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ABST RACT

This paper atempts to anadyze the desgn and implementation of poverty dleviaion
drategy in amutileve fisca sysem. It isargued that antipoverty intervention srategy
comprises of three sets of measures, fird to provide opportunities to the poor, ssecond
empower the poor to take advantage of the opportunities and third to provide protection
againg vunerahility. Thesinvolve both direct andindirect anti-poverty interventions

In a mutilevel fiscd sysem, antipoverty interventions will have to be pursued
within the framework of a cooperative federaism. The paper shows that the sygem
required to meet antipoverty interventions involves a combination of both generd
pupose and ecific pupose tranders  While the former are necessary for ‘ capecity
improvement’ which helps to accelerate economic growth and impact on poverty, the
latter are required to provide ‘safety net’ to the poor in the short term. The paper
examines the appropriate desgn and implementation drategy for general purpose and
goecific pupoetranders



Poverty Alleviation under Fiscal Decentralization

|. Introduction

Ove the years consderabde progess has been made in desgning and
implementing policies and in building appropriate gructure of incentives and ingitutions
to combet poverty. Yet, the prodem of poverty continues to haunt humanity and over a
hbillion persons can not afford minimum requirementsof food, clothing, shelter, education
and hedth facilities  Mgority of the poor live in less developed countries of Suth Asia,
sub- Seharan Africa and Latin America and the share of Suth Asia done is 44 per cent.
It is therefore, not surprisng that nature and causes of poverty and interventions to
improvethe living condtionsof poor continueto beapriority areaof research. Whileour
knowledge today is dgnificantly better than what it was thirty years ago, much more
remansto be undersood to cdilbrate effective policies and ingitutions and evolve more

effective way sof implementing them.

A suwccesful poverty dleviation drategy in any country has four ddginct
dements Hrg, it isnecessxy to identify the poor and know what their characterigics
are. Second, it isimportant to undergand the reasons and the factors that cause poverty.
Once the poor are identified and the causes of poverty known, it ispossbeto determine
the third element of the drategy namely, designing a set of secific policiesto improve
theliving condtionsof the poor. Effective grategy to improvetheliving gandar dsof the
poor require measures to accel erate growth (capacity improving) as well as those which
drectly enhance their immedate consumption entitlements (safety net). Even in growth
accelerating policies it is possble to bias the growth to ensure greater benefits to the
poor. Hnaly, the implementation of these policies shoud be cog efficient and the
ingitutions etall ished to implement than shou d complement the policy sance.

| woud like to thank, with usual dsclamers, Richard Bird, Robert Ebd, Alan Feizben

andfor commentson the earlier draft of the paper.



FHscal decentrdization enters into poverty dleviaion drategy in a number of
ways The proximity of policy implementers to the target groups reduces information
cog of identifying the poor and transaction cos of desgning potentidly success u
‘cgpacity improving and ‘safety net’ policies. In an economy with sgnificant inter-
community (regiond/local) variationsin preferences and when there are no dgnificant
economies of scale and scope, decentrdized provisdon of public services can enhance
efficiency in the provison of these services and resut in welfare gains (Oates 1999).
Intergovernmenta competition and the mechanism of exercising choice by the citizen-
voters either through ‘exit’ or ‘voice heps to reved the preferences for such pubic
srvices Competition can adso result in innovations in the provison of public services
Beddes in regpect of quas-public goods it ispossble to identify the beneficiaries and
impose usr charges on them. Thus decentrdized provision of such services can d <o
help to link revenue-expenditure decisions a the margn. This can improve both

efficiency and accountahility in the provision of public services

The mog important patentia gain from decentrdization, however, comes from
drengthening the participation of the poor in the political process and local decison
making. This helps to remove social and ingitutional barriers.  More importantly, by
bringing srvice agencies closer to the poor, decentrdization potentialy enhances
people s control over the services  In dhort, decentrdization is an important means of
empowerment of the poor (World Bank, 2001).

Of cous, in actud practice, the extent to which efficiency and wedfare gains
accrue in any country depends upon the nature of intergovernmenta competition (Breton,
1996), loca power dructure and political ingitutions It is dso important to note that
effective implementation of poverty aleviation policies depends upon the reponsveness
and capacity of loca government ingitutions. Governments that are ‘closer to the
people shoud, in principle, be able to provide services more efficiently and effectively
than a remote, centraized authority (Bird, 1993). However, there can be reasons for of
decentrdization fallure (Breton, 2002) and among many reasons empowerment of the
poor and nature and extent of ther participation dependson thelocd power gructure and
effectiveness of measures to avoid capture by locd elite (Bardhan, 2002). Moreover,



guegions have aso been raised about increased locd corruption and absence of capacity
by loca governments to provide public services efficiently (Prud homme, 1995; Tanzi
1995). Theissue of corruption, however, isempirica for, it is not possible to judge a
priori whether the loca providersare more corrupt than nationd providers andviceversa
Smilarly, the argument for lack of capacity cdls for buldng the capacity in loca
governments and not avoid decentrdization. It isonly when the functions are assigned,
capecity development is possible and once it is granted that decentraization resuts in
geater efficiency, cagpacity buildng shoud beanatura corollary.

Although tradtionally, red gribution is congdered to be a Centra responsihility,
experience has shown that sub-centra governments are expected to, and in fact do play
an important role in designing and implementing poverty aleviation drategy (Pauly,
1973, Ladd and Dooalittle, 1982, Brown and Oates 1987). When thisisrecognized, it is
important to note tha dfferent regions may have dfferent needs and preferences for
poverty dleviation and dfferent capacities to meet those needs and preferences.  If
poverty aleviation isanationa concern, but locd governmentsare involvedin designing
and implementing certain key e ementsof the poverty dleviation drategy, the capacity of

thelatter to finance such programsout of their own resourcesislikey to differ widely.

Analyss shows that in dmog dl the countries poor are mogly concentrated in
poorer locdities andregions. It isalso seen that in places where poverty is concentrated,
dandards of phydca and socid services provided are low, resulting in low productivity
of both cepitd (includng land) and labor. It is therefore, necessry to desgn
intergovernmentd trangers to enable the poorer loca governments to undertake both
‘capacity improving and‘safety net’ policies. Thisrequires des gningand implementing
generd pupose and ecific purpose tranders to the poorer regons The former is
required to offset their generd fiscd dsabilities so that they are enabded to provide
comparable leves of public services a compardde tax rates Smilaly the later is
necessary to enare that certain key services fdling into the class of “ categorica equity”

are provided in these regions at required leve s'. Thetrander gydem shodd ensure that

! Fedstein (1975) cdls sarvices having adirect bearing on poverty dleviation such as educaion and hedth
care which are deemed to be “ fundamentd interests’ as subject to“ categoricd equity”. T hese are di fferent



poorer localities have adequete resources to ddiver the desired ‘package of services

without adver ly affectingtheir incentive gructure. (Rao and Das Gupta, 1995).

This paper reviews the role of fiscd decentrdization in poverty dleviation
drategy. Section Il analyzesthe desgn of public policiesto aleviate poverty. Basedon
experiences, it is argued that effective poverty dleviation dSrategy comprises of a
comhination of policiesto accd erate economic growth and those, which drectly enhance
the consumption entitlements of the poor inthe short run. Section 111 congdersthe role
of central and locd governments in designing and implementing poverty dleviation
policies. Section |V ded's with the rationae for and des gn and mix of dfferent trander
schemesthat would help the poorer regonsto augment the sandards of public servicesin
generd and “ categorical equity” goods in particdar. Section V summarizes the role of

fiscd decentrdization in poverty dleviation.
I1. Poverty and Public Policy

(i) Characterigicsof Poverty:

Ove the years persigent efforts a reducing poverty has yidded impressive
resuits and yet, accordng to the World Development Report, 2000/01, of the world' s Sx
billion people, about ahalf livedon lessthan $2 a day andthoselivingin abject poverty -
with less than $1 a day numbered 1.2 hillion. Nearly a 44 per cent of peoplein abject
poverty lived in Ada and another 24 per cent in Sub-Saharan Africa (World Bank,
2001). Anaysis shows that in mos countries, poverty is concentrated in rural areas and
often, largely poor migrants from rurd areas congituted the urban poorz. It isas0 seen
that poverty is closdy associated with to manutrition, illiteracy, low life expectancy,
high mortdity rate and subsandard housing. Mog rural poor depend on agricuture for
ther livdihood predominantly as wage laborers The wban poor, in addtion, have to

contend with overcrowding, contaminated water and poor sanitation facilities It isaso

from merit goods in the sense that these are concerned with distribution of consumption and not
encouraging additional consumption. Thisis different from Musgrave s concept of “ merit goods:” in the
sense that the concern of categorica equity goods is with distribution whereas merit goods are considered
for additional consumption While merit goods may aso be subject to categoricd equity, the two concepts
must be considered different.

2 |n Latin Americawhere the degree of urbanizaion is high, poverty isan urban phenomenon as well.



seen that poor households tend to be large with more dependents Thus the poor |ack
accessto basc services It isalo seen that adverse consequences of poverty are borne
more by the women than men in poorer households and mog of the public services
impacting on the poor, by nature are local in character. Agan, children, particuarly
femae children suffer d oroportionately (World Bank, 1992).

The bas c cause of poverty, however, isthe lack of physca and human capitd.
Rural poverty is highly associated with landlessness in South Asa, Africa and Latin
America. Even in cases where the poor have access to land, they do not have ownership
rights In some cases they have access to only community property. Thustheincentive
druct ure andingitutions are not congenial to improve theincome earning capacity of the
poor. Rura poverty is high ds0 in drought prone areas and in places where farming
reies mainly on rain-fed water resource. It is dso shown that overwhelming proportion
rural poor are concentrated regions with low and moderate rates and moderate to high
ingahility in agricutura goowth (Rao et.d, 1988). Equally important is the observation
that the poor lack human capitd as well. Educational achievement as well as the hedth
daus of the poor is less than that of the popuation in respective countries Lack of
access to physicd assets and human capitd d s implieslow levels of productivity and

lack of income earning opport unities.
(i) Poverty and Public Policy: Direct and Indirect Policy Interventions

Policy interventions to ameliorate the condtions of the poor broadly fal into two
categories (Ahluwdia, 1990, Bhagwati, 1988, Dreze and Sen, 1989). The fird is the
indirect drategy of orienting policies to acceerate gowth and to drect the flow of
gowth benefits to the poor. This income generating srategy or what Dreze and Sen
(1989) cdl “gowth-medated security” involves adopting policies that woud provide
compatible gruct ure of incentives, and promote efficiency in resource dlocation both in
gatic and dynamic terms.  Evidence shows that mog planned economies with policies
and ingituions redricting the functioning of markets and protection from interna and
externd competition generated insufficient opportunities for the poor participate in

economic activities In addtion, the lack of empowerment of the poor has denied them



access to benefits from public actions as well as whatever growth the economies have
experienced. The lack of secure environment from economic risks, naurad dsagers and
even cid unrest, has made the poor vunerale and prevented accumuation of materia

and human capitd in them for asecurefut ure.

The identification of the reasons for the persigence of poverty helps to evolve
agopropriate drategies The soecific policies to reduce poverty shoud be calibrated
keeping in view the particuar sysems andingitutions prevailingin individual countries
However, the broad common drategy for reducing poverty involves policies and
ingitutiona reforms to provide opportunities to the poor, facilitate their empowerment
and reduce their vunerahility (World Bank, 2001). Opportunity for the poor is created by
adopting policies to accelerate growth, helping to materia and human capitd for the
poor, creating proper incentive gructure through policy and ingitutional changes This
includes policies such as land reforms and providng nutritiona supplement to school
children, getting infrasructure and knowl edge to poor regons and affirmative action to
break social barriers andensure gender equity.  Empowerment of the poor is achieved by
reforms in governance, inclusve decentrdization and enswring property rights and
affirmative action to bresk socid barriers and ensure gender equity. Ensuring scurity
involves protecting the poor from vunerability through micro-insuance, buldng
capacity and preparing the poor to face financia and natural risks and addressng issues
of civil conflict.

The three sts of interdependent srateg es involve both drect and indrect policy
interventions to ameliorate poverty are equally important. Indeed there is s gnificant
overlapping between direct and indirect policy interventions Often the direct measures
intended to improve the consumption entitlements of the poor may help to accderate
gowth as wdl. Creation of rurd infragructure like ponds and rural roads under the
“Employment Guarantee Scheme’ in the gate of Maharashtrain Indaisacase in point.
The d ginction between * growth enhancing and ‘consumption red gributing drateges
oets blured even morein the case of public provision of bad ¢ education, hedth, nutrition
and housing. These measures targeted to enhance human capita of the poor can be

conddered drect anti-poverty intervention. However, long term impact of such a



measure isto accd erate growth and impact on poverty as well. However, conceptually,
these measures directly enhance income earning capacity of the poor unlike the firg set
of measures which isintended to acce erate growth andthe its benefits eventually trickle

down to the poor.

In spite of the fact that policies to acceerate growth have led to appreciable
reduction in poverty levels in a number of countries the prospect of diminating the
poverty problem altogether may not be achievable in the short and in some cases, even
the medum term. Beddes politicd consciousness and risng expectations of the poor
has made it necessary to adopt drect measures to yidd immed ate and visble resultsin
terms of increasng their consumption levels Even sdf-employment and wage
employment policies or policies to improve human resouce development can not
improve the condtions of the old, degitute and disabled. Separate social security
measures are required to ensure minimum acceptable consumption levels to thee
vunerabl e sections

Interegtingly, drect policy interventions to ameliorate the conditions of the poor
are not necessxrily the mog effective way to reduce poverty. The recent economeric
gud es on the efficacy of variousitemsof expenditureson poverty shows that the impact
of drect anti-poverty spendng in reducing poverty was much lower than spendng on
infragructure projects like roads in both China and India. In China, the number of poor
reduced per 10000 y uan of expendture was6.8 in the case of R& D expenditure, and 3.22
in the case of roads, but jug 1.5 in the case of poverty loans Smilarly, the number of
poor reduced per million rupee spendng wasthe highed in the case of roads(123.8) and
R& D expendtures(84.5), but only 17.8 in anti-poverty programs (Fan, 2002).

AmongVvariousinterventions to reduce poverty, therole of human development is
critical asit provides opportunities empowers the poor and provides security. It iswell
known that the poor lack cepita or asserts and endowing them with human capita
enhances their basic capabilities and increases their productivity and income earning
opportunities Anand and Ravallion (1993) show that human development impacts on

poverty in three dfferent ways These are (i) capahility buldng through economic



growth (ii) capability expansion through poverty reduction, and (iii) cgpahility expanson
through socid services While the firg route beongs to the category of “growth-led
scurity”, the other two can be categorized as “ support-led security”. Thus socid

expendtures can improve the welfare of the poor both drectly andindrectly.

Laging solution to the problem of poverty, however, hasto befoundin improving
the owner ship of physca andhuman capita of thepoor. Thus growth-oriented indirect
route is not necessxrily a conservative option. It indeed has to be an activig drategy.
Futher, while the dginction between the indrect and direct approaches is usefu for
conceptua clarity, it woud be erroneous to consider adopting a dchotomous view of
them. There are severd inter-connections between the two routes More importantly,
optima policy desgn to dleviate poverty involves a proper mix of agpproaches to
accelerate income generation and red gribute consumption. The appropriate mix of the
two approaches depends on their “ productivity”, which varies according to the secific

ol ective conditionsin each country.

Experiencesin many countries, particularly Eag Adan economiessuch asTa wan
(Ching), Suh Korea, Indonesa, Mdayda, and China illudrate the potertia for
extraordnary successes in aleviating rural poverty by a judcious choice of the two
gpproaches Impressive gains in alleviating poverty in these countries were atributable
mainly due to dgnificant pubic invesment in rurd infragruct ure and human cepitd. In
dl thexe countries rud trandormation was achieved by improving the quality of
physca and socid infragructure, improving agricuturd productivity and expandng
rual non-farm activities  Experience shows that pubicly funded invesments in rura
infragructure (roads, kridges, irrigation and dectricity) and broad-based education and
hedth care in rural areas are critical in the early years of rural trandormation. Cregtion
of this base for economic growth led to improvements in productivity, opened up
markets, hagzened demographic trangtion, enhanced mohility of labor, grengthened
urban-rura linkages and acceleratedrurd indudrialization. Together with changesin the
incentive gructure due to land reforms in the early phase of development (in Suth

Korea, and Tawan), large invegments in physcad and social infragructure and



development of rural ingitutions not only led to grong growth performances but d <o

crested a shared basisof economic growth and sharp dedlinein poverty®.

The above analysis krings ot some important festures of governmentad
intervention necessary to reduce poverty. Hrd, be it the indrect longterm growth
accelerating drategy or the short-term drategy to redigribute consumption, public
expendture policy has a critical role to play in poverty dleviation”. Second, poverty
dleviation drategy involves public expenditure programs to provide public and quas-
pubic services on the one hand and targeted drect tranders to the poor on the other.
Third, in executing ggowth enhancing spending programs, both dlocative and technica
efficiency in pubic expenditures is important in a resource-condrained developing
country. Thus efficient dlocation of public expenditures in the sense of both cog-
efficient provision of public services and ddivery of these services matching diverse
preferencesis an important component of effective poverty dleviation srategy. Fourth,
to be cog efficient, it is necessxy that policies implemented to ensure consumption
entitlementsto the poor needto be well targeted. Thisrequiresidentification of the poor
and designing and implementing appropriate red gributive policiesto enal etargeting the

poor for improving consumption entitlements

I11. Poverty Alleviation Strategy: Role of Central and Local Governments.
(i) Policy interventionsin a nitary sysgem:

Public gpendng policy, thus plays a critical role in anti-poverty interventions
Interventions are made in terms of (i) influencing the resource allocation by providng
physca and social infragtructure which wou d help to accelerate growth andlor to drect
the benefits of growth to the poor; (ii) short term expendture programs to create self
employment and wage employment opportunities and (iii) making targeted trander

paymentsto the poor.

A good discussion on the contribution of these factors in imparting dynamiam to rurd transformation in
East Asian economies can be found in World Bank (1993). Ranis(1995) dso stresses the importance of
wel| developed rurd infrastructure and institutiors (like faamers’ associations) and effective land reforms in
accd erating growth and reducing poverty in South Koreaand Tawan.

*Foran important contribution detailing the various aspects of public expenditure policy targeted to
dleviae povety see, Van De Wdle (1995).
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Public expendture policy drected to reduce poverty has different dimensons
when it isimplemented in a smal country with angelayer of government from that of a
large country with multilevel governments. In the former, a singe policy making
authority does designing and implementing expendtwe policies and, therefore,
implementation is easier. However, provison of public servicesin a ange layer is an
exception rather than arue, confined to a few city-dates In mog economies both
advanced and developing, the pubic servicesare provided in the framework of mutileve
decigon making framework. Thisis als true irregoective of whether the country has a
democratic or a totditarian regme. Even in many congitutionally declared wnitary
countries there are at lead three layers of government providing public services (Breton,
1987). When pudic services are provided in mutileve governmenta framework,
reativerolesof different levelsof government in designingand implementing polliciesto
accelerate growth and red gribute consumption in favor of the poor becomes are criticd.
Efficiency consideration requires that assignment of functions to dfferent levels of

government shou d be based on their comparative advantage.
(i) Multi-level fiscal sysem and anti-poverty interventions

What istherole of centrd andlocd governmentsin reducing poverty? If poverty
dleviation is consdered a puely reddribuive tak, implementing these policies is
mainly theresponghility of the centrd government because of the externalitiesinvolved
The potertid mobility of economic agents condrains the efficacy of subnationa
governments in implementing such policies. Besides benefits of poverty dleviation
programs implemented in one jurisdiction may pill over into another (Boadway and
Wildasn, 1984). Smilarly, local initiativein poverty dleviation may drive up the cog to
the res dents of the jurisdiction by mohile taxpayers and mobile poor. More importantly,
if “poverty anywhere in the country is the concern everywhere’, a centra government
intervention is necessary to ensure optima resource allocation to red gribution (Brown
and Oates 1987, Ladd and Doolittle, 1982)5. However, the fact is that subnationa

° Pauly (1973) and Tresch (1981) suggest that redistribution should be viewed as aloca public good and
when populaion is na mohile across jurisdictions, locd initiative in poverty dleviation isdesirable
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governments do undertake s gnificant amount of redigributive activity even when ther
efficacy isseen to be doubtfu (Oates, 1999)

However, from the above, it would be erroneous to conclude that subnationa
governments do not have any role in implementing drect poverty aleviaion policies
Governmentsthat are closer to the people, asa rue, shoud be able to provide services
more efficiently than a remote, centraized authority. Proximity to the people reduces
information and transaction cods in desgning and implementing anti-poverty Srategy
gonificantly. Locd governments have a dginct advantage in identifying the poor and
undergandingtherr multi-dimensona characterigics dueto their proximity to the people.
Problems of the poor need to be seen in the context of their specific locations Poor live
in hogile environs and face exploitative economic and socid sygems Causes of
poverty, and the solutions to ded with them dffer vagly from one regon to another.
Locd government’s familiarity with the ingitutional condtions within regective
jurisdictions helps them to desgn and implement programs and schemes to target the
consumption entitlementsto the intended groups Locd participation in financing and
implementing anti poverty programs a o improvesaccountahility to locd citizenson the

one handandto higher level governmentson the other.

Thus poverty dleviation is essentidly a function that shoud be executed
concurently by both central and local governments Inter-jurisdctional mohility of
economic agents makes it necessry to assgn the functions of raising reour ces through
redigributive taxation to the centra government. However, designing and implementing
anti-poverty policies by the centra government will resut in higher transaction and
information cods At the same time, if poverty aleviation policies are entirely assigned
to locd governments, it could not only cause inefficiencies due to induced mobility of
labor and capita but dso creste mora hazard probdems  To atract capitd into their
jurisdictions local governments may actualy follow ‘anti-poor’ rather than ‘ anti-poverty’
policies In the event, there can be serious underprovison of anti-poverty interventions.
Thus ded gning and implementing anti-poverty policiesis a concurent regonsihility of
dfferent leve's of government. Centrd government has to raise Sgnificant portion of
financing these policies. It a s hasto evolve aregulatory sysem or an incentive scheme

12



to minimize the mora hazard problem and ensure that minimum leveds of anti-poverty
policies are implemented in every local juisdction. Local governments, on the other
hand, have to desgn effective policies appropriate to their regective jurisd ctions,

identify the poor and implement the policiesto benefit them.
(iii) Typology of decentraization:

The above andydsindcatesthat therole of centra and subnationa governments
in implementing direct measures to dleviate poverty hasto emerge within the principles
of co-operative federalian (Inman and Rubinfeld, 1997). Sonificant part of financing
poverty dleviation expenditures will haveto be generated by red gributive tax policies a
the central level. Reddributive taxation a sub-national level has the potentid of
inducing migration of capita. Besides there isa s a mora hazard problem as the loca
governments in ther attempt to attract cepita might induge in “race to the bottom”
which could resut in non-optimal poverty dleviation effort. At the same time, it seems
tha there are sgnificant information and transaction cos advantages in implementing
anti-poverty policies by local governments In some countries with a high degree of
centrdization like Indonesia, the centrd government involves local governments in
pubic expendture policy by delegating certain functions and here, theloca governments
merely carry ou the functions as agencies of the central government (Shah, 1998). In
many trangtional economies like Vietnam, expendture functions are deconcentrated
(Rao, Bird and Litvack, 1998, World Bank, 1996). In such cases local governments will
have limited flexihlity to design and implement proggams In mog federa countries,
there is devolution of expenditure functions to local governments In such cases, the
repons hility of designing and implementing the programs are entirely assigned to the
loca governments and they a0 have a leas a part of their own resources to implement

anti-poverty programs

It isdifficult to recommend any general model of decentralization gpplicableto all
the countries  Eff ectiveness of the model of decentraization chosen for desgning and
implementing anti-poverty programs depends on a variety of factors like the size of the

country, level of economic deveopment, socia, economic, ethnic andlinguigic dversity
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and capacity of loca ingitutions. In any case, neither delegation nor deconcentration can
be consdered as true models of decentraization for subnationd governments do not
exercise any flexibility or attonomy in such models These should be condrued as a
mere adminidrative arrangements in which the centrd government implements its

policiesthrough subnationa government.

In the ddegation and decentrdization modds the local governments act a the
behes of centrd government, asits agencies The accountability of local governmentsin
this case is mainly to the central government. In the devol ution model, however, loca
governments actively participate in des gning and implementing anti-poverty programs
and, accountahility is both to the resdents of the locality beow and to the higher leve
governments above. Therefore, in order to increase the sakes of local governmentsin
anti-poverty programs it woud a0 be desirable to make the loca resdents to bear a
pat of the cog of such progans Thus for reasons of efficiency in the ddivery
mechaniam and to ensure greater accountability, it is desrable to have a cooperative

oluion- a cog sharing programs between the centrd and locd government in anti
poverty interventions

(iv) Hscd decentrdization and delivery of srvices

However, as mentioned earlier, poverty alleviation is not smply red dributing
consumption entitlements from the rich to the poor. A criticd dement of poverty
dleviation drategy is to adopt policies to accderate growth and direct the benefits of
gowth towerds the poor. In this both centrd and subnationd governments have
important roles degpendng upon conditions prevailing in dfferent countries The primary
precondtion for growth is gable macroeconomic environment. Macroeconomic gahility
promotes savings and invegment. It must dso be noted that increasng prices impose
d sproportionate hardships on the poor. Sahilization involves externdities spanning
acrossthe entire country, thisispredominantly a Centrd tas.

Equdly important precondition for growth acceerating drategy is efficient
provison of physcd and socid infrasructre. Subnationa governments can play an

important role in enhancing efficiency in the provision of infragructure facilities
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Intergovernmental competition in the provison of pubic services and better matching of
demandfor with supply of pubdic services by moreflexible bunding enhancesthe choice
of consumer-voters The wider choice of jurisdctions with different bundes of non-
private goods and tax payments enables the consumer-voters to exercise ther choice

ether through “ voice” or “ exit”.

Mog public series supplied by subnational governments fal into the category of
“quasi-public’ services with no sgnificant scal e economies Provison of such services
a locdl levels hepsto ascertain the demandfor these services and based thereon, recover
user charges on them. Thus locd provison of thee services links revenue and
expendture decisions a the margn and this helps to improve efficiency and
accountability in the ddivery of such services(Breton, 1997). Thisisparticularly true of
services such as education, headthcare and nutrition, which have important bearing in
human development.

IV. Intergovernmental Transfersand Poverty Alleviation

(i) Fxcd assgnments imbalancesand intergovernmentd trang ers:

Pubic expendtue policy desgned to ded with the probem of poverty
employing both indirect and direct agpproaches involves efficient provison of services
ensuring access bility of services to the poor to enhance their productivity and improve
consumption entitlements and making targeted tranders  As mentioned earlier,
efficiency cong deraions warrant decentrdized provison of pubic services Thisistrue
of both growth enhancing and consumption redigributing public services as wdl as
targeted tranders  While local governments have comparative advantage in providng
pubic srvices centrd government is better placed to rase revenues Sahilization and
redigribution condderations warrant ass gnment of mgor taxes with nation-wide bases
and borrowing powersto the centra government and subnationa governments can raise
revenues from largdy immohle tax bases confined to their jurisdctions Thus
assgnment of tax powers and expenditure functions accordng comparative advantage
resuts in vertica fiscal imbalances. Therefore, the ass gnment sysem should badance

efficiency gains from such assgnment with efficiency loss due to fiscal imbaances and
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separating of revenue-expendture decisons a the margn. Second, the trander sysem
des gnedto offset the imbal ance bet ween revenues and expendtures at subnational level s
shoudnot result in laxity in revenue effort andfiscd profligecy.

As mentioned earlier, andyds showsthat poor are concentratedin poorer regons
where they do not have proper accessto basic physcd and socid infragructure. Thus
the bad c component of growth acce erating srategy isto providetrandersto offst fisca
d sabilities of poorer regondlocalities to enade them to provide comparabl e levels of
pubic services a comparable tax rates Inter-regiond differences in the sandards of
pubic services can arise ether due to variations in fisca ahilities (disabilities) or
Oeliberate choices exercised by different regons Differencesin loca fisca ahilities are
due to dfferential revenue capacity or variations in the unit cog of providing public
services that are due to reasons beyond the control of loca governments. It is necessary
to rectify these sources of inequity by providng generd pupose tranders to fiscally
dsadvantagedlocdities This enables such locditiesto provide comparable gandar ds of
physca and socid infragructure a comparable tax rates and helps to accelerate
economic growth andreduce poverty intheseregons Thus thetrander sysem intended
to reduce poverty by accd erating growth in poorer regons should be des gned to offset

fiscd dsabilitiesarisingfrom revenue and cog disabilitiesin theseregons

Such general puposetrandersmerdy enablethefiscdly dsadvantaged locdities
to provide gandards of services comparable to other locdities Whether or not they
actually provide comparal e gandards of servicesisleft to locd choice. It improvesthe
capacity of the poorer regons to ddiver gandards of socid and economic srvices
Thetranders are not specificaly targetedto the poor; but the poor will benefit from the

generd capacity increasein theregon.

In contragt, the objective of ecific purpose trand ers isto ensure that the poor
ot access to secified services that increase their consumption entitlements and those
that drectly improvether earning capacity drectly. Provision of such servicesshould be
targeted to the poor irrepective of whether they live in poorer or richer regions Direct

antipoverty interventions such as employment policies targeted to the poor, provison of
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bad ¢ education, hedth and housng facilities to targeted groups of popu ation (women,
ethnic gouwps) fdl into this category. Such direct anti-poverty interventions are best
achievedthrough secific-purposetrandersin amuti leve fiscd sysem.

Thus intergovernmenta trander sysgem designed to meet arti—poverty srategy
shoud help to reduce poverty by both accelerating economic growth and directly
improving the consumption entitlements of the poor. General improvement in
capahilities of poorer regonsto augment their infrasruct ure has to be achieved through
generd pupose tranders. Smilarly, direct anti-poverty intervention requires pecific
pupose tranders Thus anti-poverty drategy involves an optima mix of both genera
pupose and secific- purpose components The former shoud be equalizing; it shoud
enable the fiscaly dsadvantaged subnationa units to provide comparabe leves of
pubic services a comparable tax rates. On the other hand, gecific purpose tranders are
necessary to ensure that some soecified services which directly impact on poverty, are

provided at required quantities
(if) General purposetranders

Rationale for equalizing trang ers on equity and efficiency grounds continues to
be a controversia issue. Proponents of equdization argue for general purpose tranders
to promate equal treetment of equas (Buchanan, 1950, Boadway and Hatters 1982).
Taking comprehendve income, which includes curent consumption, net accretion to
wealth and curent benefits from government services as a measure of wel being of
individuals, it has been shown that, even when fiscal sysemsof the center and indvidua
subnationa jurisd ctionstreat equal son equa footing, nation-wide horizonta equity may
be violated. This happens because, fiscd activities of subnational governments cause
dfferentia net fiscd benefits (expendture minus taxes or NFB) to indvidud equal s and
the central income tax as is presently dructured cannot take account of red income
dfferences from dfferentid NFBs Thus even when subnational governments levy a
proportiona income tax a uniform rates, revenue collection and therefore, per capita

expendturesinricher jurisdictionswill be higher. Aspublic servicesare assumedto bea
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perfect subgitute for private goods the residents in thesejurisdictions will receive higher

dandardsof public srviceseven asthetax ispaidat the samerate.

Differences in NFBs are caused mainly because the subnationa governments
cannot levy benefit taxes Besdes, free-ridng behavior anong subnational governments
induces them to levy resource based or orign based taxes and the resuting inter-
jurisdictiona tax exporting can be an addtiona source of inequity. In addition, inequity

iscaused d 0 by thered gributive policiesof subnationa governments.

Horizontd equity can be esablished by gving tranders to equalize net fisca
benefits across dates  Such tranders discowrage fiscdly induced migration, reduce
barriersto factor mohility and thereby, enhance economic efficiency. Thus equdizing
tranders are argued to be one of the rare ingances in economics where efficiency and

equity cond derations arein harmony (Boadway and Shah, 1994).

Scott (1952) and later Courchene (1978) however, consider that equdization
trandersto offsat net fisca benefits can be a source of inefficiency. Poorer regions are
assumed have low productivity and equdizing trand ers tend to discourage migration of
labor from low productivity to high productivity regons. Besides if as Oates (1982) has
argued fiscd dfferentids are fully capitdized into property vaues there may not be any
efficiency or equity bassfor equaizingtrand ers.

Thus while it is acknowledged that the provison of public services in a
multilevel governmenta sysem should replicate the advantages of a unitary sysem, the
rationale of equaizing trandersfor the purpose remains controversd. Neverthdess, if
the depressedregons low incomes were due to under-exploitation of the potential dueto
poor infragructure, trand ers given to these regions woud raise the income levels and
reduce poverty. Even when the low incomesin poorer regons are due to poor resour ce
endowments enabling these regions to make higher dlocation to human reource
development couldincrease productivity of popuation, increase labor mohility andin the
long term, accd erate growth and reduce poverty in these regons In any case, in mogt

democratic countries with multileve fiscal sysems equalization trandersis aredity and
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in ome, it is a matter of politica preference as well ® There is wide inter-country
variation in the degree of equdization depending on higorica and political factors as
much or more than theoretica cons derations (Bird and Vaillancourt, 1998).

(i) Dedgn of generd puposetranders

As mentioned above, the oljective of generd purpose tranders from the Center to
the subnationa governments isto enade the sub-centra governmentsto provide a gven
level of public services a a gven tax rate. Such tranders, therefore, shou d be ded gned to
offset the fiscd disadvantages arigng from lower revenue capacity and higher unit cos of
providng public services To beobjective, thetranger sysem shoud be based on asimple
and predictade formuarather than negotiated

Thus, the desrable trander sysgem shoul d be equitable and have the right type of
incentivesfor both the donor andtherecipient. The classc example of dsncentiveto the
donor wasseen in China under the* fiscal contract” system that prevaled until 1994. The
sygem resuted in the provinces adopting drategies to reduce their contribution to the
center and this caused “the decline in the two ratios’; the share of government revenues
to GDP declined from 31 percent in 1979 to 12 percent in 1996 and the share of centrd
government expenditure in the tota declined from 51 percent to 27 percent dwing the
same period (Ma Jun, 1995). In Indiatoo, severe d dncentivesarigngfrom devol ution of
very high proportions of persona income tax and manufactwring excises is alleged to
have d gortedthetax gructure (Burgessand Sern, 1993, Joshi and Little, 1996).

The d gncentives to the recipients due to improper design of the trander sysem
are well known. In general formua based sysem of tranders shoud be preferred over
negotiated sysem to avoid uncertainly and arbitrariness. However, even formua based
sygem unlessproperly des gned, couldhave serious d 9ncentiveson fisca performances
of subnationd governments Often, tranders are desgned to close the gap between
actual (projected) revenues and expenditures of the subnational governments Trander
gygems in both Inda and Pakigan have such “gap-filling” components  Such “fisca
dentigry” has no economic rationae, does not meet the badc oljective of equalization

® Thenaable exception is United Subnationd governments of America
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and above al, has srious disincentives on fiscal management (Bird and Vaillancourt,
1998). “Hscal dentigry” in India has been dleged to be an important reason for
increasng “ budgetary cavities’ a the Sate level (Rao, 1998). Smilar d Sncentives are
pointed out in thefiscd trander sysem of Pakigan.

Incentives (and dsincentives) in intergovernmenta tranders depend upon not
only the desgn of the tranders but also a number of ingitutional factors A measure of
gability and continuity in the trander sysgem is important to enade the recipients to
adopt a medum term fiscal drategy and plan their expenditre implementation. A
formua based sysem of tranders as againgd negotiated sysem imparts a measure of
farness and oy ectivity and reduces lobbying and transaction cogsto the recipients It
a0 ensures trangparency and helpsto buld trust and confidence anong the subnationa
governments  Smplicity in the desgn of tranders makes it easy to undergand and
reducesinformation requirements

Equdization in mutilevel fisca sysems coud follow a variety of forms The
amples form isto equalize only thefisca capacity of the poorer locditiesto the average
level, but this will not offset the inequities arisng from cog dsabilities (dendty of
popu ation, price differences). Weighing the above with an index of cog dfferences
across locdities would be desrable, but dfficutiesin measuring such an index makes it
dfficut to apply this in practice. Often, the policy makers also perceive that cost
dfferences are not very important and amply ignore them. A mare comprehensve
method, however is to desgn the tranders to equdize the ‘need-revenue gap (Ahmad,
1998, Bradbury, et d., 1984). The need-revenue gap mesares the dfference between
what alocality ought to spendto provide oecified | evels of public services and the revenue

it canraise at agven dandard leve of tax effort.

Ded gning thetrander sysemto offset fiscal d sabilities can be done in a variety of
ways. In Canada, for example, the Depatment of Fnance etimatestrandersas a shortfal
in fiscal capacity of the province from the benchmark capacity. The “five province
gandard” (excluding Atlantic Provinces and Alberta) or the average of thefisca capacities

of five provincesistaken asabenchmark. Inthissysem, thereisno provison for offsetting
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fisca dsahlities arising from dfferencesin the unit cost or need. In Audralia, on the other
hand, both revenue and cos dsabilities are taken into account in the esimation of
“relativities’ which forms the basis for the determination of inter-gae ddribution of
equdizingtranders

In mog developing countries however, non-availahility of data on relevant
variald es poses a serious condrant in designing aproper trander s)/stem7. M easurement
of fiscd capacities and needs (unit cogs) in the mogs chalengng part of designing the
equdization formua The Representative Tax Sysem approach developed by the
Advisory Commission on Intergovernmenta Relations (ACIR) in the United Sates has
gone a long way in developing an acceptable approach to measuring fiscal capacity.
However, in mog developing countries the required information on tax bases is not
aways availabl e nor are the tax sysems trangparent enough to clearly identify the base.
Information requirements for etimating expendture needs or cos dsahilities are even

more.
(iv) ecific purposetranders

Generd pupose trand ers given to offset fiscal inequities by themselves do not
ensure the provison of minimum regured levels of services that drectly impact on
poverty reduction. Following Feldgein (1975), such services can be categorized as those
fufilling “ categoricd equity” and are deemed to be of “fundamentd interess’. These
services help to buld capacity or drectly address the issue of inadequate consumption
entitlementsof the poor. Inregect of these services indvidud consumption shoud not
depend uwpon the income levels or wedth pogtions of indviduas In other words in
respect of services belonging to the “ categorical equity”, consumption levels shoud be
“wedth neurd” or should not be related to individuals ahility to pay. Services like
bas ¢ education, healthcare, housng and nutritiona supplement to the children fall into
this category. In addtion to these, there are direct poverty dleviaion expendtueson
various slf-employment and wage employment schemes and trander payments and the

amount spent on these itemsin dff erent regons shou d be related to the magnit ude of the
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poverty probem in these regons Neurality with regpect to fisca capacity in the case of
such services can be ensured by the centra government itsalf providng them in required
guantities but that woud deny efficiency gainsfrom loca choice. Therefore, ensuwring
minimun gandards of these services to stidy wedth neurdity condtion has to be
achieved by appropriately ded gning intergovernmenta tranders.

The desgn of the trander sydem, therefore, shoud be ecific purpose, open
ended with matching requirementsfrom therecipient. The donor can neutrdi ze the effect
of inter-community differences in fiscal capacity (wealth differences), by udng a
matching grant formua in which the matching rate varies inversdy with local fisca
capecity (Feldgein, 1975). Local demand for serviceslike basic education, hedthcare or
even other direct anti-poverty policies depend on the price e adicity, and adicity with
respect to loca wedth®, Oncethetwo parametersare edimated it ispossbleto desgnthe
matching grant that wou d ensure equal access to these servicesirrespective of the wealth
of the subnational jurisdiction. Thus ided desgn of the ecific purpose trandersfor
poverty dleviation should be such that the grants should vary with the number of poor
(magnitude of poverty), and matching rate should vary inversaly with the fiscal capacity
of the community. This woud ensure that expendture per poor would be as much in

poorer communities asthey arein richer ones

The method of implementing goecific purpose trand ers depends upon the extent
of decentrdization. In a deconcentrated sysem, the locd government is merdy an
implementing agency. The funds requred for enswring the prescribed gandards of
srvices in the locdities are given entirdly by the Centrd government. The Centrd
government aso gipuaes the method of implementation and the locality merely
implements Centrd decisons. In contrag, in more decentrdized sysems ecific
pupose trandersresut in two-gep targeting.  In the firg, the Center trandersfunds to
subnationad governments for specified puposes In the second, the locdity ether

" For an indsive andysis of the transfer system in a vaiety of deveoping countries, see Bird and
Vaillacourt (1999)

8 This can be estimated inan equation: INE; = B InW,+ BInP+ Bz In X, . + B;InX where, Ei
represents education expenditure per pupil (anti-poverty expenditure per poor), P; represents the net price
the community pays for the service ( which is given by, amount of expenditures financed from own
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tranders or gpends the money to benefit the targeted groups as required  Proper
desgning ecific pupose tranders is particdarly important in the second case to
presrve the incentives and to ensure that the tranders are sent for the gecified

purposes

Mog countries have specific purpose tranders with varying local participation.
Even cowntries with comprehengve equalization schemes have devised gecific purpose
trandersto dea with “categorica equity” services In Inda, there are ecific purpose
tranders for creating sdf-employment and wage employment schemes provide
nutritiona supplementsto school children, education andfamily welfare schemes Many
of the programs are designed on shared cod basis In deconcentrated countries like
Vietnam where loca governments do not have worthwhile powersto raise revenues the
centra government has devised National Programs for poverty alleviation, erad cation of
magor diseases andfor providing basc servicesto disadvantaged groupslike deditute and
ethnic minorities (Rao, Birdand L itvack, 1999).

(vi) Trandersin athree-tier sysem:

Mog decentraized sysems have more than threetiers of government though the
extent of decentralization to the third tier is in the natwe of deconcentration. The
principles of the trander sysem detailed above applies to governmenta sysems with
mutiple layers though there can be a number of operationd issues in desgning and
implementing them. Three important issues pertinent to countries with three (or more)
tier sysemsmay benoted. Firg, thethirdtier receivestrandersfrom both the centra and
the regiona governments though in many federations the regona (dat€) governments
resent drect trandersto locad governmentsfrom the Center. InInda, for example, when
conditutiona gatus was sought to be gven to thethird tier in thelate 1980s proposd to
gve drect tranders from the Center to loca governments bypassing the Sae
governments was not acceptab eto the latter.

revenues), Wi reflects wedth of the community per pupil (poor), and X; % ......., X; represent other
variadbles influencing demand for the servi ce
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Second, in mog cases, even the generad capacity augmenting type of tranders
received by the third tier are in the nature of pecific purpose tranders and the
implementation of progams by them is closly monitored They do not have
independent revenueraising decisions In other words, in many countries thethirdtier is
more an agency than an independent fiscal decison making unit. Thisispartly dueto the
perception that the loca governments do not have the capacity to undertake independent
decisons Such sygemshowever, do not regp efficiency gainsfrom decentrdization.

Hnally, in mog countriesin which the regond (Sae) governments are srong,
the third level of governmentsis weak. This is true of federa countries like Inda and
Pakigan where the Sate (Provincid) governments have dgnificant revenue and
expendture powers The loca governments, on the ather hand, have to exercise ther
powers concurently with the gate governments and the latter have been reuctant to
share powers with them. In contrad, the loca governments in countries in which

regional governmentsdo not exig like in Indoneda arerelatively gronger.

V. Concluding Remarks

The foregoing dscusson shows that poverty dleviaion is not merdy a
redigributive function. It involves both capacity improving and safety net policies
While policiesamed at accd erating growth and drectingthe benefitsof growth will help
to reduce poverty in the long term, drect reddribution such as providng basic
education, healthcare and employment policies provide safety netsto the poor in the short

term. In addition, the old and d sabl ed poor needto be provided with dol es

Analyss shows that the poor are concentrated in poor regons Poverty is aso
asociaed with low levels of human development and access to socid services In
improving the conditions of the poor, therefore, public expendture policy hasto play a
critica role. To acceerate growth, it isimportant to ensure that the fiscal d sabilities of
poorer regions aridng from low revenue capacity and high unit cogt of providng pubic
srvices are compenssted.  Smilarly, it is necessry to ensure that certain minimum
gandards of services which have a drect bearing on poverty situation, or “categoricd

equity” services shou d be providedin poorer regons
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In amdl city-gaes with ange layer of government there is no amhiguity in
carrying out the task of poverty dleviation. The central government itself hasto desgn
and implement capacity improving and safety net policies This coud be done by
drectly redlocating the resources through various expenditure programs or by making

trander payments

In a mutileve fiscal sysem, however, oluions to poverty aleviation prodem
haveto befound within the principlesof co-operative federalian. Whileredigributionis
primarily a centra government function, thereismuch to be gained by involvingthe sub-
national governments in the task of poverty dleviation. The proximity of subnationa
governments to the poor, and familiarity with and undergandng of varying ingitutiona
gtuations and hogile environs in which the poor habit in different regions provide
ddinct advantages to the decentrdized governmental units in dedgning and
implementing antipoverty policies. Thus, whiletheresour cesfor the programshaveto be
generated by the centra government from reddributive taxation, loca governments will
have predominant responsihility of designing and implementing antipoverty policies due
to ther information and transaction cog advantages. This implies tha the centrd
government will have to find much of the resources for poverty alleviation progams
whereas, thelocd governmentswill undertake actual des gn and implementation of these
progams This makes intergovernmentad tranders an important policy ingrument in the
poverty aleviation srategy.

The paper analyzes the desgn of general purpose and gpecific purpose trander
schemesrelevant for poverty aleviation srategy. General pupotrandersare meant to
augment the capacity and therefore, shoud be desgned to offsst fiscal dsabilities of
poorer regons This would enable them to provide social and phydcd infragructure at
levels comparable to those in richer jurisdictions a equivalent tax rates. Such tranders
will enable the depressed regonsto fuly uilize their growth potentid and this impacts
on poverty. Inorder to dedgn andimplement effective antipoverty programs, in addtion
to the generd pupose tranders it is necessary to provide secific pupose tranders
These tranders are intended to ensure that the services required to combat poverty
drectly or “categoricad equity” services are provided in required quantities The wealth
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neutraity condition of these antipoverty programs requires that they shoud be provided
within the framework of a cod-sharing scheme between the centrd and locd
governments The sharesto be paid by the local governments shoud vary inversdy with
the wedth pogtion or fiscal capecity of the loca governments Thus, ecificpupose
matching tranders are recommended with matching ratios varying inversgly with the
fisca capacity of thelocdities
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