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 What are the characteristics of a good local
tax?
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 Which taxes are good local taxes?
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 Which taxes local governments in general
use?
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Important Caveats Not Considered In
This Presentation
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* The level and the characteristics of local expenditure
should be an important part of determining which
taxes are good at the local level.
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* |In most countries, grants are an important part of
local financing.
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. The Characteristics Of A
Good Local Tax
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Criteria For Judging A Local Tax
PR ) b vt
1. Mobility base
B i sh
2. Horizontal balance
R[] 2 T
3. Vertical balance
I 1) T kT
4. Visibility
CIR/ARE:
5. Link to benefits
57 a4
6. Buoyancy
N
7. Cost
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1. Mobility Base
L
When taxed, a factor that is mobile could cross jurisdictions to find lower tax areas.

This limits the local authorities’ ability to change the tax rate and increases tax
competition.

X0 A A N RURWUN X — X R e B S T, BIMIOBIX 250 IX A Ry
7 AR B RIRE S, PR EAIE S
— Low mobility base example: property
il AN 7 T s
— High mobility base example: corporate profits
sk E B AR
A tax on a less mobile base will be more stable.
XTI A P AR RS MR W R R AT B RS
But: taxing immobile factors feeds Leviathans.
H2, MAGB IR ERB 25 220 E 5 R
“The general lesson is that once the mobility of some tax base goes below a given

threshold, this tax base has some chance of being considered, on efficiency
grounds, as a source for local taxation.”
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A good local tax has a less mobile base.
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2. Horizontal Balance
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« Governments are expected to perform similar functions across the country,
but may have very different financing resources. Two households with the
same income may receive very different government services.
Intergovernmental transfers help, but transfer systems are ex post second
best solutions.
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— Horizontal balance example: Consumption tax.
P ) ST A8 .V BB
— Lack of horizontal balance example: natural resources tax.
OR RS [ B R . AR BRI
A good local tax has a base that is horizontally equitable.
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3. Vertical Balance
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“If several layers of government share, partially or totally, the same tax base, none
would have an incentive to take into account the effects of own-tax choices on the
tax base of the other level of government” (Keen 1998). This could potentially lead
to excessive taxing.
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Difficult to find tax bases to minimize this, because may different tax bases overlap
substantially (e.g. consumption tax and tax on labor income).
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Theory argues that one solution is to assign all taxes to one level of government,
but this has other negative side effects.
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A good local tax does not lead to vertical distortions.
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4. Visibility
CIRRES
* Visibility to tax payer increases accountability.
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« Enforcing a hard budget constraint at the local level is a difficult task. This
IS a dynamic issue, a time-inconsistency problem.
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— Problems have threatened financial stability in a number of countries (e.g.
Brazil and Argentina).
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— Empirical evidence shows local governments with own resources sufficient for
own expenditure tend to be less prone to breaking budget constraints.

Eé%%?ﬁ 4n SRS T BUR AT 78 22 B AT A2 TSR BER, e AR A 2 T3 e it

« A good local tax is visible and prevents soft budget constraints.
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5. Link To Benefits
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» Taxes linked to benefits are not distortionary.
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» Leviathan governments prefer to increase

taxes, and with

out links to benefits, this can

lead to excessive size of the government.
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* A good local tax is linked to benefits.
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6. Buoyancy
B Bh vk

!_ocal taxes should raise sufficient revenue to avoid vertical
Imbalances.
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Buoyant taxes help maintain revenue growth.
(B Al AR B B 4R NI K
Large revenue fluctuations are not conducive to sustaining
smooth fiscal spending at the local level.
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A good local tax should raise sufficient revenue, be buoyant
over time, and be stable.
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7. Cost
[DEN

* The cost of collecting tax should be low enough to

justify the tax.
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* Those taxes that lead to large economies of scale
gains in tax administration are collected at the

national level more

FAEW LA 2K

* A good local tax should be easily administered and

enforced.
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efficiently.
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Il. Which Taxes Are Good
Local Taxes And What Is
The Practice?
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Which Taxes Have Good Local Tax
Characteristics?
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. Personal income tax

N NGRS

. Corporate income tax
(I CINIEE

. Resource tax

DR A

. User tax

PN S
. Property tax

WA e R

. Sales and excise tax

VAV 2R
. Value added tax
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Personal Income Tax

N NGEES

Suitable for central governments for redistributional and macroeconomic
stabilization purposes

i TR RO, PASEELON 570t S AR E R LA B 1 H Y
At the local level, advantages:
TR, EH
— “Piggybacking” makes it cost effective at the local level
T A
— Buoyant
Q'S
— Highly visible to taxpayers, increasing accountability
[N T T LY N L
Disadvantages
R
— Many people may not pay tax, depending on the level of tax threshold (e.g.
Mediterranean countries).

VFZ NATREATANBL, B TR TR =ik Candb il E 50
— Local surcharges on PIT might conflict with benefit taxation.
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— May go against the redistributional efforts of the government.
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Personal Income Tax In Practice
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In many countries, PIT collected only by
central governments, consistent with
redistributional and macroeconomic
stabilization functions (exceptions:
Scandinavian countries, Switzerland, the
Baltic countries, Russia).
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In some countries, shared between central
and local governments (e.g. the states in
India receive 85 percent of total; Brazil 44
percent).
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Personal Income Tax
(local in percent of total)

Australia 0.0
Austria 26.1
Belgium 6.1
Canada 0.0

Germany 94.5

U.S. 18.5
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Corporate Income Tax
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Economic activities of corporations tend to be diversified and
complex.
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Corporate tax base is very mobile.
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Local taxation of corporate profits could lead to tax export.
i AP A BRAR A] e BRI R -

All these suggest that taxation of corporations should be left
to the central government.
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Corporate Income Tax In Practice
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Most countries levy CIT at the central level.
280 B 5K i RAE AN SN R S A

Germany is an exception: Tax legislation is
fully centralized; almost all taxes, including CIT,
are shared by all government levels; the
vertical distribution of income taxes is set by
the Constitution.
fEELZ A pISh: BIROIIEE S : JLT-pT
B, AR NPTEB, AR IX
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Austria: Single federal CIT, shared with local
governments (similar in Russia—about 2/3
sent to regional governments).

A, B[R NPT R, i3ty
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Corporate Income Tax
(local in percent of total)

Australia 0.0
Austria 27.9
Belgium 0.0
Canada 0.0

Germany 47.8

U.S. 14.8
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Resource Tax
Horizontally unbalanced.
NIRRT ANl
Mostly left to central governments.
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Local governments may share the tax revenue to cover the
infrastructure and other related costs.
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— E.g., in Russia, local governments in regions rich in natural resources
retain a large share of resource taxes through tax sharing schemes.
B, RS, ARV B M DX 16 5 ORI B S LA
T REB I DS IR A o
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User Tax

o A kB
Theoretically sound

Hit FAEX
— No obvious horizontal or vertical balance problems.
ANAFAE W5 A ] B [ 3545 i) R
— Visible.
2] UL
— Fair: people pay what they get.
~ne 7S, BrPEATH .
But, imposes local charges on public goods and services that often produce
generalized benefits.

HIE, X AE T A M A i B 2 L ray i A 25 WSCHR T i 5 98
In practice, it is not a very successful tax (Bird 1999)

*&¢ XA E A1 A R (Bird 1999)

User charges are seldom employed to the extent possible or desirable.

i & BiAR 2> fig iz H 21 ml e N I KRR S
— Very difficult to design good user charges and produce non-revenue benefits.
R AF A T AR B T R AR e, AN BEAT R ARIRAR 73
— Not popular with administrations and citizens.
ANSZAE B TR 2 ROWALE
— Generally modest revenue compared to alternatives.
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Property Tax
W =

Mostly immobile

7 K7 ALY

Linked to benefits (local roads and parks increase property values)
SRR QT A B SR iR T i)
Large tax base
PO
No major tax competition issues
AFFEAE R IR 5 )t
Visible
7l WL
Difficult to administer. Valuation is an art, with a lot of room for discretion.
MELVEH: EEZER, TFARSRIR K,
Politically unpopular

g _EANSZ X
Inelastic
B

Taxing agricultural land is contentious. Thus tax burden on agriculture in most countries is
moderate.

X AMY H PR o T B S PRI 2 B 5, AR MY B D B AR R AT
— In Brazil, the federal government levies the tax on rural property, while local authorities levy the tax on
urban property.
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Property Tax In Practice
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Heavily used by local governments.
b7 BUR R =AE ] o

Most countries apply a large number of different

reliefs (e.g. exemption of government property,
agriculture, mining, forestry). Property Tax
2 HUE ZOR AT S A BOS bR (B, fekrEBUG | (local in percent of total)
W= tHu B RERAD A ’ 100.0
Residential property more favorably treated than ustralia :
commercial property. Austria 80.0
e B 7= AR 3 i S A = 52 2 B 2 A ;
In Irnost developing countries, updating property Belgium 88.8
values is a contentious issue.

. S . : Canada 80.2
TEZHOR T E S, R =g 28 2 O
Local government discretion sometimes limited Germany 100.0
(e.g. in Italy, a minimum rate is set by the central US 89 0
government). s :
HUT BOR A IS 32 BIRRE Can, AERCRA, A R B
FE T HBARBIE)

Revenue from property tax seldom exceed 3
percent of GDP in most countries

EZRE K, KRB W B A AAEGDP H 1)y EEAR 22
Dk 3%



Sales and Excise Tax
* May lead to cross-border shopping (e.g. Canada and

the US, and Ireland and the UK)
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* But, for reasonable differences in the local tax rates,
these effects could be limited, especially if the size of
the local jurisdictions is large.
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Sales And Excise Tax In Practice
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Mostly collected at the central government level.

IRARESE b H P SR BURENC .

Is not a large source of income.

FEAE— KRB 6 Excise Tax
Has low income elasticity. :

i NPT (local in percent of total)
Nevertheless, some countries depend heavily on Australia 0.0
sales/excise taxes ,

SRTIT, 3 0 B S I AR 3 Austria 6.6

— InIndia, sﬂes t:ax igthe main source of income for the states. Belgium 56

TEENJE, BB FE AR -
— In Argentina, turnover taxes and some excises are important Canada 0.0
for provinces. G 19
TERTHREE, A5 BUR HBUR 2. ermany -
Municipalities in Brazil are allowed to levy a 3 percent tax U.S.

on retail sales of fuels and gas.

L PG SR VF S T O R AT A e 3% ) = B
In Russia, excises on fuel and vehicles finance regional
and federal road funds.
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Value Added Tax
FR{EBL

Administration of the VAT is complex.

PR ) BRAR BT %

The VAT should conform to the destination principle. Implementation of this at the
local level requires border control between provinces.

SRR NREAE H 3 Jg U AE Ty EPRAT IR — JRU U SR 248 TR T 4 7

— Origin-based tax may create distortions on factor movements.
DA 1 g Al URAS W] e 23 DR S A1 AR Ak 5 SORCHTL
— Destination-based tax may lead to milder distortions, related to consumer mobility.
DA H H s A BEAH R B S B3 M 8eAs, XMLl 508 g i s A ok .
Rate differential across jurisdictions could lead to mobility of base.
Hiu DX a] R 3 22 1) v] e BB AR K AR AR S
The VAT chain is not preserved if applied at local level.
WERAE T EAEH, W{ERE SRS A B4R RF .
Collection incentives for cross-border trade are eroded.
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Value Added Tax In Practice
% B {E AR S Ol

« Usually assigned to the highest level of

government (major exceptions: EU,
Brazil, Canada, India)

W H & = SR BOF Do ikl (FE22
Biah: BREL, P, InERAMEIRD
The VAT system in Brazil is considered
to be a good example of a bad system.

E=L P ) SR R o) S A2 e 2 1) L IR AR
Germany and Russia share VAT
revenues with subnational levels.

FETE EN S Wy, A R BURF AT — 2
BOR IS B EBN .

Value Added Tax
(local in percent of total)

Australia 0.0
Austria 25.9
Belgium 0.0
Canada 0.0

Germany 50.3

U.S.
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Variations to Standard VAT

brAEREAE B2

 Allowing discretion at the local level for VAT rates

have led to problems.

SVEHE T e BB 5 R T V2 1.

* To address these problems, two modifications are

-

proposed:

N RIX S ) @, SR E DL N SRR 1
— Compensating VAT
FMETE G E A

— Viable Integrated VAT
AT I AR {E AR
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Compensating VAT (CVAT)
AMEPE RS E L

A stand-alone tax charged to the exporting firm and recovered
by the importing firm.

—ANEHEROBLAT, WD AR, R A E T PR
Rate set uniformly, so incentive for game-playing.
Biggr—, XS4 G

Strengthens the VAT chain.

sl IR R BE A% .

If administered centrally, no collection incentive problems.
IARETDEH, AEAEMRSIHLIR L.

But, violates compliance symmetry.

B, dif T ABiAT N B FRIE
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Viable Integrated VAT (VIVAT)
AT B — A I E L

All provinces set the same tax rate on all sales to registered traders
anywhere in the country.

FIT A R A8 4 1 IO i) HC At b 7 P32 I 2 8 e 1) A A 8 0 AH R BB 28
The rate applied to final sales remain at the discretion of the provinces.
i T 2 AR A I LURELE

Preserves the VAT chain.

YEFF A RIAE SR

Ensures general compliance symmetry.

B DR ANRA T N RN AR

But, firms must treat their customers differently according to whether they
are registered for VAT or not.

(B2, o m] bR o AT ERIE M B0, X2 7 AT X X 7
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Other General Trends
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« Anglophone large federal countries: property taxes are the
most important sources of revenue (e.g. Australia, Canada,
the United States).

R TeE R E K W =B e i B ZE UK (s KA
W, nER. EED

* Federal countries in Europe: income and profit taxes are
important (e.g. Belgium, Germany, Switzerland).
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« Some countries have a more balanced revenue source (e.g.
The Nordic countries, Spain, Austria).
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Summary Table

Suitability Criteria For Being A Good Local Tax

Locally
_ Heavily
LO\.A{ Horizon. | Vertical L Hilee Buoyant | Low Used
mobility Visible to
balance | balance : /large cost
base benefits
PIT Yes No Yes No Yes No No
CIT No No Yes No
Resource tax Yes No Yes No Yes No
User tax Yes Yes No Yes Yes Yes
Property tax Yes Yes Yes Yes No No Yes
Retail sales No Yes No Yes Yes No No
and excise
tax
Value added No No No No No
tax 31




Conclusion
g5k
-
A good local tax should be horizontally and vertically balanced, visible,

linked to benefits, buoyant, and not lead to mobility of the base and be
efficient to collect.

Ui (M B Bl AR ) RN 16 SR OB S0 m LA . SRR R AR
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Few taxes qualify: User taxes and property taxes.
HANMNBIRFEFRiE: A CSKBURIT =H

Other taxes, if used at the local level, need to be carefully designed to
avoid pitfalls.

HARBR . G RAEH AT, B E R U LR O A R XU

International experience in local taxation is enormously varied. This
partially reflects historical practice, inadequate designs, and designs that
compensate for the shortfalls
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More can be found on our website:
B 22 v a] Ly ) AR M
+ IMF:
www.imf.org

* China and the IMF:
www.imf.org/external/country/CHN/index.htm

* Resident Representative Office in the People’s
Republic of China

www.imf.org/external/country/CHN/rr/index.htm
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