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(1 2005 — 11 2006)

1.1 AsefiuvIURaRRIU MSLBHASEAATISSIINLANAFISISOLY
Aaviszineiinag : 1l 2005

TAsMsiTtinsAai musnsauwnda lunisdsufunasiaanaaiaasIso (Public
Expenditure Review) zaslsunalvea uanitguanafldlumstssadolfiantsme
FJrnsduntsaudsyuna ¢ OECD Asian Senior Budget Officials Meeting §1 2005

<+ Thai PEM Framework
- Strategic Performance based Budget System
- Decree on Good Governance and National Administration Plan
- OECD Best Practices for Budget Transparency
- IMF Code of Good Practices on Fiscal Transparency

< Thai PEM Main Focus

- Linkage between national priorities and budgeting within the framework of
sustainability

- Legal framework and Institutional arrangements for public spending




1.1 AsafiusiualiaIul ANSUIUITIANITIIUINBAATIBITEUY
aavilsanelng : 1l 2005 (sa)

% PEM/R Fundamental Principles

Aggregate long-term fiscal
sustainability and discipline

. Strategic allocation
Fiscal Transparency "
01 resources

Managerial flexibility

- Operational efficiency
and accountability

1.1 AsE UL MSUEUHISIANTITSILIILANAZNSITOLY
aaviszineing : 1 2005 (@a)

< Thai PEM/R Components
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< PEM/R Mid-term review in early 2006 : [ Year2005 | Yoar2006 | Vear2007 | VYear2008 |
asuldauualas - o .'. Cycle $tarts Cycle Ends .E
venmdiae ik rereresersmsaaasrersrararassssassaseRasREsaresasaraTarae
i, P rermrenernanas S
" : W5 GOVERNMENT CYCLE : #suatwi :
sumatar o :
Year 2005 | Year 2006:| Year 2007 Year 2008 | Year 2009 | Year 2010 | Year 2011
PER e . PER ] I
Mid-Term | cycle starts Mid-Term Cycle Ends | :
Review : :
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1.2 AMSEUBUINUIARRNAILN NMSUEUISIANISSIUINELNIAGNBISOLS

aavdszinea'lng

PEM/R Objectives

-~

N
Maintain Long-term Aggregate

Fiscal Discipline

\, _J
' Yy
Strengthen Strategic
Allocation of Resources

.
g ™y

Increase Operational Efficiency

r ™
Enhance Managerial Flexibility

and Accountability

Enhance Fiscal Transparency

. 1
: 11 2006 (@a)
TOOLS
: - MTEF Top Down/ Bottom up :
"°.§ - Fiscal rules - Budget Ceiling :
I - Ratio of Capitall Operating Budget - Mid-Term Review }
I - National Strategic Target :
~".,.E - Ministerial Strategic Plan & Budget Ceiling
_ - Integrated agenda based Budget Plan .
f - Service Delivery Targets & Public Service Agreement
=eeer - Output Profile :
! - Performance Indicators :
! - Realignment of Program-Activities-Outputs :
.,-E - PPP & other Public financial innovations -
- - Performance measurement :
=, - Increasing roles of front line manager ‘.:
I . GgFMIS :
»
.:'E - Improve Performance and Financial Report :
- - Improve the Format of Budget Documents H 8
i - Improve Budget Information System :
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aaviszinea'ing : il 2007 (sia)

PEM/R
Components

Aanssu*

Eufinuau

E
(IT Support)

1. Wanwstuu Government Financial Management
Information System : GFMIS 1vifianToofuseuueiusiie
Afendiae

- Tasensieunszuudwsuilansisoae (GFMIS-TR)
- Tasonsausianenesyuny GFMIS tiasasiudiaya
Sgiaunna (GFMIS-SOE)

ATEVNTINITAAY

2. Wanustuy Government Financial Management
Information System : GFMIS 1 ffanTaofuseuy Internet

" N o ' ' ,
uay Intranet tladwnanudzanviwmladinangsney
Widseinea

AsZNTIIATAEY

3. Wanusruuguiiayatansgisnavuassyuy e-Budgeting
wasftandasyuy Intranet TanRasaATALARUULIILOY
idendiaoks 3 06 : Function / Area / Agenda

arnaudszann

*Source : Ministry of Finance
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CHAPTER VIII
Monetary, Finance and Budget

Section 167. In an introduction of the annual appropriations bill, the bill shall be annexed
with documents stating estimated incomes, obscure objectives, activities, plans or projects of
each item of expenditures including monetary and financial status of the country through the
overview of economic condition arising from spending and gathering of incomes, benefits and
deficiencies resulting from any specific tax exemption, justification for binding of over-year

obligations, State debts and its incurring and financial status of State enterprises of that year
and the previous year.

If any expenditure is unable to be directly allocated to a government agency, State enterprise

or other State agencies, it shall be allocated to the item of reserved expenditure and, in such
case, justification and necessary of such allocation shall also be stated.

There shall be a law on State monetary and finance laying down monetary and financial
disciplines as well as the rules relating to a financial ptanning for medium term range, the
gathering of incomes, a determination of guidelines for the making of expenditure estimates
of State, the financial and properties management, an accounting, the public funds, an
incurring of debts or any act resulting in the binding of properties of or the incurring of
financial obligation of State, the rule for a determination of the amount of reserved money to
be paid for emergency or necessity situation and other relevant acts which are the scope for

the gathering of incomes and supervising of spending in accordance with the principles of
balancing, economic sustainable development and social fairness.
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Public Budgeting in
Hong Kong, China

long Kong’s context

Political
— HK’s status as a local government of PRC
— Budgetary autonomy
Legal
- — Constitutional requirement for a balanced budget
Economic
— Restructuring
— Economic decline
Social
~ More engaged civil society
— Aging population




Budget formulation

+ Key players
* Process
— May — call for estimates
— June-Sept — resource allocation exercise
— October — Policy address
— Oct-Dec — Public consultation

— Feb-April — Appropriations Bill & Estimates
presented to Legislative
Council

Public consultation

 http://www.isd.gov.hk/eng/tvapi/07 ms167
_himl

2008-09 Budget consultation

» Engineer: Logistics and infrastructure are cornerstones of economic
development. Elderly man: Health care and welfare deserve more
attention. Student: Education and training are major issues.
Expatriate man: Environmental protection and conservation are
important. Businessman: We must maintain a level playing field for
business. Retired person: We love arts and culture. All: We have the
right to express our views! Financial Secretary, Mr John Tsang: | am
preparing the 2008-09 Budget. We value your opinion. So please
make use of this website and let us have your views. Super:
www.budget.gov.hk




Legislative Council’s role

« Composition
« Key player
— Finance Committee

» Establishment Subcommittee
* Public Works Subcommittee

* Weaknesses

Structure of public sector

Core government

— 12 policy bureaus and 61 departments
Hybrids

— Publicly funded

— Mixed-funded

SOEs
Private sector public service providers




¥, CRGANISATION CHART OF
5 % THE GOVERRMENT OF THE HONG KOG
QU SPEOAL ABNSHSRATIVE REGICH

11 Lty 20673

uman resource management

« Core government (civil service system
plus non-civil service contract staff)
— Appointments
» Centralized
» Hiring freeze
— Compensation
« Centralized
« ‘High’ pay levels
» Pay and benefits cuts




Civil service reform

Entry/exit

Compensation

Conduct and discipline

Performance management and training

Performance and results
initiatives
* Official policy
— Policy objectives
— Key resulis areas
— Policy initiatives
— Identifying responsibilities

— Controlling Officers and their reports

10




Public Sector Reform Processes in HK, 1980s and 1990s
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Problems

* Failure to set targets
* Problems with measures chosen
* Reporting problems

Decisions based on performance

12




Managerial capacity, flexibility and
iInnovation

« Adaptability

* Transparency

* Accountability

* Improved flexibility (e.g., hrm)

* Innovation?
— Public private partnerships
— Organizational re-engineering

13
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. Agenda of 2008 OECD Asian Senior Budget Officials Meeting
. The Development of the Performance Budgeting System in

Chinese Taipei

. (Power Point) Budgeting for Fiscal Space by Prof. Allen Schick
. (Power Point) Third Party Governance : Transformations in

Public Management by Prof. Paul Posner

. Tax Expenditures in OECD Countries Draft by Joseph Minarik
. (Power Point) Tax Expenditures in OECD Countries

by Barry Anderson

. (Power Point) Tax Expenditures in Korea by John Kim
. Intergovernmental Transfers and Decentralised Public Spending

by Claire Charbit
(Power Point) Intergovernmental Transfers and Decentralised
Public Spending by Claire Charbit
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ANNOTATED AGENDA
5th ANNUAL MEETING OF OECD-ASIA SENIOR BUDGET OFFICIALS

Bangkok, 10-11 January 2008

This meeting is hosted by the Thai Bureau of Budget. The Australian and Korean govemments are
gratefully acknowledged for their financial assistance.

For further information, please contact Mr. Jén R. BLONDAL:
Jon.blondal@oecd.org; Tel: +33-1-45 24 76 59; Fax: +33-1 44 30 63 34




MEETING OF OECD-ASIAN SENIOR BUDGET OFFICIALS
Bangkok, 10-11 January 2008

Thursday, 10 January

9:00- 9:30 Keynote Address by the Minister Attached to the Prime Minister’s Office

¢  Mr.Thirznat SERIRANGSAN

9:30-9:45 Group Photo

10:00-10:3¢  Opening Ceremony

¢ Mr. Vudhibhandhu VICHAIRATANA, Director-General, Bureau of the Budget,
Office of the Prime Mimister, Thailand
» Mr. lan WATT, Permanent Secretary, Department of Finance, Australia

10:30-11:00 Coffee Break

11:00-13:00 Roundtable on Recent Budgeting Developments in Asia

This session is designed for participants to make informal presentations on recent
budgeting and public expenditure developments in their countries. This allows
participants to exchange information on the changes in budgetary systems and the
financial management reforms which are taking place in many of the countries in the
region and provides a useful opportunity for participants to keep up to date with
developments in the region in an informal setting.

Participants at this year’s meeting are accordingly invited to speak briefly on recent
developments which may be of interest to others. Given constraints on time within this
round table discussion, participants may wish to provide short, written statements to
supplement their presentations.

13:00-14:00 Luncheon



14:00-15:30

15:30-15:45

15:45-17:15

18:00

19:00-21:00

Developing Fiscal Space: Overcoming Rigidities in the Structure of Expenditures

Fiscal space is defined as room in a government’s budget that allows it to provide
resources for a desired purposc without jeopardizing the sustainability of its financial
position or the stability of the economy. Fiscal space must exist or be created if extra
resources are to be made available for worthwhile government spending.

This session will discuss the specific pressures that limit fiscal space at present, including
rigidities in government expenditure programs due to standing (entitlement) legislation
and demographic changes. It will also outline the various approaches to reprioritizing
expenditure by curbing unproductive spending and at the same time protecting - and
reinforcing - productive spending.

The session will be led by Mr. Allen SCHICK of the Brookings Institution, Washington,
D.C.

Coffee Break

PPP’s and Outsourcing: Implications for Budgeting and Accountability

There is a growing trend in many countries for partnering with private and not-for-profit
providers for the provision of public services. This includes PPP’s (public-private
partnerships) and outsourcing (contracting out).

This session will move beyond a discussion of the specific instruments themselves
to focus on the implications of their use for budgeting and accountability. For
example, how can the budget process best be organized so that potential PPP
projects are scrutinised in the same rigourous maninecr as gencral expenditures,
What arrangements can be made to ensure that accountability by private and not-
for-profit providers is not diminished in the prevision of cutsourced public
services?

The session will be fed by Mr. Paul POSNER of ‘hc George Mason University,
Washington, D.C. )

Meeting at Hotel's Lobby & Depart from the Hotel to River City Port

Gala Dinner Criisc

Thailand invites participanis to a Gala Dinner Cruise on the Chao Phrya River.



9:00-10:30

10:30-11:00

11:00-12:30

12:30-14:00

14:00-15:00

15:00

Friday, 11 January

Integrating Tax Expenditures into the Budget Process

Tax expenditures are losses to the budget from granting certain deductions, exemptions,
or credits to specific categories of taxpayers. Tax expenditures are an alternative to direct
government spending on policy programs.

Tax expenditures are an important form of government expenditure and js growing in
importance in many countries. Furthermore, more and more countries have moved or are
considering moving towards fiscal rules that make use of expenditure ceilings, Tax
expenditures pose a particular problem in this environment.

This session is design to discuss tax expenditure classification and reporting and how the
review and conirol of tax expendirures can best be integrated into the (expenditure)
budget process. ’

The session will be led by the OECD Secretariat.

Coffee Break

Fiscal Relations with Lower Levels of Government

Lower levels Qf government — both the regional and local levels - are increasingly
assuming a greater fiscal role. By definition, they are in 2 better position to know the
specific needs of their respective areas and therefore should be able to deliver government

services in a more effective and efficient manner.

The fiscal resources of lower levels of government are often provided in the form of
generat and/or specific-purpose grants from the national government,

This session will focus on the various forms of fiscal grants and discuss the advantages
and disadvantages of each. It will also discuss the necessary preconditions in terms of

capacity of lower levels of government in assuming a greater fiscal role

The session will be led by the OECD Secretariat.

Luncheon

Report by the OECD

This session is designed to update participants on current and future projects by the
OECD in the field of budgeting and public expenditures. It is also an opportunity for

participants to identify emerging priority areas for future work, the nature of their interest
in the subject and their willingness to participate in particular studies.

Closing



GENERAL INFORMATION

DISCUSSION FORMAT

Each substantive session will open with a brief overview of the topic by the OECD Secretariat or resource -
person, The floor will then be opened to all participants for general discussion.

CONFERENCE LOCATION & HOTEL ACCOMMODATIONS

The meeting will take place at the Dusit Thani Hotel, which is located at 946 Rama IV Road in central
Bangkok [http://bangkok.dusit.com].

Special room rates have been negotiated for conference participants at the Dusit Thani Hotel. Please make
reservations directly with the hotel, noting the “OECD-Asia Senior Budget Officials Meeting,” in order to

qualify for the special room rates.

REGISTRATION

All participants are requested to complete the attached registration form and return it to the Secretariat
ahead of the meeting.

The meeting will commence promptly at 9:30 a.m, Participants are kindly asked to arrive 15-30 minutes in
advance in order to complete registration formalities.

DOCUMENTATION

Background documents and/or Powerpoint presentations will be available for each of the five main
substantive sessions. The documents will be distributed electronically to all registered participants prior to
the meeting,

LANGUAGE

The meeting will be conducted in English.
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5" Annual OECD-Asian Senior Budget Officials Meeting
The Development of the Performance Budgeting System in Chinese Taipei
Directorate General of Budget, Accounting and Statistics

January 2008

1. Background
It is the responsibility of the public sector to properly allocate limited resources to achieve
the program performance, which are also demanded by the people. Therefore we have been
dedicated to a review ol program management and of the budgeting system in recent years.
The mechanism for the conduct of the review ot the general program budget under the
mid-term program budgeting framework is to make sure that the allocation of the budget to
various programs meets respective needs at the budget compilation stage, that there is a link
between the program budget review mechanism and the with program execution assessment
process, and that the revision of the execution of the program will gradually achieve the
ultimate and expected object of the program.
2. The system and practice
(1) Introduction of the mid-term program budgeting system in 2002
The mid-term program budgeting system decides the estimated mid-term quota for the
four-year statutory government period with which agendies could control and manage
their mid-term programs so as integrate with annual programs and operate in coordination
with the appropriale program review agencies to start the primary stage program review to
avoid unlimited expansion of demand and to boost the eflectiveness in the utilization of
resources. After applying the mid-terin program budgeting sysiem, the annual expenditure
scale has been well controiled so that expenditure over GDP in the year of 2008 is 12.9%,
which marks a sigaiticant deerease from 16.6% in the year cf 2001,
(2) Introduction of a general program budget review mechanism in 2004 to make sure that all
agencies compile budgets based on actuat need and within quata
The general program budget review mectings or panel discwsions are convened for the
respective programs during the fiscal year. The main functior of this mechanism is to set
up a budget review communications platform for the various agencies. Programs subject
to the review system are listed as lollowing:
(a) Programs with common characteristics and for whicl it is especially worthy of
conducting an analysis.
(b) Programs may overlap with the functions of which the ‘uncticns of other programs
which are being dissotved and for which there may be a need for some integration.
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(c) Programs with a poor performance but still with resource inputs.

(d} Programs with a poor execution leading to an out unexpected budget surplus or
surplus carrying over to the next fiscal year.

(e) Programs meeting supply more than demand.

(f) Programs with common expenditures which require an examination of where they
can be integrated.

(g) Programs with different costing standard which need to be clarified.

(3) The budget review program has brought about specific results due to the effort of
budgeting department and all the related agencies. Here are some examples :

(a) For the year 2007 budget, the expenditure cut from programs with a lower economic
effectiveness and poor performance in execution amounted to NT$10.2 billion
(US$3.1 billion).

(b} In the year 2005, there was a review of the labor housing mortgage loan subsidy
program and program expenditure was reduced by NT$2.5 billion (US$0.8 billion)
after negotiation of the interest rate with the relevant banks.

The preceding expenditure cut which resulted from the use of the general review

mechanism could provide finance for more important programs such those for economic

development and the strengthening of public security.

(4) In order to manage every program effectively and to strengthen the performance of the
agencies in the assessment process, each agency is requested to set performance
objectives and measurement indicators for annual programs so that the results of the
annual performance can be examined and reported in accordance with the evaluation
guidelines of the program. The results of evaluation may provide a benefit in improving
shortcomings in the execution of the program and serve as a reference in future reviews of
the budget. ‘

3. Conclusion
The system has not only focused on the allocation of resources, but also on the
examination of those programs which are less economic, out-of-date, or unnecessary on
the allocation of resources based on the perspective of integration where possible, and on
the allocation of budgets resources to the programs which most need it. According to the
present mid-term fiscal estimates, the fiscal space will be limited in the next few years.
We are dedicated to continuing the reform of the mid-term program budgeting system and
to the use of the program review mechanism under the aims of allowing for the proper

allocation of resources and the simplification of budgeting system.

33
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BUDGETING FOR FISCAL SPACE

Allen Schick

Asian OECD Senior Budget Officials
Meeting

Bangkok, Thailand

~January 2008

~Alternative Concepts of Fiscal Space

Sustainability

The availability of budgetary room that allows a government to
provide resources for a desired purpose without any prejudice to the
sustainability of a government’s financial position.

Peter Heller, IMF 2005

Development

The financing that is available to government as a result of concrete
policy actions for enhancing resource mobilization, and the reforms
necessary to secure the enabling governance, institutional, and
economic environment for these policy actions to be effective for a
specific set of development objectives.

Rathin Roy and others, UNDP 2007

Budgeting
The money available for policy initiatives within an annual or
medium rm budget framework.




How the Fiscal Space Concept is Applied

All Countries

To measure the money available for policy innovation
consistent with medium to long term fiscal sustainability

Low Income Countries

To assess the opportunity for additional spending to
promote development, thereby stimulating future
economic growth and increases in government revenue

Middle Income/Developmental Countries

To promote rapid development without undue risk to the
government’s future fiscal position

Highly Developed Countries
To assess the resources available for allocation through
annual or medium-term budget decisions 3

Fiscal Space has Different Meanings to Countries at
Different Stages of Development

Low Income Countries

‘The key question is how to create fiscal space for countries that have
inadequate tax bases, chronic financial imbalances, and compelling need to
invest in human and physical resources

The concept of fiscal space was devised in response to discredited policies of
international organizations that required poor countries to adopt austerity
programs when they faced economic stress

Fiscal space justifies policies that may worsen current financial imbalances but
would promote growth and thereby enlarge the future scope of public
expenditure

Developed Countries

L

The key question is how to rationally allocate the space that is available through
economic growth, revenue policy and savings

The opportunity to enlarge future space through growth-stimulating budget
policies is limited

Middle-income Countries

The opportunity to create fiscal space depends on variables such as the tax
revenue/GDP ratio, spending on infrastructure and other investment, and
budget rigidity

These variables differ greatly among middle-income countries, and so too does
their capacity to create space 4




Fiscal Policy for Growth

Growth pomoting fiscal policy in developed countries generally is
counter gulical, and focused on remedying short &rm economic
weakness

— In poor countries, economic weakness may generate a procyclical response

under pressure from international organizations (stabilization) or capital
markets (lack of funds)

Many developed countries recognize that investment in human and
physical capital and increased savings can raise the long frm potential
of the economy

— Many poor countries under spend on investment and have inadequate
savings, leading to deterioration of long-term growth potential

Recent work by the World Bank and IMF have suggested that some
poor countries would benefit from fiscal policy that emphasizes both
stabilization and growth

— But case studies of various countries suggest that inadequate
investment/savings is not a hindrance to growth in all countries

Fiscal policy for growth must be country specific and take account of
‘existing impediments to growth

— It must also take account of whether there would be payback from additional
expenditure 5

Budgeting is the Process of Allocating Fiscal Space

« The fiscal space concept is based on what budget makers
actually do when they allocate money.

— It makes few changes in the practice of budgeting.

. It recognizes that budgetlng is inherently incremental,
allocating resources that are available for policy initiatives.

— Although the budget covers all expenditures, decisions are
made at the margin.

« If there were no fiscal space, there would be no need for
budgeting.
- Government could continue what it did the previous year
without all the stresses of budgeting.

» The fiscal space concept adds a medium or longer term
dimension to budgeting.

— It requires consideration of how future space would be
impacted by current decisions.




Incremental Budgeting and Fiscal Space

Major reforms during the past half century attempted to uproot
budgetary incrementalism

— The fundamental aim was that existing and proposed programs should
compete on an equal footing for limited resources

Zere tased budgeting was the most far reaching effort to uproot
incrementalism

~ As applied, ZBB was more a form of marginal analysis
Incrementalism has triumphed in every country

— Incrementalism has survived because it reduces conflict and eases the
task of compiling the budget

Incremental budgeting focuses on allocating additional resources and
marginal reallocations in ongoing programs

— Over time, incremental budgeting does accumulate to major changes in
government policy

MTEF has the potential to institutionalize incremental budgeting
— This expiains why MTEF, in contrast to previous reforms, has been
successful
The starting point for budget decisions in the MTEF is the baseline (or
estimates)
— The baseline projects future budgets assuming no change in current policy
7

Fiscal Space is Measured in Terms of Fiscal Sustainability

In assessing “room” for policy initiatives, it is necessary to consider the long-term
impact of additional expenditure, not only whether space is available in the
-annual budget

in the absence of a medium-to-long-term horizon, politicians may take actions
that deprive future governments of fiscal space

The critical question is whether creating space (low-income countries) or
spending space (high-income countries) will impair the long term sustainability of
public finance

Governments can measure space and sustainability by projecting future
conditions or by estimating the present value of future conditions

Basetine projections can be extended to the long-term, using methods simitar to
those applied in MTEF

Discountinlg entails measuring the current fiscal balance by estimating the
present value of future revenues and expenditures

Measuring sustainability is especially important when low-income countries debt
finance spending increases in the expectation that doing so will create future
fiscal space 8




The Shrinkage of Fiscal Space in Developed Countries

Fiscal rules tha.t constrain budget aggregates
— The potency of fiscal rules depends on how they are enforced

Political resistance to tax increases
-~ The recent trend in most developed countries has been to reduce taxes

Baseline projections protect existing programs and built-in increases

— This tendency is strongest when the baseline is adjusted for projected price
changes

Growth of entitlements and other mandatory spending
— In many countries, expenditures are more rigid than in the past

Demographic trends compel government to spend more on pensions and health
care

- The problem is greatest in countries that do not prefund future obligations

The spread of fiscal decentralization

— This trend requires central governments to transfer a large portion of revenue
to subnational governments

Ad hoc budget decisions

— Political pressures and other factors now impe! governments to allocate g
money yearround, not only during budget season

Enlarging Fiscal Space

Many tactics for creating space are perennial features of budgeting

~ Enlargement is likely to be marginal in high-income countries, potentially
very significant in low-income countries

Generating additional revenue through changes in tax policy

— The lower revenue is a proportion of GDP, the greater the prospect for
boosting revenue )

Reallocation from lower to higher ,r.}riorities.

— This is difficult in all governments, including those that invest in program
evaluation, but spending units often adjust expenditures without vetting the
changes through the budget process

Asset sales and privatization

— When these transactions are booked as current revenue, government may
actually shrink future space

Publie Hwvate Partnerships
— These transactions can enlarge space for investment provided they are
well structured, risks are assessed and limited in advance, and there are

genuine efficiencies in relying on private providers
10







T" —

THIRD PARTY GOVERNANCE
Transformations in
Public Management

Paul L. Posner

George Mason University
January 10, 2008

Study of Selected OECD Nations

@ Third Party Governance and Transformations
in Public Management

@ Internal Reforms to Promote Efficiency

m Growing Use of Indirect Governance Tools to
Engage Other Sectors

@ Impetus and Rationale

= Implications for Performance and
Accountability

m Implications for Budgeting




Hollow state

Disarticulated state

Third Way

Third party governance

Privatization

Hiving off, boarding out, outsourcing
Devolution

Governance, not government

Network management

Not your father’s public administration

A EEEEE R @

Impetus for Third Party Governance

@ Fiscal constraints
@ Rising public expectations for performance
@ Global economies and pressures

= Rise of “wicked problems” on the agenda for
public action

m Political vulnerabilities of leaders in a 24-7
media era

@ Increase in private market interest in public
services




Business oriented approach to government
Performance goals and contracting

Shift from traditional bureaucracies to quasi-
autonomous units

Shifting accountability from inputs to results
Replacing monopolies with competitive suppliers

Greater reliance on market institutions

Internal Governmental Strategies

Focus on replacing hierarchical controls with incentives
Separating Financing From Provision

Instilling greater competition

Shifting accountability from inputs to results

Promoting greater managerial flexibility

Internal Tools

» Contracts with ministries

» Government franchise and revolving funds

= Government corporations

= Quango’s and other nondepartmental public bodies
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Tools of Government

m DIRECT GOVERNMENT
@ GRANTS

= LOANS/GUARANTEES
= TAX EXPENDITURES

= INSURANCE

= PRIVATIZATIONS

@1 REGULATION

Continuum of Indirect
Governance Tools

Internal Market based ..
Managerial regulatory Tax credits
Reforms approaches and vouchers
Quasi-
Governmental Public-Private Divestiture
organizations Partnerships

Contracting
for specific
Services/

products

Devolution

Traditional Direct Fully
Government Private



Total Federai Efiort in FY 2000

(by Budget Function and in millions of dollars)
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Shift in Public Management

= From program/agency to tools and actors

= From hierarchies to networks

@ From public vs. private to partnerships
® From command/control to negotiation
m From management skills to “enablement”

m From internal controls to design
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Rebuilding Involves Networking Among Sectors:
Government Stakeholders in Louisiana
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State and Local Fragmentation

Current Disaster Planning Efforts:
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Advantages of
Indirect Government

@ Expands reach of government

= Access skills and technology

m Leverage additional financing

= Promote efficiency

= Access to clients

= Reflect diverse local values and interests

® Gain legitimacy

Public Managers and Budgeters
Need Help

= More demandiﬁg context for policy
design and oversight -

m Little knowledge of networks

= Poor understanding of tools

= Ambiguity in defining and measuring
governmental budgetary implications




Unique Accountability Challenges

= Accountability to multiple constituencies

= Multiple actors empowered to bargain

= Third parties enjoy leverage

» Political resources

= Voluntary participation

» Monopolies over beneficiaries
» [nformation asymmetries

Complex implementation chains

Unique Performance Problems

B &N &M M M & & &

Goal diversion

Fiscal windfalls

Rent seeking

Moral hazards

Adverse selection
Incentives for inefficiency
Opportunistic partners

Less public transparency - “too many hands”




New Dimensions for Performance
and Accountability

Tool selection - are tools selected to reinforce each other or do they
work at cross purposes?
» Determination of public vs. private should be based on full cost-benefit
analysis
= Permit public and private to compete

Tool design - are incentives built in to encourage ownership and
accountability by third parties?

« Fixed price contracts

» Capitation and closed ended grants

Third party networks - are the incentives and interests aligned?
= Selection of “principled agents

Oversight - does government have the capacity and authority to
effectively oversee the variety of third parties?

» Performance based contracts

« Too big to fail?

Public Transparency - Are roles and responsibility clearly delineated?

Privatization:
A Multi-Faceted Concept

AN




Privatization Pressures

@ Supplant monopolies with competition

@ Increase financing for public initiatives

@ Improve technical capacity

= Promote greater flexibility

Public-Private Roles and Tools

Finance |
Public Finance |Private Finance

Delivery
Public Direct

. User Fees
Delivery Government
Private Contract Vouchers
Delivery PPP’s
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Case Study: Australia

Figure 1.6. GBE Reform Strategies and Timing : Australia
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Types of services outsourced

Support services - non critical to mission and
easily measured. Examples including building
cleaning, guard services

Information technology and other back-office
functions - economies of scale,

Traditional core government activities -
prisons, food inspection, audit office, welfare
administration, education, health care.

Infrastructure assets - public private
partnerships
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! Outsourcing of government services
Purchase of goods and services vs. in-house provision
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Benefits gained from
private provision

@ Savings considerable. 33 percent savings in U.S.
federal government from 2000 outsourcing
initiatives.

@ UK - 20 percent savings, 15 percent in Australia
= US - %6 billion savings achieved over four years
= Economies of scale through shared services

= Enhanced capacity and access to technology

@ Improved public sector productivity when they
compete with private firms
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General Privatization Concerns
(1/2)

Lack of competition reduces rationale for private over
public

» Exclusivity at outset- sole source

= Overdependence over time - indispensable

» From competition to monopoly - entropy

Accountability and principal agent issues
» Difficulty in specifying outputs

» Competition not always available

« [ow balling and overpromising

» Risk shifting to government through cost plus contracts

Capacity of government to oversee contracts
» Exodus of government employees to contractors

General Privatization Concerns
(2/2)

m Cost shifting and cherry picking

= Inherently governmental functions

= Public ensures we get right things done
» Private ensures we do them right

= Transparency - assigning credit and blame

= Private contractors’ information not publicly accessible
= Laws on public accountability and redress may not apply




Public Private Partnerships

B [ B & &8O B B M

For Assets
o - [*] DB - contracts with public for
B = Build N design and construction
D = Design [2] FDBOM - private role in all
F = Finance | phases
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Public Private Partnerships

m Classic PPP ~ Design, build, finance, maintain
and operate over many years

® Different from traditional outsourcing

Private financing of up front capital costs
Private responsibility for multiple phases of project
Long term nature of contract

Relationship between public and private collaborative
rather than arms length

Competition limited due to high capital financing and
long term nature of commitment

Budgetary treatment tends to annualize costs, rather
than recognize up front




Public Private Partnerships:
Rewards

Private Sector Brings Capabilities

Financing

Capitalize underutilized assets
Technical expertise

Market efficiencies

Integrated management across all phases of projects including
maintenance

Benefits include greater efficiency and savings

» UK -90% on-time completion, compared with 30% for public projects
» UK - 75 percent of projects meet or exceed performance expectations

Public Private Partnerships:
Concerns

@ Risks from Private Participation

- = Public values and support - concern over
fees and control

= Budgetary control

» Contingent Liabilities - how much risk is
government responsible for?

» Oversight and Accountability
» Truncated Competition




Public Private Partnerships:
Budgetary Issues

m Budgetary control can be eluded

» Replacement of up front funding with annualized funding
stream may undermine discipline

Creation of long term mandatory payment commitments

Potential loss of revenue stream for public projects

Emergence of contingent liabilities

o Explicit liabilities such as guarantees

o Implicit liabilities for services with inelastic social
demands

Eurostat 2004 decision results in classification of PPP’s as
private reflecting private risk for construction/availability

Assessing Costs and Benefits of
PPP’s

m Cost assessment involves comparing long term net present value
tradeoffs for projects with traditional approaches

» + Potential efficiency of private financing and provision
» - Lower cost of capital of public sector
m Consequences for overall budget constraint and spending
priorities
» Potential lowering of near term price of capital
o Can promote a larger number of effective projects
o Can promote lower value projects
» Increased importance of budgetary capacity to
a Institutionalize long term perspective
o Assess prospective costs and bencfits over time

s Assess potential affordability of changes i allocations for capital against
near and long term budget constraint

o Measure and budget for future commitments and contingencies
= Assess potential social affordability of capital user charges for beneficiaries




PPP Success Factors

Political leadership support

Legal frameworks to ensure enforcement of contracts
Effective governmental analysis and monitoring
Competitive procurement

Performance based contracts

Explicit risk allocations

Guaranteed revenue stream

L O L L L (1 N U1 (1

Support from stakeholders including unions, public
clients, other interests

The Role of the Budget Process

Does the budget process encourage reliance on
indirect tools of governance?

» Shared costs with other sectors lower budgetary
costs

Transparency is often less pronounced for indirect
tools

Budgetary treatment often fails to capture full costs
and risks up front

s Public private partnerships

o Government corporations

= Tax expenditures

o Loan guarantees

o Insurance

Role of limits on full time employees

R




Concerns in the Budget Process

Tool Transparency | On Budget T Up Front Ex Post
Direct X X | X X
Contract X N hX X ?
Grant X _ X X ?
PPP 2 X ? ?
Loan ? X Credit Reform X
Guarantees ? X Credit Reform X
E::;enditure X X ? ?
Government ’ ) 5 5
Corporation :

Concluding Quotes

m “Public and private sectors are alike in all
unimportant respects”

m “We don’t want workout coaches to take over

from surgeons just because their clients are

healthier”

@ Isadora Duncan to George Bernard Shaw

» “If we had a child together, it would combine my
beauty and your brains.”

» Shaw declined, horrified at the prospect that their
union might produce the opposite- a child with her
intellect and his looks.
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INTRODUCTION

Tax expenditures — broadly defined as provisions of tax law, regulation or practice that reduce or
postpone revenuc for a comparatively narrow population of taxpayers — have been a serious
concern of budget and tax analysts {or almost half a century.' The concern is that tax expenditures
have ill effects on both budget and tax policy, and that both political and policymaking
considerations make tax expenditures easier to enact, and less likely to undergo rigorous review
and repeal, than equivalent but more straightforward spending programs.

Though the concept of tax expenditures was first identified and analyzed in the United States, the
concern about the issue now extends across nations. Accounting in many countries suggests that
the use of tax expenditures is pervasive and growing.” At any time, the possibility that a back
channel for resource allocation could lead to inefficient government “spending™ would be
troubling. When government budgets are too commonly in excessive deficit, the concern is only
greater.

Accordingly, the Organization for Economic Cooperation and Development (OECD) has decided
to devote its attention to this issue, along with associated and similar budgetary questions. The
Senior Budget Officials group put a paper on Off-budget and Tax Expenditures on the agenda of
its 2004 meeting in Madrid,’ following previous work on tax expenditures by the OECD Centre
for Tax Policy and Administration.' The World Bank has evidenced similar concern in its report,
Tax Expenditures — Shedding Light on Government Spending through the Tax System.” Such
concern and attention has contributed to some improved and extended procedures of tax
expenditure reporting, review and control by the OECD countries.® Still, there is considerable
room for improvement. There is a perceived need for greater understanding of the issue, of the
trend in tax expenditures, and in best practice with respect to their enactment, budgetary reporting.
and review.

An important and timely associated issue is that some OECD countries have enacted or arc
considering fiscal rules that make use of expenditure ceilings. The handling of tax expenditures

' Surrey, Stanley S., Pathwavs to Tax Reform. The Concept of Tax Expenditures, Cambridge: Harvard University

Press, 1973, based on work done by the author in government service in the late 1960s, may have been the earliest
full expiication of this concept.

ra

Polockova Brixi, Valenduc, Swifl (2004).

® Kraan (2004).

* OECD (1984}, OECD (1996}, OECD (2003).
> Palackova Brixi, Valendue, Switt (2004).

® Koiwa (2006).



under such a rule is critical, because a systematically lesser degree of budgetary control on tax
expenditures, as opposed to spending narrowly defined, could direct increasing flows of what
would — and often should — be “spending” through the tax systems of all of the affected nations.

All of these considerations suggest that continued and even greater attention to the use of tax
expenditures would be timely and worthwhile. This paper will address the issue from several
directions. A key part will be a survey of the level, and change, of the number and revenue effect
of tax expenditures across the largest OECD countries. An analysis of these data will suggest the
underlying forces that have led to the prevalence of tax expenditures, and the tax, efficiency, and
fiscal implications of these trends.

Further discussion will identify best practices regarding the reporting of tax expenditures.
Questions regarding the review (such as it is) of tax expenditures in the policy process will be
explored, including some ideas that have been proposed but not implemented. Finally, additional
anatysis will put these best practices into the particular context of budget rulcs. especially
spending-based rules. In combination, these discussions should address a broad range of issues of
government finance, from policymaking to tax and budget efficiency, and on to fiscal
responsibility and rulemaking.

POLICY BACKGROUND

From the very earliest analyses, there was a strong sense that tax expenditures were an inferior
form of budget policy. Tax expenditures were believed to be unfair, distortionary and costly, but
also to be prone to rapid growth in both number and size, and resistant to eradication - in effect,
to be a non-native plant in the garden of government-program alternatives. Logically and for
purposes of discussion, it is worth separating the ill effects of tax expenditures that we might or do
have from the tendency of tax expenditures to multiply and grow regardless of those flaws and
failings.

Theoretical Allegations: Why Are Tax Expenditures Bad?

tax expenditures are enacted because thefe are, at least in some quarters and in some instances,
perceived legitimate reasons for their use. The pursuit of some public objectives might be
administratively  costly through conventional government spending programs, and the
employment of private effort using incentives in the tax system, directed through perhaps
differing private preferences, might be thought to be more efficient. Instances of perceived
underconsumption of private goods resulting in adverse externalities, such as retirement saving or
health insurance, are prominent examples. In such instances. it might be thought that close
government supervision is not necessary, and use of a tax expenditure might gracefully relieve the
bureaucracy of unneeded obligations.



Despite this rationale, and admittedly not in every case, there is concern that tax expenditures too
often have proved to be less than optimal tools for their designated objectives. Perhaps the
simplest framework to categorize the long-alleged flaws of tax expenditures is the equally long-
lived taxonomy of the objectives of tax policy: fairness, efficiency and effectiveness, simplicity,
and fiscal responsibility.

Fairness. Tax expenditures are alleged to be unfair both in the likelihood of undeserving groups
of taxpayers to obtain them and their benefits, and in their operation once they have been enacted.

It is argued that the least needy in society are probably the most capable of influencing the
legislative process to obtain the benefit of tax expenditures. Though it is hard to judge whether
this bias would be more likely to affect the enactment of tax provisions than spending programs, it
does have the ring of truth.

Selective and lucrative tax expenditures are most usually those that provide advantages for
income from capital,’ of for self-employment, rather than labor. Those who own wealth,
including businesses, tend to be those with higher incomes.

There is the at least superficially reasonable argument that the well-to-do are the most capable of
influencing the legislative process. Reinforcing this point, there is the recognition that, at least in
the United States, tax expenditures can be established by practice or in regulation, as well as by
law. It would not be surprising if those most equipped to look beyond the relatively (though
usually not absolutely) straightforward tax instructions into the minutiac of regulations and
practice would be those with the most resources.

Once tax expenditures are in place, they are likely to benefit well-off taxpayers more than the rank
and file. In progressive tax systems, the well-to-do simply have more tax liability in the first
instance, and so have more to gain from tax expenditures. To the extent that tax expenditures are
complex, and confront those who wish to claim the tax benefits with complex tasks, the most
well-to-do are most likely to have the financial and technical knowledge to take advantage of
those opportunities.

There is also a particular aspect of the tax law that makes tax expendiures most likely to benefit
upper-income taxpayers. Under a progressive system, any tax expenditure that reduces taxable
income, or that postpones the recognition of taxable income, will benefit most those taxpayers
who are in the highest tax-rate brackets. Those who are not taxable do not benefit at all from tax
expenditures structured in that way. This effect has been labeled an “ug)side-down subsidy,” and
has been considered a disadvantage of tax expenditures as a policy tocl.” This upside-down effect
can be defeated by using non-wastable tax credits — that is, tax credits that are payable in full to
taxpayers even if the credits exceed the amount of tax liability - at the cost of additional

" This point, of course, abstracts from the argument by some that the apprgpriate individual tax system, and
therefore the appropriate reference tax system. is a consumption iax that would 10t tax income from capital at all.

8 Surrey, Stanley S., and Paul R. McDaniel. "The Tax Expenditure Concept ard the Legislative Process,” in The

Economics of Taxation, edited by Henry J. Aaron and Michael J. Buskin {12}-44), Washington, DC: Brookings
Institution Press, 1980; Jane G, Gravelle, “Tax Expenditures,” in NT4 Encyclpedia of Taxation and Tax Policy,
Second Edition, edited by Joseph J. Cordes, Robert D, Ebel, and JaneG. Gravele, Urban Institute Press.



complexity. For some purposes, this issue can be extremely important, and it will be close to the
heart of later discussions of tax expenditures designed to “make work pay.”

Efficiency and Effectiveness. Existing tax expenditures are difficult to evaluate and trade off
with existing spending programs that might pursue similar objectives. This is in part because of
the customary division of labor in legislative bodies, where tax policies and spending programs
are often considered by different committezs. It is also true because of the nature of tax
expenditures, with benefits flowing to individuals and corporations through reduced tax liabilities.
The effects of tax expenditures in terms of induced individual and business behavior can be
difficult to measure, and difficult to compare with the outputs of government spending programs.

Similarly, the core competencies of revenue authorities generally do not include program
management, as opposed to straightforward revenue collection. There are sometimes alleged
administrative efficiencies or economies of scale and scope in the use of tax expenditures, on the
ground that relevant data already are collected on tax forms, and that the existing tax-filing
process can therefore fulfill an additional function. However, these alleged efficiencies can at
bottom be merely the absence of truly necessary program administration. Tax authorities may
lack the programmatic expertise necessary to determine eligibility, and the premium on quick
processing of tax returns may conflict with sufficient oversight. The need for additional data to
judge eligibility can conflict with the value of limiting the number of tax forms and the amount of
information on them. Beyond outright undetected fraud, this can mean that the objectives of tax
expenditure programs are not truly met, or arc met at higher net cost than would be the case under
spending program administration.

Both the efficiency of the achievement of the objectives of tax expenditures, and the ease of
evaluation of their relative success, are reduced by the upside-down subsidy effect. Perhaps the
simplest way to implement a tax expenditure may be to exclude or deduct from income an item of
income or expenditure. In some instances, it might be judged appropriate that an item of income
simply not be reported. However, under a progressive income tax with some unconditional
amount of tax relief, the behavioral incentive of such an exclusion or deduction to earn such
specified income or undertake such expenditure would be greater for higher-income persons, less
for moderate-income persons, and perhaps nil for those with the lowest incomes. In instances
such as a policy inducement to save for retirement or to purchase medical insurance, this incentive
pattern might easily be judged as absolutely perverse — and yet it is the common practice in at
least some countries.

Though evaluation of tax expenditures may be difficult, a more serious problem may be the
failure to try. Tax expenditures typically are written into permanent law, in contrast with annual
appropriated spending, and even mandatory or entitlement programs that sometimes are required
to be reauthorized every few years. Thus, there is a perceived opportunity on the part of potential
beneficiaries who approach the political and policymaking process to achieve a long-term, or even
a perpetual, benefit by achieving enactment of a tax expenditure rather than a spending program.

There are also weaknesses in tax expenditure reporting in the budget. Tax expenditures are
seldom: presented together with equivalent spending programs, so that cost amounts can be
weighed and tradeoffs considered. Especially when combined with the legislative stovepipe



structure of responsibility between outlay and tax policy, an out-of-sight, out-of-mind pattern can
arise and continue to insulate inefficiencies from scrutiny for periods of years.

Complexity. Tax expenditures, like tax systems themselves, can be compléx. Still, aspects of tax
expenditures can cause the whole of the resulting complexity to exceed the sum of the complexity
of the parts. Public perceptions probably add to this unfortunate phenomenon. As legal
provisions, regulations, instructions and forms are piled upon one another. the body of tax wisdom
needed to navigate the system can grow beyond the capacity of many non-¢xperts. The additional
provisions, even if they do not apply to a particular taxpayer, obscure that taxpayer’s field of
vision of what he or she needs to know. From a simple systems perspective, the potential
interactions among additional tax expenditures could grow geometrically as they are added. At
least in the United States, some of the greatest perceived abuses of so-called “loopholes™ in the
tax system have arisen not from individual provisions, but from the opportunistic use of
combinations of provisions whose interactions were never intended or even considered.’

To the typical taxpayer, as the mass of the tax system’s processes becomes increasingly
forbidding, the perception of unfairness and of being left out from unknown but assumed benefits
for others could be demoralizing. Likewise. the maniputation of unintended interactions among
tax expenditures could reduce the efficiency of the allocation of resources, and reduce revenue
relative to what was intended or needed, as well as reducing real and perceived fairness. Thus, the
lack of transparency of tax expenditures can have a real cost in the effectiveness of government,

Revenue Sufficiency. Though tax expenditures may be judged in some instances to be optimal
uses of public resources, they always reduce revenue,'® and thus always present a tradeofT with
general rate reduction. To the extent that tax expenditures or interactions among them are used
opportunistically. or that the revenue costs of tax expenditures are simply underestimated at their
creation, revenues will fall short of what was intended or needed.

The revenue cost of tax expenditures can be more difficult to estimate than the cost of government
spending programs. To be sure, the cost of even annually appropriated spending programs can be
unpredictable; for a conspicuous example, large-scale, long-term construction programs can
experience cost overruns, or delays that add costs due to cumulative general inflation. However,
tax expenditures can confront unanticipated levels of taxpayer take-up. Mis-estimations of
revenue cost can lead to unanticipated fiscal deficits.

Tax expenditures can also confront cost uncertainties simply because of changes in utilization
across the progressive marginal tax rate schedule. Measurement difficulties are increased because
of the progressive rate schedules typical of individual income taxes. A tax expenditure delivered
through a deduction or exclusion, and even some tax credits that are phased out as income

© Examples include real estate tux shelters, which combined accelerated depreciation and the capital gains

exclusion, among uther tax expenditures (along with the deductibility of interest, which in the US system is not
considered a 1ax expenditere); and the tax-motivated sale and leaseback of non-profit and foreign property for the
purpose of claiming deductions for depreciation that otherwise would have accrued outside of the tax system.

Ignoring the highly unlikely eventuality that a tax expenditure would have such beneficial effect that it would
increase GDP sufficiently to replace its own direct revenue loss. In some instances, as well, negative tax
expenditures have been measured for, for example, tax depreciation slower than the amount necessary 1o
compensate for true depreciation or for the effect of inflation.



increases, can fluctuate in cost as taxpayers move between fax rate brackets. This phenomenon
can be driven by unexpected changes in inflation as well as real economic growth, because
adjustments in tax parameters for inflation typically are made only with a lag. Such measurement
unpredictability renders the measured “cost™ of a tax expenditure or tax expenditures much less
useful as a budgetary target.

By this same token, however, the case against tax expenditures on fiscal grounds most be fair.
The cost of existing unchanged tax expenditures can increase because of real economic growth or
inflation, in fashions that might arouse undue concern. For example, accelerated real economic
growth could push taxpayers into higher progressive tax rate brackets, even if those tax brackets
are indexed. thereby increasing the measured cost of tax expenditures that operate by deduction or
exclusion from income — while increasing net revenues and decreasing fiscal deficits at the same
time. And given the typical nature of tax expenditure cost estimates, which are undertaken for
each tax expenditure separately, income growth pushing a taxpayer into a higher marginal rate
bracket can increase the measured cost of multiple tax expenditures that operate through exclusion
or deduction. Slower real economic growth might have a disproportionate slowing effect on tax
expenditure growth, as this same mechanism operates in reverse. Or slower growth might make
more taxpayers eligible for wage-supplement tax expenditures, thereby increasing the measured
cost. In the United States, in addition, even the number of tax expenditures, as well as their
estimated cost, can “float™ from year to year without legislative action. Some tax expenditures are
not specifically created in law, but rather arise over time through practice as justified by
interpretations of regulations. Thus, there have been occasions in which tax expenditures have
been “discovered™ by the analysts who prepare the lists, and so the numbers of tax expenditures
have changed without legislative action. For these reasons, the measured revenue cost of tax
expenditures should not be used without deeper analysis that documents a deterioration of tax
cxpenditure policy.

Practical Allegations: Why Do Tax Expenditures Multiply and Grow?

The Number of Tax Expenditures. Tax expenditures arguably can be less difficult than spending
programs to shepherd into law. This could be true for several reasons. As noted earlier, tax laws
follow their own stovepipe through the legislative process, using committees with tax rather than
substantive-program expertise. Thus. merit relative to alternative spending programs to pursue
the same objective might not be well evaluated. Tt may be easier to add generally unrelated
provisions to a tax bill than to a spending bill that could be focused on a single program or
objective, allowing the number of tax expenditures included in a single tax bill to grow.

There may be opportunities to create marginally justifiable tax expenditures where no such
opportunitics would exist on the spending side of the budget. There is probably a lower
perceptual hurdle to surmount to justify reducing the taxes of someone who engages in a
particular meritorious behavior, relative to printing a physical government check to the same
individual. Thus, tax expenditures may sometimes be the only option available to private interests
who seek government support for their chosen activities. Perception of such a double standard
could contribute to a popular sense of unfairness and reduced taxpayer morale. Specific industry
subsidies might be taken to be particularly subject to this criticism. At the same time, counter-
arguments to repeal of such targeted tax expenditures would be raised on the ground that the value
of the subsidies had been capitalized into the market prices of the assets, and that recent



purchasers would in effect lose part of their investments should the tax benefits be eliminated.
(The same arguments could be made with respect to industry subsidies in the spending budget, of
course.)

Every new tax bill is a potential vehicle for new tax expenditures. In some countries, tax revenues
might be perceived to run at some customary level, in terms of the share of the GDP. For
example, in the United States, federal revenues have averaged slightly more than 18 percent of
GDP for many years, and deviations in either direction have been short lived. In good times,
when receipts rise, there can easily become a perception that it is time for a tax cut. At such
times, the enactment of a tax bilt is more likely, and given this underlying motivation to cut taxes,
the opportunity to enact additional tax expenditures could be great. For example, in 2001, with
recent revenues at record highs, there arose considerable momentum for a tax cut, and the
legisiation that year included Perhaps three net new tax expenditures (while increasing the
revenue cost of several others).’

Both the complexity and the perceived unfairness of the tax code could be driven as much by the
number of tax expenditures as by the size of their revenue loss. The volume of paperwork in law,
regulations, instructions and forms is not necessarily proportional to the revenue cost of a tax
expenditure. Thus, in some dimensions, the harm due to several small tax expenditures could be
greater than that from one much larger provision.

The Growth of Tax Expenditures. Tax expenditures tend to evade systematic and critical review.
As a result, they can grow over time, and avoid reform, reduction or repeal.

Common practice is that the tax law is permanent, and not subject to regular legislative
reauthorization or review. In contrast with appropriated spending. which must be reenacted
annually, or even those entitlement programs that are subject to periodic reauthorization, this puts
tax expenditures in a much less vulnerable position.

Similarly, tax expenditures tend to be less visible than spending programs. Tax expenditures are
displayed side-by-side with spending programs with similar objectives in only a few countries’
budgets. This weakness of presentation fails to call attention to the inevitable tradeoffs between
similar tax and expenditure programs, leaving dormant the possibility that tax expenditures might
be retormed, trimmed back or climinated to pursue the same objectives in alternative ways. In
fact, in many countries, it has required considerable effort to ensure that tax expenditures are
reported at all, or are reported in the governments’ budget documents.

The nature of tax expenditures is also different in important respects than that of spending
programs. A US policymaker once described the difference by making reference to the
vernacular reference to budget analysts as “bean counters,” counting the “beans” that are spent
under outlay programs. He then drew a contrast betweerr the spending “beans” and the “might-
have-beans™ that are not collected by the revenue system because of tax expenditures. This
different nature has made analysis more difficult, thereby inhibiting comparative analysis of tax

""" The increase in the number of tax expenditures reported in the federal budget documents for fiscal vear 2003 over

that in fiscal year 2002,



expenditures and outlay programs, and making reductions or eliminations of tax expenditures
harder to justify.

To the extent that tax expenditures evade review, they contribute to longer-term budgetary
problems — just as would any spending programs that were similarly neglected. Any changes in
circumstances over time would render those tax expenditures less efficient and effective, thereby
with progressively lesser returns for the continuing (perhaps even increasing) reduction of
government revenue. Tax rates would have to be higher, or government deficits and debt would
be greater, and other more-important priorities would be neglected.

Furthermore, even in the instance of a strong efficiency, effectiveness, or equity case against a tax
expenditure. repeat or reform of that provision might need to surmount an additional hurdle, in
that it would be a tax increase — an option that is anathema in many political quarters. There has
of late been the unfortunate phenomenon in the United States of temporary tax reductions being
enacted in a time of fiscal surplus, with the justification that they could be allowed to expire if
deficits were {o reappear, and then with renewal of those tax reductions justified on the ground
that no tax increase could ever be tolerated. Similar political gymnastics are surely within recent
experience elsewhere around the world.

Are “Make Work Pay” Tax Expenditures an Important Special Case?

To summarize the arguments to this point: Tax expenditures are often inferior policy instruments,
degrading the efficiency and effectiveness. faimess, and simplicity of the tax system and of
government operations generally, and threatening fiscal sufficiency as well. Tax expenditures
may under important circumstances be easier to enact than spending programs — and not always
for reasons that relate to underlying policy merit. Tax expenditures also generally are less subject
to review and remedial action in instances of policy deficiency. Recent anecdotal evidence, to be
examined in greater depth later in this paper, suggests that in keeping with this analysis, the
incidence and magnitude of tax expenditures has been growing. All of this justifies significant
attention to tax expenditures, including analysis of best practices on reporting and review.

With that said and acknowledged, the so-called “make-work-pay” tax incentives, which are
designed to increase the attractiveness of participation in the labor force for those who have
comparatively low potential wages, might require a separate and somewhat different evaluation.
This fairly narrow class of tax expenditures anecdotally represents a significant share of growth
over the last 20 years. If that anecdotal account should prove accurate, it could alter the sense of
the growth of the number and revenue cost of tax expenditures as a problem — depending upon the
assessment of the merit of the non-wastable make-work-pay tax credit model. It would not likely,
however, reduce the importance of best-practice management of all tax expenditures, including
the make-work-pay provisions.

The goal of making work pay has been widely accepted. Concerns that benefits for non-working
aduits have deterred labor-market effort have been widespread. Given an arguable conviction that
cutting such benefits would be inhumane, the only remaining options would be for public policy
to increase the reward for work.

The menu of non-governmental initiatives is very short and unsatisfying. Increasing statutory
minimum wages increases business costs. and so is at best a policy tool of limited power, and at
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worst unacceptable. At the lowest wage levels, where income tax labilities are at or near zero in
any event, that leaves some form of publicly financed cash wage supplement — hence the interest
in the kind of “make work pay” policies that we have seen in recent years. Arguably, the question
in most countries is not whether there should be a cash-transfer policy to make work pay, but
rather what form that policy should take.

Although the “make work pay” class of tax expenditurcs might well be defined to include
provisions that relieve working parents of some of the costs of care of pre-school aged children,
and of schoolchildren before and after school hours, those provisions might be argued by some to
provide merely a more accurate measurement of the cost of eaming wage income. More
prominent among this class of tax expenditures are wage supplements, generally delivered as a
percentage of wage income phased down once earnings pass a particular amount.

Origin. The pioneer among tax-expenditure policies of this type was the earned income tax credit
(EITC) in the United States. That provision was enacted in 1974, end has been increased in stages
ever since. It is controversial on both policy and administrative grounds, but appears secure
within the US system. lts initial history might shed some useful light on the broader issue of the
role of tax expenditures in today’s tax systems, and the potential best practices for managing those
provisions.

In 1974, the United States was in recession, in no small part owing to the disruption of the world
petroleum market at the time. The US income tax was not yet indexed for inflation, and despite
the weakness of the economy, receipts were rising as a percentage of the GDP. There was a broad
consensus that the economy needed a tax cut for macroeconomic stimulus, the inflation
notwithstanding, and the taxpayers demanded relief from the effect of oil prices and rising taxes
on living standards. At the same time, the same hardships (n low-wage workers created some
pressure to increase the federal statutory minimum wage. There was interest in a policy to “make
work pay,” although that phrase had not yet attained the identity that it has today.

A spending program to the same effect as the EITC would not have addressed the particular
policy needs of the time, which imposed constraints upon the choice of a tool to pursue the overall
objective. Existing cash transfer programs, notably the Aid to Families with Dependent Children
(AFDC) program, were partly federally funded but were managed by the states. Those state
programs generally did not cover working people (for the most part, or at least apart from
extremely low wages), and a federal government mandate to expand existing programs or create a
new program, at least to this degree and with this cost, would have been perceived as overbearing,
The alternative, to create a new federal spending program and the proportionate bureaucracy,
would also have been thought excessive. In the case of the United States, the additional
administrative burden on ecither a new federal or an expanded stare program would have been
massive. As of 2004, more than 22 million tax returns claimed the EITC.*® The current numbe:
of families benefiting from the successor to the AFDC program, called Temporary Assistance to
Needy Families (TANF), is less than two million.”® Even alfowing for the decline in the transfer

2 Internal Revenue Service, “Returns With Eamed Income Credit, By Size of Adjusted Gross Income, Tax Year
2004, hitp://www.its.gov/pub/irs-soi/04in04ic.xls , accessed November 2, 2007,

" Gregory Acs and Pamela Loprest, “TANE Caseload Composition and Leavars Synthesis Report,” March 28,
2007,
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program caseload and the increased gencrosity of the EITC since the 1970s, and for duplication of
participation between the two programs, it is clear that implementation of the EITC as an outlay
program would have increased the administrative workload of the existing transfer programs by
orders of magnitude.

One advantage of the tax expenditure alternative was that it would enlist the existing tax
administrative apparatus, including the reporting obligations of employers, possibly making
efficient double use of those resources rather than in effect duplicating that effort. The
availability of tax data might assist in compliance monitoring and enforcement. Furthermore,
existing federal programs, which subsidized purchases of food (Food Stamps) and housing {(public
housing and rent subsidies). could not logically be expanded to the extent desired. Because these
programs were already intended to provide adequate access to the “necessities of life,” it might
not be deemed appropriate to provide additional allocations of those goods and services as a
reward for work, and in the latter instance might merely bid up the price of a relatively fixed
supply of housing.

The desire to “make work pay” could not have been fulfilled by an increase in the minimum
wage. Given that inflation already was accelerating, there was no justification for adding to
employer costs. Also, the minimum wage benefited not only adult workers, but also teenagers
with part-time jobs. There was strong sentiment for targeting the relief more narrowly, even so
far as to restrict it to families with children.

Although anti-tax ideology was not as well developed at that time as it became less than a decade
later, there was a political preference for delivering relief in the form of a tax cut. And there were
preferences for a total tax cut package that could be demonstrated to give a “fair share™ to low-
income taxpayers — even though many low-income families paid no income taxes, given relatively
significant low-income relief provisions aiready in the tax structure.

The sum of this combination of circumstances leaned heavily in the direction of a non-wastable
income tax credit based on wage income. This combination of circumstances, though obviously
different in the particulars, has persisted in the following years and apparently has been duplicated
in other countries. It appears that these policy imperatives have made the “make-work-pay” non-
wastable tax credit a standard and enduring item in the policy arsenals of the major OECD
countries. Analysis of tax expenditure policy arguably should take account of this imperative.
Perhaps the analysis might begin not with the question, “Why a tax expenditure?”, but rather,
“What is the alternative?”

Advantages Relative to Mandatory Spending Programs. Given the need for any wage
supplement for low-income families to be a reliable source of income, a spending program to
fulfill the “make work pay” function likely would be a mandatory or entitlement program, rather
than an annually appropriated problem. There has been some US interest into in effect converting
entitlement programs into discretionary programs, on the ground that they would then demand
more attention and oversight.'* That notion has not carried the day thus far, probably in part

l}ttf}:f’/\’\‘\k'“".HCf.hhS.2()\-’/‘[’)1‘02’('3“1SJI(JDI’C.‘”\VCIfar(ﬂ emplovitanf caseload/reports/tanf caseload comp/tanf caseload
final.pdf , accessed November 2. 2007.
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Stuart M, Butler, “Solutions 10 Qur Long-Term Fiscal Challenges,” testimony before the Committee on the

Budget, United States Senate, January 31, 2007, hitp://www_ heritage.org/Research/Budget/tst013107a.cfm .
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because it would at least in form put at risk what are considered essential supports to needy
persons.

Given that tendency to provide such benefits through mandatory spending, any operational
distinctions relative to a tax expenditure program would be differences of degree rather than of
kind. So. for example, a mandatory spending program might or might not be subject to greater
periodic legisiative review and oversight than a tax expenditure. At least in the United States,
there is at least as much criticism of the lack of review, oversight, and legislative action on costly
entitlement programs as there is with respect to tax expenditures. How a non-wastable tax credit
is counted in the budget — as a spending program, a tax reduction, or a combination of the two —
might have some impact on the degree of oversight.

Another concern about tax expenditures is that they can grow excessively, and are not cut back in
times of fiscal stress. On the first count, it is not clear that a make-work-pay tax expenditure
would grow any more than an equivalent make-work-pay entitlement. If the tax expenditure were
to grow more rapidly because it was more effective in reaching eligible beneficiaries, that would
most likely be considered an advantage, both for helping deserving families, and for increasing
the likelihood of the success of the program in encouraging work. On the second point, reducing
a low-income support program in hard times would likely be both inhumane and
counterproductive from a macroeconomic standpoint, and so that concern would seem no better
placed in the context of make-work-pay tax expenditures than with respect to the alternative of
mandatory spending programs.

Because make-work-pay provisions are linked to labor income, and labor income is reported to
tax authorities as a matter of course, choosing a tax expenditure vehicle might cut out an
additional round of processing wage and employment records by government outlay offices, at
least in some instances. Tax authorities, after the initial investment is made, can compute the
amount of the benefit and the phaseout of that benefit, if applicable, from employer information
that they have already. Pulling low-wage workers into the tax system to obtain a benefit might be
thought to increase the probability of later tax compliance if ard when their wage incomes
increase.

A potential argument for a make-work-pay tax expenditure, and against a mandatory spending
program, would be on the ground of inclusion. A humane goverrment that wanted to delivery
wage supplements to low-wage workers might believe that those workers might be more willing
to accept what was couched as a tax refund than what might be perceived as a welfare payment.
On the same ground, that government might believe that it would be more likely to find workers
who were unaware of their deserved benefit through the administrition of a tax program than
through an outlay program. A taxpayer who files a return to claim a rzfund of wage withholding,
and who is apparently eligible for but does not claim the non-wastable make-work-pay tax credit,
can be pursued by the tax authorities to verify his or her eligibility. [t's not clear that there would
be such an opportunity for spending-program administrators to pursie a low-wage worker who
simply does not come forward to claim an outlay wage supplement.

Potential Disadvantages; the Growth of Make-Work-Pay Non-Wastadle Tax Credits. There has
been substantial growth in the cost of make-work-pay tax expenditures across countries in recent
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years. Some consideration yields at least ten possible reasons why the cost of these make-work-
pay provisions might have increased in absolule terms, or relative to projections of future costs:

1. Existing spending programs might have been converted to new make-work-pay tax
expenditures.

2. New additive make-work-pay tax expenditures might have been created.

3. Existing tax expenditures might have been made more generous.

4. Population growth (including immigration) might have increased the population

eligible for the tax expenditures.

Recession might have pushed workers” incomes down and made them eligible for the
tax expenditures.

Secular economic decline might have had the same effect.

Manipulation and/or fraud might increase costs.

Estimation and projection error might have made the estimates of future costs too low.
tmproved administration and outreach might find more eligible people and encourage
them to apply.

10.  The tax expenditures might work: Because they make work pay, more people may be
working more.

wh

SIS

Of all of these reasons for growth in revenue forgone, or in non-wastable refund outlays, only (7)
and (8) present unqualified causes for concern, Obviously, fraud must be combated, certainly
involving more intensive oversight, and estimating errors should be resolved. However, the other
potential causes are more benign — certainly including program success, through either greater
labor force participation or more successful outreach to beneficiaries.

Other potential sources of growth are at least somewhat ambiguous. If these tax expenditures
replaced similar mandatory outlay programs, then policy observers would want to be sure that
these decisions were not made to evade necessary oversight. However, absent such manipulation,
policy analysts need a straightforward evaluation of the merits of mandatory spending programs
versus tax expenditures for this particular purpose. The creation of such tax expenditures, or
increases in their generosity, could be simple efforts to make work pay, which would be
commendable. Unexpected population growth, or changes in macroeconomic conditions, either
cyclical or secular, should be factored into program plans, but would not necessarily indicate a
need to change the tax expenditures.

Non-wastable tax credits as wage supplements are undeniably complex. In the United States, the
earned income tax credit is thought to be one of the most complex provisions of the tax system.
Because the most generous US credit is restricted to workers with children, there are complex
requirements to define families, and to ensure that only one of two separated parents claims the
credit. There are provisions to offset income from capital against income from labor, so that
wealthy persons with temporary property-inccme losses and incidental amounts of labor income
do not benefit from the credit. Other countries surely have encountered similar complications. To
some extent, the involvement of both the tax authorities and employers lifts some of the
compliance burden of such non-wastable tax credits from the individual taxpayers and from
spending-program administrators, relative to what would be the case if those programs were
created as spending programs rather than tax expenditures.
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Make-work-pay tax expenditures do raise some new and unique issues. Tax authorities normaily
collect money, not give it away. Their usual task is to ensure that individuals report incomes that
might otherwise be concealed. The revenue agencies may be less well equipped to deal with
people who come forward claiming that they made more income, not less. This leaves open the
prospect of a new kind of abuse. (In the United States. there was metaphorical concern about
people claiming labor income from taking in each other’s laundry to become eligible for larger
EITCs. And there were actual cases of fraud. using forged employer earnings reports to claim the
EITC.) Presumably, countries with non-wastable make-work-pay tax expenditures have by now
adapted to this new challenge, but with government resources always scarce, it remains a concern,

In broader administrative terms, non-wastable tax credits add a new dimension to the workload of
tax agencies, in terms of both the interaction with taxpayers and data demands. Closer working
relationships with outlay agencies may be helpful, but given that an important rationale of non-
wastable credits is that their administration can double-up on normal tax processes, the potential
role of outlay administrators is to some degree contrary to the rationale of the tax expenditure in
the first place.

Non-wastable make-work-pay tax expenditures raise a second unique issue. Almost by definition,
most of the beneficiaries of such tax credits live on tight budgets, and need the additional cash
from the credits day to day. The United States has never beea successful at delivering cash from
the EITC to its beneficiaries in real time, largely because of'the annual-accounting basis for the
income tax. Instead, the credit is delivered as a lump-sum payment after tax returns are settled in
the early months of the following year. A mechanism has been created by which firms could give
the cash to their workers in effect as negative tax withholding, but it is rarely used. Firms find it
administratively burdensome. Some formulations of a real-time benefit might leave the employer
at financial risk if an employee claim is found to be unjustified. A related complication is that the
actual EITC amount is determined on annual tax returns, but providing the benefits to individuals
in real time would require a weekly or monthly estimate staring at the beginning of a year. US
tax authorities are always reluctant to pass out tax benefits in advance, for fear that a subsequent
change in circumstances could increase the taxpayer’s legal liability, and that the excessive tax
benefits already distributed could never be recovered, or coull be recovered only with significant
-taxpayer hardship.

Other countries have apparently had more success at addressing this issue. Germany provides the
option of taxpayers receiving their credits on a periodic basis throughout the year from
government benefits offices. This, of course, raises the question of why the provision is construed
as a tax expenditure program in the first place. The potentia advantages of the tax expenditure
tool cited above are likely candidates. Further research is widerway. The German model also
raises the question of whether, to those who are skeptical oftax expenditures, a tax expenditure
some of whose benefit ts delivered via outlay-program admnistrators is any more desirable, or
whether program oversight or management would be any bettr for that reason.

Finally, non-wastable credits do confuse measurement of th: size of government. If, arguably,
there is no substantive difference between a non-wastable tx credit and a mandatory transfer
payment that delivers the same benefit, then budget analysts nust be concerned that in the former
case the government has lower measured outlays and lower neasured revenues. With respect to
intergovernmental comparisons, the importance of this issu¢ is reduced to the extent that many
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developed economies use the same non-wastable tax credit policy tool; the differences among
countries are thus restricted to whether the distributed monies are accounted for as outlays or
negative tax revenues, and to the relative generosities of their tax expenditures. However, in
focusing on any one country, and in looking at the size of government over time, there might be
concern that make-work-pay non-wastable tax credits distort the picture.

With respect to both intergovernmental comparisons and analyses of individual governments,
accounting conventions for non-wastable tax credits are important. The total budgetary cost of
non-wastable credits might be counted a reduction of revenues, or as an outlay. Alternatively, the
cost might be divided, with the cash refund portion counted as an outlay, and the reduction of tax
tiability counted in that fashion. Different criteria might favor different choices of accounting
treatment. Some have argued for full outlay accounting, on the grounds that this most accurately
reflects the substantive intent of the program, and most directly encourages analysis of the
tradeoffs with similar outlay programs.'> Others believe that dividing the cost between tax
reduction and outlay cash refunds most accurately measures the impact on the size of government.
The division of the cost can be uncertain, however, because for various reasons, including
taxpayer morale, cash payments can be deemed as refunds of payroll taxes or other non-income
taxes. ldentification of the provision as a tax program might argue for full tax treatment; those
who for political reasons would wish to portray the program as a tax reduction, or who would
wish to minimize the measured size of government, would choose full tax treatment. Arguably, a
non-wastable tax credit recorded solely as a reduction in tax liabilities would be less transparent
and less visible in the budget process, and therefore less open to review and oversight.

To summarize, non-wastable “make-work-pay” tax credits have arguably become a justifiable
fixture of developed-economy tax systems. Where there is a significant degree of inequality of
wage incomes, with potentially limited incentives for work on the part of less-skilled individuals,
a wage supplement through the tax system can reward effort without adding to employer costs.
The administrative apparatus of the tax system arguably can be used to manage the program at
lesser incremental cost than would running it as a spending program. Although there are
undeniable complications to tax systems as a result, it is not clear that those are significantly
greater than would be running the programs through spending agencies. The growing number of
such tax expenditures is testimony to the conclusion of many countries that this vehicle is the
policy instrument of choice for making work pay.

The anecdotal growth in the number and size of tax expenditures in recent years is troubling, and
justifies investigation of the implications of 'this growth for the efficiency and effectiveness of
government, and for fiscal sufficiency. To the extent that tax expenditure growth has arisen from
efforts to make work pay, it might be somewhat less troubling, and it would be less an indication
of a new and more perilous situation broadly. Still, the need to maximize the efficiency and
effectiveness of the allocation of scarce public resources, and to limit higher-than-desirable fiscal
deficits, remains, and best-practice management of all tax expenditures, including make-work-pay
initiatives, must be an important part of that effort. Furthermore, the need to document and
disseminate best practices for nations newly adopting make-work-pay tax expenditures, much less
other tax expenditures, also remains.

3 . .
'* Koiwa, op.cit,
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POLICYMAKING BEST PRACTICES

In theory, it is government’s job to look at everything, all the time. There is nothing physically to
stop a policymaking and political process from considering all alternative policy tools to achieve
each objective, and choosing the tools that work the best, even without rules and guidelines.
There are numerous instances in recent history when problems were solved with political will but
without a formalized process. There are few instances when problems have been solved with a
formalized process but without political will. Although this statement might seem a truism, it is
worth remembering that the absence of rules should not inhibit analysis. and even the strongest
rules require analysis to make them work.

This reality is as true of tax expenditures as it is of other policy issues. Policy analysts should not
allow policymakers the excuse that they could not take action because there was no robust
process: nor should policy analysts take a holiday from documenting the flaws in current
institutions because an existing process should solve the problems.

Still, in the real world, at the margin, process can help. Sound process and rules can help to fend
off an out-of-sight, out-of-mind mentality that can keep important issues from cver coming to
debate. However, once the debate begins, it is up to political will and compelling analysis to lead
to action.

One thing that rules can do is put known important issues on the agenda, at least nominally. Rules
can also force policymakers at least to take explicit action that acknowledges through their votes
and statements that they are violating widely accepted best practice. Rules and processes can also
force advocates of one perspective or another at least to articulate the unstated premises of their
arguments. In these important respects, process can help.

To be sure. agendas determined by rules have been given short shrift, and best practice has been
violated. It is always within the power of those who write the law to change carefully considered
existing law. But policy analysts should not ignore process, because it is sometimes the best tool
available to put the facts on the table. Perhaps the ultimate testimony to process and rules will
occur when advocates of some particular narrow-interest policy seek to avoid having it classified
as a tax expenditure.

This section will divide best practice into three categories: reporting; review and oversight; and
the legislative process. The following section will consider the. major issue of the role of tax
expenditures in the budget process.

So what are the best practices for reporting and dealing with tax expenditures, to maximize fiscal
responsibility, oversight. transparency, and administrative efficiency?

Reporting. Again, in theory and in an ideal world, policymakers can add and subtract, and can
compare any data regarding tax expenditures from any source with the corresponding data on
outlays in the budget. They also can compare data on tax expenditures with other data on receipts
to determine the impact of tax expenditures on the tax base.
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However, in that ideal world. policymakers also can compare data on outlays from whatever
source with one another. and can schedule oversight and review of outlay programs at their
discretion.  Yet, it is considered basic good practice to create processes that prompt regular
oversight of outlay programs (though whether that basic good practice is fully observed is another
question). There is no reason why tax expenditures, which just as surely allocate scarce national
resources, should receive any less intense and frequent review than outlay programs.

One basic standard of tax expenditure reporting is that data be included in the budget. For
purposes of comparison, that is merely a convenience. More important beneath the surface is that
the tax expenditure data have the same standing and be of the same level of quality as spending
data in the budget.

There has been discussion over which agency - the revenue agency, or the programmatic
agency — should prepare the data. Some might have a preference for data coming from the
programmatic agency. Thinking strictly of the source of the tax expenditure estimates, such a
preference might not be well founded. There arc considerable economies of scale in the
estimation of the revenues forgone from multiple tax expenditures. There are also benefits of
consistency of methodology. If different programmatic agencies created their own estimates of
different tax expenditures, say under the individual income tax, there likely would be added costs
of creation and maintenance of the various models, and there would be inconsistencies of concept
and quality among the different estimates. It might make sense that all of the estimates be made
by the revenue authorities. A separate and different point, however, is that the revenue authorities
certainly should cooperate with the programmatic agencies on obtaining and controlling the
quality of any estimating input data that do not come directly from tax returns or other tax
documents. Cooperation at that level would entail no additional cost, and should increase quality.

A second standard is that tax expenditures should be reported in the budget in proximity to the
outlay programs that have similar objectives. Such reporting might reasonably be in addition to,
rather than instead of, reporting in a separate tax expenditure section of the budget. The objective
is to invite and prompt comparison of tax expenditure programs with oullay programs, so that
choices and tradeofts are confronted. Again, however, looking at tax expenditures next to outlays
is not quite an apples-and-apples comparison; it is, rather, as was suggested earlier, a comparison
of “beans™ with “might-have-beans.” Although it might be realistic to consider the elimination of
one outlay program to finance the creation (or the expansion) of another, it might not be equally
politically feasible to eliminate a large tax expenditure and expect to retain the additional revenues
to increase outlays, even for programs with the same ostensible objective, simply because there
are perceived limits to the level of taxes and the size of government. However, if there were
duplications of objectives, and tax expenditures were found to be less effective than outlay
programs, it might be highly realistic to discuss the elimination of one tax expenditure to finance
another, or to finance (ax rate reduction. Thus, comparisons of tax expenditures with outlay
programs might not be undertaken in quite the same fashion as evaluations of outlay programs,
but nonetheless should be highly desirable.

Comparisons of outlay programs with checks cut for the refundable portions of non-wastable
credits might be a more natural use of tax expenditure data juxtaposed with outlays in the budget.
Policymakers need to consider whether changing public preferences and technologies might



change the balance of merit between non-wastable credits and outlay programs. and a shift from
one to the other would be less tikely to raise widespread concern over the level of the tax burden.

The somewhat different context of non-wastable tax credits raises the question of what should be
the best reporting practice — whether the entire amount of the credit should be reported as outlays,
or revenues, or divided between the non-wastable portion as an outlay and the portion offsetting
other tax liability as forgone revenue. Koiwa argues that reporting as spending as opposed to
divided between spending and outlays highlights the tradeoff between the tax expenditure and
outlay programs, and therefore yields better budgetary and fiscal control. That may be true.
However, if both portions of the tax expenditure are presented in the budget along with outlays,
the difference in oversight may be minimal; and counting even the portion of the credit that
reduces other tax liability as an outlay arguably overstates the size of government.’® This choice
seems arguable either way.

Review and Oversight

Beyond having tax expenditures reported in the budget, in close proximity to the related outlay
data, an even higher objective of process might be to obtain regular formal evaluation of tax
expenditures in the budget documents, or eisewhere. Afer all, the point of any presentation of tax
expenditures is to weigh their efficiency and effectiveness against alternative spending programs
or. for that matter, general tax rate reduction. Such evaluation could contribute to changes in
policy that would yield more efficient allocations of public resources.

However, obtaining such analyses, and maintaining such a level of commitment over time, would
not be easy. An elected government with different priorities would not want to distract attention
from its agenda priorities toward problems elsewhere, including in tax expenditures. Even more
so. a government would not want to antagonize its potential supporters on its priority issues by
raising problems with tax expenditures that might be politically unassailable in any event.
Government analysts would not want to anger their political superiors by picking such fights, or to
exert considerable effort in analyses that they might believe to be quixotic wastes of time.

Elected governments have formidable tools at their disposal to discredit and weaken the analysis
of tax expenditures. Analyses in the budget can be altered fundamentaily by changes in the
reference tax system. in particular from an income tax to a consumption tax, which would define
away tax expenditures that reduce the tax burden on income from capital. Tax expenditures can
even show negative revenue forgone if they do not climinate entirelv the tax on capital income.
Merely changing the reference tax system at frequent intervals, in whatever way, can render the
underlying analysis less useful.

Also disruptive to serious analysis of tax expenditures is a conviction that tax expenditures reflect
an underlying premise that all income belongs to the government, and that therefore any tax
expenditure, however distortionary and ineffective, is preferable to its repeal.’’ As an example of

' Admittedly. in the United States. the refundable portion of the credit is far larger than the amount that offsets other

taxes; and much of the latter part is construed to offsel the payroll tax, rather than the income tax.

' “The tax expenditure concept relies heavily on a normative notion that shiclding certain taxpayer income from

taxation deprives government of its rightful revenues. This view is inconsistent with the proposition that income
belontgs to the taxpayers and thal tax liability is determined through the democratic process, not through arbitrary,
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a dispute over this point, the non-partisan auditing and analysis arm of the US Congress
concluded a recommendation for greater attention to tax expenditures with the following:

As we move forward in shaping government for this century, the federal government cannot
accept all of its existing programs, policies, functions, and activities as “givens.” Outmoded
commitments and operations constitute an encumbrance on the future that can erode the capacity
of the nation to better align its government with the needs and demands of a changing world and
society. Reexamining the base of all major existing federal spending and tax programs, policies,
functions, and activities by reviewing their results and testing their continued relevance and
relative priority for our changing society is an important step in recapturing our fiscal flexibility
and bringing the panoply of federal activities into line with 21st century trends and challenges.™

The Administration submitted the following response, which by custom was printed in the very
same report:

The GAO analysis in this report is deeply flawed and it would he unwise tor the Administration to
follow its recommendations. GAQ believes that the Administration should pay more attention to
tax expenditures as it formulates the budget, because of “the severity of the nation’s long-term
fiscal imbalance.” The Administration rejects any atlempt to address the long-term fiscal
imbalance with tax increases.

An elected government with such principles would of course seem unlikely to pursue an
aggressive analysis of the merits of particular tax expenditures. And in the United States, that
reasoning would appear Lo hold. with two clear manifestations. First, spending programs in the
US budget are subject to a methodology called the Program Assessment Rating Tool, or PART.
According to the Budget, “These reviews have helped ensure that all programs have clear, specific
definitions of success; performance measures to track that success; and concrete improvement
plans.”* Tax expenditures are not subject to PART review. And sccond, the report of the Senate
Governmental Affairs Committee on the Government Performance and Results Act (GPRA) of
1993 calls on the executive branch of the government to undertake a series of analyses to assess
the effect of specific tax expenditures on the achievement of agencies’ performance objectives.”’
The latest Budget, produced 14 years later, provides only two pages of general comments on
measurement issues, including a statement that current data are inadequate for systematic
evaluation of tax expenditures,

To be fair to the current US administration, the prior elected government of the other major
political party made little progress on this front either. There are many institutional reasons

hureaucratic assumptions.” US Joint Economic Committee, “Tax Expenditures: A Review and Analysis,” August
1999, hitp://www house.gov/iec/fiscaltax/expend.pdf . accessed November 5, 2007.

US Government Accountability Office, “Government Performance and Accountability:  Tax Expenditures
Represent a Substantia] F'ederal Commitment and Need to Be Reexamined,” GAQ-05-690, September 2005, p. 72.

“Comments from the Office of Management and Budget.” ibid., p. 82.

* Budget of the United States Government, Fiscal Year 2008, p. 25.

?' Committee on Government Affairs, United Slates Senate, Government Performance and Results Act of 1993

(Report 103-58. 1993).
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why.” Every tax expenditure has a political constituency behind it, else it would not exist. The
institutions that protect tax expenditures, including the customary status in continuing law and the
lack of regular mandated review, mean that any discussion of a tax expenditure is easily construed
as an attack. A government that has different priorities will not want to distract attention and to
generate ill will for its own proposals by calling attention to the failings of other politically
unassailable programs. The government’s policy analysts will not want to alienate their political
superiors by providing rigorous critical analyses of those unassailable programs under the same
circumstances.

There may be ways to ensure that there is rigorous analysis of tax expenditures, even though it
may fall short of political ownership by the elected government. In the United States, the non-
partisan Congressional Research Service, a part of the Library of Congress, has apprommate])
every two years produced a compendium of analyses of every tax expenditure.® The
compendium includes an estimate of each tax expenditure’s revenue cost, its legal authorization, a
description of the tax provision and its impact, the rationale at the time of adoption, an assessment
which reports the arguments for and against the provision, a distributional analysis where
available and relevant, and bibliographic references. In this way, the compendium makes the
latest scholarship on each tax expenditure available without the interference of political ownership
- but by the same token, without the impetus for reform provided by political ownership, either.

In a somewhat more selective vein, the nonpartisan Congressional Budget Office has every other
year produced a volume now entitled Budget Options, which includes over 100 potential 4pollcy
changes, generally to provide fiscal savings, including both spending and tax options.”* Not
surprisingly, many (but not all) of the revenue options involve reduction, repeal or reform of tax
expenditures. Not all tax expenditures are addressed, and the presentations do not include the
same comprehensive analysis of those tax expenditures that are considered as does the
Congressional Research Service volume. However, this CBO document does hold selected tax
expenditures up to scrutiny they would not otherwise receive.

The US experience reinforces the controversy that surrounds the tax expenditure concept. Some
tn the political and policymaking realm reject policy analysts’ criticism of the inherent
weaknesses of the tax expenditure vehicle; others merely reject any criticism of the particular tax
expenditures that they support. Given this controversy, the ideal of regular, rigorous analysis of
all tax expenditures by governments, feeding back into their policy decisions and proposals, can
be difficult to achieve. It is still the goal. However, for those nations that have sufficient
resources to have quasi-independent and non-partisan governmental research organizations, a
second-best and more attainable and reliable approach might be to commit those institutions to the
task of providing ongoing evaluation and review, or at least cataloging the review undertaken by
academics and others outside of government.

* Burman, Leonard E. "is the Tax Expenditure Coneept Siilt Relevant?" National T'ax Journal 56. no. 3 (September
2003): 613-28.

Uniled States Senate, Committee on the Budget, Tax Expenditures: Compendium of Background Material on
Individual Provisions, Senate Print 108-54, December 2004, prepared by the Congressional Research Service, is
the latest volume.

* Congress of the United States, Congressional Budget Office, Budget Options, February 2007, is the most recent

edition.
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A remaining question that is much more relevant in presidential (as opposed to parliamentary)
systems is whether the locus of review and oversight should be in the executive or the legislative
branch of government. Usually, executive review would be more likely to yield proposals for
reform. Precisely for that reason, institutionalized review in the executive would be highly
sensitive. The US example suggests that a second-best approach of institutionalized non-partisan
legislative review might be a preferable alternative to blissful ignorance. Especially in the context
of process rules that force consideration of alternatives for budget savings, legislative review
might prove productive; this context is discussed later in this paper.

Legislative Process and Enactment

Some nations have formal budget processes that involve quantitative disciplinary rules. Many
nations do not. This section presents some thoughts regarding possible best legislative practices
apart from a budget process - for those nations without formal processes, or for nations with
budget processes to consider in addition to those budget rules. Discussion of tax expenditures
and the budget process rules themselves will come in the following section.

Apart from the fiscal deficit dimension, tax expenditures arguably can increase tax system
complexity and distort the allocation of resources. Some techniques have been used in other
contexts to try to address such problems arising from other forms of government action.

So for example, the United States requires regulatory consideration of the paperwork impacts of
changes in tax law, and in other regulatory decisions.” Regulation impact statements have been
used in New York State,”® Australia,” and have been proposed for broader use in the field of
taxation®® A required assessment of the impact of any proposed tax expenditure might force
policyrnakers to face up to any additional administrative or compliance burden.

The dimension of economic distortion might be measured, imperfectly to be sure, by the revenue
cost of a proposed tax expenditure. One way to focus attention on the distortionary cost of tax
expenditures would be to require reporting of the amount of tax rate reduction that could be
financed with the revenue loss.

In the United States, some entitlement programs (although not the largest and most important
ones) are legally authorized for only limited periods of time (typically five years), and so require
periodic authorization. Doing the same for tax expenditures might improve oversight, by
requiring additional examination in the course of consideration of the reauthorization legislation.
However, the benefits of such requirements should not be oversold. As was discussed above, the
passage of large temporary tax cuts earlier in this decade, on the presumption that they would be
reconsidered upon their expiration in light of any further developments on the fiscal deficit, has
proven to many to be at best ineffective, and at worst highly disruptive and divisive.

® httpe//www, whitehouse. gov/omb/legislative/testimony/eraham050103 hiral .

* hitp://www.tax.state.ny.us/pdfirulemaking/oct307/part90/sapa/ris.ndf

a7 httpu/www.aph.gov.au/librarv/pubs/bd/1998-99/99b 4087 htm

httpAwwyw.austlii.edu.au/au/journals/SydLRev/1999/20 html
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BUDGET PROCESS

One reason why tax expenditurcs have attracted more attention of late, beyond their apparent
recent growth in number and size, is that fiscal deficits have drifted upward. Growing deficits are
particularly troublesome now because in the coming decades many developed economies face
either accelerating or strongly continuing population aging, which will tend to make fiscal deficits
even worse.

Another result of looming fiscal deficits is growing interest in budget process and disciplines.
Experience suggests that budget rules based on the size of the fiscal deficit are painful to enforce
in bad economic times, when spending reduction or revenue increases would be pro-cyclical, and
unattractive politically in good economic times, when apparently healthier budgets suggest more
spending and new tax cuts. Accordingly. some budget analysts have proposed rules that are based
not on the size of the fiscal deficit, but rather on the level of spending.

However, the term “spending rule™ can, and probably should, be recognized as a misnomer for
such budget disciplines. As the most fundamental analysis of tax expenditures has ¢xplained from
the very beginning, preferential exceptions to broad-based, neutral tax systems are the equivalent
of spending. A budget process that limited the amount of spending but not the expansion of tax
expenditures could be expected to steer plans for the use of public resources over the path of least
resistance to the revenue side of the budget, in the form of tax expenditures.

Disciplining tax expenditures is not easy or simple. There are several discontinuities between the
measure of tax expenditures and the reality of budget outcomes. For one example, the most
straightforward and widely used method of measurement of tax expenditures, the revenue forgone
method, does not account for taxpayer behavior. For that reason, amounts of tax expenditures
explicitly do not equal the revenues to be gained by terminating them. The most likely outcome
after the repeal of a tax expenditure is that taxpayers would attempt to minimize the impact on
their spendable incomes, and so would attempt to minimize the increase in their tax liabilities.
Some tax expenditures likely could be eliminated only with “grandfathering™ of existing
investments and transactions. Thus. on this one count, the increase in tax revenue from the repeal
of a tax expenditure is likely to be less than the measured amount of the tax expenditure. A
typical treatment of retirement-saving tax expenditures, the deferral of tax on investment income
and sometimes on contributions, means that the amount of revenue forgone in any one year is the
net of the toss of tax on deferrals of current saving and investment income, and tax collections on
distributions. Repeal or reduction of the tax subsidy likely would affect the first component. but
not the second.

Other data regularities make the picture murkier. Tax expenditures interact with each other in
varying ways. Eliminating multiple tax expenditures might push taxpayers into higher
progressive tax rate brackets, and so raise more additional revenue than the sum of the individual
estimates. Under other circumstances, multiple repeals could raise less than the sum of the
individual items.” For this reason. revenue agencies routinely warn analysts against summing the

“ In a US example, repealing one itemized deduction might leave a taxpayer claiming the fixed standard deduction,

such that additional repeals would have no revenue effect from that taxpayer.
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estimates of individual tax expenditures to arrive at a total. It would seem rather curious, then, if
such an inexact total were canonized as a target of budget policy. In general, it is difficult to
predict the revenue effects of changes in tax expenditure policies from the published estimates,
especiaily under the revenue forgone method. Of course, estimating the effects of policy changes
for mandatory or entitlement spending programs is also difficult.

There are more potential peculiarities. Faster income growth could push taxpayers into higher tax
rate brackets. increasing measured tax expenditures even if the underlying law does not r.:hange."(J
Tax expenditures can evolve through changes in taxpayer practice or tax regulations, even without
legal action, such that their revenue costs could increase or decrease relative to prior estimates.

Yet another question is the tenor of public attitudes toward the level of taxation, however replete
with tax expenditures the tax system may (or may not) be. In the United States, for example, over
a half century, receipts have averaged between 18 and 19 percent of GDP, with relatively small
variation in either direction. When revenues have grown much above that level. there has
generally been a strong public sentiment pushing toward a tax cut. If such an implicit limit on tax
revenues should be binding, it is unlikely that tax expenditures could be repealed, thus increasing
receipts, without compensating reductions in tax rates or similar changes in other structural tax
features that would reduce the level of revenue back down toward the historical range. Of course,
this argument could be broadened to hold that taxes are not likely to be an acceptable tool to
narrow the budget gap under any circumstances. That broader argument may be politically
realistic, but it would be most discouraging from the point of view of fiscal responsibility. A
broader view may suggest that major government spending programs are just as politically
entrenched as are tax expenditures, meaning that any deficit reduction is an uphill climb, and no
option should be discarded.

There is another side to the budget control process, which is preventing the enactment of policies
that worsen the outlook. Here, vigilance against the expansion of existing tax expenditures or the
enactment of new ones would seem to be of considerable importance. Furthermore, because tax
expenditures are typically cnacted into permanent law with little or no regular subsequent review
and oversight, allowing the enactment of new tax expenditures without careful consideration
would make subsequent budget control much harder.

In sum and as a broad conclusion, measured tax expenditures are an imperfect target, at best, for a
budget control strategy. On the other hand, individual tax expenditure policies as a matter of
principle should be as likely candidates for action to reduce a fiscal deficit as any other
government policies. including spending programs and structural tax features. Thus, tax
expenditure evaluation should be a part of efforts for fiscal consolidation, which might or might
not occur under the influence of a fiscal rule or a budget process. A key following question is
how budget control processes can be designed 'to put tax expenditures on an equal footing with
spending decisions. )

" This would certainty apply to faster real economic growth. It could apply to faster inflationary economic growth
if the tax faw is not perfectly indexed, or if tax rate brackets and allowances are indexed with a lag (43 they almost
certainly would be}.
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To reprise some of the earlier discussion, tax expenditures can be the budgetary path of least
resistance, offering multiple political benefits and advantages. Tax expenditures have the appeal
of reducing taxes, for however narrow a beneficiary population. Relative to a spending program
to the same effect, tax expenditures result in a smaller measured size of government, which may
be politically attractive. Tax law can be complex, meaning that benefits for targeted populations
can be less obtrusive, and might be politically acceptabie as tax reductions when they would be
unthinkable as spending programs. Because they are typically written as permanent law, tax
expenditures can be a more secure source of benefit for favored populations than spending
programs that require annual appropriation, or at least periodic reauthorization. Indeed, tax
expenditures may have advantages in the policymaking process over general, structural tax cuts.
For the revenue cost of a general tax cut so small as to be quite unatiractive, a substantial benefit
can be directed to a small group of favored taxpayers.

The political attraction of tax expenditures can affect even the mix of receipts by type of tax, [f
the policymaking system can give favors to selected constituencies most easily through tax
expenditures in the income tax, there may be a tendency to increase income tax rates, reduce
receipts by giving favors through tax expenditures in the income tax, and then make up the
difference and raise further necessary revenues through a VAT. Such a distortion of tax
policymaking is probably undesirable.

To be sure, some of the political advantages of tax expenditures can be achieved through
enactment of permanent mandatory spending programs. As noted earlier, for purposes of support
of low- and moderate-income working families, a non-wastable tax credit and a mandatory
spending program are close alternatives. And realistically speaking, the difference in merit
between the two can be quite small, especially if benefits of whatever form for low-income
working families are unlikely to be cut for fiscal consolidation. That would leave associated
issues, such as: whether the oversight of mandatory programs is 1o more rigorous than for tax
expenditures; whether program oversight, innovation and improvement are greater or less for tax
expenditures than mandatory programs; whether control of fraud is greater or less for tax
expenditures; whether beneficiary service (including the availability of payments on a periodic
basis throughout the year, or only once per year) is greater or less for tax expenditures; and
whether program features such as implicit marginal tax rates for phasing out the benefit, treatment
or married couples, and the like are better or worse for a tax expenditure program. [t may make
little difference, other than perhaps the measured cost of government, which form a “make work
pay” program should take.

Still, apart from such “make work pay” policies, there is distinct political attraction to the tax
expenditure mechanism as a means to direct public resources teward relative narrowly targsted
ends. Therefore, any budget control mechanism must plug the tax expenditure loophole to be
fully successful.

Types of budget rules. At a high level of conceptual aggregaticn, there are two broad types »f
budget rules. A deficit rule sets as its target a level of the fiscal ceficit, either in currency or asa
percentage of the GDP. Examples of this type of rule are the European Community’s Growth and
Stability Pact and the US Gramm-Rudman budget process of the late 1980s. On the surface, =
deficit rute would seem to address tax expenditures directly, in that revenue losses increase the
deficit. In practice, however, deficit rules can be relatively ineffective against tax expenditures or
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any other use of government funds, because such programs can be created or expanded when the
economy is strong, and the deficit target is not binding; and then, when the economy is weak and
the deficit rises, the weakness in the economy is used as an argument against tightening policy.
Thus, a deficit rule is not by its nature an air-tight protection against the enactment or expansion
of tax expenditures, and the task under such a rule is to make the rule effective generally. There is
a case to be made that this task is extremely difficult.”’

The second type of rule is a spending rule. A spending rule sets a target of levels or changes of
spending, rather than using the fiscal deficit as a goal. The advantage of a spending rule is that it
can require, and allow, counter-cyclical behavior ~ restraint in good times, without enforced
restraint in bad times.”> When the economy is strong, a spending rule does not allow policy to use
any budget windfalls. However, when the economy is weak, there is no requirement for pro-
cyclical tightening of the budget, and the budget’s automatic stabilizers are allowed to work to
cushion the downturn.

On its face, a “spending” rule would seem to allow tax expenditures free rein. And in fact,
Sweden has employed a spending rule that imposes no restraint on revenue policy. Such a rule
may constrain measured spending, and the measured size of government, but unless those are the
sole objectives, its open loophole for tax policies to pursue spending-policy goals but seem to be a
fatal flaw. It is unlikely that any deficit rule would be constructed without inclusion of mandatory
spending programs in its base; omission of tax expenditures makes no more fiscal sense.

However, the word “spending” can be interpreted broadly, in the sense that such a rule could
cover revenues as well as spending narrowly defined. In particular, just as tax expenditures are
sometimes referred to as “spending through the tax system,” so a spending rule could easily be
implemented to cover tax expenditures as well as outlay expenditures.

The US appfication of a spending rule included “pay as you go” as a logically complete budget
discipline system. In addition to statutory limits on annual appropriated spending, the pay-as-you-
go discipline restricted the combined amounts of mandatory spending and taxes, covering both tax
expenditures and changes to structural tax parameters. Any change in mandatory spending or tax
policies that increased the deficit over an estimation period of up to 10 future years was required
to be fully paid for by other changes in the same universe of policies.”> Violations of the
appropriated spending caps, and of the pay-as-you-go restrictions, were sanctioned separately by
across-the-board spending cuts in the offending category.

Under such a system, there is no profit to converting an entitlement program to a tax expenditure,
Though less likely, converting appropriated spending to a tax expenditure would make room
under the appropriated spending cap, but would require an equal pay-as-you-go saving, so the
legislative advantage would be unlikely to be significant.

31

Barry Anderson and Joseph J. Minarik, “Design Choices for Fiscal Policy Rules,” O£CD Journal on Budgeting,
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** Anderson and Minarik, ibid.

Legislative rules prohibited policies with measurable net costs beyond the ten-year estimation window.
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The pay-as-you-go system as applied in the United States was effective prospectively, and such a
system is subject to measurement manipulation, either underestimating costs, or legislating
unrealistic policy sunsets, or other similar devices. However, a prospective deficit rule would be
subject to all of the same manipulations. In fact, one might conclude that a paygo rule would be
less vulnerable to manipulations through optimistic misestimation than would be a deficit rule.
The reason is that a tax expenditure enacted to dissipate a budgetary windfall could be subject to a
more adverse outcome than would a policy package under a paygo discipline, where by nature any
error would be around a total estimated to be a net zero impact on the budget. In a separate point,
there is no particufar vulnerability for tax expenditures under a paygo discipline, because such
measurement manipulations could be employed for entitlements and structural tax cuts as to tax
expenditures under either a deficit or a spending rule.

It could be argued that paygo, as applied in the United States, is weak in that it restricted only
adverse changes in policy; then-current policy could continue without sanction, and there was no
requircment for any policy steps to achieve deficit reduction. However, the same system could be
initialized with a requirement for specified amounts of future policy savings to be achieved from
mandatory spending and taxes — including, if desired, a specified amount of budget savings
through reductions and retorms or tax expenditures. Of course, within the US context. the
enactment and later extensions of the paygo system each included policy steps to reduce the
deficit, upon which paygo was superimposed. Along with those policy steps, avoiding further
budget costs was sufficient to bring the budget to surplus before the initially specified policy goal.
US experience, and the difficulty experience in many countries to evaluate and change the base of
policy, suggest that paygo’s achievement in avoiding deterioration in the base should not be
downplayed.

Some have argued that a spending rule and a deficit rule might be employed in tandem to avoid
the limit of the US application to avoiding adverse changes to the budget base, rather than forcing
reduction of that base. However, such a combination would raise again the question of whether a
worsening of the budget in bad economic times would be allowed to force pro-cyclical restrictive
fiscal policy. Other tools would seem to be better suited to requiring active deficit reduction,
rather than merely preventing fiscal worsening.

A paygo rule could create an incentive to cut tax expenditures to finance mandatory spending
programs or general tax reductions, as well as the other way around. Paygo also could stimulate
evaluation of administration and quality improvement of tax expenditures, to achieve better
outcomes from the fixed base of available mandatory spending and tax programs.

Experience with a spending rule including restraint on taxes in the United States was highly
successful, being arguably instrumental in the progress of the budget from large deficit in the
early 1990s to subslantial surplus at the end of that decade. However, as yet one more proof of
the eternal lesson that sound process without political will is for naught, the spending rule was
overridden in the first years of this decade, and substantial fiscal deficit has been the result. Still,
it could be argued that a deficit rule, despite its apparent inclusion of tax expenditures, is arguably
likely 1o be generally ineffective. A spending rule that is designed to include revenues, such as
through the pay-as-you-go process employed in the United States, can be more successful. The
broad consensus of favorable opinion suggests that the spending rule with a pay-as-you-go
restriction could be considered best practice for the purpose of controlling tax expenditures.
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QUANTITATIVE AND DATA ANALYSIS SECTION

This section describes early quantitative research on the expenditures in a cross section of major
OECD countries, along with a beginning of institutional research to put the numbers in context
and relate them to the preceding discussion of best practices.

The quantitative research is at an early stage. Tax expenditure amounts have been collected for
most countries, with preliminary analysis only for English-speaking countries, and earlier stages
of analysis for some countries that present their figures in English. For all of those countries,
there remain many questions as to the precise nature of some important tax expenditures. For
other countries, there is language translation work to come, followed by substantive analysis of
each particular tax expenditure.

The output of this analysis will include detailed numerical tables for each country, and a summary
comparative table for ail of the countries included. The summary comparison will, of course, be
subject to important data and conceptual limitations. Most countries use the revenue-forgone
method of analysis, but any differences in this respect from country to country will render the
numbers non-comparable. Virtually all countries have unique subtle definitional aspects of their
own benchmark tax systems, which even with all ¢lse equal could render the estimated costs of
otherwise identical tax expenditures different and non-comparable. However, judgmental effort
in this regard could provide some important and useful insights about the relative amounts of tax
expenditures in different countries across standardized budget objectives. Different countries use
different degrees of and variations on accrual accounting.

Conceptual issues. One of the most important issues in the choice of a benchmark system is the
taxation of income from capital. Under a consumption tax benchmark, any taxation of capital
income would be a negative tax expenditure, and no relief of capital income taxation would be
identified as a tax expenditure. Therefore, the handling of the benchmark tax system has
significant implications for any comparisons of tax expenditures across countries.

The issues with respect to capital income can become subtle and complex. Different shades of
general tax relief, relief for income from particular forms of capital, or relief for specific merit
purposes, might be defined in or out of the reference system. Different countries have different
interpretations of the appropriate compensation for the effect of inflation. This issue is
sufficiently complex in its own right that some countries choose to ignore it. Still, countries might
set different degrees of nominal acceleration of depreciation relative to neutral recovery — which
itself is an arguable standard — to constitute the benchmark. Taxation of imputed income, such as
that from owner-occupied housing, might or might not be considered as a part of the benchmark.
Corporate and individual income from taxation might be considered as separate under the
benchmark, or some degree of integration of corporate income may be set as the standard.
Countries that have schedular systems for capital-income taxation, under which income from
capital is taxed separately at its own rates, often a single, flat rate, could choose either the
schedular rate or the progressive rates on other income as the reference System.

For reasons identified in earlier sections of this paper, the sums of amounts of different tax
expenditures do not necessarily equal the amounts that would be measured if all of those tax
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expenditures were considered jointly. Thus, in theory, tax expenditures should not be added. in
the real world, there is little alternative to adding tax-expenditures if there is interest in their total
amounts, because quantitative analysis of any combinations of tax expenditures is rare or
nonexistent.

Personal income taxation in general raises its own issues. The benchmark unit of analysis, and of
taxation, may be the individual or the family. The borderline between structural provisions that
adjust for the ability to pay, and tax expenditures that compensate disadvantaged groups, is not
clear. Koiwa argues that the failure to identify ability-to-pay reliefs puts them on a different plane
of analysis than outlay programs to the same effect.® On the other side of the coin, if the point of
income taxation is assessment based on the ability to pay, then identification of such provisions as
tax expenditures would scem mis1:)laced.3’5 Some might quarrel even with the acceptance of
graduated rates as a part of a benchmark system.

Some couniries identify tax expenditures only for their income taxes on individuals and
corporations. Other countries aiso identify tax expenditures for value-added or sales taxes, estaic
taxes, or specific excise taxes. Clearly, tax expenditures on different types of taxes must be
considered separately. :

In sum, there will be difficult issues in the cross-country comparisons of tax expenditures. There
will be no way to make them unambiguously “right.” The point of the analysis will be to make
the comparison as useful as is possible.

Institutional research and analysis. A further, difficult goal of this paper will be .to assess the
accuracy of some of the allegations about the handling of tax expenditures in the OECD countries.
What government offices provide the accounting for tax expenditures? What can be said about
the quality of the measurements? Are tax expenditures reviewed more or less carefully or often
than similar mandatory spending programs? How much of the recent growth of tax expenditures
is accounted for by “make work pay” provisions? Are those provisions as effective as would be
equivalent mandatory spending programs? To what degree are tax expenditures integrated into
the budget process? Is the budget process effective in disciplining the enactment or growth of tax
expenditures?

Tn pursuit of both quantitative and institutional research, data collection is underway to answer all
of these questions. The report will use the presentational guidelines set forth in the paper by

3 Koiwa, section 3.2.

3 1t might be argued that ability-to-pay tax provisions are different from most spending programs, in that the former
apply to persons with income from labor or capital, and the latter generally apply to those with no other means of
support. Even that distinction clearly is imperfect, however. All of these issues might suggest that a best-practice
system would identify the revenue costs of ability-to-pay reliefs, even if they were not formally categorized as tax
expenditures. Such information would undeniably be helpful. However, the world is not to that point yet, and so
this recommendation is not helpful in the current analysis. And even if such a practice were accepted universaily,
the borderline between structural low-income reliefs and tax expenditures still would be material, because it
would affect the graduated marginal tax rates against which all other tax expenditures would be evaluated.
Considering the graduated rates themselves as a tax expenditure would mean that all tax expenditures would be
evaluated against some flat rate, which would be unrealistic and would render all of the numbers much less useful.
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Kraan,™ which are discussed in the box below, and will follow upon the general approach of the
earlier informal survey paper by Koiwa, which is attached as an appendix.

TAX EXPENDITURE TERMINOLOGY

Following are standards of terminology and presentation set forth in the OECD
paper by Dirk-Jan Kraan, which will provide guidance to this report.

Identification of tax expenditures

A tax expenditure can be defined as a iransfer of public resources that is
achieved by reducing tax obligations with respect to a benchmark tax, rather
than by a direct expenditure. It has often been observed that this definition has
not led to international comparability of tax expenditures, because of differences
of opinion about the benchmark tax,

Tax expenditures may take a number of different forms:
e exemptions: amounts excluded from the iax base:

¢ dliowances: amounts deducted from the benchmark to arrive at the tax
base; ‘

¢ credifs: amounts deducted from tax liability;

e rate relief: a reduced rate of tax applied to a class of taxpayer or taxable
transactions;

+ tax deferral: a relief that takes the form of a delay in paying tax.

The transfer of resources emanating from a tax expenditure may be bound to the
purchase of a certain good (in which case the tax expenditure is a fax subsidy)
orunbound (in which case it is a tax fransfer).

The identification of tax expenditures is a classification exercise: dividing the
provisions of the tax laws into a benchmark tax and a series of deviations from
fhat benchmark tax. According to the 1994 QECD report, the benchmark tax
includes: the rate sfructure, accounting conventions, the deductibility of
compulsory payments, provisions to faciitate administration, and provisions
reiating 1o international fiscal obligations. However, these indications leave open
many gquestions. The problem is more profound than the lack of agreement
about the types of provisions that belong to the benchmark tax; it is rooted in
different views of the normative tax base. The normative tax base is the
monetary sum in the hands of private households to which the tax ought o be
applied, for_instance: income, value added, profit, sales. Views of the

3o

Dirk-Jan Kraan, “Off-budget and Tax Expenditures.” OECD Jowrnal on Budgeting, vol. 4, no. 1, 2004, pp. 121-
42,
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appropriate normative fax base not only differ between national tax systems, but
also between interpretations of the same national tax system by citizens and
politicians. If the benchmark for the identification of tax expenditures is equated
with the normative tax base, differences of opinion concerning the normative tax
base will necessarily translate info differences of opinion about the identification
of tax expenditures. Since this approach [(equating the benchmark with the
normative tax basej has proved to be less fruitful in the past, it is proposed here
to distinguish between the benchmark and the normative tax base.

The distinction can be illustrated by the concept of “income” which serves as a
normative tax base in many income tax systems. In principie it is possible to
define this concept quite precisely. The standard is the Haig-Simons or accretion
definition of income which states that income is the difference in weclth of a
household between two points in time, plus the value of consumption during that
period. However, many citizens and politicians would view income in this sense
only as a first approximation of what the fiscal system really ought to tax.
Therefore the tax code needs provisions to bridge the difference. The normative
tax base may, forinstance, take into account;

o Capacity to pay: In this view, special provisions have to exclude everything
from the tax base which diminishes the capacity to pay, in particular all costs of
necessities for which the taxpayer cannot or should not be held responsible:
exceptional health costs, maintenance of dependent family, study costs of
children, efc.

e Consumption: In this view, the actuai income tax is intended to be «
compromise between a comprehensive income fax and a comprehensive
consumption tax; in fhis view special provisions have 1o exclude certain forms of
saving from the tax base (pension premiums, saving plans, etc.} as part of the
compromise.

s Analytical income: In this view, income should only be taxed if the tax cannot
easity be evaded; this leads to taxation at the source and the opplication of
different rates to different sources of income reflecting the costs of evasion; in this
view special provisions concerning rate differences between sources of income
have to be seen as inherent fo the aims of the tax.

The provisions reguired fo bridge the difference belween the comprehensive
concept of income and a particular normative tax base are part of the definitior |
of the normative tax base and not exceptions fo it. However, if opinions differ
about the normative tax base, opinions will also differ about what the exceptions
are.

Differences of opinion may also occur with respect to the normative base of |
other taxes, for instance the VAT. In one view, speclal provisions are required to
ensure that a lower rate is applied to the necessities of life [or to exclude the |
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necessities of life from the regular tax base and to include them in a special tax
base), taking into account the typical composition of consumption packages of
family households and based on capacity to pay. In another view, however, the
VAT is considered as a tax that has value added by definition as its exclusive tax
base. A special provision for the necessities of life is not a part of the definition of
the normative tax base but an exception to it.

Similarly, differences of opinion may occur with respect to the normative base of
excise taxes. In one view, such taxes rot only have allocative effects but are also
aimed at these effects (regulatory taxation). In particular, they may be
supposed to decrease the demand for goods that have negative external
effects on fhird parties (for instance, the gosoline tax} or on the consumers
themselves (for instance, the levies on aicohol and tobacco). In this view, special
provisions are required o ensure that a lower rafe is applied to a less harmful
product {or fo exclude a less harmful product from the regular tax base and
include it in a special tax base}, for instance, lead-free gasoline. A different view
is that excise taxes are not considered as regulatory taxes. A special provision for
a less harmful product is not part of the definition of the normative tax base but
an exception to if.

Apart from the nature of the normative tax base, its interpretation may be
controversial. A well-known dispute in this respect is the treatment of mortgage
interest. One interpretation of family income says that a family receives a flow of
housing services from an owner-occupied home equal in value to the rent that
the property could eamn in the market. After deducting the costs of earning that
income, including mortgage interest, the remainder — an imputed net rent — s
part of Haig-Simaons income. In this view, exemption of the mortgage interest is
not an exception to the normative tax base, but exemption of imputed rent is.
Another interpretation of family income says that the purchase of the family
home is the purchase of a durable consumption good. In this view, mortgage
interest should be included in the tax base, but imputed rent should not. In this
view, exemption of mortgage interest is an exception to the normative tax base,
but exemptian of imputed rent is not.

it appears then that the definition of the normative tax base is o very political
exercise. For this reason, attempts in the past to define tax expenditures in terms
of the normative tax base [“tax expenditures are exceptions to the normative tax
base”) have nof been very successful. They have led to neither international nor
domestic agreement about the concept of tax expenditure. Thus an alternative
definition of a tax expenditure abstracts from the normative tax base. The
definition uses rather the more neutral yardstick of the “benchmark tax”. Tax
expenditures in this sense are deviations from the benchmark tax. The
benchmark has no normative significance. Deviations from it in order to arrive at

the normative tax base may be perfectly appropriate. Tax expenditures may |
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thus also be appropriate.

Characteristics of the benchmark are that it is comprehensive and unique.
Examples of benchmarks are: comprehensive income (the Haig-Simon concept),
comprehensive consumption, value added, sales in a certain product class. f an
excise is levied on a harmful product (for example, pure alcohol}, no exceptions
for less harmful products are necessary. In practice excises are almost never
levied on the harmful ingredient per se. The normative tax base will then deviate
from the benchmark.

Estimation of tax expenditures

Tax expenditure estimates can be made by three different methods:

¢ [nitial revenue loss {gain): the amount by which tax revenue is reduced
(increased} as a consequence of the intreduction (abolition}) of a tax
expenditure, based upon the assumption of unchanged behaviour and
unchanged revenues from other taxes.

¢ Final revenue loss (gain): the amount by which tax revenue is reduced
(increased] as a consequence of the introduction {abolition) of a tax
expendifure, taking into account the change in behaviour and the effects on
revenues from other taxes as a consequence of the introduction (abolition).

* Outlay equivalence: the direct expenditure that would be required in pretax
terms, to achieve the same after-tax effect on taxpayers' incomes as the tax
expenditure, if the direct expenditure is accorded the tax freatment appropriate
to that type of subsidy or transfer in the hands of the recipient.

The method of initial revenue loss {gain) is based upon the assumption that the
infroduction or abolition of tax expenditure does not affect the behaviour of
taxpayers and the revenues from other taxes. it is therefore the easiest estimation
method. In general, taxpayers wil change their behaviour in reaction to the
infroduction of a tax expenditure (increase their demand for the tax-subsidised
good or increase/decrease their demand for income). This change in behaviour
is oftfen aiso intended by the government. Furthermore, there may be second-
order effects on other sectors or on the economy as a whole. Tax expenditures
may for instance lead fo increased growth due to a lower general tax ievel.
Behaviour will be affected in the opposite direction when a tax expendifure is
abolished. Taxpayers' behaviour should not be confused with interaction of tax
expenditures with other parts of the tax system. For instance, some taxpayers
may end up in a lower bracket of the income tax as a resull of a new tax
expenditure and consequently face a lower marginal rate. This will also imply
that for these taxpayers the value of existing tax expenditures is reduced. When
using the method of initial revenue toss (gain), it is often assumed that the
exempted income is taxed at the same marginal rate as the remaining {c.q.
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restituted) taxable income, or in other words at the same marginal rate that the
taxpayers face after the introduction {c.q. abolition) of the tax expenditure.
Furthermore, this also implies that the value of the other tax expenditures is
unchanged as a result of the introduction of the new (abolition of the existing)
tax expenditure.

The method of final revenue loss (gain) takes the behavioural change and the
change in tax inferaction intfo account. Of course this makes the method much
more complicated to apply in practice. Although the method is superior in
principle, many governments seem to assume that the accuracy that may be
gained is not worth the efforts required 1o apply the method.

Outlay equivalence is a measure that leaves the net budget impact (on the
surplus or deficit) and the after-tax incomes of taxpayers the same in the situation
with tax expenditure and in the situation with equivaient outlay but without tax
expendifure. OQuflay equivalence takes into account the fact that regular
transfers are sometimes estimated gross of the tax paid by the recipient, whereas
tax transfers are by definition net of tax. In order to estimate these tax
expenditures on the same basis as regular expenditures, it is necessary in those
cases to add the tax that is typicatly levied upon the regular fransfer. Ctherwise,
it appears as if the tax expenditure is a cheaper way to get the same amount of
cash into the hands of the recipient than the regular expenditure. In general, tax
equivalence only differs from initial revenue loss {gain) in the case of tax transfers
(as opposed to tax subsidies). Moreover, both methods only differ if the
anagiogous expenditure fransfer is taxed.

APPENDIX

RECENT ISSUES ON TAX EXPENDITURES IN OECD COUNTRIES

Tetsuro Koiwa

1. Purpose and Scope of this Paper
1.1 This paper reports rccent trends in the use of tax reliefs in OECD member countries and

their implication on the traditional “tax expenditure™ control. Section 2 discusses general trends in
tax reliefs, followed by Section 3 which explores how to maintain the proper functioning of
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budget under the trends discussed in the previous section. Section 4 provides more detailed
information for the selected seven countries, namely Australia, Canada, Ireland, Japan, New
Zealand, United Kingdom, and the United States, for which sufficient English information was
available. [t also contains some brief description for three other countries, Korea, the Netherlands
and Sweden. Situation in other countries, including several EU countries, is treated as a part of the
argument in Section 1.

1.2 For the sake of the argument, the concept of “tax relief” vis-d-vis the widely-used “‘tax
expenditure” concept should be specified. Tax expenditure is usually defined as a deviation from
a benchmark or a norm of a given tax system.”’ There is no international agreement on what
constitute the benchmark. and provisions that are classified as tax expenditures vary significantly
among countries, Hence discussion of *“tax expenditure” based solely on figures reported by
different governments would be misleading, especially when its main inferest is about
controversial provisions which can be either a part of benchmark or tax expenditures. In order to
avoid this pitfall, the concept “tax relief” used in this paper, instead, is a more general term which
includes exemptions from the tax base, allowances deducted from gross income, tax credits
deducted from tax Fability, tax rate reductions, and tax deferrals®. This is a broader concept than
narrowly-defined tax expenditure concepts in countries like the Netherlands, and somewhat
similar to tax expenditures defined broadly in Canada, for example™.

2. Recent Trends in Tax Reliefs of Member Countries

2.1 In this section, the main focus is on tax reliefs in the income tax system for several reasons.
First, noteworthy changes of tax reliefs in the personal tax system occurred in many countries.
They are, in many cases, accompanied by considerable increases. On the other hand, reliefs in the
corporate fax system have been relatively stable. Second, for most member countries, individual
tax reliefs are much more significant than corporate tax reliefs. Third, problems of tax reliefs for
the business sectors have been long recognized and addressed in the “traditional” argument on tax
expenditures. Although not always successful, many governments have attempted to control
business tax expenditures. For EU countries, in addition, the use of business tax expenditures is
now constrained: it is standard procedurc that tax reliefs that benefit specific categories of
businesses must be approved by the European Commission and some of them are forbidden®
Forth, although some countries report tax reliefs in VAT, excise duties or other taxes,
international comparison is rather difficult due to the large difference in coverage of these taxes
among countries,

7 OECD (1996)

* Although this concept is too vague to conduct international comparison quantitatively with, it suffices for Lie

argument in this paper.

" Thus, “tax expenditures™ in this paper are those defined by a country under consideratior.

“" The Netherlands, Ministry of Finance {2003).
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Vocabularies related to tax expenditures

Tax Reliefs: preferential treatments in taxation. Usually tax reliefs take one
of the following forms:

» tax exemptions {sometimes referred o as exclusions): those items of
income that would otherwise constitute a part of the taxpayer's
gross income, but are excluded. For example, in many countries,
some social benefits are not included in the gross income when
assessing a tax liability.

= tax allowances (sometimes referred to as deductions): adjustments
of gross income. For example, medical expenses may be deducted
from gross income, and a fixed amount may be deducted if @
taxpayer has a child under a cerfain age.

» tax credits: reduction of tax liability by a certain amount. For
example, a taxpayer may reduce his/her tax fiability by the amount
of tuition fees paid. The important difference from tax allowances is
that tax credits are applied after a tax liability is calculated, where
as tax allowances are applied before a tax liability is calculated: it
reduces gross income which is multiplied by tax rate.

» preferential tax rates: lower tax rate applied on some forms of
income such as capital gains.

« deferral of tax liabilities; delay recognition of some income or
accelerating some deductions otherwise attributable to future years
so as to reduce current tax liabilities.

Tax Expenditures: Tax reliefs which are considered fo deviate from a
benchmark or a norm of a given tax system. The judgment on what
constitutes  the benchmark or the norm differs among countries.
Consequently, there is no intemational agreement on what kind of
provisions should be regarded as tax expenditures. Tax Provisions classified
as tax expenditures are tax reliefs, but not all tax reliefs are regarded as fax
expenditures.

Non-wastable tax credits (sometimes refered to as refundable tax
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2.2 Three aspects of recent trends in individual tax reliefs common to many countries are:

|. tax reliefs have been increasingly used for social purposes, inter alia, support for low
income families (with children, in many cases), support for the aged, and healthcare.

2. compared with exemptions, allowances and other measures, tax credits have been more

~ preferred as a tool to deliver social benefits. Not only have various tax credits been

introduced and enriched, but also they have replaced existing tax allowances or grants in
many countries.

3. with relation to 2, non-wastable tax credits have become more and more popular, thereby
obscuring the border between the tax system and the benefit system. Non-wastable tax
credits are tax credits whose amounis are not “wasted” regardless of how large a
taxpayer’s liability is: if a tax liability falls short of the credit, the amount in excess of the
liability is paid by a tax office."**

2.3 Two objectives underpin these trends: to increase support for low-income (and sometimes
middle-income) groups and to increase employment. One important advantage of tax credits is
that they are less regressive than other measures. While tax exemptions and tax allowances
provide larger reduction in tax liabilities for high-income taxpayers facing higher marginal tax
rate, tax credits guarantce the same amount regardless of taxpayer’s marginal tax rate.
Furthermore, if a government is to address remaining unfairness of giving less or no benefits to
those paying no or negligible taxes, making tax credits non-wastable is a reasonable solution.
Thus, the use of (non-wastable) tax credits is one useful way to provide benefits to targeted
recipients.

2.4 In particular, “making work pay” policies (MWP) are quite popular among OECD countries
as they appear to achieve both of the two objectives at the same time. In many countries a large
wedge between real labor compensation as perceived by employers and real take-home pay for
workers caused by the heavy taxation of wage earnings is said to hamper employment. In
particular, effective marginal tax rates (EMTR), which take into account the reduction of
unemployment or income support benefits, can be considerably high, causing a disincentive for
work. In order to reduce this disincentive, it has become common to make the subsidies through
the tax i?fstem, with the use of employment-conditional (in-work) tax credits, as well as general
tax cuts™.

41 14 some cases a term “refundable’” is used in lieu of “non-wasiable”. Here I choose the latter, for two reasons.

First, taxes are usually “refunded” if the amount withheld during 2 taxation period exceeds the actual tax liability
calculated at the end of the period. This is no new phenomena and the term “non-wastable™ can avoid confusion.
Second, a tax credit can be non-wastable even when they are not refundable. For example, people can transfer ot
carry-forward/back some tax credits, It is worth discussing these types of tax credit as well.

2 OECD (2006)
 OECD (2004c)
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2.5 'This trend can be observed in many countries*,**. The following table summarizes the

aggregated costs of tax expenditures in several countries. As it is discussed in the Appendix, since
the figures are based on different definitions, coverage, estimation methods and accounting
methods in different countries, they are not internationally comparative. Also, care must be taken
even in interpreting figures in a given countries independently of other countries. Noting that, one
important fact can be seen: tax expenditures are increasing in many countries, and even in
countries where tax expenditures are decreasing, those related to social purposes are relatively
stable or, slightly increasing. Discussion on cach countries are presented below.

Aggrageted Tax Expenditures
1895 1998 2001 2004
Amount % of GDP Amourt % of GDP Amount % of GDP Amount % of GDP

Australia {in million AUS)

Total Tax Expenditures 18,257 353% 25753 4.24% 28,726 4.04% 36,859 4.13%
Social Security and Weifare Tax
Expenditures 12,982 2.51% 16,852 277% 12,025 Z2.59% 23,909 2 B8%
Canada (in million CA%)
Total Tax Expenditures 103,069 1291% 113106  12.56% 113,557  10.40% 134,327 10.57%
Personal Incame Tax Expenditures 77645 9.73% 84236 9.36% 75,444 591% g9 851 787%
Tax Expenditures for Education,
Employment, Family or Health 9,625 1.21% 10,840 1.20% 13,891 1.28% 16,317 1.28%
Ireland (in million ewro)
Total Tax Credits/Allowances and Tax Religfs 7.404 13.93% 10,302 13.09% 12,528 9.60%
Japan ( in billien yen)
Total Special Taxation Measures 1,864 0.37% 2,362 0.48% 3,582 0.72%

The Netehrlands
- 1.53% - 2.38% - 2.30%

United Kingdom (in millen £)
Tatal Tax Reliefs 143490 18.67% 163,365 16.38% 147375  16.95%
Figures are based on what were reported by each governments. See country-specific tables below.
For Australia, Ireland and Unitec Kingdem, tax reliefs are not estimated for calender years.
For Ireland, estimates for 2002 were used instead of 2001,
For the Netherands, estimates for 1994 were used instead of 1995,

2.5.1  Both the aggregated revenue forgone of all tax expenditures and that of social security
and welfure tax expenditure in Australia have more than doubled over the last decade (Table 1.
Correspondingly, their proportions to the nominal GDP have increased. This reflects several
important reforms in individual tax reliefs. Most important is the development of the tax reliefs
for families with children. Before 1996, support for families with children was primarily provided
via social benefits'’. Now, the Family Tax Benefit, which replaced twelve tax and welfare
benefits in 2000 as a part of the New Tax System, provides family assistance either via social
benefits or by means of non-wastable tax credits. Also, the government has introduced and
expanded various tax credits, some of them non-wastable, which were intended either to benefit

* Since the United States adopt broadiy-defined tax expenditure concepts, tax expenditures in those countries are

close to tax reliefs, and can be used as a substitute in analyzing tax reliefs. This is true of Australia and Canada.
As for other countries like Ireland, Netherlands, and United Kingdom, care musl be taken in interpreting the
information of “tax cxpenditures™ reported.

** One exception is Japan. which, under its unique cconomic circumstance of “great stagnation™, expanded tax reliefs
in the corporate tax system rather than personal tax reliefs. This is described in detail in Section 4.

% Care must be taken in interpreting a figure obtained by summing up estimated revenue forgone of vach tax
expenditure item. This point is true of all the figures presented in this paper, and discussed in the Appendix.

*" Hodgson. H. (2005).
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families, to support low-income or elderly people or to promote healthcare (See also Table 11 and
12). As a result of these reforms, five out of twelve largest expenditures in 2005-06 in the Table 2
commenced between 1993 and 2000, with two of them being tax credits for social purposes, and
the other two exemptions of non-wastable tax credits.

Table 1 Aggragated Tax Expenditures in Australia
{ in million AUS$}
1995-96 1998-99 2001-02 2004-05

Amount % of GDP  Amount % of GDP  Amount % of GDP Amount % of GDP

Total Tax Reliefs 18,257 3.53% 25,753 4.24% 29,728 4.04% 36,859 4.13%

Social Security and
Welfare Tax Expenditures

Source Australia, Depantment of Treasury { 2005, 2004, 2001, and 1998); QECD National Accounts Statistics
GDP are in 2004, 2001, 1898, 1995

12,982 251% 16,852 277% 19,026 259% 23908 2.68%

Table 2 Large Measured Tax Expenditures in Australia (2005-06)

(in Milion AUS)
Estimated
Tax Expenditures Costs Type Function Introduced
Exemption,
reduction in Social security
Congessional Taxation of Funded Superannuation 15,520  taxable value and Welfare Before 1985
Other
Capital Gains Tax Discount for individuals and Trusts 4,390 Exemption sconomic affairs 1998
Exemption of Family Tzx Benefit, Part A and B, including Expense Social security
Equivalent 2.470 Exemption and Welfare 2000
Sccial security
Senior Austratians’ Tax Offset 1,840 Credit and Welfare 1896
Tax Offset for Receplents of Certain Social Security Benefits, Pensions or Social security
Allowances 1,330 Credit and Welfare Before 1885
Discounted Other
Application of Statutory Formula to Value Car Benefits 1,140 valuation economic affairs 1486
Social security
Exemption of Certain income Support Benefits, Pensions ar Allowances 800 Exemption and Welfare Before 1985
Exemption of 30 per cent Private Health Insurance Refund, Incluging
Expense Equivaient 890 Exempticn Health 1998
RO EFOCETET
Deduction for Gifts to Approved Donees &0c Deduction to function Before 1885
Concesslonal Rate of Excise Levied on Aviation Gasoline apd Aviation
Turbine Fuel 780 Cencessional rate Fuel and Energy  Before 1985
Social security
Tax Offset for Low Income Earers 660 Credit and Welfare 1863
Exemption from Excise for 'Alternative Fuels' 630 Exemption Fuel and Energy 1985

Source: Australia, Department of Treasury (2005)

2.5.2 Canada is also a country where tax credits play a more and more important role in the
social domain (see Table 14). In the individual tax system, the estimated revenue forgone of
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below 3 years and one-income earner families with low income. Also, the Tax Credit for
Dependent Children was increased. Although Italy is exceptional in that it is now transforming
personal tax credits and other tax credits into deductions from taxable income, it shares with other
countries the trend of increasing use of tax system to support disadvantaged groups.

255 Ireland recently moved from the tax allowance sysiem to the full tax credit system,
increasing the amount at the same time. In order to equalize the value of tax allowances to all
taxpayers so that more resources are concentrated on low-income houscholds, in the 1999 and
2000 budgets the Government converted various tax allowances into tax credits at the standard
rate of tax. This conversion doubled the amounts of most allowances in order to avoid any losses
to those on the higher rate. In addition, as a way to reward work and enterprise, iax burden was
reduced thorough the substantial increase in the Personal Tax Credits/Allowances and the
Employees Tax Credits/Allowances. The consequence of these reforms as well as expansion of
pension reliefs is the rapid increase in the estimated revenue forgone by the tax reliefs in the
individual tax system (see Table 15) under the trend of declining aggregated revenue forgone of
all tax reliefs (see Table 4).

Table 4 Aggregate Tax Reliefs in Ireland
(in million euro)
1995-96 1998-99 2002
Amount % of GDP Amount % of GDP Amount % of GDP

7.404 13.83% 10,302 13.08% 12,528 9.60%
1095-96 and 1998-08 are the income tax year, which ran from 6 Aprit to 5 April. 2002 is the calender year.
Since 2001 was "the short tax year®, which ran from April 6 to December 31 and thus not comparative, estimated costs
in 2002 are shown instead.
euro amounts for 1595-96 is caiculated based on the fixed conversion rate between the euro and the lrish pound: 1euro
=IR£0.787564
1t should be noted that there are many tax reliefs whose costs are not estimated (and thus not included in the
aggregate) becauss they are unquantifiable.
Source: lrefand, Office of the Revenue Commissioners, Statistical Report 1998, 2001 and 2004

256 Several non-wastable tax credits are now an important component of the Social
Assistance System in New Zealand. While it abolished a wide range of business investment
incentives during the second half of 1980s, it introduced the Family Support, a non-wastable tax
credit, which then integrated the Family Benefit (social benefit) in the early 1990s. In more recent
years, three in-work non-wastable tax credits have been created to assist families. More than
double increase in fiscal costs of family assistance via the tax system is presented in the Table 5.
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Table 5 Fiscal Costs of Family Benefit and Family Assistance in New Zealand

{million NZ§}
Parental Tax

Year Family Benefit Family Support Family Tax Credit*  Child Tax Credit Credit Total
1986-87 273.2 186.9 - - - 460.1
1689-50 284 .4 465.0 - - - 749 4
1992-93 - 5773 - - - 5773
1995-96 - 748.3" - - - 748.3
1998-99 - 9065 8.2 161.9 - 1,076.6
2001-02** - 888.0 t1.0 185.0 22.0 1,108.0

Prior to 1989-90 the year ended 31 March; fromy 1989-90 onwards the year ended 30 June

*The Famity Tax Credit was recorded together with Family Support untit 1996-97

**The increase from 1992-93 to 1995-96 partly reflected the shift from cash to accrual accounting after 30 June 1994
=**Contained in the 2001-02 Estimates of Annuai Appropriations. Actual out-tums may differ from the figures listed
Source: Nolan, P. (2002)

2.5.7  Spain is onc of the few countries which moved the personal tax system to the opposite
direction: from tax credits to tax allowances. In 1999, practically all tax credits were abolished
and replaced by a standard tax-exempt income amount, which takes into account certain family
characteristics of the taxpayer. However, the tax reform in 2003 suggests similarities with other
countries. New allowances were created for taxpayers with children under three years, the elderly,
and employees over their official retirement age. At the same time, the family allowances and the
work related allowance was increased. In addition, it created a non-wastable tax credit for female
employees with children under three years.

2.5.8  Although tax reliefs in the income tax have been well controlled in United Kingdom
(see Table 6), there have been important changes. Alongside the increase in pension-related tax
reliefs and tax reliefs for the capital gains tax, complete restructuring of individual tax credits and
some related allowances is the most important recent change in the tax system (see Table 17). In
the 1998 budget, two objectives of the tax reform were declared: (1} to support families with
children and (2) to provide the greatest support for those who need the most. Since then, the
personal tax system has moved to some degree of integration of the tax- and the benefit- system.
The reform eventually created two non-wastable tax credits, the Child Tax Credit and the
Working Tax Credit, which provide social support to families with children that had been
delivered in the form of various social benefits.
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Table 6 Aggregate Tax Reliefs in United Kingdom

(in rniflion £)
1098-99 2001-02 2004-05

Asmount % of GDP Amount % of GBP Amount % of GDP
Income Tax 59,360 6.80% 64,580 - _6.48%_ 54,295 5.52%
Tax Expenditures R 20715 24%% 25670 25% 22085  1.89%
Reliafs with Tax Expenditure and Structural Comparnents 7445 0.87% 4,110 0.41% 5640 - 0.48%
Structurai Reliefs 31,200 3.63% 34,800 3.49%% 36,500 3.14%
Corporarion Tax 1,800 0.21% 2,630 0.25% 5,070 0.44%
Tax Expenditures ' ' o  000% 170 0e2% 480  0.04%
Rajiats with Tax Expenditure and Structural Components 1,500 0.17% 2 060 0 21% 3,790 0.33%
Structural Reliefs 300 0.03% 400 0.0d4% 8GO 0.07%
Both income Tax and Corporation Tax 26,100 3.03% 23,240 2.33% 26,140 2.24%
© Tax Expenditures T 7 7% ooow 240 o00% 520 004%
Raiiefs with Tax Expenditure and Structural Camponarts 20,600 2.39% 16.500 1.66% 17,620 1.51%
Structural Reliefs 5,500 0.64% 6,500 0.65% B.000 0.69%
VAT 31,650 3.68% 36,350 3.65% 48,150 4.13%
Tax Expenditures - 19900 231% 20750  2.08% 27,350  2.35%
Raliefs with Tax Expenditure and Struciurai Components 6450 0.75% 7.880 0.79% 10,150 0.87%
Structurat Reliefs 5,300 062% 7.750 0.78% 10,650 0.91%
Other Taxes 24,580 2.86% 36,565 3.67% 53,720 4.61%
Tax Expenditures ' 2160  025% 11,840  1.19% 20740  1.78%
Reliefs with Tax Expenditure and Structural Components 14,410 1.687% 15,005 1.51% 21,980 1.89%
° SBtructural Relisfs 8,01C¢ 0.93% 9,720 0.98% 11,000 0.94%
Total Tax Rediels 143,480 16.67% 163,365 16.39% 197,375 16.95%

Other taxes incluce. National Insurance Contribution Tax, Capital Gaing Tax, Inheritance Tax, Stamp Duties, Petroleurn Revenue Tax, and
Vehicle Excise Duties.

Figures includes tax reliefs with estimated cost of at ieast £50 million.

Source: United Kingdom, MM Treasury {1999, 2002, 2005), Tax Ready Reckoner and Tax Redief;

2.5.9  In the United States, a number of tax credits have been recently introduced and enriched
significantly (see Table 19). Table 7 shows consequent rapid increase in the number of tax credits
and their aggregated revenue forgone since 1995. Most of tax credits introduced recently aim at
individual taxpayers for some social purpose:s5 % which seems to be one important factor in “the
shift away from business tax expenditures to social tax expenditures—tax expenditures directed ot
social policy goals™'. Among these tax credits are two non-wastable tax credits, namely the
Child Tax Credit and the Tax Credit for Health Insurance Purctased by Certain Displaced and
Retired Individuals. The Child Tax Credit has been enriched suystantially by several tax relief
acts, and now, among the 13 largest tax expenditures with mare than USS$ 20 billion revenue
forgone, it is the only item which was created after 1986 among. In addition, The Earned Income
Tax Credit (EITC), which is probably the oldest non-wastable taxcredit dating back to 1970s, has
almost doubled.

% Table 18 lists tax credits reported in the FY 2006 budget with their estinated costs {revenue forgone) in 1995,
2000 and 2003, budget function, first year reported and “wastability™.

S Toder. E. 1. (2000)
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Table 7 Numbers and Costs of Tax Credits in the United States

(in million US$)
1975 1980 1985 1980 1995 2000 2004
Number of Tax Credits Reported 8 18 17 18 17 26 29
Aggregated Revenue Forgone - - - - 17445 45304 62848
% of GDP - - - - (0.24% 0.45% 0.54%

Source: United States, Governmental Accountability Office (2005); United States, Office of Management and
Budget(1997, 2002, 2006); OECD National Accounts Stalisfics

2.5.16  Similar trends can also be observed in Belgium and France, whose main objective of tax
policy until the Tate 1990s had been to increase revenue to meet the Maastricht requirement. In the
governmental agreement of July 1999, Beigian government decided to reform the household
income tax to ease the tax burden. As a part the of consequent income tax reduction, the Tax
Credit for Low-income earners was introduced, and an exemption to all single parents was
granted. In order to make allowances for taxpayers with dependent children more equal, some tax
credits were made non-wastable. In France, the main objective of tax policy has been to ease the
taxation of labor income and of low-skilled labor in particular. One important measure is the
introduction of prime pour I’emploi, an in-work non-wastable tax credit for low-income workers.
Iceland now has two non-wastable tax credits, one depending on the number of children under 135
and the marital status of the mother, and the other on the amount of interest paid on housing loans.
Also, the principle deduction for the personal income tax is given in the form of tax credit. In the
Netherlands, the fundamental tax reform in 2001 introduced tax credits (heffingskortingen) in
place of tax allowances. The standard tax aflowance was replaced by a single tax credit and the
employed person’s atlowance was replaced by the Earned Income Tax Credit (arbeidskorting). In
Slovak Republic, the tax allowance for each dependent child was more than doubled in 2000,
followed by the conversion into non-wastable tax credit more recently.

2.6 As a result of all these reforms, the number of countries which have non-wastable tax
credits has increased quire rapidly since the mid-1990s. At least 14 OECD countries have
introduced non-wastable tax credits so far (Table 6). Of them, non-wastable tax credits in Canada,
New Zealand and United States have a longer history™: Earned Income Tax Credit (EITC) in the
United States was introduced in as early as 1975 and Child Tax Credit in Canada, which was a
non-wastable predecessor of the current Canada Child Tax Credit, in 1978. New Zealand has a
non-wastable tax credit at least since 1986, when it replaced several tax rebates by a non-wastable
Family Support. As noted before, all these countries introduced other non-wastable tax credits
recently. Australia, Austria, Germany, Iceland and Mexico seem to follow the first group in
[990s. Australia rendered the Dependent Spouse Rebate effectively non-wastable in 1994 by
creating its counterpart in the benefit system which taxpayers can choose to receive instead of tax
credit. Although the commencement dates for the non-wastable tax credits in the other three
countries are unknown, they were introduced at least before 2000, In more recent years, non-
wastable tax credits became a part of the tax system in Belgium, France, Slovak Republic, Spain
and Sweden.

* We can add United Kingdom to this group if we regard the Mortgage Interest Relief at Source (MIRAS), which
was introduced in 1983 and abolished in 1999, as non-wastable tax credit.

” OECD(2003)
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Table 8 Non-Wastable Tax Credits

Countries Main Non-Wastable Tax Credits
Australia Family Tax Benefit; 309, Health Insurance Refund
Austria Soie Earner's and Sole Parents Tax Credit with Children
Belgium
Canada Canada Child Tax Benefit; GST/HST Tax Benefit
France Employment Bonus (Prime pour L'emploi)
Germany Family Tax Credit
Icefand Tax Benefit for Mortgate Interest; Child Tax Benefit*
Mexico
Slovak Republic Child Tax Credit
Spain Tax Credit for Female Employees with Children under three years®,
Sweden Tax Credit of 76% of the Social Security Contribution
New Zealand Family Support; Family Plus Tax Credits

United Kingdom
Unilted States

Child Tax Credit; Working Tax Credit
Earned Income Tax Credit: Child Tax Credit

Source: OECD(2003), OECD(2004c). For Germany, Siovak Republic and Sweden, OECD (2006},
Tax-benefit Country Chapter-Benefits and Wages. For lceland, OECD{2001 ). For Australia, Canada
New Zealand, United Kingdom and the United States, various documents prepared by each
government, which are listed in the bibliography.

* the official name of these credits are not certain.

3 Budgetary Control of Tax Reliefs
3.1 Overview

3.1.1  Problems concerning the use of tax reliefs have long been discussed from various
perspectives. From a tax policy point of view, for example, it is warned that tax reliefs will render
the tax system more complex, with negative effect on efficiency and equity’*. However, the main
concern in terms of the public governance lies in the fact that tax reliefs are much less visible than
public expenditures even though they can have the effects similar to spending policies. Due to this
characteristic, tax reliefs tend to be subject to less scrutiny by policymakers and assessed less
carefully by the public. Also, invisibleness makes tax reliefs, in some cases, an attractive way of
“disguised spending” under certain types of fiscal rules™. Therefore, it is quite natural conclusion
that making tax reliefs more visible and treating them in the same way as spending programs is a
key to avoiding such adverse effects of tax reliefs. The “tax expenditure” was a concept invented
for this purpose, and it has been recommended that tax expenditure, which is composed of tax
reliefs, should be under sufficient scrutiny and public attention. In fact, both the IMF and the
OECD considers that it is a part of their good/best practices guidelines to provide information on

* OECD(2006)
* OBCD(2004b)

45



fax expenditures so that they can be compared with reguiar expenditures™. In addition, more
elaborated and comprehensive guidelines for the treatment of tax expenditures in budgets arc
discussed in Best Practice Guidelines- - Off Budget and Tax fxpenditures "(OECD. 2004b)

317 The recent trends discussed in Section 2 have important implications on the control of tax
reliefs by way of the tax expenditure concept. First. definition of tax expenditures—what kind of
tax reliefs are classified as tax expenditures—has become particularly important due to increasing
significance of tax reliefs which can elude a certain kind of definition of tax expenditure. Second.
the way a government controls tax relicfs classified as tax expenditures is no less important than
before. Third. the increasing use of non-wastable tax credits has obscured the boundary between
tax reliefs and spending programs. This section discusses these three points.

3.2 Definition of Tax Expenditures

391  Definition of tax expenditure differs significantly across countries depending on cach
government’s interpretation on which part of its tax system constitutes a “benchmark™ deviation
from which is considered to be tax expenditure. The major areas whose treatments arc widely
different include tax units in the personal income system. pensions, imputed income, intcgration
of personal and corporate income taxes, and depreciation allowances™. Apart (rom the lack of
international comparability and conceptual inconsistency, though, these issues do not have much
practical and contemporary relevance.

3.2.2  With the increasing use of personal tax credits and allowances. however, definition of tax
expenditure in relation to the “ability to pay” principle has become important. In some countrics,
many tax credits and tax allowances are not regarded as “tax expenditures™ because they are
structural components of the tax system which incarnates the ability to pay principle. and thus a
part of the benchmark. For example, in the Netherlands, the benchmark tax structure includes
“exemptions, deductions, and tax credits that adjust taxable income in line with the ability-to-pay
principle™. Accordingly it does not classity various provisions such as the Child Credits and the
Single Parent Credits as tax expenditures. Japan also excludes various personal tax atlowances
trom Special Taxation Measures (STMs), a similar concept used in lieu of tax expenditure. Similar
definitions of “tax cxpenditure™ are used in Ireland and United Kingdom.

323  No matler how they are classified, personal tax credits and allowances can costs
considerably. The Netherlands has eight personal tax credits, deductions and exemption which are
not included in its tax expenditure report. Their estimated total cost, 1482.5 million curo in
2001°". is nonctheless large compared with total direct tax expenditures of 8.080 million curo.
Similarly, in Japan. four deductions™ in the personal tax system amounts to 5,104.700 million yen

IMFE (2001 ) OFECD20014) )
OLCD1996)

5

These include: Child Credits: Combination Credit: Single Purent Credits; Young Disability Credit, Deduction for
Medical, Disability, Chronically 111 or Handicapped Fixpenses, Child Adoption; Deduction for Support Expenses
tor Children: Deduction tor Child Care Contributions: and Exemption of Certain Sign-in Premiums.

They are deductions {or: dependent famiiy other than spouses: handicapped, survivors und working students:
medical expenses: and retirement income.
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in 2001, and this is more than twice of 2,362,000 million yen, which is the aggregated revenue
forgone due to STMs™.

3.2.4 A problem in the use of ability-to-pay principle as a criterion is that most of tax reliefs
which are considered to reflect the principle have, at the same time, the same effect with cash
transfers which would be classified as social expenditures. This is exactly why these reliefs are
regarded as Tax Breaks for Social Purposes and included in the calculation of Net Social
Expenditures” . Moreover, since it is difficult to objectively calculate how much a condition for
such tax relief—having children, being disabled, or having spent for medical care—reduces
taxpayers’ ability to pay, these reliefs usually remain excluded from tax expenditures no matter
how they are enriched in order to deliver social benefits, which has nothing to do with the ability-
to-pay principle. In fact, the recant trends discussed in Section 2 suggest that there is increasing
use of tax reliefs which have traditionally been considered to be structural provisions under the
principle.

3.2.5  In particular, it is controversial to argue that tax credits are solely for the ability-to-pay
principle. While tax allowances reduce taxable income taking into account each taxpayer’s
situation, tax credits reduce tax liabilities by a fixed amount, providing the same amount of tax
reduction to all taxpayers (up to their tax liabilities). In this respec: tax credits have less to do with
the tax assessment process, and thus are much closer to social tenefits or subsidies. Therefore,
recent expansion of personal tax credits either by converston from traditional tax allowances
considered being a part of a benchmark or by brand-new introduction, requires reconsideration of
the use of the ability-to-pay criterion.

3.2.6 In this context, “neutralization” of the tax expenditure concept which is discussed in
OECD (2004b) is informative. Rather than defining tax expenditures as deviation from some
“normative” tax base, it argues that tax expenditure should be regarded as deviation from a more
neutral yardstick of “bench-mark™ tax, which has no normative significance. The benchmark tax
for the personal income tax would be the Heig-Simon concept of tomprehensive income which
does not include tax provisions to reflect the ability-to-pay principle. This would effectively avoid
the conundrum of using the ability to pay principle, and, more importantly, avoid possible
exclusion of important tax reliefs based on arbitrary judgment.

3.2.7  When the tax expenditure concept is defined as above, some tax expenditures can be
completely appropriate as long as they deviate from the benchmerk to reach the normative tax
base by reflecting the ability to pay principle. The bottom line of this is to provide as much
information on tax reliefs and leaving judgment on which items are structural, to the public.
Currently, Canada, United States and Australia provide sufficient information on these tax reliefs
by using broad benchmarks. In United Kingdom, although various tax reliefs are considered as
structural reliefs and not as tax expenditures, they are reported abngside tax expenditures. Ireland
also reports various tax reliefs as “tax credits and tax reliefs” even though not all of them are
regarded as tax expenditures.

% See Adema, W. and Ladaique, M. (2005).
®  Adema, W., Finerhand. M., Ekiind, B., Lotz 1., and Pearson, M. {1996.
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3.3 Control of Tax Expenditures

33.1  As well as appropriate classification of tax reliefs into tax expenditures, contro! of those
tax expenditares is essential. There has been plenty of discussion on how 1o control tax
expenditures as effective as the control of regular expenditures, and several practical guidelines
have been proposedf'z. Roughly speaking, the control of tax expenditures can be discussed from
three different viewpoints: (1) how to present tax expenditures in a way which enhances scrutiny
by policymakers and assessment by the public; (2) how to appropriately evaluate tax expenditures
in the executive branch: and (3) how to make tax expenditures subject to effective fiscal rules.
They are no less important under the recent wrends, so this subsection describes recent
developments with regard to the tax expenditure control in member countries. More detailed
information for the selected countries is provided in the Section 4.

Presentation of Tax Expenditures

3.3.2  Presentation of tax expenditures has been the most fundamental way to control tax
expenditures. Appropriate presentation of tax expenditures has been expected to provide enough
information for the legislature and the public to understand overall macroeconomic impact of
fiscal policy, significance of cach tax expenditure item and trade-offs among different policies.
Accordingly, sufficient coverage in terms of taxes and vears, provision of ex anfe cstimates,
statutory requirements and integration in the budgetary document are regarded as desirable in
presenting tax expeno:iitures63 .

333  In general, presentation of tax expenditures has been improved in many countries since
the mid-1990s. The Netherlands and Sweden have implemented a practice of providing estimated
costs of tax expenditures annually as a part of their budgei. Korea started to report tax
expenditures to the National Assembly. Nowadays at least 16 out of 30 OECD countries™ provide
annual report on tax expenditures. In Australia, the Tax Expenditure Report (TES), which was said
to have a low political profile®’. became a statutorily-required document under the Charter of
Budget Honesty Act of 1998% . Also, Australia and Canada started to include ex ante projections
in addition to historical estimates, in there tax expenditure reports. As for the integration in the
budget, United Kingdom and lIreland started presenting tax expenditure estimates in their budgets
since 2000 and 2006, respectively.

2 QECD (2004b).

5 {sually, the estimated effects of tax measure proposals—which include tax cuts and tax reliefs—on revenue are

included in the budget. However, this is not considered to be presentation of tax expenditures here, because it onfy
specifies changes in revenue due 1o changes in tax reliefs.

These countries include: Australia, Austria, Belgium, Canada, France. Germany, Creece, lIreland, ltaly.
Netherlands, Norway, Portugal, Spain, Sweden, United Kingdom, and the United States. Korea can be added to
this fist if it not only reports 1o the National Congress but also publishes it {need to be contirmed). Although Japan
provides annual estimation of Special Taxation Treatments. it does not officially publish the list. Hungary reports
estimated costs of some of tax expenditures to the Congress. Czech Republic, New Zealand and Poland do not
prepare tax expenditure report as of 2004. Situations in Denmark, Finland, lceland, Luxembourg, Mexico. Slovak
Republic. Switzerland and Turkey are uncertain.

S QECD (1996).

Austria. Belgium, France, Germany, ltaly, Portugal, Spain and the United States are other countries which have
legal requirement for tax expenditure reporting.
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3.3.4 These developments notwithstanding, insufficient improvements have been made with
regards to the integration in the budget. It has been recommended that regular expenditures and
tax expenditures be shown side-by-side in the budget in order to provide a comprehensive picture
to understand and compare overall fiscal resources allocated to a particular policy area.
Although some countries, including the Netherlands and United Kingdom, now include a list of
tax expenditures in their budgets, such a list is usually shown separately from regular
expenditures, often in an appendix. Moreover, in the FY 1998 budget, the United States started
presenting revenue loss sums for tax expenditures alongside outlays for each budget function, but
this practice was brought to a halt after the FY 2002 budget. In fact, there is currently no country
under survey (i.e. countries treated in the Section 4) which follows the recommendation.

Evaluation in the Executive Branch

3.3.5  Several governments attempted to conduct effective ex post evaluation of tax
expenditures”’. Probably the most systematic attempt was made in the United States. In
accordance with the Government Performance Results Act of 1993 (GPRA), Treasury launched
the study on a framework for evaluation of the performance and economic effects of tax
expenditures in the mid-1990s. The pilot studies of three specific tax expenditures and
performance goals ware completed and reported in the 1999 budget. Canada and the Netherlands
have provided results of the performance evaluation on tax expenditures in their annual reports on
tax expenditures since 2000 and 2002, respectively. Similarly, as tax expenditures has acquired
political significance in Ireland in recent years, a full review of tax expenditures was .announced in
the 2005 budget in particular to evaluate in detail their impact and how they are operating in
practice. This review involved external consultancy work and the result was reported in the 2006
budget.

3.3.6  Data availability has become crucial in this context. The pilot studies in the United States
highlighted this problem, and additional studies have been underway concerning data required for
the performance evaluation. It is now developing a new panel sample of individual tax filers over
at least ten years. Similarly, in order to improve information available to evaluate tax
expenditures, the Government of Ireland introduced a number of changes to tax returns.

Fiscal Rules and Tax Expenditures

3.3.7 One group of fiscal rules, including the Golden Rule in United Kingdom or the
Maastricht Requirement for the EMU countries, articulate an objective and explicit target for an
overall governmental fiscal balance. Under such a rule, tax expenditures, in theory, can be
effectively constrained as long as effects of tax expenditures on revenue are prudently taken into
account in the budgetary process so that the target under the rule is attained®®. Similarly, in theory,

7 Ex ante evaluation in the executive branch is also important, and this requires scrutiny of tax expenditures by the

financial staff, and evaluation procedures applied to tax expenditures in the same way as to regular expenditures.
However, available information in this respect is quite limited.

% This does not guarantee, however, the quality of public spending. Because usually tax expenditures are subject to

different policy-making process from that of regular expenditures, as is discussed in OECI) (2004b), constraint
under these fiscal rules does not mean that tax expenditures are scrutinized taking into account tradeofts. Rather,
the quality of public spending is attained by measures discussed in the two previous sections.
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[iscal rules which explicitly contain lax expenditures can also contrel them. One example 15 the
previous pay-as-you-go (PAYGO) rule under the Budget Enforcement Act {(BEA)Y in the United
States, which expired at the end of FY 2002. PAYGO required that if"a law reduces revenue by
expanding tax expenditures, another law must be enacted with an offsetting reduction in spending
or increase in receipts.

313.8  However, experiences in two countries, namely the Netherlands and Sweden. indicate
that tax expenditures can provide an attractive loophole under certain fiscal rules. Virst. i a
ceiling (cither multi-year or single-year) is imposed only on the expenditure side. such a fiscal
rule must at the same time have a clearly-defined. specific target of overall fiscal balance.
Otherwise. the rule enables the Government {0 ensure compliance with the (expenditure) ceiling
through tax expenditures without regard to their effects on its fiscal balance. This is what
happened in Sweden since 2000, with rapid increase in tax expenditures”™. Second, in the absence
of a ceiling imposed on 1ax expenditures, and with a ceiling on regular expenditures at the same
time, an explicit rule on how to deal with windlalls is necessary. In the Netherlands. tax
expenditures expanded significantly in the mid-1990s (sce Table 9) in part because the coalition
government used unexpected windfalls to reduce the tax burdens rather than to reduce its debt
level™ It was after 1999, when the rules governing the usage of windfalls were mntroduced. that
the use of tax expenditures was constrained.
Table 9 Expansion of Tax Expenditures in the Netherlands
1984 1998 2001 2002

Total Tax Expenditures,
as Percentage of GDP
Source. 1he Netherfands, Ministry of Finance (2003)

1.53 2.38 2.30 2.39

3.4 Treatment of Non-Wastable Tax Credity

34.1 Non-wastable tax credits are tax credits which provide a lixed amount 1o taxpayers
regardless of their tax liabilities. The Earmed Income Tax Credit (EY¥TC) in the United States is a
typical one, which provides non-taxpayers or those with insufficient tax liabilities with payment
instead of reducing their taxes. In countries like Australia. Germany and United Kingdom, some
tax credits are effectively non-wastable because a tixed amount is given either by tax credits or by
direct payments from governmental agencies—-tax offices or social security offices—according to
taxpayer’s choice (or tax offices’ decisions, in Germany). The Family Tax Payment and the
Dependent Spouse Rebate in Australia can be considered non-wastable during the periods 1998-
2000 and 1994-2000, respectively. because both had their counterparts in the benefit system
which non-taxpayers can claim instead. Tax reliefs which involve payments from a government 10
third parties can also be regarded as non-wastable. Under the Mortgage Interest Relief at Source
(MIRAS. abolished in 1999} in United Kingdom. the Government paid a part of mortgage interest
to lenders on behalf of borrowers (both taxpayers and non-taxpayers) instead of reducing their tax
liabilities.

OIME (2005).

M There was a rule which restricts the usuge of such windfall 1o increase spending. This is alse a reason for the
increase in tax expenditures.
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3.42  In budgets. non-wastable tax credits are treated differently in different countries (Table
10). Some treat them totally as expenditures, and others totally as revenue, showing no figures
officially other than in their tax expenditures reports. An alternative treatment is to split between
“the transfer component”, which is the part of the credit in excess of taxpayers’ labilities, and
“the negative tax component’” which reduces tax liabilities as tax credit. In a budget, the former
is treated as expenditure and the latter as revenue forgone. This treatment is in accordance with
the interpretative guide §20 and §21 of the OECD Revenue Statistics.

Table 10 Treatment of Non-Wastable Tax Credits
Split between

Revenue Forgone and Expenditure Expenditure Rewvenue Forgone

Australia fs)

Austria® o o
Belgium* o)

Canada™ o)

France * o] o
Germany* a
lceland 0

Mexico® 0
New Zealand 0

United Kingdom 0

United States o]

Source: For countries with asterisk (*), OECD(2001b); for iceland, GECD{2001 ); for other countrigs, documents provided by each government, sted
in the bibliography.

“For countries with asterisk, care must be taken in interpreting the table. OECD{2001b) provides information based on guestionnaires, but its main
concerit is how countries report their tax revenue to OECD, rather than how countries present non-wastable tax credits in their budgets. Although it is
natural to think reporting to OECD coincides with domestic presentation, it is possible that these two differes by seme accounting adjstments.

**Situation in Canada is a bit uncertain from its gavernmantai documens. Confirmaiton is necessary.
Situaficn in Siovak Republic, Spain and Sweden is uncertain.

34.3  The expenditure treatment is more appropriate than the revenue forgone treatment in
terms of the budgetary control. When treated as revenue forgone, what is essential for the
budgetary control of non-wastable tax credits is the same as that of other (wastable) tax reliefs: to
appropriately classify them as “tax expenditures™ and treat them in the same way as regular
expenditures. Thus, how desirable the expenditure treatment is over the revenue forgone treatment
depends on how effectively tax expenditures are controlled in a given countries. It follows that,
provided that they are treated completely equally with regular expenditures and thus are perfectly
controlled. whether they are treated as expenditure or as revenue forgone is irrelevant. Off course,
realily is that this is not the case in any country. Therefore, the expenditure treatment is more
appropriate, and ironically, it is possible that a country which has no tax expenditure presentation
but treats non-wastable tax credits simply as expenditures can control them much more effectivety
than a country which reports tax expenditures appropriately but implements the revenue forgone
treatment for non-wastable tax credits.

3.4.4  The expenditure treatment of non-wastable tax credits is quite reasonable considering
their characteristics. When Australia reclassified costs associated with non-wastable tax credits
from revenue forgone to expenditures in 2001, the Government explained two reasons:

" In OECD Revenue Statistics, this is called “tax expenditure component™. To avoid confusion, here the term
“negative tax component” is used instead.
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1. recipients can be compensated cither through a direct payment or through the tay system
as a rebate (tax credit), and these programs provide the same benelit regardless ot the
choice,

I~

the rebate (tax credit) is calculated independently of the normal procedure for
determining a tax kability and the amount of the benefit does not depend upon the
amount of tax actually paid or a taxpayer’s marginal rate of taxation”.

34.5 A more controversial issue is whether to ftreat the entire portion of tax credits as
expenditures or split them between the transfer component and the negative tax component.
Several countries adopt the latter treatment in accordance with the current interpretative guidance
of the OECD Revenue Statistics. which was agreed upon in 1980. In 2001, the guidance was
supported by the Committee on Fiscal Affairs after having been re-examined and compared with
alternative treatments. The primary reason is its relative advantage in terms of international
comparability. and the expenditure treatment was rejected because (1) small change from a
wastable tax credit to a non-wastable one would cause significant difference in tax revenue. and
(2) countries with non-wastable tax credits and countries with wastable tax credits accompanied
by spending programs would not be comparable under the expenditure treatment.”

3.4.6  Although this is a reasonable conclusion in terms of international comparability, splitting
tax credits can have serious drawbacks in terms of the budgetary control. First, presenting the
transfer component and the negative tax component separately in expenditures in a budget and a
tax expenditure report makes it quite difficult to understand a comprehensive piclure: neither
looking into the budget nor reading the tax expenditure report tells how much the government
devotes its resources to a certain policy. Therefore, unless a government adopts a practice of
presenting tax expenditures side-by-side with regular expenditures in its budget. splitting non-
wastable tax credits will hamper scrutiny by policymakers and the public. Second. the fotal cost ol
non-wastable tax credits is divided according to government’s projection either on how many
people have sufficient tax liabilities or on how many people choose tax credit rather than direct
payment from the government. This projection can be subjective, creating a room for possible
manipulation of the amount included in expenditures. Afler all, international comparability is of
less importance from a viewpoint of the budgetary control. and which treatment is the most
desirable should be determined independently of what would guarantee international
comparability.

Commonwealth Government af Australia (2002), € onsofidated Financial Statistics for the Year Ended on 30 June
2002, Notel.

OOECD (2001 b,
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4.  Review on the Selected Countries
4.1 Australia
Characteristics and Recent Trends of Tax Expenditures

4.1.1  Tax Expenditure Statement (TES), which is an annual detailed report on tax expenditures
prepared by the Australian Government, contains an overview of trends and aggregates of tax
expenditures. According to this report, there have been two distinct characteristics regarding its
composition:

1. If we divide tax expenditures by the benchmark against which they are estimated, the
retirement savings benchmark and the personal income benchmark occupy a significant
portion of tax expenditures. For example, according to TES for the budget year 2004-05,
they amount to AU$ 15,193 million and AU$ 11,412 million, respectively. Together they
account for more than 70% of the total AUS 36,859 million.

2. Classification of tax expenditures by functional category shows that the social security and
welfare tax expenditures are by far the most significant. In the budget year 2004-05, they
amount to AU$ 23,909 million, approximately two-third of the total.

These characteristics seem to have existed at least since the early 1990s. Most of the major tax
expenditures reported since the 1992-93 edition were either against the retirement savings or
against the personal income tax benchmark, and they were mainly for the social purposes.
Concessional taxation related to superannuation has beer by far the most significant tax
expenditure.

4.1.2  Changes in the aggregate over time are shown in the Table 1. It can be seen from this
table that both the aggregate of all tax expenditures and the aggregate of social security and
welfare tax expenditures have more than doubled in ten years. The proportion of the aggregate of
all tax expenditures to the nominal GDP also increased, from 3.32% in 199495 to 4.29% in 1999-
2000. Although it slightly declined to 4.13% in 2005-2006, its current level is considerably higher
than the level in mid-1990s.

4.1.3  Alongside possible reasons that do not reflect any actual changes of tax expenditures’®,
this increase reflects important reorganization of several socal tax credits”. In fact, the list of
major tax expenditures in TES 2005 suggests significant charge in major social tax expenditures
in 1990s: five out of twelve largest tax expenditures in 2005-06 commenced between 1993 and
2000. They are either credits or exemptions, and four of them ar¢ for some social purposes (Social
Security and Welfare or Health). What is more, two new tax exemptions, the Exemption of

" These reasons may include revisions to data, changes in methodology, identification of {formerly unidentified tax

expenditures, quantification of previously unquantified tax expenditures, and increased eligible recipients for
certain tax expenditures.

75 The Australian Government used the term “tax rebate™ instead of “tax credit”. In recent years, tax rebates have

been relabeled as tax offscts.
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Family Tax Benefit, Part A and B and the Exemption of 30 per cent Private Health Insurance
Refund, are just a reflection of two new non-wastable tax credits which are currently classified as
expenses.

4.1.4.1

As noted before, individual tax credits underwent significant changes since 1990s (See

Table 11). These changes can be divided int> three groups for the purpose of presentation: tax
measures for families with children, tax measures for income support, and tax measures related to
healthcare. The Table 12 summarizes the recent development of major (estimated annual costs
above AU$ 100 million) tax credits.

4.1.4.2 Tax Measures for Families with Children

3.

Before 1996, the support to families with children was primarily provided via social
benefits. Although the dependent spouse rebate had provided additional support for
families with children since 1982, the Home Child Care Allowance (later to be renamed
the Basic Parenting Payment) effectively replaced the dependent spouse rebate (with
child)’® in 1994, This removed from the tax system the element of child support.

The Howard Liberal Government, which took office in 1996, introduced new tax
measures in order to support families with children. As a part of the Family Tax
Initiative, the 1996-97 budget announced the Family Tax Payment (FTP). Since FTP
increased the tax threshold for families with eligible children by additional amount for
each dependent child, this was effectively a tax credit’”’. At the same time, for the
families which did not have sufficiert tax liabilities, the Family Tax Assistance offered
direct payments through the welfare systemn.

In 2000, As part of the tax reform package (A New Tax System) to implement a major
rationalisation of family assistance, the Government replaced twelve tax and welfare
benefits available to families with the Family Tax Benefit (FTB) in order to simplify the
structure and delivery of family assistance. FTP, the dependent spouse rebate (with
Children) and the sole parent rebate were incorporated into FTB alongside several social
benefits such as the Family Allowance and Child Care Assistance.

FTB has three components, means-iested FTB Part-A, FTB Part B, and Child Care
Benefit (CCB). While CCB, which replaced former child-related benefits, were paid
outside the taxation system, both FTB Part-A and Part-B are available as a direct
payment from the Family Assistance Office or as a tax credit. As for family assistance,
the tax system and the benefit system were integrated, and its three predecessors in the
tax system were rendered non-wastable ”

76

Although the dependent spouse rebate (with child) was not abolished, any payment received as a direct benefit

reduced the amount of tax rebate.

7

8

™

FTP was means-tested credit.
The Family Tax Assistance does not seem to have been reported as tax expenditures.

[t may be more accurate to understand that FTP and the dependent spouse rebate (with child) had effectively been

refundable since 1998 and 1994, respectively, because both had their counterparts— The Family Tax Assistance
and the Home Child Care Allowance--in the benefit system which non-taxpayers can choose to claim instead of
these fax measures.
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4.1.43

4.1.4.4

After the re-election of the Government, it implemented additional support for families
with children, in accordance with its election commitment. The First Child Tax Rebate,
commonly referred to as the Baby Bonus, was introduced in 2002. This measure
provided payments from the Tax Office for parents following the birth, adoption or
taking legal responsibility for the first child after July 1, 2001. It was non-wastable tax
credit, since it can be clamed regardless of tax-filing status. From July [, 20004, it was
replaced by a matemity payment administrated by the Centrelink, a statutory authority
responsible for delivering human services on behalf of the governmental agencies

The most recently announced incentive for families with children was the Tax Rebate for
Child Care. During the 2004 election campaign the Howard Government announced, in
its statement Extra Assistunce for Families, to introduce a non-refundable® tax credit to
eligible taxpayers which entitles 30 % of childcare expenses not covered by CCB. This
was intended to complement CCB via the tax system. it is 10 be effective from 2006,
when it is estimated to cost AU$ 280 million annually.

Tax Measures for Income Support

Taxpayers who receive certain social security benefits have been able to receive wastable
tax credits (the Pensioner Rebate and the Beneficially Rebate), at least since 1985%, In
addition, although not all of them are tax credits, various concessional treatments of
superannuation has been by far the largest of all tax expenditures.

Since 1990s, several new tax credits have been introduced or expanded. The Tax Offset
for Low-income Earncrs was introduced in 1993. This is wastable tax offset available to
a taxpayer whose taxable income falls below the threshold. It was enriched in the 2003-
04 Budget by increasing the amount and the threshold.

The 1996-97 Budget created the Tax Rebate for Low Income Aged Persons, which was a
wastable tax credit with the amount equivalent to the leve! of the Pensioner Rebate, to
certain eligible taxpayers who are at or above age pension age. In 2001-02 Budget, both
the Pensioner Rebate (for those over age pension age) and the Tax Rebate for Low
Income Aged Persons were increased and amalgamated into 2 new wastable tax credit,
the Senior Australian’s Tax Offset (SATO). SATO was enriched and extended
considerably in the following years.

Most recently, the 2004-05 Mid-Year Fiscal and Economic Outlook announced the
Mature Age Worker Tax Offset (non-refundable), which workers aged 55 years and over
may be entitled. This is to affect revenue from 2005-06, with initial estimated annual cost
of AUS 430 million. '

Tax Measures for Health

In addition to the wastable Medical Expense Tax Offset which has long been an
important tax measure for Health, taxpayers are provideda non-wastable tax credit
introduced and expanded recently. With intention to pronote private health insurance

¥ Although non-refundable, the unused amount of tax credit is transferable tc a spouse. This further obscures the
boundary between tax measures recognized as expenses and those recognizedas tax expenditures.

81

This measure is reported to have been introduced before 1985
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schemes, the Government introduced in the 1996-97 budget the Private Health insurance
Rebate. It provided low-income individuals with a certain amount toward the cost of their
health insurance premium. People could choose to have the money paid directly to their
health fund in return for a guaranteed reduction in premiums or they may choose¢ to
receive the payment as a taxation rebate after the end of the financial year. In this respect
it was non-wastable tax credit.

2. Under the New Tax System, the Private Health Insurance Rebate was amended in 1999, ¢
and from then on it provides 30% of the cost of private health insurance. This is received
in the form of either direct payment, reduced premium, or tax credit.

Recent Development of Budgetary Control on Tax Expenditures

4.1.5  Although The Tax Expenditures Statements (TES) was first published in 1986 and
published, in principle, annually since then®, the TES was said to have “a low political profile in
Australia™.® This changed in the last decade and presentation of tax expenditures improved in
several ways. Two milestones in this change were the National Commission of Audit report and
the Charter of Budget Honesty Act of 1998.

4.1.6 The National Commission of Audit (NCA) reported in 1996 on the Commonwealth's
finances, Expenditure and Financial Statements various problems associated with the use of tax
expenditures. In the light of these problems, the NCA made two recommendations. First,
comprehensive review should be carried out on all existing tax expenditures against general
principles for government involvement and examined the scope for converting tax concessions to
outlay programs. Second, tax expenditures should be treated as much as possible like programme
expenditures in all published fiscal reports and all budgetary process. !

4.1.7 More importantly, the Charter of Budget Honesty Act of 1998 served as a statutory
requirement of the publication of detailed information of tax expenditures. In order to improve
fiscal outcomes, it requires governments to be explicit about their fiscal policy intentions and
ensures that comprehensive fiscal information is released at regular intervals. As a part of this
requirement, it articulates:
|. an overview of the estimated tax expenditures for the budget year and the following three
financial years must be presented in the Budget Economic and Fiscal Outlook Report,
which is to be publicly released with each budget.

2. adetailed statement of tax expenditures, presenting disaggregated information on tax
expenditures, must be contained in the Mid-Year Economic and Fiscal Outlook Report
(MYEFQ), which the charter requires to be published during each budget year.

4.18 In consistency with these requirements, since the 1995-96 report, TES, which had been a
tool used as a starting point for the government’s advisers in their consideration of revenue raising

8 Gince the 1995-96, the cartiest TES available, TES has been published annually except for the 1998-99 edition. Tt
was not prepared during the transition to acerual budgeting and to The New Tax System and The New Business Tax
System.

¥ OECD{1996) p21.
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options, served as a statutorily-required document published with MYEFO. Correspondingly, TES
modified its presentation in several ways:

I. New tax expenditures announced in the latest budget have been included since the 1995-
96 report, even if those measures have yet to be legislated. This is in order to ensure the
tax expenditure estimates incorporate all measures included in the revenue estimates
contained in the Mid-Year Economic and Fiscal Outlook (MYEFQ).

2. Inthe 1995-96 report, forward projections of tax expenditures were for the first time
provided to cover the year 1996-97 to 1999-2000. Since then, TSE has been covering
estimates for past four years and projections for following four years.

3. TES contains information on trends, aggregates and a comparison with direct
expenditures by function. The 2003 report deleted the information on tax expenditures by
taxpayer affected, which had been intended to provide a broad indication of the recipients
of assistance through tax expenditures. Instead, the 2005 report began to include a table
presenting measured tax expenditures by benchmark. In addition, the 2003 TES started to
provide a list of large measured tax expenditures.

4. Consistent with budget reporting, the 2000 edition adopted accrual estimates using the
tax liability method of revenue recognition. Under this method, the government is
deemed to have accrued revenue the earlier of when an assessment of a tax liability is
made or cash payment is received by a tax office. Prior to this, TES provided estimates
for the year in which the impact on revenue occurs, which was the practice initiated in
the 1990 edition.* :

4.1.9  Although the budget has presented estimated effects of proposed tax measures on
revenue, it contained no information on the magnitude of (existing and proposed) tax expenditures
prior to the 1997-98 budget. In accordance with the Charter of Budget Honesty Act of 1998, the
1997-98 budget for the first time included information on tax expenditure aggregates in the
Appendix of Economic and Fiscal Outlook Repori, based on the latest TES. This practise
continues since then.

4.1.10  After the introduction of several non-wastable tax credits, such as FTB and the Private
Health Insurance Rebate, the government regarded them not as expenses but as revenue forgone,
and reported their estimated cost in TES. From July 2001, the government reclassified costs
associated with non-wastable tax credits to expenses. Accordingly, those items were excluded
from TES and added to expenses in the budget. This reclassification was made due to their two
distinct characteristics: (1) recipients can be compensated either through a direct payment or
through the tax system as a rebate, and these programs provide the same benefit regardless of the
choice; (2) the rebate is calculated independently of the normal procedure for determining a tax
liability and the amount of the benefit does not depend upon the amount of tax actually paid or a
taxpayer’s marginal rate of taxation®.

¥ Prior to the 1990 edition, most tax expenditures were costed on an accruai basis.

' Commonwealth Government of Australia (2002).
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4111 Since Australia does not have any legislated numerical rules or annual/muttiyear
spending caps™ . increasing use of tax expenditures in lieu of direct spending does not raise the
issuc ol whether tax expenditures cause loopholes in fiscal rules. However, whether tax
expenditures are less critically assessed or reviewed than outlay programmes is still an important
question. Following a review ol existing tax expenditures, first announced in the 1996-97 Budget.
the Government has decided to undertake periodic monitoring and evaluation ol all tax
expenditures through normal budget processes to ensure they deliver Government assistance in an
effective manner.

4.2 Canada
Characteristics and Recent Treads of Tax Expenditures

42.1 Today, various tax credits occupy a significant portion of tax expenditures reported by
the Department of Finance. If we allow for some errors caused by interacting effects among tax
expenditures in order to show the significance of tax credits, they amount to as much as $46
billion (44%) of total $104.7 billion revenue forgone by tax expenditures in the individual income
tax system, Considering that tax expenditures other than lax credits include $18.900 million
caused by measures due 1o the federal-provincial financing arrangement. a tax credit in effect the
most extensively used form of tax expenditures. The Good and Service Tax (GST) alse provides a
considerable amount in the form of the GST/MST credit, which is estimated to cost $3.420
million -- the second largest of all the tax expenditures for GST.

422 Since 1990s. the number of tax credits to Canadian individuals has shown a considerable
increase. Of 24 (individual) tax credits®” which were reported by the Department of Finance as
lax expenditures in 2003, 8 credits have been introduced since 1990s. Before that, introduction of
tax credits had been rare. Except for the overseas employment tax credit introduced in 1983% alf
of the other 16 tax credits effective today date back before 1970s. A list of individual tax credits
reported is on the Table 13,

423 Also, cligibilities and amounts of these tax credits have expanded rapidly. especially
since the second half of 1990s. The amount of Canada Child Tax Benefit (CCTB) increased in
almost every vear from 1996 to 2005. in addition to the indexation which was re-introduced in
2000. Other tax credits like the Medical Expense Tax Credit (METC) or the Education Credit now
include new groups of individuals who were not eligible before. They also increased the available
amount. Introductions and expansions of these credits are shown in the Table 14

Charter of Budget Honesty requires the government Lo spell oul objectives and targets bul places no constraints on
their nature.

¥ They reporl carry-Tforward and iransfur of the edueation and tuition {ee credit separately from them. I we treal the

introduction of carry-forward and transfer of those amount as the moditication of those credits, there are 23 1ax
credits recently reported as individual tax expendiure.
% This inlormation may be inaceurate. The overseas employment tax credit may have been created before 1983,
Confirmation required.



4.2.4  'This trend toward tax credits has almost exclusively been driven by social purposes.
Expect for the Mineral Exploration Tax Credit for Flow-Through Share Investors *°, all of
recently-introduced tax credits are related to some social objectives—medical care, family,
income support, etc™. In addition, almost all “traditional” tax credits which have some social
purposes have experienced enrichment since 1996 while four non-social “traditional” tax credits,
which include the investment tax credit, the overseas employment credit, the foreign tax credit
and the dividend credit, experienced no expansion’., at least since 19962

4.2.5  Non-wastable tax benefits have increased their significance, The non-wastable Child Tax
Credit was introduced as early as in 1978. In 1993, the Canada Child Tax Benefit (CCTB) was
implemented by consolidating non-wastable and wastable child tax credits and the F amily
Allowance into a monthly payment based on the number of children and level of family income. It
also included the Working Income Supplement (WIS), which provided an additional benefit to
low-income working families with children. Since its inception, CCTB has been significantly
enriched, and WIS has been replaced by the National Child Benefit (NCB) Supplement for which
all low-income families are eligible. In 2005, the revenue forgone by the CCTB is projected to be
as much as $9,210 million (15% of all tax relief).

4.2.6  The other two non-wastable tax credits were introduced more recently:

1. Child Disability Benefit (introduced in 2003): low- and middle-income families caring
for a child with disability are eligible. The amount depends on their income levels. The
projected cost in 2005 is $50 million.

2. Non-wastable Medical Expense Supplement (introduced in 1997): the lesser of $750 (as
of 2005) and 25% of the allowable portion of disability and medical expense is provided
to low-income working taxpayers. The projected cost for 2005 is $2,430 miltion.

* It was introduced in 2001 in order to promote mineral exploration activity.

" They are ¢classified under the functional categories such as Family, Education or Health, although the Department

of Finance states that the grouping is solely for presentational purposes.

' Confirmation required

This is partly because that tax measures for purposes related to business usually take forms other than tax credit --
such as reduction of the general corporate tax rate.
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Recent Development of Budgetary Control on Tax Expenditures

4.2.7  These non-wastable tax benefits are technically considered to be tax expenditures and do
not show up in expenditure or revenue figures’ . However, such non-wastable credits can be
rather viewed as program spending delivered, merely as a matter of administrative convenience,
via the tax system. In fact, the creation on the Canada Child Tax Benefit in effect replaced the
Family Allowance, which was treated as program expenditure, and accounted for $2,000 million.

42.8 The 1995 edition of Tax Expenditure Report covered the personal income tax system for
the years 92-93, the corporate income tax system for the years 91-92 and the GST for the years
92-93. It also discusses the tax expenditure concept, calculation and interpretation of the costs of
tax expenditures, including key assumptions used in the analysis. It also provides in the
appendices information on data sources and methodology, description of each item and
information on the recent changes to personal income tax expenditures.

429 The 1997 report expanded the estimated period. The estimates for the income tax
expenditures were provided for three years, 92-94, and the GS8T tax expenditures for four years
02-95. In the case of the corporate income tax expenditures, the estimates are for thé yeas 92-93.
in addition to this, for the first time it provides projections of these tax expenditures, beyond the
fast historical year, to 1999. These projections, unlike historical estimates which are based on the
statistical data and the income/corporate tax model or input-output tables, relies on estimated
relationships between tax expenditures and explanatory economic variables, which are based on
the 1997 budget forecast or on past trends in tax expenditures. The 1998 reports added
information on stated objectives for all tax expenditures contained in the report, as a response to
the request from the Auditor General.

42.10 Since 2000, the reports were divided into two parts: Part 1 contains usual information on
tax expenditure and Part 2 presents Tax Evaluations and Research Reports which in each year
discusses a few issues, such as evaluation of selected tax expenditures. In addition, in 2000, Tax
Expenditures: Notes to the Estimate/Projections was published as a reference document by
readers who wish to know more about how the tax expenditures/projections are calculated or who
seek information on the objectives and descriptions of particular tax expenditures. The revised
version was published in 2004.

4.3 Ireland
Characteristics and Recent Trends in Tax Expenditures

4.3.1  Although information on the aggregate cost of all tax expenditures is not available in the
annual reports prepared by the Revenue Commissioners, it is reported in the Tax Strategy Group
(TSG) Papers in 2002 that tax expenditures represent “a very significant sum.” With a
qualification that it would be wrong to conclude that the total amount is an estimate of revenue
accruing from dispensing with reliefs, it listed 28 major tax expenditures whose estimated total
cost is €7.3 billion™. Considering that the total tax revenue for 2002 was about €29 billion, and

% (anada, Department of Finance (2000). However, confirmation is necessary.

** Department of Finance (2002), Tax Strategy Group Papers Budget 2003-TSG 02,28,
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that the figure does not take into account some personal tax credits, the magnitude of tax
expenditures cannot be overstated.

432  The 20 largest tax credits/allowances and reliefs” reported in the annual report for 2002
are listed on Table 15 with their estimated costs for 2002 and 1993-94. It shows that in 2002,
various personal credits, pension reliefs and tax reliefs for business sectors and investors (e.g.
Effective Rate of 10% for Manufacturing and Certain Other Activities) represent a significapt
portion of tax credits and reliefs. This composition was also true in 1993-94, although the
personal credits and pension reliefs expanded quite rapidly between the two years while the
increase in tax reliefs for business sectors and investors was, if any, modest.

4.3.3  Important changes in the tax system since 1996 are as follows:
1. Reduction of the Tax Burden on Ordinary Taxpayers

2. In accordance with its principle objective to reward work and enterprise, the Government
has substantially reduced the tax burden on ordinary taxpayers since the late 1990s. This
reduction was provided through the substantial increase in the Personal Tax
Credit/Atlowances, the Employees (PAYE) Tax Credit/Allowinces and the General
Income Tax Exemption Limits as well as by significantly cutting the individual income
tax rate’® and widening the standard tax rate band. As a result of the continuous
enrichment in almost every year, for example, the Personal Tax Allowances (for single)
of IR£2.500 in 1995 is now the Personal Tax Credit (single) of €1,630 in 2006, which is
equivalent to a tax allowance of approximately £6,418 at the standard tax rate (20%).

Conversion of Tax Allowances into Tax Credits and Enrichment

, .
4. In order to equalize the value of personal tax allowances to all taxpayers so that more

resources are devoted to those on fower incomes for a given Exchequer cost, the
Government converted various personal tax allowances into tax credits at the standard
rate of tax. After converting the Personal Tax Allowance and the PAYE Tax Allowance
into the Personal Tax Credit and the PAYE tax credit in the 1999 budget, the
Government announced the full tax credit system in the 2000 budget, which became
effective on 6 April 2001.In standard-rating various tax allowances’ ', it doubled the
amount of the allowances in order to avoid any losses to those on the higher tax rate”®. In
addition. these credits/atlowances underwent considerable enrichment over the period.

5. Non-wastable Tax Credits

% The Government regards some of personal tax credits as tax expenditures and the others as structural reliefs. In the

figures of €7.3 billion, personal tax credits are excluded regardless of whether they are regarded as lax
expenditures or as structural reliefs.

%  The standard individual income tax rate was reduced by 7% from 27% in 1996 to 20% in 2001 onward.

9 Tax allowances which were converted to tax credits include: the Basic Single and Married Personat Atlowancds,

the PAYE Allowance. the Age Allowance, the Widowed Persons Allowances, the Blind Persons Allowance. the
Dependent Retatives Allowance and the Incapacitated Child’s Allowance.

% The people subject to the marginal tax rate which is higher than the standard tax rate would have been worse off

when those atlowances are converted at the standard tax rate with the same amount of allowances.
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6. In the 2000 Budget, the Deduction at Source for the Medical Insurance Relief and the
Mortgage Interest Relief was introduced. It operates in effect as a non-wastable tax credit
since the relief is given as all, irrespective of tax liability. As of June 2006, the
government does not have any plans to further introduce non-wastable tax credits™,

7. Reduction of the Tax Burden on the Elderly

8. The Government has been committed to easing the tax burden on the aged. In addition to
the substantial enrichment of the Age Credit/Allowance, it increased the Income Tax
Exemption Limits for those aged 65 and over in every year since 1998, from £4,600 in
years prior to 1998 to €17,000 (IR£13,389, approximately) in 2006(single, aged 65 to
74).

9. Changes in Tax Reliefs for Business and Investors

10. Compared with the expansion in the field of personal allowances/credits, the changes in
tax expenditures for business sectors and investors have been somewhat mixed. While
the Government introduced several reliefs such as the R&D Tax Credit (in the 2004
budget) it has substantially capped certain reliefs, and announced the termmatlon ofa
series of tax incentive schemes (discussed below).

1. Other Changes

12. Other than those described above, there have been various changes in tax
credits/allowances and reliefs, many of which relate to some social purposes, that is,
health, support for elderly people, and education. They include:

s Introduction of two new measures to help long-term unemployed (Revenue Job
Assistance) in the 1998 Budget

¢ Expansion of the Medical Expenses Relief in 1998 and 2001 budget
e Increase in the Rent Relief in the 2001 and the 2005 Budget

Recent Developments of Budgetary Control on Tax Expenditure

434 Recently, tax expenditures have gained political profile and attracted much public
attention. The intention of the Minster for Finance Brian Cowen to address tax expenditures
became clear in the 2003 budget. For the first time in his budget, tax reliefs become an important
issue in his statement. He argued that all tax reliefs be subject to on-going review because tax
reliefs narrow the tax base, and thus make it difficult to keep tax rate low. His statement also
brought up the perspective of equity, noting that some tax reliefs were used by high income
earners to reduce their tax burden. Especially, the Minister announced the termination of a series
of tax incentive schemes by not extending their expiring date. They include the Urban Renewal,
the Rural Renewal and the Car Parks Reliefs. Many of them involve capital allowances.
The Minister devoted a considerable portion of the Budget Statement to his argument on tax
expenditures in the following 2005 and 2006 budget, presumably responding to intensified debate
on tax reliefs.

* The costs of these refundable credits seem to be treated as negative :ax other than spending. (Confirmation is

necessary).
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43.5 Proper examination of tax expenditures was also called for by the Comptroller and
Auditor General (C&AG). A summery finding of C&AG in 2001 on the Expenditure Review
Initiative (ERI) stated that the scope of ERI should be broadened to include tax expenditures. The
C&AC followed this up by looking into the question of costing tax reliefs in his Annual Report on
the 2002 Appropriation Accounts.

43.6 The annual report on estimated costs of allowances/credits and reliefs is prepared by the
Revenue Commissioners, as a component of its annual Statistical Report. lts structure and
contents have not changed much during the last decade. The report is not directly linked to the
budget process and there is no statutory obligation to produce them. It lists estimated costs in
terms of revenue forgone of the personal allowances/credits and main reliefs and deductions
allowable under the income tax system for the most recent tax year for which adequate tax data

- - 0
from tax returns are available'™".

43.7 Currently, estimated costs for many tax measures are not provided because they are
unquantifiable, negligible or not identifiable within total aggregates. In order to improve the
information available to assist monitoring, reviewing and evaluating tax expenditures, government
introduced a number of changes to tax returns in the Finance Act 2003 and the Finance Act 2004.
These changes were intended to capture more information and data on tax expenditures via tax
returns. This will provide better data in this area and enable fuller estimates of the tax forgone to
be made over time. More importantly, the 2006 budget provides, for the first time, the estimated
cost of tax expenditures classified into several categories such as “Basic Personal Credits” and
“Capital Allowances™"".

43.8  As for definition of tax expenditure, the terms “tax reliefs” and “tax allowances/credits”
are more frequently used. These terms are “neutral” in that they do not have any normative
significance. The refer to (1) structural reliefs through which individual tax liabilities are adjusted
to reflect relative tax able capacity and (2) tax-based incentives in favour of specific groups or
activities which are designed to promote certain aspects of public policy. The annual report by the
Revenue Commissioners uses these terms and never uses “tax expenditures™: the scope of the
report is “the personal tax credits and main reliefs and deduction allowable under the income tax
system.

43.9 The term “tax expenditures” are used alongside the term “tax incentives” in Tax Strategy
Group (TSG) papers. The Government do not regard structural reliefs as tax
expenditures/incentives, but its definition is somewhat vague. There is no formal use of the
benchmark tax system. Instead, the tax expenditure is defined as “provisions that represent
spending within the tax code, as well as those that aim to provide an incentive to taxpayers.

43.10 In recent years the Department of Finance has been reviewing tax expenditures 1o
consider the case for continuing or terminating certain tax expenditure and options to limiting
benefit. In the 2005 budget, the Minister anncunced a full review of tax expenditures in particular
to evaluate in detail their impact and how they are operating in practice. A Supervisory Group of

19 :or example, Statistical Report 2004 contains estimated costs for 2001 and 2602.

1% Costs of proposed new tax measures have been contained in the annual budget.
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officials from the Department of Finance and the Revenue Commissioners was established in
February 2005. The review also involved external consultancy work on the evaluation of the
certain tax incentive schemes. Two economic consultants, Indecon Economic Consultant and
Goodbody Economic Consultants, were chosen to evaluate the area based schemes (e.g. the Rural
Renewal Scheme) and the sectoral property-based tax incentive schemes (e.g. the reliefs for
investment in multi-story car parks). The results of these reviews are reported on the 2006
budget.

4.3.11  In addition to the detailed review of various tax reliefs, tax based schemes are kept under
constant review, especially in the context of annual Budget and Finance Bill Process, to ensure
they continue to meet the purposes for which they are introduced'*2.

4.3.12 Estimated costs reported by Revenue Commissioners are used frequently in this process.
The Government prepared in 2002 a paper which outlined information on current tax
expenditures/incentives for the discussion in the Tax Strategy Group (TSG)'™. It summarized the
significance and characteristics of tax expenditures, and provided a list of major tax expenditures
with their estimated costs based on the latest available estimates from the Revenue
Commissioners. Since then, TSG regularly discussed papers which described outlines and update
of the issue surrounding tax expenditures in accordance with the Minister’s intention described
above,

4.4 Japan
Characteristics and Recent Trends in Tax Expenditures

4.4.1  According to the estimates, the aggregated revenue forgone due to so-called “Special
Taxation Measures (STMs)” amounts to approximately 3.8 trillion yen in FY 2005. This is 0.75 %
of its GDP, and 8.6% of its tax revenue'™. Care must be taken that this estimated costs does not
include unquantifiable items such as the Tax Relief for Capital Gains or items which are not
classified as STMs.

442  Table 16 shows the amount and composition of STMs. In FY 2006, The Tax Measure to
Promote the Acquisition of Dwelling Houses (806 billion yen, 18.29%)'% is the largest tax
measures for the (personal} income tax, followed by the Deduction of Life and Casualty Insurance
Premiums (278 million yen, 8.5%) and the Special Tax Measures for Dividend Income (212
billion yen, 6.5%). STMs for the corporate tax include numerous tax measures, the number of
which is as many as 68. Among them, three R&D tax credits amount to 597 billion yen, 18.2% of

"% Department of Finance (2004), Tax Strategy Group Papers Budget 2005-TSG 04/22

o The Tax Strategy Group is an interdepartmental committee chaired by the Department of Finance, with

membership comprising senior ofticials and advisors from the Departments of Finance, Taoiseach, Entetprise
Trade and Employment, Social Community and Family Affairs and the Revenue Commissioners, Papers on
various options for the Budget and for the medium and longer term are prepared for the Tax Strategy Group

" This is based on the initially estimated revenue in the FY 2005 budget. Although actual revenue was more than

9 trillion yen larger than the estimate, the initial estimate is appropriate since the amount of STM was also an
estimate.

05 __ : s -
: This measure contains several tax provisions including...
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the total. There are several large tax measures for smali- and medium-sized enterprises (SMEs}).
including the Investment Tax Relief (tax credit or accelerated depreciation) for SMEs, costing 211
billion ven (6.4%). Most of the other measures are tax credits and tax deferrals {i.e. special
depreciation, accelerated depreciation and tax-free rescrves (junbikin)) aiming at various aclivities
such as introduction of pollution-control measure

Table 16 Amounts and Composition of "Special Taxation Measures™ in Japan

{hillien yen)
1998 2001 2004
estimated estimated estimated
cost Yot GDP cost % to GDP cost Yot GDP
Tax Messures to Promote the Acquisition of Dwelling Houses o e e e1e  Dimb 58T BIZW g 013
Exempticn of Interest income from Deposits Owned Dy the

Persons. etc. e ., BB D02 BOT DR 133003

" Dedurtionfor Life and Casualty Insurance Permims 38 007% 282 008% 2%

Cithers 249 0.05% 152 0.04% 332

STMs for the Personal Income Tax 1,312 0.26% 1,662 0.33% 1,347
- (818 . B
o et or EMES — o ﬂ R _ . B R
STMs for the Corporate Tax 356 0.07% 490 0.10% 1733 0.35%
Others 196 0.04% 210 0.04% 502 0.10%
Totad STMs 1,864 0.37% 2362 0.458% 3.582 0.72%

* Source: Japan, Ministry of Finance
* Special Taxation Mesures (STMs) in the national tax systern are inciuded.

443  STM is a narrower concept than “tax expenditures”™ used in many other countries in that
it does not include many deductions and exclusions. Their costs are considerably large: in 2002, it
was estimated that abolition of the Deductions for Social Insurance Payments, the Deduction for
Dependents, and the Basic Deductions for Spouses would generate additional revenue of 2.8
triltion ven, 1.7 trillion yen and 0.7 trillion yen, respectively' "

444 InFY 1999. the size of STMs was modest 2 tritlion yen, or 0.37% of its GDP. STMs tor
the corporate tax only accounted for 19.1% of the total, with various accelerated depreciation
schemes by far the most important. There was the Tax Credit for Incremental R&D, but its
significance was almost negligible, with 29 billion yen. On the other hand. the personal income
tax had relatively gencrous allowances and exemptions, whose entire eliminations was said (o
generate as much as 30 trillion yen (6 per cent of GDP) with taxpayers’ behaviour unchanged (in
1966).

445  Recently however, Japanese Tax System underwent various reforms. With regard to tax
expenditures, two trends can be pointed out. First, reflecting recent economic stagnation. various
tax expenditures were introduced and expanded in order to vitalize its economy. These measures

are intended to support SMEs, enhance R&D. stimulate investment in housing, and foster
financial market. Second, while a considerable amount of general tax reliefs were provided to
stimulate its economy. several deductions in the personal income tax were abolished or reduced in

e Cabinet Office (2002). “Tax base and tax burden of persunal income tax™. Policy Analysis Report. Ne. 13 {in
Japanese). Tokyo,
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order to correct “hollowing out (shrinking tax base)”. For example, the Exemption for the Elderly
and the Special Additional Exemption of Dependent Children under 16 Years Old were abolished.

4.4.6  The fundamental tax reform in 2003 clearly exemplifies these two trends. It provided 1,304
billion (in FY 2003} tax reliefs in the corporate tax by introducing tax credits for investment in
R&D and information and communication facilities and enriching STMs for SMEs. Together with
the tax cuts in other areas including inheritance taxes, gift taxes and taxation of financial
transactions and stocks, tax cuts of 1,713 billon yen took effect in 2003. At the same time, income
tax as well as the consumption tax was increased by reducing the Special Exemption for Spouses.
This offset some of the reduction of revenue after FY2004.

4.4.7  These reforms resulted in the expansion of STMs and the change in its composition. As
can be seen in Table 16, STMs for the corporate tax show a fivefold increase from 356 billion yen
in FY 1998 to 1,751 billion yen in FY 2005 mainly due to special deductions aimed at stimulating
investment in R&D and IT, while STMs for the income tax had increased only modestly in the
same period. Correspondingly, the share of STMs for the corporate tax jumped up from 19.1% to
46.1% and is now larger than STMs for the income tax. Also, with the negligible increase in the
nominal GDP over the period, the ratio of estimated costs of STMs to GDP doubled from 0.37%
to 0.75 %.

Budgetary Control on Tax Expenditures

4.4.8 Although there is no regular report on tax expenditures, the Ministry of Finance has been
annually submitting to the Diet (Congress) the estimated costs of each STM in both the national
and the local tax system since 1956. It also provides information on the costs of STMs on its
website. It covers not only the income tax and the corporate tax but also other taxes including the
gift tax, the registration and licence tax and various excise taxes. In addition to STMs in national
taxes estimated by the Ministry of Finance, STMs in local taxes are also calculated by the
Ministry of Internal Affairs and Communications.

4.4.9  As noted before, there is no formal use of the concept “tax expenditures”. Instead the
Government uses the term “special taxation measures™ to refer to and discuss tax reliefs. Although
there is no clear-cut definition of STM, it is considered to be a tax relief for a particular group of
taxpayers in order to influence its economy or society and thereby achieve a particular policy
objective. The scope of STM is limited compared with the tax expenditure concept adopted by
many other countries. This is because various tax deductions and exclusions for the personal
income tax are considered to be a normal provision which is intended to take into account the
individual’s  ability to pay taxes'”’. Some of them, such as the Deduction of
Contribution/Donation, the Deduction for Medical Expenses and the Exemption of Specific

Dependent, are nonetheless regarded as having an aspect of preferential treatment.

4.4.10 'The Tax Commission (the advisory body for the Prime Minister) has continuously been
arguing that STMs should be rationalized, streamlined, targeted and prioritized. For example, in
its report published in July 2000, STM was regarded as the exception to the principles of taxation
(fairness, neutrality and simplicity) and called for careful scrutiny on their necessity. In addition to

Y OECD (1999), Econumic Surveys: Japan, Paris.
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the violation to these principles. it pointed out several problems: ineffectiveness, higher burden 1o
ordinary taxpayers. and persistent characteristics once legislated.

4.4.11  The Government sets its middle-term fiscal goal of achieving primary balance surplus in
early 2010s in the Cabinet Decision, 4 Reform and Perspective Programme (revised in 2003).
Based on this, a more concrete middle-term fiscal framework is articutated in Basic Policies for
Economic and Fiscal Management and Structural Reform 2006, decided in the Cabinet meeting in
July. 2006. Since the fiscal target is on the level of fiscal balance, in theory lax expenditures does
not jeopardize the attainment of the goal as long as the projection of tax revenue is conducted
appropriately. The budgetary process involves projection of tax revenue taking into account the
effect of tax expenditures.

4.5 New Zealand
Recent Trends in Tux Expenditures

4.5.1  Since there is no formal definition of “tax expenditure” or formal “tax expenditure
report™, its overall significance and recent trends are unknown. However, there is a shifl from
business tax expenditures to non-wastable tax credits [or social purposcs. as many other countries.
During the second halt of the 1980s, most tax expenditures were removed by abolishing a wide
range of business investment incentives, including export incentives and investment allowances.

4.5.2  On the other hand. in the field of family assistance. the Government recently has
introduced several non-wastable tax credits. In 1986. Family Support, a non-wastable tax credit
avallable to low-income families irrespective to their work status. replaced several preceding tax
rebates'”™. In more recent years, reflecting an increasing emphasis on work and independence
from the e,tatc the Family Plus Tax Credits were created which are only available to working
families. This consists of three different tax credits, namely the Child Tax Credit'”’, the Parental
Tax Credit and the Family Tax Credit'"", which were introduced respectively in 1996, 1999, and
1986. These non-wastable tax rebates can be paid either at the end of the income year or in
fortnightly instalments during the year. The fiscal cost of these family assistances from 1986-87 to
2001-02, prepared by the Treasury. is shown in Table 5.

4.5.3  As a result, the current tax system provides the Family Assistance Programs by tour non-
wastable tax credits. They are important components of the New Zealand Social Assistance
System alongside welfare benefits schemes: in 2002-03, forecast expenditurc for them was $1.058
million, accounting for 15.9% of total welfare spending on the working aged.

Budgetary Control of Tax Expenditures

4.5.4  Asnoted before, there is no formal reporting of' tax expenditures. However, in a sense the
Government properly adopts itself to the recent trends of tax expenditures: without any usage of
the concept “tax expenditures”, it simply treats four non-wastable tax credits as expenditures.

1 - . . Y - . .
' Whether thesce antecedents were refundable or not is uncertain. Confirmation is nECessaAry.

“ Before 1999 when it was renamed, the Child Tax Credit was named the independent Family Tax Credit.

" Before 1999 when it was renamed, the Family Tax Credits was named Guaranteed Minimum Family Income.
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They are reported as part of budgetary documents and included in the annual Estimates of
Appropriation for the Inland Revenue' "2, Thus, they are subject to appropriation in the same
way as spending programmes. As for other tax expenditures, the amendment of the Fiscal
Responsibility Act 1994 now requires the Government to report in the budget forecast information
a table of all material tax policy changes and the impact on the fiscal forecasts.

455  Since its fiscal rule, the Fiscal Responsibility Act 1994 focuses not on the level of
expenditures or revenue but on the level of deficit and debt, tax expenditures never create any
loopholes to the rule, as long as the Government properly take into account revenue losses from
tax expenditures in forming its budget.

4.6 United Kingdom
Characteristics and Recent Trends in Tax Expenditure

4.6.1 Table 17 is a list of major tax reliefs, whose estimated costs were more than £2 billion,
reported by the Treasury in 2005, 1999 and 1994. One of the most important changes of tax
expenditures is restructuring of tax credits and some related allowances. Some of other important
facts and trends, except for the general upward trend presumably due to inflation, are;

1. The personal tax allowances and the various reliefs associated with occupational and
personal pension schemes are the most significant. Especially, the substantial increase in
pension-related reliefs since the late 1980s'" continued during the 1994-2005 period, as
can be seen in the expansion''* of the Relief for Employer Contributions to Approved
Pension Schemes.

2. Tax reliefs for the capital gains tax were expanded. The Labour Government which took
office in 1997 introduced the Taper Relief in the 1998 budget, and has significantly
improved its rate and availability since then. Taper Relief, in the 2004-05 period, is
estimated to cost as much as 3.5 billion. Also, the estimated cost of the Exemption of
Gains Arising on Disposal of Only or Main Residence expanded from £850 million to
£13 billion over the period'"”.

" The criterion under which a tax measure is treated in this way rather than as negative tax (and hence not reported
at all) is not specified. Probably the Government regard only refundable tax credits as expenditures and the other
tax expenditures as negative taxation. Confirmation is necessary.

"2 There are also appropriations of refunds for taxes, but it is uncertain whether this represents payments to taxpayers
due to other refundable tax credits or this simply means refund of the amount in excess of tax liabilities paid
during a taxation period.

"2 Bauld, L. and Judge, K. (1999).

"' “The reason for this expansion is not certain. It is possible that the expansion is simply due to changes in estimation

methods for these items. According to Summary of the main tax measures imroduced in each Budget since 1979
prepared by The Institute for Fiscal Studies, no tax measure which could cause this expansion has been
implemented during the period.

'"'* The reason for this expansion is not certain. It is possible that the expansion issimply due to changes in estimation
methods for these items. According to Summary of the main tax measures infroduced in each Budget since 1979
prepared by The Institute for Fiscal Studies, no tax measure which could cause this expansion has been
implemented during the period.
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4672  Tax credits and some of allowances for income tax underwent complete restructuring—
abolition, introduction, replacement, integration and enrichment. So far, the restructuring
introduced two new non-wastable tax credits which support families with children in lieu of
married couples. Twe distinct characteristics underlie this change:

I. It was underpinned by two principal objectives: support for all families with children and
greatest support for those who need the most. The Chancellor Gordon Brown made clear
in the 1998 budget that the Government was determined to increase substantially support
for families with children and do so in the fairest way.

3]

1t was driven toward some degree of integration of the tax and the benefit system. The
Labour Government embarked on a fundamental programme to modernize the tax-
benefit system, based on the notion that the complete separation of payments made to
government through income tax and national insurance contributions and support from
government through the benefit system was a key weakness of the system of financial
support.

4.6.3  The restructuring had three stages:
4.6.3.1 Creation of WFTC (1999)

The task force set up in May 1997 was asked to examine the interaction of the tax and
benefit system so that they can be streamlined and modernized. Specifically, it looked at the
advantages of introducing a tax credit drawing upon the American experience of EITC. The report
concluded that the EITC had much in its favour, although a UK tax credit would have to be
different in a number of respects. Based on this report, the government introduced two new non-
wastable tax credits, the Working Families Tax Credit (WFTC) and the Disabled Person’s Tax
Credit (DPTC) in 1999, in place of Family Credit and Disability Working Allowance,
respectively. Apart from help with childcare cost, the structure of WFTC was similar to its
predecessor. [t was means-tested social security benefit for people in full-time work, made up of
several elements including a basic tax credit, various tax credits for each child depending on the
age, and a childcare tax credit. However, they were quite different in that they were administered
and assessed by the Inland Revenue instead of by the Benefits Agency, and hence were payable
through the pay packet or directly by the Inland Revenue.

4.6.3.2 Replacement of the Married Couple™s Allowance with the Children’s Tax Credit (Z001)

The Married Couple's Allowance (MCA)'"®, whose estimated cost was the sixth largest
£4.600 million in the 1992-93 period, had been gradually reduced since 1993 and was finally
abolished in April 2000, alongside similar reliefs and allowances such as the additional personal
allowance (APA). The revenue from this abolition was allocated to funding the Children’s Tax
Credit, which replaced MCA and came into effect in April 2001. Children’s Tax Credit was a
wastable tax credit available to families with one or more children.

"o Although this is named “Allowance™ in effect it worked in the same way as credits because a tixed rate of 10%
{the lowest tax rate) instead of their marginal tax rate was applied to the amount of atlowance. In fact, the
Children’s Tax “Credit” took the same form of “allowance™ for which relief is given at 10% against income tax
owed. This suggests the arbitrariness of the definition of “tax credit” and “tax allowances™.
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4.6.3.3 Integration of tax credits (2003)

When the government announced this new credit in the 1999 budget, it also recognized that
it would be necessary to integrate the Children’s Tax Credit with the child premia in Income
Support and WFTC. Two years later, in April 2003, WFTC, DPTC and the Children’s Tax Credit
were taken place of by two new tax credits with greater generosity: The Child Tax Credit (CTC)
and the Working Tax Credit (WTC). CTC replaced the existing, income-related elements of
support for children in WFTC, DPTC, Children's Tax Credit, Income Support and income-based
Jobseeker's Allowance. Also, CTC was refundable, so that people paying no tax could receive the
support. Smilarly, WTC replaced the existing elements of support for adults and their childcare
costs in the WFTC, DPTC and the New Deal Employment Credit for those aged 50 or over. WTC
will also provide support for working households without children where at least one adult is aged
25 or over.

4.6.4  In addition to these changes, the government continuously enriched these tax credits.
They were increased in almost every vear since the introduction of WFTC. Although their
estimated costs reported as tax expenditures are modest—#£3,300 million and £1,100 million 2005,
respectively—they do not include payments exceeding tax liability. Such payments are currently
treated as expenditures and amount to as much as £15 billion in 2004-05 as a whole. At the same
time, the mortgage interest tax credit, which “rivalled those for pensions in size and
importance''™ in 1980s, has been reduced since 1988''* and abolished in the 1999 budget. As a
result of all these changes. MCA and the mortgage interest tax credit, which was large items in the
1993-94 report, have disappeared in the 2004-05 report. Instead, CTC and WTC are on the list.

Budgetary Control of Tax Expenditure

4.6.5  Although there is no statutory requirement to produce report on tax expenditures, the
Government has been estimating and reporting major tax expenditures'' every year in Tax Ready
Reckoner published by the Treasury in autumn. In the annual budget, the Chapter A: Budger and
Policy Decisions of Financial Statement and Budget Report contains a st of estimated effects on
revenue of proposed tax expenditures along with effects of proposed spending programs on
expenditure, under each functional category. In addition to this presentation of “change™ in tax
expenditures, since the 2000 budget, a list of major tax expenditures reported in ZTax Ready
Reckoner has been incorporated in the appendix.

4.6.6  Corresponding to the introduction and expansion of two new non-wastable credits with
the intention of the tax-benefit integration, the government has changed the way it recognizes the
costs of these tax credits. Until recently, the government did not seem to pay much attention to
practical outlays via tax reliefs. It simply treated them as tax expenditures. After the Mortgage
Interest Relief at Source (MIRAS) scheme was introduced in 1983. the government in effect

7 Bauld, L. and Judge, K.(1999).

"% The Councit of Mortgage Lenders(2004).

"' Tax Ready Reckoner includes tax reliefs with an estimated annual cost of at least £50 million. The cost for minor

tax refiefs are provided on the Her Majesty Revenue and Customs website.
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provided interest subsidies for borrowers by paying some portion of their interest to tenders. Thus
people with no tax liability c.ould ai%o receive this credit. However, the Government reported
these costs as tax c\pcndlture . After the two non-wastable credits, WETC and DPIC. were
enacted. the Government classified them as negative taxation for the purposes of calculating “nci
taxes and social sccurity contributions™. as used in the tax-GDP ratio. Consistently. it reported
entire costs as tax expenditures in Tay Ready Reckoner. Al the same time, the Office for Nationai
Statistics (ONS) classitied them as spending in the National Account, probably due (o the fact that
they replaced social benefit. However, in the budget, the table of Total Managed Fxpenditure
(TME). which is National Account figure and thus includes these tax expenditures. included them
in “accounting adjustments™.

4.6.7  In the 2002 budget, the Government changed this classilication. It classificd CTC, WTC.
WEFTC and DPTC as negative taxation to the extent that credits are less than or equal to the tax
liability of the household, and as public expenditure where credits exceed the liability. This is
consistent with OECD guidance under §20 and §21 of the Revenue Statistics Interpretative guid.
As a resull. currently the government deducts from receipts only a negative tax component of
these tax credits. and add a spending component in its expenditures, Both components are shown
in the budget specifically as “tax credits™ in the table of current receipt and the table for TME'**,

4.6.8  The wansfer component of tax crcdltq is recognized as Annual Managed Expenditure
(AME) alongside social security spending'™. AME, together with the Departmental Expenditure
Limits (DELs) constitutes TME, which is the Government’s spending envelope set to comply with
its two fiscal rules. the Golden Rule and the Sustainable Investment Rule. Therefore, the spending
componemn of tax credits is under these constraints. In fact, AME is reviewed twice a year as part
of the Budget and Pre-Budget Report process reflecting the close integration of the tax and benefit
system. Although AME is not subject to the same three year expenditure limits as DEI.
affordability is taken into accoumt when policy decisions affecting AME are made. The
Government has committed itself not to take policy measures which arc likely to have the eftect
of Increcasing social security or other elements of AME without taking steps 10 ensure that the
etfects of those decisions can be accommodated prudently within the Government's fiscal rules.

4.6.9 By the samc token, it seems logical that the negative tax component of tax credit and tax
expendituers arc under these fiscal rules, as long as necessary adjustments are taken taking into
account revenue reduction due to changes in tax expenditures so as 1o achieve the fiscal rules'™
As noted before, the budget specifies effects of proposcd tax expenditures on receipts. This

12

Life assurance premium relief on pre-1984 policies and private medical insurance premium reliel for over-60s

*' 1t may be necessary to verity that the government did not treat “subsidy portion™ us a parl of expenditure in the
budget.

* However. tax expendilures other than these credits are not presented in the lable of current receipt. In this sense.
the government seems (o recognize the characteristics of wax credits distinet from other 1as expenditures, which
require different treatment,

AME typically consisis of programmes which are large, volatile and demand-led. and which therefore cannot
reasonably be subject to [irm multi-yvear limits.

" However, the elfectiveness of such “indirect” constraint is uncertain. In addition, this does not guarantee that the
Government is able to compare the irade off all changes in expenditures and revenues appropriately.
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suggest the Government adjusts expenditure or other part of receipts in order to conform to the
fiscal rules.

4.7 Unifed States
Characteristics and Recent Trends in Tax Expenditure

4.7.1  The study by Eric Toder (2000) points out the shift away from business tax expenditures
to social tax expenditures—tax expenditures directed at social policy goals such as health,
education, housing, retirement security, support for low-income families and development of
economically depressed areas. He estimated in the late 1990s that “social tax expenditures have
increased as a share of Gross Domestic Product over the past two decades, while ‘business tax
expenditures’ have declined”

4.7.2  This trend seems to have been continuing. The Taxpayer Relief Act of 1997 created
several new tax expenditures for social purposes, which included the Child Credit and the HOPE
tax credit. After that, several tax relief acts, most notably the Economic Growth and Tax Relief
Reconciliation Act (EGTRRA), provided further expansion of existing provisions (the Child Tax
Credit, for example) created of new tax expenditures (tax-favored individual retirement account,
for example).

4.7.3  The comprehensive analysis on tax expenditures published in 2004 by the Governmental
Accountability Office (GAO) shows a significant increase in tax expenditures for individuals.
While the revenue loss due to those tax expenditure expanded from $363 billion in 1988 to more
than $600 billion in recent yeas, revenue loss estimates for corporate tax expenditures have been
relatively stable, fluctuating about $100 billion'**.

4.7.4  Tax credits have recently expanded significantly as a measure of tax expenditure. The
number of tax credits reported by the Trecasury as tax expenditures had long been stable, around
i7 until 1995, However, it jumped up to 26 in 2000 and 29 in 2001. Aggregated estimated
revenue forgone due to tax credits correspondingly increased from $17,445 million in 1995 to
$45,304 million in 2000 and $62.848 million in 2005. This is shown in the Table 18. Also, the
Table 19 provides recent introduction and expansion of tax credits. Toder (2000) notes that recent
expansion of tax expenditure relies on tax credits rather than exclusion or deduction. Introduction
or modification of tax credits accounted nearly 90% of all increase in tax incentives in the
President’s FY2001 budget. in contrast, most of the long-standmg and biggest tax incentives in
current law are deduction or exclusions.

4.7.5  Although most of tax credits are still wastable, non-wastable tax credits have increased
its significance. The Earned Income Tax Credit, which had been the oply non-wastable tax credit
before 1997, has increased almost two-folds between 1995 and 2005'%°, from $20,165 million to

** GAO provided information about the aggregated revenue forgone with a warning that simply adding up an

estimated cost of each tax expenditure may bring about further inaccuracy due to interaction between provisions
and people’s behavioural respanses. Noting that, GAO analyzes the aggregate because “summing the estimates
provides perspective on the use of tax expenditures as a policy tool and represents a useful gauge of the general
magnitude of governmental subsidies carried out through the tax code.”

"% This is due to the increasing effect of the credit on outlays. Sce Table 1.
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$38.770 million The other two non-wastable tax credits, the Child Credit and the Tax Credit for
Health Insurance Purchased by Certain Displaced and Retired Individuals were created in 1997
and in 2002. respectively.

476  Since its introduction, the Child Credit has been enriched substantially by several tax
relief acts. EGTRRA announced to double the amount gradually by 2010, and the following two
1ax acts, the Jobs and Growth Tax Relief Reconciliation Act of 2003 and the Working Family Tax
Relief’ Reconciliation Act of 2004 accelerated the increase. As a result, among the 13 largest tax
expenditures with an annual revenue loss estimated at $20 billion or more in the FY 2006 budget.
the Child Credit is the only tax expenditure which was created alter 1986.

Recent Development of Budgetury Control on Tax Expenditures

Presentation of Tax Expenditures

4,77  The Congressional Budget Act of 1974 (Public Law 93-344) requires thal a list of “tax
expenditures” be included in the budget. In accordance with this provision, the Treasury
Department compiles a list of income tax expenditures, which is included in the “Analytical
Perspectives™ volume of the Administration’s Budget prepared by the Office of Management and
Budgel (OMB) cach year'”’. [xcept for the exclusion of tax expenditures against transfer tax
baseline in the 2003 budget'**, the scope of the list has not changed much since the 1995 budget,
which started to cover seven fiscal years. However. the way estimations were presented changed
over time. For example. after the 1995 budget, it discontinued providing the total amount of tax
expenditures which took into account interactions among provisions.

478  Imegration of tax expenditures in the annual budget presentation underwent some
roltback. The recommendation was made by the Government Accounting Office (GAO) in 1994
that tax expenditures be integrated in the budget presentation and incorporated under review
process. As a response to this recommendation, the 1998 budget began (o present in the “Budget”
volume revenue loss sums for tax expenditures alongside outlays and credit activity for each
budget function. However. OMB discontinued this practice after the 2002 budget.

4.7.9  As for the costs of three non-wastable tax credits, they are divided into effects on receipts
and effects on outlays and shown separately. The latier part is shown as outlays alongside with
other mandatory spending. Only the former part of the costs is presented in the list of rax
expenditures, with footnotes mentioning the latter.

Evaluation of Tax Expenditures

4710 The Government Performance Results Act of 1993 (GPRA) directs Federal agencies to
develop annual and strategic plans for their programs and activities. Based on this, the Report of
the Senate Governmental Affairs Committee on GPRA called for a series of analyses to assess the
effect of specific tax expenditures on the achievement of agencies’ performance objectives. In

127 The Joimt Commiliee of Taxation also prepare each vear the list of tax expenditure.

%% This is because “there is no generally aceepted normal baseline for transfer taxes and this tux has been repealed
under the Economic Growth and ‘Tax Relief Reconciliation Act of 2001 (EGTRRA)™
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order to act on this requirement, Treasury started to develop framework for evaluation of the
performance and economic effects of tax expenditures, and the Analytical Perspectives in the
1997 budget summarized the initial work. In 1997, Treasury initiated pilot studies of three specific
tax expenditures and performance goals, and the results were reported in the 1999 budget.

47.11 However, the pilot studies raised an issue of data availability and difficulty in
identification of a clear purpose for some tax expenditures. Since then, the Administration bhas
been undertaking additional studies that focus on the availability of the data needed to assess the
effects of selected significant tax expenditures. As a part of this, Treasury’s office of Tax Analysis
and Statistics of Income Division (IRS) has been developing a new panel sample of individual tax
filers over at least ten years.

Re-evaluation of Tax Expenditure Concept

4.7.12 Tax expenditures have been defined as deviation from two baselines: the reference law
baseline and the normal tax baseline. Since they deviate from a theoretically appealing measure of
a comprehensive income tax in many ways, classification of specific provisions of the tax code
cannot avoid a degree of subjectivity. Partly because of this arbitrariness, tax expenditure concept
was questioned by a growing contingent of conservative critics, which resulted in the qualification
in the Analytical Perspectives of the 2002 budget that “Because of the breadth of this arbitrary tax
base the Administration believes that the concept of “tax expenditure” is of questionable analytic
value.”

47.13 Based on this notion, Treasury launched the review of the tax expenditure presentation,
suggesting the possibility of reconsidering a comprehensive income tax as a baseline. This effort
focused on three aspects: (1)defining tax expenditures relative to a comprehensive income tax
baseline; (2)defining tax expenditures relative to a broad-based consumption tax baseline;
(3)defining negative tax expendituers.

4.7.14 The results of this review was included in the Appendix of the Tax Expenditure section
of the Analystical Perspectives volume in the 2004, 2005 and 2006 budget. While the
Administration keeps reporting tax expenditure based on materials and formats developed and
included in previous budgets, the Appendix compares major tax expenditure reported with tax
expenditure implied by each the two alternative baselines, and classifies them into four categories:
a tax expenditure under the alternative baseline; possibly a tax expenditure under the alternative
baseline but with some qualifications; uncertain; and (probably) not a tax expenditure under the
alternative baseline. It also discusses some “negative tax expenditures” such as the double tax on
corporate profits. While most of the items that had been ideniified as tax expenditures can also be
judged so under the comprehensive income tax baseline, just over the half of them are categorised
as being “probably” tax expenditures under the consumption tax baseline. In fact, tax expenditures
such as savings tax preferences, accelerated depreciation, and tax deferral on foreign income are
not considered tax expenditures. These two alternatives provide useful information for those who
have different ideclogical perspectives on tax bases.
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Relationship with Fiscal Rules

4.7.15 The Budget Enforcement Act (BEA), enacted in 1990, was intended to constrain
legislation which would increase spending or reduce revenue. Instead of capping mandatory
spending or requiring certain amount of receipts, it required that all laws that affect mandatory
spending or receipts must be enacted on a “pay-as-you-go (PAYGO)” basis. This means that if a
law reduces revenue by cxpanding tax expenditures, another law must be enacted with an
offsetting reduction in spending or increase in receipts.

47.16 After BEA and thus PAYGO expired at the end of fiscal year 2002, the Administration
has been proposing changes to the budget process, including an implementation of a sort of
PAYGO rule. However, this new PAYGO rule being proposed is quite different from the old
PAYGO rules in that the new rule applies only to mandatory spending changes and does not apply
to changes in taxes. Also, proposals included in the most recent 2007 budget states that this rule
does not allow mandatory spending increases to be offset by tax increases. Some budget watchdog
organizations which call for reinstatement of the old PAYGO rule warns that the new “one-sided”
PAYGO rule, constraining only the expenditure side. will lead to further expansion of tax
expenditure in order to provide benefits under the constraint.

4.8 Other Countries
4.8.1 Korea
Characteristics and Recent Trends in Tax Expenditures

4.8.1.1 1In 2000, tax expenditures amounted to 13,282 billon Won, 2.5 % of GDP. According to
its breakdown by purpose (Table20), “Support for employees and farmers™ is the largest category.
accounting for about half of the total cost. Tax expenditures for economic development are also
significant, with 4,246 billion won. Despite gradual reduction, tax incentives for the business
sector have been. and still are, considerably significant. Total tax expenditure related to the
business sector amounted to around 0.6 per cent of GDP in 1998, These tax incentives include
investment tax credits, exemptions, income deductions, low rates for publicly-held companies,
accelerated depreciation and tax-free reserves. Incentives are mainly given to SMEs, R&D and
overall investment.

4.8.1.2 The government has continuously made effort to broaden the tax base by reducing or
streamlining tax incentives deemed to be inefficient, many of which are related to small and
medium-sized enterprises (SMEs). For example, the tax deductibility of investment reserves for
SMIis ahs been abolished, and the tax credit ratio to SMEs was lowered. Also, in 2006, several
non-taxation benefits and tax reliefs, including the deductions for credit card charges and tax
breaks regarding comprehensive savings, have been scaled back. The tax base for VAT has been
broadened as well, for example, by abolishing the VAT exemption on services supplied by
professional service providers such as lawyers and accountants in 1999,

4813 Al the same timc, however, various tax incentives have been introduced or expanded in
recent years, which is attributable to unchanged overall significance of tax expenditures (around
2.2 % of its GDP, Table 21). Large potions of them are incentives given to SMEs, investments
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and R&D, with intention to stimulate the economy, support SMEs and beef up competitiveness.
Another important objective underpinning recent tax reforms is to support for the middle and
working class. They include: deduction for pension contribution and non-taxable savings for the
old and the disabled were established in 2000; personal exemption and income deduction for
medical expenses were expanded in 2002; the earned income tax credits provided to temporary
workers were enriched and tax incentives to support child’s birth and childcare established in
2003.

Budgetary Control of Tax Expenditures

4.8.1.4 There have been some improvements in the control of tax expenditures. In 1999, the
Government started to report tax expenditures based on direct taxes to the National Assembly,
although the figure is historical estimates rather than projections. In the next two years, the
coverage of the report was increased by including indirect taxes and customs duties. In the same
year, tax incentives provided under the Tax Exemption and Reduction Control Law and the
Foreign Investment Promotion Act were consolidated under the new Special Tax Treatment
Control Low. One intention is to introduce sunset rules under which most incentives in the act
expire automatically within one or three years unless their duration is extended.

Table 20 Tax Expenditures in Korea, by Purpose
{in billion waon)

1999 2000

Support for employers and farmers 6,129 6,651
Savings 2,745 2,831
Employees 1,296 1,628
Farmers and fisherman 2,088 2,191
Economic Development 2,571 4,246
SMEs 480 826
Investment stimulus 464 1,074
R&D 428 979
Public Investment 518 499
Financial Sector 168 274
Restructuring 300 439
Regional Development 203 155
Sacial Welfare 1,326 1,741
Education, culture and health 303 333
Environment 152 200
Social Security 818 1,165
Housing 53 43
Defence 381 486
General Public Administration 109 128
Others 26 30
Total 10,542 13,282
Per Cent of GDP 2.2 2.5

The 1999 data is based on direct taxes, whereas the 2000 data includes both direct and
indirect laxes.
Source:OECD(2003c)
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Table 21 Tax Expenditures in Korea
{in billion won}

2000 2001 2002 2003
Tax Expenditures 13,282 13,730 14,726 16,883
Tax Expenditures/GDP 2.30% 2.21% 2.15% 2.33%

Source: Korea, Ministry of Finance and Economy

4.8.2 The Netherlands
Characteristics and Recent Trends in Tax Expenditures

4.82.1 According to the Annual Tax Expenditure Report, the aggregated cost of tax
expenditures (including both direct and indircct taxes) was €13,658 million, accounting for 2.94%
of its GDP. Major tax expenditures in 2005 includes: Self-employed person deduction, the
reduced wage for low-wage employees, exemption of income from certain company saving
schemes. general allowance on income from property, exemption of specific welfare benefits.

4.8.2.2 Other than these tax expenditures, there is a considerable amount of revenue forgone due
to tax breaks (personal tax credits, deductions and exemptions). [t does not include “B-list” tax
expenditures as discussed later, and, more importantly, there are various tax credits which are not
regarded as tax expenditures. They are nonetheless quite significant: the Child Credit and the
Young Disability Credit, for example, amounts to €1.482.5 million and €472.8 million in 2001,
respectively. The estimated cost of the Chid Credit is larger than those of any tax expenditures'**.

4.8.2.3 The Ministry of Finance studied the budgetary significance of tax expenditures between
1984 and 2002. The study shows a rapid increase in tax expenditures in the period. The
aggregated tax expenditures (as a percentage of GDP) went up from 0.66% in 1984 to 2.39 % in
2002, nearly a fourfold increase. Care must be taken in interpreting this figure because it does not
include indirect tax expenditures which the Government had not estimated until recently. The
increased use of tax expenditures was spurred by the Kok-I administration (1994-98), mainly
because:

1. Economic policy was specifically aimed at job creation, mostly by reducing the tax
burden for small and medium-size enterprises.

2. Expenditure ceilings were introduced for direct expenditures.

The coalition parties agreed that a fixed percentage of additional tax revenue over and
above long-term estimates could be used to reduce the tax burden.

4. There was a belief that tax provisions were more in line with efficiently functioning
market economy than were subsidies. This contributed to the conversion of direct
expenditures into tax expenditures.

29 OECD (2005).
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4.8.2.4 As for personal tax breaks (which are not “tax expenditures”) in Netherlands, the
fundamental tax reform in 2001 introduced tax credits (heffingskortingen) in place of tax
allowances. The standard tax allowance was replaced by a single tax credit and the employed
person’s ailowance was replaced by the Earned Income Tax Credit (arbeidskorting). This was
intended to increase incentives for people to look for work.

Budgetary Control of Tux Expenditures

4.8.2.5 Except for in 1987 and 1994, the government had not provided any estimate on the costs
of tax expenditures. However, starting in the budget year 1999, the Budget Memorandum now
includes a separate annex on tax expenditures known as the Annual Tax Expenditures Report
(ATER). In addition to tax expenditures in the wage and income tax and the corporation tax, the
ATER for 2003 introduced and overview of tax expenditures for indirect taxes. In addition to
quantitative information on tax expenditures, in every year ATER contains an exploration of a
special topic of the ongoing tax expenditure discussion. So far, several issues including definition
of tax expenditures and the possibility of budgetary ceilings for tax expenditures.

4.8.2.6 It is noteworthy that the report does not include “B-list” tax expenditures, that is,
disputable tax measures for which the working group conducting the study could not make
unanimous decisions in identifying tax expenditures. As a resuits, besides reported tax
expenditures there are large amounts deducted from taxes for owner occupied housing and tax
revenue tforgone from not taxing pension fund earnings as they accumulate. The government
provides less information on these amounts.

4.8.2.7 As for the definition of tax expenditures, in its report “Tax Expenditures in the Dutch
Wage and Income Tax” published in 1987, the working group formulated the definition based on
the two main elements—reduction of tax revenue and deviation form the benchmark tax structure.
The benchmark tax structure includes, among other things, “exemptions, deductions, and tax
credits that adjust taxable income in line with the ability-to-pay principle. In general, those
provisions relate to personal circumstances, such as being a single parent, having children, having
a disability. or being illI”. Consequently, many personal tax breaks are not listed as tax
expenditures.

4.8.2.8 There has been an attempt of performance evaluation on tax expenditures. In order to
adjust to the new budget system which emphasizes the connection between the means used to
achieve policy goals and the results of the policy instruments selected, the AETR for the Budget
Memorandum 2002 and onward assigns tax expenditures to the respective departments
responsible for policy goals of each tax expenditure. Also, the ATER included a survey of the
policy goals to be achieved wit the respective tax expenditures and a survey of planned and
completed evaluations for tax expenditures.

4.8.2.9 Tax expenditures were used significantly due to its fiscal rules. The current framework of
the budgetary policy was, in most part, introduced in the Coalition Agreement'®® of the Kok-I
government created in 1994. This framework has not changed much since then, and it contains

“* It order 1o form a majority government among political parties, coalitions are formed between two or more
parties. In this pracess, they announce their major policy objectives in the Coalition Agreement.
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three important elements regarding budgetary control of tax expenditures: fixed real maximum
caps for expenditures in each sector, “Firewalls” between revenues and expenditures and explicit
rules for windfalls and shortfalls. Ceilings arc set only on the expenditure side, and no explicil
ceilings are imposed on tax expenditures. Also. fire-walls between revenues and expenditures do
not allow windfalls due to unexpectedly favourable economic performance to be used 1o finance
additional spending. As noted before, this is regarded by the current Government as one of the
reasons for the rapid expansion of tax expenditures under the Kok-1 administration (1994-1998)"

4.8.3 Sweden

48.3.1 According to the Government's estimates, tax expenditures in Sweden is quite large.
Overall tax expenditures for 1996 are calculated at 174 billion SEK (outlay equivalent basis). as
much as 10% of its GDP. Although it has become less significant in recent yeas. it still amounts to
around 8% of its GDP. Tax expenditures for Health and Social Insurance are the largest group.
with more than 70 billion SEK. Tax expenditures have been also intensively used to support the
business sector, and it increased significantly in 1990s: it went up from 31.5 billion SEK in 1995
to 45.8 billion SEK in 1999'%.

4.8.3.2 There is a non-wastable tax credit of 73% of the social security contribution. Also, a tax
credit is provided to everyone whose income is less than a certain amount and this is non-wastable
as far as its amount is less than local 1axes.

4.8.3.3 Sweden was said to have established a firmer control over central government {inances
than most other countries. An introduction of a comprehensive review of tax expenditures
(perhaps in the late 1990s) enhanced this control. Currently. the Government annually reports tax
expenditures to the Parliament in an appendix to the Spring Budget, in order to present the
Parliament a more complete picture of the fiscal policies.

4.8.3.4 However. since 2000, there has been increasing recourse to tax expenditures, most
notably with further abatement of social insurance contributions in category A development areas
and general tax relief for municipalities. IMF Article 4 Consultation in 2005 reports a rapid
increase in tax expenditures. This expansion is due to its fiscal rule which articulates expenditure
ceilings for successive three years without a precise anchor. Although it has the 2 percent surplus
target, a lack of the clear definition of it makes a room for different interpretation. As a result, it
has been possible to ensure compliance with the ceiling through tax expenditures without regard
to their effects on budget balance. In fact, in the climate of relatively slow growth. rising demand

' The rules governing the usage of windfalls were introduced in 1999, They explicitly stipulate the cases where
windfulls can be used to cut 1ax and the maximum amount of tax cut for each of the cases'”, This constrains
extensive use of tax expenditures when revenue grows unexpectedly.

[

T'he tax expenditures for the business sector were cstimated to be only 8.9 billion in 1993, which also suggest their
rapid expansion. However, this figure is exclusive of tax expenditures for excise taxes. so is not mentioned to
avoid inconsistency.

[

It reports that the total cost of 1ax expenditures has increased from about 2 billion SEK in 2004 10 more than 15
billions SEK. in 2005. However, the source and details of this figure is not specified. Besides. this figure is quite
inconsistent with the figures reported by the Swedish Giovernment: the Government estimates the cost of 1ax
expenditures 1o be more than 177 billion in 2001.
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for social programs has put the ceilings under continuous strain and the Government resorted to
increasing use of tax expenditures.

Addendum: Methodologies, Data, and Suggestions
Al Methodology and Data

AL1  In general, quantitative analysis on tax expenditure is, at best, quite tentative: any
discussion based on those data should be subject to various qualifications. It would be thus useful
to provide here main qualifications. Those qualifications can be divided into four groups: (1)
qualifications related to cross-sectional analysis (i.e. international comparison); (2) qualifications
related to time-series analysis (i.e. trend analysis of one country); (3) qualifications related to
aggregation'>*.

AL2  Due to the difference in the definition of tax expenditures across countries, international
comparison can be quite problematic. Other than the important issue of the ability-to-pay principle
discussed in the paper, significant difference exists in treatments of tax expenditures related to tax
unit in the personal income tax system, pensions, imputed income, integration of personal and
corporate income tax system, and depreciation allowances'>. In addition, difference between cash
basis estimation and accrual basis estimation add further difficulty. As a result, simply
Juxtaposing aggregated tax expenditures reported by different governments is quite problematic:
comparison between Japan which does not include major personal allowances whose costs are
more than the aggregated costs of items reported as tax expenditures (special taxation measures)
and Canada which even inciude the basic personal allowance in its tax expenditures report, is
meaningless.

Al.3  Therefore, what we can do is either to compare reported tax expenditures with a margin
of errors, or to discuss the trends in different countries ignoring the level of tax expenditures.
Under the latter method, historical trends in each country (e.g. business tax expenditures are
increasing) are analyzed first. Then, we can conclude if there have been any similar trends in tax
expenditures in different countries.

Al1l4 Even if this method is used, and thus problems related to international comparison are
avoided, trends analysis in a given countries itself requires various qualifications. The most
important in this analysis is the consistency over time. First, definition of tax expenditures can
change, although it is relatively stable over time in most countries. Second, in interpreting the
aggregated figure of tax expenditures, care must be taken when the coverage of tax expenditures
report changed. For example, the aggregate can jump up significantly in a year when tax
expenditures in VAT come to be estimated. Third, accounting method sometimes changes from
accrual basis to cash basis or vise versa.

" In addition, tax expenditure reports usually include various qualifications related to estimations of each items.
Although this is important as well, this is not unique to tax expenditures: difficulty also arises in estimation of
entitlement programs,

¥ See OECD (1996)
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A1.1.5 Even though definition, coverage and accounting methods remains stable, reasons for
increase/decrease of costs of tax expenditures are not always certain. It is true that
increase/decrease results from more/less significant use of tax expenditures by a government.
However. other reasons are possible as well. They include: revisions to data; changes in
methodology; identification of formerly unidentified tax expenditures; quantification of formerly
unquantified tax expenditures; and increased eligible recipients for certain fax expenditures.
Furthermore, general tax cut can automatically reduce estimated costs of tax allowances and
exemptions by lowering marginal tax rate.

Al.1.6 Although sums of tax expenditures estimates are usefu! for gauging magnitude of tax
expenditures, this needs to be interpreted carefully. Problems of aggregation of tax expenditures
have been acknowledged' ™. First. aggregated figures do not take into account possible
interactions between the individual tax code provisions. If two or more lax expenditures are
estimated simultaneously. the total change in revenue could be smaller or Jarger than the sum of
the amounts shown for each item separately. Second, tax expenditure estimates usually do not
take into account possible behavioral responses by taxpayers if a tax expenditure is repealed: they
may respond by claiming other—although less generous—provisions. For these reasons. many
countries (Canada, United Kingdom and the United States) do not provide any aggregated costs in
its official reports.

A2 Suggestions

The issues raised in the paper can be explored further to give a more comprehensive picture on
what is happening right now.

A2.1  Although the paper provides enough information on current tax expenditures control in
the selected seven countries (and somewhat to the lesser extent, other three countries), situations
in other countries is uncertain. Although responses to the questionnaire conducted in 2003/2004
give us some information, reading documents related to tax expenditures provided by cach
government is essential to understand what improvement other countries have made in recent
years. In particular, it is good to survey whether there is any country which reports tax
expenditures side-by-side with regular expenditures in its budget. In there is no, or only a few.
such countries, then integration of tax expenditures into budget should be an important issue
which must be addressed from now on.

A.2.2 1t is helpful to gather quantitative information on tax expenditures in other countries. It
would be relatively easy for countries which have continuously reported estimated costs of tax
expenditures]37. Such additional information will enrich the analysis presented in this paper. More
difficult and tedious is to understand definitions and methodologies used in these countries in
order to avoid pitfails discussed above. To do this. examination of original documents provided by
the government is essential.

¢ See, for example, the United States. Government Accountability Office (2003).

MQuch countries include Beigium. France, Germany. Htaly and Spain.
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A23 It may be useful to study treatments of personal tax credits/allowances which seem to be
related to the ability to pay principle in a country where anecdotal information suggests increasing
use of those tax reliefs. To do this, use of questionnaires may be needed because in general it is
impossible to know whether there are “tax reliefs” not presented in the tax expenditures report and
how large their estimated costs are. Also, Adema, W. and Ladaique M. (2005) contains some
information on the use and significance of personal tax credits and tax allowances for social
purposes in cach countries. Although not sufficient or exhaustive, this may give us some hint on

which countries uses these measures extensively'".

A2.4  In this paper, [ could not contain sufficient information on the use and treatments non
wastable tax credit. The list of countries which have introduced non-wastable tax credits may not
be exhaustive due to the data availability. Official names of non-wastable tax credits used for
some countries are not known. Moreover, treatments of non-wastable tax credits in several
countries are unknown or uncertain. In order to confirm these points, there would be no other way
than to use questionnaires.

"% They report these tax reliefs as a part of Tax Breaks for Social Purpoies (TBSP). TBSP is useful in that it includes
tax reliefs which provide social benefits regardless of whether they ave classified as “tax expenditures” or not. On
the other hand, the TBSP concept has some disadvantages. First, since the criterion of the TBSP is “social
purposes”, classification can be arbitrary. Second, it does not include ax reliefs which are usually classified as tax
cxpenditures. For example, tax reliefs for business purposes and exemptions for receipts of social benefits are not
included.
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Tabie 11

Major Tax Credits in Australia

{ in millions of AUS)

Souwrce: Australia, Department of Treasury (2005, 2003); CECD(1996;
Estimated costs ate based on' the 2005 edition for 2004-05, the 2003 adition for 1996.2000 and the 1997-98 edition for 1894-95

Major tax credits with estima

eted cost of AUS100 million are listed

Function TFax Expenditures 2504-05 1899-2000 1994-95 Commencement
Sacial security and Welfare| Senior Australians’ Tax Offset 1,880 30 1996
Social security and Welfare Tax Offset for Recepients of Certain Social Security Benefits. Pensions c:»rf 1 290 2.080 1 365 Before 1985
Allowances i i ]
Social security and Welfarel Tax Offset for Low Income Earners 870 440 530 1993
Health Medical Expenses Tax Offset - . 260 130 114 Bafore 1985
Health 30 % Health Insurance Refund Not Reported 180(- 1997, amend?ggsg
— — —— . ) e S
Sociat secusity and Welfars Tax Offset for dependgnt spouse. child-housekeeper and housekeeper 430 1115 Before 1985
3 whao cares for a prescribed dependent . o
Family Tax Benefit Not Reported |- 2000
Tax Offset for Sole Parents - 280| 183 Before 1985
Social security and Weltare| Family Tax Assistence - 380|- 1996
) S fincluded in tax offset for
Dependeni Spouse Rebate (with Child) - dependent spouse) Before 1885
Hausing and Communily {7016 14y Offsets 190 175 160 Before 1985
Amenities -
Qther economic affairs Off-market share buy-backs 530]- 1990

in addition o this, The Mature Age Woerker Tax Offset and Tax Rebate for Chid Care whioh 4 vet to be effective. are estimated to cost AUS 430 mitlion (in 2005-06) and

AUS 280 million {in 20086-07)

The Family Tax Benefit incorporated the Tax Offset fo: Sole Parents, the Family Dax Assigience, and ne Dependent Spodse Rebate (with Child} in 2000 and ;eciassified ag

axpenses in 2001
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Table ()

Introduction and Major Expansion of Tax Credits in Canada, 1996-2005

Familiy Health

Educatain Other

:Disabifithy Tax Credit extend o those who face muitipie restrictions that tagether
ihave & substantial impact on their daily lives
:Chlld Disabilty Benefit. increase the maximum amount (0% 2,000 fram §1 661

2008 iAdaptlon Expense Tax Credit (introduction) {Medical Expense Tax Credit: ncrease Mmaximum amount of medical and disabiity-
‘related exgenses that can be claimed by caregivess to $10 000 fram 85 000
] ':" fundable Medics Exp t Increase the maximum amount frem
$571 10 §750 per year
i : Medical Expenses Tax Credit add medical expenses paid on behalf of cther
2004
. dependent refaives
" anada Child Tax Benefi norease e NCB supplament o, )
: . Child Disability Benafit {ntraduction)
2003 ‘by$150in 2003 |egistered that it would micrease by 318510 ; | E ’ i
H H T H k: e v
2005 5185 in 2006, iMedical Expensas Tax Credit: exparsion of list of ehgitie medical expenses
200 i

iCanada Child Tax Benefit. $10¢ ncrease m the NCB
'supplement per child i 2001, merease the income threshold-
‘of the NCB in 2001, legistered that by 2004 the income
ithreshold of the CCTE base benafit wil be raised and its
2000 Statemend phase-out rate will be reduced

iinfiem Dependent Tax Credit increase the amount from
12,395 to 43,500 :
‘Caregiver Gredit: amount rarsed from $2,386 to 83.500 in
12001

(Disabilty Tax Cred#t: amowtt rised t056.000 from $4.283 in 203¢

fDisabiWw Tax Gredh; axtend eligbility 1o individuals requining axtensiva therapy
:axpand the st of relative to whom the aredit can be trangleired: supplementary tax
srelief according to chid care expenses or attendant care expenses

Canata Child Tax Banefit $200 increase per chd 8¢
2000 Budget INational Child Beneft Suppliment, $78 per-child-
\increase(inciuding indexanon) for tase benefit in 2001

|Canada Child Tax Benetit: ennich the CCTE by 8300 .
‘milion in 2008 te enhanca banefits for modest and middle. | Madical Expenses Tax Cregk, expansion of tist of sigible madical sxpenses
come families

199§

aregiver Credit (introduction)
Canada Child Tax Benefit: repiace WIS with NBC by

panding eligibilty to #ll jow-incame famlies: incerase NECjMﬁdicnr Expenses Tax Credht: expansian o1 hst of €hgible medica: expenses
pphmenits by3160($296) $170(2000). reduction in the
come Mreshols

1998

ansda Ghild Tax Benefit announce a new Canada Child

ax Banefit by simplitying asd enriching the CTE with $850- | Dlsablity Tax Credit (intruduction)

ilfion supplement fof low-incame familisa enrich the WIS ‘Refundable Medlica! E£xpense Supptement(introduction)

iirom annaunced $12% milien Lo $195 million: increasing the ‘Medical Expenseas Tax Credit: expansion of fist of eligwle medical expenses
maximurm WIS

1997

hikt Tax Benefit: announced two-step $250-milion
ienrichment which Increse the VIS kom $500 10 $750 in
1997 and to 1,000 in 1958

.Infirm Dependent Tax Credit: increase the smeunt Fom
4270 1 $400: ralse the teshoid

1996

1%$80 to $100 pec month raised the transferable amount
trom $4.C00 to $5 030

iBasic Personal Amount/The Spouse and Equivalent-to-
‘spouse Amount. ncerase to $10.000 by 2004 and
\correspondent incrase

iEducatien Gredit extend aigible stugants Patitizal Contribution Tax Credit: enhanced

‘Education Credit extend ehgible students n 2002

Education Credit -ecucaton amount on which the

{ #
credt s based dougied hom $200 fn $400 i 2001 Full indexation of the personal incoma tax systent

introduced

Charitable Donations Credit. axtend aopiicable donatonts

:8upplementary Low Income Gradit extend to all
‘taxpayersfincorparated in basic total amaunt and
pouse/Equivatent-to-spouss credits)

iBasic Personal Amount/The Spousal and Equivaient-to-
pouse Amount $500 increase due to incorporation of the
upplementary Low Income Credit. phus $175 increase

{Student Loan Interest Creatt {introguction)
iEducatian Gredit: expand eligibiny to part-tme
_Sludents

upplementary Law Incoma Gredet (Introduction)

{Cary-Forward of Education and Tuftion Fee
gcredns(imm&uc!ion)
:Education Gredit: doubie the basis for the egucaion

:Charitable Donations Credit changa the mcome limit for

 qonations to 75¢1
expense over twa years ta $200 per month donations to 75%

Tuition Fee Credht: make anhillary fees eligible

i i nerasad the pducator amount from | . .
Educagion Gradit s Pouan UL U o paritable Donaticns Gredit. iicrease by raising the annusl

firit of donations

Soume Carads, Deparment of Fingacs : 1995-2005). Carsoa. Deperts
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Table 18 Tax Credits in the United States

({in millions of US$}

i Estimated Tax Expenditure
Budget Funiction Tax Expenditure P Y Retundabilty
eparte 2005 2000 1985
[Child Credit {sffsct on receipls} - i samal o 1es3nn
Education, training, emplaymaent and social services e feffect on outlays} R 1997 13516 810 __irefundable
{total) 45226 20140!
iEamed income tax credit {effactonreceipts) 49801 | 4644 4920,
Income sacurity (affact on outlays) L . _ 1975, 33790} 26098  15245irefuncabie
{total) 38770; 30743 20165
General scinence, space and technology Credit for increasing rasearch activities Both 1981 5130 1630 1185:non-refundable
iCommerce and housing Credit for low-income housing investments Both 1986 3850 A0 2260;non-refundable
‘Eduean?on, training, employment and social services HOPE tax cradit Individual 1987 3410; 42103- nen-refundable
jEducation, training, employment and social sarvicas Credit for child and dependent care expenses individual 16874 3140 2390 2730 non-refundable
iEducation, training, employment and social services i ifetime learning tax credit Individual 1997 2130 2420(- non-refundabla
Intemational Affairs Invertory property sales source rules exception Corporate 1986 1820, 2970 1300inon-refundable
Community and Reginonal Development Empowerment Zones, enterprise communities, and renewal communities Both 1993 1120 30 250 non-refundable
Enargy Allernative fuel production eredit Both 1380; 1040:; 570 47 Dinon-refundable
General purposa fiscal assistance Tax ‘“’4",:"' SorparaBions 8CaIviNg income from doing bussiness NU.S. Loy oorare 1977 wool  2470]  2745inon-refundable
" - . ) N . " N carry forward for 5
Education, training, employment and social services Adption Credit and Exdusion Individual 1996 500 280 sbsequent years
Energy Naw Technology Credit Corporate 1878 470 40 140:inon-refundable
Community and Reginonal Development New matket tax credit Both 2000 4308 0i- non-rafundable
Energy Enhanced ol recovery credit 340 310 non-refundable
Naturat Resourcs/Erwvironment Tax incentives far praservation of historic structures Both 1677; 320 190! 125inon-refundable
Education, training, employment and social servicas ‘Work opportunity tax credit Both 1578 2501 390! 395! nonrefundable
Health Tax Credit for orphan drug research Corporate 1882 210 100 15{nonrefundabla
Ta:_( A_:redit for health insurance purchased by cartain displaced and retired Individual 508 ;
individuais {effect on receipts)
Health - - S e e 2002, refundable
{sffect on outiays) i 80 ]
{total} 160]-
Education, training, employment ard gocial services Credd for holders of 2one achademny bonds Corporate 1897 110 10 non-refundapie
Income security Smatt business retirement plan credi Both 2001 1000- - non-refundable
Energy Tax Credit and Deduction for clean-fuel huming vehicles Both 1992 70 B0 68 non-refundable
Transporiation Tax credit for certain expenditures for mainaining railroad tracks Corporate 2004, 70i- - non-refundable
Education, training, employmant and social services Welfare-to-work tax cragit Both 1897 60 505- non-refundable
Communiy and Reginonal Development investment credit for rehabilitation of struciures (other than historic) Both 1574, 40, 3 B80inon-efundable
Education, training, employment and social sorvices Credit for disabled access expendituras Both 1990; 40; A 160l non-refundable
Agliculture Bio-Diese! Tax Credit individual 2004, 30:- - non-refundable
Energy Both 1980 30 20, 18inon~efundabie
Income security Tax credit for the elderly and disabled individual © 1974 20, 30; 50jnon-refundable
Education, training, employment and social services Empioyer-provided child care credit Corporate 2001 Bi- - non-refundable

Tax Gredits Reported in the Analytical Perspective of the 2008 budget are shown.
Costs are revenue forgone basas, estimated in the Analytical Perspectives of the 2006 budget for 2005, the 2002 budget for 2000, and the 1897 budget for 1395,

Source: Linttad States Offica of Management and Budget, Analytical Perspectives, FY1987, 2002, 2006
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Table 19 Introduction and Major Expansion of Tax Credits in the United States, 1996-2005
Education, Traw"g;ig::mm and Social Community and Regional Development Income Security : Qthers

The American Jobs
Creation Act of 2004

Tax Relief Act of 2004 2009 acceleraies to 2004 the increase in refundabiity

The Jobs and Growth °
Tax Relief Child Credit: for 2003 and 2004, the amount ncreases from
Racongiliation Act of :$600 to $1,000
2083 :

The Trade Act of 2002

The Job Creation and
Worker Assistence Act
of 2002 !

{Employer Provided Child Care Credit
{replace deduction)

Tne Economic Growth %Child Eredit: doubled the amount from $500 to $1 000 by

- 2010
T: H
and Tax Reliel iAdoption Tax Gredit: makes permanent the credit; increase
2001 H ! A
{(non-speciai needs adoption) to $10,000; etc.
iGhile and Dependent Care Fxpenses. in¢reased the
:maximum expenditure fmit

The Community :
Renewal Tax Relief Act |
of 2006 E

OPE Tax Credit (Introd uction}
ffetime L.eaming Tax Credit {introductan)
The Taxpayer Relief Act (Child Credit {intreduction)
of 1997 iCredit for Holders of Zone Academy Bonds
lintroduction)
%The Waltare4o-work Tax Credit [intraduction)

Adoption Promotian andz . . :
Stability Act of 1996 ?Adophon Credit (imtraduction}

The Working Families ?Child Credit: increase the amount to $1,000 for years 2005- :

Tax Credit): expand by adding "New York Cily Liberty Zone” H

Reconcilistion Act of ‘the amount from $5,C00 {spedial needs adoption) or $5.000

Empowerment Zones, Enterprise Communitias, and
Ranewal GCommunities: extend two 1ow banefits by two
years

\Fmpowerment Zones, Enterprise Communities, and

Renewal Communities {expansion on Wark Dpportunity

iNew Market Tax Credit (intreduction}

:Low and Moderate income Saver's Credit
introduction)

H{introducition)

‘Bio-Diesel Tax Credit {introdustion}
{Tax Gredit for certain expenditures for maiataining
irailroad tracks {introduction)

Tax Credit for Health Insurance Purchased by

Certain Displaced and Retired Individuals
[lintroductian}

matl Business Retiremment Plan Credit

i Low-income Housing Credit: increased the per-
“resident limit, created a §2 million minimum annual cap
for small States in 2002

h

Sourge- Vanous D Listad in the Bibiiog y
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Introduction

My presentation is based on a draft paper, “Tax Expenditures
in OECD Countries”, written by Joe Minarik, Committee for

- Economic Development, Washington, DC, in response to

interests of the OECD Working Party of Senior Budget
Officials (SBO).

Purposes of the paper include:
— To discuss potential ill effects of tax expenditures;
— To note a number of important trends:
 They are pervasive and growing;
« They are easier to enact and keep;
» They can be used to avoid fiscal rules;
— To obtain data on tax expenditures.

Final paper to be presented at OECD SBO meeting in Vienna
next June. 2




Outline of My Presentation

. Definition of Tax Expenditures (TE)
. Potential 11l Effects of TE

. Potential Good Effects of TE

« Causes of Growth in TE

« “Make-Work-Pay” TE

+ “Best” Practices for the Process of
Considering TE

« The Budget Process & TE

» Fiscal Rules and TE
Quantitative and Data Analysis >

@ Definition of

Tax Expenditures (TE)

Q Provisions of tax law, regulation, or practice that reduce
or postpone revenue for a comparatively narrow
population of taxpayers relative to a benchmark tax.

QO TE may take a number of different forms:

= allowances: amounts deducted from the benchmark to
arrive at the tax base;

= exemptions: amounts excluded from the tax base;

= rate relief: a reduced rate of tax applied to a class of
taxpayer or taxable transactions;

» tax deferral: a delay in paying tax;
= credits: amounts deducted from tax liability.




e Alternative Ways to
Measure TE

e Initial revenue loss (gain): the amount by which tax revenue is
reduced (increased) as a consequence of the introduction (abolition)
of a tax expenditure, based upon the assumption of unchanged
behavior and unchanged revenues from other taxes.

e Final revenue loss (gain): the amount by which tax revenue is
reduced (increased) as a consequence of the introduction (abolition)
of a tax expenditure, taking into account the change in behavior and
the effects on revenues from other taxes as a consequence of the
introduction (abolition).

¢ Outlay equivalence: the direct expenditure that would be required

in pretax terms to achieve the same after-tax efect on taxpayers’
incomes as the tax expenditure if the direct expenditure is accorded

the tax treatment appropriate to that type of subsidy or transfer in
the hands of the recipient.

(@

OECD

Potential lll Effects of TE

 Fairness: TE can benefit least needy
. Efficiency & Effectiveness:
— Difficult to measure
— Permanent nature of TE is not conducive to evaluations
— Tax authorities lack program knowledge wtich increases the
potential for fraud
— Most budget presentations don’t compare TE with direct
spending
« Complexity: perceived favouritism and unintended interactions
« Revenue Sufficiency:
— Difficult to estimate
— Tradeoff between general rate reduction and TE
« Understates Size of Government:
— Creates new program with no measured spending & lower taxes
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Potential Good Effects of TE

. Fairness: for example, TE can bridge the
gap between a neutral benchmark tax
system, such as one based on income, & a
normative tax system, such as one
targeted at income above a threshold
minus local tax liabilities

. Efficiency: TE can reduce or eliminate
tax collections &/or check writing

Causes of Growth in TE

Administratively efficient
— No need for a new government ministry

— No need to write checks

— Utilizes existing reporting requirements
Politically attractive

— No measured spending AND lower taxes
Not subject to regular scrutiny

— Not even reported or estimated in some countries

_ The difference between “beans” and “might-have-
beans”!

Repeal of a TE can be portrayed as a tax increase
8

-
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“Make-Work-Pay” (“M-W-P”)
TE

Payroll taxes, benefit programs, &
progressive tax systems can provide
disincentives to work.

“M-W-P” TE—including refundable tax
credits for earned income & child care—can
help offset these disadvantages.

“M-W-P” TE also has advantages over
increases in minimum wages [they don’t add
to employer costs] or in welfare payments
[they don’t reward non-work].

9

(@
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B wp =

o

8.

0.

But the costs of “M-W-P” TE
can grow rapidly

Existing spending programs might be changed to new “M-W-P” TE.
New additive “M-W-P” TE might be created.
Existing TE might be made more generous.

Population growth (including immigration) might increase the
population eligible for “M-W-P” TE.

Recession might push workers’ incomes down & make them eligible
for TE.

. Secular economic decline might have the same effect.
7.

Improved administration & outreach might find more eligible
people & encourage them to apply.

“M-W-P” TE can be effective because as they increase net pay, more
people may work more.

Manipulation and/or fraud might increase costs.

10.Estimation & projection error might make the estimates of future

costs too low. 10




‘®And there can be some new &

unique issues

. Tax authorities are expert in collecting
money—not giving it away.

« Innovative techniques [claiming more
income, not less] can be used to get
larger, but fraudulent, payments.

e Delivery of benefits in real time 1s
critical, but tax reporting is usually
done annually.

11

sr  “Best” Practices for the
Process of Considering TE

+ Sound process and rules can help to fend off an out-of-sight, out-
of-mind mentality that can keep important TE issues from coming to
debate.

— However, once the debate begins, it is up to political will and
compelling analysis to lead to action.

. One thing that rules can do is put known important issues on the
agenda.

_ Rules can also force policymakers to take explicit action thgt _
acknowledges through their votes and statements that they are violating

widely accepted “best” practices.

— Rules and processes can also force advocates of one perspective or
another to articulate the unstated premises of their arguments.

« So, consider “best” practices for TE in:
- Reporting TE
— Review and Oversight of TE
— Potential Additions to the Legislative Process 12
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Reporting TE

Include in budget along with similar spending
programs in addition to a separate TE section

List TE on the basis of the broadest possible
benchmark tax (all income, all value added)

Report refundable tax credits as:
— Reductions in taxes, or
— Spending , or
— Some combination of the above?
Subject to same oversight as spending programs

Tax authorities, working with spending ministries,
should estimate costs of TE
13
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Review and Oversight of TE

Although the ideal of regular, rigorous analysis of all TE by
governments, feeding back into their policy decisions & proposals,
can be difficult to achieve, it is still the goal.

“As we move forward in shaping government for this century, the
federal government cannot accept all of its existing programs,
policies, functions, & activities as ‘givens.” Outmoded commitments
and operations constitute an encumbrance on the future that can
erode the capacity of the nation to better align its government with
the needs & demands of a changing world & society. Reexamining
the base of all major existing federal spending & tax programs,
policies, functions, & activities by reviewing their results & testing
their continued relevance & relative priority for our changing society
is an important step in recapturing our fiscal fiexibility & bringing
the panoply of federal activities into line with 21* century trends &

challenges.” US Government Accountability Oifice.
14




‘® potential Additions to the
Legislative Process for TE

Regulatory Impact Statements

Reporting of the amount of tax reduction °
that could be financed by the TE

Legislative sunsets

Make line ministers co-responsible with
the Minister of Finance for tax
expenditure legislation

15
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The Budget Process & TE

« Measured TE are an imperfect target for a budget control strategy.

— The initial revenue loss method does not account for taxpayer
behavior, & the final revenue loss method is very difficult to
estimate either before or after enactment of a TE provision.

— TE interact with each other in varying ways.

_ Faster income growth could push taxpayers into higher tax rate
brackets, increasing measured TE even if the underlying law
does not change.

_ TE can evolve through changes in taxpayer practice or tax
regulations, even without legal action.

. On the other hand, individual TE policies should be candidates for
action to reduce deficits along with any other government policies,
including spending programs & structural tax features.

— Thus, TE should be a part of efforts for fiscal consolidation.
16
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Fiscal Rules and TE

 Deficit or Debt-based rules
— Cover TE but are inherently pro-cyclical
« “Spending”-based rules

— Inherently counter-cyclical, but to be effective
should include revenues [and TE]

—PAYGO is a method to do so

— If spending rules don’t include TE, they
provide a way to avoid fiscal restraints

17

‘@ Quantitative and Data

Analysis
Examples of conceptual issues
Institutional research and analysis

Next steps

» Sample of Information Sought in the
Questionnaire

18
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Examples of Conceptual
Issues

Benchmark system selected, especially with
reference to the treatment of the taxation of
capital
— If a consumption tax benchmark is used, any
taxation of capital is a negative TE

Effect of inflation

Taxation of imputed income, such as from
owner-occupied housing

Separate benchmarks for corporate & individual

or family income
19
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Institutional Research
& Analysis

A goal of the paper will be to assess the handling of TE in OECD

countries.
What government offices provide the accounting for TE?
What can be said about the quality of the measurements?

Are TE reviewed more or less carefully or often than similar
mandatory spending programs?

How much of the recent growth of TE is accounted for by “M-W-P”
provisions?

Are those provisions as effective as would be equivalent mandatory
spending programs?

To what degree are TE integrated into the budget process?

Is the budget process effective in disciplining the enactment or
growth of TE?

20
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Next Steps

Questionnaire

Presentation based on grouped responses if
possible

—That is, there will not be an attempt to force
all responses together and produce totals

Emphasis on presentation in budget

Raise issues of scoring of refundable tax credits
& the treatment of TE within budget processes &
rules

Present final paper in Vienna

21

Sample of Information
Sought in the Questionnaire

Provide the stated definition of TE & the benchmark tax system, & whether some
“structural” provisions (progressive rates or personal exemptions) are included in the
benchmark & thus not considered TE, & on what taxes are covered.

List where the data are reported (in the budget document, or in some other
document) & how often TE are reported.

List what is specified about the estimation methods used, & what levels of
government are covered. Also list the estimation & reporting methods of future costs
for entitlements.

Are “M-W-P” TE administered exclusively by the tax authorities & is there only an
annual accounting process for the individual taxpayer. Also, is there any evidence
from the enactment of such “M-W-P” TE concerning why the TE form was selected,
rather than a government outlay program.

Does the budget process include fiscal rules & TE or revenue amounts.

Does the budget report on differences of actual revenues from projected estimates.
Does the budget process allows for use of any unanticipated increase in revenues.
Must tax reductions be offset {for example, through some kind of PAYGO process).
Are TE reviewed regularly in the budget process, & is there any data on expirations &
required reauthorizations of mandatory and tax law provisions. 20

Provide any listing of new TE recently enacted & their cost.
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Some Background (1)

= Historically, the government has proactively
employed tax expenditures as a policy
instrument to achieve its objectives

- 1960s to 1970s

- Tax exemptions/reductions as policy tools to promote
key industries (exports, heavy & chemicals)

- Since 1980s

- Industry-specific focus has shifted toward qualified
firms and individuals (favoring SMEs and low-income,
marginal households/individuals)

KOREA [NSTITUTE OF PUBLIC FINANCE




Some Background (2)

= This “diffusion of focus,” especially since
the 1990s, has made tabulating/managing
tax expenditures more difficult

- 1976 law putting all tax exemptions on 5-year
sunset basis has proven to be ineffective

- 219 tax exemptions/reductions counted in 2007

- 236 new ones proposed in 2005 (181 up to July,
2006)
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Some Background (3)

= National Fiscal Act (2006; NFA)

adopted as legal framework for new
budget system incorporating the 4
Fiscal Reforms: -

- Multi-year budgeting (similar to Sweden)

- Top-down budgeting

- Performance management

- Program budgeting system

=] L <
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Some Background (4)

= Besides the 4 Fiscal Reforms, NFA requires:

- from 2011, a tax expenditure report be
included in budget documents,

- from 2007, a 5-year PAYGO principle be applied
to tax expenditures (similar to US PAYGO)

- From 2007, annual increases of total tax
expenditures be limited so that:

(tax expenditures) / (taxes + tax expenditures)
remains within 0.5%p of previous 3 years’
average

SOF T ALY
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Some Background (5)

= Additionally, recent legislation has
introduced EITC as a “make-work-pay’
program
- Eligibility assessments in 2008
- EITC payments will begin in 2009

- Initially program scope (eligibility, size of
payments) will be quite limited, but may
grow quickly in the future

GDf ez 74
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Definition Used in Korea

« MOFE’s annual 7ax Expenditure Report (not
available in English) defines tax expenditures as:
Tax expenditures are the tax-subsidy counterpart
to fiscal expenditures:

they are the reduction of national tax revenues
that result from the application of special
provisions, as exceptions to the normal taxation
system, for reducing the tax burden of [a specific
target subgroup of] taxpayers

= The National Fiscal Act uses a similar
definition

Benchmark Tax System

» Korea’s benchmark tax system basically
follows the outline described in OECD’s tax
expenditure report (1996)

= Tax expenditures cover not only income
taxes, but 12 out of the 14 national taxes
(direct and indirect)

. The 2 national taxes without tax expenditures
are surtaxes for agriculture and education

- “make-work-pay” not included yet (EITC
scheduled for implementation in 2009)

Y ety Rl
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Tax Expenditures in Korea (bin. KRW)

2003

2002 2004 | 2005 | 2006 | 2007%
Tax Exp. (A) 14,726 | 17,508 | 18,286| 20,017| 21,338| 22,708
Increase (%) 7.3 18.9 4.4 9.5 6.6 6.4
Direct Taxes 10,168 12,331 13,149 14,924 15,232| 16,316
Indirect Taxes 4,432 5,056 5027 4,926 5,805 6,032
Custom Duties 126 121 110 167 301 360
Tax Rev. (B) 103,968 | 114,664 | 117,796 | 127,466 | 138,044 | 158,334
Increase (%) 8.5 10.3 2.7 8.2 8.3 14.7
Tax Exp. Rate
A/(A+B) (%) 12.4 13.2 13.4 13.6 13.4 12.5
*Figures for 2007 are estimates, derived by prorating.
TN B2 A
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Tax Expenditures by Function (bin. KRW)

ef(%’;ﬁgf::’rg;"m"; Otg;) 2002 | 2003 | 2004 | 2005 | 2006 | 2007*
Working Class Support (57) 7,040 7,874 8,346 | 8,896| 10,388 12,018
Economic Development {120) 4,847 6,212 6,716 7,476 7,243 6,699
Social Development (36) 2,111 2,587 2,543 2,948 3,371 3,622
Defense (3) 632 585 552 560 228 257

General Administration (6) 65 45 40 47 66 75
Others (2) 30 205 98 90 42 4

*Figures for 2007 are estimates

Working Class Support: special deductions for wage workers, rural
workers and proprietors, certain kinds of savings

Social Development: covers education, arts & culture, sports, sociai
security contributions, environment, housing

m@}}ﬁ]o&? S | 10




Tax Expenditures by Tax Item (bin. KRW) 9

Tax lItem 2002 | 2003 | 2004 | 2005 | 2006 | 2007~
Personal Income Tax 5551 | 6,429 7,398 | 8,036| 9,111 10,638
Corporate Income Tax 4,598 | 5,870| 5,695| 6,841 | 6,081 5,612
VAT 3,027 3,263 | 3,174 | 3,078 | 3,803 3,875
Transportation Tax 9111 1.032] 1,242 1251 12131 1324
(special excise tax on petrol.)
Securities Transaction Tax 213 403 164 139 200 191
Others 427 512 614 672 929 1,068

*Figures for 2007 are estimates

INp L A ol T
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Changes in Tax Expenditures

Year 2002 | 2003 | 2004 | 2005 | 2006 | 2007

No. of Tax Expenditures 269 254 220 226 230 219
New 13 9 27

‘| Expired ‘ , 7 5 38

NB. Details unavailable for 2002-2004.

Virtually all tax expenditure provisions contain a sunset clause (Special Tax
Provision Limitation Act (1998))

The majority of new tax expenditure provisions in 2005 and 2006 belong to the
“economic development” category. All 5 expirations in 2006 were from the
“working class support” category (incentives to encourage savings)

“Economic development” accounted for most of the new tax expenditures and
a quarter of the expirations in 2007. “Social development” accounted for
another quarter of the expirations.

Lll g EAd T
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Tax Expenditure Report (1)

» Compiled annually by MOFE (no formal
requirement to do so, and format
varies somewhat from year to year)

= Published after transmission of budget
proposal to legislature

- Currently, only includes figures for the
previous year and provisional estimates
for the current year

-1t does not include projections for the
upcoming fiscal year (budget year)

giC o = A o -9
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Tax Expenditure Report (2)

* New NFA(2006) requires MOFE to
produce 7Tax Expenditure Budget (TEB)
~as one of the budget documents
beginning in FY2011 (2010)
-Must include projections for budget year

- Other budget documents are prepared by
MPB (Ministry of Planning and Budget)

- so budget documents most probably will not
show tax expenditures and corresponding
outlay items side-by-side

Ei—lxm ?’;Ei%lfi](?ljl ;EIL- ;%]:wru I 14




Some Problems

= Problems with current reporting of tax expenditures
stem from an overall lack of interest:
. No systematic review/oversight of tax expenditures by
legislature
- The executive (MOFE) has recently strengthened its reviews
_ Recent legislation mandates reviews of mandatory spending
programs’ future costs, but this has yet to be taken seriously
. No projections means no need to reconcile actual and
projected estimates

(even the annually revised multi-year fiscal pian does not offer
stich explanations)
- Tax expenditure information is not used in budget
formulation by the executive nor in budget review & approval
by the legislature

KpFLssasse s

... And Some Questions

= Tax expenditures vs. budget outlays

- Which is more effective, and for what specific purposes
(policy area, target population, political concerns, etc.)?

. When/for what should governments prefer tax expenditures,
and when should it favor spending programs?
= How should tax expenditure information be
integrated into budget documents?
- Listed side-by-side with outlays?
. At what level of detail in budget classification hierarchy?

- What to do if a tax expenditure corresponds to multiple outlay
categories?

- What to do if there is no good match between a tax
expenditure and outlay items?

. Practical constraints/limits to watch out for?
" ‘Ll_r’ :,_\z__,:\«] CH:' 0,]
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... And More Questions

= Does tax expenditure information provided
together with budget outlays result in any
substantive adjustments?

- Sweden’s budget documents

= Regarding forecasting of tax expenditures,
. Should forecasts cover the same timeframe as
multi-year spending plans?

.Which department is responsible for the forecasts?
Produced with what kind of database and -
modeling?

e
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INTERGOVERNMENTAL TRANSFERS AND DECENTRALISED PUBLIC SPENDING
BY

DANIEL BERGVALL, CLAIRE CHARBIT, DIRK-JAN KRAAN AND OLAF MERK"

Intergovernmental grants are used in many countries to finance sub-national spending and to
implement national policies. However, the governance of grants is complex, and practices vary widely
across OECD countries. The aim of this article is to provide a study of grant design that will be useful
to policy makers. The article attempts to integrate both theoretical and empirical insights from the
fiscal federalism literature as well as information obtained directly from practitioners concerning their
experiences with the implementation of different types of grants. A typology of grant is presented, as
well as an overview of the purposes of grants. The article concludes with some principles of grant
design and implementation issues.

Daniel Bergvall and Dirk-Jan Kraan are Project Managers in the Budgeting and Public Expenditures Division of
the Public Governance and Territorial Development Directorate, OECD. Claire Charbit is Administrator and
Olaf Merk is Project Manager in the Regional Competitiveness and Governance Division of the same
Directorate. The authors would like to thank Tim Goodspeed, Professor of Economics, Hunter College of the
City University of New York, United States, for his contribution.
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1. Introduction

The most important resources of sub-national government are tax revenue and intergovemmentaf
grants. The issue of the efficiency of different types of sub-national taxation was explored in the 2004
meeting of the OECD Network on Fiscal Relations across Levels of Government and will be analysed
further in another paper. In this paper the focus will be on grants.

Intergovernmental grants are used in many countries to finance sub-national spending and implement
national policies. However, the governance of grants is complex, and practices vary widely across OECD
member countries. The aim of this paper is to provide a study of grant design that will be useful to policy
makers. For the purpose of this paper a grant is defined as a transfer from central government to a sub-
national government. Central government and sub-national governments are defined in accordance with the
standard definitions of the national accounts as in SNA 1993 (CEC, 1993).

The paper attempts to integrate both theoretical and empirical insights from the fiscal federalism
literature, as well as information obtained directly from practitioners concerning their experiences with the
implementation of different types of grants. For the latter purpose a group of experts from OECD countries
was convened and asked to provide case studies about various types of grants. Many of the examples in
this paper come from these case studies. This paper also makes use of the answers given by the members
of the Network on Fiscal Relations across Levels of Government to a statistical questionnaire distributed at
the beginning of 2005, together with a follow-up of that questionnaire in late 2005 and early 2006, and in
particular, the answers to the section on grants.

The main findings of the research can be summarised as foliows:

o Although there are important differences between countries, the most common way of
transferring resources from central to sub-national government is through earmarked grants
(according to the data provided by member countries of the network in response to the statistical

guestionnaire).

o Grants are used for the purposes of financing and subsidisatien of services and for equalisation of
tax or service capacity.

¢ An important cause of inefficiency in many countries is the use of the same grant for various
purposes, for instance, subsidisation grants that simultaneously attempt to equalise, or financing
grants that simultaneously attempt to subsidise.

e  Grant reform is a gradual process. The guidelines developed in this paper should therefore not be
seen as a prescriptive blueprint. Grant reforms can constitute improvements even if they are not
yet fully in accordance with the guidelines.

e Non-carmarked grants are usually more efficient instrumenis for financing purposes than
earmarked grants, Nevertheless, there are some cases where earmarked grants can be used in an
efficient way for financing sub-national services. Such cases are paricularly likely to occur with
temporary risk-sharing and co-operation projects or programmes. Ii. the latter case, earmarked
discretionary grants can be used to co-fund projects. This makes it pessible to provide guidance

1 OECD Experts Meeting on Intergovernmental Grants, Siena, ltaly, 18-19 April 2005, under the auspices of
the Fondazione Monte Dei Paschi Di Siena, the Province of Siena, the OECD Working Party of Senior
Budget Officials, and the Territorial Development Policy Committee of the 0ECD.



to sub-national decision makers in cases of expenditures that are difficull to target on the basis of
predetermined critcria.

» Equalisation aims at a more equitable distribution of tax capacity and service capacity, but is
fact often based on indicators of actual tax revenue and actual spending. The latter practice
creates incentives to decrease tax rates and to increase spending and consequently interferes
unnecessarily with the competence of sub-national government to set tax rates and spending
levels as it sees fit. Capacity indicators, on the other hand, measure the size of the tax base and
spending needs, independently from actual tax revenues or spending. *

The paper is structured around the following questions:

e What does the statistical data tell us about the different types of grants that countries can choose
from? {(section 2)

e  What are the basic principles of grant design?® How does grant design deal with concrete
problems? How can problems arising during the implementation phase be solved? (section 3)

Concluding remarks are developed at the end of the paper in section 4.
2. Types of grants and their uses

2.1. Fiscal autonomy and fiscal decentralisation

Intergovernmental grants are one of the revenue sources of sub-national governments. This section
aims to explore the empirical significance of this revenue source. First, the role of grants in sub-national
public finance in general will be examined. Second, a typology of grants will be presented. Thid, the
choices of countries will be presented through the actual patterns of grant use as they appear in the
statistical data. The findings presented in this section are mainly based on the results of the OECD
questionnaire that was distributed at the beginning of 2005.

Grants are an important source of revenue for sub-national governments, complementing their own
revenues which include revenues from direct and indirect taxation and non-tax revenues (fees, rents,
interest, etc.). The fiscal autonomy of sub-national governments, defined as the share of their own revenues
in the total revenue of sub-national government, varies widely among OECD countries. Furthermore, there
does not seem to be a relation between fiscal autonomy and fiscal decentralisation (defined as the share of
sub-national expenditure in total general government expenditure’, see Figure 1). It would also appear that
the constitutional framework of government in a country — federal® or unitary — has little impact on the
extent of fiscal autonomy or fiscal decentralisation.

2 This paper will not present institutional specificities of decentralisation in each country. Even if this aspect
is important for understanding the choices made in each country, this theme is beyond the scope of this
paper, which is devoted to the design of grants and their implementation.

3 Total sub-national expenditure amounts to total consolidated expenditure by sub-national governmeiits
{with transfers between levels of government netted out).

4 A federal country is a country in which the constitution guarantees the competences of the highest level of
sub-national government and provides sub-national authorities with an appeal to the courts in case of
infringement upon those competences.



Figure 1. Indicators of fiscal decentralisation in OECD countries

Sub-national governments’ share in general government revenues and expenditures in 2003 (percentages)
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Source: QECD, National Accounts.

The gap between sub-national tax and expenditure shares has widened in the last twenty years. While
in most countries the share of sub-national expenditures has increased, sub-national taxing power declined
or remained stable (Figure 2). Accordingly, the dependence of sub-national governments on grants has
increased. Fiscal decentralisation has led to increased sub-national responsibilities in the area of spending,
while at the same time sub-national governments have become more dependent on central governments for
their resources.

Figure 2. Changes in the share of sub-national government contributions in total public revenues and
expenditures between 1995 and 2003

Changes expressed in percentage points
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The growth of sub-national expenditure needs in combination with insufficient sub-national tax bases
and the unwillingness of central governments to increase the size of sub-national tax bases {vertical
imbalance) are not the only reasons why grants have become an important part of sub-national revenue. A
substantial share of grants is also the result of disparities in tax bases or financial needs between
Jurisdictions that central governments want to correct (horizontal imbalances). Finally, a sizeable



proportion of grants are due fo central government imposition of service delivery requirements or central
government encouragement of sub-national spending through financial incentives. In these cases, the
grants are directly related to the initiative of central government concerning service provision by the sub-
national governments,

2.2. A typology of grants
This paper uses the typology of grants indicated in Figure 3. This typology is largely identical to the
one developed by the Council of Europe (2004). However, the proposed definitions sometimes differ in

detail. As will be discussed in section 3, the typology is based on criteria thal are important for grant
design.

Figure 3. Types of grants

General purpose grant
Mandatary (

"~ Block grant
’Non-earmarked —
" Dlscretianary
Non-matching grant
Grants Mandatory <
\ Matching grant
Earmarked
T Discretlonary

2.2.1. Earmarked and non-carmarked grants

Grants can be either earmarked or non-earmarked. An earmarked grant is a grant that is given under
the condition that it can only be used for a specific purpose. Non-earmarked grants can be spent as if they
were the receiving sub-national government’s own (non-earmarked) tax revenues.

2.2.2. Mandatory and discretionary grants

Both earmarked and non-earmarked grants can be either mandatory or discretionary. Mandatory
grants (entitlements) are legal, rules-based obligations for the government that issues the grant. This
requires that both the size of the grant and the conditions under which it is given be laid down in a statute
or executive decree and that these conditions be both necessary and sufficient. Typically. sub-national
governments can also appeal to a court or administrative judicial authority in order to obtain the grant.
Most grants that are given to sub-national governments on a regular basis are mandatory. The size of
discretionary grants, and the conditions under which they are given, are on the other hand not determined
by rules but decided on an ad hoc, discretionary basis. Discretionary grants are often temporary in nature
and include, for example, grants for specific infrastructural projécts or emergency aid to a disaster area.

2.2.3. Matching and non-matching grants
Earmarked mandatory grants can be matching or non-matching. Matching grants complement sub-

national contributions. Matching grants are dependent on normative or actual spending for services® for
which the grants are carmarked or on local revenue collection related to these services,

5 Throughout this paper the term “services” is used for the outputs of government, regardless of whether
these concern immaterial goods (services in a narrow sense) or material goods.



In particular, matching grants may be dependent on:

e  Norm costs per unit of service, or norm budget (norm costs times norm volume) per programme
of services; or

e Actual costs per unit of service or actual costs (actual costs times actual volume) per programine
of services; or

e  Revenues from fees or earmarked levies raised by sub-national government to cover the costs of
the programme of services.

If the grants are based on norm costs pet unit of service, the grant cannot exceed a fixed sum per unit.
From the perspective of the grantor there is a fixed money ceiling per unit of the grant. Similarly, if the
grant is based on a norm budget for the entire programme (total cost of services), then it cannot exceed a
fixed absolute sum for the programme. This amounts to a fixed money ceiling for the prograrmite as a
whole (the grant can then be called a “close-ended grant™).

All mandatory earmarked grants that are not given complementary to sub-national contributions are
non-matching. Note that mandatory earmarked grants may also be dependent on contingencies other than
sub-national contributions, for instance on local circumstances or performance indicators. In such cases,
the grants are considered as non-matching. The decisive question is whether the decrease in sub-national
spending would automatically lead to a decrease in the grant (this would not be the case if the grant were
dependent on a performance indicator, because performance is not automatically dependent on sub-
national spending).

One special case worth mentioning is when a mandatory earmarked grant is dependent on normative
or actual spending or on revenue collections related to the service but is not given complementary to sub-
national contributions.® This is the case when an earmarked mandatory grant covers 100% of the service
(cost-covering grants). Because the central government covers the entire bill and there is no mandatory
financial contribution from sub-national government, this type of grant is classified as a non-matching
grant.

Sometimes discretionary grants are given under the condition that sub-national governments also
contribute to the project or programme. These grants will be called co-funding grants. They are not
incinded in the definition of matching grants. The background is that a matching grant is by definition
mandatory and thus creates a permanent incentive for increased provision. A discretionary grant is ad hoc
and does not create a permanent incentive (the co-funding contribution is limited to a concrete project or
programme).

2.2.4. General purpose and block grants

Non-earmarked mandatory transfers can be general purpose or block grants. Both types are similar in
that they increase the sub-national governments’ revenue without changing relative prices in the provision
of services. The difference is that a block grant is given by the grantor for a specific purpose (or purposes).
However, since the grant is not earmarked, the grantee’s actual use of the grant is not controlled. Instead,
the output could be regulated through, for example, a set minimum standard that the sub-national
government would have to provide. In this case, resources are transferred in the form of a grant to the sub-
national governmenis to cover all or part of the cost for certain sub-national services. The criteria used to

6 Note that a non-matching grant can either be independent of service costs or revenues collected or
dependent on service costs, but 100% cost-covering.



calculate the level and distribution of the grant are usually connected to the normative cost of providing the
goods or services for the sector as a whole, using variables that a specific sub-national government cannot
directly control. The rationale for this type of grant is to improve efficiency in the use of resources at sub-
national level, whereas the activity is financed, in part or fully, by the central government. If a sub-national
unit is able to perform the activity at lower than normative costs, the grant will not be reduced for that unit
as a consequence, thereby giving the sub-national government an incentive to fully explore the advantages
of decentralised service provision. This kind of grant can be a means of moving away from earmarked

grants.
.

Although non-earmarked grants are generally perceived by the grantors as transfers with no strings
attached, one could argue that there are sometimes indirect strings attached. For instance, the central
government may impose national minimum standards for service delivery and provide general purpose
grants to finance the services partly or entirely. However, since these legal requirements are independent
from the grant entitlement, they do not change the character of the grants as non-earmarked.

2.2.5. Capital versus current grants

Earmarked grants may be current or capital expenditures. The distinction is made in accordance with
the national accounts. Note that in the national accounts non-earmarked grants are assumed to be current
expenditures (although they may be used for investments).

2.3. Countries’ decisions concerning the use of different types of grants

To get a picture of how countries actualty use different types of grants, a questiontnaire was sent 1o
OECD member countries through the Network on Fiscal Relations across Levels of Government during the
spring of 2005. The questionnaire was also sent to non-members of the network through the OECD
Working Party of Senior Budget Officials. An updated version of the questionnaire was sent out*in late
2005 to improve the quality of the answers. The following part of this section is, to a large extent, based on
the results of these surveys.

The data provide an overview of the extent to which sub-national governments are dependent on
grants 1o finance their activities, the size of the transfers and the choices countries make concerning the
transfer of resources. The data reveal a great deal of variation in the approaches countries have adopted.

The two main revenue sources for sub-national governments are taxes and grants. (Other revenues,
such as user fees, generally play a less important role in financing sub-national services.) Of the two main
sources of revenue, taxes are the main source of sub-national income, although the use of taxes and grants
for financing sub-national governments varies among countries. In the sample, grants represent almost
40% of total tax and grant revenue for states, regions and provinces. For the tocal government sector,
grants amount to just over 40% of total revenue from taxes and grants.

Figures 4 and 57 show state and loca! revenue from taxes and grants. As can be seen, the size of grant
financing varies between countries. States receive on average 4.3% of GDP in grants, ranging from 1.8%
of GDP in Belgium to 8.3% of GDP in Mexico. Grants to states in Mexico correspond to 95% of total
revenue from taxes and grants, compared to 10% in Belgium. :

7. It should be noted that Figures 4 and 5 cannot be added to get total transfers from central to sub-national
governments, because that would require a consolidation of transfers between state and local level, which

are not available.



Figure 4. State revenue from grants and taxes in federal countries (2003)

Per cent of GDP
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Note: D ta for Australia and Haly are from 2002. Grants for Mexico are for both state and local jevel of government.

Sources: National sources and OECD Revenue Statistics 1965-2004, 2005 edition,

For the local government sector, differences are even larger, ranging from Australian Jocal
governments which receive 0.3% of GDP, to Polish and Danish local governments which receive 13% and
12.1% respectively. ‘The importance of grants as a source of finance for Jocal governments also differs to a
large extent. The percentage of grants in Denmark (12.1% of GDP) corresponds to just over 40% of local
government revenue from laxes and grants. In the Netherlands, also a country with large grants to local
governments, the percentage of grants (11% of GDP) represents almost 90% of local government revenue
from taxes and grants.

Figure 5. Local government revenue from grants and taxes (2003)
Per cent of GDP
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Nete: Data for Austraiia and Haly are from 2002, Data for Greece, Netherlands, Poland and Porlugal are for 2003.



Sources: National sources and OECD Revenue Statistics 1965-2004, 2005 edition.

Sub-national governments receive grants from various sources. Table | shows g-ant flows fo states
and local jurisdictions from different sectors as a per cent of total grants. The central government is by far
the most important source of grant revenue for both states and local jurisdictions. States receive on average
over 85% of their grants from the central government, varying from almost 70% in Austria to 100% in
Australia and Mexico. :

The picture is more varied at the local level, with on average over 70% of its grants from the central
government. Canada and Switzerland receive 0.4% and 0.2% of all grants from the cen'ral government
level whereas the Netherlands and Norway receive 100% of all grants from the central government level.
Almost half of the countries report that their local government levels receive 100%, or almo:t 100%, from
the central government.

In countries with a state level of government, the state is usually an important grantor fur the local
level of government. This is the case especially in Canada and Germany with almost 100%) of local
government grant receipts from the state level. International or supranational bodies are in general not an
important grantor, except in Portugal, with 19% of total grant revenue for local governments. The German
and the Italian state levels of government also receive notable amounts from international or supranational
sources. Grants from social security funds mainly occur in Austria (both state and local level of
government) and Hungary.

Some countries have horizontal transfer schemes. This is the case for Austria, Belgium and
Switzerland at the state level of government, and for the local level primarily in Austria, Korea and
Switzerland.

1
]

Table 1. Receipts of grants by issuing sub-sector (2004)

Per cent of total grants, unconsolidated

Per cent issued by
of total Central State, Local International/ Social Total
tax government region, government supranational security
revenue etc. organisation fund
States
Australia® 9.8 100.0 0.0 0.0 0.0 0.0 100.0
Austria 11.5 69.4 5.1 38 0.6 21.1 100.0
Beigium 39 81.3 13.9 36 1.0 0.1 100.0
Canada 8.0 9.8 0.0 0.2 0.0 0.0 100.0
Germany 59 79.0 0.0 14.7 6.4 0.0 100.0
italy® 12.7 948 0.0 0.0 5.2 0.0 100.0
Mexico® 43.4 100.0 0.0 0.0 0.0 0.0 100.0
Spain 14.0 7.7 6.0 18.7 0.0 56 100.0
Switzerland 16.1 737 56 20.7 0.0 0.0 100.0
Average 14.0 86.2 2.7 86 15 3.0 100.0
Local jurisdictions

Australia® 1.1 67.2 32.8 0.0 0.0 0.0 100.0
Austria 38 482 16.1 12.7 0.3 217 100.0
Belgium 7.1 26.4 73.3 0.0 0.0 03 100.0
Canada 85 04 99.6 0.0 0.0 0.0 100.0
Czech
Republic 12.4 99.1 0.0 0.0 0.9 0.0 100.0
Denmark 250 99.7 0.0 0.0 0.3 0.0 100.0
Fintand 12.1 98.5 0.0 0.0 15 0.0 100.0
France 86 97.0 0.0 00 3.0 0.0 100.0
Germany 7.0 1.4 98.4 0.0 0.0 02 100.0



Greece” 4.1 0.0
Hungary . 16.7 30 1000
Iceland 1.9 - 0.0 ‘ __‘100._0
ltaly® 64 ORI i 1 21000
Korea 344 17.4 i 1.00&0
Netherlands® 28.3 LBp “.100.0 .
Norwa){’ 11.3 . 100.0
Poland - 379 ok 1&0
Portugal® 7.9 100.0
Spain 5.5 160.0
Sweden 94 00 ) 100.0
Switzerlarid” 7.2 SN & i Ao
Turkey 15.8 0.0 100.0
Average 12.4 248 <1000 .

100.0

Notes: a: 2002 data; b: 2003 data; ¢: Including grants to local governments.
Sources: National sources and OECD Revenue Statistics 19652004, 2005 edition.

The data show that countries use grants in different ways. On average, earmarked transfers dominate
with more than approximately 55% for both the state and the local level of government (see Table 2). The
picture differs substantially between countries. The Australian state level of government receives just over
10% of its grants non-carmarked, while in Spain more than 85% of the grants are earmarked. For Australia

the picture is completely the reverse at the local level, with over 80% of grants non-earmarked.

Earmarked grants are mainly matching, particularly so in Austria, Belgium, Mexico and Switzerland
for the state level of government, and for Belgium, the Netherlands and Switzerland for the local level of

government.
Table 2. Receipts of earmarked and non-earmarked grants
Per cent of total grants
Earmarked grants Non-earmarked grants
Australia® 87.5
Austria 79.8
Belgium 94.0
Canada - 188
Ttaly® 286
Meaxico® 582
Spain 148
Switzerland 778
_Average 57.5
Austratia® 17.2
Belgium 95.9
Canada 987
Czech Republic 100.0
Denmark 698 .
Finland g2
Frange ST
Greece® ' 100.0
Hungary 569"
lcefand 21.0
Haly® 786
Korea 27.7
Netherlangds” 70.0:
Norway 44.9
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Poland® _ 295 70.5 100.0
Portugal” 1.4 88.6 100.0
Spain 33.8 66.2 160.0
Sweden 28.7 713 100.C
Switzerland 80.4 19.6 . 1000
Turkey 77.3 22.7 100.0
Average. B 458 100.0

Notes: a: 2002 data; b: 2003 data; c: Including grants to local governments.

Sources: National sources and OECD Revenue Stalistics 1965-2004, 2005 edition

Non-earmarked grants are mainly general purpose. Only a few countries use block grants, most

significantly Finland and Norway.

Table 3. Receipts of grants by type

Per cent of total grants

Earmarked Non-earmarked Total
Mandatory Discretionary Mandatory Discre-
o tionary
Matching Non-matching
Current Capital  Current Capital Current Capital General Block
purpose
States
Australia - - - - 76.4 11.2 88 - 3¢ 1000
Austria 57.0 1.8 20 18.4 08 12,56 0.2 7.5 1000
Belgium 67.2 10.9 14.7 1.0 0.1 6.0 - - 100.0
Canada - - 18.6 - - 81:4 - - 100.0
Italy® 47 47 10.6 8.7 714 - - 100.0
Mexico® 539 - - 53 408 - - 100:0
Spain 8.1 54 - - 0.9 0.5 85.2 - - 100.0
Switzerland B84.8 12.9 - - - - 22.2 - - 100.0
Average 314 45 4.4 2.9 11.8 2.6 41.0 - 14 1000
‘Liocal jurigdictions . . - ‘

Australia - - - - 171 01 82.8 - - 100.0
Austria 393 s 7.4 34.8 1.2 13.7 0.1 0.0 1000
Belgium 716 0.1 0.5 238 4.0 - - 100.0
Canada - - 1.4 4.3 - - 43 - - 100:0
Czech 100.0
Republic 12.4 - - 74.1 13.6 - - -

Denmark 66.6 05 26 0.0 30:2 - 0.0 -100:0
Finland 57 - - 1.8 1.6 16.3 74.0 06 1000
France 8.5 0.1 1.3 38 81.9° B4 - 100.0
Greece 613 38.7 - - - - - - - 100.0
Hungary 40.1 7.4 - - 3.8 5.6 ‘41,9 - 11 1000
{celand 3.0 8.4 8.5 3.1 79.0 - - 100.0
Italy® - - 394 36.1 245 - - 160:0
Korea 6.4 - ~ 112 10.2 £9.9 - 24 1000
Netherlands® 70.0 - - - - 30.0 - - 100.0
Norway 12.2 9.4 19 4 3.9 - 55.1 - 1000
Poland 24 1 5.4 - - - - . 708 - - 1060
Portugat - - - - 11.4 85.0 -~ 36  100.0
Spain 14.3 16.4 3.1 - - 66.2 - - 100.0
Sweden - - - - 0.7 28.1 71.3 - - 100.0
Switzerland 71.7 87 - - - - 10.6 - - 1000
Turkey - - - - 77.3 - - 227  100.0
Average R "
{unweighted): - 24,1 38 5.7 19 91, 99 377 15 1000

Notes: a: 2002 data; b: 2003 data; c: Including grants to local governments.
Sources: National sources and OECD Revenue Statistics 1965-2004, 2005 edition.
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The use of earmarked transfers for different functions varies. Genera! public services receive most
carmarked transfers, almost 25% of total earmarked grants. After that function, and in descending order,
come education, economic affairs, and social protection. In some countries, like Belgium and Italy,
earmarked transfers only exist in some areas, while in others carmarked transfers are more widely used. In
(he Czech Republic earmarked transfers exist for all functions, but with a heavy concentration in education.
In Sweden. earmarked transfers are also widespread, but with a concentration in health and in education.
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Table 4. Earmarked grants by function {2004)
Functional distribution according to the Classification of Function of Government ~ COFOG

Per cent of total earmarked grants

General Defence Public Economic  Environ- Housing Health Recreation, Education Sociat Other Total
public order affairs mental and culture, protection
services and protection community religion
safety amenities ) _
01 02 03 04 05 08 07 08 ) 09 10

Belgium - - 243 214 - - 01 - 253 289 - 100.0
Czech
Republic 9.3 0.0 0.5 6.0 0.3 7.5 22 07 54.3 17.7 14  100.0
Finiand 5.5 - 0.6 17.2 1.8 0.4 12.0 16.9 27.0 18.7 - 100.0
France 16.9 1.7 8.0 13.0 23 224 - 30.8 5.0 - - 1000
Greece 56.6 - - 18.9 56 56 - 7.2 - 6.1 - 1000
Italy® - 16.9 - - 40.6 38 - 37 - 7.0 - 1000
Norway 79.3 0.2 0.1 - 0.0 0.1 14.0 - 47 1.7 - 1000
Poland 31 35 16.2 4.4 8.9 55 10.8 52 17.9 246 - 100.0
Spain 42.4 — 02 35.4 0.6 3.2 4.7 0.9 2.5 10.0 - 1000
Sweden 35 1.1 0.0 8.2 38 - 56.3 - 291 - - 1000
Turkey 43.2 - - 14.2 19.1 222 - 08 - 05 - 100.0
Average

__{unweighted) 236 21 4.5 12.4 7.5 6.4 9.1 86 15.1 10.5 0.1 1000
a: 2002 data.

Sources. National sources and OECD Revenue Statistics 1965-2004, 2005 edition.
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3. Grant design and implementation issues

3.1. Objectives of grants

Central governments can have three objectives in providing grants to sub-national governments
{Oates, 1990);

s Financing sub-national services and investments: If the central government wants to control
sub-national taxation, it can constrain the local tax base and provide grants to sub-national units
with the objective of improving their general capacity to finance the provision of services.

¢ Subsidisation: When the sub-national provision of services has cross-boundary or spiilover
effects, sub-national decision making may not lead to the optimal nationwide provision of
services. If that is the case, the central government could affect sub-national provision by
subsidising the services.

e Equalisation: The central government may want to enable sub-national governments to provide
the same basic bundle of services with roughly the same tax effort. This often requires a
redistribution of resources to equalise tax capacity and/or service capacity.

In practice, grants often have various objectives at the same time. This can easily lead to
inefficiencies, when a single grant is used to accomplish several objectives simuitaneously. It is therefore
important that the objectives of the grants be clearly stated and that the grant design allows for a separation
of objectives and independent steering and control of grant characteristics that contribute to each of these
objectives.

Box 1. Grant reform in Switzerland

Switzerland formerly had a system in which equalisation between the different cantons was mostly achieved via
earmarked grants. in 2002, the amount of money devoted to financial equalisation was CHF 2.4 billion. Cnly part of
that amount {CHF 0.9 billion) came from the non-earmarked general purpose grant. the rest was collected via
earmarked grants and contributions to the social security system. This meant that specific purpose financing and
equalisation were often strictly tied together: financing, subsidisation and financial equalisation could not be carried out
independently. This posed considerable efficiency problems, especially because intergovernmental transfers play an
important role in Swiss public spending. Among other effects, the poorer cantons were usually the ones suffering most
from central government spending cuts, because almost all grants had equalising components. In the new grant
system, implemented in 2004, financing, subsidisation and equalisation are separated: no equalisation takes place by
means of the earmarked grants. Earmarked matching grants have largely been abolished. Earmarked non-matching
grants have been sharply reduced (from more than 50 to 17). All equalisation is carried out by the non-earmarked
grants and by horizontal grants (from rich to poor cantons). In this way, the instruments for financing, subsidisation and
equalisation can be controlled independently. Furthermore a number of perverse incentives have been removed from
the grant system.

3.2. Financing of sub-national services

Financing grants aim to provide sub-national governments with a source of revenue in addition to the
sub-national tax base. The central government may choose to provide financing grants, rather than to
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extend the sub-national tax base or tax-sharing arrangements.” either because of the distortionary effects of
sub-national taxes or the high administrative costs of sub-national tax collection, or because it wishes 1o
control sub-national spending. Furthermore, financing grants are perceived as necessary if the central
government imposes new programmes or extends the legal minimum standards of sub-national service
dclivery (the alternative being that sub-national jurisdictions would have to cut back on existing services or
increase lax rales, which is commonly seen as unfair or counterproductive).

As indicated in Figure 2, sub-national revenues have tended to decline in the OECD arca over the last
decades, so that sub-national governments have become more dependent on grants to finance their
services. In most countries, the taxing competences of sub-national governments are decided, or suhject to
approval, by the central government, and the choice between adjustment of the sub-national tax base and
grants is an important policy variabie at the central level of decision making. Some OECD countries have
opted to limit sub-national tax bases. For instance, in France municipal taxation has been curbed. The
choice between the extension of the sub-national tax base and general purpose grants is a subject that
merits separate treatment and is not addressed in this paper. It should be emphasised here, however, that
this choice is not only a matter of spending control” and/or the technical or allocative efficiency of sub-
national taxation. It is also a question of sub-national autonomy concerning the service level in general. H
sub-national jurisdictions are deprived of any substantial tax base. they will no longer be in a position to
vary the overall level of sub-national services. Of course, they can still vary the mix ol services financed
by general purpose grants. Allocative efficiency in the sense of equal marginal benefits remains possible in
the public domain, but marginal benefits in the public and private domains may diverge. However, since
allocative efficiency remains possible in the public sphere, the basic idea of decentralisation -- namely that
sub-national government is closer to the people and thus better informed about their needs and
preferences — is thus still entirely applicable. The minimum sub-national tax base required to avoid
divergence between marginal benefits in the public and private sectors equals the difference that would
exist between the costs of the lowest and highest average sub-national service levels if every jurisdiction
had a substantial tax basc.

The first aim of financing grants is to enable sub-national jurisdictions to finance a basic package of
services. Since the basic package should reflect sub-national preferences, it is in general not completely
uniform. Consequently, non-earmarked general purpose grants are required. In principle, earmarked grants
undermine alfocative and technical efficiency if used for this aim, because resources or efficiency gains
cannot be transferred to spending areas that constitute sub-national priorities. The grant should not extend
to “fringe benefits” that reflect additions to the basic package of services. The decision about what
constitules a variation in the basic package and what constitutes a fringe benefit has to be made at the
central level.

3. A tax share flowing from a tax-sharing arrangement is not a grant. A grant is fully determined by the
central government whereas tax sharing implies some degree of autonomy or co-decision on the part of
sub-national government with respect to the tax base or the tax rate.

9. Curbing the sub-national tax base can be an indirect means of spending control, but for this purpose there
are alternatives such as fiscal rules for sub-national governments and stability pacts. This topic has been
explored by the OECD Network on Fiscal Relations across Levels of Government.
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Box 2. Earmarked versus non-earmarked grants in the Nethertands, Sweden and the United Kingdom

Although the non-earmarked grant can be spent according to sub-national preferences, central governments
sometimes try to control it. Central governments may start by financing a certain activity with an earmarked grant, at
the same time promising to change the funding into a non-earmarked grant in a few years — hoping that by that time
sub-national governments will continue the existing spending pattern after the change. This has been the case in
Sweden, for example, with the financing of child care. In the United Kingdom and the Netherlands, the central
government has tried to reach an agreement with the sub-national governments to target the yearly increase of the
non-earmarked grant for central government priorities: education policy in the United Kingdom; health, education and
police in the Netherlands. Although policy co-ordination like this can be effective, it runs counter to the objective of a
non-earmarked grant to provide sub-national governments with a source of funding they can spend fraely.

Most countries that use general purpose grants to finance the basic service package of sub-national
jurisdictions use fixed distribution formulas, which are enacted in legislation or government regulation.
These formulas reflect the average or normative costs of the basic package (averaging out variations in the
basic package) and, in most cases, subtractions or additions following from tax and service capacity
equalisation.

In countries where the basic package of sub-national services is mostly financed by sub-national tax
revenue, there may be a relatively small general purpose grant that is intended to cover only administrative
costs. The number of criteria for distributing the grant will then be small and mainly related to the number
of inhabitants. In countries where the general purpose grant is supposed to cover a wide array of sub-
national responsibilities for imposed social spending, such as in Sweden, the number of cost-related criteria
(e.g. number of children, unemployed, immigrants, elderly people) will be large.

Box 3. Grants for administrative costs in the Czech Republic

The Czech Republic has over 6 000 municipalities in 13 regions. The central government provides a grant that
finances 60-80% of sub-national administrative costs. The grant aflocation was reformed for 2005 because the old
system was not consistent across municipalities, did not provide enough funds, and was not adjusted for inflation. The
new model uses a formula that places a 0.95 weight on population. While this is an improvement over the old system,
two probiems are likely to arise. First, administrative costs probably do not increase one-to-one with population so that
real administrative costs will not be reflected in the formula. It seems difficult to believe, for instance, that a town with a
population of 50 000 needs five times more money for administrative costs than a town of 10 000. Second, it gives the
municipality little incentive to economise on administrative costs.

A second aim of financing grants is to provide the resources needed to supply the service delivery
programmes imposed by central government or to reach imposed minimum standards for service delivery.
In general, imposed obligations do not necessarily have to be financed by central government. Again, the
government will have to choose between extending the sub-national tax base and using financing grants.
However, assuming that the choice between adjustment of the sub-national tax base and grants is made on
its own merits {(spending control, efficiency of sub-national taxation), new obligations generally have to be
financed by grants. Financing grants are generally based on average or normative service costs. If the grant
is non-earmarked, sub-national jurisdictions that are able to provide the service at less than average or
normative cost can use the profits for other purposes. If the grant is based on average costs, the profits are
temporary, because the average costs change when all jurisdictions become more efficient. If the grant is
based on normative costs, most jurisdictions will make profits after a certain period of time. Therefore
normative costs may have to be adjusted periodically. In principle, basing the grant on normative costs is
the preferable policy option (taking average costs assumes that the average costs provider is efficient).
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However, determining the normative costs is difficult for the central government because of asymmetric
information. Therefore, average costs are oflen used as a temporary proxy, particularly in the first few
years after new programmes or minimum standards have been imposed. Once the central government has
learned more about the cost structure of the service, it can, at a certain point, move to normative costs.

In general, financing grants {or imposed programmes or minimuin standards, like those for basic sub-
national services, should be given in the form of non-earmarked grants (general purpose or block grants).
This creates the best incentives for sub-national jurisdictions to seek opportunities for cost savings.
However, in the casc of newly imposed programmes or minimum standards, earmarked grants (non-
matching) sometimes cannot be avoided as a temporary solution. In some countries, periodical integration
operations can be observed in which earmarked grants are added to the general purpose grant. This requires
not only an increase of the general purpose grant but also an adjustment ot its distribution formula. Since i
is important to keep the distribution formula as simple as possible, this will often cause redistribution
effects between jurisdictions. In general, such operations can be conducted more casily if many carmarked
grants arc integrated at the same time. because then the redistribution effects as a consequence of
simplified distribution formuias will even out.

tn general, it is difficult to find good criteria for the distribution of financing grants {whether non-
earmarked or earmarked). Criteria used in distribution formulas may not reflect the real service costs and
may not give incentives to economise on costs. Population is often onc of the criteria used, and this can
make sense for the costs of publicly provided private goods that increase with the number of inhabitants.
However, r!his is not a good criterion for the costs of public goods which decrease with the number of
t
consumers,

The formulas used in financing grants often do not work in the most efficient way because they are
not based on normative or average costs per unit of service buf on costs per unit of production factor or
intermediate product. They thus affect the production process and prevent sub-national jurisdictions from
seeking the optimal combination of inputs.

Box 4. Austrian and Mexican grants for education

In Austria the central government gives earmarked non-matching grants to states for teachers’ salaries. The
states are responsible for recruiting teachers and negotiating teachers’ salaries, but the central government is
responsible for funding the salaries. The grant effectively reimburses the states for teachers’ salaries. This structure
creates two inefficient incentives for states. First, the state has an incentive to employ too many teachers. Second, the
state has an incentive to negotiate salaries that are too high. In both cases, the state bears only a small part of the cost
(its share of national taxes}. Austria recognised the problem and negotiated a national limit on the student-teacher ratio
in 2000. This limits the number of teachers that can be employed in a given state. According to Austrian state data, the
limit has been largely successful in controlling costs, as education spending in terms of euros per pupil was rising
rapidly before 2000 and has flattened off significantly since that time.

Mexico has a similar problem with respect to grants for education. Mexico gives states grants for education,
hased primarily on the number of teachers they employ. One difference with Austria is that salaries are negotiated
through a strong national teachers’ union. In addition, the large income inequalities in Mexico mean that spending per
pupil is unequal across states and is higher for wealthier states.

10. Pure private geods may exhibit economies of scale but even then total costs increase with the number of
consumers. Pure public goods (defined in the Samuelsonian sense of non-rivalry in consumption) exhibit
constant total cost (proportionally decreasing average costs and zerc marginal costs for the additional
consumer). For tmpure public goods that exhibit costs of congestion (local public goods), total costs
{defined as production costs plus congestion costs) may start to rise after a certain point.
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Since every distribution formula that takes differences in spending nceds into account is to some
extent subjective, it is an illusion to think that extensive fine-tuning will make the formula more effective.
In general, it will just make it more complex, less easy for the sub-national authorities and the general
public to understand and, as a result, less open to accountability. To facilitate accountability, a simple and
casily understandable distribution formula is preferable.

There is no essential difference (in the way they can be spent) between block grants and general
purpose grants, but new obligations are often financed by block grants for reasons of transparency.
However, overall transparency may deteriorate if there are many block grants. Therefore, it is
recommendable that established block grants that function appropriately be eventually integrated into the

formula of the general purpose grant,

Box 5. Financing social assistance in the Netherlands

The social assistance law was introduced in the Netherlands in 2004 to create incentives for municipalities to
reduce the number of pecple on social assistance. Before this reform the central government largely reimbursed
municipalilies for the social assistance benefits they paid. This procedure gave municipalities little incentive to
constrain expenditures. Since the reform was introduced, municipalities have borne the full responsibility for social
assistance and are reimbursed for the cost through a block grant. The level of the block grant is decided by
macroeconomic variables thal municipalities cannot control (if the general economic situation worsens it increases and
vice versa). The grant is no longer based on actual expenditures but, depending on the size of the municipality, on
sither a set of relevant criteria (large municipalities) or on historical cost data (small municipalities). The criteria used
for large municipalities give larger transfers to municipalities with higher levels of “risk” (low income, low education
level, migrants, regional unempioyment, etc.). If expenditures for social assistance are lower than the grant, the profits
can be used freely. This gives municipalities an incentive to move people off social assistance and into employment.

Central governments often feel the need to collect performance information about imposed
programmes of service provision or imposed minimum standards. This is particularly the case when the
financed services are seen as an instrument which is supposed to contribute to a more general central
government objective. In principle, performance information can be collected and used to improve the
imposed programme or the minimum standards in a process which is independent from the attributior. of
the financing grants, for instance, in periodical evaluations of the regulation that imposes the programmes
or in benchmarking exercises. However, central governments gencrally feel the need to link the monitoring
of performance closely to the grant attribution process (which is part of the annual budget cycle). A close
linkage is often considered necessary to make sure that funds are used as intended and that central
government authorities can be made accountable for the results obtained. If a close linkage is in place,
information about unsatisfactory results can be used not only to adjust the programme or the minimum
standards but also to adjust the financing grants themselves (for instance, by extending them to cover new
services or by limiting them and reallocating the funds).
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Box 6. Denmark: Block grant for improved old-age care

During the election campaign in Denmark in 2001 the government party proposed an increase in old-age care
spending of DKR one-half billion. The instrument of implementation was part of the annual agreement between the
central government and the municipalities. The purpose of the grant was to improve old-age care services, and the
agreement between the central government and the municipalities was that the grant should be spent to improve old-
age care. The new grant exhibits key features of a block grant. It was distributed among municipalities accordinggo the
demographic composition, and it was the government's expectation that the grant would cover the municipal cost of
the reform. Municipalities received the grant in 2002 and 2003 and after that it became a permanent annual addition to
the general purpose grant to municipalities. In 2004, a number of critics questioned whether the grant had actually
been spent according to its purpose. The use of non-earmarked grants is generally hard to trace, but calculations
showed that municipalities had actually spent the funds mostly on the purposes of the reform.

A further advantage of performance information is that it provides a good base from which to involve
local or regional actors, This can help in many ways, from obtaining local information on problems and
ideas for solutions, to giving local actors a stake in the outcome. If local governments have revenue-raising
power, co-funding grants linked to performance targets can help to obtain sub-national commitment to the
objectives set by the central government. Co-funding can be helpful in fostering responsible behaviour
since people will generally take better care of funds to which they have contributed themselves. The
European Performance Reserve scheme is an example of a co-funding grant linked to performance targets.

Box 7. The European Performance Reserve of the structural funds

The European Union has one of the most innovative performance funds. The EU Performance Reservk sets
aside 4% of resources (EUR 8.25 billion) to reward projects that achieved pre-defined goals. To gain access to these
additional reward funds, receiving governments are required to moniter and evaluate projects and achieve their pre-
defined goals.

The EU Performance Reserve Fund has made important contributions to capacity building and has led to the
adoption of good management practices. For example, as a result of the Fund certain regions incorporated monitoring
and evaluation methods into their projects for the first time. However, a number of problems have also been
associated with the Fund. For instance, since targets are set by the grant-receiving government, it has an incentive to
set easily achievable targets, and in fact a very large percentage of projects were awarded additional funds. The EU is
propasing new targets that are weli-defined and based on increases in GDP and employment, but member states have
complained that such objectives are too restrictive. Moreover, il is difficult to control for factors other than the project
that might be having an impact on employment or GDP. Nevertheless, the EU example shows that reward incentives
do work.

Cost-covering grants are sometimes used to finance imposed programmes. Since sub-national
governments may influence the service level, this might easily lead to overspending. Such grants should
only be used if cost and volume levels are fixed (norm budget financing) or bound by a ceiling. In such
cases, cost-covering grants would resemble block grants. However, block grants are often conditiongd on
the circumstances that cause the need for services, rather than on the normative service level itself.
Furthermore block grants are non-earmarked and thus contain better efficiency incentives. Therefore it
remains important to search for opportunities to teplace cost-covering grants by block grants.
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Box 8. Multi-year agreements in the United Kingdom, France and Italy

In the United Kingdom, public service agreements {PSAs) have been used to improve public service delivery
across government. PSAs are essentially targets for a period of four years, negotiated between spending departments
and the Treasury. [n the same vein, local service agreements are meant to improve the quality of decentralised public
services. The agreements are based on measurable outcomes and multi-year budgets, which facilitate planning.

France negotiates contracts for certain services with regional and municipal governments called state-region
planning contracts (CPER). They were created in 1982 and last seven years. The current contracts cover the period
2000-06. However, there are no legal consequences if the contract is not fulfilled. Because of budgetary problems, the
central government has recently reneged on some of the promised funds. This harms the credibility of the procedure.

in Italy, territorial pacts aim to stimulate territorial deveiopment through a bottom-up approach. The central
government negotiates programme contracts with regional partners. These contracts include grants for infrastructure
investments and incentives for companies to undertake integrated projects in the fields of industry, agro-industry,
services and tourism.

In practice, volatility of non-earmarked grants is a major concern for sub-national authorities. Since,
in most OECD countries, non-carmarked grants constitute a considerable share of sub-national revenue,
predictability of these grants is essential for planning purposes. For a separate jurisdiction, predictability
depends on two clements: first, the predictability of the total non-earmarked grant that is available for all
jurisdictions; and second, the predictability of the distribution of the grant over the separate jurisdictions.

The total annual amount of a non-carmarked grant can be based on certain rules (formulas) or on a
discretionary decision. The discretionary method is not per se less predictable: it can, for example, take the
form of a long-term agreement with sub-national governments. One problem is that agreements may be
terminable or conditional upon external circumstances. This might imply that renegotiation has to take
place as soon as the budgetary perspectives worsen or ameliorate, which introduces unpredictable patterns.

Rules-based systems, although more objective, can turn out to be quite volatile and unpredictable over
a longer period of time. In many countries the total amount of the grant is linked to (a part of) the national
revenues or the national budget. For example, the rule may be that a certain percentage of revenues from
the value-added tax be designated for sub-national governments, as is the case in Germany. When the total
amount of the non-earmarked grant is linked to a part of the tax base, the central government has an
incentive to expand other parts of the tax base in order to be able to keep more of the revenues at the
central level. Linking the level of the non-earmarked grant to total central government revenues (or
expenditures) will generate less undesirable incentives. However, the precise definition of the concept of
total revenues or total expenditures could become the subject of debate. The sub-national governments will
prefer a definition that favours them; the central government may prefer another definition. In 2003, for
example, the central government in the Netherlands changed the definition of the total expenditures
concept to which the non-earmarked grant was linked (excluding interest payments), in the expectation that
this would reduce the non-earmarked general purpose grant.

All formulas can result in volatile outcomes. The development of a non-earmarked grant is usually not
very stable. Annual fluctuations of the total general purpose grant can be as high as 35% (as was the case
in Greece in 1998). Grant increases can usually be accommodated by sub-national governments (although
they may result in inefficient spending, especially if grants cannot be carried over to subsequent budget
years as is the case in Mexico, for instance). Downward adjustments are more problematic, especially if
they are large. The total non-earmarked grant in Canada, for example, decreased in 2004 by 13%. For
separate jurisdictions, volatility can work out to be even more extreme (because of simultaneous volatility
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of distribution): the province of British Columbia suffered a decrease in the non-carmarked grant of more
than 50% in the same ycar.

Fluctuations of this kind can only be anticipated to a certain extent. In the Netherlands, there is an
average difference of a few percentage points between forecasts and actual total grants. The difference
between forecasts and actual total grants in Canada in 2003 was 14.3%, with differences for individual
provinces as large as —76% (Saskatchewan) and —149% (British Columbia).

Central government behaviour can also compromise predictability for sub-national jurisdictions. This
is the case, for instance, in Turkey where the debts incurred by sub-national governments can be deducted
from the non-carmarked grants they receive,

Box 9. Predictability of municipal income: The tax-dependent general purpose grant in Turkey

An important part of the revenues of municipalities in Turkey consists of a general purpose grant linked fo central
government tax revenues: municipalities get 6% of the total tax revenues. On average, this makes up 50% of the
municipal revenues, but for some municipalities this percentage can be as high as 70%. Municipalities are free to
spend the grant as they see fit. The grant is distributed to municipalities on the basis of the size of their populations
and paid on a monthly basis via the Bank of Provinces.

This grant provides mosl municipalities with a simple and predictable source of revenue, even though the centrat
tax revenues are subject to cyclical effects and are not always predictable. For some municipalities, however, the
revenue shares are less predictable due to the system of debt reduction. The Bank of Provinces can deduct a
municipality's outstanding debt to the central government from its grant parcel. Municipalities can incur these debts
because they do not always pay the compulsory contribution to the central government for pensions, income tax, etc.
In addition, some municipalities borrow from the Bank of Provinces, but do not always pay back in time. This deduction
may be so substantial that nothing much is left from the municipal grant parcel. in some cases, large municipalities lost
nearly half of their grant parcel due to this deduction. The deduction is an arbitrary decision by central government,
which makes the general purpose grant an unpredictable revenue source for certain municipalities. The system could
be improved if the cenfral government would agree to negotiate with the indebted municipalities on payment plans.

Source: Sagbas and Bagdigen, 2003.

The fluciuations in general purpose grants may have pro-cyclical effects. This may be undesirable
from a macroeconomic perspective and might involve financial risks for sub-national governments: during
recessions the non-earmarked grant might decline, whereas the need for social assistance would rise.
Solutions that have been proposed in Canada to smooth the cyclical effects in tax-linked general purpose
grants include using moving averages and reducing time lags in the feedback of actualisation data into the
projections.

Conclusions on the efficiency of financing grants

If the central government wants to control sub-national taxation, it can limit the sub-national tax base
and provide grants to finance imposed programmes or minimum standards and basic sub-national services.
Non-earmarked general purpose and block grants are the most efficient instruments to finance sub-national
services. However, earmarked discretionary grants are a good instrument for the co-funding of temporary
projects or programmes if the commitment of sub-national authorities to performance targets is sought. In
the case of newly imposed programmes or minimum standards, earmarked non-matching grants cannot be
entirely avoided (in the initial stage).
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3.3. Subsidisation

Subsidising grants aim to compensate for spillover effects. From an economic point of view, spillover
effects are external effects or discrepancies between the tax prices paid by citizen-consumers and the
benefits from the services financed by those taxes."

Box 10, Matching grants in the United States

Matching grants only provide a positive incentive for service provision, if the grants are paid on condition that the
services are aclually provided. This was not the case when the US federal government paid matching grants to the
states for Medicaid services in the 1980s. In 1986, West Virginia did not have state funds to pay hospitals for Medicaid
services and thus could not draw federal Medicaid matching dollars. Hospitals helped by “donating” money to the state.
The state then immediately paid back the hospitals with the acquired matching funds. Thus, West Virginia was able to
receive the federal match, without in fact having to spend any state dollars {Coughlin and Zuckerman, 2002). The
same principle underlies the provider tax programmes, in which states coilect tax revenues from providers, often
hospitals, to use these funds as the state share for making Medicaid payments. In both cases the amount actually
spent on medical services was lower than the grant plus the state share. Congress restricted the use of these schemes
in 1991, but afterwards many states turned to intergovernmental transfer programmes {IGTs) which, since then, have
led to similar problems.

Traditional grant theory recommends earmarked, matching grants to internalise positive spillover
effects.'”” A matching grant alters the relative price of a service at sub-national level. If the tax price is
lowered and if demand is downward sloping so that the lower tax price stimulates spending, provision of
that service will increase. Because of the price effect, it is generally cheaper for the central government to
stimulate a unit of spending on a sub-pational service through a matching grant than through a non-
matching grant. While both matching and non-matching grants stimulate spending by effectively
increasing a community’s income (or ability to spend), the matching grant provides an extra stimulus
through the lower tax price while a non-matching grant does not (the matching grant has an income effect
and a price effect, a non-matching grant only has an income effect).

A number of researchers have attempted to estimate the impact of matching and non-matching grants
on decentralised spending. When the sub-national government has the power to raise its own taxes to
increase spending, one would expect that a non-matching grant would be equivalent to the increase of
income of the citizens of the sub-national government. However, widely duplicated empirical research
commonly finds that one currency unit of non-matching grant money stimulated much more public
spending than one currency unit of average private income." This has been dubbed the “fly-paper” effect
because grant money tends to stick to the local politician’s hands rather than returning to the local

11 Spillover effects of services should be distinguished from “fiscal externalities™ flowing from tax incidence.
In the latter case, outsider non-beneficiaries pay for the services of inside beneficiaries (tax exporting). Tax
exporting lowers the price of sub-national services and leads to overprovision at the local level, for instance
the taxing of tourists for the use of local assets (McLure, 1967). Grants are, in general, not a suitable
instrument to remove this externality.

12. Given that externalities result in non-optimal tax prices faced by decentralised governments, a natural
solution is to follow the Pigouvian prescription for solving externalities and change the tax prices faced by
decentralised governments so that tax prices reflect resource costs including any external costs or benefits.

13, Perhaps the most widely cited early study is that of Gramlich and Galper (1973), though many studies
followed. A typical study finds that an additional currency unit of average private income stimulates
0.16 currency unit of additional spending, while an additional currency unit of non-matching grant
generates about 0.40 currency unit of additional public spending. '
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taxpayer.'* The existence of the fly-paper effect does not contradict the central conclusion of traditional
grant theory that earmarked matching grants are more effective in stimulating spending than carmarked
non-matching granis.

Spillovers vary with respect to their reach. Some may affect the nation as a whole and others mainly
affect neighbouring communities. National spillovers may occur, for example, n research and
development, health, infrastructure and tourist attractions of national importance. Regional spillovers may
apply to cultural services that attract a regional audience or educational establishments that recruit students
from the region.

Farmarked matching grants can be efficient instruments to internalise national spillovers, but not to
internalise regional spillovers, as they force the national taxpayer to pay for services that only benefit sub-
national taxpayers. Regional spillovers often occur because the appropriate size of sub-national
jurisdictions is different for different services, making it hard to create optimal jurisdictions. One way to
solve the regional spillover problem is to increase the size of sub-national jurisdictions so that they can
provide a larger bundle of services. Another way to internalise regional spillover effects is to charge non-
residents for the use of services. This requires excludability.”” A third way is to facilitate or imposc
interjurisdictional fiscal contracts. Voluntary contracts are preferable, but in general such agreements have
to be supported by regulatory instruments at the national level, because jurisdictions that benefit from
positive spillover effects may lack incentives to contribute (free riders). It contracts can be imposed.
voluntary contracts will arise more easily than otherwise.

Grants can be designed (o encourage co-operation between sub-national units of government, as
demonstrated by the LEADER programme of the EU and the French support for intermunicipal co-
operation.

14, The fly-paper effect can only be explained by studying the collective decision-making process in the sub-
national government. While the traditional median voter model of sub-national democracy would predict
an equal reaction to an increase of average private income and a non-matching grant (Bradford and Oates,
1971), the fly-paper effect has been explained by a number of alternative models, for instance modeis in
which sub-national bureaucrats get political credit for increasing service levels without increasing taxes
and voters are unaware of the source of the funds.

L5, A service is excludable if it is technically and economically possible to exact a price for accession to the
service.



Box 11. The EU LEADER Programme and French support for cc-operation

The LEADER (Liaison Entre Activités du Développement de I'Economie Rurale) Programme of the European
Unicn aims to bring an integrative approach to rural development. It attempts to use subsidies to encourage public-
private and intergovernmental co-operation and private initiative in a particular geographic area encompassing many
municipalities through innovative multi-sectoral projects. It has gone through three stages: LEADER | which started in
1991, LEADER |l which was carried out from 1994-99, and the current LEADER +, from 2000-06.

Intermunicipal co-operation has been and remains an important element of most national programmes. This is
especially true in France where there are more than 36 000 municipalities and where mergers are resisted by local
politicians and citizens and are not promoted by the central government. In order to increase the scale of tocal service
provision, the French authorities have favoured the use of incentives to encourage co-operation. These incentives
were systematised in 1999 with central support for "structures & fiscalité propre” (intermunicipal structures with their
own tax), even if other types of intermunicipal structures remain. The principle is the following: the intermunicipal
bodies continue to be voluntary structures; the parent communes have 10 years to progressively converge towards the
same business tax rate (the most important local tax) and the “losers" in this converging process receive
compensatory payments; the tax rate is decided by the intermunicipal body which will also directly receive the tax
revenue. In order to stimulate local authorities to participate in these structures, the French government pays a
supplementary grant to the EPCI (établissements publics de coopération intercommunale) in addition to the general
purpose grant to all sub-national levels, the DGF (dotation globale de fonctionnement). This supplement is called the
“dotation d'intercommunalité” (intermunicipal grant), and its size depends upon the type of EPCI. Six years after the
launch of this new programme, 84% of the French population lives in an area covered by an EPCI with its own tax
revenue {88% of French municipalities are located in these areas).

Matching grants are not necessarily open-ended. The central government may fix the norm cost of the
service it wants to subsidise, in which case the price component of the grant is not open-ended. The central
government may also fix the quantity of the service it wants to subsidise, in which case the volume
component of the grant is not open-ended. In the latter case, the central government may either maintain
the per unit character of the grant, in which case the grant is a variable sum with a fixed ceiling, or it may
give the grant as a lump sum, in which case the grant is independent of the number of units that are
actually provided, but still dependent on sub-national matching of resources,

A specific type of externality that could be internalised by a matching grant is the “information
externality” that has figured in valuable experiments conducted by a number of sub-national governments
(Oates, 1999). Various types of institutional innovation that can be applied nationwide originate in
individual sub-national jurisdictions (in environmental policy, social security policy, etc.). The knowledge
provided by such experiments travels relatively fast and is not costly for other jurisdictions. As is usnal in
innovation theory, the innovator pays for the others, but in this case it is impossible to protect the
institutional innovation and, above all, if it creates greater efficiency in public spending, it will not be in
the collective interest to do so. Central government has to support institutional innovation in order to
internalise the positive effects for “free rider” regions. For that purpose, the central government can use
matching grants in which the costs and the risks of new programmes put in place locally are shared. A -
matching grant is a better support for experimentation, since it allows a better sharing of information with
central powers than a non-matching or non-earmarked grant.

Conclusions on the efficiency of subsidising grants

Earmarked matching grants can be an efficient instrument if the central government wants to
stimulate the provision of a sub-national service because of national spillover effects. [f regional or local
spillovers occur, central government intervention is often required as well, and should, in general, take the
form of stimulation or imposition of local or regional co-operation. Matching grants can also be used for
temporary projects or programmes in case of stimulation of institutional innovation.
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3.4. Equalisation of tax and service capacity

Equalisation grants aim 1o enable sub-national governments to provide an average package of services
at roughly the same tax effort. Equalisation of tax capacity is directed al compensating jurisdictions with a
relatively small tax base; equalisation of service capacity is directed at compensating jurisdictions that are
facing relatively high costs for basic services.

Equalisation can, in principle, proceed entirely via horizontal grants. The central government then
imposes the obligation on jurisdictions with a large tax base or low service costs to transfer a part of their
revenues to jurisdictions with a low tax base or high service costs. This is the case, for example, in
Germany. In practice, however, cqualisation often procceds through vertical grants from central
government. This is particutarly likely if sub-national governments are, to a large extent. dependent on
vertical grants for financing purposes anyway. Tax capacity equalisation then takes the form of
differentiation of the non-earmarked general purpose grants that are available for financing purposes
(subtracting the payments fo be made by rich jurisdictions and adding these payments to the grants for poor
jurisdictions). Combinations of both methods occur as well, for instance in Switzerland where tax capacity
equalisation between the cantons proceeds partly by horizontal grants and partly by vertical ones.'"

Equalisation can, in principle, take place via earmarked as well as non-earmarked grants. The
equalisation component in a non-earmarked general purpose grant covers an average package of services,
namely a package of average costs {mainly the basic sub-national services and imposed programmes or
minimum standards). The equalisation component in an earmarked grant will apply exclusively to the
carmarked services. The equalisation component in carmarked grants can be as efficient as the equalisation
component in non-earmarked grants, but this observation should not detract from the carlier conclusion
about the efficiency advantages of general purpose grants for financing purposes (see section 3.2).

it has becn observed that, from an economic point of view, both tax capacity equalisation and service
capacity equalisation arc forms of redistribution. Equalisation is also often primarily motivated by
redistributive considerations (solidarity). However, in the fiscal federalism literature much emphasis is
placed upon the fact that tax capacity equalisation can aiso be justified by increased allocative efficiency.
In particular, it has been noted that decentralisation often disturbs horizomal equity (equal tax prices for
equat services). General purpose grants can serve to restore horizomal equity between jurisdictions. This
rationalc for grants was adopted carly on in the fiscal federalism literature (Buchanan, 1950; Musgrave.
1961},

In general, decentralisation will lead to the uncqual treatment of citizens in equal positions, even if
both the central government and the sub-national government treat citizens in equal positions equally. This
is the case for three reasons. First, in so far as sub-national services have public good characteristics
(decreasing marginal costs with respect to the number of consumers' '), tax prices of services will be lower
to the extent that the tax base of a sub-national jurisdiction is larger. In other words, citizens pay less for
their services if their fellow citizens are more numerous and richer. Second, n so far as sub-national
services are not pure public goods, the production of these goods may be subject to economies of scale.
implying that citizens pay less for their services if their jurisdiction is more populous. Third, in so far as
sub-national taxes are not levied strictly in accordance with the benefit principle, but contain an element of
redistribution on the basis of ability to pay, and expenditures are neutral in respect to distribution,
individuals with equal ability to pay and similar needs in different jurisdictions will experience an unequal
fiscal residuum (the net benetit of taxes paid and services received), This is the case because in a poor

té. For a comparison hetween the vertical and horizontal grant methods see Lotz and Mochida (1999).

b7 This includes both pure public goods that accommodate additional consumers at zero marginal cost and
local public goods that are susceptible to congestion.
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jurisdiction redistribution is more costly to the rich and less beneficial to the poor than in a rich
jurisdiction. For instance, assuming that sub-national taxes are roughly proportional to income and benefits
are cqual per citizen, a poor person living in arich jurisdiction will experience a larger fiscal residuum than
a poor person in a poor jurisdiction and a rich person living in a poor jurisdiction will experience a higher
negative fiscal residuum than a rich person living in a richjurisdiction.l8

The deviations from horizontal equity introduce inefficiencies in the economic system.”” All other
things being equal, an individual will have an incentive to locate in a jurisdiction with a relatively large tax
base, where he or she can consume services at relatively low tax prices and where redistribution is large if
he or she is poor and where redistribution is small if he or she is rich.”® This incentive does not reflect
differences in real costs or other considerations relevant to efficient resource utilisation.”’ The practical
relevance of inefficient migration may differ between countries. In the Nordic countries the services
provided by sub-national jurisdictions are important (education, health) but hardly exhibit public good
characteristics. Economies of scale for these services may not exist (and have not been provcn).22 In spite
of substantial differences in tax and service levels between jurisdictions, migration in these countries is not
a problen.

18, One could argue of course that sub-national government should not interfere with income distribution to
begin with, but this is a rather theoretical argument in a time when, given the nature of sub-national
services, taxation according 1o the benefit principle would lead to strongly digressive rale structures. For
instance, in the Nordic countries most sub-national services are social services (mostly benefiting low
income groups).

19, However, Scott (1950) has argued that these inefficiencics are the price to be paid for freedom of
residential choice.

20. In more recent literature, the emphasis is placed on another possible cffect, namely that sub-national
govermments {or more generally governments in open economies) that use taxes on mobile factors tend to
underprovide public services because they fear an exadus of their tax base (tax competition).
Conscquently, the sub-national governments tend to tax the mobile factors less than is commensurate with
the benefits these factors receive from the services provided (Zodrow and Mieskowski, 1986; Wilson,
1986).

21. Apart from the horizontal equity argument, there exists another efficiency argument in favour of equalising
grants {Boadway and Flatters, 1982). In a Ricardian model in which the rents generated in a region (from
factors such as agglomeration, a unique location or natural resources) accrue only to residents of that
region, a mobile factor that moves into a jurisdiction will add to the tax payments but (eventually because
of diminishing marginal product) subtract from per capita rents (the value of output after labour costs}.
Efficient migration patterns that maximise overall welfare should equate net benefit of a worker across
jurisdictions. To correct for disparities in net benefits, jurisdictions that have large per capita rents should
receive lower grants, The central government essentially taxes away any rent advantage and redistributes it
so that all jurisdictions have cqual rental income; a worker will then decide whether to migrate by
comparing his/her marginal product in one jurisdiction versus another. To the extent that rents are
capitalised into land values, average rent discrepancics will disappear. In practice, not many countries have
tried to actually estimate average rent differences and to we such estimates in the design of their
equalisation systems, However, according to Boadway and F latrers (1982), rents generated from natural
resources have been a main historic catalyst for the evolution of the Canadian intergovernmental grant
system. Nofe also that even if capitalisation does not occur, fie argument by Scott (1950) implies that
-inefficient incentives may be the price to be paid for freedom of residential choice (and for economic
growth through migration to the areas that have the jobs and natural resources).

22 Cost differences may alse be capitalised in tand values. Althcugh this does not remove the inefficiency
(unlike the capitalisation of natural endowments), it does removz the inefticient incentive for migration.
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Horizontal equity can be restored through horizontal or vertical non-earmarked general purpose
grants.” Such grants compensate for differences in the tax base between jurisdictions and will remove the
largest interiurisdictional inequities and thereby largely prevent inefficient patterns of migration.

Tax capacity equalisation requires the calculation of a tax capacity measure. For that purpose the tax
base of each of the jurisdictions has to be estimated. If sub-national jurisdictions can, for instance, levy
taxes on income and real estate property, the total income and the total value of real estate in the
jurisdiction has to be estimated. This requires the availability of accurate statistical data. Subsequently, the
average weighted jurisdictional tax rate for each tax can be determined as the sum of all jurisdictional tax
revenues divided by the sum of all jurisdictional tax bases. The tax capacity measure can now be defined as
the jurisdictional tax base times the average tax rate. This is the revenue that the jurisdiction would collect
if it depleted its tax base at the average rate. Note that this measure is independent from the actual tax rate
in the jurisdiction, which rmeans that it is a pure capacity measure. By equalising tax capacity in this sense
the grant fully respects the autonomy of sub-national governments in the level of taxation and benefits.
Also, all incentives to increase or decrease the jurisdictional tax rate in order to receive a higher grant will
be removed.™

Box 12. Incentives of the Canada equalisation scheme

Canada has an extensive equaiisation scheme. It takes into account ail 33 tax bases in all 10 Canadian
provinces. A province gets an equalisation transfer when its tax base per capita is lower than the standard (average)
tax base per capita. Seven provinces are net gainers, three provinces are net payers. This standard tax base is
calculated as the weighted average of five predetermined provinces. The turnover in the system is CAD 8 billion per
year.

For many taxes the exact tax base cannot be established. Instead, the actual tax revenues are used as a proxy.
This creates a disincentive for provinces to collect tax revenue. There is another way in which the fiscal behaviour of a
sub-national government can affect its equalisation grant: for a large province (one of the five provinces in the
calculation) an increase in its tax rate will increase the standard tax rate used to calculate the grant for that base and
thereby reduce the province's grant if it has a high relative fiscal capacity with respect to that base. This will affect the
province’s choice of tax rates.

It has been noted that full equalisation removes the incentive to increase the jurisdictional tax base by
attracting new economic activity. In order to maintain this incentive, central government could opt for less
than complete equalisation, so that the gap between the jurisdictional and average tax base is only partially
compensated. The grant system could, for instance, be designed in such a way that the tax capacity of the
poorest jurisdiction after equalisation is within a range of 10% or 20% of the average tax capacity. Another
possibility is that equalisation aims to reduce the difference between a minimal guaranteed tax capacity and

23. In principle, a more ideal method for restoring horizontal equity is through discriminating income taxes. By
levying higher rates on residents of relatively wealthy jurisdictions, the central government could in effect
compensate for the lower tax prices of sub-national services as well as the lower contributions of the rich to
the sub-national services consumed by the poor (Buchanan, 1950). This method equalises tax prices and
redistributive contributions at the level of the individual taxpayer. However, as Musgrave has pointed out,
this method is beset by many practical problems {Musgrave, 1961).

24. Musgrave has suggested that central governments may want to maintain an incentive to increase the sub-
national tax rate, especially in poor jurisdictions (Musgrave, 1961). This may be achieved by meastring tax
capacity by tax base times jurisdictional tax rate (rather than average tax rate). However, this suggestion
does not entirely restore horizontal equity. Moreover, the suggestion is not neutral in respect to the budget
(poor jurisdictions might receive more than rich jurisdictions pay or the opposite).
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actual tax capacity. For instance, the Swedish equalisation grant (for municipalities) aims at equalising
95% of the difference between a guaranteed tax capacity (set at 115% of the average) and the actual tax
capacity of Jow capacity municipalities (this percentage will be lowered in 2006). The Dutch general grant
equalises 80% of this difference. No country studied in this paper used full equalisation or 100%
compensation of the difference with a set minimum tax capacity. To maiuiain the incentive for tax base
expansion, partial equalisation must not lead to a change in the rank order of 1ax capacities.

The “base taxback rate” is the share of additional revenue from tax base expansion that a sub-national
government loses through the reduction of the equalisation grant (Courchena and Beavis, 1973). High
taxback rates may discourage sub-national governments from investing i the development of economic
activity associated with particular tax bases.” In order to encourage the Canadian provinces to develop
their natural resources, for example, some researchers have argued that natural resources should be
removed from the equalisation fortnula (Boessenkool, 1998). This could, however, lead to an ineffective
allocation of resources if some regions have Jarge rents from natural resources.

Irtergovernmental grants are alro an efficient instrument to compensate for differences in service
capacity that result from cost differencas (also called equalisation of spending needs). Cost differences may
have to do with naturel cireumstances {mountainous areas, areas prone to flooding, islands) or with socio-
demographical circumstances {demography, population density, urbanisation), depending on the
expenditure responsibilities assigned to sub-national governments,

From an economic po'nt of view, service capacity equalisarion cannot be justified by the efficiency
argument of Liorizontal equity. Indeed, migration from high-cost to low-cost zreas could be beneficial from
an efficiency point of vies. However, niany governments give priority to rthe redistributive argument of
vertical equity, implying tha! similor sub-national services must be available in every jurisdiction at
roughly the same tax price. “his is a solidarity argument which must be applied with some care, because it
can harm allocative efficiency and economic growth if applied ou 2 large scaie.

Service capacity equalisation requires the calculation of service cost indicators; thesc indicators can
refer to actual costs or assumed norm costs. The indicators measure the difference between th: average or
norm costs and jurisdictional costs of a bundle of services to which the measure applies. Lqualisation ¢
also take the form of an assessment by the central government of the spending needs of a sub-national
jurisdiction, as is the case in the United Kingdom. Service capacity equalisation does not necessarily apply
to all jurisdictions, but may be limited to those that have extremely high costs for certain services.

25, Denmark has a legal limit to the taxback rate of 90% (so that jurisdictions wiil always gain by developing
their tax base),

29



Box 13. Service capacity equalisation in Japan

Sub-national authorities shouid not be able to influence the criteria for service cost equalisation. This requirement
is not entirely met in Japan, where at least part of the borrowing by sub-national govemments (and consequently the
worsening of Japanese public finances) can be ascribed to the fact that road construction volumes and interest
payments are important distribution criteria for the non-earmarked grant (the LAT, loca! allocation tax). Each of these
criteria creates an incentive for Japanese prefectures to borrow and overspend on roads. Other QOECD member
countries where road construction volumes constitute an important distribution criterion for the equalisation grant are
Portugal, the Slovak Republic and Denmark. in the latter country, the number of local road kilometres was a criterion
for the need for road spending during the 1980s. Local authorities then began to turn small, private dirt roads into
public roads. This led to much more equalisation compensation than the costs of maintaining the dirt roads (which only
involved a truck and some gravel every second or third year). The criterion was later abandoned. The reason for the
wrong incentives is that the grants do not equalise service capacity {the need for roads or borrowing} but the actual
ievel of road construction or borrowing.

.

Conclusions on the efficiency of equalising grants

Equalising grants aim to enable sub-national governments to provide an average package of servis:es
at roughly the same tax effort. Equalisation can be directed at compensation of low tax capacity or high
service costs. Equalisation can be achieved in an efficient way via horizontal grants between sub-national
jurisdictions and additions or subtractions from general purpose grants that are given for financing
purposes. Full compensation of differences in tax or service capacity may compromise the incentive to
exparid the tax base and should be avoided. High taxback rates should also be avoided.

3.5. Collective decision making

The approach to grant design followed thus far is basically the traditional approach in the fiscal
federalism literature. It treats the central government as a unitary, completely informed actor that aims to
maximise social welfare for the national community as a whole. This approach offers useful insights, but is
limited in scope because it ignores several dimensions of management and governance of grants that -are
important in OECD countries. Over the last decade, a number of new approaches have focused on new and
different aspects of intergovernmental grant management and governance, and constitute what Oates
(2004) has called a “second generation” set of models. The new models draw on public choice theory,
principal agent theory and the economics of information. Since the results of these approaches are mostly
positive and empirical, they cannot easily be translated into normative conclusions that are useful for
practitioners involved in grant design. Nevertheless, there are some new insights which are applicable to
policy making,

The traditional approach assumed that central government was a unitary actor that maximised the
social welfare of the nation. That is, it did not address the political environment at the central level.
Politicians at the central level have loyalties at the sub-national leve! and they will attempt to direct grants
in the direction of their regional or local constituencies and to influence decisions on distribution formulas
of general purpose grants. Discretionary grants are often the subject of negotiation between central and
sub-national authorities in which centra!l authorities may be more or less inclined to favour the particular
regions or localities to which the grants apply. Furthermore, central government is not completely
informed about the policy options of sub-national governments. Indeed, the whole idea of the
decentralisation of execution of centrally imposed programmes is based on the assumption that sub-
national policy makers have better insight in the adoption of policies to local or regional circumstances.
But if central governments are not informed about these circumstances and the policy options available,
sub-national authorities may choose non-optimal courses of action from the central point of view.
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The main critical points in grant design that are subject to lobbying and log-rolling practices, which
may compromise the efficiency of grant design, are the following:

The choice between non-earmarked grants and earmarked grants;
The determination of the distribution formulas of non-earmarked general purpose grants covering
basic service packages (including the demarcation of basic service and fringe benefits, the latter

to be covered by sub-national revenues);*®

The determination of the tax capacity of sub-national jurisdictions and the extent to which
differences in tax capacity should be equalised;

The determination of the service capacity of sub-national jurisdictions and the extent to which
’ . . . N ~
differences in service capacity should be equalised; and

The choice between mandatory grants and discretionary grants.

There is a large amount of academic literature about collective decision making in these areas.

It is important that proposals for the revision of grant systems that concern the general principles —
including the choice between earmarked and non-earmarked grants, distribution formulas, the
determination of tax capacity and service capacity, and the choice between mandatory and discretionary
granis — be decided without the undue influence of sub-national lobbying groups. Decision making about
the general principles should be reserved to national authorities on the basis of neutral expertise. The views
of sub-national authorities are important, but should be developed in a setting that encourages objective
debate — for instance, in a consultative council that is informed by neutral expertise. Also, the advice of
sub-national representatives should focus on the technical aspects of the grant systems, such as the
estimation of relevant variables and the quality of statistical data, rather than on principles.

26.

For instance, politicians may use the distribution of grants as a means to ensure their re-¢lection by
providing swing states with relatively more grants. It has been shown that not only earmarked discretionary
grants are used in this way (Dahlberg and Johansson, 1999), but also non-earmarked grants with a formula-
based distribution mechanism (Johansson, 2003). Although the Swedish non-earmarked grant has formula-
based distribution criteria — and thus seems to be quite objective — in practice it turns out that swing states
get relatively more of the non-earmarked grant, corrected for all other factors. ‘
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Box 14. Grant committees in the Australian states and in Canada

Every state in Australia has its own local government grants commission. These bodies are independent, and
their task consists of calculating the non-earmarked grants for their local jurisdictions. They have to take certain
conditions for granted, such as the level of overall funding provided by the central government, the need for horizontal
equalisation, and the requirement to provide each sub-national government with at least a minimum grant. But apart
from that, each commission can decide how it will assess needs and thus how it will distribute the non-earmarked grant
to the sub-national governments in the jurisdictions concerned (Travers and Esposito, 2004). Since evidence for the
political-tactical distribution of grants has been found in countries as diverse as Albania (Case, 2001), Austria
(Worthington and Dollery, 1988), Sweden, and the United States (Grossman, 1994), but not in Australia (Bungey,
Grossman and Kenyon, 1991), it might be assumed that the independent body in Australia actually manages to
achieve an impartial distribution.

A somewhat different case is provided by Canada, in which the evaluation of the allocation system is left to an
independent technical commission. These kinds of solutions could avoid gituations of stalemate, as was the case in
ltaly, where no political compromise could be reached on revision of the allocation criteria of the non-earmarked grant,
resulting in a situation where the criteria has not changed since 1976 (Emiliani ef af., 1997).

As far as financing of imposed programmes is concerned, sub-national resistance to block grants or
general purpose grants may be mitigated by allowing for a certain degree of matching, at least in an initial
stage. In the principal agent model, such modalities of risk sharing are known as “low-powered” incentive
schemes. They can be justified if sub-national jurisdictions are risk adverse and do not want to take the
responsibility for the risks connected to the execution of centrally imposed programmes. Under these
circumstances, block grants could be considered a “first best™ solution because they transfer the execution
risk entirely to the sub-national jurisdiction (“high-powered incentive schemes™). If the consequence of
block grants is that sub-national governments refuse to take on the task, matching may be an acceptable
solution if the price elasticity of the service is low (so that the risk of overspending is low).

Discretionary grants are especially prone to undue sub-national influence. Although they are
necessary in the case of unique or temporary projects, such as the construction of infrastructure or the
improvement of the regional or local economic structure, it is important that the central level choose the
procedures of project selection and design and the role of negotiations and contracts with sub-national
authorities. In general, discretionary grants should not be used if law-based grants are a viable alternative.

Conclusions from insights into collective decision making on grant design

Decision making about the general principles of grant reform should be reserved for central
authorities on the basis of neutral expertise. The views of sub-national authorities are important, but should
be developed in a setting that encourages objective debate, for instance in a consultative council that is
informed by neutral expertise. As far as financing of imposed programmes is concerned, sub-national
resistance to block grants or general purpose grants may be mitigated by allowing for a certain degree of
matching, at least in an initial stage.
4. Conclusion

4.1. Principles of grant design

In many OECD countries, grants systems are beset by numerous inefficiencies. The most common
are:
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e  Earmarked matching grants that are (partly) used for equalising purposes and thus encourage sub-
national jurisdictions to provide higher than optimal service levels.

¢  Earmarked matching grants that are (partly) used for financing purposes and thus encourage sub-
national jurisdictions to provide higher than optimal service levels.

s Earmarked non-matching grants (including cost-covering grants) that are used for financing
purposes; these grants lack incentives for technical and allocative efficiency and could, in many
cases, be replaced by general purpose or block grants.

Modernisation of grants systems should start with a reflection on the objectives of the central
government and a separation of the grant instruments so that independent steering of the various
instruments becomes possible. In general, the only feasible combination is between non-earmarked general
purpose grants aimed at financing and at equalisation. The equalising elements then take the form of
additions and subtractions from the financing grants, so that horizontal grants (grants given by rich or
cheap jurisdictions to poor or expensive jurisdictions) become wholly or partly unnecessary.

Table 5 summarises the efficient use of the various types of grants. The headings of the last five
columns indicate the concrete aims that can be distinguished under the general purposes of subsidisation,
equalisation and financing. These concrete aims can be distinguished according to whether (a) the central
government takes the initiative to impose or influence sub-national service provision, or (b) the sub-
national government itself takes the initiative to provide the service. The second column is the instrument
column and indicates the various types of grant instruments that are available. Because the table aims to
provide a general overview of efficient instrument use, the instrument column also contains some
regulatory instruments (imposition of co-operation and extension of the sub-national tax base) that are
efficient for reaching aims for which grants are often used in practice (in a non-efficient way). A mark in
one of the columns of the table indicates that the grant instrument can be used in an efficient way to attain
the concrete aim.

Discretionary grants are mentioned as a possible instrument for co-funding purposes. Co-funding
arrangements are used in some countries to finance projects with objectives that are hard to achieve using
matching grants and where both central and sub-national governments have to be commifted (see
section 3.2).

Earmarked non-matching grants (including cost-covering grants) are mentioned in Table 5 as a
possible instrument for financing purposes because they cannot be entirely avoided (see section 3.2).
However, in many countries there are still numerous opportunities for replacing them with more efficient
general purpose or block grants. Table 5 also mentions matching grants that are given as risk-sharing
arrangements (see section 3.5).

Table S should not be seen as a prescriptive blueprint. Countries have different traditions of
decentralisation, which are sometimes rooted in culture or history. Theoretical distinctions are not always
easily applied to grants in practice. Furthermore, reform of grant systems is a gradual process in which
separate (groups of) grants are revised sequentially and for different reasons. For instance, an earmarked
grant may be reformed to improve the distribution formula or to remove wrong incentives. This is different
from trying to integrate it into the general purpose grant, which is a more fundamental reform. Integration
of earmarked grants into a general purpose grant is a reform that can be more easily achieved if more
grants are integrated at the same time. Redistributive effects then tend to even out. Partial reforms can
constitute improvements even if the guidelines implied by the table are not (yet) entirely followed.
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Table 5. Efficient use of grant instruments

Purpose Efficient type
of grant or
regulatory

instrument

Central government initiative

Sub-national government
initiative

Imposed
programmes
or standards

Compensation
of spillovers

Temporary
projects and
programmes

Basic
services

Fringe
services

Extension of X X X
sub-national
tax base

Financing

Non-earmarked X X
general
purpose grants

Non-earmarked X
block grants

Earmarked X
discretionary (co-funding)
grants

Earmarked X X

matching and risk sharin
non-matching ( 9

grants

Earmarked X X

matching {national {experiments)
grants spillovers)

Subsidisation

Imposition of X
co-operation (regional
spillovers)

Imposition of X X
horizontal
grants

Equalisation

Non-earmarked X X
general
purpose grants

4.2, Implemeniation issues

General purpose grants that are dependent on criteria such as total tax revenue or total expenditures of
central government tend to be volatile. They are influenced by central government fiscal policy and are
subject to macroeconomic cyclical effects. In order to enable sub-national jurisdictions to plan their
activities on a multi-annual basis, it is important that a mechanism be put in place that constrains volatility.
In general, such a mechanism would link the size of the general purpose grants to trend estimates (for tax
revenue or expenditures), rather than to real estimates or realisations.

In designing grants, governments need to take into account the implementation steps that will follow
after the choice of instrument has been made. As has been illustrated by various case studies in the paper,
interaction among different levels of government opens the door to strategic behaviour, which in turn can

produce complex situations.
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Grant reform has to take place in a context of institutional, historical and cultural circumstances that
are unique to each country. Financing, subsidising and equalising grants have to take into account the
nature of fiscal decentralisation, the degree of local financial autonomy, the competences of the various
levels of administration, the willingness of the political elite to proceed with reforms, the principles of
regulation {more or less consensual), the degree of disparity between regions and the lock-in aspect of
these disparities, the extent to which sub-national governments have succeeded in forming a coalition, and
the specific challenges faced by the countries. Thus, even if this aspect has not been dealt with in this paper
because the focus has been on grant design, the institutional, historical and cultural background is a key
factor in designing the grants, implementing them, and evaluating their performance. These factors explain
the absence of a “one-size-fits-all” grants system.

BIBLIOGRAFPHY

Boadway, R. and F. Flatters (1982), “Efficiency and Equalisation Payments in a Federal System of
Government: A Synthesis and Extension of Recent Results”, Canadian Journal of Economics,
Vol. 15, pp. 613-633. '

Boessenkool, K. (1998), “Clearty Canadian: Improving Equity and Accountability with an Overarching
Equalization Program”, C.D. Howe Institute Commentary 114, C.D. Howe Institute, Toronto,
Canada.

Bradford, D.F. and W.E. Oates (1971), “The Analysis of Revenue Sharing in a New Approachto
Collective Fiscal Decisions”, Quarterly Journal of Economics, Vol. 85, pp. 416-439.

Buchanan, J.M. (1950), “Federalism and Fiscal Equity”, American Economic Review, Vol. 40, pp. 583-
599.

Bungey, M., P. Grossman and P. Kenyon (1991), “Explaining Intergovernmental Grants: Australian
Evidence™, Applied Economics, Vol. 23, pp. 659-668.

Case, A. (2001), “Election Goals and Income Redistribution: Recent Evidence from Albania”, European
Economic Review, Vol. 45, pp. 405-423.

CEC (1993), “System of National Accounts 1993”, prepared under the auspices of the Inter-Secretariat
Working Group on National Accounts (United Nations, Commission of the European Communities,
International Monetary Fund, OECD), Commission of the European Communities, Brussels.

Coughlin, T.A. and S. Zuckerman (2002), “States” Use of Medicaid Maximization Strategies to Tap
Revenues: Program Implications and Consequences”, The Urban Institute, Washington DC,
www.urban.org.

Council of Eurepe (2004), “Draft Recommendation of the Committee of Ministers to member states on the

financial resources of local and regional authorities”, Steering Committee on Local and Regional
Democracy (CDLR), Council of Europe, Strasbourg, France.

33



Courchene. T.J. and D.A. Beavis (1973). “Federal-Provincial Tax Equalization: An Evaluation™ /i
Cuanadian Jowrnal of Economics, Vol. 6, No. 4, pp. 483-502.

Dahlberg, M. and E. Johansson (1999), “On the Vote Purchasing Behaviour of Incumbent Governments™,
Working Papers from Uppsala University, Sweden.

Emiliani, N., S. Lugaresi and E. Ruggiero (1997), “ltaly”, in T. Ter-Minassian {ed.), Fiscal Federalism in
Theorv and Practice, International Monetary Fund, Washington DC.

Gramlich, E.M. and H. Galper (1973), “State and Local Fiscal Behavior and Federal Grant Policy™,
Brookings Papers on Economic Activity, 1. The Brookings Institution, Washington DC. pp. 15-38.

Grossman, P. (1994), “A Political Theory of Intergovernmental Grants™, Public Choice. Vol. 78, pp. 295-
303.

Johansson, E. (2003). “Intergovernmental Grants as a Tactical Instrument: Empirical Evidence from
Swedish Municipalities™, Journal of Public Economics. Vol. 87, pp. 883-915.

Lotz, . and N. Mochida, {1999}, “Fiscal Federalism tn Practice: The Nordic Countries and Japan™, The
Journal of Economics, Vol. 64, No. 4.

McLure, C.E. (1967). ~The Interstate Exporting of State and Local Taxes: Istimates for 19627, National
Tax Jowrnal, Vol. 20, No. 1, pp. 49-77.

Musgrave, R.A. (1961). “Approaches to a Fiscal Theory of Political Federalism™, m Public Finances:
Needs, Sources and Ulilization, National Bureau of Economic Research. Princeton University Press.
New York, pp. 97-122.

Oates. W.E. (1990), “Decentralization ot the Public Sector: An Overview”, in R. Bennet (ed.),
Decentralization, Local Governments, and Markets, Oxford University Press. pp. 43-58.

Qates, W.E. (1999), “An Essay on Fiscal Federalism”, Journal of Economic Literature, Vol. 37, No. 3.
September. pp. 1120-1149.

Oates. W.E. (2004). “Toward a Second-Generation Theory of Fiscal Federalism™, Working Paper.
Department of Feonomics, University of Maryland, Maryland, United States.

Sagbas. 1. and M. Bagdigen (2003), “Local Government Finance in Turkey”, Istanbul Biyiksehir
Belediyesi Yayinlar, Istanbul.

Scott, A.D. (1950), “A Note on Grants in Federal Countries”, Economica, New series, Vol. 17, No. 68,
pp. 416-422.

Travers, T. and L. Esposito {2004), “Nothing to Lose But Your Chains: Reforming the English Local
Government Finance System”, Policy Exchange Limited, London.

Wilson, J. (1986), “A Theory of Interregional Tax Competition™, Journal of Urban Economics, Vol. 19,
No. 3, pp. 296-315.

Worthington, A. and B. Dollery (1998), “The Political Determination of Intergovernmental Grants in
Australia™, Public Choice, Vol. 94, pp. 289-315.

36



Zodrow, G.R. and P. Mieskowski (1986), “Pigou, Tiebout, Property Taxation, and the Underprovision of
Local Public Goods”, Journal of Urban Economics, Vol. 19, pp. 356-370.

37






‘Intérgovernmental Transfers and
. Decentralised Public Spending

5t Annual Meeting of OECD-ASIA Senior Budget Officials
Bangkok, Thailand
10-11 January 2008

Claire Charbit, OECD GOV Directorate
Regional Competitiveness and Governance

orcD {{(@) OCDE

The need for multi-level governance in
decentralised contexts

3 economic paradoxes in OECD countries:

1. Increased sub national responsibilities in spending while
growing dependency on central governments for resources

2. No convergence of GDP among regions call for central
government interventions: equalisation and customisation

1. Central governments devolve responsibilities to sub
national governments while growing central concerns for
the control on standards of local public services and on
performance of local delivery
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Fiscal autonomy and fiscal decentralisation

e Fiscal autonomy (the share of sub national own revenue in the
total revenue) and fiscal decentralisation (the share of sub
national expenditure in total public expenditure) vary widely
among countries.

o Fiscal decentralisation has led to increased sub national
responsibility in the area of spending, while at the same time
sub national governments have become more dependent on
central governments for their resources.

o How to identify good practices?
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Decentralisation in OECD countries (1/2)
share in general government revenue and expenditure, 2005
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Decentralisation in OECD countries (2/2)
Changes expressed in percentage points 1995-2005
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OECD Network on Fiscal Relations
across Levels of Government

° 2005-2006: Intergovernmental transfers;
Subnational taxes; Fiscal discipline

e 2006-2007: Equalisation policies

e 2007-2008: Efficiency in public services delivery:
the use of indicators systems; the use of market
mechanisms

e 2008: Choice between taxation and grants
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A typology of transfers

General purpose grant
Mandatory

Block grant
Non-earmarked

/

/ < Non-matching grant

AN

Discretionary

Grants Mandatory

Matching grant

Earmarked
Discretionary

orcD (@ ocpE

Country choices on different types of grants —

l.ocal government revenue from taxes and grants
M Taxes (] Non-earmarked grants M Earmarked grants
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Country choices on different types of grants —
Receipts of earmarked and non-earmarked grants
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Different grants for different purposes

e Financing 7o enable sub national governments to
finance a basic package of services for which they
have competencies (or to reach imposed standards)

e Subsidisation To compensate for spillover effects

e Equalisation To allow sub national governments to
provide their citizens with « similar » sets of public
services at roughly « similar » tax burden
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Efficient use of grant instruments

Purpose Efficient type Central government initiative Sub-national government
of grant or initiative

regulator
ingtrumer!\,t Imposed Compen-

; Temporary  Basic ~ Fringe
programmes  sation of projects and  services Seryices
orstandards  spillovers programmes

Financing Extension of X X b
sub-national
tax base
Non-earmarked b4 X
general
purpose grants

Non-earmarked X

block grants

E‘armal_rked X
iscretionar Adundi
arants y (co-funding)
Earmarked (X X

matching and , _
non.ma[gchmg (risk sharing)

grants
Subsidisafion  Earmarked X X

matching
grants

Impgsition of

{national
spillovers)

X

{experiments)

co-operation (regional
SpiIFovers)
imposition of X X
horizontal
grants
Non-earmarked X X
general K
purpose grants ‘

Equalisation

Fiscal Equalisation in OECD countries, main findings

@ 2 main distinctions: horizontal vs.vertical equalisation transfers;
equalisation of revenue disparities vs. cost disparities

@ Fiscal equalisation makes up around 2.3 % of GDP (between 0.5

and 3.8 %: between 1.2 and 7.2% of government expenditures;
between 110 and 1200 US$ per capita)

e Equalisation reduces fiscal disparities: by 2/3 on average;
horizontal systems seem to show a slightly stronger equalising
effect per GDP

e Equalisation can pose a problem for budget stabilty (less likely for
horizontal systems)

e® Revenue equalisation can reduce tax and development efforts
(risk of poverty trap)

e Cost equalisation is prone to rent seeking

The choice of standardised revenue or cost bases can mitigate

disincentives; as well as having an independant body that

allocates equalisation transfers okco (@ ocpr




Performance indicators, main findings

An "indicator system" refers to the systematic collection of
information to measure and monitor the activities of government

indicators are tools for 1) revealing information and reducing
information asymmetries and 2) encouraging performance
improvements by altering incentives to SNG

The choice of the objectives the systems will serve is crucial;
countries aim to achieve multiple objectives which leads to no
“optimal solutions”

Top down approach often perceived as an ex st substitute for
ex ante control...intergovernmental cooperation is essential

Incentives are inevitable, the choice is to rely on implicit (ex.
Kostra system in Norway) or explicit (ex. Italy) incentives to
achieve objectives

Indicator systems should be seen in a dynamic and
collaborative context

orch (@B oc

Conclusions

The constitutional framework of government in a country -
federal or unitary — has little impact on the governance of
sub national fiscal autonomy

Reforming multi level governance is a complex process
with institutional inertia and political economy aspects

The OECD Network on fiscal relations across levels of
government can help in building statistical information and
identifying pros and cons of various arrangements, instead
of providing “optimal” (normative) solutions.
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Tel: +673 2 383 871

Fax: +673 2
@

Pnom Penh

Tel: +
Fax: +
roithbun@yahoo.com

Pnom Penh

Tei: +
Fax: +

N°3, Nansanxiang, Sanlihe
Xicheng District
Beijing

Tel: +846 10685511 7)
Fax: +86 10685511 71
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N°3, Nansanxiang, Sanlihe
Xicheng District
Beijing

Tel: +86 10 68 55 1407

Fax: +86 1068 55 140/
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China
(Cont'd )

Hong Kong, China

Chinese Taipei

Mr. Wenping Li
Division Director
Budget Department
Ministry of Finance

Mr. Bo ZHANG

Staff Member
Budget Department
Ministry of Finance

Ms. Ning ZOU
Deputy Division Director
Budget Division

Finance Department of Yunnan

Prof. John BURNS
Department of Politics and
Public Administration
University of Hong Kong

Mr. Shun-Yu LIN
Senior Executive Officer

Directorate General of Budget,

Accounting & Statistics
Ministry of Finance

N° 3, Nansanxiang, Sanlihe
Xicheng District
Beiiing

Tel: +86 10 68 55 14 09

N°3, Nansanxiang, Sanlihe
Xicheng District
Beijing

Tel: +86 10 68 55 14 66
Fax: +84 10685514 16
ucrhangbo@ ] 246.com

Wuhuashan
61032 Kunming

Tel: +86 871 36 20 787
Fax: +

Pokfulam Road
Hong Kong

Tel: +852 28 19 46 44
Fax: +852 28 58 35 50
jpburns@hku.hk

nl, Sec. 1, Jhongsiao E. Rd.
1058 Taipei

Tel: +886 2 33 56 73 26
Fax: +886 2 2391 07 90
lv@dgbas.gov.bw

y0204@amail.com




Chinese Taipei
(Cont'd )

India

Indonesia

Ms. Min-Ching LIU
Senior Executive Officer,
Budget Bureau

Directorate General of Budget,

Accounting & Statistics,
Executive Yuan
Ministry of Finance

Mr. Dakshita DAS

Budget Director
Department of Economic
Affairs

Ministry of Finance,
Government of India

Mr. Naresh Mohan JHA
Add. Budget Officer
Budget Division
Department of Economic
Affairs

Ministry of Finance,
Government of india

Mr. K.A. BADARUDDIN
Director of the Treasury System
Ministry of Finance

Dr. MARDIASMO

Director General of Fiscal
Balance

Ministry of Finance

n°l, Sec 1, Jhongsiao E. Rd.
10058 Taipei

Tel; +886 2 33 56 73 24
Fax: +886 2 2391 07 90
mclin@dgbcs.gov.iw

Room n°é8
North Block
110001 New Dehli

Tel: +91 11 2309 27 45
Fax; +91 11 2309 27 45
dakshika@hotmail.com

Room n®70
North Block
110001 New Delhi

Tel; +91 11 2309 26 49
Fax: +91 1123093273

nihg@nic.in

JI. Wahidin n®1
Jakarta Pusat

Tel: +62 21
Fax: +62 21
@depkeu.go.id

JI. Wahidin n®1,
Gedung B
Jakarta Pusat

Tel: + +62 21 38 49 176
Fax: +62 21 38 47 465
mardiasmo@depkeu.ge.id




Indonesia
(Cont'd )

Japan

Korea

Dr. Mulia P, NASUTION
Secretary General
Ministry of Finance

Mr. Pak RAHKMAT

Director

Directorate General of Budget
Ministry of Finance

Mr. Langgeng SUBUR
Director

Center of Government
Investment

Ministry of Finance

Mr. Hideaki TANAKA

Associate Professor

Policy Research Institute
Hitotsubashi National University

Mr. Sok Jin CHANG
Deputy Director for
International Cooperation

Ministry of Planning and Budget

E Building, 4th Ficor
JI. Wahidin n°i1
Jakarta Pusat

Tel: +62 21 38 52 143
Fax: +62 21 38 44 784
m_naosution@depkeu.qgo.id

D Building. 3rd Floor
JI. Wahidin n°1,
Jakarta Pusat

Tel: +42 21 2864 80 40
Fox: +62 21 386 80 41
rakhmat@depkeu.go.id

JI. Wahidin n°l,
Jakarta Pusat

Tel: +62 21
Fax: +62 21
@depkeu.go.id

2-1 Kunitachi-City
186-8601 Tokyo

Tel: +81 42 580 83 45

Fox: +81 3 42 580 83 45
HideakitanagkaMof@aol.co
m

520-3 Banpo-Dong Seocho-
Gu
137-756 Seoul

Tel: +822348078 14
Fox: +82 23496 51 13
sokjin@mpl.qo.kr




Yorea

(Cont'd ..)

Lao People's Democratic
Republic

Philippines

Mr. Jung-Won CHOI
Deputy Director

Ministry of Planning and Budget

Mr, John M. KIM
Director

Cenftre for Fiscal Analysis
Korea Institute of Pubiic
Finance

M. Sitthisomphone
LUANGSOQUVANNAVONG
Division Chief

Minisiry of Finance
Budget Department

Saysamone XAYSOULIANE
Deputy Director Generail
Budget Department
Ministry of Finance

Mrs. Gisela LOPEZ
Direcfor IV

Department of Budget &
Management

Ministry of Finance

520-3 Banpo-Dong Seocho-
Gu
137-756 Seou!

Tel: +82 2 34 80 79 29
Fax: +82 2 34 946 51 33
iwchoi@mpb.go.kr

79-6 Karak-dong, Songpa-

gu
138-774 Seoul

Tel: +822 218622 11
Fox: +82 221 862399

hrv@kipf.re. kr

Thatluand Road
PO Box 46
Vientiane

Tel: +856 541 51 51
Fax: +856 21 451 971
sitthi?9@yahoo.com

Thatluand Road
PO Box 46
Vientiane

Tel: +856 2098 01 710
Fax: +856 21 4519 71
saysamone@mof.gov.la

Bldg. |, Gen. Solano Sir.
San Miguel
Manila

Tel: +632 73517 82

Fox: +4632 73519 56
glopez@dbm.gov.ph
geclopez@yvahoo.com




Singapore

Sri Lanka

Ms. Su Mel HO
Associate, Budget Policy
Ministry of Finance

Ms. May Gee LEE
Head (Budget Policy}
Budget Policy
Ministry of Finance

Ms. Tan SIEW PHENG
Associate Professor
Ministry of Finance

Mrs. Walawage Sudharma

KARUNARATNE
Director General
Department of National

Budget / General Treasury

Ministry of Finance

100 High Street, 10-01
The Treasury
179434 Singapore

Tel: +65 633 27 424
Fax: +65 63374 134
Ho Su Mei@mof.gov.sg

100, High Street 10-01
The Treasury
170434 Singapore

Tel: +65 633 27 424
Fax: +65 63374 134
lee may gee@mof.gov.sg

C/0Q Vital.org

5, Maxwell Road,

MND Complex tower - Block
08

069110 Singapore

Tel: +65 63 25 97 45
Fax: +65 63254413
Tan Siew Pheng@mof.gov.s

9

01 Colombo

Tel: +9 011 248 46 65
Fax: +9 011 248 46 39
hemamali00l @yahoo.com




Thailand

Mr. Thirtapat SERIRANGSAN
Minister Attached fo the Prime
Minister's Office

Mr. Vudhibhandhu
VICHAIRATANA
Budget Director

Thai Bureau of Budget
Ministry of Finance
Prime Minister's Cffice

Mi. Somnuk PHIMOLSATHIAN
Deputy Budget Director
Thai Bureau of Budget
Ministry of Finance

Prime Minister's Office

Mr. Dechapiwat NA SONGKHLA
Budget Analyst, Level 8

Budget Bureau, Strategic
Center

Office of the Prime Minister

Mr. Waraboot WAPAKPECHARA
Budget Analyst, Level 7

Thai Bureau of Budget

Ministry of Finance

Prime Minister's Office

Royal Thai Government
Bangkok

Soi Aree samphan,
Rama VI Road
10400 Bangkok

Tel: +66 2273 97 48
Fax: +66 2618 50 47
vudhibhandhu@bbmail.bb.

go.th

Sot Aree samphan,
Rama Vi Road
10400 Bangkok

Tel: +66 2 27392 34
Fox: +66 2 273 93 69

Soi Aree samphan,
Rama VI Road
10400 Bangkok

Tel: +66 2 618 50 56

Fax: +66 2 273 93 69
Dechapiwat@bbmdil.bb.go
dh

Soi Aree samphan,
Rama VI Road
10400 Bangkok

Tel: +66 1 34547 15
Fax: +66 2 273 93 69
warabcot@nhotmail.com




East Timor

Turkey

Viet Nam

Dr. Pedro Miguel FIGUEIREDO
Budget Execution Advisor
World Bank - PMFCBP
Ministry of Finance

Dr. Manuel MONTEIRO
Director of Treasury -
Responsible for the Budget
Execution

Ministry of Finance -
Government of Timor-Leste

Mr. Naci AGBAL

General Director
GeneralDirectorate of Budget
& Financial Control

Ministry of Finance

Abdulkadir Bohadir YILDIZ
Head of Department

DG Budget & Fiscat Control
Ministry of Finance

Mr. Trung Luong HOANG
Project Coordinator

Project Financial Management
Reform Project

Ministry of Finance

Apartado 364
Dili

Tel: +670723 5219
figueirado@mof.gov.il

Apartado 364
Dili

Tel: +670 72302 10
Fax: +670 390 31 24 67
mmonteiro@mof.gov.il

Maliye Bakanligi
Dikmen Caddesi n°2
Ankara

Tel: +90 31241513 84
Fax; +90 312 417 52 00
nagbgal@bumko.gov.ir

Maliye Bakanligi, Butce ve
mali kontrol genel
mudurlugu

likadim cad.

06100 Dikmen/Ankara

Tel: +90 3124151385
Fax: +90 312 415 26 50
bahadir@bumko.gov.ir

Lane A, Hang Chuoi Street
Hanoi

Tel: +84 4 97 19 660

Fax: +84 497 19 638
hoangtrunaluong@mof.gov
vn




World Bank Mr. Sebastian ECKARDT Jakarta Stock Exchange
Public Financial Management  Building Tower 2
Consultant 12th Floor
The World Bank - INDONESIA JI. Jenderal Sudirman Kav.
52-53
12190 Jakarta
Indonesia
Tel: +62{0) 21 52 9% 30 96
Fax: +62 {0} 52 99 31 11
seckardt@worldbank.org
Consultonts Mr. Paul POSNER 7160 Main Street

Professor
Public Administration
George Mason University

Professor Allen SCHICK
Professor of Public Policy
School of Public Pclicy
University of
Maryland/Brookings Institution

10

20124 Clifton
United States

Tel: +1 703 $93 3957
Fax: +1 703 993 1399
pposner@egmu.edu

Van Munching Hall
20742 College Park
United States

Tel: +1 301 405 76 0%
Fax; +1 301 403 4675
aschick@umd.edu




OECD

2. rue André-Pascal - 75016 Paris, France

Public Governance and Territorial
Development Directorate
Fax:+33 144 3063 34

Mr. Barry ANDERSON

Head of Division

Budgeting and Public Expenditures Division
Tel: +33 1 4524 90 85
barry.anderson@oecd.org

Mr. Jon BLONDAL

Deputy Head of Division

Budgeting and Public Expenditures Division
Tel: +331 452476 59
jon.blondal@gecd.org

Mrs, Claire CHARBIT

Administrator

Regional Competitiveness and Governance
Tel: +33 1 452499 19
claire.charbit@oecd.org

Mrs. Héléne LECONTE-LUCAS

Assistant

Budgeting and Public Expenditures Division
Tel: +33 1 45 24 90 63
helene.leconte-lucas@oecd.org

Mrs. Lyora RAAB

Assistant

Budgeting and Public Expenditures Division
Tel: +33 1 4524 18 35
lyora.ragb@oecd.org
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