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Grants to Local Governments under National
Fiscal discipline: The Case of France1

Alain Guengant* and Jean-Michel Josselin **

The article explores the consequences of the renewed budget constraint
for member-states of the European Union, focussing on internal fiscal
adjustments between the central government and the local public
sector. The model is applied to the recent and current reforms of the
French system of public finance. The requirements of the monetary
union seem to reinforce the economic and political role of the central
government. Either in times of recession or in periods of growth, there
may be a tendency towards re-centralisation of fiscal prerogatives and
of the power to tax.

Este artículo estudia las consecuencias de las nuevas restricciones
presupuestarias que deben asumir los países miembros de la UE,
basándose en los ajustes fiscales internos entre el gobierno central y el
sector público local. El modelo se aplica a las recientes reformas del
sistema francés de finanzas públicas. 
Los requisitos de la unión monetaria parecen reforzar el rol político  y
económico del gobierno central. A veces en períodos de recesión y, otras,
en etapas de crecimiento, debería tenderse hacia la re-centralización de
las prerrogativas fiscales y del poder de exacción impositiva.

JEL classification: D70, H70
Key-words: Public finance, Local public sector, Fiscal adjustments,
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1. Introduction
The European monetary integration brings about a renewed institutio-
nal environment for countries that submit to it. Rules regarding mem-
ber states consider the public sector as a whole1. The central government,
the local public sector and social security agencies face common disci-
pline. The latter rests on a public deficit / GDP ratio and a public debt
/ GDP ratio. Those are only upper limits but non satiation in public spen-
ding, the necessity of fighting recessions, or public investment as a fac-
tor of endogenous growth, all contribute to make such limits often
become effective constraints, enforceable through European sanctions
or reputation effects. We would like to show that this may lead to a redis-
tribution of powers within the public sector of the member states, in
the direction of a new fiscal centralisation.

Unlike some historical examples of monetary unions like the Gold
Standard, budgetary discipline is not here enforced simply by markets,
but also by a coercive agency, namely the European Union2. Furthermore,
member states are given last resort responsibility for all the compo-
nents of their public sector. That may substantially change the distri-
bution of powers within countries. In the French case, the central
government is already the biggest local taxpayer through various legis-
lative or grant-related compensations. This brings about renewed incen-
tives to reshuffle internal fiscal responsibilities, all the more so that a
quarter of the resources of the central government are transferred to the
local public sector and the social security agency. Countries belonging
to the EU keep various institutional systems of internal public finance.
Discipline nevertheless requires that the sanctions, or the threat of
sanctions, be effective. Facing this variety of arrangements, the EU
intends to legally identify last resort responsibility for budget discipli-
ne. It helps avoid the dilution of fiscal liability.
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1 (Article 104C, §2a, of the Maastricht Treaty, article 2 of the corresponding protocol

concerning excessive deficits; European Council resolution of Amsterdam, 17 June

1997, rules n° 1466/97 and 1467/97)
2 In theory at least, the EU can indeed decide to constrain a country to place a certain

amount of money by the European central bank. It is meant to work as a temporary

fine which can be recovered once the budgetary situation is sound again. In the case

of France, the mandatory deposit has an upper limit of 7 billion (0.2% of the

GDP plus 10% of the overspending beyond the 3% ceiling, subject to the upper bound

of 0.5% of the GDP).
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A great deal of research has previously studied the mechanics of glo-
bal fiscal adjustments in the wake of the centralisation of the monetary
policy and of the Stability Pact, using the tools of political economy (Dra-
zen, 2000, Persson and Tabellini, 2000). What we would like to stress
here is the strategic dimension of the fiscal internal adjustment rather
than its macro-economic dimensions. To put it differently, one may
wonder whether the centralisation process observed in macroeconomic
policies or institutional reforms finds some echo in the internal fiscal
organisation of the member states. In this respect, the game-theoretic
perspective helps discern the internal workings of budgetary decisions.
We borrow here from Alesina and Drazen (1991). Applying the results
of Bliss and Nalebuff (1984), they consider a war of attrition that
explains delays in stabilisation in times of recession and apply it to the
French parliamentary debates and decisions after the First World War.
Though our formalisation differs from theirs, we use a similar intuition.
Furthermore, we apply it to strategic behaviours between different levels
of government, which Alesina and Drazen (1991) do not consider. The
players are the central government on the one hand, and the local com-
munities on the other hand, as they are defined in the European trea-
ties. The institutional relations are described by a non co-operative and
dynamic setting. Recession is the first type of macro-economic envi-
ronment that players may face. In such circumstances, who will bear the
burden of budgetary restrictions? We propose to describe the French Pac-
te de stabilité financière (internal Financial Stability Pact) (1996-1998)
through a war of attrition. The second case is that of times of growth.
How to share the additional benefits induced by it? We propose to use
a Rubinstein bargaining model in order to assess the situation in Fran-
ce during the Contrat de croissance et de solidarité (internal Solidarity
and Growth Contract) (1999-2001, renewed on an annual basis since
then). Whatever the macro-economic conditions, the new European ins-
titutional setting appears to deeply influence the internal adjustment
of national public finance. Last resort responsibility of the central
government seems progressively to bring about implicit centralisation.
The article thus intends to shed light on recent or forthcoming impor-
tant reforms in national public finance that are entailed by the mone-
tary union.

The article is organised as follows. Section 2 depicts the new budget
constraint that the central and local public sectors now face. The aim
is to discuss the relevance of the game-theoretic approach. Section 3 gives

 



more details about the mechanisms of internal adjustments to the sha-
red fiscal constraint in times of recession. Section 4 describes the bar-
gaining process in times of growth and its consequences for the budge-
tary process. Section 5 provides concluding remarks and comments.

2. A renewed fiscal constraint for the local and central public
sectors
The European criteria for budget discipline imply a significant change
in the nature of the public budget constraint. The goal of this section is
simply to give the intuition of the problem and check whether the game
theoretical approach is appropriate for dealing with this “real world” pro-
blem. The central government, local governments and the social secu-
rity agencies now share a common budget constraint. We focus here on
the first two actors. One may consider that possible deficits or surplu-
ses in the social sector stem mostly from structural characteristics and,
as such, are not susceptible to short term strategic adjustments. More-
over, social security budgets are, at least in theory, mostly governed by
contractual relations between social partners. In the French case any-
way, fiscal adjustments seem up to now to have involved mainly the cen-
tral government and the local public sector.

The first step is the identification of players and their ability to deploy
strategies, especially in parliament where the budgetary policy must be
approved. The central government usually has the initiative of bills. In
particular, it can put forward revisions of financial relations with lower
levels of government. It can then be considered as a player in that it can
use different strategies to pursue a given objective, namely to control the
overall budget of the public sector and contain it within the required limits.
On the other side, can we say the same of the local public sector? If we
assume that they have a shared interest in getting money from the cen-
tral government, then local communities can be labelled as a single pla-
yer. That may not be accurate in the case of some specific issues, for ins-
tance when rural and urban cities may be divided on particular policies.
However, on a macro-economic scale, the local public sector may rea-
sonably be depicted as having a single objective. Even if there are some
quarrels and bargain over the sharing of what is obtained, every type of
local community seems to agree on the necessity to get the highest ove-
rall grant. Though it cannot be ruled out that short tem tensions insi-
de the local public sector may break this unity, it is the long term inte-
rest of local communities to keep to some solidarity. As long as the
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contractual setting provides long enough a horizon, then the advanta-
ge provided by short term opportunism is significantly diminished.

Having said that, a common objective does not necessarily imply
that strategies are in practice available to promote it, in which case the
game theoretic approach may not be valid. Fortunately, the institutio-
nal environment provides a positive answer to that problem. Local com-
munities are strongly represented in parliament through the cumul des
mandats (concurrent political mandates). Members of the National
Assembly very often are at the same time mayors or have local respon-
sibilities. This is even more pronounced in the Senate, which repeatedly
proves to be a watchful guardian of the autonomy of the local public sec-
tor. As such, they have considerable weight on the amendment and pas-
sage of bills. Consequently, the local public sector can indeed be mode-
lled as a player who can use strategies to seek a given objective. Limits
to the cumul des mandats have been debated in parliament and are now
implemented, but only very partially. However, this may in the future
be a threat to the ability of the local public sector to act as a player with
strategies of his own. This threat is lessened if political parties remain
dependent on local support and whenever the local public sector can be
an effective pressure group.

The lobbying power of the local public sector and its ability to deploy
strategies is reinforced by the active role of the Committee for Local Public
Finance (Comité des Finances Locales). The Committee is composed of
representatives of the mayors and members of departmental or regio-
nal councils. Among other prerogatives, its advisory mission concerns
the presentation by the government of the initial national budget (Loi
de finances initiale). In terms of shared information, this is far from
trivial since the government must then reveal part of its strategic sche-
mes. In the French institutional setting, the Committee for Local Public
Finance provides a de facto coordination of the various interests that
cross the local public sector.

Description of strategies and objectives will depend on the context
of the game. In terms of fiscal constraint, two cases may arise. The first
one is that of times of recession, when fiscal discipline requires a care-
ful management of deficits. The second case may be more favourable but
no less contentious than the previous one. Economic growth allows a
relaxation of the budget constraint. The question then arises as to which
player will profit most from it and to what extent. We now turn to the
first of these cases.
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3. Internal adjustments to the shared fiscal constraint in times of
recession
Times of recession will induce strategic behaviours (paragraph 3.1) who-
se theoretical framework is described in paragraph 3.2. The model is
applied to the French case in paragraph 3.3.

3.1. Strategic behaviours in a context of recession
The following chicken game describes the bare-bones of the model in a
static framework. Although it does not convey every aspects of a neces-
sarily dynamic process, it depicts in broad outline the strategic contest
that takes place within the public sector. The two players are the cen-
tral government CG on the one hand and the local public sector LPS on
the other hand. The macro-economic environment is a context of reces-
sion. The institutional setting is that of the European Union criteria for
fiscal discipline: They can either already be in place or become a cons-
traint in the near future. Let us assume that the public sector deficit, as
a whole, must be contained within a given limit. Who will bear the bur-
den of stabilisation? If the game is symmetric, both players can choose
one of the following two strategies. To play “tough” amounts to reject
sharing the burden of fiscal discipline with the other player. To play “weak”
means willingly contributing to eliminate the excessive deficit. The
actual and practical ways of implementing these strategies will be dis-
cussed later. Thus, without going into details at the moment, strategies
can be described as follows. The central government provides grants to 

Table 1: Possible outcomes of the negotiation on fiscal discipline

Plays “weak”: Local public Plays “tough”:
claims a low index sector LPS claims a high index

Plays “weak”: Agreement on CG concedes to the
Proposes a shared fiscal claim of LPS. The former
high index discipline bears the burden of

fiscal discipline
Central

government CG
Plays “tough”: LPS concedes to the No agreement on shared

Proposes a proposal of CG. The fiscal discipline or
low index former bears the burden postponement of such an

of fiscal discipline agreement
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the local public sector. The evolution of those grants is assumed to
depend on some indexing which is the object of a negotiation. Consi-
der first the central government. Playing “tough” (respectively “weak”)
means proposing a low (respectively high) index. As for the local public
sector, playing “tough” (respectively “weak”) amounts to claiming a high
(respectively low) index. Table 1 describes the possible outcomes of the
negotiation. The correspondence with any standard chicken game is
straightforward.

3.2. Dynamics of the negotiation
Bulow and Klemperer (1999) give a general and comprehensive view of
wars of attrition, of which the formalisation proposed here, is an appli-
cation. The theoretical setting is non co-operative, dynamic and of
complete information. It can be further described by the following
assumptions.

Assumption A1: The set of players is J={1,2}. The game is a multi-stage
one, with observed and simultaneous actions at every stage. The horizon
is infinite. Let ai

t be the action chosen by player i J at stage t. At the
beginning of this stage, the history of the game is defined by
ht=ht(a0,a1,...,at-1) with a=[ai]i J . h

T+1 describes the whole history of the
game, with T finite or not. The payoff to player i at the end of the game is
ui=ui(hT+1).

The assumption of infinite horizon makes sense since the convergence
criteria remain binding beyond the period of adhesion, without any
time limit. Players thus have no certainty as to when the game may come
to an end. On the contrary, a long but finite horizon would allow
straightforward predictions by backward induction. Here, players simply
do not know how many stages they will play. Some actions will of cour-
se put an end to the game so that the horizon is a posteriori and endo-
genously bounded.

Assumption A1 allows the passage from a static to a dynamic frame-
work, for instance from a chicken game to a war of attrition or in the
next section from simple bargaining to multi-stage bargaining. The abo-
ve setting is general enough to describe both situations. We begin with
considering the former case. Strategies are the following. “concedes”
means accepting to bear the burden of budgetary discipline, while “does
not concede” consists in remaining intransigent and not accepting the
burden of fiscal restrictions. One may object that since the central
government is responsible in last resort before the European authori-
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ties, threats of intransigence on its part may amount to non credible com-
mitments. This dimension of the problem is not directly considered
here. It relates to the soft budget constraint problem (Kornai et al.,
2003; Rodden et al., 2003) by which the central government cannot com-
mit not to bailout local governments. It follows that the latter may loo-
sen their grip on their own budget practices. In theoretical terms, the
central government acts as a second mover in games of bargaining or of
attrition, whereas the local communities are the first movers. Interes-
tingly, in the French case the structure of the game is such that the cen-
tral government may have enough institutional control to play as a first
mover and can use the contractual setting to adjust its financial con-
tributions to the short term evolution of local budgets. In empirical terms,
the fiscal situation of the local public sector has up to now been quite
sound, with an annual global surplus since 1996.

Assumption A2: Let Ai be the set of available actions for player i.
i J, Ai={“concedes”,“does not concede”}. A strategy si

t for player i is
such that si

t: ht ai
t Ai(ht) . At t, for i J , if T<t such that ai

T= “con-
cedes” then Ai(t) is empty t>T, otherwise Ai(t)=Ai.

In conjunction with assumption A1, assumption A2 allows the des-
cription of the evolution of the set of available actions. There remains
to describe the corresponding payoffs.

Assumption A3: Payoffs are a function of the date T at which one at
least of the players concedes. The functional forms describing payoffs
are the following. For t such that t’<t, t T:
First case: if i J, ai

t= “does not concede” then t<T and the game goes
on for one more period at least.

Second case: if i J, ai
t= “concedes” and aj

t= “does not concede” for
j i, j J, then t=T, ui=Gi

--(T) and uj=Gj
+(T).

Third case: if i J, ai
t= “concedes” then t=T and ui=Gi(T).

The value of the “prey” is >0, t, i J, while the contest costs
ci>0, t, i J. >0 is the discount factor. Payoff functions are:

Avoiding to share in the burden of fiscal discipline has a current value
, for instance in terms of room for manoeuvre when planning invest-
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ments or even financing current expenditures. At each stage, the war of
attrition costs ci. The current global budgetary situation may threaten
to worsen and thus may require immediate intervention. Furthermore,
any delay in the implementation of financial discipline increases risks
of insolvency. Fudenberg and Tirole (1991: 119) use similar payoff func-
tions, except that they consider ci=1, = , i J. Here, this symmetry
would not accurately convey the actual differences among the constraints
and objectives of the players.

Assumption A4: Gi(T)=Gi
--(T),...i J.

This assumption corresponds to the case where nobody gets the
“prey” if every player stops at the same time. An alternative assumption
would be that . Assumption A4 could represent
the breakdown of negotiations and an ongoing process of relaxation of
financial discipline. It may of course further increase risks of depres-
sion. Let us remark that one could imagine some bargaining over the sha-
ring of the burden. For instance if

then the burden of discipline is shared by the players, with negotiations
on taking place. Bargaining solutions in times of recession could
of course be envisaged, but they do not carry out the intuition of dete-
rioration of the situation as time goes by, as accurately as wars of attri-
tion do.

Proposition 1: Under assumptions A1-A4, the unique stationary
mixed strategies equilibrium is such that the probability that player i con-
cedes is

.
Proof: See appendix 1.
We now apply the model to the budgetary adjustment between the

French central government and the local communities during the period
1996-1998.

3.3. Application to the French internal Financial Stability Pact (1996-
1998)
In the early 1960s, local taxes and user charges (the “proper resour-
ces” in budgetary terms) amount to approximately 90% of the reve-
nue of the local public sector. A reform in 1967 replaces one of the
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local taxes (on economic activity) with a grant. Proper resources
soon drop to 60%. They increase again during the next twenty years
but grants regain importance afterwards. The estimated proportion
of proper resources is 56% in 2003. The evolution of transfers since
the 1960s has mostly stem from the compensation of the suppression
of local taxes. Initially conceived as compensatory measures, they
have progressively become grants per se, increasingly building on
demographic and geographical determinants. As far as the level of
annual grants to the local public sector is concerned, the French
situation before 1996 is characterised by an unstable legislation. The
Financial Stability Pact (1996-1998) aims at bringing some certainty
into the financial relationships between the central and local govern-
ments. It also prepares the new internal budgetary policy in the pers-
pective of the European monetary union. The goal is to contain the
budget deficit first in a context of slow economic growth (1.5% in 1992),
then of recession (-0.9% in 1993). From -1.9% of GDP in 1991, the bud-
get deficit reaches -3.3% in 1992, -4.8% in 1993 and 1994, and -4.1%
in 1995.

The internal Financial Stability Pact restricts the growth of transfers
to the expected inflation over a three year period. It thus aims at limi-
ting the contribution of the central government to the local public sec-
tor, hence controlling the budget deficit. Table 2 sums up the situation
during that period. In 1996, total grants to the local public sector amount
to 36.81 billion . Two-thirds of the grants are indexed to the current
retail prices, amounting to an endowment of 23.43 billion for which
there is no uncertainty. It concerns current expenditures, equipment and
an adjustment grant (compensating local business tax exemptions) that
helps to keep the global amount into the agreed limits. However, the rest
of the grants remains outside the Stability Pact. Part of it is formed of
compensations of VAT through specific equipment grants, but the main
grant is the legislative compensation of local tax relieves by the central
government. It amounts to an open-ended grant decided in parliament,
where concurrent political mandates obviously play in favour of the local
public sector.

There is of course a price to pay for this, in the form of a low inde-
xing. Local governments may have lost an estimated 1.82 billion in order
to have stable resources over that three-year period (our assessment
with regard to the former pattern of grants). The shortfall comes from
the difference with the previous indexing of the adjustment variable and
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of global equipment grants. As the differential increases in time, the short-
fall becomes cumulative.

Table 2: Central government grants to the local public sector: The
internal Financial Stability Pact (1996-1998)

Billion Reference     Financial Stability Pact
1995 1996 1997 1998

Expected inflation rate (%) 2,10 1,30 1,30
Expected growth rate (%) 1,30 2,20 3,10
Stability Pact indexing (%) 2,10 1,30 1,30
Grants in the Pact
Global grants (current expenditures) 19,00 19,69 19,95 20,34
Global grants (equipment) 1,62 1,59 1,50 1,53
Compensations of tax exemptions 2,33 2,15 2,20 2,02
(adjustment variable)
Total 22,95 23,43 23,65 23,89
Grants outside the Pact
Specific grants (equipment) 4,40 4,32 4,30 4,09
Specific grants (current expenditures) 0,76 0,83 1,15 1,18
Compensations of tax exemptions 2,17 2,57 2,87 2,40
Compensations of legislative tax relieves 5,61 5,67 5,96 7,18
Total 12,94 13,38 14,27 14,85
Total grants 35,89 36,81 37,92 38,74

Assessment of shortfalls in resources 1995 1996 1997 1998
For global equipment grants 0,00 -0,10 -0,23 -0,23
For compensations of local business 0,00 -0,36 -0,31 -0,60
tax exemptions
Total shortfalls 0,00 -0,46 -0,53 -0,83
Note 1: Except for year 1996, the straightforward application of the indexes for the passage from

one envelope to another will not strictly match the numbers given in tables 2 to 4. The reason is

that the indexes are applied to a constant perimeter of grants, whereas adjustments of this peri-

meter happen every year.

Note 2: Our calculations based on data from the Direction Générale de la Comptabilité Publique

and from the Direction Générale des Collectivités Locales.

A first and usual explanation is thus that of an insurance mechanism.
But the local public sector would be quite highly risk-averse since 1.82
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billion would be quite important a premium. Consequently, a game-
theoretical interpretation can certainly complement the first one. In a
static framework, the central government is a Stackelberg leader, which
fits well the institutional setting, and the corresponding equilibrium in
the static chicken game exemplifies the high premium. In 1995, the idea
of indexing grants on prices is put forward by the central government.
The reluctance, to say the least, of the local public sector prompts thre-
ats of retaliation by the central government and contributes to open an
unbalanced negotiation leading to the internal Financial Pact of Stabi-
lity. In the dynamic case of a war of attrition, the high cost of stability
for the local public sector is explained by 

Using proposition 1, the relative cost for the local public sector LPS of
continuing the game is higher than the probability of central govern-
ment CG conceding. Consequently, the local public sector concedes. More
precisely, the local public sector does concede within the Pact of Stabi-
lity. At the same time, it controls to a certain extent grants outside the
Pact. This is particularly true for compensations of legislative tax relie-
ves, which significantly rise in 1998 (7.18 billion ).

The internal Financial Stability Pact is negotiated at the end of a
period of recession (1992-1995) which stands out in the mind of the pla-
yers. Quite strikingly, though recession is roughly behind them, they evin-
ce behaviours that slowly adjust –with some time lag– to the changing
macroeconomic circumstances. The recognition at last of the degrees of
freedom authorised by growth leads to new terms in the internal fiscal
adjustment.

4. Bargaining on the budgetary cake in times of growth
The internal Financial Stability Pact (1996-1998) is followed by the
Growth and Solidarity Pact (Contrat de Croissance et de Solidarité,
1999-2001, renewed annually afterwards). The latter is discussed by the
players in a context of growth that leaves some room to manoeuvre. Con-
sequently, the model of fiscal adjustment is altered in order to formali-
se the bargaining process (paragraph 4.1) that will help to describe the
negotiation of the new contract (paragraph 4.2) and its annual rene-
wal afterwards (paragraph 4.3).
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4.1. The bargaining process
Since the institutional requirements of internal fiscal adjustments are
not changed by economic conditions, the game-theoretic framework des-
cribed by assumption A1 remains the same. However, both the central
government and the local public sector now intend to use the room to
manoeuvre allowed by growth to the best of their negotiations skills,
assumptions A2 and A3 must be reshaped in the following way.

Assumption A2’: The two players i, j J= {1,2} must reach an agree-
ment as to the allocation of a cake of size 1. The negotiation is organi-
sed as follows. The first player, i for instance, proposes

with and t a positive integer: is the share of the cake obtai-
ned by i and t represents a period of time. If the proposal of the first pla-
yer i is accepted, then the game stops, otherwise player j makes an offer
in period t+1.

Assumption A3’: The payoff ui to player i of continuing a sub-game
beginning with an offer of this player i (respectively with an offer by pla-
yer j i) is ui= (respectively ui=wi). Let - = inf{ }(respectively wi

-=
inf{wi}) be the smallest payoff of continuation to player i, for all per-
fect equilibria of all the sub-games beginning with an offer of player i
(respectively with an offer by player j i). Let + and wi

+ denote the big-
gest payoffs in the same framework.

The bargaining process can then be described as follows, using here
a simple version of Rubinstein’s model.

Proposition 2: (Rubinstein, 1982) Consider without loss of generality
that bargaining begins with an offer by player i. Then under assumptions
A1, A2’, A3’, the values 

and

define a unique perfect equilibrium partition.
We now use this theoretical framework to understand the workings

of the contract governing the internal fiscal adjustment after 1999.
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4.2.Application to the French Growth and Solidarity Contract
(1999-2001)
The Contrat de Croissance et de Solidarité (Growth and Solidarity Con-
tract) is negotiated for the period 1999-2001. It is renewed afterwards
although growth somewhat fails to keep its momentum. Designed for
a context of sustained growth (+3.4% in 1998, +3.1% in 1999, +3.8% in
2000), the Contract does improve the indexing of the grants it com-
prehends. It nevertheless does not substantially change the new orga-
nisation of central government transfers initiated in 1996. With regard
to the previous period 1996-1998, the principle of indexing grants to
current retail prices remains, as well as the principle of an envelope of
grants. The object of negotiation is a second mechanism of indexing. The
corresponding index at time t would be a percentage of the nominal GDP
growth rate at time t-1, which is known with certainty by the parties in
negotiation. In times of growth, the central government can spare a pro-
portion of the new resources induced by the growth rate in (t-1) wit-
hout failing to meet the requirements of budget discipline. This amount
of money can be used by the central government for new programs and
expenditures or for the reduction of debt (which has sharply risen during
the last ten years). It can also be transferred to the local public sector.
The latter can then invest more without further borrowing or taxation
(everything else equal).

As economic growth increases tax revenues, the central government
strengthens its contributions to the local public sector in two ways.
First, grants under the Contract get a better indexing. Second, the govern-
ment further compensates local business tax exemptions (but mostly out-
side the Contract). Table 3 describes the financial terms of grants over
the period.

Table 3: Central government grants to the local public sector: The
internal Solidarity and Growth Contract (1999-2001)

Billion Solidarity and Growth Contract (1)
1999 2000 2001

Expected inflation rate (%) 1,20 0,90 1,20
Expected growth rate (%) 2,30 3,40 2,30
Contract indexing (%) 1,82 1,48 2,32
Grants in the Contract
Global grants (current expenditures) 20,81 22,00 22,08
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Global grants (equipment) 1,59 1,65 1,68
Compensations for tax exemptions 1,87 1,81 1,71
(adjustment variable)
Total 24,27 24,45 25,47
Grants outside the Contract
Specific grants (equipment) 4,20 4,51 5,23
Specific grants (current expenditures) 1,80 0,23 3,73
Compensations for tax exemptions 5,19 6,97 9,05
Compensations of legislative tax relieves 7,27 7,62 8,27
Total 18,45 19,34 26,28
Total 42,72 44,79 51,75

Assessment of shortfalls in resources 1999 2000 2001
For global equipment grants -0,24 -0,25 -0,25
For compensations of local business -0,90 -0,96 -1,20
tax exemptions
Total shortfalls -1,41 -1,21 -1,45
Note: Our calculations based on data from the Direction Générale de la Comptabilité Publique

and from the Direction Générale des Collectivités Locales.

What is at stake here is the percentage of the growth rate that will
serve as an index to the grants. The institutional framework is such that
the central government is the first mover, thus obtaining CG while the
local public sector gets wLPS, with CG + wLPS = 1. The inde-
xing mechanism of the contract is such that the envelope of grants Et

in period t amounts to where mea-
sures inflation and is the growth rate of GDP. The initial budget
(Loi de finances initiale) for 1999 states that wLPS will be 0.2 for 1999,
0.25 for 2000 and 0.33 for 2001. The index remains at wLPS = 0.33 after-
wards. This is consistent with proposition 2 since the first mover, the
central government, keeps the advantage with a share stabilised at two
thirds of the “growth cake”. Even with identical discount factors

we would have

Moreover, in the negotiation, the central government seems to have been
more patient: for a given discount factor LPS, CG increases with CG

(at the limit, for LPS fixed, ). The increase in wLPS from
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0.2 in 1999 to 0.33 in 2001 does not correspond to a slackening of the
central government in the bargaining process. The more favourable
index helps contain the shortfall in resources, which nevertheless rea-
ches -3.8 billion over the period.

4.3. The renewal of the Contract and the recent evolution of the
system of grants
However, the major evolution takes place outside the Contract. The
sharp increase in non indexed grants is mostly due to the compensation
of local business tax exemptions. Parliament has failed to reform the local
business tax. As mentioned before, almost all members of parliament
have local mandates and, rightly or not, oppose any drastic change of
this major source of tax revenue. The government then decides to pro-
gressively remove wages from the local business tax base over a period
of five years. This loss is of course compensated. From 1999 to 2003, the
compensation remains outside the Contract. It sharply increases from
5.2 billion in 1999 to 13 billion in 2003 (see tables 3 and 4).

Table 4: Central government grants to the local public sector: The
renewal of the internal Solidarity and Growth Contract (2002-2005)

Billion Solidarity and Growth Contract (2)
2002 2003 2004 2005

Expected inflation rate (%) 1,50 1,50 1,50 1,80
Expected growth rate (%) 1,20 0,50 2,50 2,50
Contract indexing (%) 2,26 1,90 1,67 2,63
Grants in the Contract
Global grants 24,82 27,29 39,34 40,83
(current expenditures)
Global grants (equipment) 1,71 1,75 1,80 1,85
Compensations for tax 1,59 1,42 1,37 1,22
exemptions (adjustment variable)
Total 28,11 30,46 42,51 43,90
Grants outside the Contract
Specific grants (equipment) 5,08 5,41 5,50 5,47
Specific grants 2,97 1,33 1,40 0,91
(current expenditures)
Compensations for tax 11,57 12,91 2,57 2,72
exemptions
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Compensations of legislative 8,20 7,76 8,03 8,63
tax relieves
Total 27,82 27,42 17,50 17,73
Total 55,93 57,87 60,01 61,63

Assessment of shortfalls in resources
For global equipment grants -0,26 -0,26 -0,29 -0,30
For compensations of local -1,28 -1,42 -1,44 -1,80
business tax exemptions
Total shortfalls -1,54 -1,68 -1,73 -2,10
Note: Our calculations based on data from the Direction Générale de la Comptabilité Publique

and from the Direction Générale des Collectivités Locales.

After this period of transition, the compensation gets included in the
Dotation Globale de Fonctionnement, the overall current expenditure
grant. Since this grant is tightly regulated within the Contract, the cen-
tral government gets a firmer grip on its transfers to the local public sec-
tor. The contractual envelope now comprehends 72% of total transfers
(43.9 billion ), compared with 49% in 2001.

Renewed every year from 2002 onwards, the Contract maintains the
indexing wLPS = 0.33, but in a context of slow growth (see figure 1). The
control over the envelope of grants now takes on two forms. The first
one is inherited from the initial Contract (1999-2001) and it is trans-
lated in the stability of wLPS. The second one builds on the lessons of the
two games played before. Each time, the local public sector either puts
aside part of the prey (in the war of attrition of the Pact) or part of the
cake (in the bargaining process of the Contract). Grants outside the con-
tractual agreement are quite open-ended resources; They are largely out
of the control of the central government. The latter logically intends to
enlarge the perimeter of the contractual envelope. The aim is to inte-
grate in it grants which previously benefited from uncontrolled and
quite favourable evolutions. The consequence of it is a further shortfall
in resources for the local public sector (Table 4). It amounts to -1.7
billion in 2003 and 2004 and it reaches -2.1 billion in 2005. 

Figure 1 shows how grants evolve over the whole period 1995-2005 in
proportion of GDP. For a constant perimeter, the total of grants inclu-
ded in the contractual envelope decreases from 1.9% in 1996 to 1.6% in
2005 which illustrates the control exercised on the grants it comprehends.
This tight policy helps stabilise the overall transfers to about 3.7% of GDP 
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Figure 1: State grants to the local public sector (relative to GDP)

Note: Our calculations based on data from the Direction Générale de la Comptabilité Publique

and from the Direction Générale des Collectivités Locales.

since 2002. One could even forecast a slow decrease in the future inso-
far as the contractual envelope is confirmed as the dominant source of
transfer and remains strictly controlled by the central government. This
decrease could even become more pronounced if compensations of legis-
lative tax relieves (open-ended grants controlled by parliament outside
the Contract) get transformed into tax exemptions compensated insi-
de the Contract. This may be the case with the announced reform in 2006
of (what remains of) the local business tax.

5. Conclusion
The requirements of budget discipline implied by the European mone-
tary integration may cause a significant shift in the internal organisa-
tion of national public finance. The article has tried to exemplify it in
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the case of France. The recent or current reforms and arrangements show
a reshuffle of powers to the benefit of the central government. The use
of a game-theoretic interpretation illuminates this conclusion. Furt-
hermore, it appears that players may intentionally restrict the field of
negotiation to variables that do not comprehend the whole strategic sta-
ke. During a first period (1996-1998), the war of attrition between the
central government and the local public sector does turn to the advan-
tage of the former, but the latter has pushed aside part of the prey (legis-
lative compensations of local tax relieves) before the beginning of the
game. Afterwards, predictions of the non co-operative Rubinstein bar-
gaining process are consistent with the actual cutting of the cake. At the
same time the central government, learning from what happened ear-
lier, tries to extend its first-mover advantage to variables that were ini-
tially outside the bargaining framework. In many respects, the fiscal dis-
cipline entailed by the European Union may have prompted a new
centralisation of French public finance.

Though all EU members face the same overall public budget constraint,
some countries evidence more revenue autonomy at the local level. The
quasi fait accompli that the local public sector will bear most of the bur-
den of discipline is strongly related to the firm grip of the central govern-
ment on the revenue side of local budgets. It may be interesting to
extend the analysis to case studies of countries with a more decentrali-
zed tradition.
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Appendix 1: Proof of proposition 1
Take for instance the case of player 1. Consider the following strategies:
“concedes in t” on the one hand and “does not concede in t and con-
cedes in t+1” on the other hand. To obtain a stationary mixed strategies
equilibrium, one must equalise the expected payoffs of these strategies
and check that the corresponding probability does not depend on t.
Consider the first strategy. The other player may concede in t with pro-
bability p2: payoff to player 1 is then p2G1(t). The other player may not
concede in t with probability (1-p2): payoff to player 1 is then (1-p2)G1

-(t).
The total expected payoff to player 1 of “concedes in t” is
p2G1(t)+(1-p2)G1

-(t) = G1
-(t). Consider then the second strategy. The other

player may concede in t with probability p2: payoff to player 1 is then
p2G1

+(t). The other player may not concede in t with probability (1-p2).
In this case there are two possibilities. Firstly, both players may conce-
de in (t+1) (player 2 with probability p2): payoff to player 1 is then
p2G1(t+1). Secondly, player 1 may concede in t+1 while player 2 does not
(with probability(1-p2)): payoff to player 1 is then (1-p2)G1

-(t+1). The
total expected payoff to player 1 of “does not concede in t and concedes
in t+1” is p2G1

+(t)+(1-p2)(p2G1(t+1)+(1-p2)G1
-(t+1)).

Equalising the two expected payoffs brings the result. The mixed stra-
tegy equilibrium is unique and stationary. One can easily check that if

then the probability p2, estimated by player 1, that player 2 concedes in
t is lower than the relative cost for player 1 of continuing the game and
then the latter concedes in t.
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