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Abstract
The design of the fiscal system vitally shapes subnational government institutions,
policy choices, and economic performance. In this chapter we focus on the fiscal
interest approach, the idea that the specific arrangements of tax and transfer
systems directly affect the interests and incentives of subnational political officials.
These incentives therefore affect these governments’ policy choices and,
consequently, the performance of their jurisdictions. This chapter reviews several
ideas in the literature that show how precisely this occurs. When the taxation and
transfer system has subnational governments rely on own revenue generation from
broad based taxes, subnational governments tend to be responsive to their
residents’ needs, the overall health of their economies, and more willing to provide
market-enhancing public goods. An excessive reliance on central government
transfers, on the other hand, has a detrimental effect on subnational incentives to
assist the production of wealth. We provide and overview of how the type of tax
that is assigned and the specific formula used to divide central government funds
among subnational governments either rewards or punishes subnational
government efforts at promoting growth and prosperity; and, similarly, whether it
encourages subnational government spending beyond their means or promotes
prudent fiscal management.
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INTRODUCTION
How can subnational governments be motivated to promote the prosperity of
residents in their jurisdictions? According to modern scholarship on fiscal
federalism and decentralization, one way is through the design of the fiscal system.
Recent advances in the field emphasize that the specific arrangement of tax and
transfer systems affects the incentives of subnational political officials. In this
chapter, we focus on the fiscal interest approach. Because systems of taxation
affect the incentives of subnational governments, they affect these governments’
policy choices and, consequently, the performance of their jurisdictions (Faguet
2012, Faguet and Sánchez 2013, Wallis, Sylla and Legler 1997, Weingast 2009).
The design of the fiscal system, in sum, shapes institutions and influences whether
subnational government officials strive to create growth and prosperity or let their
localities stagnate, and whether they rule in the interest of the ruled or not.1
This chapter reviews the literature and discusses how different tax and transfer
systems are expected to affect incentives in decentralized settings. In particular, it
discusses how their design can influence whether subnational political officials
choose policies that foster markets and serve as a helping hand to their population
or instead choose predatory and distortionary policies. It looks first at the different
incentives created through reliance on different sources of revenue, comparing tax
revenues with central government transfers. It then goes on to discuss specific
taxes and different systems of intergovernmental transfers, assessing the effect
these may have in shaping subnational government policymaking.
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The analysis in this paper thus falls into the category of “second generation fiscal federalism,” which analyzes
decisions by subnational government officials based on the incentives they face (Oates 2005, Weingast 2009).
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Incentives of taxes versus transfers as a source of subnational government
revenues
The fiscal federalism literature has long shown that different sources of revenues
affect the incentives of governments differently (Moore 2004, 2007; Prichard 2009).
At the subnational level, too, researchers see an important difference between
governments that depend largely on own revenues, such as taxes and fees, and
those that depend predominantly on central government transfers.
Subnational governments that depend on own revenues have incentives to be
more accountable to citizens, to provide market-enhancing public goods, and to be
less corrupt (Singh and Srinivasan, 2006; Rodden, 2003; Careaga and Weingast,
2003; Ambrosio and Borgignon 2006). While many of the arguments in support of
these claims have been made with a view to the national level, they are applied to
subnational governments as well. Dependence on taxes is said to create several
incentives. First, it is believed to motivate governments to show that they are
accountable and govern in the interest of their residents because they want to
ensure compliance with tax payments. Beblawi and Luciani (1987, 73), for instance,
write that a state that is dependent on taxation “must give credibility to the notion
that it represents the common good”. As Levi (1988) explains, tax payments are
quasi-voluntary and depend on compliance of the taxpayers. And, as Timmons
(2005) illustrates statistically at the local level, voluntary compliance with taxes is
higher when citizens receive public goods and services they value in exchange for
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taxes. Thus, to motivate greater compliance and greater government revenues,
governments that depend on taxes have the incentive to govern in the interest of
their constituents and provide the services they require. Second, if a government is
dependent on citizens and businesses for taxation, it has an incentive to increase
productivity in its territory in order to secure or raise future earnings (Oates 1972,
Olson 2000). This interest in turn provides the government with incentives to collect
information about citizen needs and to respond to them, at least to the productive
needs of those whom it sees as potential producers of taxable wealth. As Adam
Smith (1776 [1904]: V.1.87) explains in Wealth of Nations, countries where “the
revenue of the sovereign arises almost altogether from a land-tax or land-rent,
which rises or falls with the rise or fall of the annual produce of the land […] the
great interest of the sovereign […] is in such countries necessarily and immediately
connected with the cultivation of the land, with the greatness of its produce and
with the value of its produce. But in order to render that produce both as great and
as valuable as possible, it is necessary to procure to it an extensive a market as
possible, and consequently the freest, the easiest and the least expensive
communication between all the different parts of the country; which can be done
only by means of the best roads and the best navigable canals.” Where this is not
the case, “the sovereign does not feel himself so directly called upon to promote
the increase, both in quantity and value, of the produce of the land, or, by
maintaining good roads and canals, to provide the most extensive market for that
produce” (ibid).
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Shleifer and Vishny’s (1998b) study of the differential local government support for
the economy in Poland and Russia draws on this logic. Using survey techniques,
they find that local governments in Poland are far more supportive of business than
in Russia. Shleifer and Vishny attribute this difference to government officials’
incentives. They explain that while local politicians have different electoral
incentives in Russia than in Poland, their fiscal incentives also differ significantly. In
Poland, local governments rely on local taxes and fees (particularly property taxes)
so fostering local economic prosperity yields greater revenue. In Russia, by
contrast, most local revenue comes from higher levels of government. What is
more, the center reduces these transfers when cities increase their revenues.
Studies of other countries reveal similar patterns (e.g., Diaz-Cayeros 2007 on
Mexico; Singh and Srinivasan 2006 on India; and Zhuravskaya 2003). Although the
first design provides incentives to foster local economic development as local
governments are rewarded by this with the rise in revenues generated, the second
has the opposite effect.
Third, governments are likely to be more prudent with their own income and more
wasteful with ‘unearned’ income or “other people’s money”, such as revenue
transfers from the federal government. As Bird (2002) notes, “So long as local
governments are spending what they and their constituents view as ‘other people's
money,’ they are unlikely to be under much local pressure to spend this money
efficiently. Smith (1776 [1904]: V.1.76) deliberates that only when public services
are directly paid for through user taxes, is it possible to avoid wasteful spending: “A
great bridge cannot be thrown over a river at a place where nobody passes, or
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merely to embellish the view from the windows of a neighboring palace: things
which sometimes happen in countries where works of this kind are carried on by
any other revenue than that which they [the users] themselves are capable of
affording” (also cited in Skinner, 1995). Bahl and Linn (1992: 428), in their
authoritative study of local fiscal federalism in developing countries, observe that
“grants can make local governments less accountable for their fiscal decisions
(they may now increase spending without increasing taxes); hence there will be
less incentive to improve the efficiency of local government operations and develop
innovative methods of delivering public services”.
Taxation also creates incentives for the government indirectly by influencing
residents’ behavior. If citizens are made to pay taxes, they are relatively more
inclined to watch over or scrutinize the government’s activities, and to demand
representation in government and influence in policy decisions. As Bird (2010)
posits, “local residents are more likely to hold officials accountable if local public
services are financed to a significant extent from locally imposed taxes and
charges as opposed to central government transfers” (p. 20). By contrast, as
Ambrosio and Bordignon (2008: 316) write, “If everything were financed with
money coming from outside the jurisdiction, citizens living in that jurisdiction would
have very little incentive to check how that money was spent.”
The reasoning behind this argument is the following. First, as Bird (2010) writes,
“People care much more about how their ‘own money’ is spent than they do about
the efficiency with which ‘other people's money’ -- such as transfers -- is used”
(p.20). Thus, if people entrust their local government with their own earnings that
6
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they have worked for, they will be more concerned about how the government
utilizes it and may also demand more transparency and influence over policy
decisions (Ross 2004).
Second, taxation is intrinsically coercive and can be very burdensome on the
taxpayers. This can lead to revolt, bargaining or other forms of collective action by
citizens in attempts to resist it or control it. In this way, taxation provokes citizen
engagement with the state through protest and “provides an opportunity for the
creation of consensual and representative government through ‘revenue
bargaining’ between states and organized citizens” (Bräutigam 2008, p.3). Di John
(2010: 111), for instance, claims that “taxation is the main nexus that binds state
officials with interest groups and citizens. Not only can taxation enhance
government accountability, it also provides a focal point around which interest
groups (such as producers groups, labor unions and consumer groups) can
mobilize to support, resist and even propose tax policies.” Besides provoking
collective action, a dependence of local governments on their citizens for taxes
also gives citizens greater bargaining power to make demands. It may help to shift
the balance of power in favor of residents.
The importance of taxation has also been expressed negatively in the literature on
the “natural resource curse” and foreign aid. It has been frequently argued that
poor governance and impeded development of resource rich states derives from
the fact that large alternative sources of income free politicians from the need to
tax their citizens. Referring to natural resource rents, Samuel Huntington (1991,
65), for instance, posits that because natural resource rents substitute for taxation,
7
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they “reduce the need for the government to solicit the acquiescence of its subjects
to taxation” and hence reduce the incentives and necessity of governments to be
concerned with the interests of citizens. Bräutigam and Knack (2004) consider
foreign aid, another ‘unearned’ external source, to have an analogous effect and
write that it takes away government’s need to tax their own citizens and thereby
takes away from the citizens´ bargaining power vis-a-vís their government in
collective action problems.
Central government transfers have been regarded in the literature as a somewhat
external source of revenue for subnational governments, which eliminates or
reduces their need for taxation, and is also ‘unearned’ or at least ‘less earned’,
much like natural resources and foreign aid at the national level. Gervasoni (2010),
for instance, terms large central government transfers “fiscal federalism rents”.
The connection between the source of subnational government revenue on one
hand and the degree of representative, responsive and corrupt governance has
been analysed statistically. Gadenne (2013) examines public expenditure in
Brazilian municipalities and shows that as the proportion of tax revenue to transfer
revenue rises, governments spend more on public goods and less on private rents.
Similarly, Brollo, Nannicini, Perotti and Tabellini (2011) find that higher grants from
the federal government lead to a rise in the incidence of corruption. In his analysis
of Argentine provinces, Gervasoni (2010, 2011) uses both quantitative and
qualitative evidence to show that central government transfers are negatively
associated with levels of democracy. He argues that such rents allow the provinces
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to forgo taxation, and thus to restrict democratic contestation and weaken checks
and balances.
Tax systems
If local taxes are important, how best should they be collected? Do different types
of taxes and different ways of collecting them affect higher-order goals, such as
economic growth and political inclusion? The literature differentiates how the type
of taxation affects whether government officials choose to foster thriving markets or
manipulate them – the difference between Shleifer and Vishny’s (1998a) “grabbing
hand” and a “helping hand”. We discuss three ideas from the literature.
First, to provide the positive incentives outlined above, taxes require a relatively
broad base of society. When government officials capture revenue based on
broad taxes on economic activity, they have incentives to provide marketenhancing public goods and to create new market opportunities as a means of
increasing the fiscal proceeds generated by markets. In contrast, a narrow tax
base leads political officials to cater to the specific groups or sectors bearing the
tax burden. For instance, when a jurisdiction raises revenue by selling monopoly
rights, then officials will choose to restrict markets generating monopolies; further,
officials have little fiscal incentive to foster competitive markets in other sectors
(Wallis, Sylla and Legler 1997, Weingast, 2009).
Second, taxes need to be visible. If people see more clearly that they are being
taxed by the subnational government, they are more likely to hold the government
accountable for effective use of their tax money (Bird 2010). According to Grabowsi
9
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(2008), when taxes are visible to taxpayers, they will be more likely to resist them,
either directly (through protest or revolt) or indirectly (through evasion). As the
government cannot entirely suppress such resistance through punishment or
violence, it must reciprocate and provide services in return. One of the frequently
cited arguments in favour of replacing indirect taxes such as tariffs with more
visible direct taxes in developing countries -- a widespread policy furthered by the
international financial institutions throughout the 1990’s and beyond -- was that the
direct taxes would enhance the accountability of the government (Mahon 2009).2
Third, taxes should be tied to the growth or prosperity of residents, and subnational
governments need to have the ability to affect that growth and prosperity. Tiebout
(1956), as extended by Oates (1972), shows how the property tax incentivizes
local governments to improve public goods in its jurisdiction. Because the value of
public goods is capitalized into the value of local property, dependence on property
taxation leads city managers to choose public goods that maximize local property
values. Moreover, city managers facing intense inter-jurisdictional competition have
incentives to maximize property values as a means of inducing scarce capital and
labor to locate and remain in their jurisdiction. These specific taxes thus provide
incentives for subnational political officials to design policies that foster markets
and attract capital and labor (Bahl and Linn, 2002; Fischel, 2001; Glaeser 1996).
The theory that different types of taxes or tax systems affect government
accountability, responsiveness and representation differently has also been applied
to explain differences in development trajectories more generally. Grabowski
2

Moore’s (2001) distinction between earned from unearned income is closely related to the idea of visibility
discussed in this paragraph.
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(2008), for instance, argues that different taxes (resulting from different agricultural
models) influenced a divergence in long-run development paths between Latin
America and East Asia. “The way a ruling elite raises revenue influences how state
institutions evolve over time” (2008: 31). In Japan, Taiwan and Korea, the
government relied on a broad based, ‘earned’, direct, and visible land tax that
penetrated the countryside. The government repeatedly subdued resistance to tax
rises by providing services in return for the tax revenue extracted. The government
created, upheld and enforced property rights. It also established a research and
extension system to the agricultural sector, and provided access to more
productive technologies. In Latin America, by contrast, governments have relied
heavily on export taxes. This is a narrow tax that is easy to collect and does not
involve the same effort or outreach to the broad population. These governments
therefore had few fiscal incentives to provide investment, services, and property
rights to the broad population in the Latin American countries examined.
Grabowski further shows how counter examples (Costa Rica and Philippines) in
the respective regions equivalently fit the theory. Sokoloff and Zolt (2007) similarly
argue that differences in inequality across the Americas can be traced back to tax
systems (which in turn developed because of factor endowments and other precolonisation conditions).
Transfer systems
The scholarship generally views own revenues as superior to central government
transfers as a source of revenues for subnational governments in terms of the
incentives they create for growth and development. Yet the specific transfer design
11
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and how intergovernmental transfers relate to taxes is also important (Faguet and
Wietzke 2006, Weingast 2009). Depending on their design, intergovernmental
transfers to subnational governments can mitigate or magnify some of the incentive
problems connected to transfers outlined above. They can encourage or destroy
incentives for promoting growth directly and also indirectly by affecting incentives
for tax collection.
Effect on promoting growth and development
Transfers to subnational governments are typically set by a formula that comprises
a series of weights for different criteria, including economic and demographic
characteristics, such as income and population. However, the attempt to correct
horizontal imbalances by allocating more transfers to poorer regions often means
that these transfer systems exhibit poor responsiveness to localities that foster
local economic growth, and sometimes can even produce completely perverse
incentives.
In Mexico, for instance, transfers have been tied to the poverty levels of
subnational governments in an attempt to compensate poor regions. This has
allegedly created perverse incentive for regional governments to keep poverty
levels high in order to receive greater transfers (Diaz Cayeros 1997).
More generally, transfer formulas that are negatively related or only weakly
positively related to income growth also provide poor incentives for subnational
governments to foster growth and development. For example, in India the Finance
Commission’s transfers of revenue to states reflect a series of weights for different
12
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criteria: around two-thirds is negatively related to a state’s income, so that poorer
states receive greater funds; 10 percent on the basis of population; and the
remainder is somewhat evenly divided among state area, an index of infrastructure,
tax effort, and fiscal discipline.3 This type of intergovernmental transfer system
provides poor fiscal incentives for subnational jurisdictions to foster local economic
growth: most of an increase in local revenue goes to the center (Singh and
Srinivasan 2006).
In some countries, formulas have been fixed with reference to a given year so that
the center allocates revenue using the same proportions each year, with the only
variable across years being the size of the revenue pool to be divided among
subnational governments. If there are n provinces, then the average province
receives 1/n of the total revenue pool, no matter how good or bad its policies.
Careaga and Weingast (2003) called the poor incentives of these transfer systems
“fiscal law of 1/n.” 4 In a country with even a modest number of states, this
proportion is quite small. For instance, at times in Mexico revenue from all the
states was put in a common pool and then divided by a sharing rule, which meant
that for each newly generated peso in taxes, any one of its 33 states would receive
only three centavos in return.

5

In contrast, fiscal systems that allow growing

regions to capture a major portion of new revenue generated by economic growth
provide far stronger incentives for local governments to foster local economic
growth.
3

These figures are for the 11th Finance Commission. See Rao and Singh (2005, ch 9, especially table 9.3) and
Singh and Srinivasan (2006). The Planning Commission also transfers money to states based on different criteria.
4
Following the results of Weingast et al. (1981) “law of 1/n”; see also Inman (1988).
5
The data presented in Shah (1998,136-44) suggest that the figures for Pakistan are less than a third. The data in
Rao and Singh (2005, ch 9) suggest that the figures in India are similar.
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Zhuravskaya (2000) calculated the marginal revenue retention rate at only 10
percent for Russian cities. For every increase in local revenue, the regional
government within which the city is located extracts most of the value of the
increase by lowering transfers. In contrast, provinces in post-reform China were
allowed to retain a high proportion of revenue above a fixed threshold. Jin et al.
(2005) calculate that during the high growth period following the initial reforms
(1981-92), Chinese provinces on average retained a marginal rate of 89 percent of
additional tax revenue generated within the province and that 68 percent of all
provinces faced a marginal retention rate of 100 percent. According to Ahmad,
Rydge, and Stern (2013: 2), this reform, together with a reduction in the taxation of
profits from state-owned enterprises and collectives, “laid the foundations for a
remarkable period of economic transformation and growth” (see also Ahmad, this
volume).
Courchere (1981) and McKinnon (1997) raise a related incentive problem with
transfer schemes that are designed to provide substantial subsidies to the poorest
regions in rich countries. McKinnon, for example, contrasts the huge subsidies by
Canada to the Eastern Maritime Provinces and by Italy to the Mezzogiorno in
Southern Italy with the lack of subsidies by the United States to the American
South. McKinnon suggests that the revenue transfers in Canada and Italy create
dependency and a soft budget constraint. Transfers allow these regions to finance
ailing and inefficient enterprises, seeming to saddle Southern Italy with highly
capitalized, loss-making enterprises. The regional economy is far less likely to
adapt so that it becomes more like the vibrant national economy. In contrast,
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southern states in America faced a hard budget constraint and no national
subsidies. The poorest region in the United States after the Civil War through mid20th century, southern states were able to grow rich by redesigning their
economies with low regulatory burdens relative to the industrialized North and to
take advantage of lower labor costs. This adaptation fostered the booming sun belt
economy of the late twentieth century. McKinnon argues that the economic rise of
the American South is unlikely to have occurred had it been subsidized in the
manner of the Canadian Maritimes and the Italian Mezzogiorno. For this reason,
Courchere argues that these types of regional transfers are self-perpetuating.
Krueger (2006) uses similar logic to explain the difference between the vibrant
economy in Poland just east of the border with Germany and the lackluster
economic performance of the former East Germany just west of the border:
massive transfers from the German government have deterred economic
development.
Transfer

systems

may

exhibit

other

perverse

fiscal

incentives.

The

intergovenmental transfer system may result in soft budget constraints for
subnational governments (Bordignon, 2006; Haggard and Webb, 2004; Wibbels,
2003; Rodden et al., 2001; Dillinger and Webb, 1999; McKinnon, 1997; Sanguinetti,
1994; Kornai, 1986). A soft budget constraint arises when subnational
governments believe they will be able to externalise some of their fiscal burdens,
such as through a bailout by the national government or borrowing. Subnational
governments facing a soft budget constraint have reduced (or no) fiscal incentive
to make prudent financial decisions. Some transfer systems are explicitly “gap15
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filling,” meaning that provinces with larger deficits receive larger transfers. Because
these systems subsidize spending beyond revenue, they provide subnational
governments with incentives to spend imprudently and with discretion.
Transfer systems may also provide poor incentives for subnational governments
when they are not linked to clear responsibilities. Wiesner (2003,23) argues that
decentralization in Latin America often emphasizes subnational government
entitlements to revenue rather than linking them to spending needs or growth:
“These frameworks tend to neglect market-based mechanisms and make the
capture of large unconditional transfers an easy ride for public sector rent-seeking.”
For example, Bolivia, Brazil, and Ecuador considerably increased the transfer of
revenue without increasing the policy responsibility, allowing subnational
governments to use these funds for patronage rather than local public goods
(Wiesner 2003).6
Effect on tax effort
While fiscal transfers tend to enhance the centralized control (and possible
manipulation) of subnational governments, own revenues grant subnational
governments independence. McLure (1998, 1) observes that “Subnational
governments that lack independent sources of revenue can never truly enjoy fiscal
autonomy; they may be –and probably are—under the thumb of the central
government”. However, raising revenues through taxation is also associated with
political costs for subnational governments. Besides creating administrative costs,

6

The opposite phenomenon is equally problematic – the devolution of authority and responsibility without the
fiscal resources to implement it.
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imposing taxes is unpopular and may compromise (re)election. It may also drive
out residents or business or discourage settlement in the specific jurisdiction
(Tiebout, 1956; Salmon 1986). As we argued above, these incentives require that
subnational governments carefully devise policies and public goods provision so
that taxpayers believe their taxes are worth paying. Between receiving transfers
from the central government and raising taxes, subnational governments may thus
prefer receiving transfers as a source of revenue. In receiving transfers,
subnational governments draw from the common pool and can free ride on the tax
effort of others.
Several authors have shown empirically how transfers “crowd out” taxation (Raich
Portman, 2008; Cabrero Mendoza, 2006). Some transfer systems, however,
include tax effort as a criterion in order to encourage subnational governments to
maintain or increase tax revenues. That is, the more they increase their tax
collection, the more transfers they will receive. These efforts may conflict with the
equalization goals of transfers. Furthermore, subnational officials may still regard
the political cost of collection higher than the economic cost of non-collection and
simply leave potential government revenues uncollected. In Mexico, the central
government collected the vehicle tax from the 1960s until 2007. In 2008 this tax
was reassigned to the states. However, despite being a desirable subnational
government tax in most other aspects, many states chose not to make use of this
tax power and preferring instead to receive their revenues in the form of transfers.
In part they are afraid of the political competition effect (See Salmon, 1986; 2013):
if neighboring states do not tax or choose a lower rate, people move or will register
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their vehicles elsewhere, but mainly they are concerned with the political and
electoral consequences of collecting the tax.

CONCLUSION
As Schumpeter ([1918] 1978) noted in his famous essay “The Crisis of the Tax
State”, fiscal systems shape society and its institutions: “The spirit of a people, its
cultural level, its social structure, the deeds its policy may prepare… all this and
more is written in fiscal history”.

Modern scholarship on fiscal federalism and

decentralization continues to recognize that the design of the fiscal system can
take a vital role in shaping institutions, and various scholars have since shown how
specifically it can do so. In this chapter we have discussed some of the ways in
which the design of the fiscal system affects subnational government policymaking
and development.
First, when subnational governments are made to depend on own revenue
generation rather than relying on central government transfers, they become,
ceteris paribus, more responsive to citizens and more willing to provide marketenhancing public goods. This responsiveness is enhanced when the central
government assigns subnational governments the power to levy broad taxes on the
general economy rather than rely on revenue sources with a narrow base, and
when the taxes are tied to the growth or prosperity of residents. As students of
fiscal federalism have long known, subnational government reliance on the
property tax, for instance, can act as a powerful motivator to improve public
18
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services, attract markets, and protect property rights in order to see land values
and property tax payments rise (Oates 1972, Tiebout 1956).
Decentralizing

taxation

powers

help

ensure

subnational

governments’

responsibility for their actions and give them a stake in the economic development
of their jurisdictions. In so many developing countries decentralization processes
have expanded fiscal transfers and spending powers to subnational governments,
yet have stopped short of decentralizing powers of taxation. Increasing resource
transfers to levels of government that are closer to the people, or to poorer regions
within a country, may ostensibly appear as an attractive option to alleviate poverty
and to help lagging regions catch up. However, as abundant evidence in the
literature suggests, this brings with it the risk of poor subnational governmental
incentives that perpetuate poverty and dependence on the center. Reliance on
such external unearned resources robs subnational governments of the motivation
to engage with its residents in order to find out how to help them to produce wealth.
Reliance on transfers also dampens the impulse to be innovative in pursuing
strategies that create growth from below and to use resources more efficiently and
effectively. Evidence shows that this reliance also creates complaisant attitudes
and disinterest amongst officials and residents, and lead to wasteful management
of public finances and corruption. This can have a detrimental effect on growth and
development.
Second, the specific design of transfer systems is important. Transfer formulas in
particular can either reward or punish efforts at promoting growth and prosperity in
subnational governments’ jurisdictions. They can encourage spending beyond
19
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means or promote prudent fiscal management. By tying transfer formulas to
revenue generation, or by allowing subnational governments to retain large
portions of any new revenues they generate, for instance, transfer systems can
serve as remarkable motivators for subnational governments to embark on wealth
enhancing policies, as evidenced by the China in the 1980’s and early 1990’s.
Designers of transfer systems should pay closer attention to the incentive effects
inherent in transfer formulas so that transfers do not subsidize freeriding and
stagnation but rather support the generation of wealth.
In decentralised settings, fiscal systems comprise a mixture of tax powers and
transfers assigned to different levels of government. In designing these systems,
central governments must balance various goals such as protecting the poor,
ensuring equity among regions, maximizing administrative efficiency of collection
and guaranteeing the provision of goods and services to all citizens. The fiscal
incentives approach discussed in this chapter shows that the incentive effects that
are created through different tax and transfer designs are not to be disregarded.
They affect the approach taken by the government leaders that are closest to the
people. They are a strong predictor of whether subnational governments tackle
poverty and assist development and growth or choose not to.
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