Chapter 5
Fiscal Decentralization of Health Services

Dolores Jiménez-Rubio

Abstract This chapter presents the main economic arguments for and against devolution
in the allocation of public expenses and revenues to subnational governments. It then
explores the implications that follow from fiscal decentralization to the health sector in
particular. The most common indicators of fiscal decentralization used in the research
literature are discussed, together with their benefits and limitations. The chapter concludes
by providing a summary of the current empirical evidence on the relationship between
different measures of fiscal decentralization and various health outcome indicators.

After Reading This Chapter You Will Be Able to

o Identify the key theoretical strengths and weaknesses associated with fiscal
decentralization of health services.

* Distinguish among the various intergovernmental arrangements that may exist
in devolved health-care systems.

e Understand the existing evidence on the effect of the fiscal dimension of decen-
tralization on health care as well as the ways forward in this area.

Activity 1

What is the main purpose of intergovernmental grants? What are the problems
associated with an excessive reliance of grants on the part of sub national
governments?
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Effect of Fiscal Decentralization on Health Services:
Challenges and Opportunities

In recent years many countries have moved towards more decentralization of their
health-care systems. In the UK, the Scottish and Welsh Assemblies were created in
1999 providing limited discretion to Scotland and Wales over health services,
among other policies. And there is a continuing debate about the need for increasing
the financial accountability of both the Scottish and Welsh Assemblies, in the sense
of making them more accountable for their sources of revenue. Also, in traditionally
more decentralised countries such as Spain or Italy, regional governments have also
seen recently increased their responsibility over their sources of revenue.

While decentralization is very often politically motivated, it can have important
effects on economic issues such as efficiency in the provision of public services,
equity and economic growth. The beneficial impact of decentralization is based on
the assumptions that decentralization can improve the information of local decision
makers about local circumstances, stimulating prompt and effective responses to
local needs, and is an effective channel for people to express their preferences mak-
ing local decision makers more accountable to local citizens’ demands (Oates 1999).
Local decision makers also have more opportunities to reduce costs than central
managers. They can tailor staff and procedures to the local context and have more
freedom for experimenting with alternative ways of doing things and implementing
them rather than relying on centrally determined procedures. Therefore, decentral-
ization, if properly designed and implemented, is expected to improve equity, effi-
ciency, quality, access to health-care services, and ultimately health outcomes.

Successful implementation of decentralization requires a complex balance
between political, fiscal and administrative policies. All of these elements should
complement each other if the aim is to deliver public services of quality and
strengthen fiscal discipline and responsiveness of local governments (something
which has been labelled as the “Soufflé Theory”). In order to promote responsive-
ness of policymakers for the provision of public services and efficiency in the man-
agement of economic resources, decentralization should encompass a clear division
of responsibilities and a transparent system of accountability (World Bank 2013a).
While intergovernmental fiscal transfers may be required on equity grounds to com-
pensate for different revenue capacities at the local level, there is a risk that too
much reliance on grants places little pressure on local governments to reduce costs
(Oates 1993). This is because by breaking the links between the costs and benefits,
transfers make it difficult for voters to identify and penalise the causes of local inef-
ficiencies in the use of resources (Rodden 2003). In the health-care sector in particu-
lar, there is some evidence suggesting that health-care spending by subnational
governments is not responsive to reductions in transfers from the central govern-
ment, implying that regions prefer to incur in deficits than to reducing health-care
expenditure (Levaggi and Zanola 2003).

Potential gains to be realised from decentralization are also conditional on the exis-
tence of decentralization of political decision-making authority, and, in particular,
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effective channels for the individuals to express their preferences, and incentives for
the policymakers to respond to those preferences. For this reason many authors are
sceptical about the successful implementation of decentralization in less developing
countries, given their weaker administrative capacity and their lower initial levels of
democracy as compared to developed countries (Khaleghian 2004; Bossert and
Mitchell 2011). Previous studies have shown that some of the consequences of insti-
tutional environments with weak political rights and governance include low local
expertise in management, poor accountability and local participation, elite capture
and limited fiscal resources, all of which translate in a reduction in the efficiency in the
allocation of resources. These effects might undermine the desirable impact of decen-
tralization on health outcomes.

In spite of the compelling theoretical arguments put forward for devolution of
policymaking, and health services in particular, decentralization is not without its
limitations (Khaleghian 2004; Costa-i-Font 2012a). Regarding economies of scale,
decentralization might generate inefficient location of facilities such as hospitals by
local decision makers accountable to local electors. Central intervention in health
care is also expected to result in more efficient pricing of inputs by a single purchaser
of health care. Decentralization of health services with important externalities, such
as immunisation services, is expected to encourage local jurisdictions to “free-ride”
on the immunisation status of their neighbours. The result could be a suboptimal
disease protection level provided in the country as a whole. Finally, unless the central
government coordinates an adequate transfer mechanism from richer to poorer
regions, decentralization may result in increased inequalities in health care if local
authorities under pressures to raise their own revenues rely on user fees to finance
their services or reduce the coverage of the universal health package.

Inequality in health outcomes (e.g. Montero-Granados et al. 2007) or in the
access to health services following decentralization can also be considered as a
natural and not necessarily negative consequence of this policy but rather as a reflec-
tion of the different regional priorities according to its preferences and needs. Some
authors go even further and argue that inequalities could be regarded as a challenge
for inefficient regions to perform better if a system of political incentives is in place
and information about the outcomes of the system is freely available (Costa-i-Font
2012b). The most appropriate level of decentralization of health services is there-
fore a key policy issue that to date remains largely unresolved.

Characterising the Fiscal Dimension of Decentralization

The level of decentralization in policymaking is a complex phenomenon embracing
a number of political, fiscal and administrative dimensions. As we have seen in the
previous section, all these elements should complement each other in order to
deliver public services of quality and increase fiscal discipline and accountability of
local governments. Therefore, an accurate measure of decentralization should be
able to capture a wide variety of issues such as political autonomy (range of services
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Table 5.1 Describing the level of fiscal autonomy of subnational governments

Share of subnational spending on total spending

Share of government revenue raised and retained by subnational governments
Share of “shared revenue” in subnational spending/revenue

Percentage of local expenditures funded through local revenues

Percentage of local expenditures funded through intergovernmental transfers
Percentage of local expenditures funded through local revenues

Discretion in allocating expenditure across and within sectors

Source: Decentralization Toolkit, World Bank (2013a)

to be covered or access conditions in the health sector) or the legal and regulatory
structure (e.g. service standards, training regulations). The crucial aspect is whether
the key features of public policy and the health-care system in particular are defined
centrally or whether there is substantial scope for regional variation and for subna-
tional government’s involvement in defining the basic rules of the system (Banting
and Corbett 2002). However, since many of these considerations are not easy to
measure empirically, in the absence of more appropriate data, only the fiscal dimen-
sion has been traditionally used to characterise decentralization in the research lit-
erature following Oates’ seminal work in 1972. Table 5.1 summarises some of the
main features which characterise discretion of local governments in the manage-
ment of economic resources according to the World Bank (2013a).

The most commonly used dataset to generate measures of fiscal decentralization
is the International Monetary Fund’s (IMF) Government Finance Statistics (GFS).
GFS data distinguishes between the spending and revenue patterns of central, state
and local governments, thereby providing useful information for the purpose of
analysing decentralization. GFS-based decentralization indicators typically mea-
sure the share of subnational (state and local) spending or revenue in the total spend-
ing or revenue for all levels of government (central, state and local). GFS also offers
relevant information on vertical imbalances, that is, the degree to which subnational
governments rely on transfers to finance their expenditures. In addition, for some
countries government expenditure can be further classified into health and educa-
tion. This is an important strength of GFS data for studying decentralization in
health services in particular, since countries can vary in the way they assign their
expenditure responsibilities to local governments.

Figure 5.1 shows that in some countries such as Romania, the Netherlands or
Iceland, subnational governments are responsible for spending around a quarter of
the total spending of all layers of government. However, health-care spending seems
to be directly controlled and managed by the central government. By contrast, in
countries such as Denmark, South Africa or Spain, expenditures for health-care
services are highly decentralised relative to other sectors, in the sense that health-
care spending is mostly spent by regional authorities. Only in some countries such
as Mauritius, the USA or Norway, overall fiscal decentralization appears to repre-
sent well the level of decentralization in the health services. Therefore, using overall
fiscal decentralization indicators to proxy the level of decentralization in health care
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Fig. 5.1 Sub national government share of expenditure vs sub national government share of health
expenditure in selected countries. 2010®. Source: Own elaboration from World Bank Fiscal
Decentralization dataset (2013b)

2 Data for 2010 or latest available year

"Health decentralization (Health_dec) denotes the proportion of local and state expenditures on
health over the total (central, state and local). Expenditure decentralization (Exp_dec) denotes the
proportion of total expenditures accounted for by sub national (state or local) governments.

would result in an overestimation in the case of Romania, the Netherlands and
Iceland and an underestimation in Spain, Denmark and South Africa.

While providing a consistent dataset across countries and over time, decentral-
ization measures based on data from the GFS are not without their limitations. First
of all, GFS data may provide a misleading picture of the real level of autonomy in
policymaking of subnational tiers of government (Ebel and Yilmaz 2002; Rodden
2003). This is because GFS’s local spending statistics include not only expenditures
controlled totally or partially by local jurisdictions but also expenditures in functions
controlled by higher levels of government through directives or earmarked grants,
that is, grants which can only be used for specific purposes. By contrast, non-ear-
marked grants provide local governments with the flexibility to spend the money as
if it were subnational government’s own revenue. On the other hand, the GFS clas-
sifies revenues which give local governments little tax autonomy as subnational
own-source revenue. These include “shared taxes”, which are effectively another
form of an intergovernmental transfer, and taxes which allow local authorities to set
the tax rate and/or base. As a consequence, both revenue- and expenditure-based
GFS data may overestimate the true level of decentralization.

In recent years the OECD has substantially improved the fiscal information
available for a selected group of OECD countries by classifying taxes according to
the level of discretion entitled to their local governments. This classification ranges
from (a.) where the central government can set both the rate of taxation and the tax
base to (e.) where subnational governments set both the tax base and the tax rate.
Tax sharing agreements are further arranged into four categories from (d.1.) where
the subnational governments can determine the revenue split to (d.4.) where the
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Fig. 5.2 Evolution of fiscal decentralization measures: countries with an upwards trend. 1965-
2001%. Source: Own elaboration from Stegarescu’s dataset (2005)

2Fiscal data for 1965 or earliest available year and 2001 or latest available year

"Tax decentralization (TaxDec) denotes the sub national tax revenue over general government total
revenue (central, state and local). Autonomous tax decentralization (AutTaxDec) denotes the share
ofsub national tax revenue over the total revenue but only includes those taxes where the sub
national government can change the tax rate, the tax base or both

national government can unilaterally determine the revenue split. Moreover, the
OECD reports annual data on the type of intergovernmental transfers (“conditional”
versus “earmarked”) in a selected sample of countries since year 2000. While this
data offers interesting new perspectives on the intergovernmental arrangements of
these countries, it is somewhat limited to empirically assess the effect of fiscal
decentralization since the tax autonomy information is only collected for selected
years (1995, 2002, 2008 and 2010).

Drawing on the OECD classification of taxing powers of subnational govern-
ments, Stegarescu (2005) extended the OECD dataset to cover 23 countries from
1965 to 2001. Fiscal decentralization therefore measures the share of local govern-
ment taxes over the general government but only considers those taxes where the
local government has powers over the tax rate, the tax base or both. This dataset
represents a major improvement for evaluating the effects of fiscal decentralization
compared to conventional indicators of decentralization based on IMF GFS data.

According to Figs. 5.2 and 5.3, there are many countries where all taxes allocated
to local governments are autonomous (Austria, Canada, Iceland, Luxembourg, the
Netherlands, New Zealand, Norway, Sweden, the UK, the USA). In some other
countries, however, only a small proportion of the local taxes provide local govern-
ments with the power to control the tax rate and/or the tax base. These include
Australia, Germany and, to a lower extent, Portugal.

The evolution of autonomous tax and total tax decentralization shows a similar
trend over the period studied with only two exceptions. These are Australia, where
autonomous tax decentralization (AutTaxDec) slightly increases over the period of
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Fig. 5.3 Evolution of fiscal decentralization measures: countries with a stable or a downwards
trend.1965-2001%. Source: Own elaboration from Stegarescu’s dataset (2005)

“Fiscal data for- 1965 or earliest available year and 2001 or latest available year

®Tax decentralization (TaxDec) denotes the sub national tax revenue over general government total
revenue (central, state and local). Autonomous tax decentralization (AutTaxDec) denotes the share
of sub

study, while total tax decentralization decreases (TaxDec), and Germany, where the
opposite holds (see Fig. 5.3).

With respect to AutTaxDec, the improved measure of fiscal decentralization, a
trend towards increasing fiscal powers of subnational governments over the period
1965-2001 can be observed in many countries but especially in Belgium, Italy and
Spain (see Fig. 5.3). Ireland, New Zealand, Norway and the UK have experienced a
reduction in the level of subnational fiscal autonomy, while the remaining countries,
which are traditional federal countries, have shown a fairly stable degree of fiscal
decentralization over the period of study (see Fig. 5.2). According to Stegarescu
(2005), AutTaxDec is a reliable indicator that reflects well the institutional changes
that have taken place in these countries over the 30 years of study.

To conclude, despite its limitations, to date IMF GFS data offers the most com-
prehensive source of information on intergovernmental fiscal relations. Treated with
caution, GFS-based fiscal measures can provide useful insights on the evolution of
decentralization of economic resources across time and among countries (see
Table 5.2 for a summary of the decentralization indicators reviewed in this section).

Finally, there are several aspects that should be taken into account when measuring
decentralization. First of all, indicators of fiscal decentralization conventionally
employed in the literature do not capture important dimensions of the decentralization
process such as political accountability and responsiveness to local needs. Second,
some countries implement asymmetric, gradual processes of devolution of policy-
making to subnational governments. This is the case of Spain where the process of
decentralization of health services to regions spread over a period of 20 years starting
in 1981. In these circumstances the use of aggregate data could be misleading, whereas
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Table 5.2 Summary of main fiscal decentralization indicators?

D. Jiménez-Rubio

Source Decentralization variables ~ Strengths Weaknesses
IMF GFS fiscal —SN share of government ~ —Comprehensive —Unbalanced dataset
data spending/revenue in total ~ coverage: developed —Data does not
government spending/ and less developed reveal real level of
revenue countries autonomy in
—Share of intergovern- —Long time series expenditure/
mental transfers in SN available (early revenue of SN
revenues (“‘vertical seventies on) governments
imbalances”) —Health-specific
—Share of SN own information for
revenues expenditure-based
decentralization
OECD Fiscal —Proportion of SN —Distinguishes by —Unbalanced dataset
Decentralization ~ “autonomous” own tax type of grant —For taxes, coverage
Indicators revenues (earmarked versus only for selected

—Share of grants revenue
of SN governments by
type of grant

Stegarescu’s fiscal ~ —Proportion of SN
autonomy “autonomous” own tax
measures revenues

non-earmarked) and
classifies taxes
according to
autonomy of SN
governments

—Classifies taxes
according to the
taxing power of SN
authorities

—Long times series
(1965-2001)

years (1995, 2002,
2008, 2010)

—Unbalanced dataset

—Data not up to date
(it does not go
beyond 2001)

4SN stands for subnational

the use of country-specific comparisons of decentralised versus non-decentralised
samples provides an optimal approach for evaluating the effect of decentralization.
Third, studies of fiscal decentralization should make a clear distinction between devel-
oped and less developed countries since the allocation of public resources tends to
differ among the two (for instance, in poorer countries local authorities tend to rely
more on taxes collected by the central government such as trade taxes).

Activity 2

What are the economic and political factors that should be considered when
analyzing fiscal decentralization in less developed countries versus developed
ones? In what ways could foreign aid undermine the potential benefits from

decentralization?

On the foreign aid issue, see: Prud’homme “The Dangers of Decentraliza-
tion 20 years later”, World Bank, 2013. http://siteresources.worldbank.org/
PUBLICSECTORANDGOVERNANCE/Resources/285741-
1326399585993/8366509-1348151550697/DangersOfDecentralization.pdf.
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Case Study 1

Table 5.1 summarizes the main aspects which according to the World Bank
Decentralization Toolkit characterize the level of fiscal decentralization of a
country. In practice, however, the fiscal and intergovernmental arrangements
of countries can be very different making it difficult to assess the exact degree
of autonomy in decision making. Use the World Bank and the OECD Fiscal
Decentralization Databases to analyze and compare the level of fiscal policy
making autonomy of the following countries: Canada, Spain and Sweden.
These three OECD countries have in common highly decentralized health
care sectors, but differ in the way they finance their expenditures and in the
freedom that their sub national governments have over their own taxes. Are
there similarities in any of their fiscal features (tax revenue autonomy, share
of sub national health and total spending, etc)? What are the main differences
that can be found among the three countries regarding fiscal decentralization?
What are the key advantages and disadvantages of using each of the fiscal
proxies for decentralization?

Empirical Evidence on the Effect of Fiscal Decentralization
for Health Services

In recent years an increasing number of studies have investigated the impact of fis-
cal decentralization on various measures of population’s health such as infant mor-
tality, life expectancy or immunisation coverage rates. Table 5.3 summarises the
main results of these studies. Overall, most of the literature finds a beneficial impact
of decentralization on various measures of health.

Asfaw et al. (2007) show that decentralization has a positive influence on child
mortality in Indian rural villages using an index of fiscal decentralization obtained
by factor analysis on the basis of three fiscal decentralization variables for the period
1990-1997. The study by Habibi et al. (2003) shows that the percent of revenue
raised locally and the proportion of controlled revenue over the total have a negative
and significant association with infant mortality rates for a panel of Argentinean
provinces over the period 1970-1994. In addition, the authors find that during the
period of decentralization reforms studied, regional inequalities were considerably
reduced. Using a panel data of low- and high-income countries, Robalino et al.
(2001) find that a measure of expenditure decentralization is inversely related to
infant mortality rates during the period 1970-1995. Interestingly, according to the
results the marginal benefit from decentralization is greater at low-income levels.

In the study by Uchimura and Jiitting (2009), two measures of fiscal decentral-
ization of Chinese counties based on the counties’ expenditures and revenues were
found to be significantly associated with lower infant mortality between 1995 and
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2001. Finally, the recent papers by Cantarero and Pascual (2008) and Jiménez-
Rubio (2010) also find an inverse relationship between fiscal decentralization, mea-
sured as the ratio of subnational health-care spending over the total, and health
outcomes in the Spanish regions and the Canadian provinces, respectively.

Two recent studies improve upon previous fiscal measures of decentralization by
using indicators of the degree of discretion of subnational governments in managing
their revenue and spending. Using Stegarescu’s indicator of local taxing power for 20
OECD countries, Jiménez-Rubio (2011) shows that fiscal decentralization exerts a
considerable positive effect on infant mortality over a 30-year time span (1970-2001)
only if a considerable degree of autonomy in the sources of revenue is devolved to
local governments. On the other hand, Soto et al. (2012) find that the rate of locally
controlled health expenditures has a substantial effect in reducing infant mortality rate
in Colombian municipalities in the period 1999-2007. The authors also show that,
contrary to the results found by Robalino et al. (2001), on the basis of cross-country
comparisons the magnitude of the effect appears to be stronger for richer regions.

Khaleghian (2004) examines the association between fiscal decentralization and
an alternative health-related outcome: the coverage rates a key infant vaccine in 140
low- and middle-income countries during the period 1980-1997. Contrary to the
expectations, the findings indicate that decentralization improves coverage rates
only in low-income countries. The author explains this interesting result by the
likely balance between responsiveness to local needs and the preservation of central
influence necessary for the effective functioning of immunisation programmes in
low-income countries.

Conclusion

This chapter introduced some of the main advantages and drawbacks that follow
from the theory of fiscal federalism to the health services in particular. If well
designed, decentralization can promote equity, efficiency, quality of service provi-
sion, access to health-care services and ultimately health outcomes. This requires,
in addition to a strong system of political rights and liberties, a system of economic
incentives in which local decision makers are held accountable for their spending
decisions. The key features of a well-designed fiscal decentralization system were
discussed in the second section of this chapter, along with the main databases which
capture some of these dimensions. Finally, section three introduced the current evi-
dence on the relationship between fiscal decentralization and health outcomes.
These studies find in general a positive effect of decentralization on health-related
outcomes. However, and in line with the theoretical literature, a number of studies
show that an important condition for this to happen is that decentralization is funded
primarily by economic resources which incentivise local decision makers to man-
age the spending in an efficient way.
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While the growing volume of literature on fiscal decentralization has certainly
informed the debate about the impact of this policy reform, current evidence on its
benefits and costs to the health system is however limited by the following reasons.
Firstly, by relying on fiscal data, much of the literature fails to capture other impor-
tant aspects of decentralization in policymaking or the linkages between the various
dimensions of decentralization. And secondly, there is a lack of evaluation of other
aspects of the health-care system that may be influenced by fiscal decentralization
such as its impact on the overall health-care costs to the system or equity in access
to the system (if this is considered as a higher priority in a decentralised country
than regional diversity on the basis of preferences or needs). Further research is
therefore needed in order to establish firm conclusions about the merits of decen-
tralising health services.

Case Study 2

Scotland will hold a referendum in 2014 to decide whether to be an indepen-
dent, separate country, whether to get more devolved powers, or to maintain
the ““status quo”. A commission to review and improve devolution produced a
document summarized in The Economist in 2008 (“An Attempt to make devo-
lution work better creates as many problems as it solves”, 4 December, 2008).

— Could you describe the system proposed to increase devolution in Scotland?
— What would be the main advantages and disadvantages of this system?

Recommended Reading
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