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TENDENCIES IN FISCAL FEDERALISM
HORST HANUSCI*

I. Introduction

Federalism was formerly considered to be a problem limited
exclusively to the field of constitutional law. Recently,
political economics and political science have begun to con-
cern themselves with aspects of federal state structure.
Discussion presently centers around the question of whether )
1

federal states are tending to become increasingly centralized.

Our paper attempts to deal with this problem in some detail.

In the following, we will attempt to develop a system's
oriented approach capable of pointing out and explaining

tendencies in federalism.

Central to this approach is the nexus of three aspects of
covernmental activities, i.e., supply, demand and f{inance.
Each of these three factors has an economic and political
dimension. These result in reciprocal tensions which in turn
lead to conflicts and through these conflicts the fedéral
structure can be altered. Depending on which conflicts

dominate and how they are resolved, one can discern several

distinct phases of federal development.

Our peper can be seen as an initial step in this direction.
It is beyond our purpose here to present a comprehensive
theory of federal development; rather we shall confine

ourselves to setting up several theses for discussion.

This anslysis is primerily directed to the situation in the
Federal Republic of Germany. The application of our ideas
to other countries seems feasible, we have, however, not

hed the opportunity to carry this out.
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II. The contribution of the economic theory of federalism

la)
The economic1Many'ofibderalism°£s based on the idea that each

government should be organized in such a manner that it can

optimally provide for the needs of its citizens.

Since every society consists of heterogenous groups which
differ a grecat deal in their public needs and demands a
decentrally organized government can best satisfy the neceds

of all citizens.

A decentralized provision of public goods and services can
better satisfy a larger number of group members than would be
possible in a centrally organized state, since the former lacks
for the most part the 'meritorisation'" of minorities.j)This
holds true especially for goods with regionally limited bene-
fits such as the supply of public services at the community

level (public utilities, schools, theatres, hospitals).

Some public goods however have significant spillover effects
regarding costs as well as benefits. Provision of such goods
also requires large scale production in many cases if they
are to be organized efficiently. This applies to those goods
with large external effects in political, soccial and regional
spheres, as in the case of national defense, infra-structure
investments in large regions, or global economic and fiscal
policies. Production and supply in this case call for a

central government as far as economic aspects are considerecd.

Both aspects together call for a federalistic government, and they

are responsible for the shape and context of federalism from

an economic point of view. Changing government responsibilities
make a variable structure of federalism necessary. The economic
theory of federalism however does not tell us anything about
the long-range tendencies in the development of the govern-
mental structure, since it does not deal with the question

of how the volume and structure of the government responsi-

bilities develop in the nation.



11I.

Since modern economic theory cannot tell us anything about
the tendencies in federalism, we will first consider an

approach which is more politically oriented and which deals

with the position of the governmental units in the federalistic
system of Germany. We are thinking of the thesis of the German

political economist Johannes Popitz.

The centralization thesis of J. Popitz

About forty years ago Popitz claimed that in the course of
time more and more public functions as well as the public
funds would concentrate on the central government. Superior
budgets exercise a certain attractive power which will
gradually undermine the financial sovereignity of the govern-

5)

mental units. His contention was based on the effectiveness

of three factors:

(1) An economy tends to standardize the "Lebensraum" of its
members. This will necessarily require a uniform economic

policy, in particular an extension of the legislative power
of the central government in those fields which previously

belonged to subordinate levels (education, public welfare).

(2) The citizens mainly direct their ever-increasing demands

to the central government and not to local authorities.

(3) The revenue of the subordinate levels (state and local
governments) will tend to become inadequate in the course of

time to fulfill their functions.

Popitz never examined his thesis empirically. This first

occurred in the works of Albers, Hansmever and Keller following

6)

World War II. "It soon became evident that an empirical exa-

mination would involve considerable difficulties. It is
particularly difficult to obtain appropriate standards and
criteria from budgetary statistics. In general the changes

in the shares of the direct expenditures or the net outlays
for each level of government were examined in order to deter-
mine how the performance of public functions has shifted.

This expenditure indicator is generally recognized as an




adequate criterion of centralization or decentralization
tendencies in federalism. For the Federal Republic of Germany
the following developements in the period following World

War II are easily recognizable (Cf. tables 1 and 2 in appen-

dix}.

The shares, according to direct expenditures, have shifted
from the Federal to local authorities. The state units were
able to hold their position. These tendencies also hold true
for the net outlays of the three governmental units (Federal,
state and local authorities), although it is not quite as
clear as before. Reductions in the Federal shares were com-
Pensated by large state gains, while at the same time the

communities increased their shares minimally,
These figures lead to two conclusions:

(1) The trend of the shares as measured by net outlays com-
pared to direct expenditures suggests that governmental
functions have become obscurred, and that due to changing
financial conditions the responsibilities have also been
blurred. Thus the Popitz theses of "'shared responsibilities"

seems to be empirically proven.

(2) Turning to the direct expenditures, the shares have
changed in favour of the state and local levels. Along with
this development there should have also been, globally
speaking, a corresponding transfer of financial means and

of public functions. This is quite apparent, especially for
the past few years. Thus, instead of a centralization tendency,
we are apparently confronted with decentralization movements.
Popitz's thesis of increasing centralization therefore cannot

be empirically proven for the Federal Republic of Germany.

This conclusion has without doubt been derived from a very
global indicator, which however has found recognition in
economic literature. One could attempt to break this indicator
down in order to undertake a more differentiated examination

of the centralization theses. I have dealt with this problem



elsewhere in greater detail and have not reached any other
results which significantly differ from these conclusions.?)
Therefore I do not wish to go into this matter any further,
but rather to turn to two questions which might be of greater

importance for us:

(a) Did Popitz grasp the correct determinants for his theses?
(b) And did he recognize and explain the manner in which these
factors exercise their influence, taking into consideration the

various interdependencies and rclated problems?

The first question should be easier to answer. In my opinion
Popitz indeed named those factors as determinants of the
federalistic development which are likely to be of-real im-
portance for actual events. First of all his arguments correct-
1y cﬁaracterize the supply side of the public sector. Secondly,
the behaviour of the citizens regarding their demands on the
government reveal a dominant factor on the demand side. The
modern theory of public goods can support this. 'With the
fiscal argument the necessary consideration of the monetary
sphere, i.e. the means of financing public activity is also
provided for. Thus the most important aspects of government
actions have been recognized and taken into consideration.

The search for completely new or supplementary factors can

be put aside for the moment.

It is questionable, however, whether Popitz ~ and here we

come to our second question ~ really uncovered the effective
components of his three factors in the depth which would 7
fully correspond to his thesis. Popitz's fundamental prosition
was thoroughly political and strongly influenced by the notion
of centralization. Thus many latent aspects of his wishful

thinking were given concrete form in his thesis.

In his arguments we find the economic side of the question -
so dimportant for the modern theory of federalism - almost
completely neglected. We have already discussed this aspect.
On the other hand, it would be Jjust as incorrect to

completely "economize" the thesis of Popitz, i.e. to place
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the structural changé of federalism entirely in the realm
of economic factors as Albers attempted in the case of the
Federal Republic of Germany.9)A modification of this magni .-
tude must finally be based on the findings of the cconomic
theory of federalism, which, as we have seen, is currently
not able to supply a sufficient explanation for certain

tendencies in federalism.

A broader and more complex look at the factors presented by
Popitz, taking into consideration both economic and political
view points, appears to be necessary. Only both dimensions
viewed simultaneously present an approach which can explain
the tendencies in the federalistic structure of & neation

with the necessary depth. This political and economic view
can then lead to a dynamic, more comprehensive theory of
federalism, whereas the thesis of Popitz, as we shall de-
monstrate, covers but one of the possible developments in

the structure of federalism.

Let us turn to the bases of this approach.,

The fundamentals ¢ politico~economic approach

We begin with the examination of each of our factors individual-
ly and thereby at first considering the argument that global
economic policy would require intervention of the central
government. The economic aspect considers above all the pro-
blems of an optimal fulfillment of allocation, distribution

and stabilization goals as well as the assignment of all these
activities to the various levels of Sovernment. From an economic
point of wview the federalistic structure Presents but a ratio-
nal form for the institutional organisation of governmental
functions. The task of controlling the course of economic
activity (global economic policy) therein is the responsibility
of the central government, the larger part of the supply of

real public services (tranSportation, health, education, public

utilities) is carried out by the Subordinate levels,



A political dimension is added to the problem of the assign-
ment of functions when we assume that the politician's oh-
Jective is to maximize votes, or at least to gnin the majority

10)The global control of the economy as well as the

of votes.
supply of public goods and services in all levels of govern-

ment will also have to be oriented on this goal.

Concerning demand béhaviour of the citizens it is alsoc possible
to distinguish between an economic and a political dimension.
The economic importance lies in the effects of the reactions

of individual citizens, as demanders and recipients of real

and monetary services, which affect the entire econony. The
political area, on the other hand, is characterized by the
transformation of their attitudes into the political institu-
tions by way of the election process, as well as the reactions

of the politicians.

Considerihg finally publig financing, its economic problem is
to finance each form of government activity in & manner com-
patible with policy goals. Since resources are scarce, the
political task becomes that of forming a system of intergovern-
mental fiscal relations (Finanzausgleich) which will allow for
a just distribution and the adequate performance of government

functions at all levels.

The following chart has been prepared 'to display the inter-
actions between economic and political spheres. This is a modi-
fied presentation of a system as is frequently found in
Political Economy.ii) Society has been divided into specific
sub-systems: a political, an economic and a socio-cultural
sphere. We have added the elements of a federalistic system

since this is of particular importance for our problem.

All sub-systems are interrelated either directly or indirectly.
Significant changes within one system will inevitably lead to
reactions in the other systems, and this can lead to imbalances
or disturbances in the whole system or in its elements. Develop-

ments of this nature build up a conflict potential of moreor

less large proportions which can obtain immense importance

for all sub-systems and, of course, for the federalistic
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structure of the government as well. As is.possible for each
sub-system, one can formulate a sort of "conflict theory"

for federalism, in which changes in the federalistic structure
appear as a result of proceedings caused by conflicts in other

sub-systems. Let us now take a closer look at this approach.

An attempt to explain federalistic developments on the basis

of a conflict theory

A very important source of crises in the entire system ob-
viously lies in the economic sphere. Disturbances are possible
at any time and in a number of forms. They can appear for example
in business cycles, in low rates of growth, in inflation and

in unemployment. If these developments are not to affect the
system as a whole, the government must interfere, as we know.
Government intervention cannot of course always prevent eco-
nomic disturbances from affecting the political system. Control-
ling economic activity by means of fiscal policy for example
will also affect the entire supply of public goods and services.
Global corrections of total supply or demand through public
expenditures or revenues are normally accompanied by an ex-
pansion or a reduction in the supply of public goods and
services. A reduced supply of public goods, however, will

sooner or later affect the socio-cultural system and lead

to instabilities there as well. The loyalty of the voters at

all levels of government is likely to decrease, and in the ex-
treme case could even diminish the stability of the whole poli-

tical system.

Thus, in these few sentences a series of reactions and interac-
tions has been portrayed which are of central importance {or the
political economy of our day.la)Of special interest for our

problem is the potential discrepancy which exists between the

goals of economic stability and the governmental supply of
public goods and services. This also has a strong influence
upon the relafionships between governmental units in the na-
tion. For, as experience in federalistic countries has shown,

the task of controlling the economy is the responsibility of




the central goverment, while the subordinate authorities are
basically engaged in the provision of public goods and services.
Fluctuations in economic activity and, as a result, in the
political system could therefore very well lead to changes in
the federalisticsystem itself. The conflict, which plays an
important role in the fulfillment of government functions, as

just mentioned, is thus institutionalized and carried over to

the relationships between Federal, state and local authorities.
At the same time, fluctuations in economic activity become a

dominant figure influencing federalistic development.

The solution to the conflict in reality and, as a consequence,
changing interactions between Federal, state and local units in
each individual case also depend on the interplay of these
factors as discussed in the previous section. In order to
state our thoughts more clearly we have also included these
interactions in an expanded form in our diagram. We have dis-
tinguished between a supply and a demand area for both the

economic and the political system of the society.

Of decisive importance for the Federal development of a nation,
besides the economic imbalance, is the relationship between
government and citizen, between supply and demand. Thus public

decision-malking is of utmost importance. How will the citizens,

"as demanders and consumers, behave towards the government in

actual social, political or economic situations. In what manner
will they as voters attempt to convert their specific interests
into political decisions? On the other hand, how will the poli-
ticians, as suppliers, react and what will be the consequences

for the governmental bodies?

The following considerations are based on two assumptions con-

cerning the behaviour of the politicians and the voters:

(1) In the political area the government tries to maintain or
indeed to increase its degree of approval in the eyes of the
voters. This would secure its position as the dominant force

13)

in future elections. In the economic sphere the government,
being producer and/or supplier of public goods, would thus seek

to satisfy the needs of its citizens as far as possible.



(2) The demand behaviour of the voters, on the other hand, is
primarily influenced by the degree of fulfillment of their
political and economic wishes. In the minds of the voters
those factors will be essentially reflected which have the
most direct influence on the daily life of each individual.
'his assumption seems to be quite plausible, considering the
Tact that most voters have but a limited horizon and frequent-

b}

ly lack information}

With regard to the potential conflict between the supply of
public goods and economic stabilization this means that the
more easily measureable and noticeable goals of stabilization
policy attract more attention than the effects of the actual
supply of public services. One need only consider functions
such as transportation, education, health and social services.
The voters' sensibility and their threshold for reactions can
be assumed to be fairly high in the case of such goods, so
that it takes quite some time before shortages are recognized
and become politically acute. The Federal government with its
stabilization policies is thus more closely in the center of the
voters' interest than the states and local units with their
supply of goods and service;? Its relationship to the citizens
is therefore of Eolltlcal nature. The subordinate levels of
government on the other hand must consider their relationship
to the citizens primarily as a confrontation between supplier

and consumer in the economic Sphere.
—_—tomlc

The demand behaviour of the citizens also contains yet another
source of conflict. Discrepancies can also arise from the in-
stitutional assignment of functions and the ideas citizens in
different regions have about it. Regional and local issues
thus also play a part in Federal elections and vice versa.
Since the supply on the subordinate levels is an important
instrument for the economic stabilization policies of the Fe-
deral government, it is safe to assume that the latter has a
definite interest in gaining influence on the regional supply
of public goods. This occurs even more if the fulfillment of

government functions on subordinate levels is closely connected




VI.

with the legislative activities of the central government, i.e.
in the case of a distinct "Politikverflechtung" (joint poli-

6}

tical.decision-making).

On the other hand, both the findings of the economic theory
of federalism as well as practical experience show that it
would be irrational for the lower authorities to orient their
budget peolicy on the principle of stabilization. They are
less embedded in the political sphere and more concerned with
economic aspects of the scciety; their primary concern heing
the fulfillment of the economic needs of their citizmens with

the help of public goods and services.

Considering all these elements, differeni conflict constella-
tions between stabilization and the provision of public goods
can be found. The solutions of the conflict will most likely
be closely associated with specific phases in the development
of Federalism. The term "phase" is meant more in the sense

of a logical sequence of development than of a temporal one,
without necessarily excluding the latter. In the following
section we wish to introduce four distinct phases as exemplary

for the realm of possible developments in federalism.

Phases in federalistic development

Phase 1:

The first phase can be characterized as a sort of fair-weather

federalism. In the absence of discrepancies between the require-

ments of staebilization and the demands of the citizens concer-
ning the provision of public goods and services - assuming that
the necessary financial funds for government activity have been
secured ~ the federalistic system can develop free of con-

flicts, from a political point of view.

The economic condition necessary for this development free of
conflicts is primarily a rapid, steady rate of growth which

a) minimizes the necessity for economic policy and b) assures
the revenue side of government activity. In addition, the supply

of public goods must coincide with the demand.

The relations of the governmental bodies to one another under

these circumstances depend on the manner in which the expanding

- 12 -



margin of revenue is divided amongst Federal, state and local
authorities. In a setting free of conflicts the regulations
regarding the financial system of the federation can also be

a decisive factor (system of fiscal interrelations). Essential
changes in the federalistic structure will hardly result from
this alone. First shortages will appear as soon as a distri-
bution of the financial means has been established which in
the long run prevents an optimal supply of public goods. This
will especially affect the local units and could possibly be
the cause of further conflict tendencies within the eccnomic

and socio-cultural system.

Phase 2:

The second phase in the federalistic development is marked

by the first signs of stabilization problems (possibly the

result of false developments in the first phase). The causa-
tive element is the beginning of economic imbalance in the
private sector (inflation, declining growth rates, unemploy-
ment). In addition, there are alsolnssmsof.efficiency in the
government sector resulting from conditions during the faire
weather period. Coincidentally there is an increasing rate

of expansion of government expenditures as a result of the
previous development as well as a condition of the economy's
future development. A considerable loss of efficiency can
result from the behaviour of the local authorities as "free
riders" during the first phase, in consequence of their ever-
increaging demands on the Federal government (' competition
amongst the mayors'), granted that the letter is able to pro-
vide the means necessary to fulfill these demands. This is
achieved for the most part by a system of (vertical) revenue
sharing, whereby a progressive tax system in a growing economy

provides the best foundation.

The reactions of voters and politicians responding to these
undesired cyclical developments will be the dominant factor
influencing the federalistic development. The supply of public

goods however will still tend to be of little importance during

this phase, i.e. it will continue to lie within the tolerance




range of the voters. In this situation the'responsiblc govern-
ment officials, the Federal authorities, must by all means
gain control over the cyclical movements of economic activity

in order not to endanger their reelection.

Such a policy on the central level will certainly lead to new
conflict potentials, especially when these policy measurecs are

1 e
directed against inflationary price movements. 7)The federalistic

conditions in Western Germany may serve as an example. The
Federal government has the legislative power of taxation and
thus for the most part the sovereign right to determine govern-
ment revenue, while state and community units can only deter-
mine their expenditure program more or less on their own, where-
by the financial means are secured to a great extent through a
grant-system. If the stabilization policies during this phase

are limited to restrictive budget policy, sooner or later the
financial means of the communities are bound to become scarce

ns we know. This will occure first of all because the Federal
government will surely make use of all the various ways available
to curtail expenditure activities of the subordinate level by
restricting its revenue. The supply of public goods on ‘the
community level on the other hand has been stepped up during

the fair weather period and cannot be reduced at once +to allow

for adaptation to the reduced public funds.

This conflict can be solved in a number of ways. To begin with,
it would appear to be advisable for the communities, for poli-
tical reasons alone, to attempt to overcome the existing
Tinancial bottle neck in one way or another., This is possible
by increasing their debt in the capital market, or by
raising additional fees for the various government services.
The central government for its rart may seck closer co-opera-
tion with the communities to prevent compensation of its
stabilization efforts. A Joint performance of certain govern-
ment functions by Federal, state and local units could be the

first step towards co-operative federalism.lg)

In this (second) stage of federalism it is already quite diffi-

cult to detect the trend of federalistic'deve10pments. It is

- 14 =



nearly impossible to reflect these more complex relations bet-
ween the Federal, state and local governments with the help of
the global criterion measuring relative shares of government
spending. In particular, the federalistic interdependence of
decision-making and performing government functions does not

become apparent.

All things considered and depending on which government level
is able to realize its goals either economic stabilization or
optimal provision of public goods, or even both, are not ful-
filled. The federalistic development will then enter into a
third phase. Nothing short of sincere willingness to reach
certain compromisecs on the part of the government units at
the various levels can secure a lasting and stable solution

to the conflict in this second stage.

Phase 3:

If government does not succeed in stabilizing the economic
situation, due to inflationary tendencies, the relationship
between Federal, state and local units will continue to change
in this third stage. The causative conflict potential will
now gain additional importance, since shortages in the supply
of publiec goods will become increasingly noticeable getting
not only economic but alsc political relevance. The demand
behaviour of the citizens directed to the Federal government,
generelly oriented on economic stability, and the demands on
the communities, primarily interested in the provision of
public goods and services, become more and more incompatible.
Thus the specific goals of the government units must sooner
or later come into conflict with one another. This will es-
pecially be the case when (a) a political dimension is intro-
duced to the supply of public goods through certain social
indicators, in addition to the economic dimension, and (b)
the individuals in the society expect an increasing level of

public goods.lg)

Continuing financial deficiency on the one hand and increasing
demands on the other hand force not only the Federal and state

but also the local governments to develop strategies to solve

- 15



the conflict in order to maintain their political power. The
strategies of the Federal government in this situation will
exhibit centralization tendencies. The Federal powers must

attempt

(a) to influence the structure of expenditures and revenueces
of subordinate budgetary units in accordance with its cgoals
by intervening in the system of intergovernmental fiscsl
relations; ultimately this will mean a reduction of the

independent budget power of subordinate levels;

(b) gradually to take over certain functions previously in
the realm of state and local units for reasons of cyclical

stabilization;

(c) to leave the task of carrying out the various functions with
the subordinate authorities while at the same time centrali-
zing the decision—making power. The Federal government can
use its legislative power to a greater degree and incrcasc
the number of Federal programs affecting certain branches

or the economy as a whole.zo)

Within this setting the position of the subordinate levels con
remain the same or even show slight gains measuring the degrece

of centralization by the share of each level on total public
spending.

The communities for their part will attempt to counter these
centralization tendencies,
by

(a) increasing their debt,

Their financial means can be improved

(b) introducing rationalization measures which can serve to

improve the efficiency of their activities,

(c) transfering certain functions into the private sector of

the economy.

As opposed to the consequences resulting from the Strategies

of the Federal government, the share of the subordinate levels
measured on total expenditures might actually decrease, while

their functional sovereignity can even be increased. It is

quite possible to establish the thesis that a federalism of



this sort, loaded with potential conflicts, actually contains
a "healthy pressure” to increase efficiency in the government

sector of the economy.

Phase 4:

The fourth stage in the federalistic development can be expected
to appear in a situation characterized by continual strong
economic disturbances, accompanied by an ever increasing dis-
crepancy between public demand and public supply. In such a
crisis it must be feared that the loyalty of the voters to the
government will diminish, in the course of which the political
power, especially that of the Federal government, will be
jeopardized.21)The economic conflict potential becomes less
important and will be overshadowed by its repercussions in

the political sphere. The Federal authorities will ultimately

be forced to seek & solution to this conflict by planning

and programming interventions in the decisions of the subordinnte
levels in order to regain the loyalty of the voters (policy of
the strong man). In the long run this will lead to a continuous
reduction of the decision-making power of lower levels cumula-
ting perhaps in a situation where the communities remain formally
independent, in reality however are mere administrative organs

of the central government.

An alternative to this policy of increased centralization may
of course take the form of decentralized decision~-naking. This
possibility will ﬁe adopted especially when it becomes obvious
that centralization alone cannot solve the conflict between
stabilization and the provisjion of public goods. There is even
a danger that the entire political system might collapse for
this reason. A political solution might be sought in » decen-
tralized decision-making in order to achieve an absorption of
the conflict potential, thus stabilizing the whole system. This
strategy will appear more likely and more successful, the
greater the regional differences in demands for public goods and
services are. They can manifest themselves politically more

or less intensive, in the form of separatistic movements.



| VII.

Federalistic development in the Federal Republic of Germany

It would of course be interesting to examine our theses for
the various countries which are organized in a federalistic
manner. This applies in particular to the USA, Canada,
Switzerland and West Germanye. Unfortunately we were not vet
able to carry out this comprehensive study and must therefore
1imit ourselves toabrief consideration of these theses based
on the conditions in the Federal Republic of Germany. Our
intention is not so much a strict analysis, but rather an

illustrative presentation {(See the tables in the appendix).

Viewing the development of the Federal Republic of Germany
following the war, it becomes apparent that the period up
through the early sixties can be characterized as a phase

of fair weather federalism. A decreasing rate of unemployment,

moderate inflation and high rates of real growth prevented

any real stabilization problems from cropping up. Expanding
economic activity also provided the necessary financial means
for government activity on all levels, with a relatively
constant government share of the national product. Thus the
slight shift of direct expenditures from Federal to community
ievels was not connected with a worsened financial status of
the communities. Of particular interest is the fact that the
share of Federal and state grants for investment

expenditures of the communities did not show any rising
tendencies. The provision of public goods could so be financed
without difficulty at all levels, since the govermment received
the necessary funds out of the rising tax receipts from the

private sector.

But in the course of this stage of federalistic development
free of conflicts certain undesired effects were already
evolving. The lower levels made ever-increasing demands for
personnel and for capital goods in order to perform and
manage the functions delegated to them by Federal law. To

the extent that these rising demands could be met within
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the bounds of the financial equalization system, the first
signs of an expanding government administration and an in-

creasing loss of efficiency became apparent.

During the mid-sixties federalism in Germany would appear

to have entered the second developmental stage. This is
marked by increasing problems of economic stabilization.
Although full employment was maintained, the declining

growth rates along with an increasing rate of inflation,
which more and more came to dominate the political discussion,
set us new standards for economic policy. Simultaneously a
deterioration of the finances of the community level took
place, compensation of which was sought by increasing local
debt as well as Federal and state grants. The rise in the

share of state and local expenditures as mcasured by direct

outlays indicates that the provision of public goods still

had priority over stabilization policy.

The recession of 1966/67 marked a temporary end to this un-
solved conflict between the aims of the Federal government |
and those of the state and local units. The goal of economic
stability has since attained major importance, and as a result
of this development there emerged a demand for a stronger
commitment of state and local authorities to the economic
policy of the Federal government. Efforts in that direction
have concentrated on increased co-operation, as practiced

by the financial planning and economic advisory boards, or

as expressed in the constitutionally ankered joint provision
of certain public goods and services (Gemeinschaftsaufgaben).
The so-called debt ceiling of the "Stabilitdtsgesetz'"(Law to
Promote Stability and Growth of the Economy) was intended to
present an additional instrument of control for the volume of

local expenditures in line with stabilization goals. Thus the

2
development towards a co-operative federalism was initiated.z“)

Despite these measures it was not possible to achieve the
desired harmony between economic stability and provision of
public goods and services. The federalistic development in

West Germany would thus appear to be on the verge of entering



the tird stage at the present. Stagflation, along with growing
demands for public goods which are socio-politically motivated,

and an increasing shortage of financial funds, especially on

. the community level, aptly characterize the conditions in the

mid-seventies.

The political necessity to solve these conflicts has already
led to measures which place limits on an autonomous decision-
making of the state and local authorities. The formula reads:
centralize the decision-making powers, decentralize the

23)

performance of government functions. This is achieved

first of all with fhe help of various superior Federal and
state plans and programs which severely limit the margin of
independent planning at the local level. In addition, the
current outlays of the communities (and states) have been

so strongly affected by rising prices and the legislative
assignment of government functions that their expenditures
for investment are dwindling steadily. They must be financed
almost entirely through Federal and state grants and by means

of increasing local debt.

This of course opens additional possibilities for the Federal
government to increase its degree of influence. The efforts
of the communities, which try to prevent the loss of their
decision-making power, can do little to change matters. Thus
measures are being considered at present in the Federal
Republic of Germany, more intensively than ever, (a) to
rationalize local activities, and (b) to remove completely
certain tasks from the government sector and transfer them
to the market sector.zh) Of primary interest is the

wide range of public utilities. If it is not possible in the
near future to stabilize the national economy in Germany,
the centralization tendencies which are already noticeable

can be expected to gxpand further.
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Table 3

Annual percent change

" Percent price [ Unemploy-

Year of GNP based increase from ment

on current on constant | PTEVious year rates

prices 1962 prices (cogsumer
prices)

1950 22,3 10,4 2,0 7,2
1952 14,2 8,9 2,1 6,1
1953 7,8 8,2 1,8. 5,5
1954 7,4 6,8 0,2 5,2
1955 14,4 9,0 1,6 3,9
1956 10,5 9,4 2,5 3,1
©1957 9,0 8a9 2,0 2,7
1958 7,2 8,1 2,2 2,7
1959 8,8 8,4 1,0 1,9
1960 11,7 9,0 1,4 1,0
1961 10,0 5,4 2,3 0,7
1962 8,3 4,0 3,0 0,6
1963 6,6 3,4 3,0 0,7
1964 9,6 6,7 2,3 0,56
1965 9,4 5,6 3,4 0,5
1966 6,6 2,9 3,5 0,6
1967 1,0 0,2 1,4 1,7
1968 9,0 743 1,3 1,2
1969 12,1 8,2 2,0 0,7
1970 13,3 5,8 3,2 0,6
1971 11,1 3,0 5,1 0,7
1972 9,5 3,4 5,3 0,9
1973 11,2 5,1 6,8 1,0
1974 7,2 0,4 7.0 2,6
1975 b,k -3,4 6,0 b,7
Source: Statistisches Jahrbuch fiir die Bundesrepublik Deutsch-

land, various years
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