CHAPTER 18

Examining Functions of Intergovernmental
Fiscal Transfer

Wataru Kobayashi

Abstract This chapter considers three issues in relation to the two func-
tions of Japan’s local allocation tax grants—the function of guaranteeing
fiscal resources and the function of enabling fiscal equalization. The first of
these issues is the significance and the level of the guarantee of fiscal
resources: the mechanism by which the government obliges local admin-
istrations to provide specified public services, and its relationship with
cost-cutting measures. The second issue is the definition of fiscal capability
and the index employed to determine fiscal capability. The third is the rela-
tive positioning of local governments which do not receive allocation tax
grants. Disparities between municipalities increase conspicuously with an
increase in local fiscal resources. This chapter discusses the introduction of
an alternative system of negative allocation tax grants.
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1 INTRODUCTION

Discussion of fiscal decentralization eventually arrives at the question of
the allocation of functions and the allocation of fiscal resources. The for-
mer involves the question of what role local public authorities (local gov-
ernments) should play, and the latter the question of how fiscal resources
should be allocated in relation to these roles.

Traditionally, discussion of the allocation of functions between govern-
ments has classified the roles of the governments based on the concept of
the three functions of public finance, and, in relation to the function of
allocation of resources, has considered allocation by local governments as
the most efficient means of provision of local public goods (“the decen-
tralization theorem”). However, when we take externality and disparities
in fiscal capability between regions into consideration, issues in relation to
an absolute reliance on local governments for the provision of local public
goods become apparent, suggesting the need for the apportioning of spe-
cific roles in intergovernmental fiscal transfers.!

In Japan, the local allocation tax and national treasury disbursements
are positioned as representative systems for the transfer of public finance
between administrations. The former are general grants, the use of which
is not specified, while the latter are special grants for specified purposes.
The local allocation tax is considered to have two functions, the guarantee
of fiscal resources and fiscal equalization; national treasury disbursements
also play a role in the function of guaranteeing fiscal resources.
Intergovernmental fiscal transfers raise numerous issues; this chapter con-
siders three issues related to the two functions indicated above.

2 THE GUARANTEE OF FISCAL RESOURCES:
SIGNIFICANCE AND LEVEL

The first issue to be considered is the significance and level of the guaran-
tee of fiscal resources. In Japan’s system of regional finances, part of the
expenses entailed by the public services that it is mandatory for a regional
public body to provide is supplied by the central government as a treasury
disbursement, and the remaining expense for the municipality concerned
is calculated as a local allocation tax grant, and provided to individual pub-
lic bodies in accordance with their financial status. Under this system,
then, the financing for some public services is guaranteed by treasury dis-
bursements and local allocation tax grants.
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Table 18.1 Traditional theory of the distribution of roles between governments

Resource allocation function Income redistribution Economic stabilization
Sfunction Sfunction
Local public National public
Hoods Hoods
Local National National government National government
government government

Source: Prepared by author based on Oates (1972)

The significance of the guarantee of fiscal resources must therefore be
considered in tandem with the significance of the system under which the
central government obliges municipalities to provide specific public ser-
vices. According to the traditional view of the distribution of functions
shown in Table 18.1, in addition to supplying national public goods, the
national government should also fulfill an income redistribution function
and an economic stabilization function. The question is whether, in fulfill-
ing these functions, it is desirable for the national government to create
local agencies in regional areas and assign national public servants to per-
form the relevant duties, or whether the performance of the functions
should be entrusted to local governments and undertaken by local public
servants. This is an issue that should be given prudent consideration in
every area of administration.?

For example, in the case of the social security system, a representative
income redistribution measure, the government sets standards and so
forth, and these are put into effect by municipalities. The traditional view
of the distribution of functions considers the social security system as one
that should be administered by the central government, but it is not essen-
tial that the central government should be responsible for the implementa-
tion of the system. The rationale for the assertion that the central
government should be responsible for redistributive measures is the con-
cern that, if redistributive measures were entrusted to municipalities,
redistribution would not be appropriately implemented due to a desire to
avoid an influx of lower-income residents and an exodus of higher-income
residents in municipalities offering a generous redistribution of income. It
is considered acceptable for municipalities to implement the social security
system if the government fulfills the role of setting standards and guaran-
tees uniform operation of the system.?
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With regard to the level of the guarantee of fiscal resources, it will be
necessary to examine a number of fundamental approaches: Should essen-
tial expenses be guaranteed unconditionally; should the government guar-
antee essential expenses after local governments have undertaken standard
measures for the reduction of costs; or should essential expenses be guar-
anteed after the most extensive cost-cutting measures able to be conceived
have been implemented? While an unconditional guarantee of resources
raises concerns over potential blowouts in local government expenses, a
guarantee of the minimum essential resources produces concerns over
shortfalls in fiscal resources, and fiscal disparities between regions generat-
ing disparities in terms of citizen welfare. Considered from this perspec-
tive, the provision of fiscal resources based on standard cost-cutting
measures seems the ideal choice, but the issue here is how to define, and
how to measure, essential expenses with standard cost-cutting measures as
a precondition.

Ordinary local allocation tax, which represents more than 90% of the
total of local allocation tax, is allocated to the figure remaining when stan-
dard fiscal revenue is subtracted from standard fiscal demand (i.e., it is
equivalent to the shortfall in fiscal resources). The function of the local
allocation tax in guaranteeing fiscal resources is actualized by means of this
calculation method. As a mechanism to make it possible to project fiscal
demand as accurately as possible while preventing increases in expenses,
variables which it is difficult for local governments to manipulate at their
own discretion (population, area, etc.) are the fundamental units of mea-
surement, and these are multiplied by unit expenses calculated from stan-
dard expenses (projected expenditure by local governments providing for
standard eventualities) and correction factors taking into consideration
the status of individual local governments.

In addition, a “top-runner” system was introduced in FY 2016. Under
this system, expenditure by local governments which have controlled their
expenses by means of the use of outsourcing or the introduction of the
“designated manager system” for certain areas of their duties is reflected
in the calculation of total expenses. This can be interpreted as a partial
transition from a guarantee of standard fiscal resources to a guarantee of
the minimum fiscal resources. However, in evaluating this system, it will
be essential to consider how the appropriate level of guaranteed resources
is conceptualized, and what degree of financial disparity between regions
is allowable.
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3 FriscaL CAPABILITY: DEFINITION AND INDICATORS

The second issue for consideration is the definition of fiscal capability and
the determination of indicators for this parameter. The fiscal equalization
function of the local allocation tax primarily equalizes disparities in fiscal
capability between localities, and can be interpreted as a means of equal-
izing disparities in demand and disparities in revenue based on the stan-
dard local allocation tax discussed above.* The higher the regional revenue,
chiefly sourced from local taxes, the lower the allocation tax; the higher
the fiscal demand, that is, the higher the essential expenses, the higher the
local allocation tax.

From this perspective, it would be natural to assume that fiscal capabil-
ity can be defined as the level of fiscal revenue in relation to fiscal demand.
In fact, in Japan’s local government finance system, the three-year average
of the figure obtained by dividing the standard fiscal revenue by standard
fiscal demand is defined as the fiscal capability index, and is employed as an
indicator of the fiscal capability of local governments. However, there are
differing opinions as to whether to include fiscal demand in the definition
of fiscal capability, or to recognize disparity in demand (disparity in costs)
as part of the disparity in fiscal capability which is to be equalized. In
attempting to gain an accurate understanding of fiscal demand, a system in
which actual expenses or scheduled expenses are allocated separately to
each local government may be considered, but the amount received in the
allocation would increase by the amount expended for the operation of
the system, generating the possibility of an increase in expenses. This issue
is similar to the point of contention regarding the level for the guarantee
of fiscal resources.

At the same time, even if fiscal capability were to be defined based
exclusively on fiscal revenue, the figure would normally be divided by pop-
ulation. Division by population can be considered to provide an objective
indicator of the fiscal scale of the local government in question, and it is
possible to perceive an awareness of fiscal demand in the background.
When defining fiscal capability, it is therefore not possible to ignore fiscal
demand, but it is also not absolutely necessary for the indicator which
expresses true fiscal capability and the fiscal capability which is the subject
of the fiscal equalization system to be the same. Even if the fiscal capability
which is the subject of the fiscal equalization system diverges from true
fiscal capability, if this is the result of a measure to prevent an increase in
expenses, the system can be considered to be rational.
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4 PoOSITIONING OF LocAL GOVERNMENTS NOT
RECEIVING ALLOCATION TAX (GRANTS

The third issue is the positioning of local governments not receiving allo-
cation tax grants. These are local governments which do not receive the
normal allocation tax grant because their standard fiscal revenue exceeds
their standard fiscal demand. In a situation in which such local govern-
ments exist, disparities between regions expand conspicuously with an
increase in local sources of tax revenue. Table 18.2 shows a simple numeri-
cal example of this phenomenon.

In Table 18.2, we assume the existence of two hypothetical local gov-
ernments, A and B, the level of standard fiscal demand of each of which is
designated as 100. Standard tax revenue is the tax revenue considered to
be obtainable by the local government when the tax items specified by the
Local Tax Act are levied at the standard taxation rate. Standard fiscal rev-
enue is this amount multiplied by 0.75.° When the amount determined by
subtracting standard fiscal revenue from standard fiscal demand is positive,
the ordinary allocation tax grant is the figure obtained; when the figure is
negative, the ordinary allocation tax grant is zero. In the numerical exam-
ple shown in Table 18.2, A is a local government which does not receive
allocation tax grants. CV in the column at the right of the table is the coef-
ficient of variance (standard deviation divided by the average value), which
shows the magnitude of variation between the variables in each column
(i.e., the magnitude of disparity between the local governments).

Table 18.2 Increase in standard tax revenue and expansion of disparity between
municipalities

Local government A B Total cv

Standard fiscal demand 100 100 200 0.000
Standard tax revenue 160 40 200 0.600
Standard fiscal revenue 120 30 150 0.600
Ordinary allocation tax 0 70 70 1.000
Standard tax + Allocation tax 160 110 270 0.185
Standard fiscal demand 100 100 200 0.000
Standard tax revenue 192 48 240 0.600
Standard fiscal revenue 144 36 180 0.600
Ordinary allocation tax 0 64 64 1.000

Standard tax + Allocation tax 192 112 304 0.263
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The lower section of Table 18.2 shows a scenario in which the standard
taxation revenue of each administration increases by a factor of 1.2 against
the upper section of the table. Because tax revenue increases by the same
proportion for each municipality, there is no change in the coefficient of
variance, but considered from the perspective of general fiscal resources
including allocation tax (standard tax + local allocation tax), the coeffi-
cient of variance increases by approximately 40% (0.185 — 0.263). This is
because in the case of the municipality receiving allocation tax grants, 75%
of the increase in tax revenue is cancelled out by a reduction in the amount
of the grant, while in the case of the municipality which does not receive
an allocation tax grant, the increase remains 100%, and this figure repre-
sents revenue for the municipality.

Table 18.3 shows a scenario in which standard fiscal revenue exceeds
standard fiscal demand, and the difference (the excess amount of fiscal
resources) is recorded as a negative allocation tax amount. In this scenario,
the effect of increased tax revenue in increasing the disparity in ordinary
fiscal resources is around 15% (0.120 — 0.138). According to the concept
of a negative income tax, an individual whose taxable income fell below a
minimum threshold would receive the difference as a grant from the gov-
ernment; under a system of negative allocation tax, a municipality record-
ing a negative figure when standard fiscal revenue was subtracted from
standard fiscal demand would pay the difference to the government.

Naturally, fierce opposition to the introduction of a negative allocation
tax system could be expected from municipalities not receiving allocation
tax grants. In order to resolve the issue by other means, it would be

Table 18.3 Negative allocation tax and increase in standard tax revenue

Local government A B Total cv

Standard fiscal demand 100 100 200 0.000
Standard tax revenue 160 40 200 0.600
Standard fiscal revenue 120 30 150 0.600
Ordinary allocation tax -20 70 50 1.800
Standard tax + Allocation tax 140 110 250 0.120
Standard fiscal demand 100 100 200 0.000
Standard tax revenue 192 48 240 0.600
Standard fiscal revenue 144 36 180 0.600
Ordinary allocation tax —44 64 20 5.400

Standard tax + Allocation tax 148 112 260 0.138
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necessary to make all local governments recipients of allocation tax grants.
This would necessitate measures to integrate part of the national treasury
disbursement with the local allocation tax and increase the amount of stan-
dard fiscal demand, or to transform some local taxes into national taxes,
and reduce standard fiscal revenue. The former, however, runs counter to
the concept of separation of functions, which holds that the local allocation
tax’s functions of guaranteeing fiscal resources and equalizing public
finances should be kept separate.® In the background of the argument for
the separation of functions in relation to intergovernmental fiscal transfers
lies the sense that the integration of multiple functions in a special system
would make the relative positioning of each specific system vague, leading
to a lack of accountability. This is consistent with the point made in this
chapter that the significance of the guarantee of fiscal resources and the
definition of fiscal capability should be re-examined. It will be necessary to
give consideration to a number of issues, including the relative positioning
of local governments which do not receive allocation tax grants.

The second of the measures mentioned above resembles a recent sys-
temic reform in which part of the corporate inhabitant tax was made a
national tax under the name of the local corporation tax, but its purpose
differs.” In addition to reducing the uneven distribution of local tax by
making the (significantly unevenly distributed) corporate inhabitant tax a
national tax, the aim of this reform was to correct the expansion of dispari-
ties in fiscal capability between local governments not receiving allocation
tax grants and local governments receiving allocation tax grants, as shown
in Table 18.2, by increasing the local consumption tax rate. This would
increase the relative weight of local consumption tax, which is very stable
and is comparatively evenly distributed among regions. Nevertheless, the
relative positioning of local governments which do not receive allocation
tax grants in the fiscal equalization system remains an issue which should
be examined prudently in considering the necessary future direction for
Japan’s local taxation system.

NoOTES

1. This discussion of the allocation of functions between governments based
on the three functions of public finance and expected roles in intergovern-
mental fiscal transfers is based on Oates (1972).

2. The issue of spillover of local public goods is also an important point for
discussion. This refers to the problem of the benefit of local public goods
provided to a specific region spreading to another region. The fact that a
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local government is an entity which has an interest in and responsibility for
the welfare of the residents of its region, and does not consider external
benefit extending to other regions, may result in the provision of an insuf-
ficient level of public goods by the local government. One method of
responding to this issue is to provide incentives via percentage grants.
However, because the level of external benefit differs for each project or
service, calculation of the appropriate grant rate is difficult. There remains
room for discussion as to whether an average grant rate should be set and
the remainder left up to the judgment of the relevant municipality, or
whether the national government should formulate a basic plan and assume
a leadership role.

3. For the distribution of functions between administrative entities in Japan’s
social security system, see Abe et al. (2008).

4. The fiscal equalization function of the local allocation tax system can also be
considered in terms of vertical fiscal equalization, which equalizes the fiscal
gap between the national government and local governments, and horizon-
tal fiscal equalization, which equalizes the disparities in fiscal capability
between local governments.

5. Some standard tax revenue is also factored into standard fiscal revenue on a
100% basis. The calculation of standard fiscal revenue based on standard tax
revenue means that taxes levied independently by the municipality (when it
establishes taxes other than legally specified taxes or applies excess taxation
at a higher rate than the standard taxation rate) are not reflected in the cal-
culation of the normal allocation tax. In other words, the system is designed
to ensure that the local allocation tax does not decline even if the municipal-
ity levies its own taxes, which would reduce the incentive for the levying of
independent taxes.

6. For the concept of the separation of functions of the local allocation tax, see
Sato (2011).

7. The local corporation tax has been applied since the business year commenc-
ing in October 2014.
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