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The paper summarizes the analysis of federalism and fiscal federalism in Germany in 15 key
statements capturing the specific set-up and effects of the system. Each of them is briefly
discussed in an evaluative manner, with a focus on what might be relevant in the Ethiopian
context. As a policy brief, this is a high-level document focussing on relevant findings . It relates
to the author “s presentation at the workshop which provides a more detailed description of the
German system, including some figures and background information.

1. German federalism is meant to combine a powerful role of regional states with
national cohesion and balanced development throughout all regonions.

Germany s constitution aspires to achieve conpeting objectives: Decentralization and unity,
diversity and equivalence. To some degree, striking the balance is the key challenge all federal
systems are facing. In Ethiopia, given its not yet fully stable structure and large developmental
differences between regions, the task is even more demanding — and more crucial at the same
time. German experience shows that mandatory mechanisms of exchange, coordination and
consensus building are important. Overall, a clear, consistent, and stable framework of
regulation seems to be required to make the system work properly.

2. While the federal level is in charge of all external policy areas (defense, customs,
acting in the European Union context..), as well as social security and most of the tax
system, most other services are organized on sub-national level. However, regional
states act within the framework of national law to ensure consistence and allow for
ease of mobility within the country.

In a rather small and densely populated country like Germany it needs to be avoided that regions
drift apart in their governance. There is much exchange, movement, and collaboration across



ETy

regional borders on a daily basis. Therefore, and to maintain the economic strength of the
country, it is essential to have a joint framework, within which diversity can unfold. In a much
larger country like Ethiopia, where cultural and economic differences between regions are
stronger while people “s mobility is more limited, the risk of regions developing into silos is higher
and must be addressed by systems that enhance coherence.

3. Regional states each have elected parliaments and governments. While they also
have regional constitutions, their autonomy is limited by the framework of the national
constitution.

If there are similar democratic mechanisms of participation and representation on federal and
sub-national level, the levels can complement and compete with each other, thus forming a
vibrant and diverse democratic system. Such a multi-layered institutional set-up seems even
more important in a country like Ethiopia with a much larger population and longer distances
between citizens and the federal capital. Participation on regional as well as local level will be
essential and meaningful for people “s daily lives.

4. The autonomy of entities on local level in regard of local affairs is also guaranteed by the
constitution. In detail, the local level “s tasks, competencies, and funds are regulated
by the regional states.

In accordance with the principle of subsidiarity, it makes sense to organize the regulation,
funding, support , and supervision of local governments on the next higher level, which is the
regional states. However, there should be a common understanding of fundamental aspects of
local autonomy (including financial resources) across all regions for the sake of the country’s
coherence.

5. In Germany, regional states differ widely in size, economic structure and strength. This
entails diverging tax revenue potentials between the regions.

To varying degrees, this is true ot all federal countries. How to handle these differences is a
fundamental question of fiscal federalism is. Germany s approaches are described and
evaluated in the following statements.

6. Most lawmaking on the federal level by the federal parliament needs approval by the
second chamber, composed of represenatives of the regional governments. This also
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applies to laws affecting regional finances. There are mechanisms to encourage and
facilitate consensus, but eventually the federal government depends on finding a
majority in the second chamber in many important matters.

The strong position of the Second Chamber is an essential element of German federalism. It
enables regions to encounter the ferderal state on eye level. In general, the regional level cannot
be overruled, particularly when it comes to financial issues. Further, as votes are distributed
between regions in a way that favours small regional states, it will not work for the federal level
to just ensure the support of a few (larger) regional states. That structure can be cumbersome
from the central government’s point of view. At the same time, it provides regions with certainty
about their place at the table. In countries where federalism is still contested and not yet fully
matured, a strong second chamber can serve to stabilize the system, to diffuse mistrust, and to
channel tensions and rivalry into fair and formal procedures to settle them.

7. Taxation law in Germany is largely uniform, local level entities and regional states are
entitled to decide on rates for a small number of taxes.

Under aspects of equality and efficiency, a tax system should not allow for all kinds of taxes to
be designed and levied on sub-national level. Such multitude would increase the costs of
compliance, decrease transparency and mobility. When all levels try to increase their revenues
by creating own taxes, this may overburden taxpayers and disturb competition in the private
sector.

The freedom of local governments to determine rates, e.g. of property taxes, is quite common
and generally accepted by taxpayers as long as the link to public services and infrastructure is
visible. Here, differences may reflect local preferences. However even there, there is a risk of a
vicious circle, when poorerlocal governments are forced to both increase tax rates and limit their
services, causing citizens to be unhappy and potentially leave.

Especially in developing countries, there are good reasons to keep tax systems simple, focussing
on well established taxes that are collected nationwide. In generla, strong equalization systems
are a better way to provide sub-national governments with adequate funds and ensure fiscal
autonomy.

8. The most important taxes ‘revenue (income tax, VAT) is shared vertically between the
levels according to a pre-fixed formula of distribution. Thus, regional states can claim a
significant share of total tax revenue as theirs.

This is a second essential of the German system. If certain proportions of taxes generating large
revenues are assigned to the levels by law and formula, regions are less dependent on vertical
transfers. This strengthens their position as such transfers always bear a risk of unpredictability,
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of being cut down spontaneously for many reasons, of political interference leading to unfair
distributional results etc. In particular if relations between the federal government and regions
are tense, it can be helpful to have some stable basic rules for the assignment of tax revenues.
Ideally, an agreement between both levels should be required to change such rules.

9. Regarding the horizontal distribution of the regions overall share, each regional
states “share ofincome tax is based on the tax payments of citizens and corporations
located on their respective territory.

Such an element, which does not serve equalization but rather creates inequality, can still be
useful as it incentivizes regional states to take efforts aiming to increase their taxbase by
attracting companies and their well-paid employees. This may be of interestin an developmental
context. However, if as in Germany other elements are aiming at equalization of tax revenues,
there is a risk of such incentives to be largely over-ridden. When balancing competing targets
like equality and incentivization, details count. As long as the system does not aspire total
equality, at least a share of additional revenue generated by successful regional policy can and
should be protected from being re-distributed.

10.In contrast to income tax (see previous statement), the horizontal distribution of the
regions “share of VAT is based on population size, not on the territorial origin of the
revenues. This is a first element of equalization.

This practice can be considered a fair and simple way to distribute VAT revenue between regions,
as most basic expenditure needs are also related to population size. Thus, it directly guarantees
some basic funding to be available for each citizen. However, if a country does not want to
reward unsustainable population growth, the formula could be modified accordingly by
including some structural component.

11. Equalization also includes a mechanism that limits each regional state s deviation
from the average total tax revenue per capita. Thus, all revenue exceding this limit is
withheld and chanelled to those regions that are below the lower limit. The volume and
effects of this re-distribution are large. In consequence, all regional states end up within
a rather narrow corridor of available revenues per capita and are able to cover similar
levels of expenditure per capita no matter how strong they are in economic terms.

Just like the vertical distribution between the levels, the horizontel equalization among the
regional states follows a legally approved formula, which avoids direct rivalry between them and
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guarantees some degree of stability and predictability. On the level of politics, however, the
mechanism is controversial because it is perceived as over-equalizing, unfair, and inefficient by
discouraging each regions “own efforts and punishing success. Looking at Ethiopia, this could
be avoided by designing a formula which allows for some inequality. As economic and
developmental differences between regions in Ethiopia are large, a somewhat milder
equalization that in Germany could still yield strong effects.

12. Summarizing points 8 to 11, most equalization in Germany is done horizontally and
follows clear (if politically contested) rules. Vertical transfers from the federal level to
needy regions exist, but amountto no more than about 3 percent of the regions ~ total tax
revenues. Overall, the system allows for a rather high degree of predictability and
continuity of regional revenues.

Assigning substantial shares of general taxes to the regions renders large vertical transfers
unnecessary. This immunitizes the system against unwelcome volatility and ad-hoc political
interference. In Ethiopia, the approach might be a way to further stabilize the federal system from
the fiscal side.

Nevertheless, conditioned or earmarked federal transfers to subnational levels may sometimes
be effective in the persuit of national developmental policies or to compensate for specific
expenditure needs of certain regions. However, such instruments should be used with caution:
For political reasons, they tend to multiply, risking to create a landscape of transfers which lacks
tranparency and consistency.

13.0n local level, there are separate mechanisms of equalization, applied within each
regional state. However, significant inequality remains between cities and
municipalitiesinricherandin poorerregions, resulting in uneven service delivery on local
level.

As mentioned before, it makes sense to assign competences in regard of the organization and
funding of local government to the provincial level — in particular in a large and highly diverse
country. However, in development contexts, as long as there are large differences in fiscal space
between regions, and various degrees of poverty on local level, this approach can result in
critical differences regarding the level of public services. In this case direct federal support to
local governments in poorer regions might be used to ensure that minimum standards are met
for all local communities in the country.
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14.0On regional level, there are also some differences in quality and volume of public
services. However these are mainly due to differing social and economic structures,
traditions, and policy choices between regions. An influence of a region"s wealth on
public services is visible, but not strong.

It is the basic idea of federalism to allow for a diversity of cultures and identities — without
resulting in disparity and putting national unity and cohesion at risk. There is no golden rule or
formula to translate this idea into daily political practice. The balance between what needs to
harmonized nation-wide and what should be determined on the lower level, needs constant
deliberation and agreement between federal and regional levels. Creating opportunities,
spaces, incentives, and obligations for such dialogue is key.

15. While about 75% of public debt accrues to the federal level, many regional states and
local entities are endebted as well, with huge differences on both levels despite all
equalization efforts. This indicates that regional differences in wealth are not levelled out
completely. The debt itself also creates some more inequality as the burden of interest
payments differs as well. In addition to some new fiscal rules limiting debtincrease, there
is also a joint commission (council of stability) in place to monitor debt levels and
intervene when necessary.

The culture of striking a balance as elaborated above is also applicable to the issue of public
debt. In principle, it can be regarded an important element of regional self-determination to
borrow money for specific reasons in certain situations. However, a system where loans can be
contracted by national and regional governments within one country obviously needs
mechanisms of control and coordination. In the case of Ethiopia, if the regional states were
entitled to take on debt, their ability to do so might be limited anyway due to market conditions.



