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Intergovernmental Fiscal Relations
by ROY BAHL and LARRY SCHROEDER

The subject of intergovernmental fiscal relations includes a widerange of considerations: grants and subsidies to local governments;tax sharing among central, provincial, and local governments; approvalof tax structure changes and borrowing; monitoring and approving ofbudgets; and appointment and supervision of local fiscal officers. Inthis chapter the first two are considered with the focus on the threegrant (allotment) programs used in the' Philippines-the BIR Allot­ment, the Specific Tax Allotment and the National Tax Allotment­and on the role of the barangay unit in local government finances. Ineach case we ask the same questions: Is the grant program structuredso as to encourage the mobilization of additional resources at theloca l government level? Is it equitable? Does it provide an adequate flow �f revenues to local governments? And does it stimulate capitalspending? 
At the co I · t· 

nc USion of this chapter we provide an overall evalua 10no
A
f

l 
thc �ant system, using the traditional c riteria of public finance.temative Poss·b·1· . . . 1 1 Ities for restructuring the system and therr im-pacts, are discussed in Chapter 7. 

' 

THE BIR ALLOTMENT

The BIR Allotm 1970s, with the m 
ent system was changed substantially during t�eJanuary 1981 

ost recent alteration brought about by PD 1741 m• · After a brief · 1 
t1on of the en review of this history we turn to an eva ua-ects of the BIR Allotment on local

,
government budgets.
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Before PD 155 (March 3, 1973), 17 percent of national internal 
revenue collections was distributed to local governments. The basis 
for the distribution was BIR collections in the preceding year, where 
13 percent was allocated to provinces and cities and 4 percent to 
municipalities. These total amounts were then distributed, 70 percent 
according to population and 30 percent according to land area. In 
addition, local governments received an amount equivalent to about 
6 percent of the preceding year's national internal revenue tax collec­
tions in the fonn of local shares from the withholding tax and from 
"excess" income tax collections.1 This allocation method created an
incentive for improved tax collection but biased the distribution of 
central assistance toward a small number of relatively wealthy prov­
inces. This bias and the desire to make the grant system more equi­
table prompted refonn. 

A new system was introduced with PD 144. Its major features 
were: 

1. 20 percent of national internal revenue taxes (not assigned to
special funds and accounts) should be transferred to local govern­
ments, with the computation based on BIR collections during the 
third year prior to the current fiscal year. 

2. The allocation would be divided among local government levels:
30 percent to provinces 
45 percent to municipalities 
25 percent to cities 

3. These funds would be shared according to a weighted three-
factor fonnula: 2

70 percent according to population 
20 percent according to land area 
10 percent according to equal shares 

It was also specified that 

4. For FY 1974-76, the annual allotment for any local govern­
ment would not increase by more than 15 percent nor decrease by 
more than 50 percent of the locality's FY 1971 allotment. 

This last feature, then, linked FY 1974-76 allotments to the old 
system.3 

Two additional features were included in PD 144. First, economic 
development expenditures received greater emphasis in that 

I 
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5. 20 percent of a jurisdiction's allotment was to be earmarked
for developmental projects approved by the Ministry of Local Gov­
ernment and Community Development (MLGCD). 

Second, the role of the barangay was emphasized in that 

6. Each barangay was to receive l O percent of property taxes col­
lected within the barangay and, in addition, each jurisdiction was to 
contribute up to P500 to each barangay within its boundaries. The 
provincial treasurer was named custodian of these funds with expend­
itures requiring MLGCD approval. 

The BIR Allotment was amended one year later (September 21, 
1974) by PD 559, which specified barangays as cerrecipients of the 
Allotment. Through FY 1976, barangays were to receive P56 million 
that previously had been earmarked for division among provinces, 
municipalities, and cities. After FY 1976, the split among local gov­
ernments was to be 25 percent to provinces, 40 percent to municipal­
ities, 25 percent to cities, and IO percent to barangays. 

PD 559 specified that the amount set aside for barangays should 
be distributed in the form of community development project grants 
with the distribution administered by the president. Thus, there was 
an alteration in the BIR grant system away from general grants to­
ward project grants. 

The BIR Allotment system was changed again in PD 937 (May 27, 
1976). This amendment was made, at least in part, to address the 

grant distribution during the six-month transition from a July I­
June 30 fiscal year to a January I-December 31 fiscal year, effective 
January 1, 1977. In addition, PD 937 specified that in FY 1977 a
"hold-harmless" provision (no decreases in the annual allotment) re­
placed the SO percent maximum decrease in annual allotments, while
allotment increases were restricted to 25 percent of the FY 1976 
amount. 

PD 144 was further altered by PD 1231 (November 4 ,  1977), 
which specifies that allocations for fiscal years 1978 through 1980 
would be equal to those determined for 1977 (under PD 937). This 
temporary measure may be the most important change in the grant
system since the enactment of PD 144. In effect, it has held constant
the �es� level of the grant to be distributed and brought on a drastic
decline m the real distribution. By 1980, only about one-third of the

actual grant entitlement was being distributed. 
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In January 1981, PD 1741 was en a c ted, prov id ing for a grant of 
additional aid to local governments whos e incom e declined in 1980 
due to low crop prices and providing for an all

o
wa nce of year-to-year 

increases in allotments beyond the 25 percen t c
e

iling fo r certain local 
governments. The second of these provis

i
o

ns is esp ecially important 
in terms of its effect on the distribu t

io n  of the allotment. The PD 

provides that for thir d-, fourth-, fifth-, a
n

d s ix t h-class local govern­

ments, increases of more than 25 percen
t may b e made subject t

o 

adequate justification as recommended
by the Ministry of Local 

Gove rnment and Community De velop ment a n d s ubject to the availa ­

bil ity of funds. The PD also no t es tha t if thes e  
conditions are met,

the allotment may be increased by up to 30 perc ent (third- cla
s

s local 
governments), 3 5 percent (fourth -cl a ss lo ca l gov e rnments ), 40 pe r­

cent (fifth-class local government) or 45 perc en t (sixth- cla ss local 
government). While such additional aid ma y 

be justified on eq uity 
grounds, it does not provide incentives for incre asin g tax effor t, a s 

governments experiencing revenue de c lin es ar e mor e likel
y 

t
o 

be 
awarded addition al  grants t ha n thos e ma king gr ea ter efforts to mai

n
-

tain revenue flows. 
The objectives of the BIR Allotmen

t , as e n
unc ia ted in preside

n
-

tial decrees 144 and 559 are to cr eate a more 
e

q
uitable di stributio n 

of allotments to stimulate economic developmen t e xp enditures. 311d
to stimulate the further mobilizat ion of lo ca l re sou r ces . Additionally.

there was much concern at the central gov
ern me nt lev el_ ahout

whether local governm ents were accountable for 
their expend1ture of

allotment funds. At the local governm e n t lev el, the con�c
rn wa� 0: 1� ;

the certainty of how much al lotment would be r eceived anl 
. . . t t ·

n
co m

e growt 1 an 
elasticit y  of a llotme n t revenues w 1th re

spec 
O 1 

inflation. 

Equalization bnpacts . uit · objccti, c?
Does the BIR Allotment system accomp�i sh a � e�n ;0\\ one d e· 

The answer in the P h ilippine case de �ends ' t xar ; a and p opula
ti on 

fines equity. The distribut ion acco rdmg t� a n ::ds 
but will be in­

is an attempt to tak e account 0� e x pend •�� e ; the 
mor e po pu

lou 

come equalizing only in the unlik� l � ca��
t
in: the c ei ling o n lo 'C f  

areas are poorer. The recent provision

fl t the obj ective of incrc 

class municipalities (see above) ma Y re ec . ·
p

a1i
·t i

·e 
if lower cl 

r munic1 · 
ing the flow of resourc es to poor e  
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TABLE 4.1 
Sim

pl
e Correlations Between Per Capita Allotments and Selected Indepen den t Va ria bles, for Se lected Cities and Munici paliti es, 1977 

BJR Allotment Special Tax Allot
men

t 

Independent Variab
le Citiesa Municipalitiesb Citiesa M

un
i

c
i

pa
liti

e s
b 

Per capit a personal incom
e -0.0

7 0.0
9 

-0.33
6 

-0.13
8 

Per capita assessed valu
e 0.14 0.2

7 0.03
8 -0. 10

0 
Per capita General Fund ex

pen dit u
res 0.10 0.52 -0

.
107 -0.191

Per ca pita General and Infr
a

st

ru c
t

ure Fund ex penditure
s 

- 0.015 -0. 142 
Population siz

e 
-

0.0
2 

-0.3
4 -0.383 -0.26

3 
(Number of observations

) (
4

0

) (96) 
(

4
1
) (9 6) 

Correlation required for significa
n

c
e 

At . 05 leve
l .3 .20 .31 .20 At . JO level .25 .16 .25 

.16 --
- -a In cl u des the cities lis ted in A pp

endix A, less 
two for which data regar

ding t he B IR A ll ot me nt we r e  de eme d  t
o 

be in e rror. 
blncludes the munic ipa liti

e
s i

n 
Al ba

y, Bulacan, ll
o

ilo, and S
orsogon. Source: Computed by auth

ors. 
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municipalities tend to have lower incomes. The correlations presented 
in Chapter I, however, suggest that this is not the case. 

One might turn to the evidence on the actual distribution of the 
BIR Allotment to understand the equity impact of the system. Work­
ing with 1977 cross-sectional data for a sample of 96 municipalities 
in 4 provinces (Albay, Sorsogon, lloilo, and Bulacan) and 40 chartered 
cities throughout the country, we estimated the simple correlation 
between the per capita allotment received and per capita personal 
income, per capita assessed value, per capita expenditures, and popu­
lation size. Statistically significant relationships would indicate that, 
de facto, allotments were distributed with biases in favor of or 
against these variables. 

The results for chartered cities show no significant relationship 
with any of the variables, that is, none can explain the variation from 
a high per capita allotment of P36.24 in Bais to a low of P4.94 in 
Baguio (Table 4.l ). The absence of a relationship with population is 
not surprising. Since 70 percent of the city share is distributed on a 
population basis, the per capita distribution of the allotment should 
be neutral with respect to population size. But to find no relation­
ship with any of these criteria is a surprise. Either grants to cities-
25 percent of the total BIR Allotment-are systematically related to 
some other variables not included here, or they are distributed in a 
random manner. 

The 40 percent distributed to municipalities shows a more con­
sistent pattern. Significantly greater amounts of per capita allotment
were distributed to municipalities that had greater fiscal capacities 
(�s measured by per capita assessed value) and to those that made
higher per capita expenditures. Jurisdictions with smaller populations
received significantly larger amounts. With respect to municipalities,
then, the resulting per capita distribution of allotment does not re­
flect the intent of the population-land area-equal share formula.
. From this evidence on cities and municipalities in the four prov­
tnces ,  three conclusions can be drawn about the equity of the distri­
?ution of allotments: 4 (l ) the distribution does not appear to equal­
I�e, indeed, it may even be counterequalizing; (2) the actual distribu­
tion is influenced as much by factors such as mandatory ceilings and
maximum increases as it is by formula provisions; and (3) the distri­
bution pattern and equalizing effects differ between cities and
municipalities, which implies that the allotment system is not a sys­
tem at all, but a combination of grant programs.
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LOCAL GOVERNME NT FINANCE IN T HE T HI RD 
W

ORL D  

F iscal Stimulation

To what extent is the BIR Allotment program s tim
u

lative of local
government fiscal activities ? Does it induce lo c al go v

ernments to
spend and tax more than the y would hav e otherwis e, or is it s u

bstitu­
ti ve in the sense of allowing local gov e

rn
m en ts to tax less than theyotherwis e woul d have ? Econom ic theory suggests the latter. A lump­

sum gran t with no matching r equirem ent or m
aint

enanc e of effo rt
clause provides no inducement for the local gove rnm

e nt to increase
spending beyond the amoun t o f th e gran t. Ordinarily one would expect a pes o of allotment t o be divide d be twe e n  inc rea s e

d ex p end i­

ture s, t ax relie f, and increased cas h balan ce s. 
The BIR Allotmen t, howeve r, may tum out to be less substitutive

than suspected. There is a la rg e  backlo g of un m et 
pub

li c serv:i c enee�s 
that virtually guarantees that any inc

r
e

ase d amount of re venue avail· 
able to the local government will fin d its way into the l ocal budge

t. This situation reflect s a combinatio n o f a high in co me ela stici ty ofdemand for local public goods and the fac t 
that o nce a governme nt 

receives grant money, it i s more likel y to 
spend t

h
e mon ey 

th
an re­

turn it in tax relie f, the so-called "flypape r  effect. " 5
Two questions must be consider e d: the impac

t of 
th

e BI R Allo t ·
ment on Genera l Fund expenditures and the impa ct 

of the BIR Allot · 
ment on total economic development expen ditur es , whi

c
h may ta

k
e

place in either the General Fund or the Infras truc
t ure Fund. Measure­

ment of these impacts is com plicate d and requ
ir

es simu
l
t an eous co

�
­

sideration of the BIR and Specific Tax Allo tm en t. Th
e 

di
a gra m m 

FIGURE 4.1 Model of Ex penditure De te rmina tion

r--- - - - --, s:;::::7 G e ne

ra
l F

und 
------� 

Expenditures 

Inf
r a st ructur e  Fu n

d E xpenditures 

E xogenou s 
Variables 

Specific Tax 
Allotment 

Exogenous Variables 
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Figure 4.1 is a simplificatio n of this complex i
ty. The BI

R Allotment

is paid t o the Gener
al Fund and the Spe cific Tax Al

l
otm ent to the 

Infrastructure Fund, but transfe rs from the Gene ral to the Infr
a
­

stru
c

ture Fund over and above the mandatory proport
i

on o
f 

General 

Fund income· may oc cur. One might sup pose that 
the se 

transfe rs  

would be greater (and therefore Genera l Fund expe nd
it

ure
s 

lower

and the BIR Allot men t  mu
c h l es s  stimula t

iv e) 
i

f 
t

h
e 

S
p e

cifi c Tax 

All o tment w ere l e ss.

Expend iture D et erminants M o del

As described in Chapter I, the fiscal struc ture o
f 

loca
l gov

e

rn­

ments in the Philippines includes both the Gene ral 
F

un
d (G F) and

Infras
t
ructure Fund (IF). The BIR flows to the 

fo rm
e r  

and th e 

Specific Tax Allotment (ST A) flows to the latter. The r e is a
statu­

tory minimum 
t

ransfer of monies from the GF to the I

F

, bu
t 

juris ­

dictions may opt to transfer greater amounts. Fu r the rmor
e
, it is 

possible for a jurisdiction to transf er funds in the op p osite d
irecti

o
n 

OF to GF). Traditional expen diture determinants appr oa c
h

e s, 
th

e r
e­

fore, which consider GF and IF expenditures ind epen dently, would 

be inaccurate. The model 
d e

v
elop e

d h e re r ec o
gn

iz

es 
tha t ac tiv ity 

in

the two funds is interpendent. . 

We anticipate that a higher level of Infr astruc ture Fu
n
d spendin g

per capita, IF P, will be associated with a h
igh er lev e l of Ge ��r al Fu nd 

spending per capita, GFP-that is, oGF p/oIFp > 0. w_e a�t
t
c ipa

t
e th

a
t 

the BIR Allotment and the Specific Tax A llotment will dir
e

ctl
y aff

ect 

spending in the General and Infrastructure fu nds, re spe ctiv
ely. There 

are also indirect grant impacts. For examp_le, th e provis
i

on fo
r int e r­

fund transfers makes it likely that an increase in Sp e cific Tax � llo t­

ment will indirectly gen e r
ate an incr

ease 
in Gen

er
al Fund sp ending-

that is, oGF /oST A> O.

T o mode l th is pr o ce ss, w e d e fin e 

(4.1)

(4
.2)G F  p = /(A V  p, NA

g
p, IF P , l3I RP

) 

I
FP = /(POP, U

, GFP,

S
T�)

h 
·t Gener a

l fund 
w ere the endogenous variables are Gfp-pe r cap

t 
a . . 

F d e xp
e

n
ditures,

expenditures and IF -per capita Infrastru cture un 

, P 1 f pr o p e rty p e r 

and predetermined variabl
e

s are AV -assessed va ue O 

. 
P ·t . u-p e r ce nt o

cap ita, N Agp-N onagri
cultu r

a
l i

n c om
e p e r 

c
a
pt a

, 
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population living in urban areas, POP-total population, BIR
P
-BIR 

Allotment per capita, and STAP-Specific Tax Allotment percapita.6 
This specif ication reflects the assumption that spending is jointly 

determined by demand and fiscal capacity variables, and, as such, the 
model cannot be interpreted as being built on either a demand­
oriented or revenue-determined basis. 

As noted above, we hypothesize 

aGFP/aIFP > O

This implies that the exogenous demand and capacity variables will
not fully explain spending in a particular fund and that there are
positive cross effects. 

We further expect, given the form of the BIR Allotment formula,
that 

aGF/aBIR,i.�l

In other words, we hypothesize that the grant system does not stirnu·
late local tax effort. The impact of the Specific Tax Allotment may
be a different matter, as capital grants may carry some built-in fea­
tures that stimulate local spending. These are covered below. . G. f t10ns-iven the interdependent nature of the GF and IFp 

unc 
h. h P · ultane-w ic we specify for estimation purposes to be linear-a sun . 

ous e u t· · . · Id consistentq a ion estimation technique is necessary to yie 
est' t t e least una es of the parameters. We have employed a two-s ag 
squares estimation technique to derive the estimates discussed beloWd

In eStimating the impact of the allotment system on General an 
lnfraStructure fund spending the direct impact of the BIR on Gen�eral �und spending and its 'indirect effect on Infrastructure Fun 
spendmg have been recognized The first t • · riable on 
11 

·s age estimates regress each endogenous va 
a
follpredetennined variables, so that GF and IFP are generated as

ows: p 

-

GFP ===al + b1 BIRP + b2STA + b
3
X. p 

(4.3)

IF == + P a2 c1BIRp+c2STA + c3X (4.4)
- p 

where X is the mat . . d above);
a1 , b b nx of predetermined variables (spec1fie 

d i, 2, a2, c and . db an C3 are vectors of t' 
C2 are estunated coefficients; an � 1 to es unated coefficients. (This notation is used sunp y 
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facilitate the discussion here, as we are concerned primarily with the 
effects of BIR

P 
and STA

P 
on GF

P 
and IFP.) 

The second-stage estimates will be 

c'?!
p 

= a3 + d l AV p + d
2
NAg

p 
+ d3IF p + d

4
BIR

P 
(4.5) 

I'?f
p 

= a4 + e1POP + e2U + e
3

GR
P 

+ e4STA
P 

(4.6) 

where IFP and GF
P 

are generated from the first-stage equations (4.3) 
and (4.4), and all coefficients are estimates. 

Substitution of the first-stage results into the second-stage equa­
tions and partial differentiation yield 

aGFP/3BIRP = d
4 

+ d
3
c

1 

aGF pl3STA
P 

= d
3
c

2 

aIFpi3BIRP = e3b
1 

3IF pl3ST A,i = e4 + e
3
b

2 

(4.7) 

(4.8) 

(4.9) 

(4.10) 

The estimation of these partial derivatives gives the answer to the
grant impact issue. 
. The second major question to be addressed with this model is the 
impact of the grant system on total economic development spending. 
A complication arises because economic development spending may 
appear in either the General Fund or the Infrastructure Fund. Whereas 
� I_nfrastructure Fund spending is development oriented, only a
p rtion of the General Fund can be so considered. To capture these 

effects, we have specified an expenditure submode! that essentially
�reats General Fund development spending as residual in nature. That
IS, general government spending has a large "fixed" component that
:ust be un�erta�en regardless of the spending capacity of loca� go�-
rnments. Likewise, the bulk of public welfare and safety spendmg is

mandated-in this case linked to revenues. 
To capture these f�atures we define total local economic develop­

�ent spending as the sum of IF plus the residual of total GF p from
. expected" general governmenland public welfare and safety spend ­
ing. The expected levels of general government and public saf�ty
expenditures are determined by predicted GF

p 
and other soc10-

econom· h . . . . . . th t uld influence com-ic c aractenshcs of the Junsd1ction a co 
munity h · f ti· c 01ces about spending for these unc ons. 
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More fonn alJ y, we d
efi ne

DE = (G'p - E*) + 1}
p p p p ( 4.11 )

with 

E* = G G * + PS
W

*
p p p ( 4.12 )  

where 

D E

P 
-econ

om ic dev elopment expenditures per capita - exp ecte d General 
F
und, n ondeve1opm ent expend ituresper capita 

E* 
p 

GI
\ 

- the pre dic te d 

value of GF 
P from Equation ( 4.5)IF'P 

- the pr edicte d 
value o f IFP 

fro m  equation (4.6) G
G

P -expect ed gen e ra l 
govern men t  expenditures per capitaPS W 

p - expec ted public sa fe

ty 

an
d 

wel
f
are exp

end
itures 

p
er c a

p
ita 

To estimate G GP an d Psw ; we s pec ii
fy 

GG P == /(PO P , 1/Gff

) 
= 

a
5 

+ 

g1P O P

+ 

g2 1/GF' 
PSWp* == .18GF' + PSW* *

p p with 

PSW
P * == f(U' POP

)

so 

(4.1 3) 

(4.1 4) 

(4.1 5) 

(4.16) The GG* equ atio (4 13) · that th P n · includes population under the assumption
ere are 

c
ert · 

expanded ab
ove am_, general government functions that must be ex pands c 

t
he threshold level" as t he number of residents

, i or ex a m
p

le the b . we aJso exp ec
t th ' num er of clerks in service agencies. Yetspending Wl'll b at as total spending expands, general government ec ome a small Penditures (due t .

1 fi er Proportion of total General Fund ex-ically for the ma:d 1 t d �� d nature). Equation (4.14) provides specif-a e 
Percent c

ontri bution to th
e 

INP wherea s 
'
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(4.15) suggests that these contributions will be supplemented in 
response to urbanization and population differences across juris­
dictions. 7 

Evaluation of the grant system effect on economic development 
spending requires an estimation of aDEp/aBIRP and aDEp/aSTAp­
Because the DEP definitional equation ( 4.11) irrwlicitly ��eludes 
both the estimated total expenditure functions (GF'

P 
and If'P) and 

the expenditure composition functions (GG; and PSW;), evaluation 
of these partials requires inclusion of the entire model. When fully 
specified, equation (4.11) can be expressed as 

DEP ={a3 + d1AVP + d
2
NAg

p 
+ d

3 
[a2 + c3BIRP + c2STA

P 

+ c3X] + d4BIRP} - { a
5 

+ g1 POP + g2/[a3 + d 1 AV p

+ d
2NAg

p 
+ d

3
(a

2 
+ c1BIRP + c

2
STA

P 
+ c3X)

+ d
4 BIR

p
] }-{.18[a3 + d

1
AV

P 
+ d2

NAg
p 

(4.17) 

+ d
3

(a2 + c1BIRP + c2STA
P 

+ c
p

X) + d4BIRP]

+ a6 + h I U + h2POP } + { a4 + el POP + e
2 U

+ e
3

[a
1 

+ b1BIRP + b
2

STA
P 

+ b
3
X] + e4STA}

When this foreboding expression is differentiated with respect to BIRP 
and ST A

P
, we obtain 

(4.18) 

and 

(4.19) 

where 
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V = [a3 + d1AV p + d
2

NAg
p 

+ d3(a2 + c1BIRP

+ c2STAP + c3X) + d4BIRP] (4.20) 

Thus, again, the overall estimated impact of the grant system depends 
on a combination of parameters but, given the imposed nonlinearity 
in the GG; equation (4.13), is expected to depend also on the level 
of the BIR Allotment. 

Statistical Results 

Ideally this model should be applied to all local governments in 
the Philippines or at least to a random, nationwide sample. Data, 
however, are not available for such an analysis, but we will test for 
the stimulative effects of the BIR Allotment using our four-province 
sample of 96 municipalities. 

The regression results presented in Table 4. 2 confinn the hypoth­
esis that per capita General Fund expenditures are higher where per 
capita Infrastructure Fund expenditures are higher, even when in­
come level, population size, and other factors are taken into account. 
This finding leads us to expect that the cross effects of grants (for 
example, the indirect impact of the Specific Tax Allotment on Gen­
eral Fund spending) are important. As expected, per capita General 
Fund expenditures are higher where per capita nonagricultural in· 
come and per capita assessed valuation are higher. 

The evidence makes it difficult to argue that there is a stimulative 
impact of the BIR Allotment. Our estimation of equation (4.7) does 
show that a Pl higher BIR Allotment is associated with a Pl .33 higher 
level of General Fund expenditures (Table 4.3), but the level of sta· 
tistical significance is low.8 From equation (4.7), we derived 

aGF/aBIR = ae'F/aBIR + (ae'F;aiF) · caiF/aBIR) (4.7') 

hence 

aGF /a BIR= 1.33 = 0. 72 + (2.69)(0.23) (4.7") 

Neither of �he estimated coefficients that directly involve BIR (0.72and O 23) 1s ho · ·f· P · , wever, s1gm 1cantly different from zero. In light of
these results we are he ·t t t , s1 an o conclude that the expenditure impact of the BIR Allotm t · · ·fi en 1s s1gm 1cantly greater than zero. Such a con·
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clusion suggests a neutral or a substitutive effect. That is, local gov­
ernments may have either substituted the allotment for what would 

have been higher taxes or they accumulated it in larger cash balances. 
The indirect impact of the BIR Allotment on infrastructure 

expenditures is negligible (Table 4.3), meaning that larger BIR grants 

do not free substantially more resources to be transferred to the 

Infrastructure Fund expenditures. Again, however, the levels of 
significance are quite low. 

The development expenditure submode! gives similar results, 

providing no evidence of a stimulative impact of BIR Allotments on 
capital expenditures. The results of the structural equations are sen­

sible and similar to those hypothesized. General government spending 
has a threshold level and thereafter declines as a percent of total 

General Fund spending. Public safety and welfare expenditures are 
quite constant at 18 percent of General Fund expenditures (reve­

nues). A Pl higher BIR Allotment tends to be associated with a 

P0.98 higher level of economic development expenditures (Table 4.3) 

but, as above, the level of significance is too low in the structural 
equations to provide confidence in this result. 

In sum, no strong evidence exists that the BIR Allotment stimu­

lates capital spending, which raises interesting questions about gov­

ernment policy. If there is one clear objective of central government 

intergovernmental policy, it is to induce local governments to spend 
more for economic development purposes and less for consumption 
of goods and services. One approach to achieving this objective has 
been to require that 20 percent of the BIR A1lotment be allocated
to development projects. This policy, however, does not ensure that
development expenditures will be increased by 20 percent of the 
allotment, over and above what would have been spent in the ab­
sence of the allotment. The evidence, furthermore, shows no such
increase. 

The problems with our results may be related partially to the 
sample, which is limited to four provinces, and as always, with the

quality of the data used. Broader coverage would reduce the domi­
nance of a "province effect" and would allow for more variability in 
the dependent and explanatory factors. In addition, the specification 
of the equations could have improved if more data had been avail­
able. Estimation of this model on a nationwide basis should be a 
high research priority for the future. 

Levels of significance aside, the results implied by column I of 
Table 4.3 provide an indication of the capabilities of the model. A
Pl higher level of BIR Allotment per capita would result in a Pl .33



TABLE 4.2 

Regression Results for Mo<lel of Stimulative Impacts of BIR and Specific Tax Al lotment Grant System 

First Stagea Second Stageb 

-

-

Independent Variables
� 

GFp IFp GFp IFp GG*C p PSW**d 

Intercept 4.44 .86 -3.65 -.11 14.38 2.20 
(1.18) ( .41) {1.14) {.07) {13.46) {3.68) 

BIRp 1.40 .23 .72 

(3.74) (1.11) {1.05) 

STAp -3.97 .87 1.60 
{1.76) ( .70) {1.38) 

AVP 6.31 1.18 2.84 

(7.45) (2.52) (1.70) 

NAgp 4.64 .52 8.53 

(1.47) ( .29) (2.11) 



u 16.61 3.73 .60 2.05 

(4.64) (1.88) ( .32) (I .41) 

pope -.069 -.032 -.020 -.031 -.049 

(1.56) {1.32) ( .96) (1.41) (2.72) 

IFµ 2.69 
(2.30) 

GFp .177 
(3.93) 

1/GFp -80.78
(6.08)

-

R
2 69 .20 .49f .23f .32 .08 -

F 33.16 3.76 21.55 6.74 22.24 3.89 

Note: Entries in parentheses are absolute values oft-statistics. 
aEquations (4.3) and (4.4). 
bEquations (4.5) and (4.6).
CEquation ( 4.13). 
dEquation (4.16). 
epopulation in thousands.
f R2 statistics are unreliable in the second stage of 2SLS.
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TABLE
4.3 

BIR and Specific Ta x A
ll

otment Impac
ts o

n 
Loca l Governme n

t Exp en
ditures 

Per Capita 
Expendit ure Category 

General Fun d  

Infrastructure Fund

Development expenditures 

(in 
p esos) 

Expen
di

ture Re sponse to a PI Higher Amount of
P
e
r Capita BIR
Allotm ent

1.33
(4.7)*
0.25 
(4.9) 0.98 ( 4

.18)

Per Capita Specific 
Tax Allotment 

2.34 
(4.8)0.90 
(4.10 )  
2.18 (4.l 9)

*Numbers in parenthese s  r ef er to equ ation num ber i n  te xt. 

highe r leve l of General Fund expen
d itures per capita and a P0.2 5  highe r lev el of infrastructure spen

din g. Of this net impact of Pl .58,
P0. 98 i s highe r economi c dev elo pmen

t 
spending (P0.73 in the Gen· 

eral Fund
), and P0.60 is highe r general gove rnment and public safety expenditure. Of the P0.60 in nondevelopment spendi

n
g, an average of P0. 24 i s automatically siphone

d off by virtue of the 18 percent I NP requiremen
t. 

There is cl
e arl y muc

h 

to b
e 

l
earned from furthe r

development of this mode
l. 

Accountabilit
y 

Related to the grant 
imp

ac
t iss

u
e is the question of accountability. 

Lump-sum g rants are criticized 
on gro

u
n

d

s that local governments may spend the money in a ny w ay they see fit and with any level o
f efficienc y • The problem of ac coun tabilit

y is an old one, and a conse­quence o
f separating the plea sure of expe n

d
iture benefits from the pain of taxation: If a 

g
o v

ern
m

ent must tax its citizens to pay fo
r services, it will be more solicito

u
s in how 

i
t 

spends the money. H�w can local governme
n

ts 
be ma de more accountable? First, if matchmg local funds are r e q uired , 

as in a part
i

al cost reimbursement grant system, local governm e
n

ts mu st "pa
y
" t

o re ceive th e  gra nt and 
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thus become accountable to their own citizens with respect to how 
the grant monies are spent. To institute such a system in the Philip­
pines would call for a complete overhauling of the existing general­
purpose grant system. A second approach, more applicable in the 
case of a general-purpose grant such as the BIR Allotment, is to build 
in a "maintenance of effort" factor. At present there is nothlng ex­
plicit in the allocation formula that rewards a higher tax effort. In 
actual fact, however, the per capita BIR Allotment is positively corre­
lated with the level of tax effort,9 that is, the simple correlation 
for 83 municipalities in Albay, Bulacan, and lloilo is 0.33, suggesting 
that larger BIR Allotments do flow to jurisdictions making greater 
efforts. 10 Yet, if the index were to be built directly into the formula, 

one would anticipate an even stronger relation. 
To get some idea of how such a system might work and what its 

impact would be, consider the following experiment. Assume the 
formula for distributing the BIR Allotment is changed to 50 percent 
by p opulation, 20 percent by land area, and 30 percent for tax 
effort." For our sample, the distribution under the hypothetical 
formula including tax effort would create substantial gains for 
municipalities with higher tax efforts. 

The differential effect of the inclusion of the tax effort factor
may be studied more systematically with a straightforward regression 
analysis. The current system allocates 90 percent of BIR Allotments 
according to population (POP) and land area (A). That is

BIR = /(POP, A) (4.21)

To explain the variation across municipalities, we may estimate

BIR= a
0 

+ a1POP + a2A
(4.22) 

Now, the BIR Allotment per capita, BIR
p

, can be inferred from

(4.22) as 

BIR
P = a

0
/POP + a1 + a2(A/POP)

So we estimate

BIR
P = b

o 
+ b1Pop-l 

+ b2(POP/A)-1

bo = a1 = i}BIR/aPOP, a constant

(4.23) 

(4.24) 
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b1 = ao = POP2 (oBIR/oPOP) 

b
2 

= a
2 

= oBIR/o(A/POP) 

To equation (4.24), we add tax effort, £1 , and estimate 

BIRP =co+ c1 (POPr1 + c2(POP/ A)- l + c3E (4.25) 

When the BIR Allotment per capita under the current schem� is
regressed on the inverse of population (and the inverse of populatwn
density-that is, equation (4.24)-we obtain 

BIRP = 5.1 + 32459.6(POP)-1 - 52.2(POP/ A)-l (4-26) 
(3.58) (0.74) 

R 2 
= .144 F = 6.70 Ct-statistics in parentheses) 

The low explanatory power of this seemingly definitional relation·
ship suggests that either certain ad hoc adjustments to the fonnula
are used to allocate the allotment across municipalities or, more
likely, the 1977 allotments were based upon population data from
1970 rather than from 1975 as are being used here. 

When the tax effort variable (E) is added to explain actual 19?7
allocations of the per capita allotments, we obtain 

BIRP = 4.4 + 32891.3(POPrl -49.5(POP/ A)-l + 1.13£(4.2?)
(3.87) (.75) (3.45) 

R 2 
= .26 F = 9.05 

The explanatory power of the equation is somewhat increased and 
the tax effort variable shown to be positive and significant at less 
than the 0.01 level. This finding suggests that even without the spe· 
cific inclusion of tax effort in the allocation f�rmula, the 1977 allot· 
ment distribution system did favor areas that were making greater 
tax effort. 

Wh_en the alternative scheme suggested here is used, the analogous
regression results are 
Bffip = l .02 + 44354.0(POP)-l + 307.6(POP/ A)-1 + 3.84£ (4.28)(14.31) (12.78) (32.07) 

R 2 
= .95 F = 534.9 
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Given that the same population, area, and effort data are used for 
determining the hypothetical allocation of Bn'{

P 
and for estimating 

equation (4.28), it is not surprising that the levels of significance of 
the explanatory variables are so high. A more interesting result is that 
after accounting for the other variables in the distribution formula, a 
I percent greater tax effort is associated with a P3.84 greater per 

capita BIR Allotment, or a differential of P2. 71 compared to the 

current system. 
Such an inducement would be quite substantial; P2. 71 is equiva­

lent to 43 percent of the average amount received under the present 
system. For a municipality such as Pavia in Iloilo, tax effort is 1.36 
percent, more than twice the average (0.64) of the 83 municipalities 
studied here. A changeover from the present system to the tax effort 
formula system, without changing the total amount distributed, 
would result in an increase of PSS,603 to Pavia, or 48 percent of the 
amount it presently receives. An incentive of this kind would undoubt­
edly result in the mobilization of substantial additional resources. 

On the other hand, municipalities with Jess than average tax 
effort would receive, under the alternative system, reduced BIR Allot­
ments. For example, Libon in Al bay had an estimated local tax effort 
ratio of 0.28 in 1977 and received P244,4 l 2 in the form of BIR Al­
lotments during that year. Under the alternative system th is allo�­
ment would decline to P229,922, or a decrease of 5.9 percent. Th is 
decrease might be sufficient to encourage the locality to exert 
greater effort in utilizing its tax capacity. 

Elasticity and Certainty 

Another criterion for evaluating the BIR Allotment is the elaSlic­
ity of its revenue yield: Is the BIR yield responsive to income �rowlh 

and inflation and in that sense is it a good substitute for an income 
' ' · f 11 s· Theelastic, locally raised tax? One might frame the issue as O ow ·. . 1 1 rnments an mde-central government has opted to not give oca gove 

1 • pendent income elastic tax source such as a sales or income tax. t 1
1
5
1 th t h esponded as we en reasonable to ask wh ether the allotmen as r 

Id t · · d d nt tax source wou 0 Income growth and inflation as an m epen e 

f t rs local h d nd to these ac o • ave. Because local expenditure nee s respo 
officials argue that the revenue structure should foll?w

1 
s� 1\he Philip-

I . I ment officia s m . t 1s well known among loca govern 
BIR Allotment sy -Pines (and demonstrated in Table 4.4) that !he 

G p nor to in­tern . . . 1 . ·t h sponded neither to . . . 1s mcome me ashc-1 as re 
h 11 tment elast1c1ty. 

f1ation. There are two distinct components to t e a 0 

I 



N 0 

Year 

1981

3 
198

0197
9197
81977 

1976ad
1976 
1975 

a Budgeted. 
bprojected. 
cPrelimina

ry
. 

dsix-month t ra n sition. 

T o tal Allo t

men t  
Du e  

2,472.61,853.
0

1,332.6 1,117.3 1,140.6 
422.6
878.2

599.8 

eBased on half of es tim ated 1976 GNP. 
f Not final estim ate. 

TABLE 4.4 

Growth in BIR Allotme nt 

(in m illio ns of pes os) 

Actual 

Distribution GNP 

-
-

658.9 274,334b 658.9 220,438c 
658.9 178,543 
658.9 15 4,2 8 0315.1 

547.8 131 ,938

£ 505.4 114,265 

Sou
r

ce : Ac co un ti ng div isions, BIR, MO F, and 
N

E DA. 

Amoun
t D

istri
b

u ted as a Per ce nt o f

BIR BIR 
Basis GNP 

Basis 

12,363.1 
9,502.4 0.24 6.937,593.3 0.30 8.68 6,366.3 0.36 10 .35 

6,498.9 0.43 10.14 
2,408.2 0.48e 13.08 
4,391.2 0 .42 12.47 
2,999.2 0.4 4  1 6.85 
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FIGURE 4.2 Components of Allotment Distributed 
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the growth in the amount of allotment actually distributed relative
�o the amou�t due an

_
d the growth in the BIR basis relative to GNP.

he fonner 1s the pnmary explanation of the low BIR Allotment
e
_
lasticity, which is in tum a result of discretionary government deci­

sions. The government, facing other needs perhaps more pressing
than local government finances, has distributed less than the entitled 
amounts since 1975. The current peso amount distributed was not
r aisect between 1977 and 1980 with the result that in 1980 actual
d" . ' 1stnbutions were only about 7 percent of the BIR basis, compared
to the 20 percent authorized in PD I 44. This decline has been a long­
tenn Pattern (Table 4.4 and Figure 4.2). The second component of 
the elasticity, internal tax revenue collections, has not shown the
elastic growth that one might expect. The BIR basis has grown _

w!th
an erratic pattern relative to GNP peaking in 1977 and declining
� mewhat thereafter. 
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The combined result of these factors has been relatively little 
growth in the BIR Allotment in recent years. As a share of GNP the 
allotment declined from 0.44 percent in 1975 to 0.24 percent in 
198O,implying an income elasticity of 0.14. Between 1978 and 1980, 
there was no increase at all in the BIR Allotment; in fact, it declined 
significantly in real per capita terms. If issued at its full authorized 
level, however, the income elasticity of the BIR would have been 
unity over this period. 

Even if the BIR Allotment had been fully distributed, the elas­
ticity would not have been unity in every jurisdiction. Indeed, the 
distribution is on a basis of population (which is changed every fifth 
year) and land area. Hence, when the nationwide distribution is in­
creased, every recipient receives a proportionate increase. For those 
jurisdictions with personal incomes growing faster than the national 
average, the system is income inelastic. For those with relatively slow 
personal income growth, it is income elastic. Depending on one's 
view of what causes expenditure needs to rise, the allotment distri· 
bution system is a success/failure in getting the pesos to where the 
needs are. 

Closely related to the elasticity maxim for evaluating the BIR 
Allotment is certainty. Efficient local government budgeting and 
financial planning require some reasonable estimate of how much can 
be expected from each revenue source. Capital budgeting requires 
even longer term revenue projections. Such projections have not been 
possible with the BIR Allotment in recent years, because distribu· 
tions have been primarily determined by ad hoc government policy. 
While this may increase the flexibility of the central government in 
controlling the total flow of resources, it leaves local governments in 
a position of being unable to plan effectively their budgets beyond a 
one-year period. 

THE SPECIFIC TAX ALWTMENT 

The second major program of intergovernmental assistance to
local governments is based on PD 436 (April 13, 1974), which
amende� the Internal Revenue Code as it pertained to specific taxes
on � vanety of petroleum products. More importantly it earmarked a
designat�d portion of these taxes for sharing with local governments.
1:he �asis for the Specific Tax Allotment is the designated tax collec·tion m th

_e secon? preceding year; for example, the basis for the
allotment m 1979 is the designated tax collection in 1977.
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The sharing scheme is 20 percent to provinces, 30 percent to 
municipalities, and 50 percent to cities. The allocations are based on 
the same weighted three-factor formula as used for the BIR Allot­
ment: 70 percent according to population, 20 percent according to 
land area, and IO percent according to equal shares. The entire allo­
cation is to the Infrastructure Fund (earlier the Road and Bridge 
Fund). 

As in the case of the BIR Allotment, barangays were included in 
the allocation scheme in 1974 with the issuance of PD 558 (Septem­
ber 21, 1974 ). By this PD, one-fourth (25 percent) of the total spe­
cific tax was to be retained in a special fund allocated by the presi­
dent to barangays for road and bridge construction, improvement, 
and maintenance. These provisions of PDs 436 and 558 have not 
been altered. The specific tax rates, however, were increased substan­
tially under PD 1122 (April 21, 1977) and again under Executive 
Order (EO) 550 (August I, 1979). These changes result in a marked 
increase in the size of the Specific Tax Allotment Fund. 

Equalization Impacts

We can evaluate the Specific Tax Allotment in much the same 
way as the BIR Allotment. To determine whether the distribution of
the Specific Tax Allotment is meeting equity objectives, we shall
carry out an experiment similar to that carried out above for the BIR
Allotment. At question is how strong is the correlation between the
per capita distribution of the Specific Tax Allotment and per capita
Personal income, per capita expenditures, population, and per capita
assessed value.

The simple correlations in Table 4.1 suggest the distributional
features of the Specific Tax Allotment system. Among chartered
ci�ies there is a pattern to the distribution that is equalizing: C�t�es 
With a lower per capita personal income get more and smaller cities
get more. The patterns are similar but not as strong in the case of 
municipalities. The Specific Tax Allotment behaves more like a _gra�t
SYstem, that is, the city and municipal components are more alike ll1
their distribution than in the case of the BIR.

Fiscal Stimulation

. t · to stirnu-Clearly the major goal of the Specific Tax Allotmen is 
. s I t 

' 
gh th system came a e spending on infrastructure projects. Althou e 
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no matching or maintenance of effort clause, it may well achieve this 
stimulation because the allotment is earmarked to the Infrastructure 
Fund and because capital projects often require supplementary local 
government expenditures; for example, road and bridge maintenance 
or the construction of a new market may require road improvements. 
On the other hand, three factors might dampen or even negate this 
stimulation effect: the possibility that higher Specific Tax Allot­
ments will induce local governments to reduce transfers from the 
General to the Infrastructure Fund; the possibility that the local 
government would substitute higher Infrastructure Fund expenditures 
for lower General Fund economic development expenditures, thereby 
not increasing overall capital expenditures; and the possibility that 
part of the Specific Tax Allotment will simply be banked in the fonn 
of increased cash balances. 

To investigate these alternatives, we use the earlier analysis of the 
stimulative effects of grants, which considered both the Specific Tax 
and the BIR allotments. As in the BIR Allotment analysis, the prob­
lem is the low level of significance of the results. Some interesting 
conclusions, however, may be drawn from the estimates (Tables 4.2 
and 4.3). First, it appears that the Specific Tax Allotment stimulates

local government expenditures, certainly more so than the BIR Allot­

ment (Table 4.3). Second, higher Specific Tax Allotments result in 
higher General Fund expenditures, perhaps because transfers to the 
Infrastructure Fund are less needed. Finally, Specific Tax Allot­
ments appear to stimulate economic development expenditures, 
though the process is interesting. A peso more of allotment, on aver­
age, means a peso more of Infrastructure Fund spending, but it also 
means higher spending in the General Fund-P2.34. About Pl .28 of 
this amount shows up in increased economic development expendi­
tures in the General Fund. In sum, a Pl higher Special Tax Allotment

is associated with a P2. l 8 higher level of economic development

expenditures. 

Elasticity 

The Specific Tax Allotment is not an elastic tax: Since it is not
ad valo�em it will not respond to income growth or inflation. Reve­
�ues will

. 
grow only in response to discretionary changes and to

mcreases m the volume of consumption. Volume has been relatively
flat. Revenues from the Specific Tax Allotment remained approxi­
mately constant for 1976-78, but increased markedly in 1979 because
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TABL E 4.5 

Gro
wth in 

S
pecific Tax Allotment(in millions of pesos)

Total Am
ou

nt 

Ye ar
Du e  

19 81a 881. 8  
1 9 8 0  767.0 
1979 525.1 
1 9 78 11 5 .3  
19 77  I 1 5 .3  1976ad 5 4.7 1976 118

.2 
1975 142.8 

NA: Not availab le.
aaudgeted. 
bp r ojected. 
<:prelimina r y 
d . 

. 

Si x
-
month 

tr an
s ition 

e . 
. 

Not final e stima te. 

Actual 
D istri bution 

N A

528.9 
94.6 

12 4.8 
144.6 

NA 

So ur ce :  Co mpute d  b y  authors.

G
NP 

274,3 3 4b 220,4 38c 
178,543 
)5

4,280
13 I ,938e

114,
265

Actual Amount 
as a Perce nt ofGNP 

0.24 
0.0 5  
0.0 8  
0.1 I 

?f specific tax rate increases unde r  P
D 1122 in 1977. The ra

te s we re

increased in 1979 under EO 550 ,  which impli es a furthe
r re ve nu

e i n· 
cre ase in 1981 (T able 4.5). 

The rationale for tying the Spe cific Tax Allotment to p
e tro le um

tax es is understandable: The intent was to use the funds for road

co
n
struction and maintenance, and p

e
tro leum con sumption <:e em e d a 

reasonable basis for identifying beneficia
ri e s. The program, howc .. er,

has exp an ded to a more genen1l infrastru cture type of assis t
ance an

J 

IS an important source of lo cal govemment 
reve nues. The c;pe ci fic tax

does not provide any growth in thi s 
imp

o
rtant tax base, In any ca

changes in petroleum tax rates are mo re 
likely to be dicta t<d _b

Y 

en ergy policy than by the financi al n eeds o
flocal g overnm

ents
. TY'•

the distribution of grants to energy poli
cy l

eads to situat
i
on .,ch•

t
he curre nt one w here increased sp

e ci
fic taX rates o n pe troleum 

Produc ts co uld bring a revenue wind fall 
t
o local go

vernment 

·
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TABLE 4
.
6 

Growth in National Tax Allotment (in millions of pesos) 

Year 

1981a 

1980 
1979 
1978 
1977 
l 976ae 

1976
1975

NA: Not available. 
a Budgeted. 
bprojected GNP (see Table 4.4). 
CPreliminary GNP (see Table 4.4). 
dNot final estimate. 
e July-December 197 6.

Amount

618. 2 

475.1 
379. 7 

318.3 
324.9 
120.4 
219.6 
150.0 

Asa As a Percent Percent of Actual BIR 
o f GNP Allotment 

0.17b 72.11 
0. 11

c 57.63 
0. 18 48.31 
0.21 49.31 

0. 1 7 d 40.10 
0.13 29.68 

Source: Obtained from Bureau of the Treasury, Final Cash Op er ations Statements (ann ual). 

Amo u nt of Ac tu al 

Release 

20.0 
52 .0

NA 

Ac tual Re l ease
as a P er ce nt o
f 

To tal D
u e  

4.2 
J 3.7 

NA 
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NATIONAL TAX ALLOTMENT 

In addition to the establishment of the General and Specific Tax 
allotments, PD 144 also created an additional Local Government 
Fund consisting of 5 percent of the BIR revenues, over and above the 
20 percent set aside for General Allotment. This fund was to be used 
for project grants, with projects approved by a committee (specified 
in LOI 636) consisting of the minister of finance, the minister of the 
budgets, and the minister of local government and community devel­
opment. 

This fund amounts to earmarking an additional share of BIR col­
lections for local governments, but leaving the distribution-amount 
and purpose-to the discretion of the office of the president. The 
National Tax Allotment to the Local Government Fund is not insig­
nificant (Table 4.6), approaching half the size of the BIR General 
Allotment in some years. But in 1979 and I 980 (the two years for 
which we have data), only a small proportion of the total amount 
due was actually released to local governments. 

Evaluating the National Tax Allotment is not easy. The primary 
objective is to increase presidential discretion to finance certain 

projects in certain regions, perhaps those that are in accord with 
national goals. On the other hand, this program provides no formal 
inducement for local governments to mobilize additional resources, 
nor does it give an incentive to improve financial management. The 
most important question to be asked here is whether the objectives 
of this program remain important enough to justify such a large share 
of total grants to local governments. 

The Issue of Barangay Shares 

The series of PDs that have redefined intergovernmental relatio�s 

in the Philippines have made increasing amounts of resources avaJl­
able to the barangay level. PD 144 designated l O percent of �eal 

Property tax collections for barangays and provided for a c�n�i�u-
t. h b gay w ithin its ion by local governments of up to PSOO to eac aran 

1 boundaries· PD 549 required that l O percent of the BIR Genera 

Allotment �o to the barangay unit, and PD 558 allocated 25 percent

of the Specific Tax Allotment to the Barangay Fund· 
the 

The amounts involved are substantial (Table 4. 7). How�ve\hat. . . t d the discretion actual cash d1stnbut10n of these amoun s an 
d the role 

barangays have in spending these funds substantially re uce 
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TABLE 4.7 

Barangay Shares and Actual Distribution of BIR and 
Specific Tax Allotment Programs, 1975-81 

(in millions of pesos) 

BIR General Specific Tax Amount of Actual as 

Allotmenta Allotrnentb Actual Percent of 

Period Amount Dued Amount Dued Releasec Total Due 

1981 241.1 293.9 NA 

1980 185.3 225.7 42.5 10.3 

1979 148.1 175.0 25.2f 7.8 

1978 124.1 38.4 27.0g 16.6 

1977 126.7 38.4 30.0 18.2 

1976 65.0 39.4 80.0 76.6 

1976ae 46.9 18.3 NA 

1975 65.0 33.0 NA 

a10 percent Barangay Development Fund (PD 559).
b25 percent Barangay Development Fund (PP 558).

dcThese are the combined actual releases for Barangay Development Fun 
from BIR General and Specific Tax allotments. 

dAppropriated but not cash supported.
esix-month transition.
fp2s.2 (2.6 not yet released plus 22.6 with advice of allotment for actual

release). 
gp27.0 (26.1 not yet released plus 0.9 with advice of allotment for actual

release). 
Source: Budget Operation Division, Ministry of the Budget, Tax Statistics

Staff, NTRC, January 23, 1981. 

of the barangay. The 1 O percent property tax share has been distrib­
uted for barangay use, with no major restrictions on its use. Use of 
the PSOO contribution to the Barangay Development Fund requires

approval of the MLGCD. In the case of the barangay share under
both the Specific and General allotments, the distribution is admin­
istered by the office of the president. The purpose of the BIR Gen­
eral Allotment distribution is community development projects, and
the Specific Tax Allotment distribution is for road and bridge (later
infrastructure) construction, improvement, and maintenance.

Data have been obtained and tabulated by the National Tax Re­
search Center (NTRC) on the extent to which the barangay shares of
the BIR General Allotment and Specific Tax Allotment have been
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appropriated but not necessarily cash supported, that is, not released. 
These data (Table 4. 7) demonstrate that during the period 1977-80 
less than 20 percent of the appropriated amounts was actually trans­
ferred to the barangay level in any given year. For the four-year period 
1977-80 only l l .  7 percent of the total appropriated amount has 
been cash supported. Thus, while support of barangays as a new and 
important level of government in the Philippines is a policy initiative, 
relatively little financial support has been provided. 

There are two important advantages to a more active participa­
tion of barangays in financing and delivering public services. One is 
that local government is moved closer to the people and a greater 
sense of involvement and participation is created, hopefully resulting 
in improved allocation of resources. Surely barangay officials are 
better able to determine most local project needs than are provincial 
and/or national officials. We need to know, however, more about the 
mechanisms by which barangay-level decisions are made, and how 
the MLGCD role has been worked out. The other advantage is that 
this greater local participation and a 1 O percent property tax share 
to the barangay may increase the rate of tax collections, as local offi­
cials will see concrete benefits from convincing residents to pay prop­
erty taxes. Moreover, the support of the barangay captain is more 
enthusiastically enlisted when it is known that the barangay share of 
collections will be retained. 

Yet increased barangay participation also has its disadvantages. 
Whether or not equity is a problem (do the poorer barangays get rel­
atively more or less?) is not known because the methods of allocating 
the General and Specific Tax allotments shares are ad hoc, and data 
on the actual distributions are not readily available. The property tax 
share is based on origin of collections and so one would expect a 
counterequalizing influence, that is, wealthier barangays in general
and those in the poblacion (the urbanized area within the municipal­
ity) in particular, will benefit most. Perhaps the biggest problem is
the capacity of the barangay to absorb revenue increases efficiently.
The barangay budget process is not highly developed, and no mecha­
nism or technical expertise to handle large sums of money seems to
exist. The lack of technical project planning and financial manage­
ment might be dealt with by assigning responsibility to a higher level
of government, but this defeats the whole purpose of barangay
involvement. Finally, there is the question of coordination of ?aran­

gay project activities with the development plans of the city or

municipality. 
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EVALUATION OF THE PIDLIPPINE 
ALLOTMENT SYSTEM 

It is not surprising, or even undesirable, for different grant pro­

grams to have different strengths and failings; no single program will 
accomplish several different objectives at the same time. 12 It is, how­

ever, important to examine the workings of the system as a whole: 

Are allocations being made among grant programs in roughly the 

desirable proportions? Is the program as a whole equitable? Do the 

several individual components reinforce each other to increase reve­

nue mobilization by local governments, or are there offsetting effects? 

Every grant program has two discretionary dimensions: detenni­

nation of the total amount to be allocated and determination of the 

distribution of this amount among local governments. 13 The matrix 
in Table 4.8 suggests the possible combinations that a country may 

TABLE4.8 

Possibilities for Structuring a Grant System 

Methods of Methods of Determining the Grant Fund 
Distribution 
Among Local Shared Cost Revenue 
Governments Tax Ad Hoc Reimbursement Totals 

Origin of A 

collection (L = 1.5%) L= 1.5 
(A= 3.2%) A= 3.2 

Ad hoc B E H 

(L= 27.0%) (A= 5.9%) L= 27.0 

A= 5.9 
Formula C F 

(L = 71.4%) L = 71.4 

(A= 40.5%) (A= 50.5%) A= 91.0 

Cost reim- D G 

bursement 
(Column (L= 100.0) (L= 0) 

totals) (A= 43.7%) (A= 56.4) 

Key: L = Legal; A= Actual. 
Sources: Roy Bahl and Joha L" "U d Ad . . . . nnes mn, rban Public Finance an 

· 
mimstr�hon m Less . Developed Countries" (Washington D.C.: World Bank),
unpublished manuscnpt. 
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follow in structuring its grant system. The columns describe the 
methods of determining the total grant fund, and the rows describe 
the methods of distribution among local governments. For example, 
a type C grant is one in which the total grant fund is determined on a 
shared tax basis, for example, as a percent of BIR collections, and the 
distribution among local governments is made by formula. Various 
combinations of these methods are used by developing countries.
Programs of the A and C type give local governments more control 
and autonomy in that the total grant distribution is a fixed share of 
some national tax, and the share of each local government is deter­
mined on some objective basis, that is, according to how much is 
collected in the local area or according to some predetermined for­
mula. Program E provides maximum central government control 
because the total grant fund is determined by the central government 
and subject to change as the need arises, as is the distribution across 
local units. Programs B, F, and H are also relatively centralized 
options. 

Local Autonomy

In the Philippines, the legal structure of the grant system provides 
for more local government autonomy than is found in practice. _In 
theory, the system is a mixture of B and C programs, but in practice 
it is a more centralized combination of C, E, and F. The first column 
in !able 4.9 shows the typology of Philippine grants accord�g \�theu legal definition and the second according to actual practice. 
Columns 3 to 6 c�mpare amounts due with actual distributi�n 
and show that only about half of these funds were distributed. in 
!979. With these data we may compare the tegal grant syste� ':1th 

the grant system in practice, by entering legal and actual d1st0bu­
tions in Table 4.8. 

By law all grant funds are to be determined as shared taxes (col-' 
d" tn"b t d among umn 1) and 71 percent of this amount is to be 1s u e 

local governments on a formula basis (row 3). In fact, only 43-7 p�r-

. 
. d hared tax basis. cent of the total grant amount 1s determine on a s 

1 ts on a formu a and 91 percent is distributed among local govemmen 
h If f b . - ·b t nly about a 0 as1s. The government has chosen to d1stn u e O . E en t - ril formula basis. v otal entitlements, and to do so pnma Y on a 

. t d or con-here, however, the formulas frequently have been adJUS e 
strained by PD. . 

tr"b tion intent of 
One important concession to the formula di� 1 u 

d allocation th b t ·th the increase e Philippine grant system came a ou wi 
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Legal and Act
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al C lassific atio n  of P hilippine Grant System (amou nts in m ill ions o f  current 

pesos)

Pr ogram

B
a ra n gay share o f local 

prope rty tax collecti ons 
Ba

ra nga y share of BIR
General AIJotmentC 

Barangay 
share of S pecific

Tax A
U

otmentc Nation
aJ Tax AJlotment

Prov
i

n
c

e, city, and municipal 
s
h

ar es of BIR Genera l AJiotment Provin c e, ci ty, and municipal sh ar es 
of Spec

ific 
T
ax Allotmen

t T
ota

l 

LegaJ
ActuaJ

Defi
n

ition Practice

A A 

B E 

B E 

B E 

C F 

C C 

Note: Excludes local government c ontr ib utions to bara n gay.
a 1977 amount is latest available. 

b Ac tu al amoun ts dis tributed are not known.

1 9

79 

Amoun ts Due

40.oa 

148.1
175

.0 
379.7

1,332.6

525.1 

2,600.5

cAm ounts due. 
dp2s.2 (2.6 not yet re leased plus 2 2.6 w it h  a dvice of allo tmen t  fo r  actual release).
Sou r ce :  Co mp uted by a ut hors. 

Percent o f
Percent Amo

u
nts 

Total 
of Total D ist ributed Distri but ion 

1.5
40.0b 3.2

5.7 25.2 d 1.

9 

6.7 25.2 d 4.0 
14.6 52.0 4.0 

51.2
658.9 50.5

20
.
2 

528.9 4 0.5 
100.0 1,305.0 10 0.0 
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to the barangays. Paradoxically, this program, which was designed to 
move government closer to the people, resulted in a greater degree of 
centralization of the grant system, because it places a substantially 
greater amount of grant distribution under central government dis­
cretion. If these amounts are increasingly distributed, they will re­
duce the share of grants distributed on a formula basis, that is, they 
will be E-type grants. 

Elasticity 

Grants are not an income elastic revenue source for local govern­
ments. They have declined as a share of GNP in recent years, and this 
decline is in part responsible for the declining share of local govern­
ments in total government finances in the Philippines. In theory, 
however, the grant system has a much greater responsiveness to GNP 
than it has in practice, a problem that has come about because of 
central government policies.

Legally, all grants are tied in some way to tax collections. In the 
case where the basis is lagged BIR collections, this would have the
decided advantage of a steady growth in the overall grant amount and 
a responsiveness of grants to real income growth and inflation. Much
of this potential advantage has been lost-perhaps because of higher 
Priority national economic objectives-by central government limits 
on the actual distribution. As a result, the BIR Allotment share of
GNP has fallen from 0.44 percent in I 975 to 0.24 percent in 1980. 
The sharing of the tax on petroleum products does not result in an 
automatic growth in the grant fund because the tax rates are specific 
and the volume of petroleum consumption has not been increasing. 
Discretionary increases in the tax rates have been necessary to stimu­
late growth in the Specific Tax Allotment amount. The barangay 
shares of both allotments, and the National Tax Allotment, are shares 
of BIR collections and thus are responsive to inflation and real in­
come growth, but again, only a small proportion has been distributed. 
Finally, there is a barangay share of the local property tax that is 
actually distributed but that is tied to a basically income inelastic
tax. The most elastic component of the grant system-the BIR Allot­
rnent-has a statutory elasticity of about unity. From this, we guess 
that the statutory elasticity of the total grant system is less than
Unity. 

The income elasticity of grant receipts to individual jurisdictions 
Will vary depending on the rate of personal income growth in the 

...._ ________ _ 
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community relative to the growth in lagged BIR collections. Because 
the system allocates increments more or less in proportion to the 
existing distribution, communities with more rapid income growth 
would face a lower grant income elasticity. For those grants allocated 
on an ad hoc basis, the income elasticity for individual jurisdictions 
depends heavily on the equalization objectives of the government. 
The more equalizing the distribution, the less elastic the system for 
jurisdictions with m ore rapid income growth. 

Data are not available to allow an aggregate estimate of the 
income elasticity of the grant system. It is clear, however, that the 
grant share of total local government financing has been declining 
and that grants have been declining as a share of GNP. The grant sys­
tem is not providing an adequately growing source of revenue for 
Philippine local governments. This finding raises an important prob­
lem. In a highly centralized system such as the Philippines, grants are 
given to local governments as a substitute for local government taxes 
in order to enable local governments to finance more than simply 
housekeeping functions. The income elasticity and responsiveness to 

inflation are important elements of the grant system in that they help 
the local government to keep up with growing expenditure needs. If 
the central government is not prepared to maintain at least the higher 
legal elasticity of the grant system, then it must consider the options 
of relinquishing a more elastic tax base to the local government, tak­

ing back some of the expenditure responsibility it has assigned them, 
or initiating a major program to improve local tax administration. An 
income inelastic grant system is simply not compatible with the 
decentralization objectives that are part of national government 
policy. 

Equity 

Again, the absence of data on actual grant distribution makes it 
difficult to determine whether grants are distributed, in aggregate, 
on an equalizing basis. The analysis above suggests that the BIR Gen­
eral Allotment is counterequalizing with respect to its distribution
among municipalities, but neutral in its distribution among chartered
ci

_
tie�. The Specific Tax Allotment, on the other hand, appears to be

distributed on a mildly equalizing basis for both cities and munici­
palities. These two programs, which account for roughly 60 percent
of all grants in the system and about 90 percent of all grants distrib­
uted, then, have offsetting effects. There are no data on the distribu­
tion of the barangay shares or the National Tax Allotment.
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On a conceptual level, there is no reason to expect that the grant 
system in total will be equalizing. Measures of fiscal capacity or per­
sonal income do not enter into any of the distribution formulas

. 
In­

deed, that the Philippine grant system has not done a good job of dis­
tributing grant funds on an equalizing basis may not be a flaw in 
government policy. One could argue that the objective of equaliza­
tion may only be accomplished by sacrificing the use of the grant 
system as a tool to mobilize more local government revenues. It is 
the local governments with greater fiscal capacity that have the lever­
age to use grant funds to increase local resource mobilization. Some 
smaller and poorer local governmcmts may actually not be able to 
absorb increased grant flows. If one believes that the fiscal stimula­
tion objective is paramount, then one could argue that equalization 
issues ought to be left to the national tax system and to the distribu­
tion of central government expenditures. 

Stimulation of Tax Effort 

We found no convincing evidence that the grant system is stimu­
lative of local tax effort. Although the statistical analysis provides 
only tentative conclusions, it appears that the Specific Tax Allotment
is more stimulative than the BIR Allotment, perhaps because capital 
expenditures require local matching in the form of supplementary 
expenditures or maintenance costs. In theory, the system is not de­
s igned to be stimulative of tax effort. No tax effort provision enters
the formulas, and the grants are not conditional upon the local gov­
ernment providing a matching share of costs. For these reasons, if the
barangay shares and the National Tax Allotment were fully distrib­
uted, the overall system would be even more substitutive. More data
and testing are needed but the evidence currently available points to 
a grant system that in 'practice is not stimulative, and if fully distrib­
uted could be substitutive.

Again, individual local jurisdictions might respond to the grant
stimulus in different ways and the estimates we have made are of the

. ' 
b t how differentaverage behavior. We can speculate, however, a ou 

t · · higher and theYpes of communities might respond. Where mcome is
h I • . . f' t be greater. Sue ocal budget 1s larger the stimulative e 1ec may . t ' · I veraging gran communities have many potential advantages m e . 

f . . . I t for maintenanceUnds: They can more easily raise add1tiona axes . b t capacity to or­and supplementary expenditures, they have a grea er 
t b"li·ty . . I anagemen a • row, and they have better technical and fmancia m � 

to absorb increased grants. 



136 / LOCAL GOVERNMENT FINANCE IN THE THIRD WORLD 

Economic Development Expenditures 

Our results suggest that the Specific Tax Allotment does lead to 
more economic development expenditures than otherwise may have 
occurred. This change happens in two ways. First, the Specific Tax 
Allotment paid to the Infrastructure Fund is spent. Second, a higher 
level of grants to the Infrastructure Fund dampens the transfer from 
the General Fund to the Infrastructure Fund and results in more eco­
nomic development expenditures in the General Fund. A single grant 
program of the same amount, such as a consolidated BIR, would not 
have accomplished as much stimulation of economic development 
expenditures. 

Inasmuch as very little of the barangay aid or the National Tax 
Allotment has been distributed, we can say little about their effects 
on economic development expenditures. Potential effects will depend 
largely on whether steps are taken to ensure that these funds are not 
used as substitutes for other sources of funding. 

Financial Management 

The Philippine grant system could provide better incentives for 
effective financial management. A grant system that does not 
require a locai contribution is not as likely to induce local govern­
ments to be as accountable for how they spend the funds as is a 
system that requires some payment on the part of local governments. 
Furthermore, th_e grant system does not presently encourage effective 
financial planning. In its legal form, where the basis for grants is 
lagged three years (BIR) and two years (Specific Allotment), and 
where formula distributions are easily calculated, the system could 
be effectively integrated into the local government budgeting process. 
As practiced, however, the total grant amount is decided on an ad hoc 
basis, with much less certainty about the amounts to be distributed. 
This situation does not provide an incentive for effective financial 
planning and will be a deterrrent to any reform designed to make 
better use of local budgets as financial plans. 

Central Government Flexibility 

A final criterion in evaluating the grant system is the flexibility 
th�t th� national government has in adjusting the system to meet the
exigencies of national economic and social objectives. Particularly 
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important here is the question of how easily the national govern­

ment can shift the regional distribution of funds or slow the total 

flow to the local sector to accommodate more pressing national 
needs. The law suggests that the government has a great deal of con­

trol over the former via the ad hoc distributions of the National Tax 

Allotment and the barangay shares, but relatively little control over 

the latter because of the shared tax bases of determining the grant 

funds. In practice, just the opposite has resulted. Presidential decrees 
to limit the increase in grants and suspensions of full distribution 

have provided substantial flexibility to the central government. How­
ever, because the barangay shares and National Tax Allotment have 
been held back, the distributions actually made are formula-based, 
thus reducing the government's flexibility to affect the regional flow 
of funds. 

NOTES 

I. Under RA 2343, local units received 30 percent of the income taxes
collected (in a jurisdiction) above the 1959 level. . 

2. Apparently the 1970 census results were to be used in compullng �he 

allocation, thus no jurisdiction-level changes would be made in the allocation
formula until the 197 5 census results were processed. 

. . . . . d ddly enough on the rate3. Whether this constraint 1s binding depen s, o 
of growth in BIR collections. PD 144, as amended, provides that the total grant 

fund (F) be related to BIR collections as 

The municipal share is 40 percent, or 

F� = .08 B1Rt_3 

Any given municipality would receive an allotment (Ai) from

m 

A = 7FmP LP+ 2 Fm L/LL + (.l)(.00067)Ft
i . t i . t 

. I I 500 munic1paht1es
�here the .00067 equals 1/1,500 (t�e�e are approx�::t

as 1�consequenual, we
m the country). Substituting and ehmmating the laSt 
derive 

A. = (.056 P-/LP + .016 L/LL)BIR,_3 
If 1 15 rercenl 

. . that it is not more than 

where A. is the amount received, provided 
f d (F) was 

abo ve th� 1971 allotment. The 1971 total grant un 
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and 

For any given municipality 

A.it
= .7P/"iPF'[' + . 3 Lf'£LF'['

substituting 

A
it 

= (.056 P/'£P + .024 L/'£L)BIRt-l

N ow we may write, for example, that the entitlement for a municipality in 1977 
is 

A. 77 = (.056 P.('£P + .016 L./'£L)BIR74, or,
l, l l 

A. 77 = 1.15(.056 P./'£P + .016 L./'£L)BIR7o
l, I l 

whichever is less. 
In this case, if the growth in BIR collections between 1971 and 1974 was 

greater than 15 percent, the constraint is not binding. 
4. The city and municipal shares constitute only 65 percent of the total

BIR Allotment in any single year. Barangays share in 10 percent of the total, and 
provincial governments account for the remaining 25 percent. Unfortunately, we 
were unable to gather the necessary data to analyze the equity implications of 
the provincial government distribution. Because there are no good data on the 
socioeconomic characteristics of barangays, analysis of this lowest level of 
government was also impossible. 

5. Edward Gramlich, "Intergovernmental Grants: A Review of the Empiri·
cal Literature," in The Political Economy of Fiscal Federalism, ed. Wallace Oates 
(Lexington, Mass.: Lexington Books, 1977), Chapter 12. 

6. Originally, we estimated the fiscal impact of. BIRp and STAp using
indirect least squares. Using various combinations of income, population, and 
urbanization variables, we were unable to explain much variability. 

7. Equation (4.14) implicitly assumes that General Fund spending equals 
General Fund revenue, as the INP mandate refers to revenue, not spending. In 
light of the discussion of cash balances and surpluses in Chapter 1, this is obvi· 
ously unrealistic; yet to encompass these features would greatly complicate the 
model and there are not adequate data on cash balances in any case. We would 
like to be able to fall back on the justification that our sample is large enough 
for these cash balances to wash out, but we do not have enough information to 
know if that is a reasonable assumption. 

8. We realize that the t-statistics are only approximations in the second·
stage equations and that, strictly speaking, we should not base our conclusions 
on the level of significance. Still, in the first stage results, the explanatory signifi· 
cance of the IF p equation is quite low, which suggests that the predicted values
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of IFp will not vary a gr
e

at deal around the mean. Mor eover, the S
T

Ap and 
BIRp are not significant in three of four cases. Finally, th e  

BlR
p 

v
ar ia ble

show
s 

a lo
w level of significance in the second-stage equation.

9. T ax effort is mea sure d he r
e a

s t he r atio o
f o wn so u

r ce tax r ev
e n

ues (T) 
to personal income (Y).

10. Throughout this se
c

tion 
S
o r

s
ogon is omitted from t h e an alysis because

of d at a probl ems .
11. Th e tax effort component, S i, in the formul a wo ul d s

i m p ly be based

o
n th

e siz
e of

a j
uri

s d
i

c
tion's ta

x effort relativ e  to th
at 

o
f all other ju

r
is dictions,

t hat is,
T./Y. 

S.= I I
1 'f. (T./ Y.) 

i I I 

where T is total own source t
ax r

e
ven u

e s  in j u
risdiction i and Yi is personal

in come for the same jurisdiction. 
12. Two good reviews of grant systems in developin g 

c
oun tri

es ar
e Lady 

Ursula Hick s, "Intergovernmental Relations with Special Re fe r enc e  
t o 

t
he 

Devel oped Countries," Occasional Paper no. 29, Metropolitan Studies Prog
ra

m, 
Maxwell School (Syracuse, N .Y.: Syracu se University, I 976); and Rich a

rd 

M
. 

Bi
rd, "Intergovernmental Fiscal Relations in Developing Count ries," Wo r

ld 

Ban k  

Staff Working Paper No. 304 (Washington, D .C.: World Bank, 1 9
7

8). 
13. This appro ach is fully developed in Roy Bahl an

d 
Johannes L inn,
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