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ABSTRACT

The soft budge condraint problem arises in mog trandtion and developing
counties during ther decentralization process. Indeed, centra govenments
genegdly trander responsbilities to lower levels of govenments but maintain
strong interests in local affairs. The result of such a setting is sub-naiond
govenmentsOexpectation to receive additiond fundsin case of finandal crisis.
This thesis provides an overview of the literature on this topic, in deding
respectively with facts, modds and empirical works. The first pat describes the
origins of the soft budge condraint in trandtion and developing counties, as
reported in the case study literature. It aso illudrates mechanisms to harden sub-
naiond budge condraints. The second part ams to display fundanental modds
developal to explain the balout phenomenon. Goodgeed (2002) and Wildasin
(1997) effectively modd interactions between levels of govenment in a given
situaion to demondrate balout® expectation and its implication. Moreove,
related modds and recent additiond developments complete this technical view of
the topic. Findly, the last part introduces empirical studies on the problem in
trangtion and developing counties. Investigaions demondrate worrying results,
since authors find evidence of soft budge condraint in their andyses.
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INTRODUCTION

Decentralization undelies new setup with many postive aspects for lower levels
of govanment, especidly in the field of respongbility and autonory. For a
county, as for a firm or othe organization, autonony for a sub-naiond
govanment raises the potential for oppotunistic behaviour, possibly with
desrable as well as undesrable effects. Recent studies assesses tha
decentralization process results in high cods, especialy at early stages of
development and in counties in transition to a market econorny (Rodden,
Eskeland, Litvack, eds p. 2-3).

This pgoe addresses a problematic feature that trandtion and developing
counties face during the decentralization process, namely the soft budge
condraint problem. Geneally, central authorities rapidly trander responsbilities
to lower levels of govenment. Thus the central govenment has limited control
ove sub-naiond govenment spending and borrowing, but it maintains strong
interest in the affairs of lower-level govenments. The result of such a setting is
tha sub-naiond govenments perceive that they will receive additiond resources
in the event of finanda crisis. The term soft budgé condraint defines the
expectation Of receiving additiond resources from the central govenment
(Vigneault, 2003, p. 1). The conapt was origindly formulated by Korna to
describe the balout of losses in sodalist state-owned enterprises. The notion was
further used to illudrate the rescue of indebted or insolvent authorities by central
govanment (Korna, 2003 p. 10961097. Thereis currently no consgensus about
the definition of soft budge condraint problem, however mos authors agree that
Qhesyndrome istruly at work only if organizations can expect to berescued from
trouble, and those expectationsin tumn affect ther benaviourO(Korna, 2003 p.
1104) Wildasin argues tha the sub-naiond outcome tha occurs unde soft
budge condraint would not have been attainable unde the vorma Q Onitial Oor
CGannounedOconstraint. This author describes the balout as GeceivershipQin

order to give Qheflavour of this phenomenonQWildasin, 1997,p. 5-6).



The implicit guaantee tha the central govenment will rescue a sub-naiond
govanment tha faces finandal problems leadsto a potential source of distortion,
namely the common pool problem. G\ sub-nationd government does not perceive
the full sodal cog of nationd tax resources used for baling it outQ tha is, sub-
naiond govanment does not Qake into account the true soda margina cog of
taxation and choos an excessive level of expenditureO (Pisauro, 2001, p. 9).
Indeed, sub-nationd government may generate an excess of deficits as well as an
excess of public spending without thinking about the additiond cost to nationd
taxpayers. A second source of distortionislisted in theliterature unde theterm of
moral hazard problem. The implicit insurance of balout by the centra
govanment leads sub-naiond govenments Qo decide not to raise the revenue
required to finance thar expenditure B even though they have enough fiscal
autonony to dotha Bsince they may bdieve they have the option of being baled
out by the central govenment and then finanadng local expenditures with naiond
revenuesO(Pisauro, 2001, p. 5).

The purpose of this pgpoer aimsto provide a synthesis of the soft budget constraint
problem in trangtion and developing counties. The first part sets outs facts of the
case studies literature. Indeed, thefirst chapter describes five common origins of
soft budget condraint. The second attempts to list mechanisms implemented by
central government in orde to harden sub-national budge condraints. Examples
illugrate each section of this factud presentation. The second part shows how
authors modd soft budget condraint origins In fact, chapters three and four study
methods to precisely examine balouts and thar implications in the econormic
world. The fifth chapter gives an overview of modds related to balouts and
commitment problems. For indance, a new wave of balout modds bears a
relation to tax competition. Thelast pat introduees empirical surveys on the soft
budge condraint problem in trangtion and developing counties. Authors have
studied about the influence of soft budge constraint@ determinants in specific
counties. Mog of the studies use data from Latin American federations as these

examplesilludrate interesting fundamentals or econormic characteristics.



|. FACTS AND DESCRIPTION

The first pat of this pagpe aims to expose a complete description of the soft
budgée congraint problem in trangtion and devel oping countries as reported in the
case study literature. The first chgpter examines five key determinants of soft
budge condraint. The content of the second chgpter corresponds to the
mechanisms to harden sub-naiond budge condraint. Examples illugrate each
section and a synthesis will summarize the kind of problems case study counties

face.

1. Origins of the soft budget constraint problem

Thefirst chapter of this thesis tries to explore the soft budge condraint problem
in compiling different issues of case studies. The major god is to set out an
andytical framework in order to explore the origin of the mechanism in trangtion
and developing counties. Throughandyses of former Soviet Union naions Latin
American and Asian counties, one may identify similar difficulties in
maintaining hard budge condraints. The sections bdow present five types of
problems that often occur in those counties, namely vertical fiscal imbaance,
intergovanmental finance and hierarchical relations political mechanisms,
borowing andfindly the size of sub-nationd govenment.

1.1 Vertical fiscal imbalance

The decentralization process in trangtion and developing counties is fraughtwith
difficulties, as mentionad in theintrodudion. A common feature is the devolution
of expenditure responsbilities to sub-naiond govenments without the adequae
taxing authority, which accrues to the central government. This leadsto a vertical
fiscal imbdance tha necessitates intergovenmental tranders. This grant
programme alters the perception of local voters, govenments and creditors about
therea levels of expenditure tha can be sugained. Furthermore, highly transer

dependant sub-naiond governments have limited flexibility to raise additiond



revenue in case of unexpected adverse fisca shods. The choices which often
occur indudecutting services, running deficits or relying on arrears to employees
and contractors and therefore the risk to incur a fiscal crisis. The trander
dependence allows local politicians along with ther voters and creditors, to
bdieve tha the centra govenment is ultimately responsble for the deficits and
tha it cannot ignote the fisca woes (Rodden, 2002, p. 672). The existence of
large vertical fiscal imbdance' creates expectations of balout and central
govenment comes under pressure from sub-naiond govenments, voters and
creditors. The smplest solution for the centra govenment is consequently a
balout One may add tha larger vertical fiscal imbdance exacerbaes the
common pool problem. Inde=d, sub-naiond govenments have every incentive to
ovearspend when a large share of finandng is raised by the central government
(Pisauro, 20071, p. 4).

Thelittle autonorny in tax revenueand the highly pro-cyclical feature of tranders
jugify the little sub-govenment® flexibility to absorb macroecononic shodks.
One may determine tha the vertical fiscal imbalance explains the large sub-
naiond amount of debt relating to the Tequila crisis in Argentina Brazil or
Mexico. For indance, Mexican states and municipalities main sources of revenue
are composed of net block tranders, whereas the federal government collects most
of therich tax bases (Trillo, Cayeros, Gonzales, 2002, p. 370).

1.2 Intergovea nmental finance and hierarchical relations

The following features of intergovenmental finance and hierarchical relations
between levels of govanments tend to promote soft budgeé condraint problem.
Intergovenmental trander systems become more complex and develop an
interdependent network of different shared taxes, expenditure fundion and
decison-making bodies which makes it impossible for voters and taxpayers to
identify which level of govenment spends or taxes and for wha purmposes
(Saiegh, Tommas, 1999 p. 15). Indeed, undear distributon of expenditure

authority, conditutiondly mandaed services or uncertain tranders put sub-

Y Vertical fiscal imbalance may be assessed as Ctransfers as a percent of total sub-national
revenues E (Rodden, 2002, p. 672). Larger are the transfers, greater is the vertical fiscal imbalance.
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naiond govenments and ther citizen in a position where they have incentives to

bdieve tha thecentre will back their overspending.

121 Clarity of thedistribution of expenditure and revenue authority

This pat respectively examines the lack of clarity in the distributon of
expenditure and revenue authority. One notices tha undear or ovelappd
assignments between the centre and the sub-nationd govenments blur the real
responsble. The centre has therefore difficulties in maintaining a credible Gho
baloutO policy because local voters and politicians still expect discretionary
trandersto back ther debts.

Distribution of expenditure authority

Mog of the case studies show tha there is often a lack of clarity in the
distribution of expenditures. The roles and responsbilities that different levels of
govanment are expected to provide do not appear clearly in ndiond
Conditutions In fact, responsbilities in providing certain services between
central and sub-naiond govenments are not divided into well-defined and
mutudly exclusve categories. Therefore local governments often have to provide
the services and bear the cods. Findly, sub-naiond communities cope with
additiond expenditures without the equivalent funding. Undear or shaed
responsbilities have a cog in term of accounbility and incentives, and may
therefore soften the budge condraint.

The Ukrainian legd founddion of intergovenmental system demondrates
ambiguity aboutwhat each level of govanment is suppo®d to provide, as well as
the fundions tha executive and legidative branches should face. Indeed, the
Conditution emphasizes tha sub-naiond govenments OGnay be consdeed as
local govanment bodies only when they represent and follow common interest of
territorial communities in villages, town and cities. Othewise they act as
deconaentrated agents of the centreO(O@onnel, Wetzel, 2003, p. 7). Moreove,
provisions for decentralized govenments are specified in a bundke of specific
laws (for ingance the Law on Local Self-Government), which exacerbae the
existing ambiguity. In fact, the variousrelationships established in those laws are
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peculiarly interwoven and create more confuson about Qvho is responsble for
whaQ We notice with this example tha ambiguity in the Constitution or in
different laws engenda a vague idea on the rea provider of services and,
indirectly, which level of govanment bears the costs.

Another type of uncertainty comes from the sharing of responsbilities for the
provison of services. For example, the Brazilian or the new South African
Conditutionslist a variety of QointOresporsibilities of the federal and the states
govanments. Thisindudes a wide range of spending such as hedlth, education or
welfare. Sometimes three levels of govanment are concerned by the provision
which leadsto confuson and chaos in the service ddivery (Ahmad, 2003 p. 13).
One can notice tha the same problem arises in Hungay with the so-called
(potential O responsbilities. Agan, the lack of clarity about the provider of
services generates potential source of commitment problem, and therefore softens
thebudge condraint.

Distribution of revenue authority

As in the case with the spending authority, overlap in the distribution of taxing
authority leads to confuson and indficiency (Rodden, 2003b, p. 7). Loca
govanments rely on varioussources of revenues, but often have little control over
mog of these. A first type of local revenuein transition and developing counties
comes from shared taxes, which both rate and base of tax, as well as the rate of
shaing is determined by the centre (O@onndl, Wetzel, 2003, p. 11). The
regulation of tax base or rate might engenda uncertainty about the ultimate
responsble for local fiscal outcomes. This limited autonony lets local politicians
voters and creditors believe that the centre remains accountble in case of fisca
crisis and therefore backs the debts. A second main source of revenue is the

intergovanmental trangers and represents the scopeof the next section.

122 Transfers

In mog trangtion and developing counties, central government raises important
revenue and redistributes them to sub-naiond govenment as revenue shaing
arrangements or trangers. The soft budge condraint may arise if trandersto sub-
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naiond govenments are discretionay, that is, if tranders are based on poorly
defined or easily manipulated criteria. Sub-naiond communities may petition the
central govanment to use its discretionay trander power in a period of finandal
crisis (Vigneault, 2003, p. 4). Inded, trander-dependence might give to sub-
naiond politicians and citizens an indication of the central responsbility in case
of fiscal profligacy. There is a wide range of fiscal intergovenmenta tranders
throughoutthe world, with specificities depending on each county. Hereafter are
presented three types of tranders which give to sub-nationd govenments
disincentives to harden their budge condraint.

Negotiated transfers

Counties give to thar sub-naiond governments oppotunities to negotiate the
size of thar annud grants. Despite a possible reliance on formula based tranders,
bilateral negotiationsintrodue an element of nontrangarency and lead to moral
hazard problems (Mc Carten, 2003, p. 12). It hgppens that tranders based on ad
hoc decisions and devoid of any formal criteria granted politically powerful or
wealthy states. For ingance in 1988, the home state of President Sarney in Brazil?
received more money through negotiated trander than all the othe sate
goveanments in the northen region as a whole (Rodden, 2003h p. 10) This
eoquent example illudrates the distortion that may appear with negotiated
intergovanmental tranders. Note that tranders doneon arbitrary basis or political

barganing remain acommon practice in trangtion and developing counties.

Gap filling transfers

This sort of trander assists local goveanments tha have deficits or go bankrupt
and provides therefore incentives to raise less revenues and to increase
expenditures since grants may potentially fill the gap (Wetzel, Papp, 2003, p. 20).
Gengally, trander systems based on ggp filling risk to engende behavioura
changes from sub-naiond entities, which have less motivation to raise ther own
taxes. Indeed, an increase in loca resources will then reduce the likelihood of

receiving other trangers. For ingance, the demand for the Qificit grantsOsystem

2 JosZ Sarnay served as President of Brazil from March 1985 to March 1990.
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applying in Hungay, which possesses the characteristics described above has
inareased during its two first years of existence. This phenomenon proves tha
sub-naiond govenments expect a baloutrather than raising their own revenues.

Equalization transfers

Another type of trander prompts sub-naiond govenment to adopt strategic
behaviour. Fiscal equdization system, which aims toward the equivalence of
living conditions or absorbs regiond shocks, redistributes revenues from the
wealthy to the poor sub-naiond communities. Based on concepts as finanda
resources and needs this kind of trander lessens the incentives to improve
revenuecollection for poor sub-naiond govenments. Inded, they receive grants
to bdance thar budge, thusthey have no reason to raise ther own economic
peformance and tax base (Rodden, 2003a p.12-13). For indance, The
Normative GrantsOis such a disincentive transfer system in Hungay. Based ona
series of noms, it aims to equdize culture, eduation and soda welfare across
the county (Wetzel, Papp, 2003,p. 12-13). Despite the use of thistype of trander
in trandtion and developing counties, one of the mog famous situaions is
happening in a developed county, namely Germany and the equdization system
between its L Shde.

Tranders might introdue bad incentives and expectations tha affect the
behaviour of sub-naiond govenments. The next section deals with a different

issuerelated to the provision of a specific kind of goodsor services.

1.2.3 National regulations

Sub-naiond govenments are sometimes required to provide conditutiondly
mandaed services or face significant externdities. Nationd regulations such as
the provision of minimum services standads undermine the autonony of sub-
naiond jurisdictions Identically, merit good, that consumers are unwilling to
purchase a the right level because of thar preferences, aso judify the
intervention of governments. Nationd or sub-naiond govenments act as players
of the market and therefore fund goodsor services in order to encourage or
compd the consumption by citizens Note tha purely local public goods with
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nonexcludable and nontrivary chaacteristics, have the same implications but
are not necessarily mentionead in regulations In certain counties, it aso exists a
number of laws regulating wages or soda payment to the popuktion unde sodal
assistance tha define responsbilities and prices for loca govenments. Those
regulations as mandaed services, clearly limit the decison making of sub-
naiond govenment and mitigae thear expenditures commitment. The
implication of the centre in local fiscal affairs, through naiond regulations can
send asignd to local politiciansor voters that thecentra government is ultimately
responsble for the fiscal outcomes. Hence a bdief of baloutin critical situaions
such as the failure in the provison of key services tha have naiond
condituendes can occur. The centre might be unable to refuse balout if sub-
naiond govenments are failing in ther resporsibility to provide the services
(Rodden, Eskeland, Litvack, eds p. 15). In Ukraing loca govenments provide
mandaory services they are unable to finance even thoughthey are required the
Conditution. This leads to a large amount of arrears, paticularly for wages and
pensons (O@onndl, Wetzel, 2003, p.11). In such situaions the central
govanment will find difficulties to make credible promises not to provide balout

1.3 Political mechanism

Decentralization creates oppotunity for voters to punish or reward ther

representatives for the fiscal annud results. Throughthe mechanisms of GroiceO
or @xitQ citizens may express thar opinion on the effectiveness of the local

govenment in carrying out its fundions Despite these postive elements of

democracy, trandtion or developing counties still have problems in the well

fundioning of political mechanisms. Trangparent information on govenmentsO
budge or naiond political features may influence, or even worse, distort citizensd
choices. This section is divided into two parts, the first explaining the
conequences of a lack of information and the second treating the importance of

codition and term of office.
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131 Information

Voters need information on govanment paformance in order to assess annuel
results. Access to sub-nationd budge or coundl decisons are not sufficient to
monitor loca officialsO performance, daa must be accurate and trangparent.
Citizensin presence of a lack of information cannot perceive who is responsble
for thar fiscal health and may have a perception tha ther local representatives
are not held accountble for deficits (O@onnél, Wetzel, 2003,p. 17-18). On the
other hand, even with adequae information, sub-naiond budges are complex
and entail difficultiesin theidentification of true cogs and bendfits of government
policies. Authors such as Alesna and Perotti assume tha sub-naiond
govanments ddiberately overestimate budges, in order to create confuson and
hold them less accountble for finandal problems (Vigneault, 2003, p. 4). The
result of such a distortion of information is the citizensDexclusion from the
decision process. This impossibility to monitor annud budgés therefore fogers
distrug and scepticism towardslocal governments. Moreover, theusud overlap of
expenditure responsbilities between levels of government tendsto complicate this
electora accountbility. In Brazil, as in Ukraine voters have nether the
information nor the incentives they need to effectively hold state govenments
accouniable for ther fiscal activities. In such a context, creditors are led to bdieve
tha debt is backed by the central government (Rodden, 2003, p. 34).

1.3.2 Coalition and term of office

Fiscal discipline may be influenced by political mechanisms, even in respecting
the rules of democracy. The features of a naiond political system, such as
electoral or career incentives faced by public officials, might affect fiscal
outcomes. Elected politicians and thear respective paties influence the budge
process and therefore the spending programme. Stability of coditionsor length of
mandaes might influence the expenditure and revenuedecisions. The Indian case
exposes this point of view because of relatively short mandaes and short time
horizonin office. Rather than competing for the suppott of the median voter, state
politicians militate to solidify the suppot of their paty and maintain a stable
score at the polls. A former Indian Finance Secretary, S. Guhan, made strong
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remarks about this serious instability of govanance. He particularly found that
Qtate governments with a time-horizon of two to three years cannot be expected
to have degp commitment to longterm development or even an involvement in
medium-term issues during their unessy and limited tenureO(Mc Carten, 2003, p.
31). Typical consquences were the building of physcal infrastructures or the
investment in soda policies without planning mechanisms for longterm cos
recovery. This leads logically to a great fiscal indiscipline and increases the
likelihoodof balouts. Still in relation with political mechanisms, election system
may also influence fiscal outcomes. In counties with promotion, politiciansmove
to a different level of govanment to aspire to highe status Without re-election
incentives, as in Brazil, the condant shifting of individuds makes electora
accountbility difficult and therefore endange's the fiscal discipline. Moreover, a
political system tha runs without partiesO competition exacerbates this risk
because career advancement depends on the provision of particularistic goodsto
specific groups of condituents (Rodden, 2003b, p. 18-19). For indance, the
massive granting of politically powerful regionsto gan votes before an election
arisesin certain trangtion and devel oping counties.

The political mechanisms and thar implicationsfor accountbility play a crudal
role in the softness of budget condraint. An insufficiently mature system or ill-
intentioned executives might create large deficits tha next generationswill have
to deal with. Weaker isthepolitical stability, bigge thefiscal imprudence and the
risk of excessive spending. This softness in the sub-naiond govanment@
behaviour, often coupled with a too little tax effort, open as a consequence a
window called borrowing. This latter will betreated in thenext section.

1.4 Borrowing

Mog sub-naiond govanments provide services tha generadly require sizeable
investment and because those services provide a bulk of future bendfits over a
longperiod, it is appropriate to finance them through borrowing in order to spread
the cog of the assets over time (O@onnél, Wetzel, 2003, p. 25-26). In other
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words it is both fair and efficient for future generations to share the cost of
finandng projects (Trillo, Cayeros Gonzles, 2002, p. 369) Borrowing systems
differ in each county but the main means are banks (naiond, regiond, state and
sometimes even local banks), capital market, insurance or occasiondly loans from
highe levels of govenments.

Counties nomally have a naiond legd and regulatory framework for sub-
naiond bomrowing, which alows and specifies the access of borrowing to sub-
naiond govenments. The soft budge condraint problem arises when sub-
naiond govenments circumvent these restrictionsin order to engage off-budge
activities or issue debt to finance special fundions Moreover, poolly defined
regulation or unrestricted borrowing engende the expectation tha the central
govenment is ultimately responsble for sub-naiond default risk. Therefore the
credit market tranders the credit risk to the nationd level and creates over-
borrowing, because sub-nationd goveanments and ther citizens perceive debt-
financed projects less codly than tax-financed ones. This process can compd the
central govenment to offer a balout, in order to avoid a nationd finandal crisis
(Vignault, 2003, p. 5). In an environment without clear rules of the game and
strong enforcement, oppotunity to soften the budget condraint remainsstrong

Borrowing by sub-naiond govenments is a relatively new phenomenon in
Central and Eastern Europeand regulationsand practices vary significantly across
counties. Despite the introdudion of limits on borowing and debt service in
several counties, some of them still have no prohibition (Dafflon, T"th, 2005, p.
54). Ukraineis perhgpstheworst case study in sub-naiond borowing. Primarily,
this county has no gooddebt legidationfor al forms of debt, mentioning thetype
of debt, the method of securing such debt and the remedies upondefault. Those
important details are completely absent fromthe Law, as well as arequirement for
indgendent audits or a legidation dedling with the insolvency of local
govanments (O&onndl, Wetzel, 2003, p. 28-31). Moreover, there is no explicit
legidation tha states tha the central govenment will not bal out sub-naiond
govanmentsOdebt. Secondly, the combination of al these factors has led to the
creation of finandal ingruments that exacerbae the problem of arrears and non
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cash payment. As a matter of fact, Ukrainian QuvekselQ a bill of exchangelegaly
accepted as short-term bomrowing, is used by both public and private sectors. In
practice, veksels transactions are a combinaion of mutud cancellation of debts
among enterprises and offsetting arrangements tha hdp localities to finance
expenditures and enterprises to reduce tax arrears (O@onrell, Wetzel, 2003, p.
34). Veksdls became a significant revenue source in sub-naiond tax collection
and congderably raised sub-nationd arrears. Still in Ukraineand in relation to an
immature finandal system, sub-naiond govenments have the ability to finance
thar deficits with loans at zero interest from higher level of govenment. These
loans alocated with high level of discretion, are unfortunaely a direct
contribution in the persistence of soft budgé congraint. Indeed, sub-naiond
govanments do not really bear the cods of ther bad fiscal performance and this
tendsto depress the maturity of the finandal sector and its ability to discipline
irresponsble fiscal behaviour (Vigneault, 2003 p. 24).

The reorganization of the Chinese banking system also undelies soft budge
condraint problem. Indeed, the banking reform tends to foder longterm
finanang and policy oriented project. A budget law therefore forbids loca
govenments to borrow on the capital market, in order to avoid large amounts of
sub-naiond deficits. Neverthdess local enterprises, which still depend on local
govenment and represent defacto government agendes, can legdly borrow from
banks and on the capital markets. Such borrowing from local commercial banks
by enterprises actudly finances local govenment spending, as redundant small or
medium-sized investment, and thus creates contingent liabilities. It ensues a
proliferation of trug and investment companies unde the jurisdiction of
provinda and local govenment, which causes a lack of trangparency on sub-
naiond govanment borrowing and thus difficulties to control excesses of debt
(Jing, Heng-fu, 2003 p. 24-28). This form of borrowing engenda's uncertainty
about the real amount of sub-nationd debt and therefore softens the budge

condgraint.



-19-

1.5 OToo Big to FailOhypothesis

This section gives an itemized explanaion of a commonly accepted origin of soft
budge condraint problem. There is wide literature on the matter tha thesize of a
sub-naiond entity could be important in explaining balout Despite the
possibility to treat this point as pat of the different sectionsabove the relevance
of this hypothesis warrants the presentation in one unique section. Actudly,
several reasons may judify the balout of a large jurisdiction because of the
negaive spilloversthat its failing may cause to other sub-naiond communities. A
first argument for baling out a paticular sub-nationd govanment may be its
congderable importance on nationd electionsbecause of the sizeable popuktion.
This example is closly related to the political mechanisms explained in a section
above because of the major role of very popuated states at the polls. Second,
from an economic pant of view, a strong sub-naiond entity might affect the
naiond rate of growth in case of redudion of its growth rate. Moreover, a
finandal crisis in a region tha posesses a high GDP may lead to a loss of
confidence among foreign investors in the country (Trillo, Cayeros Gonzles,
2002,p. 371) Therefore the centre chooses a balout ex pog in order to avoid the
negative externdities mentioned above The central govenment may aso decide
to bal out in case of the provison of basic goods or services because of the
postive externdities for other jurisdictions Sub-nationd govenments decide
thar level of provision, knowing ex ante tha the centre will bal them outex pod.
Thus the likelihood of balout inaeases with the size of the externdities.
According to this argument, balouts are more likely in large size localities
(Wildasin, 1997, p. 20-21). Trandtion and developing counties are obvioudy
affected by the Oroo Big to FailOhypothesis, because of the existence of large
states. For ingance, Buenos Aires province has 38 pecent of the naion®
popuktion, 48 percent when combined with Buenos Aires city, and togeher they
geneate well over hdf of the naiond GDP (Webb, 2003, p. 4). In Brazil, states
such as Sao Paulo, Rio de Jandro, Minas Gerais and Rio Grande do Sul aso
represents a major problem tha undemines the credibility of the centra
govanment@ commitment not to bal out a state. Indeed, the default of such big
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states represents a serious threat for the naiiond macroeconomic stability. As a
conequence, those states called for and obtained abail out of ther debt (Facchini,
Testa, 2007,p. 343)

1.6 Synthesis

The table hereafter makes the conrection between soft budge constraint
mechanisms presented above and counties of the case studies. A cross signifies
tha a county is conarned by the indicated mechanism. The comments bdow

indicate which factor(s) is/are more important for each county.

Table 1: The soft budge constraint mechanisms in the countries of case
studies

Argen- ) ) ) ) South )
) Brazil China Hungary India Mexico ) Ukraine
tina Africa
Vertical fiscal
) X X X X X X X X
imbalance
I ntergovernmental
finance and
) ) X X X X X X X X
hierar chical
relations
Clarity in the
distribution of exp. X X X X X
and rev. authority
Distribution of
expenditure X X X
authority
Distribution of
X X
revenue authority
Transfers X X X X X X X
Negotiated
X X X X X
transfers
Gap filling
X X

transfers
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Argen- South

) Brazil China Hungary India Mexico ) Ukraine
tina Africa
Equalization
X
transfers
National
) X X X X
regulations
Political
) X X X X X X
mechanisms
Information X X
Coalition and term
X X X X X
of office
Borrowing X X X X X X
Too Big to Fail
) X X X
hypothesis

Source: author@ elaboration

Argentina Sub-naiond governments pushed the limits of spending and
borowing because of the high dependence on tranders (high vertical fiscal
imbaance). Soft budge congraint was stronge at the beginning of the 19908
than at the end, since centra govenment took measures to tighten fiscal

discipline

Brazil: The main factors of fiscal indiscipline remain the lack of conditutiond
authority and the govanor@® interests. One may note that the overal level of
vertical fiscal imbdance is law, but the dependence on tranders varies
dramatically from onestate to another (Rodden, 2003b, p. 7).

China The core problem is clearly Qhe proliferation of trug and investment
companies and securities houses unde the jurisdictions of provindal and local
govenmentsO (Jing, Hengfu, 2003, p. 28). This system of sub-naiond
goveanments borrowing engendea's a lack of trangparency and may lead to over-

borrowing.
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Hungay: As mog of the counties of Eastern Europe and the former Soviet
Union, the Hungaian system of intergovanmental finance needed radical
changes and adaptationsto face different origins of soft budge condraint. Despite
a certain number of fiscal indiscipline features, Hungay has developed severa
tools to strengthen sub-naiond budge condraints (refer to the next chapter for
more ddails).

India: Gap filling tranger and political realm, characterized by undable coditions
and short term mandées, represent the main origins of soft budge condraint in
India. Furthermore, sub-naiond government deficits still increase because of the
dependence of small savingstha represent a high charge of interest, especially for
poorer state.

Mexico: The Tequila crisis affected the credit markets and created large amounts
of sub-nationd debt. In order to rescue its local entities, the federal government
provided extraordinary tranders. This behaviour causes therefore soft budge

condraint problems.

South Africac Joint responsbilities represent the major origin of soft budge
condraint. However, provinces do not have any sources of own-taxes and are

therefore trander-dependant for theddivery of services.

Ukraine Orhe system as it currently fundions creates incentives in amos every
realm for soft budgé condraints. In such a context, the lack of hard budget
condraint cannot be attributed to a specific policy failure or the lack of a single
mechanism. Rather it is a systemic failureO(O&onndl, Wetzel, 2003, p. 1). As
Hungay and other counties of the Former Soviet Union, Ukraine needs radical
changes in intergovenmenta finance and hierarchical relationsto improve fiscal
discipline Furthermore, the chaotic Ukrainian political landsape is another
sphere where changes may facilitate the hardening of budge: condraint.
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2. Mechanismsto harden budget constraint

The first chgpter focused on different possible origins of soft budge condraint
problem for trangtion and developing counties. Despite the presence of one or
several features tha jeopardize fiscal discipling mog of the counties of the case
studies aso establish mechanisms intended to harden budge condraint of sub-
naiond govenments. Rather than describing an exhaudive list of measures tha
discourage fiscal indiscipling this second chegpter explores solutions and
processes used to improve fiscal disciplinein transition and developing counties
of the case studies. This conequently gives a more practical approach than
presenting theoretical solutions which do not take into account the trandtiond
aspect of those different counties.

Explanaions are classified into two main sections namely inditutiond reform
and political competition. One might emphasize that one solution will not work
for all the cases and tha some Golutiongdmay do more harm than goodunde the
wrong conditions(Rodden, Eskeland, 2003,p. 37).

2.1 Institutional reform

The inditutiond reform appears differently in case studies, although central
goveanment commonly modifies or even creates new regulations in order to
monitor therr sub-naiond entities. In reforming legidations conceiving new laws
or hardening existing ones, the centre tries to lessen the behavioural incentives
that soften sub-naiond budge congraint. An interesting point of view asserts that
fiscal crises and even large balouts provide some of the best oppotunities to
reform the inditutiond framework. Indeed, a finanda rescue alows the
oppotunity for negotiations and improvements in inditutions tha othewise
would be difficult, if notimpossible (Rodden, Eskeland, 2003, p. 43-44). In this
way, the central government can signd tha the rules of the game to be played in
thefuture will be different. Thefirst part examines hierarchica mechanisms used
by central govenment to oversee thefiscal behaviour of sub-naiond entities. The
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second explains the essential changes for a compditive capita market, a

necessary condition to condraint sub-naiond borrowing.

2.1.1 Hierarchical mechanisms

Implementation of hierarchical mechanisms is an important changein ingitutiond
reforms. In fact, the lack of oversight lets sub-naiond goveanments free to run
deficits or rely on arrears and leads to the softness of budge condraint. In
reforming regulations the centre invites versight from voters and creditors by
forcing local govanment to provide information, induding accouning and
auditing proceduresO(Rodden, Eskeland, 2003 p. 43). In the next two next sub-
pats are respectively presented rules and laws that promote incentives for fiscal
discipline

Rules

The creation or the tightening of rules on debt, tranders or sub-naiond
govenmentsO budge condraint is a key issue Heresfter are presented
inditutiond restructurings in trangtion and developing counties of the case
studies. A common strategy remains placing limitations on debt, for example
limiting the aggregate stock of long-term debt to a fixed share of the sub-naiond
tax base. Anothe type of strategy tha regulates the use of debt by sub-naiond
goveanment is permitting longterm borrowing to capital projects only (Rodden,
Eskeland, Litvack, eds p. 28). Rules on borrowing have been implemented with
success in Hungay, dueto the consequences on local govenmentsObehaviour.
Thos rules fix a real condraint on the borowing behaviour and generate
incentives to cut costs and particularly to raise revenueefforts (Rodden, Eskeland,
2003,p. 42). Significant restructuring in thefinanda and fiscal intergovenmental
system may also be a fundamental ingitutiond reform. Therationdizing of fiscal
tranders between different tiers of govanments or the decrease of discretionay
tranders reduces the possbility to negotiate annud grants or to prevent
expectation of additiond tranders in the presence of a fiscal crisis. In addition,
onemug legidate the ability of al levels of govanment to control certain types
of expenditure and to collect their own taxes. The QPacto Fiscal | and 110
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negotiated by the Argentinean central govanment in respectively 1992and 1993
illudgrate an interesting reorganization of expenditure and tranger areas. Among
other reforms, the central govenment tranderred federal hedlth and seconday
school programme to provinces and federalized the penson plan in order to
eliminae the need to subgdize pensonsfrom the general treasury. Althoughthe
relevance of these changes is significant, provinces continue to circumvent the
rules Qlue to the long history in Argentina of circumventing budgé condraintO
(Webb, 2003 p. 14-16).

Dafflonand T"th (2005 p. 52-54) suggest arelevant solution of budge orthodoxy
for trandtion counties, based on the Swiss budgé policy. The application of the
@Qolden ruleQ which indues tha Qocal current revenues net of current
expenditures are sufficient to serve the debt interest and bear the running cods of
past and new investmentsQ is a first type of regulation. If a sub-naiond
govanment does not follow this rule, the central government might decide to
raise its annud codficient of taxation. A second rule allows public debt only for
Ginandng capital expenditure and if the sub-nationd govenment has the
finanaal capecity to pay theinterest and amortization of the debt out of its current
budgeO However, this debt limitation requires a distinction between current and
capital budgés. Most of the trangtion and developing counties do not sepaate
them and this rende's theimplementation of this secondrule difficult to control.

Hierarchical control is also the management of sub-naiond govenments budge.
Different kind of policy measures may be implemented, such as a multi-year
budgeing process in South Africa or control mechanisms over local spending and
borowing in Hungay. Thefirst case amed the establishment of a set of rulestha
ensures ex-pod baanced budgé through top-down process. This indudes the
determinaion of the levels of resources available for intergovernmenta tranders
ove a three to five year period and a direct monitoring of provinda budgés
(Ahmad, 2003, p. 15). The second case is even more restrictive with sub-naiond
govenment because Hungaian centra government regulates loca government
borrowing, requires baanced budges and enforces numerical debt service limits.
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Theministry of finance oversees budge processes at all levels of govenment and
controls therefore ex-ante payments agand budge appropriations (Rodden,
Eskeland, 2003, p. 30). Actudly counties with high levels of vertical fiscal
imbdance, in other words lower levels of government extremely dependent on
tranders, realy need to implement top-down fiscal restrictions Indeed, central
govanment knows that it could ultimately be held responsgble in case of fisca
profligacy. A successful hierarchical oversight prevents the centra govenment
from baloutdemands

Laws

Despite positive consequences in the use of rules, one of the best mechanisms
remains the provison of good incentives through laws tha regulate fiscal

activities. For ingance, the Qriscal Responsbility LavOand the GPend Law for
Fiscal CrimesOestablished in the year 2000in Brazil deal with a wide range of
fisca problems. One describes hereafter the generd content of those laws,

because it reflects common problems of trangtion and developing counties. This
new legidation attempts to limit personnd expenditures and indudes prohibitions
on wage inaeases and new hires. This aims to solve the problem of excessive
state borrowing because of high personnd expenditures. Threats exist to punish
sub-naiond govenments tha fail in those expenditure targets or tha violate the
yearly debt limits. Actudly, the new legidation increases the role of the judiciary
and the pend system, in order to enhance the enforcement of thelaw. For ingance
illegd efforts to issue public bondsindudes prison sentences or mayors may be
stripped if debt limits or personné expenditure ratios are exceeded. Even severer,

omission of an expenditure item in a budge or a misrepresentation in a revenue
calculation are subject to pena suit (Rodden, 2003b, p. 31-32). A last important
point remains the new securities regulationstha introduce uniform accouning,
planning and trangarency requirement that entall a better assessment of loca

performance by voters and creditors. Hungay also modifies its legal framework
in this way and added another very interesting legidation tha regulates local

govenment insolvency and bankruptcy. The Municipd Bankruptcy LawO
creates a progpect for default resolution in the event of inlvency and provides
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reorganization and workout procedures for the municipdity. The Law also sets
out a method tha ensures the provisions of mandaed services even during a
period of inolvency. Moreover, the legidation states tha the central govenment
will not guaantee local borowing and provide incentives for sub-naiond
govanment to collect its own taxes (Wetzel, Papp, 2003, p. 33-35). The set of
procedures about sub-naiond bankruptcy avoids pressure on the centre in case of
fiscal crisis. Furthermore, the implementation of courts and arbitrators (through
pend and judiciary systems) give a strong signd to local govanments and
creditors tha the centre will not intervene with balout anymore (Rodden,
Eskeland, 2003,p. 43).

The examples of rules or laws exposed above show how the central government
tries to make explicit its commitment to say GhoOwhen pressed for bailouts.
However, Ohierarchical mechanisms are only as good as the strength and
credibility of the central government@ commitment to stand by them and enforce
themO (Rodden, Eskeland, 2003, p. 36). In the case studies of India or Brazil,
factors such as fragmented political ingitutions have undemined hierarchical
disciplineimplied by ingitutiond reforms. Therefore, hierarchical control may be
defined as necessary but not sufficient to harden budge condraint. The central
goveanment mug supavise the enforcement of rules or laws by sub-naiond
govanment because entities may try to circumvent them in order to spend or
borrow as much as they want. The next part presents mechanisms for an efficient

capital market, which also plays an impartant role in theinditutiond framework.

2.1.2 Capital Markets

The peformance of capital markets is an obvious condtion in guiding and
condraining sub-nationd fiscal activities. Moreover, a compditive capital market
requires efficient suppotive ingditutions Indeed, finanda intermediaries have to
foder a free and competitive access to capital fundsby avoiding dysundiond
characteristics such as political influence. Owners and ingitutions have therefore
to select goodcredit objects, because disciplined credit markets may punish poa
fisca performance with highe borowing cost or limited access. However, a
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compditive capital market is not a sufficient way to harden budge constraints.
The central government must have a credible Gho baloutOpolicy, because lenda's
may continueto grant sub-naiond loansif they perceive thelikelihoodof balout
in case of bad fiscal peformance (Rodden, Eskeland, Litvack, eds p. 21-22).
However, central as well as state banks mug also to tighten the access to credit in
order to avoid over-borrowing. For ingance, the Argentinean Central Bank
revised its charter in order to make explicit its role as Gho lende of last resortOfor
provinces. It took meansto harden the budge condraint on provinces by limiting
the ability to borrow from state banks and eliminating the access to central bank
finanang (Webb, 2003 p. 12). Identically, the Brazilian govenment implemented
new banking regulations and some moves towards the autonony of the Nationd
Mondary Coundl and Central Bank. Still in the banking system, the privatization
of states banks also contributes to tighten the sub-naiond borrowing. The gods
of the previousresolutions are the restriction on borrowing from state banks the
impostion on new borrowing ceilings and the limitation of new bond issues
(Rodden, 2003b, p. 30). Another naiond govanment took decisive means to
reform the capital market and reduce its access to sub-ndiond govenments. In
South Africa, central govenment decided to regulate the borrowing powers of
local govanment in legisating a specific act and specifies new rules about
municipa bankruptcy (Ahmad, 2003 p. 10).

2.2 Palitical factors

The political spheae represents a potentia form of fiscal discipline for sub-
naiond goveanment through the compsition for political power. Indeed,
democracy lets voters the choice to punish or reward ther representatives, local as
well as naiond. Fiscally irresponsble governments may go out of office if voters
face trangpaent information about local peformance and if they have enough
authority and incentives to do so. Free and fair electionswith vigorousoppostion
compd fiscal decisonsof sub-naiond govenments. Political parties following
different ideologies effectively haden budgé condraint because competition
between each other fundions as a control mechanism. Moreover, autononous
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medias, which are not connected with government or unde political influence,
may also improve the trangparency of information and therefore exacerbates the
respect of fiscal discipline Still linked with political competition, the mechanism
through which power is alocated may foger hard budgeé condraint. Career
incentive, tha is politiciangd incentive of re-dection, clearly mitigaes
oppotunistic behaviour and the risk of large deficits. Bad fisca performance
unde'mines credibility and may signify the end of a political career, hence the
importance of fiscal discipline in a compditive political system (Rodden,
Eskeland, Litvack, eds p. 23-24). South Africais oneof theonly counties of the
case studies tha have really improved its political ream. In order to strengthen
fisca discipling communities have been able to directly elect thar
representatives. This new electoral process represents a first step to limit the
ability of local authorities to engage in unsudainable fiscal decisions (Ahmad,
2003,p. 18-19).

The mobility of econonical factors also put local officials unde pressure, as it
has a direct influence on the price of immobile assets. As explained above voters
have the possibility to reward or punish ther representatives in Qroicing® On the
other hand, workers and residents can also express ther interests through the
threat of GexitQ in leaving the jurisdiction to reach a better compromise between
taxes and services. The credibility of this threat affects thelocal politician choices
in order to protect thar tax base. Despite the weight of this mechanism, its
effectiveness requires a certain number of strong assumptionsthat are difficult to
find in trangtion and developing countries. This modd is difficult to apply with
Qarge jurisdictions heavy dependence on agriculture and large state-owned
enterprises, or in fragmented settingswith important ethic and linguistic cleavages
across jurisdictiongD(Rodden, Eskeland, Litvack, eds p. 25-26). In addition, other
features such as colluson or intergovenmental equdization tranders lessen
efficiency of this mechanism. It therefore receives negligible attention in case
studies and does not represent a very relevant argument for this pgper.

The propottion of owners and renters in a community may bias the borrowing and
conuumption choices in favour of investments. Assuming tha resdents are
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owners, they have therefore incentives to handle local affairs and to take into
account longterm consequences of sub-naiond goveanment borowing. Since
they approve local fiscal decision, owners directly face the consequences through
tax payment and land prices. On the othe hand, renters may have an inqufficient
finanda interest in the future of the sub-naional community because of ther
easier possibility to move away. The residents of a community have therefore a
direct impact on local government management, and owners may exacerbate the
enforcement of fiscal discipline

2.3 Synthesis

The table hereafter makes connection between hard budgé condraint mechanims
presented above and counties of the case studies. A cross signifies tha the
county implemented a mechanism, successfully or not The comments bdow

gives more details on thar success or respectively, ther failure.

Table 2: The hard budget constraint mechanisms in the countries of case

studies

South
Argentina Brazl China Hungary India Mexico ~ Ukraine
Africa
Instituti |
nstitutiona X X X X X X X
reform
Hi hi
levarchica X X X X X X X
mechanism
Rules X X X X X X
Laws X X X
Capital
X! X X X X
Market
Political
iti X
competition

Source: author@ elaboration
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Argentina Orhe various measures to harden provindal budgé condraints
succeeded in pat because they were set in the context of a broader adjugment
programme tha was perceived, correctly, to be essentia for the rescue of the
overal economyO(Webb, 2003, p. 27). Indeed, the Tequila crisis permitted the
implementation of new fiscal rules. However, the system needs some changes for
alongterm efficiency because Argentinais still vulnerable, especialy during bad

economic times.

Brazil: The central govenment has tools to limit fiscal indiscipline However, the
effectiveness of the indruments implemented has been undemined by
administrative and political fragmentation, particularly by govenorsQinterests
(Rodden, Eskeland, 2003,p. 34).

India: The hierarchical mechanisms in this case study encounier great problems,
notably with political fragmentation and short term of office. Despite the lack of
mechanisms to implement hard budgé constraints, Qiberalization of econorric
markets and decentralization have made India ripe for more inditutiond reformO
(McCarten, 2003, p. 40).

In India and Brazil, fragmented political inditutions undemine the central
govenment®@ commitment for a Gho baloutO policy. This leads to claim tha
political realm has a strong influence in the enforcement of inditutiond change
Actudly, Qhe mosgt important but vexing hard budge congraint mechanism is an
active and informed public with incentives and tools to oversee govenment
decision-makingQ(Rodden, Eskeland, 2003,p. 45).

China Two reforms in the revenues and spending responsbilities were
implemented in the 19800 and the 19908 Neverthdess, the main problem in
Chinaremainsthe indirect borrowing throughinvestment companies and nothing
has been doneto correct this distortion yet.
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Hungay: The measures adopied in Hungay represent a systemic reform which
dlows the improvement of local govenment@ peformance. In limiting
borowing and imposng strong hierarchical controls, the centra government

oversees thefiscal behaviour of sub-naiond entities.

Mexico: The govenment implemented a rules-based approach with adequate
results in a short-term period. However, additiond actions should be taken in

order to enforce sub-naiond fiscal discipline

South Africa: CBouth Africa@ experience so far suggests that a framework of a
hard budge condraint in a multi-tiered goveanment cannot be imposed through
one specific channd; such a magic bullet is elusive. Ingead a systemic policy
approach in which hierarchical regulatory contol, fiscal tools, markets, and
community accountbility all are needed to provide the right incentive for each
tier of govanment to be hdd accounible for thar management of econormic
affairsO(Amhad, 2003,p. 24-25).

Ukraine As aready mentioned, the Ukrainian case represents a systemic failure
and no mechanisms for implementing a hard budget congraint was successfully
putinto place yet (O&onndl, Wetzel, 2003,p. 1).
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[I. MODELS OF THE SOFT BUDGET CONSTRAINT PROBLEM

The first pat of this paper exposes the origins of the soft budge condraint
problem in trangtion and developing counties. As exhibited in the table 1,
different causes usudly compos a county@ fiscal profligacy. The cases of
Eastern Europe counties and the former Soviet Union demondrate it particularly
well. Despite this redlity, authors have tried to develop modds of soft budge
condraint in examining precise mechanisms of baloutand thar implicationin the
econonic world. The second part of this pgper therefore focuses on fundamental
modds of the soft budge constraint problem. Chapter three explains a modd
applying to equdization tranders and thar impact on regiond govanment. In
fact, Goodgeed (2002) hypothesizes that the central govanment creates a soft
budgée condraint in allocating equdization grants. Chapter four presents a modd
of balout based on externdities and jurisdiction size. Wildasin (1997)effectively
assumes tha central authorities have incentives to prop up the finances of local
goveanments when the public services provided locally bendit the rest of the
sodety. Furthermore, this author podulates an important princple about the
incentives for balouts when local governments are consdered Oroo big to failO
Chapter five introduces an overview of modds related to commitment problems
and bailouts. Facchini and Testa (2007) develop a modd close to Wildasin®
hypoteses, as they also indude borrowing and externdities in ther framework.
The soft budyet condraint problem moddled by Qian and Roland (1998)is also
briefly summarized. In addition to dealing with state-owned enterprises, thear
modd proposd the first macroeconomic modd viewed as a dynamic
commitment problem in the framework of a federal govenment. Thar findings
on fiscal competition and mondary centralization have had a strong impact on
other researches. For ingance, KSthenbYger (2003) examines capital tax
competition in the presence of grants policies without federal commitment. His
modd shows further implications of the commitment problem and symbolizes
another view of balouts. To condude this second pat, the last section sets out
two additiond developments on the soft budge condraint issue in explaining the
researches of Akai and Sato (2005)and Bordignonand Turati (2005)
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3. Equalization transfers, common pool and bailout

Goodgeed (2002, p. 409421) developsa modd of central goveanment trander
decisions and inter-temporal regiond spending when there is an interaction
between the levels of govanment via tranders. This political econormy modd
assumes tha the central govenment uses tranders to maintain a certain quantity
of regiond spending tha is politically optimal. These central grants alocations
pursue equaization prindples, as the centre allocates tranders to equae the
weighted margind utility of regiongvoters and thereby maximize its expected
votes. This central govanment@ behaviour creates a soft budge constraint and
engende's two incentives effects, a common pool effect on tax payments and an
oppotunity cog effect. The organization of this chapter is designed as follows.
Thenext section sets out the hypoheses and the context of themodd. The second
section explains the central and regiond goveanments problem, as Goodgead
solves his modd with backward indudion. Thethird pat presents a summary and
condusonsof this chapter.

3.1. Hypotheses

Hypotheses are divided into three distind pats. the basic framework, the

sequential game and theinteraction between the levels of governments.

Goodgeed uses a modd within a Federation tha indudes two types of players,
namely the central government and N regiond governments.

H1) Regioni isinhéebited by n, people, where i =1,...,N.

H2) The utility of the representative consumer of the region i is assumed to bea
fundion of the private and public consumptionsrepresented hereafter:

C, and C,, theprivate consumptionin periods1 and 2,

G, and G,, the per-capita puldic consumptionin periods1 and 2,

Y, and Y,, the private income of the representative consumer in each period.
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Thebasic set-up embodies a two-period inter-temporal modd.

H3) Aninitial level of grants for each region is defined before the beginning of
the game by the central govanment, denoted g,. This decision is exogenous to
thegameto beplayed.

H4) Still in thisfirst period, theregion is able to borrow an amountper capita for
public consumptionin peiod 1, denoted B and chooses a period 1 tax rate.

H5) Conaumers have the oppotunity to borrow an amount for private
congumptionin period 1, denoted by B;,.

H6) In period 2, regionschoo a tax rate and the central govenment decides a

second period per-capita grants, denoted g, .

Strategic interactionsexist amongtheregions as well as between the regionsand
the central govenment:

H7) Interaction between regiond govanments. they are assumed to move
simultaneoudy and make a choice conaerning borrowing and taxation in period 1.

A Nash Equilibrium is obtained, in which each region takes the other region
borrowing and tax rates as given. In the second period, regiond govenments
agan move smultaneoudy and select a period 2 tax rate.

H8) Interaction between the central govenment and theregiond government: the
central govenment moves in period 2 and decides regiongsecond period grant
level. Respecting regiond borrowing and first period taxation, the interaction
between the central govanment and regiond govenment is consquently

sequential with the regiond govenment moving first. A Stackelberg game is
played, namely a modd with pefect information. The regiond govenment
knows therefore how the central govanment will react in the second period and
takes into accountthe reaction fundion of the centra govenment in its choice of
borrowing in thefirst period. The regiond govenment also chooss a tax rate in

the second period and tha represents a second interaction with the centre.

However, this latter interaction is simultaneous and the region takes the central

govenment grant decision as given when it chooss a second period taxes.
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3.2 Central and regional gove nmentsQproblems

The modd implicates both the behaviour of the regiond govenmentsin period 1
and theregiond and central governmentsin period 2. Goodgeed uses the method
of backward indudion to solve the sequentia game beween the central and
regiond govenments. This means the presentation of the central govanment@
problem in period 2 and the resolution of the regiond govenment® behaviour in
period 1 inusng tha solution.

3.2.1 Central gove nment@ problem

The mog important assumption is tha the central govenment is politically
motivated and chooses an amountof regiond grant in period 2 tha maximises its
expected votes. Letting p. denote the probability that a voter in region i votes to

re-elect the government, the centre chooss avector g, = {g,,,....0,,} tO

Ivglljaxn N, pi(Ui(Gil) + Ui(Giz)"' Wi(Cil) + Zi(Ci2)) (1)

Since the centra govenment moves second, it mug take as given the regiond
govanmentsO borrowing and taxation choices from period 1. The regiond
goveanment choice of tax rate in period 2 is also taken as given, since the central
goveanment plays Nash with respect to this choice. Thefirst order condtionsare
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The central government equaes then the weighted margind utility of increased
grantsto aregion and themargind cost of increased taxes tha must be pad by all
regions Assuming an interior solution, thefirst order conditionssimplify to

"p P

- forall i, j 3
% 'G, '#, "G, b/ 3)

Tha is, the central govanment will equae the weighted margind utility of
regiongvoters. The weights depend on theincrease in probability that a resident

of aregionwill vote for thecentral govenment in place.
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The central government@ reaction in period 2 to a region® borrowing decision in
period 1 represents a cruda commitment problem. A soft budge condraint arises
when the centre feels political pressure and increases aregion@grant alocationin
peiod 2. In adoping this behaviour, the centre lowers the oppotunity costs of
borrowing for the region, as the grant pays off a part of the debt. In resisting to
political pressure, the centre creates a hard budge condraint.

The central govenment® behavioural respons to regiond government borrowing
can bederived, by examining the central govenment® reaction fundion. Thefirst

order conditions (3) implicitly define the central government@ reaction fundion

(that is its optimal choice of grants {g,,.....g,,} as a fundion of borowing).

Solving implicitly for this set of fundionsyields

g?z = flz(;?v; (Bil)’%(Bil)) forall i 4)
The central govenment@® grant decision for region i in peiod 2 will depend on
region i@ borrowing in period 1. The derivative of this fundion with respect to
borrowing explainshow the central government will adjug its allocation of grants
to aregionin peiod 2 if tha region borrows in the first period. Before deriving

thedopeof thereactionfundion, onemus consder two special cases:

A hard budget constraint policy: the centra govenment resists any temptation to
increase region@® grants in the second period when tha region borowsin thefirst.
That is, the centre chooses beforehand the amount of grants, regardless the
region® borrowing decision. This suppases tha Jf,,/dBS =0 for al i. Although
theefficiency of such strategy, onewill seethat it is not credible.

A soft budget constraint policy: the centra government findsoptimal to increase a
region® period 2 alocation of grants when tha region borrows. This lowers the
oppotunity cod for theregiond govenment because the grants pay back a part of
its borowing. This suppos tha “f,,/"BS >0 for al i. This ineficient strategy

will happen in the present modd.
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The derivative of the central govenment@ reaction fundion with respect to
borowing gives
llfi2 IIGi2 ll7#¢i HGi2

iz _ g Dz
llBil GG IIBil p## IIGi2 n Bll

(5)

The sign of this derivative reveals whether the central government will pursue a
soft budge condraint policy in the second period. Hereafter the sections discuss
thetwo additive pats of thederivative.

The two components of the first term are negative, this latter therefore indicates
tha part of the central government® reaction will be to increase grants to the
bomrowing region. Indeed, this term is working to make df,,/dBS > 0. Goodpeed
gives the following explanation: if the centra govenment does not increase
grants, the region mug reduce its period 2 public consumption which increases
themargind utility of period 2 public consumption in theregion. Since the central
govanment is udng the grants to get the region to what it perceives to be an
optima consumption of public goodin period 2, it mud increase period 2 grants
to offset theregion® behaviour and achieve this aim.

The second additive term of the derivative congsts of three multiplicative terms.
Thelast is negative, as highe borowing in the first period reduces public good
congumption in the second. The next to the last is postive, since lower public
goodconsumptionin period 2 lowers utility. Thusthe sign of the second additive
pat of the derivative depends on the sign of p.. . Theintuitive reasoning makes
p.. negdive for the same reason tha margind utility intuitively decreases. In
other words at high levels of utility, a small increase in utility is likely to make a
dightdifference in voting behaviour while at low levels of utility, it might make a
great deal of difference. According to the probability of voting for the incumbent
tha increases at a decreasing rate with utility, the second additive component is
postive, and the second additive term is also working to make of,/dBS >0.
Goodgeed congders the second additive term as political in naure and gives the
following judification as proof. If the centre does not increase grants, the region

mug reduce its peiod 2 public consumption which decreases utility. If p.. <0,
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the margind probability that a resident votes for theincumbent (i.e. theweightin
the first order condiion) is highe than it was before the region borrowed. By
increasing grants to the region, the central goveanment can therefore garner more
votes. If p, =0, themargind probability tha a resident votes for the incumbent
does not change with the level of utility and the second additive term is zero.
Assuming p.

(Y

=0or p, <0 and the unambiguous postive vaue of the first
term, the dope of the reaction fundion is thus unanbiguousy postive. This
means tha the central government® incentives are to increase a region's grant
with its borrowing.

A crudal fact of this model remainsthe basic commitment problem of the central
govenment. Indeed, the centre uses tranders to maintain a certain quantity of
regiond spending tha it consders politically optimal because it maximisesitsre-
election chances. This point of view prevents the centre to commit a credible Gho
baloutOpolicy beforehand. Theregiond govanment knows that when it comes to
period 2 and uses its first-mover postion to take advantage of central government
preferences.

3.2.2 Regional gova nment@ problem
The regiond govenment i is assumed to maximize utility of a representative
consumer of region i subject to constraints on private and public consumption in
each of the two periods the regiond and centra govenment budge condraints
and the reaction fundion of the central govenment. Playing a Stackelberg game
with perfect information, onemay assume that theregiond govenment knows the
reaction fundion of thecentre.
Regiond govenment i@ problem is therefore

Max u(Gy) +v(G,) +w(Cy) +z(C,,) (6)

B%.BS tisti

Thefirst order condition, which possibly deviates from efficiency, resultsin
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The price faced by the regiond govenment when it borrows congsts of two
digtinct parts. The first term results from the common pool problem. If region i
borrows $1 and the central govenment increases grants to region; by ﬁfﬂ/&B;7 :
region i mugs pay a pat of the cos engendeed by the increase in grants. This
term represents therefore the tax price to region i resulting from an increase in
grantsto any and all regions The secondterm indicates the oppotunity cos of G,
in terms of the foregone G, . Increasing grants to the region reduces the region®
oppotunity cos. The mog important feature of the region® incentives is the
derivative of thereaction fundion of the centra government. Goodgeed proposes
to consder once agan thetwo special cases exposed previoudy.

Hard budget constraint, tha suppogs "f,,/"BS =0 for al i. Under this policy, the
central govenment does not change its initial alocation of grants when a region
borrows. The oppotunity cod is thus 1+, since borowing mug be pad for by
redudng next period® revenues by the amount of borrowing plus interest.
Moreover, thereis notax cog. As already remarked with the central government@
behaviour, it cannot credibly commit to a no bailout policy beforehand. As a
result, the regiond govenment will not rationdly expect following this central
govanment@ policy.

Soft budget constraint, tha suppo®s "f,/"BS >0 for al i. Under this policy, the
central govenment increases a region®future grants when it borows. Thefailure
of the hard budge condraint policy indudes two consequences for the region.
Firstly the oppatunity cog of borowing is lowered since less period 2 public
congumption mug be given up to pay off the debt. This is represented by the
second term of (8) and implies a greater amount of borrowing than unde a hard
budgée condraint. Secondly, thereisarisein tax payment represented by the first
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term of (8). This rise, which represents only a portion of each dollar borrowed,
implies a highe price and less borrowing than under the hard budge condraint.
Goodgeed identifies two sub-case of soft budge condraint. First, the centre may
increase only the grants of the borowing regionso that "f,,/"BS =0 foral i" j.
Such behaviour results because the central government® re-election chances
depend on it equaing the weighted margind utility of region® voters. When a
region® borowing disturbs this equdity, the central government will attempt to
adjud its grants to maximize its chances of re-election. The taxes rise by only a
portion of the additiond grants received and the region® increase in cog due to
additiond taxesisless than its decrease in the opportunity cos of borrowing. This
leads to excessive bomrowing. Second, one may assume that the centra
goveanment increases grants not only to the borrowing region but also to other
regionsso that df,,/dBS >0 for i = j. Thedifference with thefirst sub-case liesin
the fact tha the centra government essentially punishes the bomrowing region
when it increases grants to other regions as the additiond grants are given to
other regions Theinteresting view is tha therise in taxes may be so great tha it
offsets thelower oppotunity cod resulting fromits own increased grants. In other
words it exists a type of soft budge condraint that resultsin efficient borrowing.
However, this modd does not deal with this sub-case, as thereaction fundion (4)
isnotafundion of theborrowing of regionsother than region .

3.3 Conclusion

Regionincentives depend on the reaction fundion of the central government.
The political modd of Goodgpeed leads to interesting condusons on budget
condraint palicies, based on the assumption that grants equae the margind utility
of regionvoters and thereby maximise central government® expected votes. A
hard budgé condraint policy, which leads to efficient borowing incentives for
regiond govenments, remainsingficient since the centre cannotcredibly commit
such a policy. On the other side a soft budgé condraint policy engende's two
effects on incentives of regiond govanment, namely a common pool problem
and an oppotunity cost effect. Indeed, the soft budge constraint lowers the
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oppotunity cog of borrowing for the regiond government, but also increases the
tax cog since a portion of theborowing mug be pad for throughincreased taxes.
As long as other region® grants do not change as a result of a given region3®
borowing, the common pooling effect on tax payment implies tha the increased
tax cos mug beless than the decrease in the oppatunity cod. This leadsto over-
borowing. An interesting element of this modd remains the possibility for the
central govenment to punish the borrowing region in increasing grants to other
regionsenoughto deter excessive borrowing by any region. In fact, the borrowing
region mug pay a portion of the tax increase for those grants increase and this
findly leadsto efficient borrowing decisions

Goodgeed proposes a relevant modd that deals with severa features of fiscal
recklessness mentionead in the first part of this paper. He effectively builds his
andysis on an equdization trander system in relation with sub-naiond
borrowing incentives, in paying attention to politics. Moreover, hefindsvauable
condusonsaboutthe common pool problem and the oppotunity cog effect. The
condderable number of citations about Goodgpeed® modd by other famous
authors proves tha he wrote an influential paper. Furthemore, he ingires
researchers for new kind of modds, such as BreuillZ Madies and Taugoudeau
(2005) Based on the modd explained above they Get up a smple modd of
central govenment transfer decisions with inter-temporal regiond budgéary
decisions when both horizontal and vertical tax externdities are at workO
(BreuillZ, Madies, Taugoudeau, 2005, p. 231). Ther pge bdongs to the
literature tha proposs a new view on commitment problem, in examining the
impact of tax competition on budge congraint. They find tha tax interactions
haden the regiond budgé condraint when the region is not deeply in debt,
whereas they have no effect on central govenment trander behaviour.
Goodeed®@ model suggests tha the derivative of the reaction fundion may
depend on political factors. One of the only other modds tha endogeousy
derive soft budge congraint balout behaviour on the pat of the centra
govenment is Wildasin@ modd. This author assumes tha the reaction fundion
may also depend on regiond govenment® size. The next chapter will deal with
this author@ view.
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4. Externalities, jurisdiction size and bailout

The general content of this chapter attempts to ask why some lower-level
govenments fall into fiscal crises tha seem to require interventions by higher-
level govenments while others do not Wildasin (1997,p.1-36) proposs a modd
tha deals with externd effects created by the provision of a local public good,
corrected with a Pigouvian tax. Indeed, this author explores the hypotesis that
the central govenment acts to maximize the welfare of housholds residing
outside of thelocality that is being congdered for a balout Moreover, this modd
consdes unde which condtions the centre would intervene in the local fiscal
affairs, in which case localities face soft budge condraint. In addition, this author
also develops an interesting point concerning the behaviour of localities, which
have patly ther budge condraint in ther hands and may decide the
attractiveness of abalout

However, the reputation of Wildasin® balout modd remains in his jurisdiction
size andysis, which interprets the relationdhip between jurisdiction size and
hardness of budge congraint. In fact, this modd undelies the Oroo big to failO
hypotesis, which is especially important in regards to the consequences it may

engendea. This hypothesis primarily refers to the banking literature with the
Qende of last resortOtheory. This means tha alende, usualy the central bank of

a county, has to prevent the collapse of banks or naiond inditutionstha are
facing finandal problem. In other words the lende of last resort protects the
naiond econony aganst the dramatic externdities tha the collapse of afinandal

ingitution may engenda. Neverthdess the potential balout in case of problems
gives inditutions the temptation to take more risks on the capital markets.

Wildasin linked this theory with jurisdiction size, since the failing of a large sub-

naiond govenment may create negative spillovers on other naiond entities and
may even affect thenaiond econony.

The organization of this chapter is designed as follows. The next section sets out
the hypotheses and the context of the modd. The second section explains the
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externd effectsOmodd which is divided into subdivisions exposing central and
regiond govenments problem, as Wildasin solves his modd with backward
indudion. The third section dedls with Wildsn®@ famous jurisdiction size

andysis, while the fourth presents a summary and condusonsof the chapter.

4.1 Hypotheses

This modd is based ontwo stronghypotheses.

H1) Local govenments provide public goods which not only benefit ther own
residents but that produce externd benefits for residents of other localities as well.
The central goveanment acts therefore in the interest of the whole sodety and
establishes a programme of intergovanmental transfers tha fundion as Pigouvian
corrective subsdies.

H2) Thee is a sequentia structure with decison-making. Firstly, the centre
moves in establishing a programme of corrective intergoveanmental trangers.
Locdlities accept this policy and choo® ther level of loca taxes and
expenditures. However, there is a third stage and the centre can move last, after
observing local fiscal decisons by taking direct control over local expenditures
and by finanang incremental local spending from central funds In other words
this third stage correspondsto a balout from the centre and, if it occurs, reveals
tha thelocal government budge condraint has been soft.

Thefollowing numerousassumptionsare needed to undestand Wildasin@ bailout
modd. Thefive distindt parts are the basic framework, housholdsOconsimption,
govenmentsCfiscal situation, the equilibria and the sequential game.

The modd indudes three types of actors. the central govanment, localities and
ther housholds

H3) Localities are of identical size, i.e. they contain equd numbers of residents.
According to tha parameter, the degree of fiscal decentralizationisthusrelated to
the size of local govanments. The degree of fiscal decentralization becomes low

with only afew largejurisdictions whereas it is high when it encompasses small
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and numerousjurisdictions This modd will explain how jurisdiction size affects
thehardness of local budge condraint.

H4) N represents the total popuktion of the economy. Population is partitioned
into loca jurisdictions which are assumed al to contain the same number of
housholds ». Housholdsare immobile anongjurisdictions

Let@ condder the following housholdsOconsumption and the externdities they
genegate.

H5) Households are assumed to have identical preferences and endowments and
they consume three commodities:

x for all-pumpose private goodwhich will serve as numeraire. Each houshold is
endowed with w units of this commaodity.

z represents the consumption of good, which may be hedlth, water or education
and tha yieldsexternd benefitsto othe housholds.

G is a Samudson public good whos level of provison is determined by the
central government.

Note tha externd effects of goodz create interdgpendency among households

Thus suppo® tha each houshold / has a strictly quasi-concave utility fundion

u(x,,2,,Z,G) where Z=Y B(z,), with #">0>#". Here, (x,,z,) is houshold

h@ own-consumption of goodsx and z; the parameter Z reflects the externd
bendits to 4 of consumption of goodz by other households The concavity of the
fundion " reflects the basic need aspect of the externd effects. The high degree
of subditutability in the externd benefits generated by housholdsOconsumption
of good: is reflected by the summation of externd effects across households The
strict quasi-concavity of u(-) reflects the diminishing margind retums to

aggregae externdities. It is also assumed that no goodsare inferior.

Governments face thefollowing fiscal situation.

H6) Each locality determines a level of good z to be provided to each of its
residents, i.e. z is treated as alocal public good.In order to smplify the andysis
of jurisdiction size, it is ussful to leave aside disecononies of scale in the
provision of local public good
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H7) Localities and central government are assumed to have uniform lump-sum
taxes at thar disposl to finance their expenditures. Local public goods may
therefore be pad with local taxes or with grants from the centre. The role of
tranders in the analysis will be to affect the local provision of z, tha generates
spillover benditsfor therest of the sodety.

H8) m denotes the share of local expenditures reimbursed by the centre through
matching grants. The matching rate is assumed to be the same for all localitiesin
order to simplify theandysis.

H9) g denotes any lump-sum grant from the centre to locality i, expressed in per-
capita terms. Note tha the notation distinguishes lump-sum grant level by
localities because the centre may use these tranders to intervene in the finanang
of local public goodin a particular locality.

H10) ¢, isthe per-capitalevel of local Gwn-contributionsOto the provision of the
local public goodin locality i. Thelevel of local public good consumed by each
resdent of locality i is thus z =c, + g with lump-sum grants or z =c, /(1" m)
unde matching grants.

H11) The centra government budge condraint, in summing total fiscal tranders

across al localities i, takes the following form " ng, + G =NT with lump sum

i

grants and mY nz +G=NT with matching grants, T denoting the amount of

central government lump-sum tax imposed on each household.

Consder those localities and housholdsCequilibria

H12) The equilibrium for locality i is assumed to solve the problem
max., .. u(x,z,(N -n)B(z)+np(z,),G) subject to H11 and assuming tha z
denotes the per capita level of z provided to the residents of all localities other
then i.

H13) Given the strong assumption above it is obvious tha there is an unique

(x',Z,G’) that maximises the common utility of al housholds subject to the

fundamental resource congraint » x, + ¥ z, +G < Nw.
h h
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Interactionsexist between thelevels of government.

H14) Locdlities take the parameters of the central govanment grant policies as
given. The centre acts as a Stackelberg leader or first mover, with localities
adapting as well as they can to the policies announed to them. However, the
central govenment may not be able to enforce its commitment, as a departure

from announ@d condraints seems to be afeature of soft budge condraint.

According to those numerous and strong assumptions the next section defines
Wildasin® bailouts modd.

4.2 Bailouts and externalities

Externdities foundthe basic issue of this balout modd. Assume tha the centra
govenment offers each locality a matching rate of m® for its expenditures on
good z, which would suppot an efficient per capita level of z. Imagine tha a
locdlity fails to provide the basic good and sets z,=0. According to the
externdities the provision of z, may engende for residents in other jurisdictions
the centre might intervene and control the provision of z for the locality i. The
central govanment uses therefore its own resources in the interest of residents of
other locdlities. In other words the centre balls the locality i out The strategic
valueisthusthelevel of basic good:z provided by locdlity i, z.

In order to smplify the relationdhip between the levels of government, it is
sufficient to consde the interaction between a single locality i and the centre.
Let@ suppoe tha the centre announes an optima matching rate m™ and that all
other localities choo first-best levels of own-contributionsto the provision of
good z, ¢ #(1$m)z, thus achieving the optimal provision level z'. Does
locality i choo® to set ¢, =c¢ and accept the centrd matching grant or choos
some other level of its own contributionsin anticipaion of a centra govenment
balout? The ansver depends on the central govanment@ bailout policy, which
describes what level of balout a locality receives if it deviates from thefirst best

contribution level ¢'. The decision of baling out a locality i after observing its
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choice of ¢, indicates tha there is a sequential structure between levels of
govanment. Wildasin therefore andyses the relationship recursively, consdering
first the central govenment® bailout policy.

4.2.1 Central govenment bailout policy

The objective of the central govenment in Wildasin@® modéd is the maximisation
of the welfare of hougholds residing outside of the locality i tha is being
conddered for a balout In order to modd the central govenment@ balout
optimization problem, consder the following three assumptions Firstly, the level
of own-contributonschosen by locality i is denoted by ¢!, which may or may not
beequd to ¢ . Second, the central government has the possibility to intervenein
locdlity i@ provision of good: after observing ¢/ by adding a conditiond lump-
sum grant of g/ to locality i@ own contibution, resulting in a level of provision
denoted by z; =c;+ g;. Thirdly, the centre adjuds its level of expenditures on
goodG after ob=erving thechoice of ¢; to have available funds

Consdeingtha N -n isthetota numbe of householdstha reside in localities

other than i, the centrd govenment@ balout optimization problem can be

explainsas

max.,, ;. u(x*,z*,(N ~mB()+ nﬁ(m + g;),G') (1)
subject to

ng;+G’=NT—m*((N—n)z* +n1_c’i1*) (2)

Theobijective fundionin (1) istheutility of arepresentative houshold residing in
any locality other than i. Using (2) to solve for G’ in terms of g' and subdituting
into the utility fundion in (1) reduces the problem to an unmngrained

maximisation with respect g'. Thefirst order condition

u, (") ch
UG()#QWW g$ 3)

mug hold asastrict equdity if g'>0, i.e, if thereis effectively abalout
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Thevalues of g and G" tha solve the balout problem (1) depend on thelevel of
locdlity i@ own contribution, ¢!". Assume tha this locality choos its contribution
at the first-best optimal level ¢'=Z'. Thefirst order condition (3) mug hold as a
strict inequdity at a solution to (1), and by continuity, this inequdity mug hold
forany ¢} sufficiently closeto z*. In other words alocality that chooss alevel of
own-contribution to provide z that is optimal or sufficiently close to optimal
receives no baloutfromthecentre.
Wildasin proposs then the possibility for localities to obtain a postive balout
from the centre. In fact, if a locality i sets ¢/ =0 and therefore makes no
contribution at all to provide the good z, the central government bals out the
locality, accordingto

uz(x*,z*,(N -n)B(Z) + n/g’(O),G*) 5(0)>1

Us(x',Z (N = n)B(Z) + nB(0),G) @

This implies tha the centre chooss a postive balout g >0 for al own-

contributions ¢; sufficiently close to zero. Note that high values of f'(0) and of
U, (")/ug () increase the left-hand side of (4), indicating tha a baloutis relatively
atractive to the centre if the first units of z provided to a locality produe large
externd bendfits.

Thefirst order condtion (3) mug hold as an equdity for all values of c' such tha
the balout g is postive. The balout fundion derived as a matter of central
govanment policy can bedenoted as g'= #c;) such tha

! =< %c$<0 (5)
m

1II
One can dedud from this genea case tha increases in own-contributions are
patially butnot completely offset by redudionsin net trandersfromthe centre.

To summarize this section, there is no central govenment balout when own
contributionsof locality i fall in theinterval [Ci’,z*] , Wwhere €'< Z' This meanstha
alocality that chooses a level of own-contribution tha is optimal or sufficiently
close to optimal does not receive a balout Thecritical value ¢; will be strictly

postive if the externdities assodated with locality i@ provision of goodz are
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aufficiently strong that (4) holds The balout is thus a drictly postive and
monobnicaly declining fundion of the own-cortribution level for all values of

!

¢/ intheinterval [0,c]]. In other words a locality that chooss a level of own-

contribution sufficiently close to zero receives a balout from the centre.

4.2.2 Local gove nment bailout policy

A specific feature of Wildasin® modd of bailout remains the assumption that
local governments also exhibit balout policies. He argues tha they control the
level of own-contributionsto thelocal public goodand thusdetermine whether to
trigge a balout The condition (4) determines whether locality i can induce a
balout from the centre and represents a necessary condition for this locality to
face a soft budge condraint. However, this condtion is not sufficient for a soft
budge condraint, since the balout may be sufficiently unatractive tha locality i
would always choos an own-consumption level greater than ¢'". Let@ therefore
andyse thelocal choice of own-consumptionto local puldic goods

If locality i chooss ¢ =C/, the central govenment does not bal it out On the
other side if locality i chooss c' <C/, it then receives a balout, and the

conuumption bundk that itsresidents receive is defined by therelations

xj=w-T-c; (6.1)
w_ Cf .

3= s ) (6.2)

Z"=(N#n)$(2") +n$() (6.3)
e 5] ¢ -

G'=NT#m &{’N #n)2*+ nl#m$)#n+(ci') (6.4)

The utility of locality i in the event of a balout is therefore u(x',Z,Z",G"), each
argument depending on c. Let @ denote the values derived from (6) when
ci'=¢. Thefirst order condition for a maximum of u(x\z.Z",G") with respect to
c'is

Zzi—g+nz—8$#);(le%+-i§+n2f—gf;%+-%. 1 @)

with strict equdity if ¢; >0.
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The first orde condition (7) requires localities to choo® a level of own-
contributions that takes into account central matching grants, balouts and ther
impact on the centre@ own public good provision level. The own-contribution

A

level ¢ liesintheinterval [0,¢]] andisthuslower than thefirst-best opimum.

Thelocality i@ choice to induce a balout depends on its own preferences and on
the externd effects that its provision of goodz generates for other localities. Both
these effects determine thelocation of thecritical point ¢;, which definethelevel
of own contributionssufficiently high to reduce the balout to zero and determine
as well therest of the balout fundion “(cf. Assuming tha residents have a very
indastic demand for goodz, the lower level of provison attained under a bailout
plan is likely to be unattractive and the locality will notindue a balout On the
contrary if locality have an own-consumption of goodz highly subditutable with
other goods the balout is more likely. The externd effects also affect the
likelihoodof balout, as strongexternd effects are more likely to indue a balout
rather than small externd ones. To summarize, the likelihoodto induce a balout
dependson thelocal and externd benefits generated by the provision of the local
public good.

4.3 Bailoutsand jurisdictional size

A key feature of Wildasin® modd clearly remains the size of locdlities and their
impact onthe central govanment® balout policy. The section abovehas assumed
tha all localities are of the same size, n. However, the author suggests tha a
balout is more likely when locality are largein size, tha is, related to the Oroo
big to failOhypohesis presented in the first part of this pgper. Let@ impose any
additiond structures to the modd developea in the section above to verify this
podulation.

The comparison of two discretely different consumption bundkes involving every
argument of the utility fundion, (x",z’,Z,G") and (fd',gi:?:&') is the first step

when a locality decides whether or not to indue a balout The second oneis

assessing the effect of jurisdictiond size on balouts anountto modd the vector
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(IZ'J',ZJ',?',@") as a fundion of n. The last stage is determining whethe
u(k’i',ﬂ',?',@") isincreasing or decreasing in n and findly compaing its vaue with
u(x*,z*,Z*,G*).
This andysis indudes implications of more specialized assumptions about
preferences. The author firstly suppogs that the utility fundion is additively
separable in each argument and quasi-linear in G, that is

uxzzZG6)" AX)+B(2+C(2)+G (8)
Thee are implications for the quas-linearity of G°, which indue tha
c//d-mY+g =c//d-m)+y(c)=c for al vaues of own-contibutions ¢/
such tha the centre is willing to bal out the locaity. If houshold preferences
satisfy (8), the quasi-linearity in G implies tha they will choos either ¢'=0 or
c'=7"if

n<A(Ww#T®) (9)
When (9) holds the author assumes consderable ssimplification for the remainde
of this section. Particularly, if a balout occurs, (9) insures tha ¢; =0, that the
level of balout is therefore the unique value y(0)=c¢;, and tha the balout is
precisely the level of consumption of the local public good z tha will be
conaumed by residentsin thelocdlity receiving thebalout, i.e. g =¢/=y(0).
Assuming that preferences satisfy (8), the uniquebalout level ¢ that the centre
providesis determined by thefirst order condition (3), which now takes theform

C'(2)B'(c) =1 (10)
where

Z" (N#n)$(2) +n$(cq=Z"# n($(2) # $(c§) (11)

This conditionis satisfied as an equdity if thebalout C" is strictly postive, which
will betrueif andonly if (4) holds that is,

C'(Z# $n(%2)$ %0))) 9%0) >1 12)

® The quasi-linearity implies that y'(c;) = —1/(1 - m) whenever y'(C) >0. Let® assume this
implication as given, as its development goes beyond the scope of this paper.
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For a given utility fundion satisfying (8) and for a given externd benefit fundion
B(), whether or not condtion (4) holds depends only on the vaue of n.
Particularly, since

dz

—=-{B(z")-p0))<0
dn (ﬁ P ) (13)
and since C(") is dtrictly concave in Z, it follows tha there is a critical vaue of

jurisdiction size, correspondingto n* [O,N] such tha (12) does not hold for all

n<n while it does for al n>n. In othe words it exists a critical jurisdiction
size n such that localities not larger than n receive no balout from the central
goveanment, whereas localities larger than n do receive postive balout, if they
choos a zero level of own-contributionsto goad z. Moreover, usng (10) to solve
implicitly for €' asafundionof n, we have

dc; _ nC'(2)B'(c)

dn nC'(2)B'(c)’ +C'(2)B'(c)

(B@)-B(c))>0 for n > 7 (14)

This last equdaion means tha the size of the balout offered by the centra
goveanment to alocality tha makes zero own-contributionsto local provision of
good z is highe, the larger the locality. According to the suppostions of (8),
larger localities can obtain larger balouts from the centre than smaller ones, and
small localities may not be able to extract any baloutfromthe central govenment
a al. Thereason is tha the loca good provided by larger localities generates a
larger postive externdity. However, the andysis does not take into account the
utility payoff of the consumption bunde a locdity attains unde a balout as
compaed to tha attainable with first-best optima own-contribution. Wildasin
states tha it is hardly obvious to declare whether baloutsraise or lower utility for
a locality@ residents, or whether balouts are more or less atractive to large
localities than small ones. Despite this fact, one can affirm that localities of size
n" n aways choo® a firs-best optimal level of local contribution to good z,

c'=7', sincethey cannotoltain a balout anyway.

To prove the founddion of his assumptions Wildasin illugrates his modd with
numerical calculations Theauthor chooss thefunctiond forms and parametersin
order to shed light on the working of the modd rather than to smulate a real
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econony”. Those numerical results primarily confirm (14), in other wordsthat the
balout offered by the centre to a locdlity is larger, the larger the locality.
Moreover, significantly small localities do not receive any balout at al. In
addition, the calculationsrevea tha the utility payoff in the event of a baloutis
larger for large localities, and that in some cases largelocalities find that utility is
highe unde a balout than the first best opimum. Thelocal govanment in that
situdion clearly faces a soft budge condraint in the sense explained above that
is, the central govenment does offer resources to the locality to finance the
provision of the public goodz if thelocality fails to do so, and thelocality prefers
this outcome than thefirst-best optimal level.

According to the parameters determined by Wildasin, the following condusve
results give a more precise idea about the jurisdiction size and its impact on
balout For ingance, localities that conditute at least 21 percent of the nationd
popuktion receive postive balouts. If smaller localities choos not to provide z,
they receive no balout at all. Localities of size n <21 thus face had budge
condraints. However, note tha this critical valueof n dependson theimportance
of externd effects: with a small valueof c,, n can even attain 34 whereas it can
only be 7 with alarge value of ¢,. A locality tha conditutes 41 percent or more
of naiond popuktion is beter off unde balouts and thus faces a soft budge
condraint. Unde the same parameters, localities of sizes ranging between 21 and
41 percent of the nationd popuktion would receive baloutsif they do not chooe
to provide the local public good, but the balout is sufficiently undtractive tha
they prefer not to induce it. Thos localities face hard budgé constraints. Note
tha externd effects play an important role in the decision of balout Indeed,
Wildasin shows that weak externd effects not only imply tha the number of
localities tha can obtain nonzero balouts from the centre remains small, but also
tha the size of the balouts they can ohtain is relatively small, making thus
balouts undtractive.

*Thevauesare N =10Q w=10, x =7, 7" =1, G =2N =200. At first-best optimum,
70 percent of income is allocated to private good consumption, 20 percent to the national public
good G and 10 % to the loca public good z.
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4.4 Conclusion

The modd exposed above indudes strong assumptions tha greatly simplify the
notation and the forma andysis. Moreover, the calculations do not give results
tha can be generalized. However, they provide a conaete illugration of many
features of Wildasin®@ modd and give an interesting view on budgé condraints.
For ingance, the modd explains tha the occurrence of balout patly dependson
the willingness of the centre to offer it. Externdities generated by local public
goodsmay make a central intervention attractive from theview point of therest of
the sodety, butthee are also conditionsunde which the centre will notintervene
and induces therefore a hard budge condraint. Moreover, this willingness aso
dependson the magnitude of the externdities associated with the provision of the
local public good. The occurrence of balouts not only depends on the central
govanment® willingness to offer them, but also on the decision of locdlities to
accept them. This interesting feature explains tha the payoff of residents in the
event of abalout may be sufficiently unatractive tha thelocality does notchooe
to trigge the central govenment intervention. Findly, it is demondrated tha
budgée condraints tend to be softer for larger localities. In other words incentives
for a balout can be especially strong when localities are conddered (roo big to
failQ Wildasin interprets this result as an indication tha problems of fiscal
discipline arise not because there is too much decentralization, but because there
is too little. According to this point of view, it makes sense to devolve fiscal
authorities to smaller jurisdictions Pisauro gives another formulation to this
problem in writing Gor a given popuktion size, the balout problem becomes less
serious the highe the number of localitiesO(Pisauro, 2001, p. 13). The Ooo big
to faillOhypohesis remains a central theory in the literature, since mog of the
pape concerning balouts and soft budge: constraint problem refers to Wildasin®

work.

A recent example of this assumption is the mortgage crisis in the United States,
which pefectly illugrates the Oroo big to failOhypothesis. Despite that Gaving
companies from thar own mistakes was not suppo®d to be pat of the
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govenment's job descriptionOfor American politicians and econormists, Fannie
Mae and Freddie Mac@ possible failure changed ther minds Inded, the
govanment offers a balout to these mortgages companies, which own nearly haf
of the naion® $12 trillion worth of home mortgages. The common pool problem
was also debaed, as the Qaxpayers - who now are confronted with plunging
house prices, a drop on Wall Street and soaing cods for food and fud - will
ultimately pay the cossO However, Qhe United States cannot be allowed to
collapse, jus as Fannie and Freddie cannotbe allowed to failQ In fact, thefailure
of such companies would engende one of the biggest downturn in the United
States since the Depression. The survival of Fannie Mae and Freddie Mac, and
therefore ther balout, remained the uniquesolution (Goodmann, 2008)
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5. Related models

This chapter proposs an overview of modds related to balouts and commitment
problems. Goodge=d and Wildasin have developed modds tha corroborate
explanaions given in the first chgpter. Thar fundamental findings remain
elementary in the literature, since a numbe of researchers still refer to thar
results. For ingance, Facchini and Testa (2007) examine a modd which have
similarities with thejurisdictiond size modd of Wildasin. In addition, this chapter
gives further information about researches on balouts. Indesd, a macroecononic
modd by Qian and Roland (1998) is presented, as it contains important
condusons on fiscal competition and monetary centralization. Subsquently, a
moden modd developed by KSthenbYger (2003 andyses tax competitionin the
presence of a lack of fisca commitment. To conclude the last section presents
researches tha imply additiond developments on the soft budge condraint
problem, with a theory of Akai and Sato (2005) and a dynamic modd of
Bordignonand Turati (2005)

5.1 Jurisdiction size, regional inequality and bailouts

A recent survey by Facchini and Testa (2007, p. 333-344) captures similarities
with both modds presented above Indeed, thar pgoe dedls with a smple two-
period modd of public goodprovisonwithin afederation tha indudes borrowing
and jurisdiction size issues. Moreover, the common pool problem is also treated,
as well as the question of redistribution among states. These authors based their
paper on thelessonsfrom Brazil@ debt crisisin the mid 1990@

5.1.1 Context and hypotheses

Facchini and Testa propo® a theoretical framework, in which heterogeneous
states face incentives to borrow. In atwo-period setting, they consder afederation
of two states tha differ in ther popuktion size. All residents are endowed with a
condant per capita income and the income of the larger state exceeds the one of
the small. The federal govanment provides a federal public good, as the states
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provide alocal public good.A propottiond tax revenueis levied on the residents
to provide both goods The tota revenues are allocated between levels of
govanment via a formula assigning to each of them a share that is equd to ther
share of the first best provision of public goods It is noteworthy to mention that
the grant can only be spent for the local public good®provision. States have the
oppotunity to finance thefirst period provision of thelocal goodby borrowing at
the current interest rate. However, the entire debt mug be repad in the second
peiod. Borrowing in the first period means thus a redudion of citizengprivate
consgumption in the second period, in order to repay the debt. A state tha is not
able to repay the outstanding debt will default, unless the federal govenment
decidesto ball it out In case of balout, additiond taxes are needed to providethe
required funds since states do not reduce the provision of public goodsto repay
the debt (as the provision is given by the first best level deermined by the
formula). The budge condraint faced by a state that receives additiond fundsis
soft. On the other hand, if the centre denies a balout and that the state mug
reduce its residentsOprivate consumption to repay the debt, the budge congraint
is had. The default has a negaive impact on the income of the insolvent state,
and on tha of the entire federation in case of alarge state@ default. Indeed, these
authors point out that the default of large Brazilian states in the mid-19908posed
aseriousthreat to thefinanda stability of thewhde county.

The authors modd the interaction between the centre and the states as a two-
peiod game. They firstly characterize the first best allocation of resources and
then study unde which conditionseach state findsoptimal to borow to increase
theloca public good3 provision guaranteed by the revenuesharing formula

5.1.2 Findingsand conclusion

Facchini and Testa firstly determine the optimal amount of federal and local
public good, which is provided according to the revenue sharing formula. They
find tha borowing is never optimal, as thefirst best alocation is achieved when
states do not borrow. However, the central government mug be able to enforce a
had budgé condraint, in order to avoid expectations of balout by date
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govanments. When states anticipae that they will receive further fundsfrom the
central govenment, they will borrow in thefirst period and over-providethelocal
public good. The presence of a soft budge condraint may engende a common
pool problem, as excessive bomrowing is financed with tax levied on al the
residents of the federation. However, Facchini and Testa assume tha a balout
might be optimal ex-pog as it would be too cogly for the county to maintain a
hard budge condraint. Inde=d, a default involves a cog for the econony of the
state and/or of thefederation, and when this cod is significant, the total welfare of
the fedeation in the second peaiod may be highea if a balout is offered.
Neverthdess, states may anticipae that the Gho baloutOpolicy is not credible and
over-borrow in thefirst period.

These authors propog an interesting viewpoint on balouts and defaults, as they
introduce the cos of default in ther framework. They assume tha the large state
also has a negative impact on the income of the small state, while this is not the
case for the small one They find tha it is opimal from a paint of view of the
large state and the federation to balout the large state only. However, this balout
is not Pareto efficient and the default@ magnitudemay changetheresults. In fact,
the loss imposed on the small solvent state by the balout of the large insolvent
state might engender the default of the small state. As a consequence, a bailout
occurs only when both states are insolvent. The authors explain tha if the total
debt cannotbebaled out, the small state will be forced to default, while thelarger

might face a soft budge condraint.

Althoughthe hard budge congraint is optimal from an ex-ante point of view, the
ex-pog incentives to bal a state out are different since the default is cogly andits
consequences vary depending on the size of states. States, whose ddault is
detrimental for the federation, are more likely to receive a balout Anticipaing
the central gove'nment ex-pod incentives, large states are more willing to borrow
than small ones. This conduson may beilludrated with the Brazilian experience,
since therichest and mog fiscally independent states run fiscal deficit and bendfit
fromthefederal largesse.
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5.2 Fiscal competition and monetary centralization

Thefirst macroecononic modd of the soft budge congraint viewed as a dynamic
commitment problem in the framework of afederal govenment was presented in
a paper of Qian and Roland (1998, p. 11431162. These authors build a modd
based on China@ experience of transtion to a market econony, in order to
investigate fiscal compdition and mondary centralization. They andyse how the
govenment@ incentive to soften budge constraints depends on the extent of
decentralization of fiscal andfor mondary authority. The description of ther

modd@ basic framework is interesting, as it certainly influenced numerous

papers.

5.2.1 Context and hypotheses

Qian and Roland build a modd in a three-tier hierarchy with respectively the
central govenment, multiple loca govenments and state and nondate
enterprises. They firstly assume tha govenment bodies face sequential balout
decisons in the presence of sunk cods and enterprises behave strategicaly in
securing subsidies. Secondly, they hypothesize tha local govenments compete
with each other in allocating ther own budges to attract mobile factors and grants
from the central government in a smultaneousmove game. They findly assume
tha the central government plays a sequential game agang local govenmentsin
deciding on the alocation of grants and, if mondary finanang is possible, on the
total money supply. Note tha state-owned enterprises face soft budge condraints,
as they are baled out by the central govenment in case of finandal trouble. In
ther modd, the authors try to find wha combination of fisca and mondary
conaeption would be more efficient.

5.2.2 Findingsand conclusion

Qian and Roland establish interesting condusons on the effect of federalism in
hadening budgé condraint. Ther results indicate tha loca government
supeavision over state enterprises, as oppased to central one has an impact on the
enterprisesO budge congtraints. In fact, decentralization of fiscal authority
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togaher with mobility of nonstate capital across regionsis effective in hardening
enterprisesObudge condraints. The authors show that fiscal competition may act
as a @ommitment deviceQ Indeed, the competition among local govanments in
atracting capital in thear region creates an externdity tha inceases the
oppotunity cog of subsdizing inefficient enterprises which in turn reduces the
incentives for balouts. They aso demondrate tha fiscal compdition togeher
with moneary recentraization hardens enterprisesGbudgé congraint. Effectively,
Qian and Roland explain tha moneary decentraization remains inefficient with
fiscal decentralization, as it creates high inflation and therefore softens budge
condraints.

5.3 Tax competition and bailouts

Qian and Roland® modd proposd the first viewpoint on tax competition and its
relation with balouts. The wave towards globdization rende's tax competition
more prevalent and becomes a common subject for policy-makers and academics.
Among dozen of researches, K$thenbYger (2003, p. 498513 examines capital
tax compdtition in the presence of an interstate tranger policy without federa

commitment.

5.3.1 Context and hypotheses

KsthenbYger studies tax competition in a two-layer fisca union with
decentralized states. Those decentraized membes engage in capital tax
competition and receive lump-sum grants from the federal govanment. In this
modd, decentralization implies that states choos thar tax policy in moving first
and thefederal govenment decides theamountof trander after thelevel of public
debt has been cho®n. In moving so, state govenments rationdly anticipae
federd trandersin case of fiscal profligacy and strategically select too high public
debt levels.

In his andysis, KSthenbYger compares the outcome prevailing unde Nash
equilibrium and the outcome established unde decentralized leadership. In other
words the first outcome is obtained in assuming tha both levels of government
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chooe thear policy smultaneoudy, i.e. each govenment takes othe
govanmentsOpolicy choices as given. The result coinddes with the standad tax
compdition outcome. The second outcome is achieved with states acting as
Stackelberg leadersin a two-stage game between thetwo levels of government. In
the first stage states select ther capital tax rate simultaneoudy, taking the
reaction of the federal govenment and the capital demand into account They
behave as Nash-compditors towards each other. In the second stage, the federal
level determines its policy variables for given statesO policy choices and
anticipaes the reaction of capital demand. The game is solved by backward
indudion, in orde to characterize the subgame-pefect equilibrium. The author
findsthat decentralized leadership neutralizes tax compdition, i.e. capital mobility
does not negaively affect public good provision. Neverthdess, interstate lump-
sum redistribution effectively becomes an interstate revenueshaing system,

which rende's public goodprovisonindficiently low.

5.3.2 Findingsand conclusion

Given symmetric states and the loca public good unde-provision in both
situaions KsthenbYge compares the welfare oltained usng each scenario. He
finds that the effect of revenueshaing unde decentralized leadership with an
infinite number of states unambiguowly implies lower welfare relative to tax
competition. However, decentralized |leadership may proveto be welfare supeior
with a finite nunber of states. Also in this pgper, the author provides another
result on vertical fiscal externdities. He explains tha unde decentralized
leadership, state tax policy affects other states budgets via federal policy changes.
KSthenbulger shows tha states anticipate tha lump-sum trangers equae public
fundsex-pog, namely after capital taxes have been chosen. Identifying thefedera
decison-making problem, states perceive tranders as depending on tax rates,
which convet lump-sum trandfers into conditiond transfers from each state®
perspective. This expectation of grants has two consquences on taxing
incentives. Firdt, it neutralizes fiscal externdities arising with capital mobility.
Ex-pog equdization implies tha the oufflow of capital, following an inaease in
thetax rate and theinduced tax base expanson in neghbourng states, feeds back
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in the form of highe tranders to the tax-raising state. In other words fixing
capital tax rates prior to federa trangers undemines horizontal fiscal externdities
dueto capital mobility among states. The lack of commitment implies tha each
state therefore perceives its tax base as immobile, a phenomenon which
strengthens taxing incentives. Second, the author shows that tax competition may
appear to bethe preferred federa govenance structure, as thefederal intervention
in the presence of fiscal externditiesis more welfare-deteriorating.

5.4 Additional developments

Soft budge condraint problem remainsa current topic, since authors till develop
new theories. This section offers two types of modds tha imply additiond
developments to the subject. The first modd presented bdow results from Akai
and Sato (2005)3 researches and synthesizes two different views on the soft
budge condraints. The second shows implications of a dynamic modd with
incomplete information, as formulated by Bordingnonand Turati (2005)

5.4.1 Decentralized leader ship meets soft budget

Aka and Sato (2005, p. 1-58) put forward a new theory on the soft budge
condraint problem. They first state tha there are two different kindsof literature
on the commitment problem. Inded, they ingst on a difference between the soft
budget and the decentralized leadership literature. The former podulates that the
ex ante moral hazard or adverse incentive consequences on thelocal govenments
result from the anticipaion of the ex post baling out by the central governmentin
the pursuit of ex post objectives. Goodgeed and Wildasin@ modds bdongto this
categoty, asthey conoeptudize a sequential game with local governments moving
first and the central government deciding the trander policy in the second turmn.
Thelatter addresses ex ante horizontal and reciproca externdities with the central
govenment acting as Stackelberg follower and local govenments as leaders, but
establishes different implicationsfrom the soft budge congraint problem. Indeed,
this type of modd achieves an efficient allocation of local pulic services when
there are inter-regiond spillovers. Then, ex post trangers serve to interndize the
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spillover effect, the tranders being lump-sum ex post but perceived as matching
by the regions ex ante. K$thenburger@ modd which is presented in the section
abovebdongsto this literature. Akai and Sato aim to synthesize the decentralized
leadership and the soft budge views in order to develop a new modd of

commitment problem.

In fact, these authors develop a simple decentralized leadership model in which
local govenments move first and the trander scheme is decided ex post. In both
literatures, the central government pursues ex post soda welfare politics tha
distort the ex ante incentives of loca govenments. Akai and Sato want to
establish the direction of the ex ante distortion that addresses commitment
problem. In other words, they andyse what local governmentsQdecision on public
expenditures or tax collection is made ex ante. The timeline is therefore very
important in their modd, as the ex ante local govenment®@ choice between
expenditures and tax collection affects the policy ingruments determined ex post.
Indeed, the central govanment acts as a Stackelberg follower and designs its
intergovenmental tranders according to the local govanment@ decisions The
authors intend to study how the timing structure affects the equilibrium
conequences. In order to examine the efficiency of ther modd, Aka and Sato

consde extensgons such as changing scenaiosor introdudng tax competition.

They establish tha the direction of the ex ante distortion relies on what policy
ingrument is decided ex ante at thelocal level, namely tax revenueraising effort
or local spending. This means tha whaever extensons the authors tried, the
essence of the incentive problem remainsthe same. Indeed, the ex post discretion
of intergovanmental tranders ill gives the following output the ex ante
competition results with unde-taxation, while the horizonta interaction with
expenditures compdition result with local govenments over-spending. Moreover,
they explain tha the lack of central govenment commitment to own trander
policy leadsto ingficiency, either unde taxation or over-spending relative to the

first best or the commitment solution.
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5.4.2 Dynamic model with incomplete information

Bordignon and Turati (2005 p. 1-54) suggest the development of a dynamic
modd and give new interesting ideas to andyse the soft budge condraint
problem. They primarily investigate the case of health care fundingin Italy, since
this county has plenty of examples of ex post interventions by the centra
govanment to finance regionOheslth deficits. Their modd is closdly related to
balout® expectationsof public hedth expendituresin Italy.

The confrontation between the centre and regiond govenments on the matter of
health was a strategic game in Italy. Regionsclaimed that the central government
unde-finances them for the provison of hedth services, whereas the centre
affirmed that regionsoverspend and waste money. However, in the middle of the
90@ the central government decided to implement measures, redudng ex ante
heslth funding and convindng regionsit was going to be QoughOFacts such as a
dramatic finandal crisis and the need to meet Maastricht condraints for joining
the European Mondary Union (EMU) made the hard budge condraint credible.
Regionsthen successfully introdued measures to control expenditures. However,
health expenditures started to accelerate agan when Italy obtained its find stage
for theEMU.

The modd is implicitly ingired by the facts above Bordignon and Turati
congder a smple modd with two govenments, the central and the regiond. The
centre movesfirst in setting the health funding level, for simplicity alow or ahigh
level. Then theregiond govenment moves and selects an expenditure level, low
or high too. They assume that if the region respords with the appropriate level of
expenditures to the central funding, region® budggt is in equilibrium. Moreover,
if the central govanment sets a high funding, the region can only respondwith a
high level of services. However, if the centre sets a low level of funding, the
region may choo% a high level of expenditures. The central govanment mug
then decideto let theregion fendsfor itself with the deficit or bal it out partly or
fully.
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The authors explain tha unde pefect information, the only perfect equilibria of
the game are (1) central govanment plays the low funding in thefirst period and
theregion selects the low expenditures level; (2) the central govenment selects a
high level of funding and the region immediately chooss the high spending; (3)
the centre plays the low funding, the region reacts by selecting a high level of
services. The central govenment bails the deficit outin thethird period. Thefirst
best equilibrium can only be achieved if the centre can credibly commit to a no

balout policy, namely the case (1).

Bordignon and Turati indude the dynamic view of the modd at this step,

according to the Italian experience. They suppacse that the region only has some a

priori on the central govenment® policy. In other words, the region does not

know exactly the centre® decision and expects therefore that it will be QoughO
with a probability p, and wesk with probability 1" p. The QoughOcentral

govanment prefers not to bal out the region, while the QveakO central

govanment balls out the region in case of ddficit. Then the authors solve the
dynamic game usng the situaion of incomplete information.

Ther conduson leads to an interesting implication: unde incomplete
information, the GveakO govenment can try to take advantage of region®
uncertainty by mimicking the QoughObehaviour. Region may then beieve this
illuson and respondswith alow level of expenditures and therefore reach thefirst
best equilibrium (1). The GveakOgovanment can thus achieve this equilibrium,
whereas this would be impossible unde perfect information. Then the result of
this game dependson the ex ante credibility of the centre to induce a no balout
policy, tha is the value of p. Indeed, when p is sufficiently high, a low level of
finandng is a more reliable signd tha the central government is QoughOand the
region therefore reacts by choosng alow level of funding. On the other hand, this
situdion would not be possible with perfect information since the region would
not bdieve theimplicit threat and thusselect a high level of expenditures.
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The dynamic modd of Bordignon and Turati implies interesting suggestionsin
the soft budge literature. Indeed, the assumption of incomplete information gives
the oppotunity to the central govanment to teke adventage of region
unaertainty. With a sufficiently high value of p, the centre can behave as a
QoughQyovenment tha implements hard budge condraints.
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1. EMPIRICAL EVIDENCE OF SOFT BUDGET CONSTRAINT IN
TRANSITION AND DEVELOPING COUNTRIES

The second pat presented the way to modd soft budge condraint mechanisms.
Thelast part of this thesis aims to introdue empirical studies on the soft budge
condraint problem in trandtion and developing counties. It exists a limited
number of pgoeas concerning trandgtion and developing counties, as mog of
empirical evidences were tested in developed countries. In the literature, famous
researchers such as Von Hagen (1991) or Poterba (1995) tested hypotheses for
United States. Studies by Rodden (2000 abou Germany, Borge and Rattso
(2002) concerning Norway and Dahlberg and Von Hagen (2004) on Sweden also
examined the phenomenon in Northern European counties. Anothe pgoe by
Garcia-Mila, Goodgeed and Mc Guire (2001)presented results about Span.

However there are some empirical pgpers on transition and developing countries,
with a paticular interest for Latin America. The sixth chgpter presents empirical
studies, which specifically andyse the impact of politics on fisca peformance
and intergovenmental trangers. Jones, Sanguineti and Tommas (2000) present
first an empirical study based on the andysis of Argentinean provinces, which
provides results on political interest and the common pool problem. The second
section provides the findings of Abdul Jalil (2007) about political influence on
spending in Maaysia. Findly, Kraemer (1997) investigates the equity prindple,
incentives prindple and political non-discriminaion prindple in Argentina Brazil
and Mexico. The seventh chapter lays out an empirical survey concerning the
Oroo big to failOhypotesis. Trillo, Cayeros and Gonzles (2002)test the impact
of Mexican sub-naiond govenmentsOsize when a balout occurs. The last
chepter prindpdly deals with borrowing autonony, as Rodden (2002)tries to test

its simultaneous application with intergovenmental tranders and federalism.

The presentation of empirical surveys will aways follow the same layout The
first section presents the hypoheses tested and the second onetheresults. Thelast
section condudes the chgpter with a summary and sometimes compaison with

othe studies or comments.
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6. Political influence on fiscal performance and inter gova nmental

transfers

As mentiond in the first pat of this thesis, many trandtion and developing
counties face problems in ther decentralization process. Despite the devolution
of expenditures responsibilities, a number of sub-nationd goveanments remain
trander dependant. A vertical fiscal imbdance is the result of such a distortion
between sub-nationd expenditures and revenues. This soft budgé constraint@
origin affects mog of Latin American counties. In addition, thelack of clarity in
the grantsCdistribution or the discretion of certain types of transfers may foger the
influence of politics and inditutions on spending. Annud grants negotiation or
spending behaviour modification softens therefore sub-naiond budge
condraints. Thefollowing three studies try to give empirical evidence of political
influence in Latin Americaand Malaysia.

6.1 Palitics, institutions and fiscal performancein Argentina

Jones, Sanguingti and Tommas (2000, p. 305333) carry out a survey tha
provides results on inditutiond characteristics and fiscal politics. In foundng
thar investigdion on Argenting, these authors focus on the interaction between
fiscal authorities, as mog provindal spending is financed from taxes collected by
the naiond govanment. Primarily, it is important to explain ther approach in
detail in order to undestand ther reasoning and results. The key players of the
game are politiciansinterested in providing net benefits to ther region. According
to the large fisca imbdance in Argenting, these bendfits are financed out of a
common pool, tha is, an over-utilization of the naiond wealth. The authors
podulate tha there is a common pool at two levels because of the federal fiscal
organisation in Argentina On the onehand, the federal tranders indue an over-
spending bias across jurisdictions as each province tries to overuse the ndiond
common source of funds On the other, local legidators see the provinda and

naiond taxing capecity as a common resource too. In thar survey, the authors
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test hypotheses about ingitutiond and political variables in order to show thear
impact on the common pool problem.

In thar approach Jones, Sanguinetti and Tommas choos the spending as
independent variable. As other authors, they explain the soft budge condraint
problem in usng the spending variable. This implies the following link: sub-
naiond entities that ill have increasing spending without the corresponding
revenues rise thar vertical fiscal imbdance. Asin the case of Argenting, indebted
provinces receive more intergovanmental tranders to cover ther expenditures or,
in last resort, demand a balout Extraordinary transfers or balout are financed by

al thetaxpayers, hence thereationsip with the common pool problem.

6.1.1 Hypotheses
The following three hypotheses are derived from the common pool problem

across provinces, that is, when each province tries to overuse the naiond wealth.

The Fedea Tax-Shaing Agreement (FTSA) is a trander mechanism tha
implements the distribution and destination of revenues collected by the federa
govanment. Mog of the tranders that provinces receive are deermined by this
regulation, which is based on a codficient fixed by law and indgpendent of actud
actions However, this can lead to inefficient spending since governments receive
the full bendfit of increased provindal spending, while paying only a part of the
political tax cod. The authors hypotesize that, holding other factors congant,
spending will be greater in the provinces that are more favoured by the FTSA.

H1) Provinces that receive a larger percentage (normalized by population) of

transfers under the FTSA will have a higher per capita spending.

The President, who is elected by a naiond congituency, is hdd responsble for
macroeconomnic outcomes and has thus beter incentives for fiscal conservatism
than govenors. According to the Argentina® high party discipling provindal
goveanors from the President® political party will behave close to the naiond
objectives. In fact, the President is able to induce govenors from his party to
interndize a portion of externdity to a greater extent than oppostion goveanors.
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The authors expect, ceteris paibus lower spending in provinces where the
goveanorisfromthe same paty asthePresident.

H2) Provinces where the governor is from the same political party as the
President will have lower per capita spending that provinces where the governor

is a member of the opposition.

The third hypothesis podulates tha party affiliation may influence the outcome.
In Argenting, the Peronist Party (PJ) and the Radical Civic Union (UCR) are large
patiestha share the same fiscal and econonic ideologies.

H3) Provinces headed by Peronist and Radical governors do not differ noticeably

in their levels of per capita spending.

The next hypotheses are derived from the application of the common pool
problem at the provinaa level, tha is, when local legidators see the provinaal
and naiond taxing capacity as a common resource.

According to political econony theory, fisca discipline is greater unde divided
than unified govanment as there are less difficulties for the executive to ge the
budge throughthe legidature. This hypohesis aso follows the paty discipline
logic emphasized in H2. In fact, the authors assess that a unified govenment
tendsto hdp ther govanorin hisfiscal prudence politic.

H4) Provinces where there is divided government will have higher per capita

spending than provinces where there is unified government.

Another fiscal determinaion commonly accepted by political economists is the
influence of the electora cycle. The authors suggest that during election years,
govanors employ public work projects and other expenditures to affect the
upooming election.

H5) Provincial spending per capita will be higher in gubernatorial election years

than in other years.
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The authors condrud an index composed of six individud indicators related to
budgeary inditutionsand linked procedures, in order to assess thar impact onthe
fiscal outcomes. The components used to form thoe indicators concern the ability
of the legidature to amend the budge proposl submitted by the govenor, the
provinda borrowing ability, the municipd borrowing ability, autonony and
strength of audit agency, provindal-municipd tax sharing agreements and findly
promotiond subsdies in the Conditution. They attribute a value from zero to ten
to each province and sum the six indicators in order to create the Fiscal
Ingitutiondization Index. Highea thevalue more disciplined the province.

H6) Per capita spending will be lower in provinces with higher values on the

Fiscal Institutionalization Index.

6.1.2 Method and variables

Jones, Sanguingti and Tommasi apply a system of smultaneousequaions linear
three stage least squaes (3SLS) as methodobgy to andyze the deerminants of
provinda revenueand expenditures in the Argentinean provinces.

Three stage least squaes (39LS) is a method developed by Zellner and Thel in
1962.1t combines multivariate regression and two stage least squaes. Three stage
least squaes estimates are obtained by first estimating a set of linear or non-linear
equdionswith cross-equaion congraints imposed, but with a diagond covariance
matrix of the disturbances across equaions The parameter estimates obtained are
used to form a congstent estimate of the covariance matrix of the disturbances,
which isthen used as a weighting matrix when the modd is re-estimated to obtain
new values of the parameters. Three stage least squaes estimates are congstent
and asymptotically nomal, and undeg some conditions asymptotically more
efficient than single equaion estimates (Z€ellner, Thel, 1962 p. 54-55).

Thedaaused are apooled cross-section of the 23 Argentine provinces from 1985
to 1996, excluding years tha contain bias. The andysis begins with an
examinaion of hypoheses H2-H5, usng the 3SLS method and the daa set.
Authors then utilize the results to test hypotheses H1 and H6 by regressing the
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time in-variant Fiscal Inditutiondization Index on the 23 provindal fixed effects

variables drawn fromthe 3SLS andysis.

Thedependant variablesin the 39S andysis are theannud per capitarevenuein
the province (revenue per capita) and the annud per capita public sector spending
in the province, excluding interest payment (expenditure per capita). The
expenditures contain the following control variables. provincial revenue per
capita, national transfers (amountof tranders per capita received by the province
from the nationd govenment during the year) and unemployment (percentage of
the work force tha was unemployed in the province@ capital during the year).
The revenue have revenue per capita at (T-1) and energy consumption as
independent variables. Actudly, energy consumption is a proxy for provindal
GDP, for which reliable annud daa are unavailable. For purposes of control,
cross sectiond (i.e. provindal, 23 total) and temporal (i.e. year, 10 total) fixed

effects variables are d'so induded.

To test the hypoheses H2-H5, the authors obsrve the effect of five political
variables on the level of pe capita provinda public sector spending. The
variables president party measures the partisanship of the govenorin relation to
tha of the president. The years during which the governor of a province holdsto
the same party as the president are coded one while othe years are codal zero.
The following variables assess the partisan affiliation of the govenor. For the
variable UCR governor, aoneis given if the province was govened by a member
of the UCR during the year beng codel. For the variable provincial party
governor, aoneis assigna if the province was govened by a provinda party.
The fourth variable is divided government, which is defined as a situaion in
which the govanor@ party lacks a majority of the seats in the single house in the
unicamera system and in both houss in the bicameral system. Years where
divided govenment existed are coded one while other years with unified
govanment receive zero. Thelast variable is governor election year and yearsin

which gubenaorial election occurred are coded with one zero othewise.
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Table 3: A 39S analysis of the institutional determinants of provincial per

capita revenue and expenditure

Depdt Indpdt
vaible  varimpe R R2 R3 R4 R5 R6 R7
Re‘;zr”“e Revpca 0933 0486 4479 %(%ge) 0478 0475 0460
capita ) 008 (ooss (@050 (0.056)  (0.056)  (0.059)
Energy 1268 (ffgg , 12636 13088 13132 14983  9.497
Cons.  (1.549) ) (11.384) (11.393) (11594) (11.664) (11.862)
Cross-
sec_tlonal No Yes Yes Yes Yes Yes Yes
fixed
effects
Temp
fixed No No No No No No Yes
effects
AdJF‘;?ed 0821 0862  0.862 0.862 0.862 0.862 0.862
Prov . o
'?éf revenue 020 LAl sy 1706 1677 1628 0018
capita per (©oss) (0315 (0309 (0313 (0299 (0299  (0304)
capita
Nationd 023 0834 0818 0819 08107 0.8027° 08137
Transer (019 oasy (0044 (004 (0043)  (0043)  (0.046)
Unemp 2485 -0285  0.081 0405  -0161  0.301 -2.899
Pl (1848) (2115) (2075) (2113) (2111) (2077)  (2.753)
prfr‘:e”t 42280 48270 49701 60.023" 58253
party (14275) (15.160) (14.975) (15.000) (16.446)
Divided 10742  -17.079 -15043  -20.605
Govnmt (18.472) (18278) (18215) (17.437)
%Oggggr 32976" 33225
(13.236)  (12.986)
year
UCR 30294  33.685
Governor (23.118) (22.991)
p;ft" -82.135" -88.541"
barty (30.957)  (29.040)
governor
Cross
sec_tlonal No Yes Yes Yes Yes Yes Yes
fixed
effects
Temp
fixed No No No No No No Yes
effects
Ad’;?‘ad 0955 0959  0.960 0.960 0.962 0.963 0.973

Source : Jones, Sanguinetti, Tommasi (2000), p. 320

Note: the standard errors are in parentheses; ~ significant at the 0.05 level for a one-tailed test; =

significant at the 0.01 level for a one-tailed test; ™ significant at the 0.001 level for a one-tailed

test.
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6.1.3 Results

The andysis of the deerminants of pe capita public sector revenues and

expenditures in the Argentine provinces between 1985 and 1996 provides the

following results.

a)

b)

d)

There is a strong suppot for H2, as the President® party has a strong and
significant inverse effect onthelevel of pe capita provinadal spending. On
average, provinces with a govanor member of the President® political
paty spend significantly less than provinces with a govenor of the
oppostion. In other words, the authorsOview is suppotted since goveanors
who are co-patisans of the President spend less than other govanors. It is
noteworthy that this result is closly related to the strong party discipline
in Argentina For ingance, the study of Abdul Jalil about Malaysia will
show different condusons

Thefindingsalso suppot H3 and pemit conduding tha Gparty matters
in Argentina Two factors undeling this Qparty mattersOin tha county
are the existence of a common pool and the President@ status as the leader
of a relatively disciplined political party and his ensuing additiond
influence over govanors who are co-patisans Convesely, ideological
differences do notinfluence taxing and spending preferences in Argenting,
asit nomally happensin developel countries.

The results do not provide suppot for H4. Actudly, the presence of a
divided govenment fails to lead to a significant increase in pe capita
spending. On the contrary, the negative estimated codficients show tha a

divided government may reduce spending, albet not at a significant level.

The findings provide suppot for H5, since levels of provinaal per capita
spending are significantly greater when gubenaorial elections years

occur. Authors find tha provinces spend on average 33 pesos per capita

® In the literature, Cparty matters Eis used to explain the influence of parties in taxing and
spending preferences.
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more during gubenaoria than during nongubenatoria years. Indeed,
goveanors try enhandng ther chances of re-election via public works and

sadary bonugs for provinda public sector employees.

In order to corfirm the robugness of ther results, Jones, Sanguineti and
Tommas condud two diagnogic tests. They first take into account the effect of
naiond tranders on the level of provinda spending. The second diagnoss
conaerns the econonic changes faced by Argentina between 1985 and 1996,
namely macroecononic policiesO modification and the redudion of inflation
through the implementation of the Convatibility Plan. Neither the influence of
naiond tranders nor the historical facts related to the Convetibility Plan affects
the condudons on H2 to H5. The robudness of ther findings is therefore
confirmed.

Findly, the authors examine H1 and H6 in regressing the invariant normalized
FTSA shaes and Fisca Inditutiondization Index values on an estimated
coefficient for the provindal fixed effects variables. The findingsof this andysis
confirm H1, since the larger the nomalized FTSA share received by average
province, the highe its level of pe capita spending. Furthermore, these results
suppot the confidence in H6, as the Fisca Inditutiondization Index has a
significant inverse effect. That is, the greater thelevel of fiscal inditutiondization

in aprovince, thelower itslevel of per capita spendingislikely to be

6.1.4 Conclusion

This chepter focuses on the political and institutiond factors tha influence the
fiscal outcomes. Jones, Sanguinetti and Tommas base ther empirical survey on
Argenting, since this federal county possesses interesting characteristics. The
empirical results give interesting views on the palitical features tha bias the tax
and spending decisions Provinces where the governor is from the same political
paty as the President, ceteris paribus spend less than the other provinces. Party
discipline plays therefore a postive role in strengthening provindal expenditures.
The authors achieve yet another interesting result aboutthe electoral expenditures
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cycle, as provinda spendingis highe in gubenaoria election years than in other
years. Provinces with unified governments do not appear as a good predictor for
fiscal outcomes. Indeed, the authors find tha a divided govenment may reduce
spending, athoughnot at a significant level. This survey also shows tha more
fiscally conervative provinces spend less than other provinces. However, amain
effect remains thefact tha the Federal Tax-Sharing Agreement induces a bias to
ovearspend, especialy in provinces that are more favoured by the system. Thereis
thusthe temptation to affirm tha the FTSA isnotagoodsystem since it increases
the common pool problem. Argentina faces a high vertical imbdance problem,
since trangers on average account for 77 percent of provinda spending. This
origin of soft budge condraint, combined to the FTSA and the politica influence
represent a great distortion of fiscal discipline This chgpter will show other
results tha confirm the important fiscal problems faced by this Latin American
county. The next empirica study proposs another view on intergovenmental
relationshby investigating the politics and spending behaviourin Malaysia.

6.2 Influence of political representation and ideologies on spending in

Malaysa

Abdul Jdil (2007, p. 117175) founds his survey on the relationship between
political systems and econonic performance. He effectively tries to test whether
highly represented states in the government or states tha share the same political
ideology as the central government influence the outcome. His reasoning is as
follows. a state tha is influential faces weaker incentives to be fiscally
responsble, has a highe probability in obtaining extra alocations from the
central govenment and may expect a balout in case of fiscal crigs. As in the
previous survey, this author also uses spending to explain the soft budge
condraint problem.
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6.2.1 Hypotheses
The author bases his hypoteses on two different modds that may explain the

possible relationship between politics and spending.

Thefirst hypothesis is based on the legidative bargaining modd, which induces
the two following assumptions. It first supposes tha the state representatives
care about the outcome of ther condituendes and face therefore incentives to
reward them in attracting public sponsored projects. Secondy, it assumes that the
state representatives have the capacity to influence centra government@
decisons especidly in thealocation of public projects.

H1) States with the strongest representation in the Parliament or in the

Government have a relatively higher spending.

The second hypothesis follows the conduson of the partisanship modd, which
podulates tha ideologica preferences of sub-naiond governments may partly
explain theamourt of transfers that they will receive from the centra government.

This amount will in turn determine the sub-nationd government®@ level of
expendtures. This assumption has the opposite reasoning than the second
hypothesis of Jones, Sanguinetti and Tommasi. Indeed this latter postulated a high
party discipline, whereas the following hypothesis states that the partisanship
alows higher spending.

H?2) States that share the same political ideologies as the central government have

relatively a higher spending.

6.2.2 Method and variables
Abdul Jalil applies the generalized method of moments (GMM) to test the link

between politics and spending.
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Generalized method of moments (GMM) is a method developed by Hansen in
1982. This development revolutionized empirical work in macroecononics and
became an important unifying framework for inference in econonics, as it
encompasses mog of common estimation methods Hansen Qentres on the
presence of known fundions labdled moments fundions of obsrvable random
variables and unknown parameters tha have expectationszero when evaluaed at
the true paameter valuesO The method generalizes Qhe standad method of
moments where expectations of known fundionsof obsrvable randomvariables
are equd to known fundionsof the unknown parametersO(Imbens, 2002 p. 493).

There are two types of GMM estimators, namely the difference estimator and the
system estimator. The data used cover the period of 1982to 2002 divided into
four peiods which are concordant with the term of the Parliament@ members.
The data on state govenmentsOexpenditures and revenues are obtained from the
State Finance and the political, sodo-demographic, as well as econonic datafrom

other sources such as election reports or the major newspgpe.

To test H1, theauthor uses the number of seats per capita allocated to each states
in the parliament and the number of members per capita a particular state has in
the cabinet asvariables. Thefirst variable represents theinfluence tha a particular
state has in the Parliament, as the more seats a state has the more influence it will
have in the legidative process. Identically, the state that is overrepresented in the
cabine will have moreinfluence onthedecisonsmade at the executive level.

To test H2, the author uses the number of seats per capita in the Parliament won
by the ruling party, the percentage of state assembly seats won by the ruling party
and the number of votes obtained by the ruling party as variables. Indeed, the
author assesses that the extent of the partisanship of a state with the ruling party
can be measured by the number of seats and votes obtained by the ruling party
both at thenationd and state level elections The control variables indudelagged
value of the dependant variable, log of real per capita revenue dummy variable
representing year before election was hdd, GDP pe capita, a dummy variable for
states with petrol revenues, propottion of forest area, propottion of Malays and
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naives in thetotal popuktion, urbanization rate and the propation of popuktion
with tertiary education. The table bdow shows the tests for the first hypothesis
H1. The GMM difference is usd in columns A to C and the GMM system

estimator in column D to F.

Table 4: The effects of over-representation in the legidative and in the

executive on state gove nmentsOexpenditures

A B C D E F
Poltical
variables
Seatsin Parl. | 0.0025 -0.0041 0.0123 -0.0022
pC (0.0432) (0.0325) (0.0081) (0.0065)
Member of 16.4225"" 16.5420"" 97423 105827
cabinet pc (4.7758) (4.77597) (2.1120) (3.5703)
Economic
variables
Revente 0.5516"" 0.5232"" 0.5799"" 0.7857"" 0.7072""  0.7028"
(0.1044) (0,1259) (0.1245) (0.1319) (0.1326) (0.1151)
Lagged exp -0.0308 -0.0416 -0.0479 0.2362"" 02393  0.2451"
(0.1284) (0.1219) (0.1427) (0.0725) (0.0686) (0.0684)
GDP pe 0.0001 0.0000 0.0000 0.0000 0.0000 0.0000
(0.0000) (0.0000) (0.0000) (0.0000) (0.0000) (0.0000)
Socio-demo
variables
Malays prop -0.0667 -0.0487 -0.0465 0.0026 0.0017" 0.0016
(0.0462) (0.0472) (0.04215) (0.0019) (0.0009) (0.0009)
Urban rate 0.0045 0.0124"" 0.0063 0.0033 0.0011 0.0008
(0.0073) (0.0055) (0.0051) (0.0023) (0.0022) (0.0020)
Tertiary 0.0213 0.0041 0.0208 -0.0062 0.0005 -0.0007
education (0.0256) (0.0157) (0.0173) (0.0109) (0.0087) (0.0105)
Size 0.8786 0.6279 0.6204 0.0161 -0.0018 -0.0057
(0.6939) (0.5477) (0.5512) (0.0234) (0.0215) (0.0235)
Popultion -0.1098 -0.6822 -0.6742 -0.1409 0.0915 0.1257
(0.5978) (0.5822) (0.5824) (0.0858) (0.0446) (0.0982)
Constant 0.2341 0.1997 0.2509
(0.3376) (0.1535) (0.2663)
H"’:,”;ﬁ;p' 0.306 0.267 0.275 0.862 0573 0.719
1% order AC -2.67 -2.99 -2.74 -2.78 -251 -2.43
(prob) (0.008) (0.003) (0.006) (0.0050) (0.012) (0.015)
2" order AC 112 -1.40 -1.41 112 -0.81 -0.89
(prob) (0.261) (0.163) (0.159) (0.261) (0.415) (0.371)

Source: Abdul Jalil (2007), p. 157

Note: the standard errors are in parentheses; “significant at 0.1 level; ~“significant at 0.05 level;

"significant at 0.01 level.
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6.2.3 Results
The andysis of the impact of political factors on the spending tested by Adbul
Jalil between 1982and 2002provides theresults listed in thetable 4.

a)

b)

With the number of seats in the Parliament as primary independent
variable, the impact of overepresentation at the Parliament level on the
expenditure level is not statistically significant (column A). The value
indicates tha a highe numbe of representatives per capita at the
legidature do not trandate into a highe spending by the date
goveanments. This finding is conolidaed since the author obtains the
same result with the GMM system estimator (column D).

In the column B and E, the author tests the number of members in the
cabine per capita as primary independent variable. The table shows tha
the codficient is highly significant in both the GMM system and the
GMM difference estimator. This suggests that a highe representation in
the executive leads to a highe spending by state govenment. In the
column C and F, the author introduces ssmultaneoudy both variables in
the estimation and findsthe same results as the previousandysis.

In order to test the effect of political ideologies on state govanment
spending, the author introduces in his estimationsthe three variables first
separately and then smultaneoudy. Still in usngthe GMM difference and
the GMM system estimator, none of the three variables are statistically
significant. This finding implies tha political ideologies do not seem to
have an impact onthe state govanment@ fiscal behaviour.

6.2.4 Conclusion

Abdul Jalil findsinteresting results about the impact of legidative and executive

representatives on state govenment@ fiscal behaviour. In regads to these

findings he can condudetha wha matters the mog for the states in order to be

influential is to be well represented at the executive level of govenment. An



-82-

overepresentation at thelegidative level does nothave a significant impact onthe
state govenment@ fiscal outcomes. A possible explanaion should be the minimal
role played by the members of the Maaysian Parliament in the decision process.
Moreover, he finds tha the politica ideologes do not influence the state

govanmentsOspending either.

Jones, Sanguinetti and Tommasi@ second hypohesis has similarities with the
second hypothesis of Abdul Jdil. Indexd, they both posulate tha partisanship
may influence the fisca outcome of sub-naiond govenments. The first survey
assumes tha sub-naiond govenments with a govenor of the same political party
as the President spend less, whereas the second survey suppo®s higha spending
if the states share the same ideological preferences as the centre. The empirical
andyses give different results, since thefirst survey assesses tha governors who
are co-patisans of the President spend less than other goveanors while the second
study does not notice any impact. The following remarks may explain the
difference between both surveys. The President® statusin Argentina hardens the
paty discipline and this patisanship permits to avoid spending differences. This
argument is suppoted by the third hypohesis, since the authors find that Gparty
mattersOin Argentina On the other hand, the same political party isin place since
thelndeendence in Maaysia. Asa (possible) result, being fromthe same paty as
the central govenment does not seem to play a significant role on the fiscal
behaviour.

One may therefore consde each political system and characteristics of each
county in andysing the politica impact on spending. Features such as party
discipline term of office or even historical events might influence the results of
such empirical surveys. The next study proposs an interesting comparison of
Latin American countries, in dealing with equity princple, incentive prindple and
political non-discrimination.
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6.3 Nature of intergova nmental transfersin Latin America

Kraemer (1997,p. 1-47) did an empirical paper conaerning trangers and politics
in Argenting Brazil and Mexico for the Inter-American Development Bank.
Vertical fiscal imbdance remainsa major problem for Latin America counties, as
mentionad in the first pat of this thesis. Intergovenmental tranders thus
represent a main source of revenue for sub-naiond entities. Are those tranders
influenced by political factors? This author tries to investigae whehe the
tranders system works according to rationd prindples, i.e. how fundsthat are
tranderred from the central to the intermediate govenments are distributed
amongthelatter.

6.3.1 Hypotheses
Hypotheses are based on three prindples in order to measure therationdity of the
tranders system: equity prindple, incentive prindple and politica non

discrimination prindple.

Equity principle: redistributive policies, closaly related to the living conditions
should distribute more per capita tranders into regionswith poor soco-econormic
indicators. The author gives a weak and a strong interpretation of this prindple:
the weaker demands only that poorer region should not receive less fundsthan
riche ones. The stronge demands that, ceteris paribus govenments of poor
regions should not only receive at least the same pe capita trangers but should
actudly obtain relatively highe funding, in order to foger equdization of living

conditionsacross the naion.

Incentive principle: perverse incentives, dueto systematic tranders to states with
fragile fiscal postions can discouragetax effort. Indeed, states that expect bailout
tranders from the centre do not have incentives to raise ther tax effort. Once
agan, the author podulates two interpretations The weak assumption is tha the
per capita tranders from the central goveanment should, other thingsbeing equd,
not increase the lower tax ratios of the intermediate govenment. The strong
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assumption demands tha the central govenment should create incentives for
highe tax efforts, and per capita trangers should decrease with lower tax ratios of
intermediate govenments. The main god ams to lessen the importance of
trandersin sub-naiond govenmentsGoudge.

Political non-discrimination principle: this propodtion assumes tha electoral,
patisan or other political constellations should play absolutely no role in the
determination of transfersOdistribution. Indeed, the author thinks that political
influence is not compatible with a rationd and fair system of intergovernmental
fiscal relations

6.3.2 Method and variables

The author uses the same empirical approach for the three counties, namely a
multiple regressonsudng OLS estimation. The study of Brazil is developead to
explain how the author proceeds and to give the interpretation of the results. For
the two following counties, only the basic information is given since the

development stays identical from one empirical survey to another.

Brazil: theauthor chooss theyear of 1991,asit is consdered anomal year since
there was no political trangtion. Data forms a sample of 27 Brazilian states.
Variables are standadized and have a cross-provinda arithmetic mean of zero
and a standad deviation of unity. As both dependant and independent variables
are defined in this way, the regression coefficient can be interpreted as elagticity.
Indeed, the codficients display the change in the dependant variable if the
independent variable is exogenousy increased by onestandad deviation.

Table 5 presents the determinants of theregiond distribution of federal trangers
per voter to state govenments in Brazil. The first dependent variable is fotal
transfer, which is the standadized amount of tranders pe capita (equaion B1).
Tax transfer describes the conditutiondly mandaed tax sharing mechanisms
(equaion B2) and non-tax transfer the more flexible tranders from other
agreements (equaion B3). The first independent variables is tax effort which is
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the standardized ratio of the statesDown revenue and ther respective GNP. PCY
(per capita income) is aso consdeed, since it is used as the indicator to
determine the amount of trander resources to the states for redistributive
pumposes. Senadores is a variable tha defines the number of senaors per million
voters and is used to isolate the difference of representation of states. Bahia is a
dummy variable equd to oneif the charman of the budge committee assures
favourable trandersfor his home state of Bahia, and zero otherwise. Alagoas isan
additiond variable that control the Presdent home state, as the latter case of
Bahia. The third durmmy, Sao Paulo, controls the Gnetropolis-biasOin favour of
themog popubus pditically and economicaly mog influential state.

Equaion B1 shows that there is a perverse effect indicating tha beter-off states
received, other thingsbeng equd, highe tranders. A codficient > 0 effectively
indicates tha the equity prindple was violated in 1991. Equaion B3 demondrates
that a more distributiond patern exists for the discretionay nontax part with a
highly significant elasticity of 0.27. On the contrary, formula based-trangers seem
to be neydively dependent from PCY (equaion B2). Tax effort shows no
significant codficient in any of thethree equaions. Thus the prevailing trangers
system does not create any incentives in favour of enhanced own revenue
collection on the state level (i.e. a postive sign) but also avoids moral hazard
problem (i.e. a negaive sign). Moreover, thee is evidence tha nethe the
charman of the budge committee nor the President favour ther home states of
Bahia or Alagoas. Indgnificant results are also reported for thedunmy Sao Paulo
and there is therefore no detection of Onetropolis-biasO The mog significant and
striking result in those equaions remains the Senadores variable. Indeed, the
findings clearly indicate tha the Senate influences the distribution of federa
trangersto the states.
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Table 5: The determinants of the regional distribution of federal transfers

per voter to state gova nmentsin Brazl

Bl B2 B3
Dependent Total trander Tax trander Non-tax trander
variable —» (pe voter, 1997  (pe voter, 1991  (pe voter, 1997
PCY 0.16 -0.15 0.27
(3.05) (-1.46) (3.69)
Tax effort -0.03 -0.01 -0.03
(-0.61) (-0.08 (-053
Senadores 1.00 0.87 0.99
(22.16) (9.84) (1559)
Alagoas 0.04 -0.03 0.06
(0.16) (-0.07) (0.18)
Bahia 0.09 -0.15 0.17
(0.38) (-0.39 (0.55)
Sao Paulo -0.31 0.05 -043
(-1.25 (0.11) (-1.24)
R? adj. 0.90 0.76 0.86
F-value 844 194 413
Sample size 27 27 27

Source : Kraemer (1997), p. 42.
Note: the values in parentheses are t-statistics. The coefficients in bold are significant at a level of
90 percent or more. All F-value are above the critical value.

Argentina the author chooss two distina years (1986 and 1995) representing
different stages of the Argentinean process of democratisation. Data forms a
sample of 23 provinces, excluding a province that could create a bias. Variables
are also standadized and have a cross-provindal arithmetic mean of zero and a
standad deviation of unity. The first degpendent variable is total transfer, which
represents the per capita trander of al fundsfrom the federa to the provindal
goveanment. The secondis automatic transfer, which comprises only theformula-
based segments of tranderred fundsper capita, while ATN transfer represents the
completely discretionay Treasury Grants. As indgpendent variables, the author
selects an index of human development , the density, tax effort and two pditical
variables to control patiesOinfluence and finaly the Senadores. Moreover

dummies are also used to control the President home state@ grants.

Mexico: Kraemer chooses the year of 1992, which is the middle of a presidentia
term of office. The dependent variable still is transfer and al variables are
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standadized with a mean of zero and a standad variation of unity. As

independent variables, the author takes an index of human development, tax effort,

Senadores, political variables to control partiesQinfluence and representation, and

dunmies to control favourable treatment for President home state.

6.3.3 Results
Results are classified per county with the findings corresponding to each of the

three prindples.

a)

b)

Brazil: the equity principle was violated in the year examined, as states
with highe per capita income received, other things beng equd, highe
per capita tranders. The incentive principle was strongly violated, but
hdd in the weak formulation. In fact, tax effort played no role in the
determinaion of the grants distribution. And while highe tax efforts on
sub-naiond level were not encouraged, they were at least not influenced
negaively. Findly, the political non-discrimination principle was
violated. Over-representation of popuktion-poor states in Brazil attained
impressive differences. For indance, Sao Paulo can send only 0.16
Sendors pe million voters whereas Roraima can send 41, that is 256

times more.

Argentina both equity and incentive principles hold in ther respective
weak interpretation in both years congdered. Indeed, the payments are
unrelated to the level of both provindal development and revenueraising
efforts. However, both princdples were violated in usng the strong
interpretation: no postive relationghip exists between devel opment and tax
effort on one hand and trander receipts on the other. One might dedua
that the present intergovanmental fiscal system cannot contribute to the
expandon of less developel regions of Argentina The political non-
discriminatory principle was violated in both years. Firstly, discretionay
tranders are proneto be politicaly manipulated. For indance, President
Menem@ home province received much more ATN grants, which are
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discretionay and nonreimbursable. The high codficient and its
significance of La Rioja variable (home province of Menem) prove this
conduson. Moreover, even the rules-based revenue sharing systems are
not immune to the political interest. The author assesses tha the
differences in representation in Sena had strong repercussionson the per-
capita allocation of non-discretionay tranders. On the other hand, it can
be stated tha patisan interest did not significantly determine the
distribution of tranders.

Mexico: the equity principle has been violated in its weak and its strong
interpretations in 1992. Indeed, less developed states systematically
received less per capita trangers than richer ones. The codficient of arich
state tested in the survey shows that it condantly received by far the mog
per capitatranders. Theincentive principlein its weak interpretation has
been satisfied in both years, that is, increased tax effort by states was not
punished by a withdrawal of tranders. The political non-discrimination
principle has been violated in Mexico in severa ways. There are
indications tha fiscal tranders system was used by the Government to
promote the ruling paties electoral perspectives. In fact, states tha
suppot the ruling paties during presidential election received, other
thingsbeing equd, more per capita funds Secondly, the author findsthat
certain states receive subdantial grantsin period of gubenatorial election.
Indeed, the govenment is more generous with states, in order to
synchronize the budge cycle with the electoral calenda. In this way, the
ruling paty improves the short-term economic conditions and insures
success at the polls. Findly, popuktionpoor states which are over-
represented in the Sena receive more fundsper capita. This last political
distortion is exactly the same problem tha Kraemer detects in the
Argentina@ situaion. The author deduces tha the distribution of fundsis
therefore Gupply-leadingOrather than Qlemand-followingO To condude

thefindingsconacerning Mexico, and also to contrast with the Argentinean
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case, theresults do not show any influence of the Mexican President in the
attribution of additiond grants for his home state.

6.3.4 Conclusion

Kramer attempts to show the effects of political ingitutionson the distribution of
intergovanmental tranders. His investigaion gives interesting but worrying
results, as therationd prindples were violated in mog of the cases. Theviolation
of the equity prindple in Brazil, Mexico and in Argentina (in the stronge
formulation only) reinforces disparities between poor and rich regions This
rendes the equdization of living conditions across the ndion practically
impossible. Furthermore richer states receive relatively more tranders, although
they already have enoughresources. This fact may exacerbae the risk of soft
budge condraint, since riche sates know they will dill  receive
intergovanmental transers despite their Qich-stateOstatus

The second prindple holdsin its weak interpretation in the three cases, butnotin
its stronge formulation. The next step for those countiesis therefore to intengfy
decentralization and subsidiarity in order to gradudly shrink the importance of
tranders in the sub-naiond governmentsObudgés. This step will not only give
sub-naiond govenments more flexibility but will especially haden budge
condraint, since less transfers diminish therisk of balout® expectation.

The systematic violation of the last prindple, namely the politica non
discrimination prindple, tends to prove the great importance of this factor of
distortion in Latin America. Indeed, Kraemer declares tha political ingtitutions
have proved to be of equd or even higha importance as economic and sodo-
demographic factors in Argenting, Mexico and Brazil. Althougheach county has
itsown typical political problems, over-representation of poorpopuktion statesin
the Sena remains an important common problem in this survey. Indeed, states or
provinces can usudly send two Sendors irrespective of the number of resdents,
and this creates a bias in favour of less popubus states. In fact, they have the
possibility to influence the distribution of discretionay trangers, and even rule
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based grants in certain situaions In the parameters tested for Mexico, Kraemer
finds that states receive more grants in peiod of gubenaoria eections This
result can be linked with the higha spending in electoral cycle tested by Jones,
Sanguinetti and Tommasi. In both situations onemay dedud that political parties
try to misrepresent the reality to voters, in order to gan more votes. In case of
fiscal profligecy, voters can bdieve tha sub-naiond governments are not hed
accountble and this may |lead to demand of balout.

To condude this section, one can affirm that pditica ingditutions play a major
role in the softness of sub-naiond budge condraints as they use different means
to influence the distribution of intergovernmenta trangers. To lessen this effect,
counties of Latin American have to reduce the discretionay power in ther
budgeary procedure and/or have to decree binding rules for fiscal policies.
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7. 1sthe OToo big to fail hypothesisOvalid in Mexico?

The banking literature stated the proodf that size matters when it comes to baling
out an entity. As explained in the first pat of this pgoer and demondrated in the
second, the Oroo big to failO hypothesis is an important factor to explain the
balout of large sub-naiond states or provinces. This chgpter aims to show
empirical results aboutthis origin of soft budge condraint, in order to prove tha
large sub-naiond governments may expect a balout because of ther size.

Trillo, Cayeros and Gonzales (2002, p. 365380) foundther empirical survey on
the case of Mexico, as this Latin American county has interesting characteristics.
Indeed, this Federation faced the 1995finandal crisis, theso-called Tequilacrisis,
and thus coped with highly indebted local governments. The federal government
offered a generdized balout in order to rescue its sub-naiond entities. The
author@ aim is to evaluae questionsbehind balouts to prevent futures ones. This
chapter only focuses on ther andysis of sub-naiond govenment® size as
determinant of balout

7.1 Hypotheses

First of al, these authors consder two types of balouts. The first is the open
balout (or genedized balout), which took place as a result of the Tequila crisis
when the Federation had to rescue virtudly al the states. In a second example,
they identify hidden balouts, which could be studions where a state with a
primary fiscal deficit aso reports a redudion in its debt level. In other words
hidden balouts may be described by the definition given in the introdudion of
this thesis. The authors andyse separately both types of baloutin thar empirical
study.

The first hypohesis tests the size of sub-naiond goveanments in the
determination of the balout® amountafter the Tequila crisis.

HI: Does the size of a state matter in the generalized bailout?
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The second hypotesis tests the size of sub-naiond govenments in the case of
hidden bailouts.

H?2: Does the size of a state matter in hidden bailouts?
7.2 Method and variables

Trillo, Cayeros and Gonzies use a regression to test the Oroo big to fail®
hypohesis in both types of balouts. Thar daa source is the Secretaria de
Hacienda which is the Finance Ministry of Mexico. The period of this study

covestheyears beween 1994and 1998

To test H1, the dependant variable is the generalized balout measured as
Extraordinary transfers from the federal govanment to the state as propottion of
itstotal revenue In thar econonetric test, the authors indudeproxies for the size
of the states, as the importance of the states is not an observable variable. They
first use Number of formal workers in the state, Snce they may exert political
pressure in the form of strikes. Secondly they indude Population, as a highly
popukted state has a greater impact at the polls. The highe are these variables,
thegreater are the chances for thelarge states to be baled out

To test H2, the authors define two dependent variables, each onerepresenting a
possible definition of a hidden balout Debt reduction tha is unmetched by fiscal
state govenment surpluses represents the first dependent variable. In fact, a
hidden balout may beind cated when a sub-naiond govenment presents a fiscal
deficit but still reducesiits level of outstanding debt. Variation in the interest rate,
which reflects the difference in interest rates before and after debt renegotiationis
the second dependent variable. As independent variable, the authors still use

Number of formal workers in the state.
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Table 6: Influence of sub-national gove nmentsOsize in the determination of

the bailout amount after the Tequila crisis

Variable Codficient Standad Error t-ratio
Dpdtvariable: Extraordinary

tranders (1994)

Population 0.016560 0.003946 420
R2 041

Durbin-Watson statistic 2.243713

Dpdtvariable : extraordinary

tranders (1998)

Number of formal workersin 0252027 0045973 548
state

R2 0.40

Durbin-Watson statistic 2.035954

Source: Trillo, Cayeros, Gonzales (2002), p. 373. Adapted by the author.

Table 7: Influence of sub-national governmentsOsize in the case of a hidden

bailout

Variable Codficient Standad Error t-ratio
Dpdtvariable: Debt redudion

Number of forma workersin the 7694322 3475797 291
State

R2 06

Durbin-Watson statistic 2.142152

Dpdtvariable: Variationin

interest rate

Number of formal workersin the 2 48E-13 7 80E.14 317
State

R2 0.06

Durbin-Watson statistic 2171915

Source: Trillo, Cayeros, Gonzales (2002), p. 378. Adapted by the author.

7.3 Results

a) The results of the regression in the table 6 suggest tha H1 holds

Effectively, the sign of the codficient Number of formal workers in the

state is postive and dtatistically significant at the standad significance

level. Furthermore, the codficient Population remains postive and
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statistically significant too. This means that the size measured in these
terms matters when the Federation decided by how much to bal a state
out

b) The results of the regression in the table 7 indicate that the Oroo big to
failOhypotesis holds, regardless of the definition the authors give to a
hidden balout Indeed both codficients are podtive and statistically
significant.

7.4 Conclusion

The survey of Trillo, Cayeros and Gonzaes suggest that the balouts in Mexico
took two forms, namely a genealized bailout and a hidden one Among others
hypotheses, they test the Oroo big to failOassumption. Ther findings show that
the size of states turned out to be important in explaining balouts, regardless of
the ddfinition they used. These results confirm the facts described in thefirst part
of this paper and also Wildasin® modd. In fact, it can be validaed tha Latin
American counties may bal large states out as they are politically significant. In
this study, the size is represented with the numbe of formal workers or the
popuktion in a state. However, from an econonic point of view, states that
possess high GDP should not face a finandal crisis, since this may lead to aloss
of confidence among foreign investors in the whole county. The size of a state
could therefore be assessed with an economic measure too. In ther study, these
authors also test theimportance of the GDP pe capita and find tha balouts have
a regressive distributiond effect. In othe words the richer states receive more
extraordinay funds Those results correspond to Wildasin® suppostions His
modd effectively confirmsthat larger localities can obtain larger balouts.

The Oroo big to fail Ohypotesis has therefore strong suppot. It is described in the
literature as the origin of soft budge condraint, is then moddled by a famous
author andis confirmed with empirical evidence.
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8. Borrowing autonomy and fiscal discipline in OECD, transition

and developing countries

As revealed in the first pat of this thesis, borrowing may soften sub-naiond
budge condraint in certain situations Unrestricted legidation or poolly defined
restrictions effectively engendes large deficits and therefore expectations of
balout by sub-nationd govenments, creditors and voters. Rodden (2002,p. 670
687) assesses tha large deficits occur when sub-naiond govenments are
simultaneoudy dependant on intergovenmental tranders and are free to bomrow.
Moreover, he argues tha this combination is frequently foundin federations or
condituent units. This author tests borowing autonomy with vertical fiscal

imbdance and commitment.

8.1 Hypotheses

Counties tha face high levels of vertical fisca imbdance need to find a credible
no balout commitment. To harden their sub-nationd entitiesObudge condraint,
central govenment can formally restrict thar spending and access to credit.
Indeed, this easy way of restriction seems to be a direct respong to commitment
problems.

HI: Central governments will place restrictions on sub-national borrowing

autonomy when fiscal imbalance is high.

In the second hypothesis, the author podulates an interactive relationship between
intergovanmental tranders, bomrowing autonany and fisca peformance.
Assuming tha vertical fiscal imbdance is associated with sub-nationd fiscal
indiscipling the relationship should only hold when sub-naiond govenments
have relatively unrestricted access to borowing.

H?2: Vertical fiscal imbalance will only affect sub-national fiscal performance at

high levels of borrowing autonomy.
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Federalism implies a limited autonony of the central govanment. Inded, the
federated units (i.e. the sub-naiond govenments of a federation) have some
influence in the formulation of the conditutiond contract and can therefore enact
rules or condraints that limit the central autonorny.

H3: Political federalism undermines the central government’s ability to restrict

sub-national borrowing.

8.2 Method and variables

The author first uses a cross-section average and then atime-series cross andysis
to test the hypotheses. The daa are composed of yearly observationsfor forty-
three counties drawn from a cross-section of OECD, developing and trangtion
counties for the period between 1986and 1996

Rodden chooss the sub-naiond fiscal discipline as the dependent variable. He
defines it as the sub-national surplus as a share of expenditures, Since he finds
tha this variable should be the mog appropriate to facilitate cross-naiond and
time-series compaison. In order to minimize the impact of economic cycles, he
utilizes averages over a sufficiently longtime period and he also indudes control
variables for exogenous macroeconomic fluctuaions For the indgendent
variable, the author measures vertical fiscal imbalance with the relation
grantsrevenue as this distinguishes intergovenmental grants from own-source
revenue Rodden uses a dighty modified version of a legd ingitution index
created by the Inter-American Development Bank as the independent variable for
borrowing autonomy. A dunmmy codes federal counties because of thar
conditutiond status of states or provinces. Moreover, the author indudes several
control variables tha can influence central governmentsQcredibility to maintain a
hard budge congraint.
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8.3 Reaults

a) Thereissuppot for H1, as the central govenment attempts to cut off sub-
naiond access to credit markets when vertical fiscal imbdance attains
high levels. In this way, the centre prevents over-borowing and therefore

moral hazard problems.

b) H2 holds as relatively free sub-naiond entities tha are smultaneoudy
trander dependent run larger longterm deficits. The results effectively
show tha drict forma borowing limitations or relative fisca
independence leads to relatively less deficits among sub-naiond
govanments. The author aso stipulates that growing trander dependence
ove timeis associated with larger deficits only when sub-naiond entities
are free to borow. The borowing autonony represents therefore an
objective origin of soft budge condraint, as it clearly exacerbates the
deficit level of trander-dependent entities.

C) The cross-section modd states tha federated sub-nationd govenments
have significantly highe levels of barrowing autonomny. H3 thus holds
since federated units have a greater access to credit.

8.4 Conclusion

Many developing and trangtion counties have rapidly decentralized
responsbilities without giving the correspondng funding. Indesd, this
responsbility often accrues to the central govenment which then distributes
revenues via atrangers system. The simultaneousincrease of trander-dependence
and sub-nationd borowing autonory do not give incentives to enlarge the local
tax base. Sub-naiond govanments run therefore large amounts of deficits (H2)
and may findly demand abalout To prevent this, certain central govenments cut
off access to credits (H1). Brazil and India introduced this type of restrictionsin

order to enhance the control of sub-naiond spending and borowing. However,
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Rodden finds tha this method takes place in small and homogeneous unitary
system rather than in large federations Closely related to this author@ remark, H3
assesses tha federated sub-nationd govenments have a greaster borrowing
autonony. According to this empirical study, federated units have a larger access
to credit markets and less restrictionsin case of fiscal indiscipline Furthermore,
Rodden specifies tha asymmetry of jurisdictions size or small overrepresented
jurisdictions generally characterize federations This empirical pat treats both
problems with particularly significant results. In fact, the survey on Mexico shows
that the size matters in the balout decison and Kraemer demondrates tha the

problem of overrepresentation occursin Latin America.

Consquently does federalism lead to moral hazard problems? The different
empirical evidences may throw doubs on the postive aspects of this political
system for trangtion and developing counties. On the othe hand, thee is
consdeable indication tha fiscal discipline works well among govenments like
the US states or Swiss Cantons Therefore, there is temptation to condudethat the
god isto increase theloca self-sufficiency. Indeed, the central govenment must
send a clear signd to voters and creditors that it pursues a no-balout policy.
Rodden proposes for indance to increase the tax base and revenueraising capecity
and to place borowing restrictions However, he is aware tha this can be
extremely difficult in poor counties with weak or corrupt loca govenment
ingitutionsand high levels of inequdity.
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CONCLUSION

This thesis proposes an overview of the soft budgea condraint problem in
trangtion and developing counties. The first chapter describes five origins that
undelie the expectation of receiving additiond funds from the centra
goveanment. The synthesis sets out the importance of vertical fisca imbdance
and political influence in the softness of budget condraint. This tendency is
confirmed in the empirica pat. Table 1 reveals tha interaction between
mechanisms favours fiscal indiscipling rather than oneuniqueorigin® influence.
Furthermore, authors even state tha counties such as Ukraine face a systemic
failure, tha is, the existence of bad incentives for fiscal disciplinein aimog every
realm. The second chgpter presents mechanisms used in counties of the case
study literature to harden their sub-naiond government® budgé condraints.
Despite theimplementation of variousrestrictions central govenments do not or
only patialy succeed in their reforms. However, South Africa@ case shows tha
only a systemic policy approach provides correct incentives. Convasely Qvha
works best in one county may not in another because of the different fiscal,
political and finanda inditutionsin placeqVigneault, 2003,p. 24). Nevertheess,
the best way to reform tendstoward the sovereignty of sub-naiond entities with
increase of the tax base and revenueraisng capecity, implementation of
borrowing restrictions and a clear signd to voters and creditors tha the centre
pursues a no balout policy. Despite the attractiveness of such local self-
sufficiency, its application in poor counties facing weak or corrupt loca
govanment ingditutions and high level of inequdity can be extremely difficult
(Rodden, 2002, p. 684). Moreove, timeline is an important factor in the
improvement of budgée condraint@ hardness, since the establishment of fiscal

disciplinetakes time, especially in trangtion and devel oping countries.

Thefactud pat gives the flavour of the phenomenon, while the second provides
details on technical aspects. Indeed, modds of soft budge condraint focus on
specific cases and try to demongrate implications of the commitment problem.
Chapters three and four contain famousmodds that congitute the basic literature
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on soft budge condraint problems. Goodgeed (2002) develops a modd on
equdization tranders, whereas Wildasin (1997) dedls with externdities and
jurisdiction size. Their modds represent a basic framework for other researchers,
such as BreuillZ Madies and Tagoumeau (2006) or Facchini and Testa (2007
among othe's. A nev wave of modds based on the decentralized leadership
literature give interesting additiond developments. Indeed, KSthenbYger (2003)
or Akai and Sato (2005) develop modds tha differ from the basic setup and
suggest extensons such astax competition in the presence of balouts.

Thelast part of this thesis aims to introdue empirical studies on the soft budge
condraint problem in trangtion and developing countries. Several hypotheses test
political influence and results give relevance to this soft budge condraint®
origin. For indance, Jones, Sanguingti and Tommas (2000) show tha electoral
cycles affect expenditures in Argenting, while Abdul Jalil (2007) suppots that
Maaysian states which are well represented at the executive level of government
have relatively highe spending. In both studies, authors assume that political
influence on spending may then generate expectations of balout in case of fiscal
recklessness and thus soften sub-naiond budge condraint. Moreover, Kraemer
(1997) presents worrying results on the distribution of intergovanmental tranders
in Latin America. Among othe results, he proves tha the overrepresentation of
less popubusstates distorts thedistribution of discretionay trangers. Thefamous
Oroo big to failOassumption finds relevance in a study on Mexico by Trillo,
Cayeros and Gonzales (2002) since size turned out to be an important factor in
explaining the balouts. Findly, Rodden (2002) proposs an interesting test on
borrowing, since he demondrates tha sub-naiond govenments run large ddicits
when trander dependence is coupled with free access to borrow.

Mog of empirical works study counties of Latin America. It is regrettable that
thereisalack of studies on other counties, such as counties of theformer Soviet
Union, as the factud part describes mechanisms of softness in such counties.
Moreove studies on European Trangtion counties may be useful to follow ther
evolution, in order to assess ther level of convegence with countries of the

European Union.
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As described in the first chapter and demondrated in the empirical part, the soft
budgée condraint problem is real and not only atheoretical artefact. Indeed, rapid
decentralization gives local govenments more autonony and discretion within
thar jurisdictions and this weaken central govenment authority. (Akai, Sato,
2005, p. 51). The commitment problem tha results from such a situaion may
indue dramatic consequences, either in macroecononic or in soda fields The
softness of budge condraints incurs high cods for a ndion, especialy in
trangtion and developing counties. Indesd, the balout of sub-naiond
govanments through the common pool resource do not seem to be a fair
redistributive politic. Resources of al taxpayers may be used for equdization
prindples or funding of naiond goods indead of granting sub-naiond
govanment@ fiscal indiscipline Ingitutiond tools, such as rules or laws
presented in the second chapter, may prevent central govenments from balout

demands

However, implementation of had budge condraint with inditutiond
mechanisms, and even the respect of central pre-commitment not to bal out sub-
naiond govenments, may be an ingficient choice. A recent pagper explains tha,
in the context of a modd of fiscal federalism, had budgé condraints do not
necessarily solve soft budge constraintsO problems. In fact, Besfamille and
Lodckwood (2007) affirm tha a hard budge constraint policy may lead to unde-
investment. They assume the provison of good investment projects which
genegate nonmondary bendfits greater than the initial cos, and bad investment
projects tha generate no bendit unless additiond funding is invested. They also
suppo® tha sub-naiond govenments have incentives to lower the likelihoodto
provide bad projects in exerting, a a cod, efforts. Unde hard budgé condraint,
sub-naiond govanments may therefore be Qver-indtedOto provide efforts, as
the payoff for bad projectsislow. In such case, thehard budgée condraint leadsto
unde-investment, tha is, unde-provison of public goods Indeed, sub-nationd
govanments do not want to provide a bad project and exert ineficiently high
efforts. The authors find robug results and assess that, unde some circumstances,
hard budgé condraint is notthemog efficient policy.
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Despite this last argument@ relevance, thefirst step for transtion and developing
counties remains the establishment of hard budget congraint policies adgpted to
thar situaion. As aready mentioned, the benchmarking of successful situaionsis
not a miracle cure. However, fights agans corrupton and Griendly3
goveanments seem to be primordial in order to avoid distortions The organisation
of intergovanmenta relations especially assigning to lower level s of govenment
therevenuebases they can collect, limiting the degree of vertical fiscal imbdance
and redudng the degree of discretion in intergovanmental tranders, is also a key
solution to reduce sub-naiond expectations of balouts (Stein, 1998, p. 21).
According to the facts and the studies described in thisthesis, drastic measures are
needed to get out of pditical habits and solve vertical fiscal imbaance problems.

Future research should andyse the evolution of the soft budge condraint problem
in counties of the case studies. For indance, it could be interesting to assess the
efficiency of hard budge condraint mechanisms. The second chapter gave means
to lessen balout expectations Therefore, it would be relevant to investigae thear
application over along time period.

® This expression is used by Bordignon and Turati (2005) to explain the political influence of
regionswell represented in the central government in Italy.
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