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 Summary 

· The overall trend in western democracies over the last twenty years has been towards increased decentralisation of spending functions.
· In England (as in the rest of the UK) a large proportion of local government spending is financed through grants from central government and much less use is made of local and regional taxation than in other European countries (with the exception of the Netherlands and Ireland).

· The UK is unusual in its exclusive reliance on one source of local revenue, the Council Tax. The Council Tax is not as buoyant as some other forms of taxation, it is not well understood by the public and recent increases are perceived to have placed a particular burden on those (predominantly older retired people) reliant on fixed incomes but living in relatively expensive properties.  

· There are strong arguments in favour of exploring the possibility for shifting the balance of funding and introducing a wider range of local funding streams.

Advantages and Disadvantages of Increased Fiscal Decentralisation

The literature on local government funding in Europe and elsewhere suggests that there are a number of advantages associated with greater fiscal decentralisation:

· Improved local efficiency.

· Greater local policy discretion.

· Enabling local innovation.

· More targeted used of local resources with gains in both efficiency and effectiveness.

· Enhancing local democracy and accountability. 

However, it also suggests that these potential gains need to be weighed against potential disadvantages of fiscal decentralisation that include: 

· Where there are a number of different sources of funding at the local level, increased complexity and loss of transparency 

· Equity costs.

· Difficulties in achieving central government policy goals.

· The potential for economic distortions caused by variations in taxes and rates across jurisdictions. 

The evidence suggests that some of these potential disadvantages can however be mitigated by careful design of systems of local government finance.

ADVANTAGES

Improved Local Efficiency

Decentralisation can lead to increased competition between local governments leading to greater local efficiency.   Competition is most effective when it relates to policy competition, sometimes known as benchmarking. Rather than following a standardised format for policy-making and administration, a decentralised system may encourage local authorities to be more innovative in policy design and in the form of administrative organisation appropriate to particular types of service delivery.   There is also some evidence to suggest that more centralised arrangements encourage some local authorities to spend more than they believe is necessary in some services.  If true, increased local fiscal autonomy would enable these authorities to achieve savings.  

Greater Local Policy Discretion

There is evidence that fiscal decentralisation and the increased local flexibility this brings improves local decision-making and discretion/autonomy in policy-making. In particular, having a range of local taxes available, and power over rates and/or the tax base and moving from specific purpose to general purpose or block grants gives local authorities the financial autonomy to support increased responsibilities in service provision and policy-making. 

Enabling Local Policy Innovation 

Decentralisation of functions combined with increased fiscal decentralisation can give rise to increased local innovation and experimentation which can be stifled by increased central control over budgets.  In countries such as France and Sweden, which were once highly centralised, hierarchical and standardised, there is now a greater emphasis on experimentation and innovation as a way of improving public services. In France, experimentation is, since 203, part of a new constitutional recognition of a decentralised state, while in Sweden, a good example is the Free Commune experiments of the late 1980s/early 1990s, which allowed for greater policy innovation. Evaluation of these initiatives suggests that the ability of local authorities to reallocate funding between services was vital to the success of attempts to innovate.   Without this discretion many authorities would not have been able to develop new approaches to service delivery.  

Better Targeting of Local Resources 

In a decentralised system, better local knowledge of policy problems and issues means that there is a greater likelihood of using the appropriate local resources to tackle these problems and to improve service delivery.  Because increased local fiscal autonomy gives local authorities more scope to respond to local needs and priorities, it enhances opportunities for local communities and users to exercise choice and to influence decisions about local service provision.  

Local Democracy and Accountability 

· A case can be made for strengthening local democracy through both increasing the level of local revenue and through widening the variety of sources of this revenue. 

· The literature suggests that this will not in itself bring about a greater political engagement of citizens at the local level but it is probably a necessary if insufficient condition for this to happen. 

· The other necessary conditions include greater transparency, clearer lines of accountability between revenues raised and specific decisions by local politicians as well as a better-educated and informed local citizenry. 

DISADVANTAGES

Complexity and Transparency

· The Spanish experience of asymmetrical and incrementalist political decentralisation suggests that increased fiscal decentralisation may lead to a complex situation that is difficult for the public to understand. This is exacerbated in the Spanish case by the range of taxes raised by the three different levels of government. 

· This experience has potentially important lessons for those countries, such as the UK, France and Italy, which have also embarked on processes of asymmetrical and incrementalist political decentralisation.

· A way of minimising this potential danger in the context of increased fiscal decentralisation would be to:

· limit the range of taxes available to the different tiers of local government; and 

· to ensure, as far as possible, that the process of fiscal decentralisation conferred the same fiscal powers on units of government of the same level, thereby avoiding the assymetries of the Spanish system

Equity Costs 

Differences in regional/local tax capacity can mean that certain jurisdictions are able to provide better quality of service at given tax rates than others.  In addition certain regional/local authorities may have greater expenditure needs than others.  Depending on the desire for equality in service provision then some form of equalisation may be required to compensate for these differences in tax capacity and expenditure requirements. 

Local fiscal autonomy and central policy goals 

If there were decentralisation of responsibilities to local government accompanied by increased fiscal decentralisation by way of a significant increase in the proportion of local tax revenue, the trade-offs between increased local autonomy; central policy goals and macro-economic policy should be considered carefully.  The experiences of Norway, Denmark and Sweden in the areas of child-care and health care are relevant:
· In Denmark the high level of fiscal autonomy, combined with the influence of local government associations over policy-making has made it hard for central government ministries  to persuade or compel local governments to meet central targets. 

· In Sweden and Norway, on the other hand, local autonomy has been compromised to some degree in achieving central government targets in the child and health care sectors (for example, through use of specific purpose grants). 

· Other ways in which central goals  can be achieved in a situation with higher levels of devolution through use negotiation, agreement or by national control over key functions 

Minimising the distortion effects of fiscal decentralisation

· Experience in other countries offers examples of how the possible distortional effects of increased local fiscal autonomy and increased local revenue streams may be minimised. 

· Co-operative mechanisms for minimising inter-jurisdictional variation in rates, tax sharing arrangements and equalisation mechanisms all go some way towards minimising such distortional effects, although excessive equalisation can itself be distorting by slowing down the process of optimal location of factors of production in a country. 
· Wherever possible, taxation of specific benefits and services received by way of user charges should be used as this avoids the distortional effects of other forms of local tax and provides choice and the signals needed for efficient deployment of capital across localities (France, Italy and The Netherlands all provide examples of local user charges). 
· Ensuring that the local tax base is resident-based and taxing relatively immobile economic units can lessen the problem of excessive interjurisdictional tax competition and tax shopping.
Equalisation: Role and Impact 

· Countries which aim for a high degree of equalisation, such as the Scandanvian countries and the UK,  aim to measure needs as accurately as possible.  Moreover, the UK aims for very full equalisation to iron out differences between the resource raising power of different local authorities’ tax bases – even compared to Scandinavian countries the aimed for degree of such resource equalisation is high.  .  

Equalisation versus economic efficiency and accountability

· Evidence from other European countries shows that excessive emphasis on equalisation can negatively affect the advantages of fiscal decentralisation such as improved accountability and economic efficiency.  

· Although European experience suggests that local fiscal autonomy and equalisation are not mutually exclusive, it does suggest that, in the UK for example, any move towards increased fiscal autonomy would be likely to imply less equalisation than currently exists. This may have important implications for localities with poorer tax bases.  

· Equalisation and territorial equity also need to be balanced against the dangers of moral hazard.  Moral hazard problems can be lessened by changing political culture, by using objective indicators to measure needs and by deliberate policy choices by central governments to harden budget constraints on sub-national authorities. 

· In general, other European countries (with the exception of Italy) use objective indicators to measure needs and tax capacity in a system of equalisation and have moved away from formulae based on historic shares.   The Italian example illustrates that where central government is committed to maintaining a certain level of key services, and where grants are not based on objective factors, sub-national governments can exert real pressure on central government to increase vertical transfers unless this is explicitly prohibited by law. 

Equalisation: accuracy of measurement versus complexity

· If a reform of the grant system were to accompany increased fiscal decentralisation, trade-offs between accuracy of measurement and complexity/transparency in selecting equalisation criteria should be kept in mind.

· A range of approaches operate in other countries.  In Scandanavia, equalisation formulae are based on a wide range of objective criteria leading to a complex system which is designed to measure need.  In France on the other hand, the global operating grant is simple but according to some commentators does not accurately represent need.  The current approach in the UK seeks to ensure a high level of equalisation and, therefore, is relatively complex..

Equalisation mechanisms 

· The mechanisms by which equalisation is achieved vary by country. 

· Some countries, such as Denmark, Sweden (until recently) and Germany operate a horizontal transfer of resources between local authorities at the same level of government.  The advantages of horizontal transfer are that it prevents local authorities from demanding extra resources from central government, however it may lead to conflict among regional and local authorities.  Another effect may be the loss of central control over local government. 

· The other main equalisation mechanism is vertical transfers of resources between central and local government – this is the system in operation in the UK.  This is less likely to create tensions between regional and local government but it relies on high levels of central government resources and may lead to the richest authorities being out of the system.  It can also lead to local authorities having an over reliance on central government.

· Some countries, for example Switzerland, operate a mixed system whereby equalisation resources are partly transferred horizontally and partly vertically.  

Central – Local Government Relations 

· Evidence from international experience suggests that if the aim is to achieve greater fiscal autonomy at local level the degree of discretion that sub-national government have over how budgets are allocated between services is important.  

· Compared to European trends, the UK can be seen to be distinctive in terms of: 

· central government playing a greater role than in many other countries in determining the overall budget available to each local authority; 

· central government exerting a greater influence than in many countries over how funding is allocated between services;

· the high levels of equalisation which affect the balance of the relationship between central and local government

· Other countries demonstrate that there can be a co-operative way of working both to achieve consensus on levels of local tax required – thus avoiding potential distortional effects of local taxes and enabling impacts on macro-economic stability to be managed.   Denmark operates a system of voluntary co-operation between local governments and their associations and central government on the levels of local income tax raised by different jurisdiction.   Moreover, this budgetary co-operation plays a major part in running the public sector economy with annual negotiations at which agreements are reached on limits for growth in expenditure and investments. 

· In Spain, the co-operative system functions between three levels of government – central, regional and local government – and the financial autonomy of the lower levels much be consistent with the principle of co-ordinating public finances.  

Fiscal Decentralisation: International Examples of the Use of Different Taxes 

Local income taxes 

· A local income tax has a number of advantages:

- 
It is more buoyant than the council tax.
-
It is progressive.
-
It could increase public awareness of how services are funded and lead to greater accountability of local government for services.

· Experience from other countries suggests that, in general, income taxation is no higher in states where different levels of government share the income tax base, and that a local income tax is less distortional than most other forms of local tax.   

· There is also some evidence that mobility of the income tax base may be less of a problem in the UK than some commentators have suggested and there is little evidence from other OECD countries that small tax differentials have led to significant movements in population.  In this respect, it appears that the United States is different from European states, including the UK, in terms of social mobility.

· International experience suggests that mechanisms for voluntary co-operation between central and local government, such as those in place in Denmark and Finland, can minimise rate increases and excessive variations in rates across different local authority areas, without compromising local autonomy.

· Six EU countries – Belgium, Denmark, Finland, Italy, Spain and Sweden - have local income taxes which represent a significant source of revenue for local governments. Rates of local income tax are freely set by local authorities in Belgium, Denmark, and Finland.  In Sweden they are freely set but the government can impose a temporary cap; in Spain the autonomous communities receive 33% of the income tax and can fix the rate accordingly within limits of more or less than 20% of the state rate; and in Italy the three local government tiers, within certain limits, may levy an additional tax on the state rates. 

Local business taxes

· Local business taxes have a number of advantages. They are:

-
relatively buoyant; 

-
easy to collect; and 
-
a potentially large revenue source.

· Local governments generally have some lee-way over the local business tax rates.  For example, they are freely set by local government in Germany, Ireland and Luxembourg – although in Ireland the state can place a temporary cap.   In other countries, local governments can set the rates between thresholds and ceilings. 

· However there are potential problems associated with the mobility of the corporate tax base in the UK which may lead to distortions of the internal market 

· When operating profit is part of the tax base, as in Germany, Luxembourg and Portugal, local business tax receipts are more sensitive to the economic situation. 

· On the other hand the choice of payroll or property value as all/part of the tax base is likely to mean that the level of taxation is not as sensitive to economic realities (as in Austria and France).

· A ‘business value tax’ levied on productive output is one of a number of alternatives to conventional forms of local business tax. Its main advantage is that it avoids some of the distortional effects of conventional forms of business taxation, which can discriminate against particular forms of investment and is sensitive to the effects of the business cycle. Variants of such a tax operate in Italy and in some states in the USA.     

Local Property Taxes

· The taxation of unimproved land offers a property-based tax that minimises distortional effects.  

· It is a particularly immobile tax base because land is a good that is in inelastic supply and will not be the source of locational inefficiencies.  Such taxes and associated benefits will be capitalised into local land values and local governments have at their disposal a tax that cannot escape them through mobility.

· Local governments have some leeway over the property tax rate with the exception of Danish counties – where the rate is centrally determined.   In Germany, Belgium and the UK local governments are free to set their own rate although the Belgian regions can temporarily put a ceiling on a rate while the British government can lower the tax rate of local governments considered to be too extravagant.  In Spain and Finland, local governments can set the rate between limits.   

User Charges 

· Traditionally, local authorities in the UK have raised less than some other countries through fees and charges.  Local charges have, however, increased since the 1980s and the overall level of income from these sources is now broadly in line with the norm for western European countries. 

· Some countries do have a far larger number of fees and charges than the UK, sometimes because sub-national governments have greater autonomy over how local revenue is raised.

1.
Introduction

1.1  Overview

Decentralisation of Expenditure Responsibilities

There are significant variations among western democracies in the extent of decentralisation to local and regional governments of responsibility for local spending and revenue raising.

There is a difference between federal and unitary states but this is often less marked than it might at first appear.  While a number of federations delegate responsibility for major welfare functions such as health, education and social welfare to regional/state levels of government, others retain control over key functions (for example health in Germany).  In addition a number of unitary countries, particularly the Scandinavian countries, have highly devolved systems of government.  In Denmark, for example counties and municipalities account for 56 per cent of total public sector expenditure. Following the 1970 reform of local government, Danish municipalities have been responsible for a wide range of services, from primary education to care of the elderly. Swedish municipalities and counties undertake 35 per cent of public sector spending with medical and health care assigned to county councils and other functions but especially education up to secondary level assigned to municipalities. Some federal countries on the other hand, such as Austria, have retained a high degree of central control over these areas.

The overall trend in western democracies over the last twenty years has been towards increased decentralisation of spending functions.  

In Spain, for instance, the share of total government spending carried out by sub-national government rose from 28 per cent in 1980 to 36 per cent in 1997 and was accompanied by reforms in local funding. 

In Italy, regions were given increased powers in the 1970s and 1980s and have primary responsibility over health, vocational education, economic development, public works and the environment. In addition, in the 1990s, there were major reforms of the financing of local authorities with a trend towards granting greater local fiscal autonomy. 

France, too, has undergone a process of decentralisation since the 1980s, although following a somewhat different logic than the Italian or Spanish cases
. There has been a move to give increased spending responsibilities to regional and local authorities, although services tend to be provided through co-operative mechanisms between different tiers of government rather than exclusively through one level of government. 

The UK has had a lower than average degree of decentralisation of its spending functions and devolution compared to other EU countries throughout the last two decades but this has not significantly affected the degree to which expenditure is assigned to sub-national government (Darby et al., 2001). 

That said, it is not always clear that the increased fiscal decentralisation, as measured by the proportion of local expenditure as a percentage of overall public expenditure, really reflects increased local decision-making. For example, sub-national expenditure figures sometimes include expenditure functions where local government is simply delivering a service effectively controlled by higher levels of government. Examples of where direction is often quite detailed and not simple overall guidance are health and education. Although these functions have been decentralised in many countries, central governments are often still held accountable for them and will tend to use measures (for example specific purpose grants, or directives) to ensure local governments meet central goals and targets. This relationship between central government and local authorities is sometimes called the ‘principal-agent’ relationship, in which the central government is the ‘principal’ and the local authorities the ‘agents’ delivering services on its behalf.

Table 1:   Sub-central Government Expenditure as a Percentage of General Government Expenditure1
	Total Expenditure


	Expenditure on Goods and Services

	Federal States


	1985
	1990
	1995
	2001
	
	1985
	1990
	1995
	2001

	Australia
	46
	50
	48
	50
	Australia
	65
	64
	64
	66

	Canada
	58
	57
	58
	60
	Canada
	77
	79
	81
	82

	Germany
	40
	40
	38
	35
	Germany
	53
	53
	53
	47

	Switzerland
	51
	51
	49
	49
	Switzerland
	36
	58
	60
	63

	USA
	38
	41
	45
	48
	USA
	67
	64
	63
	61

	Spain
	28
	33
	30
	36
	Spain
	55
	61
	69
	70

	
	
	
	
	
	
	
	
	
	

	Unitary Countries


	1985
	1990
	1995
	2001
	
	1985
	1990
	1995
	2001

	Denmark
	54
	54
	54
	56
	Denmark
	68
	69
	69
	70

	France
	17
	18
	19
	18
	France
	26
	29
	31
	33

	Italy
	-
	-
	23
	25
	Italy
	-
	-
	54
	51

	Netherlands
	32
	28
	28
	26
	Netherlands
	50
	48
	50
	52

	Norway
	36
	36
	37
	38
	Norway
	64
	63
	65
	65

	Sweden
	38
	39
	33
	37
	Sweden
	76
	76
	70
	72

	UK
	29
	29
	26
	25
	UK
	41
	42
	40
	39


Source: Darby et al, 2002

1The figures for Switzerland relate to 1984, 1991 and 1999 rather than 1985, 1990 and 2001. The figures for Italy and Germany relate to 1998 rather than 2001.  Expenditure on goods and services only excludes interest payments on debt, subsidies and transfers out of the government sector and capital expenditure, all of which are mainly the responsibility of central government. Darby et al. categorise Spain as a federal state but it is questionable whether it is more than a strongly regionalised state. 
Fiscal Autonomy: extent to which sub-national jurisdictions control their revenue streams
Traditionally, the UK has financed most of its sub-national spending through grants and made less use of local and regional taxation than other European countries (with the exception of the Netherlands and Ireland).  This, however, is only a partial indicator of fiscal autonomy.  Many other countries, including Germany and Austria, make extensive use of tax-sharing arrangements where regional and local authorities are given a share of the total tax yield. On the other hand, if sub-national authorities do not actually control the base or tax rates, such joint taxes are arguably similar to a block grant (Darby et al, 2001). 

Local governments have several means of discretion over their tax revenue. They can set up new local taxes (as happened in Belgium and the Autonomous Communities in Spain for example), they can adapt tax bases by giving rebates or exemptions, and they can set the rates. Table 2 gives an indication of the level of local discretion over local revenue.

Table 2:   Tax revenue over which local authorities have some discretion as a percentage of total local revenue excluding borrowing

	
	First local government tier
	Second local government tier
	Third local government tier



	Denmark
	46
	63
	-

	Finland
	43
	-
	-

	France
	46
	61
	48

	Spain
	35
	NA
	16

	The Netherlands
	8
	19
	-

	Sweden
	56
	66
	-


No relevant data available on for subnational governments in the UK and Italy or provincial governments in Spain 
Source: Dexia, 2002.
The comparative levels of discretion over three main local taxes: the local income tax, the business tax and the property tax, are considered further below. 

Six EU countries (Belgium, Denmark, Finland, Italy, Spain and Sweden) have local income taxes which represent a significant source of revenue for local governments. Local governments are free to set the rate in Belgium, Denmark, Finland and Sweden. In Sweden, however the government can impose a temporary cap (as it did between 1991 and 1993 and between 1997 and 1999) and in Denmark property taxes have been frozen since 2002.  In Spain, the Autonomous Communities get 33 per cent of the income tax and can fix the rate accordingly within limits of around 20 per cent of the state rate. In Italy, the three local government tiers can within certain limits, levy an additional tax on the state rates. 

Local governments also generally have some leeway over local business tax rates. The tax rates are freely set by local government in Germany, Ireland and Luxembourg (although the state can temporarily cap the rate in Ireland). Local governments can set the rate between thresholds and ceilings in Denmark, France, Italy, Portugal and Spain (Dexia, 2002). Local governments have some leeway over the property tax rate with the exception of the Danish counties (where the rate is centrally determined). Local governments in Germany, Ireland, Belgium and the UK are free to set their own rates, although the Belgian regions can temporarily put a ceiling on the rate while the British government can lower the tax rate of local governments considered to be too  high  (Dexia, 2002). In Spain and Finland, local governments can set the rate between limits.

Despite the qualifications above, the UK nevertheless, relies more on grants than other countries with the Scandinavia countries and Switzerland possessing the greatest degree of local fiscal autonomy. Even when grants and tax sharing are treated as equivalent, most EU countries have greater local fiscal autonomy than the UK. Local authorities in the UK have traditionally raised less than some other countries through fees and charges.  Local charges have, however, increased since the 1980s and the overall level of income from these sources is now broadly in line with the norm for western European countries (DTLR, 2000).  But some countries do have a far larger number of fees and charges than the UK, sometimes because sub-national governments have greater autonomy over how local revenue is raised, (Darby et al, 2001) and the recent Select Committee Inquiry into Local Government Revenue therefore recommended that ‘that local authorities should have the opportunity to increase their income by extending more fees and charges to a wider range of services’ (Stationery Office, 2004: para. 185).  
1.2 Advantages and disadvantages of fiscal decentralisation

The literature on local government funding in Europe and elsewhere suggests that there are a number of advantages associated with greater fiscal decentralisation including:

· Improved local efficiency.

· Greater local policy discretion.

· Enabling local innovation.

· More targeted used of local resources with gains in both efficiency and effectiveness.

· Enhancing local democracy and accountability. 

However, it also suggests that these potential gains need to be weighed against potential disadvantages of fiscal decentralisation that include: 

· Where there are a number of different sources of funding at the local level, increased complexity and loss of transparency 

· Equity costs.

· Difficulties in achieving central government policy goals.

· The potential for economic distortions caused by variations in taxes and rates across jurisdictions. 

2.
Local Government Funding in Other Countries

2.1 Impact of local finances on local democracy, accountability and transparency 

Local democracy and accountability

One of the problems with measuring the effects of local finances on democracy is that the latter is susceptible of several different definitions. First, there is a difference between national and sub-national (regional and local) democracy (Loughlin, 2004). Traditionally, democracy has been defined as national, that is, as emanating from the legitimacy bestowed to governments by the nation-state through elections to national parliaments. Sub-national democracy in the form of regional and local governments was derived from this national setting. It is true that in federal states, the sub-federal levels of government derived their political legitimacy from their own existence, which often pre-dated the founding of the federation (as in Switzerland) but, the tendency has been for the federal level to assume the position of being a “higher” level of legitimacy and able to keep in check the activities of other levels. This has led to situations of tension between the federal and sub-federal levels as in the United States, where “states’ rights” may conflict with federal programmes, or in Canada, because of Quebec’s claims to sovereignty. In recent years, however, there has been an increasing awareness of the importance and legitimacy of the sub-national level with the idea that regional and local democracy are essential elements of democracy itself, as expressed, for example, through the European Charter of Local Self-government of the Council of Europe (promulgated in 1985). Furthermore, the acceleration of European integration and the emergence of the European Union as a system of governance have raised the issue of the EU’s democratic deficit. This has led to the formulation of the notion of EU citizenship, which is expressed principally through the right of nationals from other EU states to participate in both local and European (but not national) elections. UN-HABITAT, a branch of the United Nations responsible for urban issues, in 2007 approved a set of “Guidelines on Decentralization and the Strengthening of Local Authorities”, which were partly inspired by the European Charter on Local Self-government. The Guidelines point out that the notion of democracy is further complicated by competing definitions such as representative versus participatory democracy. Finally, in recent years there has developed a ‘neo-liberal’ concept of democracy understood as the exercise of consumer choice. It is this last conception of democracy which underlies the famous Tiebout model of local government finance (Tiebout, 1956) and the fiscal decentralisation theorem of Wallace Oates.

The title of Tiebout's most famous article, “A Pure Theory of Local Public Expenditures,” is a direct play on Paul Samuelson's 1954 article, “The Pure Theory of Public Expenditures”. Samuelson and other economists had analyzed the “free rider problem” that governments face when they provide goods and services. If no one can be excluded from consuming these public goods, individuals do not have an incentive to reveal their preferences for them. Everyone has an incentive to understate their true preferences to reduce their own tax burden, while still hoping to be able to enjoy the public good supplied by others. Markets therefore fail to provide public goods efficiently, and some form of government intervention is needed.

Tiebout's key insight was that this problem is different when local governments provide goods to citizens who can move among distinct communities. According to Tiebout, if citizens are faced with an array of communities that offer different types or levels of public goods and services, then each citizen will choose the community that best satisfies his or her own particular demands. Individuals effectively reveal their preferences by “voting with their feet.” Citizens with high demands for public goods will concentrate themselves in communities with high levels of public services and high taxes, while those with low demands will choose other communities with low levels of public services and low taxes. Competition among jurisdictions results in homogeneous communities, with residents that all value public services similarly. In equilibrium, no individual can be made better off by moving, and the market is efficient. It does not require a political solution to provide the optimal level of public goods.

In addition to perfect residential mobility, Tiebout's model assumes that there are no spillovers of benefits across communities, and that costs increase as additional people receive services. These conditions do not make local governments efficient providers of pure public goods like national defence. However, they do imply that local governments can efficiently provide what are essentially private goods like education and rubbish collection. Tiebout noted that (at the time he was writing) about half of all government services fell into the domain of local governments and could then be subject to this type of analysis. In contrast to the prevailing assumption that government would often provide inefficient levels of public goods, Tiebout tried to show that these decentralised systems act like regular markets.

Tiebout's paper was a purely theoretical piece, but it has had wide empirical application. A long literature in local public finance has built on his insights about community choice to estimate demands for local public goods like education, sanitation, and fire protection, and to study how property values reflect area taxes and services. Others have built on his model to explain why zoning laws are such a pervasive tool of urban and regional governments, as communities attempt to prevent free riding by citizens who buy small homes in communities with high property wealth and low tax rates. More broadly, Tiebout's insights have had a large impact on debates about fiscal federalism and the proper roles of central, regional, and local governments.

Oates investigated the proper functions of local government in stabilisation, redistribution and allocation. He argued that local activities to stabilise the economy would be ineffective because the incidence of expenditure programmes and tax cuts would spill over into neighbouring jurisdictions and hence create benefits or costs outside the constituency which pays for them. Local redistribution programmes would fail. Rich people would have an incentive to emigrate and poor people to immigrate if one jurisdiction started a redistribution programme in isolation. This contrasts with the question of the allocation of services. The demand for many public services such as schools, hospitals, police, waste removal, parks, recreation, water, sewage, etc. is mainly local and provision should therefore fall within the remit of local governments. Local decisions and provision are better because very often preferences differ among localities. In terms of the size of the local governments in question, Oates made the case for smaller units of local government, arguing that in the absence of cost savings from the centralised provision, a lower (smaller) level of government can better adjust to preferences than larger or higher level local government. 

There is, nevertheless, a tension between national democracy and sub-national democracy which reveals itself with regard to fiscal issues and which underlies the trade-offs which must be made between local democracy and accountability and equalisation and territorial equity. If we accept national democracy as the primary form of democracy, then the democratic aspect of fiscalisation is satisfied by national taxation systems, mainly through income-tax. At least, this is the case in unitary states where tax-payers vote in national elections and where the majority party or coalition of parties forms a government (in some countries, such as France, voters choose a President who then forms the government but the underlying democratic principle is the same). This government uses the funds raised from taxation to draw up a national budget, which is shared among various departments and agencies and includes sub-national governments in the form of grants. Liberal democratic theory then asserts that democratic choice is exercised by the possibility of turning out the politicians at the next election if voters are unhappy with their policy choices and the uses made of their taxes. The concept of national liberal democracy, with its corollary of shared citizenship and solidarity, also underlies the notions of equalisation and territorial equity. Such an approach has been very strong in the United Kingdom and in European states generally, federal as well as unitary and, at least for the period of thirty years (what the French call Les Trente Glorieuses) between 1945 and 1975, was accepted by parties of both right and left. Within this system, sub-national government was assigned a special role, which was to ensure the effective delivery of welfare programmes mainly on behalf of national governments. This has been called the ‘principal-agent’ model of central-local relations. 

The Tiebout model of local choice and the Oates model of fiscal federalism run counter to these notions. This is not surprising as they were both developed with reference to the United States, which is both a federal state and a society marked by high degrees of mobility and choice. There is also no commitment to the concept of equalisation across the national territory, which is a strong characteristic of the ‘European social model’. It is true that the United Kingdom shares some of the features of what has been called the ‘Anglo-Saxon model’, for example, a strong attachment to the market, but it also shares the social-democratic and Christian-democratic aspirations of the Welfare State characteristic of other European states, characteristic of the European social model. As a consequence, the relevance of the Tiebout-Oates model for European states has been questioned, especially for the Scandinavian states with their strong traditions of social democracy and especially for the Swedish model of the Welfare State. 

Nevertheless, the crisis of the Welfare State in the 1980s and the emergence of the neo-liberal paradigm, first in the UK and then in other European states, have changed the circumstances and context of central-local relations. Although the Welfare State is still with us, and, indeed, public expenditure continues to grow, there have been significant changes in its operating culture and the socio-political consequences in which it functions. This is a result of policy reforms such as privatisation, deregulation and the ‘marketisation’ of the functioning of public administration. This means that, besides the principal-agent model of central-local relations, there also exists a ‘choice’ model, that is, local authorities are increasingly able (or compelled) to choose among a number of policy options with less interference from central governments. The Free Commune Experiments of the Scandinavian countries of the late 1980s and early 1990s (Baldersheim and Stahlberg, 1994) are emblematic of this shift. But it is part of a general trend found with, for example, the ‘right to experimentation’ in France, increased regional and local autonomy in Italy, and asymmetrical autonomisation in Spain. In these new circumstances of what amounts to a paradigm shift from the Welfare State model of central-local relations to a post-Welfare State model (Loughlin, 2004), the Tiebout-Oates model of choice has become more relevant even in European states. But what is important is that, in practice, the two models co-exist and this adds to the complexity of the trade-offs that must occur. This complexity is what has come to be known as ‘governance’ and has implications for local finance.

In effect, just as there is no one definition of democracy and this now includes national and sub-national elements as well as representative and choice elements at both these levels, so there must be a variety of financial mechanisms underpinning all these dimensions. In the case of the UK, the national dimension has been dominant with an emphasis on equalisation and territorial equity achieved through systems of transfers from national taxation with a lesser reliance on the council tax. But with devolution and the shift towards greater decentralisation in England (even without English regional assemblies), a case can be made for strengthening the Tiebout-Oates dimension of greater local choice through both increasing the level of local revenue and of widening the variety of sources of this revenue. The literature suggests that this will not in itself bring about a greater political engagement of citizens at the local level but it is probably a necessary if insufficient condition for this to happen. The other necessary conditions include greater transparency, clearer lines of accountability between revenues raised and specific decisions by local politicians as well as a better educated and informed local citizenry. The evidence from a number of countries also suggests that citizens will become involved if issues are relevant to their immediate concerns rather than simply on ideological or partisan grounds. 

Complexity and transparency

It is important for democratic practice that there are lines of accountability between revenues raised, decisions taken by politicians and outcomes perceived by local citizens. The Tiebout-Oates argument is that this will occur through greater fiscal decentralisation. There are three situations where such transparency is not achieved. First, in systems where there is a high level of transfers out of general taxation from the national to the local, the lines of accountability are less clear and citizens cannot make informed choices about the link between revenue and local political decision-making. Second, in a complex tax system where various levels of government share the same tax base and where tax-sharing is in place, citizens at the local level will find it difficult to distinguish which level of government is responsible for which decisions. Finally, where sub-national governments have important fiscal powers but where these come from a variety of sources and also include national transfers, voters may find it difficult to understand fully the operations and interactions of different levels of government (Tanzi 2001) and this can lead to less accountability.

International Experience: the Spanish Example

Spain provides a good example of the potential difficulties associated with a complex system of devolution and sub-national governance, as described in a report made to the UK’s Balance of Funding Review (Loughlin and Martin, 2004).  It has evolved from a highly centralised state during the Franco dictatorship to one that is increasingly decentralised with political decentralisation mainly benefiting the Autonomous Communities (ACs) but, in recent years, is now moving towards giving greater autonomy to the municipalities. Political decentralisation has been accompanied by greater fiscal autonomy again with the ACs the main beneficiaries but, in the (current) second phase of decentralisation, with the municipalities now gaining greater powers. 

In 1997, a formal agreement increased the range of taxes available to the ACs (with the latter able to exercise control over tax credits and rates). This has resulted in a relatively complex system, particularly bearing in mind that the two lower levels of government, municipalities and provinces also rely on shared taxes as well as local taxes, duties and fees.

Some commentators have argued that the Spanish system is evolving towards greater complexity and has given rise to a complex tax system, which achieves greater autonomy at the expense of less transparency (Darby et al, 2002).

Key Lessons from the Spanish example include:

· Greater political decentralisation can entail greater fiscal decentralisation.

· Greater fiscal decentralisation across a number of levels of government often means a wide variety of forms of local revenue and sharing of tax bases by different levels of government (for example in the Spanish case income tax is raised by both ACs and central government, business tax is raised by both municipalities and provinces in the form of a surtax on the national business tax).

· Both greater fiscal decentralisation and a wider variety of revenue sources, both shared and exclusive, can mean a loss of transparency.

· A loss of transparency in the Spanish case has meant a loss of accountability and a reduction in citizen engagement with the political system.

Accountability versus equalisation and territorial equity: bail out and moral hazard

European states are still committed to the ideal of equalisation and territorial equity even if this is now modified by an acceptance of choice and the reinforcement of local democracy through accountability. Increased fiscal decentralisation will tend to cause more inequality because of the differing patterns of socio-economic need and capability of paying local taxes. This in turn will imply some form of equalisation system if certain levels of service provision are to be maintained across jurisdictions with these different tax capacities and needs.  One of the problems associated with equalisation through vertical transfers is what is known as moral hazard: the assurance that a central government will bail out local authorities in difficulty will encourage over-spending by the sub-national authorities. 

Examples from International Experience

International comparisons show that some countries are more prone to this than others either because of different political cultures or because of deliberate policy choices by national governments of maintaining strict fiscal rectitude and refusing to bail out the local authority in difficulty. An example of the first attitude, political culture, may be found in Canada where there are no regulations laid down by the federal government which govern provincial and local finances yet there are very few instances where sub-national authorities find themselves in situations of fiscal deficit. This is largely due to a political culture that discourages such situations. An example of the second is the United States where, in the 1980s, the federal government refused to bail out the city of New York and the State of California when the city and the state ran into financial difficulties. In both cases, the sub-national authority did over time extricate itself from its difficulties without aid from the federal government. The Scandinavian countries, and in particular Sweden, provide an interesting example of an approach which combines both the ideal of similar standards across the country, combined with fiscal rectitude but also some variety in policy choices. This is based on the notion of levels of standards of services set by central authorities in consultation with the local authorities with limits on borrowing by local authorities (Loughlin, Lidstrom and Hudson, 2005). In some countries, such as Norway, there is both a minimum and a maximum level and quality of services, while in others, such as Sweden, there is simply a minimum although local authorities may be penalised if they transgress a maximum threshold. This satisfies both the demands of equal levels of service across the national territory with some allowance, within limits, of variation.

But there are examples, such as Argentina and Brazil where such moral hazard problems occur. In Europe, Germany and Italy provide examples of a trade-off between equity and accountability. Despite attempts to improve the efficiency of the Länder, equity remains the guiding principle of the transfer and equalisation system. It has been argued that this has slowed down economic growth, especially since the unification of Germany, as well as transparency and accountability. Italy is another example of the tensions that can exist between the demands of equity and the gains in accountability and economic efficiency, which are the possible benefits of a decentralised system. (Darby et al, 2002)

In Italy, reforms since 1992 have increased local fiscal autonomy but despite this there is continued reliance on conditional grants. The main areas of tension are in health and transport (where regions have key responsibilities for delivering services). Regional governments that overspent in these areas were bailed out by central government (Darby et al, 2002). It seems that, despite reforms in 1993 and 2000, the Italian government has not succeeded in reforming the central grant system to reflect objective factors rather than historic allocations and to exclude the possibility of central government having to bail out regional government (Bordignon (2000). The problem is also due in part to loopholes in sub-central borrowing limits, unwillingness on the part of central government to harden budget constraints for electoral reasons and the lack of administrative capacity in some local authorities in parts of the country.

Key lessons from international experience  

· Equalisation and territorial equity needs to be balanced against the dangers of moral hazard.

· Moral hazard problems can be lessened both by changing political culture and by deliberate policy choices by central governments to harden budget constraints on sub-national authorities 

· The Italian example illustrates that where central government is committed to maintaining a certain level of key services, and where grants are not based on objective factors, sub-national governments can exert real pressure on central government to increase vertical transfers unless this is explicitly prohibited by law (Darby et al. 2002).

· Equalisation and territorial equity may lessen local accountability and transparency.

· There is no pure model in European countries but a variety of models each of which is based on a mixture that involves trade-offs.

· Nevertheless, the trend today is towards greater diversity and choice rather than towards greater uniformity.

This implies a more flexible understanding of equalisation measures based on the idea of different levels of required service

2.2
Service provision: local policy discretion, central policy goals and local finance

Equal standards of service provision

As already remarked, all European states maintain the ideal of providing similar levels of services right across the territory regardless of the ability of local populations to pay for these services. The opposite of this approach, commonly known in the UK as the ‘post-code lottery’, is where standards of services, funded out of locally-raised revenues, could be higher in wealthier areas than in less well-off areas. The desire to avoid this has given rise, in all European states, to some form of equalisation mechanism either in the form of vertical transfers from central government paid out of general taxation as in the UK or paid out of an equalisation fund operated by the local authorities themselves as operated in Sweden until 2005 (see Loughlin et al., 2005) and Spain. The other extreme is the United States where there are no such mechanisms and where territorial inequality is more readily accepted. 

Nevertheless, this ideal, closely associated with the territorial dimension of the Welfare State, is now being questioned in European states and there is a tendency to move closer to the US model without completely abandoning the European. Denmark began to adopt elements of the neo-liberal model even before the election of Mrs Thatcher in 1979, while countries such as France, the Netherlands and Italy have been more willing to accept territorial diversity than hitherto. The French have abandoned the system of national planning that was a key feature of territorial management after the Second World War and now operate through regionalised planning contracts. This may lead to a great deal of diversity across regions depending on the wealth of the region. In the Netherlands, the city of Tilburg adopted a kind of neo-liberal choice model while in Italy the attempt to shore up the Mezzogiorno (the South) has been quietly scaled down. In none of these cases, has the European social model been abandoned but it now co-exists with a greater ‘choice’ approach. It is this mixture of approaches that has given rise to a greater complexity in most European states. In most cases, there is a trade-off between local autonomy and the setting of standards for levels of services. The central government or parliament usually lays down minimum and sometimes maximum standards and may impose limits on local authorities which rise too far above the maximum. Sweden is an example where maximum levels were capped in the 1990s although this has since been lifted (Loughlin et al., 2005). Nevertheless, although the Swedish parliament and the local authorities themselves do maintain adherence to the principle of equity, there is now an acceptance that some variation may be possible. In particular, the richer municipalities in the south of Sweden, including Stockholm, are increasingly unhappy at both funding the poorer areas of the north of the country and being unable to have higher levels of service and, in practice, there is now in Sweden greater variation.

Scandinavian Examples – Trade-offs between sectoral policy goals, local autonomy and macro-economic considerations

In an article analysing the experiences of the Scandinavian countries, Denmark, Sweden and Norway, Blom-Hansen provides some interesting insights into the trade-offs between achieving sectoral policy goals (and particular standards of service across the country), local autonomy and macro-economic considerations and the way in which different financial instruments can play a part in the trade-off (Blom-Hansen, 1999). The analysis focuses on health care and child-care, and also economic policy. 

The central government departments in the three countries have shown varying degrees of success in persuading/compelling local governments to meet central policy goals. The degree of success depends largely on the degree of influence of the local government associations and the level of fiscal autonomy. In Denmark, in particular, the high level of fiscal autonomy, coupled with the influence of the local government associations has meant that central government has had to back down on the achievement of central policy goals in the health and child-care areas. 
This highlights the possible difficulties which a significant increase in local autonomy, including local fiscal autonomy, could pose for the achievement of central government targets in particular policy areas. 

The table below summarises the positions of the various actors involved in policy-making in the areas of health and child-care, the degree of local fiscal autonomy and the outcomes in terms of the trade-offs between local autonomy and the achievement of sectoral policy goals. Another issue was the effects of negotiations on these issues on macro-economic considerations. This simply meant to what extent they would hinder the overall economic competitiveness of the country and whether the costs of maintaining both equalisation and local autonomy would not be excessively high. A more detailed discussion of the issues follows the table.
	Country
	Relative Position of Actors
	Local fiscal autonomy
	Outcomes: Achievement of Sectoral Policy Goals



	Denmark
	Topocrats – strong position. LGAs play important role in negotiation of the budget.

Expenditure guardians (finance ministeries) – strong position encouraged by cross-sectoral network in policy-making.

Expenditure advocates (sectoral ministeries) – relatively weak position


	High level of local fiscal autonomy. High proportion of local taxes, with local discretion over rates in most cases. 

Emphasis on block rather than specific purpose grants. 

Budget negotiation process involving LGAs in regulating variation in tax rates, amongst other things.
	Health care: waiting time guarantee – central government departments have had to back down on achievement of this guarantee due to unwillingness to compromise local autonomy and macro-economic considerations.

Child care guarantee: again central government  departments backed down on achievement of targets. Proposal of use of specific purpose grants rejected due to negative impact on local autonomy. 



	Norway
	Topocrats – weak position. Consulted on matters of relevance to members but nothing further.

Expenditure guardians – weak position.

Expenditure advocates – strong position.


	High level of local taxation but limits on local discretion to set rates. 

Greater willingness to use specific purpose grants than in Denmark. 
	Health care: waiting time guarantee now backed up by use of central government ear-marked (specific purpose) grants which compromise both local autonomy and macro-economic considerations. 

Child-care guarantee: use of ear-marked grants to back up achievement of child-care guarantee, compromising local autonomy. 



	Sweden
	Topocrats – medium position, varying across policy areas. LGAs are strong in health care. Examples of negotiated agreements between LGAs and central govt but not systematic procedure as in Denmark. 

Expenditure guardians – position varies across policy areas.

Expenditure advocates – position varies. Strong in areas other than health care.

 
	High proportion of local taxes but some limits on local discretion to set rates. 

Greater willingness to use specific purpose grants than in Denmark.
	Health care: waiting time guarantee backed up by block grants which does not impact negatively on local autonomy but does have an impact on macroeconomic considerations. 

Child-care guarantee: initial use of ear-marked grants to fund child care guarantee, followed by use of regulation forcing municipalities to meet targets. Clear compromise of local autonomy and macroeconomic considerations. 


Source: Blom-Hansen, (1999)

Choice of Policy Areas for Discussion

The intergovernmental dilemma in the Scandinavian countries is clear in the three policy areas: local governments have a certain degree of autonomy backed up by high levels of fiscal autonomy, in particular a high proportion of local tax revenue. At the same time, central government has relatively clear policy goals. This means that if central government guidelines are to be implemented, lower levels of government must be persuaded or forced to comply. The policy areas are comparable in the sense that they are organised along similar lines in the three countries at the same time as the position of the different actors in each case varies. 

Types of Actor Involved

There are three main types of actor in policy making in the three countries:

Expenditure advocates: sectoral ministries whose actors have an interest in working for new public policy programmes and increased funding of existing programmes in achieving sector-specific policy goals. 

Expenditure guardians: finance ministeries who have an interest in macro-economic control and restraint of public expenditure.

Topocrats: local politicians; those concerned with maintaining local autonomy and discretion, in particular the local government associations. 

Topocrats in Scandinavian countries are in part represented by the local government associations, who are important actors. Surveys indicate that, in Norway, Denmark and Sweden, they are regularly consulted on most matters of relevance to their members. However, the three countries differ in the extent to which the LGAs are involved. 

The next section analyses the relative strength of the different actors in the three countries. 

In the Danish case, central-local government relations are co-ordinated through the budget co-operation process. As responsibilities of local government increased, the central government sought to keep financial control but in collaboration with the LGAs and through agreements between them and the central finance ministeries. These agreements specify desirable taxation and expenditure levels for the local government sector. In addition, in the 1980s and 1990s, it proved useful for Danish minority governments to negotiate central-local policy initiatives with the associations before presenting them to parliament. 

In the Norwegian case, the LGA has a weaker position. It is consulted as a matter of standard procedure on matters of relevance to its members, but relations go no further than that. Agreements negotiated between central government and the LGA are not used as an alternative to parliamentary decision making. 

Sweden falls between Denmark and Norway in the extent to which the LGAs are able to influence policy making. There are examples of agreements between the government and the two local government associations (these have recently merged to form one association representing both counties and municipalities) but these do not add up to a systematic decision-making procedure as in Denmark. Swedish LGAs have tended to have more influence in particular policy areas, most recently in the area of health policy. The current LGA has complained that their point of view is not sufficiently taken into account by Parliament which remains the final arbiter in the question of the application of the constitutionally-based ‘funding principle’, which is meant to guarantee that local authorities have adequate funding to carry out the tasks assigned to them (Loughlin et al., 2005).

The relative strength and influence of the other two main types of actor in the three countries - the expenditure advocates and expenditure guardians - is affected to a large extent by the form of organisation of the budget process. A tight and closed budget process tends to strengthen the position of the expenditure guardians. In Denmark, the cross-sectoral network gives expenditure guardians (finance ministeries) and those representing local autonomy (the LGAs) the strongest position. In Norway, on the other hand, the opposite is true with the system favouring expenditure advocates at the expense of the LGAs and finance ministries, whilst in Sweden the character of the intergovernmental network varies across policy areas. In some areas such as health, the LGAs are strong. Other policy areas in Sweden are closer to the Norwegian position. 

The following section illustrates how central-local conflicts and macroeconomic considerations have impacted on the achievement of targets in the health and child-care sectors in the Scandinavian countries and whether sectoral ministries, topocrats or expenditure guardians have dominated. 

.

Comparison of health care policy: achievement of targets

Comparison of health care policy across the three Scandinavian countries is instructive because it is organised along similar lines in all three. Responsibility lies with the counties (sometimes confusingly translated into English as ‘regions’) which own and operate them. Whilst the central government regulates the policy area by law, the health care sector is one of the most decentralised policy sectors in the three countries. Hospitals are financed by county income taxes and central government grants.

Due to the fact that care is free of charge and that demand exceeds supply, central governments have attempted to introduce waiting time guarantees to address this issue. All three countries have experienced problems in pursuing this goal, and this highlights the trade-off between sectoral policy goals, macro-economic considerations and local autonomy.

In all three countries it became clear that decreasing waiting times was a very difficult goal to achieve without giving lower priority to either local autonomy or macro-economic concerns. It is instructive to see how the three countries reacted to these failures and the financial instruments (amongst others) that were used in addressing the problem and the impact on local policy discretion. 

In Sweden, efforts were made to introduce a new waiting time guarantee. The new guarantee was implemented by corporatist agreements but was backed up by a considerable increase in block grants. In other words Sweden used means which did not compromise local autonomy, which reflects the relative strength of the LGAs in health care sector. 

In Norway, a new, more extensive waiting time guarantee was introduced in 1997: the waiting time was reduced to three months for serious illnesses but at the same time the definition of serious illness has been tightened so that fewer patients qualify. The central government now backs up the guarantee with ear-marked grants on an increased scale. Activity-stimulating matching grants are to finance almost half the counties’ cost of running the hospitals and the central government is ready to put extra money into the sector. In other words, Norway did not hesitate to use means which both compromised local autonomy and exercised macro-economic control in order to achieve targets. 

In Denmark, the reality is that the central government backed down, in the sense of giving in to the demands of the local authorities, in the balance of trade-offs between local autonomy, macro-economic considerations and policy goals. Bearing in mind the weak position of expenditure advocates and the relatively strong position of expenditure guardians and the LGAs who wish to safeguard the autonomy of local government this is not surprising. 

Comparison of child-care policy: achievement of targets

Similarities between the different countries’ systems of child-care are also interesting.  In all three countries, responsibility for child-care lies with the municipalities and their child-care facilities, are owned and operated by the municipalities themselves. The central government regulates the area by law but child-care represents one of the most decentralised policy areas in all three countries. Municipalities are required by law to offer child-care facilities but the extent of the obligation is not specified. Child-care institutions are financed by municipal income taxes, central government grants and user charges. The cost of child-care is heavily subsidised with the result that demand exceeds supply. All three central governments have wanted to establish child-care guarantees. The first attempts at achieving this goal have been policy failures, making it obvious to policy makers that there is a trade-off between achieving the policy goals, macro-economic concerns and local autonomy. 

In Sweden, the introduction of child-care guarantees required considerable expansion of public expenditure. This was achieved through an increased use of ear-marked grants, in the form of an amount paid to local government for every 15 children enrolled in municipal day-care institutions. This grant developed into one of the largest ear-marked government grants in Sweden.

In Norway, as in Sweden, the guarantee required considerable expansion of public expenditure. The central government made a change in the large-scale governmental reform of local finance, which was intended to move from ear-marked to block grants. In the case of child-care, this remained an ear-marked grant and was not included in the general shift to block grants.  It was increased instead and grew into one of the largest specific purpose grants in the country, taking the form of an amount paid to local governments for every child enrolled in municipal day-care institutions. In Denmark, the initial instrument for achieving the child-care guarantee was negotiated agreements between municipalities and central government. Initial attempts in Sweden and Denmark were unsuccessful and the result in Norway was uncertain at the time of the article being written because the guarantee was only meant to be established by 2000.

As a response to the policy failure, ear-marked grants to achieve the child-care guarantee were proposed in Denmark but were turned down because it was argued that the effects on public expenditure and local self-government would be unacceptable. In other words central government departments backed down on the policy initiative when faced with this trade-off. Given the strength of the LGAs and the finance departments in Denmark this was to be expected. 

In Sweden, by contrast, whilst the ear-marked grants were abolished as part of a general reform of local government finance, strict central government regulation was introduced instead requiring that municipalities were obliged by law to implement the child-care guarantee. In contrast to what happened in the hospital sector, when faced with the same dilemma, Sweden did not hesitate to use means which compromised local autonomy in order to achieve the policy goal in the child-care sector, reflecting the relative weakness of the LGAs in this sector. 

Key lessons from international experience

· European states, including the UK, differ from the United States in maintaining a commitment to similar levels of service across the national territory and in avoiding the “post-code lottery”.

· Some variation in levels of service provision is, nevertheless, increasingly accepted but this occurs within bounds set by national authorities. 

· Local tax capacity and needs are balanced by equalisation mechanisms which involve the local authorities themselves rather than simply the central authorities.

· The Scandinavian countries give useful insights into the trade-offs that can exist between policy goals, local autonomy and macro-economic considerations and in particular in their willingness to use different types of financial instruments to achieve particular goals. 

· The high level of fiscal autonomy and local government influence in these countries, (largely as a result of the high level of local taxes, particularly local income tax, as a proportion of local revenue, as well as the strength of the local government associations) means that central government departments must often find ways of persuading local governments to meet central policy goals. 

· In addressing initial failures of health and child-care policy goals the three countries have shown different responses and willingness to compromise local autonomy and macro-economic considerations in achieving policy goals. 

· In Norway, ear-marked grants and legal regulations were used to address initial failures in meeting health and child-care guarantees, thereby compromising local autonomy. 

· In Denmark, central government departments have had to back down on achieving targets: the proposed use of ear-marked grants in achieving child-care targets was rejected due to its negative impact on local autonomy.
· In Sweden, expenditure by way of an increase in block grants was used to address problems in meeting the health care guarantee, which did not compromise local autonomy but did affect macro-economic considerations. On the other hand, in the case of the child-care guarantee, a policy sector in which local government has less influence, Sweden used central government regulation to force local governments to meet targets under the child-care guarantee, thereby compromising local democracy.

· If the UK were to significantly increase local fiscal autonomy and local resposibility for services in England, this is likely to impact on process of achieving central government targets. 

2.3
Local revenue raising mechanisms and market distortion

The following section sets out some of the key economic principles that need to be taken into account when considering the effects of fiscal decentralisation on market processes. It should, however, be noted that all taxes – including those levied at the national level – are potentially distortional.  The main forms of local taxation in other countries are then analysed with reference to these principles. It should be noted that while these economic principles are important considerations, there will be other matters of a political and social nature that policy-makers will need to consider. 

What are the effects of different local revenue-raising mechanisms on the market? This question is important as overall economic performance in a country is usually the responsibility of a central government while local authorities have competences in much more limited fields. The danger is that local authorities’ activities might interfere with market forces and thus affect overall economic activity. Much of the literature on market distortion derives from the economic theories of Tiebout’s localism and Oates’s fiscal federalism, discussed above, the starting point of which is a pure ideal-type market situation in which citizens make real choices among a range of alternative across several jurisdictions. As we have already remarked, these models were developed in the context of the United States where there is much greater occupational and geographical mobility than there is in most European societies.

Distortional Effects of Local Taxes

MOBILITY OF TAX BASE/TAX SHOPPING

Differences in the mobility of taxed units at the central and decentralised levels have important implications for the vertical tax structure (i.e. the question of which taxes are best suited to being raised by which levels of government).  Taxes at a sub-national level can cause economic distortions due to the potential mobility of their tax base. This assumes the setting of a nation-state where there is little mobility across national borders but where economic agents, resources and goods have significant mobility across sub-national jurisdictional boundaries (Oates 1999). 

Taxes can be the source of distortions in resource allocation as buyers shift their purchases away from taxed goods. In a sub-national setting, such distortions can result in locational inefficiencies as taxed units or owners of taxed items seek out jurisdictions where they can obtain more favourable tax treatment. For example, excise taxes in one jurisdiction may lead purchasers to incur unproductive travel costs in order to purchase items in jurisdictions with lower tax rates.

In addition, there may be a variation in the tax-capacity in different local jurisdictions so that jurisdictions with a low tax-capacity are forced to set higher rates of tax to raise the same level of resources in order to maintain the same level of services as jurisdictions with higher tax-capacity. This can again provide an incentive to individuals in low tax-capacity but high tax-rate jurisdictions to move to low tax-rate jurisdictions.

INTER-JURISDICTIONAL TAX COMPETITION (ADVANTAGES AND DISADVANTAGES)

The potential mobility of the tax-base across sub-national jurisdictional boundaries can encourage regional and local governments actively to compete to attract individuals and/or businesses from other jurisdictions as well as to retain local businesses and/or individuals. 

The bulk of the literature on the distortional effects of tax competition focuses on the possibility of under-provision of public goods. If local governments use a source tax on mobile resources, tax competition will lead them to set inefficiently low tax-rates to avoid driving out local resources/investment. This happens because each region ignores the positive effects that movement of resources/investment induced by tax increases produces in other regions. The resulting outcome is therefore inefficient. Provision of services and other public goods across regions could be improved if all regions increased their tax rates (Oates 1999).

While limited fiscal rivalry can foster efficiency and development, excessive fiscal rivalry between local authorities can lead to unwarranted differences in expenses borne by firms depending on where they are located and generate distortions of competition, causing concentration of the most profitable economic activities in low tax rate authorities (Council of Europe, 1999). 

SPILLOVER EFFECTS

A third possible efficiency cost to increased fiscal decentralisation is that programmes in one jurisdiction (funded by that jurisdiction’s resources) may provide benefits or costs to other jurisdictions. For example, people educated in one region may move to another, roads built in one jurisdiction may be used by residents of another and so on. There is also the problem of free-riding when residents of one locality, where taxes are lower, may use the services of another locality where taxes and services are higher. Also when there local tax rates are lower, then services may be under-priced and there may also be a failure in the delivery of services. 

Mechanisms for minimising distortion

The above arguments suggest that sub-national governments should avoid non-benefit taxation of mobile goods. Analysis has shown that, ideally, decentralised government should tax mobile economic units with benefit levies, that is, a direct charge for a direct benefit (Oates 1999). The mobile economic units should pay for the public services they receive from local governments. This applies not just to households. If local governments also provide local input and services that increase the productivity of resources and businesses in their jurisdiction, then charges (benefit taxes) should be made for such services in order to provide the signals needed for the efficient deployment of resources across localities. In other words, user charges for specific services enable consumers to choose whether or not to pay for and benefit from a particular service, thereby providing information to local government as to whether the particular service is valued and desired or not. 

On the other hand, non-benefit taxes such as local property, business or income taxes, that is, taxes other than user fees or charges, are taxes not linked to the provision of a particular service at the choice of the individual/business. Despite the disadvantages highlighted above, the public sector must, for a number of reasons, rely to some extent on non-benefit taxes . The main reason is that user charges and fees can be hard to administer, may be publicly unacceptable and also are not appropriate when the service being paid for has the status of a public good.   In addition they are unlikely to be a sufficient revenue stream on their own to fund all public services. For example, redistributive programmes that provide assistance to the less well-off simply transfer income and could not be funded through charges. Although non-benefit taxes are best deployed at a central level of government if distortions are to be avoided, regional, provincial and local governments do make use of non-benefit levies. 

The distortions which have been identified as a result of such usage include tax shopping, spillover costs/benefits, as well as equity issues associated with excessive tax competition leading to the setting of inefficiently low tax rates.

Some form of tax co-ordination can be used to address this problem and/or central government can provide grants to jurisdictions with low tax capacities to ensure that those jurisdictions are not forced into setting very high rates of tax to compensate for their low tax-capacity. Alternatively forms of inter-municipal co-operation or tax-sharing may address the problem. In addition, there may be ways of adapting the types of local taxes/tax bases themselves to minimise distortional effects even in the case of non-benefit taxes. These alternatives are discussed in order below.

Tax Co-ordination

Tax co-ordination involves central government determining local tax bases and rates or setting limits on rates. 

The potential problem with central tax co-ordination is the loss of local autonomy. On the other hand, tax competition and the associated downward pressure on local spending may also be useful from a cost efficiency perspective in order to constrain local spending. This advantage is lost if taxes are completely co-ordinated at a central level. 

International examples

Different countries use different levels of control in co-ordinating local taxes, with differing impacts on local autonomy. In France, Spain and Finland, local governments can set the property tax rate between thresholds and ceilings. In Denmark, on the other hand, it is the central government which sets the county property tax rate. In Belgium, the regions can temporarily put ceilings on the local property tax rates and in the UK the government can lower the tax rate of local governments considered to be too extravagant. In Sweden, central government can temporarily cap the local income tax rate (as it did between 1991 and 1993 and between 1997 and 1999). In Spain, the ACs can set the regional income tax rate within limits of more or less 20 per cent of the centrally set rate. In Austria, the local business tax rate is set by the federal government. Local governments can set the local business tax rate between centrally determined limits in Denmark, France, Italy, Portugal and Spain. 

Central government grants/fiscal equalisation and market distortion

Equalisation transfers also have an impact on how the market operates within jurisdictions and on how jurisdictions compete with one another. Fiscal equalisation is a contentious issue from an efficiency perspective. On the one hand, analysts have held that such grants play an important role in allowing poorer jurisdictions to compete effectively with fiscally stronger ones. This view holds that, in the absence of such grants, fiscally favoured jurisdictions can exploit their position to encourage economic growth, partly at the expense of poorer ones. 

From this angle fiscal equalisation mechanisms can be used to create a more level playing field for inter-jurisdictional competition. Intergovernmental grants, including matching grants, can include an equalisation element and can in theory also serve to correct some of the distortions created by use of non-benefit taxes at a sub-national level. 

Examples from International Experience

Conditional or ear-marked grants can be used to compensate local authorities for costs arising as a result of programmes in their jurisdictions which spill over into other jurisdictions. Ear-marked transfers are generally investment transfers allocated to fund specific sectors (for example school facilities in France) and sometimes precisely identified investment projects. Many countries also have ear-marked transfers allocated to fund operating expenditure, particularly in the education, social welfare and health sectors. In Denmark, for example, ear-marked transfers partially compensate for municipal expenditure in the social welfare sector. 

A qualification to this is that such grants should not be so large as to undermine fiscal discipline at lower levels of government (Oates 1999).

Potential problems with fiscal equalisation

On the other hand, some commentators have argued that fiscal equalisation can in fact impede regional adjustments which promote development in poorer regions. For example the post-WWII resurgence of the southern United States of America resulted partly from relatively low wage levels and other costs (Oates 1999). Fiscal equalisation from this perspective could interfere with the development of poorer regions by impeding the flow of resources in response to cost differentials.

The advantages and limitations of different types of transfer system (including equalisation mechanisms) are discussed in further detail in section 2.4.

Inter-municipal co-operation and tax sharing: Examples from International Experience

Alternative solutions may be found within the framework of inter-municipal co-operation as in the case of France, which has local arrangements for redistribution of the professional tax (a form of business tax) within urban communities and a tendency for jurisdictions to apply average rates (Council of Europe, 1999). 

Denmark is another example where voluntary co-operation between local governments and central government can minimise distortions as a result of variation in tax rates across jurisdictions. There are no official limits to the rates of local income tax but, in practice, the freedom to vary local income tax rates significantly is limited by the low level of mobility of the income tax base which is a feature of Denmark, which is a small country with a strong political culture of equalisations and fairness.  For this reason, it has operated a system of budgetary co-operation between central and local governments via the Ministry of Finance. There are negotiations involving a joint assessment of the budgetary requirements of sub-central governments based on no changes in tax rates. In theory, therefore, the system combines an element of local autonomy with a significant degree of co-ordination and bargaining which tends to limit changes to local tax rates (Darby et al. 2002). 

From 1999 to 2001, income tax rate increases amounted to approximately 1.5 per cent and, since 1986, ‘unplanned’ rate increases have amounted to 4 per cent and this has led to a loss of credibility for central government fiscal control. It is argued Darby et al. (2002), however, that overall the problems of the Danish system are more a result of the small size and lack of administrative capacity of a number of Danish municipalities meaning that economies of scale cannot be exploited,  rather than to flaws in the operation of the local income tax system. 

Nevertheless, if such forms of inter-municipal co-operation do not fully address the problem, it has been suggested that a good way of dealing with market distortion, while maintaining the principle of local autonomy, would be to adopt a system of shared taxes at either national or regional level, eliminating the risk of excessive fiscal rivalry without cutting local authorities off from the taxes in question (Council of Europe, 1999).

In addition to the mechanisms for minimising distortion outlined above, certain types of local tax are less distortional than others. In introducing new local taxes it is therefore important to choose/adapt the tax base in order to minimise distortions and lessons can be learnt from other countries.

 Examples of tax-sharing include Spain, where, (except for the Basque Country and Navarre which operate a different system), the central government collects taxes but shares them across the different levels of government. In Germany and France, too, this kind of arrangement exists.

Adapting the tax base 

A reliance on resident-based taxes rather than source-based taxes can lessen tax-induced distortions by reducing the scope for tax exporting. Resident-based taxes (also known as destination-based taxes) are taxes on factors of production such as land, labour and capital based on the owner’s residence and on goods and services based on the residence of the consumer. In contrast, source-based taxes or origin taxes involve taxing factors where they are employed and goods and services where they are purchased. Under resident-based taxation governments have much less capacity to export their taxes onto economic units elsewhere. Source-based taxes on the other hand are often much easier to administer because the tax is taken out where the resource is deployed. 

Moreover, taxing relatively immobile economic units is another way of mitigating the problem of tax exporting. The property tax would to some extent satisfy this criterion. 

The advantages and disadvantages of different types of local taxes are discussed below with a particular focus on the possible distortional effects of different local taxes. 

Advantages and disadvantages of different local taxes
Property taxes

A low rate uniform property tax has an important role to play in financing local governments. It is also a very visible tax which improves the accountability and responsibility of local governments.  But it has a number of disadvantages including the fact that:

· It is a relatively inelastic tax in that the base of this tax, that is the number of properties, does not necessarily increase regularly over time, unlike the more periodic increases in the cost of provision of services such as education and health: if regional/local governments are to play a significant role in financing soft services such as education/health, in general they will also need access to a more elastic source of revenue. 

· While property taxes have high collection rates and are difficult to evade, revaluations can be difficult and costly to administer, particularly where property prices are mobile and where the re-valuation of property gives much room for discretion and argument. Discrepancies can arise between assessed values and market values within classes of property, between classes of property and across municipalities for both political and technical reasons.

· Because it is a very visible tax, there is often widespread resistance to any proposed increases. 

Property taxes are conventionally seen as having minimal distortional effects because they have a relatively immobile tax base which limits the problem of tax exporting although this may be less of a case in relation to second homes.  

Examples from International Experience

Austria, Finland, Germany, the Netherlands, Portugal, Spain, Belgium, Denmark, France, the UK and the US all have forms of local property tax. 

In Denmark, both municipalities and counties raise a land tax (receipts of approximately 2 billion euros in 1999 or approximately 7 per cent of own tax revenue). The tax base is the land registry value of the property assets. Municipalities and the county-cities of Copenhagen and Frederiksberg may set the tax bracket between lower and upper limits of 0.6 and 2.4 per cent.

In Finland, the property tax on land and buildings was introduced in 1993 to compensate for the income tax reform. In 1999, it provided municipalities with receipts of 0.5 billion euro, representing just under 4 per cent of their own tax revenue. The tax base is the land registry value of property with farmland and forest exempted. Municipalities are free to set their own rate, within limits set by law. There must be a difference in rates between those applied to main residence properties and those applied to other properties. The former varies between 0.22 and 0.5 per cent and the latter between 0.5 and 1 per cent.

In France, the property tax on buildings and property tax on land is paid by owners (both corporate and private individuals) based on the rental value of property. 

In the Netherlands, the main municipal tax is the real estate tax, which is paid by owners and tenants based on the value of the property and is re-evaluated every four years by municipalities based on national norms. Municipalities are free to set the rate within limits. For example, the tax rate applied to owners must not exceed 1.25 times that applied to tenants.

In the US, the revenue from property taxes usually goes towards financing public services such as schools, police protection and sanitation. The amount of tax is based on the total value of the property or on a certain percentage of its value. Although the tax is usually paid to the local government level (county, school district, and local government or water district) it is nevertheless the state that imposes the guidelines according to which local government can impose property taxes. The different states have different definitions of property to be taxed. Some states only permit local government to tax real property i.e. land and items permanently attached to land. Other states also permit the taxing of personal property, e.g. cars, boats etc. States can impose limits on local property tax rates as well as caps on all local revenue sources. 

Taxation of unimproved land: Examples from International Experience

A particularly immobile tax base is unimproved land, which means that it will not be the source of location inefficiencies. Such taxes and associated benefits will be capitalised into local land values and local governments have at their disposal a tax that cannot escape them through mobility. A concrete example of this is the city of Pittsburgh which has used a graded property tax under which land is taxed at five times the rate on structures. As a result there has been an expansion in building activity that might not have existed had there been a higher tax on mobile resources/investment.

Whilst this type of tax can encourage high density building, this can be useful in areas where there is a need to develop or regenerate the area. 

Local business taxes

The advantages of the business tax are that it offers substantial revenue and tends to be more elastic than, for example, property taxes. Local business taxes do have the potential to distort the market for example by encouraging tax exporting or tax competition across jurisdictions leading to decreases in rates to inefficiently low levels with consequent decreases in the quality of service provision. However the problem of market distortion may not be so much with the concept of sub-national governments taxing businesses but rather with the mechanisms used. 

Specific public services benefiting specific business enterprises can be directly charged for but where this is not feasible some form of broad-based general tax on business activity is justified. 

Examples from International Experience

A number of countries use forms of local business taxation: Austria, Belgium (optional tax), Denmark (optional tax), Finland, Germany, France, Ireland, Italy, Luxembourg, Portugal and Spain. The local business tax base in these countries ranges from payroll in Austria; land register value of property in Denmark and Ireland; rental value of fixed assets in France; operating profit in Germany, Luxembourg and Portugal; used space, number of employees, activity sector, electricity power in Spain. 

These criteria are more or less sensitive to economic trends. When operating profit is part of the tax base, local business tax receipts are sensitive to the economic situation. On the other hand, the choice of payroll or property value as all/part of the tax base is likely to mean that the level of taxation is not as sensitive to economic realities. Where the activity sector is part of the tax base, as in Spain, this can discriminate against particular forms of investment.
There are a number of examples of a local business tax that acts as a value added income tax which, it is argued (Bird 2001) presents an opportunity to have a broad based tax which avoids the distortional impacts of taxing one factor above others and so is more neutral in terms of discriminating against particular forms of investment.  The state of Michigan has had the ‘Single Business Tax’ since 1976 and New Hampshire has a ‘Business Enterprise Tax’ (BET). In Italy, the new regional business tax – the regional tax on productive output or IRAP (Imposta regionale sulle attività produttive) also fits into this category and is based on the added value on provided goods and services. 

Personal Income tax

Since property taxes are a limited revenue source, if more local own source revenue is required to expand on local service provision and make local governments more self-reliant, the local surtax on the income tax has been identified as a way of supplementing local revenue. 

Examples from International Experience

The Nordic countries, which have local governments with a high level of fiscal autonomy, policy discretion and an important role in service provision, use the local income tax as the main or, in the case of Sweden, the only source of locally-raised revenue. In general, the local income taxes are levied at a flat, locally established, rate on the same tax base as the national income tax and are collected by central government. In Belgium and Switzerland by contrast the tax is levied as a percentage of the national tax liability (i.e. as a percentage of the total national tax receipts) rather than on the national income tax base. 

The potential problem with the local income tax is the reluctance of central government to share this tax base with local government.

In principle, if not always in practice,  the sub-national personal income tax can be levied on a destination (resident) basis, which in general is a less mobile base than the origins basis of for example the payroll tax. 

Experience from the countries which use the local income tax suggests that while surcharges can vary from region to region, the rates should be subject to minimum thresholds and maximum ceilings in order to minimise the distortional effects of large variations in rates across regions, whilst retaining a degree of discretion for local governments. 

Regional/Local Payroll Taxes: Examples from International Experience

Payroll taxes are a source of local finance in Australia. In addition, payroll forms part of the local business tax base in Austria. (In France it also did so up until 2003 when it was removed.)

The advantages of the payroll tax are that they are easily administered when imposed on large enterprises and relatively productive at low rates. 

On the other hand, in most countries, the payroll tax base is already heavily exploited by central government to finance social security systems. 

A major disadvantage of the payroll tax is that it is likely to act as a tax barrier to employment and introduce distortions into the factor mix decision (i.e. businesses may be influenced to reduce their employees in favour of non-taxed assets, even if this is not completely efficient or cost-effective from a business point of view). Because it is levied on the more mobile origin rather than destination (resident) basis it is also more likely to create distortions where rates vary across local jurisdictions. Bird suggests that local surcharges on a nationally uniform personal income tax base are a more appropriate mechanism than local payroll taxes for taxing wages. 

General Sales Tax

The type of general sales tax most commonly used is the VAT. Commentators identify a number of reasons why independent sub-national VAT is considered undesirable:

· High administrative and compliance costs.
· Possible loss of macro-economic control on a tax base which is traditionally seen as owned by central government and in such instances reluctance on the part of central governments to share the VAT tax base. 

· Market distortion: problems arising for inter-jurisdictional (inter state/inter regional) trade. In summary, the arguments put forward with respect to such trade are that sub-national VATs are distortional if levied on an origin basis and unworkable if levied on a destination basis. 
· EU resistance to a sub-national VAT
International Experience: the Canadian Example

That said, there is a functioning destination-base sub-national VAT in existence in the Province of Québec in Canada. The Québec sales tax (QST) and the federal VAT (Goods and Services Tax or GST) constitute an operational dual VAT system which avoids many of the problems associated with such systems. The rates of the two taxes as well as the tax bases are determined independently by the respective governments, though in the case of the bases these are essentially the same. Both taxes are collected by a single administration. Taxes on inter-provincial sales from one business to another are handled by a deferred payment system similar to that in operation in the EU. Imports into the province from other provinces or abroad are taxable but the tax is assessed on inter-provincial imports only when there is a sale by a registered trader to an unregistered trader or consumer in the province. In general, no attempt is made to collect tax on inter-provincial purchases made directly by final consumers. 

A number of factors have been identified as making the system work:

· Existence of the overriding federal GST as an enforcement mechanism.

· Since the QST is applied to a GST inclusive base, Québec has a direct incentive to monitor the GST as well as the QST. 

· In effect, the existence of a federal sales tax on a more or less uniform base provides some control over inter-jurisdictional sales for purposes of both provincial and federal taxes.

· A unified audit system and very high level of information exchange between different levels of government;

· From the perspective of improved accountability: that each taxing level of government should be able to determine its own VAT rate.

US State Sales Tax

The sales tax in the US is levied on the sale of goods and services. There are three different types of sales tax: the vendor tax, the consumer tax and the combination vendor-consumer tax. 

· Vendor tax: this taxes the person doing business and is based on the amount of goods sold. 

· Consumer tax: this taxes the retail side, collected by the vendor from the buyer and passed on to the state. 
· Combination: A combination vendor-consumer system taxes the vendor who is then required to pass on the tax to the consumer. 

All states that apply a sales tax do so at an established rate, which can pose problems since everyone, irrespective of income level, pays the same amount. However to help groups adversely affected by a regressive tax, exclusions are used on particularly necessary items such as certain foods, medicine etc. Certain groups such as charitable, religious or educational groups are exempt from paying sales tax under specific circumstances. 

In addition to the sales tax, many states also impose a use tax. A use tax is very similar to the sales tax and is imposed on the storage, use or purchase of personal property which is not covered by the sales tax. Usually it is applied to lease or rental transactions or to major items purchased outside the state such as cars. 

There are no subnational sales taxes within the EU countries, largely because of resistance from the EU and central governments, because of concerns about potential conflicts with the EU VAT system. 

User Charges

Three broad categories of user charges can be identified:

Service fees: these include items such as license fees (marriage, business, dog, and vehicle) and other charges levied by local government for performing specific services for identifiable individuals.

Public prices: this refers to the revenues received by local governments from the sale of private goods and services. In general, prices should be set a competitive market level with no tax or subsidy element included. 

Specific benefit taxes: these are distinct from service fees and public prices because they do not arise from the provision or sale of goods or services to identifiable private individuals. Examples include supplementary property taxes relating to provision of sewers to lighting or development charges. Most charges are imposed on the assessed property value. These charges nevertheless differ from other forms of tax in that they are linked to a particular service benefiting a group of individuals. All the paying individuals in the group, benefit from the extra service in question. Other forms of tax such as the local income tax, on the other hand may often fund services (such as health and education) which a number of payers of the tax may never actually use. In addition specific benefit taxes are often (though not always) linked to the level of consumption of the particular service in question.

In order to maximise benefit taxation at a local level user charges should be used wherever possible. Use of such charges minimises distortion and can promote economic efficiency by providing information about public demand to local service providers (i.e. local government)

There are, however, a number of disadvantages with regard to user charges:

· In practice it can be difficult to design and implement good user charges which provide choice to users and information about user requirements to local government.

· Although they do not provide adequate finance for sub-national activities they may nevertheless be used to supplement other local sources of revenue.

Examples from International Experience

Italy has a municipal tax on advertising and billposting and on household waste linked to the cost of collection.

France has a tax on household waste disposal but based on the rental value of the property.

The Netherlands has a sewerage tax linked to the volume of water used or level of water pollution.

Excises

Excises are taxes levied on particular products or a particular group of products such as tobacco, alcohol, fuel etc. As a general definition, the distinguishing features of excises are selectivity in coverage, discrimination in intent and some form of quantitative measurement in determining the tax liability.  It has been argued that excise taxes are a potentially significant source of regional revenue for a number of reasons:

· The taxes are easily administered by regional governments and lend themselves to regionally differentiated rate determination.

· There is an element of benefit taxation in some excises: for example taxes on alcohol and tobacco to pay for regional expenditure on health care; fuel and road tax to the extent regional governments are responsible for roads.

In Canada and the US, a significant proportion of provincial or state revenue comes from excises.

In terms of economic efficiency, if distortions are to be avoided or minimised, it is likely that some form of co-ordination of taxes and rates will be necessary. Imposing regionally differential taxes with widely varied rates can cause distortions as well as administrative and compliance costs. 

Vehicle related taxes

The strongest economic and administrative case for regional (and local excises) is with respect to vehicle related taxes and in particular the fuel tax, which is the simplest and cheapest to administer (it can be imposed at the refinery or wholesale level with refiner/wholesaler acting as collection point and can then be redistributed to local governments). The tax will still be passed on to the end consumer (vehicle user) in the price of petrol but is simpler to administer as there are fewer refiners/wholesalers than there are fuel retail outlets, although the US uses the distributor (end retailer) as a collection point – see below. 

While different states/regions can impose different taxes, they need to ensure rates do not differ significantly between regions otherwise economic distortions could result given the mobility of the tax base. 

Examples from International Experience

In the US, all states impose a fuel tax on gasoline and diesel fuel purchased within the state. The tax rate varies from state to state. Fuel taxes are collected by the distributor who must then submit the revenue to the state government. Fuel taxes are benefit taxes: paid by those people who are benefiting from the service. Fuel tax revenue goes towards maintaining state highways and roads. 

There are certain exemptions such as for farmers using the fuel in their farming operations.

Other forms of vehicle tax

In France, there is a regional vehicle registration tax based on the car registration certificate. In Italy, the provinces levy a tax on drivers’ insurance and a tax on car purchases. In the Netherlands, the provinces levy surtax on the national vehicle tax based on the value of the vehicles. In Spain, the municipalities levy a vehicle tax based on the type of vehicle and its engine power.

International examples of the equivalent of the British poll tax

The only country identified in the literature review as having the equivalent of the British poll tax was Japan, where it is used in combination with a local income tax. Individuals are subject both to a progressive local income tax on the same base as the national income tax and a poll tax levied at a nationally-determined per capita rate which varies with the size of the municipalities. Only the latter is levied on non-residents working in the municipality. As far as the evidence in the literature suggests the poll tax seems to be functioning in Japan, perhaps because it is used in combination with the local income tax.  

Key lessons from international experience 

There are a number of key lessons to be learnt from international experience in addressing the problem of market distortion and excessive inter-jurisdictional fiscal rivalry arising as a result of fiscal decentralisation.

· Co-operative mechanisms, involving central and local government for co-ordinating tax rates and setting other fiscal targets such as those in place in France and Denmark have less of a negative impact on local autonomy than centrally imposed taxes.
· Where co-operative mechanisms are considered to be inadequate, an alternative way of dealing with the issue of market distortion without compromising local autonomy is to adopt a system of shared taxes at either national or regional level, minimising the risks of excessive fiscal rivalry without cutting local authorities off from the taxes in question.
· Equalisation mechanisms can be used to create a more level playing field across jurisdictions by correcting for differences in need and tax capacity. Some caution should be exercised in the extent of equalisation as it has been argued that  extensive equalisation will itself impede regional adjustments which promote development in poorer regions (for example post-WWII resurgence of the South of the USA).
· Adapting the local tax base in favour of resident-based taxes (such as the property tax) and taxing relatively immobile economic units can lessen the problem of excessive inter-jurisdictional tax competition and tax shopping.
· Wherever possible, non-benefit taxation of mobile goods should be avoided, in favour of taxes or charges for specific benefits and services received in order to provide choice and the signals needed for efficient deployment of capital across localities (France, Italy and The Netherlands all provide examples of local user charges). 
· There are nevertheless possible alternative local taxes to the property tax and user charges which minimise the potential for distortion. A candidate is the local income tax (In Denmark, Finland, Sweden, Italy and Switzerland regional/local governments can set personal income tax rates). Voluntary co-operation between central and local government as in Finland and Denmark can control excessive rate increases and rate variation. 

· An alternative to the local business tax, the “business value tax” levied on productive output such as the Italian regional business tax (IRAP), has been identified by some commentators as avoiding part of the distortional effects of conventional forms of business taxation, which can discriminate against particular forms of investment. 
2.4
Grants and equalisation mechanisms 

In European countries, there has been a general trend away from ‘own resources’ sources of local revenue and towards intergovernmental transfers (grants) from central to local government (Loughlin and Martin, 2004). At the same time, there has been an increase in general (or block) rather than specific (or ear-marked) grants although this may be swinging back again, as the experience of Sweden illustrates (Loughlin et al., 2005). 

Sources of Grants

There are five main sources of grants:

· Grants borne out of the central government budget (or, in the case of federal systems, grants borne out of the budgets of the federated states).

· Grants from regional authorities and, in the case of municipalities, grants from other intermediate tiers of government such as provinces, regions, départements, or counties.

· Grants from authorities of the same tier paid under horizontal equalisation arrangements or by associations of municipalities to their members (such as amounts paid for a jointly funded local service, managed by one municipality but to the benefit of a number of municipalities making up the association).

· Grants from authorities below municipal level paid to municipalities which perform functions on their behalf.

· Grants from international organisations excluding loans, in particular, grants paid by the EU.

Degree of freedom in using amounts received

There are two broad categories of grants: general grants which may be used freely subject solely to the limits in the extent of the authorities’ powers and ear-marked grants which must be used for a specific purpose. Within these broad categories, however, five sub-categories can be found which may further limit the local government’s freedom to spend the grant:

· Mixed general grants: these are amounts which can be freely used for both operating expenses and capital expenditure.

· Operating general grants: these are amounts which may be used freely, subject to the requirement that they are only used to fund operating (or current) expenses.

· Capital expenditure grants: again amounts which may be used freely, subject to the requirement that they fund only capital expenditure.

· Operating specific grants: these are amounts ear-marked to the current expenses of a specific activity.

· Capital specific grants: these are amounts ear-marked to capital expenditure related to a clearly defined project. 

Different countries use a mixture of these different types of grants. 

Examples from International Experience

Denmark has two types of general grant, both of which are operating grants, and one of which is intended to equalise needs and tax bases across municipalities and counties. It also has a number of specific purpose grants which may be operating or investment (capital) grants. Finland has two types of general operating grant, one of which also has an equalisation aim. It also has a number of specific grants ear-marked for investment purposes. Italy has three types of general operating grant, all of which have an equalisation aim. In addition it has an ear-marked grant (National Ordinary Investment Fund) which is for investment purposes (Dexia, 2002).

Objectives of State transfer system 

Three main objectives can be identified in the state transfer system:

· To guarantee local authorities the funds they need to fulfil their functions or, in other words, to correct the vertical fiscal imbalances which arise when different levels of authority find that their own tax resources levied at reasonable rates do not enable them to supply services for which they are responsible to a reasonable standard.
· To correct horizontal fiscal imbalances: i.e. imbalances which occur when two local authorities at the same level which aim to offer the same standard of services find that they would need to apply different tax rates in order to do so, as a result of differing tax capacity.
· To influence local authority action, in order to ensure that local services meet national standards, encourage particular kinds of spending or policy or to encourage particular types of planning and development policies aimed at promoting particular kinds of investment. 

Different categories of grant are more suited to meeting the different types of objectives outlined above. General grants are more appropriate if the aim is to establish an equalisation system and most countries opt for general grant solutions where the aim is to correct horizontal and vertical fiscal imbalances.

In the same way, if the sole objective of the grant is to correct a mismatch between local expenditure needs and tax capacity, it is better to use general grants since specific grants restrict local authority freedom of action. In this context it appears that countries tend to use general grants to fund municipalities operating expenses rather than capital investment. 

On the other hand, if grants are required to fund specific services provided by local authorities on the state’s behalf or of encouraging local authorities to provide services of benefit to non-residents or of assisting local authorities to meet minimum standards of services set by the state, specific purpose grants are a more appropriate solution. Boadway makes the point that, while conditional or specific purpose grants may in some ways inhibit local authority discretion, they can nevertheless be a much less intrusive way for central government to influence regional or local fiscal decisions than more direct means such as the imposition of mandates or the overriding of regional/local legislation (Boadway, 2001).

Main reasons for equalisation

A high degree of unequalised decentralisation can result in personal inequality in terms of horizontal equity. Individuals would be able to secure personal gains by moving from one authority to another with lower rates of tax (and higher tax capacity) providing the same levels of services. This could result in local ‘tax havens’ coming into existence. Another possible consequence of unequalised decentralisation is an undersupply of services in the poorest regions. 

For these reasons nearly all countries with decentralised public sectors attempt to equalise differences in expenditure needs and tax capacity to some extent at least. 

It should be pointed out that policies designed to equalise tax bases can work counter to policies designed to encourage local tax effort. Attempts should therefore be made to ensure these two policy areas are co-ordinated. 

Economic efficiency and equalisation mechanisms

There is empirical evidence that the method of financing local services by refunding local authority expenditure with specific grants will lead to a growth in local authority expenditure beyond tax payers’ willingness to pay if such specific grants are stopped on the assumption that they will be picked up as part of local authorities’ expenditure.

This is one argument used to recommend the use of general grants based on expenditure needs over conditional specific purpose grants. The approach has been criticised because it can encourage local authorities to make certain services cheaper and use part of their grant money for different purposes. But this can also have beneficial cost saving effects and can result in a more efficient public sector (Council of Europe, 1999). 

Allocation criteria and equalisation – potential problems

It has already been suggested that the more efficient method of allocating central grants is on the basis of objective criteria rather than as conditional grants.

If grants do not accurately reflect expenditure needs the services will vary between regions. The challenge is to quantify measures of expenditure needs and how to determine the factors which best describe needs to secure an equal level of service.

In terms of the criteria used to calculate the amount of the grant to be allocated to each local government, a broad distinction can be made between flat rate grants and other grants. 

Flat rate grants (as opposed to grants which are calculated on the basis of expenditure levels, social data and tax capacity), tend to be easier to administer. Flat rate grants have two main administrative advantages:

· The level of grant to be allocated to each authority can be announced in advance;

· It is easy to calculate the total of all grants to be paid. 

However systems based on flat rate general grants rarely result in full equalisation (although in England, Scotland and Wales this is achieved via Barnett). A comparison of different criteria used in equalisation systems in Spain and Portugal (where equalisation forms a minor part of the transfer system), France (where a flat rate grant is used) and Denmark (where more complex equalisation criteria are used) is given below. Denmark, which has a high level of equalisation, uses one of the most complex and detailed range of criteria out of the countries cited although the UK comes close. 

Extent of  Equalisation: Examples from International Experience

The demand for a high level of equalisation and equal national standards of service provision varies from country to country. In Spain, for example, there is some resistance from wealthier autonomous communities to a greater level of equalisation and a relatively high level of cross national variation is tolerated.. Similarly in Portugal the grant system only involves a small degree of equalisation. Even in countries with a long tradition of uniformity and equalisation, such as Sweden, there is resentment in the wealthier south of the country at subsidising the poorer north. In Italy, too, the wealthy northern regions resent bailing out the backward south and this has fuelled the emergence of the Northern League, led by Umberto Bossi.

In Spain, the annual amount paid to municipalities as their share of state revenues (which corresponds to over half of all transfers) is distributed according to the following criteria:

· 70 per cent on the basis of number of inhabitants weighted by a co-efficient which ranges from one for municipalities with less than 5, 000 inhabitants to 1.85 for those with over 500,000;

· 25 per cent according to the actual number of inhabitants weighted to take account of tax effort and yield;

· 5 per cent according to the number of schools for which municipality is responsible. 

This means that, if municipalities with similar numbers of inhabitants are compared, the highest amounts go to those with the highest tax rates and bases. The fact that the municipalities with the highest tax bases tend to be favoured shows that the system has no real equalisation aims. 

The simplification of grants also tends to go against equalisation. To take the example of France, in 1993 the global operating grant was reformed to become a flat rate grant which increased yearly to take account of the trend of total resources ear-marked for the grant and the populations of the municipalities. The grant does not keep pace with changes in expenditure requirements which were more effectively measured by criteria used before 1993. 

Nevertheless, equalisation is an essential component of transfer systems in many countries and often such countries use a combination of general grants (possibly based on a flat rate) combined with equalisation grants. For example in Denmark, Sweden and Finland general grants must be regarded together with equalisation grants as forming a single system which achieves almost total equalisation of tax bases. In Denmark, a detailed range of indicators of municipal needs is used to calculate the equalisation grant:

Indicators of municipal expenditure needs in Denmark

	Criteria
	National Equalisation
	Equalisation in Metropolitan Areas


	Types of Expenses

	Number of inhabitants
	24.6
	23.2
	Employment, environment, libraries, public transport, roads, administration

	Number of inhabitants of 0-6 years of age
	9.8
	10.9
	Day institutions, health visitors

	Number of inhabitants of 7-16 years of age
	21.1
	19.3
	Schools, school dentists, youth centres

	Calculated cash benefit expenditure
	5.2
	6.0
	Social cash benefit

	Number of inhabitants 65-74 years of age
	3.0
	2.6
	Home care for the elderly

Old people’s homes

Pensioner residents

	Number of inhabitants of 75-84 years of age
	6.2
	5.9
	

	Number of inhabitants over 84 years of age
	6.2
	5.3
	

	Calculated expenditure for rent support
	1.8
	-
	Expenditure for rent support

	Estimated employment related early retirement
	2.2
	1.9
	Early retirement pension for inhabitants under 60 years of age

	Number of children of single parents
	6.5
	8.1
	Politically decided according to statistical analyses and alternative calculation of consequences

	Residence criteria (outdated homes and modern rented homes)
	5.0
	-
	

	Number of rented homes
	-
	5.0
	

	Number of full time unemployed 20-59 years of age in excess of 5 %
	5.0
	6.3
	

	Number of inhabitants 25-49 years of age without vocational education
	-
	3.1
	

	Number of foreigners from third party countries
	2.0
	2.5
	

	Inhabitants in areas with severe social problems
	1.5
	-
	

	Total weight
	
	
	


Source: Council of Europe, 1999

Equalisation of Differences in Expenditure Needs: Pros and Cons of Different Indicators
Local expenditure needs can be defined as what is needed to supply local public services at an equal level across the country. It is important to avoid confusion between ‘needs’ and the actual produced units of service or expenses. If indicators are selected which relate to the actual supply (for example number of teachers) rather than expenditure needs, the indicator becomes a measure of what the local authority has chosen to supply and the more supply is expanded the more money is obtained from central government. This is often a feature of specific purpose grants rather than general grants. Another problem with actual supply indicators is that they encourage the use of institutional solutions rather than other alternatives. For example in the case of care, it is often cheaper and more effective to provide this to people in their own homes. However grants linked to the supply of service will tend to support the establishment of more public institutions even where other solutions to the problem are more effective and cheaper. 

For this reason it is preferable to measure expenditure needs through ‘neutral’ criteria such as demographic (e.g. age groups). That said, not all expenditure needs are easily measured by demographic criteria. For example in the case of education there may be different needs per child in the school because of different social conditions in the home. Children from poor urban areas may require more teachers per number of pupils than children from wealthy areas. 

Examples from International Experience

Countries which aim for a high level of equalisation such as the Scandinavian countries and the UK aim to measure needs as accurately as possible. The means Denmark, for example, uses a wide range of detailed criteria to measure different needs, combined in some instances with statistical analyses of the impact on expenditure of different social criteria and alternative calculations of consequences (see table above). For example, the number of children from single parent families is one type of criterion taken into account to reflect social conditions in the home (Council of Europe, 1999). 

NEUTRALITY OF SOCIAL INDICATORS

The measure of such social needs has to be done therefore through more indirect criteria such as ‘the number of children with a single parent’. To determine how reliable such criteria are, statistical estimates are used to find links between possible criteria and expenditure patterns of local authorities (see Danish example above). However the results cannot be incorporated directly into the structure of the equalisation grant as often there is more than one criterion which produces the desired result. A choice therefore has to be made and this in itself can introduce a political element which sets limits on the degree of objectivity of the needs criteria. An example of such a limit can be the care of handicapped individuals, which can be very expensive. An objective measure of this (or of other types of user who are few in number but expensive to care for) may be difficult to design and in such cases central provision may be the most efficient solution.

Number/variety of criteria used

The number of criteria used depends on the degree and complexity of the services for which responsibility has been delegated to local authorities. If local authorities have been given responsibility for a large number of complex services the criteria can become complex and draw on a number of variables. In Denmark many criteria are used. The same is true of Sweden, Norway and the UK which results in complicated measures (see the Annex).

There is a balance between the degree of simplicity of the system and its ability to smooth out important differences in needs. If the criteria do not accurately reflect differences in need, then equalisation will not be achieved.  This can create a major problem for the whole fiscal decentralisation process and inefficiency and inequality will arise leading to political pressure for recentralisation.  This is because perceived differences in the level and quality of service provision and inequalities across the national territory will create political demands on those adversely affected and thus central government may feel under pressure to exercise greater central fiscal control over the processes.

Equalisation of differences in tax capacity

The existence of own local taxes gives rise to a need to equalise between differences in tax bases across jurisdictions. This depends on the proportion and role of local taxation. In equalising tax bases, most countries distinguish between own taxes, shared tax revenue, fees and charges and entrepeneurial income, discussed in turn below. 

Own taxes
Equalisation is likely to be needed where there are differences between national and local levels of average tax base per inhabitant. Such equalisation is however often criticised by the wealthier authorities who have to pay and, for these reasons and others (see for example the discussion of tax effort below), equalisation is rarely complete (although the UK tends towards full equalisation and equalisation rates are very high in the Scandinavian countries: 95 per cent in Sweden, 90 per cent in Finland and reaching 85 per cent in the municipalities in the Copenhagen metropolitan area in Denmark.)

Complexity also arises if there is more than one ‘own tax’. Unless the different tax rates are linked together in law at a common ratio, equalisation has to be achieved through using an average tax rate. Each tax base is weighted using the relative national revenue importance for each tax. 

Equalisation and local tax effort: 

Most countries prefer not to include ‘tax effort’ – that is how easy or difficult it may be for different local authorities to ensure that they have fully exploited their local tax bases -   in the criteria for equalisation. Although it could be argued that if tax effort is not factored in, local governments might choose not to exploit fully their local tax base in the knowledge that equalisation funds will compensate, many countries feel that the disadvantages of factoring in tax effort outweigh the advantages. 

In particular, a political argument against the inclusion of tax effort is that it gives local authorities that stand to gain from equalisation an incentive to increase taxes and local authorities that stand to lose from equalisation an incentive to lower taxes (Council of Europe, 1999).  The use of national tax averages is therefore preferred in most countries including Denmark, where local tax rates are agreed in negotiations between central and local government, which addresses to some extent the problem of local governments deliberately choosing to not fully exploit their tax capacity in order to benefit from equalisation. 

Other countries such as Italy exclude discretionary taxes from the tax base equalisation scheme and only include mandatory taxes (Council of Europe, 1999).

Examples from International Experience

Denmark 

Grants to local governments with a below national average tax base are financed by contributions from local governments with a tax base above the national average. 

However the tax bases used are not the same for municipalities and counties:

For municipalities, the income tax base is added to 6.5 per cent of the land tax bases whereas for counties the income tax revenue receipts are added to land tax receipts and the total is divided by the tax rate. 

There are four mechanisms for tax base equalisation:

National equalisation for all municipalities: equalisation systems at the national level are funded by contributions from municipalities above the national average. The municipal contribution (or grant) corresponds to the difference between the per capita municipal tax base and the national average, multiplied by a rate of 45 per cent and by a hypothetical tax rate which corresponds to the rate that would have been applied if the municipality did not receive state grants. 

Equalisation among municipalities in the Copenhagen area: municipalities in the Copenhagen area receive an additional equalisation grant corresponding to 40 per cent of the discrepancy in the tax bases per capita in the area. This was designed to address the significant discrepancies between population and revenue in the area grant scheme for municipalities in this area with a low tax base: municipalities with a per capita tax base of less than 90 per cent of the national average tax base receive an additional equalisation grant.

Equalisation for all counties in the country: the equalisation system at a national level for counties is funded by contributions from counties above the national average. 80 per cent of the difference between each county tax base and the national average is equalised, using the same method as for the municipalities’ equalisation.

Italy

In Italy, grants from the ordinary fund are based in part on the level of property tax receipts of local government. In addition, the regions receive a grant from the equalisation and inter-regional compensation fund. The grant is shared between the regions based on tax potential and a range of expenditure requirements. 

The Netherlands

The equalisation criteria used in the Netherlands include the tax capacity of the municipality as well as a range of expenditure needs. 

Shared taxes

Mechanisms for re-distributing shared tax revenue include, in some countries, shared tax revenues are given back to the authority of derivation. This has no real functional role but may be politically motivated in the sense that all authorities are expected to contribute to the tax-sharing scheme. . The usual way to equalise is to distribute shared tax revenue according to expenditure needs. 

Fees and charges

The Council of Europe recommends that fees and charges should not be equalised directly although local authority inequality linked to the cost of services should be taken into account in the equalisation of expenditure needs. This is presumably because equalising for fees and charges which are levied at the choice of the local authority for particular services, (which the individual can choose to use or not), would mean that local authorities would simply choose not to levy the charges, provide the services for free and simply benefit from the equalisation compensation. The problem is a similar one to the question of whether to include tax effort in tax base equalisation criteria, but in the case of voluntary charges for services, it is much easier for local authorities to simply choose not to levy such charges, whereas most taxes included in tax base equalisation are mandatory (even if there is some discretion as to rates).

Entrepreneurial income

Certain local authorities (particularly in Eastern European countries) may demonstrate large differences in entrepreneurial income which should be equalised. 

Interest payments 

The level of debt amongst local authorities can also cause inequalities due to differences in interest payments. The question arises of whether such differences should be equalised when to do so could encourage a lack of responsibility on the part of local authorities with regard to debt levels. For this reason this type of expenditure is rarely equalised. 

Horizontal versus vertical equalisation

horizontal equalisation

Horizontal equalisation consists of a transfer of resources between authorities of the same level of government without resorting to central funds. This method is used in Denmark, in Sweden up until January 2005 and in Germany amongst Länder and amongst authorities of the same Land. 

The advantages of horizontal equalisation mechanisms prevent local authorities from demanding further funding from central government and are without cost to central government.  But they can create conflict amongst regional and local authorities with the richest authorities often resisting it. In Germany, the system has come under increased pressure from the greater financial needs of East German authorities and limits on equalisation have since been imposed. In Sweden, the system was declared unconstitutional in 1995 as it was viewed as a tax paid by one local authority to another so that Sweden had to change the wording to make it clear payments were made via central government (acting as intermediary).

Central governments are likely to want to retain some control over local government in a decentralised system and grants are one way of doing so. In a purely horizontal equalisation system, this method is not available. 

Vertical equalisation

This model is based on central government grants to all or to the poorest authorities to bring their revenue up to a certain level. .

The advantage of this model is that it is less likely to create tension between regional and local governments, but the disadvantages are that:
· Vertical equalisation relies on central government resources and may leave the richest authorities outside the equalisation scheme particularly in highly decentralised countries (for example Sweden which chose the horizontal method in order to prevent richer local authorities from escaping the system).

· It can be particularly expensive for central government if it aims to lift local authorities to a maximum tax capacity as opposed to an average tax capacity. 
· It affects the relationship between local authorities and central governments and can create a reliance on central government 
MIXED SYSTEMS

As neither model provides a completely satisfactory solution to problems arising as a result of fiscal decentralisation, a combined system financed partly by local authorities and partly by the state is nevertheless a possibility. In Switzerland, the canton of Bern has such a system. Half of the equalisation funds resources come from compensatory payments by richer municipalities and an identical portion is contributed by the canton. Additional grants to the poorest municipalities are made out of the fund.  

Significant changes have been made in the equalisation system in Sweden from January 1 2005. The purpose of the equalisation system, is however, the same, that is to create conditions of equal opportunity for local authorities across Sweden. The new equalisation system consists of five segments: revenue equalisation; equalisation for spending needs (cost equalisation); a structural grant; a transitional grant; and a per capita ‘regulation’ grant or fee.

The revenue equalisation has been changed from a horizontal equalisation to a mainly vertical one, although still with a small horizontal component. Municipalities with a per capita tax base below 115% and county councils with a per capita tax base below 119% of the national average receive a revenue equalisation grant. Those with a per capita tax base above these levels have to pay a revenue equalisation fee to the central government. Since this fee only covers a small proportion of the revenue equalisation grant, the central government has to finance the main part of it, and is using the former general grant and to some extent previously ear-marked grants for this purpose. The amount of ear-marked grants transformed into grants for revenue equalisation increased in 2006-2008.

The equalisation for spending needs or cost equalisation is maintained as a horizontal equalisation system, although some changes have been made. The cost equalisation is intended to equalise for costs relating to structural needs and cost differences due, for example, to differences in the age distribution of the population or to the fact that additional costs are incurred due to long distances in the local authorities concerned. 

Some of the components in the cost equalisation system have been removed from the horizontal equalisation scheme. Instead, a new structural grant has been introduced, financed by the central government. This grant covers, for example, costs for the promotion of business and employment and costs related to low population density.

Key lessons from international experience
· For a system of fiscal decentralisation and decentralisation of service provision to function properly, a well designed equalisation system must be in place. Without equalisation, decentralisation can result in inequalities, which may or may not be tolerated, depending on the culture and existence of welfare state tradition or not. 

· Nevertheless a number of limits on the degree of equalisation exist, including those of a political nature as well as problems of measurement:

· There are problems in identifying objective indicators of need in relation to different types of expenditure for which local authorities are responsible. Ideally, the system needs to cover all authorities from the smallest village to the largest city. Political factors inevitably influence the choice of criteria as completely ‘neutral’ criteria often do not exist or do not fully reflect social factors. 

· For this reason, a number of commentators argue that full equalisation of expenditure needs should not be attempted. This problem is particularly acute in cases where very few customers have very expensive needs (for example in the case of care of handicapped individuals). Such cases are often better handled by central government or financed by specific purpose grants (Council of Europe, 1999). 

· A related problem is achieving a balance between accurately measuring expenditure needs and the complexity of the equalisation system. In a system where many functions are decentralised, the equalisation system is likely to be complex. This makes it vulnerable to the criticisms that the system lacks transparency, is inefficient and bureaucratic, particularly from local authorities which lose from equalisation.

· Although, on the one hand, equalisation is needed in a system of fiscal decentralisation to counteract possible distortions to the market as a result of differences in tax base and rates across jurisdiction and to compensate for ‘spillover effects’ where benefits or costs arising in one jurisdiction have an effect outside that jurisdiction, too much equalisation may be also distorting by slowing down the process of optimal location of factors of production in a country. Labour is held back in locations where marginal productivity is low compared to other locations and equalisation secures a minimum standard of local services which may reduce the incentive to move to more growth-oriented locations (Council of Europe, 1999). 

2.5
The impact of EU limits on debt 

A major aim behind the convergence criteria for monetary union defined by the Maastricht Treaty as well as the Stability and Growth Pact was to prevent national fiscal policies from being inflationary. Control of inflation is taken to be closely linked to control of public deficits, although the inflationary effects of a public deficit are less easy to predict (Council of Europe, 2000). 

The Maastricht criteria imposed new restrictions on the budget policies of central governments and, in order to comply with these restrictions, central governments, in their turn, have felt the need to impose restrictions on sub-central levels of government. This applies not just to the member states but also to other European countries such as Norway whose economies are closely tied to those of the EU member states. 

Local debt over a certain level can clearly jeopardise the financial situation of local authorities which in turn can affect the national budget. Within the context of national budgetary restrictions, all public authorities contribute to the achievement of macro-economic targets, which implies a need for a degree of co-ordination between different levels of government both vertically and horizontally. In a number of countries decision-making mechanisms exist which allow participation of lower levels of government in setting goals, for example Denmark. 

However in the case of countries with many smaller local authorities perhaps with lower levels of managerial, administrative and financial capacity, the central government may well consider it necessary to centralise control of public debt policy to some degree in order to meet its own obligations. 

The relevance of the Maastricht criteria and the Growth and Stability Pact are intended to directly affect the Eurozone countries, but also influence other European countries such as UK and Sweden which are not in the Eurozone, and indeed countries such as Norway which are not even EU countries.  

These different alternatives are discussed in further detail below with reference to specific examples.

Co-operative mechanisms 

A number of countries have forms of co-operative mechanisms in place which enable local governments to participate and contribute to decisions affecting local government finance but which also impact on the national macro-economic context. 

In Spain, the co-operative system functions through three different levels: central government, the ACs (regions) and local authorities (which include municipalities and provinces). The financial autonomy of the lower level authorities must be consistent with the principle of co-ordinating public finances. 

The debt policy of the ACs is co-ordinated with that of the state by the Fiscal and Financial Policy Council, which is made up of financial advisers from the ACs as well as government representatives from the Ministry of Economic Affairs and Finance and the Ministry of Public Administration. In response to the convergence programmes proposed by the government, the council draws up budgetary consolidation frameworks, stipulating debt ceilings and setting objectives for the budgetary deficits for the central government and ACs.

Similarly, the relevant departments at the Ministry of Economic Affairs and Finance in conjunction with the Federation of Municipalities and Provinces (FEMP) has co-operated on preparing regulations on budgetary and accounting activities aimed at unifying the measures to be taken in order to ensure that the local public sector complies with the Maastricht criteria.

In Denmark, budgetary co-operation between the state and local authorities plays a major part in running the public sector economy. Annual negotiations are held between the Danish Government and LGAs at which agreements are reached on limits for growth in expenditure, investments and tax increases for local authorities.

In Austria, all three levels of territorial government agreed on a new form of co-operation to ensure that the country meets its obligations under the Maastricht Treaty. Broadly this co-operative structure (made up of federal government and local/regional government representatives) examines the financial implications of proposed new legislation. In addition, all three levels of territorial authority have agreed to avoid excessive deficits and have decided how to share the financial sanctions in the event that the consolidated public deficit exceeds 3 per cent of GDP. 

In Belgium, a Higher Finance Council made up of federal government and regional/local government representatives reviews objectives for financial and budgetary policy. 

Types of restriction 
In many other cases, more direct restrictions are imposed by central government on the financial autonomy of lower levels of government, which may substantially reduce local authorities’ discretion and room for manoeuvre. They can be put into two broad categories: restrictions on local revenue and restrictions on local expenditure. 

Both types aim at reducing or keeping under control the level of local expenditure but they may operate in different ways, either by restricting local revenue, through, for example, restrictions on raising taxes and setting tax rates/tax bases, reductions in the size of state grants and restrictions on borrowing or by controlling local expenditure directly through capping the level of expenditure, through restricting the use of state grants and through restricting the use of loans.

It has been argued that direct limitations on expenditure and ceilings on local taxation are less consistent with the principle of local self-government than measures that restrict debt levels or operate through the grant system (Council of Europe, 2000). A number of different restrictions in use in different countries are explored in further detail below. 

RESTRICTIONS ON BUDGETARY IMBALANCES

A statutory requirement for municipalities and county councils to maintain a balanced budget was introduced in Sweden in 1998 with effect from 2000. The requirement means that municipalities and county councils must draw up their budgets so that income at least covers (but may exceed) expenditure. If expenditure in the final accounts exceeds income, the deficit must be cleared in the following two years. Current income must cover current expenditure and the balance requirement means that current activities do not need to be financed through loans (although there is no ban on raising loans for operational purposes). 

In Norway, the budget rules require current revenue to cover current expenditure: when setting up the budget the local authorities must ensure that there are at any time adequate funds to cover current expenditures.

In Switzerland, ongoing surpluses or deficits should be eliminated by regulating taxation. Sixty per cent of annual investments should be self-financed. Some cantons have legislation which limits the level of deficits and imposes immediate corrective measures. When expenditures from the administrative account exceeds revenue, the surplus expenditure should be carried over to the budget for the following financial year, which means that the cantonal council has to reduce expenditure and/or increase revenue, either by drawing on reserves or by raising the tax rate, if the current rate is not sufficient to achieve a balanced budget.

In Spain, borrowing by local authorities whose accounts show a deficit is subject to prior authorisation from the central government. Authorisation from the central government is necessary for loans raised outside the monetary union. The financial autonomy of local authorities is governed by the annual General Budget Act, which determines the proportion of the state tax yield allocated to local authorities and set limits on access to credit.

RESTRICTIONS ON THE OVERALL AMOUNT OF LOCAL EXPENDITURE

In Italy, the so-called ‘domestic stability pact’ (law Nr.448) established guidelines to be followed by regional and local authorities, in relation to reducing their total expenditure. It is based on the implementation of the golden rule that the calculation of the actual balances exempts investment expenditures. Local authorities are supposed to act on a voluntary basis, in order to contribute to the sustainability of public finance. If Italy suffers pecuniary sanctions imposed by the EU, the central government will make local authorities pay for it in proportion to the margin by which they have failed to meet their targets.

RESTRICTIONS ON BORROWING AND THE USE OF LOANS

There are a number of different methods by which central government restricts local government borrowing. These include:

· Fixing a ceiling on local borrowing with reference to different criteria. The ceiling may be determined with reference to the local authority’s capacity to repay loans; to the permitted annual deficit of the authority in question or by the government through general or specific credit approvals.

· Restricting access to the market through, for example, restrictions on issuing bonds or entering into foreign loans.

· Restrictions on the type of expenditure to be financed through borrowing which distinguish between capital expenditure (investments) and current expenditure

Spain is a good example of restrictions on borrowing and loans.  The central state has set controls on levels of debt and deficit for the autonomous communities to ensure that national aims of achieving a balanced budget are met, as well as ensuring Spain’s obligations under the European Union Stability and Growth Pact are adhered to. The control measures are set out in the 1980 Regional Finance Act, as well as in the pluri-annual financial agreements negotiated between the state and the individual autonomous communities. 

ACs may take out short-term loans for up to one year to cover temporary cash flow problems. Longer-term loans are authorised where the loan is raised solely for the purpose of financing investment expenditure, provided that annual repayments do not exceed 25 per cent of the ACs’ current revenue. 

Prime Minister Aznar’s neo-liberal government introduced further controls on the budget and debt levels of the Autonomous Communities by means of the Budget Stability Act, in force since January 2002, which applies to ACs, provinces and municipalities. This act provides that the granting of authorisations to borrow by the state, depends on the AC, province or municipality in question having a balanced budget. In addition it provides that ACs which do not maintain a balanced budget can be fined. 

Key lessons on the impact of EU regulations on local autonomy

The Council of Europe recognises the need in some cases for central governments to impose restrictions on lower tiers of government in order to ensure macro-economic policy objectives are met but emphasises the need for such restrictions to be designed and implemented in such a way as to minimise the impact on local authorities’ autonomy (Council of Europe, 2000).

Sharing the financial burden

Financial obligations should be shared between central government and local and regional authorities and central government should avoid restrictions imposed on lower levels of authority which the central government itself would be unable to meet.

The sharing of the financial burden should be based on:

· Sound knowledge of the economic and financial situation and targets of the authorities concerned, through information exchange and impact studies;

· clearly defined goals;

· discussion and negotiation between different authorities concerned. These discussions should be part of a permanent system of co-operation between different levels of government so that local authorities have influence over the restrictions imposed. 

Nature and scope of limitations

Central measures may be justified in specific situations such as to counteract financial difficulties or in specific emergency situations, where for example, an authority has got into difficulties through poor management systems or through acting in a financially imprudent way, in order to protect the local taxpayer.

The Council of Europe suggests that as a rule, measures of general applicability which have a major impact on local and regional authorities’ financial autonomy, such as limitation on all local authority expenditure or tax rates should be avoided. Such measures should only be used where less severe measures will not succeed.

Flexibility of limitations

More flexible systems which make it possible to adapt restrictions to the situation of specific local authorities should be chosen over less flexible measures wherever possible.

3.
Drawing lessons
Transferability of international experience 

It is important to keep in mind the very different political, cultural and societal contexts which exist in different states which mean that policies and practices cannot be transferred en bloc from one country to another in an uncritical or simplistic fashion. Nevertheless, it is possible to learn lessons, particularly because of increasing policy convergence in recent years stemming in part from processes of globalisation and European integration. 

Advantages and disadvantages of fiscal decentralisation

Advocates of increasing local autonomy over tax raising have typically focused on three main benefits.  They claim that it could:

· Increase the legitimacy of local government in the eyes of public.

· Improve the capacity of local authorities to respond effectively to local needs and priorities. 

· Render authorities more directly accountable to local electorates for the way in which resources are used, which could in turn help to revitalise local democratic processes. 

The evidence from western countries, which we have reviewed in this report, suggests that these potential benefits need to be weighed against three main dangers associated with increased local fiscal autonomy:

· Market distortion - variations in taxes between localities may lead to tax migration.

· Decreased efficiency – local governments may opt to increase taxation rather than improve the efficiency of their services. 

· Increased complexity – greater local fiscal autonomy is often associated with very complex systems of taxation which may diminish transparency.

Although the experiences from other countries suggest that these dangers can be reduced by careful design of the local finance system, there is clearly a trade-off between the advantages and disadvantages of fiscal decentralisation.  

Previous research, including some of the comparative research that we undertook for the Balance of Funding Review, suggests that UK [and Irish] central government has greater control over local authority spending than exists in many other western democracies.  In Denmark, for example, counties and municipalities account for 56 per cent of total public sector expenditure. Following the 1970 reform of local government, Danish municipalities have been responsible for a very wide range of services, from primary education to care of the elderly. Swedish municipalities and counties undertake 35 per cent of public sector spending and medical care is mainly assigned to county councils and education up to secondary level to municipalities. 

As we noted in our report to the Balance of Funding Review, the overall trend in western democracies over the last twenty years has been towards increased decentralisation of spending functions.  In Spain, for instance, the share of total government spending carried out by sub-national government rose from 28 per cent in 1980 to 36 per cent in 1997 and was accompanied by reforms in local funding (see the Annex for further detail on this process). 

In Italy, regions were given increased powers in the 1970s and 1980s and have primary responsibility over health, vocational education, economic development, public works and the environment. In addition, there have been major reforms in the 1990s of the financing of local authorities with a trend towards granting greater local fiscal autonomy (see Annex for further detail on this process). 

In Europe, local governments have several means of discretion over their tax revenue. They can set up new local taxes - as happens in Belgium and the Autonomous Communities  in Spain for example- , and they can adapt tax bases by giving rebates or exemptions or they can set the rates.

.  Such instances demonstrate that the UK [and Ireland] may be missing out on the benefits of increased decentralisation and they demonstrate that, in the UK,:

· Central government plays a greater role than in many other countries in determining the overall budget available to each local authority.

· It can exert greater influence than in many other countries over how funding is allocated between services.

Additionally, in the UK, there is a greater degree of equalisation than in many other countries which may affects the relationship between local authorities and central government and can create a reliance on central government and less accountability to local communities.  This is because, as our report has shown, there is the danger that local authorities may resort to moral hazard approaches and fail to develop their own potentials. By relying on equalisation sources, especially vertical equalisation, the link between revenue raising by local authorities and expenditure decisions is broken and therefore there is less public accountability.

The evidence from international experience, however, suggests that, if the aim is to achieve greater fiscal autonomy at local level, the proportion of local funding provided through central government grants matters much less than the degree of discretion that sub-national government has over how budgets are allocated between services.  That is local tax raising powers may not, of themselves, promote local autonomy as shown in the discussion of the  different outcomes of the various Scandanavian countries experience of local autonomy versus central control over health and child care policy.  

Whether greater local fiscal decentralisation is desirable or not is however an unresolved issue in countries such as the UK and Ireland.  The answer depends in part on one’s view of the role of the local state, the importance of local democracy and the degree of tolerance or otherwise of local variations in service standards and taxation.  There is a tension in current UK policy that therefore goes right to the heart of most discussions of reform of local government funding.  On the one hand, there is an impression that some policy makers and sections of public opinion place considerable emphasis on the importance of equalisation and of uniform standards of service delivery across all local authority areas.  On the other hand, with the backing of referendums in Scotland and Wales as well as London, the Government has set in train a process of asymmetric devolution which will inevitably lead to divergence between different parts of the UK. Moreover, ministers have actively encouraged local authorities to enhance local accountability, to innovate and to provide more effective community leadership, giving them a new power to promote well being and a range of additional freedoms and flexibilities.

Increasing the proportion and mix of local taxes

Our review of international experience suggests that if increasing local funding streams were considered desirable, there are number of ways of achieving this and a number of issues that would need to be considered.

As was noted by the Balance of Funding review, the UK is unusual in its reliance on a small number of sources of local revenue, principally the Council Tax.  The Council Tax has a number of major attractions.  It is easy to collect, difficult to evade and the yield is reasonably predictable.  It is also possible to envisage ways of reforming the current Council Tax to make it more progressive.  However, there are also a number of disadvantages.  In particular it is not as buoyant as some other forms of taxation, it is not well understood by the public and recent increases are perceived to have placed a particular burden on older people on fixed incomes living in relatively expensive properties.  There are therefore arguments in favour of exploring the possibility of introducing a wider range of taxes.

In many countries sub-national governments have a much greater array of sources of revenue at their disposal.  Most countries with greater levels of local fiscal autonomy have delegated taxation over less mobile factors, on personal income and through benefit taxation (i.e. fees and charges for services provided) in order to minimise the distortional effects of local taxation.  It would seem sensible that consideration of possible new funding streams at local level in England should therefore focus on these kinds of taxes.  There are a number of options that are used in other countries and which might be considered.

Local Business Taxes

Local business taxes have a number of attractions.  They are relatively buoyant, easy to collect and a potentially large revenue source.  The LGA of England and Wales and others have argued strongly for the relocalisation of non domestic rates in the UK.  This would increase local fiscal autonomy and bring the UK into line with many other European countries (including Austria, Belgium, Germany, Italy, Spain and Switzerland) that have devolved business taxes including control of the base and/or rates.  However, for the most part in these countries business taxes do not constitute a substantial share of local revenue and there are and there are potential problems associated with the mobility of the corporate tax base in the UK which may lead to distortions of the internal market (Darby et al, 2002). 

Local Income tax

The advantages and disadvantages of a local income tax (LIT) were considered in some detail in submissions to the Balance of Funding Review.  A LIT has a number of attractions.  Like business taxes it would be more buoyant than the council tax. It could be a progressive tax and it would probably increase public awareness of how local public services are funded which could mean that tax payers are more inclined to hold local authorities to account.  There are, however, a number of disadvantages including the additional burden that would be placed on employers if they were required to collect the tax and the complexity of collecting tax from the many people who work in a different local authority area to the one they live in.

Of course, several European countries do have LITs. In Denmark, Finland, Sweden, Italy and Switzerland regional/local government can set personal income tax rates. Some countries that have adopted LITs have encountered problems because of excessive taxation, but in general this is due to problems stemming from a lack of effective tax competition (which means that there has been an absence of inter-jurisdictional downward pressure on tax rates)  rather than a failing of the concept of a LIT itself (Darby et al., 2002).

Keen (1997) shows that, in general, income taxation is no higher in states where different levels of government share this tax base. There is also some evidence that mobility of the income tax base may be less of a problem in the UK than some commentators have suggested (Blow et al., 1996) and there is little evidence from other OECD countries that small tax differentials have led to significant movements in population.

Experience in other countries suggests that voluntary co-operation between central and local government can minimise rate increases and excessive variations in rates across between different local authority areas (see the examples of Denmark and Finland in section 2 above).

Increased fiscal autonomy and reforming the grant/equalisation system

Evidence from other European countries shows that excessive emphasis on equalisation (for example through full tax sharing) can impact negatively on the advantages of fiscal decentralisation such as improved accountability and economic efficiency.  Countries like Italy and France, which emphasise equalisation, have usually failed to restructure their grant systems in ways that increase local autonomy and efficiency (Darby et al., 2002).

This suggests that any move towards increased fiscal autonomy would be likely to imply less equalisation than currently exists.  This may have important for localities with poorer tax bases and also for transfers.

In general, other European countries use objective indicators to measure needs and tax capacity and have moved away from formulae based on historic shares 
Increased fiscal autonomy and transparency

The Scottish Parliament and Welsh and Northern Ireland Assemblies have different powers to each other.  The UK now therefore has an asymmetric system of devolution even if elected regional government in England is now unlikely in the foreseeable future. In Spain, asymmetries between regions, as well as a large number of different local and regional taxes, with certain tax bases shared across different levels of government, have caused significant problems in terms of increased complexity and a a lack of transparency.  Situations in which there are different numbers of tiers of local government in different parts of a country, as in the UK, add to this complexity. 

In considering increasing streams of funding, including an increase in the mix of different local taxes, problems arising as a result of increased complexity and lack of transparency should be taken account of and balanced against possible gains in local autonomy.

EU restrictions

As discussed in detail in section 2.5, the Maastricht criteria and the Stability and Growth Pact has forced a number of countries to bring in much tighter controls over sub-national government spending and borrowing.  The problem of many of these solutions is that they place excessive restraint on public investment as borrowing is only undertaken for capital projects. 

.  
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� This paper is a revised and updated version of research carried out for the Lyons Review on Local Government Finance in England, J. Loughlin and S. Martin, Options for reforming local government funding to increase local streams of funding: international comparisons, June 2005.





� In Spain, decentralisation (or ‘autonomisation’, that is creating the Autonomous Communities, was a part of the process of democratisation following Franco. In Italy, the recent wave of decentralisation and strengthening of regions was part of the political and constitutional reforms of the state following the crises of the early 1990s. In France, the first wave of decentralisation, which began in 1982, sought to bring administration closer to the citisen thus streamlining the administration and encouraging local democracy. See John Loughlin and Sonia Mazey (eds.), The End of the French Unitary State? Ten Years of Regionalisation, 1982-1992. A second wave, aimed at completing this and tidying it up, began in the early 1990s and is still in process.. London: Frank Cass, 1995. See John Loughlin, Subnational Government: the French Experience, Macmillan Palgrave, 2007.
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