi-
bilities are major. It does not, however, eliminate the need for grants. 
At a minimum, effective equalization is needed to ensure the capac-
ity to provide comparable programs (especially social programs) 
across local authorities. The varied blends of property-related ser-
vices and social services provided by local governments demonstrate 
how finance follows function. Designing a mix of taxes and transfers 
to provide those combinations efficiently and equitably is essential. 
Although the potential combinations are large, selecting the success-
ful mix can be challenging.

• Local own-source finances should fund the local services for which 
residents are willing to pay. Such finances need to be visible, have a 
close benefit-cost linkage, and be determined by local government. 
User charges are an initial choice. When benefits are generally avail-
able, however, taxes are necessary. Property taxes and local personal 
income taxes meet these and other requirements relatively well, and 
one or the other is the dominant local tax source in most industrial 
countries. Taxes on sales or use are less prevalent and, in all but a few 
countries, serve only as a supplement to other taxes. The potential 
for shifting or exporting sales taxes and corporate income taxes or 
special business taxes—and the exceptionally uneven distribution of 
their bases—make them conceptually less appealing as local taxes and 
more suitable for revenue sharing (i.e., transfers rather than taxes). 
Regardless of the type and the range of taxes, a high degree of local 
tax autonomy is generally found in industrial countries.
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• Transfers are almost entirely provided through formal arrangements; 
that is, they are not at the discretion of the grantor. In addition, fully 
half the transfers are unconditional (primarily for meeting fiscal gaps 
and for equalization). Even many of the conditional programs 
(largely for addressing spillover correction) have modest restrictions 
(e.g., block grants). Thus, while ensuring adequate services generat-
ing spillover benefits, local governments still enjoy a relatively high 
degree of fiscal autonomy. Transfers have a variety of important roles 
to play—especially when local governments have considerable 
responsibilities for social programs. In fact, they make the sharing of 
responsibilities for social programs workable. The appropriate design 
of transfers is vital.

• Local governments have disproportionately large responsibilities for 
infrastructure. Financing infrastructure involves borrowing. 
Borrowing for capital expenditure purposes is usually the only per-
mitted borrowing that local governments can do. Such borrowing is 
often closely regulated and monitored by senior governments but is 
commonly also assisted in one form or another. Important to note is 
that local debt is funded largely on a commercial basis whether 
through public or private agencies.

• Although not specifically addressed here, essential to note is that the 
democratic nature of local governments in the industrial countries is 
their dominant and critical underlying characteristic (see Shah 
2006a). This feature makes local authorities accountable ultimately 
to their electorate and, to greater or lesser extents, affords relatively 
substantial degrees of autonomy to what they do and how they 
accomplish it. The accountability and autonomy that accompany 
democratic institutions are central to successful local government.
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CHAPTER 4

Structural Design

IntroductIon

The recent trend where the municipal sector in most developed and 
 developing countries has increased its reliance on own-source funding and 
reduced its reliance on grants has been accompanied by a renewed interest 
in municipal structure and organization. This includes interest in munici-
pal consolidations, amalgamations, and reliance on voluntary arrange-
ments including intermunicipal agreements and/or service boards to 
improve the overall efficiency of the municipal sector.

Municipal amalgamations, consolidations, and restructuring generally 
occur in response to the rapid increase in urbanization, a need to provide 
additional services passed down from senior levels of government, the 
desire of senior levels of government to deal with fewer municipalities, and 
the necessity of getting access to a local tax base that encompasses a wide 
geographical area. In almost every instance, major municipal consolida-
tions and amalgamations have been initiated (driven) by senior levels of 
government with the major rationale generally being that of cost savings 
and improved efficiency. Many of these initiatives have been accompanied 
by offers of financial rewards for the restructured municipalities and noth-
ing if restructuring does not take place; for example, withdrawing grants 
by a senior level of government if municipalities do not restructure or 
merge such as in Ontario, Canada (Kitchen 2002), or offering grants (sub-
sidies) to those municipalities who do merge such as in France (Prud’home 
2005). Not surprisingly, a senior government initiative of this sort is often 
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the subject of considerable discussion, debate, and frequent dispute. Most 
locally driven initiatives, on the other hand, have involved the creation or 
extension of some kind of voluntary association, generally through the use 
of intermunicipal agreements or local service boards. These, however, are 
not free of problems and difficulties, as is noted later in this chapter.

The governing structure for a municipality is particularly important. It 
can affect the quantity and quality of services provided, the efficiency with 
which services are delivered, and the funding of local services; that is, 
whether service costs are shared throughout the region, area, or district in 
a fair, accountable, transparent, and effective manner. All of this has a sig-
nificant impact on a city or city-region’s ability to deliver services that will 
make the city or city-region competitive on an international scale (Slack 
et al. 2003). Given the importance of municipal structure and organiza-
tion, then, the rest of the chapter is separated into three sections.

Section “Structures and Responsibilities in Selected Countries” briefly 
describes the structure of municipal government in a few countries along 
with major service responsibilities. Section “Options” describes the criteria 
that should be met to create efficient, transparent, and accountable munici-
pal government. Section “Municipal Structures” uses these criteria to evalu-
ate possible options. This includes a two-tier system; a large single- tier 
option; and voluntary cooperation through the use of intermunicipal agree-
ments or special-purpose bodies or service boards. In some form or other, 
most of these arrangements exist in most countries, although in many 
instances these structures fall short of satisfying the criteria for an optimal 
municipal structure. Finally, section “Summary” summarizes the chapter.

StructureS and reSponSIbIlItIeS 
In Selected countrIeS

This section highlights municipal governing structures, organizations, and 
major spending responsibilities in a few countries.1 These were chosen on 
the basis of geography, availability of information, and an attempt to illus-
trate a range of governing options and spending responsibilities. From the 
information, readers will note both similarities and differences in structure 
and service responsibilities.

1 Data and information were collected from websites for each country and from the 
OECD.
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Canada

Canada is a federation with three levels of government—1 federal, 13 provin-
cial/territorial, and more than 4000 municipal governments. Municipalities, 
under the Canadian constitution, are creatures of the province. The province 
has the power to create or eliminate municipalities, to determine where they 
can spend their money, and what revenue sources they can use to meet their 
spending obligations.

In general, municipal government structures consist of a mix of single- 
tier and two-tier incorporated municipalities. Under a single-tier struc-
ture, each municipality is responsible for all services. Frequently, however, 
these municipalities rely on intermunicipal agreements or special-purpose 
bodies for sharing some services with neighboring jurisdictions.

The most common type of municipal structure in Canada is the two- tier 
system. This is made up of a number of lower tiers or area  municipalities—
cities, towns, villages, and townships—and an upper tier that is called a 
county, region, or district. Here, the lower tier assumes responsibility for 
certain services, although this varies across provinces and quite often across 
regions/counties/districts within a province. For some services, lower tiers 
rely on intermunicipal agreements (fire and roads being the most com-
mon). The upper tier is responsible for the remaining services and gener-
ally, because of its geographic area, is more self-sufficient and much less 
dependent on intermunicipal agreements.

Specific services that are generally, but not exclusively, the responsibility 
of the upper tier include water and sewer, solid waste disposal and some-
times collection, arterial roads, public transit, police, social services and 
social housing where these are partially (shared with the province) a local 
responsibility, public health and land ambulance where these are partially 
a local responsibility, regional land use planning, and economic develop-
ment. Lower tiers are generally responsible for local roads and streets, fire 
protection, street lighting, sidewalks, local land use planning, local librar-
ies, parks, and recreation. Where there is only a single tier of local govern-
ment, it is responsible for all municipal services.

Japan

Japan is a unitary country (central and local governments) with a two- 
tiered local government system everywhere. At the local level, there are 47 
prefectures (upper tier). Within these prefectures, there are hundreds of 
municipalities (lower tier). This includes 790 cities, 745 towns, and 183 
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villages and a number of local public entities that have been established for 
providing specific services. There are no notable differences between cit-
ies, towns, and villages when it comes to service responsibility.

Prefectures oversee services that encompass a wide area including devel-
opment plans, forest conservation, and flood control. They also serve as a 
conduit for communicating and coordinating policies between the central 
government and municipalities, and for advising and guiding municipalities 
on matters of organization and management including the formulation of 
amalgamation plans for municipalities. Prefectures are also responsible for 
establishing and operating senior high schools and universities.

Municipalities—here there are no essential differences between cities, 
towns, and villages—are responsible for public safety (firefighting, crime 
prevention, disaster prevention), health (establishing and operating hospi-
tals), and environmental conservation (pollution control and garbage dis-
posal). They are also responsible for local development (planning, roads, 
and agricultural development), establishing and maintaining various 
municipal facilities (public halls, nurseries, elementary and junior high 
schools, libraries, and welfare facilities), and providing welfare services.

United Kingdom

The United Kingdom is a union of four countries—England, Scotland, 
Wales, and Northern Ireland. Each of these has a local government act. In 
England, the local government structure is a mix of two-tier and single- tier 
systems. There are 33 two-tier systems with the upper tier being the county2 
and the lower tier being the district, of which there are 201 units. The 
county is responsible for the majority of public services including educa-
tion, secondary and tertiary roads, social services, libraries, waste disposal, 
fire, police, and strategic planning. The district is responsible for housing, 
leisure and recreation, environmental health, waste collection, planning 
applications, and local tax collection. There are also 87 single- tier struc-
tures that are responsible for all local services. These are in place in some 
cities, large towns, and small counties. In many parts of England, an addi-
tional level of local government called a parish or town council exists. There 
are literally hundreds of these and each has minimal responsibility, mainly 
for village halls, cemeteries, leisure facilities, and war memorials.

2 In London, the upper tier is called the Greater London Authority (instead of a county) 
and the lower tiers are referred to as boroughs (instead of districts) except for the City of 
London which is called a city.
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In Scotland and Wales, the single-tier system is responsible for all local 
services. There are 32 local governments in Scotland and 22 in Wales. In 
Northern Ireland where there are 11 unitary systems, each is responsible for 
a limited range of services including environmental matters, sanitation, and 
recreation. The remaining services are the responsibility of the Northern 
Ireland government.

South Africa

South Africa is a federal country with 278 municipalities. This includes 
eight single-tier metropolitan governments that are responsible for all local 
public functions and services. The remaining municipalities are organized 
in a two-tier system. This includes 44 upper-tier districts and 226 lower-tier 
municipalities. District governments have no authority over the lower-tier 
municipalities but they share several responsibilities with the local munici-
palities within their jurisdiction. The district governments were created to 
provide those services that benefit from economies of scale; to provide 
coordinated planning across a large geographical area; and to handle those 
services that are primarily income redistributional in nature.

Differences in service responsibility vary somewhat across the country 
and it has continuously evolved since the two-tier system came into exis-
tence in 2000. The general pattern, however, is that districts are responsi-
ble for environmental health, arterial roads, and water supply and sanitation. 
Electricity is the responsibility of the lower tier as is parks, sports and recre-
ation, local roads, street lighting, traffic control, and bylaw monitoring and 
enforcement. Some municipal services are a shared responsibility with pro-
vincial governments.

Chile

Chile is a unitary country with two levels of local government—345 
municipalities and 15 regions. Regional governments are mainly responsi-
ble for carrying out a variety of tasks prescribed by the central government. 
Their responsibilities are limited—they include regional development, 
social and cultural development, the promotion of productive activities, 
municipal advice, rural roads, land management, and so on. As a result of 
an ongoing decentralization process started in 2013, plans are in place to 
modernize and strengthen municipal functions and to transfer to regions, 
responsibility for economic development, infrastructure, and housing.
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Municipalities have 6 exclusive (sole responsibility) and 13 non- exclusive 
functions (shared with other levels of government). Own-level responsibil-
ity includes municipal zoning plans, local development, regulation of local 
transport, hygiene services, urbanism, and construction norms. Shared ser-
vice responsibilities include public health, primary and secondary education, 
culture, training and economic development, tourism, traffic regulations, 
social housing, sanitary infrastructure, and citizen safety.

Poland

Poland is a unitary country with three levels of local government—almost 
2500 municipalities, 379 counties plus 65 cities with county status, and 16 
regions. The municipal level, however, is the only one protected by the 
constitution. The other two levels are not named in the constitution and 
their existence depends on laws adopted by the parliament.

Municipalities are largely responsible for spatial planning, infrastructure 
development including local roads, street lighting, bridges and public 
transport, utilities (water supply and sewerage, waste collection and dis-
posal. energy), municipal housing, social services (including family bene-
fits), pre- and primary education, environmental protection, basic health 
care, recreation, and culture.

Counties are responsible for local issues not ascribed to municipalities 
and have a more limited role and influence. Their responsibilities include 
secondary education, public health services (general hospitals), social wel-
fare (beyond municipal territorial boundaries), economic activity, and job 
creation (employment offices).

Regions are responsible for issues of regional importance as determined 
by law. They play a relatively limited role in providing public services. 
Their main responsibilities are regional economic development, regional 
roads, and public transport including railways, higher education, health 
(regional hospitals), social welfare, labor market, environmental protec-
tion, and so on.

France

France is a unitary country with a central government and three levels of 
local government. At the local level, mainland France has there are 13 
regions, 101 departments, and nearly 36,000 communes.
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Spending responsibilities of the local governments are not always clearly 
and formally defined, but in general, regions and departments are respon-
sible for regional economic development (innovation, internationaliza-
tion), territorial planning, environmental protection, regional transport, 
high schools and vocational training, social solidarity, and territorial cohe-
sion for the departments (social welfare for families, elderly, disabled, 
insertion, secondary schools, support to rural municipalities).

Communal responsibilities generally include primary education, town 
planning, local roads, urban public transport, social support for families 
and youth, local police, housing, drinking water and sanitation, waste, 
culture, sports, and so on.

Germany

Germany has a federal system of government that is based on the principle 
of cooperative federalism. The local level is a combination of two tier and 
single tier. In the two-tier structure, there are 295 districts and 11,092 
municipalities. There are also 107 single-tier cities.3

Local government functions vary considerably from one area to another. 
However, they usually include both mandatory and optional functions. 
Mandatory district functions include secondary roads, public transport, 
spatial planning, fire protection, nature and landscape, hospitals, educa-
tion (secondary schools), and so on. For municipalities, they include local 
roads, town planning, housing, sewerage, waterways, education (primary 
schools), recreational areas, and social and youth welfare. Optional 
 functions include cultural activities, economic development, tourism, local 
public transport, sports and leisure, and so on.

Denmark

Denmark is a unitary country with a central level of government and two 
levels of local government. There are 5 regions (upper tier) and 98 munic-
ipalities (lower tier). Local governments in Denmark have substantial 
responsibilities; in fact, it is the most decentralized country in the OECD.

Regions are primarily responsible for health care (hospitals, health 
insurance, and outpatient medicine), regional development, regional 
transport, and regional environment. Municipalities are responsible for 

3 Overall, the number of German municipalities has decreased by one-third since 1990.
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social welfare, education including pre-school, primary, lower secondary 
and specialized education, health care (preventive medicine, dental care, 
home care, etc.), social welfare (child, elderly), support services (unem-
ployment insurance, early retirement benefits, cash benefits, and sickness 
benefits), sports and culture, spatial planning, nature and local environ-
ment, job centers, integration of immigrants, local roads, and so on.

United States

The United States is a federal country. According to the US Census 
Bureaus of 2012, there were 87,576 local governments. This included 
3034 counties, 19,429 municipalities (cities, towns, and villages), 16,364 
townships, 13,506 single-purpose school districts, and 35,052 other 
special- purpose districts that are typically designed to provide one or two 
services (conservation, fire protection, water and sewerage, public trans-
portation, public libraries, public parks, and forests are examples). Over 
the past two decades or so, the number of special-purpose districts has 
grown, largely because of attempts to deal with cross-boundary issues 
(spillovers), a desire to take advantage of economies of scale, and because 
of their low public visibility (lack of accountability, in all likelihood) when 
compared with other levels of local government and school districts. 
Special-purpose districts are often governed by appointed officials while 
the other levels of local government are governed by elected officials.

Most states have at least two levels of general purpose local govern-
ment. There are a number of metropolitan governments in highly urban-
ized areas with metro being the upper tier and cities being the lower tier. 
In more rural and less populated areas, counties are generally the upper 
tier4 with towns, villages, boroughs, and townships constituting the lower 
tier. In rural areas where there is no level of local government below the 
county level, the county is the sole governing unit. In some other areas, 
there are consolidated county-city governing structures. Clearly, the vari-
ety of structures is wide ranging.

General purpose local governments are responsible for a broad range of 
services including transportation (roads and public transit), public health 
services (often, especially counties, including hospitals), social welfare 

4 County government has been eliminated in Rhode Island, Connecticut, and parts of 
Massachusetts. In addition, a number of independent cities and consolidated city-counties 
operate under municipal governments that serve the functions of both city and county.
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(often administration and sometimes, significant financing), police and fire 
protection, recreation and culture, and land use planning and local busi-
ness regulation. Local governments may also operate public utilities but 
often these are provided through special districts or as public enterprises. 
School districts are responsible for elementary and secondary schooling. 
The upper tier is generally responsible for area-wide services that benefit 
from economies of scale, are income redistributional in nature, and would 
generate spillovers if provided by each of the lower tiers.

Summary

The range and diversity of municipal government spending responsibilities 
around the world tends to be greater than the range and diversity of munic-
ipal governing structures. In some countries, municipal governments have 
little if any spending responsibilities for social services, education, hospitals, 
and health. In other countries, these services are an important local govern-
ment responsibility. In some countries, police protection is a local respon-
sibility, whereas in others, it is the responsibility of a more senior level of 
government. In general, municipal governments everywhere are responsi-
ble for the more traditional municipal services including fire protection, 
local roads and streets, public transit, street lighting, sidewalks, water, sew-
erage, solid waste collection and disposal, local planning, parks and recre-
ation, and local libraries.

Municipal structures may be classified as single tier or two tier (some-
times multi-tier if special districts are included) with the former showing 
very little variation from country to country and the latter showing some 
variation. Most countries have some kind of mix of single-tier and two- 
tier systems.

In a single-tier structure, each municipality is responsible for all services 
although there may be some intermunicipal cooperation for services that 
cross municipal boundaries. In a two-tier system, the upper tier may be 
referred to as a county, region, district, or metropolitan level of govern-
ment with responsibility for a set of services and the lower tier called a city, 
town, township, municipality responsible for another set of services. In a 
few cases, some service responsibilities may be shared between both tiers 
of local government. Finally, some countries rely on special service dis-
tricts to provide a few services with these districts transcending municipal 
boundaries.
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optIonS

In discussing municipal government structure, emphasis should be on a 
system that is responsible for setting policy and determining funding. It 
should not be on delivery (Osborne and Gaebler 1992; World Bank 1994; 
Batley 2001). Services may be delivered in a variety of ways as is described 
in Chaps. 5, 6, and 7. Furthermore it must be mentioned that a desirable 
structure for one municipality or a group of municipalities (Slack and Bird 
2013) may differ. For example, the governance structure for a large metro-
politan area or an area where there is a mix of contiguous rural and urban 
areas very likely will differ from the structure for noncontiguous, sparsely 
populated, municipalities in remote areas (Bird and Slack 2004; Kitchen 
and Slack 2006). Even the governing structure for one type of government 
such as a metropolitan area may differ from country to country (Bahl and 
Linn 2014; Slack and Chattopadhyay 2013), especially if demographic pat-
terns diverge, and expenditure responsibilities and/or revenue sources dif-
fer across countries.

Governing structures come in different forms. Probably, the most com-
mon municipal structure is the two-tier system. This is made up of a number 
of lower tiers or area municipalities—cities, towns, villages, and townships—
and an upper tier often referred to as metropolitan, county, region or district 
level of government. Here, each tier assumes responsibility for specific ser-
vices although the range of responsibilities often differs from country to 
country and quite often across regions/counties/districts within a country. 
The upper tier, because of its geographic area, is generally more self-suffi-
cient and much less dependent on intermunicipal  cooperation. Finally, both 
the upper and lower tier may share responsibility for a small number 
of services.

A second structure that is common is a consolidated large single tier, 
often emerging out of municipal amalgamations, annexations, or restruc-
turing. Here, all local service responsibilities are under one governing unit.

A third option used in many countries for selective services exists in 
conjunction with either the two-tier or single-tier model, although it seems 
to be more common in smaller contiguous and sometimes noncontiguous 
municipalities. It may take the form of intermunicipal agreements or spe-
cial-purpose bodies, often referred to as service boards. These are primarily 
used for providing and funding services that spill across municipal bound-
aries. As well, they are often preferred by officials of smaller municipalities 
who are resisting becoming part of a larger municipal unit. Finally, they are 
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frequently used for services that would otherwise be the responsibility of 
the upper tier in a two-tier system.

Deciding on which of these options would be most desirable for a spe-
cific geographic area often depends on a number of factors, not the least 
of which is the capacity for the model or structure to satisfy a number of 
criteria for an efficient, fair, and effective governance model. These criteria 
are described next.

Criteria

A municipal governing structure should be designed so that it is efficient, 
accountable, fair, transparent, and easy to administer. If these objectives 
are achieved, an effective municipal governing structure should ensue. To 
achieve this, several criteria may be used (Slack and Bird 2013) in design-
ing such a structure. At the outset, however, it should be mentioned that 
it will not likely be possible to satisfy all criteria simultaneously and it may 
not be possible to secure agreement on whether one structure or another 
best meets certain criteria. For example, some individuals might argue that 
a specific model adequately controls spillovers while others might argue 
that it does not. Similar disagreements may exist for the other criteria. 
Finally, depending on local characteristics and features of the area, criteria 
that are deemed to be most important in one municipality or part of the 
country may not be deemed to be important in another municipality or 
part of the country.

Controlling spillovers or externalities: A spillover or externality exists 
when a policy of one level of government generates benefits or costs that 
are incurred by residents in other municipalities without the latter having 
any control over the policy decision of the originating municipality. The 
existence of spillovers or externalities can impede efficient and effective 
governing structures and create unwanted consequences if not properly 
accounted for or controlled.

There are at least three ways in which spillovers from municipal services 
may be controlled. First, the affected municipalities may be combined 
(amalgamated) into a single-tier municipality that is large enough to include 
all benefits from public services within its governing jurisdiction and large 
enough to ensure that all costs of government activity are funded by the 
residents within the jurisdiction. Second, services generating spillovers 
could become the responsibility of the upper-tier level of government in a 
two-tier municipal structure. Either option should ensure that the proper 
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level of service is provided and that all costs and benefits are taken into 
consideration in reaching decisions on service quantity and quality. Third, 
spillovers may be controlled or internalized through grants from senior 
levels of government or from other benefiting local governments, or coor-
dination among the affected municipalities. In reality, neither of these latter 
two possibilities is likely to be as effective. Intergovernmental grants are 
declining in most countries and where they are used, they are generally 
ineffective in capturing spillovers (see Chaps. 12, 13, and 14 for a more 
detailed discussion of this). Fourth, spillovers may be internalized through 
the use of intermunicipal agreements (Spicer 2015), special-purpose bod-
ies, or service boards (Slack and Bird 2013). These are seldom “first best” 
solutions, however, because they have the potential for being unaccount-
able, inefficient, and ineffective over the long run.

Economies of scale: Economies of scale exist when per unit costs of 
delivering services decline as the population served increases. As with ser-
vices generating spillovers, there are two ways in which economies may be 
realized; either through the creation of a large single-tier structure or 
through upper-tier responsibility in a two-tier system. Using economies of 
scale as a criterion for creating a large single-tier government, it has been 
suggested, creates problems because different services achieve the lowest 
per unit cost at different scales of operation. Single-tier responsibility 
means that some services may be beyond the most efficient size (disecono-
mies set in) of municipal structure. For example, the optimal size of gov-
ernment may be different for fire services than for police or waste 
management (Found 2012; Allers and Geertsema 2016).

In a two-tier structure, economies of scale may be achieved by assign-
ing services displaying large economies of scale to the upper tier and the 
remainder to the lower tier. Service boards or intermunicipal agreements 
may also handle these services where there is a series of smaller (non- 
metropolitan) single-tier municipalities. Examples where economies of 
scale are found generally include water, sewerage, major transportation 
routes, and solid waste management (most of these services have large 
infrastructure costs).

Ensuring a uniform quantity and quality of service: Provision of a 
uniform quantity and quality of service (regardless of whether it is man-
dated by a senior level of government or because it is desired by local resi-
dents) across a large geographical area could be the responsibility of a 
large single-tier municipality, or it could be the responsibility of the upper 
tier in a two-tier governing structure, or it could be provided through 
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some type of intermunicipal agreement or special service body. Examples 
include arterial roads, water and sewers, and policing. Failure to provide 
these services at uniform levels in some municipalities may lead to harmful 
and costly externalities for other municipalities within the same geo-
graphical area.

Local preferences: This supports small-scale, fragmented local govern-
ments because they maintain a quasi-market. It results in competition and 
provides an incentive for efficient, accountable, and effective service respon-
sibility because neighboring municipalities may benchmark service costs 
with each other. The benefits of competition cannot be disputed. In a two-
tier system and when everything else is equal, services that differ because of 
local preferences should be the responsibility of the lower tier. In a large 
consolidated single-tier system, similar preferences could be captured 
through the creation of delivery zones and by benchmarking with other 
municipalities and the private sector where applicable.

Income redistribution: Income redistributional issues are also impor-
tant in designing local government structure. Within the local sector, 
there are almost always rich communities and poor communities. Richer 
communities will have a relatively large tax base from which to fund ser-
vices and a relatively low demand for some services (fire and police protec-
tion). Poorer communities, on the other hand, may have higher demands 
for services and a small revenue base for funding these services. One solu-
tion would be to consolidate these municipalities into one jurisdiction, in 
effect taxing the rich municipalities and using some of the proceeds to 
subsidize the poor municipalities just as is currently done in any munici-
pality where there are both rich neighborhoods and poor neighborhoods.

Alternatively, the upper tier in a two-tier structure could have some tax-
ing power that could tax richer areas to help fund services in poorer areas 
within any jurisdictional setting. This is akin to the funding of central 
governments where taxes imposed on taxpayers in some areas of the coun-
try are taxed to finance projects or services in other areas. After all, an 
inherent characteristic of a “public” service is that it has some income 
redistributional consequences; that is, why these services are the responsi-
bility of government and not the private sector.

Accessibility: This criterion suggests that citizens should have access to 
local government so that they can influence government policy. This is 
done through public meetings, hearings, elections, and direct contacts 
with officials. Smaller government units, it is often suggested, can provide 
the average citizen with greater “access” to local politicians, better repre-
sentation, and better decisions.
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This may also be tied in with the subsidiarity principle where it is argued 
that a service should be provided by the level of government that is closest 
to the people subject to satisfying the above-noted criteria.

Summary: The optimal design of government structure may depend on 
which criteria are to be satisfied. Four criteria (benefiting from economies of 
scale, controlling externalities, providing services at a uniform quantity and 
quality, and redistribution of taxes) lend themselves to large government 
units over a large geographical area; or to provision by the upper-tier level 
of government in a two-tier governing structure; or to the use of intermu-
nicipal cooperative arrangements across a number of municipalities. Other 
criteria (local preferences and access) point toward smaller government 
units or a role for lower-tier municipalities in a two-tier governing system.

MunIcIpal StructureS

By and large, all developed countries and a number of developing coun-
tries have engaged in some type of municipal restructuring over the past 
20–30 years. Municipal boundaries that were established many decades 
ago have, in many cases, outgrown their purpose and have become out-
dated and out of touch.

The continuing migration of people from rural and remote areas to cit-
ies and highly concentrated urban areas (Bahl and Linn 2014) is changing 
the importance and relevance of many local government structures. The 
growing percentage of a country’s economic activity that is generated in 
cities has changed the dynamics between urban and rural areas. Population 
growth and its subsequent sprawl have melded what were noticeably dis-
tinct municipalities into larger, more integrated and cohesive communities 
with far fewer differences than previously existed. A growing tendency for 
people to live in one jurisdiction and work in neighboring jurisdictions has 
effectively removed most intermunicipal differences attributed to local 
preferences and produced a leveling out of citizen expectations for both 
the quantity and quality of public services provided across all municipali-
ties. Requirements of senior levels of government that municipalities meet 
specific service standards (social services, social housing; fire prevention, 
training, and education; building and fire inspections, and bylaw enforce-
ment; and so on) have removed the opportunity for municipalities to pro-
vide many services with different standards.

Arguments that rural and tourist areas should be excluded from urban 
areas in any governing structure may also be unrealistic and impractical. 
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Urban areas are the focal point for most economic, recreational, and social 
activity across a large geographical area. Consequently, the governance of 
urban centers revolves around the need to maintain a coherent balance 
among policies for the entire area. Urban growth can enhance or restrict the 
area’s economy. Transportation issues impact on the rural area as much as 
the urban area. Provision of social services and social housing for the rural 
and urban areas alike must be shared across the entire region to prevent the 
migration of recipients to the urban centers leaving them with the task of 
paying the entire bill. Region- or area-wide land use planning is important 
if the rural and tourist communities are to retain some of their identity and 
resist the temptation to urbanize in order to capture increased property 
assessment and more property tax revenue. Area-wide environmental pro-
tection practices are essential if some municipalities are to prevent their 
neighbors from ignoring their environmental responsibilities. Rural areas 
around an urban centered jurisdiction generally have better arterial roads, 
more recreation programs, enhanced library services, and better fire protec-
tion and safety standards, to name only a few, when compared with munici-
palities that are not part of an urban/rural governing structure.

Returning to an earlier comment that “no one size fits all,” it is appro-
priate to evaluate the major options for governing municipalities that were 
identified in section “Options”.

Pros and Cons of a Two-Tier Structure

The two-tier structure consists of an upper-tier governing body (usually 
region, county, district, or metropolitan area) encompassing a fairly large 
geographic area and a number of lower-tier municipalities (including 
incorporated cities, towns, villages, townships, and possibly unincorpo-
rated areas).5 Greater London and Greater Manchester in the United 
Kingdom are examples of a two-tier model as is Barcelona in Spain. In 
designing a two-tier structure, two major issues are important; first, ser-
vice responsibility and funding; and second, governance.

Within this two-tier structure, the upper tier should be responsible for 
services that generate spillovers (benefits or costs), that benefit from econ-
omies of scale, that are income distributional in nature, and where uni-
form standards are important across the entire area. Table 4.1 takes these 

5 For a more detailed discussion especially as they exist in Metropolitan areas, see Slack and 
Bird 2013; Bahl and Linn 2014; Slack and Chattopadhyay 2013; and Steylter 2009.
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criteria and uses them in assigning local public services to either the upper 
or the lower tier (Bird and Slack 2004, p. 69). As the reader will observe, 
most of the responsibilities rest with the upper tier.

On the tax side, tax rates for upper-tier services would generally be lev-
ied at uniform rates across the region/district/area and the contribution of 
each lower-tier municipality to the upper-tier municipality would depend 
on the size of its tax base. The larger the tax base in any one municipality, 
the larger is its contribution to the upper-tier government. The result of a 

Table 4.1 Allocation of expenditure responsibilities in a two-tier system

Function Upper tier Lower tier Justification

Social services
Welfare assistance X Income redistribution; externalities
Child care services X Income redistribution; externalities
Social housing X Income redistribution; economies of 

scale; externalities
Public health X Income redistribution; economies of 

scale; externalities
Land ambulance X Economies of scale; externalities
Roads and bridges X X Local versus regional roads
Public transit X Externalities; economies of scale
Street lighting X No externalities
Sidewalks X No externalities
Water system X Economies of scale
Sewer system X Economies of scale
Garbage collection X Economies of scale; externalities
Garbage disposal X Economies of scale; externalities
Police protection X Externalities; economies of scale
Fire suppression X Local responsiveness; scale economies 

for specialized services
Fire prevention/
training

X Economies of scale

Local land use 
planning

X Local access, responsiveness

Regional land use 
planning

X Externalities

Economic 
development

X Externalities

Parks and recreation X Local responsiveness
Libraries X Local responsiveness

Source: Bird, Richard M. and Enid Slack, 2004, “Fiscal Aspects of Metropolitan Governance” International 
Tax Program Paper 0401 (Toronto: Joseph L. Rotman School of Management, University of Toronto), p. 69
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uniform property tax at the upper-tier level and region, district, or  area-wide 
spending is a redistribution of resources from relatively large tax-base 
municipalities to relatively small tax-base municipalities. Of course, user 
fees should be used for services where beneficiaries can be identified.

Lower-tier responsibility should include services that do not have the 
above characteristics and whose benefits are confined primarily to the local 
community where residents have a choice over both quantity and quality. 
Tax rates may vary from municipality to municipality to reflect differences 
in standards and tax bases. Here, as with the upper tier, user fees should be 
used where consumers of specific services can be identified (Slack and 
Bird 2013).

A two-tier structure also requires an accountable and efficient govern-
ing structure. At the outset, it must be noted that the upper tier should be 
an agency of the electorate and should exist to provide individual residents 
of the county, region, district, or metropolitan area with a range of ser-
vices. It should not be an agent of the lower-tier municipalities and it 
should not be a contract agency delivering services on behalf of the lower 
tiers. Lines of communication and accountability between the upper-tier 
council and individual residents should be direct and not filtered through 
local councils.

The objective in creating an effective upper-tier governing structure is 
to disentangle the lines of accountability from the upper-tier council to 
the electorate on the one hand and local councils to the electorate on the 
other. Upper-tier councilors should represent people, not other govern-
ments, and should be responsible for their actions to the electorate, not to 
other politicians. By clearly differentiating the political structures of the 
two tiers of municipal government, voters may exercise their judgment of 
and communicate their needs to the upper-tier council independently of 
any expressions they may wish to make to their local councilors. A clearer 
demarcation between the two tiers is intended in part to clear up the con-
fusion among voters about responsibilities between the upper-tier and 
lower-tier municipalities, an important prerequisite for increased account-
ability and effectiveness. Local municipalities may protest that the impor-
tance of the upper-tier council’s decisions to their communities requires 
that they be represented as municipalities on the upper-tier council. That 
logic, of course, would also require that representatives of local munici-
palities sit on the governing body of senior levels of government. To be 
sure, the two tiers must work in a cooperative manner, coordinating their 
efforts so as to achieve effectiveness and efficiency in service delivery. 
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This  is an argument for administrative coordination, however, not for 
political intermarriage. In short, supporters of a two-tier structure argue 
that it permits a division of service responsibility that leads to an efficient, 
effective, and accountable governing structure.

Critics of the two-tier model, on the other hand, argue that costs are 
higher because of waste and duplication. Furthermore, they continue, two-
tier levels of government are less transparent and more confusing to taxpay-
ers who cannot figure out who is responsible for what services (Slack 2018). 
Finally, two municipal councils (upper tier and lower tier) are said to lead to 
considerable wrangling, inefficiency in decision-making and frequent stalling 
or postponement of the implementation of policies that would benefit tax-
payers across the entire local government jurisdiction (Kitchen 2002, p. 312).

While the usefulness of this structure depends on the objectives to be 
achieved, the breadth of service responsibility, the size, and similarity or 
diversity of the area considered, it is an option that may be appropriate 
where there are a number of contiguous urban centers, and in metropoli-
tan areas (Slack 2018; Bahl and Linn 2014; Bird and Slack 2004).

In remote areas where municipalities are isolated from each other, dis-
tances are such that benefits or costs of services provided by one munici-
pality are unlikely to spill over into adjacent municipalities. Similarly, 
distance between municipalities and their isolation from each other pre-
vent them from benefiting from economies of scale. Hence, the rationale 
for a two-tier structure at the municipal level in remote areas may be less 
compelling than it is for larger metropolitan areas or areas where munici-
palities are contiguous with each other (Kitchen and Slack 2006).

Pros and Cons of a Large Single-Tier Structure

Large single-tier governments in most countries have been created by 
merging (through amalgamations or annexations) a number of smaller 
lower-tier municipalities within an existing county, region, district, or 
metropolitan area into one consolidated municipality or by amalgamating 
a number of separate contiguous single-tier municipalities into one large 
consolidated municipality. Two often discussed examples include Cape 
Town, South Africa, and Toronto, Canada. Since there is only one level of 
municipal government across the entire geographical area, all municipal 
services become the responsibility of this newly created municipality and it 
is responsible for all municipal taxes and user fees. As well, there is only 
one political body responsible for making all policy decisions.
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Supporters of large single-tier municipalities have argued that 
 improvements in economic efficiency (cost savings because of fewer politi-
cians, more efficient service delivery, less bureaucracy) arise from the 
removal of administrative duplication; pooling of insurance; lower input 
prices associated with greater purchasing power; and greater scope for 
using sophisticated and specialized technical equipment. Second, all spill-
overs or externalities would be internalized (Slack and Bird 2013). Third, 
clearer lines of responsibility may lead to more accountability because 
there is only one level of municipal government and taxpayers know who 
is responsible for the vast array of local services. Fourth, better service 
coordination and more streamlined decision-making could emerge 
because there is only one municipal council instead of two. Fifth, funding 
fairness in the provision of municipal services occurs because there is a 
wider revenue base (taxes, user fees, and borrowing capacity) for sharing 
the cost of services benefiting taxpayers across the entire area. Because of 
this, it can be more financially self-sufficient than smaller government 
units (Slack 2018). Finally, the larger taxable capacity of a  one- tier govern-
ment increases its ability to borrow and recover capital and operating costs 
from user fees (Bahl and Linn 1992, p. 415).

Beyond expenditure responsibilities and funding arrangements, a single 
tier6 may be more effective at providing an environment in which the busi-
ness community and residents are able to meet and adapt to the challenges 
of the new economy and to compete effectively at the regional, national, 
and international level (Meloche and Vaillancourt 2013). In particular, a 
single-tier municipality can more efficiently and effectively work toward a 
uniform and improved physical (highways and roads, road, water, sewer, 
and electricity) and social or recreational (parks, recreation, libraries) infra-
structure. It will eliminate the inefficient and wasteful competition that 
frequently exists when one municipality competes with others to attract 
economic development away from neighboring jurisdictions without rec-
ognizing that it matters not where the new development locates or expands 
because everyone in the wider area benefits. A single-tier region-wide level 
of government could have the financial strength (base) to accept new 
responsibilities and to implement cost-sharing equity for those services 
that benefit all residents of the area. As well, a single-tier municipality may 
more effectively initiate policies that avoid social decay and environmental 

6 These advantages also extend to the upper-tier responsibility in a clearly defined two-tier 
system of local government.
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degradation that frequently surfaces in an area fractured by a number of 
separate governing units.

Critics of a large single tier argue that this structure reduces competi-
tion between municipalities, leading to higher costs because there is less 
incentive to be efficient and responsive to local needs. Second, it is claimed 
that the least costly and most efficient size of government may differ for 
different services; that is, efficiency and cost savings may be different for 
roads than for fire or police or recreation. In other words, some services 
will benefit from economies of scale if assigned to larger units of govern-
ment while others will incur diseconomies of scale. Third, for services 
whose benefits are entirely local in nature, local preferences may not be 
reflected in the quantity and quality of service provided. For example, 
services provided to rural and tourist areas should not be included in the 
same governing structure as urban areas because the range and level of 
services may be different. Fourth, the area is too large and citizens are 
removed from their local politicians leading to a reduction in access and 
accountability (Dafflon 2012).

Concerns such as these are important, but defenders of a large single- tier 
structure have suggested that these are concerns with the cost of delivering 
services and not specifically with the governance structure. For example, 
competition can be secured through greater use of alternative service deliv-
ery vehicles such as “contracting out” and creating delivery zones within a 
municipality. Further improvements could be secured through effective 
monitoring including performance measures and benchmarking.

In reply to the criticism that the opportunity to differentiate service 
levels to reflect local preferences will not be possible, single-tier responsi-
bility does not mean that all services need to be provided with uniform 
standards and service levels across the entire area. Differentials in both 
service levels and funding could exist to reflect differences in the range and 
level of services—urban versus rural, neighborhood versus neighborhood. 
Differential service levels should be funded through area rates, special 
charges, and user fees (see Chaps. 9 and 11). It might even be argued that 
service level differentials could be captured more easily in a large munici-
pality than in the pre-amalgamated municipalities as long as the former is 
able to establish seamless service areas that are not restricted by previous 
municipal boundaries.

Furthermore, designing a municipal structure to capture variations 
in  local preferences in many countries (particularly for municipalities 
around a major urban center or a series of smaller urban areas adjacent to 
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each other) may be, as was noted in the introduction to this section, less 
relevant today than it was at one time.

The claim that larger governing units are likely to be less accountable 
and more costly (less efficient) has created many hotly contested discus-
sions and disputes. In terms of accountability, it has been suggested that 
large-scale, one-tier governments reduce access and accountability because 
the jurisdiction is too large and bureaucratic. To alleviate this concern, 
satellite offices and community committees have sometimes been estab-
lished to address neighborhood issues. If properly structured, residents can 
pay local tax bills, apply for building permits, and so on at these offices 
(Slack 2018). The success of these, however, is uncertain—they may 
increase accessibility, but it is not clear how they impact on accountability. 
Furthermore, they could remove potential cost savings that might result 
from a larger government unit.

As for cost savings, many critics have argued that costs rise after an 
amalgamation. They may or they may not. The evidence on this is mixed 
(Allers and Geertsema 2016). On the one hand, costs will not likely fall if 
the newly elected council decides to retain all former employees and if it 
continues to “do business” as in the past. Similarly, if the amalgamation 
brings together municipal employees that previously received differing 
levels of compensation, the tendency to level up may negate any cost sav-
ings from restructuring. If, on the other hand, politicians are innovative 
and willing to change and “do business” in different and innovative ways, 
and if they are resistant to leveling up, costs could fall and average tax rates 
could decline.

Where studies have shown cost increases, many of these should be 
treated with caution. For example, the before and after cost comparisons 
often fail to take into consideration other factors changing at the same 
time. In Ontario, Canada, amalgamations occurred at a time when the 
province was off-loading increased spending responsibilities to municipali-
ties. As well, many of these studies failed to extrapolate the increased costs 
associated with higher service levels provided in parts of the newly amal-
gamated municipality. Finally, these intertemporal cost studies ignore 
changes that simply evolve over time (e.g. due to increased population and 
housing density, changing work patterns, tastes, and preferences); changes 
that can affect both expenditure needs and revenue requirements that are 
not necessarily related to amalgamation.

While large single-tier municipalities currently exist and are an option 
in highly urbanized areas and in areas that are a mix of rural and urban, 
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they are only ever created when the pre-amalgamated municipalities are 
adjacent to or contiguous with each other. They do not exist and would 
not be appropriate in remote areas.

Pros and Cons of Intermunicipal Cooperative Arrangements

Regardless of whether a municipality operates as single tier or two tier, 
many of them engage in some form of intermunicipal cooperation in the 
provision and funding of some local services. These arrangements may be 
in the form of intermunicipal agreements or special-purpose bodies or 
service boards. They take the form of consortia, communities of com-
munes, urban communities (France), joint intermunicipal authorities 
(Spain and Belgium), public bodies, joint agencies, and core cities (the 
Netherlands and United States) (Bird and Slack 2004, p. 14; Hermann 
et al. 1999). These agreements or bodies provide services across a wider 
geographical area without engaging in amalgamations or annexations. Let 
us consider each of these options.

 Intermunicipal Agreements
Intermunicipal agreements represent a form of voluntary cooperation 
between municipalities (Spicer 2015). They are formal or informal agree-
ments designed to provide specific services, usually with no official area- wide 
body to oversee their arrangement. An example of such an intermunicipal 
agreement is the contract services plan in Los Angeles, under which Los 
Angeles County provides some services on a contract basis on behalf of 
municipalities in the Los Angeles metropolitan area. Similar city-county links 
occur in other US jurisdictions (Sharpe 1995).

Municipalities usually enter into these agreements to reduce costs and 
many have been successful, especially for services that can be contracted 
out and where outputs can be clearly identified. This includes bulk pur-
chasing, issuing debentures, firefighting and emergency dispatch, and the 
maintenance of boundary roads.

In many instances, however, these agreements have created problems. At 
some point, difficulties generally emerge and problems almost always sur-
face with these arrangements. The municipality buying the service generally 
becomes upset with the cost and suspects that it is being overcharged, par-
ticularly with respect to overhead. The municipality selling the service fre-
quently develops concerns because it does not feel that it is fairly compensated 
(Kitchen 2002, pp. 317–318). Discontent with these agreements tends to 
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be greater than it should be and often leads to increased intermunicipal 
 litigation and conflicts (GTA Task Force 1996). These agreements do not 
foster region-wide coordination and they do not provide any clear public 
accountability, except through the contract or agreement. If a problem 
occurs, citizens seldom know whether to complain to their local govern-
ment or to the local government that has been contracted to provide the 
service (Slack and Bird 2013, p. 17). In reality, intermunicipal agreements 
are all too frequently a “second best” solution for they lead to a jungle of 
“ad hoc” and complex arrangements that even the most conscientious 
municipal voter has trouble understanding (Sancton 1993, pp.  33–34). 
They can reduce local accountability and lead to inefficiency and ineffective-
ness in service responsibility.

 Service Board or Special-Purpose Body
Another suggestion for handling area-wide services involves the creation 
of a service board or special-purpose body. As reported in section “United 
States”, these are very common in the United States. A service board is 
like a two-tier system of municipal government. In many ways, however, it 
is often perceived to be inferior to the type of two-tier governing structure 
discussed above. While advocates (most of whom are municipal adminis-
trators and politicians from municipalities in a two-tier structure or small 
single tiers who do not want to be amalgamated) of the service board 
concept are generally uniform in their view that the service board’s role is 
to provide and sell services to area municipalities, this is where uniformity 
and consistency over their responsibility and operation stops. For example, 
views differ on the services for which these boards should be responsible 
(social services, arterial roads, police, public transit, water and sewer, waste 
management, major roads and highways, planning and economic develop-
ment, and so on); whether or not they should be structured as a special- 
purpose body or bodies or whether they should continue as local governing 
units; how they should be governed (appointed or elected officials, and if 
elected, should they be directly elected or indirectly elected); how they 
should be financed (taxing authority or not); and whether or not the pur-
chase of services by the area municipalities from the service board should 
be voluntary or compulsory. The following illustrates the kinds of prob-
lems they pose.

Service responsibility: To satisfy the criteria for optimum service 
responsibility in a two-tier structure, there is no conceptual basis for 
assigning services to the service board in a different fashion than one 
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would use to assign service responsibility to the upper tier in a two-tier 
model. These include services benefiting from economies of scale, services 
generating spillovers, those that are primarily income redistributional, and 
those where area-wide uniform standards are required (see Table 4.1).

Special-purpose body or municipal government: Once the board has 
been assigned specific service responsibilities, should it be structured as a 
special-purpose body or should it operate like a municipal government? If 
the latter, it is like the current upper-tier structure in most two-tier sys-
tems. If it is set up as a special-purpose body, there is a strong possibility 
that it will take on its own powers and be less efficient and accountable 
than an all-purpose municipal governing structure because special interest 
groups will have an easier time gaining influence and favors from special- 
purpose governance institutions. The result is often cost increases that 
benefit certain parties, rather than cost savings or service delivery efficien-
cies (Berry 2009) benefiting everyone.

Should the board be governed by appointed or elected officials? It has 
been argued that the governing structure for service boards should be 
made up of appointed officials because, it is alleged, appointees could be 
technical experts in a particular field(s) and therefore, more professional 
and efficient because they are removed from political decision-making 
when compared with local politicians (Bahl 2013). The case against 
appointed officials is fairly strong because it is undemocratic to have 
appointed officials making policy decisions on expenditures funded by tax 
dollars and user fees. Accountability is likely to be missing if taxpayers do 
not have the opportunity to vote for the individuals who make public 
policy decisions. Without accountability, there may be no incentive to be 
economically efficient (even though they are technically efficient) if ser-
vices are not delivered to the right people in the right quantities and quali-
ties.7 Finally, appointed officials may create an environment where the 
special-purpose governing structure becomes autonomous and indepen-
dent from local councils.

7 Professionals may be more technically efficient in delivering services but not more eco-
nomically efficient in making decisions. Economic efficiency is more than technical 
 efficiency—the latter is a necessary but not sufficient condition for economic efficiency. 
Technical efficiency exists when a producing unit (firm, government, agency) operates in a 
way such that it is not possible to secure any additional output given the available inputs 
(labor, material, and capital) and level of technology. Economic or allocative efficiency is 
achieved when society gets the greatest net benefits from the allocation of its scarce resources.
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If members are elected, should they be directly elected or double directly 
elected? While arguments in favor of elected officials are stronger than 
arguments in favor of appointees, there is disagreement over whether the 
elected members of the service board should be directly elected (only to 
the service board) or double directly elected (to the council of the area 
municipality and the service board simultaneously).

Double directly elected decision makers provide for strong communi-
cation between the service board and the area municipalities because the 
same individuals are on both governing bodies. This may be appropriate if 
the service board is regarded as an agency or instrument of the area 
municipalities.

On the other hand, in a double directly elected system, accountability 
may become entangled because citizens/voters are unable to separate their 
vote for local issues from their vote for service board issues. For example, 
suppose a taxpayer is happy with a councilor at the local level but not as a 
member of the service board, for whom is he or she voting at election 
time—is it the individual as a local councilor or as a member of the service 
board? A further criticism of double directly elected councilors is that the 
service board could become the instrument or agency of local councils. 
This electoral system has the potential for parochialism in decision- making 
and may not be directly accountable to taxpayers/voters.

Directly elected members of the service board are generally preferred 
because accountability is enhanced when each member represents only 
area-wide issues. Those charged with the responsibility for directing area- 
wide operations will have an opportunity to present their ideas about area- 
wide issues directly to the public and to hear clearly their responses during 
election periods, without confusing the issues with matters of concern for 
the area municipalities. Elected members on the service board can be 
judged by the electorate on the basis of their performance on the service 
board and will be less likely to face conflict between service board and 
local interests. Members of the service board will be able to focus their 
energies entirely on region-wide issues and the less onerous workload may 
allow for an expanded pool of candidates for council/service board issues. 
The potential for parochialism will be reduced and the electoral process 
will be greatly simplified with separate slates of candidates for each level or 
unit of municipal government.

The case against directly elected members on the service board is that 
lines of communication between the service board and area municipalities 
may be weaker if elected members only serve on one level of local govern-
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ment. This concern, however, may be alleviated through administrative 
arrangements.

Financing of a special-purpose body or service board: Some supporters 
of a service board have suggested that it should not have taxing authority. 
Instead, they argue it should sell services to area municipalities with the 
latter assuming responsibility for raising the necessary funds (from its tax-
payers). This role for a service board may be appropriate where the board 
is responsible for providing services such as solid waste collection and dis-
posal, and water provision and sewage treatment where specific beneficia-
ries can be identified and user fees or charges imposed.

If, however, a service board is responsible for services where specific 
beneficiaries cannot be identified and specific charges not imposed such as 
for land ambulance, social services, social housing and police, it is difficult 
to see how the service board could finance these services without fairly and 
equitably raising the money through local taxation on taxpayers across the 
entire area. This basis for covering costs, of course, is identical to that 
which is currently in place or ought to be in place for financing services in 
either a single-tier system or a two-tier system. To do it in any other way 
would almost certainly be more inequitable, less accountable, and more 
inefficient.

Voluntary or compulsory purchasing from the special-purpose body or 
service board: This is not an issue if the board deals directly with taxpay-
ers—in this instance, the role and structure of the board are similar, per-
haps identical, to that of a region, county, district, or metropolitan area. It 
is an issue, however, if local municipalities buy services from the service 
board and, in turn, fund them from taxes and fees collected from their 
taxpayers. Compulsory purchasing may be a problem if each area munici-
pality has the opportunity to determine its level and standard of purchased 
services that benefit from economies of scale, generate spillovers, and are 
redistributional in nature. If, on the other hand, area municipalities have 
no choice over the level and standard (such as where a senior level of gov-
ernment sets the standards—social services, land ambulance, for example), 
purchase of service by the area municipalities from the regional service 
board seems like an unnecessary, wasteful, and inefficient step.

Voluntary purchasing may also create problems if area municipalities 
can “opt in and opt out” as they wish. First, if some municipalities refuse 
to participate, this could prevent the service board from benefiting from 
economies of scale—a major reason for creating them, in the first place. 
Second and possibly more important, area municipalities in an attempt to 
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gain control over all services provided to citizens in their municipalities 
(sometimes referred to as “empire building”) may simply refuse to buy 
from the service board and, in turn, provide the service themselves even 
when this is more costly. As well, provision of services by each area munici-
pality creates further problems if spillovers are generated or if the services 
are income redistributional in nature (Walisser et al. 2013).

Summary: There is no consensus on a number of critical issues around 
the concept of a service board or special-purpose body. Indeed, when 
these concerns have been raised with many proponents of this structure, 
the conclusion generally leads to an operational structure with service 
responsibilities and funding that are virtually identical to the upper tier in 
a two-tier structure of municipal government.

SuMMary

Municipal government structures around the world consist of a mix of 
single-tier and two-tier municipalities. In a single-tier system, each munic-
ipality is responsible for all services and each has a directly elected govern-
ing council. In a two-tier structure, each level of local government is 
responsible for specific services although some of these may be shared 
between both levels of local government. The upper tier in this structure 
is sometimes referred to as a county, region, district, or metropolitan level 
of government. In other cases, the upper tier may be an elected or 
appointed special-purpose body, agency, or commission with responsibil-
ity for providing specific services over a geographical area that is beyond 
the borders of any single lower-tier jurisdiction. In still other cases, region- 
or area-wide services may be provided through joint-use or intermunicipal 
agreements.

In designing a municipal government structure, the emphasis should be 
on a system that is responsible for setting policy and determining funding, 
not on delivery, for this may be handled in a variety of ways. Recent initia-
tives in consolidating or amalgamating municipalities in a number of coun-
tries have generally concentrated on two options: a two-tier structure and 
a large single-tier government. As well, there has been considerable interest 
in intermunicipal cooperation, including reliance on intermunicipal agree-
ments and the creation of some kind of special-purpose body with respon-
sibility for services that transcend existing municipal boundaries.

When each option is examined in terms of its ability or capacity to meet 
the following criteria: capacity for benefiting from economies of scale, 
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controlling externalities, providing services at uniform standards, redis-
tributing taxes, capturing local preferences, and being accessible, the opti-
mal design may depend on which of the criteria is given the highest 
priority. The first four support larger governing units and the last two 
support smaller units. As well, the ideal structure may vary depending on 
whether one is considering a large metropolitan area, an area where there 
is a mix of contiguous rural and urban areas, or municipalities in noncon-
tiguous, sparsely populated, and isolated communities in remote areas.

Although the municipal government system does not, in itself, deter-
mine the success or failure of local economies and social policies, it plays 
an important role in the financial and economic viability of municipalities, 
especially those that are urban centered because they are critical for the 
growth and vitality of an economy. These municipalities are frequently 
referred to as city-regions. City-regions are economically and socially 
becoming more and more important as recent trends—urbanization, 
social instability, and migration—focus on major urban centers. Not only 
are city-regions critical to the success of any country in the new global 
economy, they face serious problems with the cost of urban sprawl and 
higher demands for social service expenditures to accommodate the home-
less and economically deprived. Resolving these problems is a major con-
cern and is likely best handled under either a two-tier structure or large 
single tier. In some cases, intermunicipal cooperation arrangements may 
be necessary but these must be introduced carefully and judiciously.
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CHAPTER 5

Expenditures and Service Delivery: 
Core Services and Regulation

IntroductIon

There are a set of services that local governments are responsible for in 
almost all countries. Those services include local streets and roadways, 
fire protection, parks and playgrounds, recreation and cultural facilities 
and programs, waste collection and (sometimes) disposal, water and 
sanitation services, drainage, land use planning and control, and local 
nuisance and safety regulation. These are the core responsibilities or 
core services of local governments. How large these core services are 
in  local governments’ budgets depends upon what noncore responsi-
bilities local governments are assigned. Those noncore responsibilities 
include schooling, health care, and social assistance; that is, they are 
social programs. As demonstrated in Chap. 3, (a) local responsibility for 
these social programs varies widely across countries and (b) those pro-
grams are expensive and, where local governments are responsible for 
one or more of them, they are typically large items in the local budget. 
For example, the addition of schooling to core responsibilities often 
almost doubles local expenditures. Hence, the financial magnitude of 
local government is largely determined by what, if any, responsibilities 
it has for social programs. While it is important to understand the role 
of social program responsibilities upon the structure and financing of 
local government, it is equally important to appreciate the host of core 
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programs for which local governments are responsible.1 That is the 
objective of this chapter.

There are two major forms of core services. One is that set of services that 
involve substantial expenditures to provide. Those include the construction 
and maintenance of transportation systems (e.g., roadway and public transit), 
public order and safety services (police, fire, and emergency services), water 
and sewerage and drainage, environmental (largely waste collection and dis-
posal), economic development (e.g., promotion of business and tourism), 
and general administration (e.g., council, tax assessment, and collection). 
These activities provide the physical services, sometimes referred to as the 
housekeeping activities, that make a community functional and pleasant. The 
second form of core services is essentially regulation. These are the locally 
determined rules that normally promote safety (e.g., fire regulations, traffic 
rules, building regulations, food services inspection), promote enjoyment of 
property (e.g., regulation of land use, noise, waste), manage business (e.g., 
business licenses, taxi permits), and generally control potential nuisances. 
While usually not large items in the overall local government budget, regula-
tory activities are important for facilitating a pleasant and safer environment 
and also quality services without infringement on individuals. The discussion 
below follows this pattern by addressing the more budgetary important ser-
vices first and then looking at the regulatory activities of local governments.

core expendItures

Transportation

Transportation is important for economic, social, and even political rea-
sons. Transportation systems can be readily categorized into those compo-
nents that are of predominately national, regional, and local importance. 
Hence, responsibilities for transportation services in many countries follow 
those geographic lines. Among alternative transportation modes, govern-
ment responsibility for air and railroads is more centralized while that for 
road transport more decentralized. Because it is more decentralized and 
because it is so important for the movement of commodities and people, 
road transport is the focus of attention here. Naturally, the assignment of 

1 For insight into functional responsibilities among a wide range of countries, see Shah 
(2006a, b). Also see Boadway and Shah (2009). Those interested particularly in urban ser-
vices may also refer, for example, to Bahl and Linn (1992), Dillinger (1994) and Freire and 
Stren (2001) and to Chap. 14.
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responsibilities for regional systems depends upon the existence and role 
of regional governments. Where regional government is important, as in 
federal countries, state and provincial governments normally have a major 
role in transportation services but, where they do not, the national gov-
ernment has a greater responsibility.2

The local role in transportation services was illustrated in Table 3.1 of 
Chap. 3. In the more advanced industrialized countries represented there, 
local governments’ share of total government transportation expenditures 
ranged from about one-quarter to one-half. In the federal countries 
(Australia, Canada, and Germany), the local share is smaller because state 
or provincial governments also have an important role. In the unitary 
countries (Denmark, France, and the United Kingdom), the local share is 
larger. Among the transition countries, although unitary, the local shares 
are less consistent. In Bulgaria and Estonia, the local shares are a relatively 
small 26.7 and 13.5 percent, respectively, while, in the Czech Republic, its 
43.3 percent share is similar to other European unitary countries. For the 
three developing countries (Bolivia, Paraguay, and Kenya), the local shares 
are very small as they range from 0 to 15.9 percent. Low real incomes defi-
nitely influence the demand for and capacity to provide local roads in these 
developing countries, but, in addition, the small local share also reflects 
the high degree of government centralization there.

While local transportation services benefit local residents, regional and 
central governments often have some interest in transportation systems at 
the local level. For example, the local networks feed into the regional and 
central systems and they also provide the network for regional and central 
agencies to serve the local and often outlying areas. In addition, a particu-
lar project may meet the objectives of both local and of central or regional 
governments. Also, regional and central networks will want to ensure 
good linkages and connections with local systems. As a result, upper-level 
governments often provide grants specifically to support local transporta-
tion. Interestingly, among the countries just examined, such grants are 
almost unique to the federal countries. There, conditional transfers for 
transportation financed between 16.3 and 38.5 percent of local transpor-
tation expenditures. Among the advanced European countries, grants 
there did not account for more than 4.5 percent and there were none in 
the developing countries. Among the transition countries, the contribu-
tions of transfers (if any) are not known. Interestingly, grants for transpor-
tation can vary widely even within a country. In Canada, where local 

2 See McMillan (2002) for some discussion and illustration.
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governments are responsible for about one-quarter of total government 
transportation outlays, the transfers specifically for transportation from the 
provinces to the local authorities range from less than 1 percent to over 43 
percent of local expenditures.3 This degree of variation is unexpected 
where local responsibilities are similar among provinces, and if one 
expected that, such transfers would largely reflect spillovers.

Transportation is one of the major core expenditure areas. It typically 
ranks as the first, second, or third largest core expenditure area with levels 
ranging between 12 and 30 percent of core expenditures. Although the 
specific activities can vary, roads and streets dominate.

 Roadways and Streets
When speaking of local government transportation expenditures, it is pri-
marily roads and streets that are being considered. Roads and streets itself 
encompasses a variety of areas. Associated structures such as bridges and 
tunnels are involved. Construction, maintenance, cleaning, clearing, and 
restoration are obviously included. In addition, it will include lighting, 
signage, signals, sidewalks, other walkways, planning, and engineering and 
may include parking. Thus, when speaking of roads and streets, a wide 
variety of related facilities and services are encompassed.

Local governments are well positioned to make good decisions about 
the transportation needs and priorities of their communities. Also, the 
complexity of construction, maintenance, and care of transportation sys-
tems often parallels the size of the community and so corresponds to the 
local capacity. In addition, there are usually many consulting firms with 
the expertise to provide planning and engineering services where needed 
and to undertake construction and maintenance. Many local governments 
provide the required transportation services internally through municipal 
departments and employees while others rely heavily upon private suppli-
ers and still others contract with units of neighboring (or, in some cases, 
senior) governments. These service delivery alternatives are discussed else-
where. The main point here is that, for roads and streets, an efficient scale 
of service is sufficiently modest that local authorities typically have a range 
of options to select from in providing the services.

Local networks provide local benefits for the most part. A major benefit 
is that streets and roads provide or improve access to property and, so, make 
that property more valuable. Hence, a property tax is a very reasonable tax 

3 Transfers from the federal government are small in aggregate and those for transportation 
are typically less than 1 percent of municipal transportation expenditures.
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for generating the funds to support a local transport network. Regardless of 
the tax system used, street and road systems provide general or widespread 
benefits and are largely financed out of general tax revenues. In some cases, 
the beneficiaries are more clearly identifiable. For example, development 
levies are a reasonable means of providing streets in new developments. The 
system also provides benefits specific to users and so user charges are a 
financing option as well. That makes local licenses, perhaps local fuel taxes 
(or tax-sharing arrangements), and tolls appealing. User demand varies as is 
evidenced by rush-hour traffic. It is these peak flows that place the greatest 
demands on roadway infrastructure. Hence, local congestion charges are 
logical (and, with technological improvements, are becoming more com-
mon but by no means widespread). Thus, there are a range of local financ-
ing mechanisms that may be utilized to fund streets and roadways providing 
local benefits.

 Public Transit
Bus transportation is the most common form of public transit. There are 
two major questions about bus services for local government. One is the 
issue of whether or not local government will be involved in the provision 
of the service—that is, whether or not there will be publicly operated bus-
ses. The other is the issue of what involvement local government will have 
in the pricing of those services.

Public ownership and operation of local bus service is common. However, 
public ownership is not necessary. Private companies provide bus service in 
many cities and smaller municipalities where public service does not exist or 
provides only partial coverage. Many private operators may emerge and 
result in a system that seems unorganized and even chaotic in comparison, 
for example, to a single public operation. However, private systems operate 
efficiently and develop where there is sufficient demand to meet costs. 
Public systems, or heavily regulated private systems, may lack competitive 
pressures and, for better or worse, be expected to meet other objectives.

Public transit is often subsidized. The underlying logic for this varies 
but typically includes that it serves the poor (i.e., those unable to afford 
automobiles) and that public transit reduces congestion by reducing auto-
mobile traffic and speeding up the transportation system for the benefit of 
all. Low fares, however, benefit all users (not just those with low incomes) 
and they are likely not to be the most effective way to aid low-income 
earners. Also, because automobiles are the primary source of congestion 
and congestion charges on them are becoming more feasible, it is more 
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logical to impose congestion charges on automobiles than to subsidize 
public transit to address the congestion problem.

In major population areas, mass transit is more likely to include subway 
and rail transit for commuting. Such systems are usually large and so will 
often encompass many local governments. Therefore, it is not uncommon 
that they will be operated by a regional authority representing many local 
governments in the region or, as in Melbourne, the state government.

 Airports
Air transport involves long distances and, by its nature, is not local. Hence, 
airports have often been operated by national governments or agencies. 
Still, airports are important for the services that they provide to the busi-
nesses and people in the neighboring communities. Airports are considered 
important to the economic development of their service area. As a result, 
the local communities and their governments have interests in the services 
that airports provide and may seek a voice in their operations. In some 
cases, responsibilities for airports and their operations have been decentral-
ized to regional airport authorities comprised of representatives of the 
nearby local governments. Those authorities are expected to operate and 
manage the airport and fund it from the landing fees, passenger charges, 
and business operations of the airport. Airports are also sometimes oper-
ated by a single local government. In many cases, but not necessarily, those 
are small-scale operations catering to light or small aircraft.

Water, Sewerage, and Drainage

 Water and Sewerage
Water and sewerage services are one of the major core service expenditure 
categories of local governments. There is, however, a wide variation in the 
magnitude of this category among local governments. The major reason for 
the variation is that the demands or necessity of these services varies across 
jurisdictions. In sparsely settled rural municipalities, individual households 
provide these services for themselves and the government role is minimal. 
On the other hand, in urban or more urbanized areas, public water and sew-
erage systems are both economically feasible and attractive (even essential) 
for health reasons. Significant economies of scale are available to water and 
sewerage systems. As a result, it is often attractive to operate regional systems 
rather than numerous individual municipal systems. Regional water and sew-
erage authorities may be formed from amalgamations of local authorities, 
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may be organized through a regional level of local government (e.g., coun-
ties as opposed to the municipalities within them), or may be operated by a 
single local government that contracts with surrounding municipalities as 
well as serving its own residents.4 Private ownership is also possible but less 
common. Because of the monopoly nature of water and sewerage services, 
private ownership entails government regulation to protect customers and 
ensure fair and reasonable rates of return to the owners. Private management 
of public systems is also an option. The attractiveness of this alternative 
depends upon the effectiveness of the public sector management and that of 
the private alternative. In many places, public operations are highly efficient. 
But where they are not, private management (or even ownership) may be an 
improvement. The experience with private management has been mixed. It 
has made marked improvements in some cases but failed to live up to expec-
tations in others. Part of the problem is that the culture and institutions that 
generate poor public management are not necessarily replaced or circum-
vented with contracting to the private sector. Whether public or private, 
there is a strong case for water and sewerage utilities to meet their full operat-
ing and capital costs from their sales and services to customers. A wide range 
of charges are practical and include development levies, hookup fees, fixed 
monthly charges, and monthly usage charges (that may vary depending upon 
volume, type, and timing). Also, services and service costs to different parts 
of the system may differ significantly because of distance and geography. 
Costs to the customers in those different areas should reflect the costs in each.

 Drainage
The need for drainage services depends upon precipitation, climate, geog-
raphy, the extent and type of built-up areas, and so on. The major objec-
tive is to avoid flooding and water damage. Those who avoid the adverse 
effects of excessive water are beneficiaries but those whose structures cause 
the run-off also have responsibilities. Thus, both parties have obligations 
to pay for proper drainage. Those contributing to run-off and the need for 
drainage should bear those costs, and those that benefit from reduced 
natural water damage should pay for that. Appropriate charges should be 
levied on both.5 Different parts of the municipality may be designated 
according to their drainage characteristics and the costs of supplying ade-

4 In some cases, utilities, including water and sewerage services, are operated by state/
provincial or central governments. Brazil is an example.

5 It is to be recognized that in some, likely most, areas the residents may both contribute 
to the need for drainage plus benefit from the drainage system reducing water damage.
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quate service then be charged. In particular, where good drainage systems 
reduce or eliminate water damage, property values will increase so charges 
based on resulting improvements in property values would distribute costs 
in relation to benefits realized. Drainage and sewerage systems have often 
used the same network of pipes. More recently, however, concern for the 
treatment of all sewerage and not polluting water sources has led increas-
ingly to the separation of the two systems.

Waste Collection and Disposal

A standard responsibility of local governments is solid waste collection and 
disposal. This activity may range from as little as provision of a “dump” for 
public use to a sophisticated system of collection, disposal, and recycling 
(including perhaps even the collection of methane from landfill sites). 
Collection may be supplied by a local government department, but it is 
often contracted out to private operations. Also, it is not uncommon for 
household and nonresidential services to be handled in different ways. 
Waste collection from households is organized and often supplied by gov-
ernment, but business and industry (and often large residential units like 
apartments and condominiums) are required to arrange for the collection 
of their own solid waste through private operators. The cost of household 
collection may be paid for through property taxes (or other general reve-
nues) or by fees that may even be on a per bag or can basis. Business and 
other users contracting for collection services cover the costs through the 
fees charged. Fees will include any charges for delivery to disposal sites and 
disposal fees but do not necessarily cover the full cost of the collection and 
disposal system. Depending upon local concerns and/or environmental 
regulations, disposal sites may be simple to sophisticated facilities. 
Hazardous wastes, especially from industry, may be subject to special 
 regulations and handled in specialized facilities. Recycling is being more 
widely adopted as both a means to reduce the demands on landfills and 
because many components have value and can be profitably separated. Of 
course, informal systems of recycling exist in many countries.

Recreation and Culture

The provision of recreational and cultural services is usually one of the 
larger core expenditure areas of local government. It also is a responsibility 
for which spending tends to be concentrated at the local government 
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level. Local facilities and programs focus on serving the community gener-
ally (children, families, and individuals) and rely heavily upon volunteers 
for much of their operations. Recreational and cultural undertakings of 
the senior governments are oriented to providing training and facilities for 
more accomplished participants representing the province or nation.

Recreation encompasses the provision of parks, playgrounds, playing 
fields, sports facilities, and related programs. These are called for, used by, 
and benefit the local community so it is natural that local government be 
engaged. The public role results in large part from the public nature of the 
facilities. Local parks, open spaces, playgrounds, and so on are open access 
in that they are free for use at the user’s will. It is not practical to charge 
for them even if there was some will to do so. Sometimes modest charges 
are imposed, especially for playing fields and picnic areas, but they are 
normally only to reserve a space for a specific group at particular time. 
Much of the use of these spaces is organized (to the extent that it is orga-
nized) by the community and relies upon volunteers. Parents organizing 
and coaching children’s sports are examples. Also, many of these activities 
are coordinated to make better use of public school fields and sports facili-
ties. A consequence is that this sort of recreational facilities and programs 
are financed through general taxes. Superior access to such facilities and 
views of open spaces in urban areas are often shown to enhance property 
values and so property tax payers make some differential contribution for 
those benefits.

Local governments are also involved in the provision of recreational 
facilities such as pools, arenas, playing courts, and courses where the gen-
eral public participates in sports. Activities in these facilities are customar-
ily organized and access can be restricted and participants are usually 
required to pay something toward the cost of these more expensive and 
higher quality facilities and programs. Very often, the charges may meet 
only operating costs, if that, without making any contribution toward 
capital costs. Hence, the local government (and sometimes senior govern-
ments and volunteer organizations) subsidize these activities. Also, private 
(non-profit and for profit) operations may supply some of these same, 
similar, or substitute facilities and directly or indirectly compete with the 
public services. The voter-taxpayers of these communities have to decide 
their willingness to subsidize what often could be provided otherwise 
independently of government. This issue is raised another level when it 
comes to public provision or subsidy to professional sports teams with 
highly paid players and wealthy owners. Many communities have been 
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willing to provide (often generous) public support presumably because of 
the attention and (perhaps) honor that such teams bring to the commu-
nity and the team’s broad public support.

Cultural activities and programs are a complementary area of local gov-
ernment programs. These activities can include museums and historic 
societies, preservation, and promotion of ethnic cultures, theater, dance, 
music, libraries, and so on. As with sports, there tends to be broad public 
participation across cultural programs and a heavy reliance on the contri-
butions of volunteers in many instances. Public support may include 
building space and building operations and maintenance, support for basic 
professional input, travel expenses, special exhibits and performances, and 
the like. Such groups rarely generate funds sufficient to meet most of their 
costs and the subsidies come from general government revenues. In 
exchange, such groups are expected to contribute to the public good. 
Sometimes, the local government decision makers may have problems dis-
tinguishing between a potential deserving group and what might almost 
be a private club. Especially in larger centers, the magnitude and quality of 
services require professional input and specialized facilities. Concert 
orchestras, public libraries, major museums are illustrations. While admis-
sion fees and charges (and financial donations) are likely to be more suc-
cessful at generating funds for such organizations, local government 
support is still important.

Public Order and Safety

Public order and safety refers to fire and police protection and emergency 
services. This too is often a major expenditure category of local govern-
ment, but it is one for which the importance of varies to a considerable 
degree. Each of these main areas is considered in turn.

 Fire Protection
Fire protection is at the heart of public order and safety services at the 
local government level. While there is some history of fire protection 
being privately provided, the non-uniformity of service and the dangers 
that imposed on neighboring property and persons led to public provi-
sion. Because the adverse effects of fire are very localized, response times 
require nearby stations, and economies are achieved at a modest scale, the 
responsibilities for fire protection have come to local governments. A vari-
ety of organizational structures are found. Sometimes, special fire protec-
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tion districts are formed and, also, smaller departments will normally have 
cooperative arrangements with neighboring departments for backup in 
case of emergencies. Small and isolated local governments often rely on 
volunteers to provide their service. As community size, fire frequency, and 
fire complexity increase, communities turn more and more to full-time 
professional fire services. While governments provide the service, not all 
deliver it themselves. Some contract with other governments for service 
and some contract with private fire protection firms. Particularly in urban 
areas, property taxes based on property market value are a natural base for 
financing fire protection. In some places (e.g., Melbourne, Australia), fire 
protection costs are based on and collected through property insurance 
premiums. That method has the cost to property owners related to fire risk 
as well as property value.

 Police Protection
Local government responsibility for police services actually varies consid-
erably from country to country. Policing definitely provides local benefits 
but it also provides regional and national benefits. Hence, the assignment 
of responsibility differs from country to county.

It is not uncommon that police services are the responsibility of the 
central government (e.g., Denmark) or of state or provincial governments 
(e.g., Australia). In such cases, public order and safety is not a large com-
ponent of (even core) local protection expenditures because policing nor-
mally dominates this class of outlays. Where policing is a local responsibility, 
public order and safety, and policing specifically, is a large item in  local 
budgets. Public order and safety accounts for about 10 percent of local 
government budgets in Canada, the United Kingdom, and the United 
States and it amounts to about 18–25 percent of their core expenditures.6 
Policing costs represent the majority of those expenditures in Canada and 
the United States and about 80 percent of those costs in the United Kingdom.

Although local governments may be responsible for police services, 
they need not bear all the cost. In the United Kingdom, specific purpose 
grants meet almost half of the local expenditures for policing and policing 
costs are also factored into the general purpose grant. While local govern-
ments are responsible for policing, the actual authority rests with a joint 
police board that consists of representatives of the local councils serviced 
by the police board (the majority of the board members), selected magis-

6 See Table 3.1 of Chap. 3 or McMillan (2008).
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trates, and independent representatives appointed by the central govern-
ment. The joint board oversees the budget, assesses strategies, and 
appoints senior officers including the chief constable. Even so, the chief 
constable has considerable operational independence. The joint board 
structure and operation is intended to reflect the special nature of police 
services and to provide independence from political influence.7

While local government has policing responsibilities in most provinces 
in Canada, transfers to support policing are small. Transfers for protective 
services (essentially police and fire) average only 1 percent of protective 
expenditures.8 However, assistance may come in other ways, at least to 
some municipalities. In the province of Alberta, for example, the provin-
cial government pays for the policing of all rural municipalities and that for 
urban centers with populations under 5000 persons (recently increased 
from 2500). Other municipalities receive a small per capita grant. While 
the larger municipalities tend to have their own police forces, most munic-
ipalities contract with the federal Royal Canadian Mounted Police (RCMP) 
for local service. The province, in turn, has contracted with the RCMP for 
provincial policing. Some provinces (e.g., Ontario and Quebec) have their 
own provincial police forces. While the arrangements vary across the prov-
inces, Canadian municipalities overall are responsible for an exceptionally 
large share of policing costs.9

Policing is a service for which the responsibility assignments are diverse. 
It is one of those services for which there are advantages to both central-
ization and decentralization. People are concerned about the protection 
and the control of criminal activity in their communities and wish to have 
some local control over that. On the other hand, criminals and criminal 
activities cross borders create interjurisdictional spillovers and there are 
potential advantages to communication, coordination, and training from 
a more centralized police force. The issue is to strike a balance. Where 
policing is centralized, there is merit on permitting the local governments 
to negotiate some flexibility. Where policing is quite decentralized, as in 
Canada, there needs to be policies to ensure coordination and coopera-
tion. In addition, one would expect that specific purpose transfers would 
play an important role in funding police services in the decentralized situ-
ation; more so than is the case in Canada.

7 See King in Shah (2006b).
8 See McMillan in Shah (2006b).
9 In the United States, the situation is much the same. Local governments there account 

for about 85 percent of state and local policing expenditures. See Schroeder in Shah (2006b).
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 Ambulance and Emergency Services
Emergency services cover a range of services that are not specifically police, 
fire, or medical. Often they include planning and coordination of protec-
tive and other services required for disasters for relief in case of floods, 
hurricanes, major explosions, and so on. Emergency services also include 
services designed for small emergencies, often related to traffic accidents. 
These latter units are often integrated with fire and/or ambulance services.

Ambulance or, more generally, emergency medical services are to deal 
with emergency medical situations. Often, but not necessarily, they are 
called because of injuries related to fires or accidents to which the fire and 
police services also respond. The nature of the service allows costs to be 
covered to a large extent by user fees. Hence, ambulance services may or 
may not be provided by government. Where government has not become 
involved, private services usually are available although they may be more 
limited in availability and capacity. Also, local government may or may not 
be involved. In some cases, ambulance/emergency medical services may 
be part of a senior government’s public health-care system.

Economic Development and Tourism

Local governments, like other levels of government, are interested in 
improving the local economy. Usually this interest results in two strate-
gies. One is to encourage business to move to (or stay in) the community. 
The other is encouraging people to visit the community. At a basic level, 
both of these involve advertising the local jurisdiction so that potential 
firms and tourists are aware of it as an alternative. In other cases, more 
aggressive strategies are pursued. For example, to attract tourists, the local 
government may invest in convention centers or sponsor major sporting 
events. The economics of these pursuits is often debated. To attract busi-
ness and jobs, some local governments offer economic incentives such as 
tax concessions, land at reduced prices, and other inducements. Again, the 
economics of such incentive programs is debated. Reflecting that debate, 
some senior governments prohibit their local governments from offering 
economic incentives to firms. The promotion of economic development 
and tourism is a relatively small part of the budgets of local governments 
but expands if the more aggressive strategies are followed.

Local governments occasionally actually engage in business or business- 
like ventures. Utilities are an example although those often were initiated as 
a result of the lack of private suppliers at the time (e.g., electricity, telephone, 
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natural gas) or the reluctance of private suppliers to undertake those ven-
tures (e.g., water and sewerage). An example of business ventures more akin 
to economic development efforts is public markets which are common. The 
markets attract suppliers and customers to the local community and the 
local government usually rents space to the sellers. Some local governments 
also engage in land assembly and servicing in preparation for sale to small 
builders to facilitate the availability of land for new homes or businesses. 
These ventures are expected to at least cover their costs. The need for such 
land development efforts depends upon the extent of private interests in 
land development and may be more common in smaller centers. Cities 
interested in land development often have to do with redevelopment in old 
and run-down areas. The task of reconstruction and turning an area around 
to restore its economic viability often exceeds the capacity of single develop-
ers. Hence, a local government may get involved in land assembly and 
incentives for new development in area revitalization efforts. Some novel 
initiatives and financing tools have emerged to aid pursuit of these objectives 
(Chapman 1998; Ingram and Hong 2010). Of course, in countries such as 
China, where local government is actively involved in business, this local 
government activity can be much more extensive, varied, and important.

General Government

The broad expenditure category, general government or general govern-
ment services, is usually a relatively significant part of local government 
core expenditures. Having it amount to 10 percent of core expenditures is 
not uncommon. Obviously, this category includes a variety of activities that 
are essential for the functioning of local government but are not associated 
with any particular activity or expenditure area. Among those  functions are 
council and its operation, elections, information and communication with 
constituents and taxpayers, and, among others, the finance department 
that does assessment and taxation. While individually these activities are 
small in budgetary terms, collectively they amount to a sum comparable to 
major and well-recognized activities. Also, they are important to successful 
operation of local government.

regulatIon

In addition to granting powers to raise revenues and to spend on particu-
lar programs, the legislation governing local governments also grants local 
governments powers to pass bylaws to regulate certain activities. A num-

 H. KITCHEN ET AL.



171

ber of such regulations readily come to mind—land use controls, traffic 
regulations, building codes, and constraints on waste disposal. The estab-
lishment and enforcement of these bylaws are not obvious, nor particu-
larly large, items in the municipal budgets and so this dimension of local 
government may be overlooked (especially when concentrating on the 
financial perspective). However, the rules and regulations governing much 
of individuals’ and businesses’ behaviors in the local environment are vital 
to the smooth functioning of the community and the general enjoyment 
of living and working there.10

The need for regulatory powers emerges from a number of situations 
common to public economics. Having bylaws governing behavior in a 
community parallels having laws and a justice system for the country. 
Everyone benefits from the protection afforded and the protection pro-
vided for one person does not diminish the protection available to another. 
That is, the regulatory system of a local government can be characterized 
as a local public good. Land use planning and controls provides a more 
specific example. Knowledge as to how land will be used, where and what 
roads will be built, to where services will be extended, enable individuals 
to make better decisions. Regulations are to avoid adverse externalities. 
Zoning, for example, helps decision makers avoid undesirable or incom-
patible locations and, alternatively, helps them take advantage of agglom-
erations. For example, households can avoid high traffic areas near what 
will become concentrated commercial developments and noisy industry. 
Commercial enterprises, on the other hand, can congregate in anticipation 
of establishing a shopping node. Similarly, traffic regulations are intended 
to minimize the adverse spillovers among vehicles and between vehicles 
and pedestrians. Regulations also help offset problems of asymmetric 
information; that is, when sellers and buyers have different amounts of 
information about the product. Building codes are an illustration. When 
building codes are in place and enforced, buyers of new structures have 
assurance that the building meets certain standards. Otherwise, it is diffi-
cult to judge construction quality after completion. Thus, local govern-
ment bylaws arise from the presence of certain market failures. Their 
presence affords greater security of persons and their property for improve-
ment of individual and community welfare.

10 Discussion including the regulatory powers of local governments can be found for 
Canada in Scancton and Young (2009). A survey of regulation in European countries, 
including regulation at the local level, is found in a series of OECD papers entitled Better 
Regulation in Europe.
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Local regulations are not necessarily essential to avoid the more serious 
adverse effects of the limitations of the local market.11 Local governments 
in different places and in different countries do not have the same regula-
tory powers nor, even if available, do not necessarily use them to the same 
extent. Where local bylaws do not exist to govern particular activities, the 
community and the private sector create substitutes. Customs and con-
ventions may be sufficient. In other cases, individuals will rely more on 
private contracts and, if necessary, courts to protect their interests. Thus, 
the extent of reliance upon local regulations is a choice. It is a matter of 
weighing the cost and benefits of the alternatives. In addition, the need for 
and extent of local regulations will depend upon the extent of the laws and 
regulations of senior governments. For example, an extensive product and 
building code at the senior government level reduces the need for or the 
extent of local codes. Thus, there are options to local regulation and the 
degree of local regulation will depend, in part, upon them.

Illustrations of Local Regulation

 Land Use Regulation
Land use regulation by local governments exists presumably, as other reg-
ulation, because local voters consider that the nature of land use that 
results under regulation is superior to that resulting under an unregulated 
land market. The objective of the controls may be directed primarily at 
controlling the pattern of land use within the jurisdiction and to maintain 
and enhance the community’s character. Controlling the pattern of land 
use focuses on zoning to separate incompatible land uses.12 That is, par-
ticularly separating residential, commercial, industrial activities. Critical in 
doing so is that these designations are made in advance of development to 
enable land users to make informed choices. In the case of developed areas 
in transition, rezoning should allow existing and new owners to plan and 
to avoid negative externalities resulting from the changes.

Zoning for preserving and enhancing the community’s character is a 
more recent dimension of land use controls. This aspect encompasses a 
variety of directions that can include ensuring greater homogeneity within 
neighborhoods or subdivisions and possibility limiting diversity in the 

11 For an early discussion of the alternatives, see Coase (1960).
12 Fischel (2015) provides an extensive examination of zoning and land use regulation.
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municipality altogether. That is, perhaps to maintain the character of the 
community, perhaps to improve property values, perhaps to realize fiscal 
benefits for the local government and taxpayers, zoning is used to make 
the municipality more attractive to certain groups and activities and less 
attractive or accessible to others. Minimum lot size, construction codes, 
density restrictions, limitations on commercial space, and so on are exam-
ples of the methods. In part, the community may be attempting to attract 
residents and businesses that have low service costs and a high ability to 
pay taxes so as to provide the municipality a fiscal advantage. According to 
Ladd (1998), this objective of land use controls has become more impor-
tant in the United States and in cases clearly becomes exclusionary. She 
notes that the courts have been reluctant to reject zoning based on eco-
nomic factors (e.g., as opposed to racial). Ladd notes that land use con-
trols evolve reflecting the pressures of property developers, current 
residents, and, to some degree, potential residents. At this point, current 
residents seem to have the greater influence.

Land use controls and zoning in the United States increased sharply 
after a watershed legal case in 1926 and subsequent template legislation 
advanced by the federal government (Ladd 1998). Thereafter the use, the 
scope, and the objectives expanded with the objective of enhancing the 
community’s character developing a greater presence. Despite the growth 
of land use controls, not all jurisdictions have adopted them. A notable 
exception is Houston, Texas, which does not have conventional municipal 
zoning but relies upon private agreements created through land develop-
ers. The use of land use controls varies widely among countries.

 Regulations for Health and Safety
Local governments often make many regulations designed to protect 
health and promote safety. These include those governing traffic and 
transportation, building standards and conditions, fire safety, food ser-
vices, and disposal of remains. These are addressed briefly below.

Traffic and Transportation
Addressing the infrastructure needs of motor vehicle traffic is one of the 
major responsibilities of local governments. Also important are the rules 
and regulations that enable the effective and safe use of the transportation 
system by drivers and pedestrians. Regulations governing traffic flows 
(e.g., one- and two-way streets) and speed limits are standard. Parking 
regulations are important as well. Regulations extend to pedestrian traffic 
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and non-motor vehicle traffic as well. In environments where snow and ice 
is a problem, property owners may be required to clear sidewalks to facili-
tate pedestrian traffic.

Building Standards
Local regulations covering buildings are to benefit two groups—buyers, 
particularly of new structures, and users of buildings (i.e., residents, work-
ers, visitors). Building codes are in place to (try to) ensure that all building 
built (or renovated) in the municipality meet at least minimum standards. 
Normally those standards cover the basic structure plus internal services 
such as electricity, heating, cooling, ventilation, plumbing, and lighting. 
Conditions related to fire safety are also normal. In addition, local condi-
tions may pose special hazards that must be accounted for in construction 
codes. For example, cities in areas prone to earthquakes often have special 
provisions to reduce damage should an earthquake occur. Severe weather 
(winds, rain, snowfall, temperatures) or unusual geological conditions 
(soil, slopes) can call for special requirements. The existence and enforce-
ment of building codes can improve the safety of buildings. These stan-
dards provide assurance to buyers of structures (especially if they were not 
involved in their design or construction) and assurance to those living, 
working, or visiting buildings in the municipality that certain standards 
have been met.

While local standards have advantages, if these vary widely among local-
ities within an economic area (e.g., many municipalities within a metro 
region), the differences can make construction more complex and impose 
higher costs without real improvements in safety. Coordination providing 
a common acceptable code can be an advantage. Having local differences 
that matter is valuable, but local differences that do not matter, but may 
develop haphazardly, are a burden.

Local governments also commonly have regulations governing the 
conditions that buildings must meet in order to be occupied or be used for 
specific purposes. Rental properties and work sites, in particular, are cus-
tomarily expected to meet minimal space and hygienic standards or be 
closed down. Particular attention may be assigned to homes for the elderly, 
schools, and daycare facilities. Business serving the public—for example, 
theaters, clubs, stores, markets—are expected to meet safety standards and 
are subject to periodic inspections (especially in regard to fire safety).
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Fire Risk and Hazardous Products
Protection from fire, fire prevention, and safety in the event of fire are 
important concerns. In addition to firefighting, fire departments are usu-
ally responsible for inspecting buildings to check for fire hazards, to check 
that exits are adequate and accessible, and to see that protection equip-
ment is present and functional. Closely related is the regulation of hazard-
ous products. That regulation can involve places and conditions of use, 
storage, transport, and so on.

Food Services
Business selling food to the public is commonly subject to local regulations. 
There is concern that the products are safe for consumption. Local inspec-
tion can cover food production and transportation facilities and those sites 
involved in the preparation and sale of the products to the public. This over-
sight reduces the danger of adverse consequences resulting from improper 
handling or preparation of food products that could affect many people. It 
provides assurance to consumers who, for the most part, are unable to make 
assessments themselves of the safety of the services provided.

Disposal of Remains
Especially in urban or relatively densely populated rural areas, the proper 
disposal of dead animals is important for health reasons. Hence, regula-
tions (and perhaps facilities) addressing their disposal are in place.

Appropriate disposal of human remains is also an issue of some local 
responsibility. In addition to regulations covering proper disposal, local 
governments often provide cemeteries or crematoriums and may be respon-
sible for supervision of those operated by religious or private organizations.

 Nuisances
The daily activities or choices of some people often have negative conse-
quences for others. Especially when the actions and their effects are of a 
small scale and very local in nature (essentially nuisances), local govern-
ments have been called upon to create regulations to protect people from 
undue adverse effects and to avoid conflicts. The basic rationale is that the 
regulations are there so that individuals can be assured reasonable enjoy-
ment of their activities and their property.

Nuisances come in many forms. Some of the more common types are 
noted here for illustration. Improper disposal of waste is a common 
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complaint. This may take the form of littering to dumping garbage in 
public places or on the property of others and extends to the accumulation 
of garbage or the collection of items on an individual’s own property that 
interferes with others (notably neighbors). Local governments often have 
regulations against these activities and penalties to enforce them. Draining 
or diverting water onto some else’s property is another example. The issue 
might be as modest as the flow of water from downspouts. Large bodies 
of water and special areas (e.g., wetlands) normally involve senior govern-
ments. Small sources of air pollution present another case. Smoke from 
burning rubbish could be the cause and rubbish burning is commonly 
regulated by local authorities. Excessive noise, especially during evening 
hours, is another example of an activity subject to local bylaws. Control of 
animals including pets—presence, restraint, noise from, disposal of their 
waste are examples—is another popular area of local regulation. Trees 
overhanging another’s property also present an area of regulation. Weed 
control is a final example and one that is of particular importance for rural 
municipalities. Adverse spillovers that can result from relatively common 
daily activities is the common issue. Regulation by local government pro-
vides a reasonable avenue to avoid those negative effects.

 Regulation of Business
Local businesses can be subject to a variety of regulations imposed by their 
local governments. Land use controls have been discussed. Licensing is 
standard. Licensing provides a (usually small) source of revenue, informa-
tion about business activity, and an avenue for control. Licensing and 
 zoning together can work to exclude undesirable business or to relegate 
them to well-defined areas where the negative spillovers will be kept to a 
minimum. Business hours are often regulated, presumably to avoid exces-
sive hours or inconvenient shifts being expected of workers (and owners). 
The type and extent of business activity that can take place out of a resi-
dence is also subject to control. Controls on business activities operated in 
public spaces and on itinerant business are common. Privately operated 
public utilities can be a particular focus of attention. In particular, local 
governments often regulate public transportation. Sometimes that has the 
effect of limiting competition, that is, although possibly intended to 
ensure orderly service. Limitations on the number of taxis that can operate 
is a good example. Another reason is to ensure that the equipment and 
staff (particularly drivers) are safe for public service.
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 Behavior in Public
A final major category of public regulation covers people’s behavior, activi-
ties, and things in public places or in places open to the public. Such regula-
tions may cover appropriate dress, exposure, bodily functions, consumption 
of alcoholic beverages, begging, aggression, signage (e.g., political, business 
and other), and so on. The objective is to constrain the behavior of persons 
that infringes on acceptable standards, endangers the person engaged or oth-
ers, or unduly detracts from people’s enjoyment of their activities or property.

conclusIon

This chapter has focused on the core activities of local government. Core 
activities refer to that set of responsibilities that are almost universally 
assigned to local government. These activities are of two types. They 
include a set of core services (sometimes characterized as housekeeping 
services) and a set of regulations. Core services include local roads and 
transportation, water and sewerage and drainage, waste collection and dis-
posal, protection and safety, economic development, and general govern-
ment. This set of services contrasts with local government engagement in 
social services. As noted in  Chap. 3, local responsibility for social services 
differs greatly across countries; from nil to full responsibility. Core services 
are almost uniquely local. The one service that stands out as a potential 
exception is policing. In some countries policing is a local responsibility 
and in some it is the responsibility of a senior government. Otherwise, the 
exceptions usually relate to ambulance and emergency services that are 
sometimes part of a national health service and regional mass transit that 
is sometimes centrally operated.

Regulation is also an important function of local government. Because 
it is not usually an obvious budgetary item, its role is sometimes over-
looked. Regulation is directed at a variety of activities of primarily local 
importance. The scope of local regulations usually covers land use, traffic 
and transportation, various local conditions relating to reducing risk and 
improving health and safety, coping with nuisances, business operations, 
and activities in public places. As with public services, local regulations 
emerge because they are seen as an effective way of dealing with certain 
limitations of the market.

Although distinctly local, core services are not entirely separated from 
senior government. On the services side, senior governments may require 
that certain standards of local services be provided and they often provide 
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conditional grants to promote certain activities (some of which may reflect 
spillover benefits). On the regulatory side, senior governments also make 
laws and regulations and the spheres of influence may overlap. Normally, 
senior governments’ laws take precedence. The extent and scope of senior 
government regulations will affect the extent and scope of local govern-
ment regulation. However, senior government can work with local gov-
ernments to provide template regulations that minimize complicating ad 
hoc differences among local governments while permitting local variations 
where important.
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CHAPTER 6

Expenditures and Service Delivery: 
Social Services

IntroductIon

During the second half of the last century, there was dramatic growth in 
government, especially in the industrialized countries. Across 17 industri-
alized countries, Tanzi and Schuknecht (1995) report that the ratio of 
government expenditures (G) to GDP increased from 27.9 percent to 
47.2 percent between 1960 and 1994. Growth in social spending was the 
main driver of that growth in government. For that group and time, social 
expenditures increased from 10.1 to 21.7 percent of GDP and those for 
subsidies and transfers rose from 8.3 to 23 percent. More recently, the G/
GDP ratio has not only stabilized but has declined slightly, to where G is 
an average of 43.9 percent of GDP, in part due to declining interest rates 
and debt-servicing costs (Schuknecht and Tanzi 2004).1

Governments have typically had a role in providing social programs 
and, clearly, that role has increased. Governments’ role in providing assis-
tance for the needy has resulted because the care available from religious 
and volunteer groups has usually been considered insufficient (and vice 
versa). Also, over time, a social safety net has come to be recognized as 
supporting market specialization, labor mobility, and risk taking; benefits 
that take on more relevance as trade and international trade expands. 
Governments have usually played a particularly prominent role in  schooling 

1 Afonso and Furceri (2010) report parallel results across 28 OECD and European Union 
countries to 2005.
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and education. The increasing importance of education and skills in the 
labor market has pushed the public role further as secondary education 
became the norm and post-secondary (vocational and academic) educa-
tion is increasingly expected by employers. Advances in health services 
have expanded the benefits from quality medical and hospital care. While 
the benefits increased, so have the costs. Public health insurance has been 
widely adopted as a means to ensure general access at reasonable cost. 
Public health programs have usually included public delivery of significant 
components of the system, especially hospitals. Overall, public social pro-
grams have grown substantially largely because they afforded a popular 
means of sharing risk and of realizing growing benefits.

Has the growth in public social programs had implications for local 
government? It was demonstrated in Chap. 3 that the size of local govern-
ment depends largely upon what responsibility local government has for 
social programs. In some (indeed many) countries, those responsibilities 
have been major so the growth of social (or particular social) programs has 
had an obvious impact. In other countries, local governments have almost 
no role in social programs. Yet, in these cases, it is too simple to assume 
that social program growth has not affected them. Not infrequently, 
responsibilities for (at least some) social programs have been reassigned or 
assumed to varying degrees by senior governments because, in part, of 
their growth.

The purpose of this chapter is to look closely at the delivery of social 
services by local government so as to better understand the differences 
that exist among countries, the range of delivery options, and factors 
affecting their success. The initial section examines the fundamental ques-
tion of decentralization of delivery versus decentralization of funding and 
the alternative approaches that emerge. Subsequent sections look at the 
major specific social services: schooling, health care, and social assistance. 
A conclusion completes the chapter.

the SocIal ServIce Quandary

Local Delivery Versus Local Funding

A fundamental difficulty often encountered when assigning responsibilities 
for social programs is that the government that is the right size for delivery 
is the wrong size for funding. That is, there can be a delivery- funding mis-
match. Schooling presents a good example. Schools serve a distinctly local 
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community (those in its catchment area), and the schooling provided is of 
special interest to those sending their children to the school. Hence, the 
delivery of schooling is very localized.2 The benefits of schooling, however, 
are more dispersed. Clearly the children, their parents, and the local com-
munity reap large benefits, but the social benefits extend much further as 
they encompass the benefits of educated citizens and a more productive 
workforce. In particular, graduates are mobile and the resulting social and 
economic (e.g., taxes) gains are very likely to be realized elsewhere. These 
externalities call for sharing the cost of local schools with a broader com-
munity and result in the larger community having a voice in the quantity 
and quality of local education. In parallel, local residents are willing to 
contribute to ensure quality schooling elsewhere because of spill-in bene-
fits. Thus, while the delivery of schooling is very much oriented to local 
units, funding is usually not constrained to local sources. The authority 
best suited for delivering schooling is not the authority best suited for 
financing the service. The disconnect between the two may be broadened 
if the local authority has a tax base that is felt to poorly match benefits 
received and ability to pay for the schooling.

Similar situations exist for health care and social assistance. The services 
of hospitals, clinics, and health professionals serve a local clientele. The 
ideal group among which to share health risks, however, is likely larger 
than most local jurisdictions, especially for the more serious health prob-
lems. Hence, again, the jurisdiction that is best for delivery may not be the 
one best for financing. Social assistance is widely recognized as a responsi-
bility not well suited for local governments. Under provision can be 
expected because generous benefits will attract clientele and burden local 
taxpayers while meager benefits will shed clientele and reduce the local 
taxpayers’ burden. In addition, local governments often do not have taxes 
well suited to financing social assistance. The conventional recommenda-
tion is that social assistance be a central responsibility because then (a) 
neither clients nor taxpayers have an appealing migration option and (b) 
central governments have a broader range financing alternatives. The issue 
with central delivery is that local decision makers may be better positioned 
to identify the needy and their needs plus take into account local condi-
tions (e.g., living standards and costs).3

2 Even school services provided by a broader school district are still quite local.
3 For a comprehensive discussion of the assignment of responsibility and funding for social 

services, refer to Boadway and Shah (2009) and Litvack and Seddon (1999).
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Alternative Approaches

When faced with a situation in which the local authority is best for delivery 
but not for funding, what options are available? Viewed from the perspec-
tive that the local government is the one now delivering and financing the 
service, five options are discussed below. They are: do nothing, centralize, 
contract with the local government, introduce transfers, and introduce 
alternative taxes.

 Maintain the Status Quo
This is the do nothing option. Assuming that the local government is the 
one now both delivering and financing the service, let things continue that 
way. This arrangement may be less than ideal but it may be the most prac-
tical alternative. That is, although it has its faults, any feasible alternative 
has more serious problems or the potential improvements do not warrant 
the costs of undertaking the change. An existing less than perfect arrange-
ment might be the best that can be accomplished. While it should not be 
an excuse for inaction, the status quo option should not be ignored.

 Centralize
The opposing alternative is to centralize both delivery and finance. Here, 
the central government takes over both responsibilities.4 It is assumed that 
the central authority is able to internalize the benefits and has suitable tax-
ing powers to match, better than the local government, the benefits 
received and/or ability to pay criteria appropriate for the service. In this 
case, however, the central government takes over delivery. This is where 
problems are usually expected to arise. Centralized services are commonly 
characterized by a uniformity that overlooks local preferences and condi-
tions resulting in reduced satisfaction and production inefficiencies. Thus, 
while centralization may offer benefits on one side (internalizing externali-
ties and providing greater financing options), it may result in losses on the 
other (local satisfaction and production efficiency).

 Contract with Local Government
If central financing provides major benefits while local delivery produces 
important gains, the central government may find that contracting with local 

4 The “central” authority need not be the central government but could be a higher gov-
ernment (e.g., a province) that suitably internalizes the benefits and has suitable financing 
options.
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authorities to deliver the service is an attractive alternative. Here, the central 
government can define (national) standards for the service (such as access, 
coverage, and quality) and pay the local authority to deliver as specified. In 
this case, the local government is the agent of the central government. Often, 
to help promote local economy in delivery, central compensation is slightly 
less than (e.g., 95 percent of ) local outlays for the service.

 Transfers
One of the more common mechanisms for addressing the delivery- funding 
mismatch problem is intergovernmental transfers. The central government 
can offer to share part of the cost of the service with a grant or transfer of 
funds. The portion of the cost that the grant would represent should cor-
respond to the spillover of benefits beyond the supplying local govern-
ment. Grants can be designed to approximate the external interest; for 
example, a fixed amount per unit produced, open-ended matching, or 
closed-ended matching. Thus, the central authority shares part of the cost 
and it promotes local provision of the externality generating commodity. In 
addition, the granting government may impose other conditions designed 
to ensure that the commodity meets the broader social interests and pro-
motes cost-effective provision. Local governments are left to deliver the 
service. In addition, they may vary the service somewhat to meet better 
local preferences and circumstances.

A different local provision problem arises if under provision results only 
because some localities have low fiscal capacity. That is, municipalities hav-
ing adequate fiscal capacity produce sufficient output (e.g., schooling) so 
that the central authority is satisfied but low fiscal capacity municipalities 
produce less and their output is considered to be insufficient by the central 
authority. In this case, an option is to give grants that equalized fiscal capac-
ity to the fiscally disadvantaged local authorities (e.g., municipalities or 
school boards). If the funding goes to a multi-purpose local government, 
the granting government will need to assess carefully whether an equaliza-
tion grant will accomplish the objective better than a targeted specific cate-
gorical grant. Also, it is possible that all the local authorities lack the fiscal 
capacity to provide the particular service at appropriate levels. If so, then a 
fiscal gap exists between the levels of government. In this case, all local 
authorities would need a gap-filling transfer to ensure them the capacity to 
provide the services at levels considered adequate. Again, in these cases, 
local fiscal capacities will vary and not all local governments should get iden-
tical funding, that is, the gap-filling gaps would be equalizing as well.
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It is very likely that a service involves both externalities and fiscal dis-
parities. In that case, (probably separate) grants to address the two prob-
lems will be required.5

 Introduce Alternative Local Taxes or Charges
Even if services provide purely local benefits, local governments may 
encounter difficulties providing the desired level of public services because 
their funding options do not correspond well with local attitudes about a 
fair allocation of costs. Such a situation could arise when charges for services 
are controlled or restricted by central authorities. Residents may be pre-
pared to pay higher user charges in order to get better services, but instead, 
if better services are to be realized in the existing restricted situation, the 
additional cost must come from some local tax that may be seen as imposing 
the extra burden in an unfair fashion. Similarly, local governments limited to 
a property tax may be unwilling to provide social services to the same level 
that they would if they had access to a broader range of taxes, for example, 
a local income tax. Such situations may be improved by reducing controls 
on local fees or tax rates and even by allowing the introduction of new alter-
natives. In addition, if spillovers, significant disparities, or fiscal gaps exist or 
persist, transfers may still be required.

SchoolIng

For both OECD countries and ten developing countries, over three- 
quarters of students at the primary and secondary levels are enrolled in 
public schools and their operations typically require 3 to 4 percent of GDP 
(Mitch 2004). Thus, public schools are responsible for the provision of 
most schooling, and the necessary resources are considerable and com-
mand a large share of government budgets. The interest here is in how the 
public sector funds schools and, in particular, the role of local authorities 
in their finance and operations. The format will follow the financing alter-
natives discussed in the previous section with arrangements in selected 
countries illustrating each method. However, given the broad concern for 
youth getting a fair educational opportunity and the diverse abilities of 
local governments to provide that, it is rare to find schooling entirely a 

5 For a comprehensive discussion of grants (intergovernmental transfers), refer to Chaps. 
12, 13, and 14.
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local responsibility. However, there are instances (e.g., El Salvador until 
recently) where remote rural schools relied entirely upon local resources. 
Hence, the local option is skipped to proceed directly to consider the cen-
tral provision or at least participation in school finance.

Central Financing and Delivery

In some countries, schooling is provided by central authorities and local 
governments have nothing, or very little, to do with schooling. Australia is 
such a case. There, the states are responsible for schooling. New Zealand is 
another example. New Zealand, however, decentralizes important aspects 
of school decision-making by funding schools through a combination of 
block and per pupil grants plus providing students the option of attending 
the school of their choice. As a result, schools compete for students and 
funding. Criticisms of the system are that central funding can be insuffi-
cient (and there are no real alternative sources) and that disadvantaged 
students become isolated (Mitch 2004).

France provides a variation on the centralized theme. There, schooling 
is the responsibility of the central government and it provides and pays the 
teachers (determines curriculum, etc.) but the school buildings are a local 
responsibility (Prud’homme in Shah 2006b). The communes (the lowest 
level of local government) are responsible for the primary school build-
ings, the departments (the next level) for the junior high schools, and the 
regions (the upper tier) for the lycées (high schools).

The school system in India is also highly centralized. While authority is 
nominally decentralized to the local level, resistance by the teachers’ orga-
nizations and the schooling bureaucracy has effectively made the states 
responsible for schooling. In contrast to those centralized systems already 
noted, the school system in most of India is unsuccessful. Teacher absen-
teeism and deteriorated schools are noted problems stemming from a lack 
of adequate state supervision and no local authority (Dethier 2000).

Central Government Contracting with Local Governments

Since 1980, Chile has had a “voucher” system for funding schooling. The 
system is based on a per student grant paid monthly for students attending 
the school. The per student grant is effectively a “voucher” in that the stu-
dent can chose to attend a municipally operated public school or a (publicly 

6 EXPENDITURES AND SERVICE DELIVERY: SOCIAL SERVICES 



188

supported) private school.6 Thus, the system funds (at least subsidizes) stu-
dents’ schooling and it expands school choice to include private schools. 
About 55 percent of the per student transfers go to municipal schools and 
45 percent to private schools. The per student grant depends upon numer-
ous factors including grade level, type (scholastic or academic), location 
(urban or rural), and hours of instruction. Due to capacity constraints, most 
government schools operate two half-day classes. For public schools, the per 
student grant meets school expenses. However, public schools, like the pri-
vate ones, can charge fees but, if they do, the grant is adjusted downward as 
the level of the fees increase. Also, municipalities may supplement schools’ 
grant revenues. A modest portion (10–15 percent) of the national govern-
ment’s school funding is dedicated to special programs designed to support 
expanded access, improving quality, and supporting particular groups or 
reducing particular problems. A major initial impact of the voucher system 
was to increase substantially the number of students in private subsidized 
schools (from 14 percent in 1980 to 34 percent in 1990). Municipal reforms 
during the 1990s providing greater local voice and autonomy and reducing 
the gap between responsibility and authority is seen as having contributed 
to convergence of performance indicators both among public schools and 
between the municipal and the private schools.7

The basic funding for schools in the province of Alberta, Canada, is a 
provincial per pupil instructional grant paid per student in attendance. 
That payment varies by level of schooling but is uniform across the prov-
ince. Other needs-based grants are provided to address transportation 
costs, students with special needs, other special programs, special circum-
stances (e.g., isolation), and the capital requirements notably for school 
buildings. Provincial funds cover essentially all of the costs of public 
schools. School fees are kept to a minimum (e.g., for excursions, sports 
shoes, sundry supplies, extra supervision) and, while there is a provision 
for school authorities to levy a supplementary tax (not to exceed 3 percent 
of budget) if approved by referendum, it has not been used. Voluntary 
fund raising at the school level exists but provides very small amounts. The 
approximately 60 school divisions in the province are the local authorities 
responsible for schooling. They are independent from the general-purpose 

6 There are also non-publicly supported private schools.
7 See di Gropello (2004, 2005) and Letelier in Shah (2006a). See Angrist et al. (2002) for 

results of a school voucher experiment in Colombia. Letelier and Ormeno C (2018) point 
out that the recent government in Chile is undertaking a program to centralizing the admin-
istration of schools.
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local governments, the municipalities, and they have their own elected 
councils (school boards). Although elected, because the school authorities 
can effectively only decide on how provincial funds are allocated for school 
purposes and (effectively) cannot tax and so affect the level of school 
finance within their jurisdiction, it is debatable whether they can really be 
considered a true local government. School authorities are more local 
authorities contracting with the provincial government to provide school-
ing with the funds provided to them for that purpose and according to 
provincial criteria concerning curriculum, standards, teacher qualifica-
tions, and so on. The school divisions are responsible for hiring (and fir-
ing) teachers and other staff and they negotiate salaries.8

Private schools are minor players in the Alberta (indeed, even in the 
Canadian) schooling system. Only 4 percent of kindergarten to grade 12 
students attend private schools. Those schools usually have a religious or 
alternative academic focus. Essentially all of those students attend schools 
accredited by the Alberta Ministry of Education. Accredited private 
schools receive support from the provincial government at 60 percent of 
the level provided to public schools.

The province has done much to promote decentralized decision- 
making. Part of that effort was to expand the flexibility of budgeting at the 
individual school level and to promote parent councils at the schools. 
Following the pioneering and successful lead of the capital city’s school 
board, the province introduced an open boundary policy. Students can 
choose to attend any public school and the funds follow the student. The 
Edmonton Public School Board has had a highly successful internal open 
boundary policy under which students could select any school within its 
jurisdiction. The only restriction is that the school must take neighbor-
hood children first and then accommodate others as space permits. The 
result has been that schools compete for students and teachers and, in 
some cases, design their programs to appeal to particular interests (e.g., 
sports, the arts). This program has proven successful and popular and has 
attracted considerable, including international, attention. Open boundar-
ies are most effective in larger urban areas having many schools in close 
proximity to one another, but it has broadened options for students in 
rural areas as well.

8 Information on schooling in Alberta can be obtained from the Ministry’s website www.
alberta.ca/ministry-education.aspx. An overview of schooling in Canada can be found in 
Rosen et al. (2008), Kitchen (2002) and Lawton (1996).
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Alberta only adopted full provincial school funding in the mid-1990s. 
Before that, the province provided transfers to the school boards to assist 
local school financing. The magnitude of the grants varied considerably 
over time depending upon the province’s fiscal condition but amounted 
to over 50 percent of school budgets province wide. The school boards 
taxed local property owners for the remainder of the funds that they and 
their electorate felt was required.9 The share met by grants and so the por-
tion of budgets generated locally depended upon local tax capacity. The 
local tax and transfer model was typical of school funding for most 
Canadian provinces until the late 1990s. Today, only two of the ten prov-
inces follow that model and provincial support there has increased. The 
others have essentially full provincial funding. While full provincial fund-
ing equalizes finances, an issue is that total funding can be sensitive to the 
province’s financial condition without local authorities and their residents 
having any recourse to alternative sources if they consider the provincial 
funding insufficient.

Intergovernmental Transfers

The typical arrangement in the United States has local school authorities 
responsible for providing schooling to the children in their jurisdiction.10 
The school districts are usually separate single-purpose local governments 
with elected boards. The local school districts operate under the authority 
and supervision of the state government’s ministry of education. The state 
sets curriculum, teacher qualification, performance standards, and, increas-
ingly, funding. Schools have relied heavily (initially almost entirely) upon 
local funding, typically from local property taxes, but state support gradu-
ally increased.11 State support has expanded, particularly beginning in the 
1970s, as a result of a series of court cases ruling that the states had a 
responsibility to moderate the disparities in per student school  expenditures 
across local districts, that is, equalize funding (at least more than had been 
the case). In 1960, local funds accounted for about 57 percent of school 

9 When the provincial government assumed full responsibility for funding schooling, it 
introduced a provincial property tax that replaced the local school property taxes and raised 
a similar amount of revenue.

10 Only in Hawaii is schooling a state responsibility. Further information on schooling in 
the United States can be found in Mitch (2004), Schroeder in Shah (2006b), and the Urban 
Institute (www.urban.org/).

11 School districts in a few states have access to a local income tax.
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finances but, in 2015, local funds represented 45 percent. The average 
state contribution is 47 percent. The contribution of state funds varies 
widely across the states, for example, from about 20 percent to about 90 
percent in 2013–2014.

The usual methods for equalizing local school funding are foundation 
programs or power equalizing programs. The foundation program is 
designed to provide a minimum standard or foundation level of funding 
per student in all districts. The state sets the level of per student expendi-
ture to be provided and a standard tax rate to be applied to the local (e.g., 
property) tax base. To the extent that the local base is insufficient to gen-
erate the funds required to meet the foundation level of expenditure, the 
state grants the difference. Thus, taxation at a standard rate (plus grants as 
needed) ensures the foundation level of expenditures in all districts. The 
program may limit all jurisdictions to the foundation level or it may allow 
districts to spend above the minimum but any extra would be funded 
entirely from local sources. The power equalization approach equalizes 
the per pupil revenue-generating capacity of tax rates among jurisdictions. 
That is, regardless of the per pupil tax base, a given local tax rate will gen-
erate, from local and state sources combined, the same amount of tax 
revenue per pupil. Under power equalization, rich districts might be 
expected to contribute to equalization (recapturing), but, normally, trans-
fers are only made to districts with a per pupil tax base less than some 
standard base set by the state. The larger that base, the more districts will 
receive grants and the larger those grants will be.

Local government in the England is also responsible for schooling but 
the arrangements are quite different from those in the United States. In 
England, the general local council (upper tier if two tiered) is responsible for 
schooling.12 There are not independent school boards. Schooling represents 
almost one-third of council expenditures and funding is determined by the 
council. Local governments in England rely heavily upon grants for financ-
ing. Grants provide two-thirds of total revenues. Also, the only tax that local 
councils have at their disposal, the council property tax, generates only 13.5 
percent of total revenues. Grants specifically for schooling meet about 10 
percent of school expenditures. Beyond that, funds come from council 
funds. The Revenue Support Grant (RSG) is an unconditional support 
grant and provides one-quarter of the funds for general services (which 
includes schooling). Expenditures deemed necessary for schooling are large 

12 See King in Shah (2006b) for information on local governments in the United Kingdom.
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(43 percent) in the financial needs calculations that underlie the RSG. Because 
the RSG also takes into account other payments from the government and 
the potential revenue from the council tax, the importance of the RSG to 
any council varies considerably. Thus, councils have resources—generally 
modest amounts from own sources and significant amounts from the central 
government—with which to provide the full range of local services. 
Schooling must compete directly for those resources in the council decision-
making process.

In many ways, the funding of schooling in Poland parallels that in 
England. Local governments are responsible for providing schooling, 
municipal governments for primary schooling, and county governments 
for secondary schooling. Education is the major expenditure item for both. 
In 2002, schooling took 45 percent of municipal budgets and 40 percent 
of county budgets. Grants and shared taxes provide about two- thirds of the 
municipal revenues and about 90 percent of the county revenues. The gen-
eral-purpose grant has an education component (about 75 percent of the 
total) that, overall, provides about 25 percent of municipal revenues and 37 
percent of county revenues. The education designation comes only from 
the factors that are taken into account in determining the distribution 
among local governments.13 The funds need not be used to finance school-
ing but are general-purpose funds and can be used as the councils see as 
appropriate. Generally, local authorities see the education component as 
inadequate and direct additional funding to schooling. However, there is 
evidence that a small portion of the councils spent less on schooling than 
the funds calculated as the education component of the general grant.14 
Local governments in Poland are required to subsidize students in non-
public schools at the same level as students in public schools.15

Local governments in Uganda are responsible for the delivery of school-
ing and that accounts for 45–50 percent of local governments’ budgets. 
Local governments fund schooling entirely or almost entirely from condi-
tional transfers from the central government. Those grants cover teacher 
salaries, instructional materials, and facilities. Primary schooling dominates 
enrolments and budgets. Primary students account for 87 percent of school 

13 The education component of the grant consisted of 12.8 percent of state budget reve-
nue, but, as of 2004, the funding was no longer tied to state revenue and is instead deter-
mined annually in the state budget. Also, the allocation formula was modified.

14 See Swianiewicz in Shah (2006a) for information on Polish local government.
15 While there are few purely private schools, there are a significant number of not-for-

profit schools operated by parent organizations and a smaller number by religious 
organizations.
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enrolments. A policy of universal secondary education has only been in place 
since 2006. An analysis focused on primary schooling in the districts (i.e., the 
rural local governments in which 85 percent of the Ugandan population 
lives) revealed wide disparities in school services. For example, pupil-teacher 
ratios ranged from 32 to 100 and per capita funding in the best funded dis-
tricts was four times that in the poorest funded districts. Performance also 
differed widely. The analysis suggested that per student central funding 
would be equalizing. A further finding was that real per capita funding 
declined in the decade preceding the 2011/2012 fiscal year.16,17

Expanding the Local Tax Base

It is unusual for local governments to be entirely responsible for the deliv-
ery and financing of schooling. Several Nordic countries, notably Denmark 
and Sweden, are exceptions to the norm and, interestingly, they are an 
exception that works well.18 Municipal governments there are responsible 
for primary education, while the county governments are responsible for the 
secondary levels of schooling. At both levels the local governments are 
responsible for the entire cost of their schools. There are no transfers from 
the central government directed in support of school expenditures. Why 
does this unusual arrangement work? There are two important contributing 
factors. One reason is that local personal income taxes account for about 90 
percent of local government revenues. Personal income and so local income 

16 Discussion and analysis of school finance in Uganda is found in World Bank (2013).
17 The earlier organization of school finance in Uganda is described by Steffensen in Shah 

(2006a). Central government support provided only about 40 percent of expenditures with 
the remaining coming from local parent-teacher associations (PTAs). The central govern-
ment paid teachers directly, although that was supplemented by about 50 percent by PTAs. 
A central capitation grant amounting to about 23 percent of the total transfers for primary 
education (and intended for instructional materials and other non-wage operating costs) 
went to the district local governments for distribution to local schools. A study of those 
grants from 1991 to 1996 found that only 13 percent were received by schools and 87 per-
cent was diverted to other uses or (mostly) into private hands (Reinikka and Svensson 2004). 
Few people, notably parents, were aware of the capitation grant. Those findings prompted a 
strong response from the central government to publicize information on the grants which 
appeared to have led to better outcomes. The considerable unevenness in the allocation of 
school funding suggests that difficulties, although not necessarily the same problems, remain. 
Transfers are a valuable mechanism for achieving public objectives, but transparency and 
accountability are essential to ensure that those objectives are being met.

18 See Lotz in Shah (2006b).
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taxes relate closely to the economic benefits of education. In countries 
where local governments obtain transfers to finance schooling, the senior 
governments providing those transfers typically generate an important share 
of their funds from income taxes, while the local authorities are constrained 
to rely upon less equitable sources (for school finance) such as the property 
tax.19 The second important reason is that there is an equalization system in 
each of these countries that is very effective in removing fiscal disparities 
among the local authorities. Sweden equalizes 95 percent of differences and 
Denmark only somewhat less. Thus, differences in own fiscal capacities does 
not translate into uneven school services. The equalization systems give 
considerable weight to school populations and related factors. The combi-
nation of access to local income taxes plus substantial equalization enables 
local governments on their own to deliver and finance an important social 
service such as schooling.

Overview

A range of approaches to financing public schooling exist and may operate 
effectively in their respective environments. They range from financing 
and delivery by the central (or state) government, central government 
finance but delivery provided by local authorities, provision by local gov-
ernments with the financial assistance from central government, to both 
financing and delivery provided by local authorities. Typically, central 
finances are the only or are a major source of funds for most local govern-
ments providing schooling. Where local governments effectively fully 
finance schooling are unusual if not exceptional cases. They typically have 
access to tax sources not typical of those available to most local govern-
ments and, even then, disparities in fiscal capacity call for fiscal capacity 
equalizing transfers from (or arranged through) the central government.

health care

Government involvement in health care is less uniform than its role in 
schooling. A survey of 36 governments in the industrialized countries 
found that on average they spend 6.5 percent of GDP on health care and 
that finances almost three-quarters of national spending on health care.20 

19 In Norway, where the tax rates of local governments are restricted, the central govern-
ment funds 50 percent of local school expenditures.

20 The data are for 2015 and are direct government expenditures or that on state-based com-
pulsory insurance. The data come from the OECD Health Statistics database at https://stats.
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In other countries, government health expenditures average 3 percent of 
GDP and finance almost half of national health-care expenditures.21 In 
higher-income countries, national programs providing high levels of hos-
pital and medical care are much more common and extensive. Where gov-
ernment is involved in health care, responsibilities tend to be relatively 
centralized.22 Features of the need for and delivery of health services—for 
example, the risk of illness, the insurance nature of health programs, the 
training and specialization of staff, assurance of qualifications and prac-
tices, the need for an integrated referral system—make extensive decen-
tralization difficult.23 Hence, the role of local government in health-care 
delivery is often, though not necessarily, minor. In the following sections, 
the role of local governments in the delivery and financing of health ser-
vices is addressed. The approach is to examine situations where the role is 
minimal, then where it is moderate and, finally, where the local role is major.

A Minimal Local Government Role

In many countries, local governments have little if any responsibilities for 
health care. The United Kingdom, France, Australia, and Canada are exam-
ples. In each of these countries, there are nation-wide public programs that 
through government (sometimes employing private options) provide health 
care to all citizens. Those programs are operated by the senior governments 
and local authorities have a very limited or no role in provision. Local gov-
ernments in the United Kingdom report no responsibilities and no expendi-
tures for health and in France almost none. In Australia and Canada, local 

oecd.org/BrandedView.aspx?oecd_bv_id=health-data-en&doi=data-00349-en. The 6.5 per-
cent represents 73 percent of total spending on health care. That percentage ranged from 51 
to 85 percent across the countries. Also see OECD (2015).

21 Calculated from the Global Health Observatory data repository of the World Health 
Organization, http://apps.who.int/gho/data/node.main.HEALTHFINANCING.

22 See, for example, Hulbert and Vammalle (2015) and Mossialos et  al. (2017). When 
discussing the degree of decentralization, and especially so when interested in the role of 
local government, care must be taken in distinguishing local from subnational governments. 
Subnational governments (state and provincial) in federal countries often play a large fiscal 
role but they have their own local governments. The importance of local governments in 
those countries in services such as health care is quite different than those of subnational 
governments. In Canada, for example, the provincial expenditures amount to 93 percent of 
total government health expenditures and those of local governments to about 1.5 percent. 
From the local perspective, health is centralized, albeit at the provincial level.

23 For discussion, see Boadway and Shah (2009, Chapter 11).

6 EXPENDITURES AND SERVICE DELIVERY: SOCIAL SERVICES 

https://stats.oecd.org/BrandedView.aspx?oecd_bv_id=health-data-en&doi=data-00349-en
http://apps.who.int/gho/data/node.main.HEALTHFINANCING


196

general-purpose governments do report expenditures on health but they are 
small, amounting to 1.6 percent of local government expenditures (Chap. 3; 
McMillan 2008). The province of Ontario in Canada reports the largest 
health expenditures of the Canadian provinces and there it represents only 
3.5 percent of municipal outlays.24

The local role in the provision of health care has diminished in some 
countries.25 Poland is an example. There, counties had health-care respon-
sibilities but those were reduced with the establishment of 16 independent 
regional health authorities (sickness funds) under the central government 
in 1999. A further re-centralization of the financing of the public health 
system occurred in 2003 when the sickness funds were eliminated in favor 
of a single national fund. The national fund continues to operate with the 
regional branches.26 Of the municipal, county, and regional governments, 
the counties have the major responsibilities as they have (as before) respon-
sibility for the buildings (e.g., for general hospitals and clinics) and partici-
pate in their management. Local governments together account for about 
4 percent of total health expenditures. About half of that is for hospitals 
(largely for capital) and 20 percent for health insurance contributions on 
behalf of those not subject to compulsory insurance. The local govern-
ments are responsible for any deficits of their health services.

Latvia is another case. Following Latvia’s independence in 1990, 
health-care delivery and financing was initially assigned as a responsibility, 
indeed the major responsibility, of the rajon (a county level of local gov-
ernment). Local governments owned most of the hospitals and operated 
sickness funds. The system did not operate well. In response, the sickness 
funds went through consolidations but, in 2011, a single state level 
National Health Service was created and made responsible for financing 
and implementing health policy. Local governments still own most of the 
basic hospitals and are responsible for any deficits that they might incur. 
Thus, while local authorities were initially made responsible for health 
care, that responsibility has been centralized.27

24 McMillan in Shah (2006b).
25 Saltman (2008) and Hulbert and Vammalle (2015).
26 See European Observatory on Health Systems and Policies (2011) for further 

information.
27 See European Observatory on Health Systems and Policies (2012).
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A Moderate Role for Local Government

In various countries, local governments have a modest role to play in the 
delivery of health services. Some examples are considered here.

Municipal governments in Chile have been responsible for the adminis-
tration of primary health services since 1980. The local governments’ role 
is primarily to manage the resources, not to fund the primary health- care 
programs. Chile’s system has been characterized as one that municipalizes 
production but centralizes finances (Burki et al. 1999). The municipalities 
receive funds specifically to finance the delegated services of primary health 
and schooling.28 The funds for primary health care are about 10 percent of 
the transfers for both health and schooling. The delegated funds for health 
amount to about 14 percent of the country’s government spending for 
health. The delegated funds are based on the estimated cost of a basic pack-
age of primary health services that is adjusted by a factor to account for 
rural and urban conditions and poor and non- poor municipalities. In addi-
tion, there are a number of complementary transfers administered by the 
Ministry of Health that supplement the basic grants. Data are not available 
to determine how much the total transfers for primary health care are or 
whether that revenue covers fully local expenditures for that service. 
Municipalities may augment (or possibly divert) central funding and this 
results sometimes in considerable variation in the level of local health ser-
vices among local governments. However, the overall assessment is that 
while local government is responsible for delivery of primary health care, 
the central government essentially finances those services.

Health care is a shared responsibility in Brazil.29 Central, state, and local 
governments all have some responsibility. Since 2000, state governments 
have been required to spend 12 percent and municipal governments 15 
percent of their budgets on health.30 The central government operates the 
national health system that provides coverage to about three-quarters of 
the population (although private insurance grew in popularity until the 
2014 recession). The national system reimburses service providers (public 
and private) for services delivered. Most public health-care facilities are 

28 See Letelier in Shah (2006a).
29 Afonso and Araujo in Shah (2006a) and Massauda et al. (2018) provide good insight.
30 The percentages are of taxes plus constitutional transfers from the federal government. 

A decade later, it was estimated that 98 percent of municipalities met the 15 percent require-
ment but only about half of the states met their 12 percent requirement. Some municipalities 
spend more than 30 percent of their budgets on health.
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municipal operations. If municipalities do not provide health facilities and 
services, the state must. Usually, municipalities will, at least, be involved in 
the delivery of primary health services. In addition to payment from the 
national health system, municipal governments receive transfers specifically 
to support health-care operations. Those transfers amount to only 7.5 per-
cent of municipal revenues and are equivalent to only 0.5 percent of 
GDP. Municipal health expenditures grew from 25.5 percent to 32.2 per-
cent of government health spending between 2003 and 2016 (and almost 
doubled in real per capita terms), while the federal share fell from 50 per-
cent to 40.8 percent. Total health expenditures have grown from 7.0 per-
cent to 8.3 percent of GDP between 2000 and 2014. Brazil’s health-care 
system is a web spanning all levels of government and the private sector. 
Local government play a significant role in delivery but the financing of 
those local services primarily comes from the central government.

In the United States, local governments often make an important con-
tribution to public health services, particularly by providing hospitals.31 
Overall, local government expenditures account for 10.4 percent of the 
country’s (8.1 percent of GDP) government health spending. Health 
expenditures amounts to 8.6 percent of local government expenditures 
but that amounts to 13.5 percent of local government expenditures net of 
school authority outlays. As such, health is the largest expenditure cate-
gory of what may be considered to be general-purpose government.32 The 
funding of health services provided by local government comes from vari-
ous sources. Charges for services are important especially for hospital ser-
vices which represent about two-thirds of local health expenditures. 
Charges, paid by (private or public) health insurers or patients, cover 84 
percent of hospital outlays. The remainder comes from transfers or local 
governments’ own revenues. Insurance meets three-quarters of national 
health expenditures and 55 percent of that is public. Medicaid, a federal 

31 See Schroeder in Shah (2006b).
32 Values are calculated from 2016 data in the Statistical Abstract of the United States. Data 

in Hartman et  al. (2018) report state and local governments’ expenditures on health as 
amounting to 16.9 percent of total national expenditures which, since local government 
accounts for 56 percent of the state and local total, implies a local contribution of about 9.5 
percent (1.6 percent of GDP). Since government expenditures amount to 45 percent of total 
expenditures on health in the United States, the 9.5 percent figure from Hartman et al. is 
about twice the share reported in the Statistical Abstract data (0.8 percent of GDP). The 
difference appears to result mostly from the Hartman et  al. data including government 
employer contributions to public and private health insurance plans.
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insurance program to meet the medical costs of low income persons and 
families and which covers almost 20 percent of residents, illustrates the 
financing and cost-sharing arrangements that exist. Medicaid is operated 
by the state governments with financial assistance provided by the federal 
government. The federal contribution (through an open-ended matching 
program) to the costs of each state varies between 50 and 74 percent 
depending upon state per capita income. The states determine the state- 
local cost-sharing arrangements (usually at the county level). County gov-
ernments may be required to contribute up to 60 percent of the non-federal 
funded costs and counties contribute in 26 states. Arrangement vary con-
siderably but, overall in the United States, local governments play a signifi-
cant role in the provision of health services and fund a substantial share 
from own revenues.

German local governments have a significant role to play in the German 
health-care system. While German local government expenditures on 
health are small (at least in general government budgets), local govern-
ments own about half of all the hospital beds.33,34 Although hospitals are a 
Land (state) responsibility, hospitals are often provided by local  authorities. 
Their operating costs, however, are largely met from insurance payments 
(the statutory insurance/sickness funds or private insurance) or, to a 
minor amount, out of patients’ pockets. The Land governments regulate 
the capital investments in hospitals and fund those that conform to their 
plans (independent of ownership). The portion of local health expendi-
tures met by transfers is very small. Local governments also provide some 
long-term care. The introduction of long-term care insurance in the 1990s 
reduced by half the share of health-care costs financed from government 
general revenue. Local governments were the major beneficiary of the 
switch to payment from insurance funds. Local governments reimburse 
sickness funds for services provided to social assistance recipients. They 
also finance emergency services.

33 Current health-care expenditures in the OECD:Stat and post-2002 IMF Government 
Finance Statistics report small amounts. Those data contrast with pre-2003 data in the IMF 
Government Finance Statistics which indicate the local government health outlays amounted 
to 15 percent of national public health expenditures which represented 1 percent of GDP 
and that accounted for 14.5 percent of local governments’ budgets. While the German 
health system has not changed materially, the accounting system has.

34 See McMillan (2004), European Observatory on Health Systems and Policies (2014) 
and Blumel and Busse (2016).
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Where Local Government Has a Large Role

In very few countries providing comprehensive public health care do local 
governments have a major role in providing that service. The Scandinavian 
countries, particularly Denmark and Sweden, illustrate this case.

In the Scandinavian countries, local governments are responsible for 
providing a broad range of social services. Health care is one of those ser-
vices. County governments (or regional authorities) in those countries are 
responsible for the management and financing of hospitals and the bulk of 
health services.35 Only in Norway is this no longer the case. There, since 
2002, the central government, now as the owner of four regional health 
authorities, has recently taken over health services from its counties but left 
primary care with the municipalities. In Denmark and Sweden, county/
regional governments remain responsible for the vast majority of health 
care.36 In those two countries, the major municipal responsibilities for 
health care are care of the elderly, the disabled, and school children. Sweden 
illustrates the considerable responsibilities of local governments in this 
field. There, in 2014, 83 percent of health expenditures are government 
financed with county governments meeting 57 percent of the 83 and 
municipal governments 25 percent.37 Health care represents about one-
quarter of local government expenditures (and 90 percent of county expen-
ditures). In Sweden, county and municipal taxes (largely proportional 
income taxes) are the major source of local government finances. Those 
funded 69 percent of county expenditures in 2015. Hence, in Sweden, 
local taxes finance the bulk of health expenditures. In contrast, the regions 
in Denmark received 83 percent of their revenues from the central govern-
ment and the remainder as contributions from municipal governments—
both still heavily reliant on income taxes. Thus, local and especially regional 
governments in Denmark and Sweden have major responsibility for health 

35 For further information see Lotz in Shah (2006b) and the relevant sections of the 
European Observatory on Health Systems and Policy http://www.euro.who.int/en/about-
us/partners/observatory/publications/health-system-reviews-hits/full-list-of-country-hits 
and International Profiles on Health Care Systems https://www.commonwealthfund.org/
sites/default/files/documents/___media_files_publications_fund_report_2017_may_mos-
sialos_intl_profiles_v5.pdf.

36 Denmark also consolidated its county governments, from 14 counties to 5 regions in 
2007, but the regions remain responsible for hospital and outpatient services.

37 In all three Scandinavian countries, government financing covers about 85 percent of 
health expenditures and private sources about 15 percent (typically related to dental, optical, 
and prescription drugs).
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care (although the reliance on local finance differs). Although regional 
health authorities in Norway are now a central responsibility, local govern-
ment (especially with primary care a municipal function) accounts for over 
one-quarter of government health-care expenditures and, so, local govern-
ment continues to bear a considerable responsibility for health services 
there as well. In all three countries, fiscal disparities among counties are 
largely overcome by a strong equalization system. This combination of 
income tax plus equalization is fundamental for the success of the assign-
ment that makes local governments responsible for the financing as well as 
the delivery of health services.

SocIal aSSIStance38

Social assistance is not a function that is recommended for local govern-
ments.39 Typically, the broader social benefits of the redistribution and the 
local financial burdens are inconsistent and call for social assistance (among 
other social services) to be the responsibility of senior governments. While 
local governments usually do provide some social assistance services, they 
are normally not a major part of their budgets and, even then, are often 
supported by central or state governments. In turn, local government 
expenditure on social protection is customarily a small component of the 
total national social protection outlays. Across the countries for which the 
OECD provides data, local government expenditures on social protection 
average 13.5 percent of national social protection expenditures by general 
governments and, in the majority of countries, the level is less than 10 
percent.40 Local governments in Canada and Spain, at about 3.4 percent, 
are among the lowest contributors.

Local governments in the Nordic countries account for relative large 
shares of the national outlays for social assistance.41 Even among those 
countries, Denmark stands out. Expenditures for social protection pro-
grams by local governments in Denmark have averaged 83 percent of the 

38 Social assistance is also widely referred to as social protection or social welfare. Here, that 
includes care for the elderly, family and child services, care for the sick outside the health-care 
system, services for the disabled and unemployed, and public housing among others.

39 See Chap. 2, Boadway and Shah (2009) and Shah and Shah (Chapter 1) in Shah (2006a).
40 See Government Expenditure by Function in OECD:Stat at https://stats.oecd.org/.
41 Social protection expenditures of local governments in Japan and Korea also represent a 

relatively large portion of the total government outlay for that purpose.
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total government spending on that function in recent years.42 Municipal 
governments in Denmark are responsible for a wide variety of social ser-
vices beyond schooling and health care. Most notable are day care for 
children five and under, after school care or organizations, elder care (e.g., 
nursing homes, home care), rehabilitation outside hospitals, and support 
services (unemployment insurance, family and sickness benefits, disability 
benefits).43 For certain services, the municipality receives (at least some) 
reimbursement in the form of co-payments (e.g., day care, stays in long- 
term facilities) and payments from the central government. These repre-
sent major financial responsibilities but the municipalities are assisted by 
transfers and reimbursements from the central government amounting to 
about 40 percent of expenditures. The municipalities’ own revenues come 
almost entirely from taxes on income which, in 2014, were at an average 
rate of 24.9 percent. Fiscal disparities among the municipalities are largely 
offset by equalizing block grants. The Danish system for addressing social 
protection is unique but has worked well due to the social and economic 
structure of the country, national standards, the progressive tax system 
funding local governments, central government support, and, in particu-
lar, the commitment to substantial fiscal equalization among municipalities.

concluSIon

Social services are an important component and have become an increasingly 
important component of government. The role of local government in pro-
viding such services—be it schooling, health care, or social protection—dif-
fers considerably among countries. The reason for the differences is that 
social services involve redistribution and, if provided at the local level, gener-
ate important externalities or spillovers. While those characteristics argue for 
central (or, at least, senior) government provision or involvement, local par-
ticipation is likely to be valuable in order to accommodate local preferences 
and may facilitate efficient delivery. The result is that those services are usu-
ally, but not necessarily, provided through some senior-local government col-
laborative system. Normally, the senior government will have both regulatory 
and financing roles. Given careful design, workable arrangements can vary 
considerably with local governments’ responsibilities ranging from small to 

42 The other Nordic countries shares range from one-quarter to one-third.
43 For a broad range of services, the central government defines standards of service and 

payments to clients.
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large. The arrangement selected and the arrangements among the set of 
social services are major in determining the magnitude of local government 
itself and in the national framework. The survey and numerous illustrations 
provided demonstrate the scope and variety of arrangements.

Schooling is a social program in which local residents, especially par-
ents, have a major interest. Probably for this reason, and the fact that 
schools have distinctly local service areas, schooling normally involves a 
considerable degree of local participation. Even where financing is central-
ized, efforts are usually made to provide a degree of local governance. 
Where local government participates in financing, central support is 
important and includes mechanisms to equalize fiscal capacities among 
local school authorities.

Local governments are less engaged in the provision of health care than 
schooling. This may be a product of health care being more insurance 
based and interest being primarily in accesses to quality service when 
needed. Very centralized systems are not uncommon. In addition, there 
are cases where decentralized systems are being converted to more cen-
tralized systems with important responsibilities shifted to central or 
regional governments. Still, in other instances, local governments have a 
notable role. Often that role is concentrated on primary care and non- 
hospital services. It is rare to find local governments responsible for the 
majority of a nation’s public health expenditures.

Social protection is also a function for which local governments typically 
have limited financial responsibility. The substantial redistributive role 
undoubtedly contributes to this pattern of assignment. As is the case with 
social spending by local governments generally, it is the Nordic countries 
where local social protection responsibilities are relatively large. Besides 
history and social attitudes, the local tax systems and the strong fiscal equal-
ization systems in place facilitate local government in those countries carry-
ing an unusually large role in providing and funding social programs.
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CHAPTER 7

Provision and Finance of Infrastructure

IntroductIon

Local governments are responsible for providing a large share of coun-
tries’ public infrastructure. That infrastructure makes important contribu-
tions to national productivity and well-being. Yet, municipal officials 
everywhere have become increasingly concerned with the deteriorating 
state of their infrastructure, its impact on economic productivity, and con-
sequent environmental impacts. Crumbling, over-congested roads, anti-
quated water and sewage systems, inadequate public transit, and so on 
have moved from council agendas to newspaper headlines to coffee shop 
conversations and sometimes in reverse order. As municipalities expand 
and age, it has become apparent that resources must be devoted to expand-
ing, rehabilitating, or replacing local capital stock. Water, sewage and 
waste facilities, cultural and recreational complexes, and transportation 
and transit need updating and expanding. Brownfield remediation must 
be addressed and “blighted” areas of cities revitalized and redeveloped. 
These are the types of infrastructure that must be financed.

This chapter is organized in the following parts. Section “Capital 
Expenditures by Local Government” demonstrates the magnitudes, uses, 
and types of local government capital, and Sect. “Infrastructure’s 
Contribution to Economic Growth” highlights the contribution of infra-
structure investment to growth. Section “Municipal Infrastructure” identi-
fies what is referred to as municipal infrastructure; comments on the often 
heard “municipal infrastructure deficit” and the importance of correctly 

http://crossmark.crossref.org/dialog/?doi=10.1007/978-3-030-21986-4_7&domain=pdf
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pricing or taxing the services provided by it; offers a decision rule for infra-
structure spending; and discusses the importance of capital budgets. Section 
“Financing Instruments” discusses and evaluates both internal and external 
financing instruments used by municipalities in financing local infrastruc-
ture. This discussion focuses on the relevance of each instrument, when 
each should be used or what type of infrastructure should be financed by it, 
and changes that should be made in both the structure and use of each 
instrument if the criteria for efficient, accountable, and fair financing are to 
be met. Section “Summary” summarizes the chapter.

capItal ExpEndIturEs by local GovErnmEnt

Capital expenditures are an important part of local governments’ budgets. 
Across the OECD countries for which there are data, capital expenditures 
average 15 percent of expenditures (Table 7.1). The range, however, is 
large in the data reported: from a low of 4.1 percent in Denmark to high 
of 38.5 percent in Australia. No particular pattern is evident in this data 
except that the share of expenditures for capital tends to increase as the 
share that local government expenditures is of GDP diminishes, and 
decrease as the share of GDP increases. This occurs because many of the 
fundamentally local services are of the infrastructure type—that is, water, 
sewerage, roads, and streets—while, when the role of local governments is 
expanded, the extended responsibilities usually are of the personal services 
kind which involves relatively less capital investment.1

Local governments account for a disproportionately large share of total 
government capital expenditures. On average, local governments make 
almost 40 percent of the capital investments by all governments while 
representing only 25 percent of general government total expenditures. 
Only in the Baltic countries and Sweden does the local share of capital 
outlays approximate the local share of total government expenditures. At 
over 70 percent, the local share of capital expenditures in Japan is excep-
tionally large.

Evidence from selected countries illustrates the programs in which local 
governments make capital expenditures. The distribution of net capital 
expenditures across nine functional categories of government activities is 
reported in Table 7.2 for ten countries. Looking at the averages, economic 

1 Also, for example, there is no particular difference in the averages between federal and 
unitary countries.
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affairs (which includes roadways and transit) is the dominant category at 
almost one-third of capital expenditures. Beyond that, those functions 
that can be considered the conventional or core local activities combine to 
account for the bulk of capital outlays, that is, those for general govern-
ment, environment (notably solid waste and wastewater services), housing 
and community amenities (which includes water supply), and recreation 
and cultural services. On average, those each represent from about 10 to 
13 percent of capital outlays. The other relatively large category is educa-
tion. Across these countries, education (essentially schooling) takes 14.5 
percent of capital spending. Only small percentages of the capital budgets 
are allocated to the other two areas of social expenditures, health, and 
social protection. That reflects that major responsibilities for those services 
are not normally assigned to local governments and also that those ser-
vices (especially social protection) are not capital intensive.

Looking across countries for any function, Table 7.2 reveals consider-
able variation in the importance of capital expenditures in local govern-
ment budgets. That variation reflects both the assignment of functional 
responsibilities among governments including those for both operating 
and capital expenditures (which may be different). For example, Australian 
local governments have very little responsibility for social services so their 
capital outlays are concentrated in the core local services. On the other 
hand, Swedish local governments are directly responsible for general hos-
pitals and spending for health accounts for 22.5 percent of their capital 
outlays in 2015 (in contrast to an average of 4.1 percent). A wide variation 
also exists for education where four countries spend nearly one-quarter of 
their capital budgets while the share in the others is much less. Considerable 
diversity can also be found within the core services. Even within economic 
affairs, the range goes from 12 to 46 percent.2 Similar variations are found 
across the other functions. Hence, the type of capital expenditures of local 
governments can differ considerably among countries. Regardless of that 
variation, local governments are responsible for providing large part of the 
national public sector infrastructure.

Table 7.3 provides an illustration of the actual capital assets of local 
governments. The data are for general purpose municipal governments 
and the local school authorities in the Province of Alberta, Canada. Of the 

2 The comparisons here are complicated by the varying importance of local government 
across the countries. However, even when comparisons are made with a more standard base, 
percentage of GDP, there is still substantial variation in the relative importance of local gov-
ernment capital expenditures by function among the countries.
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total tangible assets there, 90.3 percent are municipal and 9.7 percent are 
school. The transportation assets of the municipal governments are the 
largest category at 28 percent of the total local assets with one-quarter of 
the total dedicated to road infrastructure and the remainder of that cate-
gory to light rail transit. Water services is the next largest category with 
assets divided almost equally among those for supplying water, disposing 
of wastewater and drainage and stormwater systems. Electricity and gas 
utilities appear negligible here but these accounts understate the  municipal 
role because those utilities, where owned by municipalities (which is quite 
common in Alberta), are typically held as independent companies owned 
by the municipal government (i.e., appear in the accounts as financial 

Table 7.3 Distribution of local government tangible assets, Alberta, Canada, 2016

Percent of municipal Percent of school Percent of total local

General municipal government
Transportation 28.0
  Roadways 27.3 24.7
  Light rail 3.7 3.4
Water services 23.7
  Water supply 8.9 8.0
  Waste water 9.5 8.6
  Storm and drainage 7.8 7.1
Electricity and gas utilities 0.9 0.8
Construction 6.4 5.8
Buildings 13.3 12.0
Machinery and equipment 2.9 2.6
Fiber optic systems 0.1 0.1
Vehicles 2.7 2.4
Land and land improvements 16.3 14.9
Total general government 100.0 90.3

School authorities
Buildings 78.5 7.6
Construction 14.5 1.4
Equipment 3.5 0.3
Vehicles 1.2 0.1
Land 1.4 0.1
Other 0.9 0.1
Total school authorities 100.0 9.7
Total local government 100.0

Sources: Municipal Financial and Statistical Data of Alberta Municipal Affairs and K to 12 Education 
Financial Statements (combined) of Alberta Education. Sums may not equal their aggregates due to 
rounding
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assets). Municipal buildings account for 12 percent of local government 
tangible assets. Land and improvements to land amount to 14.9 percent. 
Capital assets under construction appear separately and amount to 5.8 per-
cent of the total. Other assets—machinery and equipment, vehicles, and 
especially fiber optic systems—are a much smaller portion representing just 
over 5 percent in total.

The tangible assets of the school system are only about 10 percent of 
the value of the total local government tangible assets.3 Buildings, and 
those under construction, represent the vast majority of the school-related 
assets at about 90 percent.4 Buildings, municipal and school combined, 
are almost one-quarter of local tangible assets and, so, of a similar magni-
tude as each of the transportation and water-related assets. If one includes 
land, those three types of assets and land account for 90 percent of total 
value of local government tangible assets.

Overall, capital expenditures by local governments are a significant 
share of local government budgets and represent a disproportionately 
large share of total government capital expenditures. Those investments 
are primarily to support the core functions of local government and to 
support education. The specific types of capital (or tangible assets) are 
primarily for transportation (notably roadways), water-related systems, 
and buildings (with school buildings being a major part of the buildings). 
The importance of capital expenditures and assets differs substantially 
among countries depending upon the allocation of public sector responsi-
bilities. This is demonstrated also by the variation in net capital expendi-
tures as a percentage of GDP.  Across the 29 countries reported in 
Table 7.1, that percentage ranges from 0.4 in Ireland to 2.8 in Hungary 
and around an average of 1.5 percent. A declining trend and now low 
levels of public investment relative to GDP are common and are a  lingering 
concern.5 The magnitudes and trends in  local government investment 
make capital financing an important topic.

3 This 10 percent in Alberta is a smaller share of assets than the education share of net 
investment (23.7 percent in Table 7.2) in Canada.

4 Schooling, including school buildings, is totally funded by the Alberta government. 
While the local school authorities have substantial flexibility in allocating their operating 
budgets, the province decides on school construction.

5 For example, see OECD Regional Outlook reports since 2011 and especially the 2019 
report.
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InfrastructurE’s contrIbutIon to EconomIc Growth

The importance of capital investment and the availability and quality of 
services provided by municipal infrastructure—water, sewers, solid waste 
facilities, public transit and transportation systems, recreation and cultural 
facilities—are critical factors in improving quality of life, productivity and 
economic growth, international competitiveness (The Institute 2005, 
p. 17; OECD 2009). In particular, a number of studies have illustrated the 
extent to which spending on infrastructure is very much an investment, 
not just an expense. One survey that reviewed more than 200 studies on 
the role of public infrastructure investment (Holden and Vander Ploeg 
2013) concluded that there is a strong link between public infrastructure 
investment and long-term economic growth. In addition, the Conference 
Board of Canada has suggested that infrastructure spending produces a 
$1.11 increase in gross provincial product for every infrastructure dollar 
invested. Further, it has accounted for fully 12 percent of provincial labor 
productivity gains in Canada during the 1980–2008 period (Antunes 
et al. 2010; Brodhead et al. 2014). A more recent study (Smetanin et al. 
2014) using an alternative economic modeling technique (agent-based) 
made the case that investing in infrastructure pays net fiscal dividends that 
are much higher than reported in previously completed studies. The short 
lesson from all of these studies is that investing in infrastructure can be 
socially and economically beneficial and productive.

Financing this investment, then, must not be treated lightly. The choice 
of financing instrument and the way it is employed impacts on both the 
level of services provided by infrastructure and the size and range of the 
infrastructure itself. Furthermore, and perhaps of greater importance, is 
the way in which services provided by this infrastructure are financed. 
Correctly designed user fees and local taxes (see Chaps. 9, 10, and 11) act 
as a mechanism for revealing the true demand for—and, therefore, indi-
cating the efficient supply of local public infrastructure. Incorrect or inad-
equate user fees and taxes result in usage that is far from efficient or 
optimal and, subsequently, a level of infrastructure that has led to too 
much public capital in some sectors and too little in other sectors. Indeed, 
there is evidence of this kind of mis-investment in Canada throughout the 
latter part of the twentieth century (Gillen 2001).
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munIcIpal InfrastructurE

Municipal infrastructure or capital expenditures differ from municipal 
operating expenditures in two important respects. First, infrastructure or 
capital expenditures tend to be lumpy in nature. Large expenditures in one 
year generally preclude similar expenditures in subsequent years with little, 
if any, consistent trend or pattern. Second, financing of capital expendi-
tures frequently differs from that for financing operating expenditures. 
The latter are generally financed from locally raised revenues and grants 
from senior governments, while the former may be financed from these 
sources in addition to monies generated from special assessments, devel-
opment charges, reserves, and borrowing.

The way in which the term capital is interpreted and applied at the 
municipal or local level may also vary from country to country and from 
municipality to municipality, within a country. Although there may be 
varying definitions of capital expenditures, it is generally agreed that they 
include the following: acquisition and construction of new buildings, 
structures, facilities, equipment, rolling stock, furnishings, studies, devel-
opment and purchase of land, and all associated items to bring the forego-
ing into operation—or major rehabilitation of the above—and normally 
have a useful life of more than one year.

Municipal infrastructure in this chapter is interpreted to include physi-
cal infrastructure. This differs from social and community infrastructure. 
The former generally refers to bridges, roads, highways, sidewalks, public 
transit, water supply and distribution, sewage collection and treatment, 
storm sewers, solid and hazardous waste recovery and disposal, public 
libraries, and recreational facilities, for example. The latter often includes 
public health, public education, children’s services, public shelters, envi-
ronmental protection initiatives, and hospitals.

As for physical, social, and community infrastructure, the vast majority 
of it in virtually every country is located in cities and municipalities.

“Municipal Infrastructure Deficits”

Over the past decade or two in most developed economics and some devel-
oping countries, much has been written about the size of the “municipal 
infrastructure deficit or gap” and the importance of closing it. This shortfall, 
it has been argued, has led to less economic activity and a poorer quality of 
life than is otherwise desirable. Further, it has often been followed by a plea 
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from municipal officials for more financial assistance, generally in the form 
of grants, from senior governments to help in closing this deficit or gap.

While it is generally conceded that a gap exists, disagreement has often 
surfaced over its size and the way it is measured. Correctly estimating the 
deficit is important if municipalities are to avoid over- or underinvesting in 
infrastructure. The following comments on the weaknesses of many mea-
sures of the deficit and highlights the importance of setting efficient prices 
and taxes for financing the services provided by the infrastructure.

There are at least four reasons why one should be cautious in relying on 
the estimates of the deficit. First, most are based on information collected 
from surveys that are administered by associations—water and wastewater 
operators, public transit systems, municipal engineers—whose respon-
dents have an incentive to include their “wish list” as being equivalent to 
needs, especially if they perceive or believe that the larger the list and the 
larger the deficit, the greater the likelihood of provincial and federal grant 
assistance.

As well, even where a benchmark or standard has been set for determin-
ing needs, it is often set by the association representing the asset or assets, 
once again creating an incentive to set high standards or benchmarks if 
there is a possibility that it could lead to increased grants and investment. 
Furthermore, these standards or benchmarks are almost always based on 
engineering standards and do not include serious economic reasoning or 
assessment based on economic performance. This distinction is important 
because engineering standards rely on technical measures of conditions 
and needs for development and spending, and not on economic perfor-
mance that should include an analysis of why the need came about or what 
caused it. It is important to assess whether the deficit is due to an asset 
management problem, a pricing problem, or something else.

A second weakness in infrastructure deficit estimates is that views and 
estimates often differ on the amount of upgrading or rehabilitating that is 
required to bring the quality of the asset up to a certain standard,  regardless 
of how the standard is set. Although technical in their approach, assess-
ments of engineering needs have subjective elements when they determine 
current quality and what is required to rehabilitate or repair an asset to 
meet specific standards.

Third, there is no consistency or clarity in how infrastructure needs, 
and their resulting impacts on deficits, are estimated. In some cases, it has 
been left to individual respondents to determine their needs without 
referring to a generally accepted provincial or national standardized 
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benchmark. In other cases, respondents have determined their needs by 
comparing their existing infrastructure with what it would be if it met 
national or provincial standards or benchmarks. Furthermore, where 
shortfalls have been identified, they have been based on an assumption 
that existing taxation/pricing policies for the services provided by the 
assets will continue rather than on an estimate of what the need would be 
if more effective demand management and conservation-based pricing 
policies were implemented.

Fourth, studies that take some past infrastructure spending measure 
(capital stock per capita or per thousand dollars of GDP or something 
else), perhaps 25 or 30 years ago, as the base for deriving the current infra-
structure deficit must also be treated with caution. These studies and 
reports estimate the current infrastructure gap as the difference between 
today’s current stock of public infrastructure and what it would have been 
if the measure from 25 or 30 years ago had increased at the rate of popula-
tion growth, or inflation, or GDP or some combination of these. In other 
words, the size of the gap depends on the starting point (year).

While it may not be possible to derive solid estimates about the size of 
the infrastructure deficit across countries, it is critical that investment deci-
sions not be undertaken until the following is met. First, services provided 
by this infrastructure must be priced efficiently (see Chaps. 9, 10, and 11). 
Second, all costs must be reported and included in pricing/taxation struc-
tures. And third, asset management programs need to be clearly articu-
lated and implemented.

A Decision-Making Rule for Infrastructure Investment

Local policy makers should decide what capital expenditures to under-
take before they consider the capital budgeting process and the various 
means of capital financing available to them. The determination of justifi-
able capital projects is, in principle, straightforward. A project is desirable 
if the net present value (NPV) arising from its implementation is greater 
than zero, that is, if the discounted value of the stream of current and 
future benefits exceeds the discounted value of the stream of current and 
future costs. More specifically, the present value of the benefits and costs 
of a capital project in any year is calculated by multiplying each respective 
benefit or cost by the discount factor which is 1 1+( )r i  where r is the 
rate of discount and i denotes the year. The discounted values of benefits 
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and costs for all years are then totaled to yield the present value of ben-
efits and costs as follows. The present value of benefits where B n0 1, , B B  
reflect the benefits in each year is obtained from the following expression:
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The present value of costs, where C n0 1, , C C  reflect the costs in each 
year is calculated in the following manner:
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Finally the net present value (NPV) of a capital project is obtained by sub-
tracting the sum of the discounted costs from the sum of the dis-
counted benefits.

 NPV = ∑ +( ) −∑ +( )( / ( /B r C ri

i

i

i
1 1  

A positive net present value means that the project will generate benefits 
that exceed the cost of the project. If there is a budget constraint and not 
all projects with a positive net benefit can be initiated, those generating 
the highest net present value subject to the constraint should be selected.

Although simple in theory, capital expenditure decisions are not as sim-
ple in practice, since it is frequently difficult to identify and quantify all 
relevant benefits and costs. In the public sector, for instance, many bene-
fits are of an intangible nature and not amenable to easy or obvious quan-
tification. How does one evaluate the benefits to users of a facility (football 
fields, community parks, streets, or bridges) when the users are not 
required to pay a fee or price each time the facility is used? Further difficul-
ties are encountered in attempting to place a value on spillovers (benefits 
accruing to those who do not directly use the facility) from a project or 
facility. Additional problems can arise if the information or data included 
in the cost/benefit analysis is incorrect or incomplete. In spite of measure-
ment problems such as these, attempts should be made to estimate all 
benefits of a capital project and to identify all non-quantifiable benefits 
along with any perceived or potential weakness in the information or data 
used in the benefit analysis.
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The most difficult issue around a cost/benefit analysis is the estimation 
of benefits. Where similar facilities exist in the private sector (e.g., recre-
ational facilities), calculation of benefits to direct users could be based on 
the amount that users pay for the services in the private sector. Where 
similar services do not exist in the private sector or where spillover benefits 
are prevalent, calculation of benefits will be more complex and require the 
use of more sophisticated estimation techniques. Fortunately, the past 
decade has witnessed the emergence of a variety of techniques for estimat-
ing benefits of a more indirect nature.

Calculation of projected costs may also be problematic and may not 
always be complete. All current and future construction costs as well as 
future maintenance and operating costs must be included. Any costs that 
a project imposes on third parties (spillovers or externalities) should be 
included. In reality, there is a tendency to ignore third-party costs as well 
as future projected construction costs and annual operating and mainte-
nance costs.

Improvements in capital expenditure decision-making require a careful 
and thorough benefit-cost analysis prior to the initiation of a capital proj-
ect. This should prevent questionable projects, for example, those prom-
ised by local politicians in the enthusiastic environment of a political 
campaign or those for which grant support is available from a senior level 
of government.

Capital Budgets and Their Importance

A capital budget should be a multi-year (generally five or ten years) finan-
cial plan that lays out the construction or acquisition timing for capital 
projects. At the same time, this plan should indicate how all capital expen-
ditures are to be financed (own-source revenues, borrowing, grants, and 
so on). The capital budget is distinguished from the annual operating 
budget in that the latter provides for ongoing expenditures such as sala-
ries, wages, benefits, heat, hydro, maintenance of buildings and 
 infrastructure, and so on, whereas, the former lists the costs associated 
with the acquisition or rehabilitation of capital assets.

While it is generally recognized that separate capital and operating bud-
gets (Bird 2005) are important if capital financing decisions are to be 
made in an efficient, transparent, and accountable manner, many small 
municipalities and some not so small often do not have separate budgets 
for capital and operating purposes. Not only does this create problems, 
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but municipalities with more sophisticated capital budgeting techniques 
often face a range of problems as well. These, by the way, are not restricted 
to a particular country or municipality—they tend to be worldwide. First, 
future annual operating and maintenance costs are often ignored in mak-
ing decisions on whether or not to spend on capital projects. This happens 
most frequently when capital expenditures are made in response to the 
availability of grants from senior governments or when decisions are made 
without the aid of a carefully developed and detailed capital budget.

Second, municipalities almost never consider opportunity costs (the 
value of forgone alternatives if a municipality chooses this project) in their 
capital budget, although many now take into consideration debt costs.

Third, municipalities all too frequently ignore depreciation or asset 
replacement costs in determining annual operating costs. This is especially 
important for those projects that are funded from user fees (water, sewers, 
etc.) and whose fee should include all costs (including those to replace the 
asset or facility) associated with the operation of the facility.

Fourth, capital programs are often not integrated with growth manage-
ment objectives. For example, capital programs and budgets are often 
drawn up or altered without the consent or involvement of all local depart-
ments or officials. Lack of coordination between local departments and 
local government enterprises and special-purpose bodies such as utility 
commissions creates situations where capital maintenance or construction 
of a specific project may not be coordinated with other capital projects. 
This is often observed where roads, streets, and sidewalks are torn up 
shortly after rehabilitation or construction so that water and sewer mains 
may be replaced or rehabilitated. Uncoordinated efforts of this sort prove 
to be costly and a waste of public sector resources.

Fifth, problems abound if capital projects represent political compro-
mise and compliance with legal approval dates (calendar) rather than well 
thought-out plans for community improvement. The notion that capital 
projects flow smoothly from well-organized community plans to imple-
mentation is often not borne out. Among the reasons for this is the 
 likelihood that a number of development or management decisions are 
made in a public forum (e.g., public meetings) or influenced by public 
input from special interest groups. These forums or the public input, how-
ever, seldom consider all aspects of community planning such as the main-
tenance, renewal, and construction of new projects. Even though 
municipal government may include an integrated approach to capital pro-
grams and growth management objectives, this objective is often paid only 
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lip- service. The sheer numbers of people involved and their interest in 
only selected aspects of the overall plan place constraints on the actual 
achievement of this objective.

Sixth, the largest proportion of capital spending tends to be devoted to 
short-term rehabilitation and renewal projects even though longer-term 
projects may generate greater net gains for society. Emphasis on short- 
term projects as opposed to longer-term projects arises for two reasons. 
First, the relatively short term of office for municipal politicians means 
that they are generally more interested in short-term projects because they 
coincide with their term of office and provide visible signs of political ini-
tiatives. Second, municipal decision makers are reluctant to become locked 
into long-term projects without guarantees of future funding and concern 
about the impact of future annual interest and debt repayment charges on 
local budgets.

fInancInG InstrumEnts

Municipalities pay for capital expenditures from both internal and external 
revenue sources. Internal revenue sources include current operating reve-
nues, reserves, and a variety of special charges. External sources include 
tax incremental financing, grants from senior governments, borrowing, 
and public-private partnerships.

The specific choice of a revenue source for financing capital projects is 
dictated by a variety of factors. It depends on a number of things including 
the location and size of the municipality or the province-/state-/region- 
wide agency that may borrow on behalf of all municipalities; their credit 
rating or creditworthiness; their fiscal capacity for meeting capital expen-
ditures out of current revenues; their anticipated future expenditures, 
restrictions, controls, and constraints of senior levels of government; avail-
ability of financial markets for borrowing; and so on.6

Each instrument and its applicability for financing municipal infrastruc-
ture are evaluated within the framework of the benefits-based model of 
municipal finance. The underlying principles of this model have been dis-
cussed in Chap. 8 and will not be repeated here, other than to state that 
each instrument is addressed in terms of its ability to meet the criteria of 
efficiency, accountability, transparency, fairness, and ease of administration.

6 For a more detailed discussion of financing in developing countries, see Bahl and Bird 
2018, ch. 4.
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Internal Sources

Internal revenue sources consist of general operating revenues from local 
taxes and user fees, earmarked taxes, reserves, and special charges.

 General Operating Revenues
Local taxes and user fees when compared with borrowing generally fund 
proportionately more of all capital spending in rural municipalities, towns, 
and smaller cities. This is so, because in part, capital markets view smaller 
municipalities as being a higher risk when compared with larger cities and 
city-regions, hence making it more costly for the former to borrow. In 
addition, the relative importance of grants and greater reliance on pay-as- 
you-go financing for capital projects tends to be more predominant in 
small municipalities.

Under the benefits-based model of municipal finance, the use of annual 
operating revenues to finance capital spending is desirable to the extent 
that the benefits accrue to current users. Municipalities often use current 
operating revenues for assets with a short life expectancy (such as police 
cars and sometimes fire engines) or recurrent expenditures (such as the 
maintenance and upgrading of sidewalks, roads, street lighting, and parks). 
For non-recurrent expenditures (such as expenditures for libraries, muse-
ums, buildings, and other large fixed assets) or assets with a long life 
expectancy (such as sewer lines and water works), annual operating reve-
nues are inappropriate because current taxpayers will fund projects that 
benefit future users—a violation of intergenerational equity.

Sometimes, municipalities generate revenues for capital projects 
through a “capital levy.” This is generally done by assigning revenue from 
a few percentage points (two, three, or four) of the local tax rate (generally 
where there is a property tax) to a capital fund. The capital fund is called a 
reserve or reserve fund.

 Earmarking
An earmarked tax or user fee, which is benefit based, is one whose revenue 
is dedicated to a specific expenditure or project; for example, revenues 
from a municipal fuel tax or road charges could be earmarked for road 
construction and public transit (Kitchen and Lindsey 2013), water and 
sewer rates for water and wastewater infrastructure (Kitchen 2017a; Fenn 
and Kitchen 2016), solid waste fees for collection and disposal, and so on.
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Earmarking is generally supported, however, where there is a close link 
between the cost of a good or service provided by a capital asset and the 
revenue for funding it including its capital cost (Slack and Tassonyi 2017a). 
This permits a citizen to associate more closely the benefits received as 
reflected in the price paid with the costs of providing the good or service 
and decide for himself or herself whether the good or service is worth the 
tax or fee. This, in turn, leads to a greater likelihood that efficiency and 
accountability in local service responsibility will be achieved. In addition, 
more optimal and efficient investment decisions will likely ensue if the tax 
or charge is based on marginal cost pricing or multi-part pricing as may be 
the case (see Chap. 11). Earmarking can, however, be a disaster if it chan-
nels funds into services and activities where there is no clear link between 
those who use a service and those who pay for it.

 Reserves
Financing capital projects through reserves (funds that are set aside in a 
separate fund for capital spending) is essentially the reverse of financing 
through borrowing. Instead of borrowing to finance capital expenditures 
and repaying this debt in the future, reserves or reserve funds reverse that 
timetable. A portion of current revenue is set aside annually in a special 
account(s) and allowed to accumulate until it is eventually withdrawn and 
used to finance or partially finance a specific capital project or projects. 
These reserves, while they are accumulating, are deposited in interest 
earning accounts.

Reserve funds may be either obligatory or discretionary. An obligatory 
reserve fund is created whenever a statute requires that monies be 
 segregated from the general revenues of the municipality. In Canada, 
examples include revenues received under provisions of the Development 
Charges Act, Planning Act, or Municipal Act. Similar legislation exists in 
many countries. A municipal council may also establish discretionary 
reserve funds to earmark revenues for specific projects in the future.

Capital reserves are created for future acquisitions. As well, in most 
developed countries, municipalities have moved toward greater reliance 
on reserves for replacing assets such as buildings, facilities, vehicles, and 
equipment. While the use of reserves is growing, they tend to violate the 
principle of intergenerational equity because current users and taxpayers 
pay for capital expenditures that will be used by future generations.
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 Special Charges
In some countries, there are a number of special charges that may be 
imposed on properties to pay for local infrastructure. These include special 
assessments and local improvement charges which can be characterized as 
property-related specific benefit levies, development charges or lot levies 
which are prepayments for growth-related capital requirements, and other 
exactions that include density bonusing, linkage fees, value capture levies, 
and parkland dedication.

Assessments and Local Improvement Charges
A special assessment or local improvement charge (sometimes referred to 
as a betterment levy) is a specific levy added to the existing property tax on 
residential and/or commercial/industrial properties to pay for additional 
or improved capital facilities that border on these properties. The value of 
the charge is based on a specific capital expenditure in a particular year, but 
the costs may be spread over a number of years. Examples of capital proj-
ects often financed in this way include the construction or reconstruction 
of sidewalks, the initial paving or repaving of streets, and the installment 
or replacement of water mains, sanitary sewers, or storm sewers. In each 
instance, the abutting property is presumed to benefit from the local 
improvement and expected to bear a portion or all of the capital costs.

Special assessments do not generally contribute large sums of revenue 
to local budgets; they are, nevertheless, an important means of financing 
local improvement projects. Their structure may be designed so that proj-
ect costs are allocated according to some measure of benefits received.

Municipalities use several types of special assessments, and the appro-
priate apportionment depends upon the base for assessment. The most 
common base, foot frontage of each benefiting property, is appropriate 
for projects whose cost per property increases with the width of the lot—
sidewalks and roads, for example (Slack and Tassonyi 2017b). For proj-
ects such as neighborhood parks, whose benefits accrue to particular areas 
or blocks within a community, the best approach may be zone assessment, 
under which all properties in the serviced area pay the same share (Kitchen 
2017b). Lot size has been suggested as a proxy for the depth of the lot in 
cases where the distance of the house from the street affects the cost of 
the service. Lot size, however, is neither a close proxy for lot depth nor 
does it necessarily bear a close relationship to the actual costs of con-
structing or replacing local services as they pass through or by abutting 
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properties. A combination of foot-frontage charges and connection fees 
would more accurately reflect the capital costs of service provision in this 
situation (Kitchen and Tassonyi 2012).

Where local governments rely on property taxes, the criteria for respon-
sible infrastructure financing would be satisfied if the charge on each prop-
erty equaled the value of benefits that each property received from a local 
improvement project. In practice, however, calculating the increase in 
property values attributed to this project alone might require extensive 
checking and record keeping. In fact, this calculation could be extremely 
difficult, perhaps impossible.

Accurate apportionment of costs is especially difficult in the case where 
improvements are shared between an abutting property and the public at 
large. For example, a common approach in Canada to financing the capital 
costs of sidewalk construction or replacement is to charge the bordering 
properties between 40 percent and 60 percent of the total construction 
costs, leaving the municipality with the responsibility for raising the bal-
ance. Similar policies exist for other local improvement projects. Whether 
the percentage assigned to abutting properties truly measures the benefit 
of the project to those properties is a matter of conjecture. The important 
point, however, is that municipal governments are operating on the right 
principles when they assign some of the costs of most local improvements 
to abutting properties.

Development Charges
Development charges (sometimes referred to as lot levies, development 
cost charges, or off-site levies) are widely used by municipalities in Canada 
and the United States. The development charge is an important financing 
instrument for capital projects required to accommodate growth. The 
charge is a fixed dollar value per lot (or per hectare or acre) and is imposed 
on the developer to finance the off-site, growth-related capital costs7 of 
new development. Historically, charges have been levied to finance the 
so- called hard services such as water supply systems, sewage treatment 
plants, stormwater systems, trunk mains, roads, and highways. More 
recently, coverage has expanded to include soft services such as libraries, 
recreational and cultural facilities, and schools.

7 In Canada, on-site services such as local roads, sidewalks, street lighting, sewers, and 
water are the responsibility of the developer in most municipalities and are funded in subdivi-
sion approval plans that must be submitted, by developers, to municipal governments for 
approval prior to development.

 H. KITCHEN ET AL.



227

A development charge corresponds best to the benefits received prin-
ciple when the costs and benefits of the infrastructure for each property 
can be determined.

An efficient development charge must cover the full cost of delivering 
the service: a capacity component which covers the capital cost of con-
structing the facility, plus a location or distance/density charge that reflects 
the capital cost of extending the service to properties or neighborhoods 
(Kitchen and Tassonyi 2012). In fact, it has been argued that development 
charges are the fairest and most efficient way of paying for growth-related 
capital costs (Found 2019).

The most efficient development charges are those that vary by type of 
property (residential, commercial, or industrial), neighborhood, and dis-
tance from source of supply, so that each charge captures the extra cost of 
the infrastructure required to service the new growth. Many municipali-
ties, however, do not use variable charges. Instead, they impose identical 
charges on all properties of a particular type, regardless of location. While 
administratively convenient, this practice levies the same charge on resi-
dential dwellings in low-density neighborhoods as it does on residential 
dwellings in high-density neighborhoods. This occurs even though the 
marginal cost per property of infrastructure projects in low-density areas is 
higher, which can lead to urban sprawl (Slack 2002). Likewise, levying 
similar charges on properties that absorb different amounts of resources, 
due to factors such as terrain or soil type, will encourage development in 
the wrong places. While it may be naive to expect municipal officials to 
calculate the infrastructure cost for each new property, costs could and 
should be calculated for each new development area or neighborhood, to 
discourage inefficient patterns of development (Slack and Tassonyi 2017a; 
Kitchen 2013; Kitchen and Tassonyi 2012).

One study on water and sewer pricing has taken a contrasting view on 
using development charges for new growth (Clayton 2014). In particular, 
it argued that development charges for these services should be termi-
nated and replaced by user fees that are high enough to cover the costs of 
new infrastructure (which could be financed initially by borrowing). The 
argument continues that development charges are not used for other simi-
lar monopolistic-type community utility businesses such as natural gas. 
This change, the study continued, would lead to increased efficiency and 
conservation because each liter consumed would be priced more effi-
ciently. At the moment, the development charge is a lumpsum up-front 
payment and, as such, there is no reason to recover this cost through 
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annual water prices. Consequently, prices are lower than they would be if 
they captured all annualized costs on a per unit basis. Lower prices, it must 
be noted, lead to overconsumption and over-investment in infrastructure. 
As well, the report continues, it would be fairer because new users, through 
existing water rates, often pay a share of the costs of providing water to 
existing customers while new customers are not being supported likewise 
by existing users. It could also increase housing affordability, it maintains.

Other Exactions
Exactions consist of money, land, or construction projects provided to a 
municipal jurisdiction by a developer. Examples include value capture lev-
ies, density bonusing, linkage fees, and parkland dedication.

Value capture levies: Municipal spending on public infrastructure and 
subsequent zoning decisions may increase the commercial value of hold-
ings of private landowners. Value capture levies permit the municipality to 
capture some of these economic rents.

The impact of value capture levies is similar to special assessments or bet-
terment charges discussed above, so the various ways in which the value may 
be captured and the impact of each will not be repeated here. We have, 
however, included them as a separate topic because of their widespread use 
in a number of countries especially in Latin America (Smolka 2013).

Under this scheme, value added is captured by having the developer 
provide various facilities and infrastructure, or cash, in return for permis-
sion to undertake the development that the new municipal infrastructure 
makes possible. Value added may be captured through the taxation of 
commercial revenues generated from property that abuts the infrastruc-
ture or more likely, the municipality levies a special annual tax on the 
property that has acquired value added.

Value capture levies are often touted for mega-projects such as subway 
(underground) or rapid transit expansion. There are, however, a number of 
questions that any proposal to use value capture levies must address. For 
example, who are the real beneficiaries of the capital asset or infrastructure 
project? Are the beneficiaries of the project taxed twice—once through the 
charge on value added and the other, through higher annual property taxes 
because market value has risen (Youngman 2016)? What disincentive effects 
will the use of value capture levies create for private development? Answers 
to these questions are seldom clear-cut; yet the response is critical because 
of the ultimate impact on both the provision of public services and the 
incentives or disincentives to contribute to local economic activity.
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Density Bonusing: These schemes have been used in large cities in North 
America since the 1960s and more recently in a number of cities outside 
of North America. Density for benefit agreements allows municipalities to 
secure from developers cash contributions or amenities in the form of 
subsidized housing, daycare centers, restoration of historic buildings, and 
so on, in return for permission to exceed currently prevailing height and 
density restrictions. While municipalities often use these as vehicles for 
acquiring additional services and infrastructure, they are far from problem 
free and without controversy.

Legislation controlling the use of bonusing schemes is often vague and 
subject to different interpretations, leading to decisions that are often 
made on an “ad hoc” basis with different outcomes at different times and 
for different people (Moore 2013). Planning principles that were used in 
establishing zoning legislation to restrict height and density are presum-
ably designed to control urban development, servicing, and transporta-
tion. If these height and density restrictions are exchanged for “facilities, 
services or matters,” one may very well ask why zoning legislation was 
enacted in the first instance. If a municipal statement with regard to maxi-
mum densities is defensible by a sound planning rationale, why should the 
need for a local day care center, additional subsidized housing, and resto-
ration of historic facades alter that rationale? Trade-offs of this sort throw 
planning principles into question and may lead to abuse.

Indeed, the ad hoc nature of many negotiations along with the lack of 
transparency over how things are being handled has led to problems with 
a number of density bonusing schemes. Questions over the determination 
of benefits is often a subject of dispute, as is the allocation of public ser-
vices provided by these schemes—should they be confined to the local 
area or pooled across the entire city (Friendly 2017; Moore 2013)? 
Determining the value of economic rent or the contribution that increased 
density makes to economic rent is difficult and often leads to people being 
suspicious of these schemes. Further, should developers be asked to pay 
what amounts to a “density tax” which in all likelihood will be passed on, 
at least in part, to future occupants?

Concerns such as these raise the issue of whether density bonusing 
schemes should be abolished or replaced. To answer this, one need to look 
at the rationale for their use. If they are needed to cover the cost of infra-
structure to service the development, they are justifiable. If the benefits or 
amenities financed by the bonus are provided to local residents to com-
pensate them for the negative consequences (externalities) created by the 
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increased density (e.g., causing congestion), the scheme is justifiable. The 
reality is, however, that the amenities rarely benefit local residents (Moore 
2013). If, on the other hand, they are used to achieve broader planning 
objectives, one might very well ask why these have not been included in 
the overall city plan in the first place. In reality, their current use in many 
cities may be a “cash grab” (much like the land transfer tax discussed in 
Chap. 9) for funding municipal services that benefit a much wider seg-
ment of the local population. For this reason, it is unlikely that their 
replacement or abolition will be seriously contemplated.

Linkage Fees: Linkage fees are used in a number of cities in the United 
States, but they are not permitted in many other countries (e.g., Canada). 
Linkage fees are charged to commercial developments with revenues used 
to assist in the funding of affordable housing. They are sometimes used 
where there is a presumed link between the growth in commercial space and 
the impact on the supply and demand for affordable housing. For example, 
it has been argued that the construction of commercial space reduces the 
supply of housing either through the demolition of existing housing or indi-
rectly through higher land prices created by this development and the sub-
sequent difficulty or inability of developers to provide affordable housing. 
On the demand side, low wage service jobs created by the commercial 
development will result in increased demand for affordable housing.

In some cases, the linkage fee is a mandatory requirement for project 
approval; in others, it applies only to extra density that a developer requests 
through an application for a zoning amendment. Linkage fees resemble 
development charges in being a charge on a developer to cover municipal 
costs created by the new development. In this case, however, the devel-
oper on whom the fee is levied neither creates the need for the service in 
question nor enjoys the benefits from that service. Hence the rationale 
that links these fees with low-cost housing is questionable. A more plau-
sible rationale is one based on the economic rents that arise from public 
investment in infrastructure or public approval of increased density. 
According to this rationale, the investment generates windfall profits to 
the developer, and the municipality can appropriately tax away some of 
these profits without generating any inefficiency in the allocation of 
resources. Determining the size of these rents as has been noted earlier, 
however, is very difficult.

Parkland dedication. In some countries, developers may be required to 
set aside land within a development or elsewhere, for parks. For example, 
the Provincial Planning Act in the province of Ontario, Canada, permits 

 H. KITCHEN ET AL.



231

(but does not require) municipalities to enact local legislation requiring 
developers to set aside up to 5 percent of the area of land for new residential 
development and up to 2 percent of the area of land in the case of new com-
mercial/industrial development. In the province of Alberta, Canada, dedi-
cated parkland amounts to 10 percent of the land area for new development. 
In lieu of this land requirement, however, the developer and municipality 
may agree to a cash payment equal to the market value of the stipulated 
amount of land. These funds, however, may be spent in whatever fashion 
the municipality chooses. In the province of British Columbia, Canada, land 
must be dedicated for elementary and secondary schools, as well.

Since parkland dedication is a charge on developers to pay for the costs 
of growth-related capital projects, its equity and efficiency effects are simi-
lar to those of development charges.

External Sources

The discussion here concentrates on tax incremental financing, grants from 
senior levels of government, borrowing, and public-private partnerships.

 Tax Incremental Financing
Tax increment financing (TIF) is an economic development tool that was 
originally intended to encourage private investment in urban cores by 
stimulating downtown revitalization and encouraging brownfield reme-
diation. This, it was argued, would make it easier for the core to compete 
with suburban and exurban areas, and it would lead to an improved urban 
quality of life and future tax revenues (Merk et al. 2012).

TIFs are widely used in the United States although California dis-
solved the legislation permitting them in 2011, primarily because of 
problems and abuses. In other countries, they tend to be used sparingly 
if at all (Merk et al. 2012). In Canada, for example, cities are permitted 
to use them in the province of Manitoba but none currently do so. 
Legislation in Alberta permits municipalities to use a form of TIF known 
as the “community revitalization levy.” This permits municipalities to 
impose a property tax on the incremental assessed value of property in 
a community revitalization area. This revenue is then used to pay for 
infrastructure and other costs associated with the redevelopment of 
property in the community revitalization area. Municipalities can issue 
debentures to cover the costs of redevelopment and use the taxes col-
lected on the increased assessed value to repay the debenture. Ontario 
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municipalities may use tax increment equivalent grants (TIEGs). Under 
this program, municipalities can designate an area or the entire munici-
pality as a community improvement project area. They can then imple-
ment a community improvement plan (CIP) with grants and/or loans 
which can, if the municipality chooses, be calculated on a tax increment 
basis. In other words, the municipality can offer developers a grant or 
loan that is based on the higher property tax that is generated from 
development (Kitchen and Tassonyi 2012). American-style TIFs, how-
ever, are far from common in Canada; in fact, they have only ever been 
used for two projects.

TIFs work in the following way. For a specific period of time (long 
enough to recover all costs of public funds used to redevelop the prop-
erty), it divides property tax revenue from the designated area into two 
categories. Taxes based on pre-developed assessed property values are 
retained by the municipality for general use. Taxes on increased assessed 
values arising from redevelopment are deposited in a special increment 
fund with revenue from this fund used to repay municipal bonds that have 
been issued to finance public improvements in the redeveloped area. In 
other words, increases in property tax revenue from the redevelopment of 
an area are dedicated to financing public improvements in that area.

Supporters argue that there is no transfer of funds from a local govern-
ment to subsidize a business, nor any transfer of tax dollars from one 
business to another, because development is financed from increases in 
the tax revenue that it generates. Unlike bonuses or tax abatements where 
taxes are reduced or forgiven on a particular property, property owners in 
a tax increment district (TID) incur the same local tax rate as property 
owners outside the district. Preferential treatment is granted only in that 
taxes from the increased assessment base of the TID are dedicated to 
financing local improvements. Dedicated tax dollars reduce the risk and 
uncertainty facing the private sector. If used to stimulate downtown 
development (infilling) or brownfield remediation, TIFs could discourage 
urban sprawl.

In recent years, TIFs have incurred a considerable amount of criticism 
(Youngman 2016). They were originally intended for “blighted” areas in 
urban cores where the development would not take place “but for” the 
incentive. In recent years, however, the requirement that the area be 
“blighted” has often been ignored, and TIFs have been used in more 
affluent neighborhoods and open spaces including farmlands where there 
is greater potential for property value increases and higher tax revenues 
(Youngman 2011). The “but for” test has also been compromised because 
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many developments would have occurred anyway (Youngman 2011, 
2016). Finally, TIFs target funds to a designated area and this targeting 
may be at the expense of areas on the periphery of the TIF district or at 
the expense of overall municipal growth.

TIFs’ success as a financing instrument is mixed. While a number of 
studies found a positive impact in that property values in the TID areas 
increased faster than in the non-TID areas, a number of other studies 
found the opposite. Furthermore, in many cases, TIF revenue fell short of 
the forecasted amount, generally because of market conditions. In other 
words, when the economy is growing and times are good, TIFs have the 
capacity to service the debt. However, when times are bad and growth is 
stagnant, they fall short of being able to service the debt (Haider and 
Donaldson 2016).

 Grants
Grant assistance from senior levels of government for capital infrastructure 
may be economically sound if the projects for which funds are provided 
generate spillovers or if they are projects in which donor governments 
have a specific interest or need. Here, conditional grants could be justified 
for partial or full funding with the funding rate set to match the propor-
tion of benefits deemed to be in the form of spillovers or the rate could be 
set to match the proportionate interest of the donor government (Slack 
and Tassonyi 2017a).

One of the strongest arguments in support of grants from a senior level 
of government is for support of productivity-enhancing infrastructure 
(e.g., roads, bridges, transit, and educational facilities) that generate 
nation-wide benefits as opposed to infrastructure that improves the local 
quality of life (Dahlby and Jackson 2015). Even if this infrastructure does 
not generate spillover benefits to individuals in other communities, federal 
funding can be justified because the increase in federal tax revenues from 
the productivity improvement benefits citizens across the country through 
reduced tax rates or increased expenditures. As well, there are two other 
justifications; first, when fiscal stimulus is needed during a recession, such 
measures are more effective when instituted at the federal level. Second, 
federal infrastructure investment is justified where it fulfills international 
trade or environmental agreements (Dahlby and Jackson 2015).

If grants are used to fund more than this, they often create problems as 
the following notes. First, transfers can distort local decision-making. 
Conditional transfers require municipalities to spend the funds they receive 
according to the guidelines of senior governments. As well, they often 
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require matching funds on the part of the recipient municipality even 
though some of them may not have the ability to meet this condition. A 
matching transfer, by lowering the price of some services, encourages 
municipalities to spend more on these services. This may mean that 
municipalities are spending in areas that may not be a priority for them.

Second, funding from senior governments can also lead to inefficient 
local revenue decisions. In particular, there is no incentive to use proper 
pricing policies for services provided where grants cover a large proportion 
of capital costs. Large grants for capital projects such as water and sewage 
treatment plants, for example, may remove all incentives to use volumetric 
pricing to reduce the demand for water. As well, they have removed the 
incentive to set up carefully thought-out asset management and asset cost- 
recovery programs. In other words, intergovernmental transfers may be 
working against any objective designed to set correct prices for delivering 
local services in an efficient and accountable manner (Kitchen 2017a).

Third, transfers may encourage people to stay in communities at risk. 
Capital grants may prop up communities that simply cannot survive on 
their own. Some small, rural, and remote communities, for example, may 
be unable to provide adequate levels of service at reasonable tax rates 
(Slack et al. 2003) or at reasonable user fees. On the expenditure side, low 
population density leads to high per capita expenditures because these 
communities cannot take advantage of economies of scale in service provi-
sion. As well, expenditures on roads, water, and sewer infrastructure may 
be higher because of harsh climatic conditions and terrain. On the revenue 
side, small rural and remote areas may not have sufficient capacity to 
finance local expenditures. The tax base is limited relative to local needs. 
The high cost of services means that user fees and local taxes are less likely 
to cover the full cost of service provision. Under these circumstances, 
senior levels of government often provide capital grant assistance so these 
municipalities can deliver services provided by local infrastructure. If ser-
vice provision is considerably more expensive and higher levels of financial 
assistance are required, there is a question about the use of senior govern-
ment resources to artificially support remote communities.8 An important 
issue is whether communities that cannot survive in the absence of dispro-
portionate senior government funding (when compared to other urban 
areas) should exist at all.

8 The issue is not whether taxpayers in remote communities should be excluded from pay-
ing for municipal services. Clearly, they should pay at least some of the costs of services if 
accountability, fairness, and efficiency are to be achieved.
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The argument against subsidizing remote areas is based on efficiency. 
Reliance on grant funding reduces the incentive for residents of these 
municipalities to leave and move to areas where there are greater employ-
ment and educational opportunities. Politics sometimes leads to a differ-
ent conclusion, however, because people form emotional attachments to 
communities and politicians are reluctant to move them even though the 
long-term costs of not moving them are high.

Fourth, more generally, transfers reduce accountability. When two or 
more levels of government fund the same service, accountability problems 
arise. When users or taxpayers want to complain about the service, they are 
not sure which level of government is responsible for the problem. When 
the level of government making spending decisions (municipalities) is not 
the same as the level of government that raises the revenues to pay for 
them (a more senior level of government), the accountability is blurred. 
There is little incentive to be efficient when someone else is responsible for 
funding (Slack and Tassonyi 2017a). International experience tells us that 
governments are more likely to carry out their operating and capital 
expenditure responsibilities in a responsible, efficient, transparent, and 
accountable manner if they are also responsible for raising their own rev-
enues to pay for these services (Bird 2001).

Economic arguments in support of capital grants are often not strong. 
Their use, where they are prevalent, should be conditional on recipient 
governments setting efficient user fees, prices, and local taxes for services 
provided by the funded or partially funded physical infrastructure (see 
discussion in section on proper pricing practices). This should include the 
proper use of asset management programs and the inclusion of asset 
replacement costs in the charge or price for services provided (Boadway 
and Kitchen 2018). Indeed, this should be compulsory regardless of 
whether or not the asset is financed by grants. The practice of fully expens-
ing capital expenses in the year of acquisition and subsequent failure to 
depreciate the value of capital assets and to include this as cost to be recov-
ered leads to underpricing of services provided and over-investment in the 
size of the capital asset or local infrastructure.

 Borrowing
In many countries, long-term municipal borrowing is only permitted for 
capital projects. In some countries, however, local governments may bor-
row for both operating and capital purposes, although they may face con-
straints and restrictions on what they can borrow and for what purpose.
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Borrowing for capital projects can be justified as long as the benefits 
from the project fall on future users. This matches the financing term with 
the asset’s life span. Here, the project is financed by borrowed funds with 
annual principal and interest charges repaid out of future operat-
ing revenues.

Borrowing plays an important role in financing local government capi-
tal projects even where local government access to capital markets is con-
trolled by senior governments. Indeed, local access to capital markets is 
often heavily restricted in both developing (Rodden et  al. 2003) and 
developed countries (Bird and Slack 2004; Slack and Tassonyi 2017a). 
These controls are in place because the latter do not want to be responsi-
ble for unlimited municipal borrowing and possible “bailouts” or repay-
ment of municipal debt. As well, unrestricted municipal access to capital 
markets may in some circumstances crowd out private-sector borrowing.

To illustrate, the following methods are often used to control municipal 
borrowing. First, borrowing is only permitted for capital projects approved 
by a senior level of government—the province, state, region, and so on. 
Second, prior approval by local taxpayers (through a referendum) is 
required for borrowing above a specific limit. Third, the amount of debt 
financing cannot exceed a specified percentage of municipal revenues. 
Fourth, annual debt-servicing costs (interest and principal repayment) are 
restricted to an upper limit such as a set percentage of annual budget-
ary revenue.

The vehicle through which long-term municipal debt (borrowing for 
capital projects) is conducted varies across countries and even within coun-
tries. In some, municipalities borrow on their own; in others, they borrow 
through an agency or department of a senior level of government. In still 
others they may borrow through a municipal finance agency specifically 
charged with the task of collecting requests from all municipalities within a 
country/state/province or region and issuing bonds on a pooled basis.

Issuing debt through a centralized agency generates significant benefits 
when compared with municipalities issuing their own debt. These agen-
cies permit municipalities to pool their debt under a single umbrella, thus 
lowering interest costs. One Canadian study (Gilbert and Pike 1998) 
compared the cost of municipal borrowing for pooled versus stand-alone 
issues using data for municipalities in the province of Ontario. The find-
ings indicated that pooled financing through a hypothetical municipal 
financing corporation or authority lowered costs significantly to municipal 
borrowers compared to the actual cost of capital for municipal issues in 
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that province. The authors concluded that the benefits of participating in 
a municipal finance authority that issues ten-year debentures through 
investment dealers varied inversely with population size and credit rating. 
Issue size was not a factor.

Province-wide authorities often issue bonds on a regular basis; some 
only for municipalities but others issue bonds for schools, hospitals, utili-
ties, and other municipal bodies. Administrative costs are funded in a vari-
ety of ways—by a senior level of government, by earnings on reserve 
funds, by participants, or by a combination of these. Loans are sometimes 
guaranteed by a senior level of government, thus lowering interest rates. 
Borrowing costs may also be lowered by adding credit enhancements at 
the provincial/state/regional level and by the ability to issue debt in 
national and international markets. The lower borrowing cost reflects the 
reduced cost of capital but also lower administration costs to issue debt. A 
centralized finance authority substitutes one contract with an underwriter 
for separate contracts between each borrower and debt issuer. As such, it 
economizes on transaction costs because it issues bonds more frequently 
than individual municipal borrowers and it operates in volatile capital mar-
kets that are subject to uncertainty. Finally, it can exercise a greater degree 
of flexibility over issue terms and costs to municipal clients.

The Decision to Borrow
Borrowing is generally favored when current revenues (local taxes and user 
fees, primarily) are insufficient to fund large expenditures on a “pay- as- 
you-go basis.” Because capital expenditures are lumpy, a municipality may 
need millions of dollars to finance an infrastructure project in one year and 
nothing for a number of years. In addition, all infrastructure or capital 
spending must be completed before any benefits are derived. Borrowing 
smooths out the repayment of debt and permits municipalities to synchro-
nize the costs and benefits of infrastructure over time. A project built today 
may provide benefits for the next 25 years. If funds are borrowed, the proj-
ect is paid for over the next 25 years through annual repayment of principal 
and interest. This means that those who benefit from the facility (the users 
over the next 25 years) pay for the costs of the project. These charges are 
generally paid out of revenues from local taxes and user fees. Here, borrow-
ing is more equitable and efficient because those who benefit from the infra-
structure or project pay for it. Finally, since inflation reduces the cost of 
borrowing, it may be favored because debt repayment is made with funds 
that are worth less than the value of the funds initially borrowed.

7 PROVISION AND FINANCE OF INFRASTRUCTURE 



238

Where municipal governments have access to bond markets and have 
well-developed municipal finance systems (proper budgetary and account-
ing systems, and reasonable autonomy in setting local taxes and user fees), 
arguments against borrowing and in support of “pay as you go” financing 
include savings in interest costs (available for spending on other projects), 
creation of debt capacity for more important future projects, and avoiding 
situations where future users have no say in the issuance of to-days debt 
yet they must pay for projects approved by today’s policy makers.

Where municipal governments do not have ready access to bond mar-
kets or where municipal finance systems are not well developed, argu-
ments against borrowing are much more basic. They are based on 
arguments such as inadequate municipal budgetary and accounting sys-
tems and therefore problems in qualifying for loans, approval procedures 
that are extensive and restrictive, lack of financial markets for issuing 
municipal bonds, and a general lack of municipal government 
creditworthiness.

Types of Bonds
There are a variety of borrowing instruments that are used in different 
countries. These include general obligation bonds (often called deben-
tures), revenue bonds, and tax-exempt bonds. Within these categories, 
municipalities in some countries have issued bonds (sometimes called 
green bonds, or environmental impact bonds, or catastrophe bonds) that 
are restricted to financing infrastructure specifically designed to mitigate 
the impact of climate change. These bonds, however, are generally deemed 
to be riskier and less financially attractive to investors when compared with 
general obligation bonds that are backed by the overall revenue base of the 
local government (Carvalho 2018).

General Obligation Bonds
In Canada (except for the city of Toronto which can issue revenue bonds), 
municipalities may only issue general obligation bonds—often called serial 
or sinking-fund debentures. In Italy, by comparison, municipalities are not 
permitted to use general obligation bonds. In the United States, munici-
palities may use these bonds as well as other bonds.

Serial debentures are issued for a fixed number of years with a certain 
number reaching maturity and being redeemed by the municipality or 
provincial agency each year. Serial debentures may take different forms 
including annuity serials, straight serials, and irregular serials.
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Annuity serials are similar to a home mortgage in that the total interest 
and principal repayment is roughly the same throughout the life of the 
security. In the early years, the interest portion of the payment is higher 
and in later years the principal portion is higher. Straight serials require 
annual principal payments of approximately equal amounts. Interest pay-
ments are higher in the early years and decline as the securities approach 
maturity. Irregular serials involve a “balloon maturity” date, that is, a sig-
nificant portion of the principal is postponed until the full term of the 
issue is reached.

In choosing a particular type of serial debenture, a number of consider-
ations must be weighed. Annuity serials may be favored in instances where 
capital projects must be built with a capacity large enough to service addi-
tional users in the future. Examples of municipal projects that may be 
financed in this way include water and sewage plants, fire stations, and 
police stations, all of which are constructed on the basis of meeting a cur-
rent and potentially expanding population base. Under this financial 
arrangement, a municipality is able to avoid heavy debt service charges in 
the early years of the project and to redistribute the costs in a more equi-
table and manageable way.

Straight serial debentures carry heavier debt charges in earlier years 
than in later years (see Table  7.4 for a comparison of debt charges on 
straight versus annuity serials). As far as the municipality is concerned, this 
has the advantage of lowering interest charges and freeing up the munici-
pality for future borrowing without increasing annual debt-servicing costs. 
For most capital projects, however, this method of financing violates the 
rationale of equating those who receive the benefits from the capital proj-
ect with those who bear the cost. Indeed, acceptance of this criterion pro-
vides a stronger basis for utilizing annuity rather than straight serials for 
most capital projects. Unfortunately, financing to equate future beneficia-
ries with those who pay the costs is seldom part of the decision-making 
once a municipality has decided to borrow through serial debentures. 
Instead, simplicity and ease of marketing along with minimizing the debt- 
servicing charge are of prime importance. To meet these objectives, 
straight serial debentures have a simpler maturity schedule, are easier to 
understand, and quicker to market than annuity serials. As well, the nature 
of the money market may dictate the issuance of straight serials rather than 
annuity serials if debt service charges are to be minimized. For example, 
the interest rate on straight serials may vary with their maturity dates. If 
longer-term interest rates are noticeably lower than shorter-term interest 
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rates, then the issuance of straight serial debentures provides a means of 
lowering interest charges by bringing a larger proportion of the principal 
under the lower interest rate. On the other hand, if the demand for short- 
term money is abnormally high, there is little advantage in competing for 
it, unless of course, the municipality assumes that interest rates are going 
to rise in the future in which case it may wish to finance through borrow-
ing now rather than later.

Irregular serials, known as “balloon issues,” are used occasionally where 
there is uncertainty as to future requirements for servicing the debt after 
construction costs have been met. When combined with the creation of 
reserve funds, these serials can be justified as an adequate basis for funding 
certain local capital projects.

By comparison, sinking-fund debentures are issued to mature at a fixed 
future date. Each year the municipality pays an agreed sum of money to a 
trustee who, in turn, invests the portion that is not immediately applied 
toward paying the debt or discharging the obligation.

Where these debentures are permitted, municipalities or their borrow-
ing agencies generally place greater reliance on serial rather than sinking- 
fund debentures. Sinking funds are more expensive and more difficult to 
administer because they require expert advice on the investment of funds 
along with frequent actuarial computations to ensure that adequate funds 
are available to cover the principal repayment at maturity. As well, types of 
securities that can be held in sinking funds are often closely restricted by 
senior government regulations and they frequently generate less revenue 
than can be earned on other safe securities. The inflexible maturity dates 
of sinking-fund debentures seem to create more difficulties in marketing 
these securities when compared with serial debentures.

Sinking funds, however, provide at least one benefit and that is the 
opportunity for municipalities or their debt-issuing agencies to sell their 
own securities to the sinking fund. This is especially advantageous when 
market conditions do not favor the public issuance of new debentures; 
however, it appears that this advantage may not be sufficient to outweigh 
the substantial administrative costs associated with the operation of 
sinking funds.

Revenue Bonds
Revenue bonds are permitted in the United States but not in Canada except 
for the city of Toronto. They are the only type of bond that Italian munici-
palities are permitted to use. They finance infrastructure that generates a 
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revenue stream and where the beneficiaries (consumers of the service pro-
vided by the asset) can be identified such as in water and sewer consump-
tion. These bonds are backed by future revenue (e.g., raised by user fees) 
generated by the funded project. To be marketable, revenue bonds are 
secured by revenue streams that are adequate, predictable, and spread over 
the project’s life. Their credit quality depends on the financial strength of 
the underlying capital asset. Where revenue bonds are secured by specific 
revenue sources and not by the local governments’ unlimited taxing power, 
their credit quality is sometimes viewed as lower than that of similarly rated 
general government bonds and hence, higher interest rates are needed. To 
eliminate possible interest rate differentials on revenue and general govern-
ment bonds, municipal governments may guarantee them. Within the ben-
efits-based model for financing local capital infrastructure, revenue bonds 
are an important instrument. They are fair, efficient, and accountable 
because those who benefit from the service pay for it.

Tax-Exempt Bonds
Many municipalities in the United States issue tax-exempt bonds. Tax- 
exempt bonds pay interest income and the recipient of this income is not 
subject to income taxation. For the issuing municipality or agency, bonds 
carry interest rates that are below market rates. For example, a potential 
bond buyer in a 40 percent marginal tax bracket (personal income tax) 
may be indifferent between buying a taxable bond paying interest at the 
rate of 7.5 percent and a tax-exempt bond paying interest at the rate of 4.5 
percent assuming that both bonds are equally risky or riskless. If, however, 
the interest rate affixed to the tax-exempt bond were above 4.5 percent, 
the municipal bond would be more attractive to the investor when com-
pared with the alternatives.

Tax-exempt bonds have been criticized, however, because they are 
inequitable; that is, they provide more income tax relief to higher-income 
taxpayers than they do to lower-income taxpayers, and because they dis-
tort capital markets.

Infrastructure Banks
The growing need for a reliable base for financing infrastructure in some 
countries has led to a growing interest in the establishment of infrastruc-
ture banks or iBanks. Much of this interest is driven by their emergence 
and use in the United Kingdom and the United States.
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Infrastructure banks are capitalized by a combination of funds provided 
by senior levels of government and the private sector. Once established, 
funds are provided through loans for a range of eligible public sector infra-
structure projects. These banks, depending on their design, have been 
touted to have a couple of advantages. First, they could offer loans at 
interest rates that are below market rates. Second, they could provide 
technical assistance and expertise to municipalities and other public sector 
agencies that do not have the capacity to deal with projects themselves 
(Siemiatycki 2016).

Whether or not an infrastructure bank is needed in a country or region 
of a country may depend on existing agencies. If a public or private agency 
or corporation already exists with a mandate to finance and manage large 
infrastructure projects, the creation of an infrastructure bank could simply 
be a duplication of what already exists. In fact, this kind of duplication is a 
distinct possibility in the province of Ontario, Canada, where the federal 
government recently initiated legislation to set up a federal infrastructure 
bank when the province already has a crown corporation (Infrastructure 
Ontario) with a mandate that is basically the same as the federal mandate. 
The provincial corporation already has a solid record in offering short- 
term and long-term loans for eligible public sector infrastructure projects 
at affordable rates. It provides access to capital market financing without 
fees or commissions. The length of the loan may be structured to match 
the life of the asset; hence, there is no need to refinance over the life of the 
loan. Loans may be available for any depreciable asset. Finally, the provin-
cial body offers technical expertise and assistance for municipalities about 
to engage in infrastructure investment (Kitchen and Lindsey 2013, p. 31).

Public-Private Partnerships9

Public-private partnerships (PPPs or P3s) are often viewed by politicians 
as a way to raise money for cash-strapped governments. Such enthusiasm, 
however, must be tempered with the reality that P3s are not a source of 
free money since the private partner must be repaid for any financing it 
provides. The following quote illustrates this point:

Smart governments have come to realize that to rely on a P3 for purely 
financial reasons is a bad reason. As a method to raise funds, P3s can run 
into the trap of so-called asset monetization, whereby a government off- 

9 Public-private partnerships are also discussed in  Chap. 2 on  service delivery in  Local 
Public, Fiscal and Financial Governance: An International Perspective.
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loads onto a private partner the operation and maintenance of an … asset 
simply in order to raise cash for immediate use or balance sheet embellish-
ment. (Gómez-Ibáñez 2011, p. 30)

A P3 is a contractual arrangement between the public sector and a private 
provider. The public sector’s role should be to facilitate, regulate, and 
guarantee provision of an asset, and the private sector’s role should be to 
do one or more of the following with the public sector picking up what-
ever the private sector does not do—design, finance, build, operate, and 
maintain the infrastructure in a formalized partnership agreement 
(Siemiatycki 2017).

P3s vary widely in structure, but the most common models or varia-
tions include the following. First, the “Design-Build-Finance-Maintain-
Operate” (DBFMO) model. Here, the private sector looks after everything 
including design, building, financing, and provision of management ser-
vices and operations under a long-term agreement. This arrangement has 
the potential for transferring significant project risks to the private-sector 
partner including construction cost overruns, the risk that the asset may 
not operate as expected (because of breakdowns in service provision) once 
it is completed, and the possibility that the demand for the service may not 
meet expectations thus leading to lower revenue than anticipated. At the 
end of the agreement, the facility is transferred to the local government 
who either contracts out service delivery or provides it directly.

Second, the “Design-Build-Finance-Maintain” (DBFM) model leaves 
the public sector with more responsibility than the above model. Here, 
the private sector looks after the design, build, finance, and maintenance 
of the asset or facility under a long-term agreement while the public sector 
controls the provision of the service. This is commonly used for large 
urban rail transit projects.

Third, there is the “Design-Build-Finance” (DBF) model. The private 
sector designs, builds, and finances the infrastructure for a fixed fee and 
transfers it to the public sector. The risk of cost overruns is borne by the 
private sector. In this model, the private-sector investor is paid for the 
costs of design and construction following substantial completion of the 
build. The municipality is then responsible for providing the service.

Policy makers and practitioners generally acknowledge that P3s can 
generate significant efficiencies, better cost controls, stronger operational 
knowledge, and greater operational flexibility when used to deliver proj-
ects that have passed a rigorous and thorough value for money (VfM) 
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assessment (Vining and Boardman 2008; Siemiatycki and Farooqi 2012). 
A VfM compares the net present value (NPV) of the P3 option with the 
NPV of a comparable project delivered through conventional procure-
ment methods. While not a straightforward or easy task, the VfM is 
intended to capture all quantitative and qualitative factors affecting both 
costs and benefits. A critical issue in this calculation is the way in which 
risks are assigned to the public and private operators.

Two survey papers examined the success of a number of P3s in Canada. 
Vining and Boardman (2008) included ten case studies of P3s across 
Canada. It concluded that “Canadian governments have sometimes found 
it difficult to effectively reduce either their total costs (that is, the sum of 
production and transaction costs) or their budgetary risk exposure (by 
transferring revenue risk) through the use of P3s” (p. 11). This led the 
authors to conclude that P3s are not socially desirable for all public infra-
structure projects, but may work well under certain circumstances; for 
example, where governments have not attempted to transfer revenue risk 
(uncertainty over future revenue streams) to the private sector, where 
projects have required specialized knowledge that the public sector lacks, 
and where governments have been able to transfer construction risks (e.g., 
cost overruns and construction delays) at something close to a fixed price. 
These projects are close to design-build or build contracts, thus suggest-
ing that governments should limit their P3 initiatives to infrastructure 
projects of this type or else do a much better job of reducing transactions 
costs in contract design.

A second and more recent study by Siemiatycki and Farooqi (2012) 
conducted a VfM assessment for 28 provincially approved P3 projects in 
Ontario from 2007 to 2010. This study noted that the base cost of P3s 
was, on average, 16 percent higher than conventional tendered contracts. 
The higher cost was attributed to higher interest rates paid by private bor-
rowers and a premium for taking on greater project risks arising from 
potential cost overruns, construction delays, and so on. Transaction costs 
for lawyers and consultants added another 3 percent to private-sector costs.

Conventional government procurement practices also face a number of 
risks. As with P3s, these include cost overruns, construction delays, design 
flaws, and fluctuating revenues. To account for these risks and to attempt 
to establish a level playing field for comparative purposes, a risk premium 
that averaged 49 percent of base costs was added to the more conventional 
alternatives. It was this risk premium that drove the VfM in favor of a P3 
for each of the 28 projects. A major concern here is that there is no empiri-
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cal evidence to support such a large risk premium. Siemiatycki and Farooqi 
emphasized this concern and it was also highlighted by Ontario’s Auditor 
General (McKenna 2012). Hence, no one really knows whether Ontario’s 
taxpayers have been and are getting the best value for their money 
under a P3.

Based on international experience, city infrastructure projects that may 
be suitable for a P3 include roads and public transit, water and wastewater 
treatment systems, and solid waste disposal as long as they pass a rigorous 
and carefully constructed VfM assessment. A P3 may be most appropriate 
when outputs can be clearly defined (Grimsey and Lewis 2004) where risks 
are correctly assigned to each party (Ugate et al. 2012), where proper incen-
tives can be introduced for encouraging private partners to get better value 
and if there is clear communication and accountability between the private 
and public partners. Where P3 contracts are properly structured and based 
on performance measures, they can lead to improved local governance 
including increased accountability, transparency, and value for money.

Because P3s are monopolistic in nature, there is a role for government 
in monitoring their behavior. Governments should set the terms and con-
ditions for service delivery, funding, and quality of service and establish 
performance standards or measures. Government could even provide the 
pricing structure to be used for services provided by the infrastructure 
(volumetric pricing for water and sewers, tolls and other charges for roads 
and public transit, user fees for solid waste disposal) or set up a price regu-
lation or monitoring system. Determining optimal prices for services, 
however, is particularly tricky for road and public transit networks when 
some links cannot be priced efficiently, or if control of the network is 
divided among multiple governments or institutions (Lindsey 2012).

Letting a private partner operate a P3 can raise transactions costs 
because of the need to monitor service quality. However, it has the poten-
tial advantage that user fees are more politically acceptable because the 
public expects private-sector services to be priced (Vining and Boardman 
2008). Prices should be regulated, however, in such a way that they do not 
prevent flexible or innovative pricing structures.

summary

Growing concern over the state of local government infrastructure in 
both developing and developed countries has highlighted the impor-
tance of capital expenditures and the way in which they are financed. As 
municipalities expand and grow older, resources must be devoted to the 
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expansion or replacement of their capital stock. Water plants and sewage 
treatment facilities, cultural and recreational facilities, transportation, 
and communication facilities—all must be updated and expanded. 
Brownfield remediation must be addressed, and “blighted” areas of cities 
revitalized and redeveloped. Capital spending on these facilities, how-
ever, should not be initiated by a local or municipal council until it has 
carefully and thoroughly articulated a multi-year capital budget that lays 
out current and future capital expenditure requirements and the way in 
which these expenditures are to be financed.

Infrastructure funds may be drawn from a variety of internal sources 
including operating revenues (local taxes and user fees), earmarked taxes, 
reserves, special charges consisting of specific assessments, development 
charges, and other exactions made up of value capture levies, density 
bonusing, linkage fees, and parkland dedication. External capital funding 
may come from tax incremental financing, grants, long-term borrowing in 
the form of general obligation bonds, revenue bonds, tax-exempt bonds, 
and public-private partnerships.

Evaluation of these instruments has been completed by reference to the 
benefits received model of public finance. Whenever a direct link is made 
between the users of a service and its funding, one observes a more effi-
cient use of resources, better accountability, increased transparency, and 
improved fairness. The choice of financing instrument and the way it is 
employed has an impact on both the level of services provided by infra-
structure and the size and range of the infrastructure itself. Incorrect or 
inadequate prices (user fees) and taxes result in a use of services that is far 
from efficient or optimal and, subsequently, a level of infrastructure that is 
too large or too small.

As for the range of financing instruments, operating revenues are 
appropriate for assets that are short lived; special property charges or 
exactions are useful for assets that benefit specific areas of a municipality; 
reserves are often used but they generally violate the principle of inter-
generational equity because current users and taxpayers pay for capital 
expenditures that will be used by future generations; development charges 
with variable rates are good for growth-related infrastructure; tax incre-
mental financing can assist in the remediation of brownfields and blighted 
areas; borrowing is preferred for infrastructure that benefits future gen-
erations; grants may have merit for local infrastructure that generates 
positive externalities and for projects in which the donor government has 
an interest; and public-private partnerships may be preferred for large 
infrastructure projects.
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CHAPTER 8

Local Taxation

IntroductIon

Over the past few decades, local governments in almost every developed 
country and many developing countries have faced a similar pattern—
declining grants from senior governments, devolution of additional fund-
ing responsibilities, and a limited tax base that may not be sufficient to 
meet future fiscal challenges and objectives. This, in turn, raises a number 
of issues around local taxation, many of which are discussed in this chapter.

The section “Local Taxation: An International Comparison” provides 
an international comparison of local taxes. In particular, it reviews the pat-
tern of local taxation in OECD (Organisation for Economic Co-operation 
and Development) countries and comments on the fiscal autonomy that 
local governments have in making their tax decisions.

The section “Financing Model for Local Government” outlines a 
financing model that is used to evaluate a number of issues around local 
taxation. Using this model, the section “Issues in Local Taxation” evalu-
ates the following: which local tax or taxes should be used—is one tax 
preferred over another? Who should set local tax rates? Should these 
rates be uniform or differentiated across a taxing jurisdiction? Should 
local tax rates be regulated? Should local government tax businesses? 
Could local and metropolitan governments rely on different taxes? The 
section “Summary” summarizes the chapter.

http://crossmark.crossref.org/dialog/?doi=10.1007/978-3-030-21986-4_8&domain=pdf
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LocaL taxatIon: an InternatIonaL comparIson

Since most locally generated revenues come from local taxes (user fees and 
charges, discussed in Chap. 11, are the other major source of locally gen-
erated revenue), the following two sections provide data on a number of 
features of local taxation in 8 federal countries (a multi-order governance 
structure with all orders of government having some independent as well 
as shared decision-making responsibilities), 1 regional country (quasi- 
federal), and 25 unitary (a single or multi-tiered government in which 
effective control of government functions rests with the central govern-
ment) OECD countries.

Patterns of Local Taxation

Table 8.1 illustrates the relative importance of a range of local taxes in 
OECD countries in 2014 (the last year for which data were available at 
time of writing). From this table, the following may be noted. First, 
income taxes (corporate and personal) are the most important source of 
local tax revenue in 12 countries (column 2). In Denmark, Finland, 
Norway, Sweden, Luxembourg, Iceland, and Switzerland, income taxes 
account for more than 80 percent of local tax revenue. In 15 countries, by 
comparison, local governments do not have direct access to income tax 
revenue of any sort.

Second, local sales taxes (in various forms but referring generally to 
taxes on goods and services that are sold) are the most important source 
of tax revenue in three countries (Chile, Hungary, and Turkey). They 
generate between 25 percent and 75 percent of total local tax revenue in 
eight countries (column 3). At the other extreme, local sales taxes are 
nonexistent in 7 countries and produce less than 10 percent of local rev-
enue in another 13 countries.

Third, property taxes are the most important source of local tax reve-
nue in 18 countries (column 4). They account for more than 90 percent 
of all local tax revenue in seven countries (Australia, Canada, Ireland, New 
Zealand, the United Kingdom, Greece, and Israel). While local govern-
ments in every country get at least a little money from property taxes, 
there are only three (Finland, Sweden, and Luxembourg) where property 
taxes account for less than 10 percent of all local taxes.

Fourth, local governments in France, Italy, Mexico, Korea, and Slovak 
Republic get more than 10 percent of all tax revenue from other local 
taxes (column 5), mainly on businesses. None of the other countries come 
close to this.
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Table 8.1 Relative importance of local taxes in OECD countries, 2014

Countries Tax sources as a % of total local tax 
revenues

Local taxes as 
a % of GDP

Local taxes as a 
% of all taxes e

(1) Income a

(2)
Salesb

(3)
Property c

(4)
Otherd

(5)
(6) (7)

Federal
  Australia 0 0 100 0 1 3.5
  Austria 73.7 9.6 14.6 2.7 1.3 3.2
  Belgium 31.2 8.2 60.6 0 2.1 4.6
  Canada 0 1.7 97.2 1.2 3.2 10.3
  Germany 79.4 6 14.5 0.2 2.9 8.2
  Mexico 0 3 83.5 13.6 0.2 1.6
  Switzerland 82.8 0.4 14.7 2.1 4.1 15.3
  United States 6.1 21.2 70.1 0 3.7 14.1

Unweighted 
average

34.2 6.3 56.9 2.5 2.3 7.6

Regional country
  Spain 17.9 34.2 42.9 5 3.6 10
Unitary
  Chile 0 58.6 41.3 0 1.4 7.6
  Czech Republic 0 45 55 0 0.4 1.2
  Denmark 88.7 0 11.3 0 12.4 25
  Estonia 0 14.9 85.1 0 0.3 1.1
  Finland 92.8 0 7.1 0.1 10.3 23.5
  France 0 23.6 51.8 24.7 6 13
  Greece 0 6.4 93.6 0 1.1 3
  Hungary 0 80.5 19.5 0 2.1 5.7
  Iceland 82.3 0.8 17 0 9.6 24.5
  Ireland 0 0 91.5 8.5 0.8 2.8
  Israel 0 5 95 0 2.5 8
  Italy 24.7 20.4 20.2 35 7.3 16.5
  Japan 51.5 19.2 28.6 1.1 7.5 23.5
  Korea 16 27.2 45.3 11.5 4.3 16.9
  Luxembourg 87.4 1.5 9.1 0.2 1.2 3.3
  Netherlands 0 48.2 51.8 0 1.4 3.8
  New Zealand 0 9.6 90.3 0 2.2 6.7
  Norway 87.5 1.3 11.2 0 5.4 13.9
  Poland 56.7 5.3 32.4 5.6 4.2 13.4
  Portugal 27.1 26 45.2 1.7 2.5 7.2
  Slovak 

Republic
0 25.5 51.3 23.2 0.8 2.7

  Slovenia 77.9 6.4 15.8 0 4.1 10.6

(continued)
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Fifth, column 6 of Table  8.1 provides information on the relative 
importance of local taxes by calculating them as a percent of gross domes-
tic product (GDP) which is a measure of the level of economic activity in 
each country. In federal countries, local government taxes varied from a 
low of 0.2 percent of GDP in Mexico to a high of 4.1 percent in Switzerland 
with the unweighted average for these countries being 2.3 percent. For 
unitary countries, local government’s tax share of GDP ranged from a low 
of 0.3 percent in Estonia to a high of 15.8 percent in Sweden and 12.4 
percent in Denmark with the unweighted average being 4.3 percent.

Sixth, column 7 looks at the relative importance of local taxes in the 
entire tax system in each country. When local taxes are calculated as a per-
cent of total taxes (central, state, provincial, cantonal, local government, 
and social security funds), they range widely in relative importance. For 
example, in federal countries, local taxes ranged from a low of 1.6 percent 
of all taxes in Mexico to a high of 15.3 percent in Switzerland with the 
unweighted average being 7.6 percent. For unitary countries, the range 
extends from a low of 1.1 percent in Estonia and 1.2 percent in the Czech 
Republic to a high of 35.6 percent in Sweden, 25 percent in Denmark, 
24.5 percent in Iceland, 23.5 percent in Finland, and Japan with the 
unweighted average being 11.4 percent.

Table 8.1 (continued)

Countries Tax sources as a % of total local tax 
revenues

Local taxes as 
a % of GDP

Local taxes as a 
% of all taxes e

(1) Income a

(2)
Salesb

(3)
Property c

(4)
Otherd

(5)
(6) (7)

  Sweden 97.5 0 2.5 0 15.8 36.9
  Turkey 26 50.2 14.8 9.1 2.8 9.4
  United 

Kingdom
0 0 100 0 1.6 5

Unweighted 
Average

32.6 19 43.5 4.8 4.3 11.4

Source: Calculated from Tables 5.1, 5.2, 5.8, 5.10, 5.11, and 5.12 in OECD, Revenue Statistics 1965–2015 
(Paris: OECD 2016)
aIncludes individual, corporate, and payroll tax
bIncludes general consumption taxes, value-added taxes, specific taxes on goods and services (fuel taxes, 
hotel and motel occupancy), and taxes on use of goods or on permission to use goods or perform 
activities
cTaxes on property, including recurring taxes on net wealth
dIncludes a miscellaneous collection of local taxes
eTotal includes central government, state government, local government, and social security funds
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Finally, local governments in non-OECD countries, while not reported 
in Table 8.1 because of a lack of comparable data, show similar variation 
in the extent to which local governments rely on a variety of taxes. Local 
governments in Brazil use a property tax, sales tax, and a tax on property 
transfers. Municipalities in Russia have access to property and land taxes. 
Property taxes are widely used in African countries, although they vary 
considerably in their capacity as a revenue generator for municipalities 
(Franzsen and McCluskey 2017). The most widely used local tax in India 
is the property tax, although some of the large cities generate more reve-
nue from an entry (octroi) tax that is applied to all goods entering the city. 
As well, there are a wide range of smaller taxes on specific services or trans-
actions. Local governments in China, unlike most other countries, have a 
major reliance on land leasing fees but also have access to a share of central 
taxes such as business and value-added taxes (70 percent share), enterprise 
(20 percent share), and personal income taxes (24 percent share) and a 
wide range of local taxes that include, in order of relative importance, land 
appreciation tax, city maintenance and construction tax, urban land use 
tax, house property tax, farmland occupation tax, and stamp tax (see Shah 
2015). In many African, East European, and South American countries 
with a functioning real estate market and good administrative apparatus 
for managing property taxes, they are the most dominant local tax, often 
supplemented by a variety of other local charges and taxes.

 Observations
The above pattern leads to a number of observations. Obviously, the 
importance of local taxation is primarily driven by expenditure responsi-
bilities—those municipalities with a lot of funding responsibilities have a 
greater need to rely on the local tax base.

The relative importance of local taxes in a country’s tax system is gener-
ally less in federal countries than in unitary countries—federal countries 
have a middle (state, province, canton) level of government that assumes 
some spending responsibilities often left for local governments in unitary 
countries. As such, the province, state, or canton has access to taxes that 
are often the domain of local governments in unitary countries.

Local property taxes play a more important revenue role at the local 
level in federal countries where almost 57 percent of all local tax revenue, 
on average, comes from the property tax, than in unitary countries where 
almost 44 percent of total local taxes, on average, are generated by the 
property tax. These percentages are higher than they were in 1998 when 
they accounted for almost 45 percent, on average, of all property taxes in 
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federal countries and almost 33 percent, on average, in unitary countries.1 
This pattern illustrates the growing dependence on property taxes in many 
countries over the past two decades. At the same time, for countries not 
reported in Table 8.1, almost all of them now have a property tax of one 
form or another and like the OECD countries, most have increased their 
reliance on property taxes over the past two decades.

Local income taxes, on average, are equally important in both unitary 
and federal countries—around 33–34 percent of all tax revenues. This is a 
notable decrease from 1998 where they accounted for almost 45 percent, 
on average, in federal countries and almost 41 percent, on average, in 
unitary countries.

Local sales taxes are relatively less important in federal countries—
accounting for slightly more than 6 percent, on average, of all local tax 
revenue compared with unitary countries where they account for 19 per-
cent, on average, of local tax revenue. This difference in relative impor-
tance between these two groupings of countries largely exists because the 
state, provincial, cantonal level of government collects considerable sales 
tax revenue in federal systems, whereas this source of revenue is more 
likely to be available to local governments in unitary countries. In 1998, 
by comparison, local sales taxes accounted for more than 10 percent of all 
local tax revenue, on average, in federal countries and more than 16 per-
cent in unitary countries.

Local income taxes as a percent of all taxes increased in some federal 
countries and decreased in others, but, on average, they accounted for 
about 7.6 percent of all tax revenue in both years. Similar variation is 
noted across unitary countries, but overall, local taxes, on average, fell 
from 12.7 percent of all revenues in 1998 to 11.4 percent in 2014.

As a percent of GDP, local taxes fell from 3.3 percent in 1998 to 2.3 
percent in 2014 in federal countries and from 5.1 percent in 1998 to 4.3 
percent in 2014 in unitary countries. This is, by and large, a reflection of 
a faster increase in GDP over the past two decades than in local tax revenues.

More specifically, at the local government level, there is heavy reliance 
on income taxes in the Nordic countries whereas heavy reliance is placed 
on property taxes in countries that, in the past, were part of the British 
Commonwealth or significantly influenced by it.

1 For an illustration of the pattern of local tax systems in 1998, see Kitchen and Slack 2003, 
p. 2228.
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Where local taxes are a comparatively higher percentage of total tax 
revenue and GDP, local governments tend to rely more heavily on local 
income taxes. Local governments in some countries only have access to 
one tax (property or income) whereas local governments in many coun-
tries have access to two or more local taxes.

Where local taxes account for more than 10 percent of all tax revenue, 
there is no common pattern. Local governments in some of these coun-
tries have access to a wide range of taxes (Austria, some states in the United 
States, Italy, Iceland, Japan, Korea, Spain, and Turkey). In other countries 
where local government taxes are equally important (Nordic countries and 
the Czech Republic), local governments are restricted to only one tax of 
any significance.

From the information provided above, there are no definitive conclu-
sions that can be drawn about the appropriateness of one tax over another 
tax. There is nothing in the data to suggest that local government is more 
or less efficient, effective, and accountable if it has access to a range of 
taxes as opposed to only one major tax. Local government access to a spe-
cific tax or taxes is dependent on a number of things including the local 
government’s capacity to administer the tax, the types of expenditures that 
local government must fund, the willingness of a senior level of govern-
ment to assign taxes to local government, constitutional and legislative 
requirements, and a variety of other factors.

Fiscal Autonomy and Local Taxation

International experience tells us that an essential ingredient in creating a 
good local public sector is a responsive and responsible local government. 
A necessary condition for this is that local governments possesses the fiscal 
capacity to provide required and desired levels of public infrastructure and 
services (Rodden et al. 2003). In other words, local governments carrying 
out their expenditure responsibilities are likely to be more efficient, 
responsible, and accountable if they are required to set their own tax rates 
and raise the revenue that they spend (Bird 2011; Slack 2017).

Furthermore, this is dependent on the fiscal autonomy or fiscal discre-
tion that local governments have in determining their tax base and setting 
their tax rates. Fiscal autonomy, in theory, is greatest when local govern-
ments are free to determine both the tax base and tax rates without senior 
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governments imposing limits on either of these. Fiscal autonomy is least 
when both the tax base and tax rate are set or controlled by senior levels 
of government (Blochliger and Nettley 2015).

In reality, local governments in every country have no or very little 
control over their tax base. In countries with a property tax, the base is 
determined by standards and practices set and implemented by a senior 
level of government.2 In countries with income and sales taxes, the base is 
also set and controlled by a higher level of government.3 Control over the 
tax base while it may limit a local government’s autonomy has some advan-
tages. A common base is less expensive to administer than a diversity of 
local tax bases within a large jurisdictional area. Furthermore, if the tax can 
be “piggybacked” onto the tax base of a senior level of government, 
administrative costs will certainly be less than if each local government set 
up and administered its own tax. More importantly, however, is the capac-
ity to avoid potential distortions and inefficiencies that might surface if 
local governments were to tamper with the tax base to satisfy some con-
stituency or other.

A common practice and one that gives local government considerable 
autonomy is a requirement that each sets its own tax rate. This is the prac-
tice in developed and many developing economies. Responsibility for set-
ting local tax rates is particularly important because it means that those 
who set the tax rate will face the political consequences of levying taxes 
that are necessary to fund the cost of services they provide (Mikesell 
2013). Sometimes, however, limits are placed on these rates to deter local 
decision makers from using them to create potential distortions and inef-
ficiencies that could lead to negative or harmful consequences for neigh-
boring municipalities and other levels of government.

Tax-sharing arrangements also exist in a few countries (Chile, Denmark, 
Estonia, Finland, France, Germany, Hungary, Poland, Portugal, Slovenia, 
Spain, and Turkey). Here, a local tax is shared with a more senior level of 
government. Tax sharing takes a variety of forms. Nowhere is the split deter-
mined by local governments. In Germany and Spain, the split is by mutual 
consent between the two parties. In the remaining countries, the sharing 
formula is determined by the senior government, sometimes annually, but 
more frequently for a longer period of time (Blochliger and Nettley 2015). 
Here, then, the degree of autonomy is not high because local governments 
are not responsible for setting their share of the tax (OECD 1999).

2 See Chap. 9 for more detail.
3 See Chap. 10 for more detail.
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Three Examples of Diversity in Municipal Taxes

Local governments in every developed and developing country rely on 
property taxation in one form or another. In some countries, it is the 
major source of revenue; in other countries, it is superseded by income or 
sales taxes revenue. At the same time, every local government collects 
revenue from an ever expanding range of relatively small taxes and charges, 
many of which are imposed on businesses. Everyone uses a range of per-
mits, licenses, fees, concessions, and so on to extract further revenue from 
the local revenue base with almost all of these having no direct relation to 
the cost of any public service that local governments provide. By and large, 
they generate revenue which, in the overall picture, is not large, but, at the 
margin, is helpful in financing services.

Given the importance of property, income, and sales taxes at the local 
level, this section briefly describes the system in one country (Canada) 
where local governments have direct access to only one tax (property), 
four countries (Nordic) that rely almost solely on the personal income tax, 
and one country (United States) where local governments may have access 
to as many as three local taxes.

Canada4: Local governments are creatures of the province and, as 
such, are permitted to use only one tax—the property tax.5 Although free 
to set their general property tax rate, municipal governments face a signifi-
cant number of provincial rules and regulations with respect to their tax 
base and rates. While some of these restrictions and constraints may be 
necessary to satisfy a variety of broader social and economic objectives, the 
point is they do restrict municipal fiscal autonomy. Examples of these 
restrictions and controls are described here.

In all ten provinces and the three territories, real property is the tax base. 
Its principal components include land, buildings, and structures and, in 
some provinces, machinery and equipment. Provincial government’s 
legislation/regulations exempt certain properties from property taxation, 
however. These include colleges and universities, churches and cemeteries, 
public hospitals, charitable organizations, and so on. Under the  constitution, 
provincial- and federal-owned properties are also exempt from property 
taxation. For federal and provincial properties including colleges, universi-
ties, penal institutions and public hospitals, grants-in-lieu of taxes (based on 

4 For more detail see Dahlby and McMillan 2019; Kitchen and Tassonyi 2012.
5 In all provinces but one, the provincial government also levies a property tax.
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number of students or number of beds in some provinces and on assessed 
value of the property in other provinces) are paid to the municipality. As 
well, provincial legislation/regulations require special treatment for other 
types of property—agricultural land and managed forest properties receive 
favorable property tax treatment in every province. Favorable treatment 
takes the form of exemptions, lower property tax rates, or assessment on the 
basis of the land’s current use rather than its market value.

For all taxable properties, every province has legislation that calls for 
the assessment of real property at some value. In some provinces, this is 
called “real and true value,” “current value,” or “fair value.” In practice, 
these terms refer to market value. To avoid unintended variation in pro-
vincial assessment practices and to achieve intended variation, every prov-
ince has established a central assessment authority and has moved recently 
to more updated and frequent reassessments.

Although municipal governments are responsible for setting their gen-
eral property tax rate without restriction, provincial rules and regulations 
control the rate structure across all properties. For example, some prov-
inces permit municipalities to apply a single general tax rate to all classes of 
property; others permit the application of different rates to different prop-
erty classes with lower rates assigned to residential and farm properties and 
higher rates to commercial and industrial properties. In one province, 
property tax rates are lower for residents of the province than for nonresi-
dents of the province.

In summary, municipal governments are free to set their general tax 
rate. Their tax base and rate structure (across property types), however, 
are frequently controlled or restricted by provincial legislation, rules, and 
regulations.

Nordic countries6: The best known examples of local income taxes are 
in these countries (Sweden, Norway, Finland, Denmark) where it is the 
only local tax of any significance (Table 8.1) for local governments. In 
general, local income taxes apply to personal income only including capital 
income in the Nordic dual income tax system.7 Local taxes are “piggy-
backed” onto the national income tax. They are levied at a flat, locally 
established rate on the same tax base as the national income tax. The pro-
gressive part of the rate structure is created by the central government’s 

6 For more detail, see Lotz 2012.
7 The Nordic income tax system is a dual income tax system that levies a proportional tax 

rate on all net income (capital, wage, and pension income less deductions) along with pro-
gressive tax rates on gross labor and pension income.
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rate structure. Variation in tax rates across municipalities has decreased 
over time and it now stands at around five percentage points in Denmark, 
Norway, and Sweden and around one percentage point in Finland. Norway 
has a cap on the local income tax rate and all municipalities currently apply 
the maximum rate. A similar situation exists in Iceland where local govern-
ments are also highly dependent on local income taxes.

The income tax is collected by local authorities in Norway who keep 
their share and then transfer the rest to the central government. In the 
other countries, taxes are collected by the central government and remit-
ted to each local jurisdiction according to place of residency rather than 
place of employment.

There are a number of features of the Nordic system of local income 
taxes that warrant emphasis. One is that the taxes are levied by local gov-
ernments on their residents and the revenues go to the jurisdiction of resi-
dence. Part of the logic for this is that the taxes largely finance social 
services and those are more closely associated with residence than place of 
employment. Sharing between locality of residence and employment has 
been attempted but was abandoned. The systems are supported by strong 
equalization programs. The importance of equalization is understandable 
given the importance of social programs in local budgets and the impor-
tance of local income taxes as a source of revenue. The fiscal significance 
of local government and its reliance on local income taxes has made macro 
control or stability a concern of central authorities in Norway and Sweden 
particularly, but also in Denmark. Much of that issue stems from the grow-
ing cost of social and especially of health services (an issue that is a concern 
in many countries independent of the particular level of government 
responsible for those services).

United States8: In some states, there is considerable variation in a 
municipality’s access to local taxation. For example, the property tax is 
used everywhere, and in some states it is the only tax that is permitted. 
Many states permit local sales taxes and some states permit local income 
taxes. Many cities have a local fuel tax. Regardless of the tax or taxes per-
mitted, state approval or permission has either been legislated or granted.

Fourteen states and the District of Columbia allow one or more of their 
cities, counties, school districts, and municipalities to levy their own indi-
vidual income taxes. For the states, coverage varies from 1 city in Alabama 
(Birmingham) and Delaware (Wilmington), 2 cities in Missouri (Kansas 

8 For more detail, see Mikesell 2010, Mikesell 2013, and St. Louis 2017.
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City and St. Louis) and New York (Yonkers and New York City), all 92 
counties in Indiana, all 666 school districts in Iowa, 235 cities and 331 
villages in Ohio, and most municipalities in Pennsylvania. Not every juris-
diction in states where local income taxes are in play has chosen to levy or 
is permitted to levy a local income tax. In fact, municipalities in Arkansas 
and Georgia are permitted to levy a local income tax but none of them 
have chosen to do so.

In some municipalities, the tax is on personal and corporate income, 
but in most, it is only on the former. For administrative simplicity and cost 
savings, taxes are sometimes imposed at a flat percentage rate “piggy-
backed” onto the state income tax. Many jurisdictions, however, have 
chosen to set up their own tax structure and administer their own tax 
system because it gives them more local autonomy, control, and flexibility 
in determining the tax base even though it is more expensive to implement 
and administer.

Tax rates vary across municipalities and often rates vary across munici-
palities within a state. The authority to set tax rates is sometimes con-
strained by the state or by voter approval. Some cities levy local income 
taxes on earnings; some levy on earnings and business net profits; and 
some levy on personal income. Local income taxes may be residence based 
or employment based (payroll tax). When residence based, tax rates are 
generally not differentiated. If it is earnings (payroll) based, differential 
rates may be used with lower rates applying to commuters.

The income tax is an important revenue generator in many places. For 
example, in Detroit, income tax revenue is 1.12 times the property tax 
revenue; in Columbus, it is 10 times the property tax revenue; and in 
Philadelphia, it is 2.8 times the property tax revenue.

Local sales taxes are permitted in 36 states where they are used in 
roughly 10,000 jurisdictions including more than 6500 cities and over 
3500 towns, counties, boroughs, special districts, school districts, and 
transit authorities to name the most obvious. In some states, it is universal; 
in others, it is voluntary. General sales taxes are levied on retail purchases 
at “ad valorem” (fixed percent of selling price) rather than per unit rates. 
Most municipalities are allowed to choose their own tax rate subject to an 
upper limit. They are almost always “piggybacked” onto the state sales tax. 
They are sometimes shared across a range of jurisdictions—state, county 
city, and so on.

Sometimes, the tax revenue goes into general funds, but in some cases, 
all or a portion of it is earmarked for a specific service or infrastructure 

 H. KITCHEN ET AL.



265

project. Like the income tax, it is also an important revenue generator; for 
example, in Phoenix, sales tax revenue is 4.5 times the property tax reve-
nue; in Denver, it is 2.8 times the property tax revenue; and in New York 
City, sales and income tax revenue combined are 1.66 times the property 
tax revenue.

All municipalities levy a property tax, one that is similar to the system in 
many other countries. Property taxes are administered and collected at the 
local level. Local governments are free to set their rates but the tax base is 
essentially controlled by state policy (legislation) and practice. The many 
other nuances and features of the property tax are similar to those described 
for Canada (above) and will not be repeated here.

FInancIng modeL For LocaL government

A major observation from the international experience is that there is no 
consistent or uniform approach to local government taxation. Some rely 
on one major tax only while others rely on more than one major tax. 
Regardless of the practice, however, it is widely agreed that local govern-
ments should operate within a framework that constitutes the “benefits 
received model” for financing local governments. This is examined below.

“Benefits-Based Model” in Principle

Let us turn to the constitutional place of local governments in virtually 
every country. Local governments are generally “creatures of the state/
province” in federal countries and established by central direction/legisla-
tion in unitary countries. Their spending responsibilities and revenue 
options are controlled by a senior level of government. Because of this, it 
is best to examine local fiscal roles and responsibilities within the principal- 
agent model (Bird and Chen 1998) of state-local fiscal arrangements. In 
this model, local governments are the agents while the state is the princi-
pal. The latter has the power to alter jurisdictional boundaries, to change 
revenue and expenditure responsibilities of the agent, and to change inter-
governmental fiscal arrangements to overcome differing objectives 
between the principal and the agent. Within this context, the role of the 
agent is to provide and fund services that benefit local constituents; hence, 
financing of each service is best completed within the benefits-based model 
of public finance (Bird 1993).
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 Criteria
The underlying principle of the benefits received model9 of local finance is 
straightforward (Duff 2004): those who benefit from local public services 
are those who should pay for them. This model satisfies the following 
principles or criteria.

Economic (or allocative) efficiency10 is achieved when the tax or user fee 
per unit equals the extra cost of the last unit consumed. This is the well- 
known price equals marginal cost pricing principle. The tax or fee, by defi-
nition, indicates what consumers are willing to pay for a service, and 
marginal cost, by definition, measures the cost of resources used up in 
producing that service. Perhaps this can be illustrated by reference to a 
simple example. Suppose the extra (marginal) cost of producing the last 
liter of water is 10 cents and customers are willing to pay 15 cents for it. 
This is not an efficient level of output because the value that customers 
place on this liter is greater than the cost of producing it. In other words 
society is the beneficiary of a net gain of 5 cents for this unit. Collectively, 
society would be better off if water consumption increased as long as the 
price paid for each additional unit exceeded the cost of producing that 
unit, that is, for each of these units, marginal benefit would exceed mar-
ginal cost—a net gain.

If, on the other hand and more likely the case, the marginal cost of 
producing the last liter is 10 cents and customers are only willing to pay 5 
cents, this is not an efficient level of output either. The benefit that cus-
tomers get from this unit is less than the cost of the resources used up in 
producing it and society is worse off—worse off by 5 cents for this unit. As 
long as the extra cost of producing the unit is less than its price, society is 

  9 An alternative approach would be to argue for taxation on the basis of ability to pay. This 
is appropriate for governments that have access to income taxes (federal and provincial) and 
where services funded by these taxes benefit all of society as opposed to specific beneficiaries, 
either individually or as a group that can be identified.

10 Economic efficiency is more than technical efficiency—the latter is a necessary but not 
sufficient condition for economic efficiency. Technical efficiency exists when a producing 
unit (firm, government, commission) operates in a way such that it is not possible to secure 
any additional output given the available inputs (labor, material, and capital) and level of 
technology. In other words, technical efficiency is achieved when the output per unit of input 
is maximized or the cost per unit of output is minimized. This, it should be noted, is not 
concerned with whether one good or service generates more or fewer net benefits than 
another good or service. It simply concentrates on the efficient employment of inputs in the 
production of a specific good or service. Finally, as the level of technology advances, a techni-
cally efficient production process leads to increased output with the same inputs.

 H. KITCHEN ET AL.



267

devoting too many resources to its production. It follows, then, that 
resource efficiency is achieved where marginal cost equals price because 
this is the point where society secures the greatest net gain from the con-
sumption of this service.

It should be apparent, then, that the main economic reason for impos-
ing correctly designed taxes or fees on beneficiaries (individuals or busi-
nesses) of public services is to provide the public sector with incentives for 
using resources in the most efficient manner possible. The goal of maxi-
mizing efficiency in a government’s provision of services is not an objec-
tive dreamed up by some economist. It is simply common sense. Surely 
any society should allocate its scarce resources to those services that pro-
vide its people with as large a bundle as possible of services that they want. 
That is all that is meant by efficient resource use (Bird 2011).

Accountability is enhanced when the purpose for a tax or user fee is clear 
to taxpayers. The more direct the relationship between those who benefit 
from a government service and those who pay for it, the greater the account-
ability. The principle advantage of linking expenditures to user fees is that 
the cost of a service may be seen clearly by beneficiaries. Citizen/taxpayer 
demand for a local government service will thus be based on some knowl-
edge of service costs and a realization of what must be paid for its consump-
tion. People know what they are getting for the tax or fee charged and 
better able to judge whether the expenditure is appropriate. As such, taxes 
and user fees are of considerable assistance to municipal managers in deter-
mining efficient or optimum service levels—whenever a tax, price, or charge 
for a unit of service is linked to its per unit cost of provision, consumers have 
enough information to determine desired levels and hence, managers are 
able to provide these levels (Bird and Slack 2019).

Transparency is an extension of the accountability argument. It is 
improved when citizens/taxpayers have access to information and 
decision- making forums so that the general public is familiar with the way 
in which local tax rates, charges, and user fees are set. Emphasis on trans-
parency is intended to mitigate the risk of corruption by making informa-
tion available and by ensuring that all public policy decisions are made in 
an open and transparent manner (IMF 2001).

Fairness or equity within the benefits model is achieved when those who 
use public services pay for them, just as someone who benefits from a pri-
vate good pays for it. Concerns about the tax burden on low-income indi-
viduals should be addressed through lower rates for these people, or better 
still, through income transfers from senior levels of government and social 
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assistance programs targeted to individuals in need. It is far more equitable 
and efficient to handle income distribution issues through income trans-
fers or targeting specific users (Boadway and Kitchen 1999, chapters 8 and 9) 
than to tamper with uniform charging mechanisms to accommodate 
these concerns.

Ease of administration. Local taxes and user fees should be relatively 
easy to administer and easy for taxpayers to understand.

 Applying the Criteria
The benefits-based model is best achieved when there is a close if not 
direct link between taxation and spending (Bird and Slack 2019, 2017). 
In such a system, expenditure responsibilities should be matched with rev-
enue resources, revenue capacities matched with political accountability, 
and benefit areas matched with financing areas. The services provided by 
the public sector are then (so to speak) sold to those who receive them and 
the revenues yielded by such sales are sufficient to pay for the cost of pro-
viding the service. In effect, this approach treats local governments as 
essentially “firms” that produce and sell services to their customers.

Depending on the services provided, then, different financing tools 
could be used. For services with private good characteristics (such as water, 
sewers, garbage collection and disposal, transit, and recreation), user fees 
are appropriate to fund at least some portion of the costs.11 In general, 
user fees are appropriate where there is a clear relationship between the 
fees charged and the benefits received, the taxpayer has the choice about 
the extent to which he or she uses the service, it is possible to collect the 
charge at a reasonable cost, and equity concerns can be addressed (e.g., by 
lowering or waiving fees for low-income users).

Services with public good characteristics (e.g., police and fire protec-
tion, neighborhood parks, local streets, and street lighting) have collective 
benefits that are enjoyed by local residents but which cannot easily be 
assigned to individual beneficiaries. These services are more difficult to 
charge for and require some form of local benefit-based taxation such as 
the property tax or in some instances income and sales taxes. The local tax 
allows individuals to express their demand for services where benefits are 
consumed collectively. In this respect, local taxes may be considered to be 
generalized, or non-specific, user charges.

11 See Chap. 11 for more detail.
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There are also services where the benefits (or costs) spill over municipal 
boundaries but where local provision is still desirable. Positive spillovers 
(externalities) occur if residents of neighboring jurisdictions receive a ser-
vice for free or at less than the cost of providing the service. For example, 
major roads constructed in one jurisdiction may be used by residents of 
another jurisdiction without any charge to them. The result will be an 
under-allocation of resources to that service because the municipality pro-
viding the service would base its expenditure decisions only on the bene-
fits captured within its jurisdiction. It would not take account of the 
benefits to those outside the jurisdiction. One way to provide an incentive 
to the municipality to allocate more resources to the service generating 
the externality is through a transfer from a senior level of government.

Services that redistribute income (e.g., social services, social housing, 
schooling),12 it is widely conceded, should not be the responsibility of 
local governments. These are more appropriately handled by a senior level 
of government because it has access to a wide range of taxes, most of 
which are more progressive in their impact on taxpayers when compared 
with local government taxes.

Grants from senior levels of government may also have a role in funding 
local services.13 Specifically, conditional grants could be used for partial or 
full funding of services generating spillovers and for services in which the 
state has an interest (e.g., to ensure uniform or minimum standards). 
Unconditional grants play a role in filling the fiscal gap (mismatch in local 
own-source revenues and expenditure responsibilities) and in supporting 
municipalities in their attempts to provide comparable levels of service for 
comparable tax rates (equalization).

In summary, within the “benefits-based model” of local finance, there 
is a role for local taxes, just as there is a role for user fees, and grants. Local 
governments, however, should not have to fund programs specifically 
directed toward the redistribution of income among individuals (e.g., 
social services, social housing) and they should also not cross-subsidize 
services to residences versus services to business nor should they be 
responsible for funding services that are national or statewide in their 
impact and scope (education and health, to name two). These functions 
are more appropriately the responsibility of central and state/provincial/
regional/cantonal governments and should be funded by them.

12 While some elements of income redistribution are inherent in almost all public services, 
income redistributional services include welfare payments, children’s aid, social housing, and 
income transfers to name the most obvious.

13 For more detail, see Chaps. 12, 13, and 14.
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Issues In LocaL taxatIon

The current fiscal environment in which municipalities in almost every 
country face increased spending responsibilities, reduced grants from 
senior levels of government, and a restricted local tax base raises a number 
of issues around local taxation, issues that are discussed next. 

Which Tax or Taxes?

Within this model, there is a clear role for local taxes, but what is not so 
clear is which local tax or taxes. Here, the strongest economic and fiscal 
arguments for assigning a tax or taxes to local governments come from the 
literature on fiscal federalism where there is widespread agreement on gen-
eral principles that should be followed. In short, this theory prescribes a 
limited tax base for local governments (McClure 2001). The best munici-
pal/local taxes are those that have the following characteristics (Bird and 
Slack 2004; Bird and Bahl 2008; Inman 2005). They are based on an 
immobile tax base and, therefore, borne primarily by local residents (not 
exported). They do not create problems with harmonization or harmful 
competition between local governments and more senior levels of govern-
ment. They generate sufficient, stable, and predictable revenues. They are 
visible to ensure accountability and transparency. They are perceived to be 
fair. They are easy to administer locally.

 Property Tax
The real property tax (discussed in Chap. 9) which is widely used meets 
these criteria better than any other tax. Its base is largely immobile. 
Revenue is generally predictable and stable. The residential portion of the 
tax is unlikely to be exported.14 It is highly visible which enhances account-
ability because it makes local governments responsible for their spending 
decisions. It is fair on the basis of benefits received. One criticism that has 
been levied at the property tax is that it may be more expensive to admin-
ister than other local taxes (e.g., income and sales) that could be “piggy-
backed” onto existing taxes of a senior level of government. This claim has 
elicited a couple of responses. First, it is a small price to pay if local govern-
ments are to have autonomy and flexibility in setting tax policy—important 

14 The same cannot be said for the nonresidential property tax because some of it may be 
exported to other jurisdictions through higher prices of goods and services (see Chap. 9).
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ingredients of responsible, efficient, and accountable local governments 
(Bird 2011; Bird and Bahl 2008). Second, it has been argued that if all 
costs (administration plus compliance) associated with a property tax sys-
tem are considered, they differ very little from the costs of collecting a 
sales or income tax (Almy 2001).

 Income and Sales Tax
Other significant taxes have also been defended at the local level, even 
though they are generally less effective at satisfying the above identified 
criteria. These include an income tax on individuals15 and a general sales 
tax.16 The only local tax currently used, by itself, in place of the property 
tax is a local income tax. Support for it is generally based on the following 
arguments.

It is more progressive than the property tax in its distributional impact 
on local taxpayers. Its use would permit local governments to cast a wider 
net in capturing revenues from those who benefit from municipal ser-
vices—residents, commuters, and visitors—and as such, would be prefer-
able for metropolitan areas rather than for smaller municipalities. As noted 
above, a key tenet of the benefits model of local government finance is that 
those who enjoy the benefits of local services should pay for them. Some 
US evidence suggests that the cost of inner city services used by people 
who live in the suburbs and commute to work (in the city center) exceeds, 
sometimes substantially, the taxes they pay for inner city services (Chernick 
and Tkacheva 2002; Chernick 2002). For these services, an income tax 
and/or a sales taxes could be more effective at linking the costs and ben-
efits of services than the property tax. Third, it is more revenue elastic than 
the property tax—a useful feature for local governments faced with 
increasing costs of local services. Fourth, it could be less costly to operate 
and easily administered if local governments “piggybacked” onto the tax 
base of a senior level of government. Local sales taxes, while not as pro-
gressive in their impact on taxpayers could achieve many of these objec-
tives as well.

15 A municipal corporate income tax is not suggested because corporate capital is highly 
mobile and a municipal tax could lead to capital mobility, a violation of criteria for a good 
local tax.

16 See Chap. 10 for a more detailed discussion. Other taxes or what may be more appropri-
ately referred to as charges or fees include road pricing and parking levies. These have been 
on occasion referred to as environmental taxes or charges. They are discussed in Chap. 11.
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 Environmental Taxes
Many activities and products cause damage to the environment. Some of 
these such as the discharge of effluents are rarely taxed, whereas others 
such as gasoline and fuel are either under-taxed or subsidized. Corrective 
taxes on activities or substances with negative externalities (effluents, pol-
lution, noise, congestion, etc.) can expand the tax base and at the same 
time restrict such activities. If the tax succeeds in inducing environment- 
friendly practices among producers and consumers, it will not generate 
much revenue but will be efficient in protecting the environment. If, how-
ever, producers and consumers continue to follow environmentally dam-
aging practices, the tax will generate revenue that can be used either to 
lower other distortionary taxes or to fund cleanup programs or abatement 
technologies.

There are a range of taxes or charges that municipalities could adopt to 
internalize the costs of negative externalities. Some of these could be pig-
gybacked onto taxes/charges of a senior level of government while others 
could be implemented at the local level. Regardless of how they are imple-
mented, however, their capacity for internalizing environmental costs and 
minimizing potential distortions and inefficiencies is likely to be mini-
mized if they are implemented at a regional or metropolitan area level as 
opposed to the town or city level.

As for specific taxes and charges (discussed in more detail in Chaps. 10 
and 11), road pricing and motor fuel taxes or a carbon tax could be 
designed to include environmental costs (congestion and pollution) cre-
ated by road users. Stormwater management fees could be adopted and 
designed to minimize the harmful impact of excess water run-off caused 
by sudden and violent storms that are appearing more frequently in many 
places. Better use of user fees for solid waste management and recycling 
would reduce the negative consequences of too much garbage. This could 
include environmental charges on consumer products that are non- 
biodegradable such as plastic bags and containers. Given recent improve-
ments in technology, better use could be made of effluent charges on 
sewerage and industrial liquid waste. Permits (user fee) are now required 
for tree removal (with a required replacement) in many urban areas and 
could be expanded to many more areas. This is intended to protect the 
urban canopy and minimize harmful climate impacts created by unneces-
sary tree removal and clear-cutting.
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 A Mix of Taxes
Municipal governments currently fund a range of services: a range that 
varies from country to country but one that almost everywhere has grown 
over the past few years as cities and metropolitan areas have struggled to 
keep up with increasing demands driven by rapidly growing urbanization, 
increased densification, potentially harmful congestion, reduced grants, 
and continued off-loading of additional responsibilities onto the local tax 
base. Included in this list are a number of tax-funded services that provide 
considerable benefits for real property (sidewalks, local streets, police and 
fire, land use planning to name a few) while others primarily benefit peo-
ple (social services, education, social housing, health and drug preven-
tion, neighborhood parks, etc.). This distinction is important because it 
raises the question of whether one local tax is preferable to other local 
taxes for funding the wide array of local services. In general, the answer is 
probably no.

The property tax which is the mainstay of local finance in the majority 
of countries has served this purpose well, especially at a time when most 
local services were primarily associated with property. Increased urbaniza-
tion, densification, and congestion over the past few decades have 
expanded the services now demanded from municipal governments. Many 
of these needs are more closely associated with people than with property, 
thus throwing into question whether the property tax is still the ideal or 
only tax that municipalities should use. At the same time, relying primarily 
on the income tax as local governments in the Nordic countries do has 
similar potential downfalls in that some of the services provided may be 
more appropriately funded from local property taxes because of their 
closer association with property than with people.

Many local governments rely on more than one tax and there are strong 
arguments for doing so especially for large cities and metropolitan areas. A 
mix of taxes would give cities more flexibility in responding to local expen-
diture needs. For example, local politicians might choose to levy sales taxes 
for services enjoyed by commuters and visitors. An employee-based per-
sonal income tax (often referred to as a payroll tax) would tax commuters. 
Property taxes might be chosen where there is a need for a more stable 
revenue source. Environmental taxes could be used to internalize the cost 
of negative externalities as well as managing the demand for local services 
and improving overall economic efficiency in the provision of local services.
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A portfolio of taxes would allow cities and metropolitan areas to increase 
or stabilize revenue while maintaining fairness (Bahl 2010; Slack 2011). 
Reliance on a range of taxes would allow city politicians to set a lower-tax 
rate for any particular tax. Since the excess burden of a tax increases with 
its tax rate (i.e., the distortions increase as the tax rate increases), a more 
diversified system should yield a given amount of revenue more efficiently 
with a smaller negative impact on the overall tax base (Chernick et al. 2010).

Access to new taxes would permit cities to reduce their dependence on 
property taxes. When compared with excise taxes, licenses, permits, and 
fees, general sales and income taxes are less likely to create inefficiencies, 
distortions, and relatively large administrative costs (Mikesell 2011). 
Additional taxes could address two concerns that are growing in impor-
tance in a number of countries. First, it would assist homeowners who are 
asset rich (high property values) but income poor and facing increasing 
difficulty in meeting their property tax obligations. Second, it could be an 
important tax source for local governments facing increasing service 
demands while at the same time facing limits or restrictions imposed by 
senior levels of government on the amount of revenue they can generate 
from the property tax.

Third, it could reduce some of the burden of business property taxes. 
This is a real problem with the property tax in many countries, especially 
where local decision makers have increased the tax burden on the nonresi-
dential tax base rather than the residential base even though there is evi-
dence to suggest that the latter receives more benefits than the former.17 
In particular, a recent study for Canada estimated that city business 
 property and land transfer taxes represent about two-thirds of the total 
investment tax burden faced by the nonresidential sector (Found and 
Tomlinson 2017). When a tax burden like this is not offset by associated 
benefits from local public services as some studies have suggested (Mintz 
and Roberts 2006; Kitchen and Tassonyi 2012), over-taxation ensues and 
the level of investment can fall hindering economic growth.

In general, arguments for more than one tax at the local level are par-
ticularly strong especially for large cities and city-regions, particularly 
when tax rates are set locally. In addition to the advantages noted above, 
these are large revenue generators. In one Canadian study, it has been 
estimated that a relatively small surtax (between 7 and 16 percent depend-
ing on the city) on the provincial income tax could yield the equivalent of 

17 See Chap. 9.
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20 percent of property tax revenue. Likewise, the yield from a one per-
centage point increase in the provincial sales tax and, depending on the 
city, could generate revenues ranging from 9 percent to 25 percent of 
property taxes (Kitchen and Slack 2016). The increase in these taxes, it 
should be noted, could be offset by lower property taxes although the 
income distributional impact would change.

Who Should Set Local Tax Rates?

International experience tells us that local governments are more respon-
sible, efficient, and accountable if they are required to fund their expendi-
tures from locally generated revenues. This includes setting local tax rates 
(Slack 2017). Additional autonomy could also be achieved if local govern-
ments were free to establish and determine their local tax base; however, 
high administrative costs of doing so generally argue against it. For income 
and consumption-based taxes, it is far less expensive to “piggyback” onto 
an existing state tax with local governments setting the local tax rate. For 
property taxation where a senior level of government is not involved, local 
administration will be necessary.

For single-tier local governments, local tax rates should be set by the 
governing council of the jurisdiction responsible for spending the money. 
For two-tier local governments where the lower tier is responsible for a 
range of services and the upper tier or metropolitan area (encompasses a 
number of lower tiers) is responsible for services that spill over the lower- 
tier boundaries (Slack 2011), the lower tier should set its own tax rates 
and the upper tier should set its tax rates. This follows the principle that 
those who spend the money should be responsible for raising it.

The practice of having each tier of local government in a two-tier struc-
ture set its own property tax rate on the same property tax base is common 
in Canada (Kitchen and Tassonyi 2012). Setting local income tax rates and 
applying them to the same income tax base as is used by the central/state 
government is the practice in the Nordic countries (Lotz 2012) and in 
many states in the United States. Similarly many municipalities in the 
United States set their own local sales tax rate and “piggyback” it onto the 
state sales tax base (Mikesell 2013). These examples suggest that it is not 
uncommon for different levels of government to impose different tax rates 
on the same tax base. Nor does it follow that the level of government that 
sets the tax rate need collect the tax revenue. Returning to the Canadian 
experience, let us consider the province of Ontario. Here, all regional and 
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county governments (upper tier) set their own taxes independently of the 
tax rates set by the local municipalities (lower tier). The local municipalities 
then send out combined tax bills and collect both upper-tier taxes and 
lower-tier taxes. This practice has been around for years and has been 
fiercely defended in the presence of a number of proposals to migrate billing 
and collection to the upper tier where cost savings could be achieved 
because of distinct economies of scale that are present in this operation. 
Billing and collection is an administrative function and has nothing to do 
with policy setting or decision-making; hence, there is no reason why billing 
and collection needs to rest with the taxing jurisdiction that sets the tax rate.

Should Local Tax Rates Be Uniform or Differentiated Across 
a Municipality?

Given that municipal governments should be responsible for setting their 
own tax rates, there is the question of whether or not these rates should be 
uniform throughout the entire jurisdiction or whether they should be dif-
ferentiated across property types and geographical areas within the juris-
diction. Whether a tax should be differentiated or not could also depend 
on the type of tax or the way it is administered.

Under benefits-based taxation, individuals and businesses that benefit 
from local public services should pay for them. Where these benefits vary 
by individual, by property type, or by area of the municipality, a case exists 
for charging differential taxes to the extent that it is possible. For property 
taxes, this is possible through the use of variable rates.18

For a personal income tax, split rates are only possible if the tax is pay-
roll based. Split rates are justified on benefit grounds. Those who work 
and live in the same city benefit from city services and should pay for them. 
Those who work in one city and live in another community still benefit 
from some of the former city’s services—local roads and streets, sidewalks, 
police and fire protection, and so on. For this, under benefits-based taxa-
tion, they should also pay a tax although at a lower rate than the tax on 
residents. In cities where split rates are used, the practice is to impose a 
lower rate of income tax on commuters (those who work in the taxing 
jurisdiction but live elsewhere) and a higher rate on residents. Here, it 
should be noted that New York City in 1999 dropped its income tax on 
commuters in spite of solid analytical and empirical support for continuing 
with it (Chernick and Tkacheva 2002).

18 Discussed in Chap. 9.
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For consumption-based taxes, however, differentiated tax rates are not 
administratively possible. A local sales, fuel, or hotel and motel occupancy 
tax, for example, is collected by the vendor. The vendor could not be 
expected to charge different rates to different customers on the basis of 
residency or some other characteristic of the customer.

Should Local Tax Rates Be Regulated?

Regulation of local tax rates may depend on the type of tax used and the 
role it plays within a country. If local governments use taxes that are only 
in their domain (property tax, for instance) and if their tax rates are set to 
generate required revenues for funding local services, there are no solid 
economic or political arguments for regulating the general tax rate. In 
democratically elected local councils where all decision-making responsi-
bilities rest with local councils, citizens/taxpayers have the ultimate con-
trol or power over council’s tax decisions—the opportunity to vote the 
politicians out of office at the next election.

If, however, local governments share the tax base with a senior level of 
government, yet have the power to set their own rates (which they should, 
as was argued earlier), there may be a case for regulation if the rate setting 
action of local government creates spillover or externality problems for 
senior governments. For example, if state or central and local governments 
have access to the same income tax or sales tax system and if the senior 
level of government lowers tax rates to achieve important state or national 
goals (e.g., to foster economic growth or to enhance competitiveness), 
they may wish to regulate what local governments do to prevent the latter 
from increasing its tax rates to take up the vacated tax room. While regula-
tion here would be justified, significant funding problems may still exist 
for local governments that need tax revenue to meet expenditure needs.

A further externality argument for regulation arises in instances where 
local governments tax businesses. If the local tax on business is set to 
recover the cost of services used, it is efficient, fair, and accountable. The 
practice in many countries, however, is for local taxation to overtax busi-
ness, thus creating potentially serious economic problems for the entire 
state or country. To prevent harmful and serious consequences, there may 
be a case for some state regulation to prevent municipalities from overtax-
ing businesses. This is discussed in more detail below under the taxation 
of businesses.
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Regulation has also been defended as a way of controlling local govern-
ment service costs. Cost efficiency in service provision, however, is more 
effectively achieved through the introduction of competitive elements in 
the production and delivery of each public good and service, not through 
regulating tax rates.

Should Local Government Tax Business?

A common tendency in virtually every country is for local governments to 
tax businesses. In general, this includes a property tax on commercial and 
industrial properties, a tax on capital, a corporate income tax, and a range 
of other industry and commerce taxes (Bird and Slack 2004). The stron-
gest economic argument for local taxation of commercial and industrial 
properties is to tax them in order to recover the cost of local public ser-
vices that they use. Where specific beneficiaries of these services can be 
identified, user charges are preferred. Where user charges are not possible, 
some general tax levy may be appropriate as long as is on a relatively 
immobile tax base with limited opportunities to export the tax to other 
jurisdictions.19

As for a local corporate income tax or local capital tax, there is no sound 
economic justification. Capital is highly mobile and the tax is almost cer-
tain to be exported, thus making it an unsatisfactory tax for local govern-
ments. In fact, concerns over capital mobility were instrumental in the 
Nordic countries decision to prevent municipalities from having access to 
a corporate income tax (Lotz 2012).

Could Local and Metropolitan Governments Use Different Taxes?

In principle and practice, local and metropolitan governments could have 
access to the same tax or they could have access to different taxes. It 
depends on the types of services for which each of these governing units is 
responsible. If local governments provide services that benefit their own 
residents, do not generate spillovers or externalities, that are non-income 
redistributional in nature, the property tax is probably the best tax 
although it could be supplemented by another tax or taxes. It is on local 
people and pays for local services. Indeed, the same may be said for met-
ropolitan governments if their services have the same characteristics.

19 A fuller discussion of the inefficiencies and distortions of local government’s taxation of 
commercial and industrial property is completed in Chap. 9.
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In reality, metropolitan governments are closer to those of provinces 
and states in terms of the services they provide and, as such, are better 
candidates for a wider range of taxes when compared with local govern-
ments (Kitchen and Slack 2016; Kitchen 2019). They are often called on 
to address poverty, crime, social housing and social assistance, land use 
planning, regional transportation, and other region-wide needs. Here, an 
income tax would appear to be an appropriate revenue source either by 
itself or as a supplement to the property tax.

An additional justification for income taxes for metropolitan areas has 
been made on benefit grounds. Since large metropolitan areas have a more 
heterogeneous population, it has been suggested that income is more 
highly correlated with consumption of public services than it is with prop-
erty values (Bird and Slack 2004). In this case, a local income tax may be 
a better benefit tax than a property tax. On the other hand, this argument 
does not apply if there is a strong relationship between income and prop-
erty values, which may be the case in large cities in many developed coun-
tries (Bird and Slack 2004, p. 34).

Finally, if either local or metropolitan governments provide services 
that are used by nonresidents, a case exists for giving these governments 
access to one or more consumption-based taxes or charges.

Should Local Taxes Be Earmarked?

Earmarking refers to a situation where the revenue generated by a local tax 
is dedicated or assigned to funding a specific service. It does not go into 
general revenue of the taxing jurisdiction.

The case for earmarking is largely based on the benefits received prin-
ciple, especially when there is a close link between the tax revenue gener-
ated and its use in financing a specific local public service(s). In this 
context, it makes economic sense for the revenue from a selective sales (or 
excise) tax such as one that is levied on motor fuel to be dedicated to fund-
ing local roads. Here there is a link between the user of the road and the 
price paid (though the fuel tax) for its use. As well, a dedicated tax has a 
further advantage—it facilitates long-term planning and is more likely to 
prevent political abuse of the funds collected.

Earmarking, in general, of a portion of the property tax, personal 
income tax, or general sales tax is not recommended unless there is a press-
ing need for ensuring that a municipality has sufficient funds to develop 
and maintain an increasingly important local service that would otherwise 
not be maintained. For example, dedicated funds might be necessary to 
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ensure that neighborhood parks are developed and maintained in highly 
urbanized and densely populated cities. Here, parks are becoming more 
and more important as exercise, recreation, and social gathering places; 
this is a service that is particularly vulnerable to local funding cuts espe-
cially during budgetary debates (Kitchen 2017).

Other than the occasional service such as the one identified in the pre-
ceding paragraph, revenue from local property, income, and general sales 
taxes should not be earmarked or dedicated to specific services. These 
revenues should be used to fund a range of local services that provide col-
lective benefits to the local community.

summary

There are no definitive conclusions that can be drawn about patterns of 
local taxation across countries nor can anything be concluded about 
whether one tax is always superior to other taxes. Municipal governments 
in some countries rely on property taxes; in other countries, they rely on 
income taxes; and in still other countries, they rely on a mix of local 
taxes—property, sales, and income. Reliance on a specific tax or taxes is 
dependent on a number of things including the traditional or historical 
pattern of taxation in that country, the local government’s capacity to 
administer its own taxes, the types of expenditures that local government 
must fund, the willingness of state or central governments to assign taxes 
to local government, the constitutional and legislative requirements within 
which local governments operate, and a variety of other factors.

What we do know from international experience is that local govern-
ments carrying out their expenditure responsibilities are likely to be more 
efficient, responsible, accountable, and transparent if they are required to 
raise the revenue that they spend. Local governments in most countries 
have considerable autonomy in setting local tax rates but almost no con-
trol over their tax base.

Within the benefits-based model of local finance, the best taxes are those 
that are based on an immobile tax base and, therefore, borne primarily by 
local residents (not exported), that do not create problems with harmoniza-
tion or harmful competition between local governments or local govern-
ments and more senior levels of government, and that are easy to administer 
locally. Here, there is a strong case for using a property tax, but personal 
income and sales taxes have also been defended at the local level, even though 
they are generally less effective at satisfying the criteria for a good local tax.
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There are also arguments in support of a mix of local taxes, especially 
for large cities and metropolitan areas. This would make the overall local 
tax structure more flexible, thus permitting local governments to choose 
taxes that fit local conditions and circumstances. Additional tax sources 
would increase the revenue elasticity of the local tax base and allow it to 
adapt more easily to rising costs and service demands.

Regardless of the taxes in place, there is a general consensus that local 
taxes should only fund those services that benefit the local community; 
that there is no single tax that is ideal or preferred everywhere—indeed, a 
mix of taxes may be desirable especially for large urban or metropolitan 
areas; that the governing unit that spends tax dollars should be responsible 
for raising it including setting local tax rates; wherever possible, differen-
tial tax rates should be used to capture differences in the cost of delivering 
local services; that local tax rates, in general, should not be regulated; that 
local governments should not tax businesses to subsidize residential ser-
vices as they do in virtually every country; and that local and metropolitan 
governments could use different taxes.
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CHAPTER 9

Property Taxation: Principles

IntroductIon

For many decades now, property taxation has been the backbone of 
municipal finance in many developed countries. More recently, it has 
played an increasingly important role in financing local government ser-
vices in developing and transitional economies. As municipal spending 
responsibilities have increased, its relative importance as a revenue genera-
tor has increased. In particular, as a percentage of all local taxes, on aver-
age, its relative importance in OECD countries rose by 10–12 percentage 
points from 1998 to 2014 (Chap. 8).

The vast majority of countries tax immobile property only (land and 
buildings), but a few include movable property (personal property such as 
yachts, boats, and aircraft) in the tax base.1 In many countries, property- 
related taxes used to fund operating expenditures include a tax on real 
property, special assessments (benefiting area taxes), payments-in-lieu of 
taxes, land transfer taxes, and a host of smaller charges affixed to property.2 
While the general tax on property is common across countries, other 
charges are less common.

As a tax for financing local services, the literature is very clear—it is a 
good tax! The perception that the taxpaying public have of this tax is often 
quite different, however. Its high visibility and the public’s general lack of 

1 The country of Georgia and some states in the United States, for example.
2 There are additional property-related charges for financing infrastructure—see Chap. 7.
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or misunderstanding as to what is funded by the tax frequently lead to an 
inordinate amount of criticism. Some of these may be legitimate but 
many are not.

Legitimate criticism and concerns about the property tax range from 
those associated with its implementation and administration to a range of 
distortions or incentives that often emerge when the property tax is not 
implemented in an efficient, accountable, transparent, and fair manner.

At the outset, it must be mentioned that this chapter does not engage 
in a discussion of property taxes as they are applied in many countries for 
this has been covered extensively in books, articles, monographs, and 
reports extolling the structure, virtue, and problems of property taxes.3 
Instead, this chapter concentrates on a discussion of the major issues that 
should be addressed if the tax is to be fair in its impact on taxpayers (based 
on the benefits received model for local finance), nondistortionary (i.e., 
efficient) unless there are very good policy reasons for creating the distor-
tion, and transparent. When this is achieved, local accountability is 
enhanced and criticism minimized, although the property tax because of 
its visibility will always be ripe for criticism (Slack 2013).

The section “Importance of Property Taxes” highlights the relative 
importance of property taxes as a generator of local revenue in OECD 
countries. Since there are two main components to the property tax—the 
tax base and the tax rate—the remainder of the chapter concentrates on 
each of these. In particular, the section “Assessment Base” describes the 
assessment base. The section “Issues in Assessment” looks at issues in 
assessment. The section “Issues Affected by Tax Rates” evaluates a num-
ber of efficient and fairness concerns that may be affected by property 
taxes. “Summary” summarizes the chapter.

Importance of property taxes

The role for local property taxation was laid out in Chap. 8. It is to fund 
services that provide collective benefits to the local community (Dahlby and 
McMillan 2019; Cornia 2013; Kitchen and Tassonyi 2012). Today, munici-
pal or local governments in almost every country rely on some form of 
property tax for this purpose. Their relative importance, of course, varies 
from country to country (Bahl and Bird 2018, ch. 6). Not only does it 

3 See Bird and Slack 2004; McCluskey et al. 2013; Youngman 2016; and Franzsen and 
McCluskey 2017; Bahl and Bird 2018.
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depend on the extent to which other local taxes are used by municipal gov-
ernments, it also depends on the division of tax-funded spending responsi-
bilities between local and senior levels of government—the fewer tax-funded 
responsibilities that local governments have vis-à-vis senior levels, the less 
important local taxes will be in the country’s overall tax system.

Figure 9.1 illustrates4 the relative importance of property taxes in 34 
OECD countries by measuring municipal property taxes as a percentage 

4 The data in this figure measure property taxes as a percent of all taxes, whereas the data 
in Table 8.1 in Chap. 8 measured property taxes as a percent of all local taxes.
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of all taxes collected. At one extreme are Canada and the United States 
where property taxes account for roughly 10 percent of all tax revenue in 
the country. This is notably higher than the next group which includes 
Korea and Israel followed by France, Japan, and New Zealand at about 7.6 
percent and more than 6 percent, respectively.

At the other extreme are countries where property taxes account for 
less than 1 percent of all tax revenue. These include Luxembourg, Austria, 
Czech Republic, Sweden, and Estonia.

When all countries are pooled, one notes that local property taxes 
account for about 3.4 percent, on average (unweighted), of all tax reve-
nues. Furthermore, it is only 12 countries where the property tax actually 
exceeds the average, suggesting that these countries use the property tax 
much more extensively for tax-funded services when compared with those 
countries below the average.

property tax structure

The property tax in every country consists of two major components—the 
tax (assessment) base and the tax rate. Each is critical if local governments 
are to utilize these taxes in a fair, efficient, and transparent manner and 
each is discussed in separate sections in the remainder of this chapter.

Assessment Base

The first major issue in property taxation is selecting the tax or assessment 
base. The choice depends on a number of factors including the history or 
tradition of taxation in the country, its capacity to implement an efficient 
and cost-effective administrative system, and most importantly as practice 
shows, whether there is an active, formal, and transparent property market 
transaction system. Where the latter is widely prevalent, countries largely 
rely on value-based assessment. This includes two possibilities—market 
value assessment and site value assessment. Where real estate markets are 
weak as in developing and transitional economies, the tendency is to rely 
on area or unit-based assessment systems. The more salient features5 of 
each of these systems are discussed here.

5 For a more detailed discussions, see Franzsen and McCluskey 2017, ch. 1; Youngman 
2016, ch. 3; and Bahl and Bird, ch. 6.
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 Market Value
Market value is the clearest example of a value-based assessment system. 
Market value is the price that is determined between a willing buyer and a 
willing seller in an arms-length transaction. Three principal methods are 
used to value properties: sales method, income method, and cost method 
and all three may be used in any taxing jurisdiction. Property values under 
the sales method are based on the selling price of comparable properties. 
For similar or comparable properties, sales are recorded and assessed val-
ues are based on observed market transactions with adjustments to reflect 
differences (location, size, condition, etc.) between the subject property 
and observed sales. This method is common for single-family residences, 
condominiums, and other property types that have similar characteristics 
and for which a ready real estate market exists.

Where there is a scarcity of observed sales, the depreciated cost approach 
may be used. This is most appropriate for properties that are relatively 
new, and for which there are no comparable sales, and where improve-
ments are relatively unique. Here, the property value is determined by 
assigning a value to the land as if it were vacant and then the cost of replac-
ing buildings and other improvements are added. This approach is often 
used for assessing industrial properties.

For rental properties (multi-residential and commercial properties), a 
capitalized income approach may be used. Here, the annual net rental 
income (gross annual rental income minus annual operating expenses) is 
estimated with this annual net income subsequently converted to a capital-
ized property value (market value) using a capitalization factor. To illus-
trate, if net annual rental income from a specific property is $10,000 and 
if the current interest rate is 5 percent (e.g., current rate of return on a 
bond), the capitalized value of the property would be $200,000 (net rent 
divided by interest rate or $10,000/0.05). This is also the market value 
because an individual would be willing to pay $200,000 for a property 
that generates an annual net rent of $10,000—a 5 percent return which is 
identical to the return on bonds.

Either the comparative sales or depreciated cost approach appears to be 
superior to net rental income (gross rental income minus expenses) in 
determining market value. For properties such as vacant land and those 
subject to rent controls, there may not be a reliable measure of net rental 
income at market rates. Second, rental income may be difficult, perhaps 
impossible, to estimate for unique commercial and industrial properties 
including steel mills, mining operations, and so on. Third, during  economic 
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downturns when tourist traffic and hotel occupancy is down, estimates of 
future cash flows will be difficult to determine. Fourth, assessors may not 
have access to rental income information because this information is not 
publicly available in the same way as are sales prices (Bird and Slack 2004b, 
pp. 28–30).

 Site Value Assessment
In its purest form, site value assessment6 (SVA) is a special case of market 
value assessment where only land is assessed.7 All capital improvements 
(e.g., buildings) are excluded from the assessment base. A form of site 
value assessment is used in a range of countries including Australia, New 
Zealand, Kenya, Jamaica, and sometimes used in cities even when another 
system is predominant elsewhere in the country (Franzen and 
McCluskey 2013).

An advantage of this system is that it is relatively inexpensive to 
administer because the physical attributes of land remain fairly constant. 
Difficulties emerge, however, in separating the value of land from the 
value of buildings and their components, especially in heavily built-up 
areas (Bahl 1998; McCluskey and Franzen 2004). In addition, this nar-
rower tax base leads to higher nominal tax rates, a consequence which 
often elicits political resistance (Bahl 1998; Bahl and Wallace 2010). 
Finally, it excludes a significant amount of wealth that is tied up in 
buildings and it does not fit in with the tax base for property or land 
transfer taxes because these are based on total property values (Bahl and 
Wallace 2010).

Some countries have a split rate system. Here, different rates may apply 
to land and buildings or the same rate may be used for both. Often, how-
ever, a higher rate is applied to land to encourage its development. A 
major problem with a split rate system, however, is the costly valuations 
that are required to separate out land from buildings (Bahl and Wallace 
2010; Bourassa 2009). Further, the inclusion of both land and buildings 
in the tax base tends to be more politically palatable because the base is 
broader and the nominal tax rate is lower.

6 Sometimes referred to as unimproved land value assessment.
7 In a few countries where land cannot be privately owned (e.g., Ghana and Tanzania), the 

property tax is levied only on buildings and improvements.
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 Area-Based Assessment
Under area or unit value assessment, the tax base is a combination of 
building area and lot area. For each property, assessed value is the sum of 
lot area times an assessment rate per square meter (foot) of lot area plus 
building area times an assessment rate per square meter (foot) of building 
area. The assessment rate may be the same for both building and area or it 
may differ, as it often does, with a lower rate applied to buildings to 
encourage development.

In its purest form, unit assessment does not take into consideration any 
variation in the assessment base to reflect location, market conditions, or 
quality of structures. In less than pure form, unit assessment may intro-
duce variation to reflect location, zoning, use of property and other factors 
deemed appropriate.

Area-based systems are often used in countries (e.g., Czech Republic, 
India, and Slovenia) which do not have active, developed, and transparent 
real estate markets or where there is a resistance to move to a value-based 
assessment system.

 Self-Assessment
This system is seldom used. Where it exists, property owners place an 
assessed value on their own property. Ireland is an example. Here, taxpay-
ers value their property and assign it to a band for taxation purposes. As 
long as taxpayers are honest, this can be easy to administer and requires 
little administrative capacity. The problem, of course, is that property 
owners frequently underestimate the value of their property with more 
expensive properties being undervalued by a greater amount than lower- 
valued properties, leading to a regressive tax impact (Slack and Bird 2015). 
Because the amount of underestimation can be high, governments have 
difficulty enforcing a fair and efficient tax system and need, therefore, to 
hire a number of assessors and set up more sophisticated administrative 
capacity which, in the end, often proves to be quite costly. In essence, self- 
assessment systems are generally perceived as being inferior to either value- 
based assessment or area-based assessment. A comparison of some of the 
implications of the latter two comes next.

 Which Is Preferred?
While the choice is often driven by whether there is an active, formal, and 
transparent real estate market, there are a number of distinct advantages 
that market value offers; for example, it is able to capture the amenities of 
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the neighborhood through market prices, amenities that are often created 
by local government policies (e.g., zoning legislation). Area-based assess-
ment in its truest form will not capture these amenities (McCluskey and 
Franzen 2013). To illustrate, assume two properties of identical size (i.e., 
identical in building size and land area) and age but located in different 
parts of a community. One is adjacent to a greenbelt while the other is 
next to an abattoir. Under area or unit assessment, both would be assessed 
in an identical fashion, whereas the two would be assessed differently 
under market value assessment. It is unlikely that many would argue that 
unit assessment would be fair in such an instance.

In addition, benefits from local public services are more closely reflected 
in property values than in the size of the property (Slack and Bird 2015). 
Properties close to parks and public transit systems benefit more from 
public services than do properties located some distance away. Furthermore, 
these benefits are reflected in higher property values for neighboring prop-
erties. Market value assessment captures these benefits, whereas area-based 
assessment does not.

Area-based assessment also results in relatively greater tax burdens on 
low-income households compared to high-income households because a 
comparable property in a high-income area pays the same tax as a compa-
rable property in a low-income area. Similarly, older houses in need of 
substantial repairs, but with a large floor area, pay relatively high taxes 
(Bird and Slack 2004b). If property location has no effect on property 
taxes, land markets become distorted. For example, land located in high 
priced areas will not be recognized as such, potentially leading to a type of 
development that would not exist if the full value of land were considered 
in the location decision (Brzeski 1999).

In spite of arguments in support of value-based assessment, there are 
times when it will not work and area-based assessment will be needed. For 
example, it is the only reasonable choice in countries or areas of countries 
where fully functioning and transparent real estate markets do not exist 
(Slack and Bird 2015; Youngman and Malme 2000). This includes parts 
of countries (e.g., Canada and Russia) where there are isolated hamlets 
and no clearly functional market for property values because the govern-
ment owns most of the housing and rents it to occupants. In some coun-
tries, it is the basis for taxing agricultural land with the unit value per 
square meter or hectare varying with location (distance from markets, 
region of country) and fertility (type of land, climate, and so on) and 
sometimes with the crops grown (Bird and Slack 2004b, p. 27).
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Issues in Assessment

The success of any assessment system depends on the way in which the tax 
base is structured and administered. Here, there are two issues that are 
critical: first, the composition of the tax base, and second, the administra-
tion of the tax.

 Composition of the Tax Base
To achieve the above-mentioned objectives, the tax base should be uni-
form in its treatment of all properties; that is, they should all be assessed in 
the same way—residential, commercial, industrial, farm, government, 
properties of charitable organizations and not-for-profit agencies, and so 
on. In most countries, however, there are a number of deviations from this 
practice, deviations that challenge the fairness of the system and lead to a 
number of unforeseen or unwanted outcomes. The following is a discus-
sion of the major deviations.

Exemptions
Exemptions come in a variety of forms. First, some are dictated by the 
constitution or other policies and practices of senior levels of government. 
Here, municipalities are prevented from levying property taxes on prop-
erty owned by these upper levels of government. There are two possible 
consequences of this. One is that local governments are simply unable to 
collect any revenue from these properties even though they benefit from 
local public services. The other is where the senior level of government (as 
in Canada) provides grants or payments-in-lieu (PILs) of property taxes to 
local governments.

Second, there is a group that includes places of worship (e.g., churches, 
temples, mosques) and cemeteries. A third group includes public or quasi- 
public organizations such as hospitals, educational institutions, libraries, 
nursing homes, non-profits organizations, and so on. Fourth, public parks, 
roads, schools, public libraries, foreign embassies, and property owned by 
international organizations also tend to be exempt from property taxes. 
Finally, some exemptions, such as for machinery and equipment, are given 
to encourage economic development. For each of these categories, prop-
erty taxes or PILs are not paid. In many cases, properties which are exempt 
are not assessed; in other cases, properties are assessed although they are 
not taxed.
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Exemptions have been criticized on a number of grounds (Youngman 
2016, ch. 10; Slack and Bird 2015; Kitchen and Tassonyi 2012; Kitchen 
2013). On the basis of fairness, they are difficult to justify unless, of course, 
payments-in-lieu equal what the property tax would have generated. In 
reality, however, PILs are criticized because they have not kept up with the 
property taxes that would have otherwise been paid (Kitchen and 
Vaillancourt 1990).

Another exemption available in a number of states in the United States 
is the “homestead exemption.” While the limit and rules vary from state 
to state, the practice is to exempt the first few thousand dollars of assess-
ment from property tax liability. This provides relatively more tax relief for 
lower-valued properties than higher-valued properties. In some states, the 
exemption is only available for residents; nonresidents including seasonal 
property owners cannot use it. In other words, two identical properties 
using the same local public services face different tax bills if one owner is 
a resident of the state and the other owner is not. A similar outcome, 
although not as a result of an exemption, is achieved in at least one prov-
ince in Canada (Prince Edward Island) where all properties are assessed in 
the same way but nonresidents (generally seasonal) face a higher property 
tax rate than residents. Each of these situations is subject to the same criti-
cisms directed at exemptions more generally.

Exempt properties use municipal services like other properties that 
occupy space and, hence, should be taxed (Bahl and Linn 1992). Second, 
exemptions narrow the tax base resulting in increased taxes (higher than 
they would be otherwise) on nonexempt properties or a reduction in 
service levels. Third, differential treatment may affect location decisions, 
choices about what activities to undertake, and other economic decisions 
(Kitchen and Vaillancourt 1990). Fourth, if there is a sound public pol-
icy reason or rationale for the exemption, it should be made explicit. The 
best way to determine this would be to assess all exempt properties in the 
same way as nonexempt properties. The property tax rate, then, could be 
applied to the assessment base to calculate the value of forgone tax rev-
enue. In this way, local government officials and the taxpaying public 
would be better aware of the real cost of the exemptions and better able 
to judge whether they are acceptable and fair. If it turns out that there is 
no solid public policy rationale, the exemption should be terminated and 
the property should be subject to the tax rate levied on nonexempt 
properties.
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Finally, since the proportion of tax-exempt properties varies by munici-
pality, disproportionate tax burdens may be created across communities. 
This is especially troublesome when a senior level of government is able to 
determine what is exempt from local property taxation and what is not 
(Slack and Bird 2015).

Capping, Freezing, or Restricting Residential Assessment 
Increases
Capping, freezing, or limiting residential assessment increases is almost 
always a response to rapid increases in property values. In recent decades, 
these have been used in a variety of places. In Canada, they have been 
or are in place in three provinces (Prince Edward Island, Nova Scotia, and 
New Brunswick) where annual assessment increases have either been fro-
zen for a short period of time or restricted to the increase in the Consumer 
Price Index until the property was or is sold at which time it is reassessed 
at market value.

Similar restrictions are in place in a number of US states (Youngman 
2016, ch. 11). For example, in California, properties can only be assessed 
or reassessed at time of sale or resale. Between sales, annual assessment 
values may only increase by 2 percent or the rate of inflation whichever is 
less. In Michigan, reassessment increases are restricted to the lesser of 5 
percent or the inflation rate. Some states have limited the increase in both 
property tax rates and assessed values (O’Sullivan 2001).

The problem with capping or freezing assessments is not so much a 
reduction in local tax revenue that municipalities get because they could, 
in many cases, increase their local tax rate to collect the same amount of 
revenue; the problem is the inequities that result when properties of simi-
lar market values face very different property tax liabilities. Furthermore, 
the frozen assessment creates a much larger benefit (in terms of taxes 
saved) for those who are benefitting from rapidly increasing property val-
ues at the expense of those whose property values are rising slowly or not 
at all (Youngman 2016, p. 211; Kitchen and Slack 2014).

Tax administration is complicated by capping, which creates confusion 
among taxpayers because the taxes paid are no longer calculated simply as 
a tax rate multiplied by the tax base. Moreover, there is no incentive to 
review one’s assessment. If one of the reasons for the volatility has to do 
with assessment errors, these errors will never be corrected.

In addition, assessment limits such as freezing have resulted in “phan-
tom tax relief ”—the appearance of property tax relief where none actually 
exists (Haveman and Sexton 2008). This arises because an increase in the 
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tax rate that is required to raise revenues when the size of the tax base has 
been reduced (by limiting assessment) can offset relatively small reduc-
tions in assessed value. The result is that, for some properties, a reduction 
in market value assessment actually results in higher property taxes 
(Youngman 2016, p. 210).

Further, freezing assessment until the property is sold reduces the 
incentive to move and may distort economic decision-making. For exam-
ple, homeowners may not move if their job location changes because their 
property taxes would rise even if they move to a house of equal value. 
Freezing also creates a disincentive for skilled labor to move because new 
homeowners would pay the full property tax (not capped). It could also 
discourage new construction which is never included under a freeze and 
this can lead to a lower level of economic activity than might other-
wise exist.

Another way in which volatility has been addressed is through land 
averaging over a period of years—three or four years or whatever time 
period is established by local tax authorities. Here, property values are 
averaged if the property tax increase exceeds a threshold amount. The cost 
of the program is recovered through a higher tax rate on all properties in 
the affected tax classes. Averaging maintains a commitment to full market 
valuations but slows the speed at which any individual taxpayer’s property 
taxes can change. Averaging means that properties in the same class with 
the same pre-averaged market values do not pay the same amount of tax. 
In other words, averaging results in horizontal inequities. Land averaging 
works in both directions: as land values increase, the averaging slows the 
rate of increase; as land values decrease, averaging slows the rate of 
decrease. Not surprisingly, those who do not see immediate reductions 
when property values are falling tend not to be as supportive of averaging 
as those whose property values are increasing.

Averaging is inequitable because those taxpayers whose market value 
assessment goes down subsidize those taxpayers whose assessments have 
increased. In a period of generally rising land values, land averaging 
reduces the total assessed value for a class of property from what it would 
be in the absence of averaging. Therefore, to raise the same tax revenue 
from a class of property, the tax rate applied to the averaged values will be 
higher than for the un-averaged values. The higher the tax rate, the greater 
is the distortion on economic decisions.

As with capping, averaging weakens the link between current assess-
ment and taxation. It attempts to increase predictability and provide 
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greater stability for property owners but at the expense of equity— 
properties of equal value do not pay equal taxes—and transparency— 
taxpayers have trouble understanding how their taxes were calculated.

Finally, it is difficult to remove a scheme such as a freeze and land averag-
ing and go back to a straight market value system if it has been in place for a 
long time and often, it would be politically suicidal to do so (Slack 2013).

Single Residential Versus Multi-residential Properties
The practice in many assessment jurisdictions is to assess multi-residential 
properties at higher values than single-unit residential properties. Given 
that the same residential tax rate is levied on both types of property, this 
leads to higher effective tax rates on the former. Since both single-unit and 
multi-unit residential properties have access to the same set of municipal 
services, it is neither fair nor economically efficient to overtax multi- 
residential properties vis-à-vis single-unit residential properties.

 Administration of the Assessment System
Even if a country has a fair and efficient assessment base, it still needs a 
skilled, competent, and professional administrative structure to ensure 
that fairness, efficiency, transparency, and revenue generation are prevalent 
(Kelly 2013). This involves some key steps: identification of taxable prop-
erties; responsibility for assessment; frequency of assessment; appeals pro-
cedure; billing and collection; and assessment technique.

Property Identification
All taxable properties must be identified and described on the assessment 
roll with each property assigned a roll number. This number is important 
because it links assessment information with tax billing and property trans-
fer records. The assessment roll or fiscal cadastre should include the 
address of the property, its owner, building and lot size in square meters 
(feet) or hectares (acres), a definition of property boundaries (using cadas-
tral maps), the age of the building and information on renovations or 
improvements. Furthermore, this information should be updated when-
ever changes occur.

Responsibility for Assessment
Uniformity in assessment across a taxing jurisdiction is most easily achieved 
when the assessment function is centralized at the regional/state/provin-
cial level if not at the central or federal level because it is able to benefit 
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from economies of scale that might not be available to each municipality 
if each were to carry out their own assessment (Sjoquist and Walker 1999) 
and it creates more power for tax authorities in disputes with powerful 
taxpayers (Mikesell 2013). As well, uniformity in assessment has a greater 
chance of being achieved if it is centralized across a larger taxing area.

Staff competency requires all assessors to operate from a standard 
assessment manual where details of assessment practices and procedures 
are spelled out. Assessors should be required to attend training courses 
and pass clearly defined educational standards before becoming property 
assessors. This is the current practice in many countries, Canada included, 
where there are fully developed property assessment systems.

Frequency of Assessment
Periodic valuations and revaluations should be undertaken to ensure that 
assessment is kept up to date. In value-based systems, a shorter time frame 
for reassessment is preferred because this helps in maintaining the legiti-
macy of the tax base and it reduces the risk of sudden and dramatic changes 
in tax burdens that often arise when reassessments are conducted sporadi-
cally and infrequently (Bird and Slack 2004b).

Indexing the assessment base (between infrequent reassessments) to 
keep up with inflation, as is done in some countries, is not as equitable as 
conducting frequent property reassessments. Indexing all properties by 
the same factor (consumer price index or some other index) fails to cap-
ture the differential rates at which individual properties change in value. 
On the other hand, giving up some fairness may be a small price to pay if 
there are insufficient resources to conduct reassessments on a fairly regular 
basis. Furthermore, indexing that captures relative price changes by loca-
tion and type of property could minimize some of the large assessment 
changes that might otherwise occur at the time when properties are actu-
ally reassessed (Slack and Bird 2015).

Appeals
An important component of a well-run assessment system is an effective 
appeals mechanism; that is, taxpayers should have an avenue for appealing 
their assessment if they feel it has been incorrectly determined (Slack and 
Bird 2015). In most cases, this starts with a reassessment by the assess-
ment authority to correct factual errors and resolve minor differences of 
opinion over the value of the property. If differences cannot be resolved, 
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the taxpayer should be able to proceed to a higher authority, generally 
made up of valuation experts. In some countries, there may be a further 
stage whereby the appeal could go to a specialized tax court.

Tax Billing and Collection
Before property taxes may be collected, each taxing jurisdiction is generally 
responsible for making sure that the tax role is prepared, tax liability is estab-
lished (the tax bill), and ensuring that the tax bills are distributed to all prop-
erty owners. In some countries, all of these functions are handled by the 
jurisdiction that sets the tax rate. In other countries, municipalities set their 
own tax rates with the remainder of the activities handled by another level of 
government (regional or state) or a private-sector institution (e.g., banks).

Tax billing and collection can benefit from economies of scale; hence, 
these two functions could be handled by a private-sector institution or by 
a larger unit of government. In the province of Ontario, Canada, for 
example, all regional and county governments (upper tier) set their own 
taxes independently of the tax rates set by the local municipalities (lower 
tier). The local municipalities then send out combined tax bills and collect 
both upper-tier taxes and lower-tier taxes. This practice has been around 
for years and has been fiercely defended in the face of proposals to migrate 
billing and collection to the upper tier in order to take advantage of econ-
omies of scale. Furthermore, billing and collection is an administrative 
function and has nothing to do with policy setting or decision-making.

Tax collection is usually, but not always, a local government function. 
If the property tax is not paid by a specific due date, interest charges and a 
late penalty are generally charged. If payment is not forthcoming after a 
considerable period of time, the property may be seized and sold to pay 
delinquent taxes and penalties. Such sales are rare, however. A more effec-
tive enforcement mechanism, especially in countries with well-defined 
legal systems for property ownership and transfers, involves preventing the 
transfer of legal title to the property (either through a sale or through a 
gift) until all past property taxes and penalties have been paid.

Tax arrears are a serious problem for countries if they lower the reve-
nues generated by the property tax by a notable amount. The larger the 
uncollected taxes, the lower the effectiveness of the property tax system in 
generating revenue to fund local public services. Large tax arrears create 
higher taxes on those properties that pay their taxes and/or lead to fewer 
local public services than should otherwise be the case. Hence, the impor-
tance of enforcing tax collection.
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Assessment Techniques
Even when reassessments are done frequently (yearly, every second year, 
or even every third year), it is not possible for property assessors to reassess 
each piece of residential property on such a frequent basis. This would 
require too many assessors and it would be too expensive. This shortfall, 
however, has been overcome with the use of computer-assisted mass 
appraisal (CAMA) techniques for residential properties. This relies on 
computers and mathematical formulas to establish a relationship between 
property characteristics and selling price, thus facilitating an estimate of 
market value for properties that have not sold recently (McCluskey and 
Franzen 2013).

Mass appraisal makes use of multiple regression analysis. This predicts 
the market value of properties from known values of other variables associ-
ated with these properties (such as living area, lot size, location, availability 
of garage, age of building, number of bathrooms, and so on). More 
recently, there has been a move to integrate geographical information sys-
tems (GIS), which include the impact of location on selling prices, into 
CAMA models (McIlhatton et al. 2013). These techniques examine prop-
erties that have actually sold and they identify the statistical relationship 
between a number of features of these properties and their selling price. 
This statistical relationship is used to estimate the price for properties that 
have not sold recently.

These approaches do not eliminate the need for traditional property 
assessors and assessment practices. Indeed, property assessors are neces-
sary for examining a certain number or properties yearly and for assisting 
in developing and improving CAMA and GIS models that identify prop-
erty features affecting price. Property assessors are also needed for assess-
ing properties that display anomalies from the regular pattern and for 
handling property assessment appeals. What mass appraisal does do is to 
permit more frequent assessment updates without a physical inspection of 
all properties.

In many countries, assessment agencies now use software packages for 
these mass appraisals. Here, local assessors can quickly analyze thousands 
of sales and use this information to estimate market values for properties 
that have not recently sold. This has definitely improved the quality and 
frequency of reassessment and permitted municipalities to have much 
more up-to-date assessment rolls.
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Issues Affected by Tax Rates

Setting the local tax rate is an integral and critical component of any prop-
erty tax system. How it is set and how it is applied can have major conse-
quences for revenue generation, fairness, transparency, accountability, and 
for incentives (efficiency) to affect taxpayer behavior. In general, there are 
three steps followed by countries that set their own tax rates. First, local 
governments determine their expenditure requirements or needs. Second, 
they deduct all nonproperty tax revenues (grants, user fees, charges, per-
mits, etc.) from spending requirements leaving the amount that is to be 
funded from the tax base. Third, they divide the needed property tax rev-
enues by the property tax base to get the tax rate. This rate, while easy to 
calculate, is seldom free from controversy, especially in the way in which it 
is applied in the vast majority of countries. Issues of importance for local 
taxes generally were discussed in Chap. 8. This section will concentrate on 
issues as they relate to property taxes more specifically.

 Who Should Set Property Tax Rates?
In many countries, tax rates are set locally. However, in some of these 
countries, limits on what can be set are imposed by a senior level of gov-
ernment. In other countries, the property tax rates are set by senior levels 
of government (Bird and Slack 2004a, pp. 34–35).

Following on the established theme that the most transparent, efficient, 
and accountable local government is one that is responsible for raising its own 
revenue, it follows that local governments should be responsible for setting 
their own tax rates. Failure to permit and require this means that the close 
link between decisions over revenue generation and expenditure decisions is 
lost. An inability to set the tax rate, for instance, impedes local governments 
from controlling the level and composition of their revenues. If tax rates are 
centrally determined, accountability and transparency is almost certain to be 
reduced because local officials are unlikely to have much, if any, influence 
over rate setting (Zorn 2013). However, if tax rates are set locally but within 
limits (section “Should Limits Be Imposed on Property Tax Rates?”), 
imposed by a senior level of government, accountability and transparency will 
be, at least, partially achieved. Finally, in those countries where the tax base is 
determined by an independent assessment authority or where it is the respon-
sibility of a senior level of government, responsibility for local rate setting is 
particularly important because this is the only means by which local govern-
ments can exert any autonomy over their tax system (Slack and Bird 2015).
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In many countries, local governments function within a two-tier gov-
erning structure, sometimes referred to as an upper tier and a lower tier. 
The upper tier is generally referred to as a county, a region, a district, or a 
metropolitan level of government. It encompasses a number of lower-tier 
levels of government that are referred to as cities, towns, townships, vil-
lages, hamlets, and so on. Each level is responsible for funding a distinct 
set of local services, although there may be some overlap, and each has its 
own set of revenue tools including the property tax. Where the tax base is 
shared, each should set its tax rate independently of the other. For each 
level of government, the tax rate should be sufficient to generate the rev-
enues needed to cover the cost of local tax funded public services that each 
level provides.

 Should Limits Be Imposed on Property Tax Rates?
The practice of imposing tax limits on municipal governments by a senior 
level of government is more prominent in some countries than in others. 
In the United States, for example, the majority of the states now impose 
limits on tax rates for local government. In Canada, provincial govern-
ments have not placed limits on the general municipal tax rate, although 
some provinces have legislated the amount by which commercial/indus-
trial tax rates may differ from the residential rate.

Limits are intended to control and restrict the growth in municipal 
government spending and hence, property taxation (Kitchen 2013). 
Research on the success of these limits has addressed three main questions. 
First, did property tax limits reduce property tax revenues? Based on the 
evidence, the answer is yes. Property tax revenues declined in constant 
dollars if not in current dollars. In California, proposition 13 led to an 
immediate decrease of about 45 percent. In Massachusetts, the initial 
impact was a decrease of 18 percent (Clemens et al. 2003, pp. 189–190). 
Overall in the United States, one calculation from a few years ago esti-
mated that local property taxes per capita fell by 3 percent after tax limits 
were imposed (Shadbegian 1999).

Second, were reductions in property tax revenues offset by increases in 
other local revenues? The evidence here is not as compelling but it does 
indicate that other local revenue sources were generally substituted for 
property tax decreases (O’Sullivan 2001, pp. 189–191; Brunori 2007). 
Greater reliance was placed on local user fees, permits, licenses, and so on. 
This pattern, by the way, is also happening in countries that do not have 
limits on property tax increases.
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Third, did property tax limits affect input choices (administrative staff 
vs. service providers such as police officers and fire fighters) and quantities 
of output produced by local governments? The evidence here was mixed. 
Some studies found that local governments responded to tax limits by cut-
ting proportionately more of their administrative costs while others found 
that local governments responded by cutting proportionately more of 
their service costs. Similar variations in results were noted for output. 
Some studies found that municipalities produced roughly the same quan-
tity of services with less revenue while other studies noted that private- 
sector provision replaced public provision of local services (O’Sullivan 
2001, pp. 191–196).

Property tax limits also have another major impact. They curtail the 
decision-making power of municipal governments if they reduce the 
municipal sector’s flexibility and capacity to raise its own revenue. This is 
particularly worrisome if it means that local governments cannot provide 
sufficient revenues to provide local public services that are desired or 
wanted by local residents.

Analytical arguments supporting property tax limits for local govern-
ments are generally weak unless, of course, they are necessary to prevent 
tax exporting (section “Is the Nonresidential Property Tax Exported?”). 
This arises when richer local governments levy higher taxes on industries 
believing that the ultimate tax burden will be borne by nonresidents 
(Boadway and Kitchen 1999, p. 373). As well, a minimum tax rate may be 
needed to prevent richer municipalities from tampering with the tax rate 
to retain and attract new businesses, an approach that could initiate a “race 
to the bottom” and ultimately, to a number of unfair and inefficient loca-
tion decisions (Slack and Bird 2015).

In general, however, locally elected councils should be responsible for 
setting local property tax rates. They are in the best position to determine 
what citizens want and need. Furthermore, if these councils are unrespon-
sive to local wishes, they are likely to be voted out of office at the next 
municipal election. As well, the comparatively large number of municipali-
ties in every country means that local tax rates will be set in a competitive 
environment; that is, every municipality is aware of its neighboring juris-
diction’s tax rates and unwilling to have its rate differ noticeably from its 
neighbors for fear of losing businesses and people. The literature tells us 
that property tax differentials play a role in intra-regional location  decisions 
(section “Do Property Tax Incentives Stimulate Economic Development?”); 
hence, the reason why municipal governments compete with their neigh-
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bors to restrict property taxes. This tax competition works to control tax 
rates and it permits the municipality to make its own spending and taxa-
tion decisions without the restrictive controls of a senior level of 
government.

 Should Municipalities Use Variable Tax Rates or Uniform Rates?
The issue here is whether a local taxing jurisdiction should apply a single 
uniform property tax rate to all properties within its taxing jurisdiction or 
whether different (variable) tax rates should be used; that is, tax rates that 
vary with the cost of servicing different properties by type or by location 
within a municipality or rates that may vary for other reasons. Many coun-
tries have one tax rate for all properties. Others have tax rates that differ 
by property class, or that differ by assessment practices, or that differ 
because of tax relief for specific classes of property (Bird and Slack 2004a). 
In most cases where variable rates are used, properties are assessed at a 
uniform percentage of market value (100 percent, or 80 percent, or some 
other fixed percentage) and differential rates are applied to the assessed 
values. In a few countries, differentiation is achieved by applying a uni-
form tax rate to properties that are assessed at different percentages of value.

Variable rates are fair on the basis of benefits received as long as the varia-
tion in the rate captures the variation in the differential cost of servicing 
different property types or property locations. Second, they are efficient if 
designed to cover the cost of local public services consumed—no incentive 
exists for a household or firm to alter its behavior or location to avoid the 
tax as long as it matches the cost of services used. Third, they are efficient as 
long as higher tax rates apply to tax bases that are more inelastic (highly 
insensitive to changes in tax rates) in supply. Since residential property is an 
inelastic tax base when compared with commercial and industrial property 
(the latter can move to other municipalities and to other countries), this 
calls for higher tax rates on residential properties than on commercial and 
industrial properties, a practice that is almost never followed as is noted later 
(section “Should Municipalities Levy Higher Tax Rates on Nonresidential 
Properties Vis-à-Vis Residential Properties?”). Fourth, variable tax rates 
have a further advantage in that they could be used to distort decisions 
deliberately to achieve certain municipal land use objectives. For example, if 
higher tax rates slow development and lower-tax rates speed up develop-
ment, a deliberate policy to develop certain  neighborhoods instead of others 
might be achieved through different tax rates for different locations (Slack 
and Bird 2015; Kitchen and Tassonyi 2012).
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 Should Municipalities Set Progressive Property Tax Rates?
Progressive property tax rates increase progressively as the value of the 
property tax base increases. Support for this approach comes from those 
who want to extract progressively more property tax dollars out of more 
expensive residential properties. In essence, this is a form of income redis-
tribution where these properties pay proportionately more so that less 
expensive properties pay proportionately less.

Analytically, support for this approach is difficult to find. Asking munic-
ipalities to use the property tax base to engage in income redistribution in 
this way is a bad idea. Leaving income redistribution to the local level cre-
ates the following scenario. As long as people are mobile between the two 
jurisdictions, high-income people will move out of the progressive tax rate 
jurisdiction and low-income people will move in, other things being equal. 
Redistribution, then, breaks down unless it is carried out on a broader 
scale, such as the state/provincial/cantonal level (Youngman 2016).

Under the benefits-based model for local public finance, taxpayers pay 
for those services that provide collective benefits to the local community. 
For residential properties, all of which have access to the same set of ser-
vices, this suggests that the tax rate should be the same. Since there is no 
evidence to suggest that the benefits received from local public services 
increase progressively with property values, there is no justification for 
charging higher tax rates on more expensive properties.

As well, a progressive property tax could exacerbate liquidity problems 
for those who are asset rich but income poor—an increasing concern in 
some cities where there is a heavy reliance on property taxes. For example, 
seniors on fixed incomes who purchased their properties many years ago 
face high property taxes because their assessed property values have 
increased but their incomes are low. A better way of handling concerns 
over a taxpayers’ ability to pay is through the use of tax relief or conces-
sions for low-income taxpayers (section “Why Tax Relief and What Form 
Should It Take?”).

Lastly, from an administrative point of view, a uniform tax rate has the 
advantage of being simple, transparent, and predictable in terms of the amount 
of revenue that will be collected (Zorn 2013). Taxpayers find one tax rate 
easier to understand and it is less complicated for tax officials to administer a 
uniform tax rate than progressive tax rates. Moreover, where property values 
are divided into different classes by property value, there will be an incentive 
for those taxpayers at the bottom of a value class to appeal an assessment to 
move into a lower class. Hence, the number of appeals would surely increase.
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 Should Municipalities Levy Higher Tax Rates on Nonresidential 
Properties Vis-à-Vis Residential Properties?
Taxation of nonresidential properties (commercial and industrial) at 
higher tax rates than residential properties is a common practice across 
countries (Bird and Slack 2004a, b). Not only is this a consequence of 
higher property tax rates on these properties, it is often a result, as well, of 
other property-related charges that have no relationship to services 
received or to property value.

Higher taxes on commercial and industrial properties are generally the 
outcome of assessing these properties at higher values than residential 
properties and levying the same tax rate on both property types or through 
the simple application of higher tax rates on business properties (Bird 
et al. 2012).

There is very little economic rationale for higher taxation of business 
properties. Differentially higher tax rates that are not offset by higher lev-
els or quality of public services distort land use decisions and favor residen-
tial over nonresidential properties (Maurer and Paugam 2000). 
Overtaxation of a factor of production such as real property also distorts 
productive efficiency because it changes the relative prices of factors of 
production (Slack and Bird 2015). A recent study on business taxation in 
Canada estimated that business property and land transfer taxes (section 
“Should Municipalities Adopt a Land or Property Transfer Tax?”) repre-
sent about two-thirds of the total investment tax burden faced by the 
nonresidential sector (Found and Tomlinson 2017). When a tax burden 
like this is not offset by associated benefits from local public services as 
many have suggested (e.g., Mintz and Roberts 2006; and Kitchen and 
Tassonyi 2012), overtaxation ensues and the level of investment can fall 
hindering economic growth. Higher tax rates on the nonresidential sector 
also lead to the potential for the tax to be exported (section “Is the 
Nonresidential Property Tax Exported?”) onto people in other communi-
ties, a violation of one of the principles for a good local tax.

Efficiency in municipal service levels will not be achieved if revenues 
collected from property taxes on business properties are used to subsidize 
services consumed by the residential sector and there is considerable evi-
dence that this is the case.8 Since service levels in any municipality are 
driven primarily by the demands of the residential sector (they vote), their 
subsidization means that the residential tax rate will be less than it would 

8 For a review of some of these studies, see Kitchen and Tassonyi 2012.
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be in the absence of the subsidy and an oversupply of municipal services 
could ensue. Equity is not achieved either if those benefiting from the 
services are not paying full costs.

Further concerns with the overtaxation of the commercial/industrial 
sector arise because this tax represents a fixed charge that must be paid. 
The tax is fixed in the sense that it is unrelated to the value of municipal 
services used or profits earned. As long as the tax rate is more than neces-
sary to cover the marginal cost of municipal services consumed or if there 
are no economic rents for it to capture, resources will be allocated ineffi-
ciently. This overtaxation of the nonresidential sector can lead to less eco-
nomic activity, lower output, fewer jobs, and a less competitive business 
environment.

One defense of the overtaxation of business properties is often pro-
vided by municipal officials and some taxpayers and it is as follows. Since 
businesses can deduct all expenses incurred in earning income (including 
business taxes) for their corporate income tax base and since owner- 
occupiers of residential dwellings are not allowed similar deductions, it has 
been suggested that an extra tax on business is legitimate in that it attempts 
to even out the disparities in taxes that would otherwise exist on these two 
different categories of taxable property. While it is true that owner- 
occupiers are not able to deduct property taxes, it is also the case that 
owner-occupiers are not required to include in taxable income either 
imputed income from their owner-occupied dwellings or capital gains 
earned on the disposal of their principal residences (Boadway and Kitchen 
1999). Such exclusion is similar to a deduction from income for tax pur-
poses (as in the case of the tax on businesses) in that both reduce the tax-
able economic income of the taxpaying unit. On this basis, it is difficult to 
make a case for a higher tax rate on commercial and industrial properties.

Concern over the kinds of distortions noted above with the property 
tax on commercial and industrial properties has prompted at least one 
suggestion for reform in Canada (Bird and Mintz 2000; Bird and Wilson 
2003). Specifically, it has been argued that revenues from a portion of 
the nonresidential property tax should be replaced with revenues from a 
new business value tax (BVT). This BVT would be a value-added tax. It 
would be levied on business income. It would be on production and not 
consumption. This would make it an origin, not destination-based tax; 
hence, it would tax exports and not imports. Further, it is suggested that 
it be a senior government’s tax with municipalities having the opportu-
nity to set local rates that are “piggybacked” onto the senior government 
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rate. The latter could even impose limits on local surcharges to prevent 
unwanted locational distortions. Because the BVT is a value-added tax 
(essentially sales less cost of goods purchased), it would eliminate a num-
ber of the distortions created by the current overtaxation of business 
property. This type of local business tax is used in Germany and Japan.

 Do Property Tax Incentives Stimulate Economic Development?
There is no general agreement about the importance of property taxes on 
location decisions. The available evidence, most of which is drawn from 
the United States, suggests that property tax differentials are relatively 
unimportant in intermunicipal or interregional location decisions but do 
play a role in intra-municipal or intra-regional location decisions. These 
results are not surprising. In terms of intermetropolitan location decisions, 
business activity is mostly influenced by market conditions, the availability 
and cost of a skilled labor force, access to transportation, the presence of 
necessary production materials, and proximity to markets. Since property 
taxes account for a relatively small proportion of the total costs for most 
businesses, it is unlikely to be large enough to initiate a relocation decision 
or encourage significant business activity.

Intra-metropolitan location decisions, on the other hand, may be 
affected by property tax differentials. The smaller the area over which the 
business is choosing to locate, the more similar are the nontax factors. 
Within a large urban or metropolitan area, for example, market conditions 
and cost variables (such as labor, transportation, and energy costs) tend to 
be reasonably uniform. In this context, fiscal factors take on more signifi-
cance: lower property taxes in one community will generate lower costs at 
the margin and higher profits for businesses located in that particular com-
munity (Bartik 1991). The review of intra-metropolitan studies suggests 
an average elasticity of −2.0 for taxes with respect to business activity. This 
estimate means that a reduction in taxes of 10 percent will increase busi-
ness activity by 20 percent. The elasticity within metropolitan areas is 
about four times the elasticity between metropolitan areas.

The influence of taxes on business location, even within metropolitan 
areas, varies for different types of business activities because industries dif-
fer in terms of their responsiveness to fiscal variables. For example, tax- 
sensitive firms are more likely to locate in a low-tax jurisdiction. According 
to studies that have been undertaken on different industries, manufactur-
ing location decisions tend to be more sensitive to taxes than nonmanufac-
turing location decisions. The reason is that the manufacturers are more 
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oriented to national and international markets. Local costs will have a 
greater effect on their profits because it will be more difficult to pass these 
costs on to consumers. Moreover, manufacturers tend to be more capital 
intensive and local property taxes are taxes on capital (Bartik 1991). 
Empirical studies confirm that capital-intensive industries are more sensi-
tive to taxes on capital than are other industries.

Where there are advantages to locating near-similar activities (agglom-
eration economies), the tax will have a less significant impact. For exam-
ple, businesses in the financial district may enjoy significant advantages 
from being in that particular location. In this case, the property tax may be 
less important in the business location decision than in those cases where 
business is fairly mobile.

 Do Property Taxes Affect Competitiveness?
The few studies on nonresidential property taxes and economic competi-
tiveness suggest that the impact of property taxes depends on a number of 
factors—the nature of the business decision (investment in new facilities, 
ongoing operations, etc.), the business in question (pulp and paper, for-
estry, mining, etc.), plus several other factors. One study on industrial 
property taxes in the province of British Columbia (Davies et al. 2011) 
analyzed the impact of property taxes on business decisions of major 
industrial facilities in that province: investment in new facilities, ongoing 
operations and temporary closures, reinvestment in existing plants, and 
economic obsolescence and plant closure.9 In their analysis, they found 
that under typical operating conditions, property taxes are not a major 
issue for competition. The reason is that property taxes represent a rela-
tively small portion of overall costs and, as long as industries are operating 
profitably, the tax has little impact on business operating decisions.

In terms of investment in major capital projects, property taxes are not 
a significant factor either because they are small relative to total costs and 
relative to the potential revenue from the new investment. These invest-
ments tend to be undertaken when commodity prices are high and inves-
tors see a potential for extraordinary profits.

When it comes to reinvestment in existing facilities, however, property 
taxes do have an impact. These investments tend to be undertaken when 
commodity prices are low in order to maintain production capacity or 
reduce operating costs.

9 Their case studies included: pulp and paper, sawmills, mining, aluminum and smelting, 
shipbuilding and repair, and marine terminals and grain elevators.
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Property taxes have a larger impact on firms with facilities in many dif-
ferent locations. These firms will optimize the allocation of capital to those 
projects which have the highest return. Other things being equal, firms 
will thus have an incentive to invest in those jurisdictions that have lower 
industrial tax rates. Finally, for firms in financial distress, property taxes are 
a major factor because they may account for a large portion of the firm’s 
fixed costs.

 Is the Nonresidential Property Tax Exported?
An important principle underlying a good local tax is that it be borne by 
taxpayers in the taxing jurisdiction and not exported beyond this jurisdic-
tion. When the tax is exported, it has the potential for misallocating 
resources and lowering municipal accountability.

Tax exporting refers to situations in which some portion of the local tax 
burden is borne by people who live elsewhere either through a change in 
relative commodity prices or in a change in the net return to nonlocally 
owned factors of production (inputs in the production process). For 
example, if higher effective tax rates on commercial and industrial proper-
ties lead to relatively higher prices charged on the sale of that community’s 
exports to other communities, the taxing jurisdiction will have effectively 
shifted part of its tax burden onto residents of other communities. If the 
commercial/industrial property tax in every jurisdiction is exported to 
some extent, those jurisdictions exporting relatively more of the tax will be 
better off than those jurisdictions exporting relatively less. In particular, if 
the burden of this tax is shifted from residents of high-income jurisdic-
tions to those of low-income jurisdictions, the distribution of income 
among jurisdictions is worsened. Furthermore, this runs counter to equal-
ization schemes of senior levels of government, where they exist, that are 
aimed at redistributing resources (income) from relatively high-income 
jurisdictions to relatively low-income jurisdictions.

There is limited evidence on tax exportation. One Canadian study on a 
sample of large municipalities in Ontario is dated by now (Thirsk 1982) 
but it is illustrative of a problem that almost certainly still exists. It con-
cluded that the degree of exportation ranged from a low of 16 percent of 
the commercial/industrial tax burden to a high of 106 percent. More than 
this, relatively rich municipalities had relatively high exporting rates 
whereas relatively poor municipalities had relatively low-tax exporting 
rates. This led to an implicit transfer from relatively low-income munici-
palities to relatively high-income municipalities.
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Finally, when the commercial/industrial sector exports its tax burden, 
municipal government accountability is weakened because the direct link 
between the government responsible for the service and the ultimate per-
son/agency/body paying the tax for it is missing.

 Is There a Role for Property Tax Incentives?
There is a significant literature on the pros and cons of nonresidential 
property tax incentives in the United States. In large part, this is due to the 
proliferation of tax incentives in that country10 where it has been estimated 
that they cost state and local governments between $5 and $10 billion per 
year (Kenyon et al. 2012b). Property tax abatements are used to discour-
age existing businesses from leaving a city, to steer businesses to a particu-
lar location within the city, or to change the form of the property (Wassmer 
2014). The idea behind reducing the property tax is to compensate a 
business for pursuing an economic activity that is in the public interest but 
which may not necessarily be in its private interest (Wassmer 2014).

Those who favor property tax incentives argue that recipient firms pro-
vide benefits to the community that exceed the costs to the municipality 
for business services and environmental degradation caused by the busi-
nesses (Glaeser 2002). When incentives succeed in attracting new business 
to a city, they can increase income and employment, expand the property 
tax base, and revitalize distressed areas (Kenyon et al. 2012a; Wagaman 
2017). If the revenue generated by the business exceeds the cost of ser-
vices provided to it, then the business generates a fiscal surplus for the city 
(Wassmer 2014). In the best of all cases, attracting a large facility can 
increase worker productivity and attract other firms to the area, creating 
agglomeration economies (benefits from firms locating in close proximity) 
(Glaeser 2002). Finally, tax incentives are an indication that the municipal-
ity is pro-business (Brunori 2007).

Critics of property tax incentives argue that property tax incentives have 
a poor record in promoting economic development. A quick review of the 
evidence should illustrate these concerns. Higher taxes that are matched 
by better public services will not discourage firms from locating in a 
municipality because public services also influence economic development. 
Expansion of public services may reduce the prices paid for those services 

10 A study of stand-alone property tax abatements in the United States indicates that 35 
states allowed for these abatements in 2004 (Dalehite et al. 2005). In 2007, there were at 
least seven other states that allowed municipalities to offer a reduction in property taxes but 
only in conjunction with a larger economic development program (Wassmer 2007).
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by business (e.g., education expenditures may reduce the quality- adjusted 
prices of labor by increasing the supply of workers of a given quality). 
Firms prefer to locate in communities with extensive business- related ser-
vices because without local government provision of these services, the 
firms would likely have to provide them on their own.

Finally, if one jurisdiction lowers its property tax rate on businesses and 
neighboring jurisdictions keep their taxes the same, the expected impact 
on business activity in that jurisdiction is likely to be much greater than if 
all jurisdictions in the metropolitan area lower their business tax rates 
simultaneously (Wassmer 2007). Property tax incentives are effective for 
the first jurisdiction that implements them but once they proliferate across 
the metropolitan region, they lose their effectiveness in promoting eco-
nomic growth (Kenyon et  al. 2012b). Moreover, and more likely, they 
lead to destructive bidding wars.

In making a decision about whether or not to grant a tax incentive, 
information is needed on the cost to the firm of doing business in the city 
compared to other locations as well as the costs and benefits to the city of 
having the firm located there. Accurate information is not always available, 
however, because firms face the moral hazard of only offering information 
that supports their request for the tax incentive (Wassmer 2014). Once the 
firm has made its location decision, it is difficult to know what would have 
happened if the tax break had not been offered.

In short, opposition to tax incentives focuses on the zero-sum aspects 
of tax competition: development at one location will be at the expense of 
development at another location. Tax incentives are often wasted on firms 
that would have located there anyway. Lower taxes are offered to new 
businesses locating in the municipality at the expense of existing busi-
nesses. Tax incentives can lead to unfair competition among businesses 
and can lead to a situation where no major investments occur without 
them. Tax cuts need to be financed in some way and, if they are financed 
by cutting public services that businesses want, the net effect on economic 
development could be negative. Indeed, the extensive US evidence 
 suggests that such incentives often lead to a deterioration of the tax base 
and lower levels of public services.

 How Should Special Properties Be Taxed?
While the list of special properties and their tax treatment may vary from 
country to country, some tend to be common everywhere. These include 
the tax treatment of machinery and equipment, linear properties, farm-
land, forest land, and mines and mineral resources.
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Machinery and Equipment
Local taxing jurisdictions vary in the property tax treatment of machinery 
and equipment (M&E): some tax it as long as it is affixed to real property; 
others tax it if it provides services to the building; and still others partially 
or entirely exclude it from the tax base. It may be an open debate as to 
whether or not excluding one component of the manufacturing sector 
(M&E) from the property tax base while taxing other components (build-
ings and land) is the fairest and most effective way to assist the manufac-
turing sector. A simple example may illustrate this. Suppose we have two 
neighboring industrial properties assessed at $2 million each, but with dif-
ferent proportions of M&E versus land/buildings. In this scenario, the 
property with the higher percent of M&E pays proportionately less in 
property taxes compared to the property with the lower percent of M&E 
(assuming that M&E is tax exempt). This situation, it could be argued, is 
not fair because one property pays less property tax than the other, even 
though each benefits from the same level of public services. Moreover, a 
policy of exempting taxes on one factor of production creates an incentive 
for companies, wherever possible, to use more of the nontaxable factor 
(M&E) and less of the taxable factors (land/buildings), thus distorting 
their economic decisions and also reducing the local assessment base.

On the other hand, if one were to draw an analogy to the property tax 
treatment of residential properties, personal property (furnishings, appli-
ances, motor vehicles, and so on) is often not taxed while furnaces, air 
conditioners, and plumbing fixtures that are affixed to property and pro-
vide services to the property are factored into property values and hence, 
are taxed. Taxation of these fixtures is similar to the taxation of M&E that 
provides services to buildings. Excluding personal property may be similar 
to excluding M&E that does not provide services to the building.

In any case, exempting machinery and equipment to assist the manu-
facturing and processing sector is likely a second-best solution. A fairer 
and less distorting way of helping the manufacturing and industrial sector 
would be to lower the property tax burden on the entire sector as opposed 
to exempting or partially exempting one factor of production.

Linear Properties
Linear properties include railway rights of way, pipelines, telecommunica-
tions and cable properties, gas and oil wells, and electric power property 
(including generation, transmission, and distribution). Often, these prop-
erties cross municipal boundaries, thus complicating the levying of the 
property tax.
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To illustrate the variation in property tax treatment across municipali-
ties, let us turn to the Canadian experience (Kitchen 2007). In Ontario, 
real estate (land and buildings) holdings for telephone, cable, municipal 
electric utilities, and gas companies are assessed and taxed as commercial 
or industrial properties. Crown agency utilities are assessed at full value, 
do not pay taxes, but make payments-in-lieu of taxes. Utility poles, trans-
mission towers, wires, underground cables are not valued and taxed. 
Underground pipes for natural gas distribution are taxed on a per meter 
(length) basis. “Rights of ways” owned by utilities and railways are taxed 
at a fixed rate per acre—province sets the rate for nine geographic regions 
and indexes it to the average provincial commercial tax rate changes.

In Quebec, land, buildings, attached machinery, and equipment that 
are part of a gas distribution, telecommunication, or electric power system 
are taxed as follows (not on assessed value). For natural gas and electricity 
distribution systems, the tax is 3 percent of gross revenues. For cable tele-
vision systems, the tax rates are 2 percent of revenue under $5 million, 
plus 3 percent of revenue over $5 million. For other telecommunications 
systems, the rates are 3 percent and 5 percent, with same threshold reve-
nue level. Revenues are allocated to municipalities on basis of subscribers.

In Newfoundland, utilities do not pay a property tax. Instead, they pay 
a tax of 2.5 percent of revenues collected in the municipality. In British 
Columbia, electricity, oil, natural gas, and telecommunications pay a gross 
receipts tax (1 percent) instead of a property tax. Railway “rights of ways” 
are assessed on the basis of weighted average assessed values for an area as 
approximated by assessed values of abutting properties.

In Saskatchewan, railway “rights of way” and pipelines are taxed on 75 
percent of assessed values. Assessed values are estimated from values of 
abutting properties. In Manitoba, pipelines and railways are valued as fol-
lows: railway roadways are assessed on the basis of gross tons of freight per 
kilometer; natural gas distribution systems are assessed at market values—
based on values of abutting properties; and pipeline assessment is based on 
the outside diameter of the pipe.

In Alberta, the tax on a railway “right-of-way” is a fixed dollar per kilo-
meter that varies with the annual tonnage transported on that “right-of- 
way.” The assessment of linear property is based on the values of abutting 
properties—properties include oil and gas wells; pipelines to transport 
petroleum products; electric power systems (generation, transmission, and 
distribution); telecommunication systems and cable TV. In all cases, the 
tax rates are set by the province.
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This variation in practice is not unlike that in many other countries with 
extensively developed property tax systems. Each method is intended to 
measure the value of the asset. In virtually every case, the chosen measure 
is the one that is most practical and easily administered.

Farmland
Farm properties are favored in the property tax system in many countries 
as part of a more general policy of protecting farmland. A common 
approach is to assess farms at their value in current use rather than market 
value (which reflects the highest and best use). The value of a farm is 
determined by its selling price if it were to continue to be used as a farm. 
Alternative uses of the farm, or its speculative value, are not considered in 
the determination of value. Other ways of favoring farm properties include 
providing exemptions for part or all of the farm property, lowering tax 
rates on farms, or providing farm tax rebates.

Taxing agricultural land on the basis of its value in current use was 
originally designed to reduce development pressure, reflecting the wide-
spread perception that it is unfair to tax farmers for nonfarming uses such 
as real estate development. Although protecting family farms is the main 
justification for current use assessment, these provisions seldom differenti-
ate between family farms, hobby farms, corporate farms, and land being 
prepared for subdivision: these tax breaks, in practice, often benefit land 
developers (Youngman 2005, 2016, ch. 8).

The extent to which development will be delayed depends on the dif-
ference between value in current use as a farm and the market value in its 
developed use and the property tax rate. The greater the difference 
between value in current use and market value, the greater the impact of 
delaying development. The higher the property tax rate, the more effec-
tive is value in current use at delaying development. Value in current use 
does not benefit farmers in truly rural areas, however, because where 
 farming is the most profitable use of the land, the value in current use is 
the same as the value in highest and best use.

Even in areas where agricultural owners are free to sell their land for 
development at any time, current use assessment by itself will not ensure 
the long-term preservation of farmland. Theoretical research suggests that 
current use assessment can defer, but not permanently prevent, develop-
ment of land on the urban fringe (England and Mohr 2002). Preferential 
property tax treatment is not sufficient to preserve farmland because the 
resulting tax differential is unlikely, given the generally low effective tax 
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rates on land, to be large enough to compensate for the much higher 
prices that would be paid if the land were converted to urban use (Maurer 
and Paugam 2000).

Forest Land
Managed forest land is taxed in different ways across countries. In Ontario, 
Canada, for example, the tax rate on forest property is set at 25 percent of 
the residential property tax rate (as is farm property). In other places, it is 
a fixed tax per acre or hectare. Elsewhere, it is taxed on a per acre or hect-
are basis with upper limits set for the tax rate.

There are at least two problems with a fixed rate per acreage approach. 
First, the rates often remain fixed from year to year even when commercial 
and residential property tax rates on other taxable properties are increas-
ing. Second, concerns arise over the increasing hectares of forest land on 
which these relatively low rates are applied when, in reality, the land is no 
longer used for forestry.

Mines and Mineral Resources
Mineral resources are usually taxed on the basis of profits, acreage, or 
assessment of mineral values. Some taxing authorities obtain large sums of 
revenue through the imposition of royalties. These types of taxes, how-
ever, tend to be levied by a senior level of government.

In many countries, surface land and office buildings that are not con-
nected with mining operations are assessed while mines and minerals 
may be treated in different ways. To illustrate this variation, consider 
Canada where there is considerable interprovincial variation (Kitchen 
2002, pp. 63–64). In the province of Ontario, assessed property includes 
mines along with underground improvements and minerals. This tax 
base is effectively reduced, however, by the exclusion of machinery and 
equipment used for mineral processing along with the exclusion of mine 
site improvements directly used in mining activities. In the province of 
Nova Scotia, mines and minerals are assessed and taxed. In Manitoba, 
mines and minerals are not taxed. In Saskatchewan, machinery and 
equipment used in mining operations are included in the tax base while 
minerals are excluded. In New Brunswick, underground improvements 
at mine sites and minerals are explicitly excluded from the property tax 
base. In Prince Edward Island and Quebec, underground mining opera-
tions and minerals are exempt. The province of Alberta exempts minerals 
from property taxation.
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Similar variation may be noted in other countries, In short, there is no 
consistent or necessarily ideal way for levying property taxes on mines and 
resources.

 Is the Property Tax Regressive?
Local council meetings, taxpayer discussions, and newspaper reports on 
local government revenue issues frequently focus on the incidence of the 
residential property tax and more specifically, on its so-called regressivity—
a tax is regressive if it absorbs a greater percentage of the income of lower-
income individuals or households than of higher-income individuals or 
households. Most municipal officials, taxpayers, and some analysts believe 
that the residential property tax is regressive, though a number of studies 
have disputed this (for a summary of studies, see Kitchen and Tassonyi 
2012). Determining the incidence of the property tax, or of any tax for 
that matter, is an empirical matter, and any empirical study of the property 
tax must begin with assumptions about the tax’s distributional impact on 
taxpayers. These assumptions can be derived, however, only after one has 
decided on the role for the property tax.11 In general, there are three dif-
ferent views of the incidence of the tax and depending on which one is 
accepted, one gets a different picture of its regressivity. Some view it as an 
excise tax. Others view it as a capital tax. Still others view it as a user charge 
(see Youngman 2016, chapter 2; and Dahlby and McMillan 2019 for a 
more detailed discussion of these views).

If the property tax is viewed as an excise tax, its burden is regressive 
because it takes a higher percentage of a lower household’s annual income 
than of a higher household’s annual income. If it is a capital tax, its burden 
is likely to be progressive because higher-income households are likely to 
own a disproportionately large share of the stock of capital. If it is viewed 
as a user charge, it funds those services that provide collective benefits to 
the local community. According to this view and one that seems most 
relevant for funding local public services as discussed in this book, the 
property tax should be treated as a benefits-based tax. Benefit taxes, how-
ever, are not based on ability to pay, which is the commonly accepted base 
for measuring regressivity; rather, they should be based on the linkage, 
sometimes direct but often indirect, between the benefits one receives 
from local public services and the taxes paid for these services. Issues of 

11 See Dahlby 1985 for an excellent summary of the assumptions used in the tax incidence 
literature and how these assumptions affect the incidence pattern.
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regressivity, however, should be handled through property tax relief 
schemes (section “Why Tax Relief and What Form Should It Take?”) or, 
more generally through income-transfer programs that are targeted for 
the truly needy (Boadway and Kitchen 1999). Regressivity should not be 
a primary focus of the property tax. The main focus should be on the 
structure and administration of the property tax so that it operates in an 
efficient, accountable, and transparent manner.

Why Tax Relief and What Form Should It Take?
Although it is generally true that “better off people live in more expensive 
houses” (Mirrlees 2011, p. 388), property taxes create liquidity problems 
for some taxpayers. The tax is not a real cash flow but rather an imputed 
one that may not necessarily reflect the owner’s current situation 
(Johannesson-Linden and Gayer 2012). The imperfect association 
between homeowner incomes and property tax liabilities, which is some-
times referred to as “asset rich and income poor,” creates problems for 
some taxpayers. Fortunately, there are a variety of ways in which taxpayer 
relief may be provided. All of them reduce the property tax burden on 
specific individuals in specific circumstances and all are motivated by a 
perception that the property tax is regressive. This has produced a variety 
of programs; the more notable are discussed here.

Circuit breakers or property tax credits target assistance to low- 
income and elderly residents whose taxes exceed a certain percentage of 
their income. The credit is designed so that its value varies inversely with 
personal income tax liability; that is, as income tax liability increases, the 
value of the credit, which is subtracted from personal income taxes, 
declines. The threshold could be based on income only or combined with 
age or family requirements.12

Refundable tax credits mean that even those with no taxable income 
benefit from this program. Tax credits are progressive because they take 
into account the taxable income as well as property taxes paid. In many 
cases, renters are also eligible to receive tax credits because it is assumed 
that a portion of their rent covers property taxes. Tax credits introduce an 
important element of progressivity in the property tax system.

One administrative problem with a tax credit is that residents pay their 
property taxes during the year, yet they do not receive the tax credit until 
their income tax return has been filed early in the following year. This 

12 See Haveman and Sexton 2008; Bird and Slack 1978 for a more detailed discussion.
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practice creates liquidity problems for income-poor taxpayers because of 
the relatively long wait between payment of property taxes and receipt of 
the tax credit. Another concern that has sometimes been raised is whether 
a property tax credit that is designed to provide more relief to those with 
more wealth (higher property values) generates the desired income redis-
tributional result especially when it is considered as a component of the 
state income-transfer system.

Tax deferral programs permit the property owner to defer some or all 
of his/her property taxes on an annual basis. Depending on the program, 
the lost revenue will come from revenue provided by a senior level of gov-
ernment or from general revenues of the municipality itself. The amount 
of the tax deferred becomes a lien against the property and is payable 
when the property is transferred. As well, there is usually, but not always, 
an interest charge applied to the deferred taxes.

There are a number of implications arising from the use of tax deferral 
schemes. First, if one’s ability to pay taxes is measured by a combination of 
income and wealth where the property tax is viewed as a proxy for a tax on 
wealth, then a taxpayer who is asset rich but income poor could use this 
scheme to reduce his/her tax burden. In fact, tax deferral schemes can be 
especially useful in alleviating cash flow problems for income-deficient 
taxpayers.

Second, and more critically, eligibility for most tax deferral programs is 
restricted by age (seniors) and sometimes, disability. While one may be 
critical of age or disability dependent eligibility requirements for any 
income-transfer scheme, it may be administratively practical to impose 
restrictions of this sort. Otherwise, expanding the program to include 
everyone could lead to a significant increase in the number of applicants 
with the ensuing result that loans (tax deferrals plus interest charges on 
them) would be outstanding for a much longer period of time.

Grants, designed to remove some of the property tax burden, are pro-
vided to eligible homeowner’s and/or renters in some countries. The 
value of the grant usually varies inversely with income and/or is given 
according to whether or not potential recipients are elderly or in receipt of 
welfare assistance.

As a mechanism for transferring income, the grant should be evaluated 
in the same way as any other component of the overall provincial income- 
transfer scheme. By comparison with some property tax credit schemes, 
the disbursement of grants could be more directly linked with the payment 
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of or reduction in property tax liability. As well, it is frequently easier to 
direct grants to specific individuals especially in smaller communities where 
hardship cases are more quickly identified, even though it may be more 
complex administratively to operate than the tax credit program.

Exemptions from property taxes as is done for certain taxpayers under 
specific circumstances in some places effectively removes the burden of 
funding local services from these taxpayers and shifts the costs on to other 
taxpayers. Where the exemption is available to people over a certain age 
only (e.g., senior citizens), these exemptions, as a tax relief measure, may 
be deficient because they fail to consider the ability of the recipient to pay 
taxes. Similar deficiencies may exist where the criteria for exempting prop-
erty for owner-occupiers is based strictly on taxpayer’s income and ignores 
property values.

Homestead exemptions are a special category of exemptions. They 
lower the assessed value of owner-occupied principal residences and can be 
fixed at a dollar amount or set as a percentage of assessed value. If they are 
applied to all properties and depending on their limit, they can eliminate 
the property tax liability on low-income taxpayers or significantly reduce it 
and thus, make the property tax more progressive in its overall impact.

If, however, they are only available to resident homeowners (e.g., non-
residents and seasonal owners excluded), a number of inequities and inef-
ficiencies are created. They are unfair because they treat homeowners, who 
are otherwise identical except for the residency requirement, differently 
even though each of them benefits from the same set of public services. 
They are inefficient because nonresidents pay more than residents for the 
same set of public services, thus creating potential distortions in the 
demand for these services. In particular, there is an incentive for residents 
to demand more public services that they would otherwise demand 
because nonresidents will end up paying a disproportionately higher share 
of the costs for these services.

Reducing, canceling, or refunding property taxes is generally associ-
ated with special circumstances, usually with poverty or illness. These pro-
grams are for a short duration and taxpayers are required to apply for them 
annually. The lost revenues are absorbed out of general municipal reve-
nues. These programs are used infrequently and appear to operate more 
appropriately in smaller municipalities where it is easier to identify worthy 
recipients.
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Do Property Taxes Provide an Incentive for Urban Sprawl?
Since the tax is levied on property, any investment that increases the value 
of the property (such as any improvements including an increase in den-
sity) will subject it to a higher tax. For this reason, higher property taxes 
are expected to discourage density. If, on the other hand, higher property 
taxes reflect higher levels of service, it is unlikely that there would be any 
impact on location or land use. To the extent that the allocation of service 
costs is based on property values and not on the volume of services con-
sumed, some taxpayers pay more or less for services than the benefits 
they receive.

An extensive literature in the United States suggests that spatial factors 
do affect the costs of development (Brueckner 2001). In particular, the 
density of development and its location with respect to existing services 
influences the costs of providing services. For example, “hard” services 
such as sidewalks, street lighting, and roads cost less to provide per prop-
erty in denser neighborhoods. Take the maintenance of roads, for exam-
ple, in high-density neighborhoods, there are more dwelling units per 
kilometer of road over which to spread the costs.

An efficient property tax would reflect the higher costs associated with 
providing services in less-dense developments. This would generally mean 
that property taxes based on services received should be higher in subur-
ban municipalities than in the core. If property taxes are higher in the core 
and service provision less costly, the property tax creates an incentive to 
move to less-dense developments (Slack 2002).

Should Municipalities Adopt a Land or Property Transfer Tax?
A land transfer tax (LTT) or property transfer tax is levied at the time of 
sale of a property and is usually calculated as a percentage of the value of 
the property transferred. The tax, which must be paid before the transfer 
is registered, is similar to a sales tax payable by the purchaser and is calcu-
lated as a percentage of the purchase price. A number of variations on land 
transfer taxes exist. For example, the tax rate sometimes increases with the 
value of the property; in some cases, taxes are higher on nonresidents.

Land transfer taxes13 are levied in a few Canadian cities, a number of 
cities in the United States, and cities in Germany, France, and Australia. 
Quite bluntly, the land transfer tax is not a good tax for local governments 
(Dahlby and Larsen 2019). It bears no relationship to the benefits received 

13 See Dahlby and McMillan 2019 for an extensive review and examination of these taxes.
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for local services and is, therefore, highly unfair in its distributional impact. 
Nor is it related in any way to ability to pay because there is no direct rela-
tionship between homebuyers and their income or wealth (Clayton 
2015, p. 6).

It imposes a burden on those who buy property while placing no bur-
den on those who remain in their existing property. It provides an incen-
tive for those who remain in their homes to demand municipal services 
knowing that they will be disproportionately paid for by those who are 
buyers (Clayton 2015; Dahlby and McMillan 2019).

What the tax does do, however, is provide a disincentive for people to 
move, thereby resulting in potential inflexibilities in the labor market 
and encouraging people to stay in properties of a size and location that 
they may not have otherwise chosen. A large number of empirical studies 
have concluded that the LTTs discourage residential property transac-
tions and impose larger welfare losses per dollar of tax revenue than are 
associated with property taxes. They are also a more volatile source of 
revenue than property taxes and generally no more progressive than a 
property tax. In short, land or property transfer taxes are less equitable 
and more distortionary than property taxes (Dahlby and McMillan 
2019). They should, therefore, be abolished with the loss in revenue 
made up by increasing the annual general property tax rate (Franzsen 
and McCluskey 2017, p. 563).

Should Local Property Taxes Be Shared with a Senior Level 
of Government?
Shared taxes between municipal governments and a senior level of govern-
ment are common in many countries. For example, in federal countries, 
income and sales taxes including a range of excise taxes (motor fuel, alco-
hol, and tobacco) are often shared between the federal and provincial/
state/cantonal level. In some unitary countries, income taxes are shared 
between the central and local governments. In nine of the ten provinces in 
Canada (Newfoundland and Labrador being the exception), the property 
tax is shared between municipalities and the province. The original and 
ongoing rationale for this practice in Canada was and is to use the provin-
cial property tax as a means of funding a portion of public elementary and 
secondary schooling.14 This practice has often been criticized, but more 

14 Even so, property taxes are not earmarked for schooling; they become part of provincial 
general revenue.
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generally, it raises the issue of whether property taxes should be shared 
with a more senior level of government.

As noted earlier, the property tax is a good tax for funding services that 
generate collective benefits for the local community. By comparison, it is 
not a good tax for funding services that should be the responsibility of a 
senior level of government. Examples include services that are primarily 
income redistributional in nature and those that generate significant spill-
overs. Elementary and secondary schooling qualifies on both counts (Auld 
and Kitchen 2006). So do social services and social housing, to name two 
that municipalities have partial funding responsibility in many countries. 
These kinds of services should not be funded by local property taxes; 
rather they should be funded by a senior level of government from taxes 
that are primarily income redistributional in nature or by another munici-
pal tax, if it exists, such as a local income tax.

If senior levels of government were to vacate the property tax field, 
leaving it with municipalities only, it has been argued that local autonomy 
could be strengthened because competition for access to the property tax 
base would be removed (Mikesell 2013). An example of this problem 
exists in Canada. Here, municipal governments collect the property tax for 
both municipalities and the province. While provincial property taxes are 
itemized separately on the property tax bill, taxpayers tend to look at the 
bottom line and blame the municipality (the tax collector) for both the 
municipal and the provincial portion. If the province were to vacate the 
property tax field, it would increase transparency and accountability 
because the municipality would be solely responsible for the tax bill and 
taxpayers would be able to easily identify the services funded by their 
property taxes (Mikesell 2013). It would also provide municipalities with 
needed tax room, thus relieving some pressure on the municipal tax base 
(Dahlby and McMillan 2019).

summary

Drawing from theory and practice, the property tax meets the principles or 
criteria for a good local tax. In most countries, the tax is based on value, 
but in some countries it is based on area. Of these, valued-based assessment 
systems based on market value are generally deemed to be superior to area-
based systems in countries where there are fully operational property or 
real estate markets. Where property or real estate markets are not active, 
formal, and transparent, area-based assessment is viewed as being superior.
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Regardless of the assessment base chosen, the success of any assessment 
system depends on a number of critical components—property identifica-
tion; uniformity in assessment; responsibility for assessment and its fre-
quency; having an effective appeals mechanism; and making use of 
ever-improving mass assessment techniques. A uniform assessment system 
is necessary if one is to establish a tax base that is fair, transparent, and 
accountable. Uniformity is more likely achieved if a few practices are fol-
lowed. First, within a region, state, or province, all assessors work from a 
standard and uniform assessment manual that is updated frequently to 
reflect changing conditions. Second, assessors should be required to pass 
specific education and training programs on assessment practices and pro-
cedures. Third, although the evidence is sketchy, assessors working for 
centralized assessment agencies seem to be more successful (because they 
are more likely to work at arms-length) than those working for municipali-
ties in achieving uniformity in assessment. Fourth, the more frequent are 
reassessments, the fairer the assessment system, leading to fewer surprises, 
fewer complaints, and fewer appeals. Fifth, there should be an effective 
appeals mechanism in place to correct for perceived inequities in the 
assessment system. Finally, wherever possible, mass appraisal techniques 
should be used to improve the quality of the assessment system and to 
minimize its impact on costs.

The second major component of the property tax system is the tax rate. 
Here, it is generally conceded that each level of government (e.g., metro-
politan and local) should be responsible for setting its own property tax 
rate(s). Variable tax rates should be used when the cost of providing 
municipal services varies by property type and location. Variable rates, 
when compared with a uniform rate, are more likely to discourage urban 
sprawl and to minimize the extent to which the local property tax is 
exported to other jurisdictions. Progressive tax rates are not recommended 
because they distort the link between those who benefit from a service and 
those who pay for it.

Business properties (commercial and industrial) should not be over-
taxed vis-à-vis residential properties. Limits (by a senior level of govern-
ment) should not be imposed on tax rates set by local governments unless 
they are to prevent local taxing authorities from imposing unnecessarily 
high rates on commercial and industrial properties vis-à-vis residential 
properties or unless they are to protect the policy interests of a more senior 
level of government. The use of property tax incentives has not proven to 
be very successful in stimulating economic development. Often, they have 
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ended up costing local government more in lost tax revenue than they 
gained. Differentials in commercial and industrial property tax rates have 
not had much impact on interregional relocation decisions but have had 
some impact in intra-regional location decisions. Finally, even though land 
transfer taxes generate significant sums of money for local governments, 
they are far less equitable and far more distortionary than property taxes.

Allegations that the property tax is regressive have been around for 
decades even though the theoretical literature has offered mixed views on 
this. Concerns over regressivity should not be the primary focus of the 
property tax. Its role should be to fund local government services that 
provide collective benefits to the local community. If this leads to an unfair 
tax burden on lower-income households, there are a variety of programs 
that could be used—tax credits, tax deferral programs, grants, exemptions, 
and reductions, cancelations, or refunds. Or better still, this should be 
treated in the same way that every other income distributional concern 
should be treated; that is, relief should come in the form of a comprehen-
sive tax relief scheme administered by a senior level of government and not 
a property tax relief scheme directed at specific property owners and 
implemented by local governments.
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CHAPTER 10

Local Income, Sales, and 
Environmental Taxes

IntroductIon

As was noted in Chap. 9, property taxes are widely used but they are not 
the most important local tax in every country. Local income taxes, by 
comparison, are most important in 12 OECD countries and local taxes on 
the sale of goods and services are most important in 3 OECD countries. 
This chapter examines the main features of these taxes as they are generally 
applied and presents and briefly discusses some of the major issues sur-
rounding them. It does not describe the many details of each tax as it is 
used in a specific country or countries, although reference is often made 
to their use in selected countries.

The section “Local Income Taxes” examines the relative importance of 
local income taxes and highlights the major characteristics of the tax as it is 
constituted in most countries where it is used. The section “Local Sales 
Taxes” performs the same task for both a general sales tax and a handful of 
selective sales (or excise) taxes. Both parts include material that is an exten-
sion of introductory material on these taxes as provided in Chap. 8. The 
section “Common Issues” discusses a number of issues that are common in 
considering their use. In particular, should they be locally administered or 
“piggybacked”? Should they be set up as local taxes or a form of tax sharing? 
Should there be limits on their rates? How might they affect taxpayer behav-
ior? Should they be levied at the local or regional/metropolitan level? Does 
their use complicate intergovernmental arrangements? What about their 
revenue yield and volatility? What is their incidence on taxpayers?

http://crossmark.crossref.org/dialog/?doi=10.1007/978-3-030-21986-4_10&domain=pdf
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Environmental taxes  or taxes oriented to improving the environ-
ment are not yet a major source of revenue for any level of government 
including local governments but they are emerging. The section 
“Environmental Taxes” examines local government environmental taxes. 
The section “Summary” summarizes the chapter.

LocaL Income taxes

Figure 10.1 illustrates1 the relative importance of income taxes in 34 
OECD countries by measuring municipal income tax revenue2 as a per-
cent of all tax revenue collected in the country. At the high end is Sweden 
where local income taxes account for 36 percent of all taxes in the country. 
This is followed by Denmark, Finland, and Iceland where more than 20 
percent of all tax revenues are generated by local income taxes. The next 
highest grouping of countries accounts for slightly more than 12 percent 
of all tax revenue—this includes Switzerland, Norway, and Japan. At the 
bottom end are 15 countries where local income taxes are not used.

Since Chap. 8 highlighted the major features of local income taxation 
in the Nordic countries and in parts of the United States where it is used, 
this discussion will not be repeated. Nor will this chapter include a discus-
sion of local income tax systems in other countries, primarily because they 
are similar in design and structure and generally face a similar set of issues. 
It is the latter that will be considered next.

Should Municipalities Levy an Income Tax on Businesses?

Local income taxes are typically levied on personal income and not busi-
ness income. This is the case in the Nordic countries and most of the US 
jurisdictions where income taxes are in place. There are a number of solid 
reasons for excluding business income particularly if there are other taxes 
or charges that ensure that businesses cover the costs of local services that 
they use or from which they benefit. First, corporate income taxes have 
fallen in major trading countries (the most recent example being the 
United States) over the past decade, so there does not appear to be any 
justification for making it more costly for businesses to compete.

1 The data in this figure measure local income taxes as a percent of all taxes in the country, 
whereas the data in Table 8.1 in Chap. 8 measured local income taxes as a percent of all local 
taxes.

2 Income tax revenue comes from both a local tax (one where local authorities set tax rates) 
and income tax revenue sharing.
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Second, taxing mobile corporate capital and corporate profits encour-
ages firms to shift their investments and profits to lower-taxed jurisdictions 
(Dahlby 2012); in other words, taxes based on a mobile tax base are not 
good candidates for local taxation. In fact, this was a major reason why 
central governments in the Nordic countries eliminated the local business 
income tax (Lotz 2012).

Third, property taxes on the commercial/industrial sector already overtax 
business (Chap. 9), and thus, there is no reason for an additional tax burden 
that bears no relationship to the cost of municipal services consumed.
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Fourth, business income is very unevenly distributed among local gov-
ernments and poorly related to the overall costs and benefits associated 
with the taxing jurisdiction, that is, those related to residential and non-
residential inhabitants. Hence, fiscal disparities across municipalities would 
be larger and equalization more of an issue. Finally, business income taxes 
are prone to being exported beyond the local taxing jurisdiction, thus 
violating one criterion for a good local tax. The distortions created by 
exported taxes were discussed in Chap. 9.

Because of these concerns, a local income tax on business income is not 
the preferred choice. A local tax on personal income, however, is a differ-
ent matter. It can be particularly useful for funding services that are pri-
marily income redistributional in nature. Included here are social services, 
social housing, schooling, hospitals, health care, and so on.

Does a Personal Income Tax Satisfy the Criteria 
for a Good Local Tax?

Chapter 8 laid out the criteria for a good local tax—immobile tax base, 
adequate source of revenue, stable and predictable yields, fair, easily 
administered, not exportable, visible, and do not create harmful competi-
tion between levels of government. How well the local personal income 
tax meets these criteria is addressed in the next few paragraphs.

While analysts normally think of property as having the least mobile 
base, a personal income tax is also fairly immobile. Individuals or house-
holds can move more readily than their homes, but they must change their 
residence if they are to avoid a local income tax that is higher than neigh-
boring jurisdictions. Changing houses and, even more so, communities, is 
not a minor choice or task.

Variations in neighboring income tax rates have the potential to lead to 
harmful interjurisdictional competition as municipalities compete to 
attract more people and more business, but this is not likely to be any dif-
ferent that the interjurisdictional competition that exists between inter-
municipal property tax rates.

Like the residential property tax, a personal income tax on residents 
(unlike a local tax on business income) is essentially not exportable and, 
therefore, is not shifted onto people and businesses in other municipali-
ties, thus contributing to the fairness of it as a tax.
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Revenue yields can be very high as demonstrated in the Nordic coun-
tries and more progressive and fairer on ability to pay grounds in their 
impact on local taxpayers when compared with property taxes. 
Furthermore, a personal income tax is more appropriate and fairer as a 
basis for funding those local public services that are primarily income 
redistributional in nature (Kitchen 2019).

A further advantage of a local income tax relative to a property tax is 
that it makes the local tax burden more obvious to renters who are not 
exposed to property tax bills because they are usually hidden in monthly 
rent obligations.

Local income taxes can be easily administered especially if they are 
“piggybacked” onto existing income taxes of a senior level of government. 
If they are self-administered, their costs will be higher but not inordinately 
higher as demonstrated in many cities that administer their own income 
taxes in the United States. Like central income taxes, however, local taxes 
will fluctuate with the economic cycle although those changes may be 
predictable and various means can be used to stabilize the revenue.

Overall, local personal income taxes can meet the usual criteria for local 
taxes relatively well. In particular, Oates and Schwab (2004) analyze the 
relative merits of property and personal income taxes as sources of local 
taxes and conclude that both have their pros and cons but that both are 
workable and reasonably efficient.

Should the Tax Be Residence Based or Payroll Based?

In general, either of these options may be adopted for a local income tax. 
In most cases, a residence-based tax includes all forms of income—wages, 
salaries, investment income, rental income, and so on—but it need not. 
Usually, but not always, the base is identical to the income tax base of a 
senior level of government. If, however, the municipality sets up its own 
administrative structure (as a few jurisdictions have done), both the tax 
base and the tax rate may be left to the discretion of the taxing jurisdiction 
although limits, by a senior level of government, are often imposed on 
what can be done.

A payroll-based tax (the other option) only applies to wages and salaries 
and as such its base is smaller than the residence base. When payroll-based 
taxes are used, the treatment of commuters (those who work in one 
 jurisdiction but live in another) must be explicitly addressed. Sometimes 
they are taxed at full rates, sometimes they are taxed at a reduced rate, and 
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sometimes they are exempt from the tax. Depending on the treatment of 
commuters, the taxing authority has the power to set the tax rate so that 
it captures revenue from commuters who use city services and might not 
otherwise contribute to their cost.3 Neither a payroll nor residence-based 
tax, however, applies directly to visitors.

LocaL saLes taxes

Figure 10.2 illustrates4 the relative importance of local taxes on the sale of 
goods and services in 34 OECD countries by measuring it as a percent of 
all tax revenue collected in the country. This includes revenue from a gen-
eral sales tax plus revenue from sales taxes that may be applied to specific 
goods or services. Unlike property and income taxes, sales taxes are almost 
never the major source of local tax revenue (see Chap. 8). They are, how-
ever, much more widely used than local income taxes but not nearly as 
widely used or as important as local property taxes.

At the high end, sales taxes account for around 4.5 percent of all tax 
revenue in Turkey, Korea, Hungary, Japan, and Chile. The next grouping 
of four countries—Italy, Spain, France, and United States—get slightly 
more than 3 percent of all tax revenue from local sales taxes. At the bot-
tom end where local sales taxes are nonexistent or where they contribute 
almost nothing to local tax revenues are the Nordic countries that rely 
almost entirely on income taxes and a number of countries that rely heav-
ily on the property tax.

General Sales Tax

Local general sales taxes in the United States are widely used by munici-
palities, counties, townships, special districts, and school districts, often 
with more than one jurisdiction taxing a particular transaction. They are 
almost always similar to their state counterparts and state administration 
dominates. One exception is Alaska where there is no state sales tax, so 
local authorities are responsible for their administration (Mikesell 2011). 
They are also widely used in Brazil.

3 See Chap. 8 for a discussion of the tax treatment of residents, visitors, and commuters 
under benefits-based taxation.

4 The data in Fig. 10.2 measure local sales taxes on goods and services as a percent of all 
taxes in the country, whereas the data in Table 8.1 in Chap. 8 measured local sales taxes on 
goods and services as a percent of all local taxes.
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The most common general sales taxes are the retail sales tax and the 
value-added tax (VAT). The retail sales tax is applied at a single stage, when 
the product or service is sold at the retail level. The tax is paid by the pur-
chaser, collected by the vendor who, in turn, sends the revenue to the col-
lecting authority and if it is a senior level of government, the local share is 
periodically remitted to the taxing jurisdiction. Where these have been 
implemented, exemptions are often in place for purchases such as food and 

0.00
0.00 1.00 2.00 3.00 4.00 5.00

Australia
0.31

0.38
0.18

0.49
0.05
0.06

2.99
3.42

4.45
0.54

0.00
0.16

0.00
3.07

0.19
4.59

0.20
0.00

0.40
3.37

4.51
4.60

0.05
1.83

0.64
0.18

0.71
1.87

0.69
0.68

0.00
4.72

0.00

Austria
Belgium
Canada

Germany
Mexico

Switzerland
United States

Spain
Chile

Czech Republic
Denmark

Estonia
Finland
France
Greece

Hungary
Iceland
Ireland

Israel
Italy

Japan
Korea

Luxembourg
Netherlands

New Zealand
Norway
Poland

Portugal
Slovak Republic

Slovenia
Sweden

Turkey
United Kingdom

Percent of total taxes

Co
un

tr
y

Fig. 10.2 Local sales taxes as a percent of all taxes: OECD countries, 2014. 
Source: OECD, Revenue Statistics 1965–2015 (Paris: OECD 2016)

10 LOCAL INCOME, SALES, AND ENVIRONMENTAL TAXES 



338

children’s clothing, largely designed to alleviate some of the financial bur-
den on those in difficult and stressful social or economic circumstances.

Most retail sales are to consumers (final stage) but some are to business 
as business inputs. Allowance may or may not be made for the latter. If it 
is, purchases are not double taxed as part of the purchasers output. If it is 
not, they are double taxed. This is more often the case because govern-
ments tend to overlook or make imperfect concessions for business pur-
chases of taxed inputs either because of administration and compliance 
costs or because doing so would shrink the tax base. Ideally, both goods 
and services should be subject to a single stage retail sales tax but, charac-
teristically, services are almost never taxed.

Value-added taxes are widespread throughout the world and, in some 
ways, value added is a logical base for local taxes. As a local tax, it is often 
rejected for administrative reasons. In the United Kingdom, it was rejected 
because of complexities in treating producers fairly where they export and 
import goods across localities (Hall and Smith 1995). Similar administrative 
complications exist in Canada. Neither the Canada Revenue Agency 
(responsible for administering the harmonized sales tax/goods and services 
tax [HST/GST]) nor any other statistical agency collects data on the value-
added base and, hence, the tax that is generated in each local jurisdiction. All 
HST/GST revenues are collected annually by the federal government, and 
the entitlement for each province is calculated from a formula that estimates 
the consumption expenditure base in that province and then applies the tax 
rate for that province to its calculated share of the base. Revenues allocated 
to each HST/GST province are thus driven by the estimated taxable con-
sumption base in that province. With very minor exceptions, how the reve-
nue is allocated is completely unrelated to how the HST/GST actually 
functions (Bird 2012). The only way that a municipal levy could 
be imposed would be if the province increased its part of the tax rate and 
shared the revenues with all municipalities. This, however, would not be a 
local tax (discussed below). Rather, it would be akin to a provincial transfer 
(Kitchen and Slack 2016). In countries like the United States where a value-
added tax does not exist, it cannot be used at the local level either.

Another type of general sales tax is the turnover tax as in Hungary. It is 
based on sales minus the cost of goods sold, materials, and  subcontractors—a 
form of value added that makes no allowance for taxes paid on prior sales and, 
hence, its name as a turnover tax. This cascading effect becomes more and 
more noticeable when there is a sequence of sales. This is largely why a turn-
over tax has been rejected in a number of places (Hall and Smith 1995).
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Selective Sales Tax

Sales taxes on selective products are popular with local governments in 
most countries although the revenues generated by them individually and 
even in aggregate may not be that large. Selective taxes commonly include 
local taxes on motor fuel, motor vehicle registration, temporary lodging 
(accommodation and room taxes), restaurant meals, beverages, entertain-
ment, utility bills, land transfers, businesses, and so on. Often, the legisla-
tion allowing local governments to implement these taxes dictates the tax 
base and sometimes the rate.

Sometimes, these taxes/charges are referred to as excise taxes and 
sometimes as excise levies. One thing in common is that they are based on 
the selling price of a good or service. Not all of them are discussed here. 
Three have been chosen as being representative of a wide spectrum of 
local possibilities. These include a tax on motor fuel, a motor vehicle reg-
istration tax, and a temporary accommodation tax. Land transfer and 
property-related charges on businesses were discussed in Chap. 9. Utility 
pricing (water, sewer, electricity, etc.) is discussed in Chap. 11. Local taxes 
on restaurant meals, beverages, and entertainment establishments are not 
generally large revenue generators and are almost always added onto a 
similar tax of a senior level of government with characteristics similar to 
those discussed next.

 A Local Fuel Tax
Although some US cities levy local fuel taxes, such is not the case in many 
other countries. A municipal gas and diesel fuel tax has a number of advan-
tages. It is a benefit-based tax as long as revenues are earmarked for fund-
ing local roads and public transit. It can be an appropriate tool for 
internalizing the costs of greenhouse gas emissions because emissions 
increase as the amount of fuel burned increases. It can reduce the cumula-
tive or total distance driven, thus also reducing unnecessary driving or 
engine idling. It provides an incentive for switching to more fuel-efficient 
cars and public transit. It contributes to reducing urban sprawl;  specifically, 
one Canadian study found that a 1 percent increase at the pump in the 12 
largest Canadian metropolitan areas between 1986 and 2006 resulted in a 
0.32 percent increase in population living in inner cities and a 1.28 per-
cent reduction in low-density housing units (Tanguay and Gingras 2011).
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While a municipal fuel tax could have significant benefits in the short 
run, it is unlikely to be very effective in the long run. Fuel tax revenues are 
projected to decline because of a growing trend toward more fuel-efficient 
and hybrid vehicles as well as an increasing reliance on non-fossil-fuel vehi-
cles such as electric cars; younger adults, especially those living in highly 
urbanized areas, are driving less; and retiring baby boomers are driving 
less than when they were younger. These factors suggest that other means 
of financing urban transit and roads will be required in the near future 
(Lindsey 2019; Kitchen and Lindsey 2013).

A fuel tax may be the easiest tax to administer at the local level. The tax 
rate should be set by the municipal council. It could be piggybacked onto 
the senior government’s rate, with the latter collecting the tax and remit-
ting the municipal portion. For those who argue that fuel taxes are regres-
sive (i.e., they absorb a higher percentage of income for low-income 
individuals than for high-income individuals), this situation may not be 
the case in regions with good public transit because lower-income house-
holds generally use public transit for a larger fraction of trips than higher- 
income households.

 A Motor Vehicle Registration Tax
Motor vehicle taxes (levies) include registration fees that are almost always 
levied annually in every country by a senior level of government. In some 
countries, they are also levied at the local level. Most time, they are fixed 
charges on ownership and do not vary with usage. They need not be, 
however. In fact, an efficiently designed tax would take into consideration 
the age and engine size (older and larger vehicles generally contribute 
more to pollution), or emissions with low-emission vehicles charged less 
than high-emission vehicles. Location could also be a factor (cars in highly 
urbanized areas add more to pollution and to congestion) or axle weight 
(heavier vehicles do more damage to roads and require more costly roads 
to be built) (Slack 2011). The fees are relatively easy to administer and 
generally perceived to be fair on the basis of benefits received.

There is little research on the impact of vehicle levies on vehicle owner-
ship or usage.5 A modest levy is unlikely to have any effect on ownership, 
and virtually none on usage. A tax based on fuel efficiency might have 
some influence on choice of vehicle type, but small fixed levies do not 
modify travel behavior because they are unrelated to usage.

5 Litman (2012) briefly reviews studies that examined the effects on vehicle ownership of 
fuel taxes, income, population density, and access to other transport modes.
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Vehicle levies are transparent because of a link between payment and 
ownership, but not  mileage driven unless he latter  is highly correlated 
with ownership. They are accountable if revenues are dedicated to trans-
portation. A vehicle tax is a crude instrument for impacting traffic conges-
tion, however, because it does not vary with time of use, traffic volume, 
distance traveled, or the area in which vehicles travel (central-city vs. inter- 
city trips). On the other hand, it is a charge on those who use roads, at 
least in some capacity. It is also likely to have a greater impact on the rich 
than the poor, because the latter have a lower rate of car ownership. To 
minimize tax avoidance, registrants could be prevented from registering 
their vehicles in a jurisdiction (such as vacation locales) other than their 
principal place of residence (Kitchen and Lindsey 2013).

 Temporary Accommodation Tax
An accommodation or room occupancy tax is a levy imposed on hotels, 
motels, and private dwellings (Vrbo, Airbnb, etc.). The tax is justified on 
the grounds that it compensates local governments for expanded services 
provided for tourists or visitors (e.g., the additional police and fire protec-
tion and highway and public transit capacity needed to meet weekend or 
peak convention and tourist demands). Whereas income and retail sales 
taxes may fall on both residents and nonresidents, an accommodation 
occupancy tax falls primarily on visitors.

Several cities around the world levy hotel or motel occupancy taxes (in 
addition to the sales tax of more senior levels of government), but fewer 
of them levy such a tax on room rentals in private accommodations. This, 
however, is changing; for example, recent legislation in British Columbia 
and Ontario (Canada) permit municipalities to tax these temporary accom-
modations in the same way as hotels and motels.

As with other taxes, cities could piggyback onto the existing sales tax on 
hotel and motel rooms through the addition of a few percentage points or 
they could self-administer. The extent to which the differential tax 
 treatment of accommodation actually deters visitors from renting taxable 
rooms is uncertain. If demand is sensitive to price, then noticeable losses 
may occur. On that point, one might consider the impact on the conven-
tion business if a municipality were to impose a municipal hotel and motel 
tax that did not exist in other potential convention centers, since conven-
tion arrangements are often highly cost-sensitive.
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Do Sales Taxes Satisfy the Criteria for a Good Local Tax?

The criteria for a good local tax have been spelled out in Chap. 8 in the 
section “Fiscal Autonomy and Local Taxation” this, so it will not be 
repeated here. A general sales tax is not likely to be as solid as a local per-
sonal income tax in satisfying most of the criteria and well behind that of 
a local property tax. Nevertheless, it has some positive benefits as a 
local tax.

On the down side, its base can be mobile which by itself does not meet 
one of the criterion of a good local tax—businesses and consumers may 
move to lower-taxed jurisdictions, thus leading to potentially harmful 
interjurisdictional competition. The tax has a greater likelihood of being 
exported onto residents of other jurisdictions when compared with the 
residential property tax and personal income tax. Further, the tax can be 
quite volatile, more so than the personal income tax, rising rapidly in good 
times and falling quickly in poor times. Certainly, it is much more volatile 
than the property tax.

On the other hand, a general sales tax can generate considerable revenue; 
in fact, it generates more revenue than the property tax in some US cities 
(see section “Three Examples of Diversity in Municipal Taxes” in Chap. 8). 
It, like the personal income tax if used in conjunction with the property tax, 
could take pressure off the property tax, thus aiding those who are asset rich 
but income poor as well as local businesses which tend to be overtaxed vis-
à-vis the residential sector. An important advantage of a general sales tax is 
that it permits local taxing jurisdictions to capture revenue from visitors who 
use local public services but who otherwise would not pay for them through 
the local property tax or local personal income tax.

A selective sales tax, by comparison, is imposed on a good or service 
where specific beneficiaries can be identified. It satisfies the criteria of ben-
efits received better than the other options as long as revenues are dedi-
cated to funding the service for which the tax is levied. For the most part, 
revenues are predictable and stable and less likely to be exported than a 
general sales tax. All in all, both a general and selective sales taxes can be 
important contributors to a solid local revenue base.

common Issues

There are a number of issues that need to be considered in discussions 
around the implementation and administration of both a personal income 
and sales taxes. Many are common to both taxes and are addressed next.
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Locally Administered or “Piggybacked”?

Under local administration, taxing jurisdictions set up their own tax base 
and rate structure. The majority of local income taxes in the United States 
are administered locally. By comparison, almost all general and selective 
sales taxes are administered by the state. The tax base may be identical to 
that of a senior level of government or it may differ in a variety of ways. 
For a personal income tax, differences may be due to the definition of tax-
able income (e.g., earned vs. unearned) and/or through modifications to 
exemptions and deductions to broaden the definition of taxable income, 
and/or to bring more income earners into the tax net, and/or to set rates 
that would generate a given amount of revenue, and/or to change the 
progressivity of the overall income tax structure. For a general sales tax, it 
may differ by exempting certain goods and/or services.

Local administration gives local tax authorities considerable autonomy, 
control, and flexibility over local tax policy. As well, local tax jurisdictions 
do not have to wait for periodic remittances, which often happen when the 
tax is collected by a senior level of government. Finally, it has been argued 
that local administrators have a stronger incentive than senior government 
officials to enforce local tax policy and collections (Mikesell 2013).

One problem with local administration, however, is that there is likely 
to be little coordination across local jurisdictions unless effective limits are 
placed on what can be done (Mikesell 2010). Lack of coordination creates 
the potential for harmful and negative location effects (discussed later). As 
well, it is almost certain to be more expensive to administer and enforce 
than the option which is discussed next.

The other option is to “piggyback” on to the tax of a senior govern-
ment. The local taxing jurisdiction adopts the tax base and rate schedule 
of the senior taxing authority. For a local personal income tax, the rate may 
be set in one of two ways, sometimes restricted by limits set by a senior 
level of government. It may be levied as a percentage of the senior govern-
ment’s personal income tax liability. This is the tax-on-tax method where 
the local tax has the characteristics of the central tax (deductions, exemp-
tions, progressivity) and simply scales up that tax by the local rate. The 
other way is the tax-on-base method. Here, the local rate is set as a per-
centage of the taxable income (rather than the tax liability). If, as is usually 
the case, a single flat rate is adopted, the rate progressivity typical of central 
personal income tax schedule is forgone and the tax is closer to a propor-
tional tax (but with exemptions and deductions).
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For either the sales tax or selective sales taxes, the rate is a percent or 
percentage points added to the tax rate of a senior level of government.

Piggybacking is relatively inexpensive to administer, because the senior 
government collects the revenue and periodically remits the local share. 
One downside is that the local jurisdiction has no control over the tax 
base, no control over enforcement and collection, and may have to wait 
for tax remittances.

Local Taxes or Tax Sharing?

If local governments are to be accountable, transparent, and efficient in 
their spending and funding decisions, they must take responsibility for set-
ting local tax rates, thus taking control of the revenue they raise and, sub-
sequently, answering to their constituents for those decisions (Mikesell 
2013). Local income and sales taxes could do this.

Responsibility for rate setting differs from tax sharing with a senior level 
of government which is what most local government officials would like 
because the latter will be criticized for the tax or tax increase while the 
former will escape such criticism. Responsibility for rate setting, the litera-
ture tells us, leads to greater accountability, enhanced transparency, and 
improved decision-making in the way in which municipalities spend their 
money (Slack and Bird 2015). Tax sharing, where the provincial govern-
ment collects revenue from a tax and shares it with local governments, 
leads to little or no local autonomy because the local government has no 
control over the tax rate or tax base. They simply get a share of tax revenue 
collected by a senior level of government. Tax sharing, as such, is virtually 
synonymous with intergovernmental transfers (Bird 2011) and does not 
satisfy the criteria of autonomy, accountability, and transparency.

Limits or No Limits on Tax Rates?

As noted earlier, local autonomy, transparency, and accountability are best 
achieved when local authorities have the power to see tax rates without 
any restrictions by a senior level of government. The Nordic countries, for 
example, are free to set their own tax rates without limits. While there is 
some variation across local tax jurisdictions, differences do not appear to 
be large. In fact, it has been suggested that the similarity in rates across 
Finnish municipalities has been due to a tacit agreement not to use the 
income tax to compete for good taxpayers (Lotz 2012).
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Restrictions or limits may be needed, however, to prevent local jurisdic-
tions from setting tax rates in a way that inflicts harmful competition on 
other levels of government. The central governments in Norway and 
Iceland, some years ago, imposed a ceiling on local income tax rates to 
prevent municipalities from using their rate to generate excessive tax rev-
enues. The result has been that all municipalities now use the capped rate. 
This constraint has basically converted the local tax into a tax-sharing pro-
gram (Lotz 2012).

As well, limits on local taxes may be required if, at some limit, they 
account for a disproportionately higher share of the overall tax rate (local 
plus senior levels of government), thus creating impediments for senior 
levels of government who are responsible for overall macroeconomic 
management.

Limits are also placed on local income tax rates in some US taxing juris-
dictions. As for general sales tax in the United States, most states have 
imposed upper limits on the local rates that may be set. These limits, by 
and large, have been introduced to prevent local tax authorities from 
encroaching on state taxes as well as preventing harmful intermunicipal tax 
competition.

Do Local Personal Income and General Sales 
Taxes Affect Behavior?

If local taxes have no impact on where people shop, work, and live, they are 
said to be neutral or economically efficient. If, as is almost always the case, 
the introduction of a new local tax or the increase in a local tax rate causes 
people to change their behavior, it may lead to distortions or inefficiencies. 
At the outset, it must be noted that distortionary (inefficient) taxes or tax 
increases are not always bad or undesirable, however. In fact, they may be 
necessary to remove or reduce a previous unwanted distortion or ineffi-
ciency. An illustration of this may be taken from road use in any large urban-
ized area. In almost all of these areas, motor vehicle drivers do not pay for 
the cost of congestion to which they contribute and the pollutants that they 
cause (Kitchen and Lindsey 2013; Lindsey 2019). Here, the introduction 
of road tolls or congestion charges provides an incentive for  drivers to 
change their behavior through the use of public transit, or car pools, 
etc. This change while non-neutral is good for the economy because it cor-
rects for a previous inefficiency where the costs of congestion and green-
house gas emissions were not taken into consideration in driving 
decisions made by motor vehicle users.
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Local personal income and sales taxes are not designed to correct for 
existing distortions or inefficiencies. They are primarily intended to gener-
ate much-needed revenue for funding local public services. Often, they do 
have an impact on location or cross-border decisions, especially with 
regard to living, shopping, and working. It is these effects that will be 
summarized in this section.

Most of the empirical work on local income and sales taxes has been on 
the latter, primarily because they are widely used across local jurisdictions 
in the United States, thus creating a large sample size for empirical studies.

Local sales tax. To the extent that differential tax rates across neigh-
boring municipalities create an incentive for shoppers to shop in lower-tax 
jurisdictions, some tax avoidance could ensue. Studies in the United States 
suggest that local sales taxes have an impact on the local economy when 
they are adopted or when rate increases create a differential across munici-
palities. A 1 percent differential in the local sales tax reduces the local sales 
tax base by between 3 and 7 percent (see Mikesell 2010 for a summary of 
these studies).6

Evidence from the United States also suggests that distortions of this 
type are minimized if all municipalities within the state or region impose 
similar taxes (Mikesell 2010). One study that examined the employment 
impact in municipalities in the metropolitan Washington, DC, area con-
cluded that a one percentage point increase in the local sales tax rate 
reduced annual employment growth by 2.17 percent (Mark et al. 2000). 
Finally, cross-border shopping effects tend to be greater when a sales tax is 
first introduced or immediately following a rate increase when compared 
with the impact over the longer-term duration of the tax (Mikesell 2010).

Similar results have been found in studies in the United Kingdom (Hall 
and Smith 1995). For example, after taking into consideration reasonable 
assumptions about purchases, tax differences, travel costs per mile, and 
jurisdiction size, it was found that between 5 and 27 percent of local resi-
dents cross-border shopped in response to local sales tax differentials. A 
similar analysis relating to large sales tax differences between Northern 
Ireland and the Republic of Ireland demonstrated a similar response, par-
ticularly for alcohol and petrol (Hall and Smith 1995).

There is an interesting example in western Canada where the city of 
Lloydminster is located in two provinces—part of the city is in Alberta 

6 The cross-border impact means that the tax base in neighboring municipalities expands, 
although there is no evidence on the amount by which it could expand.
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which does not have a provincial sales tax and part is in Saskatchewan 
which has a provincial sales tax. Also, motor vehicle fuel taxes are higher 
in Saskatchewan. This city is an illustration of the sensitivity of consumers 
to sales tax differentials and the government’s response. For city busi-
nesses on the Saskatchewan side to be competitive with those on the 
Alberta side, the Saskatchewan sales tax has been eliminated in Lloydminster 
but is gradually restored as distance from the border increases.

Local income tax. A residence-based income tax, depending on the 
rate, may cause people to move to areas that do not levy a similar tax. A 
payroll-based tax may cause employers to locate in areas where there is no 
such tax. The extent to which these distortions could surface is unclear. It 
will, in the end, depend on a taxpayers’ responsiveness to municipal tax 
differentials.

Two empirical studies of the effect of local income taxes on location 
decisions suggest that a personal income tax may have a slight distorting 
impact but it is likely to be location specific and it is not possible to make 
any reliable general statements about its impact (Mikesell 2010). One 
study examined the income tax effects on employment and growth in the 
counties in the District of Columbia from 1960 to 1994 (Mark et  al. 
2000). The analysis found that a one percentage point increase in the 
residence-based personal income tax rate reduced annual population 
growth by 0.81 percentage points. A second study (Haughwout et  al. 
2004) found the elasticity of the New York City residence-based income 
tax to be around −0.5 with a somewhat smaller elasticity in Philadelphia.

Should These Taxes Be Levied at the Local Level or 
Metropolitan/Regional Level?

Because there is evidence that higher tax rates in one jurisdiction can lead 
to jobs relocating to neighboring jurisdictions, people moving to lower- 
taxed areas, and people shopping in neighboring municipalities, it has been 
suggested that one way of minimizing this problem, as the empirical litera-
ture tells us, is to implement these taxes in large cities and large metropoli-
tan or regional areas making it more unattractive and costly for individuals 
to initiate activities to avoid the tax. More bluntly, the larger the taxing 
jurisdiction, the less likelihood there is of relocation in response to the tax. 
In addition, a tax at a metropolitan or region-wide level makes sense because 
of the extent to which the municipalities that are part of a regional area have 
become more integrated and unified over the past few decades.

10 LOCAL INCOME, SALES, AND ENVIRONMENTAL TAXES 



348

Do These Taxes Complicate Intergovernmental Arrangement?

A potential complication of introducing local income or local sales taxes is 
that this can complicate the tax mix and, hence, intergovernmental rela-
tions. Central governments already occupy the personal income and often 
sales (excise) tax fields. In many federal countries, state or middle-level 
governments also levy income and sales taxes. Introducing a new local tax 
or any increase in rates, even if at low levels, adds a second and sometimes 
third player into these tax fields. Further, if these are piggybacked onto the 
tax rate of a senior level of government, taxpayers may be confused or at 
least not fully aware of which level of government is imposing the tax or 
responsible for increasing the rate. This may lead to a reduction in account-
ability and transparency.

While separation of tax sources, even if imperfect, has offsetting advan-
tages in making the (local) public finance system more transparent and 
accountable, local income and sales taxes enable local governments to 
generate more own-source revenue; it permits them to take pressure off 
the property tax where it is used; and it could reduce the need for inter-
governmental transfers which should help make the local revenue base 
more transparent and improve its accountability. As well, they are likely to 
be more appropriate than the property tax in contributing to the funding 
of many local non-related property tax services such as schooling, social 
services, social housing, and other services that are basically income redis-
tributive in nature.

What About Revenue Yield and Volatility?

Evidence from the United States suggests that over the years, property 
taxes have grown the slowest, local sales taxes the fastest, and local income 
taxes in between. As for revenue stability, however, the ranking is differ-
ent. Property taxes are the most stable or least volatile from year to year 
while sales taxes are the least stabile or most volatile (Mikesell 2010). 
Municipal spending responsibilities, on the other hand, are relatively 
steady and predictable. Volatility in tax revenues, in these circumstances, 
may create revenue problems for municipalities, thus requiring a respon-
sive and effective intergovernmental transfer program. As a supplement to 
the property tax, however, local income and sales taxes could assist munic-
ipalities in meeting their expenditure needs.
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As noted in Chap. 8, local sales and income taxes in a number of United 
States cities generate more revenue than the local property tax. Recent 
estimates for a number of large cities in Canada suggest that these taxes 
could be significant revenue generators as a supplement to the property 
tax.7 For example, a surtax of between 7 and 16 percent on the residence- 
based provincial personal income tax could generate the equivalent of 20 
percent of property tax revenue. A local sales tax rate of between 0.8 and 
2.15 percent would yield the equivalent of 20 percent of property tax 
revenue. A tax of 10 cents per liter (roughly a 9 percent increase in price) 
on motor and diesel fuel tax would produce between 6 and 20 percent of 
current property taxes (Kitchen and Slack 2016). At the same time, some 
of the impact of these tax increases could be offset by lower property taxes.

Do Local Income and Sales Taxes Alter 
the Incidence of Local Taxes?

The distribution of the tax burden, or the incidence of the tax, will be 
quite different under these taxes when compared with the property tax. 
The property tax is generally deemed to be regressive in its impact on 
taxpayers; that is, it absorbs a higher percentage of a low-income earners 
income than of a high-income earners income. The income tax, by 
 comparison, is generally deemed to be progressive because it takes propor-
tionately more from high-income earners.

One study in England (Hall and Smith 1995), a number of years ago, 
compared the incidence on local taxpayers. After comparing the impact of 
a local general sales tax with the country’s council tax (a property tax), 
former poll tax (community charge), and a potential local income tax, it 
concluded that the poll and property tax were regressive across all but the 
lowest income deciles, the income tax was quite progressive, and the sales 
tax essentially proportional. However, the latter results are at odds with 
some US estimates which show that sales tax are regressive. The degree of 
regressivity can vary, though, by permitting allowable exemptions (typi-
cally for necessities) and using tax credits.

This pattern suggests that by combining a local income tax with the 
property tax, one could more closely match taxes with services. For 
example, property taxes would be desirable for funding services closely 

7 The numbers vary from city to city; see Kitchen and Slack 2016.
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associated with property (streets, fire protection as an example) while 
income taxes would be appropriate for services that are mainly income 
redistributional (schooling and social services). This, in turn, would 
improve the overall progressivity, or lessen the regressivity, of the local 
tax system.

envIronmentaL taxes

Environmental issues, notably greenhouse gases, are a prominent concern 
and governments should enact policies to reduce the problems. Local gov-
ernments, and particularly cities, have important roles to play on the envi-
ronmental file. On the one hand, as home to over half of the world’s 
population, consumers of two-thirds of the energy used, and generators of 
over 70 percent of global emissions, cities are environmental hot spots. 
On the other, local governments face many of the consequences and bur-
dens of environmental problems—damage to infrastructure, new mitiga-
tion efforts, and the direct expense of expanded central government 
regulations and environmental taxes. Environmental problems require a 
multilevel government approach and governments at all levels look, in 
part, to economic incentives (e.g., green taxes) to address those problems. 
Here, attention is focused on experience with local emissions markets and 
then on expanded and improved local levies for road services and for water 
and waste management utilities.

Local Environmental Taxes and Markets

Taxes to reduce greenhouse gases are normally levied by national govern-
ments. A notable exception is the city of Boulder, Colorado. Motivated by 
a strong interest in the environment and environmental concerns, city 
residents voted in 2006 (with a 60 percent approval rate) to implement a 
local tax on electricity consumption to finance its Climate Action Plan 
(CAP). The tax can be considered a carbon tax in that it taxes electricity 
not generated by solar or wind power (i.e., that largely coal generated). 
The tax generates about US $1.8 million annually. The tax amounts to 
about $21 per household, $94 per commercial establishment, and $9600 
per industrial operation. The city’s Climate Action Plan encompasses a 
suite of programs aimed at reducing local greenhouse gas emissions and at 
mitigating climate change. CAP programs are directed to outreach, pro-
motion of renewables, and improving building efficiency. The program is 
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credited with helping  the community reduce greenhouse gas emissions 
by  16 percent from 2006 levels. Since it began, the tax rate has been 
increased and the program extended to 2023.8

The Boulder initiative has been implemented  without there being 
any federal or state carbon taxation.9 Thus, the local tax may be seen as an 
environmentally conscious community’s action toward constraining 
greenhouse gases. Also, as a source of funds for its CAP programs, the tax 
finances a variety of climate-friendly programs that otherwise would be 
funded from other city revenues or not funded or not as well funded as 
they are with the tax on electricity use. Since the tax is a relatively small 
cost to most consumers, it is unclear how effective the tax has been at 
discouraging electricity use and emissions relative to the effects of the 
CAP programs and the awareness that those create. As a local tax and 
program with benefits that largely spill beyond the community, the city 
must consider the potential impacts on the city’s attractiveness in a com-
petitive interjurisdictional environment, a fact that may constrain the lev-
els chosen.

Tokyo provides another example of a local market-based initiative to 
reduce greenhouse gases. In 2010, the Tokyo Metropolitan Government 
launched its mandatory cap and trade program to reduce CO2 and other 
greenhouse gas emissions—a first for a local government. With a metropoli-
tan population of 38  million in 2014, Tokyo’s emissions amounted to 
69.6 million tons of CO2 equivalents or about 5.2 percent of Japan’s total. 
Large industrial and commercial enterprises, of which there were 1255 in 
2010, were required to participate in the cap and trade system—a system 
that got widespread approval from the business community. The trading 
system covers 40 percent of the total industrial and commercial sectors’ 
emissions amounting to 20 percent of Tokyo’s CO2 emissions.10 Over three 
five-year compliance/trading periods, emitters are expected to reduce in 
stages aggregate emissions by 25 percent from 2000 levels by 2020. 
Allowances, summing to a reduced aggregate level, are distributed free of 
charge at the beginning of each compliance period. Firms are to comply by 
reducing emissions or by purchasing offset credits in the market. The costs 

  8 For further information see Koehn (2009), OECD (2010, p.  232), and the City of 
Boulder website, https://bouldercolorado.gov/climate/climate-action-plan-cap-tax. 

  9 While a carbon tax has not appealed to voters in the State of Colorado, the State does 
have a carbon offset plan operating through the Colorado Carbon Fund.

 10 The three major greenhouse gases sources are the commercial, residential, and transpor-
tation sectors with contributions of 37.4, 30, and 17 percent, respectively.
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or values of the credits stimulate finding least cost means of compliance. 
Performance is monitored and offenders are penalized. The price of the 
offsets has been declining, to about US $50 per ton in 2014, a level consid-
ered relatively high.11 Substantial majorities of those covered have been suc-
cessful in meeting their emission targets ahead of schedule.12 Despite these 
successes, there is some question as to the contribution of the trading sys-
tem (at least in its initial five years) to the realized emissions reductions 
(Wakabayashi and Kimura 2018).

The Tokyo cap and trade initiative is a part of wider programs of the 
Tokyo Metropolitan Government and the Government of Japan. A 
national emissions market was rejected but Japan’s Global Warming Law 
permits its local and regional governments to pursue climate change poli-
cies. Tokyo began a climate change program in 2000 and announced 
emission reduction targets in 2006 well in advance of establishing its emis-
sion trading program. Tokyo also has programs aimed at reducing carbon 
emissions in the transportation and residential sectors.

Although not common, local emission trading programs are better 
suited for pollutants such as nitrogen and sulfur oxides and particulate 
matter which create more local or regional problems than CO2. Widely 
noted are those in the metropolitan regions of Los Angeles and Chicago 
and the city of Santiago in Chile (OECD 2010). These programs cap the 
aggregate level of pollution, allocate emission permits, and allow trade 
among permit holders so as to facilitate lower cost solutions than com-
mand and control methods. The programs aim to control the bulk of the 
emissions which, at least in some cases, involves engaging small- and 
medium-sized sources as well as the large emitters. While the Chicago and 
Los Angeles programs are “local,” they encompass the metropolitan 
regions. Also, those programs were initiated through regional air quality 
districts established by state governments to meet federal government air 
quality standards. Likewise, the emissions reduction program in Santiago 
is metropolitan focused and is in response to national government direc-
tives. The trading system, however, covers only total suspended particulate 
matter and it covers only the city of Santiago. In all three cases, air quality 
has improved but the extent of the contribution of the trading programs 
has been debated. In fact, RECLAIM (Regional Clean Air Incentive 

11 Information on government revenues from the program is not yet available.
12 Additional information on the Tokyo program can be found, for example, in Confee-

Morlot et al. (2010, p 91), Environmental Defense Fund (2015), and International Carbon 
Action Partnership (2019).
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Market), the trading system in Los Angeles, is being phased out (SCAQMD 
2018a). Also to be noted is that the trading program is not a revenue gen-
erator for local government. In 2017–2018, 56 percent of the South Coast 
Air Quality Management District’s revenues came from (primarily state and 
federal) grants and 38 percent came from a variety of fees and charges (e.g., 
permit evaluation, permit operating, and emission fees and penalties). Over 
80 percent of its funds went to emission reduction programs, ensuring 
compliance, review of permits, and monitoring (SCAQMD 2018b). 
Nonetheless, given the costs required to manage air quality, those are not 
falling directly on local governments and their taxpayers.

These local tax and market emission reduction programs (both for CO2 
reduction and for air quality improvement) are notable. The CO2 initia-
tives have taken place where no national programs exist. If  there were 
properly designed and implemented national programs, local efforts might 
impose minor distortions on those efforts. In the absence of national pro-
grams, however, local efforts are plagued by the limitations of locally large 
and uncompensated benefit spillovers.13 In the presence of local or regional 
air pollution and national standards, local/regional initiatives may provide 
benefits more attuned to local preferences. Although market deficiencies 
have been recognized and the extent of their contributions to emission 
reductions have been questioned, these initiatives have contributed to 
improvements and in realizing them in a more cost-effective manner. As a 
mechanism for generating revenues for local governments, however, these 
environmental taxes and markets have (thus far) been relatively ineffective 
tools. At best, the returns seem to have limited to generating revenues to 
help offset the costs of other environmental initiatives.

Opportunities for Improved Taxes, Pricing, and Charges 
with Environmental Benefits

Opportunities exist for local governments in every country to introduce 
or expand the use of levies to improve the local environment. Traffic con-
gestion is a widespread problem. Also, water and waste management utili-
ties have environmental implications often not adequately managed by 
their existing charging systems. These are considered in this section.14

13 An alternative approach for local governments to pursue reductions of local carbon emis-
sions is to commit to using only electricity (and/or heat) from renewable sources. While such 
commitments are increasingly common, both San Francisco and New York City are intro-
ducing similar requirements on commercial properties.

14 See Chap. 11, Sect. “For What Services?” for further discussion.
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 Road Pricing
Charging for road usage is becoming more common and is receiving more 
consideration. In urban areas, congestion charges levied on travel in con-
gested central areas are appearing. London, Stockholm, and Singapore are 
frequently noted examples of where these are operating.15 Cordon charges, 
that is, a fee for entry to the restricted zone, are most common. In addi-
tion, to reducing road traffic and congestion (in part by shifting some 
travel to alternative modes), these pricing systems are credited with reduc-
ing pollution and carbon emissions (e.g., OECD 2010, pp.  237–238). 
Linear versions of congestion pricing exist in the form of tolls for (often 
only) high occupancy vehicles to use designated lanes on highways. Often, 
some part of the revenues from congestion tolls are devoted to improving 
public transit which receives much of the diverted traffic. The cordon 
method is lacking in that charging for distance traveled in the zone and 
the level of congestion when traveling would increase the effectiveness of 
the pricing systems. Technology is now making such sophisticated  charging 
systems possible. Along those lines, global positioning system (GPS) satel-
lite tracking is now used in many European countries to toll truck traffic 
(e.g., Belgium, Germany, Slovakia, and the state of Oregon in the United 
States). Such systems (or others able to identify specific vehicles) could be 
used to monitor and toll travel based on distance/congestion/time of 
travel for passenger vehicles and light trucks on urban (or even regional or 
national) roadways.

At the local government level, vehicles are typically not charged for the 
use of roadways. That is, use of the road is “free”—at least to the extent that 
there is no charge for actual use (even when travel imposes externalities or 
congestion costs on others). National and state/provincial governments 
normally extract some revenues from road users in the form or fuel taxes 
and vehicle registration fees (and occasionally tolls). Whether earmarked for 
transportation or not, such levies do contribute toward the costs of the 
roadway systems. Some local governments also impose similar taxes (and 
parking charges) but the revenues from those are typically modest com-
pared to local expenditures for the transportation systems. Particularly at 

15 New York City is planning to introduce such a congestion tax in 2021. While other cities 
have given consideration to the possibilities, NYC will be the first city in the United States to 
do so. See https://www.nytimes.com/2019/03/26/nyregion/what-is-congestion-pricing.
html. Montreal, Canada, has also been considering a similar move. Also see section “Selective 
Sales Tax” above for discussion of alternatives.
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the local level, these situations result in a significant deviation from the 
beneficiary pay principle applicable to many locally provided services. Also, 
divergence between the distribution of local taxes and the benefits of road-
way use raise equity issues. A well-designed road tolling system (i.e., one 
that tolls use for distance and time of travel) would improve road services, 
enhance equity among local residents, and address significant interjurisdic-
tional spillovers.16 Furthermore, a tolling system that sought to meet both 
fixed and variable roadway costs would generate sufficient revenue to have 
a noticeable impact if substituted for local taxes.17 While roadway pricing 
has yet to gain widespread public acceptance, charging for vehicle use of 
roadways offers considerable social benefits and is also a potential revenue 
generator for urban local governments.18

 Water and Waste Utility Charges
Supplying water, handling wastewater, and managing solid waste are func-
tions that are conventionally municipal government responsibilities. Data in 
Chap. 3 suggest that they amount to about one-sixth of the core expendi-
tures of local governments. Data for Denmark indicate that expenditures for 
these three services represent 90 percent of the environmental expenditures 
of Danish municipal governments (OECD 2007). Of the expenditures for 
the three, waste management accounts for almost half, wastewater handling 
about one-third, and water supply almost one-fifth.19 Given the importance 
of these services in local budgets and for the environment and health, their 
pricing is  important. In Denmark and the Netherlands, these services are 

16 An example of a comprehensive study of a possible regional tolling system is Puget 
Sound Regional Council (2008). It reports large benefits to users, large benefits relative to 
costs and substantial potential revenues. The Netherlands examined nation-wide road pric-
ing but has not (as yet) implemented such a system—a foregone opportunity in the view of 
OECD (2015).

17 For example, analysis of data for a Canadian city indicated that roadway costs amounted 
to over 20 percent of the city’s expenditures (i.e., of municipal government costs and exclud-
ing schooling, the only significant social expenditure of local governments in that province). 
If a significant portion of the roadway costs (e.g., one-half) were met through local vehicle 
registration charges and operating tolls, city property taxes could be reduced by one-half.

18 Although likely less effective, a  congestion-related charge and tax system on parking 
spaces may serve as a partial substitute for tolls (OECD 2015).

19 See OECD (2007, p. 140). Water supply is not included in the calculations there, but its 
costs have been estimated from data elsewhere in that report. The distribution presented is 
consistent with data in the Netherlands and may well represent the situation in many other 
countries.
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essentially covered by charges and reflect efforts to green the public finance 
system. While this discussion is a very brief review, these countries provide 
useful illustrations.

Water supply. Water supply in Denmark and the Netherlands is based 
on user pay and cost recovery from charges. Local governments (and/or 
regional water authorities in the Netherlands) are responsible for provi-
sion. There is a uniform water tax in Denmark (although that is rebated to 
industry) but the tax is only imposed on tap water in the Netherlands. In 
Denmark, the tax amounts to about one-third the total cost of water to 
users. These taxes are to discourage consumption and reflect the scarcity 
of water. Per capita water consumption in Denmark has declined as the 
cost of water has increased. In the Netherlands, water tax rates are indexed 
for inflation. Also there, the provincial governments levy taxes on ground-
water abstractions. Relative to most other European countries, the cost to 
users of water is high.

Wastewater. The cost of wastewater services is essentially met on a full- 
cost- recovery basis from user charges and levies. Regional water authori-
ties or municipal governments in the Netherlands and local governments 
in Demark typically operate the water systems and treatment plants. Both 
Denmark and the Netherlands set high standards for service and sewerage 
treatment. Charges, taxes or pollution levies are imposed on effluents—
notably on nitrogen, phosphorous, and organic matter. The levies are set 
by the national governments, but the local fee component varies consider-
ably among districts. Local tariffs are based on water consumption which 
is metered. In the Netherlands, in particular, wastewater service costs have 
escalated rapidly.

Solid waste. Dealing with solid waste is a difficult and costly problem 
for local governments. Recycling is often difficult and landfills have prob-
lems. Both Denmark and the Netherlands have greatly reduced landfilling 
(it is virtually eliminated in the Netherlands). Incineration has been the 
most important alternative with the heat generated used to produce elec-
tricity or for heating residential and business buildings. The widespread 
use of district heating systems facilitates the heating option. For example, 
60 percent of Denmark’s population obtains heat through district heating 
systems. Incineration is credited with actually reducing greenhouse gas 
emissions in the Netherlands. In addition, landfill emissions of methane 
are gathered and used for fuel. Regulations and taxes have helped divert 
waste from landfills. Taxes, charges, and returns have enabled the solid 
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waste system to operate largely on a cost-recovery basis. Taxes are imposed 
on a variety of products (e.g., electronics, packaging, batteries, tires, vehi-
cles) to promote safe disposal and cost recovery and to put responsibility 
on producers for the end-of-life costs of their products. Deposit and 
refund systems apply to bottles. Economic incentives are important in the 
management of the solid waste systems.20

Charges for water and waste utility services often do not cover their 
full costs. The result is that the local taxpayer bears some of the burden. 
Denmark and the Netherlands illustrate the potential for charges and envi-
ronmental levies to meet the cost of those services and signal (or better 
signal) to users the full costs of their activities. Those signals are incentives 
to modifying behavior toward less socially costly options.

Environmental Regulations

Regulations are certainly not taxes but they are an important avenue of 
environment control. Hence, simply as a reminder of that, a few are noted 
here. Urban planning or land use planning (and the accompanying regula-
tions) is probably one of the most important regulatory measures having 
environmental impacts. Density of development, for example, impacts the 
size and shape of the city and building standards such as energy efficiency 
standards affect energy consumption. A more direct fiscal impact comes 
from imposing development charges or requirements on developers to 
cover or provide (e.g., in their subdivisions) the infrastructure supporting 
their projects. Closely related is infrastructure design, especially for  the 
roadway system and for public transportation. This  influences mobility, 
energy use, and air quality. Prohibiting or taxing the use of disposable/
plastic bags has become quite common. These are but a few of the many 
regulatory measures that impact local environments.

Closing Observations on Environmental Taxes

Measures of environmentally related taxes, fees, and charges typically show 
that taxes on fuels, motor vehicles, and transport services account for almost 
the entire total across countries.21 Senior levels of government, as opposed 
to local governments, have been the major beneficiaries of these revenue 

20 Chapter 5 of OECD (2015) provides a particularly comprehensive discussion of solid 
waste management.

21 For example, see the OECD environmental reviews.
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sources. Typically these taxes/fees/charges were implemented before the 
environment was a serious concern  or  even considered—usually they 
were seen as a convenient way of generating revenue, especially for financ-
ing roads and public transit. The environmentally motivated portion of 
those taxes is modest. Still, the tax bases can have substantial environmental 
impacts and because the impacts cover many jurisdictions, decision-making 
should primarily be with senior levels of government (if not international in 
some cases). While recognizing that problems and possible solutions are 
multilevel and that environmental taxation deserves multi-jurisdictional 
coordination, this situation leaves limited room or scope for local govern-
ments in many instances—as with carbon taxes. Nevertheless, local govern-
ments currently provide important services that have local environmental 
impacts. Designing fiscal systems to signal the full social costs to the benefi-
ciaries of those services, then, can enhance the local (and even the broader) 
environments. In particular, charging the full cost of utility services stands 
out as a valuable approach in terms of sending the right signals and in 
reducing the burden on less efficient and less equitable revenue sources. 
Although yet to find wide acceptance, road user charges appear to be an 
environment-friendly route to reducing congestion, improving infrastruc-
ture efficiency, and even generating significant revenues for local govern-
ments (more on these fees and charges in Chap. 11).

summary

Personal income and sales taxes are important generators of local govern-
ment revenues in a number of countries. In the Nordic countries, for 
example, the dominance of a local personal income tax reflects both his-
torical developments and the funding of heavy social responsibilities that 
local governments carry. In the United States, income and sales taxes are 
widely used in combination with the property tax.

Local income and sales taxes represent the major local taxes in a handful 
of countries. In the majority of countries, however, they are used to sup-
plement property taxes. Their desirability often depends on the services to 
be funded, availability of own-source revenues, and other circumstances. 
While not as solid as the property tax in meeting the criteria for a solid 
local tax, they have enough positive features to meet some of the criteria.
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Municipalities fund a wide range of services extending from those that 
are primarily related to property and those that are more income redistri-
butional in nature. For the former, the property tax is particularly useful. 
For the latter, income taxes have a number of redeeming features.

There are a number of issues to consider in discussions around the 
implementation and administration of both a personal income and sales 
taxes. First, there are contrasting views on whether it should be adminis-
tered locally or piggybacked onto the tax of a senior level of government. 
Piggybacking is less costly, but local administration enhances autonomy, 
accountability, and transparency. Second, taking responsibility for setting 
local tax rates rather than entering into a tax-sharing arrangement with a 
senior level of government improves autonomy, accountability, and trans-
parency. Third, in general, limits should not be imposed on tax rates, but 
they may be necessary to prevent harmful competition between levels of 
government or to prevent local decision makers from setting rates that go 
against a country’s macroeconomic policy. Fourth, if a local tax jurisdic-
tion implements one or other of these taxes or increases their rate when 
neighboring jurisdictions do not, some taxpayers will respond by changing 
their location, shopping, and working patterns. Fifth, to minimize these 
cross-border effects, it is generally argued that an income or sales tax or 
increase in their rates be the responsibility of the metropolitan or regional 
level of government rather than a town or city or any other local jurisdic-
tion that is part of the larger metropolitan or regional area. Sixth, when-
ever local taxes, such as income and sales taxes, are shared with a senior 
level of government, there is always the potential of complicating inter-
governmental relations. Seventh, both local income and sales taxes have 
the potential to generate significant sums of revenue, but they are much 
more volatile and less predictable than the property tax. Eighth, supple-
menting the local property tax with the addition of a local income and/or 
sales tax could improve the overall progressivity of the local tax system.

Though still a relatively minor contributor to local government reve-
nues, environmental taxes deserve recognition and consideration. Many 
local government services have environmental impacts and some of those 
may not be adequately recognized and addressed by senior governments. 
Designing local charges/fees so that they cover the full costs of service 
provision including environmental impacts is both efficient and fair. As an 
example and still underappreciated and underutilized, road pricing is an 
environmental tax that offers many benefits including the potential to be 
a significant source of revenue.
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CHAPTER 11

Charges and User Fees

IntroductIon

Charges and user fees are like local taxes in that they generate revenue for 
municipal services. At one extreme, they include charges such as permits, 
licenses, concessions, penalties, fines, and so on. In most countries, these 
contribute very little revenue to municipal coffers, although at the margin, 
they may be important for covering the cost of certain facilities or activi-
ties. In some countries, for example, licenses, permits, and concessions 
may be required for using a park with revenues offsetting some or all park 
maintenance costs. As well, local planning regulations everywhere require 
a range of charges for land and property development and redevelopment. 
In countries without a fully effective local tax system, permits, licenses, or 
concessions may be required to open a retail shop in a commercial part of 
the city with funds dedicated to the cost of services such as local sidewalks 
and streetlights. None of these charges, however, are based on volume of 
use; rather they are charges that permit the use of a facility or access to it. 
As such, they are not really a user fee or user charge as discussed in this 
chapter. At the same time, municipal governments everywhere impose 
penalties and fines to prevent or control socially undesirable activities and, 
failing this, to penalize those who chose to ignore or violate these restric-
tions. These are not user fees either.

User fees or user charges that are based on the volume or amount of 
use an individual gets from a local public service differ from local taxes in 
one very important way. If correctly designed, user fees provide valuable 
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information on the municipal services that should be produced, their 
optimum quantity and quality, and for whom. Local taxes do not do this. 
This is an important difference and one that should not be treated lightly 
for it has important consequences for achieving an efficient, accountable, 
and equitable allocation of resources. This issue of efficient resource allo-
cation, it should be noted, is the main rationale for user fees as is explained 
in the section “When Should User Fees Be Implemented?”. The section 
“How Should User Fees Be Set?” discusses how user fees should be 
designed and applied when economies of scale are prevalent, when capac-
ity constraints exist, when peak period demand differs from off-peak 
demand, when distance from source of supply affects costs, when second-
best conditions surface, and when externalities abound.

Recent trends where senior governments have passed additional service 
responsibilities onto municipal governments, has  reduced the relative 
importance of grants, and placed increased reliance on local revenue 
sources. This has changed the fiscal environment in which local govern-
ments in many countries now operate. In particular, this has led to an 
increased reliance on user fees, especially since local politicians are reluc-
tant to raise local taxes. With user fees potentially taking on greater impor-
tance as a municipal revenue source, the section “For What Services?” of 
this chapter discusses and evaluates a number of local services that could 
be fully or partially funded by user charges. These services include water 
and sewers, stormwater, electricity, solid waste, public transit and roads, 
public recreation, public libraries, police, and fire.

The section “Issues with User Fees” discusses a range of issues around 
user fees: Who should set them? Should they be regulated? Should they be 
used to subsidize other services? Are they fair? And should they vary be 
discounted? The section “Summary” concludes the chapter.

When Should uSer FeeS Be Implemented?
The short answer is that they should be adopted whenever and wherever 
possible (Tedds 2019; Althaus and Tedds 2016). Why are they important? 
It is primarily due to their capacity, if properly structured, to satisfy a num-
ber of important principles in local government finance: efficiency, account-
ability, transparency, fairness, and ease of administration (see Chap. 8).

A major problem with the current application of many user fees is that 
they are not set in a manner that satisfies these principles. As such, we see 
a demand for services and often a demand for physical infrastructure that 
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is not allocatively efficient or optimal (Kitchen and Slack 2016; Bird and 
Slack 2017). Inefficiently set user fees often lead to over-investment and 
larger facilities than would be justified if more efficient pricing practices 
were adopted. At the same time, failure to price properly has resulted in 
considerable unplanned and implicit income redistribution, much of 
which would be unacceptable if it were made explicit (Bird 1976, p. 104; 
Fenn and Kitchen 2016, p.  29). Clearly, income distribution consider-
ations are very important but they should be handled through transfer 
programs that target the poor (or through special concessions such as 
lifeline rates for water) rather than changing or distorting prices where the 
rich frequently benefit more than the poor.

User fees, then, are ideal for funding those services where specific ben-
eficiaries can be identified and non-payers excluded. They should not be 
employed for services with “public goods” characteristics, that is, where 
the service is non-excludable (it is difficult or very costly to exclude some-
one from using the service) and non-rival in consumption (the additional 
resource cost of another person using the good is zero). Examples include 
local streets and roads and neighborhood parks. Nor should they be used 
for services where specific beneficiaries cannot be identified and where the 
services are primarily income redistributional in nature (social services, 
social housing, and public education). For these services, reliance on 
grants from senior levels of government and local taxes are much more 
appropriate as a funding instrument (see Chaps. 9, 10, 12, 13, and 14).

hoW Should uSer FeeS Be Set?
Designing user fees is relatively straightforward in theory, yet often diffi-
cult to implement. Opposition arises because they are alleged to be regres-
sive (i.e., they absorb a higher percent of lower-income individuals or 
households’ income when compared with higher-income individuals or 
households). In some cases, they are resisted because municipal cost data 
are not collected and recorded in a way that permits an estimation of mar-
ginal costs. This is generally a problem with fixed costs or where there are 
joint costs with other services such as in assigning general government 
expenses to individual services. There is often political and, sometimes, 
administrative reluctance to introduce user fees for services that were 
 previously not funded by these fees and to alter user fee structures that 
have been around for a long time. Although our analytical tools give us no 
guidance on overcoming political resistance to user fees, they do permit us 
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to design efficient user fees under a variety of circumstances—when econ-
omies of scale are present, when capacity constraints exist, when demand 
differs in peak and non-peak periods, when second-best considerations are 
prevalent, and when externalities exist. Each of these is addressed follow-
ing a discussion of marginal and average cost pricing, the two most com-
monly discussed basis for setting user fees.

Marginal Cost Pricing

Figure 11.1 illustrates the application of the marginal cost pricing princi-
ple to a municipal service bearing in mind that the existence of only one 
delivery agent exists in each municipality. In effect, this means that each 
municipal system operates as a monopolist. In Fig. 11.1, economies of 
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Fig. 11.1 Application of marginal cost pricing when a profit is generated. Source: 
Kitchen, Harry, 2002. Municipal Revenues and Expenditure Issues in Canada 
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scale (decreasing costs per unit of output as the output increases) exist 
over levels of output up to the minimum point of the average cost (AC) 
curve (at output level Q0) and diseconomies of scale (increasing costs per 
unit of output as the output increases) over higher levels of output. This is 
represented by the U-shaped average cost curve. At the same time, the 
marginal cost (MC) must be below the average cost when the average cost 
is declining and above the average cost when it is increasing. In Fig. 11.1, 
total consumer benefit as measured by willingness to pay equals the area 
under the demand curve for OQ1 units (ORE1Q1). Total production costs 
equal the area under the marginal cost curve for OQ1 units or the average 
cost per unit (OP1) times the number of units (OQ1) which is the area 
represented by OP1TQ1—either of these measures yields the same total 
cost. At the point where price equals marginal cost (E1), total revenue 
(price times quantity) as measured by OP2E1Q1 exceeds total cost as mea-
sured by OP1TQ1. While the municipal service illustrated in Fig. 11.1 gen-
erates a profit, this merely reflects the fact that consumers value the service 
as being important enough to pay the price that generates this profit. 
Furthermore, if the municipality wishes to return the profit or surplus to 
its customers, the most efficient way would be through a dividend or 
money transfer. Returning this profit through a per unit subsidy either to 
the producer (this would artificially shift the MC down) or the consumer 
which effectively lowers the price per unit (this would artificially shift the 
demand curve to the right) is inefficient and wasteful because it leads to a 
level of consumption that exceeds the allocatively efficient level.

Instead of the AC curve in Fig. 11.1, suppose the municipality faced a 
higher average cost curve such as AC1 in Fig. 11.2 (the demand and mar-
ginal cost curves are the same as in Fig.  11.1). Here, the municipality 
would be losing money if it continued to provide it at the most efficient 
level (E1). This loss is illustrated by the area P1P3JE1—total revenue of 
OP1E1Q1 minus total cost of OP3JQ1. Furthermore, this loss would have 
to be funded from other revenues and it is the funding of this loss that has 
prompted modifications to the strict marginal cost pricing principle. These 
are discussed next.

Average Cost Pricing

One solution to avoiding the loss that might exist under marginal cost 
pricing is to set the price where average cost (AC) equals price. This is at 
point F in Fig.  11.2. Here total revenue (OP4FQ2) equals total cost 
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(OP4FQ2). Average cost pricing simply takes the total cost and divides it 
by the number of units currently produced to obtain the price. A positive 
feature of this approach is that prices are easier to calculate especially if 
only financial costs are considered as is usually the case.

Average cost pricing produces some important differences when com-
pared with marginal cost pricing. If average cost is declining as at point F 
in Fig. 11.2, too little of the good is provided and the price is too high. If 
average cost is rising, too much of the output is produced and the price is 
too low. In either case, an inefficient level of output will result. Only if 
marginal and average costs are constant (the same regardless of the level of 
output) will average cost generate the efficient level of output. In spite of 
potential efficiency losses, average cost pricing is the most common struc-
ture for funding many municipal services that rely on user fees.

Average incremental cost pricing is a variant of average cost pricing 
(Bird 2001, p. 176). It attempts to calculate the cost incurred as a result 
of an additional user—like marginal cost pricing—but it does so in a way 
that is computationally easier for public managers to estimate. Briefly, it 
includes all additional costs of providing an increased level of service. This 
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cost is then divided by the anticipated number of additional users. Each 
user is charged the average of the incremental total costs. This does not 
amount to marginal cost pricing in the strict sense, which refers to the 
additional cost for each user, but for many services, it may be as close as 
one can get in practice.

Pricing for Economies of Scale

For services where marginal cost pricing generates a loss such as illustrated 
in Fig. 11.2 or where they have the characteristics of a natural monopolist,1 
an efficient pricing policy involves more than simply setting price equal to 
marginal cost. Equating price to marginal cost results in an annual operating 
loss that must be subsidized from another local revenue source, a solution 
that is highly improbable for political reasons and almost certain to be alloc-
atively inefficient because the subsidy will almost certainly come from taxes 
that create distortions elsewhere. Setting price equal to average cost or some 
variant of it is also inefficient as was illustrated in the preceding section.

An economically efficient and politically acceptable solution in this case 
frequently involves the use of a multi-part tariff or price. In its simplest 
form, this includes a variable charge equal to the marginal cost of the last 
unit consumed and a fixed charge for the privilege of using or gaining 
access to the service. The variable charge, if correctly set, would ensure 
that the right amount is consumed so that allocative efficiency is achieved 
and the fixed charge could provide enough revenue to cover the fixed 
costs. More complicated versions may include more than two pricing vari-
ables. This multi-part pricing policy is particularly appropriate for local 
utility services because they have substantial fixed production costs and a 
declining average and marginal cost structure.

Pricing with Capacity Constraints

Capacity constraints arise when the service provided by a given infrastruc-
ture is limited. If capacity is uneven and can be expanded only in discrete 
amounts, marginal cost pricing will typically lead to under or overprovi-
sion relative to the efficient level. When consumption presses on capacity, 

1 A natural monopolist is often depicted by local utility type services (water, sewers, natural 
gas where it is a municipal responsibility). Their predominant characteristic for analytical 
purposes here is that they exhibit decreasing per unit costs over the entire range of output 
(economies of scale).
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then, the price should be raised to allocate the limited supply efficiently. 
This approach justifies a price above short-run marginal cost whenever 
consumption is at or close to capacity. Peak-load pricing (see next topic), 
time-of-use pricing, and seasonal pricing are mechanisms to implement 
this approach and to provide enough revenue to help cover fixed costs.

Although generally more difficult to implement, there is another 
approach to setting prices above marginal cost to fund fixed costs. Since 
prices will be too high, consumption will be less than its desirable level. 
The lost satisfaction from reduced consumption can be minimized if there 
are several classes of consumers, by raising the price the most for those 
whose demand is most inelastic, meaning that they will not reduce their 
consumption much in response to high prices. This is known as the 
Ramsey pricing rule (Church and Ware 2000, ch. 25).

Pricing in Peak Periods

A further issue in user fee pricing is the pricing of services in peak and off- 
peak periods of demand (seasonal and time of day are examples). Efficient 
pricing may call for higher charges in peak periods and lower charges in 
off-peak periods. This arises because peak demand strains capacity and 
only lasts for a fraction of the demand cycle. Marginal benefit to peak users 
only occurs over a portion of the demand cycle, whereas the marginal cost 
of capacity expansion is incurred over the entire demand cycle which 
means that the marginal benefit to peak users exceeds their marginal costs. 
In addition, since off-peak users gain no additional benefit from capacity 
expansion, the additional capacity costs should be shouldered entirely by 
peak users. In other words, the off-peak price should be set equal to mar-
ginal operating costs, while the peak price should be set equal to the sum 
of marginal capacity and operating costs.

Pricing and Distance from Source of Supply

For a number of services, distance from source of supply affects marginal 
cost. If the unit price or user fee is not differentiated to reflect this, users 
with lower marginal costs subsidize users with higher marginal costs. If 
this subsidy is capitalized into land values, the properties that are farthest 
from the source will be priced higher than would otherwise be the case. 
One way of handling this is to impose zone charges or differential fees on 
customers in areas where the costs of servicing are higher because of dis-
tance from source.

 H. KITCHEN ET AL.



371

Pricing and Second-Best Considerations

Second-best considerations arise if prices elsewhere in the system are inef-
ficient—that is, different from the marginal social cost. This situation 
occurs for instance, when a municipality imposes a user fee for a particular 
service, such as public transit, but does not apply a specific charge to a 
substitute for that service, such as road or expressway use. Road and 
expressway users pay nothing to the municipality for each trip taken, 
whereas public transit users are charged for each trip. In this instance, the 
municipality may be able to improve efficiency by setting the price in the 
controllable sector, public transit, below the marginal cost, in the hope of 
stimulating an increase in the use of transit services and a concomitant 
decrease in the use of roads and expressways (the uncontrollable sector). 
This pricing strategy is known as a “second-best” solution—a solution 
that one adopts when the price equals marginal social cost solution is 
impractical (Boadway 1997).

Pricing and Externalities

Finally, subsidizing certain services may be warranted if externalities or 
spillover benefits accrue to nonresidents. Much of the capital and social 
infrastructure in a municipality benefits both residents and nonresidents 
and user fees or charges collected from local citizens may be less than the 
full marginal social cost. While user charges can be imposed on nonresi-
dents as well, these may not capture capacity costs appropriately. In such 
circumstances, it may be preferable to provide a subsidy in the form of a 
provincial grant rather than shift the associated costs to local residents. 
The standard recommendation here is that costs of provision could be 
subsidized from provincial revenue sources or revenues collected from 
beyond the local community. The subsidy rate should equal the share of 
benefits accruing to nonresidents.

For What ServIceS?
The traditional model of local and metropolitan government finance 
within a unitary or federal system argues that services benefitting the local 
community should be funded, as closely as possible, by revenues gener-
ated in the local community. Within this model, it is further argued that 
local services with “public goods” characteristics should be funded from 
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local taxes. Services with “private goods” characteristics, on the other 
hand, should be funded by user fees or charges on those who benefit from 
the service. In general, then, it makes considerable economic sense to 
apply user fees to water and sewer systems, stormwater management, solid 
waste collection and disposal, public transit, major highways and arterial 
roads, parking, public recreation, and public libraries to name the most 
obvious. A brief description of their application to local services is described 
below. For all services, the arguments are the same for local responsibility 
as they are for metropolitan responsibility.

Water

Water is becoming an increasingly scarce resource, much like oil a few 
decades ago. The difference is that the world cannot survive without 
water, but in the long run it will, in all likelihood, be able to survive with-
out oil. The impacts of climate change, population growth, and increasing 
stress on natural ecosystems along with more frequent and prolonged 
periods of drought such as in California and South Africa are posing 
increasing pressure on the sustainability of many country’s water supply. 
When combined with increasing urbanization and densification, deterio-
rating infrastructure, leaky pipes, and ever expanding contaminants in our 
supply chain, pressure has never been greater to efficiently and effectively 
manage the provision and use of water. This is where efficiently and fairly 
designed user fees are badly needed.

There are basically two general rate structures—flat rates that do not 
vary with consumption and a variety of volume-based charges. Each of 
these is discussed below with an emphasis placed on the incentives that 
each structure creates for improving efficiency and leading to conservation 
practices. Each rate structure can be accountable and transparent as long 
as revenues are deposited in accounts that are dedicated to funding capital 
and operating costs. All volume-based structures are fair as long as those 
who use the service are those who pay for the service.

 Flat Rates for Water
Flat rates are the simplest rate structures to administer and understand. Flat 
rates are fixed payments per billing period, unrelated to volume consumed 
but they may vary by customer class (residential vs. commercial) and prop-
erty type, such as the number and types of rooms, the size of the lot, the 
number of water-using fixtures, whether or not there is a swimming pool, 
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and so on. Some indirect methods of charging for water are equivalent to a 
flat-rate charge. These are generally based on property values and the 
charge takes the form of an addition to the property bill, a frontage charge, 
or a special levy. This is the approach adopted for a large number of resi-
dential properties in the province of Quebec in Canada (Ecofiscal 
Commission 2017). This ongoing practice is surprising in today’s political 
climate where municipalities are looking for ways to take some of the bur-
den off the property tax and place it on those who can be identified as 
being specific beneficiaries of a service.

Because flat rates are unrelated to volume consumed and meters are not 
used, there is no incentive to economize on the use of water or to engage 
in conservation practices such as fixing leaking taps, turning off sprinkler 
systems during rainstorms, washing cars excessively, and so on. In Canadian 
municipalities where flat rates have been used over the past 25 years, aver-
age daily residential consumption per capita has been considerably higher 
than in municipalities where volume-based charges have been used. In 
fact, the average daily residential consumption per capita under flat-rate 
systems exceeded volume-based consumption by something between 37 
percent and 133 percent, depending on the year. Regardless of the rate 
structure, however, water consumption per household in most Canadian 
cities has declined over the past two decades, largely because of two initia-
tives—higher water rates regardless of structure and a variety of non-price 
water-conservation initiatives (Kitchen 2017b).

 Volume-Based Rates for Water
Volume-based rates link the amount paid for water to the amount of water 
consumed. They require the use of meters which are now largely universal 
in most countries. These rates take a variety of forms including constant 
unit charges, decreasing block rates, increasing block rates, or some com-
bination of these.

A constant unit rate (CUR) is an equal charge per unit of consumption 
(e.g., cubic meter) and seldom varies across classes of customers. It may 
also include a fixed charge component that is unrelated to water 
 consumption. It is an efficient pricing policy only if the marginal cost of 
water is constant (in which case, the average cost will be constant). We 
know, however, that the marginal cost is not constant—it either rises or 
falls with quantity consumed. Since price must equal marginal cost for 
efficient use, this pricing structure is inefficient and it is not very effective 
in encouraging water conservation.
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A declining block rate (DBR) structure generally includes a basic or 
fixed service charge per period combined with a volumetric charge that 
decreases in blocks (discrete steps) as the volume consumed increases (the 
more you use, the less you pay per unit). Typically, one or two initial 
blocks cover residential and light commercial water use, with subsequent 
blocks levied on heavy commercial and industrial uses. The fixed compo-
nent of the charge often varies with the size of the service connection. 
Minimum charges that correspond to a minimum amount of water con-
sumption in each billing period are common in systems of this kind.

Traditionally, the municipality sets the consumption limit for the first 
block to represent the largest amount of water that a consumer in a single- 
family dwelling might use. The second block encompasses the consump-
tion of most middle-sized commercial customers, and the third (and any 
subsequent) block encompasses larger industrial users. A typical declining 
block rate system has at least three blocks, but declining block volumetric 
charge structures with only two blocks are also used.

DBRs are efficient if the marginal cost of water provision is falling, such 
as may exist if economies of scale are present when servicing large-volume 
customers. Critics argue, however, that DBRs do not promote water con-
servation since the price of water declines as more water is used, hence 
there may be little incentive to economize on water use. On the other 
hand, a declining block rate system may be an appropriate tool for water 
conservation if it is the small customers who are responsible for inefficient 
water use. Charging them a higher price gives them a greater incentive 
to conserve.

An increasing block rate (IBR) works in the following way. The first 
block for a given class of customer is generally designed to cover the nor-
mal water use of an average customer in that class. The rate increases with 
each subsequent block—the more you use, the more you pay per unit.

IBRs may be appropriate for residential customers who as a customer 
class are the main cause of peak demand, and for industrial customers if 
limitations on the availability of water justify shifting the cost burden to 
the largest users. Here, it is these users that have the largest impact on 
water system planning and sizing since systems are built to meet the larg-
est demands. Of particular interest to policymakers interested in promot-
ing conservation, price differences from block to block could be set in a 
way that would give the customer a clear and strong incentive to con-
serve water.
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A humpback block rate system combines increasing and decreasing block 
rates to produce the rate structure, shaped like an inverted “U.” Under 
this approach, the municipality applies its highest rate to the consumption 
block that captures the peak seasonal demand of residential customers. 
The intention is to encourage water conservation by residential customers 
by encompassing residential use within increasing block rates while offer-
ing large industrial users block rates that decline as use increases and 
thereby benefit from the economies of scale associated with providing 
water to customers of this kind.

This structure is sometimes used in municipalities promoting economic 
development. Many municipalities are eager to leverage any competitive 
advantage that they may enjoy, with a view to retaining and attracting 
industries and jobs. Despite some implicit cross-subsidization among 
classes of users, the ready availability of clean water at a reasonable price 
can be a distinct advantage in sectors like food processing or beverage 
manufacturing.

Municipalities often use variations or combinations of the pricing struc-
tures described above. Two-part pricing schemes, for example, are fairly 
common in every pricing structure. They consist of a fixed charge designed 
to cover costs of meter reading, billing, customer accounting, and capital 
and maintenance costs of meters plus a constant commodity charge applied 
to all consumption. Another variant is the lifeline rate which is an artifi-
cially reduced price for a minimum amount of water that is deemed neces-
sary for essential water consumption. It is intended to assist low-income 
households. Lifeline pricing is common in cities with a fixed charge as all 
customers must pay the fixed charge regardless of consumption. Other 
variants include vintage rates, which distinguish between new and existing 
customers, or seasonal or peak demand rates to reflect increased cost of 
delivery or a desire to reduce consumption during certain seasons or times 
of the day. A few municipalities have combined components of residential 
and commercial pricing systems into one schedule.

 Efficiency Issues
Historically, water pricing has been viewed as an engineering issue rather 
than an economic issue. Local politicians and administrators, reluctant to 
use water prices to promote efficiency and conservation, have relied on 
technological improvements and non-price demand management tools 
such as restrictions on use—for example, forbidding lawn watering during 
periods of low rainfall or limiting residential construction until water/
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sewer infrastructure capacity expands. These may be useful but they are 
not as effective as properly set prices and pricing structures in generating 
efficient outcomes and proper levels of infrastructure investment.

Clearly, meters should be adopted universally; for without them, there 
is no way in which volumetric prices could be introduced. In principle, 
water rates should be set so that the charge per liter equals the extra cost 
of supplying and treating the last unit; that is, price should equal marginal 
cost (OECD 2010; Kitchen and Tassonyi 2012); the marginal cost, of 
course and as noted above, will vary depending on such things as capacity 
constraints, distance from source, time of day and season of year to name 
the most obvious.

The efficiency advantages of marginal cost pricing are well documented 
as noted earlier in this chapter, but municipalities seldom implement mar-
ginal cost pricing as usually outlined by economists. One study on 77 
water utilities in Ontario (Renzetti 1999) estimated that the marginal cost 
of supplying water exceeded the price for water in every municipality stud-
ied. Specifically, the average price for residential customers was calculated 
to be $0.32 per cubic meter, while the estimated marginal cost was $0.87 
per cubic meter. By comparison, the average price for the nonresidential 
sector was $0.734 per cubic meter and the estimated marginal cost was 
$1.492 per cubic meter. At the same time, the average marginal cost of 
sewage treatment was $0.521 per cubic meter, while the average price was 
$0.128 per cubic meter. Another study estimated that Ontario municipali-
ties recovered only 64 percent of the full costs of water and wastewater 
services from water revenues (Swain et al. 2005, p. 53). Failure to include 
all costs leads to overconsumption, over-investment, and larger facilities 
(and obviously more costs) than would exist if more efficient pricing prac-
tices were in place (Clayton 2014). While this is for one country, similar 
results are almost certain to exist in other countries.

 Difficulties, however, generally emerge around the determination of 
costs. For example, marginal cost pricing is often perceived as being an 
unnecessarily complex approach that cannot guarantee the matching of rev-
enues with anticipated costs and that could cause revenue instability. 
Municipalities cannot implement marginal cost pricing if they fail to collect 
sufficient cost information including calculations of the opportunity cost of 
using water or if they have this information but fail to compile it in a manner 
that permits the calculation of marginal costs.

A recent initiative that has surfaced in a number of countries or parts of 
countries is a legislative move to full-cost pricing; that is, all water and 
sewer costs must be fully funded from charges on water and sewer users. 
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This removes the cross-subsidization that existed previously when munici-
palities might cover any shortfall in water revenues from other revenues, 
such as the property tax.

While there is a growing consensus on the merit of imposing “full-cost 
pricing” for water and wastewater services, there is no consensus on what 
it means and what it should include. Many practitioners argue that full- 
cost pricing is achieved if revenues from water and wastewater systems 
cover all production and maintenance costs, regardless of pricing structure.

Others take a more expansive view of the costs, in part as a response to 
contemporary utility accounting practices. They recognize that replace-
ment costs may be greater than anticipated, due to more demanding tech-
nical specifications, greater system resilience to deal with climate change, 
and enhanced environmental provisions, such as separating stormwater 
run-off from sanitary sewers. These calculations of “full cost” add full 
valuation of water-related assets and liabilities, the use of depreciation and 
provision for replacement, and life-cycle capital planning.

Still others argue that the current approach ignores additional costs 
that should be included. They suggest that the definition of annual operat-
ing and capital costs is too narrow, because it ignores the opportunity cost 
of water withdrawn from the natural environment including the commer-
cial exploitation of aquifers and its potential impact on regional wells, the 
opportunity cost of land holdings, the opportunity cost of invested capital, 
and the harm caused by pollution (Renzetti 2009). Here, it must be 
noted, these costs are significant (Dupont et al. 2013).

From an economics perspective, opportunity costs are a complete and 
accurate way of measuring all costs. They capture the return that would be 
generated if the resources were put into their next best alternative. One 
study on one municipality in Ontario, Canada, in the late 1990s high-
lighted the magnitude of these costs. The study concluded that the whole-
sale price for water would have to increase by at least 15 percent and 
possibly by as much as 45 percent if all of these costs were to be recovered 
(Renzetti and Kushner 2001). On this basis, one may infer that most 
Ontario municipalities are far from full-cost pricing if all financial and 
social costs are to be included (Environment Canada 2011, p. 14).

Much of the opposition to the implementation of full-cost pricing has 
come, in part, from a desire to retain existing rate structures to preserve 
and possibly increase revenues. Many system operators and municipal offi-
cials have argued that moving to efficiency-based prices will discourage 
consumption, thereby reducing total revenues, making it difficult to cover 
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costs. In response, there are at least two comments that should be made. 
First, it is suggested that the existing plant capacity may be too big and 
there is evidence that some municipalities, in the past, overbuilt largely 
because of grant assistance from senior levels of government and ineffi-
ciently set prices that led to overconsumption and hence, over-investment. 
Second, because the demand for water is inelastic, an increase in price will 
be accompanied by a much smaller percentage reduction in quantity, lead-
ing to an overall increase in total revenue, not a decrease.

Sewer

Sewage collection and treatment expenses are almost always recovered 
through surcharges on water bills, not on sewage discharge. This is largely 
for administrative simplicity. In most municipalities, the surcharge on resi-
dential properties is a percentage of the water bill, but in some municipali-
ties, it is a fixed charge or a flat rate.

This is also true for small commercial and industrial users. In a few cit-
ies, however, large industrial and commercial users are metered with rates 
or prices varying by volume of discharge but often not by quality. In addi-
tion, some larger cities have sewer bylaws that limit the concentration of 
contaminants entering the sewer system. If actual levels of contamination 
exceed the permitted limit, over-strength fees or charges based on the dif-
ference between the actual level of concentration and the permitted limit 
come into effect with the fee varying by the differential. These additional 
fees are intended to cover the extra treatment costs (Elgie et al. 2016) or 
to provide an incentive for users to treat their own sewage or to minimize 
its impact on municipal treatment systems.

In practice, pricing schemes for sewage collection and treatment are far 
from optimal. Charges prorated on the basis of the water bill are ineffi-
cient because they fail to reflect accurately the marginal cost of sewage 
disposal. The assumption that residential water consumption is directly 
and positively correlated with sewage generation is often inaccurate. For 
example, a large component of water consumption may be attributed to 
lawn sprinkling, car washing, swimming pools, and many other household 
uses, almost all of which are unrelated to sewage generation; that is, the 
run-off generally goes into the stormwater system, not the sanitary sys-
tem, unless the two sewers are combined, which is common in older, more 
densified areas of many cities.
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Like the underpricing of water, the underpricing of sewage (collection 
and treatment) is allocatively inefficient because there is no incentive to 
restrict use. Underpricing has also led to investment in sewage treatment 
facilities that are larger than they would be under a more efficient pricing 
policy (Renzetti 1999). One empirical study on pricing of sewage by 
Norwegian local governments (Borge and Rattso 2003) showed that 
sound user-charge financing of sewer services significantly reduced the 
cost of providing sewer services. Finally, it has been observed that under-
pricing of both water supply and sewage treatment has discouraged the 
development of alternative water and sewage treatment technologies.

For commercial and industrial properties, efficiency objectives and con-
servation goals could be improved through the efficient use of meters with 
sewer rates based on both the volume and quality of the discharge (Elgie 
et al. 2016). Pricing based on quality is currently used in some cities, but 
much more could be done. In fact, it is quite possible that metering of 
sewage discharge would help in identifying unauthorized sewage dis-
charges such as is observed when smaller, older industries like auto body 
shops, paint shops, and metal fabricators dump high levels of waste into 
both sanitary and storm systems.

Stormwater

There is a close interrelationship between stormwater run-off and water- 
related utilities. Surface water is a direct source of potable water for some 
water systems, and its impact on the recharging of aquifers affects the 
groundwater sources of many municipal and private drinking water sys-
tems. Many older waterworks systems are still working to separate storm-
water and sanitary sewage carried in the same pipes, either routinely or 
during peak flows. These combined flows must, of course, be treated as 
sanitary sewage when they reach the end of the pipe, creating significantly 
higher demands on sewage treatment plants and overflow cisterns. While 
many municipal water departments and utility corporations do not have a 
separate charge, some of them have recently introduced or expressed an 
interest in introducing stormwater charges. As of 2016, 1600 municipali-
ties in the United States and 21 cities in Canada had implemented storm-
water fees (Campbell et al. 2016). For those that do not have a separate 
charge, stormwater is lumped in with the wastewater charge and calcu-
lated as a component of water consumption. Such aggregation, however, 
means that consumers do not know what they are paying for in stormwa-
ter management.
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Over the past two or three decades where the world has witnessed the 
increasing impact of climate change (severe storms and flooding), design 
requirements have been introduced for the implementation of more 
robust and resilient systems. Increased funding has been provided for 
stormwater infrastructure (sewers, spillways, retention and detention 
ponds, etc.) and where they persist, for separation of sanitary sewers from 
storm sewers. These developments have given rise to a desire by some 
municipalities to convert stormwater facilities to a utility model, supported 
by “user” charges that are based on the estimated amount of water that 
leaves their property. User fees make considerable sense because benefiting 
properties are those that add run-off or are served by the provision of 
stormwater services and they can be identified. As such, fees paid by 
stormwater generators can be based on the estimated amount of water 
that leaves their property or in relation to the services that the property 
receives (Johns 2018). Those who live or have businesses on properties 
whose impervious area is large will pay higher user charges than owners of 
properties that do not burden the drainage system to the same degree. As 
long as user charges are based on the property’s burden on the stormwater 
infrastructure, an incentive is provided for property owners to reduce that 
burden by reducing the amount of run-off discharged into the municipal 
system (Aquije 2016).

There are two cost components to fund stormwater—fixed costs that 
are related to the infrastructure itself and variable costs that come from the 
pressure placed on the infrastructure from water run-off. The fixed por-
tion could vary; for example, infrastructure costs for properties in rural 
areas may differ from those for properties in urban areas. Variable costs are 
based on factors that affect storm water run-off; for example, slope, veg-
etation, buildings, paved surfaces, and so on (Tedds 2019).

Electricity

Depending on the country, electricity may or may not be the responsibility 
of municipal governments. In most countries where local governments are 
responsible for its provision, residential and small and medium enterprises 
pay the same uniform price during all hours of the day and across the entire 
municipality (Faruqui and George 2005, p. 3). This average price approach 
leads to a number of distortions and inefficiencies because it fails to take 
into consideration that delivery costs vary across the municipality and by 
time of day (e.g., peak vs. non-peak). Users in low-cost areas and/or non-
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peak periods subsidize users in high-cost areas and peak periods. The extent 
of the cross-subsidization from non-peak period users to peak period users 
has been quantified in one study done in New South Wales, Australia. 
Here, it has been estimated that peak period prices are understated by a 
factor of four and off-peak prices are overstated by about 40 percent 
(Faruqui and George 2005, p. 2). This kind of subsidization places a bur-
den on lower-income groups, especially those without air conditioners who 
do not place any burden on peak-load demand. By the way, the same pric-
ing arguments and conclusions could be made about any source of power, 
such as from gas.

Uniform pricing practices lead to overconsumption and more invest-
ment in power plants and transmission and distribution lines than is alloca-
tively efficient. Problems with a uniform average price are further 
exacerbated if the price is regulated at a level that is below the marginal 
cost of provision as is the case in many places.

Countries, and municipalities within countries, that have avoided most 
of these distortions have done so by introducing time-varying prices. The 
latter include time-of-use (TOU) and critical-peak pricing (CPP). TOU 
features two or more pricing periods in a day—peak and off-peak in a two- 
period configuration and peak, shoulder, and off-peak in a three period 
configuration. There could also be additional periods. Prices are fixed 
ahead of time for each of the periods and are highest in the peak and low-
est in the off-peak. The rates are generally designed to be revenue neutral 
when compared with the standard rate—average customers, therefore, 
generally do not see a change in their electricity bill. Where this pricing 
practice has been adopted, residential customers have reduced peak period 
consumption. In the state of Washington in the United States, for exam-
ple, customers reduced their monthly consumption of electricity by 5 per-
cent when the peak price was 30 percent higher than the off-peak price. 
Utilities in Australia introduced TOU for three-phase supply on residen-
tial and small and medium commercial and industrial customers to dampen 
peak-loads caused by heavy appliance uses such as central air conditioners 
and water heaters (Faruqui and George 2005).

Critical-peak pricing (CPP) is an extension of TOU pricing. CPP cus-
tomers are billed at time-of-use prices for most hours of the day and, in 
addition, face a much higher price during the year’s most expensive 
60–100 hours or for so-many days a year. CPP is used for residential cus-
tomers serviced by the utility with the longest history of time-varying 
prices—Électricité de France; by customers of Gulf Power, a utility in 
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Florida; by customers of Orion Energy in New Zealand; and by California’s 
Statewide Pricing Pilot (SPP) project that tested a variety of pricing 
options including TOU rates and CPP rates. In all instances, these pricing 
options reduced peak demand, generally by cutting back on air condition-
ing and by shifting some activities such as laundry, dishwashing, and cook-
ing to off-peak periods; lowered electricity bills; and resulted in less capital 
investment than would otherwise be the case.

Solid Waste

The funding choice here generally is between local tax revenues and user 
fees. Of these two possibilities, user fees in the form of a specific charge per 
bag/container are preferred on efficiency grounds for both collection and 
disposal. As in the case of water and electricity, users can be identified and 
per unit costs calculated. A charge that includes the full marginal social 
costs of collection and disposal is critical if one is to provide an incentive 
for discouraging waste and overuse.

In addition to covering all operating and capital costs for collection, the 
fee should cover a charge for the landfill site. This should be set with effi-
ciency objectives in mind. If a municipality pays for disposal by a third 
party, the cost is clear—it is the cost per ton of the contract. If the munici-
pality operates the landfill site, the cost of placing a cubic meter of waste 
in a landfill is not just the current operating cost of the landfill—it must 
include all amortized capital costs, including closure and post-closure 
costs, plus the opportunity cost of that space, plus the value of environ-
mental harm caused by the waste and its disposal. The most difficult con-
cept here is that of the opportunity cost of space (Dewees 2002). Suppose 
that the operating cost of a landfill site is $10 per cubic meter of waste 
disposed and that a new landfill will cost $50 per cubic meter. The 
 opportunity cost of placing a cubic meter of waste in the existing landfill 
is not $10 but $10 plus an amount determined by the fact that each cubic 
meter so disposed hastens the time when the city will have to pay $50 per 
cubic meter. The socially efficient tipping fee at the existing landfill is not 
$10 but $50 discounted for the number of years until the new landfill will 
be required.

Unfortunately, government-operated landfills tend not to charge tip-
ping fees that reflect future scarcity of landfill sites. Worse yet, many 
municipalities only charge per-ton fees to private haulers. The tipping fees 
for garbage brought in by municipal operators are almost always paid for 
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by local taxes and not by tonnage charges. The efficient size of the disposal 
site will only be determined if all waste is paid for on the basis of a uniform 
per-ton tipping fee. Further inefficiencies exist because tipping fees rarely 
include the expected value of environmental harm, except where financial 
liability for that harm is anticipated and built into the cost of operation. 
Environmental harm includes the annoyance to neighbors of the landfill 
from smells, birds, blowing refuse, and truck traffic. It may also include 
contamination of the groundwater if leachate escapes from the landfill 
during its operation or even decades after it is closed. All of these costs 
should be included in the tipping fee if we are to get an efficient size of 
operation.

A number of studies have been done on the effects of user-pay systems 
in municipalities in Canada and the United States.2 In most studies, free 
(local tax-supported) garbage pickup was compared with a fee per bag or 
a fee per container. All studies measured the impact on garbage collected 
and many measured the impact on diversion (recyclables and yard waste). 
The results were uniformly consistent although the magnitude of the 
impact varied depending on location and methodology behind the study. 
In every case, reductions were noticed for solid waste, recycling increased, 
the use of other options such as composting grew. Prices work!

Critics of user fees for garbage argue that their implementation will lead 
to illegal diversion (in the form of dumping on road sides, in school/com-
mercial dumpsters, stomping, and burning) and that the impact of these 
fees will be regressive on users. They have also argued that administrative 
costs will rise because the system will be more complex and will require 
additional staff to police violators. The notion that user fees are regressive 
is really a non-issue as will be addressed later in this chapter. As for the 
remainder of these complaints, illegal dumping has not turned out to be a 
problem and the administrative concerns have by and large disappeared.

Public Transit

Municipal public transit systems are funded mainly by fare box revenue, 
municipal taxes, and grants from senior governments. In addition, some 
systems generate additional funds from charter/rental services, advertis-
ing, and miscellaneous income.

2 See Kelleher et al. 2005 for a review of these studies.
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Concern about operating deficits in transit systems often brings discus-
sions over the level of fares and fare structure that ought to be charged to 
transit users. Local government officials may consider a number of social, 
economic, and political factors in setting fares. These include the availabil-
ity of and access to substitute forms of transportation, the ability of local 
residents to pay for transit services, the attitudes of local politicians toward 
acceptable levels of fares, the portion of operating costs to be recovered 
from fare box revenue, and so on. The tendency, in many communities, is 
to set different fares for adults, children, students, and seniors and to offer 
discounts for monthly passes. Where variation exists, the highest fare is for 
adults, with lower fares for seniors, students, and children. Furthermore, 
in some municipalities, lower fares are available for special groups—the 
blind, the disabled, and the unemployed.

Transit fares have several virtues. Fares based on marginal cost pricing 
are accountable and transparent because they are tied to usage. Transit 
fare revenues are fairly stable and predictable in the short run. Revenues 
increase if service is expanded, although financing costs naturally increase, 
too. Fares are consistent with the user-pay principle and benefits-based 
approach to financing municipal services.

Their current application in many cities and metropolitan areas is far 
from efficient and fair, however. Failure to vary fares by distance traveled 
means that short-distance travelers overpay while long-distance travelers 
underpay. This creates an incentive for urban sprawl.

Second, fares should vary by time of day and day of week to minimize 
crowding and congestion costs. Failure to charge higher prices in peak 
hours creates an incentive to over-invest in public transit infrastructure 
and to provide greater capacity than can be justified on efficiency grounds. 
A lack of peak-load charges is often complicated by the availability of 
quantity discounts which are used primarily by rush-hour travelers. This 
practice effectively lowers the price per trip at peak times, precisely when 
fares should be higher rather than lower. As well, lower fares for seniors, 
children, and students are difficult to justify—especially at peak times. 
Subsidies granted on the basis of age or status rather than income are dif-
ficult to support on any grounds.

Third, several types of transit passes are often used by transit authori-
ties. These economize on transactions costs but are generally inefficient 
with respect to both time of day and distance traveled because the mar-
ginal cost of using them is zero during their valid period.
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Transit fare revenues never come close to financing all operating costs, 
nor should they on efficiency and fairness grounds. The shortfall is subsi-
dized by other local revenues or by grants from senior levels of govern-
ment. There are a number of arguments for subsidizing public transit. 
First, many lower-income households use transit heavily and may not have 
ready or affordable access to other motorized transportation modes. 
Second, public transportation has scale economies in route density and 
service frequency.3 Marginal cost pricing then calls for setting fares below 
average cost. Third, setting affordable fares encourages people to use tran-
sit rather than driving thus alleviating traffic congestion and other exter-
nalities. While public transit vehicles create externalities and passengers 
crowd and delay each other, the costs are typically much lower per transit 
user than the equivalent cost per automobile driver. Since automobile 
drivers do not pay their marginal social cost per each trip, why should 
transit users pay their social marginal cost per trip (second-best argument). 
Quantifying these three reasons for subsidizing transit is not an easy task, 
thus it is difficult to say when transit fares are too high, too low, or “about 
right,” given the lack of road pricing in the vast majority of cities and met-
ropolitan areas. One study on public transit in Washington, DC, Los 
Angeles, and London, however, suggested that optimal transit fees would 
be less than 50 percent of average costs (Parry and Small 2009).

Roads

At the moment, city expressways, highways, and streets in the vast major-
ity of cities and metropolitan areas around the world are funded almost 
entirely from general revenues. This creates significant pressure on local 
budgets, not to mention increasing congestion which is leading to grow-
ing social and environmental costs and ultimately lost productivity. When 
combined with the negative impact this has on quality of life, we are wit-
nessing slower economic growth, than would otherwise be possible, and a 
barrier to international competitiveness (OECD 2009). The traditional 
response to increased congestion has been to expand road capacity, but 
this has not worked. In one study using US time series data, it was shown 
that vehicle kilometers (miles) traveled increased approximately in propor-

3 Scale economies exist because if ridership increases it is economically worthwhile to add 
routes and increase service frequency which reduces average access and waiting times as well 
as uncertainty about waiting time and arrival time.
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tion to roadway lane kilometers (miles); hence, the conclusion that road 
capacity expansion is not effective in addressing traffic congestion 
(Duranton and Turner 2011). Other supply-side policies such as improve-
ments in traffic management can be expensive to implement, and to the 
extent that they make driving more attractive they also encourage more 
driving (Lindsey 2019). Something must be done to better manage the 
use of roads in large cities and metropolitan areas. Much of the analytical 
discussion (although often not by local policy practitioners) has concen-
trated on arguments for new charges and user fees that better manage the 
demand for roads with revenues specifically earmarked for local transit and 
transportation. Suggestions that revenue generated from road prices could 
be used to fund public transit are justified on the basis of the “theory of 
second best” (discussed above under public transit). The discussion here 
will concentrate on road pricing and parking charges.

 Road Pricing
The most effective instrument for funding and managing congestion is 
through road prices.4 Efficiently set road prices offer a number of advan-
tages. They are widely recognized as an effective demand management 
tool to cover all operating and capital costs of roads as well as to internal-
ize congestion, pollution, and other external costs of driving. More so 
than parking fees, they can influence all dimensions of travel choice: trip 
frequency, destination, travel mode, time of day or week, route, and so on. 
To the extent that traffic demand is managed, cost pressure on city bud-
gets is lowered because traffic-related costs should be reduced and infra-
structure demands lower. Furthermore, if revenues are dedicated to public 
transit and roads, they are more likely to gain public acceptance.

Tolls are the most common form of a road price. They can be imposed 
on individual traffic lanes. In the United States, tolling has been 
 implemented on high occupancy toll (HOT) lanes which can be used 
without charge (or at a discounted rate) by vehicles that meet a minimum 
occupancy requirement—typically two people (HOV2) or three people 
(HOV3). HOT lanes run parallel to toll-free lanes on the same road. The 
toll-free lanes are typically slower during peak times. Drivers can choose 
on each trip whether to take the HOT lanes and pay for a quicker and 
more reliable passage. Tolls are varied by time of day in order to maintain 
high speeds on the HOT lanes. On some facilities tolls are varied hourly 

4 More detailed analysis appears in Kitchen and Lindsey 2013 and Lindsey 2019.
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according to a schedule that is revised every few months. On other facili-
ties the tolls are adjusted dynamically every few minutes on the basis of 
currently measured traffic flows.5

By far the most common form of road pricing is on individual roads. 
Most roads feature flat tolls that do not vary by time of day. But time- 
varying tolls are becoming more common. In the United States, the term 
“electronic toll lanes” is used when all lanes of a road are priced by time of 
day. Truck-only toll lanes are another potential form of pricing that has 
been studied in the United States, but not yet implemented.

Tolling all lanes at different rates is more efficient than tolling only 
some lanes because it allows better control over the total number of vehi-
cles using the road as well as the distribution of traffic across lanes. A 
study by Small et al. (2006) demonstrated that differential pricing could 
achieve a favorable trade-off between efficiency and equity compared to 
HOT lanes.

Road pricing can be implemented within areas using cordons or zones. 
Cordon schemes comprise one or more toll cordons around a city center 
or other congested area. Vehicles are charged for crossing the cordon(s) in 
one or both directions. Single cordons have been used in Singapore since 
1975, in several Norwegian cities since the 1980s, and in Stockholm since 
2006. With a zonal scheme, a toll is levied for moving within the zone as 
well as for crossing the boundary. Just two zonal schemes are currently 
operating: the London Congestion Charge (since 2003) and Area C in 
Milan (since 2012).6 Both schemes are aimed at reducing congestion. In 
Milan, Area C was preceded by the EcoPass system which operated from 
2008 to 2011 and was designed mainly to reduce pollution rather than 
congestion (Kitchen and Lindsey 2013).

5 On some facilities electric and hybrid vehicles have been allowed to use HOT lanes toll-
free without meeting the normal occupancy requirement. But as these vehicles have prolifer-
ated, traffic volumes on HOT lanes have grown. To maintain high speeds on the HOT lanes, 
it has been necessary to raise tolls which reduce the number of toll-paying drivers willing to 
use them. To address this problem, hybrid vehicle exemptions are being reconsidered. An 
alternative to raising tolls is to tighten occupancy requirements from HOV2 to HOV3 or to 
require HOV2 vehicles to register as official carpool vehicles.

6 On January 1, 2013, Gothenburg introduced a cordon similar in design to the Stockholm 
scheme.
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Area-based schemes are sometimes referred to as “congestion pricing.”7 
This terminology may have arisen because, as its name indicates, the 
London Congestion Charge is targeted at congestion. The term is mis-
leading because the Norwegian toll cordons were established mainly for 
revenue generation rather than congestion relief, and the former Milan 
EcoPass zone was implemented to combat pollution. Moreover, cordons 
and zonal schemes are not ideal for congestion relief because of their 
crude spatial boundaries.

Each scheme is different because of goals, budgets, political constraints, 
city topography, state of technology at the time of implementation, and so 
on. Briefly and to repeat, the fiscal and economic case for road pricing is 
solid, yet road pricing is often rejected by politicians and the public at 
large. Efficiently set road prices offer a number of advantages. They are 
widely recognized as an effective travel demand management tool for 
reducing congestion, pollution, and other external costs of driving 
(Lindsey 2019). They can influence all dimensions of travel choice: trip 
frequency, destination, travel mode, time of day or week, route, and so on. 
To the extent that traffic demand is managed, cost pressures on a city’s 
budget are lowered because traffic-related costs are reduced and infra-
structure demands lessened. Furthermore, if revenues are dedicated to 
public transit and roads, there is almost certain to be more public accep-
tance for funding the service than if it were funded from general revenues 
(Kitchen and Lindsey 2013). Each of these is most effective when applied 
at a metropolitan or regional level where there is a greater likelihood of 
managing intermunicipal traffic and a greater opportunity to minimize 
distortions that often arise when charges are restricted to smaller geo-
graphic areas.

 Parking Fees
Parking in large cities includes a mix of residential and nonresidential 
spaces on private land, the street (curbside), surface lots, and parking 
garages. Parking policies, in general, are in need of reform. At the moment, 
most are designed to encourage driving.

On-street parking in high-demand areas is often priced well below its 
scarcity value. As a consequence, drivers spend considerable time looking 
for a vacant spot. In the United States, for example, it has been estimated 

7 Seattle is currently considering a congestion levy.
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that cruising for parking accounts for roughly 30 percent of traffic in some 
cities at certain times of day (Shoup 2006, 2007; Au 2007). Excessive 
cruising leads to traffic congestion, pollution, as well as inefficiencies and 
lost productivity (Grush 2013). Meanwhile, privately owned garage park-
ing is overpriced, because operators benefit from a degree of monopoly 
power due to their unique locations. Overpricing of garage parking con-
tributes further to the stock of cars cruising for parking (Arnott and Rowse 
2009), thus increasing traffic-related costs.

Efficiently set dynamic parking levies could help reduce the volume of 
traffic, leading to less congestion, faster trips, fewer policing and traffic 
enforcement costs, and reduced demand for new and expanded roads and 
highways. It could also generate much-needed revenue for improving and 
expanding public transit. Indeed, it has been argued that “underpriced 
parking does more to promote automobile use than good transit does to 
discourage it” (Grush 2013). To achieve more efficient prices, the follow-
ing options are available.

First is a commercial parking sales tax. This is a special tax imposed on 
parking transactions. It is usually imposed as an ad valorem (i.e., percent-
age) tax that increases with parking duration, but a flat tax that is indepen-
dent of the parking fee paid is also possible. People who park for a longer 
time (such as commuters) have a greater incentive to change behavior 
than people who park for a shorter time (such as shoppers). The opposite 
is likely to be true for a flat tax because it accounts for a smaller fraction of 
the parking outlay for longer-term parking. If the tax is imposed in a lim-
ited geographical area, however, motorists may choose to avoid the tax by 
parking elsewhere, whereas if the tax covers a wide area, it is diffi-
cult to avoid.

Second, a parking levy is a special property tax that is applied to non-
residential parking spaces. Parking levies can be imposed as a fixed amount 
per space or based on the surface area. They can be applied to all parking, 
or limited to certain types such as surface parking, priced parking, un- 
priced parking, or parking in certain areas. Rates can be differentiated by 
the type of user. For example, lower rates can be applied on infrequently 
used spaces, or on spaces used by carpoolers, car-sharing vehicles, or 
 disabled persons. Higher rates often apply to the central business district 
and higher rates often apply to indoor lots. Parking levies are increasingly 
common worldwide (Doolittle 2012).
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Off-street parking charges are often set inefficiently; that is, they do not 
adhere closely to marginal cost pricing principles. Some parking lots and 
garages issue monthly parking passes which simplify transaction costs and pro-
vide a guaranteed parking space, but they encourage people to drive because 
the incremental parking cost is zero. Passes could be replaced by bulk pur-
chases of a given number of parking hours that do not expire at a given date 
but rather diminish in value only when they are used (Grush 2012).

More severe deficiencies exist for on-street parking. Conventional, 
mechanical parking meters are simple to operate, but they are time- 
consuming to service and maintain, and the costs of collection and enforce-
ment amount to a substantial fraction of the revenues. Conventional meters 
also lack the flexibility to vary fees efficiently by time of day, duration of 
stay, and demand conditions. Time limits (e.g., 1–2 hours) are often used 
to encourage parking turnover, but they encourage parking search and are 
less efficient than variable rates (Calthrop and Proost 2000). Time limits 
are also costly to enforce, and parkers incur inconvenience and stress to 
avoid parking tickets (Greentown Sustainable Land Use Group 2009).

Electronic meters are now used widely in major US cities. They allow 
hourly rates to vary by time of day and duration. To maintain high utiliza-
tion rates of parking space while minimizing time spent on search, parking 
fees can be set to maintain a target average occupancy rate of parking spots 
within a defined area. To achieve this, parking fees can be either set 
dynamically (i.e., in real time) or adjusted periodically. Redwood City and 
Pasadena, California, were two of the first cities to successfully implement 
high occupancy-based pricing. The result was a dramatic reduction in 
cruising for parking without losses to businesses (Nelson\Nygaard 
Consulting Associates 2006; Greentown Sustainable Land Use Group 
2009). Since then, several other cities have moved in this direction and are 
even testing larger-scale versions of occupancy-based pricing.

Public Recreation

Municipal parks and recreational facilities rely on user fees for a variety of 
facilities—arenas (skating admissions, hourly ice rentals and instruction), 
football and soccer fields, swimming (swimming admissions,  memberships, 
and instruction), tennis (court fees, membership, and instruction), camps 
and camping (campground fees and day camp charges), and so on. Here, 
user fees may be defended on two grounds. First, it permits individuals to 
use recreational facilities that could not be afforded from comparable 
private-sector facilities. This type of subsidization, however, is neither 
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efficient nor fair because municipalities ought not to be concerned with 
major income distribution questions. Furthermore, if income distribu-
tion were a local responsibility, it should be provided through relief based 
on income or some other measure of ability to pay and not by reducing 
prices for everyone.

Second, municipal recreational facilities and programs may generate 
positive externalities or spillovers. These externalities, it is suggested, may 
take the form of a more physically fit and healthier society and hence lower 
medical costs for everyone. In reality, this may be a questionable supposi-
tion for the externalities are unlikely to be significant. Indeed, they would 
probably be greater under an alternative and equally subsidized scheme of 
improved health and educational programs.

Since the largest portion of the benefits accrue directly to users, these 
services should be priced so as to extract sufficient revenues to cover a 
comparable portion of the costs. The public sector, however, has not 
adopted many aspects of private pricing for recreational services. Private 
suppliers, faced with the prospect of recovering all costs through their 
pricing structures, have recognized the advantages of such things as an 
annual fixed levy plus an admission charge for each use of the facility. 
Municipalities virtually never follow this approach and, as such, neither 
cover cost nor efficiently utilize their scarce resources.

With the exception of a few local public services such as arena rentals 
and municipal golf courses, access to municipally provided facilities is gen-
erally rationed by queuing rather than prices. Failure to adopt a peak-load 
pricing policy so as to even out the demand over a day and a week has led 
to over-investment in many recreational facilities. This has been aggra-
vated further by reduced charges for children and students (lower rates for 
skating, swimming, etc.) at all times. Lower fares for specific groups might 
be justified if a further restriction, as is frequently the case for private facili-
ties but not public facilities, limiting them to use of the facility in off-peak 
hours were imposed. Such a policy would approximate the use of a peak- 
load pricing structure.

Public Libraries

The current structure of user fees employed by many local public libraries 
may be in need of reorganization. Local public libraries collect money from 
rentals, overdue books, and nonresident fees (fixed charge), but seldom 
ever from local residents on a usage basis. Consequently, a high percentage 
of funding for local public libraries comes from general municipal revenues.
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Support for this subsidization may be warranted if significant and posi-
tive externalities arise from the existence of public libraries. Clearly, posi-
tive externalities do exist, both in terms of easy accessibility to a vast 
collection of library resources and because a better and more educated 
society creates a better environment in which to live. Substantial private 
benefits, however, also accrue directly to the users of these services. As 
such, it is difficult to justify the degree of general funding currently pro-
vided. A better pricing policy would include a usage charge that approxi-
mated the marginal private cost of each visit plus a government subsidy 
(from a senior level of government) covering the spillover benefits that 
extend beyond the local community.

Failure to price local public library services on a usage basis may have 
unplanned and perhaps unwanted consequences. For example, failure to 
charge for local library usage means that both users and non-users share in 
the cost of the library system. If a higher proportion of users come from 
higher-income rather than lower-income households, the implicit redistri-
bution of income from this type of funding would not likely be tolerated 
if it were known and made explicit.

Police

Municipal police services, which include numerous functions, are often 
financed from general local revenues. Frequently, the only services for 
which special charges are levied are those involving the policing of special 
events. In fact, in the occasional municipality, higher rates are charged at 
certain times of the year, such as national holidays.

As long as police services generate positive externalities (and indeed 
many police services do), a case can be made for general funding. To the 
extent that some police services have private-use characteristics, efficiency 
and equity suggests, however, greater emphasis could be placed on charges 
imposed on direct users. Evidence of the “privateness” of some police 
services does exist. For instance, protection services are or can be pur-
chased from private agencies. As well, individuals may purchase security 
systems and guard dogs. The fact that these activities are priced in the 
private sector suggests that similar protection services provided by the 
public sector could also be priced. Indeed, such pricing might very well 
generate the revenue needed for more efficient use of police services.

For those police services with private good characteristics, the difficulty 
in approximating a “price equals marginal social cost” charge on an indi-
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vidual basis is such that these charges are unlikely to be implemented. It 
could be argued, however, that all individuals who benefit from a certain 
service ought to pay a price that is the same for all members of that group. 
For example, special vehicle or operator license fees levied at the local 
level, or a transfer to local governments of revenue collected by senior 
levels of government from road user taxes (e.g., gasoline) and traffic vehi-
cle offenses. This could help cover part of the police costs associated with 
traffic control and safety.

In addition, fines or charges may be instituted for people who fail to 
lock their automobiles and residential, commercial, and industrial build-
ings. This would, in all likelihood, reduce the moral hazard problem that 
exists when people fail to look after themselves as carefully as they should 
because they know that the state is there to look after them if anything 
happens. Failure to protect private property adequately encourages crimi-
nal behavior and increases the cost of police protection. In fact, it has been 
suggested that special fees or charges ought to be imposed on all enter-
prises with a high incidence of crime, while reduced rates should be pro-
vided for those dwellings where the incidence of criminal behavior is 
substantially lower (Bird 1976, pp. 129–133; Bird and Tsiopoulos 1997). 
This would help to reduce the moral hazard problem.

As long as the administrative costs of imposing an expanded system of 
user charges for police services is not prohibitive, a strong case can be 
made for greater use of such charges in funding a portion of policing costs. 

Fire

Fire protection is generally a municipal responsibility that is financed from 
local revenues. As well, some municipalities charge neighboring munici-
palities for fire protection, and many charge individuals or insurance com-
panies for assisting with road vehicle accidents.

The issue here is whether general revenue funding for fire protection is 
fair and efficient. While the presence of positive externalities supports such 
funding, the externalities tend to be reciprocal; hence, one can defend 
charging every taxpayer full direct costs. In this system, general revenue 
funding is unnecessary; instead everyone should be required to buy fire 
protection (Bird 1976, p. 137).

Prices for fire protection, as distinct from police protection, already 
exist in many countries through the extensive use of insurance policies. 
Premiums for a property reflect its distance from fire halls and its fire 
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insurance experience as well as the risks associated with various structural 
types including the use of fire-resistant building materials and the presence 
of sprinkler systems.

Factors affecting insurance risks also determine municipal expenditures 
for fire services. Failure to differentiate the municipal price charged for fire 
protection on the basis of risk almost certainly leads to an oversupply of 
firefighting equipment. For example, failure to impose differential prices 
provides little incentive for the owners of risky properties to undertake 
actions designed to minimize their demand for fire protection and, hence, 
generates a demand for more spending on fire protection than would oth-
erwise be the case. Charging neighboring municipalities for fire assistance 
and individuals for emergency road vehicle accidents is an appropriate 
direction in which to move even though there is no indication that correct 
prices are currently used.

Because insurance premiums take property values, fire probability, and 
damage susceptibility into consideration, they could provide a basis for a 
municipal user fee. As long as the charge is differentiated to reflect varying 
risks, a more efficient level of service should ensue (Bird and Tsiopoulos 
1997). Finally, where there is a private market for fire insurance premiums, 
the administrative costs of managing a municipal user fee system for fire 
protection should not be prohibitive.

ISSueS WIth uSer FeeS

Regardless of the way in which user fees are designed and the services they 
fund, there are issues that often emerge. These are noted here.

Who Should Set User Fees?

Following on the established theme that the most transparent, efficient, 
accountable, and effective local government is one that is responsible for 
raising its own revenue, it follows that local governments should be 
responsible for establishing their own user fees. Failure to permit and 
require this means that the close link between decisions over revenue gen-
eration and expenditure decisions is lost. Here, there is no apparent role 
for a senior level of government as long as the user fee is designed to fund 
the operating and capital costs of a local service.
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Should User Fees Be Regulated?

As with local tax rates, in general there may be no need to regulate user 
fees if all decision-making responsibilities rest with democratically elected 
local councils; that is, if the locally elected council sets both tax rates and 
user fees. Here, citizens/taxpayers have the ultimate control or power 
over council’s tax decisions—the opportunity to vote the politicians out at 
the next election. There is, of course, the obvious need for setting perfor-
mance measures and benchmarking.

If, however, the services for which user fees are applied are provided by 
a local government enterprise governed by an independent or quasi- 
independent elected or appointed council, some type of regulation may be 
required. Support for a price regulatory scheme is defended on the 
grounds that it is necessary to protect consumers/taxpayers from ineffi-
cient and unfair price increases when decisions over service responsibility 
and funding are made in an environment in which there is no competition. 
In general, there are two types: rate of return and price cap regulation 
(Szalai 2001).

Where rate of return is used, the regulator defines a fair and reasonable 
profit level and the provider has the opportunity to increase price to the 
point where its maximum profit level is reached. Price cap regulatory 
schemes concentrate on creating incentives for the provider to increase 
efficiency. 

For other services that are the direct responsibility of local councils, 
there may also be an argument in defense of regulation. Take water and 
wastewater, as an example. For decades, these rates have been set by 
municipal councils or utility commissions in many countries. On the sur-
face, this is how it should be. Water is a local service, users can be  identified, 
production and delivery costs can be calculated, and rates can be set. Water 
rates like property taxes are highly visible and increases are often subject to 
severe criticism. Unfortunately, this has led to widespread reluctance to 
raise water rates in many municipalities. As such, it may be unrealistic in 
the current political environment to expect a governing body to make 
efficient decisions about the structure and level of water rates without 
guidelines and support from an established regulatory body. While there 
may be a desire to use reduced water rates for economic development 
purposes, for example, or to cushion the impact on the vulnerable, system 
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sustainability considerations should be paramount. At a minimum, the 
regulatory framework could be developed and used by municipal councils 
to approve rates and financial plans that ensure that rates attain a level suf-
ficient to sustain the water-related systems into the future. If compliance 
with such a framework cannot be achieved through voluntary coopera-
tion, there may be a need to impose some form of administrative tribunal 
process on those unable or unwilling to comply (Kitchen 2017a).

Should User Fees Subsidize Other Services?

User fees are appropriate for funding municipal services with “private 
goods” characteristics—beneficiaries can be identified, service costs can be 
determined, and prices can be set. For services with “public good” char-
acteristics, local taxes are the more appropriate funding instrument. In 
principle, these provide a solid base for assigning funding instruments to 
the range of services provided by municipalities. In practice, however, the 
approach is often more convoluted. For example, municipalities in many 
countries are reluctant to use local taxes and inclined to overcharge user 
fees, that is, to set user fees for specific services so that revenue generated 
exceeds the cost of the service provided with the excess revenue used to 
subsidize other locally provided services.

Reluctance to use local taxes and the incentives for relying on user fees 
arise for a number of reasons. In some countries, senior levels of govern-
ment share in  local tax revenues but do not share in user fee revenues, 
hence, an incentive for relying on user fees (Matinez-Vazquez and Boex 
2001, p. 38). Second, in some countries, municipal governments face leg-
islated requirements that restrict a municipality’s ability to raise taxes, a 
further reason for employing user fees. Third, almost everywhere, there is 
a perception in the minds of many local politicians and a high percentage 
of the population that user fees bring about more efficiency and 
 accountability in service provision because services funded in this manner 
are run more like a business—a product or service is sold, revenue is raised, 
and costs are recovered. Fourth, many local politicians and administrators 
prefer user fees over local taxes because there are fewer citizen complaints 
about revenues generated from fees than there are from revenues gener-
ated by local taxes. More bluntly, it seems to be more acceptable politically 
to rely on user fees than to rely on local taxes (Kitchen 2006).

Given the comparative ease with which user fees have or may replace 
local taxes as a source of revenue raises the question of whether or not this 
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type of cross-subsidization is appropriate. The short answer is no! A user 
fee should cover only the operating and capital costs of the service for 
which it is set. It should not subsidize other services for this would lead to 
both efficiency and income distributional consequences that would other-
wise not be desired. For example, using excess revenue from water rates to 
subsidize the operational and capital costs of a local zoo means that water 
users are paying for a zoo that they may never visit. At the same time, visi-
tors to the zoo are not paying the full cost and therefore likely to overuse 
the facility. As well, high water rates mean that low-income water users are 
almost certainly subsidizing higher-income zoo visitors. This is only one 
example of cross-subsidization but many others could be cited.

Are User Fees Unfair?

User fees are frequently criticized and sometimes not used because they 
are alleged to be regressive (unfair) in their impact on the poor; that is, 
they take a higher percentage of a poor person’s or poor family’s income 
when compared with a rich person or rich family. The same argument, by 
the way, could be made about every tax except for the personal income 
tax—this is because all taxes except for the personal income tax are not 
based on income yet their regressivity is measured as percent of income.

In the benefit-based model of local finance, user fees that are carefully 
designed to cover the cost of services consumed are fair in their impact on 
users—those benefiting from a service pay for it. Issues of regressivity, 
while extremely important, should not be addressed by eliminating or 
lowering fees for services appropriately funded by user fees. Instead, con-
cern about the financial burden on low-income individuals, in general, 
should be addressed through income transfers from a senior level of gov-
ernment and social assistance programs targeted to individuals in need. It 
is far more equitable to handle income distribution issues through income 
transfers or targeting than to tamper with fees to accommodate these con-
cerns. One example of targeting that exists in many municipalities is for 
water and sewer where lifeline rates are in place for low-income users.

Should User Fees Be Discounted?

Municipalities should not discount fees based on the age of the user (such 
as seniors) for services such as public transit, recreation, and libraries. Any 
discount should be on the basis of income (ability to pay). The practice of 
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subsidizing municipal services by levying lower fees started many decades 
ago when a large percentage of seniors were living in poverty. This is no 
longer true in most, if not all, developed countries. In virtually every 
country, the percentage of poor people in the seniors’ age cohort is now 
lower than the percentage who are poor in younger age cohorts. Two 
potentially serious and costly problems emerge if individuals in one age 
cohort (for example, seniors) pay lower user fees than individuals in 
another age cohort (non-seniors, for instance) for the same service. First, 
this is unfair because it leads to an implicit subsidy or redistribution of 
income from those paying higher prices to those paying lower prices, irre-
spective of income. Second, wealthier users within the senior age cohort 
get the same subsidy as impoverished individuals in that same group 
(Kitchen 2015).

At the same time, the practice of discounting user fees is inefficient 
because the group paying the lower price will not be covering the same 
share of operating and capital costs as the group paying the higher price. 
For those paying a lower percentage of costs, an incentive exists for over-
use and overconsumption. This, in turn, often leads to a demand for more 
services and/or higher service levels than is economically efficient and 
ultimately more infrastructure investment than would be the case if every 
user paid the same price for the same service. Similar arguments may be 
made about discounted fares for students and children that are based on 
age or status rather than on ability to pay.

Summary

User fees are fair, efficient, and accountable for financing those services 
where individual beneficiaries are identified, where non-users can be 
excluded and where the per unit cost of provision can be estimated. 
Current practice in setting user fees, however, often deviates from that 
which is fair, efficient, and accountable. Often they are set to generate 
revenue rather than to allocate resources into their most efficient use.

Ultimately, the objective in setting correct fees should be to establish a 
clear link between services received and fees paid. This is relatively easy for 
water and sewers, stormwater, electricity, public transit and transportation, 
public recreation, libraries, solid waste collection, and disposal where pric-
ing structures could take into consideration cost differentials attributed to 
such things as distance from source, time of use, capacity constraints, 
second- best conditions, and so on. For services such as police and fire, 
setting user fees would be more complicated but not impossible; indeed, 
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their use almost certainly would lead to improvements in the allocation of 
municipal resources.

While economic arguments in support of user fees are persuasive, they 
often do not receive much political support. Refusal to introduce effi-
ciency considerations into the pricing structure of most user fees or to 
entertain in any serious fashion, suggestions for expanding their use has 
been defended on grounds that they are regressive. This claim, however, 
is about as relevant as the claim that milk prices and movie tickets are 
regressive. As to whether or not user fees will become more important in 
the future, the answer is far from clear. The probability of this happening, 
however, may be greater than it ever has been. Political resistance to rais-
ing local taxes, reduced reliance on grants from senior levels of govern-
ment, and increased spending responsibilities have increased the emphasis 
that will likely be placed on correctly designing existing user fees and 
extending their use.

Regardless of the design of user fees and the services they fund, their 
rates should be determined by municipal councils without regulatory 
restrictions unless, of course, the regulations are necessary to enhance 
local efficiency and accountability or to achieve important objectives of 
other levels of government. At the same time, user fee revenues should not 
be used to subsidize other local services. Within the benefits-based model 
for financing local public services, user fees are not unfair as long as those 
who benefit from the services pay for them. Finally, a user fee for a specific 
service should not vary by type of user (poor vs. rich or residential vs. com-
mercial and industrial).
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CHAPTER 12

Intergovernmental Fiscal Transfers: Principles

The practice of intergovernmental fiscal transfers is the magical 
art of passing money from one government to another 

and seeing it vanish in thin air.
—Anonymous

Intergovernmental fiscal transfers finance about two-thirds of subnational 
expenditures in developing countries and transition economies and about 
one-fifth of such expenditures in OECD countries. Beyond the expendi-
tures they finance, these transfers create incentives and accountability 
mechanisms that affect the fiscal management, efficiency, and equity of 
public service provision and government accountability to citizens.

This chapter reviews the principles of intergovernmental finance, with a 
view to drawing some general lessons of relevance to policymakers and 
practitioners in developing countries and transition economies.1 It pro-
vides a taxonomy of grants, their possible impacts on local fiscal behavior, 
and the accountability of grant recipients to donor governments and citi-
zens. The first section describes the instruments of intergovernmental 
finance. The section “Achieving Results-Based Accountability Through 
Performance-Oriented Transfers” discusses performance-oriented, or 

1 This chapter draws heavily upon Anwar Shah (2007). A Practitioner’s Guide to 
Intergovernmental Fiscal Transfers. In Intergovernmental Fiscal Transfers, edited by Robin 
Boadway and Anwar Shah, 2007, chapter 1: 1–54. Washington, DC: World Bank.

http://crossmark.crossref.org/dialog/?doi=10.1007/978-3-030-21986-4_12&domain=pdf
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output- based, transfers, an important tool for results-based accountability. 
The section “Designing Fiscal Transfers: Conceptual Guidance” offers 
conceptual guidance on the design of fiscal transfers. This is followed by 
brief concluding remarks.

Instruments of Intergovernmental fInance

Intergovernmental transfers or grants can be broadly classified into two 
categories: general-purpose (unconditional) and specific-purpose (condi-
tional or earmarked) transfers.

General-Purpose Transfers

General-purpose transfers are provided as general budget support, with no 
strings attached. These transfers are typically mandated by law, but occa-
sionally they may be of an ad hoc or discretionary nature. Such transfers 
are intended to preserve local autonomy and enhance interjurisdictional 
equity. That is why article 9 of the European Charter of Local Self 
Government advocates such transfers by stating: “As far as possible, grants 
to local authorities shall not be earmarked for the financing of specific 
projects. The provision of grants shall not remove the basic freedom of 
local authorities to exercise policy discretion within their own jurisdiction” 
(Barati and Szalai 2000, p. 21).

General-purpose transfers are termed bloc transfers when they are used 
to provide broad support in a general area of subnational expenditures 
(such as education) while allowing recipients’ discretion in allocating the 
funds among specific uses. Block grants are a vaguely defined concept. 
They fall in the gray area between general-purpose and specific-purpose 
transfers, as they provide budget support with no strings attached in a 
broad but specific area of subnational expenditures.

General-purpose transfers simply augment the recipient’s resources. 
They have only an income effect as indicated in Fig. 12.1 by the shift in 
the recipient’s budget line AB upward and to the right throughout by the 
amount of the grant (AC  =  BD) and the new budget line becomes 
CD. Since the grant can be spent on any combination of public goods or 
services or used to provide tax relief to residents, general nonmatching 
assistance does not affect relative prices (no substitution effect). It is also 
the least stimulative of local spending, typically increasing such spending 
by less than $0.50 for each additional $1 of unconditional assistance. The 
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remaining funds are made available as tax relief to local residents to spend 
on private goods and services.

Conceptually a one-dollar increase in  local residents’ income should 
have exactly the same impact on local public spending as receipt of one 
dollar of general-purpose transfer. Both tend to shift the budget line out-
ward identically. Contrary to this, all empirical studies show that a dollar 
received by the community in the form of general-purpose grant tends to 
have a greater increase in local public spending more than a dollar increase 
in residents’ income, that is, the portion of grants retained for local spend-
ing tends to exceed the effective tax rate imposed by local governments on 
resident’s incomes (Rosen 2005; Oates 1999, 2005; Gramlich 1977). 
Grant money tends to stick where it first lands, leaving a smaller than 
expected fraction available for tax relief, a phenomenon referred to as the 
“flypaper effect.” The implication is that for political and bureaucratic rea-
sons, grants to local governments tend to result in more local spending 
than they would have had the same transfers been made directly to local 
residents (McMillan et al. 1980). An explanation for this impact is pro-
vided by the hypothesis that bureaucrats seek to maximize the size of their 

A

C

B DO

Spending on
other public

goods

Spending on public 
good A

Fig. 12.1 Effect of unconditional nonmatching grant. Source: Shah (1994) 
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budgets as it gives them greater power and influence in local community 
(Filimon et al. 1982).

Formula-based general-purpose transfers are very common. The federal 
and state transfers to municipalities in Brazil are examples of grants of this 
kind. Evidence suggests that such transfers induce municipalities to unde-
rutilize their own tax bases (Shah 1991).

Specific-Purpose Transfers

Specific-purpose, or conditional, transfers are intended to provide incen-
tives for governments to undertake specific programs or activities. These 
grants may be regular or mandatory in nature or discretionary or ad hoc.

Conditional transfers typically specify the type of expenditures that can 
be financed (input-based conditionality). These may be capital expendi-
tures, operating expenditures, or both. Conditional transfers may also 
require attainment of certain results in service delivery (output-based con-
ditionality). Input-based conditionality is often intrusive and unproduc-
tive, whereas output-based conditionality can advance grantors’ objectives 
while preserving local autonomy.

Conditional transfers may incorporate matching provisions—requiring 
grant recipients to finance a specified percentage of expenditures using 
their own resources. Matching requirements can be either open-ended, 
meaning that the grantor matches whatever level of resources the recipient 
provides, or closed-ended, meaning that the grantor matches recipient 
funds only up to a pre-specified limit.

Matching requirements encourage greater scrutiny and local ownership 
of grant-financed expenditures; closed-ended matching is helpful in ensur-
ing that the grantor has some control over the costs of the transfer pro-
gram. Matching requirements, however, represent a greater burden for a 
recipient jurisdiction with limited fiscal capacity. In view of this, it may be 
desirable to set matching rates in inverse proportion to the per capita fiscal 
capacity of the jurisdiction in order to allow poorer jurisdictions to partici-
pate in grant-financed programs.

 Nonmatching Transfers
Conditional nonmatching transfers provide a given level of funds without 
local matching, as long as the funds are spent for a particular purpose. 
Following the grant (=AC), the budget line in Fig. 12.2 shifts from AB to 
ACD, where at least OE (=AC) of the assisted public good will be acquired.
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Conditional nonmatching grants are best suited for subsidizing activi-
ties considered high priority by a higher-level government but low priority 
by local governments. This may be the case if a program generates a high 
degree of spillovers up to a given level of provision (OE), after which the 
external benefits terminate abruptly.

For a given level of available assistance, grant recipients prefer uncondi-
tional nonmatching transfers, which provide them with maximum flexibil-
ity to pursue their own objectives. Because such grants augment resources 
without influencing spending patterns, they allow recipients to maximize 
their own welfare. Grantors, however, may be prepared to sacrifice some 
recipient satisfaction to ensure that the funds are directed toward expendi-
tures on which they place a priority. This is particularly so when federal 
objectives are implemented by line agencies or departments rather than 
through a central agency, such as the Ministry of Finance, with a broader 
mandate. Federal departments do not want local governments to shift 
their program funds toward other areas. In this situation, conditional 
(selective) nonmatching (bloc) grants can ensure that the funds are spent 
in a department’s area of interest (e.g., health care) without distorting 
local priorities among alternative activities or inducing inefficient alloca-
tions in the targeted expenditure area.

A C

F

B DEO

Spending 
on other 
public 
goods

Spending on assisted public
goods

Fig. 12.2 Effect of conditional nonmatching grant. Source: Shah (1994)
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 Matching Transfers
Conditional matching grants, or cost-sharing programs, require that funds 
be spent for specific purposes and that the recipient match the funds to 
some degree. Figure 12.3 shows the effect on a local government budget 
of a 25 percent subsidy program for transportation. AB indicates the no 
subsidy line—the combination of transportation and other public goods 
and services a city can acquire with a budget of OA = OB. A federal sub-
sidy of 25 percent of transportation expenditures (i.e., a grant of $1 for 
every $3 of local funds for spent on transportation) shifts the budget line 
of attainable combinations to AC. At any level of other goods and services, 
the community can obtain one-third more transportation services. If the 
community chooses combination M before the grant, it will likely select a 
combination such as N afterward. At N more transportation is acquired.

The subsidy has two effects: an income effect and a substitution effect. 
The subsidy gives the community more resources, some of which go to 
acquiring more transportation services (the income effect). Since the sub-
sidy reduces the relative price of transportation services, the community 
acquires more transportation services from a given budget (the substitu-
tion effect). Both effects stimulate higher spending on transportation.

No subsidy 25%
subsidy

66.6% subsidyM

N

Spending
on other 
public 
goods

Spending on assisted public
goods

A

O B C

Fig. 12.3 Effect of open-ended matching grant. Source: Shah (1994) and 
McMillan et al. (1980)
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Although the grant is for transportation, more other public goods and 
services may also be acquired, even though they become relatively more 
expensive, as a result of the substitution effect. If the income effect is suf-
ficiently large, it will dominate, and the grant will increase consumption of 
other goods and services. Most studies find that for grants of this kind, 
spending in the specified area increases by less than the amount of the 
grant, with the remainder going toward other public goods and services 
and tax relief. This is the so-called fungibility effect of grants. The fungibil-
ity of conditional grants depends on both the level of spending on the 
assisted public service and the relative priority of such spending. For exam-
ple, if the recipient’s own-financed expenditure on the assisted category 
exceeds the amount of the conditional grant, the conditionality of the 
grant may or may not have any impact on the recipient’s spending behav-
ior: all, some, or none of the grant funds could go to the assisted function. 
Shah (1985, 1988b, 1989) finds that while provincial assistance to cities in 
Alberta for public transit was partially diverted to finance other services, 
similar assistance for road transportation improvement was not.

Open-ended matching grants, in which no limit is placed on available 
assistance through matching provisions, are well suited for correcting inef-
ficiencies in the provision of public goods arising from benefit spillovers, 
or externalities. Benefit spillovers occur when services provided and 
financed by a local government also benefit members of other local gov-
ernments that do not contribute to their provision. Because the providing 
government bears all the costs but obtains only a portion of the benefits, 
it tends to underprovide the goods. If the affected communities cannot 
negotiate compensation, the situation can be corrected by a higher gov-
ernment subsidizing provision of the service, with the extent of the spill-
over determining the degree of subsidy or the matching ratio.

Matching grants can correct inefficiencies from spillovers, but they do 
not address uneven or inadequate fiscal capacities across state and local 
governments. Local governments with ample resources can afford to meet 
matching requirements and acquire a substantial amount of assistance. 
States with limited fiscal capacities may be unable to match federal funds 
and therefore fail to obtain as much assistance, even though their expen-
diture needs may be equal to or greater than those of wealthier states 
(Shah 1991). Other forms of assistance are needed to equalize fiscal capac-
ities in such cases.

Grantors usually prefer closed-ended matching transfers, in which funds 
are provided to a certain limit, since such transfers permit them to retain 
control over their budgets. Figure 12.4 shows the effect of closed-ended 
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matching grants on the local budget. AB is the original budget line. When 
$1 of assistance is available for every $3 of local funds spent up to a pre- 
specified limit, the budget line becomes ACD. Initially, costs are shared on 
a one-third: two-thirds basis up to a level of OF, at which the subsidy limit 
of CG (=CE) is reached. Expenditures beyond OF receive no subsidy, so 
the slope of the budget line reverts back to 1:1 rather than 1:3 along the 
subsidized segment, AC.

Empirical studies typically find that closed-ended grants stimulate 
expenditures on the subsidized activity more than open-ended grants 
(Gramlich 1977; Shah 1994; Gamkhar and Shah 2007). The estimated 
response to an additional $1.00 of this kind of grant is typically $1.50. 
Institutional factors may explain this surprisingly large response.

Why are conditional closed-ended matching grants common in indus-
trial countries when they seem ill designed to solve problems and ineffi-
ciencies in the provision of public goods? The answer seems to be that 
correcting for inefficiencies is not the sole or perhaps even the primary 
objective. Instead, grants are employed to help local governments finan-
cially while promoting spending on activities given priority by the grantor. 
The conditional (selective) aspects of or conditions on the spending are 
expected to ensure that the funds are directed toward an activity the 

33% subsidy

A

C
G

E

Spending 
on other 
public 
goods

Spending on assisted public
goods

O F B D

Fig. 12.4 Effect of closed-ended matching grant. Source: Shah (1994)
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grantor views as desirable. This, however, may be false comfort in view of 
the potential for fungibility of funds. The local matching or cost-sharing 
component affords the grantor a degree of control, requires a degree of 
financial accountability by the recipient, and makes the cost known to the 
granting government.

Conditional closed-ended matching grants have advantages and disad-
vantages from the grantor’s perspective. While such grants may result in a 
significant transfer of resources, they may distort output and cause ineffi-
ciencies, since the aid is often available only for a few activities, causing 
overspending on these functions while other functions are underfinanced. 
If capital outlays are subsidized while operating costs are not, grants may 
induce spending on capital-intensive alternatives.

Conditional open-ended matching grants are the most suitable vehicles 
to induce lower-level governments to increase spending on the assisted 
function (Table 12.1). If the objective is simply to enhance the welfare of 
local residents, general-purpose nonmatching transfers are preferable, as 
they preserve local autonomy.

To ensure accountability for results, conditional nonmatching output- 
based transfers are preferable to other types of transfers. Output-based 
transfers respect local autonomy and budgetary flexibility while providing 
incentives and accountability mechanisms to improve service delivery per-
formance. The design of such transfers is discussed in the next section.

achIevIng results-Based accountaBIlIty through 
Performance-orIented transfers

Economic rationales for output-based grants (used interchangeably with 
performance-oriented transfers in this chapter) stem from the emphasis on 
contract-based management under the new public management frame-
work and strengthening demand for good governance by lowering the 
transactions costs for citizens in obtaining public services under the new 
institutional economics approach. The new public management frame-
work seeks to strengthen accountability for results by changing the man-
agement paradigm in the public sector from permanent appointments to 
contractual appointment and continuation of employment subject to ful-
fillment of service delivery contracts. It seeks to create a competitive ser-
vice delivery environment by making financing available on similar 
conditions to all providers—government and nongovernment (see Shah 
2007a, 2007b, 2010a, 2010b, 2012a, 2012b).
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The new institutional economics approach argues that dysfunctional 
governance in the public sector results from opportunistic behavior by 
public officials, as citizens are either not empowered to hold public offi-
cials accountable for their noncompliance with their mandates and/or for 
corrupt acts or face high transactions costs in doing so. In this framework, 
citizens are treated as the principals and public officials the agents. The 
principals have bounded rationality—they act rationally based on the 
incomplete information they have. Acquiring and processing information 
about public sector operations is costly. Agents (public officials) are better 
informed than principals. Their self-interest motivates them to withhold 
information from the public domain, as releasing such information helps 
principals hold them accountable. This asymmetry of information allows 
agents to indulge in opportunistic behavior which goes unchecked due to 
high transactions costs faced by the principals and a lack of or inadequacy 
of countervailing institutions to enforce accountable governance. Results- 
based accountability through output-based grants empowers citizens by 
increasing their information base and lowering their transactions costs in 
demanding action.

Output-based transfers link grant finance with service delivery perfor-
mance. These transfers place conditions on the results to be achieved while 
providing full flexibility in the design of programs and associated spending 
levels to achieve those objectives. Such transfers help restore recipients’ 
focus on the results-based chain (Fig. 12.5) and the alternate service deliv-
ery framework (competitive framework for public service delivery) to 

Program Inputs          Intermediate          Outputs          Outcomes          Impact          Reach
Objectives
Improve 
quantity, 
quality, 
and 
access to 
education 
services

Educational 
spending by 
age, sex, 
urban/rural; 
spending by 
grade level, 
teachers, 
staff, 
facilities, 
tools, 
books, 
regulations

Enrollments, 
student-
teacher ratio, 
class size

Achievement 
scores, 
graduation 
rates, drop-
out rates

Literacy 
rates, 
supply of 
skilled 
professio
nals

Informed 
citizenry, 
civic 
engagement, 
enhanced 
international 
competitive
ness

Winners and 
losers from 
government 
programs

Fig. 12.5 Results chain with an application to education services. Source: Shah 
(2007a)
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achieve those results. In order to achieve grant objectives, a public man-
ager in the recipient government would examine the results-based chain 
to determine whether or not program activities are expected to yield the 
desired results. To do so, he or she needs to monitor program activities 
and inputs, including intermediate inputs (resources used to produce out-
puts), outputs (quantity and quality of public goods and services pro-
duced and access to such goods and services), outcomes (intermediate- to 
long-run consequences for consumers/taxpayers of public service provi-
sion or progress in achieving program objectives), impact (program goals 
or very long-term consequences of public service provision), and reach 
(people who benefit from or are hurt by a program). Such a managerial 
focus reinforces joint ownership and accountability of the principal and 
the agent in achieving shared goals by highlighting terms of mutual trust. 
Thus, internal and external reporting shifts from the traditional focus on 
inputs to a focus on outputs, reach, and outcomes—in particular, outputs 
that lead to results. Flexibility in project definition and implementation is 
achieved by shifting emphasis from strict monitoring of inputs to monitor-
ing performance results and their measurements. Tracking progress 
toward expected results is done through indicators, which are negotiated 
between the provider and the financing agency. This joint goal setting and 
reporting helps ensure client satisfaction on an ongoing basis while build-
ing partnership and ownership into projects.

Output-based grants must have conditions on outputs as opposed to 
outcomes, as outcomes are subject to influence by factors beyond the 
control of a public manager. Public managers should be held accountable 
only for factors under their control. Outcome-based conditions diffuse 
enforcement of accountability for results. Since the grant conditions are 
concerned with service delivery performance in terms of quality of output 
and access, the manager is free to choose the program and inputs to 
deliver results. To achieve those results, he or she faces positive incentives 
by grant conditions that encourage alternate service delivery mechanisms 
by contracting out, outsourcing, or simply encouraging competition 
among government and nongovernment providers. This can be done by 
establishing a level playing field through at par financing, by offering 
franchises through competitive bidding, or by providing rewards for per-
formance through benchmarking or yardstick competition. Such an 
incentive environment is expected to yield a management paradigm that 
emphasizes results-based accountability to clients with the following 
common elements:
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• Contracts or work program agreements based on pre-specified out-
puts and performance targets and budgetary allocations.

• Replacement of lifelong rotating employment with contractual 
appointments with task specialization.

• Managerial flexibility but accountability for results.
• Redefinition of public sector role as purchaser but not necessarily 

provider of public services.
• Adoption of the subsidiarity principle—that is, public sector deci-

sions made at the level of government closest to the people, unless a 
convincing case can be made not to do so.

• Incentives for cost efficiency.
• Incentives for transparency and competitive service provision.
• Accountability to taxpayers.

Under such an accountable governance framework, grant-financed 
budget allocations support contracts and work program agreements, 
which are based on pre-specified outputs and performance targets. The 
grant recipient’s flexibility in input selection—including hiring and fir-
ing of personnel and implementation of programs—is fully respected, 
but there is strict accountability for achieving results. The incentive and 
accountability regime created by output-based transfers is expected to 
create responsive, responsible, and accountable governance without 
undermining local autonomy. In contrast, traditional conditional grants 
with input conditionality undermine local autonomy and budgetary 
flexibility while reinforcing a culture of opportunism and rent-seeking 
(Table 12.2).

Output-based grants create incentive regimes that promote a results- 
based accountability culture. Consider the case in which the national gov-
ernment aims to improve access to education by the poor and to enhance 
the quality of such education. A common approach is to provide grants to 
government schools through conditional grants. These grants specify the 
type of expenditures eligible for grant financing (books, computers, 
teacher aids, and so forth) as well as financial reporting and audit require-
ments. Such input conditionality undermines budgetary autonomy and 
flexibility without providing any assurance about the achievement of 
results. Moreover, in practice it is difficult to enforce, as there may be sig-
nificant opportunities for fungibility of funds. Experience has shown that 
there is no one-to-one link between increases in public spending and 
improvements in service delivery performance (see Huther et al. 1997).
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Output-based design of such grants can help achieve accountability for 
results. Under this approach, the national government allocates funds to 
local governments based on the size of the school-age population. Local 
governments in turn pass these funds on to both government and non-
government providers based on school enrollments. Nongovernment pro-
viders are eligible to receive grant funds if they admit students based on 
merit and provide a tuition subsidy to students whose parents cannot 

Table 12.2 Features of traditional and output-based conditional grants

Feature Traditional grant Output-based grant

Grant objectives Spending levels Quality and access to public 
services

Grant design and 
administration

Complex Simple and transparent

Eligibility Recipient government 
departments/agencies

Recipient government provides 
funds to all government and 
nongovernment providers

Conditions Expenditures on authorized 
functions and objects

Outputs i.e. service delivery 
results

Allocation criteria Program or project proposals 
approvals with expenditure details

Demographic data on potential 
clients

Compliance 
verification

Higher-level inspections and 
audits

Client feedback and redress, 
comparison of baseline and 
post-grant data on quality and 
access

Penalties Audit observations on financial 
compliance

Public censure, competitive 
pressures, voice, and exit 
options for clients

Managerial 
flexibility

Little or none. No tolerance for 
risk and no accountability for 
failure

Absolute. Rewards for risks but 
penalties for persistent failure

Local government 
autonomy and 
budgetary flexibility

Little Absolute

Transparency Little Absolute
Focus Internal External, competition, 

innovation, and benchmarking
Accountability Hierarchical to higher-level 

government, controls on inputs 
and process with little or no 
concern for results

Results-based, bottom-up, 
client-driven

Source: Boadway and Shah (2009)
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afford the tuition. All providers are expected to improve or at the mini-
mum maintain baseline achievement scores on standardized tests, increase 
graduation rates, and reduce dropout rates. Failure to do so will invite 
public censure and in the extreme case cause grant funds to be discontin-
ued. In the meantime, reputation risks associated with poor performance 
may reduce enrollments, thereby reducing the grant funds received. 
Schools have full autonomy in the use of grant funds and are able to retain 
unused funds.

This kind of grant financing would create an incentive environment for 
both government and nongovernment schools to compete and excel to 
retain students and establish reputations for quality education, as parental 
choice determines grant financing to each school. Such an environment is 
particularly important for government schools, where staff has lifelong 
appointments and financing is ensured regardless of performance. 
Budgetary flexibility and retention of savings would encourage innovation 
to deliver quality education. Output-based grants thus preserve auton-
omy, encourage competition and innovation, and bring strict accountabil-
ity for results to residents. This accountability regime is self-enforcing 
through consumer (parental choice in the current example) choice. Such 
a school financing regime is especially helpful in developing countries and 
poorer jurisdictions in industrial countries plagued with poor quality of 
teaching and worse teacher absenteeism or lack of access to education in 
rural areas. The incentive regime provided by results-based financing will 
create market mechanism to overcome these deficiencies over time.

A similar example of such a grant in health care would allocate funds to 
local governments based upon weighted population by age class with 
higher weights for senior citizens (65 years and over) and children (under 
5  years). The distribution by local government to providers would be 
based upon patient use. Minimum standards of service and access to health 
care will be specified for the eligibility to receive such transfers.

Specific-purpose transfers can also be used to promote interjurisdic-
tional competition or public-private partnership or other collaborative or 
competitive approaches to enhance public services delivery and access. To 
achieve these ends, grant payments can be made either on the basis of 
achieving pre-set benchmarks (“certification”) or higher ranks in relative 
quantitatively measured performance (“tournaments”) (see Zinnes 2009).

For metropolitan areas, output-based transfers are a useful candidate 
for financing operating expenditures for education, health, public transit, 
and infrastructure. Capital grants would be a useful financing tool for 
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overcoming infrastructure deficiencies, or setting national minimum stan-
dards in quality and access of infrastructure. Tournament-based grants 
would be a useful tool to create a competition among metropolitan areas 
in improving slums or overcoming congestion and pollution.

desIgnIng fIscal transfers: concePtual guIdance

The design of fiscal transfers is critical to ensuring the efficiency and equity 
of local service provision and the fiscal health of subnational governments 
(for a comprehensive treatment of the economic rationale of intergovern-
mental fiscal transfers, see various chapters in Boadway and Shah 2007, 
2009). A few simple considerations can be helpful in designing these 
transfers:

Guidelines for Grant Design

 1. Clarity in grant objectives. Grant objectives should be clearly and 
precisely specified to guide grant design.

 2. Singular focus. A single grant instrument may be used to achieve a 
single objective. Trying to achieve multiple objectives with a single 
grant program may lead to failure in achieving any objectives. For 
example, general revenue sharing with multiple factors that work at 
cross purposes, for example, inclusion of fiscal need and fiscal effort 
factors in the same formula.

 3. One size does not fit all. Local governments of various classes, size, 
and urban and rural character have varying fiscal capacities and 
responsibilities for service delivery, having a single formula for all 
creates serious inequities.

 4. Autonomy. Subnational governments should have complete inde-
pendence and flexibility in setting priorities. They should not be 
constrained by the categorical structure of programs and uncer-
tainty associated with decision-making at the center. Tax-base shar-
ing—allowing subnational governments to introduce their own tax 
rates on central bases, formula-based revenue sharing, or Block 
grants—is consistent with this objective.

 5. Revenue adequacy. Subnational governments should have adequate 
revenues to discharge designated responsibilities.
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 6. Responsiveness. The grant program should be flexible enough to 
accommodate unforeseen changes in the fiscal situation of the 
recipients.

 7. Equity (fairness). Allocated funds should vary directly with fiscal 
need factors and inversely with the tax capacity of each jurisdiction.

 8. Predictability. The grant mechanism should ensure predictability 
of subnational governments’ shares by publishing five-year projec-
tions of funding availability. The grant formula should specify ceil-
ings and floors for yearly fluctuations. Any major changes in the 
formula should be accompanied by hold harmless or grandfather-
ing provisions.

 9. Transparency. Both the formula and the allocations should be dis-
seminated widely, in order to achieve as broad a consensus as pos-
sible on the objectives and operation of the program.

 10. Efficiency. The grant design should be neutral with respect to sub-
national governments’ choices of resource allocation to different 
sectors or types of activity.

 11. Simplicity. Grant allocation should be based on objective factors 
over which individual units have little control. The formula should 
be easy to understand, in order not to reward gamesmanship.

 12. Incentive. The design should provide incentives for sound fiscal 
management and discourage inefficient practices. Specific transfers 
to finance subnational government deficits should not be made.

 13. Reach. All grant-financed programs create winners and losers. 
Consideration must be given to identifying beneficiaries and those 
who will be adversely affected to determine the overall usefulness 
and sustainability of the program.

 14. Safeguarding of grantor’s objectives. Grantor’s objectives are best 
safeguarded by having grant conditions specify the results to be 
achieved (output-based grants) and by giving the recipient flexibil-
ity in the use of funds.

 15. Affordability. The grant program must recognize donors’ budget 
constraints. This suggests that matching programs should be 
closed-ended.

 16. Accountability for results. The grantor must be accountable for the 
design and operation of the program. The recipient must be 
accountable to the grantor and its citizens for financial integrity 
and results—that is, improvements in service delivery performance. 
Citizens’ voice and exit options in grant design can help advance 
bottom-up accountability objectives.
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Some of these criteria may be in conflict with others. Grantors may 
therefore have to assign priorities to various factors in comparing design 
alternatives (Shah 1994, 2007, 2008; Canada 2006).

As noted earlier, for enhancing government accountability to voters, it 
is desirable to match revenue means (the ability to raise revenues from 
own sources) as closely as possible with expenditure needs at all levels of 
government. However, higher-level governments must be allowed greater 
access to revenues than needed to fulfill their own direct service responsi-
bilities, so that they are able to use their spending power through fiscal 
transfers to fulfill national and state (regional) efficiency and equity 
objectives.

Principal Objectives of Transfers and Implications 
for Grant Design

Six broad objectives for state fiscal transfers to local governments can be 
identified. Each of these objectives may apply to varying degrees in differ-
ent countries; each call for a specific design of fiscal transfers. Lack of 
attention in design to specific objectives leads to negative perceptions of 
these grants.

 Bridging Vertical Fiscal Gaps
A vertical fiscal gap is defined as the revenue deficiency arising from a mis-
match between revenue means and expenditure needs. In most countries 
local governments are faced with the largest fiscal gap.

Vertical fiscal gap may arise due to (a) inappropriate assignment of 
responsibilities; or (b) centralization of taxing powers at national and state 
levels; or (c) pursuit of beggar-thy-neighbor tax policies (wasteful tax 
competition) by local governments; and (d) lack of tax room at local levels 
due to heavier tax burdens imposed by the national and state govern-
ments. To deal with the vertical fiscal gap, it is important to deal with its 
sources through a combination of policies such as the reassignment of 
responsibilities, tax decentralization, or tax abatement by the state and 
tax-base sharing (by allowing subnational governments to levy supple-
mentary rates on a national or state tax base). Only as a last resort should 
tax by tax yield sharing or general revenue sharing, or general-purpose 
(unconditional) formula-based transfers, all of which weaken accountabil-
ity to local taxpayers, be considered to deal with this gap.
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General Revenue Sharing to Deal with Vertical 
Fiscal Gap: Pros and Cons

General revenue sharing (commonly referred to as the “gap-filling” 
approach) to deal with vertical fiscal gap is almost universally practiced in 
developing countries. General revenue sharing represents a pragmatic 
yet unscientific approach as multiple factors with arbitrary weights are 
used to distribute an arbitrarily determined pool of resources. Factors 
typically used include: basic allocation (equal per jurisdiction compo-
nent); population; population density; area—total, mountainous, arable; 
incidence of poverty; incidence of unemployment; backwardness index; 
infrastructure deficiency index; fiscal capacity indicators; tax effort indi-
cators; and other need factors. General revenue sharing has some merits. 
It enables to reap efficiency gains of centralized tax administration. It 
represents a simple, objective, and transparent division of fiscal pie. It 
preserves local autonomy and it also offers potential to achieve grantor 
objectives by incorporating factors that create the right incentives or 
disincentives. These advantages of general revenue sharing typically pale 
against many drawbacks of this approach. General revenue sharing offer 
manna from heaven fiscal transfers that have the potential to weaken 
prudent fiscal management and accountability to local residents. It may 
lead to a lack of political and fiscal accountability if there is little local 
discretion in revenue raising at the margin. Revenue sharing with mul-
tiple factors that work at cross purposes introduces complexity and lack 
of clarity in impact. Tax effort provisions can introduce inequity. Equal 
per jurisdiction component, if significant, can create incentives for 
breakup of existing jurisdictions as happened in Brazil and Indonesia. 
Growth in local funding becomes dependent on state revenues and not 
on local own expenditure needs. Specific revenue sharing for individual 
taxes on narrow bases such as income and payroll taxes is even more 
undesirable due to perverse incentives for tax-collecting jurisdiction. 
General revenue sharing typically use a uniform grant formula for alloca-
tion to all local jurisdictions—metropolitan areas, large cities, small cit-
ies, towns, villages, rural municipalities, leading to injustice and inequity 
for all as these local governments vary in population, size, fiscal capacity, 
area served, types of services offered, and local priorities for various ser-
vices. In view of this, it is advisable to classify local governments by pop-
ulation size, municipality type, and urban/rural character, creating 
separate formulas for each class of municipalities. Overall general reve-
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nue sharing while being transparent and objective may undermine fiscal 
equity, local accountability, and incentives for efficient provision of local 
public services.

 Bridging the Fiscal Divide Through Fiscal Equalization Transfers

The purpose of equalization is to enable local levels of government to pro-
vide approximately comparable levels of public services at comparable tax 
burdens. In most countries, local governments have varying fiscal capacities 
and therefore varying ability to provide local public services. Rural local 
governments are particularly susceptible to weak fiscal capacities. This 
requires asymmetric assignment of responsibilities among local govern-
ments and states assuming varying degrees of public service delivery respon-
sibilities in various local jurisdictions. If on the other hand such asymmetric 
division of powers were not possible then fiscal equalization transfers are 
advocated to deal with local fiscal equity concerns. These transfers would 
ensure that all residents of a state would have access to reasonably compa-
rable level of local public services at reasonably comparable burdens of taxa-
tion. A suitable equalization system should have the following features:

• Be fair (have an explicit standard of equalization and the standard 
should determine the total pool and allocations from the pool),

• Be nonintrusive―preserve local autonomy,
• Be formula driven,
• Be relatively simple, transparent, and predictable (local governments 

should be able to calculate own grant entitlements for a 
defined period),

• Be based on readily measurable factors that are beyond the control 
of local governments,

• Be immune to strategic behavior,
• Be legislated for a fixed period, say, five years, and be subject to 

review and renewal at the end of the period.

Local fiscal equalization could be administered through a vertical state 
program (in federal countries) or central program (in unitary countries). It 
can also be administered through two types of horizontal programs (interlo-
cal equalization) where rich local governments contribute to the pool and 
fiscally poor local governments receive a subsidy from this pool according 
to a defined equalization standard. Under a Robin Hood program state or 
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the central government collects these monies from richer jurisdictions and 
distributes to the poorer jurisdictions. Under a solidarity program, the pro-
gram is administered by local governments themselves. Table 12.3 lists the 
pros and cons of each type of local fiscal equalization programs.

The stated purpose of equalization can be reasonably achieved by com-
bining revenue equalization and needs-based equalization into a single 
formula. Revenue equalization is particularly important where revenue 
raising is decentralized and can be achieved by the Representative Tax 
System (RTS) approach. Simply put, under RTS, a locality’s revenue 
equalization per capita is determined by the amount of revenue that would 
be raised by applying state average local tax rates to state per capita base 
for each tax and comparing that with the amount that would be raised 
from applying the state average tax rates to each of the per capita local tax 
bases in a specific locality. The net aggregate difference, if positive, between 
the two multiplied by a locality’s population is the local government’s 
revenue equalization entitlement.

Table 12.3 Pros and cons of alternate local fiscal equalization programs

Program PROS CONS

Paternal 
(vertical)

•  Easier to finance and 
administer

•  Supports state/national 
objectives in creating a 
common economic and 
social union

•  Glue holding the state/
country together

•  Undermines local accountability to 
residents

•  Strategic behavior by recipients; 
complexity

•  Incentives for lobbying, inefficiencies, 
and disincentives for improving tax 
base and amalgamation

• Nontransparent;
• Central discretion; and
•  Lack of explicit national compact 

on equalization
Solidarity/
fraternal 
(horizontal)

•  Ideal system. Simpler and 
transparent

•  Pool subject to discipline of 
an explicit compact and right 
balance in equalization

•  Political bargain possible only in 
relatively homogeneous societies; and

•  Compact problematic for cost/
need equalization

Robin hood 
(horizontal)

• Transparent
• But forced compact

•  Excessive marginal tax rates; false 
prices for public goods; and

•  Disincentive for local economic 
development

Source: Authors’ perspectives
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Expenditure needs equalization is necessarily more complicated 
because, unlike revenue which has a monetary value, expenditures provide 
heterogeneous public services whose quality is difficult to compare across 
local governments. The analog to the RTS would be a Representative 
Expenditure System (RES), which would require calculating a set of rep-
resentative expenditures across localities by examining what a local gov-
ernment with average per capita fiscal capacity and average need factors 
would spend on a particular category of service and comparing it to what 
each local government would spend if it had state average per capita fiscal 
capacity but own need factors. The net aggregate difference if positive 
when taking into account all local public services would be the ‘expendi-
ture need’ entitlement. Such calculations are data intensive and difficult to 
do (see Shah 1996 for a Canadian application). In practice, various second- 
best approaches are used to expenditure needs equalization, including:

 1. Ignoring expenditure equalization and doing fiscal capacity equal-
ization only, which would be equivalent to assuming that a dollar of 
expenditure buys the same amount of public services in each locality;

 2. Cherry picking (ad hoc determination) of a few need or inherent 
cost disability factors as done, for example, in Germany: population 
size and population density; China: number of public employees; 
India: backwardness; Switzerland: demographics, area, unemploy-
ment, large cities, social assistance recipients, foreigners;

 3. Imputation methods and/or econometric approaches that estimate 
empirically the determinants of expenditures by category based on 
different needs or cost disability factors (e.g., population, geogra-
phy, demographic factors, socio-economic factors, ethnic factors), 
similar to that used in Netherlands, Indonesia, China, and Australia;

 4. Costing the provision of major public services, as practiced in 
Sweden, Ethiopia, and as proposed in South Africa by the Financial 
and Fiscal Commission (the costed-norms approach);

 5. Constructing relative needs/cost disability indexes across localities 
using needs factors as above under both determinants and costs- 
based approaches.

The first approach of ignoring needs differences is highly unsatisfac-
tory when equalizing across local governments where needs can differ 
considerably. Needs are more often ignored in equalizing at the provin-
cial/state/canton/länder level where heterogeneous needs of localities 
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 partially cancel out. Method (2) is completely subjective and highly con-
troversial. Method (3) is very complicated, difficult to understand and 
not particularly reliable in the absence of very good data or for economies 
undergoing rapid transformation. It is also prone to causing disagree-
ment among stakeholders and fails the transparency test. The costed-
norms approach (Method 4) is also demanding empirically and cannot 
easily be applied to a broad set of expenditures. It embodies a straight-
jacket paradigm of local governance and negates the essence of local gov-
ernance, that is, competition and innovation in delivering better-quality 
services at lower costs. Method (5) is used in both the above approaches 
but begs the question of what the indexes should be and whether such 
indexes have the potential of perverse incentives, for example, infrastruc-
ture deficit indexes can create incentives to perpetuate infrastructure defi-
ciencies and poverty and backwardness indexes would create perverse 
incentives for combating the incidence of poverty and/or backwardness.

Demand for Public Service Approach to Local 
Fiscal Need Equalization2

There is an alternate approach proposed by Boadway and Shah 
(2014)—demand for public services approach (DPS)—that is very simple 
and understandable, and that relies mainly on readily available data. It uses 
demand-side indicators for individual public services that are beyond the 
control of individual local governments. It is conceptually much sounder 
than the approaches listed above as it does not relate to a fixed public 
management paradigm of local governance and is neutral to how resources 
are used by various localities—a major drawback of RES type approaches. 
It approximates the RES approach in spirit by using the relative impor-
tance given to each public service by local government class as a whole but 
is much easier to apply. Like the RES, it relies on what local governments 
actually do in the aggregate. At the same time, it pays no attention to the 
supply side (activity costing and a fixed mode of delivery) emphasized by 
the RES type approaches but is simply based on demand-side factors over 
which individual local governments have no control. Undoubtedly, it is 
not 100 percent accurate, but no other method is either. Once such a 
method is in place, it can be further refined in the future as knowledge and 
data evolve. The DPS approach has yet to be applied in practice but has 

2 This section is based upon Boadway and Shah (2014).
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been recommended and illustrated for Ethiopia and Indonesia to replace 
less satisfactory and complex systems of equalization (see Shah 2012, 
2015; Shah et al. 2012). It is the system worthy of consideration for state 
(province) equalization transfers and its template is described next.

The method works as follows:

• Expenditure needs are determined by size, class, and urban/rural 
nature of local governments. In the first step, one would group 
urban local governments by population size and rural local govern-
ments by class or tier and then by area if wide differences in size 
(area) by each tier.

• Assign service weights based upon aggregate expenditure by size 
class. From major public services accounting for 90 percent of expen-
ditures, for a recent year, calculate relative weights from aggregate 
expenditures for that class of local governments. Group smaller ser-
vices accounting for remaining 10 percent of aggregate expenditures 
under “Other” services.

• Identify key demand-side factors (relating to target beneficiaries, i.e., 
service population) for each service category and allocate expendi-
ture needs by these factors for each service based upon relative share 
of the service population by each local government. Table 12.2 pres-
ents illustrative calculations using this approach.

Equalization calculated in this way has some notable features.

 1. The system provides a fair allocation as it groups local governments 
of comparable nature (type of public services provided, population 
and area size, and population density) together. It provides alloca-
tions based on demand-side factors beyond the control of individual 
local government units and thereby avoids perverse incentives pro-
vided by cost-based approaches.

 2. Assuming the RTS is calculated for all revenue sources, the combi-
nation of revenue and needs equalization equalizes 100 percent of 
the differences among localities. In principle, total entitlements for 
high-income localities could be negative, in which case a “Robin 
Hood” type system would be required for full equalization. 
However, if the vertical gap is large enough (i.e., expenditure needs 
are high enough relative to revenue raising), full equalization can be 
achieved without requiring any negative equalization.
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 3. The absolute size of the equalization program as well as the entitle-
ments of all localities is endogenous to the system. The entire pro-
gram is formula-based rather than discretionary, which is a 
good thing.

 4. The effective marginal equalization tax is 100 percent in the sense 
that increases in a locality’s tax base reduces entitlements fully if the 
locality uses the national average tax rate, and changes in a locality’s 
need index gives rise to offsetting changes in entitlements. As long 
as localities have limited ability to influence their need indexes or 
their tax bases, this should not be a big issue. To the extent that 
incentives are a problem, it is more pronounced on the revenue than 
on the expenditures equalization side. In principle, this could be 
addressed by equalizing revenue capacity less than fully.

 5. The choice of classification of types of localities and the need indices 
are to some extent arbitrary and could be adjusted as time goes by.

 6. Expenditure needs are equalized but costs are not. Whether costs 
should be equalized is a matter of dispute. Some have argued that 
costs are relevant where wage rates differ across localities. This could 
be addressed by adjusting entitlements by relative wage indices, 
although if a public sector wage index is used that could provide an 
incentive to increase wage rates. On the other hand, if costs differ 
across localities, there is an equity-efficiency trade-off in equaliza-
tion: in a unitary state, one would not want to provide the same 
level of public services in high and low cost localities or in metro-
politan areas versus remote rural municipalities

 7. Annual equalization will have some volatility. To the extent that 
local governments cannot deal with risk as well as the national gov-
ernment, equalization can be smoothed over time using a moving 
average calculation of three to five years. This will also smooth over 
problems arising from time lags on obtaining accurate data. This 
could be further augmented by maximum and/or minimum bounds 
put on changes in equalization entitlements from year to year.

Table 12.4 illustrates how DPS needs calculation is done, separately for 
a large urban and a large rural local government.

 Setting State Minimum Standards for Merit Public Services
Setting state minimum standards in local services are important for creat-
ing an internal common market so that factor mobility within the state is 
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Table 12.4 Illustrative calculations of expenditure needs using the “demand for 
public services” (DPS) approach

Public Service Expenditure need by large rural local government—LR1

Need Factors Total 
expenditures 

by

Share of 
need factors

Expenditure 
need by

All large  
rural LGs

Large rural 
LG LR1

Large rural 
LG LR1

Education School age population 1,000,000 0.15 150,000
Health Weighted population 

with ages 0–4 (2.0) and 
ages 65+ (1.5)

2,000,000 0.2 400,000

Transportation 
paved road

Paved roads lane (kms) 500,000 0.3 150,000

Transportation 
graveled

Graveled road lane 
(kms)

200,000 0.1 20,000

Transport dirt 
roads

Dirt roads (kms) 100,000 0.2 20,000

Water No. of households 700,000 0.25 175,000
Agri extent No. of farm households 800,000 0.3 240,000
Vet services No. of livestock 50,000 0.15 7500
GSA Area 900,000 0.3 270,000
All other services Area 400,000 0.3 120,000
ALL services 6,650,000 1,552,500

Public service Expenditure need by large urban local government—LU1

Need factors Total exp by Large urban 
LG LU1

Large urban 
LG LU1

All large 
urban LGs ($)

Share of 
need factors

Expenditure 
needs ($)

Education School age pop (ages 
5–17)

20,000,000 0.3 6,000,000

Health Weighted population 
with 0–4 ages (2.0), 
5–64 (1.0), and 65+ 
(1.5)

30,000,000 0.25 7,500,000

Transportation—
roads

Paved roads lane (kms) 15,000,000 0.15 2,250,000

(continued)
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in response to economic considerations alone. This would also limit waste-
ful local tax competition and the resulting race toward bottom in  local 
services. These standards are best achieved by instituting conditional non-
matching grants, in which the conditions reflect state efficiency and equity 
concerns and there is a financial penalty associated with failure to comply 
with any of the conditions. Conditions are thus imposed not on the spe-
cific use of grant funds but on attainment of standards in quality, access, 
and level of services—the so-called output conditionality. Such output- 
based grants for operating expenditures do not affect local government 
incentives for cost efficiency, but they do encourage compliance with 
state-specified standards for access and level of services (see Table 12.5 for 
an example of such a grant). Properly designed conditional nonmatching 
output-based transfers can create incentives for innovative and  competitive 

Table 12.4 (continued)

Public service Expenditure need by large urban local government—LU1

Need factors Total exp by Large urban 
LG LU1

Large urban 
LG LU1

All large 
urban LGs ($)

Share of 
need factors

Expenditure 
needs ($)

Public transit Population 20,000,000 0.25 5,000,000
Water & sewer No of residential, 

comm., and ind. 
properties

5,000,000 0.1 500,000

Solid waste Population 4,000,000 0.15 600,000
Police/security Population (50%), 

property values (50%)
6,000,000 0.35 2,100,000

Snow clearing Street lane (kms) 2,000,000 0.15 300,000
Street lighting/
cleaning

Street lane (kms) 3,000,000 0.15 450,000

Parks and rec Park area 1,000,000 0.1 100,000
Public housing Population below 

poverty line
9,000,000 0.2 1,800,000

General admin Population 10,000,000 0.25 2,500,000
Other services Population 7,000,000 0.25 1,750,000
All services 132,000,000 30,850,000

Source: Boadway and Shah (2014)
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approaches to improved service delivery. Commonly used conditional 
grants in most countries that impose conditions on how the money is to 
be spent undermine local autonomy and flexibility and fail to create such 
an accountability environment.

State minimum standards may not be achievable if there are wide varia-
tions in infrastructure deficiencies across local governments. To overcome 
these infrastructure deficiencies, a state needs to establish state minimum 
standards for infrastructure and a planning view as to how these deficien-
cies would be overcome over a defined period taking into account avail-
ability of capital finance perspective. For example, a state may establish a 
standard that a school must be within 5 kilometers of a child’s home and 
that they have the resources to achieve this standard over a period of ten 
years. State five-year plans would then present a staggered view on how 
this is to be achieved and identify various local jurisdictions eligible for a 
capital grant for school construction as done through INPRES grants in 
Indonesia in the 1990s. This planning view is then integrated with annual 
budgeting to ensure phased completion and availability of funds for 
upkeep upon completion. This suggests that capital grants to overcome 
major infrastructure deficiencies may not be formula-based grants avail-
able to all jurisdictions as in most developing countries but must embody 
a physical planning view and be available only to jurisdictions that do not 
meet minimum standards.

Table 12.5 Output-based grants to set minimum standards: an illustrative exam-
ple for school finance

Allocation basis to state/local governments: school-age population—population aged 5–17

Conditions: Universal access to primary and secondary education. Nongovernment school 
access to poor on merit. Improvement in achievement scores and graduation rates from 
baseline. No conditions on the use of funds

Distribution basis for service providers: Equal per pupil to both government and 
nongovernment schools

Impact implications: Encourages competition, innovation, and accountability to citizens 
for improving quality and access. Automatic monitoring and enforcement provisions 
through parental choices of school enrollments

Incentives: Grant funds increase automatically as school attracts more students. Retention 
of savings for optional use from better management of resources

Penalties: Public censure, reduction of grant funds, and risk of termination with persistent 
noncompliance. Grant funds automatically decrease if parents pull out their children from 
nonperforming school

Source: Shah (2007), Boadway and Shah (2009, p. 320)
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 Compensating for Benefit Spillovers
Compensating for benefit spillovers is the traditional argument for provid-
ing matching conditional grants. For example, city transportation and 
library services may be used by nonresidents who do not pay city taxes and 
charges. Local governments will not face the proper incentives to provide 
the correct levels of services that yield spillover benefits to residents of 
other jurisdictions. A system of open-ended matching grants based on 
extra expenditures necessitated by spill outs of benefits or free riders will 
provide the incentive to increase expenditures. Because the extent of the 
spillover is usually difficult to measure, the matching rate will be some-
what arbitrary.

 Influencing Local Priorities
In a decentralized fiscal system there is always some degree of conflict 
among priorities established by various orders of government. One way to 
induce lower-level governments to follow priorities established by the 
higher-level government is for the higher-level government to use its 
spending power by providing matching transfers. The higher-level gov-
ernment can provide open-ended matching transfers with a matching rate 
that varies inversely with the recipient’s fiscal capacity in areas of high state 
priority but relatively lower local priority. Use of ad hoc grants or open- 
ended matching transfers is inadvisable. Ad hoc grants are unlikely to 
result in behavioral responses that are consistent with the grantor’s objec-
tives. Open-ended grants may create budgetary difficulties for the grantor.

 Creating Macroeconomic Stability in Depressed Local Areas
Fiscal transfers can be used to serve state government objectives in local 
stabilization. Capital grants are appropriate for this purpose, provided 
funds for future upkeep of facilities are available. Capital grants are also 
justified to deal with infrastructure deficiencies in poorer jurisdictions in 
order to strengthen the common economic union.

fInancIng local servIces and 
the role of grant fInance

The role of grant financing is closely linked to the service delivery respon-
sibilities of each local government as several local services are better 
financed through other tools as discussed below. For the purpose of our 
discussion, local services are grouped together either as people-oriented 
services or services to both people and property.
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People-Oriented Services

Primary and secondary education and public health. These are merit ser-
vices that are redistributive in nature and as a result higher-level grant 
financing would be important to ensure state/national minimum stan-
dards. Operating expenditures for these services are best financed by sur-
charges on personal income taxes and fees supplemented by output-based 
nonmatching grants. Capital expenditures could be financed by borrow-
ing and/or matching capital grants.

Welfare assistance. This service, if a local responsibility, is again a strong 
candidate for grant finance due to the redistributive nature of this service. 
Local governments that provide a generous package of welfare assistance 
from own resources are likely to lose tax base as happened in the early 
1970s in the New York City and more lately in St. Louis, Missouri (see 
Inman 2006). 

Parks, recreation, and libraries. These services are weak candidates for 
grant finance but good candidates for finance through residential property 
taxes, surcharges on personal income taxes, and fees.

Museums, sports and fitness facilities, and concert halls. These facilities 
are poor candidates for grant finance and instead are better financed locally 
perhaps through reserves, revenue bonds, or other forms of capital finance 
which ultimately are funded by fees and surcharges on local real property 
taxes and personal income taxes. However, if some of these facilities are 
intended for preserving national/state heritage, holding global events 
(e.g. Olympics), and developing national caliber athletes and performers, 
then such facilities should receive at least some national/state funding.

Mixed People and Property-Oriented Services

Water, sewer, airports, and ports. Capital costs could be covered by bor-
rowing financed by reserves, real property taxes, surcharges on personal 
and corporate income taxes, frontage taxes, matching grants, and public- 
private partnerships. Operating costs could be recovered by user fees and 
franchises.

Arterial roads and regional public transit. Higher-level grant assistance 
would be important to finance partially both capital and operating costs. 
Capital costs could be financed by matching capital grants, borrowing, 
frontage taxes, and reserves. Operating costs could be financed by fuel 
taxes, tolls, fines, general revenues, transit fees, congestion charges, and 
benefit spillover compensation by conditional matching grants.
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Local streets, roads, public transit, street lighting, and parking. These are 
purely local services and not appropriate for grant finance.

Fire protection and ambulance. These services are best financed from 
general revenues.

Police, courts, and prisons. To the extent, these services may have some 
national or state externality; these could be partially financed by grants.

Garbage and solid waste disposal. These services are best financed by 
user charges/fees and franchises.

Local environmental protection, discouraging “sins” and “bads.” These 
services are best financed by environmental charges, congestion tolls, and 
taxes on gambling, alcohol, and tobacco.

General services. Grant financing is not appropriate and instead these 
services should be financed by local general revenues.

The above paragraphs have highlighted the relevance of service delivery 
responsibilities in determining relevant grant structures. The following 
chapters on the international practice demonstrate that these consider-
ations are completely absent in grant design in developing countries.

InstItutIonal arrangements for fIscal relatIons

Who should be responsible for designing the system of federal-state-local 
fiscal relations? There are various alternatives (see Shah 2007a for an eval-
uation framework and comparative reflections on alternate institutional 
arrangements). The first and most commonly used practice is for the fed-
eral/central government to decide on it alone The most obvious one is to 
make the federal government solely responsible, on the grounds that it is 
responsible for the national objectives that are to be delivered through the 
fiscal arrangements. In many countries, this is the norm and one or more 
central government agencies assume exclusive responsibility for the design 
and allocation of fiscal transfers. A potential problem with this approach is 
the natural tendency of the federal government to be overly involved with 
state decision-making and not to allow the full benefits of decentralization 
to occur. This biases the system toward a centralized outcome, despite the 
fact that the grants are intended to facilitate decentralized decision- 
making. To some extent, this problem can be overcome by imposing con-
stitutional restrictions on the ability of the federal government to override 
state and local decisions. In China, central government agencies assume 
sole responsibility without having any legislative checks (Shah and Shen 
2007). In India the federal government is solely responsible for Planning 
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Commission transfers and centrally sponsored schemes. These transfers 
have strong input conditionality with potential to undermine state and 
local autonomy. The 1988 Brazilian constitution provides strong safe-
guards against federal intrusion by enshrining the transfers’ formula fac-
tors in the constitution. These safeguards represent an extreme step, as 
they undermine the flexibility of fiscal arrangements to respond to chang-
ing economic circumstances.

Alternatively, a separate body could be involved in the design and ongo-
ing reform and enforcement of fiscal arrangements. This could be an 
impartial body, or a body made up of both federal and state representa-
tives. It could have true decision-making authority or be purely advisory. 
Whatever body is responsible, to be effective, it needs to be able to coor-
dinate decision-making by the two levels of government. Three commonly 
practiced options are (a) independent grants commission; (b) intergovern-
mental forum; and (c) intergovernmental-cum-civil-society forum.

Some countries set up a quasi-independent body, such as a grants com-
mission, to design and reform the fiscal system. Such commissions can 
have a permanent presence, as in Australia or South Africa, or they can be 
brought into existence periodically to make recommendations for the next 
five years, as in India. India has also instituted independent grants com-
missions at the state level as advisory bodies for state-local fiscal transfers. 
These commissions have proven ineffective in some countries, largely 
because many of their recommendations have been ignored by the gov-
ernment and not implemented, as in South Africa. In other cases, the 
government may have accepted and implemented the commission’s rec-
ommendations but been ineffective in reforming the system due to self- 
imposed constraints, as in India. In some cases, these commissions become 
too rigorous and academic in their approaches, contributing to the cre-
ation of an overly complex system of intergovernmental transfers. This has 
been the case with the Commonwealth Grants Commission in Australia 
(Shah 2017).

A few countries use intergovernmental forums or executive federalism 
or federal-provincial committees to negotiate the terms of the system, as 
Canada and Germany do. In Germany this system is enhanced by having 
state governments represented in the Bundesrat, the upper house of the 
parliament. This system allows for explicit political input from the 
 jurisdictions involved and attempts to develop a common consensus. 
Typically, such forums opt for simplicity in design to make the system 
transparent and politically acceptable.
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Finally, a variant of the above is to use an intergovernmental-cum- 
legislative- cum-civil-society committee with equal representation from all 
constituent units, chaired by the federal government to negotiate changes 
in existing federal-provincial fiscal arrangements. The Finance Commission 
in Pakistan is an example of this model, which is constituted periodically 
to determine allocations for the next five years. Pakistan also follows the 
same approach by having province-level finance commissions for design-
ing and allocating provincial-local fiscal transfers. This approach has the 
advantage that all stakeholders—donors, recipients, civil society, and 
experts—are represented on the commission. Such an approach keeps the 
system simple and transparent. An important disadvantage of this approach 
is that due to the unanimity rule, such bodies may be permanently dead-
locked, as has recently been witnessed at the federal level in Pakistan.

conclusIons

In conclusion, moving from a public sector governance culture of dividing 
the fiscal pie to an environment that enables responsive, responsible, equi-
table, and accountable governance is critical. Doing so requires exploring 
all feasible tax decentralization options, instituting output-based operat-
ing and planning-based capital fiscal transfers, establishing a formal fiscal 
equalization program with an explicit standard of equalization, and ensur-
ing responsible access to borrowing to creditworthy local governments.
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CHAPTER 13

Higher-Order Fiscal Transfers 
to Local Governments: An Overview 

of Worldwide Practices

IntroductIon

In the past several decades, a silent revolution has swept the globe. Hugely 
complex factors such as political transition in Eastern Europe, the end of 
colonialism, the globalization and the information revolution, assertion of 
basic rights of citizens by courts, divisive politics and citizens’ dissatisfac-
tion with governance, and their quest for responsive and accountable gov-
ernance have contributed in gathering this storm. The main thrust of this 
revolution has been to move decision-making closer to the people to 
establish fair, accountable, incorruptible, and responsive (F.A.I.R.) gover-
nance. The revolution has achieved only modest success in governmental 
transformation across the globe due to inhibiting factors such as path 
dependency accentuated by powerful political, military, and bureaucratic 
elites. To overcome these impediments, recent literature has emphasized 
an enhanced, autonomous, and leadership role for local governments in 
improving economic and social outcomes for local residents. An expansive 
role of the local government is also deemed critical to international com-
petitiveness in a globally connected world. This leadership role requires 
local governments to assume a catalyst’s role in directing and coordinating 
governmental (including state and central government) and beyond gov-
ernment agencies, self-help groups, and networks in facilitating provision 
of local public services and creating an enabling environment for private 
sector-led local economic development. Local governments would be in a 
position to play this role if their responsibilities are determined by home 
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rule and community governance principles and they have adequate access 
to revenues from own sources or they can piggyback on central/state tax 
bases. In addition to strengthen their accountability to local residents, not 
only finance should follow function but also intergovernmental finance 
should be structured so as to strengthen local autonomy and flexibility 
while enhancing results-based accountability to local residents. This chap-
ter is concerned with the practice of higher-order fiscal transfers to local 
governments with a view to deriving lessons of interest to countries con-
templating fiscal system reforms.

The chapter is organized as follows. The section “Higher-Order 
Transfers to Local Governments: The Practice” presents an overview  
of the international practice in central/state fiscal transfers to local 
governments. The section “Lessons from International Practices in 
Intergovernmental Fiscal Transfers” draws both positive and negative les-
sons from the international practice and provides pathways to design such 
transfers for state governments contemplating reform of their fiscal trans-
fers to local governments. A final section provides concluding remarks.

HIgHer-order transfers to LocaL 
governments: tHe PractIce

In this section, we review practices of central/state-local transfers in 
selected countries to draw lessons of interest for any country contemplat-
ing a reform of their state transfers to local governments.

Industrial Countries

Canada: In Canada local governments are creatures of the provinces and 
therefore most of the higher-order fiscal transfers to local governments 
flow from the provinces. Provincial grants finance 16 percent and 25 per-
cent of municipal expenditures in all and rural municipalities, respectively. 
About 20 percent of provincial grants are given as unconditional (mostly 
fiscal capacity equalization) transfers and the rest as specific-purpose trans-
fers. While the design of these fiscal capacity equalization transfers varies 
across provinces, most provinces equalize per capita fiscal capacity by each 
municipality. Specific-purpose transfers are mostly for road transportation 
and urban transit, social services, and environment. Specific-purpose 
 transfers relate to provincial minimum standards for these services. Road 
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grants are typically based upon kilometers of road length and police grants 
are based upon number of households. In addition, provinces also finance 
about 50 percent of school expenditures through grants to public and 
private (mostly religious or parochial) school boards based upon school 
enrollments. Most provinces have separate programs for urban and rural 
municipalities. The Province of New Brunswick has separate equalization 
for six classes of municipalities (see Shah 1994, Slack et al. 2007).

Nordic countries (Denmark, Finland, Norway, and Sweden). In 
Nordic countries, the role of intermediate order of government is almost 
nonexistent (Denmark, Finland, and Norway) or highly constrained 
(Sweden). Local governments are mostly self-financing but do receive 
central assistance for health, education, social welfare, and local fiscal 
equalization. In general, specific-purpose transfers relate directly to 
demand factors for local public services. Local fiscal capacity equalization 
programs use explicit standard of equalization that determine total pool 
and allocation among local governments (see Table 13.1). The programs 
are administered based upon either (a) solidarity principle (fiscally rich 
municipalities contribute to the pool and fiscally poorer municipalities 

Table 13.1 Local fiscal equalization in Nordic counties: a summary view

Country Fiscal capacity equalization Expenditure need equalization

• Denmark •  Mixed central plus Robin Hood 
program with 85% tax rate if 
PCFC > 115%. Subsidy rate (SR) = 85% 
if PCFC < 90%; otherwise 45%

• Solidarity program

• Finland •  Solidarity RTS program with 37% tax 
rate for above national average PCFC; 
SR 100% if PCFC < 92%

•  Central program of cost 
equalization for health, welfare, 
and education and rural/urban 
cost differences above 65% of 
national average

• Norway •  Robin Hood program covering major 
taxes except property tax with 60% 
rate fort above average PCFC. SR 
95% for PCFC < 90%; otherwise 60%

•  Solidarity program plus special 
central grants to smaller local 
governments, northern counties 
and faster growing local 
governments

• Sweden •  Same as in Denmark but 85% if 
PCFC < 115%

•  Solidarity program of cost 
equalization for nine local services

Notations: PCFC: per capita fiscal capacity; SR: subsidy rate

Sources: Author’s summary based upon individual country documents; Kim et al. (2010), Kim and Lotz 
(2008)
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receive from the pool) or (b) Robin Hood principle where the central 
government taxes fiscally rich municipalities and uses the proceeds to pro-
vide subsidy to the fiscally poor jurisdictions or (c) a hybrid of the two 
with or without a central component. Finland uses the solidarity program 
for fiscal capacity equalization. In Denmark, Sweden, and Germany, mixed 
program using central component and Robin Hood components are in 
place. Norway uses Robin Hood principle in financing and allocation of 
these transfers. Expenditure need equalization is organized on solidarity 
principles in Denmark and Sweden. Norway uses solidarity plus central 
grants to smaller local governments and northern counties, and Finland 
uses central program of cost equalization (see Kim and Lotz 2008; Kim 
et al. 2010).

Developing and Transition Countries

Brazil: Brazil finances local governments through direct federal trans-
fers to municipalities—the Municipal Participation Fund (FPM) and 
through state-municipal revenue-sharing programs. The FPM uses sep-
arate criteria for state capitals and metropolitan areas and for five classes 
of smaller and medium municipalities and for larger municipalities. 
State capitals and large metropolitan areas receive 18 percent of these 
funds and the remaining receive 82 percent. The distribution of all 
funds is by formulae that take into consideration population and per 
capita income of each municipality. The formulae allocate grant funds 
directly with the population and inversely with per capita income of 
each municipality. In addition to FPM, municipalities also receive 50 
percent of revenues from centrally administered rural property tax, 100 
percent of payroll deductions of income taxes of municipal employees; 
70 percent of tax on gold; 2.3 percent of revenues from crude oil based 
on the value of production; and 50 percent of hydroelectricity and min-
eral taxes by the sales value of minerals by origin. A second important 
source of municipal revenues in Brazil is the constitutionally mandated 
state-municipal revenue-sharing arrangements which return 25 percent 
of state value-added tax to municipalities. The Federal Senate defines 
the allocation criteria for these transfers. The distribution criteria 
advised by the Federal Senate specifies that states must distribute at the 
minimum 75 percent of these funds from the state value-added tax by 
origin to each municipality. For the remaining 25 percent of the funds, 
each state has the discretion to include other objective factors. Typically 
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states use share of population and share of state revenues raised in each 
municipality as additional factors (see Shah 1991). In addition, states 
return 50 percent of revenues from motor vehicle registration to munic-
ipalities by origin.

China. Central transfers to provincial and local governments are the 
dominant source of revenues of these governments. In 2012, they 
financed 43 percent of subnational expenditures. In minority provinces 
and other fiscally poorer jurisdictions, these transfers finance more than 
75 percent of local expenditures. In the People’s Republic of China 
(PRC), most of the service delivery responsibilities are assigned to sub-
national governments yet for reasons of efficiency in tax collection and 
administration and to finance programs of national importance the cen-
tral government collects revenues far in excess of its direct spending 
needs. In 2012, it collected 48 percent of national revenues but 
accounted for only 15 percent of direct spending creating a spending 
power to advance national objectives of 33 percent of national revenues. 
Table 13.2 provides a view of vertical fiscal gap arising from a division of 
fiscal powers in 2011.

The existing structure of central-provincial transfers in the PRC. The fis-
cal system in China is based upon a layer cake model where there is strict 
vertical hierarchical relationship among different orders of government. 
Therefore, the central government only determines transfers to the 

Table 13.2 Vertical fiscal gap in the People’s Republic of China (PRC)—2011

Order of 
government

Number of 
jurisdictions

Average 2011 
population

Share of 
revenue 

collection

Share of 
direct 

expenditures

Fiscal gap 
surplus (+) or 
deficiency (−)

Center 1 1.35 billion 49.4 15.1 +34.3
Provinces, 
municipalities, 
autonomous, 
and special 
administrative 
regions

23/4/5/2 52 mil. 22 mill.
21 mil. 4 mill.

11.3 18.9 −7.6

Prefectures 382 4 mil. 22.1 29.7 −7.6
Counties and 
townships

2853/40,466 470,000/33,000 17.2 36.3 −19.1

Total 100 100 0

Source: Shah (2014)
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provincial- level governments1 and there are no direct central grants to 
prefecture, county, or township governments. It is worth mentioning that 
county governments get transfers directly from provincial-level govern-
ments in provinces where “province managing county” model has been 
implemented. The sub-provincial transfer design is quite similar to that of 
central transfers to provincial governments, though the grant composition 
varies significantly across provinces due to the diversity of regional fiscal 
resources.

Central transfers in the PRC can be classified into two broad categories: 
general-purpose and specific-purpose transfers. The details of these trans-
fers are presented below:

General-purpose transfers. The general-purpose transfers consist of (a) 
tax sharing from enterprise and personal income taxes and VAT rebates; 
(b) compensation for fuel and rural tax reforms; and (c) equalization 
transfers. In 2012, these transfers constituted 35 percent of total transfers 
with equalization grant alone accounting for 19 percent of general- 
purpose transfers (see Shah 2014).

Specific-purpose transfers. These transfers are intended for specific pur-
poses, but conditionality varies by program and there may also be signifi-
cant opportunities for fungibility of these funds so long as local government 
expenditures on the specific category of expenditures exceed the grant 
amounts. A number of so-called general-purpose transfers in the PRC are 
considered specific-purpose transfers in this analysis as they are intended to 
be used for specific expenditures. These include subsidies for basic pen-
sion, rural education, rural health insurance, and compensation for wage 
increases. In addition, there are 200 plus individual transfers by central 
line agencies requiring specific mandates to be fulfilled by local govern-
ments. Transfers for agriculture, forestry, irrigation, and housing account 
for nearly half of total specific-purpose transfers. In aggregate specific- 
purpose transfers accounted for 65 percent of total central transfers in 
2012 (see Table 13.3).

The existing structure of provincial-local fiscal transfers. Most of the cen-
tral transfers to provinces (more than 70 percent of total transfers) are 
intended for below province local governments. But depending upon pro-
vincial delegation, prefectures may have some discretion in designing pass- 
through mechanisms and allocation criteria. It therefore matters how 

1 The five separately planned cities, Dalian, Qingdao, Shenzhen, Xiamen, and Ningbo, are 
treated as provincial governments fiscally.
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provinces manage their relationships with lower orders of government. 
Currently these relationships are guided by two alternate models.

(a) “Prefecture Managing County” model. In this model, provincial 
governments only deal with prefecture governments on fiscal matters and 
prefecture governments in turn deal with county governments and design 
arrangements for pass through of central transfers.

(b) “Province Managing County” model. Some provincial government 
bypass the prefecture level and directly relate with county governments on 
fiscal matters. The fiscal connection between the prefecture and the county 
is entirely removed.

With the encouragement of the central government most provinces 
have also adopted a “county replacing township” model in which the 
township government no longer acts as an independent budget unit. It is 
hoped that government efficiency can be improved with less manage-
rial layers.

The sub-provincial transfers mimic the grant structure for central- 
provincial transfers. Provinces and prefecture typically retain 20–30 per-
cent of the transfers for own purpose and pass the rest to lower-order local 
governments (see Shah 2017 for details).

Ethiopia. State (regional) transfers to local governments (woredas) 
finance most of local government expenditures as local governments in 
most regions (with the exception of three regions) do not have any taxing 

Table 13.3 Central-provincial transfers in the PRC—2012

Transfer type Percent of total transfers

General-purpose transfers 35%
Tax-sharing transfers and tax rebates 11%
Compensation for fuel and rural tax reform 5%
Equalization transfers 19%
Specific-purpose transfers 65%
Basic pensions 8%
Rural education 4%
Rural health insurance 2%
Agriculture, forestry, and irrigation 22%
Transport 7%
Housing 5%
Others 17%
All transfers 100%

Source: PRC Central Government Budget Execution, 2012
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powers. Regions provide general-purpose transfers with revenue equaliza-
tion and cost-equalization components. Both operating and capital expen-
diture needs are combined in cost equalization. Regional approaches are 
surprisingly similar with some variations for factors and weights used for 
both components (see Shah 2015 for details). All local governments are 
treated alike, and formulae make no urban versus rural or large versus 
small distinctions. Fiscal capacity is generally not considered, and instead 
actual own revenues are used for revenue equalization. Almost all state 
governments use average unit cost approaches based upon historical 
expenditures in determining expenditure needs for various services. 
Capital expenditure needs are usually based upon various relative infra-
structure deficiency indexes with only one state basing these on the state 
regional development plan. These needs are separately determined for 
general administration, education, health, water, agricultural natural 
resources and rural development, rural roads, micro and small-scale enter-
prises, works and urban development, and capital expenditures. Across 
states there are some variations in aggregation of various services and a few 
exceptions to the common estimation methods. Three states (Tigray, 
Southern Nations, Nationalities and People’s (SNNP), and Benishangul- 
Gumuz) use regression analysis for estimating general services expendi-
tures. One state (SNNP) uses Cobb-Douglas production function to 
estimate needs for agriculture and rural development.

India. Under the 1951 Constitution Act (article 246), local govern-
ments in India were the creatures of the state governments. The 73rd and 
74th Amendments to the Constitution Act, 1992, accorded constitutional 
status to rural and urban local bodies (governments) respectively. These 
amendments classified 5151 (2006 figures) urban local bodies (ULB) into 
three categories: municipal corporation (35  in 2006) for a larger urban 
area, municipal council for a smaller urban area, and nagar panchayat for 
an area in transition from rural to urban area (see Mathur 2006). It also 
created three tiers of 248.968 (2006 figures) rural local bodies; 543 district 
(zila) panchayats having a population of 1.5–2 million; 6097 intermediate 
order (taluk) panchayats having a population size of 150,000–200,000, 
and 242,328 village (gram) panchayats with populations ranging from 
1000 to 30,000 with an average size of 2500 people (Alok 2006). Schedule 
11 of the 73rd Amendment advises states to consider transferring 29 func-
tions to rural local bodies. Article 243 W of the 74th Amendment lists 18 
types of functions that can be exercised by urban local bodies. These include 
planning related (2 functions), infrastructure and services (7 functions), 
environment (1 function), redistributive functions (3), and regulatory and 
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miscellaneous functions (5) (see Mohanty 2015). On average urban and 
rural local governments’ expenditures amount to less than US $15 and US 
$10 per capita in 2001/2002 (see Mathur 2006, Alok 2006, 2008). Urban 
local bodies finance 52 percent of expenditure from own-source revenues 
whereas rural municipalities finance only 7 percent of expenditures from 
own-source revenues. Among the three tiers of rural local bodies district 
(zila) and intermediate order (taluk) panchayats have no taxing powers 
and are fully financed by state transfers and only village (gram) panchayats 
finance a small percentage of expenditures from own revenues.

India has both federal (state pass-through) general-purpose transfers to 
local governments and direct state general-purpose transfers to local gov-
ernments. The former transfers are advised by the Union Finance 
Commission which issues an award every five years (Table 13.4). The lat-
ter are designed by the State Commissions (see Table 13.5). The Indian 
Constitution mandates each state to establish independent Grant 
Commission to advice on the criteria for distribution of state general- 
purpose transfers to local governments. Total pool of these transfers is 
arbitrarily determined by the state finance ministers. The total pool is set 
as a share of total state revenues in three states, as a share of own revenues 
in seven states, as a share of non-loan gross own revenues in one state and 
as a share of state own tax revenues only in three states. These shares have 
wide variations (see Table 13.5). The state commission recommends share 

Table 13.4 Criteria adopted by union (federal) finance commissions for distri-
bution of grants to states for urban local bodies

Criteria Weight assigned by

11th finance 
commission

12th finance 
commission

13th finance 
commission

14th finance 
commission

Population 40 40 50 90
Area 10 10 10 10
Distance from highest 
per capita income

20 20 20 –

Decentralization index 20 – – –
Devolution index – – 15 –
Revenue efforts 10 20 – –
Deprivation index – 10 – –
Finance commission 
Urban Local Bodies 
grant utilization index

– – 5 –

Source: Reports of the Finance Commission of India (various years)
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Table 13.5 India: state finance commission’s recommendations for state trans-
fers to local governments

State % Share of 
Panchayat Raj 
Institutions 
(PRI) and urban 
local bodies 
(ULB)

Basis of distribution

Total revenue of state Development criteria
Population

Andhra Pradesh (I) 39.24 70% and 30% Population, geographical area, 
performance

Assam (I) 2.0 Not mentioned
Goa (I) 36.0 75% and 25%
Own revenue of state
Andhra Pradesh (II) Development criteria
J & K (I) 10.39 65% and 35% Not mentioned
Kerala (I) Population
Madhya Pradesh (I) 13.5 67% and 33% Population, area, tax efforts
Orissa (II) 1.0 Not mentioned Population, density, number of 

holdings, revenue efforts
11.579 25.13% and 

74.87%
ULB does not exist in the state

Sikkim (I) 10.0 80% and 20% Population, area, deprivation index, 
remoteness index, tax efforts

Uttarakhand (II) Population (80%); area (20%)
1.0 100% and 0% Population and area

Uttar Pradesh (I) 10.0 60% and 40%
Uttar Pradesh (II) 10.0 30% and 70%

12.5 40% and 60%
Non-loan gross own 
revenue

For panchayats—population, area, 
index of decentralization and for 
ULBs population 67% and illiteracy 
rate 33% [Karnataka II has followed it]

Karnataka (I)
Karnataka (II) 36.0 85% and 15%

40.0 80% and 20%
State own taxes
Assam (II) 3.5 Based on 1991 

census
Population, area, net district domestic 
product

Kerala (II) 9.0 78.5% and 21.5% Population
Kerala (III) 25.0 Not mentioned Not mentioned
Madhya Pradesh (II) 4.0 77.33% and 

26.67%
Population

(continued)
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Table 13.5 (continued)

State % Share of 
Panchayat Raj 
Institutions 
(PRI) and urban 
local bodies 
(ULB)

Basis of distribution

Punjab (II) 4.0 67.50% and 
32.50%

Population, per capita, revenue, 
SCs (population of scheduled castes)

Rajasthan (I) 2.18 77.3% and 22.7% Population
Rajasthan (II) 2.25 76.6% and 23.4% Population
Tamil Nadu (I) 8.0 60% and 40% Population
Tamil Nadu (II) 10.0 58% and 42% Population, SCs and STs (population 

of scheduled tribes), per capita own 
revenue, area, asset maintenance, 
resource gap
Population, resource potential, needs

Tamil Nadu (III) 10.0 58% and 42% Population and distance from rail head
Population and % of SC/ST, 
nonliterates

Uttarakhand (I) 11.0 42.23 and 57.77 Population 50% and 7% to other 
variables, population density, SC/ST, 
nonliterates, Infant Mortality Rate, 
rural population per capita income

West Bengal (I) 16.0 Breakup as per 
population. 
District wise

West Bengal (II) 16.0 Breakup as per 
population. 
District wise

Source: Alok (2008)

of rural and urban local governments as well as distribution factors. A 
majority of states distribute these funds simply based upon population 
share of each municipality.

Besides general-purpose transfers, both rural and urban local bodies 
receive specific-purpose transfers from central (centrally sponsored schemes) 
as well as state governments. Some notable centrally sponsored schemes for 
urban local bodies in recent years include Jawaharlal Nehru Urban renewal 
scheme launched in 2005 to support infrastructure and basic services to the 
poor in cities contemplating 23 centrally specified reforms; Smart Cities 
and Atal Mission for Urban Rejuvenation and Transformation matching 
grant programs with 50 percent central  matching launched in 2015. The 
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latter program is aimed at improving fiscal management in recipient cities 
(see Mohanty 2015).

Indonesia. Central transfers are the most important source of revenues 
for subnational governments in Indonesia. These financed 90 percent of 
subnational governments, 54 percent of provincial, 86 percent of cities, 
and 93 percent of districts expenditures in 2010. Major transfers (balance 
grants or Dana Perimbangan) to finance provincial and local expenditures 
are provided in Table 13.6.

Tax by tax sharing (Dana Bagi Hasil—DBH). Central government col-
lects taxes on personal income, property, and renewable and nonrenew-
able natural resources and returns by origin a pre-defined share of the 
revenues to the originating jurisdiction. These transfers accounted for 25 
percent of total central transfers in 2010 and financed 20 percent of sub-
national expenditures.

Transfers to deal with vertical and horizontal fiscal gaps. Central govern-
ment provides a basic allocation for wages and salaries and a fiscal gap 
transfer (Dana Alokasi Umum or DAU) if a jurisdiction’s revenues fall 
short of calculated expenditure needs using macro indicators. These trans-
fers accounted for 56 percent of total central transfers and financed 46 
percent of subnational expenditures. The total pool for the fiscal gap 
transfer, DAU is set annually (at 26 percent of central revenues net of tax- 
sharing transfers in 2011). The 20 percent of the total pool is allocated to 
provinces and the remaining 80 percent to all cities and districts. The 
DAU provides a basic allocation to cover wages of provinces, cities, and 
districts. The remaining funds are allocated by formula that determines 
fiscal gap based upon the differences between fiscal needs and fiscal capac-
ity. Formula factors for both provinces and cities are the same but receive 
differential weights due to the peculiar application to DAU allocation of 
the weighted coefficient of variation—the so-called Williamson’s Index.

Table 13.6 Central-provincial/local transfers in Indonesia (2010)

Transfer Share of total transfer 
in 2010

Share of subnational 
expenditures in 2010

Tax sharing 25% 20%
Gap filling (DAU) 56% 46%
Special Allocation Grant (DAK) 6% 5%
Other specific purpose 13% 10%
All 100% 90% (Provinces: 54%; cities: 

86%; and districts: 93%)

Source: Ministry of Finance, Indonesia
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Fiscal capacity of a province is determined by summing up 50 percent 
of own-source revenues, 80 percent of nonresource tax sharing, and 95 
percent of resource and mining tax sharing. Fiscal capacity of a city or 
district government on the other hand is based upon 93 percent of own- 
source revenues, 100 percent of nonresource tax revenue sharing, and 63 
percent of resources and mining tax revenue sharing. The weights for indi-
vidual revenue sources to determine fiscal capacity varies from year to year 
as weights are picked up to achieve a given numerical value for the 
Williamson’s income inequality variation index for each year. Fiscal needs 
of provinces and cities/districts are determined separately for each of this 
group by developing a composite index based upon relative population, 
relative area, relative construction price index, inverse of human develop-
ment index (HDI; comprising arbitrary weights for life expectancy, liter-
acy rate, mean years of schooling, and purchasing power adjusted relative 
real GRDP per capita), and inverse of relative nominal per capita gross 
regional domestic product (GRDP). The weights for the above- mentioned 
factors vary for provinces and districts/cities and over time for each group 
based upon the specified value to be achieved for the Williamson’s index. 
The resulting indexes are multiplied by the average aggregate spending for 
the past year to arrive at numerical values of the expenditure need compo-
nent. DAU allocation for each jurisdiction is then determined as follows:

 
DAU BasicAllocation Fiscal Gap Fiscal needsminusFiscalCapacit= + yy( )  

The DAU is a gross program and compensates a jurisdiction for excess 
needs but does not tax regions with excess fiscal capacity. The jurisdictions 
displaying negative fiscal gap (surplus fiscal capacity), for example, Jakarta 
metropolitan region, receive only the basic allocation and the negative fis-
cal gap is ignored.

Specific-purpose grants. These grants include the Special Allocation 
Grant (Dana Alokasi Khusus or DAK). The primary objective of this grant 
is to finance, in selected regions, the infrastructure needs of basic public 
services that are of high national priority but are regional government 
responsibilities. Other stated objectives include providing special assis-
tance to certain regions and to accelerate regional development and the 
achievement of national priorities. Local governments with lower than 
average fiscal capacity are expected to receive higher priority in financing 
their infrastructure deficiencies. The revised DAK program effective 2014 
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is divided into two sub-programs: physical and nonphysical. Nonphysical 
DAK is purely discretionary by the central government. Physical DAK has 
three components—each with its own objectives and process of approval.

 (1) DAK regular: This component is intended to overcome infrastruc-
ture deficiencies. It is a proposal-based system where local govern-
ments can submit proposals to the central government directly 
through a web-based system called KRISNA. The district govern-
ments nevertheless complain that the provinces require clearance 
prior to their online submissions.

 (2) DAK assignments: These allocations are based upon national pri-
orities as determined by the central government.

 (3) DAK affirmative: These are special allocations for local govern-
ments located in remote border regions.

Special Autonomy grants for Aceh, Papua and Papua Barat, Adjustment 
Fund compensation, and Special Incentives grants (Dana Insentif Daerah 
or DID), and Hibah. DAK is intended to influence local government 
spending on areas of national priority. It accounts for 6 percent of central 
transfers and finances 5 percent of subnational expenditures. Adjustment 
Fund compensation (Dana Penyesuaian or DP) provides special ad hoc 
assistance, for example, for school operational assistance (BOS), allow-
ances for certified teachers, and so on. Special Autonomy grants (Dana 
Otonomi Khusus or DOK) are intended to provide special and preferential 
support to Aceh and Papua provinces. DID is a small grant program 
accounting for less than 1 percent of total transfers and are granted to bet-
ter performing provinces and cities on public financial management, tax 
effort, having higher HDI relative to fiscal capacity, higher economic 
growth, higher reductions in poverty, unemployment, and inflation. 
Hibah transfers are primarily financed by external assistance and are 
intended to finance subnational infrastructure and social development 
expenditures. Specific-purpose transfers in total accounted for 19 percent 
of central transfers in 2010 and financed 15 percent of subnational expen-
ditures (see Shah 2012, Shah et al. 2012).

Nigeria: In Nigeria, National Revenue Mobilization, Fiscal and 
Allocation Commission is entrusted with designing the allocation criteria 
for the division of the federation account among federal, state, and local 
governments. Federal, state, and local governments receive 52.7 percent, 
26.7 percent, and 20.6 percent, respectively, of total pool. The pool is 
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then distributed among local governments using the following factors and 
weights advised by the commission:

Equal per jurisdiction—40 percent
Land area and terrain—10 percent
Own revenues—10 percent
Population—30 percent
Social development factors (territorial spread—1.5 percent; rainfall—1.5 

percent; primary/secondary enrollment—4 percent; hospital beds—3 
percent)—10 percent

In addition, proceeds from value-added taxes collected by federal, state, 
local governments are distributed to federal, state, and local governments 
by 15 percent, 50 percent, and 35 percent, respectively. The pool available 
to each order is distributed among jurisdictions based upon the following 
criteria (see Adeyemi 2013):

Equal per jurisdiction—50 percent
Population—30 percent
By derivation (origin or point of collection)—20 percent

Pakistan: Pakistan also mandates establishment of a Provincial Finance 
Commission comprising representatives of provincial and local govern-
ments with access to advice from independent experts (Shah 2003). 
Table 13.7 summarizes the awards of these commissions for provincial- 
local transfers. The table shows that majority of funds are distributed by 
population followed by area and a backwardness index.

Russia. Major types of federal transfers to regions (oblasts) are equal-
ization transfers, gap-filling subsidies, the compensation fund, co- financing 
of social programs, capital transfers, regional finance reform transfers, 
operating, transfers to special territories, ad hoc transfers, and transfers to 
“closed” (having military-industrial complex) cities. Equalization transfers 
account for about half of federal transfers. Twenty percent of these funds 
are set aside for the lowest six income regions and 80 percent are formula- 
based transfers to all regions that take into account relative fiscal capacity 
(regional GDP) and fiscal needs (differential cost of public service provi-
sion based upon expenditure need indexes that account for price, demo-
graphic, socio-economic geographic, climatic, and other factors) of each 
region. Gap-filling subsidies compensate regions for implementation of 
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federal policies leading to regional revenue gaps and/or expenditure 
increases. The Compensation Fund compensates regions for carrying out 
tasks mandated by the federal government. Co-financing of social pro-
grams partially compensates regions for a number of social safety net enti-
tlements. Capital transfers finance construction of schools, hospitals, 
information technology, and other infrastructure investments. Regional 
finance transfers are competitive grants to regions introducing public 
finance management reforms. Operating transfers to special territories are 
transfers to Chechnya and other region that suffered from radiation- 
related adverse consequences. Ad hoc transfers include special wards to 
cities for better performance or celebrating anniversaries. Transfers to 
closed cities are direct federal subsidies to military-industrial complex or 
R&D centers (Deryugin and Kurlyandskaya 2007).

Regional governments typically establish two funds for transfers to local 
governments: (a) the Fund for Financial Support to City and Municipal 
Districts. Through this fund, regions provide financial support to city and 
municipal districts. The municipal districts in turn execute transfers to vil-
lages; and (b) Fund for Financial Support to Settlements. This fund pro-
vides financial support to city districts and villages. Regional transfers to 
local governments predominantly come in the form of three types of 
grants: (1) equalization grants. These are formula-based unconditional 
grants that take into consideration fiscal capacity and fiscal needs and are 
separately constituted for settlements and for districts; (2) the compensa-

Table 13.7 Pakistan: provincial operating grants to district governments

Total pool and the distribution criteria Punjab Sindh Khyber 
Pakhtunkhwa

Baluchistan

Total pool: local share of provincial 
divisible pool

39.8% 40% 40% 31%

Formula factors and weights—total 100% 100% 100% 100%
Population 75% 50% 50% 50%
Backwardness 10% 17.5% 25%
Tax effort 5% 7.5%
Fiscal austerity 5%
Area 50%
Development incentive for overcoming 
infrastructure deficiency

5% 25%

Hold harmless/transitional assistance 25%

Source: Shah (2003)
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tion fund transfers to lower-order governments for carrying out regional 
tasks; and (3) mutual settlement grants. These are matching grants for 
municipal development or for priority social expenditures (Zulkarnay 2003).

South Africa: South Africa (a quasi-federal country) uses an equitable 
share formula to provide transfers from the central government to local 
governments. The size of the grant is determined as follows:

 Grant ,= + +( ) ±BS D I R C–  

where BS is the basic services component, D is the development compo-
nent, I is the institutional support component, R is the revenue-raising 
capacity correction, and C is a correction and stabilization factor.

 Basic Services Component
The purpose of the basic services component is to enable municipalities to 
provide basic services (water, sanitation, electricity, refuse removal, and 
other basic services), including free basic services to households earning 
less than R800 (about US $111 a month). (As of April 1, 2006, environ-
mental health-care services have been included as a basic service.) Since by 
its nature environmental health is delivered to everyone in a municipality, 
this subcomponent is calculated on all households, not only poor ones. 
For each subsidized basic service, there are two levels of support: a full 
subsidy for households that actually receive services from the municipality 
and a partial subsidy for unserved households currently set at one-third of 
the cost of the subsidy to serviced households. This component is calcu-
lated as follows:

 

BS = × + ×water subsidy poorwithwater water subsidy poorwithout wa1 2 tter

sanitationsubsidy poorwithsanitation sanitationsub

[ ]
+ × +1 ssidy poorwithout sanitation

refusesubsidy poorwith refu

2

1

×[ ]
+ × sse refusesubsidy poorwithout refuse

electricity subsidy

+ ×[ ]
+

2

1×× + ×poorwith electricity electricity subsidy poorwithout elect2 rricity

environmentalhealthcaresubsidy total number of hous

[ ]
+ × eeholds .[ ]  

 Institutional Support Component
The institutional support component is particularly important for poor 
municipalities, which are often unable to raise sufficient revenue to fund 
the basic costs of administration and governance. Such funding gaps make 
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it impossible for poor municipalities to provide basic services to all resi-
dents, clients, and businesses. This component supplements the funding 
of a municipality for administrative and governance costs. It does not fully 
fund all administration and governance costs of a municipality, which 
remain the primary responsibility of each municipality. The institutional 
component includes two elements: administrative capacity and local elec-
toral accountability. The grant is determined as follows:

 

I = + ×[ ]
+ ×
baseallocation adminsupport population

councilsupport nnumber of seats[ ]  

where the values used in the formula are I = + ×[ ]R R population350 000 1,  
+ ×[ ,R councilors36 000

The “base allocation” is the amount that goes to every municipal struc-
ture (except for a district management area). The second term of this 
formula recognizes that costs rise with population. The third term is a 
contribution to the cost of maintaining councilors for the legislative and 
oversight role. The number of “seats” that will be recognized for purposes 
of the formula is determined by the minister for provincial and local 
government.

 The Development Component
The development component was set at zero when the current formula 
was introduced on April 1, 2005, pending an investigation of how best to 
capture the factor in the formula.

 The Revenue-Raising Capacity Correction
The revenue-raising capacity correction raises additional resources to fund 
the cost of basic services and administrative infrastructure. The basic 
approach is to use the relationship between demonstrated revenue-raising 
capacity by municipalities that report information and objective municipal 
information from Statistics South Africa to proxy revenue-raising capacity 
for all municipalities. The revenue that should be available to a municipal-
ity is then “corrected” by imposing a “tax” rate of 5 percent. In the case 
of the Regional Service Councils levy replacement grant, the correction is 
based on the actual grant to each municipality (South Africa 2006; 
Boadway and Shah 2007, 2009).
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Thailand. Central transfers finance 43 percent of subnational revenues 
(see Table 13.8). Formula-based general-purpose transfers constitute 38 
percent of these transfers and the remaining 62 percent of these transfers 
are intended for specific purposes, that is, to finance expenditures in speci-
fied activities such as education, health, social services, water and environ-
ment, and general administration (Boothe et al. 2011).

General-Purpose Transfers
Two types of general-purpose transfers are currently in use under the 
Thai system:

 (a) The value-added tax transfer according to the Decentralization Act. 
Under the 1999 Decentralization Act, local authorities are entitled 
to receive a share of not more than 30 percent of VAT collected by 
the central administration. The VAT transferred to local authorities 
constitutes about 18.5 percent of total local revenues in 2009 (10 
percent for provinces, 35 percent for municipalities, and 49 per-
cent for smaller rural municipalities), making it the second largest 
revenue source for local authorities. Allocation of this tax is under-
taken by the National Decentralization Committee and is subject 
to amendment on an annual basis. As such, allocation changes 
from year to year, but the criteria typically used to determine allo-
cation includes population, area, revenue, and/or budgetary needs.

Table 13.8 Sources of local authority revenues in Thailand (2010)

Local revenue source Share

Total own-source revenues 16%
Total shared taxes 41%
Central government transfers 43%
  General-purpose transfers 38%
   (a)   VAT tax transfer (formula based on population, area, expenditure 

needs)
69%

   (b)   General subsidy (65% equal per capita, 35% equal per jurisdiction 
to urban and smaller rural municipalities)

31%

  Specific-purpose transfers 62%
   (a) General subsidy with specific earmarking 32%
   (b) Specific-purpose grants 68%
Total local authority revenues 100.00%

Source: Boothe et al. (2011)
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 (b) The general subsidy. The primary objective of the general-purpose sub-
sidy is filling the financing gap and allowing local authorities to meet 
their mandated expenditure responsibilities. Total pool for this transfer 
is annually determined by the central government. Five percent of the 
total is set aside as deficit grants and allocated according to the differ-
ence between revenue and expenditure in basic public service provi-
sion of local governments. Of the remaining 95 percent, 90 percent is 
allocated to urban municipalities and smaller rural municipalities and 
the remaining 10 percent is allocated to the provinces.

Specific-Purpose Transfers
A significant portion of general subsidy is earmarked for central recurring 
mandates. In addition, there are currently 30 specific-purpose transfers. 
These are targeted toward meeting central mandates in social and environ-
mental policies and/or the achievement of specific nationally set policy 
objectives. Specific-purpose subsidies targeting environmental programs 
are a matching transfer, where 90 percent is provided by the central admin-
istration and 10 percent is provided by local authorities. However, others 
such as the subsidy for the elderly are allocated strictly on a per capita 
registered elderly basis, 500 baht per registered recipient. Specific-purpose 
subsidies cover a wide range of different policy objectives, ranging from 
health and education to social welfare. Allocation of specific-purpose 
transfers follow a number of different rules, but most typically, these are 
allocated on a per capita basis. With a few exceptions such as disaster relief 
funds or environmental subsidies, special-purpose transfers are commonly 
used to subsidize specific central government priorities than to target spe-
cific areas or districts. While some of these subsidies are directed toward 
infrastructure investment, many are targeted toward social service and 
welfare provision. These transfers are attractive to the central administra-
tion because control remains firmly entrenched at the central level, allow-
ing for central prioritization of different policy objectives.

Concluding Remarks on International Practices

A review of higher-order transfers to local governments suggests discern-
ible differences in approaches by industrial and developing countries. 
Industrial country transfers have singular focus with design of each grant 
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consistent with the objective. Further local governments are distinguished 
by size, class, urban, and rural characteristics with a separate formula for 
each type of jurisdiction. Developing countries, on the other hand, com-
bine several objectives in one formula that applies to all local jurisdictions. 
The pool of funds and the formula factors and weights are all arbitrarily 
selected and often changed abruptly over time. While for the most part 
(with the exception of Ethiopia in case study countries), these formulae 
are simple and transparent, they may not satisfy the equity and efficiency 
criteria and in practice may fail to achieve any of the objectives sought. 
Further the grant formulae are simply focused on dividing an arbitrary 
pool and passing the funds like manna from heaven without any incentives 
for improved local service delivery performance and accountability to local 
residents. This approach strengthens local autonomy but may undermine 
local fiscal accountability as well as local government responsiveness to 
local preferences in view of overwhelming dependency on higher-level 
transfers in financing local expenditures at the margin.

Lessons from InternatIonaL PractIces 
In IntergovernmentaL fIscaL transfers

A review of international practices yields a set of practices to avoid and a 
set of practices to emulate (see also Boadway and Shah 2007, 2009). A 
number of important lessons also emerge (Table 13.9).

Negative Lessons: Types of Transfers to Avoid

Policymakers should avoid designing the following types of intergovern-
mental grants:

• Grants with vaguely specified objectives.
• General revenue-sharing programs with multiple factors with arbi-

trary weights that work at cross purposes and undermine account-
ability and do not advance fiscal efficiency or fiscal equity objectives. 
Tax decentralization or tax-base sharing offer better alternatives to a 
general revenue-sharing program, as they enhance accountability 
while preserving subnational autonomy.

• Grants to finance subnational deficits, which create incentives for 
running higher deficits in future.
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• Unconditional grants that include incentives for fiscal effort. Such 
incentives reward richer jurisdictions. Further, improving service 
delivery while lowering tax costs should be public sector objectives.

• Having a formal open, contestable, and deliberative process for 
municipal incorporation, amalgamation, and annexation should be a 
prerequisite for introducing an equal per municipality component in 
grant finance. The lack of such a process can create a perverse incen-
tive for the breakup of existing jurisdictions to qualify for additional 
assistance, as demonstrated by the experiences in Brazil and Indonesia.

• Complex econometric expenditure needs calculations and costed- 
norms approaches to equalization grants lead to a lack of transpar-
ency and inequity in grant allocations.

• Input- (or process-) based or ad hoc conditional grant programs, 
which undermine local autonomy, flexibility, fiscal efficiency, and fis-
cal equity objectives.

• Capital grants without assurance of funds for future upkeep, which 
have the potential to create white elephants. Formula-based capital 
grants serve as Christmas tree approach and distribute small amounts 
of grants to all jurisdictions and are not helpful in overcoming infra-
structure deficiencies.

• Negotiated or discretionary grants in a federal system, which may 
create dissention and disunity.

• One size fits all formula-based grants to all local governments (large 
and small, urban and rural), which create huge inequities.

• Capital grant funds to individual members of the state or national 
legislative branch for local economic development. Such grant funds 
undermine local governance and may create projects with no funds 
for future upkeep. Grants that involve abrupt year to year changes in 
the total pool and its allocation.

Positive Lessons: Principles and Practices to Ameliorate

Policymakers should strive to respect the following principles in designing 
and implementing intergovernmental transfers:

• Keep it simple. In the design of fiscal transfers, rough justice may be 
better than precise or full justice, if it achieves wider acceptability and 
sustainability.

 H. KITCHEN ET AL.
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• Focus on a single objective in a grant program and make the design 
consistent with that objective. Setting multiple objectives in a single 
grant program runs the risk of failing to achieve any of them.

• Introduce ceilings linked with macro indicators and floors, to ensure 
stability and predictability in grant funds.

• Introduce sunset clauses. It is desirable to have the grant program 
reviewed periodically—say, every five years—and renewed (if appro-
priate). In the intervening years, no changes to the program should 
be made, in order to provide certainty in budgetary programming 
for all governments.

• Equalize per capita fiscal capacity to a specified standard in order to 
achieve fiscal equalization separately among various local govern-
ments grouped together by size/class and urban/rural distinctions. 
Such a standard would determine the total pool and allocations 
among recipient units. Calculations required for fiscal capacity equal-
ization using a representative tax system for major tax bases are 
doable for most countries. Fiscal need equalization is best achieved 
through demand for services approach that allocates funds by service 
population indicator for each service, for example, school-age popu-
lation for school finance. Alternately fiscal need equalization can be 
achieved through output-based sectoral grants that also enhance 
results-based accountability. A national consensus on the standard of 
equalization is critically important for the sustainability of any equal-
ization program. The equalization program must not be looked at in 
isolation from the broader fiscal system, especially conditional trans-
fers. The equalization program must have a sunset clause and provi-
sion for formal review and renewal. For local fiscal equalization, one 
size does not fit all.

• In specific-purpose grant programs, impose conditionality on out-
puts or standards of access and quality of services rather than on 
inputs and processes. This allows grantors to achieve their objectives 
without undermining local choices on how best to deliver such ser-
vices. Most countries need to establish national minimum standards 
of basic services across the nation in order to strengthen the internal 
common market and economic union.

• Recognize population size class, area served, and the urban/rural 
nature of services in making grants to local governments. Establish 
separate formula allocations for each type of municipal or local 
government.
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• Establish hold harmless or grandfathering provisions that ensure that 
all recipient governments receive at least what they received as 
general- purpose transfers in the pre-reform period. Over time, as the 
economy grows, such a provision would not delay the phase-in of 
the full package of reforms.

• Make sure that all stakeholders are heard and that an appropriate 
political compact (agreement or consensus) on equalization princi-
ples and the standard of equalization is struck. Politics must be inter-
nalized in these institutional arrangements. Arms-length institutions, 
such as independent grant commissions, are not helpful, as they do 
not allow for political input and therefore tend to opt for complex 
and nontransparent solutions.

concLudIng remarks

This chapter has reviewed the practice of central/state-local fiscal trans-
fers. Local governance works best when municipal services are self-
financed and social services are mostly grant financed. The design of 
these transfers has important implications for F.A.I.R. governance. The 
chapter emphasized the critical importance of consistency of grant 
design with its objectives and having separate grant programs to achieve 
each objective and separately for each class/size or urban/rural charac-
ter of local governments. A review of the international practice reveals 
that in industrial countries, the role of local government is expansive 
(nearly two-thirds of consolidated public expenditures in Nordic coun-
tries); local governments that enjoy significant fiscal autonomy are 
mostly self-financed for municipal services but are grant financed for 
social services (education, health, and social welfare). In addition, local 
fiscal equalization receives priority attention in grant structure and 
design. Further, overall higher-level grants finance a smaller proportion 
of local government expenditures, that is less than 20 percent in most 
OECD countries. In developing countries (with the sole exception of 
China where local governments account for two- thirds of consolidated 
public expenditures), role of local government in provision of public 
services is highly constrained (accounting for 1–10 percent of consoli-
dated public expenditures), fiscal autonomy is also highly constrained, 
and local governments are treated as wards of the state. They typically 
self-finance less than 25 percent of their expenditures and receive manna 
from heaven formula-based one-size-fit-all transfers to meet most of 
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their operating expenditures. These operating transfers mostly take the 
form of gap-filling revenue sharing through formula-based allocation. 
These transfers are objective and transparent but undermine incentives 
for better service delivery and accountability to local residents. Capital 
grants are in some cases formula based and use a Christmas tree approach 
to allocating capital finance distributing small amounts to every unit but 
not having enough funds to overcome local infrastructure deficiencies 
as done in Indonesia. Alternately as in most developing countries, capi-
tal grants are distributed on an ad hoc nontransparent and discretionary 
basis with highly intrusive grant conditions that undermine local auton-
omy and accountability. Members of legislature typically also receive 
individual grants for their own constituencies. These grants undermine 
integrity and autonomy of local governance and may create white ele-
phants that may impose undue financing burdens on local governments 
for upkeep of these projects.

Economic growth, international competitiveness, local economic 
development concerns dictate an expansive role of local governments in 
public governance. This role implies that local governments should enjoy 
home rule and fiscal autonomy. Such fiscal autonomy could be achieved by 
expanding local government access to productive tax bases and user 
charges and allowing local governments piggybacking on central and state 
taxes. In addition, states should facilitate regulated access to capital market 
finance for infrastructure projects by creditworthy local governments. This 
would ensure that local governments would be able to finance own munic-
ipal expenditures. Grant financing instead should focus on financing state 
minimum standards of merit social services, overcoming interlocal infra-
structure deficiencies from defined and affordable state/national mini-
mum standards and ensuring interlocal fiscal equalization so that all the 
residents of the state could enjoy access to reasonably comparable levels of 
public services at reasonably comparable local tax burdens. This is an 
unfulfilled and ambitious reform agenda for most developing countries 
that have come a long distance in recent decades in moving from an 
opaque, negotiated system of fiscal transfers to an objective, transparent 
yet seriously flawed system that provides perverse incentives for citizen- 
based accountability for results and responsiveness to local preferences. 
Reform is eternal. We never fully succeed, but we owe it to billions of 
disempowered and impoverished citizens of the developing world to 
keep trying.
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CHAPTER 14

Higher-Order Government Financing 
of Metropolitan Areas

IntroductIon

The allure of metropolitan areas is irresistible for a large majority of  people. 
Metropolitan areas promise good jobs, good homes, a good life, a good 
time for the young and the young at heart, and sweet dreams of a prosper-
ous future for all (see Inman 2005). In an information age with a border-
less world economy where economic success is more closely tied to the 
competitive advantage as opposed to hackneyed notions of comparative 
advantage, metropolitan governments are at the core of the future pros-
perity of a nation. In an age of mistrust in governments, metropolitan 
governments serve as a tool to overcome a lack of trust and restore confi-
dence in governments through their commitment to improve social and 
economic outcomes.

These great expectations however are critically linked with the fiscal 
health of metropolitan areas. Fiscal health is closely tied to the fiscal 
regimes available; in particular, the taxing powers and other financing 
options such as grant and bond financing. This chapter is concerned with 

This chapter is a revised version of Anwar Shah (2013). “Grant Financing of 
Metropolitan Areas: A Review of Principles and Worldwide Practices.” In Roy 
Bahl, Johannes Linn and Deborah Wetzel (2013). Metropolitan Governance and 
Finance in Developing Countries. Cambridge, Mass.: Lincoln Institute of Land 
Policy. The author is grateful to the editors and the Lincoln Institute for granting 
permission for republication.
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a critical aspect of this financing—mainly higher-level fiscal transfers. While 
these transfers may not be the dominant source of revenues for a large 
number of metropolitan areas, they have a significant bearing on the 
incentives and accountabilities and associated impacts on fiscal health of 
metropolitan areas. The design of these transfers requires a careful thought 
on special features of metropolitan areas that distinguish them from 
smaller local government entities.

Most metropolitan areas have large populations, typically in excess of 
one million. Mumbai, India, has a population of 21 million and Istanbul, 
Turkey, has a population of 13 million. Metropolitan areas are larger and 
compact areas with higher population densities than the rest of the nation. 
This compactness facilitates agglomeration economies as well as making 
metropolitan areas centers of arts and culture and learning and sources of 
innovation, growth, and productivity. They also afford better transporta-
tion and communication facilities and overall a better quality of life. This 
leads to a larger concentration of specialized skills and wealth, and on the 
downside, higher incidence of crime and poverty. Metro areas have typi-
cally much broader responsibilities than smaller local governments. 
Beyond municipal services, these encompass health, welfare, and hub 
functions for national and international finance, trade, and economic links. 
Because of this in some countries metro areas are treated as provinces/
states. Examples include Canberra in Australia; Bangkok in Thailand; 
Beijing and Shanghai in China; Tokyo in Japan; Seoul and Busan in South 
Korea; Berlin, Bremen, and Hamburg in Germany; Helsinki in Finland; 
and others. Metro areas typically have multiple local jurisdictions and, in 
some cases, multiple tiers of local jurisdictions. Metropolitan areas also 
have a typically larger revenue base and greater tax autonomy and there-
fore greater potential for self-finance (Bird and Slack 2004, Chernick and 
Reschovsky 2006, Kubler and Rochat 2010).

In view of this, grant financing needs of metro areas are very different 
from other local governments. If taxing powers are adequately decen-
tralized, there may in fact be no need for grant financing of operating 
expenditures of metro areas as demonstrated by Tokyo and Seoul. This, 
however, is not the case for most metropolitan areas. They lack auton-
omy in taxing powers. They have limited access to dynamic productive 
tax bases. Existing tax bases, especially property tax bases, are overtaxed 
to finance municipal and education services, for example, in the United 
States and Canada, leaving little room to grow. In the United States, this 
problem is compounded by limits on local revenues and unfunded man-
dates in environmental and social spending. In most developing coun-
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tries metro governments lack administrative and fiscal autonomy and act 
as wards of the state and pied pipers of national and provincial govern-
ments. They are hamstring to play a leadership role in  local economic 
development. In these circumstances grant financing can play an impor-
tant role but grants must be tailored to specific circumstances of metro 
areas, especially their broader role in  local, national, and international 
governance with an expanded array of responsibilities associated with 
serving as nodes of national and international connectivity and special 
needs of a knowledge- based local economy. Grant design also must 
incorporate incentives and accountability mechanisms to ensure respon-
sible and accountable local governance. This chapter provides a synthesis 
on conceptual underpinnings of this literature as well as providing a brief 
overview of practices across the world based upon a review of 41 metro-
politan areas. It must be noted at the outset that the assignment of 
responsibilities must underpin any design of grant program (see McMillan 
2008). With appropriate assignments or reassignments, it is possible to 
minimize need for higher- level assistance for metropolitan areas. 
However, this chapter takes these assignments (or mis-assignments) in 
practice as given and examines options in grant design to facilitate better 
functioning of metropolitan governance. An overall theme of this chap-
ter is that grants can be (and should be) properly designed in almost any 
institutional/organizational setting—even if the organizational setting 
may not seem to be ideal.

The rest of the chapter is organized as follows. The section “Grant 
Instruments, Rationale, and Relevance for Metropolitan Areas” provides a 
typology of grant instruments and discusses their rationale and relevance 
for metro areas. The section “Models of Metropolitan Governance and 
Implications for Higher-Level Fiscal Transfers” outlines stylized models of 
metropolitan governance and draws implications for the design of higher- 
level transfers. It also discusses implications of existing institutional 
arrangements for developing a grant strategy for metropolitan financing. 
The section “Grant Financing of Metropolitan Areas: The Practice” pro-
vides a review of worldwide practices in grant financing of metro areas. 
This is done (a) by type of metropolitan governance and (b) by type of 
country. The section “Conceptual Guidance Versus Practice: Notable 
Points of Departure” highlights the divergence of the practice in grant 
financing from theory. The section “Lessons from International Practices 
and an Agenda for Reform” draws lessons from grant financing of metro-
politan areas and develops an agenda for reform.
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Grant Instruments, ratIonale, and relevance 
for metropolItan areas

Grant Instruments

Instruments of intergovernmental finance have important bearings on effi-
ciency, equity, and accountability in governance. These are discussed below.

Tax Base, Tax Yield, and Revenue-Sharing Mechanisms

Tax-base sharing (metropolitan areas levy supplementary taxes on national 
bases), tax yield sharing, and revenue-sharing mechanisms are customarily 
used to address fiscal gaps or mismatched revenue means and expenditure 
needs arising from constitutional assignment of taxes and expenditures to 
different levels of governments. Tax-base sharing means that two or more 
levels of government levy rates on a common base. Tax-base determina-
tion usually rests with the higher-level government with lower orders of 
government levying supplementary rates on the same base. Tax collection 
is by one level of government, generally the central government in most 
countries, with proceeds shared downward or upward depending on rev-
enue collection arrangements. Metropolitan Bangkok levies a surcharge 
on central value-added taxes, excise taxes, business taxes, liquor, gambling, 
and horse racing licenses and taxes. Tax-base sharing is quite common in 
Eastern Europe and East Asia but almost nonexistent in most developing 
countries in Asia and Africa.

A second method of addressing vertical fiscal gap is tax yield sharing. 
Typically, central government collects shared taxes and apportions these 
on pre-specified shares on a tax by tax basis to jurisdictions of origin. Tax 
sharing contributes to collection efficiency but may introduce disincen-
tives for the government collecting taxes to make relatively less effort on 
taxes it has to share with other governments. Tax by tax sharing is quite 
common in developing countries. Metropolitan Jakarta receives a fixed 
share of personal income, property taxes, and natural resource revenues 
collected by the central government in its jurisdiction.

A third method of addressing vertical fiscal gaps is revenue sharing, 
whereby one level of government has unconditional access to a specified 
share of revenues collected by another level. Typically, not all revenues of 
the higher-level government but only a specified set of revenue sources is 
subject to pooling for revenue sharing using a formula. Revenue-sharing 
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agreements typically specify how revenues are to be shared among national 
and lower-level governments, with complex criteria for allocation among 
lower-level governments and sometimes imposing conditions for the eligi-
bility and use of funds. The latter limitations if imposed run counter to the 
underlying rationale of unconditionality. Revenue-sharing mechanisms are 
quite common in developing countries. They often address multiple 
objectives, such as bridging fiscal gap, promoting fiscal equalization and 
regional development, and stimulating tax effort at lower levels. 
Metropolitan cities in India receive funds from both central and state 
revenue- sharing mechanisms. Metropolitan areas in Brazil receive trans-
fers from state revenue-sharing mechanisms for municipal governments—
the so-called Municipal Participation Funds.

 Intergovernmental Grants
Chapter 12 provided a review of grants and their relevance for metropoli-
tan areas  (see also Boadway  and Shah 2007, 2009). The role of grant 
financing is closely linked to the service delivery responsibilities of each 
metropolitan area and several of these services are not suitable for grant 
finance. A reader is invited to revisit the relevant sections for a discussion 
of these issues.

Grant Objectives and the Choice of Grant Instruments: 
A Stylized View
In concluding this section, it is useful to summarize the choice of grant 
instrument in meeting specific objectives. This taxonomy of grants by 
objective is not specific to grant financing of metropolitan areas but is 
broadly applicable.

Bridging vertical fiscal gaps. Reassignment of responsibilities, tax 
decentralization, tax abatement accompanied by tax-base sharing would 
be preferred instruments. Tax by tax sharing and deficit grants are less 
desirable alternatives.

Setting national minimum standards. Output-based grants with condi-
tions on service standards would be desirable. Conditional input-based 
grants are less desirable.

Overcoming infrastructure deficiencies in establishing national mini-
mum standards. Conditional capital grants based upon a planning view 
with matching rates that vary inversely with local fiscal capacity.

Compensating benefit spillovers. Matching grant with matching rate 
consistent with the spillover of benefits.
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Influencing local priorities that are in conflict with national priorities. 
Open-ended matching grant desirable.

Promoting competition among local governments. Project or output- 
based grants using certification to meet pre-specified standards or 
tournament- based approach to reward top performers would be desirable.

Interlocal equalization. Fiscal capacity equalization with explicit stan-
dard using Robin Hood approach where richer jurisdictions contribute to 
the pool and poorer jurisdictions receive financing from the pool would be 
desirable.

models of metropolItan Governance 
and ImplIcatIons for HIGHer-level fIscal transfers

Metropolitan areas could be broadly grouped into six areas based upon 
the level of coordination or centralization of metropolitan governance.

 I. Unitary governance. Under this model, the metropolitan area has 
single unified or uni-city or single-tier coordinated governance. 
Examples of this governance include Prague, Yogyakarta, Addis 
Ababa, Pretoria, Bern, London, Melbourne, and Toronto. 
Yogyakarta has a joint secretariat comprising heads of the munici-
pality of Yogyakarta and the districts of Sleman and Bantul for 
harmonization of infrastructure development with special empha-
sis on solid waste and waste water management. Such governance 
arrangements offer the potential that metropolitan area will be 
largely self- financed if it is given adequate fiscal autonomy. 
Canberra, Australia, is unique in this group as it is a city-state with 
single-tier governance. It has an elected assembly based upon pro-
portional party representation. The Assembly chooses the 
Chief Minister.

 II. Vertically coordinated metropolitan governance. These are typically 
provincial (state) cities having both the status of a state or province 
as well as being a metropolitan city. Governance structure usually 
comprises two tiers with the lower tier either serving as a decon-
centrated arm of the upper tier, although having a directly elected 
council to provide oversight on central administration at the dis-
trict or ward level as in Bangkok, or having autonomy for some 
local/neighborhood services as in Beijing, Tokyo, and Madrid. 

 H. KITCHEN ET AL.



477

These jurisdictions by virtue of having city-state status have the 
potential to be largely self-financing. Also, intra-metropolitan spill-
overs are internalized with such governance arrangements. 
Examples of metropolitan areas having city-state status include 
Istanbul, Tirana, Warsaw, Zagreb, Bangkok, Beijing, Shanghai, 
Berlin, Brussels, Busan, Madrid, Montreal, Seoul, and Tokyo. 
Istanbul has a two-tier unified structure. The metropolitan munic-
ipality has 73 lower-tier municipalities. The upper-tier municipality 
has the power to override or approve lower-tier decisions. Tirana, 
Albania, has two-tier coordinated governance with the upper tier 
governed by the Municipal Council and directly elected mayor and 
11 sub- municipal units have directly elected councils and executive 
heads. Warsaw is treated as an urban county with 18 districts. Each 
district has a directly elected district council and district executive. 
Warsaw capital region is governed by a directly elected Warsaw 
Council and is responsible for metropolitan tasks. It coordinates 
these tasks through district offices. Zagreb, Croatia, has a two-tier 
governance structure with the top tier comprising a joint council 
of the city and the Zagreb County. Both the city and the county 
assembly elect two members each to joint council and the joint 
council is chaired on a rotating basis between the city mayor and 
the county governor. Bangkok, Thailand, is a single-tier provincial 
city covering the entire Bangkok metro area. The Bangkok 
Metropolitan Area Council comprises 57 councilors, one each for 
100,000 people. The Bangkok Metropolitan Area (BMA) is 
divided into 18 districts each with its own directly elected council 
to supervise BMA offices. The BMA chief executive is elected at 
large for a four-year term. The Governor is assisted in executive 
functions by a centrally appointed civil servant—permanent secre-
tary. Brussels Capital Region, Belgium, has a higher-tier region 
with an elected parliament and a centrally appointed government 
responsible for municipal laws and supervision and regional infra-
structure, housing, and environment. The lower tier has directly 
elected councils responsible for education, health, police, and 
municipal services. Madrid, Spain, comprises the Community of 
Madrid (CM) that includes 179 municipalities including the City 
of Madrid. The CM is responsible for regional infrastructure, edu-
cation, and health, and at the lower-tier Madrid City and munici-
palities have elected councils and mayors (with dual role as council 
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chair and chief executive) responsible for all municipal services. 
Montreal, Canada, comprises metropolitan cities of Montreal, 
Longueil, and Laval and 63 municipalities. It has a two-tier gover-
nance structure with the upper tier—the so-called Montreal 
Metropolitan Community—responsible for coordination of a few 
selected services. Seoul metropolitan area has an upper tier—Seoul 
Metropolitan Government—with provincial status and 25 autono-
mous lower-tier municipalities. Tokyo Metropolitan Government 
has a prefecture or regional government status with 23 special 
wards, 26 cities, 5 towns, and 8 villages performing lower-tier 
functions.

 III. Horizontally coordinated mandatory two-tier metropolitan gover-
nance. Under this structure both upper tier and lower tier have 
well-defined independent responsibilities. Examples include 
Belgrade, Serbia; Skopje, Macedonia; and Copenhagen, Denmark. 
Belgrade has a directly elected city mayor and assembly as the first/
upper tier and 17 municipalities with a directly elected municipal 
assembly and municipal chair elected by each assembly as the sec-
ond/lower tier. Skopje, Macedonia, has a similar governance 
structure with the city as the first/upper tier and ten municipalities 
as the second/lower tier. Copenhagen Metropolitan Region, 
Denmark, has a directly elected regional council as the first/upper 
tier responsible for intermunicipal coordination and health services 
and 45 municipalities delivering all local-municipal services includ-
ing education at the second tier. Grant financing needs of such 
governments would be limited to mass transit, social services 
financing, benefit-spillover compensation, and intra-metropolitan 
equalization.

 IV. Horizontally coordinated voluntary two-tier metropolitan gover-
nance. Under this governance structure metropolitan areas com-
prise multiple local jurisdictions which voluntarily cooperate with 
each other on selected metro-wide functions as well as deliver 
some services jointly through partnership agreements. Examples 
include Helsinki, Finland (24 municipalities), and Vancouver, 
Canada. In both cases, upper tier represents partnership arrange-
ment among municipalities in the metropolitan area. Grant financ-
ing needs of such areas are primarily for mass transit and social 
services and intra-metropolitan equalization.
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 V. Uncoordinated two-tier metropolitan governance. Regional and local 
governments co-exist with little formal coordination mechanisms 
either horizontally or vertically. Examples include Bucharest in 
Romania and Chisinau in Moldova. Bucharest has a directly elected 
autonomous but uncoordinated two-tier system with the city having 
a council and a mayor serving as the top tier and six sectors (districts) 
serving as second-tier municipalities. Metropolitan Chisinau com-
prises the capital city of Chisinau and 18 territorial local government 
units with each having independent legislative and administrative 
organs. The upper-tier municipality has a directly elected Municipal 
Council and General Mayor. The municipality is responsible for 
metro-wide regulation of land and residential property, coordination 
of social and economic development, civil and social protection, 
public order and emergency regime, and response. All other local 
functions are performed by the city and municipalities. These gover-
nance arrangements require separate and substantive needs for inter-
governmental finance including intra-metropolitan equalization.

 VI. Uncoordinated/fragmented single-tier metropolitan governance. 
Several independent local jurisdictions sometimes belonging to dif-
ferent states and provinces deliver services in sub-areas with little 
coordination. Examples include Mexico City, Chennai, Delhi, 
Hyderabad, Jakarta, Kolkata, Mumbai, Poona, Abuja, Cape Town, 
Milan, and Washington DC metropolitan area. Mexico City 
Metropolitan Area comprises the Federal Capital district with 16 
districts (delegaciones), 58 municipalities of the State of Mexico, 
and 1 municipality of the State of Hidalgo. These jurisdictions 
are uncoordinated, although a plethora of coordinating agencies/ 
commissions and planning bodies exist. Chennai Metropolitan 
Area, India, comprises 1 municipal corporation (Chennai), 8 munic-
ipalities, 26 town panchayats, and 1 Cantonment Board. These 36 
governments are uncoordinated. Similarly, Delhi, India, has three 
uncoordinated local governments—Municipal Corporation of 
Delhi, New Delhi Municipal Corporation, and Delhi Cantonment 
Board (Bandyopadhyay and Rao 2009, Sridhar et al. 2008b). Jakarta 
Metropolitan Area (JMA) comprises the City of Jakarta, three urban 
municipalities, and three rural municipalities (districts) belonging 
to three provinces, Jakarta, Banten, and West Java. Governance 
structure in JMA is a single tier uncoordinated, although an 
inter-governmental cooperation agency, Badan Kerja Sama 
Pembangunan—BKSP—has been established that brings together 
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all heads of provincial and local governments to promote task coor-
dination. Washington, DC Metropolitan Area includes Washington, 
DC, municipalities in Northern part of the State of Virginia, and 
parts of the State of Maryland. Milan represents a special case as 
according to the 1990 law it is supposed to have a two-tier struc-
ture with the higher tier—metropolitan city—having a provincial 
status performing regional functions and lower-tier municipalities 
within the metro region performing municipal functions. However, 
it still operates as a single-tier uncoordinated metropolitan area with 
multiple jurisdictions. There is little coordination among multiple 
local jurisdictions in the metro area. Such fragmented governance 
maximizes the need for higher-level financing.

Table 14.1 provides a stylized view of grant financing, taking into 
account the governance and finance model adopted for the metropolitan 
area. If the “finance follows functions” principle is adopted, then metro-
politan areas should have significant taxing powers such that their revenue 
means would be largely consistent with their expenditure needs so that the 
needs for higher-level transfers to metropolitan areas will be minimized. 
They would still need transfers or other compensatory arrangements to 
compensate them for spillover of benefits to nonresidents for use of metro 
services. It would also be desirable to provide them with assistance in 
financing redistributive services as local financing of such services would 
lead to an erosion of their tax bases. For horizontally coordinated or frag-
mented metro governance, in addition, some grant mechanisms for intra- 
metropolitan equalization would also have to be examined.

In the event, taxing powers are not commensurate with metropolitan 
responsibilities and a large vertical gap persists, a menu of tax decentraliza-
tion and grant financing options would have to be explored regardless of 
the governance structure. In addition, for horizontally coordinated or 
fragmented governance models, intra-metropolitan equalization alterna-
tives would have to be examined. Competitive grants also are important 
for improving metro-wide performance through incentives for perfor-
mance excellence (see Table 14.1).

So far, we have highlighted the implications of the metropolitan gover-
nance and finance models for grant design. These are critical elements for 
developing a grant strategy for metropolitan areas. Several additional 
issues in developing such a strategy also require discussion.
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Table 14.1 Models of metropolitan governance and finance and implications for 
grant design

Governance model Revenue means match 
responsibilities or finance follows 
functions

In the presence of large 
vertical fiscal gap

I.    Fully integrated 
metropolitan governance

   Examples: uni-city model 
as in Toronto and most 
developing countries

Grants or partnership agreements 
for spillovers to nonmetro 
jurisdictions
Grants for redistributive services, 
e.g., education, health, and social 
welfare

Tax-base sharing
Grants for 
interjurisdictional 
spillovers
Grants for 
redistributive services
Equalization grants
Capital grant

II.   Provincial-city model 
with multiple tiers as in 
Beijing, Seoul, Tokyo, 
Bangkok

Grants or partnership agreements 
for spillovers to nonmetro 
jurisdictions
Grants for redistributive services, 
e.g., education, health, and social 
welfare

Tax-base sharing
Grants for 
interjurisdictional 
spillovers
Grants for 
redistributive services
Equalization grants
Capital grant

III.  Horizontally coordinated
Mandatory two-tier 
metro governance with 
multiple jurisdictions as 
in Copenhagen

Grants or partnership agreements 
for spillovers to metro and 
nonmetro jurisdictions
Grants for redistributive services, 
e.g., education, health, and social 
welfare Equalization grants (inter 
and intra)
Capital grants
Competitive grants

Tax-base sharing
Grants for 
interjurisdictional 
spillovers
Grants for 
redistributive services
Equalization grants 
(inter and intra)
Capital grants
Competitive grants

IV.  Horizontally coordinated 
voluntary two-tier metro 
governance with multiple 
jurisdictions as Vancouver 
and Helsinki

Grants or partnership agreements 
for spillovers to metro and 
nonmetro jurisdictions
Grants for redistributive services, 
e.g., education, health, and social 
welfare Equalization grants (inter 
and intra)
Capital grants
Competitive grants

Tax-base sharing
Grants for 
interjurisdictional 
spillovers
Grants for 
redistributive services
Equalization grants 
(inter and intra)
Capital grants
Competitive grants

(continued)
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Additional Considerations in Developing 
a Grant Strategy for Metro Areas

Autonomous public agencies for service delivery. Some metro-wide services 
are delivered by autonomous public agencies run on commercial princi-
ples rather than by general government. Such practice is quite widespread 
for water, sanitation, gas, electricity, and toll roads. These arrangements 
should have no bearing on grant design as the case for grant finance should 
be based on the objectives and results sought and should not be linked to 
the management paradigm for such services.

Functional, overlapping, and competing jurisdictions. Under such 
arrangements jurisdictions are organized along functional lines but over-
lap geographically within the metropolitan areas. Individuals and commu-
nities express their preferences directly through initiatives and referenda 

Table 14.1 (continued)

Governance model Revenue means match 
responsibilities or finance follows 
functions

In the presence of large 
vertical fiscal gap

V.     Two-tier uncoordinated as 
in Bucharest and Chisinau

Grants or partnership agreements 
for spill outs to metro and 
nonmetro jurisdictions
Grants for redistributive services, 
e.g., education, health, and 
welfare Equalization grants (inter 
and intra)
Capital grants
Competitive grants

Tax-base sharing
Grants for 
interjurisdictional 
spillovers
Grants for 
redistributive services
Equalization grants 
(inter and intra)
Capital grants
Competitive grants

VI.  Uncoordinated/
fragmented single-tier 
metropolitan governance 
as in Washington Metro 
Area or Mexico City

Grants or partnership agreements 
for spill outs to metro and 
nonmetro jurisdictions
Grants for redistributive services, 
e.g., education, health, and 
welfare Equalization grants (inter 
and intra)
Capital grants
Competitive grants

Tax-base sharing
Grants for 
interjurisdictional 
spillovers
Grants for 
redistributive services
Equalization grants 
(inter and intra)
Capital grants
Competitive grants

Source: Authors’ illustration
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(see Frey and Eichenberger 1995). The jurisdictions could have authority 
over their members and the power to raises taxes and fees to fulfill their 
tasks. The school communities of Zurich metropolitan areas and special 
districts and boards in North America follow this concept in practice. 
Output-based grants are a suitable tool to finance such jurisdictions.

Fragmentation of metropolitan governance through proliferation of 
single- purpose jurisdictions. Special-purpose jurisdictions with access to tax 
finance are quite common in metropolitan areas in industrial countries. 
Most common example of such jurisdictions is school boards with access 
to supplementary rates on residential property tax base. Proliferation of 
these agencies leaves municipal services with inadequate finance as existing 
tax bases especially property taxes are overtaxed with little or no room to 
grow. These problems are sometimes further compounded by limits on 
raising local revenues and unfunded higher-level mandates in environmen-
tal and social spending as has been the case for metropolitan areas of San 
Francisco and Los Angeles in the United States. Decline in general- 
purpose or equalization transfers exacerbate this problem. Matching con-
ditions for specific-purpose transfers do not help either. In designing a 
metropolitan grant strategy, these considerations have to be kept in mind 
so as to ensure that metropolitan governments have adequate resources to 
deliver municipal services.

Contracting out metropolitan services. Metropolitan governments may 
choose to deliver some services through contractual arrangements or 
through concessions or franchises. For some services, they could use mul-
tiple providers to achieve more efficient provision outcomes. In such 
 circumstances grant design must ensure that service quality and access to 
the poor are not compromised. Output-based grants are an ideal tool to 
have this assurance.

Grant fInancInG of metropolItan areas: 
tHe practIce

A review of international practices on grant financing of metropolitan 
areas is constrained by the scant details available even for metro areas in 
industrial countries. The data limitations restricted our sample to 41 
metropolitan areas worldwide. To capture the diversity of experiences, 
the sample was organized using two alternative classifications—(b) by 
type of metropolitan governance and (b) by the use of four-tier typology 
of countries.
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The Practice by Type of Metropolitan Governance

I. Unitary governance (unified or uni-city metro or unified single-tier multi- 
jurisdiction governance). Ten sample areas fall in this category. Contrary to 
expectations, grant financing is an important source of finance for most 
metro areas with the notable exception of Addis Ababa, Pretoria, and 
Melbourne, which are largely self-financed. Close behind these leaders are 
Toronto (Kitchen 2010) and Bern. London is an outlier receiving more 
than 80 percent of funds from central grant finance. Tax sharing is domi-
nant for Prague only in this sample. Overall for the sample as a whole 9.4 
percent of financing comes from tax sharing, 16.4 percent from general- 
purpose or equalization transfers, 13.7 percent from specific-purpose trans-
fers, and the remaining 60.9 percent is self-financed (see Table 14.2). In 
this cluster, Prague relies significantly on revenue sharing from personal 
income and value-added taxes. Revenue sharing is by the number of inhab-
itants multiplied by the coefficient of the size category of municipality. 
Prague has a coefficient of 2.7611 (Kubatova and Pavel 2009). In this 
sample Prague is the only metropolitan area receiving special treatment due 
to its size class. All other metro areas are treated in similar manner to other 
municipalities. Metropolitan London is an outlier in view of its predomi-
nant reliance on central transfers and having the most constrained access to 
own finances. It receives 25.6 percent from revenue-sharing transfers (the 
so-called Revenue Support plus redistributed non-domestic rate grant) and 
55 percent as specific-purpose transfers, of which the police grant amounts 
to 5.3 percent and the area-based grant contributes 2.4 percent to total 
amount of specific-purpose transfers (UK Government 2010).

II. Unified two-tier governance—city-state metro areas. Fourteen sample 
areas have this type of governance. However, there is a great diversity in 
central financing of these areas.

Metro Istanbul is treated just like another local government with reve-
nue sharing based upon population and 5 percent of centrally collected 
revenues returned by origin (OECD 2008).

Tirana receives central general-purpose transfers based upon popula-
tion (70 percent), area (15 percent), and urban services (15 percent for 
other local governments, 0 percent weight for Tirana). Corporate Income 
Tax Sharing is mandated by law but not implemented as 80 percent of 
national revenues are collected in Tirana. Thus, in general the general- 
purpose transfers discriminate against Tirana. It should be noted that 
Albania is among the handful of countries (Russia being another) that 
operates a competitive grant program. The program was initiated in 2006 
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Table 14.2 Grant financing of uni-city and city-state metro areas (percent of 
total revenues)

Metro Area Population 
(Million)

Tax 
Sharing

General 
Purpose 

Transfers 
(GPT)

Specific 
Purpose 

Transfers 
(SPT)

Total 
grants 
(TG)

Total 
Transfers 

(TT)

Own 
source 

revenues 
(OSR)

I. Uni-city metro areas (n = 9)
  Addis Ababa 3.1 3.1 3.1 96.9
  Pretoria 2.0 9.9 9.9 90.1
  Melbourne 3.5 14.2 14.2 85.8
  Toronto 5.1 24.0 24.0 24.0 76.0
  Bern 0.3 24.4 24.4 75.6
  Canberra 0.3 27.8 14.6 42.4 42.4 57.6
  Prague 2.3 40.4 na na 19.3 59.7 40.3
  Yogyakarta 2.0 66.5 7.2 73.7 73.7 26.2
  London 7.2 25.6 53.0 80.6 80.6 19.4
  Average (I) 2.9 4.5 16.4 13.7 32.4 36.9 63.1

II. Unified two-tier governance—city-state metro areas (n = 14)
  Tokyo 13.0 5.7 5.7 94.3
  Seoul 10.4 0.8 8.3 9.1 90.9
  Busan 3.7 3.0 2.0 13.0 15.0 18.0 82.0
  Montreal 3.4 24.0 24.0 76.0
  Tirana 0.6 8.5 17.9 26.4 26.4 73.6
  Brussels 1.0 36.0 3.0 3.0 39.0 61.0
  Bangkok 2.5 24.0 7.0 20.0 27.0 51.0 49.0
  Beijing 15.0 29.2 16.6 5.2 21.8 51.0 49.0
  Warsaw 1.7 40.0 Na na 14.0 54.0 46.0
  Shanghai 17.4 32.9 24.7 1.5 26.2 59.1 40.9
  Zagreb 0.8 67.7 0 0.1 0.1 67.8 32.2
  Madrid 

community 
(city)

6.0  
(3.1)

64.0 5.0 5.0 
(39.0)

69.0 
(39.0)

31.0 
(71.0)

  Istanbul 13.4 65.0 10.0 0.0 10.0 75.0 25.0
  Berlin 3.4 39.1 18.3 21.9 40.2 79.3 20.7
  Average (II) 5.4 28.7 6.4 12.2 18.6 47.3 53.7

POP: Population in millions (most recent year); TS: tax sharing (may include tax-base sharing); GPT: 
general-purpose transfers; SPT: specific-purpose transfers; TG = total grants (=GPT + SPT); TT: total 
transfers (=TS + TG); OSR: own-source revenues

Source: Shah (2013, p. 226) For details on individual metro areas see OECD (2001, 2003a,b, 2004a,b,c, 
2005a,b, 2006a,b, 2007, 2008a,b, 2009, 2010)
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with a pool as large as the general-purpose transfers and finances local 
capacity investment in education, health, water supply, and general munic-
ipal infrastructure. The criteria for allocation includes expected impact on 
economic and social development and compliance with local/regional 
development priorities; impact on poverty reduction and improved access 
to basic services; projects promoting cooperation among local govern-
ments; projects with community participation and funding; funding for 
the local counterpart of foreign funding; and ongoing projects that have 
contractual obligations (Dhimitri et al. 2009).

In Warsaw, the most prominent central transfer is for financing the 
metro subway system (Jefremienko and Wolksa 2007).

Zagreb receives financing from a share of taxes on income (personal 
and corporate) and real estate transfers and specific-purpose grants. 
Income tax proceeds are allocated to local government using the follow-
ing criteria: by origin municipality or town share: 52 percent; county 
share: 15 percent; share of decentralized functions: 12 percent share of 
decentralized function realignment. In addition, local government receives 
a supplementary allocation for decentralized functions: primary educa-
tion: 3.1 percent; secondary education: 2.2 percent; social welfare centers 
0.5 percent; nursing homes 1.7 percent; health care 3.2 percent; and fire 
protection: 1.3 percent. The metro region also receives 60 percent of the 
proceeds of the real estate transfer tax derived from the region. General- 
purpose transfers are available to local governments with below average 
fiscal capacity based on PIT. Zagreb is not eligible for these transfers. The 
decentralized functions are financed through specific grants based upon 
standard costs (Kopric et al. 2007).

In Bangkok Metropolitan Area (BMA) tax sharing, 5 percent of value- 
added tax and 40 percent of revenues from natural resources and fisheries 
and teak wood are shared with provinces. Hundred percent of BMA sur-
charges on central taxes such as VAT, specific business tax, liquor tax, 
excise tax, liquor and gambling licenses, and gambling tax on horse races 
are returned by origin. General-purpose transfers have two components: 
(a) VAT transfer according to the Decentralization Act, 1999. 18.5 per-
cent of VAT revenues are allocated to local governments based upon a 
formula that includes population, area, revenue, and budget needs. BMA 
received 5.8 percent of total pool in 2008. (b) The General Duty Transfer: 
5 percent of total pool is set aside as deficit/expenditure need grants. Of 
the remaining 95 percent, 10 percent is allocated to the provinces with 65 
percent allocated on a per capita basis and the remaining 35 percent equal 
per jurisdiction basis. Specific-purpose transfers mostly fulfill central man-
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dates for health, education, public transit, school lunch, support for elderly 
care, AIDS patients, and disabled persons, social services, and water and 
environmental services (Boothe et al. 2011).

The Brussels Metropolitan Region receives tax shares proportional to 
the yield of income taxes in the region. The region also receives equaliza-
tion payments—under the National Solidarity Intervention (INS) pro-
gram, when income tax receipts per capita are below national average 
(Van Wynsberghe 2009).

In Madrid Metro Region, two regimes exist for central transfers for 
small versus large municipalities. For large municipalities with population 
in excess of 75,000 the general grant consists of two parts: a tax share of 
central government taxes and a grant from the Complimentary Fund. Tax 
shares are 1.7 percent of PIT, 1.8 percent of VAT, and 2 percent of excise 
revenues. PIT is allocated among municipalities based upon taxes col-
lected locally and VAT and excise shares are distributed by consumption 
and population shares (OECD 2007, p. 208).

Washington, DC, receives federal grant funds for Medicaid, commu-
nity development, education, public welfare, and public safety (Gandhi 
et al. 2009).

For this sample, tax sharing is the most significant if not the predomi-
nant source of revenues for metros in European and East Asian countries. 
For the sample as a whole, tax sharing contributes 28.7 percent, general- 
purpose transfers 6.4 percent, specific-purpose transfers 12.2 percent to 
metro revenues, and 53.7 percent of financing is raised from own sources 
(see Table 14.2). Being provincial cities, most of the metros in this group 
benefit from greater access to self-finance, but given their greater respon-
sibilities, only about half of their expenditures are self-financed. It is inter-
esting that in the sample countries there is no special recognition of their 
metropolitan character. Only Spain accords limited recognition to this 
nature by grouping large urban municipalities together for grant financ-
ing. Competitive grant finance is practiced only in Tirana.

III. Horizontally coordinated with mandatory two-tier governance. 
Three sample jurisdictions fall into this category and they vary significantly 
in their dependence on grant finance.

For Belgrade, Serbia, tax sharing from personal income taxes by origin 
is the dominant source of revenue. In addition, it receives financing from 
formula-based general-purpose transfers. Equalization transfers are dis-
tributed to local governments with shared revenues per capita below the 
national average and of course Belgrade does not qualify (Gilorijevic 
et al. 2009).
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Tax sharing from PIT and VAT is the dominant source of revenues for 
Skopje, Macedonia. Three percent of the revenues from PIT and VAT are 
transferred to municipalities. Of the PIT pool, the city and its municipali-
ties get a share of 10 percent. Of the VAT pool for municipalities, 12 
percent of revenues go to City of Skopje (40 percent share) and its ten 
municipalities (60 percent share) (Veljanovski 2009).

Copenhagen, Denmark, is primarily self-financed. Denmark has a sepa-
rate horizontal equalization program for metropolitan areas requiring 
richer jurisdictions to contribute to the pool and poorer jurisdictions 
receive assistance from this pool.

For this sub-group, tax sharing is the predominant source of central 
transfers financing 30.5 percent of metro expenditures, general-purpose 
transfers finance 7.2 percent, specific-purpose transfers 4.6 percent, and 
57.7 percent of financing is raised from local taxes and charges (see 
Table 14.3). Copenhagen is unique in this sub-group for its participation 
in horizontal equalization among metro areas.

IV. Horizontally coordinated voluntary two-tier metro governance. Of 
the sample metro areas, only Helsinki, Finland, falls into this category. 
Helsinki is primarily self-financed and just like Copenhagen, it contributes 
to a horizontal equalization program.

V. Uncoordinated two-tier metro governance. Of the sample jurisdic-
tions, Bucharest, Romania, and Chisinau, Moldova, have uncoordinated 
two-tier governance structure. Of these Bucharest is primarily transfer 
financed whereas in Chisinau, own source of finance dominates.

In Bucharest, Romania, PIT and VAT are shared taxes. Metro districts 
receive 23.5 percent of PIT and General Council receives 47.5 percent 
and an additional 11 percent for district equalization. VAT sharing is dis-
cretionary (past allocation indexed by inflation) and given as lumpsum 
grants earmarked for salaries and social benefits. Specific-purpose grants 
are mostly capital grants for streets, rural infrastructure, and school reha-
bilitation (Ionita 2009).

Chisinau, Moldova, receives financing from personal income tax sharing 
and formula-based general-purpose transfers (Roscovan and Melnic 2009).

For the sub-group, two-thirds of financing are received from transfers 
mostly in the form of proceeds from shared taxes and one-third from own 
sources. There is no special treatment of metro areas in this group.

VI. Uncoordinated or fragmented single-tier metro governance. Twelve 
sample jurisdictions have fragmented single-tier metro jurisdiction, that 
is, several local governments operate in a metro area without any for-
mal coordination arrangements. There is a wide variation in the role of 
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 central/state transfers in financing metro expenditures with Mexico City 
Metropolitan Region having the highest dependency on these transfers 
and Pune, India, the least. It should be noted, however, that Mexico deliv-
ers a wider range of local services than Pune. Jakarta is noteworthy as it 
receives only financing from shared taxes.

In the Mexico City Metropolitan Region, there are wide variations in the 
sources of finance of various jurisdictions. Mexico Federal District finances 
37 percent of expenditures from general-purpose transfers and an additional 
19 percent from specific-purpose transfers and 45 percent of expenditures 

Table 14.3 Grant financing under horizontally coordinated or fragmented 
metro governance (% of total revenues)

Metro Area Population 
(Million)

Tax 
Sharing 

(TS)

General 
Purpose 

Transfers 
(GPT)

Specific 
purpose 

transfers 
(SPT)

Total 
grants 
(TG)

Total 
transfers 

(TT)

Own 
source 

revenues 
(OSR)

III. Horizontally coordinated with mandatory two-tier governance (n = 3)
         Copenhagen 2.4 7.0 10.0 17.0 17.0 83.0
      Belgrade 1.7 41.5 9.0 0.1 9.1 50.6 49.4
     Skopje 0.5 50.0 5.5 3.7 9.2 59.2 40.8
     Average III 1.5 30.5 7.2 4.6 11.8 42.3 57.7

IV.  Horizontally coordinated with voluntary two-tier governance (n = 1)
     Helsinki 1.2 10.3 10.3 89.7

V.   Uncoordinated two-tier governance (n = 2)
     Chisinau 0.7 24.0 15.0 5.0 20.0 44.0 56.0
     Bucharest 2.0 60.0 7.6 15.4 23.0 83.0 17.0
      Average (IV) 1.3 42.0 11.3 10.2 21.5 63.5 36.5

VI.  Fragmented single-tier metro governance (n = 12)
     Pune 3.8 9.0 9.0 91.0
     Cape Town 3.0 20.0 20.0 20.0 80.0
     Mumbai 21.0 20.0 20.0 80.0
     Washington 5.0 12.0 14.0 26.0 26.0 74.0
     Delhi 13.9 17.9 9.0 26.9 73.1
     Milan 7.4 33.0 33.0 67.0
     Mexico 18.4 38.0 32.0 70.0 70.0 30.0
     Chennai 6.3 24.0 10.0 34.0 66.0
     Hyderabad 4.1 25.0 15.0 40.0 60.0
     Jakarta 18.9 46.3 0.0 46.3 53.7
     Kolkata 15.0 58.4 58.4 41.6
     Abuja 1.4 60.0 60.0 60.0 40.0
     Average (VI) 9.8 9.4 23.1 32.5 67.5

Source: Shah (2013, p. 230)
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are self-financed. The municipality from the State of Hidalgo receives 27 
percent of financing from general-purpose transfers, and 66.8 percent from 
specific-purpose and other transfers and financing 6.8 percent from own 
sources. The Mexico State municipality receives 39 percent of financing as 
general-purpose transfers and 35 percent as specific- purpose or other trans-
fers and the remaining 26 percent raised from own sources (OECD 2004a).

Chennai, India, has access to state tax sharing from entertainment tax, 
motor vehicles tax, and stamp duty surcharge. In addition, it receives 
general- purpose transfers based upon formula allocation using population 
and deprivation index. It also receives specific-purpose transfers for educa-
tion and road maintenance (Sridhar et al. 2008a).

Hyderabad, India, receives a state per capita grant that varies from Rs. 4 
(10 cents) in Metropolitan City of Hyderabad to Rs. 202 (US $5) for 
Alwal (Sridhar et al. 2008c).

Jakarta, Indonesia, is a provincial city. It receives both the provincial and 
city share from central taxes. Provinces receive by origin 8 percent of PIT 
and 16 percent of property taxes, property transfer taxes, mining land rent, 
mining royalty, forestry license, and forestry royalty. Local governments 
receive by origin 12 percent of PIT, 64 percent of other taxes, and 32 per-
cent of forestry royalty. Provinces receive by origin 3 percent of oil and 6 
percent of natural gas revenues. Local governments receive by origin 6 per-
cent of oil and 12 percent of natural gas revenues. It also receives compensa-
tion for public sector wages. Just like any other small or large local 
government, it is also eligible to receive financing of its fiscal gap based upon 
the difference in its revenues and fiscal needs using population, per capita 
GDP, Human Development index, and construction price index as need 
factors. However, Jakarta is considered to have a fiscal surplus and therefore 
receives no funds from the general-purpose gap-filling transfer. Local gov-
ernments with below average fiscal capacity are also eligible to receive spe-
cific-purpose transfers to meet education, health, infrastructure, and 
agriculture development needs. Again, Jakarta does not qualify (Shah 2012c).

Abuja, Nigeria, receives revenues from formula-based revenue-sharing 
transfers from Federal Excess Crude Oil Account, value-added tax, and 
sale of government properties (Elaigwu 2009).

Cape Town, South Africa, receives general-purpose formula-based 
transfers that incorporate factors such as relatively poor households, 
 infrastructure deficiencies, and needs for a limited range of services 
(OECD 2008b, p. 279).
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Washington, DC, receives federal grant funds for Medicaid, commu-
nity development, education, public welfare, and public safety (Gandhi 
et al. 2009).

There is no sample area receiving a special treatment for being a metro-
politan area in this sub-group. For the sub-group as a whole, tax sharing 
finances about 10 percent of expenditures, grants 23 percent, and financ-
ing from remaining 67.5 percent of expenditures come from own sources.

 All Metro Areas
There are significant across-group variations in own-source financing of 
metropolitan expenditures by type of metropolitan governance, with hori-
zontally coordinated two-tier metro areas least dependent on higher-level 
transfers and metro areas with uncoordinated single-tier governance most 
dependent (see Fig. 14.1).

While this review has unearthed isolated examples of better practices in 
grant design (see Table  14.4), an overall conclusion is that almost all 
countries, industrial and developing alike, do not recognize the gover-
nance structure of metropolitan areas, their responsibilities, their unique 
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Fig. 14.1 Own-source financing of metropolitan expenditures by type of metro 
governance. Source: Shah (2013, p. 232)
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Table 14.4 Better practices in grant financing of metropolitan areas

Better practices in grant financing of metropolitan areas are hard to find. A few exceptions 
are noted below

One size does not fit all
One size fits all approaches to grant allocation lead to much complexity in allocation 
criteria and yield inequitable results, for example in Indonesia (Shah 2012a). Most 
countries adopt a one-size-fits-all approach in grant allocation to local governments. 
Prague, Czech Republic, is the only metropolitan area receiving special treatment due to 
its size class in a general-purpose transfer (revenue-sharing) program. The formula used 
for revenue sharing from PIT and VAT in the Czech Republic assigns a differential 
coefficient for redistribution depending upon the size class of the municipality with the 
highest weight assigned to Prague (Kunatova and Pavel 2007). Denmark, Sweden, and 
Finland represent even better examples as they adopt “one size does not fit all” principle 
in their central transfers to local governments and group local governments by size class 
and type of municipality in grant determination (Shah 2012b). Under such an allocation 
system, metropolitan areas receive more equitable access to central finances.

Grants to promote competition among local jurisdictions
These grants create incentives for greater cost efficiency and access in public service 
provision through interjurisdictional competition. Only in two countries, Albania and 
Russia, do grant programs have incentive provisions for greater interjurisdictional 
competition. Albania provides capital grant for social and physical infrastructure to 
municipalities that can demonstrate that their proposed projects would have greater 
potential impact on economic and social development and poverty reduction with 
improved access to basic services. Projects with higher level of own or external financing 
and intermunicipal cooperation are given priority in grant allocation (Dhimitri et al. 
2009). Russia through its Regional Fiscal Reform Fund established in 2007 provides 
competitive grants to local governments for achieving pre-specified reform objectives 
(see Zinnes 2009).

Output-based grant for school finance
Output-based grants provide incentives for results-based accountability while preserving 
local autonomy. Output-based grants are not practiced anywhere but grant design in a 
few countries does create incentives for competitive service provision by public and 
private providers and albeit indirectly for better performance. Bangkok Metropolitan Area 
public and private schools receive central grant financing based upon school enrollments. 
Somewhat similar practices prevail in Brazil (also for health finance), Canada (also for 
health finance), Chile (through a voucher program), and Australia (Shah 2010a, b). In 
none of these countries are grant allocation directly linked to service delivery 
performance, yet parental choice on school enrollment reward better performing schools 
in all these countries thereby introducing competition and bottom-up accountability for 
results as schools experiencing higher enrollments receive higher grant financing

(continued)

 H. KITCHEN ET AL.



493

roles in national and global connectivity in designing transfers to finance 
metropolitan expenditures. The only exceptions are Denmark and Finland 
and the Czech Republic. While there are significant differences in the 
composition of metropolitan finance across different models of metropoli-
tan governance, these differences could not be explained by the nature of 
the underlying governance structure.

The Practice by Typology of Countries

The sample of 42 metro areas was divided into four country groupings as 
discussed below and the results are reported in Table 14.5.

 Metro Areas in Type I Countries
These are highly urbanized middle-income countries with low to medium 
rates of expansion of metropolitan areas in a context of slow to medium 
economic growth performance (mostly Latin America, Europe and 
Central Asia, and Middle East, and North Africa). A review of ten metro 
areas was conducted. These include Belgrade, Bucharest, Chisinau, 
Istanbul, Mexico City, Prague, Skopje, Tirana, Warsaw, and Zagreb. 
Population range for this sample is from 600,000 in Tirana to 18.4 million 
in Mexico City. Metro areas in this sample with the exception of Mexico 
City have extensive local and metropolitan service responsibilities. Tax by 
tax sharing especially for income and value-added taxes with pre-specified 
central-local shares dominates central-local transfers. General-purpose 
central transfers are formula based, transparent, and predictable. Typically, 

Intermetropolitan and intra-metropolitan equalization
Interjurisdictional equalization serves to equalize per capita fiscal capacity and compensate 
for differential fiscal needs arising from inherent disabilities so that there is reasonably 
comparable access to public services at reasonably comparable tax burdens across local 
jurisdictions. For an equalization program based upon the solidarity principle, rich 
jurisdictions contribute to the pool and poorer jurisdictions receive financing from the 
pool. Only Denmark and Finland have such programs for metropolitan areas as a class 
(Shah 2010a, b).

Tax rebates by origin of collection
Tax rebates by origin provide incentives for local economic development. China returns 
25 percent of VAT by origin to its local governments including Shanghai and Beijing 
(Shah and Shen 2007).

Source: Shah (2013, p. 233)

Table 14.4 (continued)
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these embody one size fits all formulae that do not recognize special needs 
of metropolitan areas. Metro areas are at a disadvantage for general- 
purpose transfers but are assured reasonable financing due to return of 
fixed proportion of tax yield from major taxes by origin. Overall central 
transfers inclusive of tax sharing finance 59 percent of metro expenditures 
(see Table 14.5).

 Metro Areas in Type II Countries
These are low to medium urbanized middle-income countries with rapidly 
growing metropolises in the context of high economic growth (mostly 
Asia). A review of 12 sample metro areas was conducted. These include 
Bangkok, Beijing, Brazil metro areas as a group, Chennai, Delhi, 
Hyderabad, Jakarta, Kolkata, Mumbai, Pune, Shanghai, and Yogyakarta. 
This represents a diverse sample with Yogyakarta with 2 million people as 
the smallest metro area and Mumbai with a population of 21 million as the 
largest metro area. There is also a great diversity in the metropolitan ser-
vice responsibilities with Beijing and Shanghai having the status of 
 provincial governments and having responsibilities for a wide range of 
metropolitan services with Chennai, Delhi, Hyderabad, Kolkata, Mumbai, 
and Pune being responsible primarily for municipal services only with 
Bangkok (provincial status), Brazil metro areas, Jakarta, and Yogyakarta 
having intermediate range of metropolitan responsibilities. Tax sharing 
and tax-base sharing dominate for metro areas with wider powers such 
Shanghai and Beijing and also for intermediate range of powers such as 
Bangkok, Jakarta, and Yogyakarta. Specific-purpose transfers have greater 
prominence in financing Brazil metro areas that have intermediate range 
of local service responsibilities. Formula-based, one size fits all, general- 
purpose transfers dominate for metro areas with constrained powers such 
as Indian metro areas. On average transfers finance 43.2 percent of expen-
ditures in sample metro areas.

 Metro Areas in Type III Countries
This grouping of countries includes low to medium urbanized low-
income countries with high rates of metropolitan growth but low to 
medium rates of economic growth (mostly Africa). Four metro areas of 
Abuja, Addis Ababa, Cape Town, and Pretoria/Tshwane are reviewed. 
Population range for sample areas is 1.4 million in Abuja to 3.1 million 
in Addis Ababa. These metro areas have a narrow range of metropolitan 
responsibilities. Formula based, with a uniform formula for all local 
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 governments, revenue-sharing general-purpose transfers dominate. 
These formulae work to the disadvantage of metro areas. Grants on aver-
age finance 23.2 percent of metro expenditures. While local taxes finance 
most of the expenditures, taxing powers of local governments are highly 
constrained.

 Metro Areas in Type IV Countries
This grouping includes industrial countries. The sample includes 16 metro 
areas that include: Berlin, Bern, Brussels, Busan, Canberra, Copenhagen, 
Helsinki, London, Madrid, Melbourne, Milan, Montreal, Seoul, Toronto, 
Tokyo, and Washington. Population range for this sample is from a low of 
340,000 in Canberra to 13 million in Tokyo. There is also wide diversity 
in the range of metropolitan responsibilities with Tokyo, Seoul, Busan, 
and Helsinki (all with provincial status) at the high end of the spectrum 
and Melbourne and London at the lower end and the rest of the sample in 
between these ranges. Metro areas at the upper end of the spectrum are 
largely self-financing and at the lower end primarily grant financed. An 
extreme example is London which had central transfers finance of 81 per-
cent of its expenditures in 2008–2009. For the sample as a whole, specific- 
purpose transfers with input conditionality dominate higher-level 
financing. On average central and state transfers finance 34.3 percent of 
metro expenditures.

 All Countries
For the sample as a whole there is a great diversity in the range of metro-
politan responsibilities shared by the metro areas with Tokyo, Copenhagen, 
Helsinki, Seoul, Busan, Shanghai, and Beijing at the top of the totem pole 
and Melbourne and Indian metro areas such as Mumbai at the bottom 
end. For the sample average, tax sharing has a slight edge over general and 
specific-purpose transfers. Nearly 40 percent of metro finances are from 
central transfers. Eight well-known metropolitan areas in our sample 
finance two-thirds of their expenditures from higher-level transfers, with 
Berlin, Bucharest, and London receiving about 80 percent of financing 
from such transfers (see Fig. 14.2).
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conceptual GuIdance versus practIce: 
notable poInts of departure

Earlier sections highlighted conceptual considerations in the use of grant 
instruments. This was followed by a review of worldwide practices in grant 
financing of metropolitan areas. This section distills main points of depar-
ture of practice from the conceptual guidance.

One size does not fit all. The practice contradicts this, and most countries 
treat metro governments in generic formula used for grant allocation to all 
local governments. But this introduces inequities and inefficiencies, as 
metro government fiscal needs are measured on a yardstick that includes 
small towns with widely divergent fiscal capacities and needs. This intro-
duces injustice for metro areas as they have above average fiscal capacities 
as well as needs, but they are treated as if they have above average fiscal 
capacity and average need. Fair treatment of metro areas requires a metro 
grant strategy that considers governance, finance, and special needs of 
metro areas.

Nature of metropolitan services must be taken into consideration the 
design of grants and other instruments of finance. The practice provides no 
evidence of this. In fact, the practice even in industrial countries often 
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Fig. 14.2 Metro areas with greater than 66 percent grant financing. Source: 
Shah (2013, p. 237)

14 HIGHER-ORDER GOVERNMENT FINANCING OF METROPOLITAN AREAS 



498

contradicts this. For example, metropolitan areas in Canada, the United 
States, the United Kingdom, and a number of developing countries 
including India use property taxes and input-based conditional grants for 
school finance, whereas as noted earlier surcharges on personal income 
taxes and output-based grants are more suitable for school finance. The 
United Kingdom and United States also use specific-purpose grants for 
financing police protection in metro areas where general revenues are 
more suitable instruments of police finance. Grant financing is relevant for 
financing a fraction of police expenditures that have externality for national 
security. Matching capital grants with matching rates that vary inversely 
with fiscal capacity for financing school, health, and transportation facili-
ties are rarely practiced. Museums, sports and fitness facilities, and concert 
halls are poor candidates for grant finance unless they serve national 
 objectives yet grant financing of such facilities is widely practiced. Benefit 
spillovers compensation is rarely available to metro areas.

Model of metropolitan governance and finance matter for grant finance. 
In an earlier section, we highlighted how the models of metropolitan gov-
ernance and finance matter for type and tools of grant financing. We did 
not discover any evidence that such considerations entered into designing 
grant financing of metro areas in practice. This neglect is unfortunate as a 
holistic view of metropolitan financing and required tools for grant financ-
ing is not possible without explicit consideration of governance and 
finance arrangements. For example, in horizontally coordinated and unco-
ordinated metro governance, there is a need for intra-metro equalization 
and use of competitive grants for enhancing competition—the two tools 
that are rarely practiced. Output-based grants could also be used to facili-
tate functional, overlapping, and competing single-purpose jurisdictions 
giving residents greater voice, choice, and exit options. If metro gover-
nance is fragmented due to monopoly single-purpose jurisdictions with 
preferred access to tax finance, then more funds have to be directed to 
municipal finance through equalization grants. Output-based grants 
would also serve important tools in ensuring equitable access in the event 
services are contracted out.

Keep it simple. This principle is frequently ignored in practice, especially 
in designing revenue sharing and equalization grants. Multiple factors that 
work at cross purposes are introduced leading to a sacrifice in transparency 
and equity and efficiency of allocations.
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Singular focus. Most general-purpose grant programs have multiple 
objectives and as a result unlikely to achieve any of the specified objectives. 
Having each grant instrument focus on a single objective would enhance 
chances of success.

Input- (or process-) based or ad hoc conditional grant programs under-
mine metropolitan autonomy, flexibility, fiscal efficiency, and fiscal equity 
objectives. Specific-purpose transfers available to metro areas are mostly 
input control conditional grants. The only exceptions are school transfers 
available to metro areas in Brazil, Canada, Chile, Colombia, Finland, 
Sweden, Denmark, and Thailand and health transfers in Brazil, Denmark, 
Finland, and Canada.

Introduce results-based finance to incentivize excellence in service delivery 
performance. Output-based transfers are rarely practiced but hold great 
promise for improving metropolitan government performance and 
accountability while preserving local autonomy.

Introduce sunset clause and review provisions. This is not practiced any-
where in grants to metropolitan areas.

lessons from InternatIonal practIces 
and an aGenda for reform

A review of worldwide practices leads to the following stylized view of grant 
financing of metro areas. Metro areas have large economic bases and there-
fore little a priori needs for grant financing, yet they have strong dependence 
on central transfers. This is because of the highly constrained fiscal auton-
omy given to these areas in most countries especially in the developing 
world with the notable exception of metro areas in China. Such a strong 
reliance on transfers undermines local autonomy and local accountability. 
Only Tokyo, Seoul, Busan, Melbourne, Helsinki, Copenhagen, Mumbai, 
Pune, and Cape Town stand out as being largely self-financed metro areas. 
The practice of tax-base sharing is practiced only in a few metro areas such 
as Tokyo, Seoul, and Bangkok. Tax by tax sharing is widely practiced. While 
such a practice is helpful in ensuring transparency and predictability of trans-
fers, it creates disincentives for the central tax administration to make lesser 
effort on taxes it has to share with metro areas. General-purpose transfers 
are formula based, transparent, and predictable, yet they discriminate against 
metropolitan areas as they utilize a one size fits all (common formula) for all 
local governments—large or small. Such formula typically incorporates 
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equal per jurisdiction components that discriminate against large metropoli-
tan areas. Compactness is rarely rewarded and higher needs of metro areas 
for transportation, education, health, culture, and welfare go unrecognized. 
Specific-purpose transfers are typically ad hoc project-based transfers with 
input conditionality. Such transfers typically address higher-level mandates 
with inadequate financing. In general, specific-purpose transfers are intru-
sive, reward grantsmanship, and distort local priorities. Egregious examples 
of specific-purpose capital transfers can be seen in Bangkok where central 
financing for a section of above ground metro was withdrawn leaving poles 
that support no rails and in Jakarta where external financing of metro was 
blocked by the central government after local government had already initi-
ated construction leaving an eyesore in its wake. Only a handful of examples 
of results-based intergovernmental finance and of tournament- based 
approaches to encourage interjurisdictional  competition were discovered in 
grant financing of sample metropolitan areas. Grants to compensate metro 
areas for benefit spillovers are also not practiced. Overall emphasis in grant 
financing of metro areas remains in dealing with vertical fiscal gaps or proj-
ect-based specific-purpose grants.

To assure that metropolitan areas can play their dual roles in improving 
economic and social outcomes for residents, it is important to strengthen 
their fiscal autonomy while at the same time also enhancing their account-
ability to local residents. This would be possible if metro areas have access 
to wide array of productive tax bases including income, sales, and environ-
mental taxes and charges. Given the special needs of metro areas, it would 
be best to have a separate and distinct treatment of these areas in grant 
financing. Results-based grant financing of social and transportation ser-
vices and tournament-based approaches to encourage interjurisdictional 
competition need to be given serious consideration to ensure metropoli-
tan autonomy while strengthening their citizen-based accountability. 
Incidentally, these reforms have less demanding data requirements than 
needed for traditional input-based conditional grants.

Overall, the practice of grant financing of metropolitan areas is at vari-
ance with the conceptual guidance in both industrial and developing 
countries. Such divergences represent important opportunities to reform 
metropolitan finances to enhance quality and access of metro services as 
well as making metro governments more responsive and accountable to 
local residents in both developing and industrial countries.
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