Chapter 9:

Vertical Imbalance and Fiscal Behavior in a Welfare State: Norway

Jorn Rattsa*

I. Introduction and summary

The locd public sector in the Scandinavian countries is an integrated part of the welfare Sate.
The main wefare sarvices (schooling and hedth care) are publicly provided and decentrdized to
avoid overload of the centrd government. The design implies delegation rather than decentrdization,
and can be cdled ‘adminigrative federdism’. Loca and county governments primarily are agents of
the centrd government. A mgor objective of the welfare Sate is to provide uniform welfare services
across the country, and the decentralized implementation is consequently combined with centralized
financing, mandating, and detalled service regulation. Hierarchica adminigrative controls impose
fiscd discipline on the system. In fact, centrdized financing and control precludes any disciplining role
of the credit market. Land and housing markets reflect regiond imbaances in labor markets, and are
not seen as responsve to locd public peformance. The mode dlows little room for locd
democracy and accountability.

The combination of centralized financing and redistributive welfare services creates a double
common pool problem. The costs of the wdfare services are interndized neither at the individud
leve nor a the locd government level, and a spending pressure towards the center results. This is

obvioudy a serious chalenge for the nationd political sysem. Even more so because the centrd
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government has dl the ingruments needed to influence the economic Stuation in each municipdity
and county. Verticd fiscd imbalance and welfare redigtribution are expected to invite opportunigtic
behavior from the loca public sector. Loca governments can exploit the nationd politica concern for
the access to and quality of the welfare services. It seems like the politica system has been able to
withgand this pressure for outright locd fiscd indiscipling, dthough rapic overdl locd public
spending growth must be understood in light of this spending pressure. While the Scandinavian party
systems are highly fragmented as a result of proportiona representation, the parties themsdlves are
effident in interndizing their representatives into anationa policy.

The broad evauation presented here is that the resulting budget condraints in genera are
hard and that individud drategic and distorted behavior from municipdities and counties, while
present, is not important in practice. The centrdized regulation, oversght and control imply that
locdlities have limited room for strategic behavior. Given the availahility of public information about
economic conditions and performance, it is hard to "bresk out of the pack’ for any locdity. The
strategic problems of vertical fisca imbaance are of more collective character. The common pool
aspects and the associated lack of loca accountability reduce the pressure to hold down costs and
restructure services to changing demand. Productivity growth is dow and competition and
privatization in the service production is limited. Mord hazard problems are more likely within loca
governments, where strong internal and external interest groups can take advantage of a wesk local
political system. The certral regulations help keep the local budget congraints hard.

Thiswill discuss the broader experiences with verticd fiscd imbaance in the welfare gate. A
broad outline of the Scandinavian type of adminidrative federaliam is given in section 2. The rest of

the chapter concentrates on Norway. Hierarchical and politica mechanisms of control are addressed



in sections 3 and 4, while their consequences for fisca baance are shown in section 5. Section 6

discusses problems of bailout and strategic behavior. The concluding section 7 contemplates reform.

I1. Scandinavian style administrative federalism

The understanding of decentrdized government in the Musgrave- Oates- Tiebout tradition
assumes locd public goods, mobility and benefit taxation. This modd is far away from the
Scandinavian gpproach to fiscd federalism. Fird, the loca public sector is respongible for welfare
sarvices with strong redistributive characterigtics, and local public goods only take a smadl share of
loca spending. Second, mobility of the population is low and loca jurisdictions are heterogeneous
with respect to preferences for welfare services and local public goods. Third, financing is centralized
and dominated by centrd government grants and regulated income tax revenue sharing. When the
local public sector is responsible for the provison of welfare services, new issues of decision making
and digribution arise. The literature does not offer clear criteriafor the handling of such ‘merit goods
(Musgrave, 1959) or ‘redigtributive services (Foster et d., 1980). The system can be described as
adminigretive federdism, since the design is rooted more in adminigrative delegation than fisca
federdiam.

Decentrdized government in the Scandinavian countries increased its importance in the
economy with the expangon of the welfare date after the second world war. Presently local and
county governments represent about 2/3 of al government service production or in the order of 15-
20 % of GDP. Mogt of this spending is mandated and relates to wefare services such as
kindergartens, primary school through high school, primary hedth care and hospitds, and care for

the elderly. In addition, the loca public sector provides more typica locd public goods such as



infragtructure and planning. The functioning of this system is andyzed in various atides in Ratss
(1998). In particular Lotz (1998) reports on the frustration among Scandinavian economigts that the
guiddines from loca public finance theory are of o little rlevance.

A badc objective of the Scandinavian wedfare dates is to arange equdity and
sandardization of welfare services across the country, and nationd politicians are held accountable
for its performance. Decentraization of the welfare Sate is consequently puzzling. This ddegetion
must first and for al be understood as a way to avoid overburdened nationd bureaucracy. But dso
the loca public sector can help adjust welfare services to loca conditions. Redigtributive welfare
sarvices have loca characterigtics that make local political choice important. The choice of school
sructure (Sze and location) isacase in point. Loca and county governments may have informationa
advantages of preferences and costs and can better take into account local characteristics.

While wefare spending is decentrdized, the financing is strongly centrdized. Partly the
centralized financing represents indruments of nationa control and partly the desire to equalize the
provison of wefare services. The welfare services are to be distributed independent of the economic
conditions of the households and the locdities involved. The centraized financing aso is the result of
inadequate tax bases for local taxation. Property taxes and user charges hardly anywhere account for
the financing needed to cover 15-20 % of GDP, and income tax revenue sharing adds necessary
funds. Income tax is less suitable as a benefit tax, and in particular when it is shared between locd,
county and centra governments. Since income levels available for taxation are very different in urban
and rura aress, a comprehensive tax equdization system de-links the relationship between loca
income tax rate and income tax revenue. Expenditure equaization grants, distributed partly as block

grants and partly as matching grants, add to the centraized control.



Thiskind of vertical fisca imbalance has been a source of concern in the literature because of
the associated common pool problem. Decentrdized spending with centrdized financing through
grants and regulated tax revenue sharing implies that the population in each locad government pays
only a smal share of the totd costs of the loca service production. At the same time, locd
governments can take advantage of the centrad government concern for welfare service levels.
Centrd government policies to ded with digtribution under decentraization opens up the possibility
of a drategic game between the loca and the nationd levels. As will come dear, discipline is
imposed in Norway primarily by way of hierarchica controls.

When welfare services are decentralized, a double common pool problem appears. Wefare
sarvices are provided free of charge to specific age groups (care for the elderly) and geographic
aress (schools) and financed by generd taxation. It follows that the groups benefiting from the
sarvices pay only a smdl share of the cods. At the next levd, the locad governments financing the
sarvices get ther funds primarily from a centrdized system of tax sharing and grants. Weingast,
Shepde and Johnsen (1981) present the spending pressure arising in this Situation. Even competition
between local governments can work badly with reditributive services, since new incentives are
created to attract ‘ chegp’ taxpayers and discourage the entry of ‘codtly’ immigrants.

Interestingly, the politica leadership of the Scandinavian countries and certainly the ministries
of finance see centrdized financing as a way of holding down public spending. Spending pressure is
dready there with redigtributive welfare services, and they see the central government as more able
to handle the pressure than loca governments. The disadvantages of centralized financing are
handled with grict hierarchica adminidrative controls. The design is condgtent with recent
internationa evaluations. Von Hagen and Eichengreen (1996) conclude that "fiscal restrictions do

prevail in states characterized by a high degree of verticd fisca imbdance. Qian and Weingast



(1997) argue that regulations by hardening the locad budget condtraint aso preserve market
incentives. Carlsen (1994, 1998) develops theoreticd models to capture strategic interactions and
arguments for regulations in this setting. In this context, the present regulations of the loca public
sector can be seen as a way of avoiding bailout by limiting the room to maneuver to digort locd

decisons.

[11. Centralized financing of decentralized spending: Hierarchical controls

Norway is a smdl and rich welfare state. The economy is based on raw materids (oil, dso
fish). The public sector directly controls about 50 % of GDP, including welfare Sate policies such as
free hedth care and schooling and a comprehensive socid security system. It is a unitary state, but
the loca public sector is given a srong and paliticaly independent postion by law. Also the
representative democracy is decentrdized, and the 435 municipdities and 19 counties eect their own
local and county councils with proportiona representation and multiple (about 10) parties. The large
number of localy eected politicians (about 16.000) implies that decentrdized government is a
forceful voice in nationd poalitics. Since about 20 % of the labor force (about 450.000) work in the
locd public sector, it is a strong inditution socidly and economicaly dso. Key data are given in the

Table 1 fact sheet.

[TABLE 1 ABOUT HERE].

As mentioned in the introduction, centraized financing and financia controls are the key

mechanisms of fisca discipline Since locd and county governments are agents of the centra



government, they are not treated as independent sovereign entities at the financia markets and they
basicadly meet the same financid conditions (assuming a centrd government guarantee). Since
mohbility is low, land and housng markets are influenced by more permanent regiona imbalances, and
locd fiscd performanceis of little importance. The financid controls are related to the following main

dements

Grants represent about 40 % of the revenues. Mogt of the grants are distributed as block grants
based on objective criteria, but avariety of matching grants are in place to promote the detailed
ambitions of nationd paliticians. A residud discretionary grant is distributed annudly based on
‘judgement’ of the economic conditions in each locdity.

About 45 % of the revenues are based on income tax and wealth tax shared with the central
government. Tax rules are determined in the nationd parliament and locd tax rates are limited to
anarrow band. All locd governments gpply the maximum rate (Snce 1979) and in this Situation
the tax revenue works as a block grant, except that loca governments can influence the tax base
over time.

The property tax isnot available to al loca governments (in practice 200 of 435 municipdities
have property tax), Snceit is restricted to urban areas and certain facilities (notably power
gations). In addition, the property tax rateis limited to a narrow band.

User charges are of risng importance and are now gpproaching 15 % of revenues. They are
regulated by law and cannot exceed unit costs, but the share of costs covered and the cost levels
dovary.

The Loca Government Act requires that operationa budgets baance inclusive of interest
payments and regular ingtalment of debt. Investment leve is decided locdly, but total [oan
financing must be approved by the centra government. Actud deficits are dlowed to be carried
over, but must be paid within 2 years.

The locd revenue sources, local taxes and user charges, amount to nearly 60 % of tota revenue.
Thisfigureis high compared to many other European countries, and may delude an externa observer

to think that the Norwegian sysem of financing is rather decentrdized. To get a proper



understanding of the system, the centra regulation of the local taxes must be taken into account. In
practice county government revenues are determined by these regulations (given the income tax
base), while loca governments only apply some discretion in property taxation and user charges,
aso these within drict regulations. The regulations must be understood on the background of the
serious horizontal income imbaance among the municipdities and the counties. The average share of
local taxes in totd revenues is about 46 %, and the heterogeneity with respect to revenue bases is
illugtrated by the fact that this share varies from 11 to 75 % across the municipaities and from 25 to
63 % across the counties.

Formaly the local and country governments have the discretion to set the income tax rate within
a narrow band, but they dl use the maximum tax rate. The reason why they dl hit the roof is
drategic. If any loca or county government reduce the income tax rate below the maximum, it
expects to be punished by the centra government for being ‘too rich’. Such a policy of punishment
has never been announced, but central government has discretionary grants and can aso influence
local revenues through various ad hoc policy ‘packages to promote new services. If locd
governments are seen as sufficiently rich to reduce the income tax rate, they are in awesk position to
gain from such margina funds. The central government seems not to worry about this eement of soft
budget congtraint, and is happy to control the level of revenue in each and every loca and county
government.

The important role of grants has been motivated by equdization and by the desire to influence the
local government service production. The wish to redistribute income has been taken care of by tax
equadization and needs equdization schemes designed as block grants. The tax equdization attempts
a raisgng the revenues of municipdities and counties with week tax bases. The high ambitions of the

sysem imply that few of them have much incentive to improve ther tax base. Interestingly, the



comprehensive grant system oriented towards equdization has created new inequality. Since regiond
policy aspects are built into the criteria, the periphery, and in particular smal municipdities, has been
overcompensated. The result is a divide where urban areas are rddively rich in private income and
poor in public services, while the periphery is rdatively poor in private income and rich in public
sarvices. The effect is amilar to Rodden’s (1999) description of Germany where ‘the last shdl be the
fird’. In addition to the complex equdization system, the services have been controlled by an array
of matching grants. The matching grants typically have been introduced to promote new services and
expand old services with centra government priority.

The finandal conditions of the loca public sector are decided by the nationd parliament as part
of the annud nationa budget and then related to macroeconomic stabilization policy. Prior to each
fiscd year, the central government announces a desired growth of total loca government revenue,
and of tax revenue and block grants separately. The parliament sets maximum income tax rates and
grants according to this overdl revenue target. The digribution of block grants among locd
governments also is decided prior to the fiscd year. Given the nationdly determined economic
conditions, the local governments produce their own budgets. The locd political decision making is
organized around the budget process.

The locd budgets are regulated by the Loca Government Act, and the main requirement is
operationa budget balance. In the budget, current revenue must cover current expenditures, interest
payments and regular ingtalment of debt. Loan financing of current spending is not dlowed. The find
budgets are controlled and approved by the central government. If the budget implies an operationd
deficit, it will not be gpproved and is sent back to the locd government for revison. A baanced
budget ex ante does not rule out an actud deficit when the account is settled. Income tax revenue

during the year and expenditures linked to rules and rights (like socid support) may deviate from the



budget. Actud deficits are dlowed to be carried over, but asamain rule they must be ‘repaid’ within
2 years. In underganding with the central government, the loca council can extend the period to 4
yearsif fagter repayment has dramatic consequences for loca service provison.

The baanced budget rule is the key to sound finances and efficient resource use. The benefit
principle with inter-tempord efficiency is encouraged since investments are alowed to be financed by
loans. The rule may reduce intertempora flexibility, and service provison may be ungtable when
current spending is strongly linked to current revenues. However, central government smooth locdl
government revenue over time and loca governments typicaly hold ‘rainy-day’ funds to smooth out
shifts in revenues, athough this is not required. Loca governments know that larger loan-financed
investment means future debt service to be covered by current revenues. Even more important, they
know that investments typicaly sart up new service production that requires future current spending
for labor and materias.

According to Owens and Norregaard (1991), centra governments in most OECD economies
control the level of locd government loan financing and in some countries even the purposes for
which loans can be raised. Compared to the OECD area, Norwegian locad governments have large
discretion in investment policy, given the congraint that interest payments and debt ingtdlment are
included in the operationa budget balance and that totd loan financing is approved. The system is
meant to encourage decentralized accountability and priority within a system of centrdized financing
with hard budget congraint.

In addition to the financid contrals, the welfare services are regulated in detail by law. The
regulations involve coverage (example: al children in primary school), sandards (example: class Sze)
and working conditions (example: children per employee in day care). Locd governments must

satidfy these rights, which are important in schooling, hedth care and socid ad. Rights like these
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defined by nationd lav have grown more popular. The adminigrative regulations integrate loca
governments in nationa sectord control systems that cut across the nationa-loca divide. This leads
to a ssgmentation of the sysem whereby in particular education and hedth care are quite
autonomous sectors relative to loca democratic control. The regulations can be said to modify the
vertical imbaance. Even if loca and county governments take spending decisions regarding 15-20 %
of GDP, the regulations imply a sort of centralized spending that matches the centrdized financing.
Centrdized financing must be understood in this context of adminigrative regulation of welfare

sarvices.

IV. The palitical control mechanism

Norway is a multi-party parliamentary system with proportional representation from 20
digricts, and with about 8 mgor palitica parties with nation wide support. The parties nominate
candidates for the nationd parliament in each of the didricts, and eections are held every four years.
The paty compogtion of the parliament is the mgor determinant of naiond policy, and the
parliament is quite fragmented with respect to parties. The degree of fragmentation is important for
the ‘strength of the government’ (Borge and Rattsg, 1999) - establishment of mgority or minority
government and whether the government is based on one party or a codition. A mgority party
government does not need to bargain with other parties in parliament in order to implement its
desired policy. The parties are strong, and they seem to interndize the regiond dimension of palitics.
Coalitions of representatives from regions across party lines are sedom observed in the nationd
parliament. Stll regionadism is the key politica battleground, in particular with heated conflicts

concerning location of government inditutions.
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At the locdl leve the paliticd system is a miniature of the nationd. Elected loca and county
councils are dominated by the nationa parties, and the dection results reflect nationd poalitics,
athough with geographic variaion. Also some non-party groups are represented, typicdly in the
periphery. The local and county councils do not work as a parliamentary system (except for Od0).
Ingtead, an executive board is eected among the members of the council, with proportiona
representation of the parties (and non-party groups) in the council. The system of joint rule tends to
facilitate consensua properties, and alows for a more open struggle regarding the politica priorities.
The mayor and the deputy mayor are elected by and from the council, and are the leaders of the
executive board. The congelation behind the politica leadership will typicadly have a mgority in the
executive board.

The locd political and adminidrative leaderships firg and for dl communicate with the
regiona commissoner (centra government representative in each county) and the Ministry of Loca
Government. Loca demands for funds are channded into the regular budget process run by the
minigry. It is very seldom that regiona representatives in the parliament are mobilized by a single
loca authority to lobby for more funds. Even when the same party controls the centrd and the
specific local government, it is not consdered acceptable to give specid favors. Exceptions from this
idyllic Stuation are discussed in section 6.

The functioning of the nationd political system with respect to decentrdized government
financing has been andyzed by Borge and Rattsg (1997, 1999). Their point of departure is a
benchmark demand modd of public services emphasizing price-, income- and congestion-effects.
The demand model is modified to represent the common pool problem resulting from vertica fiscd
imbaance. The benefits of decentraized government spending are concentrated to each municipaity

and county, while the codts are carried by genera taxation and to a large extent financed by centrd



government grants. The nationd palitical sysem mugt internalize the costs of the loca public services.
Different from the sandard universdistic moded of the US congress, in parliamentary democracies
party fragmentation of the parliament and codition politics are important for the interndization of the
cods. The econometric analysis confirms that political strength (measured by party fragmentation and
codition types) is important for the decentraized spending growth. A minority codition government
implies 20 % more decentraized spending than one party mgority government in the long run.

In addition to politica strength, palitica ideology of the mgority in parliament influences the
size of government spending. A socidist mgority drives up the spending level. Since strength has
been associated with socidist maority because of fragmentation on the non-socidist side, voters
have faced a tradeoff between ideology and strength. Interestingly, our estimates indicate that
strength dominates over ideology in the sense that nonsocidist mgorities, being more fragmented,
have contributed to higher decentralized spending. Among the economic determinants of local public
spending, strong support is given for Wagner's law. The share of the locd public sector in the
national economy increases as income per capita increases.

Politica strength aso has been investigated at the locd level, and has been operationdized as
the politica congdlation (majority or not, one party or codition) behind the mayor and deputy
mayor by Kadseth and Rattsg (1998). They find that politicd strength holds back the loca
adminigrative costs. Falch and Rettsz (1999) show that politica strength in the counties, measured
by party fragmentation in the councils, has held down costs and alowed for more student enrollment
in high schools. Their study includes a measure of the locd spending pressure. Municipdlities
campaign for high schools and counties with many smdl municipalities are expected to have more
spending pressure. The economeric results confirm reduced average population size of municipalities

drive up school spending and that the effect is moderated by political strength. Borge (1996) extends



the andlysis to budget deficits. Politica strength is measured in several ways, and a strong politica
leadership is characterized by mgjority contral, little party fragmentation in the loca council, and
amal ideologica differences within the ruling codition. Whatever measure is gpplied, the message is
that municipdities with a week politica leadership tend to have larger budget deficits (including
investment spending). Political strength thus has a substantia impact on budget responsibility at the

locd leve.

V. Evaluation of fiscal performance

The design of the Norwegian system of loca public finance attempts a etablishing a hard
budget condraint for individud municipalities and counties. Given tha the centrd government
basicaly determines the baance between private and loca public consumption in each locdlity, the
decentrdization is meant to encourage three types of efficiency - dlocative efficiency between the
different loca public services, cost efficiency by the incentive to produce good services given the
revenues, and intertempora efficiency by adlowing borrowing to finance investment spending. Fisca
discipline is meant to result from the financia controls including central government gpprova of new
loans and the balanced budget requirement.

Loca public investment amounts to about 50 % of total public investment. The share is
consderably lower than the loca share of public employment, since loca services are labor intensive.
Fixed capital investment generally represents about 10 % of current revenue, and borrowing finances
about 50 % of investments on average. A positive operating surplus finances about 35 % of
investments, while the rest is mohilized from internd funds. The average debt-revenue ratio is about
30 % and has fluctuated ketween 20 % and 40 % since 1980, primarily due to cyclica revenues.

Borge and Rattsa (1998b) investigate the details of the borrowing regime.
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While the investment share of revenues was strongly increasing after the second world war, it
has been stagnating and declining since about 1970. A smilar experience has been named the
‘infrastructure problem’ in the US (Hulten and Peterson, 1984). The stagnation of investment can be
the result of (more) myopic decison making or centra controls. An andyss of aggregate locd
government investment throws some light on the intertempora decisons taken. Rattsa (1999a)
sudies whether the recent stagnation of investment reflects sensble response to future revenue
growth and demographic shift or imperfections in the decision-making system. The andyss gpplies
an intertempora optimization model with rational expectations and concludes that unexpected
changes of GDP and unemployment have been important determinants of investment. The stagnating
GDP growth has reduced the growth in investment spending, even when the centra government has
kept the revenue growth of the locd public sector high and stable. Stabilization of locd revenue
growth has not led to stable investment growth. The investment decisions of the locd public sector
emphasize the underlying economic development of the country more than its own revenue growth.
At the same time, greeter volatility in macroeconomic conditions has led to fluctuationsin loca public
investment. The results are not inconsstent with the forward-1ooking modd.

In the context of financia controls, differences between locdities are important, and the share
of investments financed by borrowing varies substantidly across the locd units. 10 % of the
municipalities had a borrowing rate above 70 %. There is a strong positive corrdation between per
capita revenues and operating surplus. Large revenues mean that more internal funds are available for
fixed capitd investment. Furthermore, municipaities with revenue and surplus above average invest
more and borrow less. A low borrowing-revenue rétio is associated with high revenue levels.

The internationd literature about the empirica effects of baanced budget rules is limited.

Poterba (1995) and Inman (1996) survey the recent literature on US gtates. The U.S. states form an



interesting case because the shaping of the balanced budget rules varies widdly across sates. The
sudy by Bohn and Inman (1996) is particularly interesting because it helps to identify exactly what
attributes of the balanced budget rules that are of importance for the actua deficit. The empirica

andysis indicates that the most important attribute is whether the balanced budget requirement is
imposed ex ante or ex pog, i.e. whether deficits are dlowed to be carried over or not. Effective rules
do not dlow deficits to be carried over to the next fisca year. Rules that require a balanced budget
ex ante and alows deficits to be carried over, seemsto be |less effective.

In Norway, regulation of revenue sources and rigid expenditure commitments (like
employment contracts) do not dlow much adjustment on the current account. It follows that the
immediate effects of shocks on the current deficit can be rdaively large. In addition, and according
to Bohn and Inman, the budget balance rule is weak since actud deficits are dlowed to be carried
over. An econometric study of local government responses to shocks (Rattsg, 1999a) confirms that
current expenditures and revenues are unaffected by deficit shocks. The investment leve isthe main
shock absorber. When fiscal imbaances have not been important in practice, the limited size of the
shocks is an obvious explanation. The shocks experienced are often related to changing central
government policy. Also the weak deficit rule is combined with the requirement that the deficit
carried over must be paid down within two years (or four in exceptiona cases). The grict gpplication
of this rule seemsto be sufficient to keep the deficits under control.

Stll deficits are regularly experienced, even when the law requires balanced budgets. Deficits
may reflect revenue- and expenditure shocks during the fisca year turning a balanced budget into an
actua deficit. Or the submitted budgets may be balanced by deliberate overestimation of revenues
and/ or underestimation of expenditures. It is hard to separate between shocks and creative

budgeting. If deficits are mainly the result of revenue shocks, one would expect revenues to be more
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volatile in municipdities that run deficits frequently. This hypothesis is evaluated by Borge (1996). He
separates between municipdities that did not have any deficits in the period 1981-90, and
municipaities that had a deficit in a least one year. It gppears the volaility of revenues, measured by
the standard deviation of the revenue growth rate, is dmost identica in the two groups. Moreover,
the two groups did not differ with respect to revenue level per capita nor average growth rate.
Revenue shocks seem to be of little importance for violation of the baanced-budget law, and
athough expenditure shocks are not analyzed, it is not unreasonable to conclude that crestive
budgeting in the form of overestimated revenues and/ or underestimated expenditures may play a
sgnificant role.

In an econometric andysis of budget deficits, Borge (1996) shows that both economic and
political determinants play arole. The effect of a short-run or trangtory revenue increase isto reduce
the budget deficit. Moreover, the impact of a permanent revenue increase is less than tha of a
trangtory revenue increase. According to the estimates, the response to a trangtory grant reduction
is to reduce current spending by 60 % of the revenue loss and to increase the operating deficit by 40
% of the loss. On the other hand, a trangitory reduction in local taxes increases the operating deficit
by 80 % of the revenue loss. This difference is as expected because a change in locd tax revenue is
more of a surprise than a change in grants from the centra government. However, the difficulty of
predicting the growth of the loca tax base cannot explain that the long-run effects differ. According
to the estimates, a permanent reduction in locd tax revenue increases the deficit by nearly 40 % of
the revenue loss, compared to around 20 % for a permanent reduction in grants.

Overdl the Norwegian local public sector has not experienced serious problems of deficits
and debts since the second world war. The analyses referred to above indicate that the congtraints

built into the system are effective. The baanced budget rule is obeyed, and locdities in generd
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finance part of their investments with current surplus. Borrowing is restricted by the fact that interest
payments and ingtallment of debt must be financed within the balanced operating budget. The formal
control of budget baance and borrowing stops any adventures into spending sprees, usudly in a

diaogue between centrd and local governments and seldom with forma actions taken.

V1. Strategic behavior and Bailouts

The combination of verticad fiscal imbalance and decentraized wefare services invites
drategic behavior from the locd public sector. Loca governments can exploit the nationd political
concern for the access to and quality of the welfare services across the country. It is hard for the
centrd government to avoid blame when welfare problems anywhere in the country gppear in the
media, even when they are under loca government respongibility. At the same time, the centrd
government has dl the instruments needed to influence the economic Stuation in each municipaity
and county. If a locdity neglects the welfare services to specific groups, set excessve fees or
accumulates high debt, and argue that it has been forced to do so due to externad economic
circumgances, the central government will be under strong political pressure to ball out the fiscdly
troubled jurisdiction. When information about loca services and costs is limited, mord hazard may
result. The experiencesin this respect are summarized in this section.

Bailout in this context is understood as a trandfer from central government to a specific locd
government in regponse to aloca economic problem resulting from loca government behavior. The
transfer mugt not follow automaticaly from grat design or be permanent, and a key question is
whether drategic behavior from the locd government is involved. It is our contention that loca units
do try to exploit the nationa concern for welfare services across the country, but that the adverse

effects of drategic behavior are smdl in practice. There is a permanent pressure for higher spending,



but not typically combined with distorted resource dlocation. The experiences are summarized under

three headings — discretionary grants, categorica grants, and campaigns for extra funds.

Discretionary grants

The case for rule-based block grantsis that strategic behavior is avoided and loca priorities
are based on loca preferences and cogts. Many countries have had grant reforms implementing
block grants, and have worked hard to develop robugt criteria in tax equalization and needs
equdization schemes. There will typicaly be a conflict between finding exogenous and objective
criteria and reaching the desired equdization gods, snce many of the rdevant criteria can be
influenced by loca governments (i.e. unemployment). It follows that both types of schemes easily
imply distorted economic incentives (tax base, cost factors and socia factors). The main economic
disncentives in the Norwegian block-grant system are the over-compensation of snal municipdities
delaying necessary consolidation into larger units, and the compensation of the high costs associated
with decentralized settlement pattern rewarding cost-inefficient locations.

When grant formulas are designed or discussed, loca governments will actively promote
criteriato their own benefits, and certainly in Norway the establishment of tax and needs equdization
has created great political controversy (see Borge and Rattsg, 19983). In this sense, rule-based
block grants are ‘ discretionary’ over time. Rules are developed and modified according to a nationa
political process. While the determination of rules is controversid, we do not think that it crestes
Srategic distorted behavior at the loca leve.

Even with a srong emphasis on rule-based grants, no country avoids having some
discretionary grants. Since state-dependent contracts are hard to specify and implement, the central

government needs some discretion to handle unexpected events such asflooding. Also discretionary
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grants typicaly supplement the equdization schemes, snce many relevant factors are hard to
represent in the rule-based system. In the Norwegian case, discretionary grants are small (totd of
about USD 50-100 mill. per year), but very broad — they can be digtributed to take into account al
kinds on ‘injustices between municipaities and counties. Even if discretionary grants are smdl, they
can make a difference a the margin. Since discretionary grants are so broad, they may encourage
srategic behavior to get areward.

The only study available of the dlocation of discretionary grants looks at data of the 1970s
(Fevolden and Sarensen, 1983). During the period investigated, investments were high to expand
schooling and hedlth care, and some municipalities experienced debt service problems. Fevolden and
Sarensen find that high debt servicing codts (interest payments and installment) are rewarded by
more discretionary grants. This dement of debt bailout, however, involved limited amounts, and
generated more detailed control from the centra government (through regiona commissioners). The
strengthened supervision of loans seems to have removed the problem.

The dlocation of discretionary grants throughout the 1990s shows extreme stability across
municipaities and counties. This is surprising, given that discretionary grants should take into account
exogenous shocks affecting the locdities. Interviews with regiona commissioners indicate that satus
guo bias explains the gtability. Discretionary grants first and for al are understood as correction of
the equadization schemes of the block grants, and these corrections are seen as permanent in the
municipdities. The regiond commissioners heed strong arguments about new and changed economic
conditions to convince the municipdities that the didtribution of the discretionary grants should be
modified from year to year. Any change from status quo will generate protest from the losers. Status
guo seems hard to change, even when the status quo dlocation isaresult of historica circumstances

and is hard to argue today. In this environment, strategic behavior is excluded.



Categorical grants

The centrd government uses various categorica grants, often of the matching type, to
promote new services. Recent examples include matching grants to new environmenta projects in
the transport sector in the counties and matching grants to extensions of care for the ederly in the
municipdities. Such grants are typicaly part of a ‘policy package where the centra government
combines different initiatives to strengthen a priority welfare service. Such new funds for the loca
public sector are add-ons and not regular parts of the grant system. Ad hoc policy packages give
much more palitica attention than modifications of a complex grant sysem. Since these policy
initictives are developed quite independently within the nationd political system, they do not create
incentives for drategic behavior from individud municipdities or counties. But they represent an
incentive problem at alarger scalethat is of interest.

The drategic consequence of policy packages promoting new services is that locdities
should dick to ‘optima backwardness. Counties that were in the front of implementing
environmental projects in trangportation suddenly experienced that they were punished when only
new environmental projects could achieve centrd government funding. The effect of the new funds
for environmental projects was that established environmenta projects were closed down, so thet all
projects could be presented as new. Interestingly, environmental projects were delayed because of
the introduction of new matching categorica grants to promote them. Municipdlities in the front of
developing care for the dderly recently made the same experience. New matching grants were
introduced for the expansion of the loca capacity in care for the ederly. Again locdities that aready
had created this capacity had to use own funds, while locdities lagging behind could have centra

government co-financing to expand their supply. When new categoricd grantsin care for the elderly
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were discussed and introduced, loca governments stopped their construction of new homes for the
elderly. Pdliticd initiatives & the nationd level can thus creete perverse local effects.

The worgt example of drategic behavior in Norway is rdated to the financing of hospitals.
Hospitas are few and visible and represent about haf of the budget of the counties. Needless to say,
hedth care is amgor issue in nationd politics and is subject to serious problems of information and
control. The centrd government recently strengthened their commitment to loca performance in
hedth care by establishing legd rightsto medica trestment and by establishing waiting lists. Hospitals
and counties have taken benefit of the centra government commitment. The introduction of the
block-grant system that was meant to strengthen the discretion of the counties, has worsened the
incentive problems. The grant reform aimed a breaking the link between county spending decisions
and leve of grants, so that the counties faced the full costs of their priorities. In this context, however,
the grant reform enabled the counties to exploit the nationa commitment to hospital services. Centrd
government through the ministry of health care was easily mobilized for support when counties shifted
funds out of hogpitals and waiting lists extended.

Carlsen (1995) presents a detailed account of the strategic behavior of one large ‘regiond’
hospital in one of the counties. The county studied was particularly active and engaged in new nort
hospital activities to exhaust the financid capacity and simulate supplementary funds. Centrd
government repeatedly appropriated extra grants, but aso introduced severd new measures of
control. The battle has not yet ended, and presently the county is bargaining with central government
for the financing of a new hospitd. This example seems to fit the ‘too big to fal’ argument of
Wildasin (1997). Disruptions a aregionad hospital have large consequences and cannot be neglected
by the central government. But the central government is aware of the problem, and the financing of

hospitas has been revised. They are now financed by a combination of county block grant and



matching grants related to the production of hospital services. At the same time, the ministry has
improved control systems and arranged information processes to compare the performance of
hospitas.

The exigence of ‘policy packages and supplementary grants to hospitds must be
understood on the background of the nationd politica system. The minister of hedth care certainly
looks strong and active when she intervenes to ‘solve a problem’ at a loca hospitd. Natiord
politicians taking the initiative to fund improvementsin care for the ederly and environmenta projects
aso may gain politicaly. The deegation of the spending power to the loca public sector in these
areas seems not to stop them from taking this politica advantage. They will typicaly argue thet locd
governments have not been able to handle a serious welfare issue and therefore need help from the
center. In generd reforms and innovations often seem to be imposed from the top. The centradized
gystem takes the initiative away from the locas, quite opposite from the ‘laboratory federdism

outlined by Oates (1999).

Campaigns for extra funds

The larger cities, and in paticular Odo, run more or less a permanent campaign for
additiond funds. They are active in the media and in political lobbying, and hire researchers to come
up with arguments for their case. The genera background here is that most European countries have
problems arranging the local government structure in the capitd and that the larger cities have specid
problems different from the rest. Since they are different, their spending needs are hard to represent
in the nationd equaization scheme. Socid problems and immigrants tend to concentrate in the larger
cities, and many users of the infragtructure live in neighboring municipdities. Given that the large cities

are few, it is hard to separate out what part of their spending is involuntary cost disadvantages to be
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compensated and what is cost inefficiency. Since there are many central government transactions and
projects of relevance for the capitd, it is dso hard to evauate whether their campaign is successful.
Odo certainly has high per capita revenue leve and high spending in most service aress, but the
savice levd generdly is not consdered above others. While drategic behavior with distorted
spending probably is not part of the game, the permanent campaign may have very bad effect on the
internd fiscd discipline within the larger cities.

A few other individud municipdities have made strong attempts at getting extra funds from
the central government. They are do different, but at the other end of the scde. They are dl very
well known in the public debate in Norway. In the mid-1980s, the ‘Lurgy action’ hit the media
Lurgy isavery smdl municipdity on the north coast with a large share of the population on idands.
In this periphery the population sSze is in decline and the age structure is increasingly shifting towards
the old. The mayor and the chief administrator presented their case for extra funds to the municipality
in public, daming a difficult economic Stuation and bad services. Their documentation was well
tallored to media attention. Unfortunately for Lurgy, many other municipaities quickly presented their
case. Lurgy no longer looked different from the rest of the periphery, and municipdities closer to
urban areas could document worse service levels. In the end, not much was achieved for Lurgy.

Lebesby represents a more successful case for additiond funds This is another smdl
municipaity on the coast, up at the north end of the country. Fishery is the main industry, and the
municipdity has guaranteed loans for a number of loca companies in fishing. When fishing failed,
many of the companies went bankrupt and the guarantees required large amounts from the municipa
funds. The municipality could not finance the exigting services, and the central government was cdled

upon. Central government provided additiona funds, but also basicaly adminigered the municipdity
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for a period. The conditions were sufficiently grict to discourage other municipdities affected by the
failed fishing to daim smilar trestment.

Single municipdities now and then gppear in the media with demands for specid treatment.
An interegting recent case is Grue, then the home municipdity of the minister of loca government.
Unsurprisingly, the mayor represented the main opposition party of the government. When the
nationd budget including the grant system was discussed in the fall 1998, Grue presented themsdves
with plans for large cuts in employment and demand for extra funds. The largest newspaper in
Norway immediately sent a team to Grue to cover their case. Different from the regular ‘criss
descriptions in the media, the journdists turned againg the politica and adminigtretive leadership of
the municipaity and questioned the basis for their demands. The leadership was presented as
‘cheating with numbers from the loca accounts. The unfortunate media atention made this case
easy to handle for the centrd government. Typicaly such municipdities are convinced by regiona
commissioners and representatives from the ministry that their case is not that specid.

The campaigns introduced by individua municipdities have had limited success, maybe
except for the capitd Odo. In generd the municipaities are ‘too smal to worry’ as opposed to ‘too
big to fal’. Since the many smadl municipdities have smilar problems, the centrd government cannot
accommodate their demands. Only when clear exogenous shocks have occurred, the central
government has been willing to give supplementary grants, and only when gtrict conditions are st

that are not encouraging many othersto try to follow.

Overall evaluation

While certrdized financing and wefare services invite srategic behavior, our evauation

implies that mora hazard and bailout are not serious problems in the Norwegian system. For the
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individua municipdity and county, the budget condraint is hard. Fird, it is difficult for any
municipality or county to ‘bresk out of the pack’. Centrd government and the loca public sector
itself are well informed about the economic conditions and the service performance of each and all
loca units. When they apped to the centra government for help to handle alocd criss, the centrd
government will know whether the locality has faced an exogenous shock or the problems are a
result of own behavior. Competing municipaities and counties will keep an eye on the stuation, and
rewarding bad behavior will not go unnoticed. Second, strategic behavior is risky in relaion to the
loca politica process. A political leadership that crestes a locd criss to get bailout by centra
government and is not successful will have a hard time explaining their actions to the voters. Open
information about local government behavior and performance and an open loca political systems

seem to us essentia to secure hard budget congtraints under centralized financing.

VIl. Reform

When locd governments are an integrd part of the wedfare state, they are subject to
extengve centrdized regulation and financia control. A mgor objective isto provide uniform welfare
Sate services prescribed by the central government. At the same time, local governments are formed
in a long-ganding tradition of locd democracy and sdf-rule. This attempt a combining locd
accountability and nationd didtributiond gods implies a different type of indtitution as compared to
the standard fiscal federdist modd.

Decentrdization is assumed to promote both local democracy and economic efficiency, but
efficiency is not the mgor criterion for the present design of locd government inditutions. The
welfare date gives top priority to the provison of essentid services to dl parts of the population,

geographicaly and socidly. Allocative efficiency is less emphasized in this sysem, since the provison
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of the services is seen as a basic wefare issue. Cogt efficiency is difficult to evduate, since service
qudity is closdy linked to codts, as with number of nurses overseeing a group of ederly. Both
decison making and performance criteria are affected by the integration in the welfare Sate.

Rattsz and Sarensen (1998) summarize studies evauating the performance of this system.
They conclude that the welfare state modd gives little scope for loca democracy. The eectorate is
segmented into groups with different interests in welfare services, and they seem to be more active as
pecid-interest consumers than as politicaly interested citizens. The paty system is not well
positioned to represent clear-cut dterndives in this situaion. The decisonmaking problems impact
on the local economic performance. The shared responsibility of the welfare services with the centra
government digtorts incentives for efficiency. Public sector efficiency is hard to achieve anyway, in
particular when service qudlity is closdy linked to costs and monitoring is difficult. Inter-jurisdictiond
competition has been limited by lbw mobility, and loca governments have refrained from market
orientation partly due to well-organized producer interests. The complicated decision making system,
the combination of loca democracy and role as agency for the centrd government, influences the
ability to hold costs down and restructure the services to changing demand. In the public debate,
loca governments are typicaly seen as rigid and with week cost controls. Mora hazard problems
are more likey within loca governments, where strong internal and external interest groups can take
advantage of awesk political system.

The welfare services produced seem to be costly by internationd standards. Comparisons
are hard to make, but indicators like spending per pupil and per patient treated are high. Partly the
high cogts result from the desired equdization combined with a decentrdized settlement pattern along
fjords and up mountain valeys. Partly high coss are associated with the wefare sate service

monopoly with little competition and privatization. The supply sde of the services looks more
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influentia than the demand side. The broad chdlenge to the wdfare sate is to introduce competition,
consumer choice and privatization.

The centrdized federaist system is characterized by frustration a both the locad and the
centra level. The nationa paliticians get dl the blame for the welfare problems across the country,
even when loca governments are responsible for the spending. Loca politicians gladly pass on the
respongbility with the argument that the funding is determined at the center. On the other hand,
nationd paliticians can benefit from initiatives to additiond spending and projects in the locd public
sector. And locd politicians are frustrated by the limited room to maneuver and alocal democracy
with little content. In some sense this sysem of unclear responghilities is favorable from the
politicians point of view; both politicians at the loca and the central level can avoid responghility for
public services. In the long run, however, it creates the impression of “fuzzy inditutions” and thereby
threatens the legitimacy of the system.

Strong demands for reform in local government finance are expressed in the public debate,
but there is no universa agreement on where to go. Further centrdization is argued to give full
respongibility of the services a the center and to get full control of the money. At the extreme, all
revenues are distributed as grants and minigtries are given power to regulate the supply of welfare
services in each locdity. It is seen as unacceptable that children shdl have different qudity and
quantity of schooling across the country or that the hedlth care trestment shdl depend on the financia
Stuation and priorities of each loca government. Further decentraization is another way of reducing
the problems of unclear responsibilities. Decentrdization aso will increase loca accountability and
srengthen loca democracy and locd sdf-rule. A government commission has proposed a set of
reforms, mainly in the direction of more decentrdization (see Borge and Rattsg, 19983). The main

proposal involves locd tax discretion for al municipdities in setting a broad property tax. As dways,

28



taxes seen as productive from an economic viewpoint are seidom popular. The reform process may
stop because of the unpopularity of the property tax. The deeper issue is the handling of the wedlfare
sarvices, which will determine the role of the loca public sector in the future. Competition and choice
will change the financing and control of the welfare services. Then maybe locd governments can
concentrate on loca public goods and operate closer to prescriptions in standard fiscal federalism

theory.
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Table1: Fact sheet: Norway
Approximate numbers, 1998

Population size: 4.5 million

Gross nationa product per capita: USD 20.000

Locd public sector spending share of GDP: 18 %

Loca public sector spending share of public sector total spending: 36 %

Loca public sector share of public sector service spending: 65 %

Loca public sector revenues. Local taxes, 46%; grants, 40%; user charges, 12%
Local taxes, composition: Persond income tax, 90%; wedth tax, 7%; property tax, 3%
Locd public sector investment: 10% of current loca public sector revenues
Loca public sector net debt: 30 % of current local public sector revenues
Number of municipdities: 435

Number of counties: 19



