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Abstract

This paper investigates the effects of the property tax on national fiscal discipline in a sam-

ple of OECD countries over the period 1985-2006. Our results show that a larger share of

property taxes in total tax revenues is associated with a smaller primary deficit-to-GDP

ratio. Moreover, a greater reliance on property taxation at a sub-national level contributes

to straighten fiscal discipline, regardless of the degree of tax decentralization in a coun-

try. Our results suggest that institutional reforms towards fiscal decentralization should be

mostly focused on the design of the local tax structure in order to promote country’s fiscal

sustainability.
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1 Introduction

Large and increasing public debts in industrialized economies and the sovereign debt crisis in the

euro area are urging policy makers and economists to envisage efficient mechanisms and rules

to improve government fiscal balances. As a result, there is a growing interest about which are

the most efficient tax instruments that governments can use to consolidate their fiscal position.

In this perspective, the adoption of a property tax, especially on land and other immovable

properties, is a widely debated issue not only in the political and media arena (The Economist,

2013a,b), but also among scholars and international organizations (OECD, 2012; Norregaard,

2013).

In spite of this interest and the attention paid by the literature to vices and virtues of

property taxes for different macroeconomic and fiscal outcomes, the impact of the use of property

taxation on overall fiscal balance is still an unexplored issue.1 Against this backdrop, in this

paper we investigate the effect of property taxes on national fiscal discipline in a sample of 19

OECD countries over the period 1985-2006 (extended to 23 countries and to a longer period,

1972-2006, in the robustness section).

The correlation between property tax and fiscal discipline is not clear-cut. On the one hand,

a strong use of property taxation may improve the fiscal balance through a number of channels.

First, a shift from income to property taxes could improve tax revenue collection and the

country’s aggregate economic performance. By burdening accumulated wealth, property taxes

have less distortionary effects on the allocation of resources than income and consumption taxes

(Norregaard, 2013). To the extent that property taxes are capitalized in property prices, saving,

investment and labor decisions are unaltered as rates of return on real and financial assets are

unaffected. In addition, as the fiscal burden of property taxes is to a certain degree independent

from the use of the property, taxpayers are incentivized to employ their properties efficiently.

Second, property taxes are a more ‘stable’ and ‘predictable’ source of revenues than other

forms of taxation. The property tax base is mostly immovable and taxpayers can hardly relocate

to areas with lower tax rates. Further, to the extent that tax evaders invest the proceeds of

their evasion in land, real estates and other immovable properties, property taxation allows

to retrieve resources otherwise escaped to tax authorities. Finally, the legally defined value of

properties is less volatile than income and consumption tax bases, thus reducing the cyclicality

of fiscal revenues (Doerner and Ihlanfeldt, 2011; Lutz et al., 2011).

1A related literature has looked at the effect of property tax on wealth accumulation (Holtz-Eakin and Marples,
2001; Joulfaian, 2006), tax avoidance (Kopczuk and Slemrod, 2001), public goods supply (Borge and Rattso,
2008; Fiva and Ronning, 2008), local governments size (Crowley and Sobel, 2011; Liberati and Sacchi, 2013) and
economic growth (Arnold et al., 2011; Acosta-Ormaechea and Yoo, 2012)
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Third, property taxes may discipline non-benevolent politicians. This effect reduces the

wastage of resources and minimizes public expenditures. Revenue-maximizing politicians may

have incentives to deliver public goods at a lower cost, as they anticipate that property values

– and the revenues from property taxes – reflect the quality and amount of public goods locally

available (Glaeser, 1996; Hoxby, 1999; Weingast, 2009). In addition, the high degree of salience

of property taxes makes the vote of tax payers more sensitive to changes in the property tax

rates (Cabral and Hoxby, 2012).

On the other hand, an increase in property taxation might worsen the fiscal balance. Levies

on property, especially on inheritances and gifts, discourage individuals from wealth accumula-

tion, reducing the propensity to save and invest (Kopczuk and Slemrod, 2001). Non-recurrent

taxes on property transfers can reduce the number of market transactions and increase market

price volatility. Further, the salience of property taxes raises the incentive to tax avoidance and

evasion (Kopczuk, 2010). Finally, an accurate assessment of property tax bases is problematic

and costly: systems of land rents are usually not updated and the legal value of properties tend

to diverge from market prices, thus introducing significant disparities among areas, type and

age of properties.

To assess the value of these competing hypotheses we test whether the degree of reliance on

property taxes is significantly correlated with the degree of fiscal discipline at the country level.

As a first step, we estimate a model in which the ratio of primary balance over GDP is function

of the share of property taxes to total tax revenues (and a set of other explanatory variables).

However, the relationship between property taxes and fiscal discipline could be spurious,

as the effect of property taxation may capture the effect of tax decentralization on the fiscal

balance. In fact, the property tax is predominantly a local tax. Typically, it is assigned on

a tax separation scheme to lower levels of government, which make unique use of such a tax

base. Both traditional and public choice theories of fiscal federalism predict that the degree of

tax decentralization has either “laxness” or “discipline” effects on national public deficits.2 In

order to address this concern, we estimate a second model in which we measure property taxes

as a share of local tax revenues and we control for tax decentralization, measured by the ratio

2The “laxness effect” of fiscal decentralization may be due to soft-budget constraints, common pool prob-
lems, and coordination failures among local and with central governments (Ter-Minassian, 1997; Wibbels, 2000;
Rodriguez-Pose and Gill, 2003); the “discipline effect” may be due to vertical and horizontal fiscal competition
across local governments, and transparency of tax burden and public good delivery (Brennan and Buchanan,
1980). Both effects find support in the empirical literature. de Mello (2000) finds that the degree of tax au-
tonomy of sub-national governments causes intergovernmental coordination failures, increasing public deficit at
the central and local government levels. Similarly, Baskaran (2012) documents that tax decentralization leads to
higher fiscal imbalances when sub-national governments rely more on shared taxes. By contrast, Neyapti (2010)
finds that revenue decentralization generally reduces budget deficits. Finally, Thornton (2009) shows that revenue
decentralization has a discipline effect on the consolidated national fiscal balance, even if this effect reverts when
local revenues include exclusively taxes over which sub-national governments have full autonomy.
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between local and total tax revenue.3

Our results can be summarized as follows: (i) a greater reliance on property taxes is asso-

ciated with smaller budget deficits; and (ii) the use of property taxes at a sub-national level

contributes to straighten fiscal discipline, regardless of the degree of tax decentralization. From

a policy perspective, our findings lend support to the beneficial macroeconomic effects of prop-

erty taxation and suggest that institutional reforms in favor of tax decentralization should focus

more on the design of the local tax structure than on the degree of decentralization per se.

The plan of the paper is as follows. In Section 2 we describe trends of property taxation and

local tax structures in the OECD countries belonging to our sample. In Section 3 we present

the empirical strategy and in Section 4 we discuss the regression results. Section 5 concludes.

2 Local tax structures and property tax in OECD countries

A general trend seems that governments tend to decentralize revenue collection less than ex-

penditure execution (Dziobek et al., 2011). Central governments mostly retain control on the

collection of taxes and mandatory social contributions consistently with the prescriptions of

fiscal federalism theory recommending that decentralization of taxation is only desirable for a

limited share of total revenues, namely property taxes and user fees.

As for the taxing power of local governments in OECD countries,4 some stylised facts are

provided by a recent study of OECD (2013): i) tax autonomy varies widely across countries

(most sub-national governments have considerable discretion over their own taxes); ii) in some

countries (e.g., Norway) sub-national governments have the right to vary tax rates but they

actually do not use this taxing power; iii) tax sharing arrangements account for a large part

of sub-national tax revenue in some federal countries as well as in many unitary countries,5

allowing local governments for less or no power to set tax rates or tax bases with respect to the

case of more autonomous taxes.

Consistently with the scope of our paper, an important issue at stake is the local tax com-

3In this way, our paper also contribute to literature on tax decentralization and fiscal imbalance (see footnote
2) by controlling for the heterogeneous effects of different local taxes.

4When we talk about ‘local’ governments, we refer to all tiers of hierarchical institutions differing from the
central/federal government in the countries of our sample (e.g., state, province, region, municipality, lander,
canton, county, and so on). Even though a further horizontal disaggregation would be more precise, it would also
pose several cross-country comparability problems that we want to avoid at this stage of the analysis. Moreover,
decentralization data from many sources (e.g., IMF, OECD, World Bank), also those here used, do not allow any
distinction among all lower tiers of government in each country and all sub-national units are usually aggregated
into a single group in many empirical studies.

5As proved by Blochliger and Petzold (2009) it is sometimes difficult to distinguish whether an arrangement
is tax sharing or intergovernmental transfer. The former has become, indeed, a means to provide fiscal resources
to sub-national governments while maintaining central control over fiscal aggregates. In addition, tax sharing
arrangements often contain an element of horizontal fiscal equalisation.
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position. The observation of revenue systems in OECD countries reveals that the local tax

structure may have different characteristics concerning the mix of the three main taxes avail-

able to sub-national governments: those on income, consumption, and property. A different

tax-mix also implies a different degree of tax autonomy not only across countries but also

across tax category, leading to potential different sub-national governments’ behaviours and

overall budgetary outcomes. For both statistical and economic reasons, a careful distinction

among different tax revenue allocation is therefore necessary.

Major local taxes such as those on personal and corporate income are mostly covered by

tax sharing arrangements; their high yield makes them attractive for sub-national governments

and the pooling tackles potential drawbacks of local taxation (such as mobility of the tax

base). On the other hand, a sub-national governments’ unique control over these revenues is

basically restricted. Likewise, taxes on goods and services are even more embedded in tax

sharing arrangements than income taxes; this then provides a relatively small part of the tax

revenues under the full control of lower tiers of governments.

Property taxes are, instead, usually assigned with more autonomy than others to sub-

national governments as they are hardly involved in pure tax sharing formulas and they are

basically associated with tax separation schemes (to our knowledge, the exception occurs only

in Austria). This implies that even though the property tax may be applied on the basis of

a national legislation, the action of local governments on such item can be more visible and

accountable for citizens. Indeed, the degree of discretion given to sub-national governments to

manipulate the property tax may vary but the thinking that this tax belongs to local govern-

ments is well entrenched (e.g., Martinez-Vazquez, 2008). This feature appears to be consistent

over time and across countries. This would imply that among the three groups of taxes here

discussed, property taxes should be the most effective to control local spending, as they are

contemporaneously characterized by a large degree of autonomy and a predominance of tax

separation schemes.

Differences across countries basically concern the definition of its tax base: typically, the

immovable property tax base included both land and improvements (e.g., buildings); although

there are some countries that only tax land (e.g., Australia). Many taxing jurisdictions also

include machinery and equipment in their tax base (e.g., the United Stated and Canada). All

in all, regardless of the actual tax base chosen, countries typically define that tax base coverage

as broadly as possible to ensure the capture of adequate revenue in an efficient and equitable

manner.
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Looking at our sample, property taxes6 represent, on average, about 2.6% of general gov-

ernment revenue during the years 1985-2006. Countries with higher shares are federal ones

(e.g., Canada, 7.7%, United States 7.5 and Australia 6.4%), followed by France and Portugal

presenting values higher than 4%.7

Even though the property tax does not seem to be the hearth of the overall revenue systems,

it frequently contributes significantly to the financing of local governments being predominantly

assigned to lower levels of government; this is especially true for the immovable tax component

whose collection accrues solely to local governments in the majority of advanced economies as

the countries of our sample. Hence, it is more important to consider the weight of property

taxes in relation to the local tax structure.

On average, the share of property taxes over local tax revenues is about 19.3% over the period

1985-2006. Property taxation still represents the main source of the sub-national government

financing in some federal countries (e.g., Australia, United States, and Belgium from 1993) as

well as in some unitary ones (e.g., France and Netherlands). On the other hand, property tax

is absent in Finland and Sweden as the predominant sub-national tax source in such countries

is the income tax. This preference probably arises for its greater adherence to the ability-to-pay

principle of taxation, and for its more effective role in reducing income inequalities, an issue

particularly important in the tax/benefit structure of Scandinavian countries. This feature

marks a difference with most English-speaking countries, where property taxes account for the

overwhelming part of local tax revenues.

Overall, this picture provides evidence of a certain variability in the use of property tax

across countries. The box plot reported in Figure 1 (panel a) confirms that the distribution

of the share of property tax over total tax revenue shows a significant degree of variability

across countries. While its distribution across countries is highly dispersed up to the end of the

1990s, over the last decade observations are more concentrated around the median. The share

of property tax over total tax revenue exhibits also a certain level of variability over time: on

average property taxes increased at the beginning of the 1990s, reaching 4% of total tax revenue

in 1994, then started declining – they ware halved to 2% by 1999 – and reached 1.3% of total

6Consistently with the standard international tax classifications (i.e. from IMF and OECD), our data refer to
total property tax revenue, which means the sum of: recurrent taxes on immovable property; recurrent taxes on
net wealth; estates, inheritances and gifts taxes; financial and capital transaction taxes; other recurrent or non-
recurrent taxes on property. However, a finer partition is not allowed and only the aggregate value is captured
by our data. In any case, we know that within this aggregate recurrent taxes on immovable property constitute
by far the largest sub-component in OECD countries, presenting also a broadly stable revenue ratio; while, net
wealth and inheritance and gift taxes have been scaled-back or eliminated in some countries (e.g., UK and US
have no net wealth taxation). For further details see Norregaard (2013).

7The countries included in the analysis are: Australia, Austria, Belgium, Canada, Denmark, Finland, France,
Germany, Greece, Iceland, Italy, Netherlands, Norway, Portugal, Spain, Sweden, Switzerland, United Kingdom,
and United States.
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Figure 1: Property tax and primary balance across OECD countries: 1985-2006
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tax revenue in 2006.8

Finally, a preliminary bivariate pooled analysis of the relationship between property tax

and primary balance suggests there is not any significant correlation. A simple scatter plot

between the share of property tax over total tax revenue and primary balance (Figure 1, panel

b) shows that the linear fit is virtually flat. In the following section we inspect more carefully

this relationship in a multivariate setting.

3 The empirical strategy

3.1 Models and variables

To test whether the use of property taxation affects fiscal discipline in a country, we start

our analysis by regressing the share of property taxes to general government tax revenues

(PROPERTY/TOTAL) and a set of control variables (CONTROL) on the government primary

balance-to-GDP ratio (PRIMARY BALANCE ):

PRIMARY BALANCEit = α1 + β1PROPERTY/TOTALit

+

n∑
j=1

γ1jCONTROLjit + λi + τt + εit
(1)

8The standard deviation of the share of property tax in total tax revenue between countries is 1.3 times the
one calculated within countries.
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where i denotes the country, t the year and j the control variables. We measure the degree of

fiscal discipline by primary rather than total balance – that is, we exclude interest payments on

public debt – because primary expenditures are more easily under the control of governments

and then are more representative of the country’s fiscal discipline.

In the baseline specification, we control for a number of economic, socio-demographic and

institutional variables typically considered as important determinants of fiscal outcomes.9 We

include two variables capturing the size of the country (measured by total population, POP-

ULATION ) and of the public sector (proxied by the ratio of government expenditures over

GDP, GOVERNMENT SIZE ). Larger governments, being a source of public sector inefficien-

cies, could be associated with larger deficits, while population may have a positive or negative

influence on the country’s fiscal stance according to whether economies or diseconomies of scale

in provision of public goods prevail. We control for output growth (GDP GROWTH ) and the

unemployment rate (UNEMPLOYMENT ), in order to capture possible influences of business

cycle fluctuations on the fiscal stance, and for the logarithm of real GDP per capita (GDP PC )

to capture possible asymmetric effects of the level of development on revenues and expenditures.

Since primary revenues and expenditures may be affected by the demographic structure of

the country, we control for the share of non-working age population on total population (DE-

PENDENCY RATIO). We take into account the effects of the institutional set-up on the fiscal

stance including a binary variable taking value one for the presence of fiscal rules (BUDGET

BALANCE RULE ) and a synthetic measure of institutional quality capturing the extent of cor-

ruption, the quality of bureaucracy and the degree of impartiality and observance of law in the

country (INSTITUTIONS ). We expect that the stringency of rules-based fiscal governance and

a higher quality of institutions should improve fiscal discipline (Von Hagen and Harden, 1995).

Finally, the error term is composed by a country-specific time-invariant effects (λi), a time-fixed

effects (τt) and the idiosyncratic component (εit). In this way we implicitly take into account

important determinants of a country’s fiscal stance that are persistent over time, like constitu-

tional features (e.g., being federal or unitary country; having a presidential or parliamentary

system; a proportional or plurality electoral rule).

To test the robustness of our results, we augment the baseline specification with addi-

tional control variables capturing other political, institutional and economic factors that may

be correlated with the primary balance. In particular, we control for the political orientation

of national governments (POLITICAL PARTY ) and the degree of public sector’s fragmen-

9See de Mello (2000), Thornton (2009), Neyapti (2010) and Baskaran (2012). Detailed information on def-
initions and sources of all the variables used in the analysis are reported in Table 1, together with summary
statistics.
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tation in the country (FRAGMENTATION ). The former is measured by a dummy variable

taking value one for left-oriented national governments, traditionally considered more inclined

to deficit spending. FRAGMENTATION is measured by the number of sub-national govern-

ments normalized on population density and takes into account possible negative coordination

and lobbying effects on the primary balance. We consider two other macroeconomic variables

that could drive fiscal policy: the presence of a banking crisis (BANKING CRISIS ) and the

difference between the actual and potential GDP (OUTPUT GAP), both calling for additional

public spending and a worsening of the fiscal position. Finally, we control for possible effects

of globalization and international integration, as measured by the sum of exports and imports

over GDP (OPENNESS ), on fiscal outcomes (Rodrik, 1998).

As property taxes are predominantly a local revenue item, the coefficient β1 on PROP-

ERTY/TOTAL may capture the possible laxness and discipline effects associated with revenue

decentralization, other than the beneficial or adverse effects of levies on property. In order to

wipe out the confounding effect of tax decentralization we estimate a second model in which

we decompose the effect of PROPERTY/TOTAL in the weight of property taxes on local tax

revenues (PROPERTY/LOCAL) and the share of local tax revenues on general government tax

revenues (LOCAL/TOTAL):10

PRIMARY BALANCEit = α2 + β2PROPERTY/LOCALit

+ δ2LOCAL/TOTALit

+
n∑
j=1

γ2jCONTROLit + λi + τt + εit

(2)

where we refer to sub-national or local governments as all tiers of government differing from the

central/federal one.11

3.2 Estimation technique

Models (1) and (2) are estimated by using an unbalanced panel of annual data for 19 OECD

countries observed from 1985 until 2006. Both the starting date and the number of countries

10This definition of tax decentralization does not include local non-tax revenues and capital revenues, which
are usually irregularly recorded. Likewise, grants from other government levels are excluded from the taxation
concept. Further details on such variable are provided in Table 1.

11Even if countries considered in this study differ with respect to their legal and constitutional settings, all of
them have at least two levels of government. The main differences consist in the meaning of ‘local’ governments
in unitary and federal countries – e.g., in a Federal Union, ‘state’ also represents a ‘sub-national’ independent
political institution – as well as in the number of hierarchical authorities – e.g., provinces, regions, cantons,
municipalities, landers, autonomous communities, counties, and others. Data availability do not allow this
horizontal disaggregation; then, for consistency, we consider the sum of local, state, provincial and other lower
levels of government where available as the indicator of sub-national government activity.
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considered depend on data availability for institutional variables and fiscal rules.12

To estimate our baseline model we have to deal with two econometric issues. First, given the

persistence of the dependent variable, the error term is likely to be serially correlated. Second,

as many panel data sets encountered in macroeconomics and regional science, our dataset is

likely to be characterized by cross-sectional or spatial dependence (Driscoll and Kraay, 1998).

A natural solution to auto-correlation in the error term is using the Newey and West (NW)

corrected standard errors, which assume heteroskedasticity and autocorrelation up to some lags

(Newey and West, 1987). However, NW standard errors are not robust to the presence of

cross-sectional correlation (Hoechle, 2007).13 In fact, we test for cross-sectional dependence by

performing the Pesaran (2004) CD test14 and we find that the test rejects the null hypothesis

of spatial independence at any standard level of significance, confirming that the residuals are

cross-sectionally correlated in our sample. Therefore, we estimate our baseline model using

the fixed-effects estimator with the Driscoll and Kraay (DK) corrected standard errors, which

are robust to heteroschedasticity, cross-sectional dependence and autocorrelation (Driscoll and

Kraay, 1998). As benchmark, we use a three-lags correction for auto-correlated errors after

observing the residuals correlation over time. However, results are robust to increasing the

lag-structure up to four and six lags, when the correlation starts to become proximate to zero.

4 Results

In Tables 2 and 3 we report the results of the estimation of models (1) and (2), in which property

taxes are measured as a share of, respectively, general government tax revenue and local tax

revenue. In both tables we start by displaying the baseline specification. In subsequent columns

we augment the baseline specification by including additional control variables one at a time,

while the last column report results for the full model.

4.1 Property tax and tax decentralization

In Table 2, the coefficient on PROPERTY/TOTAL is statistically significant and positive across

all the alternative specifications, lending support to the hypothesis that property taxation con-

tributes to promote fiscal discipline. The economic effect is also meaningful: a one percent

12Specifically, the variable INSTITUTIONS can be computed starting from 1984 and only for 19 OECD
countries, while BUDGET BALANCE RULE is collected from 1985. For robustness, however, we estimate
models for more (23) countries and longer time period (1972-2006) excluding these variables.

13Assuming that the residuals of a panel model are correlated within but uncorrelated between groups of
individuals often imposes an artificial and inappropriate constraint on empirical models. Assuming, instead, that
the residuals are correlated both within groups as well as between groups would often be more natural.

14The Pesaran test is adequate for use with unbalanced panels, as in our case, according to the methodology
implemented by De Hoyos and Sarafidis (2006). The results are not reported in the paper for the sake of brevity.

10



increase in the share of property over total tax revenue is associated with around 0.2 percentage

points improvement in the ratio of primary balance over GDP. To illustrate, according to the

estimates reported in the first column, moving from a situation without property tax (as is

the case for Sweden and Finland) to PROPERTY/TAXES = 1.5, which corresponds to the

sample median and approximately to the average value in the United Kingdom and Denmark,

will translate into a 0.3 percentage points higher primary balance.

Our findings are consistent with the hypothesis that property taxes are less distortive and

that, being visible and transparent, are likely to stimulate voters to be aware about the costs

of public programs and politicians to be fiscally more disciplined (Oates, 2001). They are also

consistent with previous studies highlighting the incentive effects of property taxes in controlling

costs of the public sector (e.g., Glaeser, 1996; Borge and Rattso, 2008; Fiva and Ronning,

2008). Such beneficial effect of property taxation on fiscal outcomes finds correspondence in

the empirical literature on fiscal decentralization in OECD countries, according to which not

all taxes are the same for restrain public spending at the sub-national level, and only property

taxes seem to favor smaller local governments (Liberati and Sacchi, 2013).

The estimation of equation (2) tries to identify whether the beneficial effect of property

taxes on fiscal balance is due to a tax composition effect or to a more intense process of tax

decentralization that comes with the use of local property taxes. This concern seems to be

justified in our sample of developed countries. From the first column of Table 3 we can see that

if we estimate a model controlling for the ratio of local tax revenues on general government

tax revenues (LOCAL/TOTAL), there is a positive and significant correlation between the

primary balance and the degree of tax decentralization, in line with the discipline effect of fiscal

decentralization documented by Neyapti (2010) and Thornton (2009) for a sample of OECD

countries. This effect is also economically meaningful, as the elasticity of the primary balance-

to-GDP ratio with respect to our measure of tax decentralization is 0.45.

However, when we control for the type of tax autonomy including jointly LOCAL/TOTAL

and PROPERTY/LOCAL, we find that only the coefficient on the latter variable is statistically

significant and positive across alternative specifications, while the one on tax decentralization

becomes much smaller and no more significant at any conventional level.15 Even in this case,

the effect of property taxes on fiscal balance can be considered economically significant, given

15Our results are by no means due to multicollinearity problems: PROPERTY/LOCAL and LOCAL/TOTAL
are indeed correlated, but the coefficient is in absolute terms sufficiently small (0.27) to avoid any serious concern.
The lack of statistical significance of the degree of fiscal decentralization can be explained by the fact that the
aggregate LOCAL TAXES includes all types of local tax revenue (i.e., more autonomous taxes, shared taxes,
piggybacked taxes, fees, charges), making it difficult to disentangle a clear-cut effect of tax decentralization on
fiscal discipline. Similar results of no-effect of tax decentralization on fiscal balances are found by Thornton
(2009) for a sample of OECD countries for the period 1980-2000.
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that the elasticity of the primary balance-to-GDP ratio with respect to PROPERTY/LOCAL

varies between 0.4 and 0.6. To have a better sense of the magnitude of such effect, we can

observe that if the share of property taxes in local tax revenues increases from 0% (9.7%) to

31.5%, the primary balance-to-GDP ratio increases by 1.9% (1.3%), all things equal. These

changes correspond to Finland and Sweden (Italy) increasing their share of the property tax in

local tax revenue to the average of the United States over the sample period.

Our findings imply that the relative advantage of property taxes with respect to other forms

of local revenues (e.g., income taxes) in improving the primary balance is not conditional on

the degree of tax decentralization. In this view, the key element to promote fiscal discipline is

not the development of the decentralization process but the tax instrument at work. In partic-

ular, a greater autonomy in the administration of property taxes would incentivate a greater

responsibility of the local policy-makers in both collection and spending activities, improving

the nationwide fiscal position. Recent empirical studies on fiscal autonomy of lower tiers of gov-

ernments (e.g., Oates, 2005; Weingast, 2009; Boetti et al., 2012) confirm this view and support

the waves of reforms towards the devolution of taxing power to local governments insisting on

property taxation instead of other forms of revenue or grants from upper-level governments.

4.2 Control variables

The coefficients on control variables have generally the expected signs and they are often statis-

tically significant and stable across different model specifications. First, the negative coefficient

on GOVERNMENT SIZE confirms that the size of the public sector is a source of inefficiency

it being associated with a worse primary balance-to-GDP ratio (see also Neyapti, 2010). By

contrast, the positive coefficient on POPULATION suggests that in larger countries the fiscal

pressure could be reduced thanks to the exploitation of scale economies in the provision of

public goods, leading to a better fiscal stance.

Second, the coefficients on the unemployment rate and GDP growth indicate that fiscal

policy is counter-cyclical: the primary balance-to-GDP ratio improves when output growth

accelerates and unemployment declines, while it makes worse in recessions (Baskaran, 2012).

The coefficient on the level of economic development (GDP PC ) is never statistically signifi-

cant, even if its negative sign is somehow unexpected. As expected, instead, a higher dependency

ratio is negatively associated with the primary balance, as it is likely to increase expenditures

through social assistance and welfare spending programs.

The results on BUDGET BALANCE RULE and INSTITUTIONS indicate that the insti-

tutional framework matters for the fiscal balance. The presence of a budget balance rule is
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positively correlated with the primary balance-to-GDP ratio, even if it is hardly statistically

significant.16 Our measure of institutional quality, instead, shows a positive and significant

association with fiscal performance (Neyapti, 2010).

The effect of POLITICAL PARTY is not statistically significant, consistent with a not so

obvious impact of the ideology of the ruling party on fiscal imbalances. While left-wing parties

are likely to indulge in expansionary fiscal policies, some authors argue that they are also more

likely to increase taxes, with no obvious effect on the level of public deficit and debt (Borrelli and

Royed, 1995; Baskaran, 2010). By contrast, the coefficient on FRAGMENTATION is negative

and statistically significant, suggesting that the presence of many hierarchical authorities is

more susceptible to common pool problems, thus being more prone to worsen overall fiscal

position of the country.

Finally, the coefficients on OUTPUT GAP and on BANKING CRISIS confirm the counter-

cyclical pattern of fiscal policy, while the country’s openness to trade is not statistically associ-

ated with the primary balance-to-GDP ratio.

4.3 Robustness

We test the robustness of our results on a larger sample and under different assumptions about

the structure of the error term. The main results are reported in Table 4. In the first three

columns we report estimation results of our three main specifications (column 1 of Table 2

and columns 1-2 of Table 3) when we consider a larger sample of 23 countries over the period

1972-2006.17 Unfortunately, the increase in the sample size comes at the cost of dropping our

measures of unemployment and institutional quality because of data unavailability. Even in

this larger sample, we find evidence of a positive and robust correlation between the incidence

of property taxation over total (and local) tax revenue and the primary balance-to-GDP ratio,

irrespective of the degree of tax decentralization in the country.

The last six columns of Table 4 show that assuming a simplified structure of the error term,

in which we do not model spatial correlation (columns 4-6) neither autocorrelation (columns

7-9), leads to a marginal increase of the standard errors but leaves the coefficients on our key

variables statistically significant at the usual level of confidence.

16The limited statistical significance of BUDGET BALANCE RULE could reflect that rule implementation is
weak, or that rules are introduced where fiscal performance is weaker in the first instance. In many countries,
supranational budget balance rules applying to general governments have been implemented only in the half of
1990’s and their impact on public finances may be not immediate, as a sufficient time lag is necessary to make
it ‘visible’ and effective. Alternatively large standard errors may reflect measurement errors and the fact that
the dummy variables can not adequately disentangle the effect of different rules. As observed by Debrun et al.
(2008), numerical fiscal rules may differ with respect to their design: depending on their features or ‘strength’,
rules could be more or less likely to have an impact on budgetary outcomes.

17The four countries added to the sample are Hungary, Japan, New Zealand and Poland.
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Finally, our results are robust to alternative specifications of the autocorrelation structure of

the error term (i.e. four or more lags) and to the use of the Feasible Generalized Least Squares

estimator.18

5 Summary and policy implications

As recently put by The Economist (2013b), “ask an economist about which are the most efficient

kinds of taxes, and property taxes will be high up on the list”. In this paper, we focus on

vices and virtues of property taxation for improving a country fiscal balance, by empirically

assessing whether a larger incidence of property tax revenues over total tax revenues is associated

with sounder or weaker fiscal positions. Our results, based on a sample of OECD countries

over the period 1985-2006, show that the impact of a higher recourse to property taxation

has a statistically and economically significant positive effect on the primary balance-to-GDP

ratio. Moreover, we show that this effect is not entirely driven by the “decentralized” nature

of property taxes, as the positive correlation between the incidence of property tax and the

general government primary balance is independent of the degree of tax decentralization in the

country. Instead, the positive effects of property taxes are likely to be due to their efficiency

and incentive virtues and to the relative advantage of this form of taxation in promoting the

accountability and discipline of local governments.

Recent institutional reforms have been aimed at strengthening fiscal governance and rules at

the European Union level, as well as within single member states. These rules have been designed

to promote nationwide fiscal sustainability and have important consequences for managing

public finances in decentralized countries (Spilimbergo et al., 2009; Cottarelli and Schaechter,

2010; Hauptmeier et al., 2011). To this purpose, many scholars have suggested that “to ensure

fiscal discipline, governments at all levels must be made to face financial consequences of their

decisions” (Shah, 1998).

Therefore, in light of this statement one should ask in which way governments can be made

fiscally responsible. The conventional wisdom based on both the First and the Second Genera-

tion theories of fiscal federalism (e.g., Weingast, 2009, 2014) suggests to confer fiscal autonomy

to achieve the fiscal responsibility goal. Our results suggest that a major ingredient to ensure

nationwide fiscal discipline is to rely on tax instruments with a certain intrinsic degree of au-

tonomy, and they call for a further rethinking of fiscal policy in advanced economies. Actually,

the limited effectiveness of the fiscal consolidation effort in several European countries is related

to a deterioration in the budgetary situation of the various government levels – especially of

18These last results are not shown for brevity, but are available upon request.
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sub-national governments –, a decrease in revenue and, ultimately, to a lack of political will to

strength fiscal governance and rules being able to favour the required budgetary adjustments.

Among the tools that received a lot of resistance and proved themselves unpopular and politi-

cally unattractive, this paper show that property taxation is likely to make fiscal consolidation

more effective.
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