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Preface 

I n the State and Local Fiscal Assistance Amend- 
ments of 1976 (P.L. 94-488), Congress asked the 

Advisory Commission on Intergovernmental Rela- 
tions to study and evaluate "the allocation and coor- 
dination of taxing and spending authority between 
levels of government, including a comparison of 
other federal government systems." The objective of 
this research is to determine how federal systems in 
other industrialized nations have dealt with some of 
the issues of fiscal federalism that are of current con- 
cern in the United States. 

To carry out this assignment, four reports have 
been prepared: individual studies of Canada and 
West Germany, a selection of readings on the federal 
system of Australia, and this comparative analysis of 
fiscal federalism in the U.S. and the other three coun- 
tries. The comparative analysis of the U.S. and the 
three other countries draws on the individual studies 
and examines the relevance of the experience of the 
other countries for fiscal federalism in the U.S. 

One of the conclusions reached is that fiscal fed- 
eralism in the U.S. is less formally structured, more 
fragmented, and consequently less neat and orderly 
than in any of the other three countries. However, 
the disorderly appearance of the U.S. federal system 
is a reflection of the heterogeneous and diverse 
nature of society and government in this country. 
The study also concludes that while the U.S. could 
probably profit from adopting some of the more 
orderly fiscal patterns of Australia, Canada, and 
West Germany, these three federations might also 
learn from some of the achievements of the U.S., 
such as its recent success in strengthening the tax 
position of the states and the greater fiscal viability 
and political influence of local governments. 

Abraham D. Beame 
Chairman 
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Chapter I 

Introduction 

T his is a study of fiscal federalism in four 
countries-Australia, Canada, the United States, 

and West Germany. It recognizes as fundamental the 
complex relationships which inevitably exist within 
multilevel systems of government, none of which is 
more important than the fiscal relationship. Each of 
the four countries reviewed in this study has devel- 
oped that relationship independently and, over time, 
with quite different results. Although no one pattern 
is better than the others, it may be that each country 
can learn something from the experience of the 
others. 

As with all other aspects of each nation's existence, 
fiscal federalism stems in essence from the 
peculiarities of the country involved. Chapter 2 of 
the study, therefore, presents a profile of the four na- 
tions, including an indication of the disparities 
among sections and groups which are the target of 
much of the fiscal policy developed in all four. And 
because fiscal policies are made-not born fully 
developed and in place-Chapter 3 explores the pro- 
cesses by which they are brought into being. 

Chapter 4 examines the taxing power-the sources 
and yield available to the different levels of govern- 
ment in the four countries. Although governments 
derive revenues from other sources, taxes constitute 
by far the major portion of each nation's fisc; 
therefore, except for brief mention, other types of 
revenue-rents, charges, fees, income from govern- 
ment enterprises-are not dealt with here. Nor is bor- 
rowing, even though it is relied on heavily by both 
national and subnational governments in all four 
countries. Statistics on taxes are hard enough to ob- 



tain on a comparative basis; those on the other com- 
ponents of the fisc are even more difficult. It is im- 
portant to acknowledge at the outset, however, that 
the overall fiscal picture is broader than that which is 
treated in these pages. Since the tone and trend of 
fiscal federalism in the four countries are set by the 
tax component, this report attempts to present an ac- 
curate feel of the fiscal elephant in all four. 

The fifth-and by far the longest-chapter of this 
study looks first at expenditures by level of govern- 
ment in all four systems and then in detail at the in- 
tergovernmental transfers used in all of them to get 
the money where the need is. Presumably it is possi- 
ble to reallocate functions among levels and units of 
governments so that a better match would exist be- 
tween revenues available and expenditures required. 
Although some thought has been devoted to the real- 
location problem in all four countries, it is extremely 
unlikely that reallocation will occur soon. Until it ac- 
tually takes place, intergovernmental transfers will 
remain a primary element of fiscal federalism. 

Chapter 6 reviews reactions to, and criticisms of 
the existing pattern of fiscal federalism in all four 
countries and looks at recent and current happenings 
on the four federal stages which impact the fiscal 
relationship. From such a review, it is possible to sug- 
gest impending changes in the four patterns of fiscal 
federalism. It is remarkable that in all four countries 
the amount of attention devoted to devising possible 
ways to alter those patterns has been growing in re- 

cent years, despite the relative success of the existing 
patterns. 

Finally, as already suggested, an attempt is made 
in Chapter 7 to draw lessons for the U.S. from the ex- 
perience of the other three countries which might be 
heeded, as thought is given in the future to revamp- 
ing our own pattern of fiscal federalism. 

The information presented in this study is drawn 
chiefly, but not entirely, from the studies conducted 
for the ACIR: on Canada (by Richard H. Leach), 
and West Germany (by Horst Zimmermann), the 
selection of readings on Australia included in this 
series, as well as from other studies and publications 
of the Commission and other relevant works, which 
are duly cited in footnotes. Finally, it should be 
noted that no single comprehensive source for the 
statistics used in this report could be found. Thus, 
the statistics used here vary a good deal by date from 
country to country and even within a single country. 
In every case, an attempt has been made to utilize the 
most recent statistical data available. 

This study is not intended to be a detailed analysis 
of fiscal federalism in the four countries. Rather, it is 
intended to provide a broad-brush description: Table 
I I ,  page 94 attempts to portray in brief compass an 
overall comparative analysis of the main points of 
difference in the structure of federalism and of its 
fiscal component in the four countries (although the 
study itself does not try to follow the chart as an out- 
line or to discuss every point made thereon directly). 



Chapter 2 

The Four Federal Nations in Profile 

AUSTRALIA 

A ustralia consists of a continental landmass and 
the island of Tasmania plus territory in the Ant- 

arctic and in several Pacific and Indian Ocean 
islands-constituting an area of almost 3 million 
square miles, almost as large as the 48 coterminous 
American states. Established by Great Britain as a 
convict settlement in the late 18th century, the next 
100 years saw Australia develop into six self-gov- 
erning colonies, which joined together under a fed- 
eral constitution in 1901. As of June 1979, its pop- 
ulation was 14,418,200, a figure that is projected to 
rise to about 16.5 million by the year 2000. Both its 
population and its institutions have remained pre- 
dominantly British in origin, although in recent years 
the number of immigrants from other parts of 
Europe and Asia has increased sharply. Australia has 
admitted over 350,000 refugees, mostly from Eastern 
Europe and Southeast Asia, since 1945. About 20% 
of Australians living today were born overseas and 
another 20% have at least one parent who was born 
overseas. There are only about 160,000 Aboriginals 
and Torres Strait islanders remaining in Australia. 

Most of the Australian people live in urban areas 
on the eastern, southeastern, and southwestern coast- 
al rims. The great center of the continent is arid and 
forbidding and is only slowly being developed. 
Australians are highly literate and their educational 
system is widely available to the entire population. 
Though there are some regional variations, the pop- 
ulation is remarkably homogeneous. 
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Economically, Australia is highly developed and 
quite well balanced. Its labor force in 1977 was chief- 
ly employed, in descending order of importance, in 
manufacturing, wholesale and retail trade, communi- 
ty services, public administration (including electrici- 
ty, gas and water production and distribution, and 
communications), defense, entertainment, and agri- 
culture. Tourism is of increasing importance. The 
government sector of the economy occupies some- 
what less than one-quarter of the labor force.' 

Australia is a leading exporter of wool, meat, 
wheat, sugar, and fruit. During 1979-80, agricultural 
exports amounted to over 40010 of export earnings.* 
Its broad industrial base draws from its rich natural 
resources. Australia is approximately 70% self-suf- 
ficient in crude oil and has immense natural gas re- 
serves and large deposits of oil shale; she has abun- 
dant and easily accessible coal reserves; about 18% 
of the Western world's demonstrated low-cost 
uranium reserves lie within her boundaries; and she is 
the world's largest exporter of iron ore, alumina, 
mineral sands and lead; the second or third largest 
exporter of bauxite, coal, nickel and zinc; and an im- 
portant supplier of manganese, copper, tin, tungsten, 
silver, and salt. Increasingly, the products of 
Australia's agricultural and mineral industries are be- 
ing processed in Australia prior to export. 

Australia's recent economic performance has been 

relatively good, with inflation running at about 10070, 
the balance of payments in a strong position because 
of both burgeoning exports and a substantial capital 

'inflow, and unemployment at an overall level of 
about 6% (but concentrated mainly on the young). 
Moreover, "Australia is on the threshold of an era of 
major project investment in the manufacturing and 
mining industries, " if adequate investment from 
abroad becomes available. Initially, investment will 
be concentrated in four main sectors: oil and gas; 
coal; aluminum/alumina/bauxite; and other base 
metals. Both the federal and the state governments 
are acting to support and stimulate economic 
growth.* In addition, Australia has recently been ex- 
panding the amount of public and private funds 
devoted to research and development.' 

"Inequalities of wealth, though considerable, are 
. . . less than in most countries. Outside Aboriginal 
communities, there are few territorial zones of bla- 
tant underprivilege; differences of income per head 
between the states are remarkably small . . . . 9 * 6  

Although per capita gross domestic product (GDP) is 
the lowest of the four countries under review, it is an 
inadequate measure of the quality of life in 
Australia. Australian living standards are very high 
by world standards. 

As shown 'in Table I ,  governmentally Australia is 
divided into six states and two mainland territories 

- - -- - -- 

Table I 

AUSTRALIA: STATES AND TERRITORIES AND RELEVANT DATA 

State 
New South Wales 
Victoria 
Queensland 
South Australia 
Western Australia 
Tasmania 
Northern Territory 
Australian Capital 

Territory 

Capital City 
Sydney 
Melbourne 
Brisbane 
Adelaide 
Perth 
Hobart 
Darwin 

Canberra 

Area 
(in square 
kilometers) 

Percent Urban 
(cities over 100,000) 

Populations (1 976) 

aAs of March 1977. 
b ~ s  of June 1978. 

CAlmost wholly urban. 
SOURCE: Population figures: The World Almanac and Book of Facts, 1980, New York, Newspaper Enterprise 

Association, Inc., 1979, p. 516. 
Urban percentages: Supplied by the Australian Information Service. 



(one of which-the Northern Territory-became 
self-governing in 1979). 

The table suggests what is in fact true: the two 
states of New South Wales and Victoria are, and 
have long been predominant in Australian life. Not 
only do they contain over 60% of Australia's total 
population (their two capital cities together account 
for roughly 40% of the total), but they provide over 
half of the total value of Australian production. The 
other four states and their urban centers have grown 
considerably in recent years (the greatest population 
growth in the 1970s was in Western Australia and the 
two territories), but to varying degrees they remain 
the poor cousins in the Australian family-much 
more dependent on federal aid than on their own 
more limited resources. 

The federal and state governments operate under 
the parliamentary-cabinet system. The political party 
system is well developed and party discipline is en- 
forced. In the election of October 1980, the Liberal- 
National Country Party coalition, which took over 
the national government in 1975, was kept in office. 
The same coalition of parties is in power in Western 
Australia and Queensland. The Labor Party, which 
derives much of its strength from the fact that the 
labor force in Australia is about 57% unionized, was 
in power in 1980 in New South Wales and Tasmania. 
In Victoria and South Australia, the Liberal Party 
was in power. 

Administratively, Australian government at both 
the national and the state level is marked by a very 
large number of so-called "statutory authorities," 
whose number far exceeds the number of regular 
ministerial departments. ". . . [Sluch bodies con- 
form to no single pattern and their functions are 
diverse. Indeed, the only feature common to them all 
is that they are created by special statute. Many are 
. . . expected to behave with somewhat more in- 
dependence from political control than a normal 
ministerial department, though the degree of this 
varies considerably. They frequently have their own 
governing board. [Some of them] . . . have the legal 
status of corporate bodies with independent legal 
personality, which enables them to own property and 
to sue and be sued in their own name. "' 

All of the legislatures in Australia, save that of 
Queensland, are bicameral; but it is the "lower" 
house (the House of Representatives in Canberra, 
generally the Legislative Assembly in the states) 
which exercises major responsibility for governing. 
In all eight governments, the executive-headed by 
the Prime Minister in Canberra and by the premier in 

the states and the Northern Territory, and including 
the bureaucracy-is the dominant force in 
policymaking. R.N. Spann described the Australian 
political system as "executive-biased. ' 

The Australian Constitution, like that of the 
United States, enumerates the powers of the federal 
government, leaving the residual powers with the 
states. A good many powers are left concurrent with 
both the federal and state governments. Again, like 
the U.S., the High Court of Australia, through its 
power of judicial review, has more often permitted 
the expansion of federal powers than those of the 
states, and the federal government's superior revenue 
position has further cut into areas formally belonging 
to the states. The federal government has constitu- 
tional power in such areas as defense, overseas trade 
and trade between the states, foreign affairs, the 
government of territories, and migration into, and 
out of the country, as well as sharing with the states 
power in such areas as banking and insurance, indus- 
trial disputes, and transport. The states have retained 
responsibility for the preservation of law and order, 
have engaged in a wide variety of regulatory and ser- 
vice functions, and exercise primary responsibility 
for education, the provision of health, cultural and 
recreational services, and developmental activities in 
connection with land and resources. 

There are fewer than 900 general purpose local 
governments in Australia, and they do not play a 
very important role in the overall scheme of things. 
Many services considered to be local in the U.S. are 
provided in Australia by states-education, housing, 
hospitals, transport facilities, water and electricity, 
etc. As R.N. Spann has noted, the states provide re- 
markably "uniform service to rich and poor areas, 
town and country . . . . On the other hand . . . one 
of the continuing problems of Australian admin- 
istration is to create viable units of decentralization, 
regional or locd, able in some degree to stand on 
their own feet and flexibly adapt their methods to the 
communities they serve."9 In 1979 both Victoria and 
Western Australia passed laws specifically recog- 
nizing local governments in their state constitutions; 
but, as Spann suggested, neither act went very far 
toward strengthening them. 

From the beginning, governments in Australia 
have been actively and deeply involved in internal 
development. In addition to building and operating 
railways and other transportation and communica- 
tions facilities, Australian governments have pro- 
vided much of the nation's "social overhead 
capital." This has resulted in making "the profes- 



sional expert and the manager" play a relatively 
more important role in Australian government than 
the politician. Because of the bureaucracy's largely 
successful involvement in Australian development 
and because the spoils system never caught on to any 
extent there, there is not the legacy of political suspi- 
cion or public hostility directed toward the 
bureaucracy in Australia that is found in the U.S., 
for example.'O The federal system itself helped ad- 
vance the role of the bureaucracy in Australia. The 
constitution is hard to amend, and "much of the 
burden of adapting it to changing needs has fallen to 
the administrator, devising and operating schemes of 
federal assistance to the states [and] negotiating other 
forms of intergovernmental cooperation . . . . , 9 1 1  

Finally, pressure groups have "contributed to 
bureaucratisation; governments have responded [to 
them] by making regulations or setting up a board to 
protect the group concerned or to settle group dif- 
ferences." Examples of the latter are the Com- 
monwealth and state arbitration courts, which 
generally set wages and working conditions for 
Australian workers. ' 

Since the 1950s, the federal government has effec- 
tively controlled the Loan Council, the federal-state 
body which must approve the level of borrowing by 
all governments in Australia; and since 1942, the fed- 
eral government has had a monopoly over the levying 
and collection of the most productive source of rev- 
enue-the income tax. Thus, the centrality of Can- 
berra in government finances is assured. All of the 
states depend to a greater or lesser degree on federal 
grants, though New South Wales and Victoria, with 
their richer tax bases, are the least reliant on federal 
transfers and the Northern Territory and Tasmania 
the most. On the other hand, residents of the two 
larger states bear a far heavier burden of state taxa- 
tion than do those of the other four states. In terms 
of government expenditures, there are wide interstate 
variations, reflecting varying state functions and 
priorities, as well as differences in the cost of pro- 
viding services depending on population size, natural 
resource base, etc. 

In sum, Australia is a remarkably homogeneous, 
politically advanced, and stable industrialized coun- 
try. 

CANADA 
Canada is the largest of the four countries consid- 

ered in this report, the second largest country in the 
world. It extends from the U.S. border to the North 
Pole and includes a total area of almost 4 million 

square miles (10,400,000 square kilometers). Because 
much of her land area lies so far north, however, her 
vast size has not been as much of an advantage to 
date as it might seem to be. 

Settled originally by the French and later by 
English and by American Loyalists, Eastern Canada 
developed virtually as two nations in one, brought 
together in part by the union of Upper Canada (On- 
tario) and Lower Canada (Quebec) in 1840. The 
country remained merely a string of colonies in the 
east and the vast domain of Hudson's Bay Co., 
stretching all the way to British Columbia, in the 
west, until 1867, when they were brought together in 
confederation. Later, provinces were carved out of 
the great prairie section, and Newfoundland rounded 
out present-day Canada when it joined confederation 
in 1949. 

The population of Canada, as of October 1, 1980, 
was 24,009,600. The annual average growth rate of 
population was about 1.2% in the 1970s, which, if 
sustained, would bring the total to about 28 million 
by the year 2000. The areas of fastest population 
growth in the 1970s were in the western provinces. 

The predominantly French-speaking provipce of 
Quebec contains about 27% of Canada's total pop- 
ulation, and there are somewhere near 900,000 
French-speaking people outside of Quebec. Over 
460,000 of them are in Ontario and 224,000 in New 
Brunswick (where they form the core of an Acadian 
culture of their own, which extends also into Nova 
Scotia and Prince Edward Island). This presence of a 
self-conscious French-speaking minority has been a 
distinguishing feature of Canadian life over the 
years. 

In addition, there are three groups of "native" 
peoples in Canada: status Indians (who live on In- 
dian reserves, lands held by the federal government 
in trust for Indians), the Metis and nonstatus Indians 
(who live off reserves), and the Inuit or Eskimos. 
These groups have not been well assimilated into 
Canadian life and, especially recently, have asserted 
themselves and demanded recognition of their rights. 
They live primarily in the northern stretches of the 
four western provinces and in northern Ontario, as 
well as in Canada's two territories. 

The overall population is thus not as homogeneous 
as that of Australia, and there is little indication that 
the linguistic, ethnic, religious, and social differences 
among the three primary groups-English, French- 
speaking, and native-will be easily reconciled. 

Canadians are a very urban people, most of whom 
live in a thin strip along the American border. Like 





other Western nations, Canadians are highly literate 
and have access to a large and varied educational 
establishment. 

Economically, Canada as a whole is an advanced, 
industrialized nation. The industrial and service sec- 
tors of her economy occupy the bulk of the labor 
force, with less than 20% of the labor force being 
employed by governments and only about 5% of the 
gross national product (GNP) being derived from the 
agricultural sector. With a rich natural resource base, 
Canadian industry focuses on the production of 
goods such as steel, motor vehicles, other machinery 
and equipment, pulp and paper and other wood 
products, petroleum, natural gas, meat, wheat and 
other food products, textiles, clothing, and the min- 
ing and smelting of a wide range of minerals and base 
metals. Canadian energy resources are tremendous: 
not only does she have huge renewable energy from 
water power, but her coal, oil, gas, and uranium 
reserves are very large. She has been largely self- 
sufficient in oil up to now and promises to remain so 
if less easily exploitable crude oil reserves can be 
developed. The vast northern area of Canada offers 
great potential strength for the future Canadian 
economy. There is currently active exploration for 
what could turn out to be very large-scale oil and gas 
reserves, and the exploitation of several known large 
mineral deposits is in prospect. Current government 
policy encourages northern development. 

The Canadian economy, one wag has said, catches 
cold when the American economy sneezes. In any 
case, although its performance in the 1970s tended to 
parallel that of the U.S., it was slightly stronger. 
Both the inflation and unemployment rates have 
been high, and her trade balance unfavorable. For 
despite a highly developed manufacturing sector, 
Canada remains dependent on many imported prod- 
ucts. Many of the imports are high-technology 
goods, and complaints have been voiced recently 
about the low percentage of public and private funds 
being put into research and development. 

What is most striking about Canada economically 
is the substantial variation between, and within 
regions across the country. In 1980, for example, 
there was also a 10% spread between the highest and 
lowest provincial unemployment rates in Canada, 
with Newfoundland dragging bottom at a 13% rate, 
and the Maritime Provinces not far ahead, while 
Alberta and the western provinces were flying high- 
Alberta with a 3.5Vo unemployment rate and the 
other western provinces only a little higher. Table 2 
suggests other ways to illustrate the divergence 

among provinces. To a large extent, the difference 
between the "have" and the "have not" provinces 
(provinces that are above average and below average 
in capacity to derive revenues from taxation) is based 
(1) on the presence and rapidly developing exploita- 
tion of natural resources (particularly oil and gas) 
and the expansion of agriculture in the western prov- 
inces, and (2) on the lack of a large enough resource 
base and agricultural potential in the eastern prov- 
inces. Indeed, "the economic center of gravity is 
moving away from central Canada," and the pros- 
pects are that that trend will be ~ustained. '~ 

Governmentally, Canada is divided into provinces 
and territories (see Table 3) .  The provinces are 
uneven both in area and population, and in their in- 
fluence on the national government. Three of the ten 
provinces appear to have been particularly important 
in federal governmental policymaking in recent 
years. Quebec has not only forced the issue of Cana- 
dian unity to the forefront of public and political 
discussion; it also has provided an example to the 
other provinces in terms of the potential of provincial 
power. Because of its dominant economic position 
over time and because of its centrality in the cultural 
and communications sectors of English-speaking 
Canada, Ontario has long played a major role. And 
Alberta's new economic power and assertive leader- 
ship have made it currently the focal point of na- 
tional attention. The Atlantic provinces (Newfound- 
land, Nova Scotia, New Brunswick, and Prince Ed- 
ward Island), on the other hand, have small econ- 
omies and considerable dependency upon transfers 
from the government in Ottawa, and thus have been 
much less aggressive in seeking change from the 
status quo (although Newfoundland recently seems 
to have become restless in that role). The Yukon and 
Northwest Territories are not provinces, but both 
have acquired a considerable degree of self- 
government and residents of both are articulating 
some desire to move toward provincial status. 

The 11 governments of Canapa operate under the 
parliamentary-cabinet system. Political parties are 
well developed and disciplined. However, they have 
tended to become regional rather than national par- 
ties in the sense that none of the three major parties 
in the House of Commons has representatives from 
all regions of the country. A Liberal Party govern- 
ment was returned to Ottawa in the election of 1980. 
In the same year, seven of the provinces had Pro- 
gressive Conservative Governments. The Social 
Credit Party was in power in British Columbia, the 
New Democratic Party in Saskatchewan, and the 



Table 2 

CANADA: SELECTED ECONOMIC INDICATORS, BY PROVINCE 

Gross Domestic P.roduct Per Capka Income 
Gross Percent Percent 

Domestic Percent Increase of Unemployment 
Product Total Predicted Amount Canada Rate 

Province 1978a 1978GNP for1980 1978 Average (October 1979) 

Alberta 
British 

Columbia 
Manitoba 
Newfoundland 
New Brunswi~k 
Nova Scotia 
Ontario 
Prince Edward 

Island 
Quebec 
Saskatchewan 

'Less than 1%. 
aTotal GNP Canada, 1978: $210.2 billion. 

billions of Canadian dollars. 
CSeasonally adjusted unemployment rate as of March 1980. 

SOURCE: Advisory Commission on Intergovernmental Relations, Studies in Comparative Federalism: Canada, 
M-127, Washington, DC, U.S. Government Printing Office, 1981, pp. 10-11. 

Table 3 
CANADA: PROVINCES AND TERRITORIES AND RELEVANT DATA, 1980 

Province Capital 
Alberta Edmonton 
British Columbia Victoria 
Manitoba Winnipeg 
Newfoundland1 

Labrador St. John's 
New B ~ n s w i c k  Fredericton 
Nova Scotia Halifax 
Ontario Toronto 
Prince Edward 

Island Charlottetown 
Quebec Quebec City 
Saskatchewan Regina 
The Yukon 

Territory Whitehorse 
Northwest 

Territories Yellowknife 

Area 
(in square Population 
kilometers) (October 1, 1980) 

661,188 2,113,300 
948,596 2,662,000 
652,218 1,028,000 

Percent of 
Canadian 

1980 
Population 

9% 
11 
4 

Percent 
Urban 

'The Atlantic provinces together, 10%. 
"Insignificant percentage. 
SOURCE: Population figures: derived from issues of Canada Weekly, a publication of the External Information Pro- 

grams Division, Department of External Affairs, Ottawa. 
Urban percentage figures: World Almanac and Book of Facts, 1980, New York, Newspaper Enterprise 
Assocation, Inc., 1979, pp. 499-502. 



Parti Quebecois in Quebec. 
Although the Liberals were not in power in any 

province, they formed the official opposition party in 
all of the provinces from Ontario east. And although 
31% of the Canadian labor, force is unionized, a 
labor party, based on union membership, has not 
developed in Canada (though the Canadian Labor 
Congress does have a close relationship with the New 
Democratic Party). The regional divergence in party 
dominance obviously greatly impacts policymaking 
by the several governments. 

The major political parties-the Liberal and Pro- 
gressive Conservative Parties-are not particularly 
ideologically oriented, so that policymaking under 
their auspices tends to respond more to sectoral and 
regional pressure groups than to the dictates of party 
ideology. 

The major legislative role in Ottawa is played by 
the lower house of the Canadian Parliament, the 
House of Commons. All of the provinces have single- 
chamber legislatures. But, as is generally true of 
parliamentary systems, it is the members of the 
cabinet-the Prime Minister and provincial premiers 
and their ministers-who exercise effective leader- 
ship. For many years governments in Canada have 
played a more important role in national and re- 
gional economic development than they have in the 
U.S. One result of this is that the bureaucracy's role 
in policymaking is critically important. 

The Canadian Constitution-the British North 
America Act of 1867, as amended-details a good 
many exclusive powers for both the national govern- 
ment and the provinces and leaves most of the re- 
sidual power (power to "make laws for the peace, 
order, and good government of Canada") with the 
national government. While federal residual power 
relates to matters of national importance, the prov- 
inces have residual powers with respect to matters of 
a "merely local or private nature." Included among 
the national government's powers are the usual ones 
necessary for a nation to live in the world of nations 
and of international trade; but jurisdiction over im- 
portant areas such as education, health and welfare, 
property and civil rights, and the ownership of nat- 
ural resources is largely entrusted to the provinces. 
The national government can reach into those areas 
through transfer payments, taxation, its powers over 
interprovincial trade, etc. Similarly, the provinces ex- 
ert some control over primarily federal matters 
because their areas of jurisdictional competence 
under the Constitution interact with federal powers. 

Historically, the provinces have jealously guarded 

their constitutional powers. They have felt threat- 
ened in the past, particularly by international 
disorders such as the Great Depression, World War 
11, and the international oil disturbance of the 
1970s-and also by matters such as the prevalence of 
Keynesian economic thinking in the postwar genera- 
tion. The provinces appear to have been relatively 
successful in asserting their rights and indeed have 
done so to the point where Canada is one of the most 
decentralized federations in the world. However, in a 
constantly changing world, the power balance be- 
tween the two levels of government is ever shifting. 

As noted earlier, Canada is a heavily urban nation. 
Municipal government is fully under provincial con- 
trol. Moreover, on the average, half or more of the 
funding for municipal governments comes from the 
provincial treasuries. Municipalities and school dis- 
tricts are important suppliers of government services 
and are supported by a strong property tax system of 
their own. Relations between municipal and provin- 
cial governments are close and continuous, while 
relations between local governments and the national 
government are limited and frequently handled 
through the provinces. 

The Canadian fiscal system is distinctive in that the 
national government maintains tax collection agree- 
ments with most of the provinces and because, dur- 
ing the postwar period, the national government has 
yielded to the provinces a great deal of the tax room 
which it had acquired during World War 11. In addi- 
tion, it continues to make substantial transfers to the 
provinces. Because ownership of the most valuable 
natural resources is actually held by the provinces, 
those provinces with sizable resources are able to 
derive large revenues for themselves from royalties 
and exploitation and development leases. The three 
westernmost provinces, which have very large natural 
resources, have in recent years moved far ahead of 
the rest of the provinces in revenue-raising capacity, 
and the result has been the creation of a serious fiscal 
imbalance among provincial governments. In an at- 
tempt to modify this imbalance, a major program 
known as fiscal equalization-under which transfers 
are made to provinces with belowaverage capacity to 
raise revenue by taxation-has been undertaken by 
the national government. 

In sum, Canada is a highly developed country with 
a stable, highly skilled population, marked by a con- 
siderable amount of regional disparity and by a con- 
siderable degree of governmental decentralization. 
Throughout its history, there has been friction be- 
tween the two dominant languages and cultural 



groups and between governments over economic 
issues-in particular those relating to natural re- 
sources and industry. Efforts have been made to re- 
solve these issues by intergovernmental arrangements 
and agreements and also by constitutional amend- 
ment. As is the case with other federations, the con- 
stitutional route to change has proved very difficult 
and frustrating. After a long try at federal-provincial 
negotiations on constitutional reform, the federal 
government initiated steps in the fall of 1980 to 
achieve reform unilaterally. Its attempt was im- 
mediately attacked from a number of quarters, and 
the outcome is still in doubt. Whatever it turns out to 
be, the respective roles of the federal government and 
the governments of the provinces are likely to 
undergo change. 

THE UNITED STATES 

The United States owes its origin to the Bfitish 
mercantilist thrust of the 17th century and to the 
coincidental religious unhappiness of several groups 
of British citizens. Although settlement of the New 
World began early in the 16th century, it was not un- 
til the latter part of that century that extensive settle- 
ment was undertaken. Eventually a total of 16 colo- 
nies, later consolidated into 13, was established along 
the Atlantic seaboard of the American continent. 
Because most of the colonists were from England, 
the institutions of colonial society were similar up 
and down the coast. When the colonies achieved their 
independence in 1776, many of those institutions re- 
mained unaltered. The Revolution is generally con- 
ceded to have been more a matter of America's 
restlessness as a part of the Empire than it was of 
Americans' desire wholly to reshape their society. 

The nation was marked in its early years by rapid 
but sectionally uneven development. By 1860, the 
original 13 states had been joined by 20 new ones. 
Widening sectional differences in economic endeav- 
ors and social outlook led to the Civil War of 
1861-65, the effects of which are still evident in some 
ways in American government and politics. After the 
Civil War-with the advent of extensive indus- 
trialization, improved transportation and communi- 
cation facilities, and heavy immigration-a long 
period of national development began, leading to the 
advanced industrial state the U.S. had become in the 
20th century. The last states-Hawaii and Alaska- 
were added to the Union in 1959, and with the possi- 
ble conversion of the Commonwealth of Puerto Rico 

and the District of Columbia-the nation's capital 
area-into states, the American nation has reached 
its full territorial potential. 

The United States today is a large-some 
3,600,000 square miles (9,360,000 square kilo- 
meters)-and complex country, most of which is 
habitable and productive. It is divided by nature into 
a number of geographic regions, which varying life- 
styles, population characteristics, and economic fac- 
tors have generally served to perpetuate over time. 
Those regions (see Table 4) are still to a large degree 
distinct, socially and culturally; but as the Advisory 
Commission on Intergovernmental Relations con- 
cluded in a recent report, 

As we look at the trends in regional 
economic development over the last 25, 50, 
75 years, we conclude that the nation . . . 
[has evolved] from a country of very 
substantial disparities in regional economic 
development and per capita incomes to one 
in which economic activity has dispersed 
across the nation, with its benefits relatively 
evenly spread. . . .I4 

Even so, the older industrial regions, and par- 
ticularly their center cities-mostly in New England, 
the Mideast, and the Great Lakes-recently have 
been declining economically and in terms of popula- 
tion growth, while parts of the Southeast, the 
Southwest, and the Far West have been spurting 
ahead, leading to what many are coming to call the 
Frostbelt-Sunbelt confrontation. 

Moreover, there are significant differences by state 
within the same region, and the spread between ur- 
ban (central city) and suburban economic status has 
been widening. 

The 1980 Census showed that the U.S. is a nation 
of about 226,500,000 people, and though the birth- 
rate has fallen off in recent years and immigration 
has greatly slowed down, a still larger population is 
projected for the year 2000. (Present law places an 
annual ceiling of 290,000 immigrants a year- 
170,000 from outside of the Western Hemisphere- 
exclusive of immediate relatives of American cit- 
izens.) Population growth in the 1970s, as already 
suggested, was uneven, with the greatest growth in 
the Western states (Alaska, California, Nevada, 
Arizona, Wyoming, Idaho, and Utah) and in Florida 
and Texas, and in suburban and nonmetropolitan 
areas. 

The vast majority of Americans-over 75% of 
them-has chosen to live in urban places, most of 





Table 4 

UNITED STATES: DIVISION BY REGIONS 
(as defined by the Advisory Commission 

on Intergovernmental Relations) 
- - -- 

Area ina Populationb Percent" 
Region and . State Square (1 978) Urban 

State Capital Kilometers (in thousands) (1 970) 
New England 

Connecticut 
Maine 
Massachusetts 
New Hampshire 
Rhode Island 
Vermont 

Mideast 
Delaware 
District of 

Columbia 
Maryland 
New Jersey 
New York 
Pennsylvania 

Great Lakes 
Illinois 
Indiana 
Michigan 
Ohio 
Wisconsin 

Plains 
Iowa 
Kansas 
Minnesota 
Missouri 
Nebraska 
North Dakota 
South Dakota 

Hartford 
Augusta 
Boston 
Concord 
Providence 
Montpelier 

Dover 

Washington 
Annapolis 
Trenton 
Albany 
Harrisburg 

Springfield 
Indianapolis 
Lansing 
Columbus 
Madison 

Des Moines 
Topeka 
St. Paul 
Jefferson City 
Lincoln 
Bismarck 
Pierre 



Table 4 (cq?tinued) 

UNITED STATES: DIVISION BY REGIONS 
(as defined by the Advisory Commission 

on Intergovernmental Relations) 

Area ina Populationb PercentC 
Region and State Square (1 978) Urban 

State Capital Kilometers (in thousands) (1 970) 

Southeast 
Alabama 
Arkansas 
Florida 
Georgia 
Kentucky 
Louisiana 
Mississippi 
North Carolina 
South Carolina 
Tennessee 
Virginia 
West Virginia 

Southwest 
Arizona 
New Mexico 
Oklahoma 
Texas 

Rocky Mountain 
Colorado 
Idaho 
Montana 
Utah 
Wyoming 

Far West 
California 
Nevada 
Oregon 
Washington 
Alaska 
Hawaii 

Montgomery 
Little Rock 
Tal lahassee 
Atlanta 
Frankfort 
Baton Rouge 
Jackson 
Raleigh 
Columbia 
Nashville 
Richmond 
Charleston 

Phoenix 
Santa Fe 
Oklahoma City 
Austin 

Denver 
Boise 
Helena 
Salt Lake City 
Cheyenne 

Sacramento 
Carson City 
Salem 
Olympia 
Juneau 
Honolulu 

aSOURCE: U.S. Department of Commerce, Bureau of the Census, Statistical Abstrect of the United States, 
Washington, DC, US. Government Printing Office, 1979, p. 204. 

b S O ~ R C ~ :  U.S. Department of Commerce, Bureau of the Census, Current Population Reports: Population Estimates 
and Projectfons, Washington, DC, U.S. Government Printing Office, November 1979. 

CSOURCE: The World Almanac and Book of Facts 1979, New York, Newspaper Enterprise Association, Inc., 1978, 
p. 206. 



them in one of 273 large metropolitan areas. The me- 
dian age of the American people reached 29 years in 
1976, and the 1980 census will probably show it has 
risen still further. Public policy will have to be ad- 
justed to that change as it already has been to dealing 
more fairly with the ethnic minorities in the nation- 
the blacks (about 12% of the total population), the 
native American Indians (mostly concentrated on 
reservations in the Western states), and the Latinos. 

Americans are a very mobile people, about 20% of 
them changing residences every year. This, too, has 
an impact on public policymaking. The overall liter- 
acy rate in the U.S. is high, being lowest among the 
minorities. Since World War 11, the educational 
system-both public and private-has been greatly 
expanded, so that some form of education beyond 
basic levels is available to most American citizens. 

It is difficult in short compass to describe the U.S. 
economically. In general, it can be said that the U.S. 
is marked by the largest total GNP and one of the 
highest average material standards of living in the 
world. Yet, at the same time, pockets of substandard 
subsistence and of ecological spoilage exist. The 
economic sun does not shine evenly across the coun- 
try: as already noted, there is considerable regional 
variation, and the minority groups just mentioned 
are generally found at the bottom of the economic 
ladder. Nor has the U.S. been able to maintain a 
steady level of economic well-being. Depression and 
recession have marked American history, and the na- 
tion currently finds itself in a period of economic 
slump. Inflation and a decrease in the productivity 
rate are the nation's most pressing economic prob- 
lems as the nation moves into the 1980s. 

Total government expenditures as a percentage of 
GNP in the U.S. rose from 26.9% in 1959 to 32.5% 
in 1978; domestic governmental expenditures 
(including intergovernmental programs) rose from 
7.7% of GNP in 1959 to 15.1 % in 1978. Public sector 
employment has remained fairly stable at the na- 
tional level, while it has risen sharply at state and 
local levels. 

Located as it is in the temperate zone and covering 
as large an area as it does, the nation's agricultural 
potential is great and is, for the most part, fully real- 
ized. In most food areas, the U.S. is self-sufficient 
and is an exporting country. 

The natural resource base of the U.S. is extensive 
and rich, some of it still untapped. At least as far as 
presently exploited reserves are concerned, the major 
deficiency, as is well known, is crude oil. Other defi- 
ciencies, which must be made up for by import, are 

rubber, pulpwood, and a great many minerals, in- 
cluding chromium, cobalt, nickel, tin, and tungsten; 
and although the U.S. is the world's largest producer 
of electricity, sizable amounts of electric power are 
imported from Canada. Despite the fact that the 
U.S. is among the world's greatest producers of man- 
ufactured products, the costs of production in the 
U.S. and the desires and tastes of the American peo- 
ple have been such that the nation is a heavy importer 
of such products. That, and the nation's dependency 
on foreign oil, have been primarily responsible for 
the negative trade balance that plagued the country 
throughout the 1970s. 

Governmentally, the American system is an ex- 
tremely complex organism. Most Americans are 

Governments in the United States, 
1977 Census of Governments* 

Type of Government Number 

National Government 
State Governments 
County Governments 
Municipal Governments 
Township Governments 
School Districts 
Special Districts 

Total 79,91 3 

*The U.S. Census Bureau conducts a Census of Govern- 
ments every five years. 
SOURCE: U S .  Census of Governments, 7977, Govern- 

ment Organization, vol. 1, no. 1, Washington, 
DC, U.S. Department of Commerce, July 1978. 

served not only by a national government and a state 
government, but by at least four-and often more- 
units of local government as well. Indeed, multiple 
layering is the dominant feature of American govern- 
ment. 

Both the states and the many local governments ex- 
hibit significant differences in terms of population, 
resources and economic potential (and thus of tax 
revenue), degree of urbanity, etc., and these dif- 
ferences produce wide disparities in political power 
and influence. Merely to analyze the areas where the 
1980 presidential candidates focused their energies 
demonstrates pretty accurately those areas which are 



politically most important: the "Big Nine" states of 
California, New York, Pennsylvania, Texas, Illinois, 
Ohio, Michigan, New Jersey, and Florida (given here 
in descending order of the number of electoral col- 
lege votes each state possesses), and particularly the 
cities in their great metropolitan areas. That is not to 
rule out the "lesser" states: the membership of the 
U.S. House of Representatives in the national Con- 
gress is based on single-member districts, so that 
there continues to be a strong small state, small town, 
and rural presence in national policymaking. 

The American governmental system is built, at 
least at the national and state levels, on the concept 
of separation of powers. Thus, in Washington, 
power is divided Constitutionally among a two-house 
legislature (the Senate and the House), a President 
and the executive establishment over which he pre- 
sides, and the judiciary (a Supreme Court and a sys- 
tem of courts of appeal and district courts). The Con- 
stitutional division of powers is never ignored in 
practice, although which part of the system may 
dominate government at any time varies. Woodrow 
Wilson described Congressional Government when 
he wrote in 1885; Robert Jackson thought it was a 
Struggle for Judicial Supremacy when he wrote in 
1941; and most students of post-World War I1 Amer- 
ica conclude that Presidential government has come 
to the fore.I5 

In all of the states, save Nebraska (which has a 
unicameral legislature), the same constitutional divi- 
sion of powers occurs and the same pattern of alter- 
nation between legislative and executive dominance 
prevails. In the states, however, the courts are gen- 
erally not as influential in policymaking as they are at 
the national level. 

If there has been competition for power between 
the branches, however, since the days of President 
Franklin Roosevelt, the tendency at both national 
and state levels has been for the initiative in 
policymaking to be assumed by the executive. 

Political parties have been central to the American 
political process almost since the beginning; and 
since the Civil War, the two major parties have been 
the Republican and the Democratic Parties. Third 
parties have occasionally won in state and local elec- 
tions and have exerted influence on both elections 
and policy at the national level. Usually, however, 
they have been temporary or most of their tenets 
have been absorbed by one of the major parties. 

At both levels, it often happens that the majority 
party in one or both houses of the legislature is not 
the same as that of the President or Governor and his 

administration, which sometimes makes agreement 
on policy difficult. On the other hand, party dis- 
cipline in the parliamentary sense is not observed in 
the U.S., so that control by one party of both 
legislative and executive branches is no guarantee of 
a harmonious working relationship between them. In 
recent years, the acceptance of parties among the 
electorate has fallen off, and policy increasingly is 
made on an issue-by-issue basis instead of on the 
basis of party. 

Pressure groups are extremely important in Amer- 
ican government policymaking, perhaps even more 
so at the state level than at the national level. Policy 
in many states is extensively influenced by one or two 
dominant internal interests. Especially important at 
the national level are groups representing the in- 
terests of the other levels of government-the Na- 
tional Governors' Association, the National Confer- 
ence of State Legislatures, the National League of 
Cities, the U.S. Conference of Mayors, and the Na- 
tional Association of Counties. 

Moreover, at both state and national levels the 
bureaucracies themselves constitute powerful pres- 
sure groups and respond to the pressures of the other 
groups which constitute their clientele. Because so 
much legislation at the national and state levels leaves 
many of the operating details of programs to be set 
by administrative agencies through regulations, the 
bureaucracy is often considered to be a fourth branch 
of government. Americans, however, tend to be dis- 
dainful of bureaucrats-and the 1970s were par- 
ticularly marked by protest at overregulation and by 
attempts to curb the power of the bureaucracy. 

The U.S. Constitution is a venerable document, 
kept up-to-date more by interpretation (ultimately by 
the U.S. Supreme Court) and by custom than by 
amendment. It delegates most of the expected powers 
of a national government to the Congress (article I, 
section 8); and through the presence of an "implied 
powers" clause, legislative, executive, and judicial 
actions have considerably expanded the range of the 
national government's powers. The states have "re- 
served" powers (through amendment ten explicitly 
and from the tenor of the whole Constitution), which 
ensure that they can organize their own governments 
without national interference, legislate for the health, 
welfare, safety, and morals of their residents 
(through the exercise of the so-called "police 
power"), assume responsibility for, and control of 
local governments, and play an important role in the 
electoral processes of the national government. As 
former North Carolina Governor Terry Sanford ob- 



served in his classic book, Storm over the States, the 
problem at the state level is not that their power base 
is too small but that the states have not drawn upon it 
as extensively as they might have. As the national 
government extended its role in the 1960s and 1970s, 
returning power to the states became a political issue 
and was such in the 1980 election campaign. 

Many governmental programs in the U.S. involve 
the joint or cooperative action of the national, state, 
and local governments in the system, so that competi- 
tion for power in fact has become less central in in- 
tergovernmental relations than has the search for im- 
proved ways of cooperative action. 

Local government in the U.S. is not only multi- 
form and numerous, it plays a very important role in 
service delivery to the citizens of the nation. 
Municipalities and counties (and to a lesser extent 
townships) are general purpose units of government. 
They have, under state authorization, responsibility 
for the implementation of a number of state and fed- 
eral programs, as well as for providing a range of ser- 
vices on their own-from police and fire protection 
to the provision of cultural and recreational facilities, 
from street and road maintenance to water supply, 
and from refuse collection and sewage disposal to 
library services. School districts are single purpose, 
as are most special purpose districts, supplying ser- 
vice needs for a group of residents not provided by 
the general purpose units of government. Local 
governments put a great deal of pressure on both 
state and national governments which, in turn, direct 
financial aid to the local government for carrying out 
many functions. 

Having said all of this, it is necessary to heed the 
caution of David R. Beam in a 1980 analysis 
American federalism: 

Textbook descriptions of the Congress, the 
Presidency, interest groups, the political par- 
ties, the states, the judiciary, and others, cir- 
ca 1960, are badly dated. For example, dur- 
ing the past 20 years, power in the Congress 
has been radically diffused, and members 
have seized the initiative in many aspects of 
domestic, budgetary, and even foreign pol- 
icy. The federal courts, once regarded as 
neutral "umpires" of federalism-or even a 
highly conservative force-have played an 
aggressive and activist role in dealing with 
social issues. The political parties, always 
highly decentralized, have been substantially 
reorganized on a national basis, and reduced 

in influence. Over these years, too, state and 
local governmental jurisdictions have "come 
to Washington" on a full-time basis, 
establishing new lobbying offices and 
strengthening their national associations. 
The changes in each institution have neces- 
sarily impacted the others. To cite one ob- 
vious case, the Presidency has lost a great 
deal of its influence and prestige as Congress 
has asserted itself, interest groups have pro- 
liferated, and the political parties have 
declined. 

Compared to 20 years ago . . . it is a 
"whole new ball game," with new team 
lineups and many new rules as well . . . a 
thoroughly atomized system for decision- 
making [has sprung up]. I6 

The fiscal system under which the U.S. operates is 
as complex as the nation itself. The national govern- 
ment relies chiefly on the income tax (both individual 
and corporate), on excise taxes, and on the payroll 
tax, as well as on borrowing, for its revenue. The 
states rely chiefly on retail and selective sales taxes 
(which are not imposed by the national government), 
on excise taxes of their own, and on the individual 
and corporate income taxes they levy independently 
of the national government. (Oil and gas producing 
states, notably Alaska, are able to draw increasing 
amounts of revenue from severance taxes and rents 
and royalties). Local governments rely heavily on the 
general property tax. An important ingredient of all 
state and local budgets is intergovernmental aid. For 
example, in 1976, not an untypical year, federal 
grants-most of them conditional-were 27% of 
state receipts. At the same time, federal and state 
grants together-again most of them conditional- 
accounted for 46% of local revenues. As the ACIR 
put it in a 1980 report, 

The 1960s and 1970s saw particularly rapid 
growth in federal government use of loans 
and grants, transfer payments to individuals, 
off-budget loan guarantees, tax expendi- 
tures, and regulation. This growth moved 
the federal government predominantly away 
from activities in which it is the principal ser- 
vice provider, toward activities in which it 
shares responsibilities with the state and 
local governments and the private sec- 
tor . .  . . 

As a result of these recent trends, in- 



tergovernmental relationships have become 
increasingly important. Interdependencies 
between the federal government and the 
other sectors of the economy (both public 
and private) have intensified. l 7  

Note should be made of the rise of citizen 
resistance to taxes in the 1970s, most notably ex- 
emplified by the acceptance of Proposition 13 in 
California and Proposition 2-1/2 in Massachusetts. 
Such antitax sentiments and the squeeze of inflation 
have further intensified the problems encountered in 
the nonrationalized, diffused, intergovernmental 
fiscal system in the U.S. 

In sum, the American system is undergoing 
change. Though its Constitutional base remains vir- 
tually unchanged, the dynamics of national life have 
altered the role the government plays a good deal in 
recent years. As a result, the U.S. federal system- 
particularly its fiscal aspects-is under greater 
scrutiny than it ever has been. 

WEST GERMANY 
West Germany (the Federal Republic of Germany) 

is in essence the American, British, and French zones 
of military occupation converted into a new state. It 
consists of the western remainder of the Third Reich 
after vast eastern and northeastern parts of the coun- 
try had been "provisionally" ceded to the Soviet 
Union and Poland after World War I1 and after the 
lands seized by the Nazis-from countries such as 
Czechoslovakia and Austria-had been returned to 
their prewar owners. It was actually proclaimed as a 
republic in 1949, after a constitution had been drawn 
up by a consultative assembly from all parts of the 
country and had been approved by the state (laender) 
parliaments and the French, British, and American 
governments. 

"During the war the Allies had agreed on the gen- 
eral lines of postwar policy toward Germany." Not 
only was it to be denazified and demilitarized, it was 
"to be a democratic society, " with a drastically 
reformed education system, and a decentralized 
state, "with important political responsibilities 
delegated to states (laender) and local govern- 
m e n t ~ . " ' ~  Thus federalism was required of West 
Germany-although it had a long tradition and pow- 
erful support within the country-as a part of the 
overall effort to reconstruct German society. 

The Federal Republic has a total area, including 
the enclave of West Berlin, of some 96,000 square 

miles (about 250,000 square kilometers); it is about 
the size of the state of Oregon. The population of 
that area of prewar Germany was about 43 million. 
Its population in the late 1970s was nearing 62 
million. The increase was early accounted for by the 
influx of millions of Germans fleeing, or actually ex- 
pelled, from the German territories occupied after 
the war by Poland and the Soviet Union and later 
(before 1961) from East Germany. Altogether some 
20% of the present German population is classified 
as refugees or expellees. Later there was another in- 
flux of some 3-1/2 million foreign workers and their 
families, primarily from Italy, Turkey, and Yugosla- 
via. Finally, population growth has reflected a 
healthy birthrate in the last three decades. 

With the exception of the foreign workers, the 
German population is remarkably homogeneous, ex- 
cept for a lingering class division embedded in the 
country's work pattern and its social and educational 
systems. 

West Germany became an urbanized country in the 
late 19th century, and today the bulk of the popula- 
tion lives in communities of 10,000 or more, much of 
it in cities of over 100,000. With as large a population 
and as small .a land area as it has, it is densely 
populated. About a sixth of the total population lives 
in the Rhine-Ruhr region between Dusseldorf and 
Dortmund, although "large urban areas . . . are 
distributed throughout the country and make for 
considerable diversity. ' ' l 9  

The German educational system has long made a 
basic education available to all, but advanced 
academic training remains designed to educate a 
small elite from the middle and upper classes. ". . . 
[Lless than 10% of all university students in 1974 
came from working-class families, " *O  and that pro- 
portion has not changed greatly since; but, as com- 
pared with 2% or 3% in the prewar and early 
postwar years, even this represents a substantial ad- 
vance. 

Economically, West Germany is dependent on in- 
ternational trade. Inevitably, with its large popula- 
tion and small area (Germany has 0.3 acres per capita 
of arable land, as compared to 8.1 acres per capita in 
Australia and 4.7 acres in Canada), it is required to 
import food supplies. Although West Germany does 
have significant reserves of coal, iron ore (mostly low 
grade), several base metals, and even of crude oil and 
natural gas, they are not sufficient to meet the coun- 
try's needs. Therefore, lacking an extensive natural 
resource base, she must import raw materials in large 
quantities, as well as many semi-finished products. 
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What the country depends on is manufacturing and 
the sale of its manufactured goods abroad. The chief 
exportables are automobile, steel, chemicals and 
chemical products, oil products, heavy machinery 
and machine tools, textiles, and electrical and elec- 
tronic equipment. 

West Germany has had phenomenal success in the 
world market since World War 11. She has become 
the example par excellence of an advanced industrial 
society. Through most of the 1970s she consistently 
maintained a positive trade balance, though in 1980 it 
appeared that it would virtually disappear. Her suc- 
cess, David Conradt concluded, has reflected "the 
ability of German industry to sell its manufactured 
goods at a price greater than the costs of raw ma- 
terials and production. Successful production is in 
turn strongly related to an adequate supply of skilled, 
disciplined industrial labor, management expertise, 
and scientific know-how. "'' 

Although Germany has managed to keep both her 
overall inflation and unemployment rates at very low 
levels (6% for the former, 3.4% for the latter, as of 
mid-1980), there are nevertheless disparities ambng 
the various regions of the country, depending on 
varying geographic, demographic, and economic fac- 
tors. The unique equalization and redistribution 
features of German fiscal federalism, however, large- 
ly overcome these disparities, so that regional dif- 
ferences are relatively small. Neither gross post-tax 
and post-transfer earnings per capita nor unemploy- 

ment rates vary significantly across the country. 
Governmentally, West Germany is now divided in- 

to 11 laender (see Table 5), two of which-Hamburg 
and Bremen-are cities with historic land status. 
West Berlin's status has been indeterminate since 
1949; it still exists as a de facto land.'Only Hamburg 
and Bremen and the land of Bavaria (Bayern) existed 
as political entities prior to 1945. "The remaining 
laender were created by Allied occupiers, in many 
cases to the consternation of tradition-conscious Ger- 
m a n ~ . " ' ~  That being the case, there are few tradi- 
tional loyalties to bolster the individual land, and 
though three or four of the laender-North Rhine- 
Westphalia, Baden-Wiirttemberg, Hesse, and Ham- 
burg-are economically in a class above the others, 
none of the laender plays a much more important 
role than the others in national policymaking, with 
the possible exception of North Rhine-Westphalia. 
As noted already, and as will be discussed later in this 
report, the equalization and redistribution methods 
utilized in German fiscal federalism go far toward 
reducing the importance of income and other dif- 
ferences among the laender. 

The German governmental system itself is still in 
its. developmental stages. None of Germany's ex- 
periences with government in the past provided much 
guidance for a democratic system. The Weimar at- 
tempt had ended in failure. Really representative in- 
stitutions of government had to be grafted onto an 
authoritarian root, and the emergence of effective 

Table 5 
FEDERAL REPUBLIC OF GERMANY: STATES (LAND) AND 

RELEVANT DATA, 1979 

Area 
(in square Population 

States (laender) Capital City kilometers) (1 979) 
Baden-Wurttenberg StuttBrt 35,751 9,130,000 
Bavaria Munich 70,546 1 O,8l9,OOO 
Berlin (West) - 480 1,918,000 
Bremen - 404 701,000 
Hamburg - 747 1,672,000 
Hesse Wiesbaden 21,113 5,546,000 
Lower Saxony Hannover 47,415 7,225,000 
North Rhine-Westphalia Dusseldorf 34,069 17,015,000 
Rhineland-Palatinate Mai nz 19,839 3,634,000 
Saarland Saarbrucken 2,568 1,077,000 
Schleswig-Holstein Kiel 15,696 2,589,000 

SOURCE: Statistisches Jahrbuch 1979 fur die Bundesrepublik Deutschland, Wiesbaden, Statistisches Bundesamt, 
1979, pp. 50-51. 



and reciprocal working relations between the ex- are under the following party leadership: 
ecutive and those institutions had to wait until the 
passage from the scene of Chancellor Konrad Ade- 
nauer in 1963. The pre-Hitler party system-six ma- 
jor parties, with at times as many as 25 parties con- 
tending for power-has been replaced with a strong 
three-party (or perhaps "two-and-a-half" party) 
system around which policymaking in Germany now 
revolves. (Article 21 of the Basic Law, West Ger- 
many's Constitution, specifically states that "the 
political parties shall take part in forming the 
political will of the people." It also goes on to say 
that parties "may be freely established. Their inter- 
nal organization must conform to democratic prin- 
ciples. They must publicly account for the sources of 
their funds." It also prohibits the existence of parties 
which do not accept the "free democratic basic 
order" of the Federal Republic.) 

The three main parties today are the Christian 
Democratic Union (in Bavaria the Christian Social 
Union)-CDU/CSU; the Social Democratic Party 
(SPD); and the Free Democratic Party (FDP). The 
SPD alone enjoys direct descent from the Weimar 
Republic (1 91 9-33)-indeed, from the old Empire 
(1871-1918). On a spectrum of conservative to 
socialist, the CDU/CSU would fall on the conser- 
vative side, the SPD on the socialist side, and the 
FDP would fall somewhere in the middle: leftish on 
foreign policy, quite conservative domestically. 
Governments both in Bonn and in the laender have 
been formed only by the CDU/CSU and the SPD, 
but more often than not in coalition with the FDP. 
Occasionally CDU/CSU and SPD at both levels have 
formed "grand" coalitions, excluding the FDP. Cur- 
rently, and since 1969, the SPD and the FDP con- 
stitute the government in Bonn, with the CDU in 
opposition. 

Elections for the Bundestag, the representative 
body of the German Parliament, are run along both 
preferential and .proportional lines. Half of the 
members of the Bundestag are elected on an indi- 
vidual basis by plurality vote from single-member 
districts; the other half are elected by proportional 
representation. In effect, eachdvoter votes twice- 
once for a candidate from a district, once from a 
party list. Only parties which win 5% of the vote for 
their list, or which elect three candidates in districts, 
may take advantage of proportional representation. 
The second vote has been instrumental in keeping the 
FDP in a powerful position for participating in coali- 
tion governments. 

The laender, whose elections fall at different times, 

- -  - 

CDU: Baden-Wiirttemberg, Lower 
Saxony, Rhineland-Palatinate and 
Schleswig-Holstein 

CSU: Bavaria 
SPD: Bremen, Hamburg 
CDU/FDP coalition: Saarland 
SPD/FDP coalition: Berlin, Hesse, 

North Rhine-Westaphlia 

Executive authority in the federal government 
(Bonn) is centered in the chancellor and cabinet, and 
in the laender in a ministerpraesident and cabinet. 
The legislature in Bonn is bicameral. The central pol- 
icymaking chamber-and the body to which the 
chancellor is responsible-is the Bundestag, which is 
directly representative of the people. The other 
chamber, the Bundesrat, will be described below. 
With the exception of Bavaria, all the laender have 
single-chamber legislatures. The bureaucracy at both 
levels has remained remarkably stable over time, but 
it occupies a less than central place in policy- 
making-though, as Almond and Verba found, the 
German public seems to have more confidence in the 
bureaucracy than in the political branches of govern- 
ment. 2 3  

Pressure groups continue to play a very important 
representative role in West German government, and 
they are both numerous and widely varied. A surpris- 
ingly large proportion of members of legislative 
bodies are themselves pressure group representatives, 

- 
making for "a high degree of consensus and coopera- 
tion between major interest alignments and all three 
system parties." Even more important "is the access 
of interest groups to the ministerial bureaucracy . . . 
major interest organizations are consulted, as a mat- 
ter of administrative procedure, in the drafting of 
laws affecting them. "24 

The important feature of German government as 
far as this study is concerned is the way in which the 
powers of the central government are balanced by the 
power of the laender. (Recall that a purpose of the 
Allied powers was to decentralize the new German 
state.) Thus the Basic Law provides for laender 
power in four main ways: 

1. It establishes the Bundesrat, which 
represents the laender as laender in Parlia- 
ment. Land governments appoint and may 
recall Bundesrat members. Through the 
Bundesrat , the laender are guaranteed an im- 
portant role in the passage of federal legisla- 
tion. Most federal laws require its consent, 



2. 

3. 

4. 

The 

and in other cases the Bundesrat has the 
right to enter an objection to legislation pro- 
posed by the Bundestag. "The Bundesrat is 
in effect an organ of control which 'corrects' 
legislation in the interest of the laender. 
Serious difficulties can arise if the federal 
government does not have a safe majority in 
the Bundesrat . " 2 5  

Although the Basic Law gives extensive ex- 
clusive and other powers to the federal 
government (power, e.g., over foreign af- 
fairs and treaties, defense, federal citizen- 
ship, freedom of movement, passports, im- 
migration and emigration, extradition, cur- 
rency and coinage, weights and measures, 
time standards, federal railroads and air- 
ports, posts and telecommunications, and 
industrial property rights), it also accepts in 
principle the competence of the laender in 
"all governmental matters that do not ex- 
plicitly fall within the ambit of federal 
authority" 26-i .e., the laender have residual 
powers under the constitution. Those mat- 
ters are chiefly in the areas of cultural af- 
fairs, education, health and public welfare, 
the maintenance of law and order, and 
roads. 

"The implementation of legislation, and 
especially federal laws, by the administrative 
bodies, is . . . mainly the responsibility of 
the laender. The federal government exer- 
cises only very limited administrative pow- 
ers. "27  Correspondingly, the federal bureau- 
cracy and judiciary are quite small; most 
civil servants-over 90% in 1977-are state 
and local employees. 

The Federal Constitutional Court was 
created as a separate branch of the German 
judiciary to decide, among other things, 
disputes between the federal government and 
the laender and over whether federal and 
land laws are compatible with each other. 

German Constitution also specifically rec- 
ognizes and protects units of local government, 
which for the most part were left unaltered or were 
restored to their pre-Hitler form. Article 28 of the 
Basic Law essentially assures that local authorities 
will be self-governing as far as local affairs are con- 

cerned. As has been traditional in Germany since the 
beginning of the 19th century, local governments 
play an important service role in German society and 
are well funded to do so. In many cases the laender 
delegate functions to local authorities; by tradition 
local governments have been involved in the provi- 
sion of such public utilities as water, gas, electricity, 
and public transport. The main units of German lo- 
cal government are the communes (Gemeinden), the 
area associations of communes (Gemeindenver- 
baende), and counties (Kreise). 

The Basic Law of the Federal Republic was re- 
garded at the outset as provisional-not in terms of 
what it provided for the government of West Ger- 
many, but in terms of the eventual desirability and 
necessity of unifying West and East Germany. As 
one observer noted, this has left "the country in a 
condition that, in terms of both foreign and home af- 
fairs, can only be described as constitutional un- 
f~ l f i l lment ."~~ Whether or not German unity can 
ever be achieved, there is concern in Germany that 
the constitutional fabric woven by the Basic Law may 
itself be transitional. Pressure for the development 
and promulgation of a permanent and possibly recast 
constitution is present today on the German scene. 

In fiscal terms, the outstanding feature of German 
federalism is tax sharing. Only a few types of taxes 
are levied exclusively by one level of government, and 
those totaled only about 22% of total tax revenue 
shared between two or three levels of government. 
The Basic Law (article 106) specifically provides for 
the tax-sharing system and for the division of certain 
taxes among the levels of government. The taxes 
shared are the most lucrative of any country: the per- 
sonal income tax, the value-added tax, the business 
tax, and the tax on corporation profits. Some of the 
taxes are required by the Basic Law to be shared 
equally between the federal government and the 
laender; the share of others is decided by annual 
negotiation. The Constitution provides that a share 
of the revenue from the income tax be passed on to 
the communes by the laender . 

Moreover, German fiscal policy is directed by the 
Basic Law (article 72.2) to make "economic unity, 
especially the maintenance of uniformity of living 
conditions beyond the territory of any one land," an 
objective of state policy. Thus, German fiscal policy 
has been developed with equalization in mind. (Arti- 
cle 107 of the Basic Law specifically calls for an 
equalization program.) This is achieved mainly in 
two ways: redistribution by the national government 
to the economically less well off laender, and pay- 



ments by the better off laender directly to those 
which are less well off. In addition, both federal and 
laender governments have consciously directed pub- 
lic expenditures toward the removal of regional 
disparities. 

In sum, the Federal Republic of Germany operates 
under a new and still developing governmental and 
fiscal system. It contains a number of unique 

features, which are'more apt to be set in constitu- 
tional requirement than to be the product of inter- 
governmental negotiation and consultation. The sys- 
tem has worked well enough to undergird a remark- 
% 

able economic recovery for Germany and is regarded 
by most observers as stable and generally accepted by 
the German people (this despite the fact that the 
Basic Law was conceived to be provisional only). 
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Chapter 3 

Conducting 
Intergovernmental Relations 

0 f the four countries under consideration here, 
the process by which intergovernmental relations 

is carried out is least well structured and coordinated 
in the United States; most structured in Canada and 
West Germany; and most centralized in Australia. In 
the sections that follow, the process in each of the 
four countries will be looked at in turn, particularly 
as it relates to fiscal matters. 

THE UNITED STATES 

This section was written in late 1980 and 
reflects the situation in the United States 
before the inauguration of President 
Reagan. 

With only a few exceptions, the U.S. Constitution 
leaves the matter of raising revenue as a concurrent 
power of both the national and state governments. 
Local governments have only those revenue powers 
allowed them by their parent states. As for expen- 
ditures, the domestic functions of government in the 
U.S. are spread among the three levels with no very 
clear or absolute delineation of responsibility to 
guide them. Thus, fiscal policymaking-government 
taxation and expenditure decisions-is shared among 
a great many diverse units of government. 

The result is that it is not possible to speak of a 
"process" for developing fiscal policy in the United 
States. Some fiscal policies are made on an ad hoc 
basis; some are planned in advance. In both cases, 
development is diffused and fractionated so that no 



single policy or agreed-upon group of policies to 
which all levels and units of government adhere can 
be said to exist. 

Although the President and his advisers are gen- 
erally considered to be responsible for formulating 
national domestic policy, including fiscal policy (the 
President has specific authority to develop and pre- 
sent the budget to Congress), in recent times they 
have not been notable for their leadership. And while 
the federal Office of Management and Budget has a 
major role to play, it is necessarily more concerned 
with the short term-with the federal budget in 
preparation and the one in being-than it is with 
long-term overall policy development. The jurisdic- 
tion of the Council of Economic Advisers is limited 
to study and recommendatory purposes, and its 
recommendations may or may not be accepted by the 
President. 

It may well be that recent Presidents have not dis- 
tinguished themselves as fiscal and economic policy- 
makers because they know that, in the face of the 
way Congress generally conducts its business, those 
recommendations often are not highly regarded. 
Over time, Congress-operating through commit- 
tees, subcommittees, and committee chairmen as it 
does, its members subject neither to prior party 
agreement on policies and issues nor to subsequent 
party discipline-has been prone to treat economic 
and fiscal issues in bits and pieces, often in isolation 
from each other. Thus, while some bills passed may 
respect a commitment to restrain spending, others, 
enacted by the same Congress, may serve to expand 
it. 

By and large Congress responds to organized pres- 
sures in American society and to local demands, 
rather than to a concept of the broader national in- 
terest. It spreads itself thinly over a multiplicity of 
small issues and problems and often largely ignores 
demonstrable economic trends and movements. And 
it makes decisions largely on political grounds, rather 
than being guided by the dictates of economic and 
fiscal analyses. Especially in the House of Represen- 
tatives (where members serve two-year terms), an- 
other election is always just ahead, and members of 
Congress never forget it. 

Nor does Congress as a whole evince much under- 
standing of the intergovernmental dependencies and 
linkages so characteristic of the American federal 
system. Though each house has a subcommittee on 
intergovernmental relations (in the House, of its 
Committee on Government Operations; in the 
Senate, of its Committee on Governmental Affairs), 

there is no clear evidence either that these subcom- 
mittees have directed themselves in the main to the 
fiscal side of intergovernmental relations or that their 
studies and recommendations are given very high 
priority by members of Congress in making fiscal de- 
cisions. On the contrary, through the many different 
and sometimes opposing requirements Congress 
places on programs affecting state and local govern- 
ments, it has come very near to overloading the 
federal system itself. On the other hand, Congress 
did pay some attention to the overall status of state 
and local finances and to its role in contributing to 
them when it enacted the original General Revenue 
Sharing Program in 1972 and in 1977 and 1980 when 
it extended the program, and there is considerable ex 
post administrative evaluation of programs operating 
under the various grants. 

Federal courts have also come to play an increas- 
ingly active role in the fiscal policy arena. Although 
each court decision impacts only one or a few situa- 
tions, what the courts say has a large potential au- 
dience. As the ACIR noted, in "the 1970s, the highly 
intergovernmental area of litigation relating to fed- 
eral grants-in-aid mushroomed . . . there [were] 
more than 550 decisions relating to receipt and use of 
federal assistance. " ' 

Neither the atomized approach taken by Congress 
nor the case basis of American judicial decisions 
lends itself to the formulation of broad goals or to an 
established and respected procedure to attain those 
goals. Nor does the vast bureaucratic structure of the 
federal administrative establishment aid in that direc- 
tion. Bureaucrats in a multitude of agencies, bu- 
reaus, offices, and commissions of the national gov- 
ernment help shape fiscal policy as they develop reg- 
ulations for the particular grant program for which 
they have been assigned responsibility. But each 
group of bureaucrats concentrates on a particular 
clientele and the particular interests, demands, and 
problems stemming from that clientele, so that bu- 
reaucratic regulations and procedures only add to the 
complexity and dispersion of intergovernmental 
policymaking. 

Lacking any direct input into national policymak- 
ing (except through their own lobbyists in 
Washington and such joint organizations as the Na- 
tional Governors' Association and the Council of 
State Governments), the states have had an increas- 
ingly hard time in recent years in winning as many 
fiscal and economic points in Washington as do local 
governments. Both the weight of the voters in large 
metropolitan areas and the Capitol Hill activities of 



local government pressure groups-the U.S. Confer- 
ence of Mayors, the National League of Cities, and 
the National Association of Counties-serve to 
assure Congressional attention to local rather than to 
state demands. An excellent recent example of the 
point is the decision of Congress, evidently supported 
by the President, to leave the states out of the pop- 
ular General Revenue Sharing Program for one year 
(FY 1981). Moreover, overlooking the intimate 
parental relationship between states and their local 
subdivisions, after 1960, Congress developed the 
habit of making direct grants to local governments, 
bypassing the states in the process. By 1980, some 
30% of total federal assistance to state and local 
governments went directly to local governments. 
Such grants do nothing to rationalize and simplify 
the intergovernmental policy "process. " 

Further fractionation takes place at the substate 
level, as is evident from the number of governments 
involved (see figures given in Chapter 1 of this 
report). It is avowedly more difficult for substate 
units of government to make policy independently, 
inasmuch as they derive their fiscal power from their 
parent states, even as they do their other powers. But 
local governments are not political neuters: the rev- 
enue and expenditure policies they adopt in accor- 
dance with pressures exerted at the local level impact 
not only state but federal finances and economics as 
well. 

At both subnational levels, input into fiscal policy 
is made both by elected officials-members of state 
legislatures, city councils, county commissions-and 
by bureaucrats in state departments and agencies and 
at the local level. The Governor in most states and 
Mayors and city and county managers have special 
responsibility for the preparation of budgets to be 
enacted by the appropriate legislative body; but once 
again, that responsibility is shared with state and 
local bureaucracies, who also make their own input 
into the implementation of budgets through their 
own rules and regulations. Very little coordination 
takes place either within a single government or be- 
tween governments at any point in the budget pro- 
cess. 

In short, the American federal system consists of a 
great many independent fiefdoms, under a multiplici- 
ty of elected and appointed officials, many going in 
different directions, few of them taking into account 
the impact of their federal and economic actions on 
the others in the system. 

Even so, the American system is not without link- 
ages in the policy process. Intergovernmental nego- 

tiations-in which public officials, often at all three 
levels of government, bargain "in dead earnest for 
power, money, and problemsolving responsibil- 
ityW2-are continually being conducted. At all three 
levels, more attention is now paid instit-utionally to 
the intergovernmental bargaining process and its 
management than previously. Even so, each bargain- 
ing session is unique in time and circumstances, with 
no central policy framework which guides those 
negotiations. Negotiations among various levels of 
government usually result in an agreement, "but they 
are agreements restricted to the confines of program- 
matic requirements and they are isolated from 
agreements reached in other areas. The result of this 
fragmented system of negotiations is frequently con- 
flicting, sometimes duplicative, and often ineffec- 
tive. "3 

Lacking as well is a structure for coordinating 
fiscal policy among levels of government. If Gover- 
nors meet with the President, they do not really 
confer with him. In any case, given separation of 
powers, they are in no position to make commit- 
ments for their states. And when they meet with each 
other, they may well confer, but the same limitation 
binds them. Local governments are not always in- 
cluded in high-level meetings with national and state 
leaders, or they are invited to different meetings, so 
that the possibilities for trilevel discussion and policy 
consideration are not many. 

Intergovernmental Relations - 
and Policymaking 

As already suggested, at the level of departmental 
and agency officials, a great deal of intergovernmen- 
tal contact and consultation is present. The expected 
outcome of negotiations among them is intergovern- 
mental cooperation, although that expectation is not 
always met in practice. The cooperation worked out 
does not follow any universal formula. Indeed, 
working within the federal framework, the possibil- 
ities for cooperative action are innumerable. Many of 
the ways devised by public officials to link their 
governments to attack common problems are infor- 
mal: public officials working on the same problem 
share their knowledge and their strengths and work 
out commonsense policy approaches. A good ex- 
ample is police work across state and local bound- 
aries. Other examples involve formal actions: an 
agreement signed between officials of two units of 
local government concerning water supply or sewage 



treatment, for example, or a compact between two or 
more states concerning pest control or higher educa- 
tion. A great many kinds of cooperative fiscal ar- 
rangements have been developed among the various 
units and levels of government (see Chapter & 
"Intergovernmental Transfers"). For the most part, 
however, the vast amount of intergovernmental con- 
sultation in the U.S. today results from the "con- 
tinuous, day-to-day. . . contacts, knowledge, and 
evaluations of government officials . ' ' 4  

In recent years especially, cooperative consultation 
has become institutionalized. Important examples at 
the national level have included the following: 

the inclusion on White House staffs of the 
Presidents since Eisenhower of someone of 
expertise in, and responsibility for inter- 
governmental relations in the policymaking 
process; 

the promulgation by the Office of Manage- 
ment and Budget of the Executive Office of 
the President of several directives designed 
to improve the management and facilitate 
the policymaking process. OMB Circular A- 
85 "provides an assured mechanism for state 
and local government review of draft federal 
regulations having substantial intergovern- 
mental  implication^,"^ and OMB Circular 
A-95 sets forth regulations for cooperative 
planning, programming, and coordinating 
activities at the substate level of government 
when funding from the national government 
is sought; 

the creation by both Houses of Congress of 
subcommittees on intergovernmental rela- 
tions of their committees on government 
operations; 

the enactment by Congress of the 
Intergovernmental Cooperation Act of 1968 
and the Intergovernmental Personnel Act of 
1970 to provide better administrative proce- 
dures and improve personnel administration 
in intergovernmental programs, and of the 
Joint Funding Simplification Act of 1974 to 
make it easier for subnational units to apply 
for more than one kind of assistance from 
the national government; and 

the establishment of councils of represen- 

tatives of agencies of the national govern- 
ment on a regional basis to make possible 
better and quicker policy coordination and 
response to state and local needs. 

Examples at the state level include: 

the creation of "federal relations units" 
within the office of the Governor, or else- 
where in state administration, to provide a 
focal point for contacts with the national 
government and the executive departments 
and agencies of state government; 

the establishment of commissions (or some 
similar body) on interstate cooperation to 
keep state legislatures informed about devel- 
opments in national-state and interstate pol- 
icy issues; 

the creation in more and more states (18 by 
1980) of state advisory panels or commis- 
sions on intergovernmental relations to fo- 
cus on policy issues and problems involving 
another level of government; and 

the creation of state and regional clear- 
inghouses in accordance with OMB Circular 
A-95, to facilitate coordination in policy 
development, avoid unnecessary duplica- 
tion, and assure consistency of plans and 
projects among state and substate units of 
government applying for funding from the 
national government. 

And a good many of the larger cities and counties, 
school districts, and special districts in the country 
have established within their governmental structure 
an office, or designated an official, to serve in a 
liaison and informational role with state and national 
offices and officers. Moreover, a number of states 
have granted local governments the power to nego- 
tiate interlocal agreements and to establish programs 
across jurisdictional lines, and those governments are 
making increasing use of the power. 

Intergovernmental policymaking is further facil- 
itated by a number of nationwide associations bring- 
ing groups of public officials together regularly for 
consultation and. discussion of policy problems. 
Reference has been made to the Council of State 
Governments in another connection. Founded in 
1933, it was given a mandate by the contributing 



states (all 50 states belong to, and support it) "to 
conduct research on state programs and problems; 
maintain an information service available to state 
agencies, officials, and legislators; issue publications; 
assist in state-federal liaison, [and] promote regional 
and state-local cooperation. . . ."6 Associated with 
the council are 32 other associations of state officials, 
ranging from the National Conference of State 
Legislatures, the Conference of Chief Justices, and 
the Conference of State Court Administrators, to the 
National Association of Attorneys General, the Na- 
tional Association of Tax Administrators, and the 
Conference of State Sanitary Engineers.' Each of 
these groups, within its own area of interest, seeks 
ways to join hands in policy development and imple- 
mentation. Other organizations serve to link local of- 
ficials across the country for the same purpose. The 
U.S. Conference of Mayors and the National League 
of Cities provide a forum for municipal officials, 
while the National Association of Counties does the 
same for county officials. In addition to these na- 
tional groups, each state has its own associations of 
public officials where ideas can be exchanged, help 
given, and problems in a wide range of policy areas 
discussed. 

Mention must also be made of the U.S. Advisory 
Commission on Intergovernmental Relations, 
created by Congress in 1959. Known informally as 
the ACIR, the Commission functions as a special 
arm of the national government to offer continuing 
study, information, and recommendations for the 
improvement of the federal system in operation. The 
Commission is a bipartisan body of 26 members, rep- 
resenting all levels of government and the general 
public. It has a small Washington-based research 
staff, and it attempts to find the most serious prac- 
tical problems emerging in federalism and intergov- 
ernmental relations, to study them, and to make 
recommendations to the governments concerned. 

Since it was established, ACIR has studied and 
recommended action in policy areas such as the de- 
velopment of equitable state and local tax systems, 
making cities and municipalities fiscally sound, out- 
lining a reasonable system of grants-in-aid to be fol- 
lowed by the national government (part of which has 
been adopted), improving the effectiveness of the 
grant system, and improving overall governmental 
performance in such functional areas as transporta- 
tion, law enforcement, health, and urban growth and 
development. Through a variety of means, ACIR 
works to get its recommendations adopted: it pre- 
pares and keeps up to date suggested state legislation, 

cast in legislative language for consideration by state 
legislatures, and it makes its staff available to work 
with elected and appointed public officials to tailor 
suggeste'd actions to the particular needs and cir- 
cumstances of the moment. In the years since 1959, a 
good many of its recommendations have been 
adopted by the appropriate governments. 

Thus, if the American federal system has not 
evolved an overall set of procedures for intergovern- 
mental policymaking, at least it has the advantage of 
a great many points of input into the process. There 
is strong bureaucratic involvement in the allocation 
of project grants and in program evaluation, but 
always within the confines of individual grant 
programs-the parameters of which are set by Con- 
gress and/or state legislatures in the usual ad hoc way 
of such bodies. Fiscal and economic policy is thus 
built up incrementally, accidentally, and incidentally, 
rather than being the product of a rational process in 
which the needs of all levels of government are con- 
sidered and ways are sought to fit them into some 
kind of integrated revenue and expenditure pattern. 

AUSTRALIA 

Domestic policymaking in Australia is affected in 
the first place by the nature of the division of powers 
between the states and the national government in the 
Australian Constitution. Like the U.S. Constitution, 
it leaves the power to raise revenues, with few excep- 
tions, as a concurrent power to be shared by the na- 
tional and state governments. Thus, in the fiscal area 
as in others, "Instead of coherent action, the 
[Australian] system is designed to encourage the 
representation of diverse interests within the govern- 
ment by establishing competing centres of 
power. . . Local governments are so circumscrib- 
ed in Australia that for the most part they are not in- 
volved effectively in that competition except through 
representation of their interests by their parent state 
governments. 

In practice, that concurrency has not produced an 
equivalency of revenue. Though state governments 
are responsible "for providing the infrastructure of 
public services in education, health, public utilities, 
public transport, and so on. . . the central govern- 
ment controls the major sources of public funds 
through taxation revenue and loan raising, and trans- 
fers these to the states to fund their a~tivities."~ 

Thus, fiscal considerations are ever present in the 
relations between the seven major governments of 
Australia. Distribution of public money "is a matter 



for political decision through the legislatures [and] 
financial bargaining takes place between the federal 
parliamentary leaders who head the [national] 
government of the day, and their state counter- 
p a r t ~ , " ' ~  primarily through the agency of the Pre- 
miers' Conferences, to which we will shortly return. 

Not all of the bargaining takes place at the prime 
minister/premier and ministerial levels. Much of it 
has been transferred from the political to the admin- 
istrative arena at both levels of government. Some- 
where around half of all federal government pro- 
grams in the late 1970s involved interaction with state 
governments, and bureaucracies charged with their 
implementation are constantly concerned with in- 
tergovernmental consultation and negotiation with 
their state counterparts. The Department of the 
Treasury plays a leading role in setting the param- 
eters of bureaucratic bargaining over fiscal policy 
with the states. 

Much of the bargaining among bureaucrats is in- 
formal and unrecorded and also unsystematic and ad 
hoc, as is the case in the U.S. For the most part it 
revolves around adjustment by the states to the poli- 
cy priorities already adopted by the national govern- 
ment, and involves little ex post program evaluation. 
If this bureaucratic bargaining is hard to generalize 
about, it nevertheless constitutes an important part 
of the Australian domestic policy process. 

The Australian system differs from other federal 
systems, however, in that it has had built into it, over 
time, a number of institutional bodies where some of 
the most important intergovernmental bargaining 
about policy takes place. Among the most important 
of those bodies are the Australian Agricultural Coun- 
cil, the Australian Transport Advisory Council, the 
Australian Water Resources Council, the Australian 
Forestry Council, the Australian Minerals and En- 
ergy Council, the Australian Education Council, the 
Schools Commission, and the Tertiary Education 
Commission. All of these bodies formulate and re- 
commend policy in their areas of concern, the latter 
two being specifically directed to make recommenda- 
tions concerning funding. More important than the 
bodies confined to a single policy area, however, are 
the Premiers' Conference, the Loan Council, the 
Grants Commission, and the Advisory Council for 
Intergovernment Relations. Each of these deserves 
brief comment. 

Premiers' Conferences 
The habit of state premiers meeting together occa- 

sionally to discuss matters of mutual interest is an old 
one in Australia. Premiers' meetings were originally 
confined to agendas dealing with purely state (and 
sometimes interstate) interests, but eventually rep- 
resentation from the national government-and thus 
consideration of broader intergovernmental topics- 
was added. Today, the holding of Premiers' Con- 
ferences (Conference of First Ministers) has become 
a regular-about annually-and expected event in 
Australian government and politics. It provides a 
regular occasion for intergovernmental issues to be 
aired prior to submission of specific policy recom- 
mendations to the respective parliaments. 

Of particular interest in the context of this report is 
that Premiers' Conferences provide the setting in 
which the overall financial relationship among the 
seven major governments of Australia is determined. 
Over time, however, the initiative in the fiscal, as well 
as in other areas has shifted to the national partic- 
ipants. The conferences are ordinarily convened by 
the Prime Minister of Australia, to deal first and 
foremost with topics of concern to the national gov- 
ernment and to present the national government's 
fiscal plans and adopted policies. To a great degree 
the Treasury determines the agenda of Premiers' 
Conferences. It is its view that those conferences 
"are meetings whose preeminent concern is fi- 
nance," and at every conference fiscal policy is the 
leading agenda item. Other items on the agenda are 
supplied by the Department of the Prime Minister 
and cabinet and by state premiers themselves. Almost 
always on fiscal items, the Prime Minister will have 
secured national departmental and cabinet approval 
before he and the state premiers sit down together. 
Since the premiers are more dominant in state gov- 
ernment than the Prime Minister is in the national 
government, state cabinet approval is not so often 
sought. And given the importance of securing ap- 
proval in the end by the premiers, the Prime Minister 
will have already met with each of them individually 
in an attempt to win them over to the national gov- 
ernment's point of view. 

The conferences begin with a formal state- 
ment by the Prime Minister on the state of 
the economy and a general outline and jus- 
tification of the federal attitude to the agen- 
da items in general and financial relations 
with the states in particular. . . . The con- 
ference then adjourns for the state dele- 
gations to assess the implications of the fed- 
eral statement of policy, to do their financial 



calculations, and to plan their strategy for 
the the rest of the conference. l 2  

Once back in session, and the premiers each having 
said their piece in reaction to the national govern- 
ment's position'(they seldom wish to take a unani- 
mous position but prefer to make individual re- 
sponses), the conferees settle down to discussion of 
who should get how much of the proposed federal 
fiscal pie and in what form and under what condi- 
tions delivery should be made. Though meetings are 
usually closed sessions, there is general consensus 
among informed students of the conferences at work 
that discussions there are dominated by political fac- 
tors. Indeed, it is "the state's ability to deploy 
political resources that offsets whatever bureaucratic 
and financial advantage the federal government has 
at premiers'  conference^."^^ Thus Holmes --- and Shar- 
man insist that instead of viewing premiers' con- 
ferences as true bargaining forums, they should be 
regarded as opportunities "for a breath of reality to 
blow through the. . . discussions of federal and state 
politicians." They force the national government to 
consider (or reconsider) the political implications of 
its proposed fiscal policies and particularly to be 
reminded of the "large state/small state dichotomy, 
the diversity of administrative resources between the 
states, the federal government's superior access to 
funding, and the states' superior access to jurisdic- 
tion in such fields as health, education, housing, 
transport, and regional planning. . . ." The result of 
Premiers' Conferences may not always (or even 
often) be modifications in the national government's 
proposed policy, but they do serve "to preserve a 
rough political equilibrium in intergovernmental 
relations by sensitizing governments to each other's 
problems and by preventing department policy goals 
from becoming major confrontations between rival 
government constituencies. " I *  

Loan Council 
The depression of the 1920s in Australia forced 

consideration of the responsibilities of governments 
relating to borrowing and debt redemption. A volun- 
tary intergovernmental loan council came into be- 
ing in 1924, and the Financial Agreement of 1927 be- 
tween the national government and the states pro- 
vided for the formal setting up of the Australian 
Loan Council to regulate borrowing by all seven ma- 
jor governments and to decide how the states would 
contribute to a national debt sinking fund from 

which to redeem existing state indebtedness. By 1928, 
all seven governments had accepted the concept, and 
it was subsequently embedded in the Australian 
Constitution through a referendum. 

The personnel of the Loan Council and the Pre- 
miers' conference are usually the same: the state pre- 
miers and the Prime Minister, with the Prime Min- 
ister convening and presiding over the meetings 
(although three states can join in reque&g ameef- 
ing). The June Premiers' Conference is traditionally 
linked with a meeting of the Loan Council. When the 
two meet together, Russell Mathews notes, an oppor- 
tunity is provided "for the Commonwealth and state 
leaders to review the state of the economy and to ex- 
amine their governments' budgetary prospects for 
the forthcoming year in the light of the tax-sharing, 
grants, and borrowing arrangements in which they 
are mutually interested. "Is In reaching Loan Council 
decisions after discussion, each state has one vote, 
but the national government has two plus a casting 
vote. Thus Canberra need only carry two states with 
it to produce a 4-4 tie, which, by using its casting 
vote, it can break and carry the day. 

The basic functions of the council are to decide the 
total amount of government borrowing for the next 
financial year and to apportion that amount between 
governments wishing to borrow. Federal defense bor- 
rowing and short-term government borrowing do not 
have to be submitted to the council, nor does borrow- 
ing to convert, renew, or redeem existing loans. 
Should agreement on apportionment not be reached 
by the council (which in fact has never happened), 
the Financial Agreement of 1927 provides a formula 
for apportionment. 

As Mathews and Jay observe: 

The formation of the Loan Council was a 
most significant move in the direction of 
cooperative federalism, whereby the Com- 
monwealth and each of the states give up 
their right to determine independently the 
level of their loan raisings. . . . The Loan 
Council has the sole constitutional authority 
to make this decision and to determine the 
rates of interest to be offered and other 
terms and conditions of the loans. It remains 
a unique institution among federations to 
this day.16 

In contrast to the Premiers' Conferences, whose deci- 
sions have ultimately to be ratified by national and 
state parliamentary action, those of the council re- 
quire no ratification at all: What it says goes. Nor is 



the council accountable to any other body or to the 
public for what it decides. It meets in camera and 
does not publish a report of its proceedings. Through 
it, fiscal uniformity is imposed on a very important 
area of Australian government. 

Although the Premiers' Conference and the Loan 
Council are central to intergovernmental policymak- 
ing in Australia, they operate at some distance from 
the public. As Russell Mathews has observed, neither 
the Commonwealth nor the state governments pro- 
vide much information "about the issues discussed 
and decisions reached. . . . While there are no doubt 
good reasons why the discussions themselves should 
be confidential, there can be no justification for the 
cryptic, haphazard, and usually incomplete record of 
the issues which are examined at these conferences 
and the intergovernmental agreements-or lack of 
agreement-which represent their outcome. l 7  

Grants Commission 

Parliament began making special grants to the less 
well-off states (under Section 96 of the Australian 
Constitution, which permits the national government 
to do so under any conditions it wishes to impose) as 
early as 1910. However, they were usually deter- 
mined in an ad hoc and essentially political manner, 
often without any "clear understanding as to what 
criteria should be adopted for purposes of determin- 
ing [the amount] of assistance to be given."'* During 
the 1920s, the poorer states began to make regular 
claims for special assistance, claims to which the na- 
tional government did not respond to their satisfac- 
tion. Western Australia even passed a secession ref- 
erendum in 1933. In that same year, the national gov- 
ernment established the Commonwealth Grants 
Commission and charged it with responsibility for in- 
quiring into and reporting on applications by claim- 
ant states for special financial assistance. The three 
part-time lay members of the commission, appointed 
for five-year terms by the national government, have 
continued to this day to consider requests from 
claimant states. Special assistance grants (equaliza- 
tion) are defined in the act (as amended) establishing 
the commission as those necessary to make it possible 
for a state, "by reasonable effort, to function at a 
standard not appreciably below the standards of 

* 

other states." The commission uses sophisticated 
methods of needs assessment in considering state 
claims and makes its own calculations on which to 
base the actual grant to be recommended to the na- 
tional government. ' g Although the commission does 

not have any power to make the grants itself, almost 
without exception its recommendations are accepted 
by the government of the day and become part of the 
national b,udget. 

Thus, fiscal policy determination in Australia is 
made partly through the separate institutions of the 
seven major governments, but much of it worked out 
in discussion with the states through the Premiers' 
Conferences and set in formal financial agreements 
developed at those conferences. Specific areas of 
fiscal policy are confided to such statutory bodies as 
the Grants Commission and the Loan Council. As 
Holmes and Sharman conclude, 

Each of these sets of transactions. . . is ac- 
companied by its own characteristic inter- 
governmental bargaining strategies to make 
the horizontal allocation of resources in the 
Australian federal system an original and 
complex process. 20  

One body of growing importance in the in- 
tergovernmental policy process in Australia is the 
Advisory Council for Intergovernment Relations. It 
is a relative newcomer to the intergovernmental pro- 
cess in Australia, having been established by inter- 
governmental agreement embodied in an act of Par- 
liament in 1 976. Modeled on the U.S. Advisory Com- 
mission on Intergovernmental Relations, the Aus- 
tralian Advisory Council was designed as a device to 
improve intergovernmental consultation and 
cooperation. Supported by the national and state 
governments and, through the Australian Council of 
Local Government Associations, by local govern- 
ments, the advisory council brings together represen- 
tatives from all three levels of government and pri- 
vate citizens to consider problems referred to it by the 
Premiers' Conference (which may also pass on to  the 
advisory council matters suggested by local govern- 
ment authorities, through their state organizations). 
Unlike the U.S. Advisory Commission on In- 
tergovernmental Relations-which operates inde- 
pendently but subject to direction from Congress- 
the advisory council operates in accordance with 
directions from the premiers' conference. However, 
section 1 of the advisory council's charter permits 
"the council itself to request that matters be referred 
to it for advice." The council was thus visualized as 
having "both a continuing role in relation to 
information-gathering, analysis of issues and 
dissemination of ideas, and a specific role in relation 
to the [matters referred to it] from the Premiers' 



Conference (and on which it will be required to make 
specific recommendations and furnish reports)."*' 
Working from its agenda, the council, with initial 
staff work by a small secretariat (located in Hobart, 
Tasmania), studies the issues involved in the matters 
before it, considers ways and means of resolving 
them, and makes recommendations for action to the 
Prime Minister and the premiers for tabling in Parlia- 
ment and in the state legislatures. Pertinent recom- 
mendations may also be made to local governments 
through the Council of Local Government Associa- 
tions. In addition, the Australian advisory council 
makes an annual report of its activities to both the 
Prime Minister and the premiers, which is published 
and made available to a broad governmental and lay 
readership. Like its American counterpart, the 22- 
person council is a bipartisan multimember body and 
possesses advisory powers only. (Both the Prime 
Minister and the leader of the opposition appoint 
three members of the federal Parliament; state 
premiers appoint a member each from their state 
legislatures; the Australian Council of Local Govern- 
ment Associations appoints six members; and five 
public members are appointed by the Prime Minister 
after consultation with the state premiers.) Although 
its mission is much broader than fiscal relations- 
indeed, it may cover pretty much the whole spectrum 
of governmental activity in Australia-one of the 
specific concerns may be financial relationships. To 
date, however, the council has not had the occasion 
to concern itself much with that area. During 1979, 
however, the advisory council conducted an inquiry 
into the role of local government in Australia and its 
relations with the Commonwealth and state govern- 
ments. It is possible when the report on that inquiry 
is released that it will contain a discussion of-and 
perhaps recommendations concerning-local govern- 
ment financing. 

CANADA 
The Canadian Constitution (the British North 

America Act of 1867, as amended) seems to dis- 
tinguish between the power of the national govern- 
ment and that of the provinces in regard to taxing. In 
fact, however, both levels of government utilize 
many of the same taxes. Though the power to enact 
revenue legislation lies of course with the 11 
legislatures, as put before them by the cabinets, to a 
large extent fiscal policy-as domestic policy in 
general-is hammered out within an elaborate struc- 
ture of intergovernmental consultation. Cabinets and 

legislatures have been rendered largely incapable of 
making effective domestic policy decisions (1) by in- 
creasing complexity of many of the issues involved- 
which inhibits their solution through political 
means-and (2) by the fact that Canadian political 
parties, which are supposedly the moving force in 
achieving cohesion and agreement on policy in parli- 
amentary systems, do not in fact any longer perform 
that function. Canada has basically regional-that is, 
provincial-rather than national parties, so that a 
variety of approaches toward domestic policy, rather 
than a single unified approach, is the norm among 
cabinets and legislatures in Canada. , 

Inevitably, then, the development of fiscal and 
other areas of domestic policy has largely slipped 
over to the bureaucracies. As Richard Simeon has 
noted, "the executive and administrative process of 
federal-provincial conferences" * has become the 
main area for domestic policymaking-a fact which 
distinguishes the Canadian policy process from that 
in the other countries considered in this report. 

The intergovernmental consultation process is car- 
ried on at virtually every level of federal and provin- 
cial administration, from nearly annual meetings of 
the first ministers (the Prime Minister and the ten 
provincial premiers) and regular-often annual- 
meetings of ministers in the many areas of domestic 
governmental concern, to frequent meetings of dep- 
uty ministers and senior departmental (and occasion- 
ally agency) officers. In 1975, a typical recent year, a 
total of 782 federal-provincial meetings and con- 
ferences was held, divided among areas of Canadian 
governmental activity as follows: 

General Government 
Finances 
Agriculture 
Transportation 
Education 
Energy and Resources 
Environment 
Manpower-Labor 
Statistics 
Welfare 
Health 
Industry and Trade 
Urban Affairs 
Justice and Laws 
Consumer Affairs 
Communications 



Native Affairs 
Miscellaneous 

Total 

SOURCE: Kenneth Kernaghan, "Federal-Provincial Ad- 
ministrative Liaison in Canada," in Kernaghan, 
ed., Public Administration in Canada, Toronto, 
Methuen, 1977, pp. 80-81. (The areas of activity 
are given in the order presented in the source.) 

With so many meetings, involving obviously so 
many government officials, and representing as 
many different subject matter areas as they do, it is 
not possible to draw a single picture which would ac- 
curately represent the entire framework of inter- 
governmental consultation in Canada. Some of the 
meetings and conferences have been taking place for 
a long time and have fallen into an established way of 
proceeding; others have not been meeting long and 
are still feeling their way toward a consensus on pro- 
cedure. Some meet more often than others; and to 
some extent, how the meeting is conducted and what 
outcome is expected vary among meetings and over 
time. Moreover, there are variations by subject mat- 
ter area-what applies in health does not necessarily 
apply in energy, for example. 

What does characterize the process as a whole 
(with the exception, to some extent, of first ministers' 
conferences) is the central role played in the process 
by bureaucrats-in recent years especially bureau- 
crats from provincial governments often dominating 
their federal counterparts, and members of the so- 
called "superburea~cracy"~~ dominating those in- 
line agencies. The superbureaucrats at the national 
level are to be found primarily in the Privy Council 
Office, the Department of Finance, the Prime 
Minister's Office, the Treasury Board Secretariat, 
the Federal-Provincial Relations Office, and, just 
recently, the Ministries of State for Economic 
Development and Social Development. 

Insofar as fiscal policy is concerned, the most im- 
portant roles in national government are played by 
the Federal-Provincial Relations Office (FPRO) and 
the Department of Finance. FPRO is responsible for 
the important meetings of first ministers, and, to- 
gether with the Department of Justice, for matters 
relating to the Canadian Constitution. The Depart- 
ment of Finance, through its Federal Relations Divi- 
sion and Social Policy Branch, is responsible for the 
fiscal arrangements agreed to finally by the national 
government and the provinces. The department is 

also concerned with fiscal harmonization and a wide 
range of economic matters. 

For their part, most of the provinces have similar 
superbureaucratic institutions. The FPRO is com- 
monly duplicated at the provincial level either by a 
free-standing office or ministry of intergovernmental 
affairs or by the assignment to someone at a high 
level in provincial government of responsibility for 
intergovernmental relations as a whole. Premiers fre- 
quently fill that role themselves. In addition, the 
Council of Maritime Premiers and the Western 
Premiers Conference and their staffs and working 
groups serve as multiprovincial recommending 
bodies. 

Considering all such agencies, Richard Sirneon 
concluded that their members had come to constitute 
"an internal diplomatic corps" to which domestic 
policymaking is largely confined. 24 

Other inputs into the intergovernmental consulta- 
tion process are made by the Economic Council of 
Canada through its studies and annual reports; of- 
ficials of many of the line departments involved in 
domestic areas of concern (especially of the Depart- 
ment of Regional Economic Expansion, established 
in 1969 with comprehensive responsibility for plan- 
ning and coordinating action between the national 
and provincial governments to reduce regional dis- 
parities); and the many crown corporations (e.g., the 
Canadian Development Corporation and Petro- 
Canada) and nonbudgetary funds (e.g., the Canada 
Pension Plan and Quebec's Caisse de Depot et de 
Placement du Quebec and the Alberta and Saskatch- 
chewan Heritage Funds), of which Canada makes 
such great use. 

Interest groups, both from the private and the 
governmental sectors, focus their attention on the 
bureaucracies as they consult together concerning 
domestic policy. 

In the end, the intergovernmental process culmi- 
nates in a federal-provincial conference. Armed with 
parliamentary and legislative mandates and/or 
cabinet directives, and probably aware of Economic 
Council and research studies conducted by provincial 
bodies and of the fiscal impact of crown corporation 
and fund actions, informed of group desires and in- 
terests, and supported by their own "homework, " 
the consulting team of bureaucrats go to work. As 
noted, the process is not a monolithic one, but one 
going on in many parts, at different times, at several 
levels, on many different subjects and issues, and 
employing a variety of procedures. Over time this in- 
tergovernmental machinery has demonstrated its 



ability to go "into operation on very short notice and 
[to] deal with matters of enormous complex- 
ity. . . , 9 2 5  

What the Ottawa Bureau of Toronto's Globe and 
Mail had to say about the role of the bureaucracy in 
the constitutional talks between first ministers in the 
summer of 1980 applies equally well to their role in 
general in domestic policymaking: Though their 
"names and faces are barely known outside the 
closed world of federal-provincial diplomacy," its 
report observed, "within that world they are the 
master fixers. . . . Although all of them insisted that 
their political masters make the final decisions, they 
nevertheless provided their leaders with the ideas and 
options from which they made their choices."26 

What has been said up to this point has concerned 
only federal-provincial relations in policymaking. 
However, the same process is utilized in interprovin- 
cial relations and, somewhat differently cast, in 
provincial-local relations as well. Indeed, what 
distinguishes Canada in the domestic policy field is 
the omnipresence of bureaucratic consultation 
throughout . 

All of this has not developed without criticism in 
Canada. Critics have coined the term "executive 
federalism" to describe the process of reaching deci- 
sions without debate or scrutiny by legislatures. 

The critics. . .argue that "executive 
federalism" places too much power in the 
hands of civil servants. . .[and] that the ex- 
pansion of provincial bureaucracies has 
prompted provincial governments to 
challenge the federal government too fre- 
quently, thus diminishing rather than in- 
creasing federal-provincial harmony. In 
short, the. . . bureaucracies designed to sort 
out problems are themselves part of the 
problem itself.27 

Moreover, with so many conferences and meetings 
going on and different bureaucracies involved, critics 
allege that there are apt to be a good many left hands 
not knowing what the right hands are doing. Some 
feel that the intergovernmental process consists of a 
"rather nebulous clutter of committees. . .often 
without consistent objectives" and that too little at- 
tention is paid to coordinating "the activities of the 
vast network of. . . meetings and conferences that 
takes place each year. . . . " Finally, it is argued that 
domestic policy, as a result of being formed in this 
way, tends to be made piecemeal and on a short-term 

basis, "with little regard for long-term objectives and 
priorities. "28 

Such criticism and fears notwithstanding, the in- 
tergovernmental consultation conference process has 
been chiefly the architect of the fiscal arrangements 
and equalization programs currently in effect in 
Canada (to be described in a later section of this 
report) and of "some consensus on basic directions" 
for Canadian economic policy as well.29 There is 
nearly unanimous opinion in Canada, among both 
practitioners and scholars of government, that in- 
tergovernmental consultation is so solidly entrenched 
in Canadian government practice that it will continue 
into the indefinite future as the central 
making domestic policy in general and 
economic policy in particular. 

device for 
fiscal and 

WEST GERMANY 
Intergovernmental relations are more formalized 

and at the same time less central to domestic policy- 
making in West Germany than they are in the other 
countries considered in this report. For one thing, the 
Basic Law of the Federal Republic goes into great 
detail about how the fiscal pie will be divided among 
governments (including local governments), so that 
there is less to negotiate about. For another thing, the 
establishment by the Basic Law of the Bundesrat 
(which represents the states, or laender) as the second 
house of the national legislature and the requirement 
of its consent to most intergovernmental financial ar- 
rangements have made it the main forum for what- 
ever negotiations are carried on. And for a third 
thing, the bureaucracies in West Germany have re- 
mained more isolated by level and less inclined to 
tackle big issues than they have in the other three 
countries, so that the bureaucratic arena for domestic 
policymaking has been slow to develop. All of these 
points deserve brief comment. 

The Basic Law 
After some years of functioning under the Basic 

Law as it was promulgated in 1949, it was realized 
that the fiscal responsibilities of the national govern- 
ment and the laender had not been adequately dealt 
with in the original version. In a series of amend- 
ments added between 1955 and 1969, the defects were 
remedied. These amendments dealt with specific pro- 
visions concerning the apportionment of expendi- 
tures among governments; the granting of financial 
assistance by the federation to the laender and local 



governments; the levying of certain kinds of taxes by 
the several levels of government; the apportionment 
of tax revenue among levels of government and the 
procedures for arranging the details thereof; the na- 
tional government's responsibility for providing 
equalization payments to "financially weak laender " 
(article 107, (2)); and the procedures for fiscal ad- 
ministration. Moreover, by the terms of article 109, 
as amended, while "The federation and the laender 
shall be autonomous and independent of each other 
in their fiscal administration, " both "shall take due 
account in their fiscal administration of the require- 
ments of overall economic equilibrium. . . . " 

In operating under the amendments, the laender 
have been zealous in maintaining their independence 
and the results of their consideration of the "re- 
quirements of overall economic equilibrium" have 
varied a good deal. Even though the national govern- 
ment is authorized (again by article 109) to set forth 
in legislation the "principles applicable to both the 
federation and the laender. . .governing budgetary 
law, responsiveness of the fiscal administration to 
economic trends, and financial planning to cover sev- 
eral years ahead," the consent of the Bundesrat is re- 
quired for such legislation to become effective, thus 
placing it in the central negotiating spot. 

The Bundesrat 

The Bundesrat was intended by the framers of the 
Basic Law to give to the laender a strong place in 
overall domestic policymaking. It consists of 41 
delegates sent and instructed by the laender govern- 
ments (the delegates must vote as a unit per those in- 
structions). The most populous laender (North 
Rhine-Westphalia, Bavaria, Baden-Wiirttenberg , 
and Lower Saxony) are entitled to five delegates, the 
middle-range laender (Hesse, Rhineland-Palatinate, 
Schleswig-Holstein) to four, and the others to three. 
The original intention was to have the laender rep- 
resented by elected state officials; but by now, the ac- 
tual membership of the Bundesrat during most ses- 
sions has come to consist of bureaucrats, most of 
whom come from the ministries of the formally des- 
ignated members. "In practice. . . in the Bundes- 
rat's committees, where most of the work takes 
place, bureaucrats from state administrations out- 
number politicians. . . by about a 15-1 ratio. "30 The 
Bundesrat meets about monthly in plenary session. 
Although these sessions are attended by the elected 
officials, they usually approve, pretty much pro 
forma, the results of the committees' work. 

The Bundesrat does not initiate legislation very 
often (though the Basic Law permits it to do so); 
rather, it plays the role of reviewing Bundestag- 
initiated laws with an eye both to their possible im- 
pact and effect on the laender and to securing 
necessary alterations or vetoing what appears to it 
to be objectionable. For even in areas which seem 
clearly within the power of the national government 
to act, much legislation contains provisions dealing 
with how the laender are to administer and imple- 
ment the programs established thereby. And since 
"any Bundesrat veto, regardless of whether the pro- 
posed legislation is in the states' area of competence 
or not," can be overridden by the national govern- 
ment of the day only by a two-thirds majority of the 
Bundestag, the Bundesrat has come to occupy a ma- 
jor role in most domestic areas of a ~ t i o n . ~ '  Nowhere 
is its role more jealously guarded than in the area of 
fiscal policy. 

The German Bureaucracy 

Although the roots of the bureaucracy in Germany 
run deep, and bureaucrats are generally held in high 
esteem by the public, the overall institution of the 
German bureaucracy cannot be regarded as a mono- 
lithic unit, working in cooperation o i  coordination 
on the development of public policy. Rather, the 
German bureaucracy tends to be confined to jurisdic- 
tional groups-federal, laender, local-whose ac- 
tions are only occasionally coordinated and in- 
tegrated. Moreover, as David Conradt points out, 
within individual bureaucracies there is not much 
centralization or overall direction from the top, so 
that national policy tends to be the sum of what the 
many parts AS one study of the 
bureaucracy's fragmented role in policymaking con- 
cluded, comprehensive policy planning or major 
reform initiatives that require much interdepartmen- 
tal, interministerial, or intergovernmental coopera- 
tion are discouraged. The bureaucracies deal best 
with single small problems, not with complex large 
ones.33 "The system cannot tackle big problems or 
foresee upcoming problems because its planning ca- 
pability is inadequate. Reacting to problems is. . . 
[inlsufficient. . .in education, the environment, 
health care, and urban d e ~ e l o p m e n t , " ~ ~  and this in- 
cludes the fiscal side as well as the substance of pro- 
grams in those and other areas. 

Some attempts have been made to remedy the sit- 
uation by the establishment in recent years of a num- 



ber of planning bodies to look ahead and develop 
long-range programs. The CDU/SPD coalition gov- 
ernment (1966-69) was particularly concerned about 
the lack of coordination in national, laender, and 
local government spending and laid emphasis on 
economic and financial planning. In 1967 a federal 
law was enacted requiring national and laender gov- 
ernments to plan their budgets, and particularly their 
expenditures, in closer cooperation with each other, 
taking into account anticipated trends in economic 
development and the impact of expenditures on 
economic growth and stability. To implement the 
law, two joint federal-laender planning bodies were 
created-the Trade Cycle Council and the Financial 
Planning Council. 

Neither of these bodies has in practice become very 
important. The national government found out very 
quickly that the felt autonomy of the laender in the 
fiscal arena makes the enforcement of such a law dif- 
ficult, if not impossible. 

In the 1970s, specific joint planning committees 
were created to deal with programs in education and 
land use and regional development (as authorized by 
Article 91 of the Basic Law, amended by federal leg- 
islation in 1969). For example, the planning com- 
mittee on regional economic policy consists of the 
federal minister of finance and one minister from 
each land. More relevant to this report are the 1969 
changes in the Basic Law relating to government fi- 
nances, which provided in detail for the distribution 
of most tax revenues among levels of government. As 
a result, governments were made more dependent on 
the whole tax system and hence have a greater mutual 
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interest in common financial planning.35 To date, 
however, that interest has not led to the development 
of any coordinated, systematic way of "ordering the 
policy programs of state and national governments." 

There are few clear-cut policy goals or 
priorities in the financial planning system. 
For the most part. . . policy goals continue 
to be formulated in theysual fragmented, in- 
cremental manner through the interaction 
between parties, interest groups, govern- 
ment, administration, and Parliament. 36 

Thus the arrangements for dealing with economic 
and fiscal policy planning and development which 
were developed over time vary considerably in the 
four countries under review here. The process is 
most fragmented and uncoordinated in the U.S. In 
West Germany the functioning of the Bundesrat pro- 
vides the possibility of ultimate correlation and re- 
quired change. In Canada fiscal policy is largely the 
product of a highly developed, closely knit system of 
bureaucratic intergovernmental consultation. And in 
Australia, major parts of it are consigned to separate 
governmental bodies whose recommendations and 
actions necessarily fit neither each other's nor those 
of the other parts of the process. Each set of ar- 
rangements derives from endemic sources and seems 
well entrenched in the respective country. However, 
possible constitutional changes in Canada, and per- 
haps in West Germany, may be forthcoming. 
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Chapter 4 

Tax Revenues 

A s noted in the Introduction, the focus of this 
study is on the tax component of the govern- 

ment's revenue dollar. All governments, federal or 
not, must have an adequate tax base on which to 
build their operations. So important, indeed, is the 
power to tax that it is almost invariably imbedded in 
the nation's basic law or constitution. Federal 
governments must divide the power to tax among the 
various levels. The four countries under review here 
differ considerably in how that power is divided. 

THE POWER TO TAX 

Australia 

Except for the assignment of customs and excise 
duties to the national government, the Australian 
Constitution of 1901 leaves taxation as a concurrent 
power of both the national and state governments. 
Concurrency in this connection means that both lev- 
els of government are free to draw from whatever 
revenue sources they choose to finance their peculiar 
functional responsibilities. While this would seem to 
suggest that both levels might draw from all revenue 
sources, in fact in Australia there has been little tax 
overlapping, with only about 2% of all Australian 
government revenues raised from overlapping taxes. 
The only notable field of overlapping between the na- 
tional government and the states has been that of es- 
tate, gift, and succession duties; but at both levels 
there has been a trend toward abolishing such taxes, 



so that the amounts involved are not significant. 
States impose license and registration fees and land 
taxes which overlap similar levies by local govern- 
ments, but again the amounts are not significant. 

Instead of overlapping, the traditional pattern in 
Australia has been tax separation, and it continues to 
be so today. The national government uses its ex- 
clusive constitutional authority to levy customs and 
excise duties and relies on rulings by the High Court 
of Australia to  exclusively levy sales taxes. By virtue 
of an agreement reached at the 1970 Premiers' Con- 
ference, the states have exclusive access to the payroll 
tax. However, the High Court subsequently ruled 
that the payroll tax could be imposed only by the na- 
tional government. Currently, that tax is levied at a 
uniform rate of 5% across the nation, and the pro- 
ceeds are handed over to the states. The states are the 
only units of government to levy entertainment taxes, 
and they impose stamp duties on vehicles, mortgages, 
property and securities conveyancing, as well as taxes 
on such items as liquor, horse racing, lotteries, and 
gambling. Several states also impose franchise license 
taxes. And by long custom, local governments exer- 
cise exclusive rights in relation to property taxation. 

In terms of total tax revenue, the two most impor- 
tant taxes, of course, are those on personal and cor- 
porate income. Before World War 11, both the na- 
tional and the state governments levied income taxes. 
Since 1942, however, the national government alone 
has tilled those fields, but the states are reimbursed 
for not levying those taxes themselves. Each state 
does retain the option of imposing a surcharge or of 
giving a rebate on personal income tax collected in 
the state and deriving the benefits or costs thereof. 

However uniform the overall Australian tax sys- 
tem is, by virtue of the national government's exclu- 
sive control over income and sales taxes and the over- 
whelming importance of those taxes in terms of total 
tax receipts, the same uniformity does not spread all 
the way across the tax spectrum. Individual fees, 
taxes, and duties vary considerably from state to  
state, and there is no uniformity in the property taxes 
used by local authorities (or in the method of evalua- 
tion). Even so, Australia has what amounts to a 
"financially unitary" federal system. 

Canada 
Both levels of government in Canada are empow- 

ered by the British North America Act (Canada's 
Constitution) to levy taxes, although in somewhat 
different terms. Whereas the national government is 

given authority to raise "money by any mode or sys- 
tem of taxation" (section 9l.3), the provinces are 
given access to all forms of direct taxation "in order 
to the raising of a revenue for provincial purposes" 
(section 92.2). In practice, as time went on and the 
provinces exerted their authority to tax, it became 
clear that in fact both the national and the provincial 
governments have constitutional access to all the ma- 
jor forms of taxation, and they both make use of 
most of them. 

Thus, the national government derives part of its 
revenue from taxes on income and consumption (in- 
cluding customs duties), while obtaining part of it 
from resource rents-most notably an export tax on 
oil. The provinces also derive revenues from taxes on 
income and consumption. Because ownership of the 
most valuable natural resources is held by the prov- 
inces, through their retention of subsurface mineral 
rights when surface rights are sold, the provinces also 
derive revenue from resource rents. The latter accrue 
mostly, however, to the three westernmost provinces 
of British Columbia, Alberta, and Saskatchewan, en- 
abling those provinces to move far ahead of the rest 
of the provinces in revenue-raising capacity. The 
result has been the creation of a serious fiscal im- 
balance among provincial governments. "In 1979, 
the capacity of the Alberta government to raise 
revenues [to cite the most obvious example], using 
average rates of taxation prevailing across the coun- 
try, exceeded Prince Edward Island's. . . by four 
times. " 2  Even the fiscal equalization program carried 
on by the national government (see discussion in 
Chapter 5) has been unable to  keep fiscal disparities 
between provinces within a moderately narrow 
range. 

Municipalities and other local governments, of 
course, have only those areas of tax power permitted 
them by the provinces. For the most part, they have 
been left the real property tax field-a field which 
they cultivate extensively. Considerable revenue is 
also derived from the "business occupancy tax," 
levied on the occupants of such property. 

Tax overlapping thus occurs between national and 
provincial* levels to a considerable extent. On the 
other hand, one area where Canada has harmonized 
tax policies is the income tax field. Since 1941, 
Canada has had arrangements governing the joint oc- 
cupancy of the personal and corporate income tax 
fields by the two major levels of government. These 
revenues accounted for about 38% of total govern- 
ment revenues in Canada in fiscal 1979-80, with 
slightly over 60% of that amount accruing to the na- 



tional government and almost 40% to the provinces. 
All of the provinces save Quebec currently are party 
to a tax collection agreement with the national 
government covering personal income taxes; and all 
save Quebec, Ontario, and Alberta (beginning in 
1981) covering corporate income taxes. Provincial 
governments that are party to an agreement accept 
the national government's income tax system as the 
tax base for their own corporate and personal income 
taxes. This means that taxpayers need only fill out 
one tax form. Under the agreements, the national 
and provincial governments work out a formula for 
allocating individual and corporate income taxes 
among the provinces so that no element of income is 
taxed by more than one province and that income 
taxed by the national government is taxed by at least 
one province. 

The national government collects the income taxes 
imposed by the provinces upon their residents at the 
same time and in the same manner that it collects its 
own income taxes. The provincial income tax on in- 
dividuals is expressed as a constant percentage of the 
federal tax payable by the individual for the year; 
and the provincial corporation income tax is ex- 
pressed as a percentage of the taxable income a cor- 
poration earns in the province in the year. Each prov- 
ince agrees to impose only one rate of income tax 
each year. In return for accepting these conditions, 
the national government incurs the entire cost of 
collection and remits the amount of tax assessed 
under each provincial act to that province in full. 

Under this arrangement each government levies its 
taxes on a uniformly defined tax base, and each 
government is free to establish the rate that is to be 
applied to that base. Personal income tax rates, ex- 
pressed as a percentage of the federal income tax, 
ranged in 1980 from 38.5% in Alberta to 44.0% in 
Newfoundland. Corporate tax rates, expressed as a 
percentage of each corporation's taxable income, 
ranged from 10% in Prince Edward Island and 11 % 
in Alberta to 15% in Newfoundland, Manitoba, and 
British Columbia. If they wish, provinces may im- 
pose special surcharges, grant special tax credits, or 
give rebates on taxes. If they do so, however, a small 
fee for administering them is charged by the national 
government. Even though those possibilities permit a 
degree of flexibility among the provinces, the system 
in operation has produced a strikingly uniform in- 
come tax system in Canada-the bases used by the 
national government even being used, with minor 
variations, by Quebec and Ontario. In addition, 
there has been virtually no double taxation because 

there are uniform residence requirements for persons 
and uniform rules for allocating the profits of cor- 
porations operating in more than one province. 

By now tax collection agreements and distribution 
procedures are taken.for granted by most Canadians. 
However, there are those who argue that the system 
limits provincial freedom and impairs the flexibility 
of the national government. In recent years there 
have been a number of pressures on the agreements, 
and their continuation may be part of the overall 
discussion of adjustment which is occurring in 
Canada today. 

West Germany 

Among the four countries examined in this report, 
West Germany is distinctive in that the Basic Law of 
the Federal Republic assigns a number of tax sources 
to particular levels of government (article 106). In- 
terestingly enough, those provisions were added be- 
tween 1955 and 1969, after the Basic Law had been in 
operation for several years. Under its terms, the na- 
tional government has exclusive use of customs 
duties, excise taxes not otherwise assigned (e.g., the 
beer tax), the road freight tax, certain business taxes, 
and income and corporation surtaxes (only the fed- 
eral government being allowed to levy surcharges- 
or to give rebates on those taxes). All told, exclu- 
sively federal taxes do not contribute a very signifi- 
cant amount to the national coffers. 

The Basic Law assigns to the laender the revenue 
from the property (net worth) tax, the inheritance 
tax, the motor vehicle tax, the tax on gambling and 
beer establishments and on real estate purchases, and 
certain taxes on business transactions. Taken to- 
gether, they were contributing about 12% of laender 
revenue in the late 1970s. 

At the local level, there are only two exclusive taxes 
of any importance: the tax on real estate (land and 
buildings) and the payroll tax, which was scheduled 
to be abandoned in 1980. Minor local taxes-dog 
taxes, entertainment taxes, etc.-are permissible. 

The vast majority of government tax revenue 
(around three-quarters of the total) is derived from 
taxes shared by two or three levels of government. 
Table 6 indicates the major shared taxes and the 
percentage accruing to each level of government. 

The Basic Law specifies that the national govern- 
ment and the laender "shall share equally the revenue 
from income taxes and corporation taxes," while 
"the respective shares of the federation and the 
laender in the revenue from turnover [net value 



TAX SHARING IN WEST GERMANY, 1978 

Percent of Total Tax 

Federal State Local All Levels 

Income Tax 43% 43% 14% 100% 
Corporation Prof its Tax 50 50 - 100 
Net Value-Added (Turnover) Tax 67.5 32.5 - 100 
Business Tax 20 20 60 100 

SOURCE: Advisory Commission on Intergovernmental Relations, Studies in Comparative Federalism, Fiscal 
Federalism in the Federal Republic of Germany, M-128, Washington, DC, U.S. Government Printing 
Office, July 1981, p. 10. 

added] tax shall be determined by federal legislation 
requiring the consent of the Bundesrat." Article 106 
goes on to say that, 

The respective shares of the federation and 
the laender in the revenue from the turnover 
tax shall be apportioned anew whenever the 
relation of revenues to expenditures in the 
federation develops substantially differently 
from that of the laender. 

The Basic Law also provides for a share of the 
revenue from the income tax to be passed on by the 
laender to local governments-specifically, com- 
munes-"on the basis of income taxes paid by the in- 
habitants of the latter," e.g., personal income taxes. 
The exact formula for determining the share for local 
governments is set in a federal law, which again re- 
quires the consent of the Bundesrat, as is the formula 
for dividing the business tax among the three levels of 
government. 

Thus, although all levels of government in West 
Germany may draw from a variety of tax sources, a 
large segment of the total tax system is developed on 
the basis of coordinated national plan. Indeed, arti- 
cle 106 recognizes "the equal claim to coverage from 
current revenues of [the] respective necessary expen- 
ditures" of both the national government and the 
laender: "the coverage requirements of the federa- 
tion and of the laender shall be coordinated in such a 
way that a fair balance is struck, any overburdening 
of taxpayers precluded, and uniformity of living 
standards in the federal territory ensured." 

Although the tax-sharing system in essence gives 
each level of government a fixed share of national tax 
revenue, at the same time it makes it impossible for 
laender or local governments to alter tax rates or tax 
bases to provide for unforeseen demands. Local gov- 
ernments do retain the right to vary the rates of some 

taxes, and they may or may not choose to levy a 
payroll tax. 

The United States 

As in Australia, the U.S. Constitution leaves the 
power to tax as a concurrent power to be exercised by 
both the national government and the states. Since 
the addition of the 16th Amendment to the Constitu- 
tion in 1913, the national government has the power 
to levy income taxes, and those are the only direct 
taxes of which it has made use. (Article I, section 9, 
clause 4 of the Constitution prohibits the levying of 
"capitation, or other direct [taxes]. . . unless in pro- 
portion to the census or enumeration herein before 
directed to be taken.") Except for the limitation of 
the U.S. Constitution on state levying of customs 
duties, the states are free to tax as they choose. (Arti- 
cle I, section 10, declares that "No state shall, 
without the consent of the Congress, lay any imposts 
or duties on imports or exports, except what may be 
absolutely necessary for executing its inspection 
laws. . ." or "lay any duty of tonnage. . . .") 
However, state constitutions are generally restrictive 
about the use of state taxing power, many of them 
placing "elaborate. . .limitations upon the 
legislature designed to ensure fiscal prudence. . . 
As for local governments, they can levy only such 
taxes as they are permitted by the states. 

The tax "system," which was developed over the 
years on this Constitutional and legal base, is uncoor- 
dinated and overlapping. All three levels of govern- 
ment utilize many of the same tax sources, though 
some to a greater degree than others. State govern- 
ments cast the tax net wider than either of the other 
two levels-by 1979, 37 states were levying both per- 
sonal income and retail sales taxes-and local gov- 
ernments are more dependent on a single tax source 



than are the other two levels. 
In 1976-the latest year for which full data for all 

three levels of government were available-the na- 
tional government derived 45.8% of its total tax 
revenues from the personal income tax and 14.4% 
from the corporation income tax. (Preliminary data 
for 1980 suggest that the total yield from the two 
taxes combined ,will be 58%, compared to 60.2% in 
1976.) The other large source of tax revenue for the 
national government is the payroll tax, which in 1976 
contributed 29.8% of total national tax revenues. 
The remaining 10% of national tax revenues was de- 
rived in 1976 from selective sales taxes (5.9%), 
primarily on motor fuel, alcoholic beverages, to- 
bacco products, public utilities; custom duties 
(1.6%); and other-primarily death and gift-taxes 
(2.3%). 

In 1976 state governments derived 17.8% of their 
total tax revenues from the personal income tax and 
6.1 % from corporate income taxes. However, since 
1976 considerable change has taken place in the state 
revenue picture: by 1978, it was estimated that the 
personal income tax provided 26% of total state tax 
collections, and that percentage may have increased 
since tlien. The payroll tax yielded states 25.7% of 
their total 1976 tax revenues (for the most part, such 
revenues are earmarked as insurance trust funds in 
the states). The general (retail) sales tax accounted 
for 22.7% of 1976 state tax revenues (estimated at 
30% in 1978), while selective sales taxes (primarily on 
motor fuel, alcoholic beverages, tobacco products, 
public utilities, insurance, parimutuel betting, and 
amusements) accounted for 16.7% (estimated at 18% 
in 1978). State governments make little use of the 
general property tax, yield from it by states in 1979 
amounting to about 2% of total state tax revenues. 
The remaining portion of state tax revenues-about 
10%-in 1976 was derived from death and gift taxes, 
motor vehicle license fees and a variety of other 
license fees, and severance taxes. 

As for local governments taken together, 1976 
figures show that the personal income tax con- 
tributed only 4.4% of total local government tax 
revenue (estimated at 5% in 1978), while the yield 
from corporation income taxes was too small to be 
calculated in percentage terms. The payroll tax, at 
3.5 % of total local tax collections in 1976; the gen- 
eral (retail) sales tax, at 6.7010; and selective sales 
taxes, at 3.4%, were also small contributors. How- 
ever, 1978 estimates placed the general sales tax con- 
tribution to the total at 8% and the contribution of 
selective sales taxes at 3%. Far and away the most 

important tax at the local level is the general property 
tax-accounting for 78% of total local tax revenues 
in 1979. The remainder of tax collections at the local 
level-about 4%-was derived in 1976 from a variety 
of other taxes and fees. 

When local governments are broken down by type, 
considerable variations in their reliance on taxes 
shows up. Special districts, school districts, and 
townships rely almost exclusively on receipts from 
the general property tax. Municipalities and counties 
draw from a wider tax base, although they, too, place 
major reliance on the general property tax. 

Thus, in the U.S., the national government es- 
chews the general sales and property tax and the state 
governments eschew the general property tax, but all 
levels make use of the other major taxes. No attempt 
is made to work out an allocation of those taxes 
among levels, either constitutionally or by intergov- 
ernmental negotiation. 

In all four countries under review here, the power 
to tax, as just demonstrated, is available to all levels 
of government. Some kinds of taxes are constitution- 
ally restricted to one level (e.g., the power to levy cus- 
toms duties); but for the most part in Australia, Can- 
ada, and the United States, which level uses what 
kind of tax and to what extent has been decided more 
by custom and negotiation, embodied in statute or 
agreement, than by constitutional provision. Only 
West Germany has very specific constitutional provi- 
sions concerning the allocation of taxes among levels 
of government and the sharing of taxes among levels. 

What is important in the long run is the yield from 
the taxes which each level of government is empow- 
ered to levy. By level, the revenue picture in each of 
the four countries as of the late 1970s now will be 
described. 

National Governments 

The principal source of revenue for the national 
governments of all four countries is the personal in- 
come tax: it accounted for 49.2% (1975) of the 
Australian national government's revenue from its 
own sources, for 38.5% (1977) of Canada's; 35.3% 
(1974) of West Germany's, and 40.7% (1976) of the 
United States'. 

When the tax on corporate or company income is 
added to the personal income tax, the proportion of 



the national government's total tax revenue from its 
own sources (which is derived from income taxes) 
rises to 63.1 % in Australia (1975), 52.5% in Canada 
(1977), 41.6% in West Germany (1974), and 53.5% 
in the U.S. (1976). 

The remaining sources of tax revenue from their 
own sources for national governments in the four 
countries vary a good deal. In Australia, excise taxes 
and sales taxes yield a goodly amount (17.4% of total 
tax revenue in 1975), with minor amounts deriving 
from the payroll tax and other taxes. 

In Canada, sales taxes are also an important source 
of national government income (13.8% of total tax 
revenues in 1977), as is the payroll tax. Customs du- 
ties also accrue to the national government, and some 
revenue is derived from a number of minor taxes. 

In West Germany, where tax sharing among levels 
of government is the practice, the federal government 
derives the major portion of its tax revenue from its 
share of personal and corporate income taxes and of 
the value-added (turnover) tax. Although it has ac- 
cess to customs duties, these are collected for the 
European Economic Community, and the other taxes 
which are assigned to it are not only rather unimpor- 
tant in amount, but their contribution to the total tax 
take has tended to decline over the years. 

And the other major tax contributor to the na- 
tional revenue pot in the United States is the payroll 
tax (accounting for 26.5% of total revenues from its 
own sources in 1976). Small amounts are received 
from certain selective excise taxes, customs duties, 
and other taxes. 

All told, taxes as a percentage of national govern- 
ment revenues from own sources amounted to 90.4% 
(1975) in Australia, 87.3 % (1974) in Canada, 93.7% 
(1974) in West Germany, and 88.8% (1976) in the 
u. S. 

Remaining sources of national government rev- 
enues from own sources are derived in all four coun- 
tries from a variety of interests, rents, and royalties, 
from postal and other charges and fees, from govern- 
ment enterprises, and from borrowing. 

States, Provinces, Laender 

For the states in Australia and the United States, 
the provinces in Canada, and the laender in West 
Germany, again revenue from taxes amounts to the 
largest portion of own-source revenues-to 82% 
(1975) in Australia, 72% (1977) in Canada, 82.7% 
(1978 estimate) in West Germany, and 85.5% (1976) 
in the U.S. 

However, state, provincial, and laender govern- 
ments are not as dependent on one type of tax for 
their own-source revenues as are the national govern- 
ments of the four countries. In Australia, state 
governments derive a sizable portion of 'total own- 
source tax revenues from the payroll tax. Stamp 
duties and motor taxes account for virtually all of the 
rest, though a variety of other minor taxes and duties 
do return a small part of the total tax take. In Can- 
ada, the provinces derive more of their own-source 
tax revenues from personal income taxes and sales 
taxes than from any other sources, though the cor- 
porate income tax and payroll taxes contribute a 
small portion of the total. There, too, a variety of 
minor taxes also swells the tax total take a bit. 

In West Germany, under the tax-sharing arrange- 
ments in force, the laender receive the same propor- 
tion of personal and corporate income taxes as does 
the national government, and that share constitutes 
the major portion of laender tax revenue. They also 
receive a set share of the value-added (turnover) tax 
and the business tax. Other taxes contribute very lit- 
tle to laender total tax revenues. 

And in the U.S., the sales tax, income taxes of 
both kinds, and payroll taxes are the major sources 
of state own-source tax revenue-other taxes contrib- 
uting only a small portion of the total. 

Taxes do not constitute as great a percentage of 
total own-source revenue, however, at the state, pro- 
vincial, and laender levels as they do at the national 
government level. Some 18.1% ~f total state own- 
source revenues in Australia (1975 estimate) came 
from charges and fees, government enterprises, rents 
and royalties, and miscellaneous levies. In Canada, 
28% (1977) of total own-source revenues came from 
nontax sources, much of it from the earnings of pub- 
lic (crown) corporations which are in common use by 
the provinces. In West Germany, charges, fees, rents 
and royalties, and income from government enter- 
prises, along with some miscellaneous charges, con- 
tributed 17.2% of total laender own-source revenues 
in 1978 (estimate). Such other sources of state nontax 
revenue are not quite as important in the U.S., 
amounting to 14.5% in 1976. 

Local Governments 
As for local governments, in three of the four 

countries covered in this report, property taxes ac- 
count for the bulk of own-source revenue: for 80.3% 
in Australia (1975 estimate), for 67.2% in Canada 
(1976), and for 50.6% in the U.S. (1976). The local 



government share of the individual income tax 
(1.52%) collected by the national government in 
Australia and the receipts from certain minor taxes in 
both Australia and Canada bring the total percentage 
of local government own-source revenues from taxes 
to 83.0070 in Australia (1975 estimate) and 75.1% in 
Canada (1 976). Local governments in the U.S. have a 
wider range of own-source taxes to draw income 
from-the individual income tax, the payroll tax, the 
sales tax, and a number of minor taxes. In 1976, 
these additional tax sources yielded 13.9% of own- 
source revenues, bringing the total percentage of 
local government own-source revenues from taxes to 
64.5%. 

The situation of local governments in West Germa- 
ny is different from that of the other countries. Taxes 
provided approximately 54.3% of revenues from 
own-sources (1 978 estimate), but 23.2alo of those 
revenues come from local governments' constitu- 
tionally mandated share of the individual income tax 
and 18.5% from local governments' share of 
business taxes. The other taxes utilized by local 

governments are the payroll tax (4.4% of total tax 
revenues from own sources), property taxes (6.7 %), 
and other taxes (1.5 %). 

Other revenues from local governments' own 
sources in all four countries come from various fees 
and charges, income from government enterprises 
and miscellaneous income sources, and from borrow- 
ing. 

SUMMARY 
The tax structures developed in the fc 

under review fall into quite distinct categories, rang- 
ing from the fiscal dominance of the national govern- 
ment in Australia (exerted by uniform income taxa- 
tion and control of state-local borrowing), to the 
decentralized and tax-overlapping structure of the 
U.S. (where state and local governments have access 
to substantial tax sources under their own control), 
to the somewhat more centralized but still tax-over- 
lapping structure of Canada, to the predominantly 
tax-sharing structure of West Germany. 

FOOTNOTES lFedera1 Finance Minister Allan MacEachen, quoted in The 
Globe and Mail, Toronto, February 3, 1981, p. B3. 
3Commentary on Article VII of the Model State Constitution, Na- 

'Jean Holmes and Campbell Sharman, The Australian Federai' tional Municipal League, Model State Constitution, 6th ed., 
System, Sydney, George Allen and Unwin, 1977, p. 136. revised, New Y ork, the League, 1968, p. 91. 





Chapter 5 

Intergovernmental Transfers 

I n all four of the countries under review in this 
study, the relative importance of government 

expenditure in general has risen significantly since 
World War 11. 

In part, that increase was due to the war itself. One 
commentary sets forth several reasons that may ac- 
count for the higher plateau of government spending 
as a result of the war: 

First, it was only to be expected that after the 
war, as a consequence of the war, expendi- 
ture on war and defense. . . should absorb a 
larger share of the community's resources 
than in the 1930s. Secondly, the greater con- 
cern for social security, which has been a 
distinguishing feature of the postwar period, 
can be traced back to the war years them- 
selves. . . . Those were also disturbing years 
emotionally and intellectually, producing a 
strong resolve that the postwar economic 
world should be a better place for all to live 
in. Thirdly, [governments] gained con- 
siderable administrative experience during 
the war, thus facilitating and to some extent 
probably even encouraging a higher 
peacetime level of government spending. 
Finally, mention should be made of what 
two English economists, Peacock and Wise- 
man, have called the "displacement effect." 
From a study of British data, they have come 
up with the hypothesis that government 
spending is held in check mainly by the com- 



munity's reluctance to approve the extra 
taxes required to finance higher expen- 
ditures. However, war forces higher taxes on 
the community, in the first instance as an 
emergency measure; but in time people 
become accustomed to paying more, so that 
the tolerance limit on government spending 
is permanently lifted. ' 

And another factor, of course, has been the "rapid 
rise in money incomes'' in the four countries: "When 
money incomes are rising steadily, [governments do 
not need] to increase income tax rates in order to col- 
lect a higher proportion of the national income, as 
most people have been shifted automatically to a 
higher tax bracket. "' 

The increases in government expenditures were 
especially marked in the 1970s when government ac- 
tion was called for to help relieve the economic 
distress all four nations faced to a greater or lesser 
degree. Thus, in Australia, combined public-sector 
spending as a percentage of GDP (gross domestic 
product) rose from 18.5% in 1962-63 to 25.7% in 
1975-76, and public trading enterprises accounted for 
approximately 1 % more of GDP. In Canada, total 
public-sector spending rose from 26.3% of gross na- 
tional product (GNP) in 1955 to 41.6% in 1978, in 
the U.S. from 26.5% of GNP in 1954 to 32.6070 by 
1979 (estimated), and in West Germany from 27.0% 
of GNP in 1955 to 34.5% in 1975. 

The bulk of the increased expenditure in all four 
countries has occurred at the subnational rather than 
at the national level. In Australia, for example, by 
1975-76 state and local government expenditures had 
come to account for 17.5% of GNP (15.2% state 
governments, 2.3% local governments), while those 
of the national government accounted for only 8.2% 
of GNP. 

All four countries being federal systems, with 
power to deal with many of the service needs of the 
people vested in subnational governments, it was in- 
evitable that those governments should develop ex- 
penditure demands more rapidly than the national 
governments themselves. It was probably equally in- 
evitable that the subnational governments should 
turn to their national governments for aid in meeting 
those rising expenditure demands since at least in 
three of the countries-Australia, the U.S., and West 
Germany-the overall structure was such that more 
revenue accrued to the national government than to 
the subnational governments. In Australia, approx- 
imately 76% of public-sector receipts (including 

receipts from taxes, fees, property income, and 
depreciation allowances) was accruing to the national 
government at the end of the 1970s; in the U.S. and 
West Germany, the national governments in the late 
1970s were getting about 55% of total public rev- 
enues-including, in the case of West Germany, the 
national government's share of shared taxes. Only in 
Canada had the national government's total receipts 
begun to be less than those of the subnational 
governments: from a 71.5% share of total govern- 
ment revenues in 1945, the national government's 
share had fallen to about 45% by 1979. 

There were other reasons as well that the national 
governments should have become involved in trans- 
fers of funds to subnational governments. 

All four national governments wished to push cer- 
tain policies and programs which they perceived to be 
for the overall welfare of the nation, but which they 
were prevented from undertaking-for constitu- 
tional, political, or traditional reasons-on their 
own. In these cases, the transfers in effect convert 
subnational governments into agents of the national 
governments. In other situations, there are many 
things that national governments have no inclination 
to do themselves, "but which [they are] pressed by 
the states or private groups to support" and which 
they find it convenient to encourage subnational 
governments "to undertake by offering subsidies. "3 

Moreover, some of the required services of subna- 
tional governments were seen to spill over subna- 
tional jurisdictional lines. Finally, service delivery by 
subnational governments involves a good deal of in- 
equality and unevenness of standards, which the na- 
tional governments felt could be evened out only by 
policies and financial assistance adopted at the na- 
tional level. For all of these reasons at least, the 
transfer of funds from the national government to 
subnational governments became a common practice 
in all four countries. Indeed, intergovernmental 
transfers have come to constitute a significant pro- 
portion both of national government expenditures 
and subnational government revenues in all four. 
The mechanisms and procedures of such transfers 
vary a good deal among the four, however, so that a 
country-by-country analysis is necessary. 

AUSTRALIA 
Intergovernmental transfers go back to the first 

days of Australian federation. When the Australian 
. Constitution came into effect in 1901, it made three 



provisions for fiscal transfers from the national 
government to the states: 

The first of these involved a pure tax-sharing 
agreement, whereby the federal government 
was required to transfer to each state at least 
three-quarters of the net customs and excise 
revenues derived from consumption in that 
state for a minimum period of ten years after 
federation. Secondly, after a transition peri- 
od the federal government was required to 
transfer all its so-called surplus revenue to 
the states on such basis as. . . Parliament 
deemed fair. Thirdly, the Federal govern- 
ment was empowered to grant financial as- 
sistance to any state on such terms and con- 
ditions as. . . Parliament thought fit.4 

The fiscal transfers authorized by the con- 
stitution were intended primarily to redress 
the vertical fiscal imbalance which resulted 
from the loss by the states of what until then 
had been their principal sources of reve- 
nue-customs and excise duties and, to a 
lesser extent, postal and telecommunications 
revenues-while they continued to be re- 
sponsible for the provision of most of the 
costly services of government. 

The only restriction on how transfers were to be 
made to the states was the constitutional provision 
that each state's share of federal customs and excise 
duties was to be distributed on "a derivation or con- 
sumption b a ~ i s . " ~  In 1910, the national government 
replaced the sharing of customs and excise revenues 
with per capita general revenue grants, which were 
continued until 1927. By simply paying whatever sur- 
pluses accrued into a trust fund, the national govern- 
ment never had to transfer any to the states. 

Grants under the third constitutional authorization 
began to be made very early. "First Western 
Australia (from 1910-1 I), then Tasmania (from 
1912-1 3), and later South Australia (from 1929-30) 
sought and obtained special grants from the federal 
government to assist them-in overcoming budgetary 
difficulties, which they said were accentuated by the 
operation of the constitution and by federal tariff, 
shipping, and other economic policies . . . . 

But these special grants were made on an un- 
systematic and ad hoc basis and on a scale 
which failed to satisfy the aspirations of the 

governments and the people in the states 
concerned. ' " 

Following threats of secession by the three claim- 
ant states, the national government established the 
Commonwealth Grants Commission, to which refer- 
ence has been made in an earlier section of this re- 
port. To it was referred the responsibility for inquir- 
ing into, and making recommendations to Parlia- 
ment concerning applications from claimant states 
for special financial assistance. "The principles and 
methods developed by the commission," notes Rus- 
sell Mathews, "provided an innovative and accept- 
able solution to the problem of horizontal fiscal im- 
balance in Australia. The commission's approach has 
been refined over the years, but from the beginning it 
has represented the most highly developed system of 
fiscal capacity equalization in any federal country. 
The recommendations of the commission have al- 
ways been accepted by federal governments. Because 
the financially weaker states are also the less 
populous states, the level of special (equalization) 
grants recommended has always been low relative to 
the financial resources of the federal government, 
New South Wales, and Victoria. No doubt this has 
contributed to the general acceptance of the equaliza- 
tion arrangements by all Australian governments. 

Special Assistance Grants 
Special assistance-or equalization-grants are 

given unconditionally to support the revenue budgets 
of the four financially weaker states-Queensland 
(the only state currently receiving special assistance), 
Tasmania, Western Australia, and South Australia- 
and of the Northern Territory. The amount recom- 
mended by the Grants Commission for a claimant 
state (or territory) is based on a sophisticated assess- 
ment of the differences in state revenue-raising 
capacity and in the costs to the states of providing 
government services. The grant will approximate 
"the financial assistance necessary to give a claimant 
state the capacity to provide services comparable to 
those of the standard states [New South Wales and 
Victoria] without having to impose higher taxes and 
charges than the standard states." The weights at- 
tached to the different revenue and expenditure items 
used in the commission's calculations of standard per 
capita revenue and expenditures "depend on the bud- 
getary performance of the two states with the highest 
fiscal capacity and are not based on an average or 
representative budget as in Canada and West Ger- 



many. " 9  Like Canada and West Germany, however, 
the calculations of the commission leading to a grant 
are not hinged on revenue effort adjustments by the 
claimant states. In short, 

. . . the Australian position reflects a philo- 
sophical attachment to federalism which re- 
gards any fiscal effort requirement as incom- 
patible with fiscal capacity equalization and 
as an unwarranted restriction on the ability 
of state governments to determine their own 
levels of revenue raising and expenditures. l o  

It should be pointed out that the disparities among 
the six Australian states (each of which to all intents 
and purposes constitutes a region of its own) do not 
arise to any great extent out of great disparities in 
individual incomes and wealth among regions. "By 
comparison with most other countries, living stan- 
dards are high in all states and there have been no 
persistent economically depressed areas in Austra- 
lia." Nor is any state-read region-without "at 
least one manufacturing industry in which [it] 
record[s] the highest production per head of popula- 
tion of any state." About the only long-term dispari- 
ty developing stems from the vast mineral and energy 
resources of Queensland and Western Australia, 
which have begun to be developed at a great enough 
rate to skew population and economic growth rates 
toward those states and away from the other four." 
(See Table I ,  page 5.) Thus, equalization in Australia 
has not taken the direction of development incentives 
"but has rather been directed towards the equaliza- 
tion of state government administrative, social, and 
economic services. " l 2  

Capital Grants and 
Approved Borrowing 

In addition to the special assistance grants, trans- 
fers are made from the national government to the 
subnational governments of Australia through the 
medium of the Loan Council in the form of capital 
grants "to assist the states to finance works of a 
nonrevenue producing nature" and others in the 
form of approved borrowing. The latter is extended 
to larger semigovernmental and local government au- 
thorities as well as to states. The national government 
also provides assistance to the states outside the Loan 
Council machinery by way of grants and advances 
for specific capital purposes. "This has enabled it to 
play a larger role in determining the direction of state 
investment; on the other hand, it has had the effect 

of multiplying the points of decisionmaking."" 
These transfers have assisted the states in a wide 
range of activities, including "land acquisition, 
[establishment of] growth centres, area improve- 
ment, sewerage, urban public transport, hospitals,, 
education, community health, the national estate [the 
term in Australia for publicly owned land], pre- 
schools and child care. " After 1974, however, the na- 
tional government began to assume from the states 
full responsibility for funding universities and col- 
leges of advanced education, accounting for a drop 
in the number and amount of such transfers; and 
from 1976-77 on, there has been a further "sig- 
nificant reduction in many specific purpose capital 
programs, especially in the field of urban and re- 
gional development. " ' 

General Revenue Grants 
The national government makes payments to sub- 

national governments in the form of general revenue 
grants. General revenue grants stem from the posi- 
tion of financial superiority which accrued to the na- 
tional government after it took over all levying of in- 
come taxes in 1942. At first the grants were made as 
tax reimbursement grants; increasing objections to 
the inadequacy of the formula on which they were 
based resulted in adoption of a new formula in 1959. 
That in turn did not prove to be satisfactory in opera- 
tion, so in 1975 the intergovernmental consultation 
process came up with a system of personal income 
tax sharing to replace the financial assistance grants. 
Under this system, each state is given a designated 
share of the national government's personal income 
tax collections based on the relationship of the earlier 
grants to such tax collections in 1975-76. The amount 
received may be used wholly at the discretion of the 
recipient states. The ratio for a given year was even- 
tually fixed at 39.87% of collections in the previous 
year. Distribution among the six states is based on 
the per capita relativities in the financial assistance 
grants made in 1975-76. Those relativities are cur- 
rently under review by the Commonwealth Grants 
Commission. (The states insisted on an enlarged 
grants commission if such a review were to be made 
so that the three-member commission has been 
augmented for that purpose by three associate 
members nominated by the states.) The overall tax- 
sharing arrangement itself was to be reviewed by the 
Commonwealth and the states by the end of 1981. 

Under the tax-sharing arrangement, the national 
government can add personal income surcharges or 



offer rebates without affecting state entitlements; but 
a guarantee provision was included to prevent state 
entitlements "from falling below the amounts they 
would have received as financial assistance grants" 
or from falling below the amount of their share the 
previous year. The guarantee was altered at the De- 
cember, 1979, Premiers' Conference so that in 1980-8 1 
each state would receive "no less in real terms than 
the amount it received in 1979-80 as measured by the 
consumer price index for the four quarters to March 
1981, as compared with the four quarters to March 
1980, in the capital city of each ~ t a t e . " ' ~  

As Richard Spann has noted, there was "no partic- 
ular rationale" for the new arrangement, "except as 
an earnest of good intentions." Thus, if the national 
government wishes "to raise or lower taxes to 
stabilize the economy or to meet a greater or smaller 
defense commitment, or to change the balance be- 
tween direct and indirect taxation, this creates no 
automatic case for changing the level of state 
grants. " 

In any case, the general purpose grant based 
on income tax provides under half of total 
grants to the states, so there is still con- 
siderable room for maneuver by the [nation- 
al government], even without changing the 
percentage. The [national] treasurer has also 
made it clear that he may declare any part of 
the income tax to be a "surcharge" in which 
case it will not be part of the base that deter- 
mines the states' share. The states could well 
end by being more uncertain about what 
they will get than they were under the old ar- 
rangements. l 7  

On the other hand, the general revenue grant system, 
which is "designed to do the main job of redistribu- 
tion between states . . . has made the special [re- 
venue assistance] grants largely redundant. . . . " '* 
As noted earlier, Queensland and the Northern Terri- 
tory are now the only "claimant" governments still 
receiving such grants. 

Since the new arrangements were put into opera- 
tion, the entitlements "flowing to the states have 
fallen well below expectations, partly because of the 
introduction of personal [income] tax indexation and 
partly because of depressed economic activity and 
high unemployment, so that the financial assistance 
formula guarantee has had to operate for most 
~ t a t e s . " '~  

Originally, general revenue grants went to state 
governments only, but under the new arrangements, 

from 1975 on, local governments receive a designated 
share-currently set at 1.75 % but designed eventu- 
ally to rise to 2070-of personal income tax collec- 
tions. State grants corn mission^^^ were required to 
be es,tablished to advise on the distribution to in- 
dividual local government authorities within each 
state of the tax-sharing entitlement, with the proviso 
only that at least 30% of the total amount. be 
distributed on a population basis. The rest is 
allocated on a "general equalization basis," with the 
precise formula left to the state commissions. Local 
governments altogether received an estimated $179.4 
million (Australian dollars) in 1978-79 under this tax- 
sharing arrangement. 

Reviewing the tax-sharing system in operation, 
Russell Mathews concluded that if its purpose was 
"to reduce the states' dependence on Commonwealth 
financial support, enhance the fiscal responsibility of 
both Commonwealth and state governments and 
make the states accountable for their own budgetary 
decisions, there has so far been little indication that 
these purposes will be achieved." 

The only effective difference between the 
tax-sharing arrangements and the system of 
financial assistance grants which they re- 
placed has concerned the method of calculat- 
ing the state revenue entitlements. Argu- 
ments between the Commonwealth and the 
states have continued to centre on the 
amounts of revenue the Commonwealth 
should raise on the states' behalf, and not on 
the principle of state fiscal autonomy. Not 
only have the states all indicated their strong 
opposition to any resumption of state in- 
come taxation, but since the introduction of 
the tax-sharing arrangements they have 
begun to establish or reduce the incidence of 
some of the main taxes under their own con- 
trol, in particular death and gift duties, land 
tax and payroll tax. 

Both the Commonwealth and the states 
must share the blame for the failure of the 
tax-sharing arrangements to result in in- 
creased fiscal responsibility for the two levels 
of government. The Commonwealth has 
demonstrated that it does not intend to make 
tax room for the states by reducing its own 
rates of personal income tax and, despite the 
consultation provisions in the Points of 
Understanding on the tax-sharing arrange- 
ments, continued to make unilateral deci- 



sions on taxation policy irrespective of the 
effects of those decisions on state finances. 
It has also continued to use its Loan Council 
domination as a major instrument of fiscal 
restraint. [The details of the tax-sharing ar- 
rangements were set forth in an intergovern- 
mental agreement called "Points of Under- 
standing. "] 

For their part, the states have demonstrat- 
ed that they are more concerned with polit- 
ical opportunities than with fiscal au- 
tonomy. They have been only too willing to 
sacrifice the principle of independence in 
taxing powers on the altar of political expe- 
diency, and to consider the main issue in 
federal financial relations to be the amounts 
of financial assistance they are able to ex- 
tract from the Commonwealth . . . . 

. . . The forthcoming review of the tax- 
sharing arrangements may determine, once 
and for all , whether the states are to par- 
ticipate effectively in a coordinated ap- 
proach to the formulation of taxation policy 
or whether Australia will remain a federal 
paradox, with a unitary and highly central- 
ized fiscal system and an aggressively federal 
political and administrative system. 2 '  

Specific Purpose Grants 

Specific purpose grants still constitute a sizable 
proportion of national government transfers to 
Australian subnational governments. As early as 
1923, the national government began making such 
grants. The years after that saw the growth of a 
limited number of relatively large specific purpose 
grant programs, usually focusing on expenditures in 
selected areas of activity but seldom tied closely to 
state revenue conditions. Indeed, federal grants have 
tended to substitute for state revenues rather than to 
stimulate state expenditures. The first grants were for 
main road construction, and later grants were made 
in such areas as education, housing, health and 
welfare services, local government, rural develop- 
ment, and urban public transport. From 1976-77 on, 
the national government has been "reducing the em- 
phasis on some specific purpose recurrent pro- 
g r a m ~ " ~ ~  in line with a decision to restrict such grants 
"to areas of national need and . . . to encourage in- 
novation or to meet special situations . . . . Except in 
the fields of education (where grants have been 
roughly maintained in real terms) and health and 

welfare (where there has been an increase in hospital 
grants and [where] it seems likely that most other 
grants will be consolidated into block grants), most 
specific purpose grant programs have been abolished 
or severely curtailed. . . . This has been especially 
the case with grants for urban and regional purposes. 
The principal reason for this has been the federal 
government's difficulty in holding down the size of 
its budget deficit . . . ."23 Not surprisingly, the 
reduction in specific purpose payments has been 
resisted by the states because of the loss of revenue 
involved. 

Specific purpose grants are in all cases conditional. 
All of them commit the subnational government to a 
particular program. Though many grants have simi- 
lar characteristics, some of them require matching 
funds from the subnational government's own 
resources. Some are short-term, one-time grants; 
others are expected to be recurring and so to be 
renegotiated periodically. And the national govern- 
ment may "administer the grant so as to gain some 
control over both policy formation and implemen- 
tation within individual departments of the [subna- 
tional] government." For these reasons, states have 
been critical of the restraints imposed on them by 
specific purpose grants. 

However, states receiving new special- 
purpose grants can partly reassert their own 
priorities by reallocating those revenues (in- 
cluding general purpose grants) over which 
they still have full control. For example, 
when in 1977 the Commonwealth increased 
its allocation to local roads but reduced 
funds for urban arterial roads, Victoria com- 
pensated by reducing its own funding for 
local roads. States can also juggle around as 
between capital and current expenditure or 
draw on internal reserves. In 1977 the 
Premier of New South Wales "found" some 
$230 million in the reserves of government 
agencies and statutory authorities . . . and 
used this to complement funds raised 
elsewhere. 2 4  

The national government makes some specific pur- 
pose grants as capital grants, others are for current 
expenditure. Some are made as a result of the appli- 
cation of a formula, others result from an inves- 
tigation into a particular need. Often they are the 
product of the intergovernmental consultation pro- 
cess and are embodied in an intergovernmental agree- 
ment, as noted in an earlier section of this study. 



Payments to Local Governments ' 

By and large, all the grants discussed in this section 
are those from the national government in Canberra 
to the states (except for the local government portion 
of tax entitlement). Under the Labor Government, in 
1974, a nationwide referendum to give Parliament 
power to finance local governments on such terms 
and conditions as it might see fit was defeated at the 
polls. However, that government did begin to make 
unconditional block grants to local governing au- 
thorities, which were replaced after the Liberal-Na- 
tional Country Party government came into office in 
1975 with the income tax-sharing arrangements de- 
scribed earlier. The shares to which individual local 
governing bodies are due are distributed to them by 
the states on the basis of the recommendations of 
state grant commissions. In addition, the national 
government continues to make a limited number of 
specific purpose payments directly to local govern- 
ments, and several other specific purpose payments 
are passed through the states to local governments, as 
indicated in Table 7. 

All of the direct grants in 1977-78 totalled $14.17 
million, and the total pass-through grants for that 
year amounted to $137.56 million, of which $1 16.95 
million went for roads (all figures are in Australian 
dollars).25 All told, grants from the national govern- 
ment do not constitute a major portion of local gov- 
ernment revenues. 

After the Northern Territory became self-gov- 
erning on July 1, 1978, and the main functions of 
government were transferred to the Northern Ter- 
ritory Assembly in 1979, the same financial arrange- 
ments that prevail between the Australian states and 
the national government were applied to it, so that 
from July 1, 1979, the territory has received "a per- 
sonal income tax-sharing entitlement, relevant specif- 
ic purpose payments, and genera4 purpose capital 
funds on the same basis as state Loan Council pro- 
grams. The territory . . . [also has] access to the 
Commonwealth Grants Commission, and [it] applied 
for a special [purpose] grant through the commission 
for 1979-80."26 

As for local governments, other than the grants 
from the national government, local councils are on 
the receiving end of transfers from their parent state 
governments. Although, as noted earlier, local gov- 
ernments are heavily dependent on the property tax, 
they have long depended as well on grants from state 
governments for a number of specific purposes- 
roads, water and sewerage schemes, libraries-as 

Table 7 

Payments to Local Governing 
Authorities in Australia, 1977-78 

Direct grants 
Preschools and Child Care 
Nursing Homes 
Home Nursing 
Aged or Disabled Persons Homes 
Aged Persons Hostels 
Delivered Meals Subsidy 
Handicapped Persons Assistance 
Community Youth Support 
Homeless Persons Assistance 
Arts 
Aerodrome Local Ownership Plan 

Payments through the States 
Assistance for Exmouth Shire 
Preschools and Child Care 
Homecare Services 
Senior Citizens Centres 
Urban Food Mitigation 
Urban Water Supply 
Capital Assistance for Leisure Facilities 
National Estate 
Urban Public Transport 
Roads 

SOURCE: Russell Mathews, Australian Federalism 1978, 
Canberra, The Australian National University, 
Centre for Research on Federal Financial Rela- 
tion, 1979, p. 162. 

well as on general purpose grants. Unfortunately, 
there are no published statistics which separate state 
grants from own sources to local governments, as 
distinguished from grants from the national govern- 
ment passed through the states to local authorities. 
Estimates suggest, however, that, taken together, 
they are far less in dollar amounts than is the total of 
grants from the national government and that they 
fell off slightly in the late 1970~ .~ '  There are, of 
course, variations from state to state; but in general, 
state distribution of grants is not influenced by the 
tax efforts of recipient local governments. In any 
case, as R.N. Spann observes, "there has been no 
great feeling in state circles that local councils should 
be encouraged to expand their functions, or to have 
more public money at their disposal to spend as they 
pleased. " 2 8  



In sum, transfers from the national government to 
state and local governments in Australia have tended 
to emphasize general purpose/revenue sharing ar- 
rangements, though specific purpose project grant 
programs have been utilized in a number of areas of 
governmental activity. Little use has been made of 
block grants or formulas. The fiscal equalization 
principle has been an important element in grants ar- 
rangements, focusing on fiscal capacity equalization 
and fiscal performance equalization. Noteworthy, 
too, is the extensive use of independent statutory 
authorities in the grant process. 

CANADA 
In Canada, expenditures by the national govern- 

ment have not risen dramatically, but "provincial 
and local government expenditures rose . . . from 
less than 10% of GNP (in 1955) to about 25% by 
1975. . . . In 1978, provincial, local, and hospital ex- 
penditures . . . were about 1-1/2 times those of the 
federal g o ~ e r n m e n t . " ~ ~  This shift in the relative ex- 
penditures among governments was basically due to 
the rapid postwar increase in demand for the services 
assigned by the British North America Act to the prov- 
inces-notably health, education, transportation, 
and community amenities-and to the stimulation by 
the national government of provincial and local ef- 
forts to meet that demand. In 1979, the provinces 
and municipalities spent 67.4% of the revenues 
available to all government levels combined. Al- 
though provincial and municipal tax revenues rose 
along with the demand for expenditures-amounting 
altogether to 54.4% of total government revenues 
derived from their own taxes in 1979-a considerable 
gap between expenditures and revenues remained in 
many of the provinces and particularly at the local 
government level. 

Obviously, the provinces with great resource re- 
serves, particularly of oil and gas, have been able to 
reap immense revenue bonuses from 1974 on, while 
those provinces without such resources have had only 
traditional tax sources to rely on and so have been 
badly disadvantaged. Alberta in particular has ac- 
cumulated huge surpluses, and both Saskatchewan 
and British Columbia have consistently had surpluses 
as well. However, the seven Eastern provinces have 
had deficits of various sizes. Given the Canadian 
constitutional arrangement, "which vests in the prov- 
inces ownership of natural resources, such as oil, 
that are unequally distributed across the country," 
nothing much can be done to ameliorate the situation 

save by some kind of equalization scheme under the 
aegis of the national government. 30 

As for local governments, for the most part their 
revenue position has been declining steadily over the 
last decade, but so have the demands for expendi- 
tures at that level. Even so, concludes a recent study 
of local government in Canada, taken as a whole 
local governments have been meeting less than half . 
of their total expenditures out of own-source rev- 
enues. Put another way, Canadian local govern- 
ments have been becoming steadily more dependent 
financially on senior levels of government, especially 
on provincial governments. On the expenditure side, 
local governments are locked into much of their ex- 
penditures (over half of which go for health, social 
services, and education), which are mandated by the 
provincial governments and over which localities 
have very little discretion. 3 1  

The result of these trends at the subnational level 
has been the development by the national govern- 
ment of an elaborate and expensive system of in- 
tergovernmental fiscal transfers. 32 Transfers of funds 
from the national to the other governments of Can- 
ada have been made since.the beginning of confeder- 
ation. The oldest fiscal transfer payments are subsi- 
dies paid to each province as part of the terms of con- 
federation. These subsidies were estimated to amount 
to $34.1 million (Canadian dollars) in 1980-8 1. They 
take several forms, including grants in support of 
provincial legislatures, per capita grants, debt 
allowances, and certain special grants. Most of the 
other transfers are embodied in the Federal-Provin- 
cia1 Fiscal Arrangements and Established Programs 
Financing Act of 1977, which expires in 1982. 
Negotiations for its renewal, with a view to having 
legislation enacted by April 1, 1982, are already well 
under way. Still other arrangements for the transfer 
of funds from Ottawa to the subnational govern- 
ments are embodied elsewhere. When it is realized 
that total payments by the national government to 
provincial and municipal governments were esti- 
mated to reach $1 1.2 billion (Canadian dollars) in 
fiscal 1979-80 and to constitute about 22% of esti- 
mated total national budgetary expenditures in that 
year, the importance of those transfers can be more 
realistically understood. 

The 1977 act not only continues the basic structure 
of harmonized tax definitions and collection ar- 
rangements discussed earlier in this report, it incor- 
porates a system of equalization payments directed 
toward the less-favored provinces, incorporates 
measures to shore up the stabilility of provincial 
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government revenues, and provides for the financing 
of three major social programs-hospital insurance, 
medicare, and postsecondary education. 

Equalization 

The Canadian national government has made 
equalization payments to provinces with tax yields 
below a specified standard since 1957. Since 1967, the 
purpose of the program has been to provide fiscal 
support to those provincial governments which have 
demonstrated the inability to raise revenues from 
their own economies through a broad range of taxes 
sufficient to maintain an adequate level of public ser- 
vices without having to resort to relatively high rates 
of taxation. Thus, while the calculation of equaliza- 
tion payments is made with reference to the capacity 
of the provinces to derive revenue from taxation, its 
purpose relates equally to provincial expenditures- 
that purpose being to make it possible for each prov- 
ince to provide its residents with a reasonable level of 
public services at  average rates of taxation. 

The system is based on the "representative tax sys- 
tem" pioneered by the U.S. Advisory Commission 
on Intergovernmental Relations. That system utilizes 
an "equalization formula" which takes all provincial 
sources of revenue into account. If the calculation of 
per capita revenue receipts for any province turns out 
to be less than the national average per capita yield, 
the province receives an unconditional, no-strings- 
attached grant equal to the per capita shortfall 
multiplied by its population. 

The 1977 act identified 29 revenue sources in its 
construction of a representative provincial revenue 
structure. Table 8 lists those sources and the provin- 
cial entitlements for fiscal 1979-80 resulting from ap- 
plication of the formula. Chart 1 shows graphically 
how that application worked in practice in 1980-81. 
Equalization payments have been made regularly to 
seven of the ten provinces (see Table 9), which be- 
tween them account for approximately 45% of the 
nation's population. As a consequence of these pay- 
ments-as well as of the willingness of the receiving 
provinces to impose a relatively high level of taxes- 
there appear to have been remarkably small differ- 
ences between provinces in respect of their public ser- 
vices. 

Only Ontario has never received an equalization 
payment; however, it merited interim entitlements 
"of $1 13 million for 1977-78, $203 million for 
1978-79, and $255 million for 1979-80." (The federal 
fiscal arrangements regulations, which govern equali- 

zation payments, provide for interim payments and 
final adjustment payments which need not be calcu- 
lated until 35 months after the end of a fiscal year.) 
The national government presumably took into ac- 
count the size of the payments due Ontario and its 
consistently higher-than-the-national-average per- 
sonal income per capita; and, given the mounting 
federal deficit in those years, concluded that pay- 
ments of that magnitude would not be appropriate. 
"It may also be argued that making payments to On- 
tario . . . would weaken the overall credibility of the 
program. " 3 3  Very likely, the exclusion of Ontario 
cannot be maintained for very long. It will certainly 
be one of the principal matters to be examined in the 
discussions leading up to a revision of the program 
when the present one expires at the end of the 
198 1-82 fiscal year. 

Requiring equal examination is the matter of un- 
equal provincial revenues from natural resources, 
most of which accrue to the three western provinces 
producing oil and gas. Oil and gas revenues have 
been included in equalization since 1967-68 and give 
rise to large equalization entitlements because the 
disparities among provinces in respect of resource 
revenues are exceptionally large. As a result, an in- 
creasingly large proportion of equalization has been 
paid because of revenues of a kind that are not levied 
in all provinces and that bear very little relationship 
to the costs of public services in any province. The 
federal government recognized that equalization 
might produce windfalls, even to the poorer prov- 
inces, and that the federal capacity to finance 
equalization might become strained if the formula 
were not altered to take into account resource 
revenues. In the 1977 fiscal arrangements, the federal 
government cut back on the extent to which those 
revenues would be included in equalization (a 50% 
maximum was set) and a ceiling on the proportion of 
total equalization that may relate to resource rev- 
enues was superimposed on the equalization for- 
mula. That ceiling came into effect for the first time 
in 1980-8 1. 

The problem is how to compensate the other prov- 
inces for the lack of natural resources revenues. It is 
obvious that if 'the present equalization formula is 
kept intact, the bulk of the additional compensatory 
payments will have to come from the very provinces 
which lack a lucrative natural resource tax base. The 
conclusion is inevitable, argues J. F. Helliwell, that 
an "equalization system financed by federal tax rev- 
enue is unsuitable for transferring rapidly rising 
resource revenue from the richer to the poorer prov- 



Table 8 

CANADIAN EQUALIZATION ENTITLEMENTS BY REVENUE SOURCE AND PROVINCE, 
FEDERAL-PROVINCIAL FISCAL ARRANGEMENTS, 1977-82, 

FOR THE YEAR 1979-80 
(in thousands of Canadian dollars) 

Revenue Source 

Prince Seven 
Newfound- Edward Nova New Saskatch- British Recipient 

land Island Scotia Brunswick Quebec Ontario Manitoba ewan Alberta Columbia Provinces 

Personal Income Taxes $ 
Business Income Revenues 
General Sales Tax 
Tobacco Taxes 
Gasoline Taxes 
Diesel Fuel Taxes 
Noncommercial Vehicle Licenses 
Commercial Vehicle Licenses 
Revenues from Sale of Spirits 
Revenues from Sale of Wine 
Revenues from Sale of Beer 
HospitaUMedical Insurance 

Premiums 
Succession Duties Gift Taxes 
Race Track Taxes 
Forestry Revenues 
Crown Oil Revenues 
Freehold Oil Revenues 
Crown Gas Revenues 
Freehold Gas Revenues 
Sales of Crown Leases 
Other Oil and Gas Revenues 
Mineral Revenues 
Water Power Rentals 
Insurance Premium Taxes 
Payroll Taxes 
Property School Taxes 
Lottery Revenues 
Miscellaneous Provincial Taxes 
Shared Federal Revenues 

Total Entitlements $ 343,842 $ 79,053 $ 418,943 $ 355,595 $ 1,574,388 $255,049 $ 294,817 $ 51,517 $-2,657,708 $- 715,502 $3,118,155 

SOURCE: Department of Finance, Government of Canada, Third estimate for 1979-80 of payments under the Federal-Provincial Fiscal Arrangements and 
Established Programs Financing Act, 1977. 



Table 9 

THE GOVERNMENT OF CANADA'S EQUALIZATION PAYMENTS, 1977-78 
(in Canadian dollars) 

Payments to 

Newfoundland 
Prince Edward Island 
Nova Scotia 
New Brunswick 
Quebec 
Manitoba 
Saskatchewan 
TOTAL 

Total 
(in millions of dollars) 

Per Capita 
(dollars) 

$494 
524 
410 
398 
21 1 
230 
62 

SOURCE: Department of Finance, Government of Canada, Seventh Estimate of Fiscal Equalization, March 31,1980, 

vinces . . . . " 34  Thus, the issue of resource revenue is 
bound to be another major point of discussion in the 
intergovernmental negotiations leading up to the 
1982 fiscal arrangements. 

One other attempt to lessen regional disparities 
deserves brief comment. The regional development 
program of the national government under the 
auspices of the Department of Regional Economic 
Expansion (DREE) approaches the problem by at- 
tempting to provide incentives to industry to locate 
or expand in below-par areas of the country (most of 
them in Eastern Canada) and thus to generate sus- 
tained development there over time. The focus has 
been on providing employment opportunities. Rather 
than helping individuals with limited employment 
and mobility opportunities, however, DREE's help 
has been extended to firms. The mechanism of the 
transfer of funds has ordinarily been a general 
development agreement negotiated between the prov- 
ince and DREE (Prince Edward Island operates 
under a different arrangement). The program as a 
whole does not appear to have been very successful in 
that the depressed regions of the country remain in 
very much the same relative status today that they oc- 
cupied a decade ago when the program was begun. 
Early in 1981, DREE announced that it was working 
on new "options" to make its programs to reduce 
regional disparities more effective. They would in- 
volve, DREE Deputy Minister Robert Montreuil 
declared, commitment of funds on an industry-by- 
industry basis to help raise efficiency and cost- 
competitiveness, a "greater degree of cooperation 
and consultation, both with governments and with 
industry, to achieve collective objectives," and a pro- 

gram especially directed to the needs of Western 
Canada. 3 5  

Stabilizing Provincial Revenues 

In the earlier tax agreements between the national 
government and the provinces, the national govern- 
ment provided to the provinces some assurance of a 
revenue "floor. " When the 1977 financial ar- 
rangements were negotiated, the national govern- 
ment surrendered to the provinces one percentage 
point of its personal income tax-i.e., agreed to 
lower its own take by one percentage point-and 
gave the equivalent of another one percentage point 
to the provinces on a one-time only basis. This 
transfer was presented as final. However, the na- 
tional government did agree to protect each province 
against a reduction in the personal income tax 
revenue due it as a result of subsequent changes in the 
national personal income tax structure. The revenue 
impact of any such change on each province is 
estimated by the national government for each tax 
year. Where the change would reduce the national 
basic tax more than I%,  a payment of any amount 
exceeding 1% is divided among the provinces. This 
guarantee applies only if the national change@) is an- 
nounced in a fiscal year to take effect in that same 
year and the provinces enact complementary legisla- 
tion. 

"This guarantee limits the exposure of 
provincial governments to unpredictable 
changes in their revenues arising from main- 
taining a uniform tax system. But it also 



limits the federal government's commitment 
to the first year in which a change is in ef- 
fect. Initially this guarantee was to be 
[limited] to the nine provinces for which the 
federal government collects personal income 
tax. After a request from Quebec, however, 
the guarantee was made available to that 
province also for instances when it changes 
its personal income tax in parallel with 
moves at the federal level. "36 

Established Programs Financing 
The third important area covered by the Fiscal Ar- 

rangements Act of 1977 is the financing of three pro- 
grams whose antecedents date back many years- 
hospital insurance, medicare, and postsecondary 
education. In all three programs, as they were origi- 
nally conceived, the national government essentially 
matched provincial outlays on an even-steven basis 
with no ceiling. Over the years, the costs to the na- 
tional government increased sharply as the provinces, 
often in response to federal initiatives, added, to 
varying degrees, services and programs to be 
matched. Meanwhile, the provinces began to feel that 
the federal incentives in those areas undermined their 
control over provincial priorities. There were other 
considerations, of course, but by the mid-'70s, it be- 
came necessary to rethink the arrangements-at least 
in the most extensive and expensive program areas. 

Under the 1977 arrangements, a system of estab- 
lished programs financing (EPF) was instituted to 
cover the national government's contributions to the 
provinces toward the cost of the three program areas. 
Under EPF, the national government's contributions 
are no longer directly related to provincial expendi- 
tures, but instead are tied to the rate of growth of the 
economy. Nor are grants to the provinces for these 
programs any longer tied to provincial outlays in the 
three specific program areas, although the provinces 
have committed themselves to continue to meet 
minimum standards in some key respects. Rather, 
under the new arrangements, about half of the an- 
nual contribution from Ottawa is paid to the prov- 
inces in cash in the form of block grants. The amount 
of the block grant to each province is determined by 
using the 1975-76 federal contribution to hospital 
care, medical care, and postsecondary education as 
the base. A formula-which uses half of the national 
average per capita payment during the base year as 
the foundation grant, and which incorporates a mov- 
ing average of growth rates for per capita GNP as an 

escalator-is utilized to calculate the exact amount 
due each province. The cash payments are divided 
among the three programs on the basis of their re- 
spective proportion of the total amount in the base 
year. Payments to the provinces are made by the pro- 
gram departments in the national government. 
Roughly one-half is allocated to hospital insurance, 
one-sixth to medicare, and the remaining one-third to 
postsecondary education. In addition, the basic cash 
payment is supplemented by an unconditional grant 
equaling one percentage point of the personal income 
tax and-in those provinces receiving equalization 
payments-of the equalization entitlement as well. 

The remainder of the grant to each province under 
EPF is provided through tax room. The national gov- 
ernment yielded to the provinces 13.5 percentage 
points of its personal income tax and one percentage 
point of its corporate income tax, once again supple- 
mented by associated equalization in the provinces to 
which those grants are made. There were also special 
transitional payments to ensure that each province 
would receive at least an amount equal to the earlier 
cash payments had there been no tax transfer. 

Finally, a special arrangement was made to pro- 
vide grants for the first time to the provinces under 
an Extended Health Services Program. Payments 
under this program (made on a per capita basis, 
escalated by growth in per capita GNP) are to assist 
the provinces in providing such supplementary kinds 
of services in the health care field as residential and 
nursing-home care. 

As a result of operations of the 1977 arrangements, 
critics agree, the structure of Canadian fiscal ar- 
rangements has been moved "closer to the structure 
of responsibilities provided for in the constitution 
. . . ."" At the same time, the financial position of 
the provinces has been improved substantially. 
"Counting the equalization payments associated 
with the transferred tax points, the federal contribu- 
tion for 1977-78 [was] $924 million higher than it 
would have been [under the old arrangements];" and 
the difference continues to grow. In addition, the na- 
tional government "now has clearly defined obliga- 
tions for its contributions in support of three of the 
major shared-cost programs. . . . It also has the as- 
surance that the provinces will continue to maintain 
standards in such facets of [the health] programs as 
portability and degree of ~ o v e r a g e . " ~ ~  For their part, 
the provinces are considerably freer than they were to 
devise their own programs, and they are assured of 
continuing, predictable receipts. Nor do they have to 
submit to detailed federal monitoring and auditing of 



their outlays in the three areas. 
Summing up, the Bank of Nova Scotia concluded, 

Because there is no longer dollar-for-dollar 
federal matching of provincial spending, any 
progress a provincial government is able to 
make in containing the growth of its spend- 
ing in these [EPF] areas will be completely, 
rather than half, reflected in a betterment of 
its fiscal position. All told, the new ar- 
rangements are an entry on the constructive 
side of the national ledger. 3g  

On the other hand, the assumption underlying 
EPF was that the cost to the national government of 
its expenditures in this connection would be justified 
because it would assure maintenance of "the por- 
tability of Canadian citizenship" and of the right of 
a11 citizens to the same "basic levels of service . . . in 
every part of the country."40 Whether that assurance 
is present may be subject to question. It appears that 
EPF may be an invitation to the provinces to increase 
their income while at the same time permitting their 
services in those areas to erode. Some provinces have 
cut back on their expenditures or have added charges 
for some services that were formerly free, particu- 
larly in the health fields, resulting in some "falling 
away from the principles of public financing, com- 
prehensive coverage, and universal access"-all of 
which Canadians have come to expect will be ob- 
served. ' 

In the area of postsecondary education, where the 
federal government's funding "has steadily grown 
from 46% (1976-77) to 57% (1979-80) . . . the pro- 
vincial share drop[ping] from 38% to 26% in the 
same period . . . the figures indicate the provinces 
are bleeding off to other uses the federal funds in- 
tended for universities, although the specific sums 
vary and are hard to tie down." Indeed, concluded 
Prof. Vaira Vikis-Freibergs, President of the Social 
Science Federation of Canada, "the federal govern- 
ment rarely receives recognition from the provinces 
for the $1.3 billion in unconditional cash grants plus 
tax points for postsecondary education. Canadians 
never learn who is supporting their universities. It is, 
therefore, a natural tendency for federal politicians 
to want to put their money elsewhere to receive some 
credit. There seems to be some indication this in fact 
will happen. "" 

Unfortunately, the national government left itself 
with "no accountability mechanism sensitive enough 
to quantify [possible provincial aberrations] in ac- 

curate figuresvd3-in effect, without either monitor- 
ing or suasive powers over the provinces. (With 
regard to monitoring, the national government does 
have a royal commission to review program opera- 
tions. Such a commission was employed to review the 
medicare part of EPF, and considerable falling away 
was revealed.) Moreover, based on the intergovern- 
mental consultation process, as the financial ar- 
rangements are, they cannot be amended without the 
consent of all the provinces; even then, by the terms 
of the act, it requires three years' notice for termina- 
tion of federal payments. "The only power the feder- 
al government really has (is] cutting funding [which] 
is almost certainly politically untenable. "44 

Canada Assistance Plan 

One major shared-cost program is not included un- 
der EPF. The Canada Assistance Plan, a major pro- 
gram designed to provide adequate assistance to per- 
sons in need, was put into effect in 1966. It is perhaps 
unique among the products of the intergovernmental 
consultation process in that it came about as the 
result of provincial initiatives, which federal policy 
was designed to accommodate, instead of the other 
way round. Three general programs are conducted by 
the provinces under CAP: 

public assistance to needy individuals and 
families; 

child welfare services, including child protec- 
tion, juvenile delinquency programs, ser- 
vices to unmarried mothers, and adoption 
services; and 
preventive social services, including com- 
munity development programs, early child- 
hood services, counseling services, home- 
maker projects, and senior citizen services. 

The national government pays half of the costs of 
operating such programs in each province. The prov- 
ince may choose to administer a program itself, 
designate a municipality as a "provincially approved 
agency" to conduct a program (in which case it may 
pass on to the municipality a share of the costs), or 
make use of agencies operated by private groups 
which may be designated as "provincially approved 
agencies." Although the provinces may recommend 
projects for consideration by the national govern- 
ment, the national government established the pro- 
grams which are eligible for cost sharing. It is also up 
to the provinces to determine to which particular in- 



dividuals and families payments under the plan will 
be made. A provincemay not require a period of resi- 
dence as a condition of eligibility. At the request of a 
province, the national government will make avail- 
able, where' feasible, through the federal Department 
of Health and Welfare, consultative services with 
respect to the development and operation of CAP 
programs. 

Other Shared-Cost Programs 

Over the years the national and provincial govern- 
ments have negotiated between them agreements to 
share costs through conditional grants in a wide 
variety of fields, and those agreements today are one 
of the distinctive features of Canadian fiscal federal- 
ism. The rationale for a conditional grant is generally 
accepted to be that the federal government should 
pay provinces for acting as agents of the national 
government in achieving a level and quality of ser- 
vices that meet the national interest. Constant atten- 
tion is paid to the development and nature of such 
programs by agencies and departments of the two 
levels of government. The total aid package of each 
province is constantly being altered as new agree- 
ments are reached and old ones are redrawn or  
dropped. Thus, it is hard to ascertain at any partic- 
ular moment just what the total shared-cost commit- 
ment of the national government to the provinces 
amounts to, or how much federal money is coming 
into each province at any one time as a result of 
agreements in effect. Nor is it clear to average Cana- 
dian citizens just what the mix of government fund- 
ing is in the range of governmental services they 
receive, inasmuch as cost-sharing arrangements vary 
from one program to another. In recognition of that 
problem, the national and New Brunswick govern- 
ments negotiated an agreement in 1978 to cooperate 
in informing citizens about jointly financed pro- 
grams. A similar agreement has been in effect with 
Manitoba since 1975. Finally, the division of labor 
between national and provincial administrative agen- 
cies in most shared-cost programs reduces the possi- 
bility of accountability of both governments for the 
effectiveness of the program in operation. 

Much the most important of the grants under 
shared-cost agreements are those which compensate a 
province for one-half of its cost for a well defined 
program. A typical example is the $18 million agree- 
ment between Ottawa and Saskatchewan, initiated in 
1980, which provides that over four years the two 
governments will share equally the costs of projects 

that demonstrate the potential for energy savings or 
encourage the development of alternative energy 
sources. Shared-cost programs range across almost 
the entire spectrum of government programs in Can- 
ada-from agriculture to manpower' training re- 
search, from energy development to citizenship and 
language instruction for immigrants, and from in- 
dustrial development to assistance in upgrading high- 
ways. In 1977, the largest number of programs was in 
the environmental area; the next largest, programs in 
aid of northern development. The many agreements 
and programs come in a variety of guises and involve 
a range of financing, payment, and management ar- 
rangements. Some are bilateral; some have a set 
timespan and are temporary or one-time arrange- 
ments; others are regarded as relatively permanent 
and do not involve a set termination date. 

Special Financial Arrangements 
Between the National Government 

and Quebec 
This section is reproduced virtually verbatim 

from a "Summary of Intergovernmental Fis- 
cal Arrangements in Canada," supplied by 
D. H. Clark, Assistant Director, Federal- 
Provincial Relations Division, Department 
of Finance, Government of Canada. 

Since 1964, the national government has had 
special financial arrangements-often referred to as 
"contracting out" arrangements-with Quebec. 
These arrangements relate mainly to the financing of 
hospital insurance and the Canada Assistance Plan. 
While other provinces receive their transfers in these 
programs in the form of cash payments, the transfers 
to Quebec have been partially replaced by a personal 
income tax transfer-that is, a reduction in the 
amount of federal tax which must be paid by resi- 
dents of Quebec, enabling that province to increase 
its tax correspondingly. The amount of the reduction 
in federal revenues from the personal income tax is 
subtracted from the cash transfer that otherwise 
would be paid to Quebec by the national govern- 
ment. As a consequence, Quebec has no financial ad- 
vantage over the other provinces. However, it has an 
enlarged income tax system and is less dependent 
upon federal cash transfers than are other provinces. 
This arrangement was originally offered to all the 
provinces, but the offer was taken up only by 
Quebec. As of 1979-80, approximately $800 million 
had been transferred to Quebec through this special 
arrangement. 



Provincial-Municipal Grants 
As noted earlier in this chapter, local governments 

(chiefly municipalities) taken together are in a deficit 
situation all across Canada, meeting less than half of 
their expenditure obligations from own-source reve- 
nues. The balance is made up by intergovernmental 
transfers, by and large from the provincial sector, 
making local government even "more of an admin- 
istrative agency of provincial governments. . . ."45 

For the most part, the provinces have opted to make 
grants in lieu of taxes for provincial property within 
municipal boundaries and a variety of other grants, 
chiefly with conditions attached. 

Far and away the largest provincial conditional 
grants are for education, in 1976 constituting 62% of 
all provincial grants to municipalities. Other condi- 
tional grants are for police, water and sewer services, 
neighborhood improvements, road maintenance, ur- 
ban transportation, and cultural and recreational ac- 
tivities. Most conditional grants are " 'closed' (their 
amount determined by the province), not 'open' (a 
fixed percentage of recipient expenditures) as [is] the 
case with the major federal-provincial conditional 
 transfer^."^^ Other provincial transfers to munici- 
palities are unconditional-genera1 purpose-grants, 
under which the province supplies funds on a per 
capita or other basis to be used more or less at the 
discretion of local authorities. However, these 
grants, while coming into somewhat broader use in 
recent years, still constituted only an estimated 15% 
of total transfers in 1976. 

While provincial grants have been increasing and 
have come to constitute roughly half of municipal 
revenues, the grants have not been based "on any 
part of objective criteria, but on annual negotiations 
between the two levels of government or on provin- 
cial discretionary judgments. . . . This type of an- 
nual practice has created uncertainty and inflexibility 
in municipal finance management" and reem- 
phasizes the lack of municipal autonomy throughout 
Canada. 4 7  

Some of the provinces recently have recognized the 
need of municipal governments for more revenue. In 
some, the total amount of grants to local govern- 
ments has begun to be tied to the yield of specified 
provincial taxes; and a number of provincial grants 
to local governments have incorporated equalization 
or fiscal need components. Several provinces have in- 
stituted revenue sharing programs. Quebec, Ontario, 
Saskatchewan, Manitoba, and British Columbia 
have instituted programs which "provide munici- 

palities with a defined proportion of provincial 
revenues collected." Saskatchewan's program rolls 
certain former conditional and unconditional 
grants-but not all of them-into revenue sharing, 
those rolled in differing between rural and urban 
municipalities. Two pools, the size of which is deter- 
mined annually, have been established-one for ur- 
ban municipalities as a group, the other for rural mu- 
nicipalities. Annual increases in the pools are "deter- 
mined according to an 'escalator' that reflects the 
growth of the provincial economy. " Finally, the two 
pools are distributed among their respective 
municipalities according to two specific formulas. 
Grants for rural municipalities are distributed in 
much the same way as previously, while those for ur- 
ban municipalities are distributed under a three-part 
formula: a flat amount per community, a per capita 
amount, and a " 'foundation grant' which . . . 
recognize[s] special local circumstances with respect 
to costs and services. '"* 

For its part, the national government has directly 
assisted municipalities by making grants in lieu of 
taxes on federal property within municipal bound- 
aries (although not necessarily in amounts equal to 
property taxes foregone). Early in 1980 Ottawa an- 
nounced a new municipal grants program, to be 
phased-in over a four-year period, to broaden the 
range of federal properties on which grants in lieu 
will be paid. Virtually all federal holdings in urban 
and rural areas, including those of federal crown cor- 
porations, will now be included in grant calculations. 
Other federal grants have been made available to 
municipalities in the areas of housing, industrial 
development, urban renewal, and home insulation, 
as well as those directed at strengthening municipal 
infrastructure. The amount of money granted to 
local governments under these programs has been 
very small and for the most part has been channeled 
through the provinces. Indeed, Donald Higgins con- 
cludes, "As a proportion of total municipal revenue, 
the federal government's impact is not highly signifi- 
cant to municipalities overall, but only to those that 
have a heavy federal physical presence. "49 

In sum, Canada has developed a sophisticated 
equalization program, and it has replaced categorical. 
grants with established program financing in three 
important program areas, thus reducing "substan- 
tially the role of conditional grants. Yet the large 
number of remaining grants, mostly for modest pro- 
grams, is still a significant element of intergovern- 
mental finance."50 



THE UNITED STATES thereby permitting federal administrators actively to 
influence both their program priorities and im- 

Transfers from the national government to the 
subnational government of the United States have a 
long history. As Daniel Elazar points out in his 
classic Cities of the Prairie, federal-state grant pro- 
grams, "ranging from school land grants which 
made possible the establishment of the first public 
schools in the cities of the prairie through a variety of 
different grants for internal improvements that pro- 
vided the impetus for connecting them to each other 
and to the rest of the country, became increasingly 

- common even before the inauguration of the great 
20th century cooperative programs. These programs, 
which were developed in response to the universal 
problems of the 19th century, led directly into the 
cash-grant . . . programs of more recent years. 

The use of federal transfers became increasingly 
common after World War I1 and by now constitute 
roughly one-quarter of total state and local revenues. 
Put another way, they have come to absorb an in- 
creasing proportion of federal expenditures: in 1950 
transfers to state and local governments constituted 
5.3% of total outlays by the national government 
(8.8% of its domestic outlays); in 1960,7.7% of total 
outlays (1 5.9% of domestic outlays); in 1970, 12.2% 
of total outlays (2 1.1 % of domestic); and in 1980 
(estimated) 15.6% (20.9%). Most of the growth in 
the number (498 in 1 979)52 and in the value ( approx- 
imately $83 billion in 1980) of federal transfers- 
more commonly referred to as grants-in-aid-oc- 
curred in the late 1960s and early 1970s, a period en- 
compassing the Great Society concept of the Johnson 
~dministration and the New Federalism concept of 
the Nixon Administration. The Johnson Administra- 
tion promoted broad, new initiatives by the national 
government featuring grants-in-aid in such areas as 
elementary and secondary education, health care, 
and urban revitalization. The Nixon Administration 
actively sought to transfer control of some federal 
grant programs to the states and brought about 
enactment of revenue sharing-a major departure in 
the character of federal transfers. 

Recent years have seen a change in the distribution 
of federal assistance outlays, from those emphasizing 
commerce and transportation to those for health and 
human resources programs. They have also seen a 
change in the objectives and operations of such pro- 
grams, from supporting ongoing operations of state 

plementation processes. 
With the increasing amounts of federal money 

poured into intergovernmental transfers, George 
Break concluded, by 1980 the federal government 
had become mainly a transfer agency, shifting funds 
to other units of government which had become the 
main providers of direct services to the public. "In 
1976, the latest year for which national income and 
product accounts data for all three levels of govern- 
ment are available, purchases of goods and services 
were only 34% of total federal expenditures but 56% 
of state, and 96% of local expenditures. " 5 3  

Today, virtually every general purpose local 
government unit, and many which are special pur- 
pose, receive some federal aid. This constitutes a 
relatively new phenomenon. Until the enactment of 
General Revenue Sharing in 1972, many local 
jurisdictions did not get any federal aid or received 
such aid only in very small amounts for a few limited 
purposes. Even today most federal grants go to larger 
units of government: federal aid to the nation's 47 
largest cities, for example, jumped from 2.6% of the 
cities' own-source revenue in 1957 to an estimated 
49.7% in 1978. 

The enlarged amount of federal transfers has not 
only contributed directly to the expansion of state 
and local government expenditures, but has en- 
couraged state and local governwents to raise addi- 
tional revenue from their own sources through new 
or increased taxes in order to provide the matching 
funds required by most grant-in-aid programs to at- 
tract federal funds. To a considerable extent, the 
growth of governmental activity at state and local 
levels in the U.S. represents the widening range of 
domestic initiatives taken by the national govern- 
ment. for which federal transfers are made available. 

Federal moneys supported state and local ef- 
forts to tackle tough social and physical 
problems, they stimulated new undertak- 
ings, they helped develop more systematic 
ways of identifying interfunctional linkages 
and coordinating activities, and they en- 
couraged improvement of recipient organi- 
zational arrangements and personnel sys- 
tems, as well as planning and management 
capabilities. 5 4  

and local governments to using federal funds to prod Indeed, Carl Stenberg concluded, "From the stand- 
those governments to take action in support of spe- point of intergovernmental impacts . . . the federal 
cific national purposes as defined by Congress- government's assumption of progressively greater 



responsibility for dealing with domestic problems 
through use of grants-in-aid stands out as a dominant 
feature" of the postwar period.55 On the other hand, 
argues D.W. Stephenson, "the plethora of condi- 
tional grants . . . has made rational intergovern- 
mental financial arrangements virtually impossible 
. . .  9 9 

Basically, four kinds of instruments are used in 
making transfers from the national government to 
subnational governments: formula categorical 
grants, project categorical grants, block grants, and 
General Revenue Sharing. Leaving General Revenue 
Sharing aside for a moment, and speaking only of 
categorical grants, "there is a general recognition 
that [they] have been a major cause of increases in 
government expenditures, and with the current 
squeeze on revenues, there is a desire to simplify the 
intergovernmental financial system." Whether re- 
form is possible seems doubtful to many, given "the 
'iron triangle' of special interest groups working with 
the committees of [Clongress interested in their sub- 
jects and the civil servants in the line federal depart- 
ments who work together to maintain and expand the 
current chaotic grant structure. "56 

Categorical grants inevitably involve strings, which 
often seem to be expensive and intrusive to state and 
local officials. Both block grants and general revenue 
sharing represented the efforts of the national gov- 
ernment to respond to growing complaints from state 
and local public off&ials about the confusion arising 
from the multiplication of categorical grants, their 

uncertainty from year to year, and the infringement 
upon state and local administrative freedom which 
accompanies them. Since 1974, however, Congress 
generally has been unwilling either to extend the 
block grant concept or to increase significantly the 
amount of revenue sharing moneys. The desire to 
maintain control over the priorities of federal assis- 
tance is the major source of congressional reluctance 
to reduce reliance on categorical grants. By 1980, 
categorical grants had come to count for more than 
three-fourths of federal grant outlays, while General 
Revenue Sharing represented only about one-twelfth 
and block grants about one-ninth. 

Transfer Grants 

CATEGORICAL GRANTS 

These grants are directed at  specific, narrowly 
defined activities. In recent years there has been a 
slight increase in the use of formula categorical 
grants. Table 10 summarizes the categorical grants in 
effect in fiscal 1978. "Alloted formula grants are 
much less numerous than project grants in the federal 
[aid] system but disburse almost as much money."" 
Of the total number of federal grants to state and 
local governments in 1978, 34.6% were formula 
based. 

Formula grants make it possible for the national 
government to target aid programs "at a clearly 
defined population of eligible recipients, all of whom 

- 

Table 10 
UNITED STATES: CATEGORICAL GRANT PROGRAM, FISCAL YEAR 1978 

Nonfederal 
Matchinga 

Eligible Recipients 

Yes No 
Formula- Based 

Allotted Formula 61 45 
Formula Project 25 22 
Open-End Reimbursement 13 4 
Total 99 71 

Project 182 140 

Statel 
States Local 
Only Governments 

88 8 
20 10 
16 - 

124 18 
67 49 

Local 
Units 
Only 

8 
5 
- 
13 
13 

Statel 
Local! 
OtheP 

2 
12 
1 

15 
193 

aPercentage of matching requirement varies among programs. 
blncludes private, nonprofit organizations. 
SOURCE: ACIR: A Catalog of Federal Grant-in-Aid Programs to State and Local Governments: Grants Funded FY 

1978, A-72, Washington, DC, U.S. Government Printing Office, February 1979, Table 2, p. 3. 



have some need for the aid in question . . . ."58 A 
fixed amount of funds is authorized by Congress and 
a formula is used to determine each eligible recip- 
ient's allotment. Included in the kinds of data used to 
calculate a recipient's maximum allotment are total 
population of the governmental unit applying, com- 
position of population subgroups, level of program, 
and per capita personal income. Recent formula 
grants have not only included total population more 
often as a factor in the formula than previously was 
the case; they have incorporated measures of pro- 
gram need more frequently. "This probably reflects 
the addition of new environmental, energy, and 
transportation programs, in which objectives are 
more measurable than in such functional fields as 
human services. Thus, the allocation formulas of the 
new environmental grants programs contain such 
factors as number of public water systems and the 
volume of hazardous waste; the formula of one 
energy program reflects the number of dwelling units 
to be weatherized; and several transportation pro- 
gram formulas include miles of public road or miles 
of On the other hand, personal income has 
been included less in recent formulagrant programs. 

Some formula grants, though not as many as for- 
merly, involve statutory nonfederal matching re- 
quirements; but even where such a provision is lack- 
ing, "the authorizing legislation often specifies that 
recipients should share in the costs of the aided ac- 
tivity, the amounts being left to the discretion of 
grant administrators. " 60 Some formula-based grants 
are closed-ended, covering only specific costs; others 
provide for open-ended reimbursement, the formula 
in such cases not allocating a fixed amount of money 
but committing the government to reimburse recip- 
ient costs at a specified rate. Most go to state govern- 
ments only, while some are available to both state 
and local governments or to local governments only. 
In some cases, formulas are applied to project grants 
(discussed below)-i.e., "competition in project 
grants funds is constrained by a formula that may 
. . . determine how much money applicants within 
each state may receive. These grants are termed 
formula-project grants. 6' 

In 1978, formula grants were most common in 
ground transportation, education, training and 
employment, and public assistance and other income 
supplement programs, although some formula grants 
were included in virtually every budget subfunction 
with the exception of community development, 
health research, and consumer and occupational 
health and safety. 

PROJECT GRANTS 

Project grants are used "when neither a well- 
defined client population nor reasonably objective 
measures of fiscal need and capacity are 
available. . . ." Grants are made available to aspiring 
recipients "for the funding of particular projects in 
some specified area of public service. This effectively 
screens out any governments that neither need nor 
desire the services in question. " 6 2  "Project grants are 
particularly well suited for undertakings of limited 
duration that involve research, development of new 
techniques for producing and delivering services, or 
capital cons t r~c t ion ."~~ As with formula-based 
grants some project grants require nonfederal match- 
ing funds; others do not. In recent years, project 
grants have become popular with Congress and have 
been used in a wide range of functions, with par- 
ticular emphasis on education, health, the environ- 
ment, transportation, and economic development. 

Project grants require competitive applications by 
potential recipients, thus they "typically require 
more paperwork and entail higher administrative 
costs for all parties than allotted formula grants."64 
If the number of applicant requests exceeds the 
amount of funds available, "grant administrators 
[are] in a position to pick projects with the greatest 
promise of success and favor applicants with the 
greatest need." 

BLOCK GRANTS 

This discussion of block grants was written 
in late 1980; in early 1981 the Reagan Ad- 
ministration proposed consolidating many 
categorical grants into block grants for 
specified f unctional areas. 

Block grants provide funds chiefly "to general 
governmental units in accordance with a statutory 
formula for use in a broad functional area largely at 
the recipient's d i sc re t i~n . "~~  Although block grants 
date from 1966, they have not been widely used-in 
large part due to political resistance to them in Con- 
gress. They come with fewer stipulations than 
categorical grants and, essentially, allow recipient 
governments to use the funds allotted for any pro- 
gram within a broad policy area. For the most part, 
block grants have brought together a number of 
categorical grants in the same general policy field. . 

Thus, the Housing and Community Development 
Act of 1974 created a program of block grants for 



community development: 

[Six] categorical urban aid programs [were 
consolidated] into a system automatically 
providing block grants to cities on a three- 
part formula reflecting a community's 
population, poverty, and housing needs. The 
[act] provided for a six-year phase-in period 
if the shift to the formula reduced a city's 
previous funding under the categorical pro- 
grams. While imposing few specific re- 
quirements for the use of funds, the [act] 
generally instructed communities to give top 
priority to activities helping the poor and 
eliminating blight. They also had to prepare 
plans showing how they would meet the 
housing needs of the poor? 

In fiscal 1978, in addition to the Community De- 
velopment Program, block grants were in use for 
four other areas: Partnership for Health, Law En- 
forcement Assistance, Comprehensive Employment 
and Training (CETA), and Social Services. "Another 
group of grants to fund a wide variety of state and 
local capital projects was authorized by the Public 
Works Employment Act of 1976; they have no 
matching requirements, but state and local govern- 
ments must apply and compete for these grants, 
which are administered by the [Commerce Depart- 
ment's] Economic Development Administration. 
Because of the different administrative requirements 
[involved]," they are not designated as block grants 
by the ACIR, though they are considered as such by 
the Office of Management and Budget .67  

The five block grant programs differ a good deal 
from each other. In terms of broad program scope 
and discretion of local officials, recipients under the 
Law Enforcement Assistance Program probably had 
the greatest latitude. (Those grants were phased out 
in fiscal 1980.) The program scope of both the Com- 
munity Development and the Partnership for Health 
Programs is considerably narrower, since some very 
closely related categorical grant programs remain 
outside the block grant program. Some require 
greater adherence to a statewide plan for the service 
involved, others leave more freedom for local au- 
thorities to set priorities. While broadened state dis- 
cretion is allowed in the social services grant, a num- 
ber of expenditure limitations were imposed on cer- 
tain types of activities. The degree of substantive 
review by a federal agency varies from program to 
program. 

All of the block grants have specific statutory- 

based formulas, with population and certain other 
indices of need being the most prominent factor 
used. Eligibility in the Social Services Program and in 
the Partnership for Health and the Law Enforcement 
Programs is restricted to states, with a required 
pass-through to localities in the last program. Eighty 
percent of Community Development grant funds are 
restricted to metropolitan cities and urban counties 
meeting certain requirements, while CETA funds can 
go to cities and counties over 100,000 (individually or 
collectively), with the states responsible for funding 
programs for the balance of their respective jurisdic- 
tions. 

Although all of the block grant programs have ad- 
ministrative requirements, they tend to be less bur- 
densome than those in the categorical grant pro- 
grams. As George Break concluded, the "compo- 
nents of the federal block grant system are a mixed 
lot. . . . [Tlhe ACIR staff studies of them indicated 
that they 'are not as well defined structurally or as 
stable politically as other instruments. They are 
neither widely understood nor widely accepted. They 
have emerged through historical accident and the 
politics of compromise, as well as by deliberate 
design. And they often rest upon unstated premises, 
unclear intentions, and untested assumptions. ' " 68 

But if they have been lauded as valuable and 
necessary components of federal intergovernmental 
assistance, the original five have not been added to; 
and, over the years, Congress has wittled away at 
them, until, as John Herbers noted late in 1980, 
"Block grants, only a small fraction of the total 
[package of federal aid], soon became as restrictive 
and Byzantine as the categoricals whose evils they 
were designed to circumvent. "69 

GENERAL REVENUE SHARING 

Although distributions to state governments from 
the general revenues of the national government took 
place in 1803 and 1837, the idea did not take fire in 
the U.S. until the 1960s and was not incorporated 
into law until 1972. The State and Local Fiscal 
Assistance Act, which came into effect that year, 
provided authorization for a five-year period, which 
was renewed for another three years in 1977 and for 
three more years in 1980. 

The State and Local Fiscal Assistance Act marks a 
departure from other transfer programs in several 
ways. Under the act, revenue sharing funds automat- 
ically go to the states (except in fiscal 1981) and to all 
general purpose governments-counties, cities, 



towns, and villages-as of the date the law went into 
effect. Indian tribes and Alaskan native villages are 
also included within the grant program. No action by 
any recipient is required. School districts and special 
districts are excluded from the distribution of funds. 
Moreover, the act has been both an authorization 
and an appropriation act, pledging a specific amount 
of federal aid-about $6.5 billion a year-to state 
and local recipients over a set time period. Recipient 
governments have two years to spend each allotment 
after it is received. Payments are made four times a 
year. The funds are drawn from appropriations 
placed in a trust fund, over which the Senate and 
House Appropriations Committees have no control. 
Through the first eight years of the act, both state 
and local governments received allotments. The 
amounts due each state (and the District of Colum- 
bia) were calculated on the basis of two alternative 
formulas-the one yielding the greatest return for the 
recipient being adopted. One formula assigns equal 
weight to population, general tax effort as measured 
by the ratio of total state and local tax revenue to 
state personal income, and the ratio of nationwide 
per capita personal income to state per capita in- 
come. The other formula employs those three factors 
and adds the extent of urban population and the 
amount of state income tax collections. 

Once a state amount is agreed upon, one third of 
that state's allotment goes to the state government 
and the other two thirds is divided among all eligible 
local governments-the latter either by a state-estab- 
lished formula (which to date no state has found it 
advantageous to enact) or under the procedure de- 
fined in the act. That procedure calls for initial distri- 
bution among county areas within the state on the 
basis of population, general tax effort, and relative 
per capita income of each county area. The local area 
allocation is then further distributed among local 
units of government. Counties share in the local area 
allocation on the basis of their adjusted taxes (taxes 
directed to purposes other than education) as a pro- 
portion of adjusted taxes for the county and other 
local governments in that county area. If the county 
area includes one or more township governments, the 
townships' share is calculated in the same manner as 
is the county's. The remaining money allocated to the 
county area is then distributed among all of the other 
general purpose units of local government in the 
county on the basis of population, tax effort, and 
relative income. 

Upon receipt of allotments (entitlements), state of- 
ficials are free to spend their portion as they please 

with only one restriction: revenue sharing funds can- 
not be used, either directly or indirectly, as the state 
matching component of any other federal aid pro- 
gram. Local officials are subject to the same restric- 
tion, and in addition they can spend their funds only 
for "priority expenditures" as defined in the law- 
public safety, environmental protection, public 
transportation, health, recreation, libraries, social 
services for the poor and elderly, financial adminis- 
tration, and ordinary and necessary capital expen- 
ditures authorized by law. 

In addition to these program restrictions, a num- 
ber of procedural and accounting requirements were 
imposed as well. These include specific prohibitions 
against discrimination on grounds of race, color, na- 
tional origin, or sex in any program or activity 
funded wholly or in part with entitlement funds. Any 
violation of these prohibitions can lead to the cutoff 
of revenue sharing payments. 

There are also certain constraints on the division of 
funds. No local government may receive more in rev- 
enue sharing money than half of its adjusted taxes 
plus intergovernmental aid. Also, in per capita terms, 
no local government may receive less than 20% or 
more than 45 % of the average per capita distribution 
to local governments in the state. Those local govern- 
ments-other than counties, Indian tribes and Alas- 
kan villages-that would be eligible under the terms 
of the act for less than $200 (and those that may 
choose to waive their entitlement-and a few have 
done so) get nothing; their shares are added to the en- 
titlement of their county governments. 

It should also be noted that title I11 of the 1972 act 
places a lid of $2.5 billion annually on federal con- 
tributions to the previously open-ended social service 
program. With the exception of child care, family 
planning, and services to the mentally handicapped, 
drug addicts, alcoholics, and children under foster 
care, not more than 10% of the federal moneys can 
be used to provide services for individuals who are 
not recipients of, or applicants for, welfare aid or 
assistance. Distribution of this aid among the states is 
on the basis of population. 

Although it is not always easy to trace revenue 
sharing funds at work once they have been received 
by a government (a problem referred to as "fungibil- 
ity"), the evidence of several years' use of those 
funds shows that the largest part has been spent on a 
few categories, especially education by the states and 
public safety by cities. Those two categories, plus 
multipurpose government, environmental protec- 
tion, and public transportation account for most of 



the funds expended. On the other hand, the funds 
have been widely distributed among the various state 
and local expenditure categories and no category has 
been wholly neglected. It is also evident that more 
funds have been spent for operating and maintenance 
purposes than for capital purposes. 

A number of surveys indicate that state and local 
policymakers enjoy the wide discretion they are 
allowed in the use of the moneys received under 
General Revenue Sharing. Indeed, "no other major 
federal aid mechanism has gendered such cohesive 
state-local support. "'O Although an irresistible coali- 
tion of state and local elected officials was able to 
overcome strong Congressional resistance to revenue 
sharing both in 1972 and in 1976, when the first 
three-year extension was passed, it was not able to get 
Congress to expand it to keep up with inflation. In 
1979 Will Myers and John Shannon concluded that 
the "revenue sharing program has been given the 
slow strangulation treatment-allowed to twist 
slowly in the inflationary winds . . . inflation has 
eroded 40% of the purchasing power of federal 
revenue sharing dollars over the last eight years."'' 
Nor were state-local officials able to prevent the 
Carter Administration from proposing to cut out the 
state's share of the money were the program renewed 
through 1983. The argument to do so stressed that 
while the federal budget situation has become in- 
creasingly stringent since enactment of revenue shar- 
ing, more and more states have found themselves 
moving from a deficit to a surplus position. 

STATE TRANSFERS TO 
LOCAL GOVERNMENTS 

In addition to transfers from the national 
government-either directly or indirectly to local 
governments through the grant process-local gov- 
ernments are on the receiving end of transfers from 
their parent states. Until about 1972, more than twice 
as much local aid came from state governments as 
from the national government. Except for education, 
state aid, since then, has fallen off slightly, but still 
remains an important component of the local rev- 
enue dollar and of state expenditures as well. More 
than one-third of the average state's budget goes 
toward supporting local activities. In 1978-79, the 
total amount of state aid to local governments- 
including federal pass-through grants-was in the vi- 
cinity of $70 billion. By far the most-almost half- 
was extended to school districts, with counties and 
municipalities sharing about the same amount be- 

tween them in roughly equal proportions, and town- 
ships and special districts both receiving very little. 

For the most part, states have repeated the process 
by which the national government has created its 
transfer programs: they have responded to pressures 
from groups of local governments or from individual 
units to enact, over time on a piecemeal basis, a series 
of categorical grant programs which differ a great 
deal from one another. According to the Census Bu- 
reau, 49 states provide general assistance grants to 
their local governments. Grants to help finance pro- 
grams in education top the list of functional grants; 
over half of state aid on the average goes to that 
function. Public welfare ranks next nationally-but 
with this fraction varying widely from state to state, 
depending mainly on whether public assistance pro- 
grams are administered directly by the state or 
through local governments. Highway aid comes 
third. These three functional areas alone account for 
about 83% of the total, leaving little more than half 
of the remaining 17% to be distributed for general 
local government support and for payments for var- 
ious other specific programs. 7 2  

Although a number of states have moved to exam- 
ine their overall aid program to local governments, 
for the most part programs have been neither coor- 
dinated or integrated nor have they been periodically 
evaluated in terms of their capacity to meet local 
fiscal, administrative, and program needs. 

FEDERAL-STATE-LOCAL TRANSFERS 

In sum, the transfer system in the U.S. places great 
emphasis on conditional, specific purpose grants, 
with block grants being substituted to some extent 
for the still-dominant categorical grants in recent 
years. The conditional grant programs-which are 
more often by formula grant than by project grant- 
usually involve both restrictive expenditure condi- 
tions and matching or other constraining revenue 
conditions. The latter, however, have tended to make 
federal grants stimulate state-local efforts and in- 
crease state and local spending. The General Revenue 
Sharing Program-and some categorical grant 
programs-takes into account the tax effort of recip- 
ient state and local governments. Although the con- 
cept of fiscal equalization has not been embraced to 
any great extent in relation to the distribution of 
federal grants to the states and local governments, it 
has long been accepted in state to local transfers for 
purposes of public school funding. Reflecting the 
greater fiscal and administrative role of local govern- 



ments in recent years, the percentage of grants to 
local governments-whether direct or pass through- 
has climbed, and an increasing amount of state aid to 
local governments has been made available, some of 
it taking into account relative tax efforts by local 
governments. 

WEST GERMANY 

The German federal fiscal system is very different 
from those of the other three countries considered in 
this report. The divergence stems from the different 
concept of federalism employed in West Germany 
since the formation of the republic. It will be recalled 
from the profile on Germany earlier in this study that 
.the laender "pass much of their legislation in accor- 
dance with federal 'framework' laws, that the land 
bureaucracy carries out both land and federal admin- 
istration, and that the land ministers participate 
directly in the shaping of federal decisions through 
the Bundesrat. . . . [In other words], the German ar- 
rangment is characterized by coexistence and volun- 
tary cooperation leading to a functional separation 
under which the federal government is assigned the 
bulk of legislative power while the states exercise 
most administrative powers." Basic to the West Ger- 
many governance is "contractual sharing by all 
governments of public responsibilities involving 
policymaking, financing, and administration of 
government policies. " 

Thus, the basic feature of German fiscal federal- 
ism is revenue sharing. But, rather than seeking to 
transfer money from the federal coffers back to the 
subnational governments with few or no strings at- 
tached, so as to give those governments greater finan- 
cial independence, "revenue sharing in West Ger- 
many reflects an opposite trend: more interaction of 
levels of government in the federal system in plan- 
ning and financing policy responses to public de- 
mands."" The specifics of revenue sharing have been 
discussed in an earlier section of this report; it need 
only be said here than in an average year in the 1970s 
considerably over two-thirds of the total tax income 
of both the national and the laender governments is 
derived from joint taxes, to be distributed among the 
three levels of government. 

However, the responsibility of the national govern- 
ment for the financial condition of the subnational 
governments is not considered to be fulfilled by the 
sharing of revenues only. It will be recalled that the 
Basic Law commits the federal government to main- 
tain "unity of living standards" among the various 

states of the federation. That requirement has come 
to be met through three other mechanisms: "vertical 
equalization (federal payments to poorer states); . . . 
horizontal equalization (payments to poorer states by 
richer ones); and intergovernmental grafits and sub- 
sidies for various special and joint projects, as well as 
federal payments to the states to defray the costs of 
administering federal Each of these will be 
considered in turn. 

Vertical Equalization 

Federal payments to the poorer states to accom- 
plish vertical equalization are subsumed in periodic 
adjustments in the distribution of the value-added 
(turnover) tax. While the equal division of income 
taxes between the national and the laender govern- 
ments is incorporated into the Basic Law and 
therefore is not subject to change, adjustments in the 
relative share of the value-added tax can be made by 
negotiation between the national government and the 
laender. The reforms introduced in 1969, embodied 
in Article 102 of the Basic Law, specifically provide 
that up to 25% of the land share of the value-added 
tax be paid to the poorer laender. The process by 
which this is done is complicated: A certain portion 
of the available value-added tax is allocated to states 
whose revenue from state taxes (not including the 
state's share of the value-added tax) is below the all- 
state average. They receive enough tax to bring their 
tax revenue up to 92% of the all-state average. The 
remainder of the amount of value-added tax avail- 
able (up to 25% of the total returns from the tax) is 
allocated to local governments, with further distinc- 
tions being made between municipalities according to 
tax need and tax potential. In the negotiations 
leading up to the 25% share, attention is usually 
"concentrated on the equalization of revenue-raising 
capacity, although some provision [is] made for dif- 
ferential costs of services associated with differences 
in the degree of urbanization among the [laender]."76 
When an agreement is reached, "the result . . . is 
canvassed in federal legislation [and] requires the 
consent of the Bundesrat ."" 

Another element of vertical equalization in the 
German system involves local governing authorities. 
Local governments receive a share of the personal 
(though not the corporate) income tax, "and this is 
compensated for in part by the transfer of a certain 
percentage of the locally levied business tax back to 
the federation and the states. If the business tax 
[were] included in the shared tax base [which it is not 



officially], nearly 80% of all German taxes [would in 
effect be] subject to vertical redi~tribution."'~ 

Finally, Article 107.2 of the Basic Law authorizes 
supplementary grants from the federal government 
to financially weaker states to even out differences in 
the financial capacity of states or to assist particular 
states. "This provision operates mainly in favor of 
West Berlin which does not participate in the system 
of interstate equali~ation,"'~ although Bavaria, 
Schleswig -Holstein, Rhineland-Palatinate, Lower 
Saxony, and Saarland also have received such pay- 
ments. 

Horizontal 
Equalization 

In addition to federal payments to the poorer 
states, a horizontal equalization scheme which in- 
volves financial settlements among the states them- 
selves is also utilized in West Germany. This is a pro- 
cess that has been described as "brotherly," rather 
than the "fatherly" schemes of equalization in 
Australia and Canada.8o These adjustments are made 
through interstate consultation and negotiation once 
the vertical equalization agreements have been 
reached. What is considered is more apt to be 
"mitigating [any] differentials in tax capacities" than 
evaluating "differences in regional costs or needs." 
Taken into account in the complicated calculation of 
equalization payments are the poorer-or deficit- 
states' tax capacity (states' taxes plus their share of 
joint taxes plus parts of municipal taxes), special 
financial burdens having to be borne by those states, 
the degree of urbanization and population density of 
the states, and an average tax capacity yardstick for 
the federa t i~n .~ '  The tax capacity of the richer-or 
surplus-states is also calculated, and the equaliza- 
tion payments are made from these states whose 
surplus, according to calculations, exceeds 102% of 
tax needs. The richer states, falling between 102% 
and 110070, are required to give 70% of the surplus to 
equalization; if a state's surplus exceeds 110% of 
needs, the entire surplus over 110% goes into the 
equalization fund. In effect, the result of these in- 
terstate negotiations is that the richer laender sub- 
sidize the poor ones. Over time, the system has 
helped to diminish differences in land tax incomes. 
Along with other forms of equalization, the tax in- 
come of the poorer laender has been brought up 
nearly to the average laender.82 

The Position of Local Governments 
in German Fiscal Federalism 

Local governments in West Germany are the low 
men on the intergovernmental fiscal totem pole. Ger- 
man localities have few revenues they can call their 
own, with the result that they are dependent on 
grants from other governments to enable them to 
deliver the many services they are mandated by law to 
provide. As the ACIR found in a comparative anal- 
ysis of the ratio of locally raised tax revenue to out- 
side aid in 1978, Germany came in a very poor third 
when compared to the U.S. and Great Britain: For 
every one dollar of locally raised revenue, German 
local governments received $5 of outside aid.83 

-- 

o n  the other hand, the same study concluded that 
fiscal disparities among local governments were 
minimized to a greater degree than they were in the 
U.S. and Great Britain, for three reasons: "First, 
German states [laender] provide local governments 
with most of their spending money in the form of 
grants and shared tax revenue. . . . About half of the 
state-municipal grants are categorical, the other half 
being in the nature of general revenue assistance . . . 
the [amount] of which is formula-tied to the states' 
own revenues,"84 as well as to the tax potential and 
tax need of local governments. Moreover, "in shar- 
ing aid with localities, German states make explicit 
adjustments for variations in local revenue capacity. 
Third, and this is very important, the states in Ger- 
many have assumed virtually complete financial and 
administrative responsibility for elementary and 
secondary education and for most forms of police 
protection," thus relieving local authorities from 
having to bear the costs of those services out of their 
revenues .05  

Nor are German localities neglected by the laender 
governments in their administration of funds al- 
located to them for disbursement. Close control at a 
highly professional level is exercised by state officials 
over local financial administration, through "con- 
tinuing state monitoring of local finances . . .,"86 
particularly of local government short and long-term 
debt schedules. 

As a result of the operation of this system, local 
governments in Germany have very little autonomy 
of expenditure. ". . . [Allthough a large share of 
German local government revenue comes in the form 
of unrestricted tax-sharing funds, the unconditional 
character of this aid is more apparent than real. 
Because the state shares its revenue with localities, 
state authorities assert that they have a right to man- 



date that a growing number of responsibilities be 
financed by localities. As a result local authorities 
complain of a progressive constriction of their discre- 
tionary authority. 

Another result of the German system, however, is 
that great progress has been made in reducing 
disparities between local governments. 

For all practical purposes, Germany has 
solved the fiscal equalization problem by 
severely limiting the ability of local govern- 
ments to shape their own expenditure and 
tax policies. To put the matter another way, 
the high degree of equalization at the local 
level stems from the fact that the 11 states in 
the German federal system completely dom- 
inate the local fiscal and administrative land- 
scape? 

Said more jocularly, "Local government in West 
Germany can be compared to the dowager's pet 
poodle-a creature noted more for its cleanliness 
than for its independence of action. The dowager in 
this case is the German state. She keeps her poodle on 
a short leash to prevent the dog from being lured 
away by certain poodle fanciers headquartered at the 
federal capital in Bonn."89 

In addition to state grants to counties and 
municipalities, county budgets in West Germany are 
partly financed through contributions from the 
municipalities within them. A certain percentage of 
the municipal budget is generally set aside for the 
county, in most cases subject to state government ap- 
proval. 

Specific Purpose Grants 
The German Basic Law established a system of 

joint federal-state functions:, common tasks under ar- 
ticle 91a and tasks reached by agreement under arti- 
cle 91b. Article 91a defines three common tasks: 
university construction, regional economic policy, 
and agricultural policy (including seacoast develop- 
ment).' The fiscal provisions for all three 91a areas 
are similar. For university construction and regional 

economic development programs, the federal govern- 
ment contributes 50% of the required amount; for 
agricultural programs, 60%; and for seacoast im- 
provements, 70%. For the 91b areas, agreements are 
in force with regard to educational planning and 
research promotion. Educational planning requires 
little expenditure on the part of either level of govern- 
ment, but promotion of research involves federal 
contributions ranging from 50% to 90010, depending 
on the particular research organization being fi- 
nanced. 

By and large, the expenditures involved in these 
five programs is not great, amounting to under 2% 
of total federal transfers to states. 

In addition to these article 91 programs, there are a 
good many other transfers from the federal to subna- 
tional governments for a variety of other purposes. 
They are not very important items in terms of 
amount expended, however. Some transfers are car- 
ried on informally, others under negotiated agree- 
ments. Some only go to states, others to local govern- 
ments. Most of the grants made to the laender in 
West Germany are conditional. But it has not been 
easy for the federal government to attach very specif- 
ic conditions to grants to local governments since 
1975. In that year the Supreme Court ruled, in a case 
involving urban renewal, that while the federal 
government could define the purposes of such grants 
broadly, it had to leave the specifics of the program 
to the states. The two major programs involving fed- 
eral-to-local grants other than renewal are transpor- 
tation, including both streets and public transit, and 
hospital construction. These grant programs are the 
product of the intergovernmental consultation pro- 
cess built into the German federal system. In making 
them, "criteria such as the 'uniformity of living con- 
ditions' in the Federation and other equity considera- 
tions seem to prevail. . . . [Indeed] the rationale of 
West German intergovernmental transfers rests en- 
tirely on a welfare type of argument, not solely in 
terms of providing minimum standards but in terms 
of average national standards. The individualistic 
calculus of optimizing grants does not seem to play a 
significant role. " 9 0  
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Chapter 6 

Problems and Issues in 
Fiscal Federalism 

T his study has thus far focused on fiscal federalism 
in the four countries, as of late 1980. The status 

quo, however, is unlikely to be maintained very long. 
Not only are all four countries faced with inflation 
and energy and other problems, but forces within 
each of them are at work pointing toward change. It 
may be that the greatest potential for change lies in 
Canada, where opening skirmishes in a battle over 
the very constitutional basis of the Canadian federal 
system have already been fought. In the U.S., the 
Reagan election and the more conservative govern- 
ment policies it promises suggest that some ad- 
justments in the prevailing pattern of federalism may 
be forthcoming. Both Australia' and West Germany 
have recently reelected incumbent governments, 
thereby suggesting that no great winds of change will 
move across the countries in the near future. Issues 
have been identified in both countries, however, and 
their solutions may point toward some change in the 
current pattern of federalism. Once again, it is 
necessary to look at each country in turn in order to 
analyze the possible new directions in federalism as a 
whole and in fiscal federalism in particular. 

AUSTRALIA 
In a 1978 analysis of issues in Australian federal- 

ism, Russell Mathews, the foremost student of feder- 
alism in that country, noted that "the Australian 
federal system has moved far along the road to Com- 
monwealth financial domination, and yet federalism 
is probably more firmly established as the basis of 



government than ever before." He went on to note 
that: 

A superficial explanation of this seems to be 
the success which state governments have 
had in marshaling political opposition to the 
centralizing policies of successive Common- 
wealth governments, but the real reason 
seems to be a changed attitude towards the 
notion of federalism itself. 

Federalism is no longer regarded merely as a 
compromise solution, or an interim solution, 
or a second-best solution to the problems of 
government. Increasingly, the federal form 
is recognized as having positive advantages 
compared with loose associations of nation 
states on the one hand and highly centralized 
unitary governments on the other . . . [in 
Australia] federalism is now seen to be a 
means of facilitating decentralized decision- 
making within a unified planning and policy 
framework. * 

The Australian voters seemed to support Mathews' 
contention in both the 1975 and the 1980 elections, 
registering their preference for a Liberal-National 
Country Party coalition operating under its banner 
of New Federalism over the more centralist Austra- 
lian Labor Party, which, under Gough Whitlam as 
prime minister (1971-75), seemed to confront state 
government power at every turn. 

However that may be, a number of criticisms of 
the existing system and particularly of its fiscal 
aspects have been made, suggesting the possibility of 
,some alteration in that system. One set of criticisms 
has been directed at the powerful role of the Com- 
monwealth Grants Commission. A number of critics 
"claim that it is opposed to all democratic principles 
for a nonelected body such as the . . . commission" 
not only to exercise such extensive powers in respect 
to the fiscal needs of the poorer states, but especially 
for it to be involved in making recommendations 
"for the alteration of existing areas of personal in- 
come tax made available by the Commonwealth for 
the  state^."^ The purpose of utilizing the Grants 
Commission, of course, was (1) to remove the deter- 
mination of what would constitute a fair distribution 
of revenues among governments in Australia from 
the "political haggling and compromises of the kind 
that are reached at premiers' conferences and Loan 
Council meetings," and (2) to assign it instead to an 
independent "expert and impartial body, " where 
the matter could be dealt with rationally and on the 

basis of demonstrable facts and statistics. 
Criticism of the commission has not come from the 

people but from state governments, which are 
understandably concerned that what they have won 
by hard bargaining might be lost in the application of 
a formula. Their fears have been somewhat alleviated 
by the agreement to create a special division of the 
commission, consisting of three state-nominated ap- 
pointees to serve along with the three commission 
members to undertake the relativities review. And the 
fact that the commission must rely heavily "on the 
cooperation and expertise of state treasurers and 
leading departmental officials" to provide the date 
on which its analyses must be made has further eased 
those fears.' Thus, the commission continues to 
operate and does not seem in imminent danger of be- 
ingdismantled. 

Another set of criticisms is levied at the nature of 
the Australian tax system. Russell Mathews has 
pointed to "the inability or reluctance of state and 
local governments to exploit revenue sources under 
their own control [as] a major disadvantage of 
Australian taxation arrangements. With divided re- 
sponsibility for revenue raising, " Mathews has 
noted, "no level of government needs to account for 
its expenditure decisions by reference to the level of 
taxes it imposes on its own citizens. This leads to 
political irresponsibility, economic inefficiency [and] 
overexpanded services and facilities in some fields 
and chronic shortages in others." Another disadvan- 
tage, as Mathews sees it, is the "lack of adaptability'' 
of the Australian tax system "in the face of changing 
economic and social circumstances." What govern- 
ments have done in response to such changes has 
been merely to make "frequent, minor, partial, 
piecemeal, and often arbitrary modifications to the 
tax system. These have had the effect of making it in- 
creasingly more complicated, less well understood by 
taxpayers, and less certain in its impact." And since 
the Australian tax system is dominated by income 
taxes, these taxes are "decisive in determining the 
overall effect of the tax system on the distribution of 
income and wealth, the level and pattern of economic 
activity, the economic performance of producing sec- 
tors, and the behavior of consumers." Yet the very 
progressive rate structure of the income taxes has 
produced a set of problems of its own, prominent 
among which is its disincentive e f f e ~ t . ~  Ways to make 
the existing system work more effectively were ex- 
amined by the Australian Taxation Review Commit- 
tee, whose report was published in 1975;' but few of 
its recommendations have been accepted. 



Although the tax-sharing arrangements currently 
in effect in Australia "represent a significant retreat 
from the Commonwealth's income tax monopoly 
and a step towards vertical balance . . . [and have] 
the potential for achieving horizontal financial bal- 
ance," the states have not reacted wholly favorably 
to them. They have not responded to the possibility 
of introducing income tax surcharges, "which some 
premiers have said would involve double taxation," 
and they have been critical both of the use of per- 
sonal income tax collections as the revenue base and 
of the recent switches from specific-purpose pro- 
grams. "Some states have also been reluctant to ac- 
cept the cost of establishing state grants commissions 
to advise on the allocation of local government 
grants." In short, Russell Mathews argues, "it has 
become only too clear that the states' response to the 
new arrangements is based on expendiency rather 
than principle and that they continue to be more in- 
terested in maximizing financial returns than in 
regaining a measure of financial autonomy and coor- 
dinating their policies with those of the Common- 
wealth." On the other hand, Mathews also noted 
that "the Commonwealth has tended to exploit its 
position by making unilateral decisions affecting the 
states without adequate consultation or regard for 
their interests. 

There is also continuing concern in Australia, as in 
all the other countries reviewed in this study, about 
the plight of urban governments, which "find them- 
selves year after year facing rising expenditures and 
more slowly rising revenues, particularly revenues 
from sources under their own control." Despite in- 
clusion of local governments in the income tax shar- 
ing arrangement and the award of other grants to 
them, Australian cities complain that they do not 
have sufficient revenues to enable them to do what . 
they are assigned responsibility for in the federal sys- 
tem. Since they are not an effective part of the inter- 
governmental consultation process, it is difficult for 
them toimake their case where it counts as strongly as 
they would like. What Richard Bird concluded 
generally applies to Australia as well: 

Unless and until central governments are 
prepared to treat municipal authorities se- 
riously as responsible partners in an impor- 
tant national task, there is no reason to an- 
ticipate any deviation from recent trends to 
greater centralization. . . . For municipal 
governments to contribute their fair share in 
such a system, they will . . . have to be 

restructured to some extent both organiza- 
tionally and in terms of finances. In par- 
ticular, the larger and faster-growing urban 
areas may well require new forms of govern- 
mental structure. . . . National governments, 
on the other hand, will have to recognize the 
need for genuine local inputs into the deci- 
sion process more than they have . . . to 
date. 

Finally, it should be noted that the legal standing 
of the intergovernmental agreements on which much 
of fiscal federalism rests in Australia is uncertain. 
". . . [Clhallenges [have been] mounted in the High 
Court to determine the validity of the federal govern- 
ment entering into . . . particular agreement[s] in the 
first place. " 

The [Clourt has rarely proscribed such ac- 
tion because of the far-reaching powers . . . 
under Section 96 of the Australian Constitu- 
tion which allows the national Parliament to 
"make grants to the states on such terms and 
conditions as it sees fit." But there has been 
little litigation which has sought to deter- 
mine whether the federal government is 
either escaping its responsibility or exceeding 
it under any particular agreement. 

The situation is made even cloud- 
ier . . . because of the uncertain constitu- 
tional status of local governments in relation 
to agreements. [The High Court has] 
established that the national government 
could not enter into agreements directly with 
local governments per se, but if a local 
government cared to register as a charitable 
organization or under some other category 
provided for in the requisite federal legisla- 
tion, such agreements could be made and 
money could flow direct. . . bypassing the 
states. l o  

Lacking any formal requirement that intergovern- 
mental agreements be tabled in Parliament, very few 
are ever debated in either federal or state parliaments 
at any time in the negotiation process. "On the few 
occasions on which they are debated the appropriate 
minister issues a plea that there be no changes to the 
arrangements because of the daunting logistics in- 
volved in getting . . . seven . . . governments to 
agree. . . . As regards continuing debate on any 
agreements, in Australia a backbencher would spend 
most of his or her time (a) ascertaining that there was 



an agreement, (b) obtaining a copy of it, and (c) try- 
ing to determine which minister was responsible for 
it. Having followed this tortuous process he or she 
would ask a question only to find that the minister 
could shift blame to the other level of government or 
even refuse to answer the question without falling 
afoul of the speaker." Nor are there any standing 
committees in either the federal or state parliaments 
assigned responsibility for scrutinizing intergovern- 
mental agreements. And to compound the issue, "the 
executive of the federal and . . . state or local 
government has a vested interest in blurring the 
degree of responsibility it has under any agreement 
and in this it is aided and abetted by an electorate 
largely unaware of even the broad allocation of 
government functions in the Constitution."" 

All of these caveats notwithstanding, it does 
not appear that major changes in the arrangements 
of Australian fiscal federalism are in the immediate 
offing. The criticisms have not yet become part of the 
political dialogue of the country, but remain largely 
in the domain of academic and legal commentary. 
Nor does anything suggest that these problems are 
likely to become political issues in the near future. 
The report of the Grants Commission on the possible 
revision of relativities in the equalization formula 
and the review by the Commonwealth and state 
governments of the tax-sharing arrangements-both 
due in 1981-may lead to minor adjustment; but 
overall, the pattern of Australian fiscal federalism 
seems to be fairly stable. 

CANADA 

It is in Canada that the status not only of feder- 
alism itself but in particular of the existing pattern of 
fiscal federalism faces the greatest possibility of 
change among the four countries under consideration 
in this study. The problem is made infinitely more 
difficult by the fact that changes in the latter have to 
be dealt with even while the former has not been 
clearly established. The issues in both controversies 
deserve brief comment. 

First, issues arising out of the existing pattern of 
fiscal federalism. The most outstanding issue, Jeffrey 
Simpson reported early in December 1980, is how, in 
renegotiating the Fiscal Arrangements Act for exten- 
sion in 1982, the federal government can save money. 
"The issue in question," Simpson notes, "involves 
. . . billions of dollars," dollars of which the federal 
government finds itself in short supply. "Just how 
Ottawa will propose to save money awaits a decision 

by the federal cabinet. But that the federal govern- 
ment is determined to do so is beyond doubt." In- 
deed, Simpson concludes, the basic principle of cost- 
sharing may be at stake. Whatever Ottawa decides to 
do, "the provinces are sure to scream." With luck, 
the time bomb which has begun ticking already "will 
be defused and Canada will be spared another fed- 
eral-provincial explosion. But if the worst happens 
some time next year [1981], Canadians can expect a 
battle between Ottawa and the provinces that may 
make [previous] disputes . . . look like minor skir- 
mishes."'* 

As noted in an earlier section of this study, the 
federal deficit has been growing rapidly since 1975. 
Although smaller deficits are predicted for the next 
few years, the long-term picture is not cheerful. 
"While Ottawa's fiscal position has deteriorated, the 
provinces have been enjoying a collective sur- 
plus. . . . [Tlhe fiscal position of the provinces in 
general . . . is far healthier than Ottawa's."13 
Therein lies the rub. Ottawa has concluded that its 
fiscal position is no longer tenable. The deficit must 
be reduced. If doing so means that some cost-sharing 
programs must be cut or abandoned, so be it. "In 
other words, Ottawa is not going to fork over the 
same kind of yearly increases after April 1, 1982, as it 
has since. . . 1977."'4 

With austerity dominating the context in which 
negotiations between governments will be taking 
place, a number of issues take on added importance. 
Prominent among such issues, in Canada as in the 
other three countries considered in this study, is the 
inadequacy of urban finance. As Richard Bird has 
noted, in Canada, where "the property tax is the 
principal source of local revenue . . . the usual de- 
mand from hardpressed urban authorities has been 
for direct local access to the income tax. This demand 
is greatly strengthened . . . by the understandable 
dislike of urban politicians [of] raising additional 
revenues through the highly visible, and highly un- 
popular, property tax."15 Even with the hefty in- 
tergovernmental transfers which now account for 
half or more of local revenues in most provinces, 
local government officials are not happy. A survey of 
municipal government officials in the early 1970s 
found great dissatisfaction with the yield of the reve- 
nue arrangements then applicable to local govern- 
ments in Canada. In response to the open-ended part 
of the questionnaire, a common remark was: "There 
should be a specific municipal share of income tax 
revenue. " Many respondents suggested sharing with 
the provinces a wide range of other taxes. l 6  To date, 



neither of those suggestions has been responded to 
either in Ottawa or in most provincial capitals. 

Similarly, there seems to be considerable dissatis- 
faction at subnational levels with the policymaking 
process described in Chapter 3 of this study. Kenneth 
Wiltshire conducted interviews with cabinet ministers 
and public servants across Canada in 1977 and came 
up with the list of 16 complaints about the in- 
tergovernmental agreements which provide the basis 
of fiscal federalism in Canada. It is not necessary to 
list them all, or all of them in full, to give a feel of the 
dissatisfaction with the present system among those 
interviewed. 

Too many agreements stress uniformity 
in delivery across the nation and do not 
take account of the particular circum- 
stances of each province. . . . 

**** 
Provinces preferred an agreement to be 
negotiated around lump sum or block 
funding whereas the federal government 
favored earmarking of all components 
of the amounts flowing to the provinces 
. . . .[The] provinces would prefer that 
the federal government not publish too 
widely the breakdown of its grants to the 
provinces so the local pressure groups 
would not come a-lobbying for what 
they would then regard as "their" share 
of federal money. 

**** 
There are disproportionately severe con- 
sequences of termination or alteration of 
an agreement on small provinces com- 
pared with those for larger ones. 

**** 
The amount of information required by 
the federal government under various 
agreements produces much too heavy a 
burden on provincial and local bu- 
reaucracies and the provinces doubt 
whether all the required information is 
really necessary . . . . 
. . . in those agreements (especially 
DREEs) where the federal government 
looks directly at regions, the provinces 
often claim that their sovereignty is be- 
ing maligned. 
Agreements can unduly interfere with 
the administrative structure of a prov- 

ince. . . . [How a function is defined in 
a particular agreement may force the 
province] to rearrange the whole of its 
administrative machinery to suit the 
agreement even though it disagrees with 
the way the function has been de- 
fined. . . . 
Insufficient attention has been paid to 
the basic differences between agree- 
ments involving capital costs and those 
involving current or ongoing costs. 
There arises a serious problem if the 
federal government negotiates only a 
capital agreement and doesn't provide 
ongoing funds as well, or terminates an 
agreement in a way that leaves the prov- 
ince or local government to bear the 
ongoing costs. 

14. There is a tardiness in updating 
agreements to modern social needs, par- 
ticularly demographic changes . . . . 17 

To be fair, Wiltshire noted, the interview data did 
not show opposing viewpoints: 

Do the provinces really have priorities of 
their own to be distorted? Isn't there some 
need for national supervision? Does the 
federal government abruptly terminate an 
agreement or is it that the agreement simply 
ran its full course and the provinces wrongly 
assumed it would be continued? Doesn't the 
federal government enter into a lot of 
agreements precisely because the provinces 
accuse it of being too remote from the peo- 
ple? Couldn't many of the [difficulties iden- 
tified] be overcome if the provinces got 
together for preliminary discussions before 
entering into dialogue with the federal 
government? These- questions remain unan- 
swered. . . . 18 

There is, finally, a group of issues arising out of 
the 1977 Fiscal Arrangments Act which will be raised 
in the discussions leading to the act's renewal in 
1982.19 There is first of all some discontent specifical- 
ly with the tax collection agreement, which is the 
basis of Canadian fiscal federalism. ". . . [IJt is the 
view of some that the tax collection system impinges 
provincial freedom and limits the flexibility of prov- 
inces in determining appropriate fiscal policies for 



[themselves]. Also, since the federal government 
must consider the direct and indirect effect of its tax 
changes on the provinces, federal flexibility is im- 
paired. " Over the years, there has been "an increas- 
ing strain on the tax collection system. This strain 
basically originates in the conflict between the prov- 
inces' desire for flexibility and the desirability of 
maintaining relative uniformity in the national in- 
come tax system." 

The provinces' search for flexibility arises 
out of the growing importance to them of in- 
come tax revenue (the provincial share of 
total income tax revenue collections in- 
creased from 15% to 40% between 1962 and 
1977) and because of the increased desire to 
use the income tax system to achieve social 
and economic policy objectives. 

Moreover, inasmuch as the tax collection agree- 
ment makes it possible for individual provinces to 
add such features as tax credits, tax rebates, tax 
reductions, tax surcharges, and dual corporate tax 
rates, and a number of efforts have been made 
toward discriminatory tax treatment, considerable 
inroads have been made in the system's objective of 
uniformity. "The wide variety of provincial special 

Assuming some sort of coordination of 
governmental cultivation of the income 
tax fields is necessary, should this take 
the form of bilateral and multilateral 
agreements among some or all of the 
participants . . .? 

If the present system of tax collection 
agreements is to continue, should prov- 
inces be required to adhere to the feder- 
ally defined tax bases and should prov- 
inces be required to express their in- 
dividual income tax as a percentage of 
federal tax rather than taxable income? 

Secondly, there are issues with regard to equaliza- 
tion payments. "There is a common misconception 
that [they are] financed by the three rich provinces; in 
fact, [they are] financed from federal taxes collected 
from all Canadian taxpayers. Thus higher-income 
Canadians in poorer provinces contribute through 
their federal taxes to the equalization grants paid to 
their own provincial governments." As George Car- 
ter asks in a recent analysis of financing Canadian 
federalism, "Should 'windfall' gains to Alberta from 
nature's bounty bring sharp increases in the equaliza- 
tion costs borne by all Canadian taxpayers?" 

measures, many of which are totally unrelated to rev- 
After all, full equalization of these large in- 

enue objectives, and the fact that no two of these are creases in oil royalties of one province would 
of the same design, even where the objectives are the require an excessive increase in federal taxes. 
same, [also] presents Revenue Canada with difficult Equalization grants, growing at annual rates 
problems. Effectively Revenue Canada must admin- which exceed the fiscal need they are intend- 
ister several different systems simultaneously. " ed to meet, would run the risk of undermin- 

In sum, consideration of the tax collection system ing the integrity of the whole equalization 
in Canada raises several questions: program. 20 

Should the federal government be con- 
cerned about, and take action to pro- 
mote uniformity and harmony in the na- 
tional income tax system? 
Should the federal government ignore 
such concerns and agree to administer 
provincial measures which have the 
potential to reduce uniformity and har- 
mony and introduce discrimination or 
add confusion, complexity, and perhaps 
inequity into the national tax system? 
Is it necessary 'to have a central ad- 
ministration and collection agency and, 
if so, should this be the federal govern- 
ment or, as has been suggested, a quasi- 
autonomous federal-provincial agency? 

One answer would be to make the equalization 
scheme closed-ended instead of open-ended-that is, 
to impose a ceiling on the annual rate of increase in 
the payments, tied to some index of growth (perhaps 
GNP).*' 

There is doubt, too, about the impact of equaliza- 
tion established under the current scheme. It has been 
argued that the equalization program in effect has 
tended "to stabilize low income regions and . . . 
lessen the necessity and desire for adjustments which 
are required to make them economically viable. " The 
"very important question of the status of the Prov- 
ince of Ontario-which would now qualify for large 
amounts of equalization if natural resources revenues 
were included in fullm-has yet to be answered. 
"Finally, any review of the equalization program 
must start with the basic purpose of the program, 



which is to make it possible for all provinces to 
finance a reasonable level of public services without 
having to impose unduly high tax rates. The objective 
is not to redistribute provincial government income 
or to promote industrial development in areas of high 
unemployment. These issues must be dealt with by 
means of program[s] other than equalization, How- 
ever, some modification of purpose might be accom- 
modated with a two-tier system of equalization." 

There are additional questions with regard to 
established programs financing. One arises in the 
area of postsecondary education, where the agree- 
ments between the government in Ottawa and the 
provinces do not provide for the maintenance of 
minimum standards across the country, as do the 
agreements concerning health services. "Nor is polit- 
ical pressure apt to be as effective in maintaining the 
level of provincial support for higher education'' as it 
is for health services. Provincial politicians often 
perceive "students . . . to be a privileged minority, 
whereas virtually everyone stands to benefit directly 
from the health services. " 2 2  Whether such minimum 
standards are in fact being maintained, even in the 
health field, is in doubt. 

Indeed, George Carter concludes: 

Notwithstanding its merits, the . . . EPF ar- 
rangement has by no means solved all the fis- 
cal problems of Canadian federalism. By 
what criteria should national standards be 
defined and maintained with respect to the 
EPF program? How can intergovernmental 
conflicts be reduced? At issue are fundamen- 
tal questions involving both economic effi- 
ciency and equity. 23 

issues Although these are all important issues-' 
which likely will have to be dealt with in the negotia- 
tions leading up to the renewal of the fiscal arrange- 
ments between Ottawa and the provinces-they play 
second fiddle to the basic controversy over the nature 
of Canadian federalism itself which is currently occu- 
pying that Commonwealth's attention. This is not 
the place to go into great detail about the controver- 
sy. It is necessary to summarize the events leading up 
to it and the status of things as of the end of 1980. As 
indicated earlier in this study, the struggle for power 
between the national government and the provinces 
has been an ever-present feature of Canadian life and 
1980 was a critical year in that struggle. With the 
defeat of the Quebec referendum on sovereign- 
ty-association in May, the promise Prime Minister 
Trudeau made to voters in that referendum (and by 

implication to all the Canadian people) to take 
speedy action to renew the federal system now had to 
be honored. After a summer of fruitless consultation 
with provincial leaders and a week of unsuccessful 
negotiations at a full-scale constitutional conference 
in Ottawa, the Prime Minister announced the inten- 
tion of the national government to move in that 
direction unilaterally. 

On October 2, 1980, Mr. Trudeau delivered a ma- 
jor address to the Canadian people,24 in which he re- 
jected the concept of a Canada which holds that the 
national good is "merely the sum total of provincial 
demands, one where the division of power upon 
which [the] federation traditionally rests could be 
altered for no reason other than that the provinces 
agreed amongst themselves that it should be alter- 
ed." To accept that concept, the Prime Minister 
warned, would be to permit "ten countries" each to 
seek "advantage over the other, without any means 
to seek the good of all." Rather, Canada must find a 
way to "achieve the good of all, the common good." 
To that end, he proposed his own method of break- 
ing the constitutional power deadlock: "Through the 
one institution in which all Canadians are repre- 
sented, the Parliament of Canada, Canadians can 
break the deadlock among their 1 1 governments. " 
As the instrument to accomplish that goal in Parlia- 
ment, he presented a joint resolution to the Queen 
"respecting the Constitution of Canada," for con- 
sideration by the British Parliament. Briefly sum- 
marized, the resolution proposes: 

the patriation of the constitution-asking 
the British Parliament to repeal the British 
North America Act and to confer on Canada 
its own constitution and with it ultimate 
power to manage its own affairs; 

inclusion in the patriated constitution of a 
charter of rights and freedoms, binding on 
all Canadian governments; 
inclusion in the patriated constitution of the 
principle of equalization- "t he principle of 
sharing across this land-which is the very 
essence of our country;" and 

inclusion in the patriated constitution of an 
amending formula. 

After several months of consideration of its pros 
and cons by a joint Commons-Senate Committee, the 
resolution came before the House of Commons in 
February 1981. By early March, it began to appear 
that the debate might drag on long enough to force 



the Trudeau government to invoke cloture (a device 
rarely used in Canada to cut off debate). 

In the weeks after the government's action, there 
was a great deal of side-taking in Parliament itself, in 
the provinces, and in the Canadian press and public. 
Not only have angry voices been raised at the uni- 
lateral way the government went about proposing 
constitutional change, leaving the provinces no role 
to play; they have been raised also about what would 
be included in the repatriated constitution. Perhaps 
not surprisingly, more of the debate over the pro- 
posal focused on the contents and impact of the 
charter of rights and on the methods of amending the 
new constitution than on enshrining the principle of 
equalization there. 

It is the latter which is of central concern to this 
study. Should it be embodied in the constitution, as 
proposed in the resolution, it would commit not only 
the national government but the provincial govern- 
ments as well to promoting equal opportunities for 
all Canadians. Specifically, part I1 of the resolution, 
entitled "Equalization and Regional Disparities," 
provided: 

(1) Without altering the legislative authority 
of Parliament or of the provincial legis- 
latures, or the rights of any of them with 
respect to the exercise of their legislative 
authority, Parliament and the legis- 
latures, together with the government of 
Canada and the provincial governments, 
are committed to- 

(a) promoting equal opportunities for 
the well-being of Canadians; 

(b) furthering economic development to 
reduce disparity in opportunities; 

(c) providing essential public services of 
reasonable quality to all Cana- 
dians. 

(2) Parliament and the government of 
Canada are committed to taking such 
measures as are appropriate to ensure 
that provinces are able to provide the 
essential public services referred to in 
paragraph (1) (c) without imposing an 
undue burden of provincial taxation. 

Yielding to subsequent pressures for change, 
Trudeau government announced on January 
1981, that it had amended paragraph 2 of 
equalization section of the resolution to read: 

Parliament and the government of Canada 

the 
12, 
the 

are further committed to the principle of 
making equalization payments to ensure that 
provincial governments have sufficient 
revenues to provide reasonably comparable 
levels of public services at reasonably com- 
parable levels of taxation. 

Whether inclusion of such a provision in the con- 
stitution of Canada would make a difference in 
Canadian practice is debatable. As Sen. G.I. Smith, 
formerly premier of Nova Scotia, concluded, inclu- 
sion of an equalization provision "without some 
sanction or some means of enforcing it is no more 
valuable or useful than the present arrangement. " 2 6  

Most observers agree that, in the end, the Trudeau 
government, with its majority in Parliament, will 
carry the day-though perhaps with some changes in 
the rights and amendment parts of the proposed con- 
stitution. Indeed, even as Commons began its debate, 
Prime Minister Trudeau made some concessions in 
those areas. The end may be fairly long'in coming, 
however: Six of the provinces have challenged the 
proposal in provincial courts, and the outcome of 
those cases cannot be predicted with any assurance. 
An appeal to the Supreme Court of Canada will like- 
ly be made, and all that takes time. 

Once passed by the Canadian Parliament (Senate 
concurrence seems to offer no problem), the resolu- 
tion will have to be considered by the British Parlia- 
ment. There are few if any precedents to guide that 
Parliament in handling the case. A select committee 
of Parliament began to hear evidence on both sides in 
December 1980. Early in February 1981, it was re- 
ported that its decision was to advise Parliament to 
reject the constitutional package, inasmuch as there 
was no evidence that it had the backing of the "great 
majority" of the provinces. As of early March 1981, 
the outcome remained to be seen. Prime Minister 
Thatcher promised Mr. Trudeau that the resolution 
"would be put before the Commons as a government 
bill, and an attempt will be made to pass it."*' If it 
does not pass muster in Parliament, Prime Minister 
Trudeau has indicated that he has no plans to declare 
unilateral independence patterned on the Rhodesian 
model. Originally, it was hoped that the whole pro- 
cess of patriating the constitution was to be conclud- 
ed by July 1, 1981. That does not seem likely now. 

In any case, the constitutional issue was shortly 
joined by an even more contentious issue when the 
federal budget message was delivered to Parliament 
in Ottawa on October 28, 1980. Contained in the 
budget was a new national energy program which 



went directly to the heart of federal vs. provincial 
power. Indeed, as pone observer noted, "the new 
federal budget was clearly more of an energy policy 
statement than a traditional budget. Since energy 
pricing, revenue distribution, and self-sufficiency 
. . . represent the core of many of Canada's funda- 
mental economic concerns today," and since the 
budget "represents the first step in the direction of 
restoring to the federal government a more favorable 
fiscal balance relative to the  province^,"^^ debate 
over it quickly heated up and joined the constitu- 
tional debate at center stage. 

Of particular importance to this study were the 
budget's promises nearly to double oil and natural 
gas prices by 1983-with petroleum prices rising im- 
mediately-and to levy a federal tax on exports as 
well as on domestic sales of natural gas. In addition 
to the natural gas tax, an 8% levy on oil and gas com- 
pany revenues was announced, along with a "petro- 
leum compensation payment" of 80 cents a barrel, 
which will be increased to $2.50 a barrel over the next 
three years. In effect, the federal government im- 
posed an energy pricing and revenue sharing for- 
mula, not having been able to negotiate one with the 
provinces. In dollar terms, the new formula would 
give a massive increase in revenues to the federal 
government compared to what it has been receiving 
from the oil and gas bonanza. 

The budget further provided impressive expen- 
ditures on new energy projects over the next three 
years, the money to come largely from the new en- 
ergy taxes, including programs for energy conserva- 
tion, conversion from oil to natural gas and coal, and 
extension of the natural gas pipeline to the Maritime 
Provinces. A western development fund of $4 billion 
would be set up, $2 billion of which would be spent 
over the next three years on economic projects in 
consultation with western provincial governments. 

Notwithstanding the concession represented by the 
fund, and ignoring Federal Finance Minister Allan 
MacEachen's assurame that the energy program was 
necessary "to put Canada's energy house in order" 
and to give Ottawa "a fair share" of oil and gas prof- 
i t ~ , ~ ~  the western provinces-particularly Alberta 
and British Columbia-reacted immediately and re- 
soundingly. At issue, they feel, are both the prov- 
inces' stoutly defended power over energy resources 
and millions of dollars of potential provincial 
revenue. To make their case, Alberta began to slow 
oil production by 100,000 barrels a day starting 
March 1, 1981, and went to the Alberta Court of Ap- 
peal to test the constitutionality of the federal tax on 

natural gas produced and sold by the Alberta govern- 
ment. That court declared the tax unconstitutional. 
The federal government will no doubt appeal the de- 
cision to the Supreme Court of Canada. For its part, 
British Columbia began to "withhold payments to 
Ottawa ef the tax collected by its provincially owned 
gas distribution arm, B .C. Hydro. " 

As of early March 1981, little progress was re- 
ported on either the constitutional or the budget 
front, although by then it appeared that the govern- 
ment of Alberta was beginning to reconsider its hard- 
line approach to Ottawa on the energy issue. Thus, 
Canada may be in for a prolonged period of conflict. 
Separatism, which used to be thought of only in 
terms of Quebec, has developed adherents in the 
West. As The Globe and Mail put it editorially, 
Westerners have added complaints about the pro- 
posed constitution and the national energy policy to 
their old grievances, "the largest of which, of course, 
is the failure of the federal government to deal 
realistically with the West on resources. . . . " 

The constitution and control of resources in- 
tertwined-two crises that have brought 
Canada to the position where two provinces 
have threatened a tax strike against Ottawa, 
one province has threatened to reduce its 
supply of oil to the rest of the country 
[Alberta did so effective March 1, 198 11, and 
six provinces have taken the federal govern- 
ment to court. Not small crises.'O 

"Divisiveness" seemed to be the Canadian watch- 
word as the country entered 1981 ." 

Even so, what the distinguished legal scholar, 
Maxwell Cohen, recently said has to be borne in 
mind: "Canada cannot tolerate chronic threats of 
confrontation, litigation, or separation as a way of 
life."32 He was confident that "appropriate institu- 
tions" can be created into which to channel the 
disputes threatening to rend Canada apart. The 
beginning of that creative process may well be seen in 
1981. 

THE UNITED STATES 

Federalism in the United States has always been in 
flux, and it remains so today. Both Jimmy Carter in 
1976 and Ronald Reagan in 1980 dwelt heavily on the 
nature and nurture of federalism as they understood 
it. Neither they nor anyone else has seriously sug- 
gested that fundamental changes be made in the sys- 
tem as it is. What is argued for most often are adjust- 



ments in the so-called "balance of power" between 
the national government and subnational govern- 
ments. For a good many years during and after the 
New Deal, advocates of tilting the balance toward 
Washington seemed to be in control of the policy 
process. Addressing all problems through federal 
programs seemed to have been accepted as the proper 
way to proceed. By the 1970s, however, the balance 
had been corrected somewhat toward the subnational 
side, partly because the states themselves have 
become more innovative and self-assertive than they 
were formerly. As the Advisory Commission on In- 
tergovernmental Relations concluded in the fall of 
1980: 

Generally, state governments have made 
great strides in strengthening their capabil- 
ities by adopting many reforms that have 
been urged for over 50 years. The improve- 
ments have affected all three branches of 
state government . . . and have involved 
structural, procedural, fiscal, and functional 
changes. . . . 
In the past 20 years, the states have assumed 
a key role in the intergovernmental system as 
prime recipients and disbursers of federal 
aid; as planners, administrators, and super- 
visors of big intergovernmental programs 
(including their own as well as federal); and 
as objects, supplementers, and resisters of 
federal regulatory activities. This drastically 
expanded intergovernmental assignment, in 
effect, has conferred on the states a major 
new role in the overall federal system; at the 
same time their traditional prime function of 
serving as 50 differing representational 
systems has been revitalized in recent years 
thanks to major changes in their political 
processes . . . . 3 3 

But if an enhanced role for the states has been 
developed, "local governments have become increas- 
ingly more dependent fiscally on the state and federal 
governments, particularly the latter. " Although they 
"continue to be the workhorses of the federal system 
in terms of the provision of direct services to the 
public," their growing reliance on grants from the 
national and state governments "has curtailed the 
administrative discretion of local officials since ex- 
penditure of the vast bulk of the aid money is cir- 
cumscribed by specific programmatic and procedural 
requirements and crosscutting national poli- 

cies. . . . " Distinctions between the several types of 
local government (municipalities, counties, special 
districts) have become blurred, and attempts to link 
local units together for better service delivery have 
not been very successful. The states, taken together, 
have received mixed reviews for their performance as 
"power source, supervisor, helper, and encourager 
vis-a-vis their local governments. . . . [Olverall they 
have demonstrated more responsibility for their lo- 
calities in the important areas of financial aid, organ- 
izational and functional discretion, and financial 
management than was the case a generation ago. The 
failure of most states to promote structural improve- 
ment at the local and substate regional level is a se- 
rious shortcoming, however." Another shortcoming 
is the lack of attention given by the states to the 
assignment of public services and functions at the 
state and substate levels. 34  

This section was written in late 1980. 

The 1980s can be expected to see further changes in 
American federalism, some of them taking place as a 
consequence of ACIR studies and recommendations, 
and some of them stemming from the initiatives of 
the Reagan Administration. Shortly after his election 
in November 1980, President Reagan promised to 
"reinstitute this nation as a federation of sovereign 
states," presumably by returning some taxing and 
program authority from Washington to the states 
and localities. 

Whatever course is taken, the point to be made is 
that the status of federaligm in the U.S. as it enters 
the 1980s is, as it has always been-a subject of in- 
tense concern to those seeking to exercise power in 
the people's name, but accepted by them and the peo- 
ple as well as the system within which governments 
must work to accomplish their purposes. Each new 
administration in Washington has its own set of pro- 
posals to make it work better-or differently-and 
others are offered by politicians and scholars across 
the land. The continual reassessment of the operative 
side of federalism, indeed, has long been a major 
American concern. 

But federalism as such is not the subject of this 
study. As might be expected, the fiscal side of 
federalism is where some of the most sensitive nerves 
are found in its operation, so that we turn now to the 
major issues demanding attention and solution there. 

Once again, as in the other countries being sur- 
veyed in this study, the fiscal problems of local gov- 
ernments constitute a major issue. As a committee of 



the South Carolina General Assembly put it in a 
March 1980, report, those problems "are real, im- 
mediate, severe, and incredibly c~mplex."'~ Their 
basic cause is the limited fiscal powers granted to 
local governments by their parent states, and they 
have been exacerbated recently by local taxpayer op- 
position to increased property taxes, as evidenced by 
Proposition 13 in California and Proposition 2-1/2 
in Massachusetts. For it is primarily the general prop- 
erty tax with which the states expect their local 
governments to meet most of the increasing costs of 
providing local services, some of which are mandated 
by the state without the accompanying funds to pay 
for them. 

Attention has begun to be focused on what 
alternatives to the property tax might be developed. 
Among the alternatives are: 

state revenue sharing programs, which 
would provide a portion of state general 
fund tax revenues for counties and munici- 
palities; 
tax-base sharing, under which municipalities 
in a designated district would agree to share 
the financial benefits of increased tax 
ratables in any one town in the district (the 
revenue so generated to be returned to the 
municipalities on a formula based on need); 
broadening the range of taxes available to 
local governments (the committee of the 
South Carolina General Assembly, for ex- 
ample, recommended enabling legislation to 
allow local governments to levy a gross 
receipts tax on hotels, motels and other lodg- 
ing places and a local option county/ 
municipal sales tax;36 
levying the property tax on a statewide basis; 
and 
transferring to the state the financing of edu- 
cation, which in most localities comprises 
the largest element of the local budget. 

Legislatures throughout the country will be faced 
with making hard choices among these-and other- 
alternatives in the years just ahead. And the choices 
will be made even harder by the likelihood that fed- 
eral spending-and thus some grants-in-aid to local 
governments-seems likely to be reduced under the 
Reagan Administration and in the Congress. 

It was the clamor of beleaguered local government 
officials that persuaded the 96th Congress, late in its 
second session, to concentrate federal general reve- 
nue sharing at the local level-to the tune of $4.6 bil- 

lion a year-for fiscal 1981. For a while it appeared 
that general purpose local governments might be the 
only recipients of revenue sharing funds for the next 
three-year entitlement period. In any case, there was ' 

general consensus, as one member of Congress put it, 
that, 

. . . [Gleneral Revenue Sharing has returned 
to the local level, with a minimum of paper- 
work, the opportunity to use federal tax- 
payer dollars to meet local needs. Thousands 
of small cities and counties, many of which 
receive no other form of federal assistance, 
have been able to provide [services] with the 
help of Congress." 

The problem, as suggested in an earlier section of this 
study, was what to do about the states. The improved 
fiscal status of a number of statesg8 seemed to suggest 
that as a whole they were no longer in need of federal 
assistance in the form of revenue sharing. In the end, 
and subject to later appropriations, Congress autho- 
rized $2.3 billion a year to be distributed among state 
governments in fiscal 1982 and 1983. 

The issue of revenue sharing is far from settled, 
however. The three-year extension means that it will 
become a matter of debate in the Reagan Administra- 
tion. The states will again press their cause, em- 
phasizing that revenue sharing was not conceived 
originally as a handout but as a sharing of the federal 
tax base with subnational governments to help meet 
the substantial costs incurred in administering federal 
programs and meeting federal requirements, and that 
it aids states plagued with rural poverty, declining 
cities, and weak industrial bases by making it less 
necessary for them to levy taxes too far out of line 
with those levied by more fortunate states. Advocates 
of the states will argue, too, that the fiscal resurgence 
of some states in the late 1970s will have been re- 
placed by the early 1980s by increasing financial dif- 
ficulties. 

According to the latest figures from the De- ' 

partment of Commerce and Data Resources, 
Inc., the state surpluses of earlier years will 
have disappeared by the end of fiscal year 
1980. In that year the states will show a net 
deficit nationwide of approximately $12 
billion. In 1981, this deficit figure rises to ap- 
proximately $1 5 billion [and will increase 
thereafter] . . . . 
Perhaps even more than for local govern- 
ments, the fiscal outlook for the states dur- 



ing times of economic downturn is strained. 
Because states often rely primarily on in- 
come and sales taxes for their revenues, the 
states find their income quickly depressed 
during recession. And because many states 
are required by their state's [constitution] to 
balance their budgets, this must immediately 
result in reduction of services.39 

between $7,836 and $9,924. Or if the U.S. average 
per capita personal income be taken as 100, the 1978 
range between states was from 140 for Alaska to  71 
for Mississippi-or to use less dramatic examples, 
from 114 for Connecticut, Illinois, and California to 
76 for Arkansas and 80 for South Carolina. The 
problem still looks bad when viewed regionally: 

Thus, the states can be counted on to press their case 
before Congress and with the President as the next 
round of revenue sharing renewal approaches. 

But while grants-in-aid and revenue sharing are un- 
doubtedly of help in remedying the fiscal mismatch 
of American federalism-the greater ease with which 
the federal government can acquire revenue, the 
greater burden which subnational governments bear 
for providing increasingly expensive public services- 
they do little toward removing the basic inequality of 
resources among the states. Nor has any other 
method of achieving equalization been attempted by 
the federal government. 

The problem is an old and entrenched one. As 
Michael D. Reagan and John G .  Sanzone summarize 

Because the taxable capacity of the states 
varies widely, the tax revenues of state and 
local governments also vary, and with them 
the ability of each state to meet the service 
needs of its people. Unfortunately, with 
states as with families, those with greatest 
need for public services tend to be those with 
lowest resources. Although governments too 
are subject to "cost of living" differentials 
from one region to another, the savings ob- 
tainable through lower prices in rural states 
are not as great as the differences in tax 
capacity. Even by trying harder, the states 
with lower levels of taxable resources per 
capita are unable to raise as much revenue as 
the wealthier statesS4O 

To bring the matter down to cases, in 1978, against a 
U.S. average of $7,836, state per capita personal in- 
come amounted to $5,529 in Mississippi and $5,969 
in Arkansas (and this despite a quantum leap in those 
states from earlier times), to between $6,000 and 
$6,999 in 13 other states, and to between $7,000 and 
$7,836 in 12 more states. On the other hand, Alaska 
had reached a per capita personal income of $10,963 
by 1978; the District of Columbia, $9,924; and Neva- 
da, $9,439-with the remaining 21 states standing 

United States Per Capita Personal 
Income by Region,. 1978 

Percent 
of U.S. 

Region Amount average 

Far West 
Mideast 
Great Lakes 
Plains 
New England 
Rocky Mountain 
Southwest 
Southeast 

aRegions as defined by the Advisory Commission on In- 
tergovernmental Relations (see Chapter2 of this study). 
SOURCE: Advisory Commission on Intergovernmental Re- 

lations, Significant Features of Fiscal Fed- 
eralism, 1979-80 Edition, M-123, Washington, 
DC, U.S. Government Printing Office, 1980, 
p. 189. 

Reagan and Sanzone conclude their consideration of 
the problem thus posed: 

Nothing the states can do  individually can 
overcome the differential of resources. 
"Bootstrapping" only goes so far. The im- 
plication is clear: if we decide as a nation 
that we want a certain level of education, or 
welfare, or health care for all persons as 
U.S. citizens . . . only by having Uncle Sam 
collect more revenues from the wealthier 
states and distribute more in grants or shared 
revenues to the poorer states can equaliza- 
tion of services be attained. 
~urthermore, resource disparities are at  least 
as great between towns and counties within 
individual states as between .states. The 
equalization principle therefore also must be 
applied at the level of "little feder- 
alism" . . . through state g rank4 '  



At least in the field of elementary and secondary 
education, the 1970s saw steps taken which led to 
some equalization at the substate level. Supreme 
Court decisions in several states recognized the 
disparity of resources among school districts and 
declared unconstitutional in those states the tradi- 
tional reliance on local property taxes as the resource 
base for public education. The legislatures of those 
states were forced to make a greater state input into 
local education financing. Whether other states will 
move in that direction remains to be seen. 

One change in the pattern of fiscal federalism was 
almost accomplished by the 96th Congress: the pro- 
posed Federal Assistance Reform Act of 1980, which 
the Senate passed but not the House. The work of the 
Subcommittee on Intergovernmental Relations of the 
Senate Committee on Governmental Affairs, the act 
dealt with the consolidation of categorical grant pro- 
grams, the streamlining of financial management 
practices, the strengthening of the joint funding sim- 
plification process instituted by the Joint Funding 
Simplication Act of 1974, and the provision of better 
information on federal aid availability and awards. It 
recognizes, as subcommittee chairman Sen. James R. 
Sasser (D. TN) told the Senate that, 

As the federal assistance system is con- 
structed today. . . [nlarrow categorical grant 
programs. . . [force] federal bureaucrats to 
involve themselves in concerns that could be 
the prerogative of states and localities. The 
role of the federal government has become 
too broad when specific programs are en- 
acted or proposed for jellyfish control, car 
pool projects, police pensions, and dog and 
cat spaying.42 

The reforms made possible by enactment of the same 
bill by the 97th Congress would "reconstruct the 
categorical grant system, slimming and streamlining 
its processes" so as not only to make better manage- 
ment possible but to "make a sizable dent in over- 
head costs" associated with the many grants in effect 
today.'"S. 45, introduced in the first session of the 
97th Congress, early in 1981, is substantially the 
same bill.) 

The ACIR made most of the recommendations on 
which the assistance reform act was based. In addi- 
tion to its long interest in the consolidation of 
categorical grants into block grants at the federal 
level, it has urged the trade-off of functions, either 
through assumption or devolution, among levels of 

subnational government. By late 1980, it had come to 
believe, however, that, 

. . . proposals to trade off functions. . . and 
consolidate grants cannot succeed in arrest- 
ing the growth of federal intrusiveness into 
state and local affairs unless the technique of 
advancing national goals by attaching multi- 
ple requirements to all forms of federal 
assistance is simultaneously addressed. To 
put it more simply, it is doubtful whether a 
block grant to which a multitude of non- 
discrimination, environmental, employ- 
ment, and administrative requirements has 
been attached is much less of a constraint on 
state and local discretion than a group of 
narrow categorical programs. And an un- 
funded direct order can certainly be an ex- 
treme form of federal intrusion.44 

In sum, ACIR has concluded, "the growing use of 
mandates by the federal government is profoundly 
impacting state and local discretion and budgets." 
This is reflected in the ever-increasing complaints of 
state and local officials regarding the extraordinary 
intrusiveness of mandates, as well as by then Pres- 
ident-elect Reagan's promise to "reexamine the man- 
dates issued by the federal government, which now 
impose so many federal burdens on state and local 
governments. "45 Assessment of those impacts and 
possible suggested changes in them may well con- 
stitute one of the major thrusts in American fiscal 
federalism in the years just ahead. 

WEST GERMANY 
There are basically two problems demanding atten- 

tion in West Germany federalism-one, the by-now- 
familiar problem of financing local governments 
satisfactorily; the other, the viability of the federal 
structure itself. Both of these problems must be con- 
sidered against the background of recent German 
economic performance. As long as West Germany 
seemed to have achieved for itself a "miracle econ- 
~my,"~"either question was terribly pressing. But 
by the end of 1980, the German economy had slowed 
down, threatening "to bring growth in the national 
economy-long regarded as Europe's powerhouse- 
to a standstill." Although Germany's performance 
statistics, as suggested in Chapter 2 of this study, are 
still remarkable comparatively, a number of in- 
dicators show that Germany may be about to sail into 
troubled economic waters. Both economic growth 



rates and productivity rates have fallen recently, and 
government indebtedness has risen dramatically. In- 
deed, the size of the federal debt-estimated to be the 
equivalent of about $1 15 billion at the end of 1980- 
was a central issue in the 1980 campaign, "making 
the public especially sensitive to federal spending 
policy" at the very time that the German population 
is aging and declining and the bill for social benefits 
is mounting." In this changed context, the two ques- 
tions assume greater urgency. Each one thus deserves 
brief comment. 

Although local governments were brought into the 
tax-sharing arrangement in Germany in 1970, they 
"have not been able substantially to improve their 
financial position relative to the other tiers of govern- 
ment. . . . [The] increased relative costs and swelling 
demand for public services at the local level do not 
seem to have been acknowledged" in the country's 
fiscal arrangements. 4 8  

On the revenue side, the discussion is center- 
ing around the question of how to transfer a 
secure and steadily expanding financial basis 
to municipalities, that is more or less inde- 
pendent of the business cycle, yet strong 
enough to enable communes to deal with 
their needs. . . . 
On the expenditure side there is the complex 
problem of the actual local planning process 
itself . . . [and of] how to coordinate the 
multiplicity of [local] government agencies 
horizontally, and how to integrate their poli- 
cies into general policies designed at the fed- 
eral or [laender] level. . . . 

Even in the affluent 1970s, no answers were found 
for the revenue side of the matter, and consideration 
of the expenditure side runs into the constitutional 
difficulties of Article 28 of the Basic Law, which 
guarantees municipal autonomy as far as local expen- 
ditures are concerned. "Traditionally, the federal 
government as well as the [laender] have tried to pro- 
mote desired policies at the local level by means of 
grants, in particular conditional grants." But these 
have come under increasing criticism as undermining 
the guaranteed local autonomy. Indeed, P. B. Spahn 
concludes that "municipalities in West Germany are 
regarded more like private business firms than con- 
stituents of public authority by the central govern- 
ment. This contrasts with the general characteristics 
of the German federal machinery established to inte- 
grate federal and [laender] policies . . . which is 
largely coordinative in the sense that 'decisionmaking 

responsibility is shared and the policies of different 
governments are coordinated. ' " 

How to remedy the situation may depend on the 
resolution of the second problem identified at the 
outset of this section; namely, what to do about the 
German federal system itself. As David Contradt has 
summed it up, "the federal structure of the Republic 
is being increasingly considered by students of the 
Germany policy process as an impediment to effi- 
cient government and social and economic progress. 
Federalism is viewed as 'old-fashioned, ' something 
out of the 19th century that now frustrates future- 
oriented reforms and innovations. Opinion polls 
have . . . shown increased popular support for cen- 
tralization and a unitary state. . . ."49 The laender 
are coming to be viewed as obstacles in the way of 
more effective national planning and action in 
critical problem areas such as water and air pollution 
control, law enforcement, and control of terrorism. 
As for local governments, there is general agreement 
that many are "structurally outmoded. "'O 

A partial solution to the overall problem might 
be- 

. . . the consolidation of the federal system 
through a reduction in the number of states 
from the present [ l l ]  to five or six units of 
roughly similar size, population, and eco- 
nomic resources. Such a federal structure 
would greatly reduce, if not eliminate, the 
"poor state-rich states" problem and hence 
the need for Bonn and the richer states to 
pay subsidies or equalization money to the 
poorer states. Realignment and consolida- 
tion would also end the veto power now en- 
joyed by even the smallest state in many 
joint federal-state undertakings. " 

To be sure, to attempt a restructuring of the fed- 
eral system would require major constitutional 
change. But it would be recalled from the profile of 
West Germany in Chapter 2 of this study that the 
Basic Law under which the country now operates has 
from the beginning been regarded as provisional on- 
ly. Because it was virtually dictated by the victorious 
Allied powers and designed negatively to prevent 
another Weimar catastrophe, rather than positively 
to provide a permanent base for future development, 
the Basic Law has not come to occupy a central place 
in the affections of the German people. Thus, it 
might not be so difficult to move into the revision 
process. In a way, that process has been ongoing 



since 1949, as the Basic Law has been amended. It is 
worth noting, incidentally, that most of the many 
amendments have dealt with intergovernmental rela- 
tions and with fiscal issues. 

It is likely that a process for constitutional revision 
would have to be developed from scratch-perhaps 
by convening another constituent assembly-since 
Article 79 of the Basic Law, as interpreted by the 
Federal Constitutional Court, prohibits amendments 
directly affecting the federal structure of the state- 
specifically, the division of the federation into 
laender . 

Even so, Conradt found that "since the late 1960s 
a growing number of constitutional scholars and po- 
litical leaders have been considering the possibility of 
a new constitution" and that they have been devel- 

oping an agenda of issues which would have to be ad- 
dressed in the process. Prominent among them is the 
federal structure of the nation. "A reduction in the 
number of states and a clearer statement as to their 
powers and responsibilities appear to be inevitable in 
any new constitution. " 5 2  

Whether either of the two issues of German feder- 
alism will be dealt with in the immediate future is 
problematical. Neither issue received much attention 
in the 1980 federal election campaign, and neither ap- 
pears high on the agenda of the victorious coalition 
government. Although the impact of a declining 
economy might serve to hasten consideration of the 
structure of federalism, it can hardly be expected to 
make a contribution to the solution of the urban 
fiscal plight in Germany. 
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Chapter 7 

Four Federal Sys terns 
in Comparative Perspective 

T he presence of two major levels of government 
(remembering that local governments are sub- 

sumed as part of the subnational level), each with a 
certain amount of constitutional autonomy, ob- 
viously creates problems in the fiscal areas which 
have somehow to be solved through the institutions 
of government. Federal nations vary among 
themselves as to what institutional arrangements are 
established and utilized for that purpose. 

The problems to be solved, however, are very 
much the same in all federal nations. One important 
problem is to assure that each level of government 
will have adequate financial resources to carry out 
the responsibilities it is expected to assume in the 
overall scheme of things in national affairs. This 
means that revenue sources in the nation must be 
both appropriately divided and harmonized suffi- 
ciently so that undue and unequal burdens are not 
placed on taxpayers. A problem of almost equal im- 
portance is to find a way to assure that subnational 
governments across the country are able to provide to 
their citizens substantially the same quality of service 
without some of them having to impose much higher 
taxes than others. A third problem arises out of the 
necessity of having some way to assure that certain 
basic services-health care, education, transpor- 
tation, welfare-even though they are the responsi- 
bility of subnational governments, are offered at 
about the same standard and to about the same 
groups or individuals across the country. Finally, a 
problem arises in devising ways to secure some degree 
of compatibility between the levels of government as 



far as economic and taxation policies adopted by 
each are concerned. 

There are no pat solutions to any of these prob- 
lems, and the four countries under review in this 
study have approached solving them in different 
ways. In none of the countries have perfect solutions 
been arrived at; and given the pushes and pulls within 
each of the systems which are constantly felt in na- 
tional palitics and policymaking, it is not likely that 
such solutions will ever be achieved. 

The purpose of this study was to compare and con- 
trast fiscal federalism in four nations. While 
recognizing that each nation and its federal system is 
unique because of the geographic, demographic, eco- 
nomic, social, and political factors of the particular 
country, the four federal systems-those of 
Australia, Canada, the United States, and West Ger- 
many-have faced many similar problems over time, 
especially in the area of fiscal policy. How the others 
have attacked those problems may provide insight in- 
to the American federal system as it moves into its 
third century. 

SELECTION OF COUNTRIES 

The three foreign countries selected for the ACIR 
study-Australia, Canada, and West Germany- 
were chosen because they possess certain basic 
similarities to the United States. Most important, cer- 
tainly from the present vantage point, is that the 
three countries are democracies and are governed by 
federal systems, in which responsibilities are shared 
among different governmental levels. In addition to 
having the same system of government, each of the 
countries has a highly industrialized economy along 
with a well-educated and trained labor force. All four 
countries have predominantly urban populations. 
The standard of living differs somewhat among the 
four but is high in all of them. While currently, and 
recently, experiencing greater than usual economic 
problems-particularly the stagflation combination 
of high rates of unemployment and inflation-each 
country retains a distinctly "have" rather than 
"have-not" economic status. Strong parallels in mat- 
ters of government and economic and social struc- 
tures thus exist. 

It is equally true, however, that none of the coun- 
tries is a mirror image of another. Needless to say, 
each nation possesses its own history, institutions, 
culture, and traditions, and, as such, can lay claim to 
being "unique." Indeed, no shortage of distinctions 
exists among the four countries studied here. For 

one, Australia, Canada, and the U.S. are large in 
area; West Germany is not. For another, the U.S. has 
a far larger population than any of the other three- 
with, for example, ten times the number of people 
that Canada has and 3-1/2 times as many people as 
West Germany. 

It should be pointed out that in certain important 
respects Australia, Canada, and West Germany have 
much more in common with each other than they do 
with the United States: All three are governed by a 
parliamentary system emphasizing strong party dis- 
cipline; the U.S., with its separation of powers and 
the presidential system, is characterized by weak 
party discipline. Further, Americans are served by a 
far greater number of governments-particularly 
local governments, both single and multipurpose- 
than are their counterparts abroad. All told, there are 
just under 80,000 governmental units in the U.S., in- 
cluding 50 states, as opposed to 11 German laender, 
11 Canadian provinces, and six Australian states. 
The critical distinction to be made on this point, 
however, centers not only on the number of govern- 
ments but on the distribution of power and authority 
among the three governmental levels and the tradi- 
tional uses of governmental power. Largely owing to 
the number and independence of one from another, 
and to the large role reserved for the private sector, 
governments' power is far more diffused in the U.S. 
than is the case in the federal systems of Australia, 
Canada, and West Germany. This diffusion of power 
is particularly evident in the fiscal strength of the 
local government sector in the U.S. as compared to 
its relative weakness and dependent status fiscally in 
the other three countries. This diffusion also under- 
scores and reflects another critical distinction- 
American society is more pluralistic and hetero- 
geneous than are the societies of the other three 
federations. 

The similarities and differences that exist among 
the four countries could be extended considerably. 
The abbreviated discussion presented here, however, 
should serve to suggest that there are a number of 
strong common factors both among the selected 
countries and between these countries and the U.S. 

LESSONS AND LIMITS OF 
FOREIGN EXPERIENCE 

There are two reasons for studying foreign ex- 
perience: (a) to discover approaches that might be 
helpful in solving American problems, and (b) to 
gain better insight into, and appreciation of the 



American system. 
While there is undeniably something inherently in- 

teresting in studying the ways other federal systems 
are organized and how their institutional arrange- 
ments confront some of the same fiscal problems 
faced by the U.S., there are also limits to what we can 
learn from experience elsewhere. Even granted the 
existence of similar problems and common elements 
among the four countries studied, the question re- 
mains: How much-if any-of foreign experience 
can be transferred to the U.S.? The differences 
already mentioned-size, number of governments, 
degree of autonomy, etc.-and others all serve as ob- 
vious restraints on the transferability of experience 
from abroad. 

Further, the studies of Australia, Canada, and 
West Germany are, in essence, case studies, and like 
all case studies it is difficult to generalize-in this 
case, from a sample of three. Finally, the question 
arises, does the U.S. want to alter its system to bring 
it more closely in line with other federal systems? 
What trade-offs in terms of local discretion and 
negotiating ability, for example, would have to be 
made if one were to move to the more centralized 
fiscal federalisms of Australia and West Germany? 
In any case, in seeking to extract lessons from the ex- 
periences of other federal nations, the purpose of the 
exercise is not to provide an alternative fiscal pattern 
for the United States. By and large, that pattern is so 
deeply rooted in law, custom, and practice in the 
U.S. that radical substantive change seems highly un- 
likely. The individual peculiarities of the other three 
nations serve to tailor the fiscal pattern in each so 
that none of them would fit the American body poli- 
tic. However, there do seem to be some substantive 
and a good many procedural lessons which can be ex- 
tracted and offered for consideration. 

For all of these reasons, it is necessary to approach 
the lessons to be learned from those studies with cau- 
tion. What we can learn from foreign experience, 
however, is "how they do it," and then decide-on 
whatever criteria, objective or judgmental-whether 
some of those lessons can be adapted to the practice 
of federalism in the United States. 

MAJOR CONCLUSIONS 
This study reaches three main conclusions: 

Fiscal federalism as organized in the United 
States is less formally structured, more frag- 
mented, and consequently less neat and 
orderly than in any of the other three coun- 
tries. 

The United States grant system is more com- 
plicated and extensive than is the case 
abroad. 

The United States pays less attention to the 
goal of fiscal equalization than do Australia, 
Canada and West Germany. 

Each of these conclusions deserves some comment. 
Other points of comparison are condensed in the 
"rating" table (Table 1 I ) .  

STRUCTURAL ASPECTS: 
PROCESSES, PROCEDURES, AND 

ARRANGEMENTS OF FISCAL 

The structure of intergovernmental fiscal relations 
in the U.S. is in sharp contrast to the institutional ar- 
rangements developed in the three other federal 
systems studied. 

Fiscal policymaking-government taxation and ex- 
penditure issues-is conducted in the U.S. at the 
national, state, and local levels by members of the ex- 
ecutive and legislative branches, with an increasingly 
important role being played by the federal and state 
courts. With the large numbers of decisionmakers in- 
volved, it is not surprising that a good deal of fiscal 
policy-especially between the federal and state sec- 
tors-appears uncoordinated, if not atomized, in 
comparison to the other three federal systems. As 
this study notes in Chapter 3, "the American federal 
system consists of a great many independent fief- 
doms, under a multiplicity of elected and appointed 
officials, many going in different directions, few of 
them taking into account the impact of their fiscal 
and economic actions on the others in the system." 

Yet, coordination-while weak-is by no means 
wholly absent from the federal-state relationship. In 
the federal arena, two devices-tax deductibility and 
the reciprocal exemption of interest income derived 
from government securities-are unparalleled in 
foreign experience. By their open-ended nature, 
available to all subnational governments, these 
features tend to promote governmental decentraliza- 
tion, enhancing the independence and autonomy of 
the state-local sector, and do little to bring about 
coordination between federal and state sectors. 
Perhaps significantly, one measure that would work 
toward coordination-the federal offer to collect 
state income taxes (subject to certain conditions)- 
has not been accepted by any state thus far. If the 
budge{and tax processes of the U.S. are in the main 



Table 11 

RATING FOUR FEDERAL SYSTEMS-AN "IMPRESSIONISTIC" EVALUATION 

Selected Indicators Australia Canada United States West Germany 

National Unity 
State Influence on 

Federal Policy- 
makers 

State Government 
Constitutional 
Status 

Actual State 
Control of Local 
Government 

Range of Local 
Government 
Responsibilities 

Local Government 
Influence on 
State 
Policy makers 

Local Government 
Influence on 
State Policy 

Local Government 
Influence on 
Federal Policy 

The Character of 
Fiscal 
Federalism 

Federal-State Inter- 
governmental 
Transfers 

Federal-Interstate 
Equalization 
Performance 

Strong 
Fairly strong 

Fairly strong. 
Strong 

Strong Strong 
Fairly weak Strong 

Strong Fairly strong de 
jure; very strong 
de facto 
Strong 

Fairly weakb Strong 

Strong Varies from fairly Strong 
strong to fairly 
weak 
Fairly extensive Limited Limited Fairly extensive 

Weak Fairly strong Fairly strong Weak 

Weak Fairly strong Fairly strong Weak 

Weak Weak Fairly strong Weak 

Two-t iered; 
centralized 

Two-tiered; 
decentralized 

Three-t iered; Two-tiered; quite 
unstructured integrated 

Important; em- 
phasis on condi- 
tional grants 
Very strong; 
revenue and ex- 
penditure 
disparities 
reduced 
substantially 
Fairly weak 

Important; em- Important; em- Unimportant; 
phasis on uncon- 
ditional grants 
Strong; revenue 
disparities 
reduced 
substantially 

phasis on condi- emphasis on tax 
tional grants sharing 
Weak; some tax Strong; revenue 
effort equaliza- and some 
tion expenditure 

disparities 
reduced 
substanially 

Fairly strong Fairly strong State Tax 
Performance 

Local Government 
Fiscal Indepen- 
dence 

Strong 

Fairly strong Fairly strong Fairly strong Weak 

aBut threatened by unresolved problems. 
 AS interpreted by the courts. 
SOURCE: Table prepared by John Shannon, Washington, DC, ACIR, 1980. 



aptly characterized as uncoordinated, fragmented, 
and atomized, however, the General Revenue Shar- 
ing (GRS) program, in effect since 1972, at least gives 
explicit attention to the overall status of state and 
local finance. In addition, the Congressional Budget 
Act attempts to pull together the various parts of the 
federal budget under the jurisdiction of the various 
committees and subcommittees so as to make assess- 
ment of the overall federal, if not intergovernmental, 
budgetary picture possible. 

If relatively uncoordinated, the intergovernmental 
fiscal policy process does not take place in a void. 
There is no shortage of meetings, conferences, and 
lobbying efforts, all such mechanisms being well en- 
trenched and actively pursued in the American fed- 
eral system. State-local interests are continuously 
promoted in Washington by national organizations 
-the public interest groups. While such meetings 
and forums forge linkages among the three govern- 
mental sectors, the discussions tend to center on 
specific topics, with little attention paid to an over- 
view of intergovernmental relations. 

What is lacking in the United States, as empha- 
sized by comparison with Australia, Canada, and 
West Germany, is an institutional structure or set of 
procedures that can be invoked on a regularly 
scheduled basis to assess the general direction or 
overall impact of federal-state-local policies. That is, 
no arrangements presently exist to develop an overall 
federal-state-local economic or fiscal policymaking 
framework. Unlike Australia and Canada, for exam- 
ple, the U.S. does not have anything comparable to 
the basically annual conferences of first and other 
ministers to hammer out federal-state relationships; 
unlike West Germany, the U.S. Constitution does 
not sort out governmental responsibilities in any 
detail. Thus, both by means of comparison with 
foreign experience and with regard to its own "open- 
ended" type of federal-state coordinating devices, in- 
tergovernmental relations in the U.S. can-at the risk 
of oversimplification-be considered very much the 
sum of its parts: program parts, governmental level 
parts, and governmental branch parts. 

The intergovernmental relations network in this 
country contrasts most strongly with the practices 
and procedures followed in Australia. Three Austral- 
ian institutions-the premiers' conference, the 
Grants Commission and the Loan Council-conduct 
some of the most vital intergovernmental nego- 
tiations. Because these three institutions constitute a 
locus of power for decisionmaking on vital in- 
tergovernmental topics, the Australian system of 

federalism is far more centralized than its U.S. 
counterpart; the powers possessed by these three 
Australian institutions are either absent or much 
more widely diffused in this country. 

The premiers' conference takes place regularly on 
an annual basis and fiscal matters constitute the 
leading-though not the sole-agenda items. The 
conference provides the setting in which the overall 
federal-state financial relationship is determined; it is 
the vehicle for presenting the national fiscal plans 
and policies to the states. Also distinguishing the 
Australian federal system from this country is the 
Australian Grants Commission, which has the au- 
thority to use its own calculations to assess grant ap- 
plications for special financial assistance for the fi- 
nancially weaker states. Although the commission it- 
self does not make the grants, its recommendations 
are almost always accepted by the national govern- 
ment. Equally distinct from American experience is 
the Australian Loan Council, which decides the total 
amount of governmental borrowing that will take 
place and then divides this total among those govern- 
ments seeking to borrow. While some types of debt 
are excluded-federal defense borrowing, for exam- 
ple-the decisions of the Loan Council need not be 
ratified by national or state parliamentary actions. 
Needless to say, no governmental institution in the 
U.S. has such powers. As W.R.C. Jay concludes, "It 
is hardly conceivable that a similar body could be set 
up in a federation like the United States, with its vast 
population, its multitude of local authorities exercis- 
ing major functions of government, its 50 states and 
its complex economy. " ' 

The distinguishing feature of Canadian intergov- 
ernmental relations is the heavy reliance placed on 
the consultation process for making policy decisions. 
This consultation process takes place in an extensive 
and elaborate number of meetings at virtually all 
levels-the basically annual meeting of first ministers 
(the Prime Minister and the ten provincial ministers), 
meetings of deputy ministers, senior departmental 
officers, etc. A typical year, 1975, was marked by no 
less than 782 federal-provincial meetings. In part due 
to the complex nature of the problems addressed and 
to the fact that Canadian political parties have taken 
on a provincial rather than national character, a 
good deal of power has been transferred to bu- 
reaucrats. Indeed, a new term-executive fed- 
eralism-has been coined to describe Canadian 
federalism. 

The development of so many meetings, with so 
many participants, covering so many problem areas, 



with so much power exercised by bureaucrats, has 
not gone either unnoticed or uncriticized. For present 
purposes, however, the essential point is that Canada 
has developed a structured consultation process for 
determining the direction of federal-provincial 
policy, which is not the case in the U .S. 

West Germany presents the most formally orga- 
nized system of federalism. The Basic Law (or con- 
stitution) of that country goes into detail as to how 
the fiscal arena is to be divided up by federal, state 
and local governments. Secondly, the Basic Law 
established the Bundesrat, the second house of the 
national legislature. The Bundesrat consists of 41 
delegates sent and instructed by their laender (state) 
governments. The main function performed by the 
Bundesrat is to review legislation passed by the 
Bundestag for its effects on the laender governments. 
It can, but rarely does, initiate legislation. The 
Bundesrat is thus the forum for conducting intergov- 
ernmental relations. Since its veto of any legislation 
can only be overriden by a two-thirds vote of the 
Bundestag, the Bundesrat plays a central role in 
domestic-particularly fiscal-policymaking in West 
Germany. 

FEDERAL GRANTSIN-AID 

By virtually any yardstick, the United States relies 
heavily on an extensive and complicated network of 
grants-in-aid-predominantly categorical in nature- 
to assist and stimulate the state-local sector to under- 
take programs held to have a "national interest." In 
good measure, the complexity of the grant system 
can be traced to a mushrooming growth of grants 
during the late 60s and early 70s. Between 1965 and 
1975, for example, federal grants increased from 
$10.9 to $49.8 billion. By fiscal 1980, total grants had 
reached the $9 1.5 billion mark, representing 21.1 % 
of federal domestic budget outlays and 26.3% of 
state and local expenditures. 

The $91.5 billion grant total is transferred to the 
state-local sector by three different grant mech- 
anisms. The General Revenue Sharing program is 
largely "unconditional" in character, recipients hav- 
ing wide discretion in the uses they make of the aid. 
"Block" grants are a hybrid concept providing aid 
for closely related programs in broad areas. The dis- 
tinguishing feature of the U.S. grant system, how- 
ever, is its heavy reliance on the categorical grant-in- 
aid, each designed to assist in financing a single, spe- 
cific public program. The dominance of this form of 
aid is apparent in an analysis by the Office of Man- 

agement and Budget. Using its definitions, categor- 
ical aids were used to transfer $72.6 billion, or just 
under 80% of total federal aid dollars in fiscal 1980. 

Indeed, it is the categorical aid component that ac- 
counts for the present complexity of the grant system 
in this country. As of 1978-the last year for which 
data are available-no less than 492 categorical aid 
programs, divided into formula and project grants, 
as well as matching and nonmatching grants, were 
made available to four groups of eligible recipients: 
states only, localities only, states and localities, and 
states, localities, and private nonprofit organizations 
(see Table 12). 

While categorical aids largely establish the present 
complexity of the grant-in-aid system, it is the Gener- 
al Revenue Sharing program that provides its exten- 
sive nature. Through this program, federal assistance 
is channeled to approximately 38,000 units of gen- 
eral-purpose local government. In addition, 26 cate- 
gorical aid grants (as of fiscal 1978) provided federal 
aid directly to local governments, thereby bypassing 
the states. This federal-local direct-aid connection, 
while the exception rather than the rule, is practiced 
to a far greater extent in the U.S. than in the other 
three countries. 

But if the highly categorical grants system is an im- 
portant part of intergovernmental relations in the 
U.S., it has recently come under increasing attack, by 
the Commission and others. The scope of the grant 
system is held to be excessive, with federal aid and 
policymaking intruding into areas more appropri- 
ately left to state-local decisionmakers. The number 
of grants and their conditions and requirements, 
when coupled with federal mandates and regulations, 
are seen as hamstringing state and local officials. 
And any grant system-certainly the extensive and 
complex U.S. system-raises the basic issue of 
political accountability. With such a system in opera- 
tion, is it possible to assign responsibility to the ap- 
propriate decisionmaker? 

To streamline the present grant system, the ACIR 
has recommended a "decongestion strategy9'-to 
simplify the aid system through a reorganization of 
aid programs that includes such steps as the feder- 
alization of some programs, the termination of 
others, and the consolidation of still others. Decon- 
gestion is less of a problem or issue in Australia, 
Canada, or West Germany. In West Germany, the 
Basic Law provides more "sorting out" of respon- 
sibility and authority among governmental levels 
than is the case in the U.S. In all three countries, 
local governments are kept on a much tighter leash 



Table 12 
CATEGORICAL GRANT PROGRAMS, BY GRANT TYPE, EXISTENCE OF 

NONFEDERAL MATCH, AND ELIGIBLE RECIPIENTS, 1978 

Nonfederal 
Match 

Fiscal Year 1978 
Eligible 

Recipients* 

Formula=Based 
Allotted Formula 
Formula Project 
Open-End Reimbursement 

Total Formula-Based 

Project 

TOTAL 

Yes No 

61 45 
25 22 
13 4 

99 71 

182 140 

281 21 1 
57: 1 % 

*Key: 1 -States only. 
2-States and local units. 
3-Local units only. 
4-State-local and-other (e.g., private nonprofit organizations). 

SOURCE: Advisory Commission on Intergovernmental Relations, A Catalog of Federal Grant-In-Aid Programs to 
State and Local Governments: Grants Funded FY 1978, A-72, Washington, DC, U.S. Government Printing 
Office, February 1979, p. 3. 

by the states or provinces, so that the direct federal- FISCAL EQUALIZATION 
local dimension of the complexity question does not 
rise as sharply-if at all. Further, the grant systems 
of the three countries differ from the U.S. model in 
that fiscal equalization is much more heavily em- 
phasized, rather than a profusion of specific pur- 
poses carried out via the categorical aid route and 
claimed as part of the "national interest." To be 
sure, these countries use categorical aid-but no- 
where to the extent it is used in the U.S. 

Despite the lesser reliance placed upon categorical 
aids in Australia and Canada-motivated mainly by 
cost containment considerations-both countries 
have acted to "decongest" their federal aid package. 
A "rollback" in categorical aids has taken place in 
Australia since 1976-77. Canada changed its estab- 
lished programs financing in 1977 so that the na- 
tional government's share of the three programs 
(hospital insurance, medicare, and postsecondary ed- 
ucation) is provided via a "closed-end" grant and the 
availability of tax room-whereby the provinces pick 
up the share of the personal income tax vacated by 
the federal government. 

Fiscal equalization is less accepted as a goal-and 
consequently is pursued to a lesser extent-in the 
United States than in any of the three federal systems 
studied here. This country has no counterpart to the 
Australian Grants Commission, which, for example, 
is designed by law to determine the method of calcu- 
lating and the amount of equalization assistance to 
be provided to the financially weaker states. Further, 
the measures of fiscal capacity used in the U.S. are 
probably less accurate-and certainly less sophis- 
ticated-than either the representative tax system ap- 
proach adopted (1) in Canada, where 29 different 
sources are involved in the capacity measure; or (2) in 
Australia, where the Grants Commission calculates 
the aid that a claimant state would need to provide 
services comparable to the standard states (New 
South Wales and Victoria) without having to impose 
higher taxes and charges than the standard states. 
Perhaps the greatest contrast regarding fiscal 
equalization, however, is with West Germany. There, 
the governments have not only assumed responsibil- 



ity for many services provided by local governments 
in the U.S., but equalizing transfers also take place 
not only from the federal government to the states 
(vertical equalization) but also from the richer to the 
poorer states (horizontal equalization). 

Thus, it seems clear that the United States is less 
committed to equalizing fiscal resources than are the 
other three federal systems studied. Yet equalization 
is by no means absent from the field of U.S. inter- 
governmental relations, where the General Revenue 
Sharing program constitutes the major vehicle to 
achieve this objective. This program provides aid to 
more than 38,000 units of general government, and 
as the ACIR's and other studies have noted, the 
assistance does successfully transfer resources in an 
equalizing manner, with greater amounts being pro- 
vided to the less fiscally able jurisdictions. In addi- 
tion to General Revenue Sharing, a number of cate- 
gorical aid programs have formulas that include mea- 
sures of fiscal ability to distribute aid for specific 
purposes. 

Fiscal equalization, however, is the exception 
rather than the rule in the United States. Even in 
equalizing programs, measures of fiscal ability are 
combined with factors designed to represent program 
need so that no program in this country distributes 
aid with the exclusive purpose of lessening fiscal 
disparities. It thus follows that, unlike the other 
countries studied, the U.S. has no targeted program 
of equalization aid under which the richer states do  
not receive any financial assistance. 

For the purpose of equalization, aid must be pro- 
vided in inverse ratio to a measure of the recipient 
jurisdiction's fiscal capacity. In the U.S., capacity 
has most frequently been measured by personal in- 
come and, to a lesser extent, by tax effort-the ratio 
of taxes to personal income. Tax effort, however, is 
not a clear measure of the ability of a governmental 
unit to provide public services or its need for addi- 
tional outside assistance. The tax effort factor is 
taken to represent fiscal capacity because those juris- 
dictions with more limited fiscal resources may be 
forced to tax to a greater extent, so as to provide ser- 
vices comparable to their more affluent counterparts. 
Since high measures of tax effort can also result from 
a preference for public-rather than private-sector 
goods and services, or because of an inefficient or 
wasteful public sector, tax effort is a flawed measure 
of fiscal capacity or fiscal pressure. 

The more frequently used measure of fiscal capac- 
ity-personal income-has also been under attack. 
Largely due to tax exporting-the ability of one 

jurisdiction to levy taxes that are paid by nonresi- 
dents as, for example, severance taxes and sales taxes 
paid by tourists-there is increasing skepticism as to 
the accuracy of the personal income measure to re- 
flect fiscal capacity. 

The United States thus pursues equalization to a 
lesser extent and measures fiscal capacity in a less 
rigorous manner than do the federal systems of Aus- 
tralia, Canada, and West Germany. If further steps 
in the direction of equalization are to take place here, 
the General Revenue Sharing program is the prefer- 
red vehicle. It is unlikely, however, that the U.S. will 
pursue equalization to the same degree that is 
presently the case in the three countries studied. 

CURRENT ISSUES 
In addition to the continuing issues posed by the 

processes and arrangements for conducting intergov- 
ernmental relations, fiscal equalization, and inter- 
governmental transfers, the four countries studied 
are all challenged by two common problems-local 
government finance and containing governmental 
costs. Local governments in general and urban gov- 
ernments in particular stand out as the weakest part 
of the intergovernmental fiscal totem pole, requiring 
as they do resource supplementation in each of the 
countries studied. Given the prospect of less than 
fully buoyant economies in the years ahead, fiscal 
austerity appears the order of the day for each of the 
four federal systems. With a more slowly growing 
economy, Australia, Canada, the United States, and 
West Germany all will face heightened tensions as to 
how the economic or public-sector pie is divided 
among governmental levels. 

Among the four countries studied here, Canada 
seems likely to face the greatest stresses and strains, 
both of federalism itself and of intergovernmental 
fiscal affairs. The Canadian Parliament has before it 
a joint resolution respecting the constitution of Can- 
ada. Debate has been joined over several features of 
this resolution-including the provisions for a char- 
ter of rights and freedoms binding on all Canadian 
governments and a formula for amendment. The fed- 
eral and provincial governments also are at logger- 
heads over the energy issue. The new energy package 
proposed by Ottawa, presented in the federal budget 
message of October 28, 1980, would increase federal 
revenues from energy sources-something the federal 
government is determined to see happen, just as the 
energy-rich provinces of Alberta and British Colum- 
bia are certain to attempt to forestall it. 



Though there is no sense of immediacy involved, 
constitutional revision is also in the wind in West 
Germany. Discontent has been voiced by many con- 
cerning the number and efficiency of the laender 
governments which, according to the critics, lack a 
clear statement of authority and responsibility. 
Because the Basic Law of West Germany was vir- 
tually imposed by  the Allies and has always been re- 
garded as provisional, there are probably fewer hin- 
drances to developing a new constitution than would 
be the case elsewhere. There is at present no indica- 
tion, however, that constitutional reform or  revision 
are issues that rank high on the West German polit- 
ical agenda. 

Both Australia and the United States, while con- 
fronting a full array of continuing and common 
problems, are doing so without any basic questioning 
of the federal system itself. There will be continuing 
adjustments to seek greater balance among govern- 
mental levels in both countries, and steps toward 
greater decentralization in both may be anticipated. 
Such changes as take place, however, are more than 
likely to be in the context of federal systems very 
much as they are presently constituted. 

In comparison to the other three federations, the 
United States clearly scores rather poorly when tested 
against traditional norms of orderly federalism. Fis- 
cal equalization is more honored in the breach than 
in the observance. Our metropolitan areas are Bal- 
kanized by a multiplicity of rather powerful local 

governments, which have learned to  bypass the states 
and go directly to Washington for all forms of special 
assistance. A hyper-responsive Congress, in turn, has 
created a thicket of narrow categorical aids, thereby 
serving to uphold and sustain local power and inten- 
sify the problem of fixing political accountability in 
the American federal system. 

Despite its disorderly appearance, the U.S. system 
must be given high marks on one crucial test-na- 
tional unity. It also scores very high on diversity. 
Such diversity-although it may seem disorderly at 
first glance-is actually a reflection of our highly 
pluralis tic society. 

While the United States could probably profit 
from the more orderly fiscal patterns of Australia, 
Canada, and West Germany, these three federations 
might also learn from some of our achievements. For 
example, our recent success in strengthening the tax 
position of the states might be of interest to Austra- 
lia' states that are extremely dependent on federal 
fiscal transfers. In addition, all three of the other 
federations might take a leaf from our local govern- 
ment book: Local governments in the U.S. exhibit 
far greater fiscal viability and political clout than do  
the local governments in the other federations. 

FOOTNOTE 

' W .R.C. Jay, "The Australian Loan Council," Publius, 
Philadelphia, PA., vol. 7, no. 3,  p. 117. 
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