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Abstract 

A study on federalism cannot be complete if fiscal relations between tiers of government is ignored. 
Federalism and fiscal federalism are without any doubts siamese twins: one cannot do away from 
the other. Fiscal federalism is a means through which federation resolves the problem of (resource) 
allocation. The study investigated how the problem of financing is being addressed at different 
levels of government, and the relationship between federalism and fiscal policies. The study also 
examined how fiscal constraints can undermine or strengthen federalism, how they favour 
decentralization or centralization, and finally, how federal fiscal policies affect decision making 
structures. We contended that fiscal decentralization is essential to enhance not only the fiscal 
capacity of subnational governments but also public accountability. The idea behind fiscal 
equivalence is to ensure that acceptable standard is erected in designing fiscal allocations among 
the federal systems. Indeed, the main functions of federal jurisdiction are macroeconomic stability 
and reduction of fiscal variation among lower level jurisdictions through redistribution of wealth to 
reduce the gap between the rich and poor constituent units.  And the essence of fiscal equalization 
policy is to advance the equality among citizens irrespective of the local jurisdictions they are 
resident by reducing the gap between the wealthy and poor regions for optimal welfare gains in the 
whole federation. The study therefore submitted that equalization policy should be incentivized to 
avoid fiscal commons or fiscal incapacity among subnational jurisdictions. The study also advanced 
for cooperative approach to addressing issues of corruption and access to credit markets rather than 
centralization, which may undermine the autonomy of subnational government especially due to 
partisanship and reckless exercise of discretionary power by central government.      

Keywords:  Federalism, Fiscal Federalism, Decentralization, Centralization, Intergovernmental 
Relations 

Introduction 

Fiscal Federalism suggests that functional assignments across different tiers of government must be backed with 
appropriate fiscal instruments (Oates, 1999). Without doubts, the heterogeneous preferences among various jurisdictions 
should be adequately considered in the determination of assignment rules. Fiscal federalism from traditional point of view 
was based on economic imperatives while relegating other indicators to the background. The management and 
sociopolitical criteria largely suffered neglect among the traditional theorists of fiscal federalism (Dafflon and Madiès, 
2009: 35). Notwithstanding, the traditional theory of fiscal federalism provides normative groundwork on ways through 
which functions can best be assigned to different levels of government and the right fiscal apportionment that would 
enable them to carry-out their responsibilities effectively (Oates, 1972). Fiscal decentralization provides incentives for 
socio-economic growth across jurisdictions through “exit” and “voice” ventilations unlike centralized polity.  
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The efficiency model of fiscal equivalence denotes that often there are differences in the “level and quality' of public 
goods and services across regional lines which are usually propelled by 'citizen preferences and local cost conditions” 
(von Hagen, 2003: 375). The basic lesson that can be drawn from Oates’ “decentralization theorem” borders on cost 
advantages in the tradeoff between the central governments and lower level jurisdictions in the provision of certain public 
welfare incentives. And where there is no significant difference, then decentralization will be a better option for efficient 
outcomes rather than centrally motivated uniformity of outputs in various jurisdictions (Oates, 1972: 35).  

Weingast (1995) argued for “market-preserving federalism,” opining that citizens often depart jurisdictions where there 
are high tax rates and regulation regimes to where taxes and regulations are less. For Weingast, mobile economic units’ 
(especially high income earners’) consideration of public goods is secondary. It is poor households that give priority to 
public goods in their migration choice of local jurisdiction(s). Charles Tiebout (1956) asserted that the greater the 
possibility of people to move from one jurisdiction to another with the aim of meeting their choice of taxation and public 
goods and services, and with larger the number of jurisdictions that exist, the more decentralized and effective the system 
will be. The basic rationale behind Tiebout model of “vote with their feet” is hinged on mobility determined by taxation 
interests and welfare gains derivable from the efficiency outcomes in the delivery of public goods and services in a given 
subnational jurisdiction.  

For shared responsibilities approach, jurisdictions collaborate with each other to optimize public goods and services. 
According to public choice theorists, politicians are not seen as neutral but “as rent-seeking individuals using their 
positions to pursue private goals, and government as an institution that encroaches on individual freedoms and seeks to 
increase its grip on the private economy as much as possible” (von Hagen, 2003: 379). Surely, the "Leviathan" theorists 
understand that though there may be personal goals that politicians may seek to pursue but existence of institutional rules 
and structures often mandate the politicians to hold public interest as sacrosanct (Brennan and Buchanan, 1977). 
Leviathan theory of fiscal federalism holds that one important role that tax competition plays is to check the application of 
discretionary power by political elites for their partisan interest or personal aggrandizement (ibid.).    

Meanwhile, in their attempts to promote accountability, good governance and efficient outputs in public administration, 
many countries of the world have been more proactive in the fight against corruption. In engendering public 
accountability, many unitary systems have dramatically increased functional and fiscal devolution to their lower level 
jurisdictions while the issue of decentralization and autonomy in the constituent units has received greater attention 
among the academic and policy makers (Broadway and Shah, 2009). The thrust of this work is to examine the fiscal 
assignment and how the problem of financing among tiers of government is generally addressed in federalism. The study 
also investigates the relation between federalism and fiscal policies to identify where fiscal constraints undermine or 
strengthen federalism and to where they favor decentralization or centralization.  The study also analyzes how fiscal 
federalism affects decision making structures.   

Fiscal Federalism and Intergovernmental Fiscal Assignment: Dilemma and Solution 

Federalism is not only about decentralization but more importantly, it reinforces the capacity of all levels of government 
to make their respective policies and harnessing resources according to their own priorities (Ricker, 1964). Allocation of 
functions to different levels of government is not the only essential element of federalism, the issue of revenue is also very 
fundamental to intergovernmental relations in federal states (von Hagen, 2003: 373). Certainly, both the protagonists and 
antagonists of fiscal federalism opine that it has the capacity of reducing the largeness of government in terms of fiscal 
responsibilities and obligations (Sorens, 2011: 2-3). Theory of Fiscal Federalism holds that functional assignments across 
different tiers of government must be backed with appropriate fiscal instruments (Oates, 1999). The heterogenous 
preferences among various jurisdictions should be adequately considered in the determination of assignment rules. Surely, 
fiscal decentralization provides incentives for socio-economic growth across jurisdictions through "exit" and "voice" 
ventilations unlike centralized polity.  

Oates (2011a: 2) argued that policies which are essential to meeting the needs of various constituent units of the federation 
must be handled by the central governments (e.g. inter-state trade or economic activities, defense, inter-state 
transportation and road network etc). Further, he was of the view that if specific policies involve providing public goods 
or services that are important to local population (e.g. street lighting, schools, car parks etc), such should be handled by 
subnational governments (ibid.). For Bernard Dafflon and Thierry Madiès, services like “water distribution, evacuation 
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and treatment, waste removal, and cemetery or school maintenance” should be under the mandate of local jurisdiction 
(Dafflon and Madiès, 2009: 40). Here, it follows that the more the externalized the particular public goods for local 
benefits, the more appropriate to have the central government be in the administration of such public goods.  

On the issue of allocation of tax powers, in some federations, personal income taxes are based on the place of residence of 
the tax payers as it is often concurrently administered by both the central and subnational governments while in some 
federations like Austria and India, administration of personal income tax is exclusively controlled by the federal 
government (Watts, 2008: 96). Generally, allocation of taxes is traditionally resolved as being determined by stabilization, 
redistribution and resource allocation. For Musgrave (1983), five principles are reflective of allocation of taxes to various 
jurisdictions, and these include: 

• Central government should be mandated to collect taxes that have huge macroeconomic impact. Efforts should be 
made to stabilize the tax revenues of the lower level jurisdictions especially local government, and when there is 
restriction to borrowing power of the local jurisdictions, there tend to be distortions in the cash flow which make it 
difficult for them to meet their investment financing needs. Preferably, the alternative option is for the local 
jurisdictions to cultivate the habit of saving their excess tax revenues in a special account to augment the available 
revenues when there is shortfall in tax revenues in the nearest future.  

• Central government should be in charge of collection of progressive tax revenues emanating from mobile tax bases 
for investments, property, fortunes or incomes that stem from many local jurisdictions.  

• Lower level should determine their tax bases and rates to encourage competition while caution should be made 
regarding the tax competition to avoid counter-productive effects which such competition can have on the macro-
economic stability of the local jurisdiction. If taxes are exceptionally low, revenues accruable therefrom may not be 
sufficient to optimize public welfare gains, which is most likely to result in investment and capital flights as many 
mobile households may see sense in Tiebout's (1956) “vote with one's feet” thesis, by migrating to other local 
jurisdictions with moderate tax regimes and provision of quality public goods and services they desire, even when the 
taxes are (marginally) higher.  

• There must be centralization of highly unevenly distributed tax bases (Derivative-origin and Reduction of fiscal 
variation).  

• Levies on users for the use of public facilities should be controlled by respective jurisdictions.  

The capacity of local jurisdiction to tax administration is miniature compared to national and state governments (Tanzi, 
1996). Infact, there are basically two cases of exclusive local taxation without vertical transfers. One is that spending on 
project will reach the level in which the marginal benefit derivable from such projects by the residents of the local 
jurisdiction will be equal to marginal cost of expanding the projects (including the marginal welfare cost of local 
taxation). The second condition is the marginal rate of substitution between public assets and public consumption 
(including corruption) equals the net marginal tax revenue from investment (Caraega and Weingast, 2000). There is no 
doubt that inter-jurisdictional competition will increase administrative capacities and result-oriented initiatives to ensure 
optimal production of public goods. Indeed, the bottom-up arrangement provides more incentives for efficient outputs in 
the production of public goods and services to optimize welfare gains across local jurisdictions (von Hayek, 1978). 

Be that as it may, tax competition among jurisdictions can also be counter-productive as mobile economic units can move 
their investments to jurisdictions that suit their tax preferences. Influx of economic units especially those with similar 
products to a local jurisdiction can also create market glut for specific products which may mandate the mobile economic 
units to transport their products to another subnational jurisdictions in finding markets for the products. The implication of 
this is that what gained by marginal benefit from low tax regimes can impose on the affected economic units marginal 
cost of transporting their goods to another subnational jurisdiction(s) in the course of finding markets. Another implication 
is that the mobile economic units in the course of transporting their goods may overstretch the facilities of other local 
jurisdictions without paying the access costs. Considering the spill-over effect of transfer of goods across local 
jurisdictions by certain mobile economic units (i.e. traders, manufacturers), it is imperative to harmonize taxes (especially 
value added tax) to be levied on the goods, which will be shared by all tiers of government.  
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One of the major reasons for this harmonization of taxes is to avoid problem of double or multiple taxation, which may 
have adverse effect on the macro-economic stability of the federation. Various subnational jurisdictions can compete for 
other tax sources including property tax and personal income tax.  It is suggestive that tax competition conforms to the 
idea of fiscal equivalence, compelling the local political office holders to be more fiscally discipline and enhance their 
capacities in the provision of public goods and services. Inspite of the benefits of tax competition, there is tendency that it 
can provoke race to the bottom problem. This is because it can foist on various jurisdictions persistent tax reduction which 
may result in fiscal deficits with attendant inefficient outputs in the production of public goods and services (Adamovich 
and Hosp, 2003).  

If main assignment rule of tax administration is efficiency as articulated by Spahn (1988), it is therefore evocative to 
consign most essential taxes to central government while the administration of such taxes should be “combined with 
revenue sharing and vertical transfers ensuring that the revenue and expenditure match all levels of government” (von 
Hagen, 2003: 384). Hence, concentration of tax powers is usually a way of enabling the central government to play its 
‘redistributive role’ (Watts, 2008: 96-97). Infact, the centralization of taxing powers varies across various federations as 
evident in Switzerland (40%), Germany (65%), Australia (75%), Brazil (69%), Nigeria (98%), to mention a few (ibid.).  

In Nigeria, it is not only in natural resources that derivative principle is applied, centrally imposed taxes on capital gains 
and stamp duties also attract derivation as states collect certain amount of the relevant tax revenues generated from their 
localities. Personal Income taxes are collected by the states in their respective jurisdictional boundaries except from 
diplomatic employees, armed forces and paramilitary personnel and residents of the Federal Capital Territory (Abuja) 
whose tax deductions are regarded as revenue accruable exclusively to the Federal Government. As for value-added tax 
(VAT) that replaced the state-administered sales tax in 1994, it is shared vertically and horizontally in line with a “distinct 
allocation rule” (Suberu, 2008: 466). In Switzerland, the federal government is assigned to collect indirect taxes, certain 
consumption taxes, general sales taxes and progressive income taxes. The differentials in the fiscal capacities of various 
lower level jurisdictions are addressed by various intergovernmental equalization mechanisms (federal, inter-cantonal and 
intra-cantonal grants) (Adamovich and Hosp, 2003).  

Apart from taxation, natural resources constitute another source of revenue generation in many countries especially in 
Africa and Asia. Certainly, who controls the natural resources has remained a contending issue in some federations 
especially when resources are not equally bequeathed across all the lower level jurisdictions (Watts, 2008: 97). Countries 
like Canada, Nigeria, Argentina, Russia, Mexico, Venezuela and Sudan (southern Sudan) have resource-gap among their 
constituent units (ibid.). Revenues from natural resources are basically generated from royalties, license fees, export taxes 
and corporate taxes (ibid.). In Canada, the provinces control their natural resources making Alberta very wealthy but the 
equalization policy is aimed at bringing the poor provinces to national standard (ibid., 98). Alberta has far more revenue 
per capita than other provinces (ibid.). Again, Canadian government does not have power to impose tax on energy exports 
(ibid). In Argentina, the emergent resource control by the provinces has made some small provinces relatively richer.   

In the United States, natural resources are controlled by subnational jurisdictions and private individuals. Even, in a 
number of states, the tribal proprietorship of natural resources is evident, but a source of the conflict between the states 
and tribal authorities on natural resource ownership has remained persistent. For instance, in the case of United States v. 
Idaho, the Supreme Court, in its ruling, held that through the trusteeship of the federal government over the Coeur d'Alene 
Tribe, the title to the Southern third of Lake Coeur d'Alene in Idaho falls within the jurisdiction of the Tribe (US v. Idaho, 
533 S.Ct. 189, 2001). The Supreme Court brought to a close the long legal battle between the tribe and Idaho government. 
Coeur d'Alene Tribe's claim must have been motivated by the tribal lands and water ownership reclaimed by some other 
tribes especially Confederated Salish and Kootenai Tribes of Montana (Wilson, 2002: 115). Departing from their 
traditional conflict-ridden relations in the “management of resources” (ibid., 116), state governments and tribal authorities 
now have better understanding and cooperation. This can largely be traced to the supportive roles being played by tribal 
authorities in the production of public goods and services especially in the areas of public health, safety, welfare as well as 
environmental conservation (McCool, 1993; Wilkins, 1993). 

Countries that have adopted federalism constitute 48% of global oil producers and 59% of global gas providers, making 
matter relating to the allocation of natural resources an essential subject in fiscal federalism (Watt, 2008: 97). In Nigeria, 
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the oil-mongering economy and the constitutionally mandated centralization of all natural resources has continued to 
attract litigations between federal and subnational governments (Suberu, 2008; Ebeku, 2003; Egede, 2005; Ojo, 1974). 
The constitution reserves to central government the administration of all natural resources including crude oil but the 
revenue accruable therefrom will be lodged in the Federation Account. While certain percentage of the revenue generated 
from the natural resources is paid as derivation to the subnational jurisdictions where the resources are located, the 
remaining revenues are shared among the three tiers of government. The constitution is however silent on the 
beneficiaries of the derivation: whether it is the localities or states where the resources are located. Meanwhile, the general 
opinion leans toward states because local governments are placed under state control in the constitution.  

The sharing is based on the formula approved by the National Assembly on the advice from President as proposed by the 
Revenue Mobilization Allocation and Fiscal Commission (RMAFC) vertically and horizontally. Horizontal sharing 
considers among other factors especially population and boundary size of each subnational jurisdiction. The whole 
essence of the revenue sharing is to reduce the fiscal gap between the rich and poor subnational entities in the country in 
the spirit of equalization. There is no doubt that equalization policy is germane to the holding together of the constituent 
units on one hand, and advancing to a large extent, uniform socio-economic development among the subnational 
jurisdictions on the other hand, for both micro and macro-economic stabilities. In addition, in Nigeria, intergovernmental 
grants include the statutory revenue sharing and grants for fiscal assistance from the higher level jurisdictions to lower 
level jurisdictions. Counter-productively, both intergovernmental grants lack incentives to encourage tax race and fiscal 
discipline among the lower level jurisdictions as states rely on federal fiscal transfers which amount to not than 90% of 
their public finance as their internally generated revenue drive is very low (World Bank, 2003: 51).  

In Switzerland, intergovernmental fiscal transfer is incentivized as internal fiscal capacity of the lower level jurisdiction is 
considered. The amount of transferable grants is determined by the fiscal needs as against the fiscal capacity of the 
subnational jurisdiction. Where the fiscal needs outweigh the fiscal capacity, the differentials determine the amount of 
intergovernmental grants required to assist the needy lower level jurisdictions. Hence, assistance is not without a sacrifice 
from the needy subnational units; they must show that they have made efforts to improve their internal revenue but there 
is still a shortfall which intergovernmental grants can address. In the US, intergovernmental grants are conditional, and 
they are meant for specific programs or purposes which the beneficiary lower level jurisdictions must carry-out according 
to the instructions of the central government.               

Through various public goods and services provided to local population by different jurisdictions, there are varying 
degrees of welfare gains from fiscal decentralization (Oates, 2011a: 4-5). We can measure the variation by looking at the 
difference between welfare gains emanating from decentralized supply of public goods and services compared to 
centralized (uniform) public goods and services outputs. This means that the level of these gains is determined by the 
degree of heterogeneity of preferences in various jurisdictions and the variation in the costs among different jurisdictions 
of their respective public goods and services provided. For instance, in the study conducted by Strumpf and Oberholzer-
Gee (1998) on states and counties in the United States, it was revealed that local jurisdiction could only be allowed to 
legislate on the legality of alcoholic beverage consumption largely based on the degree of heterogeneity evident in 
preferences across local jurisdictions in each state.  von Hagen (2003) therefore suggested that regional policies with 
heterogeneous preferences should be transferred to the local governments except the costs of such programmes involve 
high magnitude of externality or ‘large economies of scale’ that requires such programmes to be handled by the regional 
or central governments (ibid.). von Hagen’s fear about centralization of policies is evident in the inefficiency on the part 
of the federal government in Nigeria in managing the abundant natural resources in Nigeria. Many natural resources 
including crude oil are illegally explored by unlicensed agents or individuals.   

Access to Credit Markets 

For constituent units lacking power to print their own currency and at the same time being limited to their jurisdictional 
localities, raising taxes to meet all their fiscal needs all the time may not be possible for all subnational governments. It is 
against this background that many subnational governments access credit market to raise additional funds for public 
project financing like central government (Liu and Waibel, 2009). Be that as it may, the easy access of majority of 
subnational governments to international credit market has assisted many of them to meet their public service needs and 
optimize public welfare gains.  
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However, the prevailing global economic meltdown has really undermined the access of subnational governments to 
international credit market with attendant consequences on their fiscal capacity (Eddy and Richter, 2000: 9-10). The 
enabling laws of each federation determines the extent the subnational governments can access credit market. In 
federations like the US, Canada, and Switzerland, subnational governments are not restricted to access credit market. In 
Nigeria, local jurisdictions get clearance from the states before accessing loans while states only need federal government 
to serve as guarantor to access international credit market but are free to access local credit markets. For India, subnational 
governments must get clearance from federal government before they can access credit markets. They may get such 
clearance provided that they are not heavily indebted to public credit institution (Rao, 2003). In all federations, there are 
regulations to guard against default and insolvency because of their impact on the macro-economic stability (Liu and 
Waibel, 2009).   

Relationship between federalism and fiscal policies 

Federalism usually involves the sharing of power between the central and constituent governments and they operate 
within their jurisdictional limits. The most important element of federalism is advancement of covenant and confidence-
building among jurisdictions (Elazar & Kincaid, 1980). William Riker defined federalism as underlying idea that 
underscores a system that ensures “a government of the federation and a set of governments rule over the same territory 
and people and each kind has the authority to make some decisions independently of the other” (Riker, 1964: 5). In 
Ramphal‘s (1979: xix) submision:  

For a federation to be able to resist failure, the leaders and their followers must feel federal – they must be moved to think 
of themselves as one people with one common, self-interest – capable, where necessary, over-riding most other 
considerations of small interests…’the good’ for any must be consciously subordinated to or compatible with ‘the good 
for all’.  This then is tantamount to an ideological commitment not to federation only as a means…but…as an end, as 
good form its own sake,  for the sake of answering the summons of history. 

Federalism is not limited to allocation of powers and functions to each level of government but also involves fiscal 
instruments that will enable them to carry-out their respective responsibilities. Infact, it is not only tax revenues that they 
rely on but also other sources including debt instruments and grants (where applicable). Indeed, there is need to advance 
harmonious relations among various jurisdictions. This is one of the fundamental elements of federalism. Essentially, 
when a jurisdiction generates excess revenues, other jurisdictions that are fiscally weak should enjoy some revenue 
transfer from wealthy jurisdictions in the true spirit of equalization, which is axiomatic to reducing structural gap among 
the constituent units. It is important to note that redistributive efforts of the higher level jurisdiction can be hampered if 
the collection of non-benefit taxes falls within the jurisdictional prerogatives of the lower levels of government due to the 
possibly rising mobility of “economic units across local boundaries” (Oates, 2011a: 7).  

Indeed decentralization has amply enabled many developing countries to increase the statutory responsibilities, fiscal 
capacity and access to loans among sub national governments (Liu and Waibel, 2009: 333). Each level of government has 
its jurisdictional competences, and the functions to perform in the production of public goods. Lower level jurisdictions 
often explore economies of scale to determine if the cost of such public goods will require externality, and if the welfare 
gains will have spillover effects. Consequently, lower level jurisdiction may seek for intervention of higher level 
jurisdiction in providing the desire public goods which may be granted based on the preference character (homogeneity). 
This may lead to loss of decentralization or by partnering with other lower-level jurisdiction(s) through collective 
externalization of the production, which is an approach often adopted by Communes in Switzerland for optimal public 
welfare gains (Dafflon and Madiès, 2009: 32). Apart from the foregoing, local jurisdictions can also explore public-
private partnership (PPA) to “internalize the economies of scale” (ibid.).  

In ensuring accountability among the political elites across jurisdictions, federalism promotes competition among its 
constituent units most especially in the production of public goods. The flirt for mobility that usually characterizes federal 
systems instigated by fiscal decentralization and race among the subnational jurisdictions in the production of public 
goods and services often motivates economic units or households to move from one local jurisdiction to another according 
to their individual choices. In optimizing public welfare gains in their localities, various lower level jurisdictions carryout 
projects and programs with efficient outputs. On few occasions these policies provoke congestion (influx of mobile 
households). Undoubtedly, access of mobile households or commuters to certain essential public goods and services 
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allows them access to public welfare gains of the local government-provider. And when the public sector goods and 
services are considered by the mobile households and commuters as having huge quality, there is tendency that population 
of consumers will shoot up, creating a congestion and when revenues derivable from the mobile consumers are marginal, 
there may be loss (negative territorial externalities) on the part of the local government that produces the desired goods 
and services. In this case, there must be different levies for mobile consumers as they should not optimally benefit from 
the subsidies (Dafflon and Madiès, 2009: 33).  

In his framework for analyzing constraining federalism (rather than ‘race-to-the-bottom’) and trend of migration among 
poor economic units as dictated by welfare policy of lower level jurisdictions, Bailey postulated that examination of 
“reasonable characterizations of individual migration processes and the goals of the state policymakers, could help to 
predict the dynamics of migration in response to the public welfare policy of the states (Bailey, 2007: 136). Two 
important contributions of this model are: first, it presents a new understanding to appraise particular empirical findings in 
the literature with divergent views on the subject of constraining federalism; Secondly, the model provides “guidance 
regarding optimal behavior in terms of the relative sizes of states, the behavior of other states, political values and other 
factors” (Bailey, 2007: 136). Also, according to Bailey, the basic idea behind constraining federalism theory “is about 
states competing, not people moving” (Bailey, 2007: 137).   

Federalism involves building synergy between the central and sub-central governments, the use of pigovian taxes and 
subsidies only become meaningful when local preferences can be ascertained (von Hagen, 2003: 378). The Information 
about similarity and variation of preferences among various jurisdictions may be a very difficult task to accomplish but it 
s essential to take into account linguistic and ethnic peculiarities of each local jurisdiction (Dafflon and Madiès, 2009: 31; 
von Hagen, 2003: 378). Somehow, central governments can on its own provide public goods to citizens in every locality 
to complement those offered by other tiers of government as a way of optimizing public welfare gains. For uniform 
development in the entire federation, central government imposes some policies or programs on all the subnational 
governments by creating a benchmark or minimum standard across jurisdictions. Most times, this is done when 
preferences of various local jurisdictions cannot be reconciled by the higher-level jurisdiction(s) rather than allowing 
externality quandary. A good example was the introduction of music education in pre-tertiary schools in all the Swiss 
cantons by federal government.     

Fiscal Constraints: Decentralization or Centralization 

In ideal fiscal federalism certain conditions must be met. These conditions include autonomy of the constituent units, the 
possibility of lower level jurisdictions encountering budget deficits due to fiscal slump, the presence of common market or 
unrestricted market flow devoid of any restraint across borders of the constituent units; and the institutionalization of the 
autonomy to make it difficult for federal government to easily tamper with the autonomy of the constituent units (Riker, 
1964: 11; Weingast, 1995: 4; Sorens, 2011: 2; Rodden, 2004).  

The issue of fiscal constraints is generally associated to imposing hard budget constraints on subnational governments. In 
meeting their fiscal needs, lower level jurisdictions increase their internal revenue drive are basically derived from local 
taxes. The capacity of subnational governments to provide public goods and services within their respective peculiarities 
and local needs serves as an acceptable reason for decentralization (Olson, 1969). Of course, decentralization allows 
maximization of choice and preferences among citizens in their fiscal commitments to government i.e. their tax preference 
and choice of public goods in line with Tiebout's (1956) theory of decentralized government. According to von Hagen 
(2003: 376), the smallness of jurisdictions and mobility of households enhance the welfare of the citizens because of the 
competition among various jurisdictions on the issues of taxes and provision of public goods and services. Cai and 
Treisman (2004) argued that fiscal federalism has the tendency of creating unhealthy rivalry between the central and 
regional governments as many regional governments, in the course of drawing capital, can allow investors to evade 
central regulations, which can be counter-productive to overall public welfare and the economic development of the 
nation. In federations, the problem of corruption cannot be ruled out. More interestingly, some scholars are of the view 
that there tends be greater level of corruption in decentralized political system than unitary government because all the 
levels enjoy monopoly due to their autonomy as political elites exercise their discretionary powers without being 
questioned by another tier of government (Shleifer and Vishny, 1993).  
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In exercising their fiscal powers, certain factors can undermine the autonomy and efficiency of the subnational 
governments. According to Dafflon and Madiès (2009: 29), these include: if the jurisdictional competences or 
responsibilities of various levels of governments are not adequately clarified by the constitution, it can lead to revenue 
deficit if the costs of public goods and services exceed the available resources. Even, where functions are clearly 
demarcated among the three tiers of government, it is evident in developing countries like Nigeria, South Africa and India 
where “the national government refuses to transfer powers and financial resources to lower levels of government on the 
pretext that their organizational capacities are insufficient without making an effort to measure these capacities. But, even 
when the national government does everything possible to assess local capacities, such assessments can yield false 
results” (Ibid., 38).  

Secondly, when there is no clear-cut demarcation of responsibilities among the levels of government, there is tendency 
that politicians will use their discretionary powers to actualize short term extra-jurisdictional and personal interests while 
relegating the long term public interest to the background. This may have adverse consequences on the subnational 
economy. This problem is evident in Nigeria where there have been endless conflicts among all levels of government 
(Suberu, 2008). For instance, in 1999, chairmen of 15 local government councils publicly condemned illegal deductions 
of their statutory allocation by Sokoto state government in funding the Sokoto Emirate Council (Vanguard, 23 August 
1999, pp. 1-2). The current trend in the country in recent times is appointment of caretaker chairmen in various local 
government councils by the state governors. This undermines fiscal decentralization as there are cases of diversion of 
local government funds by majority of the state governors. The problem is largely blamed on the constitution for placing 
local governments under the control of state government. Public accountability among the politicians in various local 
jurisdictions will definitely be missing because they are not directly elected by the people. The predatory tendency of state 
governments to prey on the local governments in financing some of their public projects or ameliorating their budget 
deficits may undermine federalism.  

Thirdly, absence of clearly defined boundary of (public sector) responsibilities may undermine accountability among 
various jurisdictions. The dilemma here is that those jurisdictions that are not close to the tax-payer-voters have 
temptation of rent-seeking rationality or benefit from 'X-inefficiency' which is a product of inadequate monitoring and 
lack of accountability due to their unclear responsibilities and distance from the citizens making it difficult for their 
activities to be audited by the tax-payers as they hide “behind the levels of government closer to taxpayer-voters” (Dafflon 
and Madiès, 2009: 29-30).   

One of the driving forces of decentralization is the access of the subnational governments to credit. (Liu and Waibel, 
2009: 333). In different states especially developing economies, access to credit market for macro-economic stability has 
taken different dimensions. The first is, there is growing devolution or decentralization in developing political systems, 
and there has been a phenomenal increase in subnational governments’ access to capital market financing to meet their 
fiscal needs in the quests to optimize public welfare gains.  In meeting their fiscal needs, subnational jurisdictions access 
both local and international credit sources including subnational bond borrowing to fund relevant public projects. In some 
countries, there are public institutions that offer credits to subnational governments as evident in Brazil and India, while in 
a number of countries including Hungary, Mexico, Poland, Romania, South Africa and Russia, accessing private Credit 
Markets (ibid). In some other countries, credits are mainly accessed by sub-federal governments from private creditors as 
evident in Russia and South Africa (Ibid.).     

The tremulous impact of the global economics down turn on the International credit market has significantly reduced the 
amount of credit accessed by subnational Jurisdictions from US$22.2billion in  1995 down to US$3.5 billion in 2001 (Liu 
and Waibel, 2009: 334). Free access of many subnational governments to credit markets for public financing can be 
counter-productive. Instead of reducing production of public goods, a quite lot of them persistently explore both the local 
and international borrowing sources to finance their expenditure. Infact, the mammoth debts incurred by many subnational 
governments have put them in default or debt crises. For instance, during the Great Depression in the US, debt servicing 
approach appeared less effective in addressing mammoth subnational default inspite of various existing constitutional 
provisions among the lower-level jurisdictions to main macroeconomic stability and ameliorate debt crisis. During the 
Great Depression, no less than 4770 local jurisdictions were found to have defaulted while the debt reached 
US$2.85billion (Ibid., 337).  
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If fiscal constraints can pose some challenges to federalism like loss of welfare gains due to insufficient public finance 
among the subnational governments, are there any ways constraints can strenghten federalism? Rodden (2003) model 
contends that across jurisdictions, capital is more mobile than labor while movement of capital is largely determined by 
the levels of tax. Certainly, low tax regimes often attract higher capital. Hence, the possibility of attracting more capital 
and investment by jurisdictions with low taxes will be high. Fiscal constraints will engender more fiscal discipline among 
lower level jurisdictions. In the course of jostling for investors, they provide certain incentives to attract the mobile 
investors which will include favorable tax rates and possibly reduce rates in the cost of accessing some public facilities 
like car parks. With their fiscal discipline, subnational governments plan for expenditure within the limit of their fiscal 
capacity.  

Though, there may be a marginal reduction in the production of public goods but adopting hard budget constraints may 
attract a long term benefit among the subnational jurisdictions. Infact, scholars like Allard and Danziger (2000) disagree 
with the notion that constraining federalism could be used as an instrument to discourage migration of poor economic 
units or motivate the emigration of poor residents because of insignificant impact that welfare has on the migration of 
poor households while such factors like family, age and education still have greater impact than welfare benefits. The 
foregoing was also corroborated by Schram et. al. (1998), arguing that welfare benefits had no significant impact on the 
trend of migration among economic units. In the similar vein, Schram and Soss (1998) opined that there is no significant 
difference in the cost-of-living-adjusted across the lower level jurisdictions.  

However, subnational government will become more innovative and they will identify and explore more lucrative sources 
of internal revenues rather externalizing the cost of producing public goods in their various jurisdictions. In this way, 
subnational governments will have positive impact on the macro-economic stability of the federation. Surely, 
decentralization is self-reinforcing as it creates freedom and responsibility among lower level jurisdictions. States and 
municipalities are free to create their local taxes to raise revenues for the production of public goods. In order to optimize 
public welfare gains, it is imperative for the subnational governments to exhibit ingenuity and proficiency in their fiscal 
policies and avoid impose much taxes on economic units to avoid exhibiting rent-seeking character and economic 
distortions.  

Decentralization or Centralization: What Appropriate Option to Resolve Fiscal Constraints? 

With the options of ‘exit’ and ‘voice’ that decentralization endows economic units with, the local politicians are aware 
that they will account for the exercise of their discretionary powers (Hirschman, 1970). The residents with their ‘exit’ 
power can migrate to other jurisdictions if not comfortable with the prevailing taxes or/and inefficient outcomes in the 
production of public goods. At the same time with their ‘voice’, the residents can call for policy change or use their voting 
power to torpedo the policy actors. Meanwhile, across federations, there are different extents at which exit and voice 
powers can be expressed by the economic units or households. For instance, with the presence of direct democracy in 
Switzerland, citizens more active roles in decision making processes more than any other federation while in developing 
countries like Nigeria with poor democratic credentials, participation of citizens in policy making is inept and there are no 
incentives to replace the policy actors in various local governments because virtually all of them are handpicked by the 
governors in undemocratic manner.  

Additionally, Tiebout's (1956) idea on power of residents to “vote” with their “feet” is not applicable to all federations. In 
Nigeria, majority of the economic units are immobile for lack of capacity due to endemic poverty or absence of economic 
prospects in migrating to another jurisdiction. Again, mobility of economic units can be constrained by loyalty to social 
networks and culrural imperatives like ethnic association, religion, language, among others (Hirschman, 1970). The 
problem of mobility resulting from tax competition among lower level jurisdictions was evident in Brazil following 
adoption of fiscal devolution where trend of migration by mobile economic units was phenomenal (Watt, 2008: 95). Feld 
(2000) investigated migration trend in Switzerland between 1989 and 1990. The study revealed that there was no 
meaningful migration across cantons. Even, between 1986 and 1994, no evident migration could be accounted for as 
result of fiscal constraints across cities.  

Lack of adequate fiscal tract has been the major challenge to subnational jurisdictions in most federations (e.g. see Gold, 
1992: 33-34). For instance, in the United States, virtually all the states recorded fiscal deficits in 1991, as twenty-two 
states had deficits of less than 1%, six states had between 1% and 2.9%, five states had between 3% and 4.9% and 
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seventees states had 5% or more (Howard, 1991: 18). Gold (1992: 33) blamed these deficits on reduction in vertical 
intergovernmental fiscal transfer, medicaid, federal tax policy among others. Though, there is a very few empirical studies 
on the relevance of tax competition to fiscal federalism (Musgrave, 1997) but the tax competition among the lower level 
jurisdiction usually forces them to adopt different strategies and approaches to revenue generation exploring different 
businesses as well as providing tax incentivs to bring mobile economic units especially investors to their domains (Break, 
1967). This competition may lead to what von Hagen (2003: 385) termed as “resource-wasting bidding wars” among the 
subnational governments. Infact, subnational tax race has the tendency of generating a problem of cyclic mobility. The 
zero-sum taxing system compels subnational jurisdictions to regularly design their taxes and public goods and services to 
attract mobile economic units, at a given time, a local jrisdiction may gain marginal increase in the influx of economic 
units to its locality and while at another time, it may experience a marginal emigration of mobile households if it can no 
longer meet their heterogeneous preferences.  

One implication is that at every interval, most subnational governments are likely to experience perenial revenue losses. 
This may be as a result of  race to the bottom and therefore there may be migration of economic units to other local 
jurisdictions when a marginal decrease is recorded in the fiscal capacity of the subnational governments. Consequently, in 
addressing the mobility problem, subnational governments may adopt a tradeoff between reduction of taxes to incur more 
public welfare losses and increase the taxes to increase the public welfare gains. Certainly, both cases are most likely to 
propel emigration of households; if welfare losses become dominant, many poor households may emigrate to other local 
jurisdictions where their expected welfare benefits can be met. On the other hand, tax increase can lead to the flight of 
high income earners to local jurisdictions with low taxes. Again, incessant upward review of taxes by subnational 
governments can engender rent-seeking tradition that may have devastating effect on the socio-economic stability of the 
entire federation.  

To prevent fiscal slump from tax xompetition, Oates and Schwab (1991) suggested that lower level jurisdictions should be 
excluded from administering ‘nonbenefit taxes.’ Non-benefit taxes should therefore be centralized while local 
jurisdictions should focus on benefit levies for the public services accessed by the mobile economic units.  This view 
corroborates the study carried-out by Roger Gordon (1983), in the study, it was revealed that in racing for non-benefit 
taxes, subnational governments shown less concern regarding the effect of their individual tax policies may have on the 
economic stability of other subnational jurisdictions. These effects include inefficient outcomes resulting from external 
congestion problem, exporting tax burdens etc (Oates, 2011a: 7). At the same time, restricting the differences among 
lower level jurisdictions can circumvent or inhibit the relevance of the citizens' reflection on tax in the course of making 
their locational choices which can result in inefficient outcomes in local jurisdictions’ race for tax (von Hagen, 2003: 
384). Rather than employing bail out or centralization of the costs of production of (certain) public goods among 
subnational governments as way of addressing the problem of race to the bottom, both tiers of government can create a 
forum to set a benchmark for tax rates. In the spirit of competition, the subnational governments can make their 
adjustment or review within bottom and ceiling of the rates set through the benchmark. Apart from collaboratory approach 
to intergovernmental relations, it is imperative for the central government to be assigned with regulatory powers to 
coordinate the interjurisdictional economic activities but there must be “a procedural assignment rule as a safeguard 
against excessive centralization” (ibid., 381).  

Notwithstanding, lower level jurisdictions can insure themselves against the negative effects of policy somersaults by 
investing chunk of government resources in projects that can to a large extent shield them from the devastating effect of 
any future fiscal policy failure. As a matter of fact, persistent central intervention may be counterproductive as it tends to 
reduce the commitment of the lower level jurisdictions in investing in such risk-reducing projects. It can also create 
among the subnational governments the problem of fiscal commons, which will necessitate reckless spending among them 
because many of them are likely become public liabilities to the federation (von Hagen, 2003: 382 and Migne, 1993). For 
instance in Argentina and Brazil, fiscal commons increased the public spending in several lower level jurisdictions with 
attendant consequences on the nation’s finance (Oates, 2011b). Also, when the costs of public goods are largely 
externalized, the possibility of having serious competition among the constituent units will be low. In the instances of 
large externalization of public good and services, transfer of programs from the center to the regional governments may 
eventually draw a line between efficiency benefits in the process of carefully localising the central government 
programmes but it may also incur loss of welfare when such programmes do not correspond with the heterogenous 
preferences (Alesina et. al., 2001). 
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Most times, centralization will enhance rent-seeking and market distortions which can undermine economic growth. 
Sorens (2011: 3). In the management of natural resources, decentralization strengthens federalism and also plays greater 
role in ensuring increased macroeconomic stability. If various subnational jurisdictions are allowed to control their 
resources as evident in Canada while no bail-out is provided by the constitution to subnational governments, it will 
increase efficiency in resource management. Thus, one of the merits of decentralized policy is importance of ‘Local 
knowledge’ (Anderson and Ostrom, 2008: 75).  In as much that local residents who exploit these natural resources have 
more experience about ways through which the resources can best be managed, it is imperative to transfer such 
responsibility to the local Jurisdiction (Oates, 1985; Hilton, 1992). Nigeria’s GDP must have been reduced by nothing less 
than 35 percent through the activities of illegal miners, crude-oil thieves, poor management and corruption. Also, in 
Bolivia, centralization of forest management recorded very inefficient outcomes but in 1996, the Bolivian government 
saw the need to decentralize the enforcement of forest regulation. Under the emerging decentralized governance, forest 
regulations became more effective and the management of forest by the municipal authorities attracted more investments 
to the sector as more forest reserves were being created (Anderson and Ostrom, 2008: 70).  

Another advantage of decentralization is reduced cost of managing natural resources because of communitarian nature of 
local governance.  The local actors in natural resource sector know one another and through effective monitoring they 
check misuse of the resources by any of the actors thereby reducing the cost of enforcing natural resource regulations 
(ibid.). Also, raising a lot of money to recruit security guards in the management of the natural resources may not be 
necessary (Gibson et.al, 2005; Ostrom, 1990) Another merit of decentralization of natural resources management is that 
the tendency of having a nationwide policy failure will be drastically reduced as some lower-level jurisdiction will record 
success  while others may fail.  Hence, those that fail may learn from the local jurisdictions with efficient outputs in line 
with laboratory federalism as evident in the pragmatic efforts of subnational governments during the energy crisis in the 
1970s. The ingenious policies and emergency plans by the state government to complement the efforts made a positive 
impact to mitigate the threat posed by the global oil crisis on the macroeconomic stability of the United States. The energy 
crisis was less felt in the US compared to Western Europe and Japan, and the oil import to the US was “only about 6%” of 
the total local oil consumption (Light, 1976).     

The central regulatory framework ensures that problem of default or debt crisis is argely forestalled among the lower level 
jurisdictions. Fiscal constraints may compel subnational governments to approach the credit market to raise funds to 
ameliorate their budget deficits with the aim of providing quality public goods and services. Different federations have 
adopted different methods of mitigating the problem of insolvency and debt crisis. In the US,  Apart from congressional 
passage of chapter 9 of the US bankruptcy code, many states enacted laws to forestall problem of subnational default. 
Some of these laws allow the state to take over the financial management of defaulting local government in the time of 
debt crisis as evident in New York where Municipal Assistance Corporation was set up by the state government to take 
over the fiscal affairs of New York city when it became obvious that the municipal government had become enmenshed in 
debt crisis in June 1975 (Liu and Waibel, 2009).  Three months later, another agency (Emergency Financial control Board 
– EFCB) was established for New York City by the state government for fiscal restructuring of the city administration, 
adopting various conditions including borrowing restrictions, fiscal adjustment, reform of public service including the 
sack of 60,000 staff of the city municipal, imposing transparent account system, regular auditing, to mention a few (ibid., 
338). Considering the danger that insolvency may pose to the macroeconomic stability of any country, it is therefore 
imperative for central government to develop a viable regulatory model to address the perfidous risks and losses that 
default and insolvency cause.  

 The problem of corruption among public officials can increase the adverse effect of fiscal constraints may have on any 
jurisdiction. It can have very negative effect on development, public service delivery (Broadway and Shah, 2009. 518), 
health services (Treisman, 2007) among others. Adopting multi-level framework to fighting corruption is the best option. 
All the tiers of government in collaborative approach, should collectively establish independent anti-corruption agencies 
to avoid the use of the anti-corruption agency to witch-hunt the lower level jurisdictions by higher level of government as 
often experienced in Nigeria.         

Federal Fiscal Policies and Decision Making Structures 

In some democracies, constituent units enjoy legislative autonomy in which they can make laws without being over-ruled 
by the federal government. On the other hand, there are some democracies that endow sub-federal governments only with 
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administrative autonomy, which merely enables them to have their policy responsibilities that can be influenced by the 
central government (Sorens, 2011: 4).  This suggests attempt by the constituent units to perpetuate federalism through 
principles of “coordinating and bargaining” (Adamovich and Hosp, 2003: 7), which amounts to ‘cartelization’ of tax rates 
(Blankart, 2000: 27). Here, intergovernmental tax sharing becomes dominant in the fiscal affairs of the federation, which 
makes soft budget constraints plausible (Adamovich and Hosp, 2003: 7).  

In every federation, the first task is to define institutional and functional jurisdictions of various tiers of governments. 
Institutional jurisdiction ensures clear demarcation of powers exercised by various levels of government to determine the 
limit of their territories i.e. federal, regional and local governments. On the other hand, functional jurisdiction involves 
respective public goods to be provided by each level of government within the principle of equivalence for optimal 
welfare gains (Dafflon and Madiès, 2009: 30). The political systems that adopt coordinated federalism are those that 
operate fiscal devolution with less programmatic effect and fiscal autonomy than countries with decentralized 
fiscal federalism like the US, Canada and Switzerland (Sorens, 2011: 5).  

According to von Hagen (2003), when more powers are delegated to the lower-level jurisdictions, they become more 
active and competent in the delivery of public goods as evident in the Maastricht Treaty on European Union in which 
German experience supports a version of subdiarity and has proved that no tasks cannot be successfully attained by a 
lower level jurisdiction. For Weingast (1995: 1), “market preserving federalism” essentially resolves the fear that 
underlies the dynamics of economic system, by contending that: 

A government strong enough to protect property rights and enforce contracts is also strong enough to confiscate the 
wealth of its citizens. Thriving markets require not only the appropriate system of property rights and a law of contracts 
but a secure political foundation that limits the ability of state to confiscate wealth.  

Market preserving federalism suggests that efforts to stimulate economic growth should not be exclusive responsibility of 
only a tier of government. Hence, both the lower level and central jurisdictions must exercise such function. The central 
government should basically perform regulatory functions including creating and managing a common market and ensure 
that lower level jurisdictions do not engage in acts that distort smooth flow of interjurisdictional market. Subnational 
governments should enjoy autonomy and be allowed to fully take charge of their own policies according to their different 
preferences. The federal government is to provide grants to assist especially those local jurisdictions that are fiscally 
weak.  

Indeed, intergovernmental grants are strategic to fiscal federalism serving a variety of purposes which basically consist of 
“the internationalization of spillover benefits to other jurisdictions, fiscal equalization across jurisdictions, and improved 
overall tax system” (Oates, 2011a: 8). These grants can simply be divided into two: conditional and unconditional grants. 
The former usually impose on the recipient certain instructions from the grantor and restrictions regarding the specific 
programmes or projects for which the grants are made to the recipient which the recipient must adhere to. This can have 
tremendous impact on the decentralized powers of the recipients. Infact, the magnitude of the conditional or matching 
grants should be in tandem with the degree of spillovers (ibid.). Traditional welfare economic approach holds that when 
central government provides conditional grants in “subsidizing the cost of public goods” usually bring about “positive 
externalities” while such relationship can be negative when central government places some charges on public goods in 
local governments. It is therefore imperative for central government to incentivize its financial support to subnational 
governments to enable them maximize the public goods (von Hagen, 2003: 378).  

On the other hand, unconditional grants suggest the grants that are provided for the recipient's use within its own volition 
or without any instructions from the grantor. Here, the recipient is at liberty to determine what programmes, goods or 
service it wants to use the fiscal transfers for without being monitored or regulated by the grantor. Essentially, the general 
motive behind the application of unconditional grants is to engender fiscal equalization with the aim of reducing fiscal 
disparity between wealthy and poor regions, such that part of revenue surplus from the wealthy regions is transferred to 
the poor regions. This redistributive policy is usually being guided by consideration of “fiscal needs” against the 'fiscal 
capacity' of each of the lower level jurisdictions. The calculus of differentials in the allocation of equalization funds is 
usually informed by the magnitude of fiscal needs of various local jurisdiction as against their fiscal potentials, and where 
the fiscal needs are found to be significantly higher than fiscal potentials, more (unconditional) fiscal transfers will be 
required with the aim of optimizing public welfare gains across local jurisdictions. This form of intergovernmental grants 
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is very evident in countries like Australia, Germany, Switzerland and Canada where constitutionally there are provisions 
for transferring fiscal resources to poor lower level jurisdictions to reduce differentials in the fiscal capacity across lower 
level jurisdictions.  

Inspite of its attendant merits, intergovernmental fiscal equalization policy has been criticized by some scholars. For 
instance, Broadway (1996) contended that equalizing grants are not essential element of fiscal federalism. The argument 
is plausible because equalization policy has the tendency of undermining the economic gumption among the regions as 
many of lower level jurisdictions may become less aggressive in their local revenue generation drive, hoping that external 
fiscal resources will come their ways to ameliorate their fiscal deficits. In countries like Nigeria and Italy, 
intergovernmental equalization policy has appeared to be a dissidence instigator among the regions as many wealthy 
regions have threatened secession in their reaction to the continued transfer of their fiscal resources to poor regions 
(Oates, 2011a: 9; Suberu, 2008: 452). In centralized federations, regional governments often externalize the costs of their 
provision of public goods (Adamovich and Hosp, 2003), and subnational governments are usually subservient to the 
central government.  

In the US, matching grants are awarded to lower level jurisdictions for specific programs or purposes and no concern is 
given to equalization (Oates, 2011a: 8).  To advance efficient outputs in federal decision making, Musgrave suggests that 
the production of public goods and services should be decentralized while policies for redistribution should be centralized. 
Also, subnational jurisdictions should collect income and consumptions taxes as well as natural resources tax while 
property taxes should be controlled by the third tier of government (Musgrave, 1983). The issue of poverty alleviation 
should be within the jurisdiction of local governments being the nearest to the people (see Pauly, 1973) unlike the 
traditional fiscal federalism that places such policy within jurisdictional competence of the federal government 
(Musgrave, 1997).  

The role of intergovernmental grants is to advance “equitable and efficient overall tax system” (Oates, 2011a: 9). 
Chernick (1992) argues that in terms of tax administration, lower level jurisdictions are less effective than central 
government. Against this background, central government is more suitable in the administration of non-benefit taxes. The 
faithfuls of Prescriptive theory of intergovernmental grants often argue that amount of matching grants to be consigned to 
a lower level jurisdiction must correspond with the level of “benefit spillovers across jurisdictional boundaries, a set of 
unconditional grants for revenue sharing and, perhaps, equalization purposes” (Oates, 2011a: 10).  

The issue of minority is critical to federal policies. Within the same subnational territory, there may be different linguistic 
and ethnic configurations with peculiar preferences, which require relevant public sector services and hence, it is germane 
for the local jurisdiction to reconcile the heterogeneous preferences to optimize the public welfare gains (Dafflon and 
Madiès, 2009: 31-32).  Central government can have overwhelming powers over subnational governments to protect the 
interests of minority.  Central government can also be empowered by the constitution to creating a benchmark to all local 
jurisdictions in the provision of public goods (Ibid., 38). Here, the reason is to ensure that lower level jurisdictions meet 
the basic standards in their local provision of public goods and services to achieve optimal welfare gains.  

Conclusion 

In fiscal federalism, issue of equity is very fundamental. It amplifies redistributive principle, mandating the federal 
government reduce the fiscal gap among its constituent units through intergovernmental fiscal transfer to the poor 
subnational units. But to enhance political accountability to the voters, fiscal decentralization will play a great role to 
assess the performance of the elected officers in the provision of public goods and services, which requires local tax 
powers, which will enable subnational governments to raise revenue to carry out their functions (Watts, 2008: 96). 
Decentralization as a fundamental element of federalism enables mobile households to have apart from their “voice” that 
symbolizes their democratic choice, affords them the opportunity to "exit" by migrating to other subnational jurisdictions 
where there are favourable tax regimes and availability of desired public goods and services (Hirschman, 1970).  

Considering the foregoing, the movement of citizens from one local jurisdiction to another local jurisdiction is based on 
the correlation between taxation and public goods and services available. It is essential to note that it is not in all cases that 
attractive tax policies really optimize the welfare of the mobile households. Again, when the costs of public goods are 
largely externalized, the possibility of having any serious competition among the constituent units will be low. In the 
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instances of large externalization of public good and services, transfer of programs from the center to the regional 
governments may eventually draw a line between efficiency benefits in the process of carefully localizing the central 
government programs but it may also incur loss of welfare when such programs do not correspond with the heterogeneous 
preferences (Alesina et. al., 2001). There should be a show of positive response from the central government to the 
differences in the preferences of various regions and this can best be actualized when decision making at the higher-level 
jurisdiction enshrines popular participation and reflect public accountability among politicians.  

The growing fiscal deficits that have accompanied the global economic meltdown have monumentally undermined the 
capacity of many lower-level jurisdictions to provide public goods and services.  For instance in the US, no less than eight 
states and the territory of Florida experienced default while three other states became unimaginably indebted (Wallis, 
2004; Liu and Waibel, 2009:334) the protracted insolvency experienced by numerous lower –level jurisdictions dissipated 
the lending capacity of the local credit markets forcing down subnational borrowing with attendant macroeconomic 
instability (Ibid., 334-5). Democracy plays a great role in fostering fiscal discipline as it enhances public accountability. 
Direct democracy can militate against fiscal indiscipline or reckless spending as evident in Switzerland (Feld and 
Kirchgässner, 1997) where citizens take more active roles in decision making processes and budgetary decisions 
compared to other federations. The prevailing direct democracy in Switzerland has great impact on loyalty. In the study 
conducted by Feld and Kirchgässner, it was revealed that cantons with constitutions that contain therein direct democracy 
had lower debts (Feld and Kirchgässner, 1997). Direct democracy is very important but also difficult to practice at 
national level. Notwithstanding, representative democracy can also assist in ensuring that central government policies 
meet the local needs.  

Efforts should be made to appraise the capacities of various jurisdictions in the provision of public goods and local 
preferences to avoid functional deficit. And considering the proximity of the lower levels of governments to the citizens, 
they should be constitutionally empowered with a leading role in the provision of public goods and services.  For 
subnational governments to achieve more efficient outcomes in the delivery of public goods and services, it is essential for 
federal government to transfer more revenue sources to the lower level jurisdictions. There is need to incentivize all fiscal 
transfers, to prevent fiscal commons and inefficiency among lower tiers of government.   
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