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RESUMO: Este artigo mostra que a extensão e a ineficiência do federalismo no Brasil es-
tão associadas principalmente a lacunas na competência tributária, bem como a distorções 
no sistema de transferências para Estados e Governos Locais, respectivamente conhecidos 
como Fundo de Participação Estadual – SPF e Participação Municipal Fundo – MPF. Dis-
cutimos os conceitos de federalismo fiscal e descentralização e sugerimos mudanças que 
poderiam contribuir para uma melhor distribuição de recursos e para a disciplina fiscal.
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ABSTRACT: This paper shows that the extension and inefficiency of federalism in Brazil is 
mostly associated with gaps in the competence to tax, as well as to distortions in the system 
of transfers to States and Local Governments, respectively known as State Participation 
Fund – SPF and Municipal Participation Fund – MPF. We discuss the concepts of fiscal 
federalism and decentralization and suggest changes that could contribute to a better distri-
bution of resources and to fiscal discipline. 
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INTRODUCTION

In a historical perspective, it has been observed that during the 80’s and 90’s, 
a movement of polítical and economic decentralization has taken place in contrast 
to the previous years. This evolution had been anticipated by Vilfredo Pareto who 
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affirmed that periods of centralization would be followed by periods of decentral-
ization, and so on, this is called “Pareto’s Pendulum “. As Biondal (1997) believes 
and Fiori (1995, pp. 3-4) acknowledges: “No one has doubts that the political and 
economic moment inaugurated by the Soviet Revolution and the crisis of the 30’s 
further reinforced after the Second World War by the economic reconstruction and 
the Cold War, was a period of power centralization. This movement took the shape 
of welfare states, socialist, or developing states, independent of the democratic 
nature or the authority of their governments. Today, there is a general consensus 
that there has been approximately one or two decades that the “pendulum” has 
swung towards the beginning of a new decentralizing age”. In this process, are 
included countries with very distinct characteristics such as Argentina, where ac-
cording to Murphy & Moskovits (1997), the greatest autonomy has been given to 
the municipalities. According to Fukasaku (1997) China would still be in the same 
group, to the extent that we may observe a change in the fiscal decentralization of 
the total central control of the 50’s to the other extreme of fiscal decentralization.

In Brazil, the 1988 Federal Constitution made alterations in the tax system, 
targeting an increase in the autonomy of the states and a decentralization of tax 
collection, causing an enormous increase the tax basis of local governments and 
mandatory transfers to states, municipalities and regions. At the height of central-
ization, from 1969 to 1975, only 12% of the collection of Tax on Industrialized 
Goods – TIG1 and Income Tax – IT was automatically transferred to states and 
municipalities. In 1996, 47% of IT and 57% of TIG were transferred to states, 
municipalities and regions. In accordance with Piancastelli & Perobelli (1996, p. 
8): “(... ) States and municipalities had a substantial increase in the participation 
of Union tax collection, by means of an increase in the State Participation Fund – 
SPF and the Municipality Participation Fund – MPF distribution coefficients”. In 
addition, the basis of the Tax on Goods in Circulation and Services – TGCS2 was 
increased with a fusion of two different taxes on the circulation of goods and ser-
vices.3 In this manner, according to Shah (1997), Brazil is, today, in fiscal terms, 
one of the most decentralized federations in the world.

The introduction of budget decentralization practices initiated in the last 20 
years has been examined in literature, as a way to raise economic efficiency. Other 
branches have focused their analyses on the negative economic impacts that decen-
tralization brought about with fiscal discipline in the countries where it was imple-
mented. This suggests, at least, a necessity to adopt complementary measures.

This work inserts itself in the debate showing the extension and the efficiency 
of the federative structure in Brazil. The efficiency and extension of the Brazilian 
structure are in great part associated with the lack of competence to tax and the 

1 It is Brazilian federal value added tax – VAT

2 It is Brazilian State value added tax – VAT.

3 The basis of the Tax on Goods in Circulation – TGC was enlarged with the incorporation of an old 
federal tax on minerals, electric energy, fuel and oil, communications and highway transportation.
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distortions in the transfer system, providing indications of changes that would 
contribute to a better distribution of resources, as well as to fiscal discipline. The 
first part, discuss the competence to tax and the second, the distortions of the State 
Participation Fund – SPF and of Municipal Participation Fund – MPF.

FEDERALISM AND DECENTRALIZATION: CONCEPTS, PROS AND CONS

The concepts of decentralization and fiscal federalism find themselves inti-
mately related but they are not identical and neither are their effects. While decen-
tralization refers to the transfer of functions in general from the central government 
to the local governments, fiscal federalism only allows the transfer of taxation 
capacity from the central government to the local government, many times, without 
central coordination. According to Aghón (1991, p. 8), “Decentralization can be 
defined in general terms as a transference process of functions and resources from 
the national or central administration to a determined state (... ) “. Or, in the words 
of Pozo (1990, p. 5), decentralization can even be understood as “a state regime, 
in which is brought the administration of the regions or settlements (land decen-
tralization) or of some special subjects (functional decentralization) to organs in-
dependent from central power, that have corporate structure with public rights and 
individual ownership.

Decentralization can exist in the unitary state when there is a transference of 
attributes (such as the police, culture and education, for example) to the subna-
tional governments. But in fiscal federalism, states tend to have more decentraliza-
tion because there is transference of competent legislative tax to the attributes to 
have equilibrium. As such, it is not sufficient to say as Keen (1997, p. 4) says — “The 
essence of federalism is multileveled government” -, it is necessary to clearly define 
the competencies of each sphere. The central government transfers resources linked 
to some particular expenditures. A federative structure can be more, or less, decen-
tralized depending on the existence of more, or less, attributions and resources 
transferred.

Although, in a good part of economic literature this distinction is not very clear, 
the authors concentrate on defending or criticizing decentralization as well as fed-
eralism, basing their justifications on economic and political arguments. In eco-
nomic terms, the adoption of decentralization models has been based on the sup-
position of augmenting economic efficiency, as a consequence, the offer of goods 
is supposedly better administrated by subnational governments, that is in accordance 
with Oates’ (1972) Decentralization Theorem.

These efficiency increases, however, are only possible because they adopt some 
hypothesis. First, suppose that the local governments have more information in 
respect to community necessities that have specific characteristics. This fact permits 
the demand of public goods to be better attended by subnational governments. A 
homogeneous provision of public goods by the central government, then, would 
result in allocations that could be improved in Pareto’s sense with local governments 
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providing a differentiated level of goods to its inhabitants. Decentralization would 
be more efficient because it would permit the market logic to function. McKenzie 
and Staaf (1978) affirm that revenue sharing is a form of the government increase 
tax collection and/or cause a reduction in the equality and quantity of goods sup-
plied by local governments. They assert there is not competition between the sub-
national government when the taxes are centralized at central level. At the same 
time, there is an increase in the monopoly of the subnational government.

Furthermore, there are people who affirm that federalism would be more ef-
ficient than a unitary state because it tends to promote competition between sub-
national governments to offer the best services at the lowest costs, stimulus that is 
not offered by mere transference of resources. According to Brennan & Buchanan 
(1977, p. 183): “revenue-sharing is undesirable, because it subverts the primary 
propose of federalism, which is to create competition between jurisdictions”. It 
would also be possible to identify externalities of expenditures between the states 
or problems relative to charging export tax between them, and attend to the prin-
ciple of fiscal correspondence by which the financing of each marginal expenditure 
should be related to community benefit.

Second, suppose that decentralization would increase the citizen’s participation. 
As such, in political terms, decentralization is seen as a way to deepen the collective 
participation in decision making, a distinct situation prevalent in governments with 
little democracy. As Guimarães (1993, p. 19) exposes: “it is supposed that an in-
stitution of federalism, while proportioning smaller geographic areas with political 
representation, creates conditions for the manifestation of the values and interests 
in separate locations” .

The redemocratization in Spain, for example, was accompanied by an increase 
in regional autonomy. While in the 70’s the expenditures of the subnational govern-
ments represented 10% of the GDP, in the 90’s, after President Franco left the 
government and the assumption of a democratic government, this percentage reached 
20% of the GDP. A similar process occurred in Brazil. During the period of military 
government, the budget was very centralized and, since the beginning of democra-
tization, decentralization has been demanded as a part of the process.

Third, assume that the participation would reduce the corrupt practices and 
the adoption of measures without technical fundamentals, only directed towards 
attending political interests. So, there are also people who assert that there exists 
a correlation between democratization and economic efficiency. According to the 
World Bank (1983), the greatest proximity between the public administration and 
the voters would permit a deconcentration of public service, which would be ac-
companied by greater economic efficiency so there would be less corruption and 
less demands of an exclusively political nature. Smaller Public Firms with tighter 
administration would produce goods in accordance with electoral demands.

Beyond proportioning greater allocated efficiency, decentralization is also ap-
pointed as a form to increase distributive efficiency. According to Gatica & Schilling 
(1997), decentralization acts in the sense of elevating equality of distribution and 
according to Campbell (1997) e Bremaeker (1991, p. 91): “Nothing is more stimulat-
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ing than the creation of new municipal units that, beyond bringing the figure of 
Public Power to act more and more in the interior of the country, promote better 
redistribution of public resources to the national territory”. Baer (1996) sees this 
aspect as the element that explains the reduction of economic differences between 
the South and the North of the USA: “as the greatest political representation is in the 
South, they demanded the installation of weapons and aerospace industries there”.

Although the models of decentralization have been diffused, using these sup-
positions as a basis, they are not immune to criticism. First, the idea that the local 
production of public goods is more efficient is questionable. If there are scale 
economies, the production of public goods by the central administration can be 
more productive. According to Oates (1972) and Musgrave & Musgrave (1989), 
even though the supply of street illumination and fire protecrion are services better 
executed by subnational government, the same does not apply to the supply of some 
goods like justice and defense, they pertain to the national government. In fact, not 
all of the supply of public goods must be decentralized but only those parts which 
the local characteristics impose a heterogeneity on goods in which the production 
cost is not affected by questions of scale.

In addition to this, some decisions demand a national perspective to promote 
the best conduct in the local view but it is not very good conduct at the national 
level. This is the case of investments, in which it is necessary to consider a public 
good’s externality, so in spite of the fact that the local scale does not justify its re-
alization, the national perspective can recommend it. Furthermore, broad planning 
is necessary to avoid the action of free riders, in which a local government decides 
not to produce certain goods because they are produced by neighbouring regions. 
This is also the case of taxation, another particular problem of decentralized systems. 
In a federalist decentralized system, in which the subnational governments can 
freely choose the tax base and have some level of monopoly on the production of 
certain products, iy is possible that some states want to export the tax, transferring 
part of the taxes to inhabitants from other states. The most frequent situation is 
that some subnational governments offer tax benefits, creating fiscal war and there-
fore decreasing tax revenue at the national level. According to Ohmae (1993), 
private capital looks for the states that give more incentives and an infrastructure 
that results in scale economies for the firms. The same phenomenon can be observed 
between countries. Chua (1995) shows that the tax load is greater in the developed 
countries than in the poorer ones. The reason pointed out is that the developing 
countries use the interest rate to be competitive in the dispute for foreign capital, 
while the rich countries use more productive labour and infrastructure to attract 
external capital.

The fiscal war is defined by Cavalcanti & Prado (1998, p. 8) as “a case of a 
general class of phenomena that emerge when political initiatives (the use of fiscal 
benefits and tax incentives) from subnational governments acquire negative con-
notations and create perverse economic effects, so in consequence of the insufficient 
character or conjecturally inoperant of the political and the institutional picture, 
that regulates the federative conflicts, which reveals itself incapable to guarantee a 
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minimum equilibrium between local interests in manner that avoids perverse mac-
roeconomic effects.

There is still the question about distributive efficiency in decentralized federal-
ism systems. The citizens of communities can have different opinions about income 
redistribution programs and probably the people who live in little settlements are 
much more interested in the improvement of the economic situation for their citizens.

As such, the implementation of income distributive policy in some determined 
localities could be impeded by the entrance of beneficiaries (poor people) and by 
the exit of taxpayers (rich people) who do not want to help improve income distri-
bution. Then, a substitution of the federal government by subnational authorities 
in the conduct of income policy is rejected by Porto & Sanguinetti (1997). Boisier 
(1996) does not believe that fiscal federalism is ao element that helps income redis-
tribution between regions. Fukasaku (1997) cites China’s case, in which the decen-
tralization process decreased the central government’s financial resources and con-
sequently its power to decrease regional disparity between rich and poor states. 
Ahmad (1997) also indicates the existence of this trade-off between decentralization 
and redistribution, but relates the experience of some countries where it was pos-
sible to decrease and, in various cases, to eliminate it.

Fundamentally, the first criticism is in respect to the fact that there is a loss of 
fiscal discipline with the introduction of budget decentralization practices because 
the national and subnational government economic policy objectives are in conflict. 
While, the national governments have the elevation of their popularity indices (that 
vary in function with the level of unemployment, price stability and growth of 
available income) as primary objectives, the subnational governments want to do 
public works.

The states and municipalities do not spontaneously and autonomous incorpo-
rate in their polices the objectives that target short period macroeconomic equilib-
rium, but look first to satisfy the social necessities and, in a less important level, 
stimulate a more efficient utilization of resources and correct the distortion in the 
distribution of income. Education, health, housing, security, roads and programs 
of income support to the poor are the preoccupations that predominate during the 
process of budget elaboration and execution of the states and municipalities. In 
Ethiopia, though the country has realized a federal public account adjustment, the 
deficit of the subnational governments increased due mainly to expenditures with 
wages, see the World Bank (1997).

Ardeo & Villela (1995) present the explanation of the fiscal count deterioration 
of the states and municipalities in Brazil. According to those authors there would 
have been ao automatic increase of the expenses in a stable price environment and 
because of borrowing money with higher interest rates in the private sector. This 
Joan is based on future tax revenue and is called Anticipation of Budgetary Revenues. 
This money is used to pay the payroll, not to pay the public debt. For them, the 
interest policy of the government does not have a great role in state financial dete-
rioration because the state would only be rolling over the debt with a null interest 
rate with the public sector. However, one must observe that the increase of pension 



507Revista de Economia Política  20 (4), 2000 • pp. 501-520  

benefits given by the Federal Constitution of 1988, as for example, the concession 
of public worker rights to the civil worker, was passed on to state constitutions.

The economic policy opposition between the central and subnational govern-
ments was greater in Brazil in the past, during the period of the First Republic, 
between 1888 and 1930, when the autonomy of the Brazilian states repudiated all 
federal interference. Each state had its own Constitution. Frequently, the regional 
targets were implemented in detriment to the general government. Not even the 
political parties could harmonize the regional objectives with the nacional ones. 
The parties could not form nacional policies due to regional interests either. This 
fact did not go unnoticed by Getúlio Vargas, the President of Brazil, who used that 
fact to justify the end of political parties, state constitutions and flags, centralizing 
the economic political power of Brazil in 1937.

As such, on one side, the subnational government’s tax power and the increase 
of transference decrease the central government’s available resources and its capac-
ity to implement stabilization policy and, on the other hand, the expenditures of 
state and municipal governments tend to gain importance in relationship to the 
federal government. In electoral years, there is a tendency to worsen subnational 
government fiscal results, as pointed out by por Poterba (1994, p. 799): “In guber-
natorial election years, tax increases and spending cuts are both significantly small-
er than at other times”. For this reason, Pozo (1990) affirms that neither is decen-
tralization synonymous with democracy nor with greater local community 
participation, and this last affirmation does not implicate greater efficiency in gov-
ernment resource administration.

Laffont & Senik-Leygonie (1997) cite the case of China in which, after the 
decentralization, the province responsible for the collection of taxes started to 
contribute less to the financing of central government budget revenues to benefit 
their own revenues. After, they adopted the responsibility regime, where each prov-
ince has the function of collecting and transferring resources to the central govern-
ment in a pre-established quota, being able to retain the surplus. The consequence, 
according to Cardoso (1996), was a fall in collection because the subnational 
governments learned to hide resources and create revenues and extra-budget ex-
penditures. This policy was facilitated because the central government did not have 
sufficient information about the activities of subnational governments. The result 
of this model is also described by Shah (1997, p. 20): “Due to a lack of fiscal re-
sources and policy instruments, the central government saw itself in the difficult 
position (greater each time) of reaching the goals of macroeconomic stabilization, 
regional equalization and provision of public goods”.

Various authors, such as Ter-Minassian (1997) for example, have suggested 
complementary measures to permit the increase of economic efficiency to be ac-
companied by fiscal discipline. This is the position of Aghón (1997): “The pro-
cesses of fiscal decentralization that are occurring in Latin America can contribute 
to greater effectiveness in public policies. In this sense, the strengthening of the 
subnational governments as directly responsible of the decentralized public expen-
diture, and of a greater local fiscal effort, requires adequate modalities of intergov-
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ernmental transference, improved significance in subnational tax administration, 
such as an ordered use of indebtedness. Artana & Murphy (1997), Perry & Huer-
tas (1997) e Spahn (1997) assert that decentralization can be compatible with the 
macroeconomic policy objectives when there is coordination between fiscal policies 
of different government levels. The coordination of the macroeconomic policy re-
quires that it creates restrictions on the subnational governments’ indebtedness to 
assure the government’s consolidated results. On the contrary, the growth of pub-
lic debt and of the current expenditures could prejudice the implementation of 
subnational and federal government economic policy. Some countries have taken 
careful steps in the direction of decentralization, seeking to avoid the risk of sepa-
ratism and, at the same time, to limit the power of subnational governments. Italy 
has regionalized social and economic government functions. They plan to give the 
regions of the country broad powers on areas such as environmental, transportation 
and infrastructure policy. Also in Scotland, the creation of a parliament with tax 
powers, but with limited autonomy has been approved, avoiding that the local 
approval of tax would interfere negatively in the British goods and services market. 
The new parliament will be able to decide also about the distribution of resources 
nowadays dispensed by the central government in Scotland (US$ 22 billion) and 
about local questions such as health, education, municipal administration, the ju-
dicial system, public security, road transportation and arts.

THE COMPETENCE TO TAX IN BRAZIL

In Brazil, the creation and regularization of some principal taxes is the respon-
sibility of subnational governments but there is some limitation on their capacity. 
Among the state tax capacity limitations, which is established by Article 155 of the 
Federal Constitution, that confers powers to the Federal Senate to define the inter state 
export operations aliquot. The National Council of Tax Policy- NCTP establishes 
the parameters and conditions by which the states can give exemptions and benefits 
of any type, in accordance to the Complementary Law nº 24, January 7, 1975.

However, to stimulate investment in their territories, states have conceded 
various indirect benefits which resulted in a fiscal war, in opposition to the spirit 
of the Constitution and the Complementary Law nº 24 of 1975. These laws deter-
mine that TGCS fiscal favors can only result from approved conventions in the 
scope of NCTP and ratified by all federation units. It must be emphasized that the 
NCTP decision  making system has created problems because each of the participants 
can, with one vote, even though unjustified, veto the collective decision.

Besides this, each states’ representative has the right to unlimitedly study of a 
determined project, and thus in definitely protract the decision-making process, 
which has contributed to discredit the NCTP as a forum of consensus andas a 
democratic instrument of state representation.

In the beginning, the fiscal war limited itself to aliquot reductions. One can 
cite as example, the case of Rio Grande do Sul (a state in the South of Brazil) in 
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which Governor Britto affirmed having increased the TGCS of his state to 18% like 
São Paulo (a state in the Southeast of Brazil) did six years before, and having con-
ceded a finance of R$ 253 million to install a General Motors — GM factory. The 
Governor recognizes that the fiscal war is predatory and noxious to public fi-
nances, but, adds “while there is fiscal war, the government of Rio Grande do Sul 
will be there combating with its weapons and wishing to be the winner Ali of Kapaz’s 
sadness (Emerson Kapaz, Secretary of Science and Technology of São Paulo) is our 
happiness”.

Nowadays, the fiscal war also covers: the concession of loans at interest rates 
lower than the those practiced in the market place, the donation of land, exemp-
tions, means of transport, light and water subsidies and infrastructure. The gen-
eration of fiscal-financial funds, whose basic funding is composed of budgetary 
resources and loans also plays an important role in a “triangular” operation where 
the deferment of the TGCS is disguised with concessions of fiscal funds that end 
up dech racterizing the NCTP veto procedure.

Besides the legal arguments used in São Paulo’s case, the fiscal war has been 
defended by some analysts, such as Rosemberg (1996, p. 2) and Verillo (1997), for 
whom there is not fiscal loss for the states or for the society due to tax incentive of 
some tax collections since there is an increase of investments and consequently of 
the economic tax basis. Even though the firms sometimes do not pay state taxes, 
they pay federal taxes, which, in Brazil, are substantial and create new jobs. As 
such, the fiscal concessions made by the states would be a sign that there is com-
petition in the public sector, which decreases the cost of production in the country.

This idea, however, has been considerably contested. For Castro (1997), many 
industries would make the investment without the incentives, that become mere 

“gravy”, with which they diminish the cost of their investments: “With this fiscal 
war, Brazilian states and municipalities lose future revenue — and assume current 
cost in an intense dispute for investments that, almost in their totality, already have 
a specific address inside the national territory”.

Besides that, the most important factor would not be the creation of jobs in 
one or another state, but the expansion of jobs in the country. The governments 
that release their revenues to stimulate the economy, from a certain point on, put 
at risk their own administrative efficiency. The budgetary effect of a tax incentive 
is the same as that of an expense. This action can include a reduction in national 
employment because the businessmen realize that it is risky to produce in an envi-
ronment in which the public defict increases and the government does not invest 
in education, health or other essential services. The incentives given to attract in-
vestments can, at the limit, hinder the capacity to govern.

The most drastic consequence of fiscal war is, therefore, that it causes a fall in 
the total collection of funds of the federation, without promoting an immediate 
degradation of the fiscal situation of the states involved. This fact permits the pro-
cess to extend itself for a long time because they do not take measures to revert it. 
In Brazil, this process has been possible, in part, due to the increase of federation 
unit revenue sharing among federation units. In contrast, the Union and subgovern-
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ments started to concentrate their efforts on tax collection that is not transferred, 
this worsens the distortion of the Participation Fund, which will be the topic in the 
next section.

It is important to remember that, while the states reduce the TGCS aliquots, 
the fiscal war also extends its consequences to municipalities and to whole regions.

This ends in attacking the regional fiscal policy in various manners with a fall 
in revenue sharing and, also, creates a state isolation policy that instigates the 
strengthening of the strongest and the weakening of the weakest, in spite of any 
national initiative to the contrary.

Even though the Federal Constitution contemplates a mechanism to end the 
fiscal war, they can not apply the law. Article 155 (paragraph 2º, XII, “g”) estab-
lishes that the complementary law “ regulates the process, through deliberation of 
the states and Federal District, exemptions, incentives and fiscal benefits will be 
conceded and revoked”. The federal Kandir Law, that withdrew state tax from 
exportation of basic and semi-industrial products (such as coffee and orange juice), 
initially had measures to impede the dispute between governments. However, due 
to pressure from the governors of Ceará, Paraíba, Amazonas and Goiás, the Presi-
dent of the Republic vetoed this part of the law. More than that, once the law had 
been implemented, the states began to allege that recompensation would not be 
sufficient and that the Kandir Law hindered their financial situation. The solution 
is difficult, in this case, because the governors accept expenditure of resources in a 
fiscal war and revenue tosses to stimulate the industrial production of their states. 
There is still a possibility that the Judiciary Power can intervene, altering the com-
petencies. The Constitution establishes that it is beyond the Senate’s functions to 
define the rules of indebtedness for the federation units. However, the state and 
municipal debt grew at the same time as the Senate that sanctioned the state and 
municipal bond issuance, without clearly defining the fiscal consequences. The 
states, in their tum, have exceeded constitutional limits and designated the re-
sources to other ends. Another element that explains the debt, relative to the “state 
bonds”, was the institutional practice of putting the debt in the budget at current 
value on the first of July for payment 18 months later, but high inflation eroded the 
debt. However, with the end of inflation, this mechanism that permitted a decrease 
in state debt has come to an end.

Besides this, although in November 27 of 1998, the Senate approved a resolu-
tion that obliged the states to use 50% of privatization revenue to pay debt, some 
time after, the Supreme Federal Tribunal considered that the states did not need to 
follow the Senate determination. Thus, the competence to tax is confusing because 
the federal government competes for larger tax revenues with the subnational gov-
ernments. Also, the NCTP does not fulfill its role and there is even judicial interfer-
ence. Besides that, the Senate has been incapable of stopping the increase of sub-
national government indebtedness.

At the end, it would be interesting to discuss some proposed solutions, keeping 
in mind that the Nacional Treasury is the competent forum to treat the tax and state 
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financial subjects, one can argue that the ideal would be to transfer to the House the 
current attribution of NCTP for issuing norms about principal tax subjects.

The measure could contribute to avoiding conflicts between the states, that 
have brought about loss of tax revenue for all, and facilitate the planning of incen-
tives that target the reduction of regional inequality. The functions of NCTP would 
be, as such, restricted to secondary tax subjects. It would be necessary to give to 
the National Treasury independence to avoid having the technical question influ-
enced by politics. Although, according to Rezende & Afonso (1988, p. 13), “the 
imposition of legal limits shows relative inefficiency in control of indebtedness, 
given the possibility of other forms of credit”.

Another solution to finish the fiscal war between the states, proposed in Tax 
Reform, would be federalization of TGCS and the fusion of TGCS with TIG and 
other taxes. Yet, there is much resistance. Centralization in the federal sphere of 
norms referring to definition of aliquots and incentives. This mechanism is consid-
ered a procedure which restricts the tax autonomy of subgovernments.

Some governments would even accept the federalization of the TGCS, since 
the states maintain the responsibility for collection. Those governments are inter-
ested in keeping secretaries to preserve the power to name bureaucrats who dis-
tribute favors, not in maximizing state revenue.

REVENUE SHARING IN BRAZIL

In Brazil, tax collection is predominately centralized and fiscal revenue sharing 
is very high, responding, in good part, to fiscal decentralization. This scheme would 
tend to avoid the bad effects of competition between the states and the negative 
externality resulting from taxation on paid taxes. Centralization permits one to 
deduct tax payment from one level to another. In this respect. Keen (1997, p. 15) 
affirms: “Concurrency creates an evident vertical fiscal externality between levels 
of government: the basis of each depends, through the responses of the taxed sector, 
on the rate set by the other.”

However, a substantial parcel of the collected resources by the federal govern-
ment does not remain in its power because it is transferred in different percentages 
to other entities of the federation. In view of this, the Union creates parafiscal 
mechanisms not subject to the participation of the states and municipalities. This 
Constitutional imposition has been responsible for the tendency, verified since 1989. 
This is the case of Social Financial Contribution — SFC and of Contribution On 
Liquid Profit that, in 1994, together represented nearly 1/5 of federal government 
revenue. Tax on Financial Operations — TFO, is not divided with the other spheres 
of power, it has been maintained at a high level, representing that year around 6.5% 
of the federal government revenue of that year. It is a bad kind of tax because it 
creates a wedge between interest paid by the borrower to invest and the interest 
received by the saver and. Consequently it tends to inhibit investment.

Following, are described the criterion for revenue sharing for resource distribu-
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tion between the three levels of power — Union, States and Municipalities — with 
particular attention to the State and Municipal Participation Funds. They are con-
stitutional transfers: the State Participation Fund – SPF, Municipal Participation 
Fund- MPF, Middle-West Fund – MWF, North Fund – FN, Northeastern Fund – NF, 
Compensation by Exportation of Industrialized Products – CEIP and the Rural 
Territory Tax – RTT and Tax on Financial Operations – TFO.

The transfers from Union to States and Municipalities are clone at SPF and 
MPF, which are composed of 47% and 57% of gross revenue collected, respec-
tively, with Income Tax – 1T and TIG, subtracting the fiscal incentives and restitu-
tions. This is transferred to States, Municipalities and Regions:

IT:  21,5% to the SPF

  22,5% to the MPF

    3,0% to the Regional Fund

  47,0% Total

TIG 21,5% to the SPF

  22,5% to the MPF

     3,0% to the Regional Fund

  10,0% to the Exportation Fund

  57,0% Total

The State Participation Fund – SPF and the distortions that it provokes

The distribution of SPF is made by defining itself as the individual coefficient 
for each state, according to the establishment in Law nº 62/1998, for, in the next 
step, multiply the individual coefficient by the total value of the SPF. Still, accord-
ing to the Law, from the total value of the SPF, 85% goes to the states from North/ 
Northeastern/Central-West regions and 15% to the Southeastern/South regions.

The compensatory and redistributive objective of SPF is reached when destined 
resources are at a percentage that each state has an amount of per capita revenue 
that is similar. In this sense, the relationship between liquid revenue and population 
is essential because the inhabitants who must be attended by public services in each 
state determine resource necessities.

However, a comparative analysis of the TGCS – the main tax of state compe-
tence responsible for 75% of collection — shows that the distortions are clearly 
evident. Mato Grosso do Sul (Central-West), for example, is in second place in 
collection of per capita TGCS, while Amazonas (North) is in fifth, although the 
Central-West and North are considered poor, because of this, these states are ben-
efited together with the Northeastern and Central-West regions with 85% of the 
SPF resources.

In the Southeastern region, it has been verified that, although in per capita 
terms the TGCS revenue of Espirito Santo State is 24% greater than Minas Gerais 
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State, this small State received resources from SPF more than double than that of 
the other state. In per capita terms, the states with the least TGCS revenue are 
Maranhão and Piaui. However, six other states received more transfer from SPF. 
Sergipe also from the Northeastern region, even though it collected more than 
double than that of Maranhão and Sergipe, received about 60% more resurces than 
those states. Although, the INCS revenue of São Paulo is 8 times superior to that 
of Amapá, the per capita SPF transferred to Amapá em 1991 was 368 times bigger 
than to São Paulo.

As such, with distribution criterion in vigor, using minor and maxim coefficients 
of resource distribution, privileges are given to small states, that is, those with 
smaller population and per capita income. For this reason, the states of Acre, Ro-
raima, Amapá and Tocantins together received Cr$ 229,7 billion from the SPF, 
when in 1991 their total population was 1.842.410 inhabitants, while Piaui, the 
poorest state of the Federation, with 2.581.054 inhabitants, received three times 
less, that is, Cr$ 72,7 billion.

Poor distribution of the SPF does not restrict the fact that some poor states 
receive, per capita, much more, than the rich states, this is, in percentage much 
greater than they take out in terms of per capita TGCS revenue. Poor states receive 
disproportionately unequal transfers. This distortion has consequences graver than 
only the injustice that is committed with the populations of the less wealthy states, 
which certainly will have less access to public services. This system dampens the 
fiscal efforts of various states. For example, one can observe that resources received 
from the SPF represented about 60% of the liquid revenue of Maranhão State in 
1995, while its own liquid revenue was less than 33% of available resources.

It is understandable that states such as Roraima, Amapá and Acre have low 
per capita tax collection, reaching CR$ 20.617 in 1991, on average, as opposed to 
Cr$ 102.198 in São Paulo. What should be considered a grave distortion is the fact 
that after having received the transfers of the SPF, the total available per capita 
resources surpassed the observed level in São Paulo. The SPF, which should be a 
transfer of redistributive and compensatory character, proportions resources of such 
a magnitude to some states that these state start to have, in per capita terms, much 
more money than the richest state of the federation. In 1994, in the North and 
Northeastern regions the relationship between the SPF/TGCS was 77%, and 48% 
respectively, while in the Southeastern region it was about 0.02%. What stimulus 
to fiscal effort can a state have that receives from the SPF, a compensatory and 
redistributive transfer title, a volume of resources 9,5 times greater than the TGC-
MS revenue, the most important state competence tax? Why upset the tax paying 
voters by collecting taxes when revenue sharing guaranties an end per capita rev-
enue superior to that of the richest state in the country (São Paulo)? What sense 
does it make for a state in this situation to undertake an inspection, modernization 
of structure, or the collection and charging of a tax debtor?

In summary, the distortion in resource distribution of the SPF between the 
states results in: a) the existence of minimum and maximum coefficients correspond-
ing to the relative position of the population and to the inverse of the per capita 
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income of the states in relation to the national average; b) rigid lock in distribution 
at 85% to the North, Northeastern and Central West regions, and at 15 % to the 
South and Southeastern regions; c) utilization of per capita income figures can 
only be known every five years, becoming available with great delay and without 
much confidence.

The Municipal Participation Fund – MPF and the distortions that it provokes 

The distribution criteria, as established in the National Tax Code (Law nº 5,172, 
of October 25, 1996) is the following: a) 10% of the total is divided between the 
Capital Municipalities; b) 86.4% to the other municipalities; c) 3.6%, in accordance 
with the Decree-Law nº 1,881, of August 27, 1981, is distributed between the in-
terior municipalities with more than 156,216 inhabitants

The values of restitution and fiscal incentives are discounted from the total 
collection of IT and TIG. From the liquid revenue, 22.5% are destined to the MPF. 
To calculate the MPF, one uses the participation coefficient of each state defined by 
the Union Account Court — UAC, with a basis in the demographic census of the 
Brazilian Institute of Geography and Statistics — BIGS. As such, to know the 
quota of each municipality, one must first calculate the participation of the state in 
which it pertains in accordance with annex 2. The minimum coefficient of 0.6 is 
valid for municipalities with up to 10,188 inhabitants. For municipalities with more 
than 10,188 inhabitants and less than 156,216 inhabitants, 16 population bands 
were defined, each one of them having an individual coefficient.

For all the interior municipalities with more than 156.216 inhabitants, the 
fixed coefficient of 4.0 was determined, according to Mendes & Faria (1995): two 
municipalities from different states situated in the same population band will have 
the same coefficient, but will not receive the same amount from the MPF, because 
the individual state coefficient is different.

The delivery of 10% from the MPF to the capitais is made in direct relation to 
the population and in an inverse relation to per capita income. For the calculation 
of the individual quota, one multiplies this value by the coefficient of each capital, 
dividing the result by the sum of the coefficients (118.75).

Besides the SPF, the municipalities receive from the state governments respec-
tively, 25% and 50% from the collection of TGCS and Tax on Propriety of Auto-
mobile — TPA. In general, for the municipalities with large economic activity, these 
taxes constitute a substantial volume of resources when compared with the re-
sources received from constitutional transferences.

In the case of smaller municipalities, however, the opposite occurs. As such, 
the criterion for distribution of resources from the Participation Funds are not 
considered available state and municipality revenue so this entails some distortion.

The MPF resources destined to each municipality consider their populations, 
because that is an indicator of the demand for goods and services. However, the 
rate of population growth should also be considered since: the larger the population 
growth, the greater the necessity for the expansion of the city’s infrastructure.
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Having explained that, one can affirm that the inclusion of the population 
growth rate in the criteria of delivery to the municipalities would contribute to their 
amelioration.

Another problem relative to the criterion of the MPF distribution is the low 
limit in which the municipality is benefited by the maximum participation quota: 
156 thousand inhabitants. There exists many municipalities with population supe-
rior to this limit. Thus, the 4% is divided by a very large number of municipalities, 
which prejudices large population municipalities. According to Mendes & Faria 
(1995) the per capita income of the MPF in a sample of fifty municipalities was 
US$ 0.7 per inhabitant, different from the average of US$ 2.3 per inhabitant for 
the 380 municipalities of the sample. The conclusion is that the per capita transfer-
ence of the MPF for the municipalities with large populations is less, where there 
is greater demand for public goods and services. On the other hand, in the opposite 
extreme, for the smaller municipalities — the distortion comes exactly from the 
fact that many municipalities do not have their own economic life but they have 
the right to political autonomy. Galvão et al (1997) point out the creation of new 
states and cities implicate fixed administrative expenditures that increase the inef-
ficiency of the system. This is referred to as dependency of the municipalities on 
constitutional transferences. Rezende (1996a, p.14) affirms “( ... ) the small mu-
nicipalities today depend almost exclusively on transferences from the MPF and 
the ICM (... )”. More than that, the fact that the constitutional transference to small 
municipalities are larger, in detriment to big cities, apparently does not reach its 
original target, which is to endow the municipalities with infrastructure and public 
services similar to big cities, to discourage emigration. However, the factor that 
permeares the decision to stay or not in one’s city is the existence of work perspec-
tives that proportionally increase individual income. Thus, it does not help to pe-
nalize the big centers, because rhe individuals will continue to leave their hometowns 
to look for better opportunities. A distribution of the remaining 90% is made in 
the following manner: subtract 4% to be given to municipalities with a population 
superior to 156 thousand inhabitants. The portion to be delivered to each munici-
pality is a combination between municipal population and the inverse of state income 
per capita. The Decree-Law nº 1.881/81 reserves 3.6% of the total MPF for distri-
bution to municipalities of equal to 4.0 (more than 156,216 inhabitants), as for the 
individual coefficients. One calculates the participation dividing the total from the 
MPF of the Decree-Law by the sum of the coefficients (231.80) and multiplying the 
result by the coefficient of the municipality. The remaining 86.4% is distributed 
between the municipalities only in accordance with the population of each one.

Besides that, the constitutional transferences from rhe regions of large ac-
quisitive power to the less powerful can not contribute to increasing the national 
per capita income. This is because, one could be extracting income from the poor-
er people of rich regions to rich people from poorer regions. Nowadays, from the 
total MPF, 35.3% is destined to Northeastern municipalities, 31.2% to Southeast-
ern municipalities, and the other, 33.5%, to the municipalities of the North, Central 
West and South regions. A fifth problem relates to the fact that the MPF does not 
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consider if the city receives high values of TGCS delivery due to having developed 
economic activity. The consequence of the bad allocation of unilateral transference 
usually is fiscal renunciation. The cities most benefited by the delivery of the MPF 
can decrease the taxation to please the local electorate.

CONCLUSION

To sum up, that the increase of the transference to subnational states has in-
hibited collection and at the same time it has not been efficient as an instrument of 
migratory flow control, income distribution or for developing economy stimulus.

Those functions are pertinent to the federal budget, which should work as a 
way of economic planning, stimulating development to balance regions in different 
economic situations, promote the distribution of income and to build a stabilization 
policy. Galvão et al (1997) recognize the distortions already pointed out and remark 
that the current model is not able to diminish the regional inequality. On the con-
trary, if the resources were utilized by the federal budget, and this portion was 
mainly destined to poorer regions, the result could be a reduction of regional in-
equality. Thus, the question is not about criticizing the quantity of conceded sub-
sidies by the federal government to poorer states or the amount of transferences 
but the model of regional development.

The comparison between the Federal Government’s performance and the State 
and Municipal Governments’ results reveals a substantial contrast in the last two 
years analyzed. After maintaining, in 1991 and 1992, a fiscal execution close to 
that performed by the Central Government, obtaining, in some moments, even 
superior results, the state finances presented, at the start of the “Real Plan”, diverse 
behavior, that can not be explained only by the increase in the expenses with real 
interest. The opposite of what happened with Union and state firms, where one 
can observe the increase of primary and operational superavit in 1993/94 in rela-
tionship to the two years immediately preceding, the fiscal situation of the states 
and municipalities has worsened, due to an increase in primary expenses, and to 
an increase in the interest on the public debt. The fiscal result of the states and 
municipalities changed from an average operational superavit of 0.02% of the GDP 
in 1991/1992, to an average deficit of 0.44% of the GDP in 1993/1994.

Thus, the municipal and state governments, between 1986 and 1994, substan-
tially contributed to increase the public sector deficit. Except the years 1989 and 
1991, when the Necessities of Liquid Financing — NLF of the states and munici-
palities presented better performance than that generated by the Central Government 
and state firms, in all the rest of the years the primary result of the states and 
municipalities was systematically worse.

Between 1991 and 1995, in real terms, the total liquid debt of the Central 
Government, Central Bank and State Firms suffered an accumulated contraction 
of 37%, while the state and municipality debts had, on the contrary, a real increase 
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of 56%. With this, its relative participation to the liquid debt of all the public sec-
tor practically, doubled in only 3 years reaching 38% of the total in 1995.

It is important to state that the worsening of the fiscal situation happened at 
a very favorable conjuncture. Holanda (1993) explains the state crisis as a conse-
quence of the management and administration of public debt. It is sufficient to 
observe that the increase of benefits conceded by the Federal Constitution of 1988, 
as for example, the concession of public worker benefits to many civil workers. 
(Many categories of civil workers become public workers). 

In summary, Union adjustment does not propitiate the increase of stat erevenue, 
nor does the increment of the state tax revenue imply an increase in the transference 
to the municipalities. In the last years, the government has obtained control over 
public expenses with major Union adjustments and effort of the state enterprises, 
in comparison to states and municipalities. State and municipality expenses stop 
being a local question and assume growing importance in the economic stabiization 
process.

The deep changes, since 1998, of the tax revenue allocation between the Union, 
states and municipalities impoverished, in a substantial manner, the Central Gov-
ernment, without the transference correspondence of the responsibilities and tasks 
that have been performed by the Union. The foresight partition in the Constitution 
remained indeterminate and with overlapping functions. In other terms, the Union 
keeps the expenses and transferred revenue to the subnational governments. Thus, 
the Federal Constitution created a problem of resource collection and distribution.

The problem is snagged by the fact that even the fiscal adjustment measures 
of the federal government initiative tends to lose relevance because of the total of 
7 million public workers, the smaller portion is found in the federal sphere: 24.6%, 
while 49.1% is allocated to the state sphere and 26.36% to the municipalities. 
Besides that, the data available about state and municipality debts are not very 
trust worthy.
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