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Foreword
Almost 35% of public money is spent at the sub-national government level. State and local governments shape education, healthcare, infrastructure and other key policy areas, affecting productivity and the sustainability of public finances. The funding of public services through taxes and transfers is not only a key determinant of a country’s growth, but most importantly it is a critical driver for the advancement of the well-being of its citizens.
The economic and financial crisis that hit much of the world in 2008 exposed major weaknesses in fiscal frameworks and the co-ordination between different administrations within countries. Without reforms to fiscal relations, many governments will continue to struggle. The relations between national and sub-national governments, often the bedrock of a country’s institutions, require a review so that growth for all and in all jurisdictions is to take off again.
This book draws on the work of the OECD Fiscal Network and the discussions of its delegates, presenting a compilation of some of the most salient policy issues in fiscal federalism. It concludes that, although spending and revenue decentralisation has seen progress over the last two decades, it has become skewed and the vertical fiscal imbalance has increased. One of the book’s chief findings is the importance of taking decentralisation forward coherently if public finances are to become more efficient, equitable and sustainable. The book also emphasises that property taxation can contribute to a strategic shift away from the taxation of labour towards less distorting taxes. It offers guidance on how reforms to tax and transfer systems can make governments more accountable to their citizens. And, in the current context of tight public finances, it highlights an emerging concern – how sub-national governments should monitor and manage debt.
[image: ]
Angel Gurría
Secretary-General

Executive summary
This 2016 edition of Fiscal Federalism seeks to analyse and propose reform options in the area of intergovernmental fiscal frameworks and sub-central public finance. The policy issues that it addresses are of a structural and macroeconomic nature, covering both the spending and the revenue sides of the budget. After an introductory chapter summarising trends and developments in decentralisation since 1995, the book goes on to examine: 
	fiscal constitutions and how they shape intergovernmental fiscal relations and outcomes;

	the recurrent tax on immovable property and how it may underpin moves towards a more efficient, inclusive tax system; 

	how a shift from intergovernmental transfers to own taxation may help increase the accountability and efficiency of governments; 

	how sub-national governments should monitor and manage debt; 

	the spending power of sub-national governments.


Key findings and recommendations
	Chapter 1, “A bird’s eye view of fiscal decentralisation”, is the introductory chapter to the 2016 edition of Fiscal Federalism. It finds that, although the OECD area is more decentralised than two decades ago, decentralisation has also become more unbalanced. While sub‐national jurisdictions account for 32% of government spending on average, only 15% of tax revenues accrue to them, which increases the importance of intergovernmental transfers. However, sub-central tax autonomy– the power to determine tax bases and rates– has also grown. Recurrent taxes on immovable property are on the rise and, more than 20 years on, have overtaken income taxes again as the biggest sub-national tax source. Sub-national governments are responsible for almost two-thirds of public investment– a share that has risen slightly over the last two decades, even defying the tight budget constraints after the 2008 crisis. While sub-national debt rose rapidly at that time, it is now generally evening out, although persistent rises in some countries’ levels of debt could be a cause for concern.

	Chapter 2, “Fiscal constitutions”, compares the fiscal constitutions of 15federal countries and the European Union. A fiscal constitution is the set of rules and frameworks which guide fiscal policy and are enshrined in a country’s fundamental laws. They govern sub‐national autonomy and responsibility, sub-national influence over federal fiscal policy, and intergovernmental budget frameworks. The chapter concludes that decentralisation hardly matters for such fiscal policy outcomes as deficits and debt. What does, though, is the coherence of institutional arrangements– i.e.the extent to which they fit together. To make fiscal constitutions more coherent, therefore, reform should seek to align sub-national tax and spending powers and strengthen sub-national budget constraints– by building insolvency frameworks, for example, or implementing good intergovernmental budget practices. 

	Chapter 3, “Reforming the recurrent tax on immovable property”, reviews property tax systems in OECD countries and suggests guidelines for reform. While the importance of property taxation began to decline in the early 1980s, it regained prominence in the wake of the 2008 crisis as it underwent reform. Immovable property tax is a good tax for funding local governments and among the least harmful to economic growth. It acts– albeit modestly– as an automatic stabiliser and can even be progressive. Yet it is unloved by voters and taxpayers because it is highly visible and not directly linked to ability to pay. To make property tax reform politically palatable, property taxation should cover all kinds of land, be based on regularly updated property values, and offer tax cuts to low-income groups. And it should rely on a good administrative and judicial framework. There is growing demand for a proper redesign of property taxation that is economically and fiscally successful. 

	Chapter 4, “Taxes versus grants: what revenue source for sub-national governments?” analyses trends and policy options in the composition of sub-national governments’ revenues. Many countries have decentralised spending responsibilities and widely fund them through intergovernmental transfers. While equal access to public services is the most common rationale for such grant systems, they are generally much larger than required by equalisation. Moreover, rather than smoothing out sub-central revenue fluctuations over the cycle, grants often tend to exacerbate them. Indeed, there is some evidence that they may widen rather than narrow economic disparities between jurisdictions in the long run. Governments seeking to make fiscal relations more efficient and inclusive should increase the share of sub-national governments in total tax revenue– e.g.by increasing property taxes or devolving some personal income taxation– and reduce and redesign the grant system to tie it more closely to actual sub-national needs.

	Chapter 5, “Monitoring sub-central government debt: trends, challenges and practices”, examines how OECD countries monitor sub-central debt and makes a number of recommendations. As a result of the global financial crisis and ensuing stimulus packages, median sub-central government debt grew from6% to 10%of GDP between 2007 and 2012. Mechanisms for monitoring sub-central debt have consequently come into the spotlight. The chapter explores those mechanisms that central governments in the OECD use to monitor sub-central debt and explains the chief challenges. It also surveys the main sub-central insolvency procedures. A well-functioning debt monitoring mechanism should ensure economic stability and sound fiscal management, be flexible enough to cope with unforeseen events, and safeguard sub-central financial capacity to deliver public services, particularly public investment. Monitoring mechanisms should also be carefully designed so as not to induce pro-cyclical policies. 

	Chapter 6, “The spending power of sub-central governments”, assesses the spending power of sub-central governments in a number of policy areas. Sub-national governments have limited discretionary powers over a range of budget items such as education, childcare, elderly care or transport. Traditional indicators– like the sub-central share of total government spending– may be misleading as they underestimate the impact of central government regulation on sub-central spending. Wide discrepancies between spending shares and spending power hint at opaque accountability in all tiers of government. Moreover, the more central government locks in sub-central spending, the more it has to help in the event of financial difficulty. Finally, in some instances low spending power undermines the ability of sub-central jurisdictions’ to meet fiscal targets. Reform should focus on devolving greater power to sub-national governments over their own spending.





Chapter 1. A bird’s eye view of fiscal decentralisation1


This chapter offers a succinct overview of fiscal decentralisation in OECD countries and identifies common trends. To that end, it seeks to answer a few crucial questions. How does decentralisation evolve overall? Which countries have undertaken intergovernmental fiscal reforms, and which were the most common and important? What was the impact of the 2008 crisis on sub-central deficits and debt? How did sub-central power and responsibilities evolve in the aftermath of the crisis? Is there a “new normal” in intergovernmental fiscal relations and sub-national public finance, and what does it look like? To answer these questions, the chapter reviews the evolution of the main fiscal indicators, such as spending and revenue decentralisation, tax autonomy, the tax and spending composition of sub-central governments, the size and structure of the intergovernmental grant system, and deficit and debt developments at the sub-national level. Finally, the chapter looks beyond purely financial decentralisation indicators.


Introduction

This chapter seeks to provide a condensed, nuanced account of fiscal decentralisation trends in OECD countries. To that end, it fully exploits the wealth of data collected by the OECD Fiscal Network.2 It assesses the level and evolution of current government spending, investment, and tax revenues. It also looks at intergovernmental grants together with deficits and debt at the sub-central government (SCG) level. While decentralisation ratios can yield a first impression of the role of SCGs, they sometimes also convey an oversimplified, or even distorted, picture of the true extent of sub-central autonomy. To paint a more fine-grained picture of how intergovernmental fiscal relations really work, the chapter also considers an additional set of institutional indicators that measure tax autonomy, spending power and the conditionality of intergovernmental grants. Finally, the chapter briefly introduces a set of non-financial decentralisation indicators that gauge the power and influence of SCGs in specific policy areas. 

Sub-central spending and revenue shares

The most common measures of fiscal decentralisation are the consolidated shares of SCGs in general government spending and revenue (Box 1.1). The shares vary widely from country to country, but have evolved relatively little over the last two decades or so – even after the onset of the crisis in 2008. OECD-wide in 2014, SCGs accounted for around 33% of consolidated government expenditure on average, with values ranging from 7% in Greece to 69% in Canada. The sub-central share in total own revenue averaged 19%, with Greece and Canada again lying at opposite ends of the spectrum. Spending is clearly more decentralised than revenues, with intergovernmental grants accounting for a considerable proportion of sub-central spending (Figure 1.1). Although showing decentralisation as a proportion of GDP rather than of general government spending and revenue does not change the overall picture, it does move a few highly decentralised countries with a large public sector up the decentralisation scale. In the Nordic countries, for example, the municipal sector accounts for up to 20% of GDP. Constitutional provisions account only in part for differences in sub-central autonomy, as some federal countries are more fiscally centralised than a number of unitary ones.



Box 1.1. The consolidation of spending and tax revenue data

Spending and revenue data from various databases must be “consolidated”. Such consolidation is necessary in order to prevent certain categories from being accounted for twice or even three times, i.e. at the central level and at one or two tiers of sub-national government. Intergovernmental grants and tax sharing arrangements are the main reason why data on spending and revenue across governments must be consolidated.

Spending consolidation

Spending data from the OECD National Accounts must be consolidated in order to net out intergovernmental grants. Intergovernmental grants – spent at an upper tier of government and then spent again at a lower tier – make the sum of central, state or regional and local spending larger than effective overall government expenditure. In order to avoid double counting, the OECD Fiscal Decentralisation Database consolidates expenditure at a certain tier of government by calculating total spending minus that tier’s intergovernmental transfer expenditure. Consolidated total general government expenditure is defined as global total expenditure by general government plus total intergovernmental property expenditure. Property expenditure is added because it consists of payments by one tier of government for a service provided by another tier, which should not be consolidated. The same procedure applies to the calculation of sub-central spending shares of individual government functions – education, healthcare, etc.

Tax revenue consolidation

 Double imputation is usually less of a problem on the tax side, because tax revenues can be unambiguously allocated to a single government most of the time. This also holds true when taxes are shared across different tiers of government. Taxes collected by one tier of government are assigned to the tier on behalf of which it collects the taxes. A number of OECD countries – all federal countries plus Spain – distinguish between state and local government tax revenues, and in some figures a distinction is being made between the two levels of government. Social security contributions are merged with central government tax revenues, for simplicity and to allow for comparisons across countries of which some do not have institutionally separate social security systems.

Debt consolidation

In a few countries, the debt of one tier of government may be held by another tier and, thereby, count as an asset. In order to prevent some public debt from being counted twice, the government debt held by another tier of government should be netted out. The OECD National Accounts Statistics Database provides consolidated debt data for most OECD countries.

Source: OECD Fiscal Decentralisation Database, www.oecd.org/tax/federalism/oecdfiscaldecentralisationdatabase.htm.





Figure 1.1. The fiscal power of sub-central governments varies widely from country to country

Decentralisation ratios, 2014 or latest available year

[image: graphic]Note: Sub-national expenditures include intergovernmental grants, while sub-national revenues do not. Latest available data for Korea are from 2012 and for Mexico from 2013. Australia, Chile, Japan, New Zealand and Turkey are not included. 

Source: OECD Fiscal Decentralisation Database, www.oecd.org/tax/federalism/oecdfiscaldecentralisationdatabase.htm.

StatLink  http://dx.doi.org/10.1787/888933341774



The OECD area has grown more decentralised over the last two decades at least, although reforms that have profoundly changed the institutional set-up of fiscal federalism are rare and confined to a few countries only (Figure 1.2). Italy and Spain, for example, embarked on a secular decentralisation process, with Spain, once one of the most centralised OECD members, becoming one of the most decentralised in the space of 20 years. Several Eastern European countries, such as Estonia, Slovakia, Slovenia and Poland, also devolved much more financial power to sub-central jurisdictions, often linked to the EU enlargement process and devolution to regional authorities. A handful of countries defied the trend and re-centralised a number of core spending functions. A case in point is Norway which, in the mid-2000s, moved both fiscal and regulatory power in hospital care from the counties back to central government. Finally, a few countries took revenue and spending decentralisation in opposite directions. Denmark in particular saw vertical fiscal imbalance – the difference between own revenue and own spending – increase by 14 percentage points, in particular after the 2007 reforms. 



Figure 1.2. Many countries devolved more fiscal power, but a few re-centralised

Decentralisation ratios, change 1995-2014

[image: graphic]Note: Data without Ireland. Sub-national expenditures include intergovernmental grants, while sub-national revenues do not. Data for Greece cover the years 2006-14; for Iceland 1998-2014; for Mexico 2003-13; for Poland 2005-14.

Source: OECD Fiscal Decentralisation Database, www.oecd.org/tax/federalism/oecdfiscaldecentralisationdatabase.htm.

StatLink  http://dx.doi.org/10.1787/888933341782



While both revenue and spending have become increasingly decentralised over the past 20 years, the pace of spending decentralisation has clearly outpaced revenue decentralisation, resulting in wider vertical fiscal imbalances and larger intergovernmental transfer systems (...
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