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BUILDING A SUCCESSFUL FISCAL FEDERATION

This open access book analyses the fiscal constitutions of developed, democratic Western federations that can offer a model for EU fiscal federalism, and draws lessons for the EU.

The 2007–08 sovereign debt crisis revealed the urgency to overhaul the fiscal architecture of the EU to protect the Eurozone. In the book, national experts analyse the fiscal architecture of Australia, Austria, Belgium, Canada, Germany, Switzerland and the USA as key examples of federated entities that exercise autonomy in fiscal matters. Throughout their histories, these federations have faced political clashes between centre and periphery or among sub-federal entities which are reminiscent of current conflicts in the EU. Moreover, in times of crisis such as wars, the COVID-19 pandemic, or asymmetric economic shocks, their fiscal systems have been put under stress in comparable ways to the EU.

An interdisciplinary team of lawyers, political scientists, and economists uses the analysis of the sample federal states to provide concrete reform suggestions applicable to the EU. Thus, the book offers food for thought for researchers and advanced students, as well as for practitioners in the areas of administration and politics, to make the EU fiscal architecture more resilient in the face of future crises.
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PREFACE

Since the European Union (EU) finally succeeded in creating an economic and monetary union (EMU) at the turn of the millennium, after decades of fruitless efforts, the topic has preoccupied two of the three editors of this volume (the third, Florian Huber, was still a teenager at the time). The future of this union, its successes – such as the introduction of the euro in more and more EU member states – and the economic, political and legal challenges it faced have remained high on our research agenda ever since.

The issue became particularly urgent with the outbreak of the financial and sovereign debt crisis in 2007/2008, which not only called into question the ­continued existence of the EMU, but also potentially that of the European Union itself. Evidently – but this was not really news – the structure of the EMU had flaws that made it conceivable that the entire European unification project could collapse because of them. It was equally evident that the main problem lay in the relationship between the Union and its Member States, and in the division of powers between these two levels of the European polity.

It was not least the prospect of a recurrence of such a crisis, albeit in different form, that prompted the editorial team – now collaborating at the Salzburg Centre of European Union Studie (SCEUS) – to develop a research project ­examining fiscal relations in other multi-level systems, i.e. in federations that allow their subdivisions fiscal autonomy, to see how they dealt with the problems that had arisen in the case of the EU. The project aimed to explore the features, commonalities, and differences of fiscal federalism applied in federal states, from a legal, political and economic perspective. Based on this examination, we wanted to contribute to a better understanding of fiscal federalism in multilevel polities and develop possible solutions for fiscal problems in the EU, that could guide day-to-day fiscal policy while also securing democratic control.

The first issue that needed to be addressed for such a project was the selection of potential role models for a resilient future fiscal architecture of the Union. The criteria were quickly established: they should be developed, democratic federations with a nuanced constitutional past that had survived more challenges than the EU during its roughly 70-years lifespan. To assess the impact of membership in the Economic and Monetary Union, both EU member and non-member countries were to be included in the sample. Almost naturally, the choice therefore fell on Belgium, Germany and Austria as federally organized EU and EMU member states, as well as Australia, Canada, the USA and Switzerland outside the Union.

Second, the selection of researchers had to be decided. The basic requirement was that they should be firmly established in their respective countries. And since the topic undoubtedly required economic, political and legal expertise, each country was to be ‘represented’ by a team covering at least these three disciplines. We were largely able to meet this objective, even for Switzerland and the USA, though some compromises were necessary. These reports are single-authored, as some of the prospective co-authors took different professional paths during the duration of the project.

Next, we submitted an application entitled ‘Comparative Fiscal Federalism. Lessons to be Learned for the EU’ to the Austrian Science Fund (FWF), which was finally approved in spring 2019.1 In late 2019 we started the project with a kick-off-meeting of all country teams and the EU team in Salzburg. Two joint workshops and a final conference were planned to follow, but the ­kick-off 
turned out to be the only occasion on which the members of our carefully chosen research team actually met in person. Only a few months later, the outbreak of the pandemic completely upended the organisational framework of the project.

What followed was a switch to online-only collaboration. Over time, the meetings of the project teams became increasingly professional and productive. We managed to organize plenary sessions, where all participants met – although its members were scattered around the globe, leaving us with just one single hour during the day when everybody could more or less easily join. Nevertheless, the presentations and discussions proved to be substantial, lively, and helpful to achieve the goal we set ourselves at the beginning of the project.

Apart from its consequences for the organisation of our research programme, the pandemic confirmed our original concern: that the weaknesses of the EMU would continue to haunt us under different circumstances, revealing the same or similar systemic flaws. Indeed, aid programmes designed to tackle the consequences of the crisis, the surrounding political debates, the temporary relaxation of the EMU stability criteria, the purchase of bonds by the European Central Bank (ECB) and the contention that this could be the European Union’s ‘Hamiltonian moment’ struck at the heart of our research topic. These as well as other related issues were incorporated into our work on an impromptu basis and led to important results that are also presented in this book.

In addition to working on a topical, important challenge of European integration, experiencing truly international teamwork spanning over a dozen of time zones had a fascination of its own, at least for the editors of this volume, if not for most participants: During the project’s lifetime a team spirit evolved, that allowed for a unique, in-depth discussion of protracted constitutional, political and economic issues from truly diverse angles, be they disciplinary, national or cultural.

The country reports, as well as – mutatis mutandis – the analysis of the European Union’s fiscal architecture follow a common structure. This allows not only for comparisons between the federations but lays the groundwork for identifying lessons that the Union can learn. After a general discussion of the rationale and the emergence of each system of fiscal federalism, the distribution of revenues and expenditures is discussed in detail, as are the relationships between fiscal and substantive competences, mechanisms and institutions of fiscal control and the role of solidarity in the system. Finally, after evaluating monetary policy (where applicable), each country report weighs the merits and deficiencies of the respective system and assesses what the EU could learn from it – and what it should avoid.

Part III, dealing with the EU, was finalised subsequently to the country reports, with the intention to fully benefit from them. This is why the contributions to Parts I and II were completed in 2024 while Part III digests developments 
up until the end of June 2025.

We are deeply grateful to many friends and colleagues who helped create and complete this project. In organisational terms, the Salzburg Centre of 
European Union Studies (SCEUS) and the University of Salzburg must be mentioned in the first place, as well as the FWF and its staff, not only for the indispensable financial support, but also for the flexibility in view of the unforeseen challenges posed by the pandemic. Also, Roberta Bassi and her colleagues from Hart Publishers in Oxford as well as the reviewers of the manuscript that 
provided for valuable additional insights have earned our sincere thanks not only for their stout support in producing this volume, but also for their unwavering patience with our numerous shortcomings as editors. Gratefulness for unwavering patience with us also goes to all authors of the reports, together with sincere thanks for their willingness to co-operate, their engagement in the project, and their contributions. This is what let the project ‘Comparative Fiscal Federalism. Lessons to be Learned for the EU’ develop into a unique forum of discussion over its lifetime. It also inspired the resulting book you are holding in your hand or are accessing ‘openly’ online, hopefully making it a source of inspiration both for future research and political decision-making!

Stefan Griller 

Florian Huber 

Sonja Puntscher Riekmann

Salzburg and Vienna

November 2025




1Austrian Science Fund, Stand Alone Project No P 31966-G27, https://www.fwf.ac.at/en/research-radar/10.55776/P31966.
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I.The Rationale of this Book


A.How it all Began: The Idea of a Regulatory Union

During the 1990s, in the wake of the creation of the Economic and Monetary Union (EMU), the European Union (EU) has been widely acknowledged to serve as ‘an ideal laboratory for the study of the problems of the regulatory state’.1 The latter was portrayed as increasingly governed by ‘administrative regulation’: economic and social regulation by independent agencies operating outside the usual standards of democratic lawmaking and hierarchical control. Technocratic actors would govern by rules and numbers, in the absence of classical state powers such as taxing, spending, and means of coercion.2 The EU in general and the EMU specifically became pivotal examples for the success of this approach to governance. Quickly identified legitimacy problems should, it was suggested, be tackled not by limiting the independence of the regulators or increased politicisation, but rather by strengthening the accountability structure.3 

To a certain extent, this approach has found its way into the constitutional setup of the EU, and still resonates in the political and legal discourse, not the least when it comes to EMU governance.4 Monetary Policy is, for the members of the euro area, an exclusive competence of the Union and put primarily into the hands of the European Central Bank (ECB). The latter is, as is the entire European System of Central Banks (ESCB), independent to an outstanding extent.5 Its ‘primary objective … shall be to maintain price stability’.6 For the pursuit of this goal, the ESCB ‘must be allowed a broad discretion since, when it prepares and implements an open market operations programme, it is required to make choices of a technical nature and to undertake complex forecasts and assessments’, as the Court of Justice of the EU (CJEU) has confirmed.7 Such leeway is subject to reduced judicial scrutiny, on the grounds of the CJEU’s view that only ‘a manifest error of assessment’8 would render an ECB measure unlawful.

Economic Policy, as opposed to Monetary Policy, remains the prerogative of the Member States. They only ‘coordinate their economic policies within the Union’.9 The specific provisions for those Member States whose currency is the euro can be seen as ‘ruling by numbers’. Eurozone members ‘regard their economic policies as a matter of common concern’ and ‘coordinate them within the Council’.10 The latter includes the formulation of broad economic guidelines in the Council. The core of that coordination consists of the famous obligation, laxly enforced, to avoid excessive government deficits, that is, more than three per cent of the GDP for the annual deficit and 60 per cent for the overall government debt.11 Within these boundaries, the Member States remain free to conduct their economic policies, including fiscal policies.

This narrative of apolitical, technocratic rulemaking as opposed to taking political choices requiring ‘full’ democratic legitimacy may have been daring at the outset,12 not the least by suggesting that decision making relying substantially or even primarily on expert knowledge might be apolitical. Be that as it may, the picture became much more nuanced and the narrative arguably untenable in the wake of and during the financial and fiscal crisis that evolved from 2007/08 onwards, and even more so during the COVID-19 pandemic starting in 2020. This is not only true conceptually but also factually: the regulatory framework was simply insufficient for navigating through the crisis. Additional measures were needed.



B.A Harsh Reality Check: How the Polycrisis Rocked the EMU in its Foundations

We maintain that the financial and fiscal crisis was primarily triggered by insufficiently secured private indebtedness which caused severe troubles for banks. The latter, specifically those ‘too big to fail’ were being bailed out by Member States which led to sovereign debt crises in several EU countries. More difficulties followed, not the least those caused by the COVID-19 pandemic with its entirely different causes. All this evolved against the background of a Single Market which had led to closely intertwined economies of the Member States which could not easily be shielded against each other by protective measures, neither trade-related nor financial ones.

Jean-Claude Juncker, former President of the European Commission, already in 2016, long before the outbreak of COVID-19, characterised the developments at the time as the experience of a ‘polycrisis’ threatening the foundations of the Union.13 Amidst all the different crisis situations, however, the European sovereign debt crisis still stands out not only due to how it highlighted systemic flaws of the EU, but also due to the realistic possibility of a (near) future repeat. The particular vulnerability of Eurozone Member States towards concerns about the sustainability of government debt is (still) often being linked to the unique institutional setup of the EMU.14 While Eurozone Member States largely retained control over their national economic and fiscal policies, monetary policy has been centralised with the introduction of a common currency and the creation of the ECB. Devoid of the option to use monetary instruments (eg, currency devaluation, inflation policies)15 in order to suit national preferences and in the absence of monetary financing,16 Eurozone Member States find themselves in a situation comparable to countries whose debt is denominated in a foreign currency.17 This situation renders a sovereign default in one’s own currency possible. It almost became a reality for some Member States on account of an interplay of fiscal irresponsibility, macroeconomic imbalances, dysfunctional markets and the legal framework of the EMU.18 Eventually, the chain reaction also cast doubts on the durability of the euro, further contributing to an acceleration of contagion effects among Eurozone Member States.

Starting with the financial and fiscal crisis, the EU and the Member States reacted in combined efforts19 that can be grouped into:


	aid measures and related market interventions;

	strengthening the Stability and Growth Pact (SGP) with the aim of re-establishing Member States’ budgetary discipline; and

	strengthening the banking sector and the financial market supervision by creating a ‘Banking Union’.



This combination included EU measures as well as Member States’ measures, the latter both domestic and under public international law (like the European Stability Mechanism [ESM]).

During the COVID-19 pandemic20 which provoked economic turmoil for health reasons, aid and market intervention mechanisms that had proven as efficient relief measures, experienced a swift revival, clearly with variations. They were complemented by an unprecedented consensus, consequently implemented through a ‘NextGenerationEU Fund’ (NGEU), to authorise some €750 billion EU borrowing which was used to set up a ‘separate’ EU budget of scale, to be disbursed to the Member States. This serves not only to mitigate economic hardship caused by restrictive (public health) measures but also as an incentive for economic reforms addressing challenges to the public health system, and those resulting from climate and technological change. The refurbished SGP’s flexibility accommodated the extraordinary economic downturn while reinforcing budgetary discipline at the same time. The momentum even led to a long-awaited reform of the SGP in 2024, if only with incremental instead of fundamental progress.

Even if, again, the ad hoc measures taken to combat the COVID-19 challenges were manifold, partly also creative and novel, it was still a piecemeal approach with custom made crisis relief. Already during and after the financial and fiscal crisis response it had been noted that ad hoc solutions had often been achieved through intergovernmentalism rather than EU procedures,21 which prompted the concern that such an attitude might prove inadequate during the next crisis.22 As developments for example in Italy even before the COVID-19 health crisis demonstrate,23 the reestablished stability is tenuous at best. It is unclear, whether the ESM could generate sufficient funds to assist the EU’s larger economies should they face difficulties. Another seemingly unresolved issue is the question of how much risk and burden sharing is adequate between interdependent, yet still sovereign Member State economies in the context of economic needs, democratic requirements, and moral hazard effects.

More challenges inevitably will have to be met. Most recent, in spring 2025, is the initiative to activate the SGP ‘escape clause’ for defence investments which would bring them outside the excessive deficit thresholds.

The ECB, in its turn, managed to calm markets by using unconventional monetary policy measures, starting during and in the aftermath of the financial and fiscal crisis, and continued during COVID-19.24 However, the deficient political ad hoc measures left the ECB in an uncomfortable position, where it was forced to devise controversial policies, which were and still are the focal point of intense public and legal scrutiny.25 Also in this regard it is questionable whether the ECB’s unconventional measures would work again in the future.

In other words: More principled reforms addressing the systemic shortcomings seem urgent. Robust emergency measures should be part of such an overhaul.



C.The Rationale: Stocktaking and Looking Forward, in a Comparative Perspective

As remarkable as the above-mentioned measures and achievements might appear,26 they cannot conceal the fact that the measures taken were ad hoc, due to the largely lacking premeditated crisis management structures. This also applies to the financial and fiscal implications of the NGEU which has been hailed as the Hamiltonian moment in EU integration.

What is more, the mentioned responses transcended ‘governing by rules and ruling by numbers’ and brought the need – and for some the desire – to the surface to reach beyond this approach.27 This was quickly identified and channelled into a series of proposals on how the system could be improved further, and in a more principled manner. In a remarkable high frequency, such proposals came from EU institutions like the EU Commission but included also joint statements from those actors.28 Until today, most of these proposals are stalled, not the least in order to avoid the controversies that would accompany any initiative to amend the Treaties – which arguably cannot be avoided for the more substantial reforms. It goes without saying that there was no shortage of proposals originating from academia either. They range from well reflected ideas on improving the details of the regulatory design29 to proposals for a design change. Most important – and at the same time most contested – among the latter might be ideas on enhancing solidarity between EMU Member States30 and on the introduction of a euro area budget of scale that would boost the ‘economic firepower’ not the least in times of crises. For some, this includes the necessity of creating a ‘Political Union’ disposing of some sort of economic governance at EU level,31 that would at the same time create a counterpart to the weight of the ECB.

At that point, we contend,32 that the measures already taken developed into a system of fiscal federalism as known from federal states. As in those states, the development in the EU is accompanied by debates about sustainability, stabilisation, growth, and the setting of right or wrong incentives. Digging deeper, solidarity, responsibility, loyalty, autonomy, and democratic control are the issues at stake.

Therefore, it might make sense to draw inspiration from well-functioning fiscal federations, the features of which resemble, at least partly, those of the already remarkably transformed EU. This idea is at the centre of this book.

We chose seven (fiscal) federations for such closer scrutiny: Australia, Austria, Belgium, Canada, Germany, Switzerland, and the United States. It goes without saying, and will be demonstrated at length, that their specificities, beyond the common feature of federalism, require caution when it comes to drawing comparative conclusions. This is not the least due to the fact, that three out of the seven (Austria, Belgium, and Germany) are members of the EU and the Eurozone, participating in the developments sketched out above. They are ‘federations in a federation’ if the EU itself qualifies as a federation. This is different to the four other model countries. These varieties of federalism provide rich food for thought when it comes to reflecting on the EU.

We aim at exploring features, commonalities, and differences of fiscal federalism applied in federal states, as exemplified in our seven model countries, mainly combining perspectives from legal scholars, political scientists and economists. We are aiming at contributing to a better understanding of fiscal federalism in multilevel polities and develop possible solutions for fiscal problems in the EU. Is it possible to learn from experience both regarding achievements that could serve as models but also failures that might be warning signs? Can inspiration be drawn only at a very high level of abstraction, or would blueprints for the EU appear to be within reach?



II.Defining Fiscal Federalism


A.Core Elements of the Definition

We define, for our purposes, federalism as a political ‘system’ consisting of a central entity and more than one decentralised entity. That system has, first, a division of lawmaking and law enforcement competencies between these entities and, second, a substantial participation of organs of the decentralised entities in enacting binding law at the central level. While the classical case may be a federal state, statehood is not a defining element of this notion.

In other words, ‘federalism’ is coined as a specific form of decentralisation of lawmaking and law enforcement, while we avoid identifying the two notions.33 For our purposes, we also avoid entering the controversy on statehood, sovereignty and constitutionalism as alleged preconditions for federations, normally as opposed to confederations. We explicitly hold that defining ‘federalism’ as above is a matter of suitability for the related purposes, not a matter of truth. By avoiding the mentioned controversies,34 we are explicitly aiming at a broad concept to facilitate a comprehensive, comparative analysis of diverse systems,35 incorporating legal, political and economic viewpoints. We would not see any convincing point in excluding the EU from a comparison with our model countries regarding fiscal matters on the grounds that the latter are sovereign states under international law, while the EU is not – the latter having been coined as ‘federalism without constitutionalism’.36 Holding that, against this broad ­definition, the EU is to be qualified as a federation,37 opens up the possibility benefiting from related experience. It goes without saying that this approach is neither an obstacle nor an excuse for avoiding or covering up controversial aspects – like democratic legitimacy – which are closely related to the debate on statehood.

Concretising this approach for our subject, we follow the prevailing view and define ‘Fiscal Federalism’ as a system with a decentralised fiscal structure, in which the authority to raise, manage, and spend public revenues (fiscal powers and functions) is divided between different levels of government38 that each have a certain margin of autonomy.


	‘System’ is not defined uniformly across disciplines, but generally refers to entities consisting of several components, which are linked together by certain orderly relationships between them and are thus regarded as a common whole. Federal fiscal systems develop, evolve, and are created in various ways.

	‘Fiscal powers and functions’ are legislative, administrative, and/or executive competences to raise, manage, and/or spend public revenues.

	‘Different levels of government’ may be federal, regional, or local units holding public powers.

	‘Margin of autonomy’ means genuine decision-making powers of varying scope39 by means of either legislative and administrative competences, or executive discretion.

	‘Decentralised structures’ are usually not only characterised by a vertical division of power, but also by institutional integration on the federal level, that is, representation of sub-federal levels in federal decision-making bodies (eg, bi-cameral parliaments).



Arguably, the EMU may already come under this definition of a ‘Fiscal Federation’, if one disregards, as mentioned, any notion of statehood.40 Over time, the EU’s involvement in different policy areas has grown substantially and although it remains dependent on fiscal as well as administrative activities of its Member States, both spheres are increasingly intertwined.

It has been argued that the overall trend during the last decades has been ‘in favour of greater decentralisation’,41 generally, but also regarding fiscal integration. Be that as it may, regarding states in general and our model countries specifically, this is certainly not the case when it comes to the EU. Regarding the latter, the degree of decentralisation is sufficiently high to even question its ‘federal’ dimension. The developments during the last decades may be characterised as cautiously introducing elements of fiscal centralisation starting from a level of largely unfettered autonomy of the Member States.



B.Closely Related Aspects

For reasons of clarity, we address some additional terms independently of using them in the regulatory context of states or other entities like the EU. Regarding public finances, revenue is usually generated through taxes, other duties or fees, commercial activities by public entities or borrowing. Depending on the respective constitutional constraints not all these resources may be at the free disposal of all levels of government.

In terms of fiscal powers and functions four categories can be distinguished, as these sometimes diverge in federally organised polities:


	tax sovereignty (ie, legislative powers to impose and regulate taxes or other duties/fees) and borrowing abilities;

	tax (and/or other duties/fees) collection and enforcement (ie, administrative functions);

	revenue allocation (ie, which revenue category: shared or exclusive);42 

	spending powers and responsibilities.



The contentious and complex issue of fiscal equalisation is only partly represented in our definition. In a strict sense fiscal equalisation can encompass two elements:


	the general allocation of revenue among different levels of government (insofar as the initial vertical allocation of revenue has redistributive effects);43 and

	the intergovernmental redistribution of wealth (traditional or secondary fiscal equalisation).44 



While the former (with or without redistributive effects) is a defining feature of all fiscal federal systems, the latter is not necessarily.45 Fiscal federal systems can theoretically operate without secondary fiscal equalisation, which is essentially used only as a tool to cope with specific issues decentralised systems tend to face. More often than not federal states do, however, maintain mechanisms to redistribute wealth vertically and horizontally, correcting the results of the respective allocation of fiscal powers and functions. This can be motivated by various reasons, notably by attempts to level the playing field for federal competition,46 to adjust to regional distortions, or to create a more equitable and efficient overall tax system. Territorial cohesion may also factor into those decisions due to the at times unifying or divisive forces of such transfers. While a common instrument of redistribution is the use of intergovernmental grants (conditional or unconditional), approaches and methods vary greatly across fiscal federal systems. While the existence and design of these forms of secondary fiscal equalisation or equivalent effects of the respective system are quite common in the model countries explored in our study, all of this is specifically contentious when it comes to the EU.

We contend that comparing the EU and (our) sample countries through a wide-angle lens of ‘fiscal federalism’ like the one conceptualised above, is a promising approach for learning from success and failure as well as from struggles with difficulties. From the outset, we did not expect to find blueprints which could be copy-pasted from one polity to another. Rather, we aimed at the identification of toolboxes helping to address structural challenges of federally organised polities. How, and even if those tools can and should be used has to be subject to closer scrutiny in each of these federations with their different historical, political, economic and legal characteristics.



C.Differentiating the Definition from Regulatory Challenges

It is a commonplace that even if fiscal federations regularly face challenges which ‘may be very similar, the solutions they discover and adopt are often unique and local’.47 This begs a differentiation. Not all challenges – which might be even unrelated to the specificities of any federation, confederation or centralised polity – can or should be integrated into the definition. In the following parts of the book, we address, amongst others, the importance of ‘substantive’ competences for the allocation of fiscal powers. This does not presuppose that in each and every fiscal federation we will find a strong correlation between the two or at least a developed pattern addressing the concern. Similarly, financial stability is paramount to all polities, be they centralised or decentralised. However, it does not follow that a developed system ensuring sound public finances is part of every fiscal federation, and if so, if it serves the purpose. Finally, also solidarity arguably is of importance for almost any polity. Whether or not solidarity is observed and/or regulated, and if so, to what extent, is not part of the definition of fiscal federalism. Generally speaking, defining fiscal federalism is not supposed to anticipate political choices on different models of fiscal federalism.48 

While we address the mentioned challenges, we keep them nevertheless apart from the definition. In the same vein, we contend that not all crisis-solving measures make them automatically an element of fiscal federal governance. To illustrate this: clearly, creating a Banking Union and applying state aid provisions in a flexible manner were key answers to the fiscal and financial crisis starting in 2007/08. This does not bring these policy fields under fiscal matters and does not make them part of the body of law constituting a fiscal federation.49 Regulating banking business is still a matter coming primarily under internal market law,50 state aid law is still a part of EU competition law,51 without disputing the importance for overcoming the fiscal and financial crisis. Interdependencies between different policy fields in a federation do not bring all of them automatically under the umbrella of fiscal federalism, as soon as they contributed to combat financial turmoil.

Similarly, not all and not even the most expenditure consuming policy fields come under the notion of EU fiscal matters or under the rules governing economic policy. Therefore, healthcare, social security, or education, which form part of the most costly policy fields of the EU Member States do not in their substance belong to fiscal federal affairs. Monitoring budgetary expenditures nevertheless is certainly part of EU fiscal and economic policy52 and may very well encompass and address expenditures for healthcare, social security, or education, as well as for saving banks.

Finally, we hold that our conceptual approach and differentiation is not conflicting with, but rather encompassing concepts common to the European debate, such as ‘fiscal capacity’, ‘fiscal integration’ and ‘fiscal union’.53 To be clear, all these conceptualisations may be perfectly legitimate for their purposes. We prefer, however, to avoid some of the resulting debates by choosing a broad approach which is flexible enough to address many variations of decentralisation.54 At least some of the mentioned concepts are struggling with the definition of thresholds which would bring a polity within the scope of the term – for example a degree of centralisation (of taxation and/or budgetary capacity) which would be essential for a ‘fiscal union’. Clearly, our choice cannot avoid the substantive issues emerging in federally organised polities. It is only that we try to avoid terminological controversies55 by keeping the broadest possible perspective.



III.The Structure of this Book

Based on the above considerations, Parts I and II of this book present the experiences of seven Western countries with constitutions enshrining a federal setup, notably including fiscal matters. The presentation of the respective findings roughly follows a common structure: I. goals of the existing system; II. major historical stages of the development; III. distribution mechanisms for revenues and expenditures; IV. the relation of fiscal mechanisms to the distribution of ‘substantive’ competences; V. the control of financial stability; VI. the role of the concept of solidarity; VII. the role of monetary policy; VIII. merits and deficiencies of the respective fiscal system; and finally, IX. dos and don’ts focusing on possible lessons the EU could learn from the respective federation.

Part III picks up with an analysis of the current EU system incorporating legal, economic and political viewpoints, assesses the forms of fiscal integration existing today and identifies core and contentious issues (first chapter). This will serve as a basis for drawing lessons from the more mature fiscal federal systems of our sample countries (second chapter).

In the ensuing third chapter of Part III, these results form the basis for developing reform proposals aiming at a more resilient and comprehensive system for the future.
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PART I

Fiscal Federalism in a Wider World




Australia

NICHOLAS ARONEY AND ALAN FENNA1  


I.Goals of the Existing System

The original purpose of Australia’s federal system was to bring about the union of settler colonies enjoying a strong sense of shared identity and common destiny in a way that would provide the economic and strategic benefits of larger scale while retaining for the States the primary role in most matters of domestic governance.2  The Constitution itself articulates no particular norms or principles except insofar as the amending procedure (section 128) makes clear the underlying federal intent by requiring any alteration to be approved by a majority of voters in a majority of States.3  


A.Background

In the lead up to Federation in 1901, the six constituent colonies enjoyed substantial powers of local self-government and constitutional self-determination within the broad constraints of British imperial oversight and control. Each colony had an independent power to raise taxes, borrow funds and spend money. These powers were exercised in accordance with each colony’s Constitution Act and the conventions of parliamentary responsible government as adapted to the conditions prevailing in the Australian colonies.

When the colonial delegates deliberated about the particular form that a federation might take, it was assumed that the colonies would continue to operate as self-governing constituent units of the federation, independently exercising the vast bulk of their existing executive, legislative, judicial and financial powers in a manner that they had prior to federation, subject only to those changes considered necessary in order to establish an effectively operating federal system of government and a continent-wide common market and national economy.



B.Federation

At the time of federation, political actors from the six constituent Australian colonies harboured varying aspirations. The constitutional settings upon which they settled had to be resolved by majority votes among delegates to the federal conventions of 1891 and 1897–98, and agreed to by majority votes in the referendums that were held in each of the colonies between 1898 and 1900. At the beginning of each of the two federal conventions the delegates debated and approved a set of resolutions that set out the basic features of the system they wished to see established.4  The resolutions from the second convention of 1897–98 included the following:


That the powers, privileges, and territories of the several existing colonies shall remain intact, except in respect of such surrenders as may be agreed upon to secure uniformity of law and administration in matters of common concern. …

That the exclusive power to impose and collect duties of Customs and Excise, and to give bounties, shall be vested in the Federal Parliament. …

That trade and intercourse between the Federated Colonies, whether by land or sea, shall become and remain absolutely free.5  



The resolutions also called for the framing of a federal constitution that would establish a federal Parliament consisting of a House of Representatives elected by districts formed on a population basis that would possess the sole power of originating bills appropriating revenue or imposing taxation, and a directly-elected Senate with equal representation of each State and otherwise equal powers.6  



C.Co-ordinate Design within a Common Market

In very broad terms, these resolutions were consistent with the proposition that the federated colonies/states would continue to possess the taxing, borrowing and spending powers they had prior to Federation (s 107). The one important exception was the surrender to the Commonwealth (federal) government of the exclusive power ‘to impose duties of customs and of excise’ (s 90). This latter measure was intrinsic to the goal of establishing free trade among the colonies (s 92) given that one of the irritants leading to Federation had been customs or excise duties on goods traded between the colonies.7  The federal parliament, meanwhile, would have full power to authorise the imposition of taxation and appropriation of revenue, thus enabling the Commonwealth to impose and collect taxes of essentially any kind and spend those revenues on matters falling within its responsibility (s 51[ii]). The result would be two sets of parallel governments, Commonwealth and State, each possessing largely independent powers of taxation and spending, consistent with the dualist approach to dividing powers as pioneered in the United States and emulated in Australia.8  

As the debate in the federal convention progressed, however, these underlying goals were elaborated and extended in several important ways. These included provision for the Commonwealth to ‘grant financial assistance to any State on such terms and conditions as the Parliament thinks fit’ (s 96); requirements that the federal government must not discriminate between the States when levying taxation; and a prohibition on the taxing of state property by the Commonwealth and vice versa. These elaborations and extensions are explained in more detail in the next section.



II.Evolution and Issues

The federal system operating in Australia today has travelled a long way from its origins. While envisaged as a non-centralised system, it has undergone a steady process of centralisation – particularly since 1920.9  Supported by expansive interpretation of its enumerated powers by the High Court, the Commonwealth has steadily and sometimes dramatically increased its power in the federation.10  Fiscal centralisation has been both a consequence of, and a contributor to, this.


A.Overview

At the time of Federation, the most important sources of government revenue were import tariffs. One of the primary objectives of Federation was to establish freedom of ‘trade, commerce, and intercourse’ between the states, as expressed in section 92 of the Constitution. In order to achieve this, it was considered necessary to prohibit the states from imposing customs and excise duties on goods imported into or circulating within each state. The power to impose duties of customs and excise was made an exclusive power of the Commonwealth, applicable only to the external border (s 90). This prevented the States from adopting protectionist policies against other states, leaving it to the Commonwealth parliament to determine whether or not it would adopt protectionist or free trade policies with respect to other countries.

However, since this deprived the states of their main revenue source, it raised serious questions about their fiscal capacities after Federation. A temporary arrangement, whereby the excess revenues received by the Commonwealth would be distributed proportionately to the states, was included in the constitution, but this was only for ten years. The magnitude of that fiscal imbalance is evident from the fact that in the 1909–10 financial year, the Commonwealth raised $23 million of $31 million total tax revenue and returned $16 million to the States as ‘surplus revenue’.11  After that initial period, it was left to the discretion of the Commonwealth to determine whether and, if so, how much excess revenue or other financial assistance would be distributed to the states. A provision was accordingly inserted into the Constitution expressly stating that ‘Parliament may grant financial assistance to any State on such terms and conditions that the Parliament thinks fit’ (s 96).12  

Given the fiscal advantages enjoyed by the Commonwealth, provisions were also included in the constitution to prevent it from (a) discriminating between States or parts of States in any law imposing taxation; (b) giving preference to one State or any part of a State through any regulation of trade, commerce or revenue; and (c) imposing tax on the property of a State. The States were likewise prohibited from imposing taxes on the property of the Commonwealth, and they were also prohibited from coining money and from making anything other than gold and silver coin legal tender in the payment of debts. The Commonwealth was thus placed into a position of being able to exercise substantial fiscal power through its powers to legislate with respect to taxation, borrowing, currency, coinage and legal tender (s 115). Although the States could continue to legislate with respect to their own taxation and borrowing, the Constitution provided in section 109 that ‘When a law of a State is inconsistent with a law of the Commonwealth, the latter shall prevail, and the former shall, to the extent of the inconsistency, be invalid’.

With the later emergence of personal and corporate income taxes as important sources of government revenue, the loss of customs revenue had the potential to be less significant for the States. Under their respective constitutions, they continued to have the authority to impose taxes generally (other than customs and excise duties) and they continued to have authority to make determinations about the expenditure of government revenue for public purposes. Recognising that the capacity of the Commonwealth to borrow money could not be separated from the financial condition of the states, and vice versa, the Constitution provided, in section 105, that the Commonwealth could take over the debts of the States with consequential adjustments to the distribution of surplus federal revenue to the States in accordance with Commonwealth government policy. Otherwise, at the time of Federation it remained for each of the States, as well as the Commonwealth, to determine their respective fiscal policies in relation to taxation, borrowing and expenditure. The potential for Commonwealth assumption of responsibility for State debts was more clearly affirmed by a constitutional amendment in 1928 inserting section 105A (discussed below).



B.Driving Forces

Several features of the system as originally constructed laid the foundation or provided grounds for centralisation, even though many of the original founders neither expected nor desired this to occur. As with other federations, a combination of modernisation, the emergence of the welfare state, two world wars and other crises have been the primary drivers of this centralisation.13  



C.Key Moments

Since Federation, the fiscal powers of the Commonwealth have waxed, while the corresponding powers of the State have generally waned. This occurred through a series of developments outlined below.14  


i.Federal Income Tax (1915)

Up until World War I, the Commonwealth had access to ample (and indeed substantially excess) revenues thanks to the fiscal primacy of customs tariffs, where it exercised a constitutional monopoly. Restricted tariff revenues and escalating costs resulting from the war drove the Commonwealth, however, to exploit its plenary power to tax by entering the field already occupied by the States and levying its own income tax.15  While this was not decisive in terms of fiscal federalism in the short to medium term, it was a harbinger of great changes to come.

Once the wartime emergency was over there was some talk of discontinuing the federal income tax, but the poorer States preferred to share in the common pool rather than being self-reliant, and the Commonwealth had considerable war debt to deal with. The two levels of government were then obliged to work out arrangements for sharing the tax base, which they did by the Commonwealth focusing on the upper end of the income range and the States making do with the lower end.16  



ii.High Court Decision Repudiating a ‘Federal’ Reading of the Constitution (1920)

Until 1920, the High Court of Australia employed an approach to the interpretation of the Constitution that restricted the scope of Commonwealth legislative powers and prohibited either the Commonwealth or the States from enacting laws interfering with each other’s operations.17  The Court saw this as arising by necessary implication from the federal nature of the Constitution. It was held that this meant that the States were unable to impose taxes on the incomes of Commonwealth government employees.18  Although the point was never tested, it also probably precluded the Commonwealth from imposing taxes on the incomes of State government employees.19  

In a landmark decision in 1920, the High Court rejected this approach to constitutional interpretation,20  opening up the capacity of the Commonwealth and the States to impose taxes on each other’s employees.21  This development was especially advantageous to the Commonwealth because, under section 109, its laws prevail over inconsistent State laws, enabling the Commonwealth, for instance, to protect its employees from State taxes, a capacity that is not enjoyed by the States.22  More importantly in the longer term, though, it paved the way for expansive interpretation of the Commonwealth’s enumerated powers in section 51 and thus for section 51 to become much more an enabling than a limiting list. The Court’s view was that the Constitution should be read literally, without regard to what federal intentions may have informed it. This new interpretive orientation was greatly facilitated by the fact that, as noted at the outset of this chapter, the Commonwealth Constitution gives little or no attention to articulating federal principles.



iii.High Court Decision Giving Emphatic Endorsement to the ‘Spending Power’ (1926)

The operating assumption up until this point had been that the Commonwealth would transfer to the States its ‘surplus revenues’ to do with as they wished. This changed with the passage in 1923 of the Main Roads Development Act by the Commonwealth, which made road funding available to the States with certain conditions attached.23  This flagrant intrusion into State jurisdiction was challenged by the State of Victoria in the 1926 ‘Roads’ case.

In one of the most dismissively terse judgments it has ever delivered, the High Court affirmed that the Commonwealth is authorised to make financial grants to any State ‘on such terms and conditions as the Parliament thinks fit’, as section 96 of the Constitution literally reads.24  The ratio decidendi merits quotation in full:


It is plainly warranted by the provisions of sec. 96 of the Constitution, and not affected by those of sec. 99 or any other provisions of the Constitution, so that exposition is unnecessary.25  



The Court did this with no regard for, or discussion of, the fact that section 96 was intended to be a transitional provision, confined to supplementing State finances in the special circumstances of the States’ loss of customs and excise duties, and imposing terms and conditions relevant to those circumstances. The argument advanced by the State of Victoria that the terms and conditions must not amount, in substance, to the exercise of a power that is not already within the legislative powers of the Commonwealth under section 51 was not even addressed by the High Court.26  This contrasts with the position in Canada, where there were live questions about the extent to which conditions can be attached to federal grants, especially in relation to matters that do not fall within the legislative powers of the Dominion (federal) parliament.27  

The open-ended nature of such an interpretation of section 96 became starkly clear when, a little later, the Commonwealth was allowed to make grants conditional on the States vacating the income tax field and thus fundamentally downgrading their position in the federation (see below). This interpretation of the grants power has not only made a high level of vertical fiscal imbalance a permanent feature of Australian federalism, but enabled the Commonwealth to regulate fields lying far beyond its constitutionally limited legislative powers. This does not mean that the Commonwealth has power to make laws regulating the subject matter of such grants. Nor does it mean, as will be seen, that the Commonwealth has an unlimited power to spend money or make grants to entities other than states.28  But it does mean that ‘there is a very large area of activity’ which lies outside both the legislative and executive powers of the Commonwealth which can become the subject of conditions attached to Commonwealth grants under section 96.29  



iv.Australian Loan Council (1928)

State indebtedness and the costs of competitive individual borrowing led to an intergovernmental agreement in 1927 to centralise Australian government fund raising, with the Commonwealth assuming responsibility for State debts. It was a distinctively Australian solution, that generated considerable interest overseas.30  The Loan Council, which dated back to an agreement in 1923, would be responsible for managing that borrowing.31  Each State was given one vote on the Council and the Commonwealth was given two and a casting vote.32  A constitutional amendment in 1928 inserted section 105A providing constitutional authority for these arrangements – though without in any way requiring them. ‘The pre-eminent constitutional feature of the Australian Loan Council’, as laid down by that amendment, was ‘the final and binding effect of its decisions’.33  The High Court held in 1932 that section 105A effectively enabled the Commonwealth to legislate to ensure that any debts owed by the States under an intergovernmental financial agreement would be due and payable without the need for prior authorisation by the State parliaments.34  

Australian federalism scholar SR Davis averred ‘that in the Council’s two primary elements of co-operation and compulsion Australian federalism finds its most symbolic expression’, and judged that by managing to solve a significant federalism problem in a way that delivered joint ownership, the Loan Council was admirably consistent with the federal principle.35  



v.Wholesale Sales Tax (1930)

As noted above, central to the establishment of a single market across the federation was section 90 of the Constitution, giving the Commonwealth exclusive authority ‘to levy duties of customs and of excise’. The High Court interpreted the latter as encompassing indirect taxes on goods, initially at the point of production or manufacture,36  but later at any point up to their sale to a consumer,37  thereby effectively denying the States any access to sales tax. In what has been described as one of its ‘significant failures’, the High Court interpreted key clauses of the Constitution in a fashion that was at odds with their intended meaning and scope, and in a way that significantly diminished the capacity and power of the States.38  

In 1930, the Commonwealth stepped into the indirect tax breach by introducing a national Wholesale Sales Tax (WST). This remained the exclusive general sales tax in Australia until it was superseded in 2000 by the Goods and Services Tax (GST), a national value-added tax at 10 per cent. The background to the introduction of the GST is explained below.



vi.Commonwealth Grants Commission (1933)

The financial difficulties experienced by some less-advantaged States had been an issue almost since Federation, a problem exacerbated by the way the protective tariff’s benefits were regionally concentrated while its costs were carried by the whole country. As the centres of manufacturing and financial services, Victoria and New South Wales were rather better off than peripheral States such as Western Australia or Tasmania. Discontent reached a peak during the Great Depression. Following Western Australia’s unequivocal referendum vote in favour of secession (66 per cent in favour) in 1933 – a vote expressing discontent with economic conditions and fiscal arrangements – the Commonwealth established the Commonwealth Grants Commission (CGC) to regularise what came to be known as equalisation payments across the federation. The CGC has been a distinctive and important component of Australia’s fiscal arrangements ever since (discussed further below).



vii.Federal Monopolisation of Income Tax (1942)

Until World War II, the bulk of personal and corporate income tax in Australia was raised by the States, despite the Commonwealth having introduced its own income tax in 1915. The extent to which the fiscal tables had turned is evident from the fact that in the fiscal year 1938–39, the Commonwealth raised $24m and the States $60m in income tax, and across all tax bases the Commonwealth raised only 50 per cent more than the States.39  This changed fundamentally when, after the States rejected a request to lend their tax systems to the Commonwealth for the duration of the war, the federal Labor government passed legislation commandeering their tax systems and excluding them from the field.40  

In 1942, the Commonwealth passed four separate laws the combined effect of which was to:


	impose a very highly graduated tax on personal income;

	provide a grant to each State on condition that it ceased levying corporate or personal income tax, the quantum of the grant being roughly equivalent to the amount that it would have collected under its existing income tax laws;

	make it an offence for a person to pay any State income tax before paying the Commonwealth tax; and

	transfer State taxation officials temporarily to the Commonwealth public service in order to administer the scheme.



In one fell swoop this resolved three problems: the persistent tension over the relationship between State and Commonwealth income tax that had been the focus of various unsuccessful efforts during the interwar period; the problem of very different fiscal capacities between the States; and the problem of wartime finance.41  However, it also fundamentally downgraded the place of the States in the federation.

The four non-Labor States mounted a constitutional challenge to the legislation, but were unsuccessful. The High Court upheld the laws on the grounds that each Act had to be considered separately, and that it was not appropriate to question the constitutionality of the four Acts as an entire scheme directed to some unconstitutional objective.42  The Court rejected the argument that the Commonwealth Grants Acts were unconstitutionally directed to ‘destroying or weakening the constitutional functions or capacities of a State’.43  It did not matter that the Commonwealth law effectively prevented the States from imposing their own income taxes and thereby made them dependent upon Commonwealth grants.44  Nor did it matter that the Commonwealth laws offered inducement tantamount to compulsion to the States to desist from imposing income taxes.45  What mattered was that, taken individually and at face value, none of the Commonwealth laws deprived the States of their legislative powers.46  Because each of the Commonwealth enactments could be characterised as a law with respect to a topic that fell within Commonwealth legislative power, each was thus valid.47  

The one dissenting judge on this point maintained that Australia has a ‘dual system’ based upon a ‘separation of organs and of powers’; that the Constitution is as concerned with the maintenance of the States and their powers as it is with the Commonwealth and its powers; and that the Commonwealth therefore cannot exercise its powers to achieve ends or purposes inconsistent with the ‘separate existence and self-government of the States’.48  He considered that the legislative scheme had the objective of making the Commonwealth the sole taxing power in relation to incomes, and that the suggestion that the States had a choice was both ‘specious’ and ‘unreal’.49  Such an imposition on the States was neither contemplated nor sanctioned by the Constitution, he concluded, and therefore the Commonwealth law authorising the grants to the states on condition that they abstain from taxing incomes was invalid.50  This was, however, a dissenting opinion, and not one on which subsequent jurisprudence has built.

The Court’s decision was in tune with broader sentiment. The Commonwealth enjoyed ‘strong political support’ for its takeover of the income tax, and State resistance was ‘certainly not popular’.51  There were at least two reasons for this. First and most importantly, Australia was under attack by the Japanese and facing for the only time in its history the kind of direct military threat that famously incites federal union in the first place; the situation was dire.52  Second, the more progressive nature of the new ‘uniform’ tax system meant that the great majority of taxpayers would pay in aggregate less than they were paying under superseded State systems.

At the conclusion of the war, the Commonwealth announced that the uniform tax provisions would be continued and its exclusive access to the income tax maintained. In 1953, the Premiers’ Conference considered a report on resumption of income tax by the States, but with the poorer States unwilling to take that risk, the idea was abandoned.53  In 1957, the two big States, New South Wales and Victoria, mounted another legal challenge. Again, the High Court again upheld the uniform tax scheme, except that a majority of the Court struck down the provision requiring taxpayers to pay the Commonwealth tax in priority to any State tax.54  This qualification has had no practical effect on the constitutional capacity of Commonwealth to monopolise the imposition of income tax.



viii.Payroll Tax Transferred to the States (1971)

State frustration with vertical fiscal imbalance reached a peak in 1970, at which point the premiers pushed the Commonwealth to restore shared access to the income tax base and initiated a constitutional convention to pursue constitutional reform.55  The prime minister rejected the proposition for restoration of income tax powers ‘out of hand, citing a number of objections. These included macro-economic policy making considerations, the “equitable” treatment of all Australians brought about by uniform taxation, the budgetary problems that would be faced by the States as income tax receipts fluctuated and the problems that would arise in the process of calculating equalisation grants by the Commonwealth Grants Commission’.56  

As a consolation prize, though, the Commonwealth agreed to transfer the payroll tax to the States, and that has generated a large proportion of their own-source revenues ever since. It is a much more economically-efficient tax than many of the others on which the States rely; however, it is also subject to downward pressures as a result of inter-State tax competition and other political compromises.57  



ix.High Court Adopts Wide View of Commonwealth Appropriation Power (1975)

In 1971, following more than two decades of conservative rule at a federal level, a reforming Labor government came into power. One of its policies was to establish Regional Councils for Social Development across the country, directly funded by the Commonwealth. The State of Victoria brought an action seeking a declaration that the Commonwealth law appropriating money for the programme was unconstitutional because it was not ‘for the purposes of the Commonwealth’ as required by section 81 of the Constitution. A narrow majority of the High Court upheld the appropriation: three justices considered that it is for the Commonwealth parliament to determine the ‘purposes of the Commonwealth’ and that these are not limited to the purposes for which the Commonwealth has power to make laws,58  while a fourth justice considered the appropriation was valid because, among other things, it concerned a matter that required ‘national rather than local planning’.59  

This finding contributed to what became known as the ‘common assumption’ that, provided a valid appropriation law has been enacted by the Commonwealth parliament, the Commonwealth executive may, at a minimum, lawfully enter into contracts and expend public moneys on any subject matter falling within a head of Commonwealth legislative power. This assumption underlay Commonwealth government expenditures for more than three decades. As will be seen, two High Court decisions in 2009 and 2012 overturned this assumption, forcing the Commonwealth to rely on s 96 grants to the States to achieve policy purposes outside the scope of its legislative powers.60  



x.Income-Tax Sharing Initiatives (1976–78)

The conservative parties returned to office in late 1975 committed in their ‘New Federalism’ policy to restoring State access to income tax. The scheme had two phases: first, legislation providing each State with a fixed share of the income tax; second, and more radically, legislation allowing States to levy their own surcharge on the Commonwealth tax or offer their own rebates.61  The scheme failed, however, to include the creation of tax room by the Commonwealth. With that essential element missing, the initiative was effectively a dead letter.62  The legislation was repealed in 1981.



xi.Abolition of Death Duties (1976–83)

Excluded as they were from the main tax bases, the States relied for own-source revenue on a range of other taxes. Among these were ‘death duties’, which contributed a not-insignificant eight per cent of their total tax receipts in 1972.63  In a paroxysm of competitive federalism, however, Queensland began the process of phasing out death duties in 1976 and the other States rapidly followed suit, with the last, Victoria, eliminating its in 1983.



xii.Agreement on Introduction and Distribution of the GST (1999)

After several years in the 1980s when the Commonwealth had been balancing its budget in part by reducing transfers to the States, followed by a major recession, the States again put the case for a significant amelioration of vertical fiscal imbalance (VFI).64  This made no headway and the issue was sidelined by a significant breakthrough in co-operative federalism with the establishment of a new first minister’s forum, the Council of Australian Governments (COAG) and the launching of a very successful exercise in collaborative arrangements focused on microeconomic reform.65  

What precipitated the most significant reform to have occurred so far in Australian fiscal federalism, later that decade, was a decision by the High Court putting the final nail in the coffin of State indirect tax regimes. Following High Court interpretations of section 90 prohibiting the States from imposing taxes on goods, the States found ways to circumvent the prohibition by requiring wholesalers and retailers to pay ‘licence fees’ to sell particular kinds of goods (eg, tobacco, liquor, petroleum), with the licence fees calculated on the quantity or value of the goods traded in a previous period.66  The States used these ‘backdating’ techniques to secure increasingly large sources of revenue until 1997, when the High Court struck down one of these devices on the basis that it was essentially a revenue-raising scheme rather than a means of regulating the supply of particular kinds of goods (which, of course, it was).67  

This removal of a very significant source of revenue gave the States incentive to lend political support to a scheme by which the Commonwealth would impose a general tax on the sale of goods and services the total net revenues of which would be distributed to the States on a basis determined by the CGC. Replacement of Australia’s increasing outdated WST with a comprehensive indirect tax system had been on the agenda since an important government report had recommended it in the early 1970s.68  The political challenge was substantial, though, and repeated attempts had failed. While State support was in no way necessary for the Commonwealth to introduce the GST, this consensus approach finally broke that political deadlock.

The GST replaced the Commonwealth’s Wholesales Sales Tax that had been operating for the preceding 70 years, as well as several economically inefficient State taxes. Under the Intergovernmental Agreement on the Reform of Commonwealth–State Financial Relations (1999), the entire net proceeds of the GST would be transferred to the States as a general-purpose grant, replacing the existing process of annual budgetary measures. The terms of that agreement were signed into law with the passage of the A New Tax System (Commonwealth–State Financial Arrangements) Act 1999, and remain in effect today.

The GST revenues superseded existing unconditional transfers that had originally been termed ‘tax reimbursement grants’ but were subsequently renamed Financial Assistance Grants (FAGs) to remove the implication that this was money to which the States were entitled. While the GST thus did not represent an addition to existing transfers, it did represent an improvement. The new arrangement was welcomed by the States because (a) it would make them less vulnerable to the whims of Commonwealth budgeting; and (b) the proceeds of the GST should rise in line with economic growth and thus maintain their value. The GST distribution makes up roughly half of the intergovernmental transfers received by the States and a fifth to a quarter of their total revenues.

In response to minor party pressure in the Senate, however, the final GST legislation exempted foodstuffs, education and healthcare. Exempting education and healthcare has undermined the ability of the GST to rise in step with economic activity since those areas have increased as a share of household expenditure, and thus has contributed to the disappointing performance of the GST for the States. GST revenues have fallen from ‘about 4 per cent of GDP to about 3.4 per cent or less’.69  Upgrading the GST, though, is difficult. Both the base and the rate are entrenched since both are defined in the legislation – which stipulates that neither are to be changed ‘unless each state agrees’.70  Of course, the legislation could itself be amended; however, in Australia’s strongly bicameral parliament that is not always easy, and tax increases are difficult enough to introduce at the best of times.



xiii.Reform of the Conditional Grant System (2009)

Under the Intergovernmental Agreement on Federal Financial Relations (2009), the Commonwealth agreed to condense upwards of one hundred conditional grants into a handful of block grants, in exchange for the States agreeing to a new regime of outcomes assessment.71  The principles guiding this exercise were that Commonwealth oversight should shift from a focus on input and output conditions involving a substantial degree of interference to a focus on what was actually being achieved. That outcomes assessment process in turn involved the tasking of a new jointly-managed body, the COAG Reform Council with responsibility for the required performance measurement. The COAG Reform Council functioned until 2014 when it was abruptly terminated by the Commonwealth after a change of government and the process was abandoned.72  Even under that regime, there was no limit placed on the introduction of further old-style intrusive conditional grants.



xiv.Tax System Review (2010)

In 2008, the Commonwealth commissioned a Review Panel chaired by the Secretary to the Treasury, Dr Ken Henry, to undertake a ‘comprehensive “root and branch” review of Australia’s tax system’.73  It recommended that revenue raising concentrate on ‘four robust and efficient tax bases’ and that a number of the least efficient taxes – many of which are levied by the States – be abolished. It acknowledged the need for a stronger State own-source revenue base, mooting among the possible solutions some form of income tax base sharing, but otherwise gave little attention to the issue. In their submission to the review panel, the States had registered their opposition to the existing degree of VFI and canvassed some alternatives but fell short of presenting a preferred solution.74  

One of the report’s recommendations (no. 45) was that the Commonwealth introduce a ‘uniform resource rent tax’ that would replace or displace existing Commonwealth and – more provocatively – State taxes on non-renewable resources. This was one of the very few recommendations followed by the government of the day, resulting in the policy débâcle of the Resources Super Profit Tax and its revised version, the Mineral Resources Rent Tax, opposed by the mining states and the mining industry. The law implementing the latter tax was enacted in 2012 but repealed in 2014 following a change of government.75  



xv.High Court Limits the Spending Powers of the Commonwealth (2009–2012)

These events occurred against the background of a significant shift in the High Court’s approach to the contracting and spending powers of the Commonwealth. In response to the global financial crisis of 2008, the Commonwealth implemented a fiscal stimulus package under which middle- and lower-income taxpayers were given a one-off cash payment. A majority of the High Court held that the Commonwealth had power to enact a law implementing a fiscal stimulus in the circumstances, but that sections 81 and 83 do not in themselves confer power to spend money; the power to spend must be found elsewhere.76  

The fuller implications of this proposition were soon realised, when a challenge was brought against a Commonwealth scheme which provided funding to organisations that provide chaplaincy services to public schools operated by the States. A majority of the High Court held that, absent authorising legislation, the Commonwealth Executive did not have power to enter into agreements with such organisations or to make payments pursuant to such agreements.77  In response, the Commonwealth hurriedly enacted an omnibus bill that purported to authorise expenditure of money on a whole host of Commonwealth schemes, including the school chaplaincy arrangements. However, the High Court held that this legislation was also invalid in respect of its application to the chaplaincy programme because it did fall within one of the Commonwealth’s heads of legislative power.78  The Commonwealth was thus forced to resort to grants to the States under section 96 in order to maintain the scheme, a prospect that had been foreshadowed by the Court.79  



D.Australian Democracy and the System of Fiscal Federalism

In large part, the process of fiscal centralisation described above proceeded as it did because it accorded with the character of Australian society and democracy. With no federal society, and a strong Left–Right party system operating across the country, the introduction of national programmes, often by the Labor Party, had ideological but not identity-based opposition and typically accorded with majority sentiment. Historically the two sides of politics were divided over federalism. On the left, Labor was frustrated by the obstacles federalism presented to a more interventionist agenda. On the right, the Liberal and Country (later National) Parties favoured federalism for the same reason. Two of the most notable centralising moments – the 1942 monopolisation of income tax and the great expansion in conditional grant programmes in the early 1970s – occurred under federal Labor governments.

This ideological division over federalism subsided considerably after the 1970s, though, as federalism’s obstacles diminished or were overcome; Labor’s interventionist ambitions declined; business became increasingly impatient with the inconveniences of different regulatory regimes from one State to the next; globalisation brought new pressures; and the conservative parties became less inhibited in using central government power for their own ends. Nonetheless, for the Labor Party at least, there is nothing wrong with Australia’s high degree of vertical fiscal imbalance, with


the most compelling argument for the Commonwealth maintaining its current revenue position vis-à-vis the States relates to the need for adequate representation of national interests across the full range of major economic and social issues facing Australia. The Commonwealth fiscal power enables it to pursue national priorities in such areas as education and health, to name just two.80  





III.Distribution Mechanisms


A.Revenue Autonomy

Because there are no shared tax bases in Australia, revenue autonomy is high. And because the main taxes bases are controlled by the Commonwealth, it is the Commonwealth that enjoys the lion’s share of that autonomy. It has complete control over the personal income tax, the corporate income tax and the GST. The only deviation is that under the legislation, any changes to the GST must be approved by the States.81  However, the Commonwealth parliament has the ability to amend that legislation at any time of its choosing. The States, meanwhile, rely for their own-source revenue on such taxes as natural resource royalties, payroll tax, and property conveyancing fees. In these and other own-source revenues they are fully autonomous.



B.The Role of Social Security Mechanisms

The division of powers at Federation left responsibility for all social welfare and health functions to the States with the sole exception of ‘invalid and old-age pensions’ (s 51[xxiii]). In one of the few and most significant constitutional amendments to have been approved by voters in the required referendum, the Commonwealth’s social welfare powers were greatly extended after World War II (s 51[xxiiiA]).82  That 1946 amendment endorsed and enabled the development of Australia’s national welfare state, with the Commonwealth either then or later introducing a range of new programmes.

Significant today is the non-contributory old-age pension scheme; a mandatory system of contributory occupational superannuation; the unemployment benefits scheme; and Australia’s system of public health insurance, ‘Medicare’. Because the public hospital systems remain in State hands, the Commonwealth’s Medicare system for reimbursement of primary care fees creates a health system that is not entirely well coordinated.83  



IV.Fiscal Relations and the Division of Powers

Under the terms of section 107, the constitutional division of powers at Federation left the States with prime or exclusive responsibility for all matters not explicitly assigned to the Commonwealth. This included almost all domestic governance and service delivery: health care, education and welfare; infrastructure provision; civil and criminal law; policing; land management; environmental protection; business regulation within the State; and local government.84  These have only increased in expense or significance since Federation. Other than in a time of war, the Commonwealth’s main responsibilities were not financially burdensome. There has thus emerged a great disconnect between the highly centralised fiscal arrangements and the generally non-centralised expenditure responsibilities. The Commonwealth raises just over 80 per cent of all tax revenue and in turn transfers to the States fund 45 per cent of their total expenditures.85  

Such a degree of VFI gives the Commonwealth great opportunity to exercise its ‘spending power’ through conditional grants and shape policy in areas of State jurisdiction such as health, education and infrastructure. Since the mid-1970s, the Commonwealth has made extensive use of the spending power across a wide range of State-government domains. Specific Purpose Payments (SPPs) generally make up around half of all federal transfers and carry a range of conditions.86  The Commonwealth has been quite explicit about the extent of its intervention via tied grants, noting in recent budget papers that it


provides payments to the States for specific purposes in policy areas for which the States have primary responsibility. These payments cover most areas of State and local government activity, including health, education, skills and workforce development, community services, housing, Indigenous affairs, infrastructure and the environment.87  



At various times, commentators have considered this increasing Commonwealth oversight as leading inevitably ‘to a condition in which the States have no future except as administrative agents of a central government.’88  Centralisation has not gone that far, however, and the States continue to play an important independent policy-making role, regularly clashing with the Commonwealth in the process.89  



V.Ensuring Financial Stability

The issue of fiscal consolidation, or policies designed to reduce government deficits and debt accumulation, have been the focus of little attention in the Australian federation. Typically, any agreement on fiscal consolidation would need to involve agreement on five key issues:


	Tax and expenditure assignment (to ensure fiscal transparency and therefore accountability of policymakers).

	Intergovernmental transfers and associated fiscal equalisation.

	Fiscal rules by level of government.

	Independent review of performance against agreement.

	How to regularly review the arrangements in (1), (2), (3) and (4).



A fiscal consolidation agreement in the Australian federation is simply not possible under current arrangements. This is because intergovernmental cooperation is arranged via intergovernmental agreements that are neither enforceable nor necessarily inclusive of all States and Territories. Additionally, while it is generally accepted that transparency about roles and responsibilities is critical, clear agreement on assignment has been difficult to achieve. Without legal enforcement, there is an inability to impose sanctions for non-compliance with agreed fiscal outcomes. Given high VFI in Australia, a possible Commonwealth response might be to impose sanctions for non-compliance when assessed by some agency independent of all governments – but the Commonwealth has shown little interest in this option.

The lack of agreed fiscal rules in the Australian federation is therefore hardly surprising given the lack of enforceability with intergovernmental agreements.90  Instead, governments have adopted a self-regulatory approach as with the Commonwealth Charter of Budget Honesty Act 1998 and States and Territories who have focused on self-imposed borrowing constraints enacted through legislation on ‘fiscal responsibility’ (New South Wales, Victoria and Queensland), ‘fiscal integrity and transparency’ (Northern Territory), ‘budget honesty’ (South Australia) and ‘budget responsibility’ (Tasmania). The effect is to make explicit the criteria States and Territories impose on themselves ‘with a view to maintaining financial results that are fiscally sustainable in the medium and long term’.91  Such self-regulatory approaches while sound in principle, are undertaken without fear of sanction (except from the public) for non-compliance or under-performance.

An option also applied is undertaking ad hoc independent government reviews, a device utilised by both the Commonwealth and the States. However, these too result in non-binding outcomes and are initiated for very political reasons by incoming conservative governments.92  It is also common for such inquiries to shift some of the blame to the other order of government. Commonwealth fiscal reviews may suggest State and Territory reforms while State reviews may attribute their policy problems to their exclusion from access to the income and consumption tax bases.

There is greater consistency across the federation in the role played by independent statutory authorities reporting to Parliament focusing on ex post reviews of government expenditure and tax programmes. At the Commonwealth level, this occurs through the auditor-general function and the Australian National Audit Office (ANAO) and the States and Territories have similar agencies with comparable functions such as undertaking performance audits, financial statement audits and assurance reviews. These functions are also often complemented by an ombudsman’s responsibility to address issues arising from the community’s dealings with government agencies. Again, the focus is on undertaking investigations and audits with the objective of encouraging good public administration.

The Commonwealth also established a Parliamentary Budget Office (PBO) in February 2012. States and Territories have examined the benefits of a PBO, with the Australian Capital Territory concluding that it was too small a jurisdiction for such an office; the Victorian Parliamentary Public Accounts and Estimates Committee supporting such an office in 2011; and New South Wales introducing a PBO in 2010.93  

On the issue of State debt and borrowing, the Loan Council is now mainly concerned with enhancing the transparency and accountability of public sector finances rather than, as in the past, securing adherence to strict borrowing limits. The present arrangements, introduced in 1993–94, are designed to enhance the role of financial market scrutiny as a discipline on borrowings by the public sector, rather than to force such scrutiny through government oversight. Consequently, it usually meets once a year,94  with each jurisdiction nominating its forthcoming borrowing allocation known as its Loan Council Allocation (LCA) and since 1993–94, it has approved all jurisdictions’ LCA nominations without change.



VI.Federal Solidarity

Australia’s comprehensive system of Horizontal Fiscal Equalisation makes it one of the most, if not the most solidaristic of all federations – until recently, at least. OECD calculations indicate that the ratio of highest to lowest tax-raising capacity across the Australian federation in 2012 was 7.5 before equalisation and 1.0 afterwards.95  The only other federation to come close was Germany, where the respective figures were 1.7 and 1.1.

Overseen by a dedicated statutory body established in 1933, the CGC, this system has until very recently worked to ensure a full levelling of fiscal capacity across the federation. The equalisation goal was defined as follows:


State governments should receive funding from the Commonwealth such that, if each made the same effort to raise revenue from its own sources and operated at the same level of efficiency, each would have the capacity to provide services at the same standard.96  



Distribution of a dedicated pool of funds transferred to the States – since 2000, the GST revenues – follows a complex formula factoring in both fiscal capacity and fiscal need to calculate each jurisdiction’s ‘relativities’, or deviation from equal per capita share. Not only was the system highly solidaristic, but it was long supported by solidaristic assumptions that made it uncontroversial until disrupted by the impact of the mining boom from 2005 on Western Australia’s (WA) place in the system.

Prior to the mining boom, the system was paid for by the two demographically and economically dominant jurisdictions, New South Wales and Victoria. Their large population meant that the per capita cost to them of subsidising the smaller, weaker, jurisdictions was reasonable. Grumbling from the donor States certainly occurred, in particular couched in the economist’s argument that redistribution of wealth rewards failure and punishes success.97  Beneficiary jurisdictions put forward a rather different view.98  

Only when skyrocketing iron ore royalties made WA the leading contributor was the equilibrium disturbed. With its relativity steadily dropping, WA began campaigning for a change to the system.99  An initial inquiry endorsed the status quo, on the basis that no evidence had been provided for alleged perverse effects.100  However, with WA’s relativity falling to an unparalleled 30 per cent, a second review carried out in 2018 by the Commonwealth’s economics research agency, the Productivity Commission, recommended that the system be watered down ‘to provide the States with the fiscal capacity to provide services and associated infrastructure of a reasonable (rather than the same) standard’.101  

The Commonwealth seized upon the Productivity Commission’s report and altered the system by inserting a floor guaranteeing a minimum 70 per cent per capita share regardless of what windfall gains a jurisdiction might be enjoying.102  The consequences of this very quickly became evident when, in 2020–21 and 2021–22, Western Australia ran the largest budget surpluses in its history as other States were battling with the fiscal fallout of the much more severe incidence of the COVID-19 pandemic in their jurisdictions. A substantial part of these historic budget surpluses enjoyed by Western Australia was due to the inflated share of GST revenues the State received under the modified arrangements.



VII.‘One-Size-Fits-All’ Monetary Policy

Consistent with the exclusive powers of the Commonwealth over matters such as currency, coinage and legal tender, Australia has a unified monetary policy determined at a federal level. The Reserve Bank of Australia (RBA) sets interest rates independently but within a framework laid down by the Commonwealth government. At times this has confronted the RBA with an invidious dilemma when the resource side of the economy has been booming while the manufacturing regions have been struggling.

Exchange rates, meanwhile, are set by the open market. In 1983, the Commonwealth government decided to allow the Australian dollar to trade freely on international money markets, its value fluctuating accordingly. This decision to discontinue the fixed exchange rate policy that had existed since Federation has led the Australian dollar to be one of the most highly traded currencies in world foreign exchange markets. Commodity prices are among the most significant factors that determine the value of the dollar, causing Australian exchange rates to vary in a manner that is different from many other national currencies. Noting that Australia’s balance of trade depends very heavily on the exportation of minerals and agriculture, shifts in the value of the dollar have significant consequences for many of the most important sectors of the Australian economy, often with differential impact on particular States and regions. Since these differential effects are a matter of concern to State, Territory and local governments, they are often of significance in intergovernmental negotiations concerning fiscal relations between the Commonwealth and the States and the HFE settings determined by the CGC.



VIII.Merits and Deficiencies of Australian Fiscal Federalism


A.Impact on Equalisation in the Federation

While significantly reducing the ability of the States to exercise their policy-making powers, Australia’s high level of vertical fiscal imbalance is part of a system that enables the Commonwealth to maintain a complex and thorough-going system of horizontal fiscal equalisation regulated by the Commonwealth Grants Commission. With such a large pool of unconditional transfers to distribute, full equalisation can be effected without either having to draw directly from constituent unit revenues or needing to rely on central government budgeting.



B.Macro-economic Effects on the Federation and its Entities

The Commonwealth’s monetary and fiscal dominance gives it abundant capacity to engage in macro-economic management through its monetary, taxing and spending powers. Monetary policy is set through the RBA, an independent statutory body established by Commonwealth law and required to maintain the stability of Australian currency in accordance with inflation rate targets, the maintenance of full employment and the economic prosperity and welfare of the people of Australia.103  Meanwhile, its dominance over revenue raising means that it has abundant scope for counter-cyclical tax and spending policies should it so decide.104  

In addition, the Commonwealth has had power to shape terms and conditions of employment through the establishment of a system for the settlement of trans-State industrial disputes,105  a power that the High Court has interpreted widely.106  The Commonwealth is also able to shape employment law through the High Court’s wide reading of the Commonwealth’s power to legislate with respect to trading and financial corporations,107  enabling the Commonwealth to regulate the terms and conditions of employment in most businesses.108  



C.The System’s Democratic Legitimacy

There are concerns that the executively-focused nature of intergovernmental relations in Australia gives rise to weaknesses in democratic accountability, and lack of clarity about the distribution of responsibilities among the levels of government gives rise to ‘buck-passing’ between them.109  The Intergovernmental Agreement on Federal Financial Relations (2009) instituted under the Rudd Labor government (2007–2010)110  was intended, among other things, to improve government accountability by enabling the community to know which level of government is responsible for the delivery of each particular service.111  However, the source of funding remained the Commonwealth and the real lines of accountability ran from the States to the Commonwealth.112  As one commentator put it, the new system continued to cajole the States into seeing their ‘main stakeholder’ as the Commonwealth ‘rather than the citizens and clients they are meant to serve’.113  



D.Control

The Australian constitution established a demarcation between Commonwealth and State spheres of responsibility that was reasonably clear and workable in an age when governments were rather more limited in their activities and matters were generally more localised. However, the extension of the Commonwealth into fields previously under largely State control, especially through State dependence on tied grants under section 96 of the Constitution, has enabled the Commonwealth to exercise considerable control or at least influence over many fields. This has delivered some benefits, but it has also contributed to a lack of clarity about the distribution of responsibilities among the levels of government, giving rise to the buck passing and failures of government accountability noted above.



E.Legitimacy and Efficiency of Conflict Resolution

Conflicts within the Australian fiscal system can arise at constitutional, political or administrative level, and are potentially addressed at these levels in different ways. Some disputes concern constitutional questions of power and its limitation which can be resolved by the High Court if at least one of the parties to the dispute is willing and able to commence legal proceedings and the matter falls within the Court’s jurisdiction. The Court is also able to resolve disputes in which it is alleged that there is an inconsistency between Commonwealth and State laws. In these cases, the Court will determine whether an inconsistency exists and, if this is found to be the case, the Commonwealth law will prevail to the extent of the inconsistency pursuant to section 109 of the Constitution. While judicial decisions resolving such disputes are sometimes the subject of political debate and contestation, the High Court’s role is generally respected and its decisions treated as binding.

Australia’s high level of VFI, the resulting dependence of the States on Commonwealth funding, and the heavy use of the spending power, means that Australian fiscal federalism is chronically prone to conflict over quantum and conditionality. These conflicts often reflect ideological and partisan differences and there is no procedure or mechanism for resolution. Generally, the Commonwealth’s superior resources means that it prevails, particularly since it speaks with a single voice while the States rarely establish effective collective action. Divide et impera is often the order of the day. The fact that such conflicts typically have a partisan character means that often the resolution comes with a change of government.



IX.The Australian Federal System and the COVID-19 Crisis

Australia’s federal system performed surprisingly well in the pandemic, particularly at first. The States assumed primary responsibility for control and management within their own borders; the two levels of government worked, on the whole, well together; and fiscal relations showed little strain.114  


A.Strengths and Weaknesses Exposed by the Pandemic

Australian federalism’s fiscal arrangements seemed suited to the pandemic. The fact that incidence of infection, and hence the severity of countermeasures, had a high degree of regional variance, meant that Australia’s highly centralised fiscal structures took the pressure off individual jurisdictions. When the particularly challenging second wave occurred in August and September 2020, it was confined to Victoria, and the Victorian government could impose severe restrictions while the fiscal burden was shared to considerable extent across the country by the fact that it was Commonwealth tax revenue being compromised and Commonwealth expenditure being required.

The OECD had warned that ‘subnational governments’ would be put under fiscal strain by the pandemic.115  However, in the Australian case this was not particularly an issue. The Commonwealth abandoned its much-heralded goal of producing Australia’s first federal budget surplus since the global financial crisis and launched an expensive programme to subsidise employment. As a consequence, the nominal surplus was quickly turned into an enormous deficit for the 2020–21 fiscal year of 11 per cent of GDP. Budgets in the worst-hit States also suffered a severed deterioration, but not to that extent.



B.Strengths and Weaknesses of the Division of Powers in Handling the Pandemic

With one major exception, the division between the respective role of the two levels of government was quite clear and conducive to effective management of the crisis. Almost all aspects of domestic governance relevant to the management of the pandemic were State responsibilities, and in general the States have been in charge of emergency management. The Commonwealth’s main responsibility was the external border. The one area of ambiguity was quarantine, an enumerated Commonwealth power and hence presumably a Commonwealth responsibility although handled primarily by the States. The Commonwealth had recently passed substantially augmented infection control legislation, the Biosecurity Act 2015, ‘that purport to give it significant control over the management of a certain type of civil emergency, a “biosecurity emergency”.’116  However, these sweeping powers proved almost strangely redundant in this crisis where the Commonwealth persistently sought to have the States do less rather than more to contain the spread of infection. The Act may have extensive powers to shut things down, but it contains no powers to force the States to open things back up.

By leaving the States, then, almost entirely responsibility for deciding on and implementing the control measures, the division of powers was conducive to a response calibrated to the needs of each jurisdiction and in line with the decisions and strategies local leaders decided was appropriate. Quarantine, where the division of powers was ambiguous, was the one problem area. Failures there were responsible for some of the biggest outbreaks.



C.Institutional Adjustments Induced by the Pandemic

Because of the extensive overlap between the two orders of government resulting from the enormous expansion on the policy reach of the Commonwealth, an extensive network of intergovernmental relations has become firmly established in Australian federalism. At the peak has long been annual first ministers’ meetings, which in 1992 were formalised as COAG – the Council of Australian Governments.117  When the crisis hit in March 2020, the decision was taken to set aside the heavily procedural COAG structure in favour of a more frequent and more collegial first ministers’ meeting dubbed ‘National Cabinet’.

This facilitated quick decision-making, allowed much greater input from the States, and provided the means for effective public communication about the measures being taken. Because most of the measures lay squarely in State jurisdiction, this was an arrangement for ‘loose coordination’, with joint decisions at National Cabinet being open to flexibility in application by each jurisdiction.118  COAG was officially terminated not long after National Cabinet was established, and to this point it appears that National Cabinet is the new normal. While it was welcomed by the States, giving them a more peer-to-peer relationship with the Commonwealth, in the longer term they prefer it to be more formally established ‘as an intergovernmental body of equals with an independent national Secretariat to support governance and administrative processes’.119  



D.Effect on Financial Solidarity

Although the pandemic affected different jurisdictions quite differently, it had little effect on financial solidarity. Again, the very high degree of VFI meant that the main fiscal burden was borne by the Commonwealth and hence shared across the country. The only exception was, as noted above, that the timing of the Commonwealth’s HFE concession to WA, which was insulated from the pandemic by closing its border, became a stark example of the Matthew effect.



E.Issues Arising in Regard to Emergency Management

The main issue during the pandemic was the aggressive use of border control by the States to minimise the virus’s spread to their respective jurisdictions. This was led by Western Australia, whose geographical isolation was particularly conducive. The WA border was closed on 5 April 2020 and only re-opened almost two years later. Border closures were not unprecedented – having been used, also controversially, to contain the Spanish Flu almost exactly a century earlier – but they are, on the face of it, unconstitutional. Section 92 of the Commonwealth Constitution says quite unequivocally that ‘trade, commerce, and intercourse among the States … shall be absolutely free’. On that basis, the closures were challenged in the courts by a private party, initially supported by the Commonwealth. However, a jurisprudence had developed recognising valid exceptions to the rule,120  and the High Court accepted that the limited state of epidemiological knowledge at that particular point in time justified the State in taking a precautionary approach.121  The Commonwealth had withdrawn its support for the challenge as the severity of the second wave – which was being kept isolated to one jurisdiction (Victoria) – became apparent.



X.Dos and Don’ts: What can the EU Possibly Learn from Fiscal Federalism in Australia?


A.Deficiencies

The Commonwealth’s monopolisation of the main tax bases, and the resulting control and influence it can exercise through the spending power, has its advantages. The Commonwealth can implement and drive coordinated responses to emergent problems or secure particular economic or social goals. As we saw in the case of the pandemic, it can spread the burden of a sometimes very regionally concentrated emergency. However, there are also serious detrimental effects. Most notably, such high levels of VFI undermine the federal nature of the system by reducing the policy-making autonomy of the States. This reduces the scope for regional policy diversity and experimentation and limits the capacity of the States to engage in ‘competitive federalism’ (as a potential driver of efficiency gains). It also reduces democratic accountability and responsiveness of the system, partly by removing decisions from local and State-level influence and control, and partly by confusing lines of responsibility and enabling governments to engage in ‘blame shifting’.122  VFI is much higher in Australia than in other, comparable, federal systems and has been regularly criticised as such. At least one State continues to press for access to the income tax to be restored.123  



B.Achievements

Australia’s system of horizontal fiscal equalisation – at least up until the significant derogation in 2018 – stands out as a notable achievement. Regulated as it is by an arm’s-length expert body and using sophisticated calculations of relative capacity and need, the equalisation system contributes to the maintenance of a degree of fiscal and economic solidarity across the country.124  It also ensures that all jurisdictions can exercise their responsibilities equally, and in that way reduces the need for central government provision.

The basis on which that system of equalisation rests, viz, the distribution of the pool of GST funds to the States, also represents an achievement of the Australian system. The fact that Australia’s most important tax reform in decades – the introduction of the GST in 2000 – rested on a formal Intergovernmental Agreement that was then enshrined in legislation and establishes a politically-quarantined flow of funds to the States makes it a model exercise in fiscal federalism.



XI.Conclusion

The fiscal system operating within the Australian federation has maintained certain important features of its original design, but has also departed from the expectations of its framers in other significant respects. The Commonwealth and the States (as well as the Territories and local governments to a lesser extent) continue to function as politically independent, democratically accountable governments, each setting its own policy goals and priorities and shaping their taxation and spending settings accordingly.125  Over time, however, the Commonwealth has enjoyed a considerable expansion of its fiscal powers vis-à-vis the States, particularly through its monopolisation of individual and corporate income tax and the dependence of the States on fiscal transfers from the Commonwealth to make up deficiencies in their own sources of revenue. As one of the leading Federation figures, Alfred Deakin, adroitly observed two years after the establishment of the federation.


The rights of self-government of the States have been fondly supposed to be safeguarded by the Constitution. It left them legally free, but financially bound to the chariot wheels of the Central Government.126  



Within this context, there has been the development of high levels of VFI and a comprehensive system of HFE, each with their attendant strengths and weaknesses.
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ANDRÉ LECOURS, DANIEL BÉLAND, VANESSA MACDONNELL, PETER OLIVER AND TREVOR TOMBE


I.Goals of the Existing System, According to Existing Legal Order, Design and/or Tradition


A.Basic Logic

The original division of powers and fiscal responsibilities in Canada’s Constitution (the British North America Act (BNAA) of 1867, now referred to as the Constitution Act, 1867) reflects a compromise between a desire for a strong federal government and provincial governments with power over local matters. Hospitals, education, the administration of justice, and property and civil rights were all made provincial responsibilities (ss 92(7), (13), (14), (16) and 93 of the 1867 Act), while international and inter-provincial trade, criminal law, banking, currency, and defence were all made federal responsibilities (ss 91(2), (7), (15), (16), (27) of the 1867 Act). Fiscal powers are nearly unlimited at the federal level, as is the ability to borrow and manage monetary policy. The provinces initially had more limited taxation powers (for example, they were excluded from levying excise duties and tariffs), although in practice today provincial governments have full jurisdiction to raise revenue through taxes on income and local consumption.

The original intent and logic behind this design was, to the extent possible, to limit the need for inter-provincial transfers whereby higher income provinces would directly fund public services delivered to residents of lower income ones. Explicit transfers from the federal to provincial governments have always existed and were necessary to compensate provinces for giving up their tariff revenues to the federal level. Over time, as the nature of government evolved and taxation on income and consumption grew larger following World War II, Canada’s modern transfer arrangements developed to ensure provinces could deliver on their expensive areas of responsibility, especially health and education. Today, there are three major federal transfer programmes: equalisation, the Canada Health Transfer (CHT) and the Canada Social Transfer (CST).



B.Equalisation

The general objectives of the equalisation programme are enshrined in the Canadian Constitution. Section 36 (2) of the Constitution Act 1982 states that ‘(P)arliament and the government of Canada are committed to the principle of making equalization payments to ensure that provincial governments have sufficient revenues to provide reasonably comparable levels of public services at reasonably comparable levels of taxation,’ though there are widespread doubts as to whether this provision is justiciable.1 In other words, the aim of the federal equalisation programme is to reduce the consequences for citizens of territorial economic disparities among the ten provinces and to promote equality of opportunity. From a political perspective, equalisation is sometimes presented as ‘the glue that holds the federation together’.2 It represents a tangible display of country-wide solidarity orchestrated by the Government of Canada in the context of a decentralised and multinational federation.



C.The Canada Health Transfer and the Canada Social Transfer

The objective of the CHT is to provide ‘long-term predictable funding for health care’ and to support ‘the principles of the Canada Health Act which are: universality; comprehensiveness; portability; accessibility; and, public administration’.3 In other words, the CHT provides partial financing for the ten provincial healthcare systems.

The objective of the CST is to support post-secondary education, social assistance and social services, and early childhood development and early learning and childcare.4 The CST provides partial financing for provincially run higher education and childcare systems as well as for provincial social assistance benefits and services.

The funds linked to each programme are allocated across provinces on an equal per-capita basis. They differ only in how they increase over time, with the CHT indexed to nominal GDP growth with a 3 per cent minimum growth rate, while the CST increases at a fixed 3 per cent growth rate.



D.Federal Spending Power

While taxation and equalisation have clear constitutional footholds (s 91(3) of the Constitution Act 1867 and s 36 of the Constitution Act 1982, respectively), the legal basis for federal transfers to provinces, local organisations and individuals is less clear and, in some quarters, highly contested (Kellock & Leroy, 2007; Québec 2004).5 The federal government can of course spend where it has legislative jurisdiction (e.g. in relation to Indigenous peoples); it is the power to spend in relation to matters over which it may or may not have jurisdiction that gives rise to controversy.6 The concept of the ‘federal spending power’ refers to spending in this uncertain sphere.

Despite the ongoing controversy, the key constitutional actors – the courts and a majority of politicians – appear to accept the existence of a federal spending power, in practice at least even if the latter object to it, in some cases very strongly in principle. What is the basis for this acceptance? Federal power to legislate regarding spending is said to be based on a number of heads of power: sections 91(1A) (the public debt and property), 91(3) (the raising of money by any mode or system of taxation), 106 (appropriations by Parliament) and, to the extent that no other provision refers to spending specifically, the residual power (known as the peace, order and good government power).7 

In terms of spending by the executive (necessarily, in the British tradition, on the basis of a parliamentary appropriation), the Crown either derives its powers from primary legislation or from the Crown prerogative. It is sometimes also said, that the Crown has the same powers as an individual, including the power to contract, purchase and spend.8 

Finally, the courts accept the existence of a federal spending power (Winterhaven9 and CSN Arvida10 at the Court of Appeal level, and YMHA,11 Finlay,12 Eldridge,13 Chaoulli14 at the Supreme Court of Canada level). The courts seem to distinguish between permissible federal spending and impermissible attempts to actually regulate provincial matters through spending (YMHA, Finlay, Eldridge), though they have shown a distinct unwillingness to develop a more detailed test or to act as arbiter on matters of spending,15 the real purposes of spending being so hard to gauge in any event.



II.How has the System Emerged Over Time and What were the Major Bones of Contention?


A.The Evolution of the System

Canada’s system of fiscal arrangements has evolved slowly, but this evolution has also been punctuated by periods of rapid change. Three factors have shaped this process: (1) the constitutional responsibility of the provinces for delivering many public services, though generally without sufficient revenues; (2) the significant diversity of interests and capabilities between provinces, as well as cultural, linguistic and identity differences between Québec and the other provinces, all of which involve preferences for decentralisation; and (3) pressure, in the name of equality, for uniform (or near uniform) treatment of federal fiscal arrangements across provinces and, in the name of fairness, for ensuring a minimum level of financial capability for all provinces. Importantly, governments navigate such forces within highly centralised political systems that concentrate significant power within federal and provincial executives.

Originally, the constitutional design of the Canadian federation was intended to produce provinces with limited own-source revenue. The development of federal transfers stemmed in large part from the reality of provincial governments having to deliver public services with limited financial resources. Section 118 of the Constitution Act 1867 specified yearly sums to be transferred from the federal government to each of the original four provinces. In 1869, the federal governments consented to offering ‘Better Terms,’ in the form of an additional grant, to the province of Nova Scotia, where opposition to the new Canadian federation was strong. This grant represented an important precedent for federal transfers beyond what was constitutionally specified,16 and, accordingly, it was hotly contested in Parliament.17 The Opposition in Parliament took the view that any federal transfers to provinces beyond those that had been provided for in the 1867 Act were unconstitutional.18 The Government countered with an argument that not only won the day in 1869 but influenced federal government behaviour from that point on: Parliament could only legislate within the limits set by the constitutional division of powers, but it could spend as it wished.19 

In the first few decades after the creation of the federation in 1867, federal transfers were unconditional, ‘but their modest value meant that they did little to mitigate the fairly centralised nature of Canada’s original fiscal arrangements’.20 Provinces, including new provinces added in the years after 1867, regularly petitioned the federal government for federal subsidies, either to keep up with the cost of running the province (eg, in the case of Manitoba21) or by way of compensation for segments of rail incorporated into the national network.22 The ad hoc, unprincipled and expedient nature of these subsidies was a regular source of political tension. In 1907, in the wake of the addition of a further two provinces (Alberta and Saskatchewan joined the federation in 1905), the federal government initiated federal-provincial discussions, leading to a new constitutional settlement regarding provincial subsidies: the Constitution Act 1907. However, even the debates leading up to the 1907 amendment acknowledged that this new settlement would reduce the need for, but not eliminate, ongoing federal subsidies over and above the constitutionally mandated amounts.23 

The federal government instituted an income tax in 1917, a measure enacted as part of the war effort and initially deemed to be temporary, but which would later become permanent. Beginning in 1919, transfers, which ‘covered vocational education, highway construction, employment offices, and venereal disease prevention’,24 involved a sharing of costs between the federal and provincial governments. The Great Depression led to more significant taxation by the federal government (personal, corporate and sales). Most provinces, then in a particularly difficult fiscal position, followed suit. In 1940, the provincial and federal governments unanimously agreed to transfer legislative jurisdiction for unemployment insurance, one of the largest new public policy responsibilities, to the federal Parliament (Constitution Act 1940).25 

We see in the first three-quarters of the twentieth century the emergence of themes that are still relevant today: regular federal spending in areas that may be outside its constitutionally-mandated non-spending powers, and the resulting lack of alignment between the locus of spending and the locus of democratic accountability. By the middle of the twentieth century, Canada was in the process of moving beyond an early, rigid conception of federalism (often conveyed by the phrase ‘watertight compartments’) to a more flexible, interconnected conception, where overlap and coexistence were the norm.

World War II served to centralise fiscal federalism in Canada as provinces ‘rented’ their personal and corporate income tax fields to the federal government in exchange for fixed, yearly, unconditional grants. These ‘tax rentals’ remained in place after the end of the war. The Québec government fought against the post-war tax rental system in the name of provincial autonomy and re-established its own income taxation in 1954.26 Breaking Québec’s isolation within Canadian fiscal federalism was one of the motivations for creating the equalisation programme in 1957, as was the desire to reduce the consequences of territorial economic disparities in the context of a developing welfare state.27 The post-World War II years also saw the federal government develop its practice of running so-called shared-cost programmes, which ‘obliged the provinces to satisfy federal criteria if they wished to receive federal funding’.28 

In the 1960s, Québec’s so-called Quiet Revolution brought major transformations to Canada’s only predominantly French-speaking province. The transition in Québec from a defensive nationalism content with protecting provincial autonomy to a much more assertive nationalist movement seeking to build a strong provincial state within the federation (if not to outright secede from it) altered the political dynamics of fiscal federalism in Canada, as successive Québec governments would, from this moment on, struggle for greater fiscal decentralisation. In the aftermath of the Quiet Revolution, the first targets of Québec governments were the shared-cost programmes, which were viewed as centralising forces because they took the form of highly conditional grants. In 1965, federal legislation allowed, in the words of one commentator, ‘any province to “opt out” of health insurance and an assortment of other shared cost programs, meaning that federal grants to the province will be terminated and replaced by reductions in federal direct taxation within that province, provided the province agrees to continue a comparable program. As anticipated, Quebec “opts out” of all the programs but no other province takes advantage of the legislation.’29 

Thus, shared-cost programmes remained a significant component of Canadian fiscal federalism. The Canada Assistance Plan (CAP), created in 1966, was one such programme, whereby the federal government would ‘match’ provincial spending in the area of welfare services. In 1977, shared-cost programmes in education and healthcare were replaced by a less conditional block grant structure called Established Program Financing. In 1982, in the only major constitutional reform in the country’s history, the federal government’s responsibility to make equalisation payments became part of Canada’s Constitution. Discussions around the constitutionalisation of equalisation quickly found unanimity amongst Canada’s ten provinces (even from the Alberta government, which has since become a strong critic of the programme), a rare moment of agreement in otherwise fractious constitutional negotiations.30 In the mid-1990s, the federal government was extremely worried about its large budgetary deficits. Cost-sharing programmes were identified as a major culprit because they forced the federal government to match provincial spending in specific social policy areas. The 1995 federal budget marked the transition from EPF and CAP to a block grant called the Canada Health and Social Transfer (CHST), which was divided into the CHT and CST in 2004.



B.The Canadian Federation Today

Canada is one of the most decentralised federations in the world from both a legislative and a fiscal perspective.31 In the fiscal sphere, since 1867, ‘the proportion of provincial own-source revenues out of total provincial revenues has increased (indicating some decentralization) and the degree of conditionality for grants has diminished (also indicating decentralization)’.32 Complete provincial autonomy to borrow has remained, as has the absence of federal restrictions on provincial spending. Canadian provinces are strong political communities,33 equipped to defend and even further their autonomy, legislative and fiscal, within the federation. Their unconstrained access to many revenue sources, including from their (onshore) natural resources (which they own), puts them in a good position to stand up to the federal government. As a consequence, even when such exogenous shocks as the Great Depression and World War II hit Canada, the initial centralisation of the federation was opposed, eventually successfully, by the provinces, led by Québec (and its powerful nationalist movement) and Alberta (with significant regionalist sentiments).

The Canadian parliamentary system exhibits majoritarian democratic practices structured by very strong party discipline at both the federal and provincial level. The use of the uninominal majoritarian electoral system (‘first-past-the-post’) most often yields parliamentary majorities to one party. Thus, parliamentarism in Canada involves an overwhelming concentration of power in the executive and, within the executive, in the position of Prime Minister and (provincial) Premier.34 Moreover, the Canadian Senate is a body whose members are appointed by the Canadian Prime Minister, which means it does not effectively speak for provinces at the federal level. These structures condition the governance of the federation, which is driven by the executive branches at the federal and provincial level (so-called executive federalism). Fiscal federalism fits into this structure of inter-governmental relations. Fiscal arrangements and transfers are ultimately the sole purview of the federal government but provinces demand to be consulted (with varying degrees of success) for the sake of predictability in their own budgeting.

It is within this political structure that pressures for provinces to be treated equally while being provided with sufficient financial resources to offer public services to their residents occur. Fiscal arrangements simultaneously seek to ensure provinces have enough capacity to deliver most of these public services but significant heterogeneity in treatment is often a source of regional tension. Historically, perceptions of differential treatment motivated sometimes substantial reforms. Even the original ‘Better Terms’ described above was partly motivated by a view that New Brunswick received better initial transfers in the Constitution Act 1867. The 1907 constitutional amendment was also partly a reaction to highly generous treatment of Alberta and Saskatchewan when they became provinces. More recently, Budget 1995 put Canada’s federal budget on a path to balance but shrank the size and increased the inequality in allocation of federal transfers. This ultimately helped lead to the CST and CHT becoming equal percapita transfers (by 2007 and 2014, respectively), leaving equalisation as the only major transfer programme to support lower income provinces.



III.What are the Distribution Mechanisms for Revenues and Expenditures?


A.Distribution of Government Revenue

Most tax and revenue instruments are available to both the federal and provincial governments. Provinces are excluded from certain taxes, such as customs and import duties on international and interprovincial trade. And in practice, the federal government does not levy property taxes or levy royalties on natural resource extraction activities, except for resources extracted offshore. Among the most important revenue sources – taxes on personal and corporate income, taxes on production and sales, excise taxes on various products, and payroll taxes on labour – both the federal and provincial governments have autonomous taxes levied on (largely) shared tax bases.35 In this section, we briefly review the historical development and functioning of these revenue arrangements, paying closer attention to taxes on income and sales. We describe the functioning of major revenue tools and expenditure areas for each level of government.

For much of Canada’s early history, provinces were restricted in their ability to raise revenue through taxation and their autonomy was limited.36 The original Constitution Act 1867 restricted provincial governments to direct taxation only. Indirect taxes, such as customs duties, excise or even sales taxes were unavailable to provincial (or local) governments. Prior to World War I, customs duties were the primary source of government revenues and therefore this was a substantial restriction on provincial fiscal capacities. The federal government, meanwhile, had power to raise revenues ‘by any Mode or System of Taxation’ (s 91(3) of the Constitution Act 1867). The original motivation for this – at least as stated by some of the framers of Canada’s Constitution – was a desire to reduce provincial revenues to ‘the lowest possible limits’ and provide not ‘one shilling more than the necessities of their respective communities absolutely demanded’.37 In providing for only direct taxation – which was then, as now, unpopular – provinces would be largely reliant on a system of fiscal transfers from the federal government.

The original structure of these federal transfers, or Statutory Subsidies, was simple, and remains largely in place today.38 At first, they were fixed in nominal terms at no more than 80 cents per person up to 400,000 persons. This provided a relative advantage to the smaller Maritime provinces of New Brunswick and Nova Scotia, as both Ontario and Québec had populations above the cap. There were also modest lump-sum transfers to support the operation of government and legislatures, which again provided a relatively larger benefit in per capita terms to smaller provinces. Despite their limited size, they were the single most important source of provincial revenues. For perspective, in the original four provinces, such transfers in the year after the creation of the Canadian federation accounted for roughly half of provincial revenue, and just over 60 per cent of revenue in the case of Nova Scotia.39 Over time, however, as provincial revenue needs increased, reforms to the Statutory Subsidies were required. In the constitutional amendment of 1907, the population cap was eliminated and replaced with a smaller per person subsidy of 60 cents per person above 2.5 million and remained 80 cents per person below that threshold. By this time, federal transfers accounted for between one-quarter and one-third of provincial revenues. As of 2021, these Statutory Subsidies remain in place, but are insignificant at $42.6 million and account for less than 0.01 per cent of total provincial revenues.40 Given their constitutionally entrenched formula, the federal government has limited autonomy to change these amounts.

As provincial expenditure needs increased, especially during the Great Depression, so too did their use of own-source revenues and taxes. Between 1867 and World War I, provincial own-source revenues were roughly one-fifth of federal revenues, varying between 15–25 per cent, depending on the year.41 But this soon changed. By 1933, provincial own-source revenues increased substantially to roughly two-thirds of total federal revenues. During the two decades following World War I, the provinces gradually increased their presence into income taxes (both personal and corporate), gasoline taxes, and some even introduced sales taxes.42 Although both British Columbia and Prince Edward Island had income taxes prior to the war, most provinces introduced their own income tax systems in the early- to mid-1930s. For example, Ontario and Québec both introduced corporation income taxes in 1932, and personal income taxes in 1936 and 1939, respectively. Alberta introduced both forms of income taxes in 1932. Alberta also introduced Canada’s first provincial sales tax in 1936, although it was repealed shortly afterwards. Constitutionally, income taxes are a direct tax and there was therefore no question as to whether provinces could enact them. But sales taxes are traditionally seen as indirect taxes, which raised a question of whether provinces could enact them. A 1943 decision by the UK’s Judicial Committee of the Privy Council – the highest judicial body for Canada at the time – ruled that sales taxes were, constitutionally, direct taxes and therefore available to provincial governments.43 By 1961, all provinces except Alberta had introduced sales taxes.

Other critically important developments in the distribution of government revenue responsibilities occurred in the two decades following World War II.44 During that war, provinces repealed their personal and corporate income taxes to make room for large increases in rates federally under the Wartime Tax Agreements. In effect, they transferred their tax points to the federal government to support the war effort. In exchange, the federal government provided transfers that were, for the most part, either the amount provinces raised prior to repealing their income taxes or whatever amount was necessary to meet their debt obligations, which were rather large following the Great Depression. After the war, the federal government sought to centralise income taxation authority at the federal level and offered generous transfer payments to provinces that agreed to remain vacated from these fields. There was no constitutional authority for the federal government to prevent provinces from levying their own income taxes once again, so it opted for ever more generous transfers to reach agreements with the provinces. Initially, all but Ontario and Québec agreed, though by 1952 even Ontario accepted the arrangements. With no prospect for a Québec agreement, which opposed centralising fiscal authority in principle and which re-introduced its own system of provincial personal income taxes in 1954, the federal government gradually agreed to cede income tax space to the provinces and by 1961 all provinces re-imposed such taxes. Over this two-decade post-war period, the size of provincial own-source revenues gradually increased from one-quarter of federal revenues at the war’s end to 55 per cent by the mid-1960s.45 

The high degree of autonomy of provincial governments over major revenue instruments makes coordinating tax policy across Canada challenging, but not impossible. In practice, there is significant harmonisation of income taxes across Canada’s provinces. Starting in 1961, all provinces (except Québec, which maintains its own separate system) agreed to effectively delegate administration and collection of taxes to Ottawa, even though they remain provincial taxes. Provinces may set their own overall rates, and the federal government remits the appropriate amount of revenue to provincial governments. Taxpayers file one set of documents through the federal government, rather than two if there were separate systems as in Québec. This minimises administrative costs for governments and taxpayers alike and ensures broad harmonisation of tax bases across Canada. Tax credits and deductions are largely (but not exclusively) determined by the federal government. And prior to 2001, even marginal tax rates and brackets were determined by the federal government and provinces chose their tax as a proportion of total federal income tax revenue raised from taxpayers in their province. This is known as the ‘tax-on-tax’ system. In 1999, for example, Ontario’s tax on federal income taxes was set at 39.5 per cent – meaning Ontario levied 39.5 cents per dollar of federal taxes owing. These ‘basic rates’ ranged from Ontario’s low of 39.5 per cent to a high of 69 per cent in Newfoundland and Labrador.46 After the 2000–2001 reform, provinces moved to a ‘tax-on-income’ approach and defined their own tax rates applied to individual taxable income. There remains a meaningfully degree of harmonisation of tax bases across provinces, however, whereby the federal government determines most credits and deductions, but provinces have some flexibility there as well. Overall, aside from the voluntary delegation of personal income tax administration to the federal government, provinces have full autonomy to design and implement their own tax regimes. In short, income tax bases are shared but revenues are not.

Corporate income taxes are also an area of taxation in which there is a high degree of harmonisation in practice, but where federal and provincial governments have authority to act autonomously. Eight provinces delegate responsibility for administration of corporate income taxes to the federal government, and therefore tax bases and overall structures are harmonised across those jurisdictions. Provinces are free to set their own rates of taxes on corporate income, and these are added to the federal governments tax rate to determine total amounts owing by a corporation. As with personal income taxes, Québec maintains and administers its own separate system. Alberta is the only other province that maintains its own corporate income tax system. It ended its tax collection agreement with the federal government and re-introduced its own tax collection administration for corporate income taxes in 1981. But, while it administers and collects these taxes through the provincial government, Alberta too has chosen to harmonise much of its corporate tax base with the federal corporate tax system by default. Historically, Ontario also administered its own corporate income tax system – even following World War II – but opted to enter a tax collection agreement with the federal government in 2009.

Finally, sales taxes are another important source of government revenue in which each level of government is autonomous. They account for over 10 per cent of total government revenue, and both federal and most provincial governments levy them.47 Federally, Canada has a 5 per cent value-added tax. It is broad-based, though there are several important exemptions where this Goods and Services Tax (GST) does not apply, including basic groceries, health services, and financial services. Provincial sales taxes vary in their structure. In three provinces (British Columbia, Saskatchewan, and Manitoba) they are provincially administered retail sales taxes. In five provinces (Ontario, New Brunswick, Nova Scotia, Prince Edward Island and Newfoundland and Labrador) they are fully harmonised sales taxes, whereby the federal government administers and collects sales taxes for each province by, effectively, levying a higher GST rate in the province. In Ontario, for example, the Harmonized Sales Tax (HST) rate is 13 per cent, the revenue from which is split 5/13 to the federal government and 8/13 to the provincial government. Provinces with this arrangement have full autonomy to decide on their sales tax rate, but they piggy-back on the federal GST base. Finally, Québec’s sales tax system is also (largely, but not exactly) harmonised with the federal sales tax, although administered separately by the provincial government. Alberta and the three territories do not levy sales taxes.

Overall, Canada’s fiscal federalism features almost complete autonomy of provincial and federal governments to levy taxes in a wide variety of areas. Where they are harmonised and revenue explicitly shared, this is the product of voluntary agreements between the governments to improve administrative and economic efficiency.



B.Distribution of Expenditure

Primary responsibility for public service delivery rests with provincial governments. They are responsible for healthcare, education, post-secondary education, child and social services, the administration of justice, policing, and municipal governments, among other things. Federally, most expenditures are transfers – either to individuals, provincial governments, or other entities.48 In recent years, roughly one-third of federal spending has been on operations and public services. Federal transfers to individuals are dominated by elderly benefits (the Old Age Security and the Guaranteed Income Supplement), unemployment benefits, and child benefits to support families with young children. Federal transfers to provincial governments are dominated by the CHT, the CST, and equalisation. The first two are equal per capita cash transfers. The latter is an unequal cash transfer that aims to supplement provincial own-source revenues in provinces where yields on taxes are below the national average.

Equalisation is central to fiscal federalism in Canada. Its specific formula has evolved significantly since it was established in 1957, and the federal government has full autonomy over programme design.49 Today, the formula measures provincial ‘fiscal capacity’ as the product of each provincial tax base and the national average tax rate, aggregated across almost all provincial sources of revenue. Specifically, it estimates the national average tax rate for personal income taxes, corporate income taxes, consumption taxes (including excise, sales, and more), and property taxes. The size of each province tax base is determined by estimating provincial total household taxable income, corporate taxable income, household consumption expenditures and business input expenditures, and property assessment values. National average tax rates are determined, for each of the four tax categories, as the ratio of total revenues across all ten provinces to each total tax base across all provinces. Provinces whose measured fiscal capacity falls below the national average will receive an equalisation payment equal to the difference between their capacity and the national average. Mathematically, it is straightforward to express a province’s basic equalisation entitlement as the difference between the size of the province’s population compared to its tax bases. That is, a province will receive an equalisation payment Ei according to

Ei = ∑j(pi − fij) × Rj,

where pi is the province’s share of the national population, fij is its share of the national tax base for tax instrument j, and Rj is the total revenue for that tax instrument in all ten provinces. Provinces that tend to have smaller economies will have lower incomes, lower consumption spending, and lower property values. This causes their share of the national taxes base to be smaller than their share of the national population, and therefore pi >fij in the above expression. Beyond this basic entitlement, there are some important complications. First, natural resource revenues are only partially included. Provincial fiscal capacity is estimated based on the better of 0 per cent inclusion or 50 per cent inclusion, whichever results in a higher equalisation entitlement. Second, equalisation payments cannot bring a province’s total fiscal capacity including natural resource revenues above any province not receiving equalisation. This is possible since basic equalisation entitlements are calculated based only on a fraction of total resource revenues that are earned by a province. Third, and finally, the total aggregate amount of equalisation payments made by the federal government is fixed in nominal terms at roughly 0.85 per cent of national GDP.50


Figure 1 Visual Representation of Canada’s Major Transfer Programs; First published by the Canadian Tax Foundation in (2018) 66(4) Canadian Tax Journal
[image: A bar chart comparing per capita federal transfers across Canadian provinces for 2020–21, showing variations in Canada Social Transfer, Canada Health Transfer, and Equalization payments for each province.]


[image: A bar chart comparing provincial fiscal capacity in 2020–21, showing per capita revenue from each province’s own tax base alongside equalization payments, highlighting variations across Canadian provinces.]

Canada has seen various explicit cost sharing arrangements. Currently, the federal and provincial governments have only a limited number of programmes for which costs are shared between governments – mostly ad hoc arrangements for labour training, mental health programmes, agricultural subsidies, French language promotion, nature conservation, and so on. Historically, however, cost sharing arrangements played a larger role. In the early 1960s, prior to the major reforms to federal-provincial fiscal arrangements described above, the federal government shared in the cost of providing health insurance to Canadians. The basis for federal transfers to a province was 25 per cent of the average national per capita costs plus 25 per cent of the provincial per capita costs.51 By 1966, this arrangement evolved into a programme of federal cost sharing of physician services only. This was not to last, however. Starting in 1977, these cost-sharing arrangements were replaced with a cash and tax-point transfer under the Established Programs Financing arrangement that lasted until the mid-1990s. Today, only the equal per capita cash transfer under the CHT programme remains and this programme is disconnected entirely from the actual cost of healthcare delivery. The same applies to the CST which, like the CHT, is allocated on an equal per capita basis. Overall, this means that federal transfers today are strongly deferential to provincial expenditure autonomy.

Although primary responsibility for delivering public services rests with provincial governments, the federal government plays a central role in social security, which involves transfers to individuals and families. The two main social security benefits in Canada are Employment Insurance (EI) and old-age pensions. On the one hand, EI is a purely federal social insurance programme financed through the payroll contributions of workers and employers. Benefits are modest by international standards and many unemployed people fail to qualify due to rather stringent eligibility criteria. Interestingly, these criteria and the duration of benefits vary across the more than 60 EI regions, so that people living in areas of the country facing higher levels of unemployment have enhanced access to cash benefits. The federal government also operates a multi-pillar old-age pension system where three programmes complement one another. First, the quasi-universal Old Age Security (OAS) flat pension is financed through general revenues. Second, the income tested Guaranteed Income Supplement (GIS) is a social assistance programme also financed through general revenues. Finally, the Canada Pension Plan (CPP) is a social insurance programme offering earnings-related benefits financed through payroll contributions paid by both workers and employers. Québec opted out of the CPP in the mid-1960s when the Québec Pension Plan was created. The Québec Pension Plan offers similar benefits to older people who have worked in the province and contributed to this social insurance programme, which is very similar to the CPP. Finally, all three main federal pension programmes listed above are redistributive in nature because some provinces have more older people on average than others.



IV.How are Fiscal Mechanisms Related to the Distribution of ‘Substantive’ Competences?

There is a long history of the federal government spending in areas of provincial responsibility, and thus outside of the heads of power allocated to it under the Constitution. Today, the dominant view is that such spending is constitutionally permissible, though there is considerable overlap and therefore uncertainty about the demarcation of responsibility, as well as disagreement about the formal source(s) of the federal government’s spending power.52 There is also a range of views about the limits, if any, on the spending power, and the legitimacy of the broad power to spend the federal government enjoys.53 

A 1969 Working Paper on the Constitution provided what is now a widely accepted definition of the federal spending power: ‘Constitutionally, the term “spending power” has come to have a specialised meaning in Canada: it means the power of Parliament to make payments to people or institutions or governments for purposes on which it (Parliament) does not necessarily have the power to legislate’.54 The constitutionality of the federal spending power tends to be justified on the basis that there is an important distinction between regulating in a particular area and merely spending in it.55 While the Constitution reserves a list of exclusive legislative responsibilities to the provinces (absent concurrent jurisdiction), it does not limit spending across the jurisdictional divide. Furthermore, in the modern era of ‘flexible’ federalism, it is common for exclusive federal and provincial powers to regulate the same activities. The general permission to spend applies equally to unconditional grants and to conditional grants, on the theory that provincial governments are not compelled to accept such grants.56 

The Supreme Court of Canada has recognised the existence of the federal spending power, although not always as part of the essential reasoning of a case,57 and it has suggested that its scope is quite broad.58 However, the Court has yet to rule definitively on the source of this power or to specify its precise contours. The spending power is not mentioned in the text of the Constitution Act 1867 or the Constitution Act 1982.59 As a result, its source has generally been ‘inferred’ from provisions of the constitutional text, as well as from the preamble of the Constitution Act 1867.60 As discussed earlier, scholars have proposed possible sources, including the federal taxation power found in section 91(3) of the Constitution Act 1867, the federal power in relation to the public debt and property found in section 91(1A), and the federal appropriations power found in section 106.61 The peace, order and good government (POGG) residual power has also been suggested as a possible source of the federal spending power, given that the ability to regulate the modalities of spending would seem to be an essential governmental power.

Other scholars argue that its source is to be found in the prerogative power and the common law.62 At the time FR Scott suggested the prerogative as the source of the federal spending power, these powers were considered non-justiciable. This argument as to source mapped conveniently onto the view that the spending power is largely governed by political rather than legal considerations, and by extension, by political actors rather than courts.63 The legal position regarding the justiciability of matters arising under the prerogative has shifted since Scott first advanced his argument, with the result that all but the most political of such decisions are now considered justiciable.64 

Prerogative powers generally refer to the residue of powers formerly exercised by the British sovereign that have not since been claimed by Parliament. However, some take the view that the term ‘prerogative’ applies to powers that only a sovereign could exercise, such as issuing passports and declaring war. A power such as spending would not be a prerogative power on this view, but rather a common law or third-source power, on the basis that the Crown (government) can spend just as any other person can spend.65 This view has considerable purchase in the UK and Canada (in the UK as the Ram doctrine66 and in Canada as the Verreault doctrine), but it has recently been questioned in Australia.67 The latter development is important in that countries in the Westminster tradition tend to keep an eye on the evaluation of law and doctrine in comparable jurisdictions.

The upshot of all this is that if the federal spending power is not a common law or third power Oliver 2023, 56, then it must be granted as a specific constitutional power, delegated by legislation or rooted in the prerogative, and on each account the spending decisions could now be considered prima facie justiciable, in contrast to the long history of treating the exercise of the spending power as an entirely political matter.

There are a range of views on the limits on the federal spending power. Some adopt the position that the authority to spend is unlimited, provided that it does not cross the line between spending and regulation (Kerwin J).68 Kong argues that section 36(1) of the Constitution Act 1867, which provides the constitutional basis for equalisation payments, imposes limits on the spending power because it lists three purposes for which federal spending may be advanced: promoting equal opportunities for the well-being of Canadians, furthering economic development to reduce disparity in opportunities, and providing essential public services of reasonable quality to all Canadians. Purposes other than those listed are impliedly prohibited.69 Realistically, however, these limits would place at most minimal constraints on the federal government’s spending decisions.

Scholars writing in Québec tend to suggest that much more significant limits on spending ought to be recognised. Some writers argue for a strict interpretation which would prohibit spending outside of areas of clear federal legislative authority.70 This is a difficult argument to make, particularly since it does not map onto federal spending practice or the preponderance of the case law.71 Other Québec scholars highlight the negative impact on provincial autonomy which results from aggressive spending in areas of provincial jurisdiction and advocate for constitutional reforms or intergovernmental agreements (IGAs) which would apply some ground rules to the exercise of the federal spending power, such as a requirement of greater cooperation or consent.72 

These or similarly inspired proposals appeared in the reform packages proposed at Meech Lake and Charlottetown, two failed rounds of constitutional negotiations in the late 1980s and 1990s.73 A provision in each of those accords would have required the federal government to pay ‘reasonable compensation’ to provinces that opted out of a cost-sharing programme so long as ‘the province carries on a program or initiative that is compatible with the national objective’.74 More recently, successive speeches from the throne by the Harper government spoke of a plan, never implemented, to enact legislation mirroring these ­requirements. The Charlottetown Accord would have also ‘established a ­mechanism according to which IGAs could be constitutionally protected, for a – renewable – period of five years, against unilateral legislative intervention’.75 

Scholars who argue for limits on the federal spending power tend to highlight concerns about legitimacy and accountability. For example, Andrée Lajoie argues that the justifications offered in support of the federal spending power do not ‘stand up within the context of a federation’.76 Scholars outside Québec also identify concerns from the standpoint of the unwritten constitutional principle of democracy.77 Federal spending in areas of provincial jurisdiction can create a situation in which individuals are unable to ‘determine which order of government was ultimately responsible for policies directly affecting their interests. As a result of this confusion’, it is easier for governments to evade responsibility for their choices.78 

The view which is most compatible with the Supreme Court of Canada case law is that Parliament (and the executive acting under proper legal powers) can make payments to people or institutions or governments with respect to items over which it does not necessarily have the power to legislate directly, provided that that legislation is about federal spending as opposed to regulation of a provincial matter.79 Two additional points need to be made. First, there would appear to be a spectrum between federal legislation dealing with simple expenditure and constraining regulation regarding items normally under provincial jurisdiction (Confédération des syndicats nationaux); and with that spectrum in mind, there would seem to be a distinction between (permissible) federal conditions that clarify the modalities, terms and conditions of spending (including a desire to encourage and promote provincial compliance with federal objectives), and (impermissible) federal conditions designed to dictate the precise terms of provincial legislation.80 While the highest courts have struck down federal legislation on the basis that it was constraining regulation regarding matters under provincial jurisdiction,81 they have not yet struck down federal legislation for excessive conditionality. As the above account has already indicated, there was a time when federal legislation and programmes regularly employed conditions, including the use of shared-cost programmes. Second, due to the Supreme Court’s attitude in the modern era, federal legislation may be valid even though it could be characterised as having both a spending and a regulatory aspect (regarding a provincial item or matter). In other words, as already suggested, it is no obstacle to the validity of federal legislation dealing with the modalities, terms and conditions of spending that that same legislation at the same time has a regulatory purpose, provided that the latter is not dominant.82 

Finally, regarding the scope and limits of spending by provincial governments, much the same analysis applies as in the federal context, that is to say, there is nothing to prohibit the provincial government from spending across jurisdictional lines.83 As Hogg points out, however, there is far less interest in the provincial spending power, because it has a much smaller impact on federal dynamics than the federal spending power.84 



V.How is Control of Financial Stability Exercised on the Various Levels?

As discussed above, Canadian provinces enjoy unfettered fiscal autonomy within their constitutional areas of responsibility. Taxation rates and structures are set by provincial governments, as are expenditures across the range of public services they are responsible for. This autonomy also extends to provincial borrowing to cover their own budget deficits. Legally, there is no role for federal oversight of provincial fiscal decisions and no formal mechanism to coordinate across provinces. Provincial debt accumulation has, in recent years, risen markedly and now surpasses total federal debt. In 2018, according to the most recently internationally comparable data from the OECD, Canada’s sub-national government debt approached 63 per cent of total general government debt, a higher share than any other OECD country. For comparison, the average OECD country’s sub-national government debt accounts for 18 per cent of the general government total. In the EU-28, the share is 14 per cent.85 

With provincial borrowing autonomy comes a lack of formal guarantees for creditors by the federal government. Only ad hoc arrangements exist to support provincial governments experiencing insolvency or liquidity pressures. There are numerous instances of such federal support to provinces in need, and therefore markets generally view provincial bonds as at least partially, although implicitly, guaranteed by the federal government. Yet, risk remains, and market rates currently reflect this situation. The following figure reports the difference in borrowing rates between provincial and federal government 10-year bonds. While there is material variation over time, provincial bonds typically come with borrowing rates roughly one percentage point higher than federal bonds. For highly indebted provinces with low fiscal capacity, such as the Atlantic provinces (especially Newfoundland and Labrador), the provincial borrowing rates are typically even higher.


Figure 2 Provincial-Federal 10-Year Bond Spread, 2010–2017
[image: A bar chart comparing provincial–federal 10-year bond spreads from 2010 to 2017, showing average percentage points and 95% confidence ranges for each Canadian province.]

Source: ‘Decomposing Provincial-Canada Yield Spreads. Does Fiscal Discipline Matter?’, IFSD/IFDP uOttawa, Table 1.

Even during periods of particularly acute financial crisis, Canada has grappled with the tension between provincial autonomy and ensuring that financial shocks in one region do not negatively affect the whole country. The Great Depression illustrates the challenge of this feature of Canadian fiscal federalism. In Canada, as elsewhere, pressure mounted in the early 1930s due to rising spending on unemployment relief while government revenues collapsed along with the economy. Federal support initially took the form of cost-sharing arrangements whereby unemployment relief spending was split between the two levels of government. This provided for a previously unprecedented increase in federal transfers to the provinces, but for some provinces it was still insufficient. This was especially true for the two Prairie provinces of Alberta and Saskatchewan. When liquidity constraints became acute, especially as previously issued bonds approached their maturity dates, the federal government would occasionally provide provincial governments advances on those relief funds. By late 1935, however, the province of Alberta appeared close to defaulting on numerous bond issues coming due and pre-payments on the federal share of unemployment relief was no longer an option.

There were attempts to reform fiscal federalism arrangements to address some of these challenges. Early after the formation of a new Liberal government under Prime Minister King in 1935, the federal government considered following Australia by establishing a national loan council. Such a body would take collateral and establish other conditions on provincial finances in exchange for federal guarantee of provincial bonds. This guarantee would allow provincial governments to borrow at lower rates in times of crisis. There were intense discussions between the federal and provincial governments between December 1935 and March 1936, but no agreement could be reached on how to proceed. Without an agreement over federal support, Alberta defaulted on a $3.2 million bond maturing on 1 April 1936. It subsequently unilaterally reduced interest payments on other bonds, defaulted on yet more as they came due, and was no longer able to access international credit markets. It remains the only episode of a provincial default in Canadian history and was resolved by 1945 through a bail-out arrangement with the federal government that fully reorganised provincial debts following World War II.86 

Other provinces have also faced extreme fiscal pressure. At the same time as Alberta defaulted, the province of Saskatchewan was facing an imminent default on a $3 million bond maturing on 1 May 1936. Unlike Alberta, the government of Saskatchewan was willing, at least in principle, to accept federal conditions through a loan council, such as provinces committing their Statutory Subsidies as collateral and having provincial borrowings approved by the Council.87 The legislative authority to establish such a council was not yet in place, however, so the newly formed Bank of Canada lent Saskatchewan the money directly on the understanding that it would be repaid once a Council was established and Saskatchewan could borrow the funds. Interestingly, the legislation that would have established a loan council was defeated in Canada’s Senate after it passed in the House of Commons against the strong opposition of former Prime Minister Bennett and his Conservative Party. The Conservatives still held a majority in the Senate at the time. As an alternative mode of support, beginning in 1937, the federal government extended special temporary unconditional cash subsidies to Saskatchewan.

This episode is more than an interesting historical anecdote, as it reveals the institutional autonomy that provincial governments have in Canada, which they guard closely. It also reveals the legal limits to federal powers over provincial finances. In fact, the loan council legislation of 1936 would have required an amendment to the Constitution Act 1867. Until 1982, such amendments were made by the Parliament of the United Kingdom, acting on the request of Canada’s federal government. Today, the general amending formula would require the consent of seven provinces representing 50 per cent of the population of all the provinces – a fairly high bar when it comes to constitutional reform. For all these reasons, federal involvement in provincial borrowing is a limited feature of Canada’s fiscal federalism.

Following World War II, the dramatic expansion of health and social services by provincial governments ushered in a period of equally dramatic increases in federal transfers. As discussed above, these transfers now take the form of the CHT, the CST, and constitutionally-mandated Equalisation. Currently, Canada also has two programmes that support provincial governments during periods of fiscal strain. First, the federal Disaster Financial Assistance Arrangements (DFAA) provide for federal funding to provincial governments that experience sharp increases in expenditures because of natural disasters. The details of this programme are determined largely by internal administrative guidelines within Public Safety Canada, as the relevant legislation (the Emergency Management Act) leaves significant discretion to the Minister of Public Safety and Emergency Preparedness to provide financial assistance when requested by a province. Under the current guidelines, disaster costs are initially born by provincial governments, with federal contributions increasing as costs escalate. In 2020, disaster costs below $3.25 per person are fully borne by provincial governments. The next $6.51 per capita are split 50/50 between provincial and federal governments. The next $6.51 are split 25/75, with the larger share borne by the federal government. For all costs beyond that, the federal government covers 90 per cent of incremental disaster costs. This programme ensures provincial governments are largely insulated from unpredictable expenditure needs due to natural disasters. However, only certain types of expenditures qualify for payments, and DFAA funds must be used for those approved uses.

There is a second programme that aims to support provincial governments when revenues decline suddenly and sharply, such as typically occurs during periods of economic recession. The Federal Stabilization Program was created in 1967 to provide something akin to revenue insurance for provincial governments. If provincial revenues decline by more than five per cent in one fiscal year relative to the previous fiscal year, then the federal government provides support for all excess revenue declines. That is, if provincial government revenues decline by eight per cent then the province absorbs the first five per cent drop while the federal government covers the remaining three per cent. This is an unconditional grant that, in effect, provides a way for the federal government to absorb some of the fiscal shock that would otherwise have been absorbed by provincial borrowing. Several reforms to the programme since its inception have limited its scale and scope, however. Today, resource revenues (such as from royalties on oil and gas extraction) are covered when they fall more than 50 per cent from one fiscal year to the next, while non-resource revenues are covered when they fall more than five per cent. There is a limit to the Stabilization Program payments, however, and no province may receive more than $60 per capita in stabiliation payments. This limit corresponds roughly to one per cent of provincial revenues, which means this programme provides only minimal support to provincial governments during periods of sharp revenue declines. The programme does allow the Federal Minister of Finance to extend unlimited interest-free loans to provincial governments for a period of five years, although this feature of the programme has never been used.

Finally, no discussion of how Canada’s fiscal federalism respond to periods of fiscal strain is complete without considering the country’s central bank: The Bank of Canada. Since its inception in 1935, the Bank has had the authority to provide direct term-limited loans to provincial governments, and to purchase their bonds. As we discussed, this authority was first exercised in 1936 in support of Saskatchewan.88 Recently, the Bank of Canada directly purchased provincial government bonds in large quantities during the COVID-19 pandemic and associated economic disruption.89 This ensured that provincial governments could borrow at low rates during the crisis, although much uncertainty remains over how the Bank of Canada might unwind its position later. The Bank of Canada’s support for provincial governments is therefore also somewhat of an ad hoc feature of fiscal federalism in Canada and, since the Bank operates independently of the federal executive, this support is deployed at the discretion of the Bank’s Governors. The federal Minister of Finance has formal authority to order the Bank to engage in bond buying activities through the issuance of a publicly written Minister’s Directive.90 However, such a directive has never been issued as, in practice, the independence of the central bank is a well-established norm of Canadian governance.91 



VI.What is the Role of the Concept of Solidarity?

An important challenge in federal systems is the risk that, as a result of decentralisation, residents of poorer constituent units may have to settle for lower quality services and/or have to pay disproportionally high taxes for the same basic services provided in wealthier constituent units. This challenge, which is stressed in section 36(2) of the Constitution Act 1982 discussed above, is directly related to notions of social citizenship and territorial solidarity, which closely intersect in federal countries like Canada. Although these two concepts, especially solidarity, are not widely used in the Canadian political discourse92 they are at the centre of the normative foundations of fiscal federalism and, especially, equalisation policy.93 

Social citizenship refers to the welfare rights of citizens as they relate to universal social programmes such as health insurance. For instance, in Canada, access to healthcare is a right of citizenship that also extends to permanent residents. Simultaneously, access to public education is also a right of citizenship. Yet, education falls within provincial jurisdiction, and healthcare is primarily under the control of the provinces and territories. Here, there is a potential tension between the universalist creed of social citizenship and the existence of significant territorial economic and fiscal disparities within the Canadian federation. Because political decentralisation is strong in so many policy areas, the risk from a fiscal federalism standpoint is that the quality of public services such as healthcare and education can vary greatly from one constituent unit to the next, a situation that would undermine the idea of universal social rights embedded in citizenship and permanent residency. At the same time, in a country prone to regionalism and, in the case of Québec, sub-state nationalism, such disparities could also weaken national unity over time. In this context, horizontal territorial redistribution as operated by equalisation is a powerful yet politically contested political imperative in Canada.

At the centre of this imperative lies the concept of solidarity, which legitimises horizontal redistribution by stressing the need for greater federal support to poorer provinces in order to avoid penalising their residents with lower-quality services or higher taxes simply because of where they live. In Canada, solidarity provides legitimacy to the territorial redistribution involved in equalisation, which works on reducing inequalities that can potentially weaken social citizenship and/national unity. The national unity aspect is especially crucial in the case of Québec, something that became apparent during the creation of the equalisation programme in 1957. At the time, Québec had already opted-out of the tax-rental agreements between Ottawa and the provinces initially signed during World War II. This move by the Québec government weakened existing fiscal arrangements that had provided horizontal fiscal redistribution to the province. In this context, the creation of equalisation served as a national unity tool aimed at resetting horizontal fiscal redistribution to Québec, among other things.94 

The importance of solidarity as a value in the Canadian federation is balanced by the weight of another important value held by provinces: autonomy.95 Unlike equalisation in other federations like Australia, the Canadian equalisation system considers only provincial fiscal capacity, not provincial needs. Although discussed at the birth of equalisation and a few times thereafter,96 needs assessment for the purpose of equalising was always rejected because provincial governments did not want it. It was not so much that a needs assessment required deeper solidarity but rather that it was deemed by provinces to be too intrusive and, therefore, that it threatened to undermine their autonomy. The equalisation programme as constituted has been the object of criticism by various provinces at different times but, with the partial exception of the current Alberta government, provincial governments have not called for its outright abolition, something that is helped by the existence of a constitutional responsibility for the federal government to make equalisation payments. The constitutionalisation of that responsibility in 1982 was remarkably consensual amongst Canada’s governments,97 a demonstration of the underlying solidarity that makes equalisation possible.

Of course, provinces that were, at different points in time, non-recipient have generally been less supportive of equalisation than recipient provinces. At the onset of the programme, Ontario was hesitant, as it would be a non-recipient province for the foreseeable future. Alberta, which has not been a recipient province for nearly 60 years as a result of wealth generated from oil and gas exploitation, has since then been the most vocal critic of the programme, typically finding it too generous. In recent years, criticism of equalisation by the Alberta government has both increased and changed. The context for this change is a slowdown in the province’s economy since 2014, when the price of oil started declining. The Alberta government attributed the slowdown in large part to the lack of pipeline infrastructure to transport the oil of the landlocked province to the Canadian East and West Coast, where it could then be taken to the European and Asian markets respectively. Opposition to pipeline expansion in other provinces, most notably British Columbia and Québec and amongst many Indigenous peoples, combined with the federal Liberal government’s commitment to aggressively fight climate change, resulted in only one new pipeline development in recent years (TransMountain), much to the disappointment and anger of Alberta.

The Alberta government then made a case for the unfairness of a situation whereby provinces such as Québec block pipeline expansion yet receive equalisation payments, whereas Alberta does not despite the economic slowdown (its fiscal capacity remaining above the pan-Canadian average). In other words, the government of Alberta targeted equalisation in a form of rhetorical retaliation for the rest of the country’s mostly negative position on pipeline expansion. Alberta Premier Jason Kenney held a referendum in October 2021 on equalisation in his province as he deemed progress on pipelines to be unsatisfactory. Of course, Alberta cannot change, let alone withdraw from, equalisation, which is mandated by the Constitution, but Premier Kenney seemed to hope that Albertans formally expressing their desire to take out references to equalisation in the Constitution would put pressure on the federal government to reform the programme. Yet, there is no conceivable change to the programme which would make Alberta a recipient province in the immediate term, which is why Alberta, tellingly, does not propose any specific reform. In sum, Alberta’s contemporary criticism of equalisation involves the notion of unfairness linked, among other things, to the difficulty of pipeline development. In this vein, in 2019, the Alberta government created a ‘Fair Deal’ Panel, whose mission was to make recommendations to help Alberta get a better ‘deal’ in the federation. One of the Panel’s recommendations was for the Alberta government to go ahead with a referendum on equalisation, demonstrating the rhetorical weight of equalisation criticism in Alberta.



VII.A ‘One Size Fits All’ Monetary Policy: Does it Exist?

In Canada, monetary policy is conducted by its central bank: The Bank of Canada. Created during the Great Depression, its primary purpose was originally ‘to regulate credit and currency in the best interests of the economic life of the nation, to control and protect the external value of the national monetary unit and to mitigate by its influence fluctuations in the general level of production, trade, prices and employment’.98 In a country as diverse as Canada – where the sectoral composition of economic activity varies widely across provinces – these objectives have always been a challenge. Today, they remain so.

After many years of gradual change in the conduct of monetary policy, there are now two pillars of Bank of Canada policy: an inflation target and flexible exchange rates. Inflation targeting has proven successful in many countries, Canada included, in helping stabilise macroeconomic fluctuations. And a flexible exchange rate is at the core of how Canada, as a country with open capital markets, can have an independent monetary policy at all. Were it not for a flexible exchange rate, Bank of Canada interest rate and money supply decisions, for example, would be used to maintain the currency value rather than stabilise inflation. It is not possible to achieve both an inflation target and an exchange rate target simultaneously without implementing broad restrictions on the flow of international capital, which is difficult for an internationally-integrated market-oriented economy such as Canada’s to do.99 These two pillars, while highly effective from a macroeconomic perspective for these reasons, create challenges in the Canadian federation.

Inflation targeting generates challenges when some provinces are experiencing a recession while others are not, which is increasingly common in the Canadian federation. The target is, after all, national in scope, and the Bank of Canada focuses on it rather than on counterbalancing regional economic shocks. We have a long history with this policy, so some of its effects can be explored here.

The inflation target policy was announced in late February 1991, making Canada only the second country to implement the now-dominant policy (following New Zealand, which implemented it a year earlier). The Governor of the Bank of Canada and the Minister of Finance jointly established targets of three per cent inflation by the end of 1992, 2.5 per cent by the middle of 1994, and two per cent by the end of 1995. Regularly reviewed and renewed, inflation targeting remains in place today and is normally appropriate for all provinces, but there are occasionally situations where the uniform conduct of monetary policy is not optimal. Consider recent episodes of strong growth in Alberta, which prevailed in the years leading up to the 2008 financial crisis due to rising natural gas prices and strong development of oil sands operations in the province. Between 2000 and 2009, inflation in Alberta averaged three per cent compared to an average of two per cent in the rest of the country. This is a meaningful difference. Sustained over those nine years, prices increased by nearly ten per cent in Alberta compared to the rest of the country. More restrictive monetary policy (such as through higher interest rates) would (potentially) have been a better policy for Alberta during these years. Alberta’s neighbouring province of British Columbia, meanwhile, experienced lower inflation than the national average, especially after 2010. These price changes matter for cost of living, costs of business inputs, business competitiveness, migration decisions, firm investment decisions, and so on. Annual inflation rates are also less correlated in peripheral regions (western provinces and the Atlantic provinces) to the national average than Ontario and Quebec inflation rates are. This is a natural consequence of their size but illustrates the challenge for a national institution with aggregates targets to tailor its policy to regional developments.

Flexible exchange rates may pose a more substantial challenge for monetary policy in a country as diverse as Canada. To be clear, there are strong reasons to favour a flexible currency as Canada has long had. But we should be aware of challenges stemming from a flexible currency across provinces. Increasingly, energy exports and volatile commodity prices create these difficulties. Energy exports are a large share of Canada’s total trade, rising from 11 per cent of exports in 2000 to 25 per cent by the end of 2019 despite low oil prices. Two thirds of these energy exports are from Canada’s major oil producing province of Alberta. Given the large weight of energy in Canada’s overall trade, changes in the price of oil can have meaningful effects on the value of Canada’s currency. Prior to the financial crisis, for example, when oil prices rose rapidly from roughly $60 per barrel in early 2007 to well over $130 per barrel by summer 2008, the Canadian dollar appreciated by roughly 15 per cent relative to the US dollar. When oil prices fell, so too did the dollar. And as oil prices gradually rose, the dollar once again reached parity with the American dollar. Recent declines have continued this pattern, including the precipitous decline that followed economic disruptions from COVID-19.

A flexible currency buffers an economy from external shocks.100 For example, if international energy prices rise by ten per cent in US dollar terms but the Canadian dollar rises by ten per cent, then the domestic price of energy remains unchanged, and the domestic economy is therefore fully buffered from the shock. But energy price shocks largely only affect the three oil producing provinces of Alberta, Saskatchewan, and Newfoundland and Labrador. Flexible exchange rates are therefore helpful for these provinces in the face of volatile energy prices, but such currency moves can negatively affect other provinces. Ontario and Québec manufacturers, for example, may be adversely affected by a rising Canadian dollar as this makes their exports more expensive for foreign buyers. Exchange rate volatility is regularly cited as a challenge for these two provincial economies. In the years prior to the recent energy price decline that began in 2014, the concerns were very forceful and references to ‘Dutch Disease’ – the situation where expanding commodity sectors will cause a shrinking manufacturing sector – were frequent.

This is not to say that monetary policy in Canada is flawed. Indeed, the Bank of Canada’s international reputation is strong, its recent Governor Mark Carney, for example, being appointed Chairman of the Financial Stability Board from 2011 to 2018 and Governor of the Bank of England from 2013 to 2020. But it is to say that monetary policy in Canada is challenging, and increasingly so. In Canada, provincial economies are subject to their own unique economic shocks more so now than in prior decades. One measure of such differences is the average gap between provincial growth rates and the national average growth rate.101 In the 1960s, the average gap was one quarter of the national growth rate. That is, for each one per cent that Canada grew the average differential between provincial growth rates and this national average rate was 0.25 per cent. In the 2010s, that average gap increased to over 0.64 per cent.

The challenges this creates for monetary policy are the same in Canada as in any monetary union where economic shocks have different impacts across the territory. Yet, other policies and institutions may help compensate. There are (typically) four conditions cited in the literature on ‘optimal currency areas’ that are helpful to ­consider.102 These are: labour mobility across regions, open and flexible capital markets, fiscal transfers to pool risk, and the similarity of business cycles. Canada enjoys the first three, but the fourth may be increasingly problematic. Policies to further improve Canada’s interprovincial labour mobility, the functioning of capital markets, and enhancing fiscal transfers are options to shift burdens associated with province-specific economic shocks in ways that Bank of Canada monetary policy cannot.



VIII.Merits and Deficiencies of Canadian Fiscal Federalism

There are numerous macroeconomic implications of fiscal arrangements in Canada, some of which benefit the overall economy while others detract from it. Therefore, one must weigh those costs against equity benefits. We review the major macroeconomic benefits and costs of Canada’s fiscal arrangements here and quantify the potential equity gains that they achieve.


A.Impact of Equalisation in the Federation

Canada’s equalisation programme, which is the only major federal fiscal transfer programme that does not provide all provinces with the same per capita allocation, deserves particularly close attention. As discussed earlier, the stated goals of the programme are found in subsection 36(2) of the Constitution Act 1982:


Parliament and the government of Canada are committed to the principle of making equalization payments to ensure that provincial governments have sufficient revenues to provide reasonably comparable levels of public services at reasonably comparable levels of taxation.



The commitment to ensure that public services and tax rates are comparable is not only an issue of equity across individuals living in different regions; it also has important implications for Canada’s overall macroeconomic and aggregate productivity.

Consider first the effect of the federal equalisation programme on tax rates. Without equalisation payments, tax rates would need to be significantly higher in lower income provinces than in higher income provinces. This matters for aggregate economic efficiency, because variation in tax rates across provinces can distort investment, employment, and migration decisions of individuals and businesses. In addition, the economic distortions that tax rates create are increasingly large as tax rates increase. So, increasing tax rates in already high-tax regions (which correspond to Canada’s lower income provinces) will come with larger economic costs than an equivalent tax increase in low-tax regions would cause.



B.Macro-Economic Effects on the Federation and its Entities

Equalisation helps even out tax rates and therefore improves macroeconomic efficiency. For perspective, equalisation payments (to lower income provinces) in 2018/19 totalled $19 billion. This is equivalent to over one-fifth of own-source revenues for those provinces and roughly one-quarter of taxation revenues. And for some recipient regions, such as Prince Edward Island and New Brunswick, equalisation payments exceed 50 per cent of their own-source taxation revenues. Absent such payments, tax rates in these provinces would need to be significantly higher. In Prince Edward Island’s case, to make up for lost revenues, the provincial sales tax rate would need to be roughly 14 points higher – more than doubling to 24 per cent from its current ten per cent. To fund all the equalisation payments, meanwhile, the federal government requires just over 2.25 points on its sales tax. The trade-off is for modestly higher federal tax rates to prevent significantly higher tax rates in lower income provinces.

One can quantify the macroeconomic implications of this using estimates of Canada’s ‘marginal cost of public funds’ (MCPF). This is a measure of the economic costs on the private-sector economy for each dollar in taxation revenue. If the MCPF is 1.1, for example, then efficiency losses from the tax are ten cent per dollar raised in revenue. Estimates of the MCPF vary, but recent estimates presented by Dahlby103 suggest the most efficient tax sources (sales taxes) in lower income provinces have MCPF values averaging around 1.35. Federally, the MCPF for sales taxes are not precisely estimated or reported by Dahlby, but the estimate for federal personal income taxes is 1.17. A reasonable MCPF for sales taxes, which are generally more economically efficient than income taxes, may be roughly 1.1. Raising a dollar in revenues federally, therefore, comes with a smaller economic cost than raising a dollar in lower income provinces. To illustrate, using Prince Edward Island’s MCPF value of 1.42, were it to raise on its own the $419 million in equalisation payments it received in 2018/19 the economic efficiency loss would be nearly $1,150 per capita – or 2.5 per cent of its economy. Among all recipient provinces, we estimate the overall efficiency loss at nearly $6.3 billion or 0.3 per cent of Canada’s economy. To raise the necessary revenues to fund equalisation, meanwhile, the 2.25 points on the federal GST carries an efficiency loss of potentially $1.9 billion ($50 per capita) or less than 0.1 per cent of the national economy. Thus, the macroeconomic net benefit of equalisation is the difference between these two measures: roughly $4.4 billion. Though only 0.2 per cent of the national economy, which may appear small, this represents over 23 per cent of the total cost of the equalisation programme. By reducing tax differentials, the macroeconomic benefits of the federal equalisation programme may therefore be relatively large per dollar spent.104 

To be sure, because recipient provinces would not likely raise revenues dollar-for-dollar to make up foregone equalisation payments, public service spending would also probably decline. Equalisation payments to lower income provinces average one-sixth of total programme spending in 2018/19 or over one-third of total healthcare spending. The macroeconomic implications of lower quality public services in those regions are difficult to quantify but are surely non-trivial. Healthcare and education enhance productivity by improving human capital, increasing employment rates, and so on. And as individuals move across regions, those benefits may accrue to other regions.

But migration matters for another reason, and one that can be quantified. Some provinces have access to revenue sources for which residents do not pay. These ‘source-based revenues,’ as they are known, include natural resource revenues (which accrue to provincial governments for the most part), investment income, corporate income taxes, property taxes by non-residents, and so on. There is significant variation in these source-based revenue sources in Canada. Tombe documents that over the past decade, these revenues in Alberta were equivalent to $2,700 higher per person than the national average. Meanwhile, in Prince Edward Island, such revenues were $1,000 per person below the national average.105 These values have changed in recent years due to lower oil prices, but even in 2018, source-based revenues in Alberta approached $2,300 per capita, compared to barely $500 in Manitoba, an equalisation-receiving province.

An individual living in provinces without access to such revenues could benefit by moving to one that does. These benefits, averaging a few thousand dollars per capita for most moves, would take the form of lower tax rates or higher levels of public services in the region with large source-based revenues. And, at the margin, such a move may be rational for the individual even if their productivity and pre-tax incomes would fall somewhat. Estimates of the distortionary effect of this are difficult to quantify but recently published work by Tombe and Winter estimate that equalisation may induce roughly one per cent of workers to have moved across provinces – with the largest flows occurring between Ontario and Quebec – and, as a result, aggregate productivity declines by 0.14 per cent.106 Although this is negative, it does not imply equalisation detracts from overall productivity. Their estimate, for example, does not included the potentially positive gains from evening out differences in tax rates across provinces that we discussed earlier.

Beyond equalisation, other federal transfer programmes have significant macroeconomic implications. For instance, although the CHT and CST are equal per capita transfers and, thus, do little to address horizontal fiscal imbalances among provinces, they potentially improve macroeconomic outcomes by centralising more revenue collection with the federal government. Personal and corporate income taxes are potentially more efficient when collected by the federal government, as provincial income tax rates may induce tax bases to shift across regions. Empirical estimates support this claim.107 

Yet, other minor transfer arrangements, which account for roughly one-fifth of total federal transfers to provincial governments, are not equally distributed. Some, such as transit funding, is allocated based on ridership, for example. In 2018, these non-equalisation transfers varied from $1,200 per capita more than average in Prince Edward Island and Newfoundland and Labrador, to $425 less than average in Quebec (although a tax point transfer known as the Quebec Abatement offsets this).

Beyond transfers, federal taxes levied on income and consumption may also distort economic activity across regions.108 Combining all aspects of federal fiscal policy, Tombe and Winter estimate a potentially negative effect on aggregate productivity of between 0.8 and 1.2 per cent due to a distortion of individual migration decisions.109 One must weigh against this potentially negative overall effect on aggregate productivity the substantial increase in inter-regional equity that Canada’s fiscal arrangements help achieve. In 2018, for example, GDP per capita in Alberta exceeded $80,000 but in Prince Edward Island it was barely over $45,500. This nearly two-to-one gap in economic activity is compensated for by federal fiscal policy. Federal spending in Prince Edward Island exceeded federal revenue raised in that province by over $9,500 per capita in 2018, for example, which boosts living standards there. Comparing the variation in GDP/capita net of federal fiscal redistribution – specifically measured through the variance of log values – we find regional income inequality is nearly 60 per cent lower than it would be otherwise.110 We illustrate this in Figure 3 below. Broadly speaking, Canada’s overall fiscal arrangements are effective in materially reducing economic disparities across regions.


Figure 3 The Equalizing Effect of Federal Fiscal Policy in Canada
[image: A bar chart comparing GDP per capita and net adjusted GDP per capita across Canadian provinces in 2018, showing how federal fiscal policy reduces income disparities between higher- and lower-income provinces.]

Source: Authors’ calculations from various Statistics Canada data tables.



C.Legitimacy, Efficiency of Conflict Resolution, and Control

Most conflicts regarding fiscal federalism are dealt with at the political level. When disputes regarding the exercise of the federal spending power cannot be resolved through political channels, they may end up in court. In Reference Re Canada Assistance Plan (B.C.) (1991),111 for example, the Province of British Columbia sought an advisory opinion from the British Columbia Court of Appeal on the lawfulness of the federal government’s decision to decrease the level of funding provided under the Canada Assistance Plan, the country’s major health and social transfer, without first seeking provincial consent. The Court of Appeal concluded that British Columbia had a legitimate expectation that consultation would precede any changes to compensation arrangements under the Plan. The Attorney General of Canada appealed to the Supreme Court of Canada. The Supreme Court rejected the view that consent was a legal requirement, and generally took a dim view of the invitation to ‘supervise the federal government’s exercise of its spending power’.112 

As we have noted, the Supreme Court has yet to rule definitively on the nature and limits of the federal spending power. However, its general statements on the power suggest that there are few limits on the federal government’s ability to spend outside of its sphere of legislative competence and to impose conditions on such spending.113 This means that the remedies in such disputes are likely to be political, with courts playing at most a minor role to play in policing the ‘boundaries’ of the federal spending power. Given the quintessentially political nature of spending decisions, moreover, there are strong institutional reasons for courts to decline a robust role in adjudicating disputes over how the federal spending power is exercised.114 

This assessment of the role of courts in reviewing federal spending in areas of provincial jurisdiction is consistent with broader trends in Canadian federalism jurisprudence. In the past few decades, the Supreme Court’s federalism case-law has been characterised by the development of doctrines, such as the double aspect doctrine, the ancillary powers doctrine, and the paramountcy doctrine, that are intended to foster cooperation between orders of government.115 Most scholars are of the view that Canada has for some time now been operating within a paradigm of ‘flexible’ or ‘cooperative’ federalism.116 According to the Centre for Constitutional Studies, Courts have developed the idea of cooperative federalism into a legal principle to reject strict approaches to interpreting the division of powers.117 Cooperative federalism reflects the realities in society that often require the federal and provincial governments to establish coordinated efforts. The more flexible approach to interpreting the division of powers makes it easier for collaboration between governments. Courts prefer to allow laws enacted by both levels of government to operate in order to promote cooperative federalism.

The Supreme Court of Canada has made it clear that cooperative federalism does not require cooperation.118 In order to avoid confusion with competing understandings of ‘cooperative federalism’ in other jurisdictions, it may be more helpful to use the Supreme Court of Canada’s more recent alternative formulation, that is, ‘flexible federalism’.119 

In the modern era, then, the concept of watertight jurisdictional compartments carries far less purchase. As noted, it is acknowledged that both the provincial and federal governments have overlapping jurisdiction in a range of areas, and that both orders of government can usually legislate in those areas without infringing the jurisdiction of the other. Courts continue to hear federalism disputes, of course, but the trend has been not to intervene to invalidate legislation except in clear cases of overreach.120 This more modest judicial approach is also likely to apply to challenges to federal spending in areas of provincial jurisdiction.



D.The System’s Democratic Legitimacy

There is considerable variation in how the federal spending power is exercised, each with different implications for democratic accountability. Sometimes federal spending is used to fund projects that are co-developed between federal and provincial governments. The spending dictates neither the fact nor the content of the programme. Other times, a programme is largely developed at the provincial level, with the federal involvement being limited to spending. In still other circumstances, a programme may be largely spurred on by federal funding – but for the federal contribution, the programme would not have been initiated by the provinces. Other programmes lie between these points on the spectrum.121 

In each of these cases, the execution of the programme at the provincial level may give the impression that the programme is primarily or exclusively provincial in nature. This may lead voters to view the provincial government as the order of government to be held accountable for the programme, even if it is partly or even primarily an initiative of the federal government. In other words, the federal government’s ability to spend across jurisdictional lines may create ‘confusion’ about which level(s) of government is (are) responsible for a given policy initiative, thus hampering democratic accountability.122 Where the federal government has used its spending power to incentivise provinces to develop programmes it would not otherwise have adopted, this distortion may be particularly problematic.

While the potential for confusion is not ideal, further analysis is required before concluding that these types of arrangements lack legitimacy. Cooperation on policy initiatives is now a fact in the Canadian federation. This cooperation is viewed as being both necessary and salutary. While there have been political and putative constitutional proposals to limit federal spending to areas of federal jurisdiction, or to impose further limits on or pre-requisites to the exercise of the federal spending power, these proposals come with costs as well as benefits. The modest increase in transparency these limits would provide would likely make cooperation across jurisdictional lines more difficult.

While cooperative or flexible federalism practice may make it more challenging to hold a single level of government directly responsible for its policy choices, governments still have tools at their disposal to explain the rationale for their decisions. It is open to provincial governments to provide clarity on the collaborative nature of a policy or programme, as well as the role that federal spending has played in the development of a programme. Thus, some measure of accountability is still possible.



IX.Dos and Don’ts: What can the EU Learn from Fiscal Federalism in Canada?

If an example were required to resist the assumption that federalism in general, and fiscal federalism in particular, is a delicate structure requiring precise alignment according to the constitutional equivalent of rigorous engineering principles, then Canada might be that model. From the outset of the Canadian federation, provinces were provided with insufficient funds to conduct the basic business of government, with the result that they required regular, if frequently ad hoc, transfers from the fiscally more secure federal authorities. As a consequence of this unbalanced state of fiscal affairs, there has always been a lack of alignment between constitutional jurisdiction, spending and political accountability. This lack of alignment was particularly striking in an era of Canadian federalism (roughly 1867 to, at the latest, 1949) characterised by an attempt to demarcate in rigid fashion the exclusive legislative jurisdiction of federal and provincial legislators. However, as Canada moved into an era of flexible federalism, the simultaneous presence of laws enacted by both levels of government became the rule rather than the exception. With overlapping and blurred jurisdictional lines the norm, the lack of alignment between constitutional jurisdiction, spending and political accountability has become less anomalous. This situation is not without its Canadian critics, but it is hard to argue that Canadian federalism, and with it fiscal federalism, is an example of functionally misguided constitutional engineering.

Any attempt to draw lessons from fiscal federalism in Canada for the EU has to come with some important caveats. Although both Canada and the EU are federal, Canada is a federation (a state where power is constitutionally-divided between levels of government) whereas the EU is not. Since its birth in 1867, Canada has engaged in nation-building (albeit mediated by the existence of provincial governments that have become increasingly powerful over the decades) by which the federal government has used its powers of taxation to develop national social programmes and norms that have strengthened the Canadian national identity and solidarity. In turn, these elements of identity and solidarity, although limited in many ways, have allowed the federal government to use all of the levers of taxation. As a result, its revenues have often exceeded spending commitments in its constitutionally-specified fields of jurisdiction, which has left Ottawa with financial resources to transfer to provinces for running expensive programmes such as healthcare, education and social services. At least since the turn of this century, these transfers are overwhelmingly unconditional as the federal government is fairly unconcerned about so-called moral hazards, or perhaps simply politically unable to do anything about them. Provincial governments credibly argue that the money the federal government transfers to them comes in large part from their own residents and that, therefore, these residents can (and should) be the ones who ultimately hold provincial governments accountable for their spending. In other words, from this perspective, parliamentary and extra-parliamentary scrutiny (from experts, the media, etc.) within a province offer protection against frivolous government spending, with provincial elections representing the ultimate process of accountability. Of course, some of the money transferred by the federal government to some provinces (the poorer provinces) in fact comes from residents of other provinces. However, Canadian identity and solidarity are strong enough for residents of these provinces to refrain from pushing the federal government for conditionality in transfers (and, of course, conditions could not politically be imposed upon only one or selected provinces; all provinces would have to live with conditionality and none of them really want that). Moreover, there is, overall, a strong enough trust in the democratic processes of all provinces for Canadians to think that these processes represent an effective check on frivolous funding. Of course, it helps that the province with the distinct national identity (Québec) is overall a net beneficiary of Canadian fiscal federalism. If Québec were a net contributor, the weaker Canadian identity (and solidarity) in the province would most likely lead the Québec government to be concerned about moral hazards in the spending of other provincial governments that are net beneficiaries of fiscal federalism.

As the earlier account of the federal spending power in Canada indicated, as a legal and constitutional matter, the courts have provided no clear guidance regarding at what point on the spectrum of conditionality those conditions become tantamount to impermissible regulation of provincial matters. However, such case law as exists indicates that the courts are prepared to go a long way to accepting that conditions are about federal spending rather than a constitutionally illicit attempt to regulate provincial matters. Furthermore, those same courts appear disinclined to translate into legal terms that which is, in their view, essentially political and economic pressure. In other words, they are not inclined to treat the pressure of conditionality as justiciable.123 It would be a mistake, however, to conclude from this that conditionality is a non-issue in Canada. Far from it. On a political (as opposed to a legal) level, one need hardly begin to mention conditionality before it becomes politically fraught. It is for this political reason, rather than an obvious legal or constitutional constraint, that conditionality has become less and less acceptable in Canada. Nonetheless, in certain political circumstances a certain level of conditionality can be acceptable even in political terms. For example, when the international response to the 2008 global economic crisis necessitated specific levels of expenditure by Canada and other countries, it was also necessary to ensure a specific level of provincial contribution, and this was done by means of shared-cost mechanisms,124 without any notable level of provincial pushback.

In sum, fiscal federalism in Canada is predicated on checks inherent to parliamentary government and democratic practices rather than conditionality, targeting, and accountability between levels of government. This is possible because most provincial governments vigorously defend a non-hierarchical view of federalism (whereby the federal government is not superior to provincial governments) and also because there is a pan-Canadian identity and solidarity just strong enough to tolerate the spending choices of other provincial governments, whatever they may be.

In contrast to the Canadian federation, the sui generis nature of the EU involves a combination of significant supra-national regulatory authority and weak extractive powers. The nature of the European identity (ie, explicitly non-national) presents a first, and fundamental, hurdle for any kind of territorial redistribution, as the strong national identity of countries that are net fiscal contributors to the EU naturally leads to concerns about how money is spent in countries that are (or are viewed) as net fiscal beneficiaries within the EU. Contrary to Canada, there also tends to be in some net contributing member states concerns about the quality of democracy and of parliamentary (as well as extra-parliamentary) mechanisms of accountability in some net fiscal beneficiary member states. National communities tend to portray themselves as communities of redistribution125 and, indeed, extending redistribution outside the boundaries of national communities (as defined by their elites and understood by their members) without mechanisms of accountability dictated by the states that are net contributors is politically challenging, perhaps impossible. With no short-term prospect for any kind of European national identity, such mechanisms of accountability (which are mostly absent in Canada) will likely remain a political objective for many member states.

To conclude, we may summarise concisely a small set of ‘dos’ and ‘don’ts’ to inform policy reform options in the European Union. No set of considerations can be exhaustive, to be clear, but Canada’s current and previous experience with various forms of fiscal arrangements may be informative. Indeed, both Canada and the EU are broad and diverse polities integrated through various fiscal, political, economic, and social connections (although territorial economic discrepancies between EU member states are greater than between Canadian provinces). Balancing pressures to centralise in some areas that may improve efficiency while maintaining regionally decentralised systems has been at the core of Canada’s experience. Moderate success tends to accompany reforms that ensure intergovernmental fiscal transfers are


	based on transparent and predictable formulae,

	allow for broad discretion over the specific disposition of those funds by individual provinces.



In some circumstances, the use of tools of asymmetric federalism, such as opt outs, can help manage difference and the desire for greater provincial autonomy. Simple block grants, allocated according to only a few criteria, such as with the Canada Health Transfer and Canada Social Transfer, have proven to be a resilient approach for nearly the past quarter century and, broadly, appear stable going forward even following COVID-19. Uniform treatment is also a successful approach to many of Canada’s transfer arrangements. Population-based allocation rules, for example, dominate. Redistributive programmes have considerable merit, but that role is fulfilled by clearly defined and specifically designed transfers.

Turning to these redistributive programmes, which is perhaps more relevant for the EU, we distinguish mechanisms that bridge differences between higher- and lower-income provinces from those that support economies experiencing sudden and sharp economic disruptions. Canada’s Equalisation programme supports lower-income provinces through a relatively complex though conceptually simple arrangement, and provides informative lessons for the EU. First, simplicity and transparency have considerable value. Second, collaborative approaches to explore programme reforms based on independent expert reviews has also proved successful. Third, the unconditional nature of such transfers has been a central feature of the programme from its very inception. A clear formula based on simple macroeconomic summary statistics, such as per capita levels of gross domestic product, which would mirror the way major EU revenues are raised from member countries, may be worth considering to achieve similar ends.

Although the federal government has ultimate decision-making power on all aspects of fiscal federalism in Canada, its management occurs within an intergovernmental framework whereby provincial governments may be consulted and may express a preferred position. Generally speaking, significant consultation with provinces renders fiscal federalism decisions more politically palatable and fiscal arrangements more durable. The further development of fiscal federalism in the EU should therefore be embedded in an intergovernmental network, perhaps the Economic and Financial Affairs Council (Ecofin).

In terms of supporting economies experiencing sharp and sudden declines, Canada has adopted several approaches to pooling this risk throughout the federation. Federal unemployment benefits are the most significant measure to achieve this objective. Absent a significant reform to the distribution of responsibilities between member states and the EU, this may not be feasible for the EU in the short-term. It took the Great Depression and the near bankruptcy of several provinces, and the actual bankruptcy of one, to cause Canada to shift unemployment benefits to the federal level. But considering predictable and formula-based fiscal supports to economies experiencing sharp recessions may be feasible. Ad hoc approaches are challenging politically, as experience in both Canada and the EU have demonstrated in recent decades. This may be an example of how not to approach such support. But to the extent that EU-wide unemployment benefit schemes are considered, using formulae that are transparent and simple would avoid some of the challenges Canada has experienced with its Employment Insurance arrangement.



X.COVID-19 and Fiscal Federalism in Canada

The COVID-19 pandemic, which struck Canada particularly hard through 2020 and the first half of 2021, challenged pre-existing fiscal federalism arrangements in the country through both direct effects on health systems and indirect effects resulting from the large and uneven economic disruptions across Canada’s provinces and territories.

In terms of the direct effects, primary responsibility for healthcare delivery and financing lies with provincial and territorial governments. The direct costs of responding to the pandemic therefore fell overwhelmingly on provincial governments. The federal government did play a role in terms of vaccination research, approval, and procurement – no small effort, to be sure – but costs of staffing, equipping, and delivering critical treatments to patients afflicted with COVID-19 fell on provincial governments. Currently, healthcare financing is not responsive to expenditure needs in health systems. Instead, as explained previously, the federal government provides per capita block grants through the CHT to provincial and territorial governments that, nominally, support the financial costs associated with healthcare. These amounts grow gradually over time through a formula-based escalator index to a three-year moving average of nominal GDP with a minimum increase of 3 per cent. In the short-term, the large-scale economic disruptions from COVID-19 will lower this rate of growth to the 3 per cent floor.

The indirect effects of the pandemic resulted primarily from large and uneven levels of economic contraction that occurred through 2020. In the early stages of the pandemic, the federal government responded with a range of economic measures designed to lessen the impact of the lockdown on individuals and businesses, including wage subsidies, rent subsidies for businesses, assistance for students, and monthly lump sum payments for individuals who had lost their jobs.126 The provinces also enacted economic measures of their own, including benefits for children and families, energy subsidies, and protection for renters.127 There was a relatively high degree of coordination between the federal government and the provinces on the pandemic response. As the pandemic wore on, however, some of this initial cooperation evaporated. For example, as calls for paid sick days grew in Ontario, the province insisted that it was the federal government and not the provinces that should expand their supports. Ontario eventually capitulated and funded three days of sick leave for individuals showing symptoms of COVID-19.128 Tension between the provinces and the federal government was also high in the early stages of the vaccine rollout, when infection numbers were at their highest point in the pandemic and the number of doses arriving in the province were low.

In the figure below, we plot the projected change in each province’s nominal GDP (that is, approximately, total income) against the pre-pandemic level of per capita economic activity. Higher-income provinces, which are primarily the oil producing provinces, shrank a disproportionately large amount relative to other provinces. The lower-income provinces in the Maritime region of Canada on the Atlantic coast experienced the smallest contractions. The uneven depth of the COVID recession was driven by two factors. First, global energy prices declined significantly through 2020, which affects higher-income oil-producing provinces more than others. Second, policy responses to contain the pandemic also varied across Canada and provinces with better public health outcomes also experienced better economic outcomes. The three Maritime provinces of Prince Edward Island, Nova Scotia, and New Brunswick enacted some of the more robust and stringent public health responses in Canada and were largely spared the worst of the pandemic. Their economies outperformed most others through 2020. Whatever the underlying cause, the uneven distribution of economic disruptions matters for Canadian fiscal federalism due to the way it interacts with federal transfer programmes that seek to bridge horizontal differences between higher- and lower-income provinces. In addition, the large-scale income support programmes to bridge individuals and businesses through the pandemic were beyond the fiscal capacity of most provincial governments in Canada.


Figure 4 Change in Nominal GDP per capita by Province vs 2019 Level
[image: A scatter plot comparing initial GDP per capita in 2019 with projected GDP decline in 2020 across Canadian provinces, showing a negative correlation where higher-income provinces face steeper projected declines.]

Data source: Royal Bank of Canada, Provincial Outlook, 9 June 2021, www.rbc.com/en/thought-leadership/economics/provincial-outlook-fiscal-analysis/provincial-outlook/provincial-economies-reaching-the-other-side-of-the-valley.

Both challenges motivated significant policy reforms over the course of the pandemic and raised several questions regarding potential future challenges Canadian governments may confront. First, the federal government provided provinces and territories with numerous ad hoc one-time fiscal transfers. These included $1 billion to assist in vaccination efforts and $4 billion to offset direct healthcare system costs during the 2020/21. In future years, there will be additional supports for reopening, long-term care facilities, mental health supports, and other programmes. Through COVID-19, the federal government is estimated to have provided 82 per cent of the total fiscal supports – totalling over $500 billion. The bulk of this spending took the form of transfers to individuals and businesses, but well over $20 billion was provided to provincial and territorial governments to offset expenditure pressures stemming from the pandemic.

Second, the differential magnitude of economic contractions – due to the way in which the shock disproportionately affected higher-income provinces – dramatically lessened horizontal fiscal imbalances in Canada. Depending on future energy prices, this effect may persist for some time. The major transfer programme that aims to bridge these imbalances is Equalisation. For perspective, though the official data is not yet available, 2020 may have the lowest degree of fiscal capacity inequality across provinces ever recorded in Canada since the modern approach to equalisation began in 1967.

This created two main challenges for fiscal arrangements in Canada. First, there is a political challenge. Higher-income provinces (notably Alberta and Newfoundland and Labrador) are experiencing heightened levels of grievance towards the federal government. As noted, Alberta held a referendum in October 2021 on whether to remove the principle of equalisation from the Constitution Act 1982. The result was decisive, with nearly 62 per cent of those voting expressing support for removing equalisation from the Constitution. A key concern in Alberta is that federal arrangements are not sufficiently responsive to changing economic circumstances. There are also grievances about the equalisation programme’s specific formula. The size of the programme is pre-determined and is indexed to a three-year moving average of national nominal GDP growth. Falling inequality with an un-indexed formula would have meant a shrinking programme. The result that will potentially appear in the coming years is an increasing number of ‘adjustment payments’ whereby residual dollars not paid out through the programme’s formula is distributed to recipient and certain non-recipient provinces. Canada may soon see payments flowing to Ontario (the most populous province) for the first time since the 2008 financial crisis. Yet, unlike what happened during that crisis, these dollars will be entirely adjustment payments. This challenge from COVID-19 may motivate reforms to the design of equalisation or, if not, may further exacerbate regional grievances about this federal programme.

Related to the concern over the responsiveness of fiscal arrangements, economic disruptions have already led to substantive reforms to an important – though not often used – transfer programme in Canada. The COVID-19 pandemic caused employment, personal incomes, corporate profits, and so on, to fall sharply in 2020. This shrank the size of important tax bases for provincial governments, and thereby shrank their total revenues. Federal income support programmes to individuals and businesses (primarily through the Canada Emergency Response Benefit and the Canada Emergence Wage Subsidy) cushioned some of the potential revenue decline because these benefits are taxable income for provincial governments. Yet, revenues in many provinces are still likely to fall significantly. The federal Fiscal Stabilization Program, described earlier in more detail, provides a kind of insurance to provincial governments whose revenues decline more than five per cent. Since 1986, however, total payments to provincial governments had been capped at $60 per capita – today roughly equivalent to less than one per cent of provincial revenues. This limited federal insurance to provincial revenues is immaterial. In response to so many provinces potentially qualifying for payments and reaching the cap, the federal government boosted the cap to nearly $170 per capita and indexed it going forward to nominal GDP growth. Though still a limited programme, this is a multi-billion dollar increase in support to provincial government budgets. Except for the oil producing provinces, it may very well cushion most (if not all) of the COVID-19 related revenue declines beyond the first five per cent that provinces must cover on their own.

Canada’s municipal governments also experienced significant fiscal disruptions through the pandemic. Overall, municipal governments – established under the constitutional authority of provincial governments – have access to $200 billion in revenues (approximately 9 per cent of GDP), one third of which is from locally raised property taxes, one third in transfers from provincial governments, and the remaining third from sales of goods and services. The latter source of revenues largely evaporated early in the pandemic as public transit systems, recreational facilities, and various other cities services closed. Compounding this sudden loss of revenues is an important fiscal constraint faced by municipalities: they (normally) cannot run deficits. Lower revenues would necessarily and automatically result in higher property taxes or in lower spending on city services. Given the prospect of rising property taxes at a time of significant economic challenges for individuals and businesses, this was not an option for most municipalities. Federal and provincial governments responded with temporary measures to allow for municipal deficit financing or by accelerating transfer payments to cities that are normally spread more gradually over time. These ad hoc responses were generally successful and worst-case scenarios projected early in the pandemic were largely avoided. Yet, COVID-19 has significantly raised awareness of the lack of fiscal tools available to municipal governments to address sudden and dramatic changes in circumstances.

Finally, and beyond the fiscal responses, COVID-19 led to significant monetary policy responses with important implications for not only the economy broadly but also for fiscal federalism in Canada. Early in the pandemic, the Bank of Canada and other central banks around the world lowered their policy interest rate and began large-scale asset purchases. In Canada, these interventions meant the central bank increased in total asset holdings from $123 billion (roughly 5 per cent of GDP) immediately before the pandemic to a peak of over $576 billion a year later. This monetary stimulus is equivalent to over one-fifth of Canada’s GDP and accounts for a substantial majority of government bond issuances over the period. Importantly, the Bank of Canada also expanded the range of bonds it purchased to include, in a highly atypical move, provincial government bonds. By May 2021, the central bank owned nearly $20 billion in provincial government debt. For many provinces, especially those with relatively high-debt levels already, intervention by the central bank proved to be crucial to lower yields and therefore borrowing costs. Though not a direct fiscal transfer, this monetary policy intervention lowered debt service costs, eased budget pressures, and ensured uninterrupted cash flows to provincial governments, especially early in the pandemic. Canada’s system of fiscal federalism does not include explicit debt guarantees for provincial governments by the federal government. Bank of Canada purchases of provincial bonds represents one of the few mechanisms whereby provinces in challenging fiscal circumstances can borrow even without access to credit markets. The full implication of this intervention is yet to be determined, though may represent an important new precedent in Canada’s monetary policy responses to economic and fiscal crisis.



XI.Conclusion

As suggested in this chapter, fiscal federalism in Canada must be understood in the context of Canada’s broader constitutional and institutional arrangements as well as its sociological basis, namely significant territorial diversity. Particularly important for the analysis of fiscal federalism in Canada is the existence of the broad yet politically controversial federal power to spend in areas of provincial jurisdiction, as well as to impose conditions on how federal funds will be spent by the provinces so long as those conditions do not amount to the regulation of provincial matters. Simultaneously, fiscal federalism in Canada takes place in a political context that is opposed to the imposition of conditions regarding federal spending, which is currently based largely on unconditionality in transfers. In this context, provincial governments are ultimately accountable to their residents for the use of the transferred money rather than to the federal government. More generally, fiscal federalism in Canada is embedded in the principles of solidarity and provincial autonomy as well as the logic of asymmetric federalism, which is deployed to manage difference and the desire for greater provincial autonomy. This type of fiscal federalism also involves federal and provincial governments that can act unilaterally in many fiscal spheres, and neither order is directly liable for debts accumulated by the other. Moreover, fiscal federalism in Canada features federal and provincial governments having access to similar income sources, but with provinces bearing responsibility for the most expensive programmes (namely healthcare and education). At the same time, the Canadian system involves two major federal per capita transfers (CHT and CST) to mitigate the potential ensuing vertical fiscal imbalance. To confront significant differences in economic and fiscal strength across provinces, and increasingly divergent patterns of economic growth, the Canadian system features an equalisation programme that provides payments to provinces with a fiscal capacity falling below a national average in order to take them to that average and, as a complement to this programme, features stabilisation policies that provide modest support to provinces experiencing sharp recessions. Finally, fiscal federalism in Canada provides for only a relatively limited role for Canada’s central bank to support government finances, especially for provincial governments.
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Switzerland

SEAN MUELLER

This chapter looks at fiscal federalism in Switzerland with a view to distilling potential lessons for the EU – both in terms of what has worked well and could inspire reform and as regards institutions or processes that have proven damaging and which should be avoided. The definition of ‘fiscal federalism’ adopted is the broad one agreed upon for this entire project: a system with a decentralised fiscal structure in which the authority to raise, manage, and spend public revenues (fiscal powers and functions) is divided between at least two different levels of government of which each has a certain margin of autonomy. Although also Swiss municipalities possess such a wide margin of autonomy over both their own revenue raising and spending decisions, this chapter focuses on the division of labour between the Swiss federal (the Confederation) and cantonal levels.1 


I.Goals and Principles

The twin goals of the Swiss system of fiscal federalism are very much in line with the basic idea of Swiss federalism as such: to guarantee the continued existence of the 26 cantons and approximately 2,000 municipalities as largely autonomous polities, on the one hand, and to ensure that also the federal level has the requisite fiscal means at its disposal, on the other. Each level should be able to fulfil its tasks, while particularly the two lower levels (cantons and municipalities) are to be compensated for implementing decisions of the higher level(s) (‘executive’ or ‘administrative’ federalism).2 

At the same time, one would be hard-pressed to find a policy area in which only one level of government is in charge legislatively, administratively, and financially. For instance, even in the domain of foreign affairs the cantons and their police forces must guarantee the safety of all embassies and delegations located on Swiss territory, while the Confederation also participates programmatically and financially in typically regional and local areas such as primary schools or public transport. Thus, Swiss federalism is a system of both vertical power division and intergovernmental cooperation. Sometimes such cooperation is prescribed constitutionally, eg in Art 41.2 of the Swiss Constitution of 1999 (as of February 2022; [hereinafter BV 1999]): ‘The Confederation and Cantons shall endeavour to ensure that every person is protected against the economic consequences of old-age, invalidity, illness, accident, unemployment, maternity, being orphaned and being widowed’. At other times, the need for co-ordination arises for political reasons and materialises via consultations and influence-seeking, notably in order to avoid defeat in a referendum (see below).

To be sure, when the federal government participates in primarily subnational domains, it does so principally through co-funding. Top-down transfers take place via tax revenue sharing, fiscal equalisation, and specific project and programme grants (see below). In turn, when the cantons and/or municipalities become involved in federal policy, they do so primarily through implementation and execution. One of the main results of this division of labour is that residents are only rarely confronted with the federal government, which is rather minimal by international standards: only some 36,000 Full-Time Equivalents work in the federal bureaucracy narrowly defined (ie, without publicly owned or semi-public companies and the armed forces).3 This is both a reason for and a consequence of the fact that most public money is generated and, even more so, spent sub-nationally. Accordingly, Art 43a BV 1999 reads as follows:


Box 1: Principles for the allocation and fulfilment of state tasks


	The Confederation only undertakes tasks that the Cantons are unable to perform or which require uniform regulation by the Confederation.

	The collective body that benefits from a public service bears the costs thereof.

	The collective body that bears the costs of a public service may decide on the nature of that service.

	Universally provided services must be made available to every person in a comparable manner.

	State tasks must be fulfilled economically and in accordance with demand.




Thus, while Art 43a(1) establishes a basic presumption of competence in favour of the cantons (the Swiss understanding of subsidiarity; see also Art 5a BV 1999), paras 2 and 3 codify the principle of fiscal equivalence, ie the ideal overlap of decision-makers, public service recipients, and (usually tax) payers. Arts 44–48 BV 1999 further stipulate vertical and horizontal co-operation, including regular dialogue and mutual assistance, cantonal participation in federal decision-making, and the precedence of federal over cantonal (and thus also municipal) law.

Fiscal flows in Switzerland are rather numerous, complex, and intricate. Figure 1 attempts a simplification by pitting residents vis-à-vis all three layers of government: their local government, their canton, and the federal government.4 Government income comes mainly from (general purpose) taxes, (service-specific) fees and concessions, and (one-off) fines paid by residents and legal entities. To this are added intergovernmental transfers, which circulate money among the different governments of the same level as well as across levels. Hence, governments spend their money either on vertical or horizontal transfers, for instance as part of fiscal equalisation, directly to individuals in the form of health care subsidies or unemployment benefits, for instance, or indirectly through salaries to their staff, investments, and project costs.


Figure 1 Fiscal flows in Switzerland, simplified. Note: SNB = Swiss National Bank; SRG = Swiss national radio and television company. Omitted are payments to and from abroad, by and to legal entities such as enterprises, and salaries and other intra-governmental costs
[image: A flow diagram illustrating fiscal relationships in Switzerland, showing how taxes, transfers, and payments move among the federal government, cantons, local governments, Swiss residents, and institutions like SNB and SRG.]

Source: Own elaboration.

In terms of direct taxes, all three levels of government tax the same base: the income of private individuals and the net profit of legal entities (Art 128[1] BV 1999 for the Confederation). However, the per capita and total amount of taxes thus paid to the federal level is rather small; most tax yield obtains at the cantonal and – depending on the canton5 – local level. Most often, local governments apply a coefficient to the cantonal ‘state tax’ (Staatssteuer), while the federal tax is determined using different rules of, for instance, what and how much can be deducted from one’s income before the tax is calculated. Cantons are free to decide not only on the tax rates, but also on the tax schedule (ie, categories of persons) as well as the degree of progressivity.6 The cantons also collect all federal direct taxes at the same time and together with their own direct taxes.

To provide an idea of the ensuing distribution of revenue, Figure 2 shows how much each level of government has generated in public revenue from the same source: personal income.7 Overall, 18 per cent of the total tax yield from that source go to the federal level, 35 per cent to the municipalities and 47 per cent to the cantons. Moreover, this type of revenue only accounts for 16 per cent of all federal tax revenue over the entire period studied here. By contrast, personal income tax revenue is much more important for the cantons (61 per cent of all tax income) and municipalities (69 per cent). Unlike in other states, then, the most direct link between residents and ‘the state’ when it comes to paying taxes is at the cantonal level. The implications of this are discussed further below.


Figure 2 Public revenue from personal income tax and VAT, 1990–2018 [billion CHF]
[image: A line graph showing trends in Switzerland’s public revenue from personal income tax and federal VAT between 1990 and 2018, comparing revenue contributions from the federal government, cantons, and municipalities.]

Source: Own graph with data from EFV 20208 (GFS model).

By contrast, the most important single source of income for the federal government is the VAT, ie a merely indirect tax collected at the point of sales by businesses and then transferred to the federal budget almost imperceptibly. The VAT accounts for some 35 per cent of all tax revenue at the federal level. In other words, federal receipts from the VAT are twice as high as those from the (direct) federal income tax (see again Figure 2). Only the federal government has the right to ‘levy a value added tax on the supply of goods or services, including goods and services for personal use, and on imports’ (Arts 130[1] and 134 BV 1999). In turn, property and fortune (or wealth) are taxed only at subnational level. Receipts from this tax account to some 16 per cent of total cantonal tax revenue and 15 per cent for local governments, on aggregate.9 That direct taxes are mostly paid to the cantonal and local levels, that even the direct federal tax is collected by cantons on behalf of the Confederation, and that only the indirect tax (VAT) incurs at federal level (via the legal entities supplying the goods or services) all reinforce the basic impression of the Swiss state ‘happening’ mainly beneath the national surface.

The final element of Swiss federalism that bears mentioning in this opening section is subnational diversity, especially – but not only – in fiscal matters. Thus, while all cantons are equally entitled (by federal law) to levy direct taxes, some choose to exploit this power more than others (tax competition). Also, even if the same rates were applied throughout, a different tax yield would ensue given vastly different socio-economic realities (inter-territorial inequality). Figure 3 provides a snapshot of three key indicators for the year 2018. Black bars show the share of revenue from own taxes as part of total cantonal revenue. The variation ranges from 23 per cent in the canton of Uri to 70 per cent in Geneva. Grey bars capture the extent to which a canton relies on income from fiscal equalisation and federal subsidies combined. Here, variation ranges from 7 per cent in Zug and Geneva to 34 per cent in Glarus and Jura. In other words, while all the 26 cantons possess equally strong fiscal autonomy in theory, not all of them can or want to exploit that autonomy to the same extent.


Figure 3 Cantonal own tax revenue and key federal contributions, 2018 (in per cent of total cantonal revenue)
[image: A bar chart comparing cantonal own tax revenue with fiscal equalization and federal subsidies across Swiss cantons in 2018, showing each component’s share of total cantonal revenue in percentage terms.]

Source: Own graph with data from EFV 2020 (n 12) (FS model).

At the same time, the 26 cantons are of unequal population size and are culturally different. The main divide is between French-, German- and Italian-speaking cantons, in terms of culture, and between the large cantons with prosperous cities in the plains and the small, rural ones in the Alps, in terms of territory and wealth. For instance, the ratio between the population sizes of Zurich and Appenzell Inner-Rhoden is 1:92.10 By comparison, the ratio between the largest and the smallest constituent units in Germany is 1:27, in the US 1:67, and in Canada 1:94. Moreover, several public finance broadly defined aspects map onto the Swiss language divide: in the French-speaking part, more people finish the public high-school (47 per cent on average vs 35 per cent in the German-speaking part), less is spent on roads (720 CHF per capita and year vs 830 CHF), almost twice as many inhabitants rely on social aid (4.2 per cent vs 2.4 per cent) or unemployment benefits (3.2 per cent vs 1.7 per cent), and taxes are almost 50 per cent higher, on average.

Italian-speaking Ticino scores sometimes closer to or even higher than the French-speaking (55 per cent high-school degrees), sometimes closer to the German-speaking cantons (810 CHF per capita and year on roads, 2.7 per cent social benefits), and sometimes in-between (taxes and unemployment benefits). The share of residents studying at one of the ten cantonal or two federal universities, with only half these institutions located in the German-speaking part, is equally almost double in the French-speaking part of Switzerland (2.8 per cent vs 1.5 per cent. Ticino 1.8 per cent).11 Since universities are largely a cantonal affair, their costs also mainly accrue at that level (although federal co-financing exists, especially for research). Zurich and Fribourg, for instance, both of which host a university alongside other public higher education institutes (teacher’s college, arts and architectural school etc.), in 2018, spent 16 per cent of all their expenses on higher education and research. By contrast, higher-education free Glarus, Obwalden and Uri only spent three per cent. With nine per cent, Ticino spent only little more than the (unweighted) average of seven per cent.12 



II.History and Major Bones of Contention


A.Towards the First Direct Federal Tax …

Modern Swiss federalism has evolved from a very much non-centralised state of affairs, in 1848, into a more balanced (overall) and differentiated (by policy areas and functions) picture, by 2020.13 The same is true for the fiscal domain, even if here the trend towards more centralisation at the expense of cantonal autonomy was much less pronounced than regarding implementation and especially legislation.14 Ironically, the fact that Switzerland has moved over almost two centuries from a dual model of federalism in the US image to the German model, where the federal government legislates and the regions implement (Verwaltungsföderalis-mus),15 has been used to cement those cantonal fiscal powers which the German Länder have never had. Until today, the Swiss cantons are counted among the fiscally most autonomous regional levels of government.

When the Swiss federation in its modern form as its own state was created in 1848, the federal level was granted the exclusive rights to levy customs duties only. Taxes accruing only at sub-national did not change for almost 100 years, when during World War I the first direct federal tax was inaugurated:


Until the First World War, the revenue derived from customs duties was sufficient to cover the expenses of the Confederation. Towards the end of the war, stamp taxes were introduced. Later on, as the federal government needed additional financial means, direct taxes, hitherto the domain of the cantons, were levied by the Confederation, as well. This evolution culminated in the introduction of the so-called National Defense Tax in 1940. The Federal Direct Tax, which replaced the National Defense Tax in 1982, is currently the second most important source of revenue after the Value Added Tax (VAT), which replaced the Turnover Tax in 1995 […].16 



The only other sources of income for the Confederation back in 1848 were the monopolies over postal services (incl telegraphs and telephones) and gun powder. However, for the loss of their right to levy customs duties and run postal services, the cantons received generous and unconditional compensation payments. Custom and postal compensations accounted for some 2 per cent (Fribourg) and 4 per cent (Geneva, Bern and Solothurn) of cantonal income, at one end, and 26 per cent (Grisons) and 45 per cent (Uri), at the other end of the scale, by 1870 (11 per cent on average).17 

The first major change to this situation occurred in 1874, when the federal constitution was fully revised for the first time. Because the federal level became more involved in defence, it needed either additional sources of income or to reduce its spending in other areas. The result, as always, was a compromise: ‘compensation payments’ to the cantons were abolished and the proceeds from the military exemption tax were split (until then the cantons could retain this money in full). Only the Alpine cantons of Uri (70,000 CHF), Grisons, Ticino (200,000 CHF each), and Valais (40,000 CHF) continued to receive annual payments, so as to maintain the major international roads located there. Uri and Ticino received an additional 40,000 CHF per year combined to clear the Gotthard pass from snow until the railway tunnel was fully operational (Art 30[3, 4] BV 1874).

After yet another popularly approved constitutional revision in 1885, cantons were forbidden to levy alcohol taxes as this was now a federal prerogative.18 However, the enacting law of 1887 (which was challenged, but eventually approved by a majority of voting citizens in a popular vote) foresaw that cantons were to receive the full net profits from the new federal tax on distilled spirits (inland production and imports), of which 10 per cent had be used to fight alcoholism.19 By the 1880s, federal income from customs and postal services accounted for over 80 per cent of all revenue and only 3 per cent came from the military exemption tax (the federal half) and gun powder.20 Nevertheless, the balance of fiscal power was changing rapidly: while in 1850, all cantons together raised 20 million (mn) CHF, the federal level just 10 mn CHF, 40 years later, the ratio was merely 79:73 mn CHF in favour of the cantons.21 

The stage was thus set for the first attempt by ‘cantonalists’ (ie, those in favour of cantonal autonomy) to strike back.22 The battleground they chose was public finance, in general, and the ever-increasing federal proceeds from customs duties, in particular. In 1894, the Catholic-Conservative party submitted a popular initiative on partial constitutional change which, if approved, would have guaranteed to each canton 2 CHF per inhabitant, to be paid from federal customs revenue.23 The federal government estimated the costs of the proposal to be some 6 mn CHF per year.24 However, only 30 per cent of voting citizens and 8.5 vs 13.5 cantons approved the proposal, so it failed.25 

Thus, the fiscal situation remained unchanged well into the twentieth century. By 1911, customs duties and income from postal services still accounted for over 90 per cent of federal revenue,26 and the federal government’s total revenue of 172 mn almost matched – but still did not surpass – the canton’s combined revenue of 185.27 Only in 1915 did the federal level acquire the power to tax its citizens directly: the so called ‘war tax’ implied ‘a direct tax on the property and salary […] levied by the cantons on behalf of the Confederation with a certain share in its proceed’.28 It was argued to be necessary because income from customs duties had all but disappeared due to World War I and because the alternative, cantonal contributions to the federal budget (constitutionally possible since 1848 but invoked only once, in 1849), was deemed both insufficient financially and not feasible politically.29 

The new war tax, which was more progressive than cantonal taxes, limited to the years 1916 and 1917, and from whose proceeds the cantons received a 20 per cent share, was approved by a record 95 per cent of Swiss voters and all 25 cantons (Jura became the 26th canton only in 1979).30 Until 1927, the first war tax yielded 127 mn CHF, of which 25 mn CHF went to the cantons. The ‘war profit tax’, introduced in 1916, yielded 731 mn CHF, of which 62 mn CHF went to the cantons.31 Stamp duties were introduced, again via referendum, in 1917 and cantons were again to receive 20 per cent of the net proceeds.32 



B.… But No Permanent Federal Direct Tax

If 1915 marked the peak of federal fiscal evolution, it also marked its low point, since it seemed to prove that federal direct taxes only had a chance of being approved at the polls if they were both lower than cantonal taxes and limited in time. Indeed, only a few years later the Socialist Party proposed the introduction of permanent federal tax. However, only 46 per cent of voters and 7.5 vs. 14.5 cantons approved.33 In turn, two other extraordinary war taxes were approved in 1916 and 1919, respectively: the ‘war profit tax’ for businesses (for the years 1915–20) and a second war tax for persons and companies (for the years 1921–32). A second Socialist popular initiative, this time for a one-off, strongly progressive tax on property, was resoundingly rejected again in 1922 (13 per cent yes among voters and no canton in favour).34 Similar, merely temporary federal ‘war taxes’ were introduced before and during World War II.35 However, in June 1950 a clear majority of voters and cantons rejected a new ‘fiscal order’ which would have been necessary to constitutionalise the emergency measures of the preceding decade.36 This new fiscal order would have been desperately needed to tackle the federal debt, which by the end of World War II had risen to a staggering 8.5 billion (bn) CHF – from below zero just before World War I that is.37 Figure 4 shows that while federal revenue had grown, expenditures especially during the two World Wars had risen even more.


Figure 4 Federal revenue and expenditures, 1913–1946 [million CHF]
[image: A bar chart comparing Switzerland’s federal revenue and expenditure from 1913 to 1946, with dotted trend lines showing steady growth in both and sharper increases during the early 1940s.]

Source: Own graph with data from BR 1948 (n 31).

Plan B then consisted of a merely temporary federal tax regime, approved by the people and cantons in December 1950 for 1951–54. A second attempt to make federal direct taxes permanent again failed at the polls, in 1953, after which the existing regime was again merely prolonged until 1958.38 In 1958 a six-year plan was approved, extended in 1963 to last until 1974. In 1970 a major modification failed, so in 1971 again an extension until 1982 was approved. The introduction of the VAT failed in 1977, but in 1981 the existing federal fiscal regime was prolonged for 12 years, ie until 1994.39 In 1991, the introduction of the VAT failed once more, as did the lifting of the time gap on the income tax. Only in 1993 was the VAT introduced for good, but the direct federal taxes were again only prolonged for yet another 12 years (ie, until 2006). A further 14-year prolongation occurred in 2004 (ie, until 2020).

In 2018, finally, a 15-year prolongation was overwhelmingly – but with very low turnout – approved by the Swiss people and cantons.40 So, the current fiscal regime at federal level, covering both direct taxes and the VAT, is valid until 2035. In other words: half the income of the Swiss Confederation is temporary. What is more, the Constitution fixes both the maximum rates possible and imposes a minimum top-down redistribution share in favour of the cantons:


Art 128 Direct taxes


	The Confederation may levy a direct tax:

	of a maximum of 11.5 per cent on the income of private individuals;

	of a maximum of 8.5 per cent of the net profit of legal entities;
[…]





	

	

	The tax is assessed and collected by the Cantons. A minimum of 17 per cent of the gross revenue from taxation is allocated to the Cantons. This share may be reduced to 15 per cent if the consequences of financial equalisation so require.



Art 130 Value added tax

The Confederation may levy a value added tax on the supply of goods, on services, including goods and services for personal use, and on imports, at a standard rate of a maximum of 6.5 per cent and at a reduced rate of at least 2.0 per cent.

Art 196 Transitional provisions

[…]

13. Transitional provision to Art. 128 (Duration of tax levy)

The power to levy the direct federal tax shall be limited until the end of 2035.

14. Transitional provision to Art. 130 (Value Added Tax)


	The power to levy value added tax is limited until the end of 2035. […]







C.Concluding Assessment

To summarise this section, Table 1 lists all the main taxes at federal level. The evolution of revenue sources at the federal level can be summarised as follows. First of all, there were no grand moments that ensued in major shifts. Instead, we find gradual introductions of some revenue sources and their temporal extensions, especially regarding direct taxes and the VAT.


Table 1 Main taxes at the federal level, 1848–


	
Year/period in which introduced/in force


	
Type/name of tax







	
1849–


	
Customs duties





	
1878–


	
Military service exemption tax





	
1887–


	
Taxation of distilled spirits





	
1915–1920


	
War gains tax





	
1916–1917


	
War tax





	
1918–


	
Federal stamp duties





	
1921–1932


	
New extraordinary war tax





	
1933–


	
Tobacco tax





	
1934–


	
Beverage tax (beer tax)





	
1934–1940


	
Federal crisis contribution





	
1939–1946


	
War gains tax





	
1940–1942


	
One-off contribution for national defence





	
1941–


	
Direct federal tax (until 1983: ‘national defence tax’)





	
1941–


	
Value added tax/VAT (until 1995: ‘turnover tax’)





	
1941–1945


	
Emigrants national defence contribution





	
1941–1954


	
Equalization tax





	
1942–1959


	
Luxury tax





	
1944–


	
Withholding tax





	
1945–1947


	
New contribution for national defence





	
1997–


	
Mineral oil tax and automobile tax (previously “customs duties of a fiscal nature”)





	
2000–


	
Casino tax







Source: FTA 2019 (n 45) 7, with some own adjustments. Main taxes in bold printing.

Second, however, some international events clearly impacted the changing fiscal architecture. The centralising steps of 1872 (failed at the polls) and 1874 (success) were clearly related to the German-French war and the need to present a more unified front. Later, both World Wars resulted in major new sources of direct federal income, initially labelled precisely ‘war taxes’.

Third, the cantons were always somehow included, too – first by receiving annual compensations for the loss over their tariffs and postal and gun powder monopolies, then by receiving a fixed percentage of federal revenue (military exemption tax, stamp duties, alcohol charge, direct taxes etc). Until 2008, many of these compensations and revenue sharing mechanisms also included an (often differently determined) equalisation component.41 The contentiousness of these changes and payments both as regards de-/centralisation and how much of an equalising component they should have often resulted in long delays. Eventually, though, all questions were always settled in a popular vote (mandatory for constitutional modifications, optional but de facto automatic for contentious issues).

Fourth, since 1874 these basic rules on changing the fiscal architecture have remained constant: every small, even merely gradual step must be approved by a majority of the people and, when concerning constitutional revisions, also a majority of cantons. Needless to say, cantonal payoffs in the form of compensations of revenue sharing had the convenient benefit of helping to work towards exactly such a cantonal majority. The ensuing system is also for this political reason heavily tilted towards the sub-national level (especially as regards direct taxation, less so in terms of indirect taxes and consumer charges; see above) and highly legitimate from a democratic point of view since repeatedly approved at the polls. Thus, the Swiss way of dividing sources of public revenue is intimately connected to its character as a semi-direct democracy,42 where elected officials and the electorate find themselves in a constant dialogue. However, as this dialogue is increasingly taking place among members of the executive and their administrative staff, cantonal parliaments and electorates tend to get side-lined.

Finally, the major bones of contention were never categorical – eg should the federal level have its own sources of income, or should the cantons levy taxes also on behalf of the Confederation – but rather numerical: how much should go to the federal, how much should stay at the cantonal level? Nobody today questions that both levels should have their own, independently determined income; and no territory wants to secede because it feels exploited financially.43 The reform debates that continue to this day instead circle around specific compensation degrees and mechanisms to determine territorial fiscal needs.44 Ironically, the feeling of national togetherness and inter-cantonal solidarity that makes this possible is also the result of the many specific debates and votes on fiscal issues over the past 170 years, ie since the last time the cantons went to war with each other in 1847.



III.Distribution Mechanisms

Both the federal and the cantonal level, as well all Swiss municipalities, have their own-source revenue (see below). With regards to direct taxation all three levels tax the same base in terms of income and corporate profits; only the two sub-national levels, however, also tax personal wealth and the capital of legal entities. Progressive scales are applied in all cantons except Obwalden and Uri, which practice a flat tax.45 Not only tax rates vary widely across cantons, but also the amount – total and per inhabitant – thus gained. The total tax yield gained by a canton in each year is a function of two main variables: the tax rate and the affluence of its residents (income and property) and companies (profit and capital).

To account for differences in the latter dimension, which can only be influenced to some extent by political decisions, a system of fiscal equalisation was put in place as early as 1938 (provisionally, until 1941), institutionalised in 1958,46 and fully revised in 2008.47 Fiscal equalisation also happens more or less indirectly though social security systems and public broadcasting, as discussed below. The main reason for fiscal equalisation in the narrow sense to be accepted politically, though, is agreement on maintaining the current federal order and basic socio-economic inequalities that should be levelled regardless of where one lives.


A.Revenue Autonomy and Tax Competition

The concept of revenue autonomy is key to Swiss federalism as it directly ties into larger notions of fiscal responsibility and democratic accountability. Indeed, democracy presupposes autonomy of decision-making48 and, if those decisions are to have actual meaning, also of revenue generation and administration. In line with the development of modern states elsewhere, Swiss revenue autonomy is intimately linked to taxes. However, unlike elsewhere, the main direct taxes accrue sub-nationally, at cantonal and even local level, not at the federal level. Yet the federal level still disposes of its own revenue in that general (ie, the VAT) and specific consumption-based taxes (on tobacco, beer, mineral oil, and spirits) accrue to it (see above).

Among the cantons, the idea of tax competition is very important. Depending on one’s income and family situation, taxes vary widely from one place to another. For instance, a married working couple without kids and a combined gross income of 150,000 CHF per year will pay 23,000 CHF in local and cantonal tax in the city of Bern but only 7,000 in Zug.49 The basic idea is to attract wealthy taxpayers through changes in the taxation structure – lower the tax on the rich this year and the arrival or rich taxpayers next year will more than compensate your losses. Tax competition can play out with regards to subjects (who is liable to pay tax and who is exempt, and for how long), objects (what is taxed, what not and how much of it), and actual tax rates and coefficients (see also Box 2).50 Through the Tax Harmonisation Law of 1990, cantonal competition in the area of direct taxes is, however, restricted to the rate, coefficient, and the amount of different deductions.


Box 2: Tax rate and tax coefficients

In Switzerland, ‘the applicable tax rate consists of two components in most cantons, ie the simple tax rate set by law and the tax coefficient set periodically. These cantons’ tax laws contain only the basic tax scale, ie the simple rates. The tax resulting from the basic scale is called simple tax [einfache Steuer or Staatssteuer]. The cantonal or communal tax actually due results from multiplying this simple tax by the tax coefficient. The latter is a ratio and is generally reset annually by the legislative body. In the case of income and wealth taxes for individuals, the communes generally apply the same assessment basis and the same scales as the canton. The communes levy these taxes as a multiple (expressed in absolute figures or per cent) of the cantonal basic tax scale, ie the simple cantonal tax, or as a multiple of the cantonal tax actually due’.51 

To give an example: In Canton X a single person’s taxable income for the year Y is 50,000 CHF. The cantonal tax rate is 9 per cent, resulting in a simple state tax of 4,500 CHF. The cantonal multiplier or tax coefficient is 54 per cent, the communal 63 per cent. Hence: 4,500 CHF*54 % = 2,430 CHF cantonal tax and 4,500 CHF*63 % = 2,835 CHF local tax, or 5,265 CHF combined. To this is added the federal income tax, which is much lower and simpler to calculate: 50,000 CHF (if identical) * 0.9 % = 450 CHF. Citizens generally declare by spring how much they have earned in the previous year; cantonal tax administrations send out, receive, control, and process this annual tax declaration and ensuing payments. Non-Swiss residents without a permanent residence permit are taxed monthly (pay-roll tax at the source).




B.Fiscal Equalisation and the Issue of Solidarity

Under the Swiss fiscal equalisation system in the narrow sense, the more affluent cantons as well as the Confederation pay the less affluent cantons each year a certain sum without any strings attached (resource equalisation). In parallel, special cost compensation payments, again to be used as seen fit by recipients, exist for mainly urban and mountain cantons, while two transitory measures compensate those cantons which would have lost excessively by leaving the old system behind and the latest reform. The total volume of all equalisation mechanisms is 5.5 bn CHF, with 4.3 bn CHF coming in through resource equalisation, 880 mn CHF through cost compensation and 370 mn CHF through transitory measures, in 2023 (Figure 5). Only cost compensations are funded entirely by the federal government. For the other funds, there are cantonal contributions alongside top-down transfers: the Confederation covers 2.6 bn CHF of resource equalisation, with the financially strong cantons contributing the other CHF 1.7 bn. In the case of the cohesion fund, the Confederation pays 140 mn CHF and the cantons CHF 70 mn.

How to evaluate the importance of this system? On the one hand, in 2018, the 5 bn CHF fiscal equalisation payments received by the cantons overall amounted to just 5per cent of their total income. However, this figure obscures significant cross-sectional variation: dependency on fiscal equalisation transfers alone was as high as 18 per cent (Jura), 19 per cent (Valais) or even 20 per cent (Uri and Glarus) of cantonal revenue, in 2018 (to which can be added other federal transfers: see above, Figure 3). At the other end of the scale, we find the two Basel, Geneva, Ticino, Vaud, and Zurich with one per cent dependency, or even Nidwalden, Schwyz, and Zug with zero per cent each.


Figure 5 Swiss fiscal equalisation, 2023
[image: A flow diagram showing Switzerland’s 2023 fiscal equalisation system, illustrating financial transfers between the federal government and cantons through resource equalisation, cost compensation, hardship aid, and adjustment measures.]

Source: Eidgenössische Finanzverwaltung – EFV, Finanzausgleich: Ausgleichszahlungen 2023. Tabellen und Abbildungen, (Bern 2022) 4. Reprinted with permission.

This brings us to consider the other side of the equation: expenditures. Overall, the fiscal equalisation system is a rather negligible position in cantonal budgets: cantonal contributions into the system worth 1.7 bn CHF (in 2018) amounted to a mere two per cent of total cantonal expenditures. However, there is an even greater cross-sectional variation here, with fiscal contributions amounting to a record 24 per cent of total expenditures in Zug but zero per cent in no less than 19 cantons.52 

Over the years, this spread has created significant disquiet among the donor cantons, which have pushed for a reform of the system. A first attempt in 2015 resulted in only minor changes.53 A more significant change occurred between 2018 and 2019.54 Yet the fact of all payments from fiscal equalisation being unconditional ties in well with the idea cantonal autonomy – which is again ironic, since those defending that autonomy the loudest are precisely the richer cantons.



C.Social Security

Anyone working or, for some social security systems, also simply living in Switzerland is subject to its social security system. Everything is organised using the insurance principle. Its five areas are the following:55 


	Old-age, survivors’ and invalidity insurance (OASI): This domain is further divided into three ‘pillars’, of which the first refers to the public insurance (AHV/AVS) mandatory for everybody older than 18 years (or 20 if still unemployed); the second to mandatory contributions and benefits for anybody employed in gainful employment (2nd pillar: occupational benefit plan); and the third to private savings and voluntary insurance arrangements (3rd pillar). The aim of the first pillar is to cover basic costs during retirement; of the second to allow persons to maintain their standard of living, and of the third to cover anything beyond. In the case of salaried individuals, the employee and the employer each pay half of the total contribution, ie 4.35 per cent of the income on which AHV/AVS contributions must be paid. The employer must transfer the total contribution directly to the OASI compensation office. The disability insurance (IV/AI), which forms part of the first pillar, is compulsory in the same way as the AHV/AVS insurance. It is aimed at preventing, reducing or eliminating invalidity. It also ensures that the basic needs of those suffering from a disability are covered by the provision of rehabilitation measures and cash benefits. Employers and employees pay 0.7 per cent of their gross income each. Supplementary benefits are paid when pensions and income do not cover the minimum living costs and are determined by the cantons. They are financed through the general state budget and are divided into two categories: annual benefits paid monthly and payment of illness and disability costs.

	Income compensation allowances in the event of compulsory service or maternity: Applying the same rationale as for the old age and invalidity, for individuals in salaried employment both the employee and the employer each pay a contribution which corresponds to 0.225 per cent of the relevant income. From this are funded 80 per cent of the previous income of persons in military or civil service as well as – during 14 weeks/98 days – employed or unemployed women after giving birth.

	Sickness and accident insurance: Health insurance is compulsory for everyone living in Switzerland. Anyone who is in Switzerland for longer than three months must buy a health insurance. Parents and children are insured separately. The amount of health insurance premiums depends on the insurance company, the place of residence and the insurance model chosen – but not on income. By law, the same basic services must be provided to everybody. People who cannot afford to pay their health care premiums are entitled to subsidies, which are financed jointly by the federal government and their canton of residence. However, the cantons decide on the thresholds to entitlement, the amount paid and how to claim the subsidies (notably whether the tax authorities automatically assess a person’s status or whether a demand must be submitted by a certain deadline). In 2017, health care subsidies amounted to 4.5 bn CHF, of which the cantons financed 42 per cent, on average; some 26 per cent of residents were on the receiving end.56 The compulsory accident and occupational diseases insurance, in turn, is arranged through the employer and provided by the Swiss Accident Insurance Fund (SUVA) or other approved accident insurers. The employer usually pays the premiums for the insurance against occupational accidents and diseases, while the employee pays the premiums for the insurance against non-occupational accidents. The employer deducts the employee’s contribution from his or her salary and pays the total amount to the chosen insurance company.

	The public unemployment insurance provides benefits in the event of loss of employment, reduced working hours, lack of employment due to weather conditions and insolvency of the employer. It also covers reintegration measures. Again, the employee and the employer contribute equally, namely 1.1 per cent each of the insured income up to 148,200 CHF. Income above that sum is subject to a solidarity contribution of one per cent.

	Family allowances: Along with tax relief, family allowances are the main provision to compensate for the costs incurred from raising a family. Family allowances form part of the social security system. However, unlike the benefits available from other types of social insurance, family allowances are not a substitution for income, but rather an addition to it. Family allowances for employees are almost exclusively financed by the employers, as a rule in the form of contributions based on a percentage of their salary. Family allowances take the form of child benefits of at least 200 CHF a month per child for children up to the age of 16, and education allowances of at least 250 CHF a month per child for children aged 16 to 25 who are in education. Many cantons grant benefits that are higher than this legal minimum.



Of all the publicly run social insurances, the AHV/AVS spent by far the most: 46 bn CHF in 2017, including supplementary benefits.57 The IV/AI (again including supplementary benefits) accounted for ‘only’ 11 bn, the unemployment insurance for seven bn and family allowances for six bn CHF. Service and maternity payments came last with less than two bn CHF spent in 2017. Interestingly, as fewer and fewer Swiss men end up in the military service, less and less has to be paid out in compensation payments (minus 11 per cent between 2010 and 2018). In turn, as more and more women are in gainful employment before giving birth, more and more is spent on maternity leave (plus 25 per cent in the same period).

In principle, the social security insurances also contain a fiscal equalisation payment. A region with high salaries and few unemployed or retired people will end up contributing to the overall fund, whereas one with the opposite structure will receive. However, none of the social insurance funds provide territorial details on their receipts and payments. Calculating the net equalisation effect of social security payments would also have to take individual mobility into account (eg, a person retiring from a high-income canton into one with lower salaries). Moreover, the actual administration of some of the social security systems is entrusted to private (health insurance) or private and public entities (eg, regional unemployment offices run by the cantons and but unemployment payments administered by private bodies). Still today, there are 91 Compensation Offices (26 cantonal, 63 professional, and two federal ones) which administer AHV/AVS and IV/AI matters on the ground.58 

On top of – or rather beneath – the mentioned social security insurances, there is social aid. In 2018, some 270,000 persons (around 3.2 per cent of the population) received this kind of aid which is paid when no other social insurance is available or when the income does not suffice to cover basic needs. Its total costs of approximately 3 bn CHF are financed entirely by the cantons and communes, who have agreed on standardised tariffs via the SKOS (Schweizerische Konferenz für Sozialhilfe).



D.Public Broadcasting

The final element of fiscal equalisation across the entire country is contained within the public broadcasting company SRG-SSR. Figure 6 shows how the company running all of Switzerland’s nationwide public TV and radio channels re-distributes some of its income generated from mandatory licences. In short, the largest, German-speaking area sends around 40 per cent of ‘its’ income to the French-, Italian- and Romansh-speaking areas or sub-companies. Since 1 January 2019, every household (incl. companies) must pay for the licence, even if they do not own a TV or radio set.


Figure 6 Fiscal equalisation within the SRG-SSR
[image: A map of Switzerland showing fiscal equalisation within SRG-SSR, displaying licence fee income by linguistic region as percentages and CHF amounts, highlighting disparities and interregional allocations of broadcasting revenue.]

Source: www.srgssr.ch/en/what-we-do/solidarity/financial-equalisation/. Reprinted with permission.



E.Other Revenue Sharing Arrangements

Next to a cantonal share in the proceeds from the federal direct tax (which, since 1 January 2020, amounts to 21.2 per cent), fiscal equalisation payments (where cantons either contribute or receive), social security payments (which go to individuals), and public broadcasting money (tied to the four language regions and the sub-companies servicing them), the cantons also profit from a number of other revenue-sharing arrangements. More specifically, they get:


	‘A minimum of two thirds of the net profits made by the Swiss National Bank’ (Art 99.4 BV 1999), to be used as they see fit (1.3 bn CHF in 2018);

	10 per cent of withholding tax on income from moveable capital assets, on lottery winnings and on insurance benefits, again without strings attached (821 mn CHF in 2018);

	one third of the net proceeds from the road charges for lorries, to be used for public works in connection to roads (522 mn CHF in 2018);

	10 per cent of proceeds of the mineral oil tax to be spent on roads (365 mn CHF in 2018);

	20 per cent of the military service exemption tax, unconditioned (34 mn CHF in 2018); and

	10 per cent of the net proceeds of the tax on domestically produced as well as imported spirits, which must be used combat the causes and effects of addiction problems (‘alcohol tenth’; 25 mn CHF in 2018).



By comparison, cantons received a total of 3.8 bn CHF from the federal direct tax in 2018, fiscal equalisation payments amounted to some 5 bn CHF and all public broadcasting fees to 1.2 bn CHF. Subsidies of all kinds amounted to another 10 bn CHF.59 All in all, that is taking into account revenue-sharing, fiscal equalisation and subsidies, cantonal reliance on federal money ranges from 12 per cent of all cantonal income (Basel-City) to 48 per cent (Uri) (weighted mean: 25 per cent; see also above, Figure 3).60 While all cantons are, thus, self-sustaining, some are more so than others.



IV.Division of Powers and Financial Control


A.Overview

In Switzerland, each level of government is fully autonomous and responsible for its own fiscal health. There are no limits on borrowing that are imposed by another level. However, all cantons and the federal government have introduced their own ‘debt brakes’. At and for the federal level, this is expressed in several specific rules fixed in the federal constitution (Art 126 BV 1999) and enacting legislation.61 Adherence to these rules is not enforced by independent audit agencies but is rather the task of parliaments.62 

At the same time, inter-cantonal and federation-wide solidarity is as important as, and possibly even more so than, competition. The main problem in Switzerland is rather that the form of the federation has remained dual or ‘US-American’ in nature whereas the actual division of powers has moved towards the administrative, ‘German’, pole of the scale (Figure 7).63 


Figure 7 Development of administrative federalism in five federations, 1790–2010 Note: shown is the difference between the mean legislative and the mean administrative decentralisation score over 22 policy areas per decade and country
[image: A line graph comparing the growth of administrative federalism in the USA, Switzerland, Canada, Australia, and Germany from 1790 to 2010, showing increasing trends in federal integration over time.]

Source: Own graph with data from www.de-centralisation.org.

However, while becoming as administrative in its way of dividing power as Germany, Switzerland does not have a Bundesrat of the German kind, where regional governments are directly represented. Instead, all the 46 members of the Swiss senate are popularly elected in the cantons (again like in the US, although the Swiss cantons have all voluntarily adopted that method). The ever-greater centralisation in the legislative sphere64 has consequently pushed the cantonal governments to create alternative channels through which to influence national policy-making. Most important here is their own unofficial second chamber in the form of the Conference of Cantonal Governments.65 Indeed, one key argument for cantonal voices to be taken seriously when formulating state-wide policies is precisely that they must implement those laws. Federal supervision, while it exists notably for shared tasks such as agriculture, is generally lenient and errs towards the side of trusting cantons to act in line with regional preferences.

There are a number of other structural features of the Swiss system, however, that ensure the kind of regional co-decision at the national level that we saw in Germany.66 Direct democracy, although not giving regional governments a direct say, forces national-decision makers to at least take regional sentiments into account, especially when changing the constitution: inhabitants of the many small, conservative, and German-speaking cantons have de facto veto power. The same is true of the perfectly symmetrical bicameral system, where centralisation-averse voters and their representatives are over-represented.67 Political parties, too, are still largely canton-based,68 the federal government has for long been composed of a centre-right majority more hesitant to centralise than the left, and the cantons figure among the most financially autonomous subnational units worldwide.69 All this leaves the federal government little choice but to bring (a majority of) the cantonal governments on board if they are to win the ensuing popular vote. In fact, next to designating the cantons as administrative agents, the federal government also often compensates them financially for this function. Typically, this is by providing them with a share in federal tax revenue – again just like in Germany.70 

In fact, a fourth dimension of federal systems – in addition to their dual vs. administrative nature, their degree of decentralisation, and co-decision – relates to cross-regional uniformity vs. diversity. Thus, in Germany even in policy areas that were decentralised in the wake of the 2006 federalism reform, a remarkable degree of uniformity has persisted as a consequence of the Länder voluntarily agreeing on the same standards.71 In Switzerland, by contrast, regional differences are evident even in formally centralised policy domains such as invalidity insurance, where the cantons’ role is to apply federal law.72 This goes to show that even regional autonomy and policy diversity need not be congruent; it all depends on whether the constituent units choose to go in different directions or not.



B.The Federal Reform of 2004/8

The Swiss welfare state expanded significantly during the second half of the twentieth century. All the while, the cantons remained important public actors, both in terms of tax-raising capacity as well as implementation (executive federalism). This resulted in an increased overlap of competencies between the federal government and the cantons. In many policy areas, both levels were involved in financing and decision-making, but neither was fully and exclusively responsible. Also, to alleviate economic discrepancies whilst maintaining cantonal autonomy, over time a complex web of financial transfers had been built, with payments flowing both between the Confederation and the cantons (vertical transfers) as well as among the cantons (horizontal transfers). Where federal transfers were earmarked, they came with additional conditions to be met, thus further reducing cantonal autonomy in actual fact.

Attempts to reform the fiscal equalisation system and, more specifically, ‘disentangle’ the vertical allocation of tasks were made as early as the 1970s and 1980s. However, the results were modest at best.73 Nevertheless, the one important legacy that these attempts left behind was the consensus built around the idea that a reform of Swiss federalism could only mean a revitalisation of its components, that is, respect for its decentralised nature, subsidiarity, and the pragmatic search for efficiency.74 It is along these principles that the ‘reorganisation of financial equalisation and task-sharing between the Federal Government and the cantons’, or NFA for short, was designed, steered, and implemented. This section assesses the characteristics of the reform process and its outcome, discusses the conditions for its success, and evaluates its effects.


i.Content of the Reform

Building on the earlier, failed, attempts and pressed by increasing public deficits, by the early 1990s, the different levels of government decided to renew their efforts to undertake a fundamental reorganisation of the division of responsibilities. The unbundling of tasks and financial decartelisation would eventually strengthen the respective scopes of action of the Federal Government and the cantons, more efficiently organise federal cooperation, broaden inter-cantonal cooperation, and improve the steering capacity of fiscal equalisation. A first analysis of the existing, over 70 different measures of fiscal equalisation showed that it was in fact the better off cantons that profited the most from federal transfers, and that the gap between the poorer and the richer cantons was widening.75 

After more than ten years of ever more inclusive and complex negotiations between the federal government and cantons, with variously intense involvement by scientific experts, interest groups and political parties,76 a comprehensive reform package was finally agreed upon. The package amended no less than 27 different articles (of 196) of the Federal Constitution,77 which the Swiss citizens and the cantons had to approve in a mandatory referendum. Thus, in November 2004, a clear majority of 64.4 per cent of the people and 20.5 cantons (of 23, for mandatory referendums) voted in favour of the reform with a low turnout of 36.9 per cent. The NFA is one of the biggest reform projects since the founding of the Swiss Confederation in 1848. Central to the NFA, which came into force at the beginning of 2008, are the following four aspects:78 


	A general equalisation of resources between the cantons should assure every canton a minimum provision of financial resources (at least 85 per cent of the national average) to fulfil their duties and reduce inter-cantonal differences with regard to tax revenue. While the cantons with high tax potential contribute public money as compensation, the cantons with low tax potential receive financial resources.79 Although well-resourced cantons are more financially burdened than previously, they have more unrestricted funding at their disposal; some cantons are additionally compensated for their service as urban centres.

	The disadvantaged regions are placed in a better situation due to a specific burden sharing arrangement (balancing of financial needs). More specifically, this means financial support for cantons with so-called ‘special burdens’. The burden-sharing arrangement involves federal equalisation measures for rural cantons in difficult geographic-topographic positions, on the one hand, and urban cantons with central functions and financially unfavourable social-demographic conditions, on the other hand (cities are said to have a higher proportion of unemployed, drug addicts, asylum-seekers, youth and elderly, all of which necessitate increased public services and, thus, higher costs).

	The division of tasks between the federal government and the cantons was revised and simplified with the goal of creating clear competencies and financial responsibilities for the individual areas. In the process, out of 31 existing joint tasks, 15 were transferred to the exclusive responsibility of the cantons and six to that of the Federal Government. For example, national roads and old age and disability insurance are now purely federal responsibilities, while the construction and operation of homes for disabled people and special needs schools are exclusively the responsibility of the cantons. As before, there are still about 15 shared tasks such as health insurance and agglomeration transport systems, but federal subsidies have now been replaced by service agreements. These are oriented towards results, instead of being designed as matching grants.80 

	With the possibility of the extension of collective inter-cantonal agreements in selected areas by the federal government, horizontal cooperation between the cantons has been strengthened. At the request of 18 cantonal parliaments, the federal parliament can declare as binding inter-cantonal contracts with burden-sharing in nine areas (such as the penal system, universities, technical colleges, and advanced medicine). Individual cantons can, therefore, be forced to adopt inter-cantonal contracts against their will. Such a decision of parliament would, however, be subject to a facultative referendum challenge and, if successful, a nation-wide popular vote. Note that federal parliamentary decisions cannot be currently challenged in the courts (see below). However, this provision has not so far been used.





ii.Conditions for Success

Several authors have mentioned different factors that in their opinion have contributed to the success of the NFA reform process. Distinguishing by the phase of the reform process, we can say that: economic pressure was indispensable to bringing about the reform initiative in the first place; that Swiss political culture determined the direction of the reform; the partnership approach to the bargaining process was necessary to realise win-win situations; and consociationalism and the balance struck between scientific expertise and political influence was key to obtaining parliamentary, popular and cantonal majorities. Let us look at each phase, in turn.

For Wettstein,81 economic pressure was one of the main reasons that the reform was undertaken in the first place. The same argument is made by Braun: the objectively existent economic crisis of the 1990s led to a widely shared consensus that the federal structures grown over 160 years and never really reform necessitated adjustment.82 Benz and Knüpling, in their comparative assessment of constitutional change, equally conclude that ‘there needs to be some sort of pressure – be it induced by external events or domestic factors – that motivates policy-makers to embark on an often lengthy and hazardous process of constitutional bargaining.83 

However, an agreement to reform is not the same as agreement on what kind of reform. In principle, the reform could have gone in either a more centralised or a more decentralised nature. That the latter path was chosen is due to Swiss political culture, where local autonomy, competition, freedom, and respect for territorial diversity are deeply embedded. Thus, everybody by and large agreed on strengthening the core principle of Switzerland’s federal organisation: subsidiarity. Subsidiarity understood in this sense means that priority is given to lower levels of governance (the municipalities or cantons) over higher levels (the cantonal or federal level). Thus, only functions that cannot be accomplished by the cantons, alone or in cooperation with each other, would have to be centralised, while all others had to be re-decentralised.

The impetus for the reform thus given exogenously, by the economic crisis, and the direction of the reform determined endogenously, by political actors’ culture of subsidiarity, created the framework for the actual negotiation process. The main actors in this phase were the Federal and cantonal governments, alongside their respective bureaucracies, and ministers and experts on public finance (Federal Finance Administration, FFA, and Conference of Cantonal Finance Directors, CCFD). However, it is important to note that, again from the very beginning, the whole bargaining process was set-up as a partnership between ‘the federal’ and ‘the cantonal’ level. That necessitated and somehow also led to the cantons having to find a compromise between their diverging interests first.84 That, by contrast to the more or less futile reform attempts of the 1970s and 1980s, was in turn enabled by the Conference of Cantonal Governments (CCG), created in 1993. The CCG, on general matters, and the CCFD, on financial aspects, were tasked to find common positions that they could then bring to the table to discuss with the Federal Government’s representatives.

This creation and maintenance, over almost two decades, of cantonal and federal parity stands in stark contrast to the reform processes in Germany and Austria.85 In the former, the federal government and Länder were able to block each other. Furthermore, party-political cross-pressures disabled that priority was given to the territorial axis, turning every divergence into an ideological competition.86 In Austria, on the other hand, the Länder were too weak to even be heard, let alone be treated as an equal partner, with the result that no reform was achieved.87 Parity in terms of project management also meant that once the process had started and general principles had been agreed upon, neither of the two partners could then later blame the other side for not delivering. Together with the long duration of the process, this created a strong, at least partially self-imposed path-dependency.88 

Two further Swiss particularities help understand this point on parity even better. In parallel to the NFA process (and initially intended to be one grand project), Switzerland also undertook a complete revision of its federal constitution. Although cosmetic in many regards, one of the few material changes concerned the formalisation of cantonal shared rule.89 The cantons were to be consulted before a bill entered parliament. This, together with the necessity to obtain a popular and cantonal majority on every constitutional amendment, gives the cantons great bargaining power. The second particularity that matters to understand the significance of parity is Switzerland’s small size – it is ‘a privilege of a small country to entrust some of its problems to committees that operate like a class reunion’.90 Thus, not only did the partnership approach invite the cantons to speak with one voice, and not only could they find a common position thanks to the CCG and CCFD, but all the main decisions were taken by the same roughly ten financial experts.91 

But even a partnership setting, shared rule, and a small innermost circle of decision-makers do not guarantee that compromises are actually reached. The two factors that do explain compromise are the consociational nature of Swiss politics, in general, and the repeated reliance on scientific expertise to resolve or at least manage political stalemates.92 Negotiations were also divided into debates on general constitutional principles and specific redistributive parameters, but, during each, care was taken to ensure a balanced representation of rich, poor, and in-between cantons as well as urban and mountainous, German- and French-speaking cantons.93 Together with the narrative, provided by economists as early as 1994, that only fiscal equivalence and territorial competition could guarantee the efficiency of Swiss federalism94 and, thus, restore subsidiarity to its rightful place, it was possible to force actors to debate in terms of the general interest. The beauty of efficiency is that it promises gains to everybody involved95 and only this enables the creation of win-win situations.96 

Thus, the urban cantons were satisfied that the experts had calculated that urbanisation creates additional burdens, which were then to be compensated via socio-demographic cost compensation.97 All cantons were pleased to receive more unconditional funding, but the losers of the transition from the old to the new system, in terms of net recipients, were additionally won over by the creation of the transitory cohesion fund.98 And even the federal parliament, although excluded from the reform until 2001,99 was in favour of the reform because it was left to that institution to determine the exact amount of fiscal payments and make adjustments every four years.100 

The consociational nature of the reform process is also visible in the way civil society was included. In general, as Benz and Knüpling write, ‘consultations at different stages of constitutional policy seem to be most effective and can increase legitimacy of constitutional negotiations.’101 The way this is achieved in Switzerland is through sending out draft legislation to the stakeholders concerned by a proposal (interest groups, political parties, cantonal governments, cities, etc.) before it reaches parliament. In the case of the NFA, the federal government even twice resorted to this instrument: on the very general principles, 101 groups participated in submitting their opinions, approval, warnings, or suggestions for improvement.102 



iii.Effects

Early assessments found that the NFA had achieved its goals.103 The cantons would have more unconditional funding at their disposal and fiscal equalisation transfers became more transparent. Also, through the unbundling of tasks, the earmarked transfers of the federal government could be lowered by more than a third, from 13.8 to 8.9 bn CHF, between 2007 and 2008.104 At the same time, the cantons were freed from contributing a total of 2.7 bn CHF annually to two of the main social insurances, the public pension (AHV) and the invalidity insurance (IV), and their share in the federal direct tax was reduced from 30 per cent to 17 per cent (-1.7 bn CHF).105 

More important to assess the effects of the NFA is to measure it against its own proclaimed yardsticks. These are spelled out exhaustively in the implementing law:106 


	to strengthen cantonal fiscal autonomy;

	to diminish the discrepancies in terms of fiscal capacity and tax burdens between the cantons;

	to maintain the tax competitiveness of the cantons both nationally and internationally;

	to provide the cantons with a minimum level of financial resources;

	to balance the excessive costs of cantons due to geo-topographic or socio-demographic conditions; and

	to provide for an adequate inter-cantonal cost compensation.



This inner working of the NFA – monetary redistribution – has thus far been assessed twice, by the federal government, in two evaluation reports,107 and two rather small reforms took place since 2008. At the same time, inter-cantonal cooperation has experienced considerable consolidation in the last few years. Furthermore, the NFA has stimulated reforms of inter-municipal revenue-sharing and even municipal mergers in many cantons. Criticism stems mainly from the governments of financially strong donor cantons who regularly question the balancing mechanism and want to redefine the solidarity between the cantons.108 However, because the recipient cantons have a clear majority in both the National Council and Council of States, fundamental changes to the NFA have so far failed and can also not be expected over the next few years.

In passing, we, thus, also note a key difference between Swiss fiscal federalism and the European Union (EU): the basics of the system are either already fixed in the constitution or subsequently defined via ordinary legislation. On both levels, although numerous veto points and players exist, none other than the people in the form of simple of qualified majorities have an absolute veto. Even though eight cantons can indeed challenge any act of parliament and bring it to a popular vote, the result of that referendum alone is binding.



V.Merits and Deficiencies: Yet Another Reform?

As much as the federal reform of 2004 (the NFA, in force since January 2008) was and still is hailed as a success, several issues have either come up since then or had been left unaddressed. Among the latter we find the many policy areas where financing is vertically shared, either through revenue-sharing or through top-down transfers, despite the basic idea of each level of governance being fully responsible for its own policy areas (the principle of fiscal equivalence). Among the new issues there is a growing sense of continued centralisation and especially vertical sharing through federal legislation.109 From the point of view especially of economists, another federal reform – an ‘NFA 2’ – aimed at disentangling powers and finances between the federal and cantonal levels should, thus, be undertaken.110 

In 2018, the federal government undertook a first analysis of 33 tasks that were either shouldered financially by both orders of government or were identified by the cantons as potentially violating the principles of subsidiarity and fiscal equivalence.111 These tasks ranged from minor importance fiscally (2 mn CHF for the Confederation per year for support to musical education112) to more than 2 bn CHF for each level in the case of private health care subsidies113 and additional old age and invalidity support (totalling over 5 bn CHF a year114). The goals of the cantons are the following:115 


	To better secure the principles of subsidiarity (as defined in Art 43a[1] BV: ‘The Confederation only undertakes tasks that the Cantons are unable to perform or which require uniform regulation by the Confederation.’) and fiscal equivalence (Art 43a[1+2] BV: ‘The collective body that benefits from a public service bears the costs thereof. The collective body that bears the costs of a public service may decide on the nature of that service.’).116 

	To receive compensation for that part of the cantonal implementation of federal law that is excessively costly due to national standards (eg, if new IT systems are needed, the federal government should pay for their development, acquisition and maintenance), greater transparency already in the pre-parliamentary stage as to how much the implementation of new provisions were to cost, and tolerance of inter-cantonal diversity as a ‘chance for innovative solutions’;117 

	A discussion of new sources of revenue for the cantons, notably a share in the VAT, no more ‘subsidiary powers’ to the federation, ie constitutional clauses that empower the federation to act if the cantons fail to harmonise amongst themselves, and greater efficiency – meaning ‘less bureaucracy’ – in programme agreements for shared task.



In 2019, the federal government and the Conference of Cantonal Governments published their joint negotiation mandate which starts as follows.118 Page 1 of that document sets out what could very well be called the manifesto of Swiss (fiscal) federalism:


Despite [the NFA], the trend towards new entanglements and joint financing is unbroken. The many problems that have already been identified continue to exist: unclear responsibilities create false incentives, increased volumes and the shifting of burdens at the expense of other government levels, to a lack of controllability and unrestrained cost development, and last but not least to the cantons becoming increasingly ­dependent on the federal government. Closely related to this is the question of burden sharing between the different levels of government.

The Confederation and the cantons therefore reaffirm their clear political will to continue the unbundling of tasks and finances that began as part of the NFA. They do this knowing that


	A well-functioning federation requires that responsibilities between the various levels of government are defined as clearly as possible and that tasks and their funding are clearly assigned;

	Clear responsibilities lead to better controllability and to more efficiency and transparency in the fulfilment of state tasks; and that

	A consistent separation of tasks increases the ability of both levels of government to act and strengthens the position of the cantons in the Swiss federal state and thus the federal idea of the state as such.





The document then goes on to repeat the main goals of a possible ‘NFA 2’, lists those areas that would seem to be well-suited for at least a partial disentanglement (social affairs, health and transport), and describes the project organisation as basically consisting of an equal number of federal and cantonal representatives plus additional members representing the municipalities. A final report with specific recommendations was timed for the end of 2022. The project started in February 2020 but was put on ice in November 2020 because of the COVID-19 pandemic. The federal government and the Conference of Cantonal Governments agreed to decide whether to continue or not – and in what form – by mid-2023.119 

Having said that, on all other accounts of interest for this volume Swiss fiscal federalism has performed rather well:


	The impact of the precise system of fiscal federalism on equalisation in the federation is exactly as desired by a political majority, given that the basic rules are fixed in the federal constitution and/or federal laws which either had to be or were at least subject to a binding popular vote. In other words, while equalisation is not perfect, it is as perfect as a popular (and, in the case of constitutional clauses, also a cantonal) majority wants it to.

	The macro-economic effects on the federation and its entities have so far been positive as well. Notably the instrument of the debt brake – which both levels of government have introduced autonomously, see above – and the policy of no bailouts are regarded as responsible for the macro-economic health. In other words, since both the federation and each canton are responsible to balance their own books, there is no incentive for major over-spending.

	The system’s democratic legitimacy is accordingly very high, with constitutional, legislative and – at cantonal level – also major spending decisions subject to a binding popular vote. In some cantons – Glarus, notably – even the annual tax coefficient is subject to a binding poplar vote. Such direct-democratic instruments have been held co-responsible for the fiscal discipline throughout (cf. Vatter 2020, 371ff. for an overview in the case of Switzerland), though one should not omit to mention the generally conservative character of the electorates either.

	Accordingly, in the Swiss system of fiscal federalism, control is exercised primarily from below, ie by the voters vis-à-vis their canton (and municipality) of residence and by both of these actors vis-à-vis the federal level. The wider Swiss system of consensus democracy offers ample opportunities in this sense:120 the federal government is composed of seven ministers with equal powers from four different political parties; the federal parliament is bi-cameral with both chambers possessing the exact same legislative powers; each of the 20 ‘full’ cantons has two seats and each of the six (now former) ‘half-cantons’ has one seat in the second chamber; each constitutional amendment must pass the double test of a popular and a cantonal majority; and each act of parliament can be brough to a binding popular vote by 50’000 citizens or 8 cantons within 100 days of its official publication. These many veto powers – which can of course also be used by non-federal actors such as parties, interest groups or indeed ordinary citizens – force actors to compromise and seek majorities beyond their own, narrow circle of allies.

	The legitimacy and efficiency of conflict resolution, thus, stands and falls with the compromise-striking abilities of the various actors. For instance, the NFA was prepared over 15 years by a committee composed of an equal number of federal and cantonal representatives, and numerous side-deals had to be struck to create both a popular and a cantonal majority in the ensuing mandatory referendum.121 The same idea of first agreeing on general principles and then letting the different representatives deliberate on specific solutions has been foreseen for an ‘NFA 2’, only for the COVID-19 pandemic to halt matters for now.



In sum, while the Swiss system of fiscal federalism may need amending in certain policy areas and for certain programmes, nobody today questions its fundamentals. Not even the COVID-19 pandemic – while certainly devastating in human, social, and economic costs – was able to break through this wide consensus, let alone destroy the resilience of fiscal federalism, as discussed next.



VI.COVID-19 Meets Swiss Fiscal Federalism

While impossible to provide here a detailed description of the federal and cantonal measures and their fiscal impact, the general picture that results is that Swiss ­federalism – including its fiscal dimension – showed both its positive and negative faces during the pandemic. Among the positives is the ability of the federation to provide financial help on top of what the cantons foresaw without too many quarrels over national interference or unfunded mandates.122 Among the negatives, one should cite the delay in inter-cantonal coordination and indeed any action in late 2020, due not least to fears of the economic and political costs arising from imposing further restrictions.123 

When the pandemic started to spread in Europe in spring 2020 and the federal government imposed the first nationwide countermeasures such as mandatory home office, school closures, and restrictions of hospital surgeries to essential interventions, few thought about the financial consequences of all that. Eventually, parliament and the people – via two popular votes in June and November 2021 – were to approve extraordinary expenditures at federal level worth 31 bn CHF for 2020, 21 bn CHF for 2021, and 9 bn CHF for 2022.124 However, in 2020 only half the money allocated was spent, and in 2021 some 12 bn CHF. By far the greatest single expenditure category were federal contributions to the unemployment insurance (11 bn CHF in 2020, 4 bn CHF in 2021). The other main measure taken at federal level – as early as March 2020 – to support the economy were the so-called bridging credits with federal guarantee (see box 3). By the end of 2021, open sureties and guarantees amounted to some 13 bn CHF.


Box 3: Swiss bridging credits

Guaranteed COVID bridging loans were meant to support SMEs encountering liquidity problems due to the coronavirus. The scheme was established in close cooperation with Swiss banks and operated through existing government-accredited loan guarantee organisations. Affected companies could apply to their bank for a bridging credit representing a maximum of 10 per cent of their annual turnover and no more than CHF 20 mn. In essence, applicants filled out a one-page online form. Certain minimum criteria had to be met; in particular, the company needed to declare that it was suffering substantial reductions in turnover because of the pandemic.

There were two credit facilities available: COVID-19 credits up to CHF 500’000 were fully secured by the Confederation and paid out quickly. Zero interest were charged. COVID-19 plus credits exceeded CHF 500,000. They were secured by the Confederation to 85 per cent of their value; the lending bank secured the remaining 15 per cent. Each company could obtain a credit of this type for up to CHF 20 mn. A company had to first submit a COVID-19 credit before it could apply for a COVID-19 plus credit. The interest rate on these credits was 0.5 per cent on the loan secured by the Confederation. Both credits had a term of 5–7 years. Companies with a turnover greater than CHF 500 mn were excluded.

In total, 123 Swiss banks were lending COVID-19 credits to SMEs in need. As many SMEs only have a bank account with PostFinance, the financial services unit of Swiss Post was permitted to give COVID-19 credits to their clients as a temporary measure, thus applying the principle of pragmatism. By 24 June 2020, 128’517 companies had received COVID-19 credits worth 13 bn CHF, and 729 COVID-19 plus credit applications totalling 2 bn CHF were submitted. 47 per cent of the credit volume went to micro companies (0–9 employees), 36 per cent to small companies (10–49 employees). Most credits were given by UBS and Credit Suisse (39 per cent) or the cantonal banks (32 per cent).

(Adapted from Economiesuisse, Simple, fast and efficient: Swiss COVID-19 bridging credits for companies in need 2020)


In March 2022, the federal government estimated the total shortfall in the so-called amortisation account – the running statistics on the extraordinary deficit or surplus – to lie between 25 and 30 bn CHF by the end of 2022.125 Because of the existing terms of the debt brake, the federal government would have to account for that figure within six years. Yet so as not to heap further stress on an already strained economy, eg via tax raises or cost saving programmes, the government proposed a temporary amendment to the debt brake to last until 2035 (instead of 2029) to reduce that debt. The money to pay off the debt was to come from two sources: the additional profit distributions by the Swiss National Bank (SNB), amounting to 1.3 bn CHF per year, and ordinary annual financing surpluses expected to amount to about 1 bn CHF per year due to budget underruns.

However, when the government proposal entered parliament in June 2022, the National Council, as the first deliberating chamber, made two significant changes: half the debt should be covered by past benefits from the ordinary budget, and the remaining debt was to be paid back by 2031. The Council of States, that is the upper chamber with exactly the same legislative rights as the lower chamber, was to debate the proposal in autumn 2022.126 Interestingly enough, already in the pre-parliamentary consultation phase 18 cantons out of 26 had favoured such a solution; only Zurich, Fribourg, Solothurn, Aargau, St. Gall, Thurgau, Vaud, and Geneva supported the original government proposal. All cantonal governments are asked for their opinion in that stage of federal decision-making by default, that is even if they are not directly concerned in their own finances.

All in all, the pandemic led a record deficit of 21 bn CHF in the public finances of the Confederation, cantons, municipalities, and social insurances combined for 2020 alone. This amounted to 3 per cent of the GDP. A large share of the additional expenditure was used to support incomes and preserve jobs (eg, loss of earnings and short-time working compensation), finance health measures (eg, procurement of medical supplies and COVID-19 tests) and support particularly affected sectors. By 2021, the Confederation incurred another deficit of 6 bn CHF. Stabilisation measures were extended to include hardship assistance for businesses. Yet because already by 2021 cantonal households were not as affected by the pandemic as initially feared, the general government deficit was predicted to amount to ‘only’ 0.7 per cent of the GDP. The positive fiscal situation of the cantons and municipalities was due in large part to additional profit distribution by the Swiss National Bank and the solid tax growth. By 2022, a surplus of 0.4 per cent of the GDP is even expected for the general government. Due to strong economic growth, the gross debt ratio of the general government decreased already in 2021, from 43 per cent in 2020 down to 41 per cent of the GDP.127 

Nevertheless, in their own evaluation of the crisis management the Conference of Cantonal Governments highlighted one crucial aspect: who pays for measures decided by the federal government but affecting cantonal finances in crisis periods? On the one hand, according to the fiscal equivalence principle, the level that decides should also cover the costs; on the other hand, the cantons are generally tasked to implement federal decisions and cannot expect specific compensation for that. The report goes on to mention two specific examples: cantonal losses in the health sector, because fewer operations could be undertaken and most of them (co-)own a hospital; and losses in the transport sector, because rail, tram and bus companies had to maintain a minimum offer despite radically reduced demand and again most cantons (and cities) co-own such companies. Although the KdK acknowledges that in the specific case of the COVID-19 pandemic such questions could eventually be solved timely and amicably in informal consultations between the federal finance and economics departments, on the one hand, and the conferences of cantonal finance (FDK) and cantonal economics minsters (VDK), on the other, the reports recommends to amend the Epidemics Act in view of clarifying procedures and responsibilities, also as regards financial aid.128 

Thus, the pandemic indeed revealed at least some deficiencies of Swiss fiscal federalism, even if on the balance of things its core characteristics proved advantageous: where vertical coordination problems arose, they could be solved using existing channels, and the financial problems accruing at subnational level could be covered without having to create (devise, debate, and have them approved in a popular vote, most probably) completely new transfer schemes. Hence, no adjustments to the institutional set-up or practice were necessary: each level of government and indeed each unit remains responsible for its own fiscal health and cannot expect to be bailed out. Accordingly, the existing financial solidarity within the system – both vertically, between the Confederation and the cantons, and horizontally, among the cantons – was not affected. Finally, as is generally the case in Swiss federalism, the courts played no significant role for federal relations. The overall fiscally smooth sailing through that crisis is of course also due to the already quite positive economic situation at both levels of government prior to 2020. Had Switzerland entered the crisis from a less advantageous position, more acrimonious relationships and demands for a radical overhaul of the system would probably have emerged.



VII.Conclusion: Possible Lessons for the EU

By way of a conclusion, this final section distils possible lessons from the Swiss case for the EU in terms of fiscal federalism. As stated at the outset, fiscal federalism is defined as a system with a decentralised fiscal structure in which the authority to raise, manage, and spend public revenues (fiscal powers and functions) is divided between at least two different levels of government of which each has a certain margin of autonomy. For the EU, these two levels are the European level and the 27 Member States; for Switzerland, it is the federal government and the 26 cantons. Note that the following parts are as much reflections on what has (not) worked well in Switzerland as they are true recommendations.


A.Deficiencies – Negative Examples

A first issue that strikes especially legal observers of Swiss federalism as odd is the absence of a constitutional court. Indeed, the Federal Supreme Court is held to apply federal laws as they were approved and cannot nullify them even in parts. The absence of such a possibility has given rise to numerous reform attempts, all in vain so far.129 Yet the lack of the justiciability of core federal issues – chief among them subsidiarity and fiscal equivalence – continues to cause significant dissatisfaction among the cantons. Hence, by way of a recommendation, a neutral umpire should exist that settles disputes of interpretation between the two main orders of government. Whether a federal court is indeed such a neutral arbiter is of course a different question, but the idea of transplanting some issues from the political into the legal arena for resolution has at least the potential to calm things down and offer a way out of stalemates.

At the same time, the absence of such a legal path to resolving federal or other conflicts in Switzerland has provided political negotiations and decisions with added importance. While acts of parliament may not be challenged in front of a court of law on legal grounds, they can be defeated in a referendum on political grounds. Indeed, even the cantons themselves have used the instrument of the optional referendum with success, defeating a new federal tax law in 2004.130 Less spectacular, but no less efficient, are ways and means to influence the content of federal laws and constitutional provisions before or during the parliamentary stage. The resulting necessity of having to forge an ever-changing majority for each specific project anew is potentially another facet of Swiss federalism that ought to be avoided: consensus democracy takes time, resources, and trial and error to advance, if at all. The most striking examples here are the many failed attempts (in 1918, 1950, 1953, and 1970) to introduce a permanent direct federal tax. Its realisation was possible eventually only through cantonal revenue-sharing and on probation: in the early 1950s twice for four years, then twice for six years, in 1971 for ten years, in 1981 and 1993 for 12, in 2004 for 14 years, and finally in 2018 for 15 years, until 2035. The introduction of the VAT was fraught with similar debates and delays, although so far no cantonal revenue-sharing was agreed (but demanded very recently by the KdK).131 

Another result of the many veto points and players in Swiss federalism are the numerous, often very opaque provisions scattered around different policy areas that were invented to create such a majority and indeed ‘buy’ the support of the cantons for further centralisation. In fact, despite appearances to the contrary, shared financing abounds and is even growing.132 This complexity has the potential to hamper both societal trust and understanding as well as damage the steering capacity of the system, which is why a second federalism reform (‘NFA 2’) was begun in 2019 but then put on halt because of the COVID-19 pandemic. A proper debate on whether Switzerland should move back to a dual model of federalism as created in the nineteenth century in the US-American image or retain the administrative method it has adopted almost by stealth over the past decades has never taken place and could also prove beneficial at the EU level.133 

Finally, and somewhat ironically, one of the goals of the NFA was precisely to do away with the different mechanisms and methods of equalisation in the narrow sense by concentrating all transfers into a single system. Yet the resulting transparency of fiscal flows especially from the richer to the poorer cantons created a new cleavage of donor vs. recipient cantons.134 In Switzerland, luck has it that this economic cleavage cuts across linguistic, religious, cultural, or even simply territorial borders. So rather than weakening cohesion it rather reinforces it. Also, the amount of money flowing through equalisation is not so important in relative terms, although there is wide variation across cantons as to their dependency on money from the federation and other cantons. However, if it were to be the case that at the EU level an upgraded and revamped fiscal equalisation system at the level of countries was to map onto other, already existing cleavages (as was partially the case with Brexit), overall stability could indeed be threatened.



B.Achievements – Positive Examples

While the Swiss system of fiscal federalism might seem complicated and even archaic, it at least bears the imprint of repeated elite (re-)negotiation and direct popular legitimacy. Even the federal government’s policy and fiscal measures in reply to the COVID-19 pandemic were the subject of two popular votes in 2021, both of which clearly supported the government’s course of action.135 The same is true for fiscal equalisation in the narrow and broader sense as well as the vertical distribution of revenue and spending capacities.136 Direct-democratic sanction or support has many advantages and disadvantages, most of which depend on context and the precise question asked, but in Switzerland overall it did contribute to enhancing the deliberative quality of political debates.137 Direct democracy also avoids that members of the elite speak in the name of “the people” without the latter actually having a direct say itself.138 

A second lesson than can be distilled from the Swiss system of fiscal federalism is that diversification insulates against shocks. More specifically, fiscal equalisation in the narrow sense is just one of many fiscal transfer regimes, and not even the most important when we compare it with the many conditional and unconditional transfers or shared revenue sources existing alongside. Some of these vertical and/or horizontal transfer regimes are located outside the state structure properly speaking (Swiss National Bank, social insurances, and the public TV and radio company), and even within fiscal equalisation in the narrow sense there are different pots for different, specific things (resource equalisation, compensation for urban and rural burdens, and transitory schemes). This means that even if a new fiscal equalisation scheme would not have been approved in time, as was a real risk at some point in 2015,139 there would have been other funds to at least partially compensate for that failure.

Third, it helps when everybody believes they win at least something. This can relate both to specific transfers or benefits arising from being part of the single market for goods, persons, services, and capital. The ingenuity of Swiss fiscal equalisation is precisely that there is a large majority of cantonal net recipients vis-à-vis an only small group of net contributors, and that by 2023 every canton has become a gross recipient – at the expense of the federal government, of course. The same is true for the many revenue-sharing mechanisms: all cantons get to keep 17 per cent of the direct federal tax yield collected on their territory, all are entitled to a share in Swiss National Bank payments, and all get 10 per cent of the net proceeds of the alcohol tax to fight alcoholism, to name but some of these transfers.

Fourth and finally, the Swiss system seems to have struck an almost optimal balance between technical rigidity and complexity, notably as regards the different formulae used, and enough room for political flexibility and simplicity. So, when fiscal equalisation was first reformed, the debate did not end up being lost in abstract principles of solidarity or subsidiarity (with which everybody agrees anyway) nor the complex minutiae of calculating alpha and omega (which nobody understands). Instead, it finished by pragmatically raising the target of resource equalisation from ‘at least 85 per cent’ of the inter-cantonal mean to a ‘guaranteed 86.5’.140 In that sense Swiss fiscal federalism can indeed serve as an inspiration: it may be precisely the process of discussing existing differences of resources and preferences that brings groups and people closer together politically.
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United States of America

JONATHAN RODDEN

From its inception as a military alliance among colonies, the American system of federalism has been an exercise in compromise. Although he mounted a spirited defence in The Federalist, Alexander Hamilton viewed the United States Constitution as far too decentralised, and he was deeply concerned about the notion of independent spending and borrowing by the states. But he saw a loose, uncoordinated group of sovereign states as a far worse alternative.1 His opponents from Virginia were equally concerned about the prospects that a centralised system would come to be dominated by Northern commercial interests and undermine the system of slavery and plantation agriculture. But given the common perception of existential external threat, they were able to forge a compromise in which sovereignty was to be divided between the states and the federal government. In the language of the Constitution and in various institutions like the electoral college, the system of bicameralism, and the judiciary, they crafted a variety of safeguards meant to prevent either from overwhelming the other. And they avoided writing down an exhaustive enumeration of the fiscal and policy responsibilities of the federal government, states, and municipalities, leaving future generations with a lot to fight about.

Like other multi-layered political systems, the United States has experienced moments of intense pressure for fiscal and political centralisation, including wars, depressions, and fiscal crises. And indeed, the US has experienced significant centralisation of both taxation and expenditures over the last two centuries, perhaps even beyond the fears of Jefferson and his allies, and the activities of each layer of government have become increasingly intertwined. But the system of constitutional safeguards from the eighteenth century, and the lingering inter-regional discord that gave birth to it, have preserved a significant measure of autonomy and independence for the state governments that is relatively unique among the federations of the world.

After tracing out the origins and evolution of the US system of fiscal federalism, with an eye toward lessons for the European Union, this chapter attempts to summarise the system’s strengths and weaknesses, all of which have been on stark display during the COVID-19 crisis. First, the safeguards and redundancies built into the US system have been celebrated for their ability to prevent the federal government from overreaching or shirking,2 and for their ability to preserve democracy and protect minorities.3 Given the federal government’s disengagement during the early days of the COVID crisis, many residents of cities with severe outbreaks gained a newfound appreciation for multi-layered authority, as state and county officials took the lead in establishing COVID mitigation policies. On the other hand, shirking and blame-shifting might be especially attractive political strategies in the intertwined American system, especially in the context of contemporary political polarisation. As COVID mitigation policies became politicised in the United States, age-old battles about the jurisdiction of federal, state, and local authority were rekindled, often with a negative impact on the effectiveness of governance.

Second, perhaps one of the most admired features of US federalism is the fact that state governments approach credit markets and voters as miniature sovereigns, and they do not anticipate easy or automatic gap-filling transfers from the federal government to help them service their debts, pay their workers, or provide services during downturns. This forces state governments to make difficult decisions, and prevents them from externalising their burdens onto one another. But as the system of federalism has become more intertwined and complex, as the federal government increasingly constrains and complicates the fiscal decisions of lower-level governments and as lines of accountability blur – specially in the wake of crises like the Great Recession and COVID – this system of fiscal management is coming under increasing strain. In recent decades, it has also generated pro-cyclical patterns of local public finance and public employment that can prolong recessions – especially in the parts of the country that have been hardest hit by globalisation and the decline of manufacturing.

Another important area of concern is the relationship between federalism and the intense two-party geographic polarisation that has reemerged in the United States in recent decades. Issues that might, in many other modern democracies, be decided by a parliamentary majority are routed in the United States through a series of counter-majoritarian institutions with origins in the founding federal bargain of the eighteenth century. Battles over rights, including abortion, marriage, and gun ownership are wrapped up in battles over federalism and constitutional interpretation, and the Supreme Court has taken centre stage as arbiter. This battlefield now includes basic features of democratic rule. From the Electoral College and battles over the counting of electoral votes to fights over redistricting, absentee ballots, voter registration, and voter identification, battles over the future of American democracy are also battles over federalism, and they are increasingly resolved by courts.

One of the most valuable features of federalism, of course, is that it eschews the notion of government as a monopolist, allowing local communities to craft policies that align with local preferences and values. In theory, such a system is useful as a mechanism to defuse conflict in a heterogeneous and geographically polarised society. However, the American case demonstrates how fights over policies, rights, or procedures can easily turn into fights about federalism with far-reaching implications across policy domains, such that the stakes are raised rather than lowered. Moreover, ongoing American experience in areas like the regulation of abortion, drugs, and firearms demonstrates that when individuals can move across jurisdictions, markets are highly integrated, and policies produce inter-jurisdictional externalities, it is not always straightforward to resolve polarised controversies by simply leaving them to the states or local governments.

From a European perspective, there is much to admire about the US federal system – its strong financial system and dominant, stable common currency, the infrequency of its debt crises, its tradition of local autonomy, its quick recoveries from crises, and perhaps above all its prosperity and longevity. It is useful to explore how these achievements emerged via slow evolution, flexibility, and punctuated episodes of consequential reform – often spurred on by wars and crises – and examine possible parallels in Europe.

However, the American system of federalism also presents some warnings and pitfalls to avoid. As in many other federations, part of the evolution of US federalism involves complex and overlapping authority that blurs accountability and undermines the notion of sovereignty among lower-level governments. Another problem is with difficulties of managing the business cycle in a decentralised multi-layered system. While the United States has automatic stabilisers built into its system of inter-personal transfers, the system of transfers from the federal government to the states, and those from states to localities, lack any counter-cyclical features.

As a result, the United States often relies on late-night, politicised negotiations in Congress over expensive and poorly targeted rescue packages during crises, and state governments often cut transfers to local governments – by far the most important public employers – during crises. While the European Union’s history of adhering to agreed fiscal rules is not stellar, it may nevertheless be worth exploring whether there are better ways to prepare in advance during quiet times for future crises, and to generate a credible, rules-based structure for future interventions.

Finally, it goes without saying that Europe will want to avoid the hostility and polarisation that infected the United States and culminated in a bloody Civil War in the nineteenth century, or the emergence of contemporary American-style polarisation that has culminated in high-stakes battles over federalism and the judiciary in the twenty-first century. Yet perhaps European institutional designers can also take heart in the fact that despite this history of hostility and the occasional threat of disintegration, and in spite of its imperfections, the American federation has endured.


I.Origin and Evolution of the US System of Fiscal Federalism


A.Origin and Goals of the System

The US federal system originated as a defence pact among a group of newly independent colonies.4 Their common cause started as a revolt against new taxes,5 but eventually they declared their independence from the UK by asserting a series of loftier fundamental rights, including ‘life, liberty, and the pursuit of happiness.’ This union was formed from a group of colonies of very different size, military strength, organisation, and economic structure. One of the most central cleavages pitted states where elites derived significant income from slave labour against those that did not. They were only able to reach a constitutional consensus by crafting a series of institutional safeguards that would prevent one faction from imposing its will on the other by capturing the federal government.

Some of these safeguards are now viewed by many as hallmark characteristics of federalism. Some of the language of the Constitution protects the interests of states and curbs the power of the federal government. The Senate gives equal representation to all states, regardless of population. Another crucial safeguard only emerged over time. The Federal Judiciary, above all the Supreme Court of the United States, slowly grew in importance over decades, and gained a veto over the policies of the legislature, in large part due to the need for a referee between states and the federal government. Many important questions about the fiscal, legal, and policy authority of the federal government, states, and municipalities have been decided by the Supreme Court. This has led to a situation where many public policy debates that might be determined by national legislatures in other countries – for example, early twentieth century debates about taxation or the regulation of child labour, or contemporary debates about abortion or gay marriage – are cast in the United States as debates about the authority of the federal government vis-à-vis the states. As a result, the US Supreme Court plays an important role in the United States. On many occasions, the Court has thwarted the aspirations of those who wished to expand the central government’s economic authority. But on some occasions, for instance with voting rights or abortion rights in the late twentieth century, the Court has acted to limit the policy autonomy of states and municipalities in fundamental ways. A change in the composition of the Court in recent years has led to dramatic reversals of those limitations.

The original purpose of the US federation was to provide a limited set of collective goods that were under-provided by the colonies acting individually: above all, collective defence. Alexander Hamilton’s aspirations notwithstanding, the design of the US federation reflects the desire of some of its architects to limit the authority of the central government. An explicit goal was to avoid significant inter-regional redistribution and risk-sharing. One of the most distinctive features of the United States political system is that, unlike most advanced industrial democracies, it is still based on an elite bargain from the eighteenth century. Through industrialisation, globalisation, depressions, international conflict, and even the Civil War and Reconstruction, the American approach has been to amend rather than renegotiate the original bargain. Remarkably, the basic structure of the eighteenth century bargain remains in place – celebrated in schools and popular culture and protected by courts.



B.Evolution of the System

Given that the US federation was born of a tax revolt, it is not surprising that the fiscal authority of the federal government was extremely limited for over a century. Governments were only able to levy indirect taxes, and well into the mid-nineteenth century, state and local governments funded themselves through land sales and other forms of ‘taxless finance’.6 From the beginning, Alexander Hamilton viewed the federal government’s powers as hopelessly weak, and worked tirelessly to expand the central government’s fiscal authority. His famous manoeuvres included the assumption of the debts of the states from the Revolutionary War, the establishment of a mint, and the establishment of the First Bank of the United States.

The debate about the establishment of the Bank casts a long shadow. Thomas Jefferson, James Madison, and other Southerners viewed it as an unconstitutional power grab by Northern commercial interests. They argued that the Constitution did not explicitly mention the establishment of a bank or issuance of bills of credit. Hamilton convinced George Washington of the constitutionality of the Bank with an expansive interpretation of the clause giving Congress the power to enact laws that were ‘necessary and proper’ in order to carry out its more explicitly enumerated functions. Hamilton argued the Bank was necessary because the new republic could not carry out basic functions without expanding the money supply, extending credit, collecting taxes, handling foreign exchange, and storing money. This notion has become known as ‘implied powers,’ and it allowed Hamilton and the Federalists to lay the foundation for expansion of federal fiscal powers in years to come. Hamilton’s doctrine was eventually formalised by the Supreme Court in 1819 in McCulloch v Maryland.7 

However, the federal government’s fiscal powers remained quite limited, and the vast majority of expenditures took place at the state and municipal levels. As in other countries, the history of the expansion of centralised fiscal authority is closely linked with war. After all, the initial move from the Articles of Confederation to the Constitution was driven by the need for stronger common defence, and Hamilton’s initial centralising manoeuvres were facilitated by the existence of debts from the Revolutionary War.8 Faced with a need for revenue during the Civil War, Congress passed the Revenue Act of 1861, which included a tax on personal income. This tax was eventually repealed, but again in 1894, Congress enacted another federal income tax. The Supreme Court ruled that the tax was unconstitutional, since Article I, Section 2, Clause 3 of the US Constitution requires that direct taxes imposed by the federal government be apportioned among the states on the basis of population. The Court’s determination of what constituted a ‘direct’ tax made it difficult for the federal government to raise revenue without immediately apportioning it to the states. Writing for the majority, Chief Justice Melville Fuller wrote that the founders intended ‘to restrain the exercise of the power of direct taxation to extraordinary emergencies, and to prevent an attack upon accumulated property by mere force of numbers’ (Pollock v Farmers Loan Trust Co.).9 Throughout the nineteenth century, the federal government relied primarily on tariffs and excise taxes on particular goods. Only by amending the Constitution was it possible to expand the federal government’s power to tax. Congress passed the 16th amendment in 1909, allowing the federal government to raise direct taxes without apportionment, and it achieved support of the final state needed for approval in 1913.

Herein lies a noteworthy observation for Europe: in spite of the desires of elites, centralised direct taxes were not possible in the United States for over 100 years, and did not become available until obtaining the support of voters in two thirds of the states via constitutional amendment.

This expanded federal tax authority came in quite handy a few years later when the United States entered World War I. Figure 1 displays total federal government expenditures as a share of total – that is, federal, state, and municipal – expenditures from 1900 to the present. World War I led to a sudden and dramatic increase in the federal government’s ability to raise and spend money. This was achieved largely by the War Revenue Act of 1917, which greatly increased progressive income tax rates and reduced exemptions. While the central government accounted for less than a quarter of the public sector on the eve of World War I, it quickly surpassed 80 per cent. The federal government’s role quickly retreated after the war, but not all the way to its pre-war level.


Figure 1 Federal expenditures as a share of total (federal, state, municipal) expenditures in the United States, 1900 to present
[image: A line graph showing the share of federal expenditures relative to total government spending in the United States from 1900 to the present, highlighting sharp increases during WWI, the New Deal, and WWII.]

Source: Author calculations using data from US Census Bureau, Bicentennial Edition: Historical Statistics of the United States, Colonial Times to 1970; United States Federal Budget Historical Tables; USCensus, Annual Survey of State and Local Finances, all archived by usgovernmentspending.com.

World War I was the first of three major ratchet-like events leading to spikes in federal taxes and expenditures that led to a higher equilibrium thereafter. The second event was the Great Depression and the policies eventually adopted to combat it. The New Deal was perhaps the single most important turning point in the history of US federalism. The federal government became involved in a wide range of activities that had previously been considered off limits. Franklin Delano Roosevelt’s various new federal programmes aimed at combating the Great Depression, generating employment, and facilitating greater income security were extremely popular, and they brought the federal government into activities that had previously been viewed as constitutionally and politically forbidden.

Once again, the Supreme Court’s interpretation of the eighteenth century bargain took centre stage. Even though FDR won a resounding victory in 1936, and his party had a massive majority in Congress, a series of cases headed to the Supreme Court, in which the entire basis of almost every major New Deal programme was threatened. Much of the federal government’s authority over the economy came not from any enumerated powers in the Constitution, nor from the ‘necessary and proper’ clause, but rather, from a clause in the Constitution empowering Congress to regulate commerce between the states. But a narrow Supreme Court majority interpreted the interstate commerce clause as only giving the federal government very narrow powers, and it ruled against the constitutionality of many popular New Deal programmes.

In a moment with considerable contemporary relevance, FDR proposed to alter the composition of the Court, expanding it to include additional justices appointed by him to support his agenda. Perhaps in part because of the threat of FDR’s court-packing scheme and a desire to protect the autonomy of the Court, the decisive justice, Owen Roberts, switched his position on the interpretation of the Commerce Clause and joined the majority in a series of decisions that upheld the constitutionality of several crucial New Deal programmes. Facing growing criticism of his proposal, FDR eventually retreated and withdrew his plan to restructure the Court.

It is easy to look at Figure 1 and interpret the New Deal era as primarily an expansion of the authority of the federal government vis-à-vis the states. However, as pointed out by John Wallis and Wallace Oates, the New Deal led to the growth in expenditures of both the federal and state governments, and ushered in the increased interdependence of the two.10 Many New Deal programmes were funded with intergovernmental grants, which grew dramatically during this period. As explained by Wallis, many of the funds were matching grants for specific federal relief programmes, and they involved considerable federal efforts by the federal government to make matching funds contingent on specific behaviours and policies by the states.11 These efforts often generated tensions between the federal government and the states, but over the course of the New Deal Era, state government expenditures moved in the direction of programmes and policies favoured by the federal government. The New Deal can be seen as the moment when the US federal system transitioned away from what is often called the period of ‘dual’ federalism, when the spheres of authority of the federal and state governments were relatively distinct, even if highly contentious. After the New Deal, the states became much more involved in implementing federal grant-funded programmes, and in a variety of policy areas, both layers of government became intertwined in a complex web of activity. Since the 1930s, it has become increasingly difficult to identify policy areas of exclusive competence for one layer of government or the other.

The next major expansion of the federal government was to fund World War II. The spike in the federal government’s share of expenditures associated with World War II was one of the largest, and perhaps in part because it was followed by the Cold War, the arms race with the Soviet Union, and another spike associated with the Korean War, it was also a lasting one. It is worth noting that aside from small spikes associated with the Vietnam War and a period of modest fiscal centralisation associated with the last years of the Cold War, the expenditures of the US federal government have steadily declined relative to the states and municipalities.

It is important to note that in terms of public employment, the expansion of the public sector in the United States has happened primarily at the local level. Figure 2 plots total public employment at the federal, state, and local levels since 1955. In spite of overall population growth, federal employment has been relatively flat – with small temporary spikes every ten years when census employment ramps up – and has even fallen since 1990. The growth in overall employment at the state level has been quite modest. Employment growth has been concentrated among local governments, where much of the employment growth has occurred in the education sector.


Figure 2 Public Employment in the United States: Federal, State, and Local Governments
[image: A line graph showing trends in public employment across federal, state, and local governments in the United States from 1955 to 2020, with local government employment consistently the highest and recessions marked by gray bars.]

Source: Author calculations using data from: US Bureau of Labor Statistics, All Employees, Federal [CES9091000001], retrieved from FRED, Federal Reserve Bank of St. Louis; fred.stlouisfed.org/series/CES9091000001.

Local expenditures on employee compensation are funded by a mix of local taxes, especially property taxes, and transfers from state governments. Figure 2 also includes indicators (vertical gray bars) for recessions. Federal and state employment is not very responsive to the business cycle. However, note that local employment growth sometimes slows or reverses during lengthy recessions, such as in the early 1980s, and especially after the Great Recession – a point to which I will return below.



C.The Relationship between Federalism and Democracy in the United States

Democracy is often a contested term. A minimalist definition of democracy might focus on the presence of free and fair elections for at least some citizens and the possibility of elite turnover. More fulsome definitions of democracy include full and equal franchise along with assorted rights and freedoms and equality before the law. By eighteenth century standards, democratic self-government was an important feature of the system envisioned by the framers of the US system, even though it excluded many from participation and fell far short of many contemporary understandings of democracy. Moreover, elections and local self-government were envisioned as important components of the federal system. A long tradition of scholarship builds on the insights of Madison, Hamilton, and Jay in The Federalist, celebrating the role of the safeguards and limitations on majorities that emerged from the American constitutional bargain as a well-crafted structure for generating democratic self-government while protecting rights and preventing tyranny.12 As Barry Weingast has pointed out, elections are perhaps the most important safeguard of all in maintaining balance between the federal government and states.13 Admirers of the American system appreciate its status quo bias, gridlock, and gradualism as safeguards of minority rights and the assets of long-term investors. The system rarely bestows unchecked authority on one individual or group, and thus requires forbearance and compromise.

As a system for protecting minorities, however, federalism can fall short if the boundaries of subnational jurisdictions do not line up with the geography of those minorities. The very nature of American federalism was shaped in part by the desire to protect slave-owners from a possible future anti-slavery majority, and for much of American history, ‘states’ rights’ were used by white majorities in Southern states to prevent Black Americans from experiencing full citizenship. William Riker went so far as to characterise American federalism as an institution whose primary purpose was the perpetuation of racism. Only through centralised intervention was it possible to extend rights to local minorities.14 

In the current moment of intense political polarisation, decentralised federalism can seem like a solution if local majorities with different preferences, for instance over gun regulation or abortion policies, can have their way within their territories. However, since the geographic arrangement of the American political divide is largely urban-rural rather than regional, state boundaries do not correspond to the relevant political groups. Enhanced powers for state governments are of little value to urban progressives in states like Texas or Idaho, where rural interests are dominant, or to rural voters in Illinois or California, who feel oppressed by urban-dominated state governments.

It is impossible to understand the functioning of American democracy without understanding the eighteenth century federal bargain. Above all, it created the US Senate, which gives two senators to each state regardless of population, making it one of the most counter-majoritarian institutions among modern democracies. American Senate malapportionment emerged not only from the original colonies, but from the process through which sparsely populated territories achieved statehood. For instance, the Dakota Territory was divided in two in order to provide a very sparsely populated frontier area with four senators. Yet another counter-majoritarian institution, the Electoral College, also features a (much smaller) advantage for rural states.15 

Although the founders hoped to avoid political parties altogether, the winner-take-all presidency and winner-take-all electoral rules for the Senate and US House districts have created the world’s strictest two-party system. For reasons I have explained elsewhere,16 this two-party system has come to be arranged around an urban-rural divide, such that supporters of the party of cities – the Democratic Party – are highly concentrated in space. Thus, the Senate creates obvious and dramatic over-representation of the Republican Party, and even the more evenly-apportioned House of Representatives favours the Republican Party due to its more efficient geography of support.17 As a result of this, although the Democratic Party routinely wins more votes than the Republican Party in US Senate elections, it cannot win Senate majorities without winning extremely large majorities of votes. The same is true on a smaller scale in the House of Representatives and state legislatures. A combination of geographic concentration of Democrats and gerrymandering means that many state legislatures are simply out of reach for Democrats, even in some Midwestern states where Democrats routinely win statewide elections.

As described above, largely because of federalism, the US Supreme Court has become an important veto player in the American policy process, to the point that some voters with strong preferences on issues before the court might condition their votes in Senate and presidential elections on the promises of the candidates about Supreme Court appointments. In recent years, in addition to a singular focus on tax cuts, the Republican Party in the Senate has focused much of its attention on judicial appointments. The appointment process, which involves the president and counter-majoritarian Senate, has become exceptionally politicised. Due to lifetime tenure, battles over judicial nominations only raise the stakes in a polarised winner-take-all system with pronounced anti-majoritarian features rooted in federalism. A remarkable feature of American federalism in the twenty-first century is that a firm majority of justices with a so-called ‘originalist’ framework of constitutional interpretation rooted in the eighteenth century was placed in office by a President and Senate that were both elected with less than half the vote.

Many of this Court’s recent decisions are directly related to federalism. In recent years, the Court has chipped away at enforcement of the Voting Rights Act of 1965, freeing some of the states from the need to gain approval of the Department of Justice before making changes to voting laws. The Roe v Wade decision in 1973 argued that the United States Constitution included a right to privacy, which generated a nationwide right to abortion.18 After almost 50 years, the Court reversed this decision, reasoning that the constitution does not protect unenumerated rights unless they are ‘deeply rooted in this Nation’s history and tradition’ and ‘implicit in the concept of ordered liberty.’19 Going forward, this conceptualisation appears to grant considerable discretion to future Courts to determine what is ‘deeply rooted’ and to assert various philosophies about ‘ordered liberty.’ Since many well-established rights are not explicitly mentioned in the Constitution, the United States appears to be entering a period of uncertainty over rights ranging from access to birth control to gay marriage. In each case, state governments are poised to gain or regain policy autonomy in areas that had been placed out of reach by previous rulings.

The comparison with the New Deal is difficult to avoid. A conservative court with a narrow interpretation of constitutional provisions is determined to overturn progressive legislation and reverse past decisions that established harmonised nationwide rights. And again, progressives are tempted to expand the size of the court and undermine its legitimacy. And again, in order to forestall this, the Court might wish to protect its institutional prerogatives by acting more cautiously than its most ardent supporters and detractors anticipate. This dance between elected officials and courts is a recurring leitmotiv of American federalism.

It is difficult to understand the relationship between federalism and democracy in the United States over the last three decades without considering the rise of extreme partisan polarisation. As new cleavages emerge over time – including civil rights, abortion, globalisation – the parties take distinct positions on the new issues, and some voters with strong preferences on these new issues sort themselves into a different party. This makes the parties quite internally heterogeneous, which provides party leaders and their media allies with incentives to manage that internal party heterogeneity by portraying the out-party as ideologically extreme. Elites in the two parties, along with their media allies, invest a great deal of effort into portraying the out-party as ideologically extreme and distasteful. Parties have become increasingly focused on mobilising base voters with such ‘demonising’ appeals rather than attempting to demonstrate their competence to moderates.

This type of politics led to the quick politicisation of the COVID-19 response in the United States. The virus emerged first in densely populated, overwhelmingly Democratic areas. Given the combination of political polarisation and federalism in the United States, the federal executive branch, then controlled by a Republican president, initially faced weak incentives to implement policies called for by Democratic officials in urban states and counties. Thus, in the early days of the pandemic, Democratic public officials became supportive of shutdowns and an expanded role for government expenditures and regulations. For many Republican officials, whose base-mobilisation strategy requires sharp ideological contrast with Democrats, the response was to characterise most COVID responses as a cynical power-grab by the left. Once the COVID response had been politicised in this way, it eventually expanded beyond the realm of shutdowns and expensive relief packages – policies with a clearer mapping onto preexisting ideological conflicts – to ostensibly orthogonal mitigation strategies like masks, vaccines, and drug treatments.

All of this has had important implications for battles about federalism and local authority. In many states controlled by Republicans, grudging acceptance of mitigation strategies implemented by Democratic mayors and county public officials gave way to intergovernmental conflict. Several Republican governors jettisoned the party’s traditional support for local authority, and attempted to preempt local officials’ efforts to regulate bars and restaurants and require masks and vaccines in various settings. In some instances, governors threatened to withhold funding for schools and local governments if they required masks to be worn indoors. In contrast, in states controlled by Democrats, rural Republican officials have bridled at COVID regulations ordered by state-level officials, largely ignoring them or refusing to implement them. In short, like many other controversial policy issues, from abortion to gay marriage, guns, or immigration, battles about COVID mitigation have quickly transformed into battles about federalism and decentralised authority.

Finally, the relationship between federalism and democracy has become more contentious in recent years as new battles about elections and democracy have emerged. In part because of the Supreme Court’s decisions to free state governments from federal oversight established by the Voting Rights Act, some state governments have been passing a wide variety of controversial laws related to voter registration, methods of voting, voter identification requirements, and the like. Moreover, perennial battles over redistricting and gerrymandering continue. As federal courts step away from enforcing nationwide notions of voting rights, plaintiffs have challenged many of these news laws and redistricting plans in state courts, where state constitutions and statutes appear to include relevant protections for voters. For instance, state courts have invalidated redistricting plans in several states as impermissible partisan gerrymanders.

However, a new area of controversy relates to a recent constitutional theory known as the ‘independent state legislature theory,’ holding that the Elections Clause should be interpreted strictly, such that state legislatures alone have jurisdiction over federal election law, meaning that those legislatures do not have the right to delegate authority to secretaries of state or bureaucrats, and that state courts may not enforce state constitutional provisions related to elections, and in some interpretations, even that governors have no veto in matters related to elections.20 The Supreme Court will soon take up a case that will force it to clarify this matter, with potentially far-reaching implications for federalism and election law.



II.The Distribution of Resources and Substantive Competences

As mentioned above, by specifying that direct taxes must be apportioned to the states, the original American system was explicitly designed to avoid inter-state redistribution. The 16th Amendment made it possible, however, for the central government to pursue forms of inter-personal and place-based redistribution that would have the effect of generating inter-regional redistribution. And as described above, the creation of an array of intergovernmental grant programmes in the New Deal era have led to the creation of a complex intertwined system of finance for many programmes. Yet unlike some other federations, the United States has avoided the creation of ‘shared’ taxes. There are no jointly levied federal-state taxes for which some share automatically accrues to state governments. Nor are there taxes that ‘belong’ to the states but are collected by the federal government, or vice versa. The federal government and each state maintain their own independent tax agencies. Moreover, unlike almost every major federation, the United States has not developed a system of broad general-purpose grants aimed at achieving some type of inter-regional redistribution from wealthy to poor states, or guaranteeing some minimal level of service provision in poor states. An exception was the short-lived programme of so-called ‘general revenue sharing’ in the 1970s and early 1980s. For the most part, beginning with the New Deal, the federal government has engaged in various earmarked, programme-specific grants to the states. Each programme is distinct. In some cases, the grants are conditional on states fulfilling certain requirements, and in some cases, matching grants are used. As of 2019, 61 per cent of federal grants to states are for health – mostly Medicaid. 16 per cent are for income security programmes, nine per cent are for transportation, and nine per cent are for education.21 

Figure 3 presents information from the US Census Bureau on intergovernmental grants as a share of general revenues for state governments (solid data markers) and local governments (hollow data markers). For local governments, I aggregate the data for county, municipal, and township governments as well as special districts and school districts. The local government data are based on a full census in years ending in 2 and 7 (larger data markers) but should be approached with caution for other years (smaller data markers), when the census department survey only goes to a sample of governments.


Figure 3 Intergovernmental Grants as Shares of General Revenue for State and Local Governments
[image: A scatter plot showing intergovernmental grants as shares of general revenue for U.S. state and local governments from 1967 to 2020, with recession periods shaded and separate data points for census and non-census years.]

Source: Author calculations using data from: United States Census of Governments, via the Willamette Government Finance Database. my.willamette.edu/site/mba/public-datasets.

The solid data markers in Figure 3 demonstrate that during the Reagan era in the 1980s, state governments became substantially less dependent on intergovernmental grants from the federal government. However, since the early 1990s recession, a ‘ratchet’ pattern appears, such that state governments become substantially more dependent on federal transfers as a result of new forms of assistance that emerge from efforts to stabilise state budgets in the years immediately after the onset of a recession. This extra assistance then tapers off, but the transfer-dependence of state governments does not return to its pre-recession level. The same thing happened in the 2001 recession, and once again in the Great Recession. The massive infusion of federal funds associated with the COVID crisis will lead to yet another spike. Aggregate data obscure significant variation across states, but budgets of state governments are increasingly oriented toward expenditures on federal programmes – above all Medicaid – and increases in own-source revenue often come with a political cost, so that the importance of transfers in state revenues has slowly grown.

It is important to note that the pattern for local governments has been quite the opposite (see the hollow data markers in Figure 3). The era of General Revenue Sharing in the 1970s led to a substantial increase in the reliance of local governments on intergovernmental transfers, and as with the states, the 1980s ushered in a large decrease in transfers to local governments. Transfers to local governments – above, aid from state governments to local school districts for education – increased gradually throughout the 1990s. However, when state governments were benefiting from a large increase in federal transfers after the 2001 recession, local governments experienced a decrease. And the large increase in transfers to states after the 2008 recession did not make its way to the budgets of local governments, which instead experienced large decreases in transfers after the Great Recession, even as the tax revenues were also falling. Many state governments balanced their budgets after the Great Recession by cutting grants to local governments and school districts. Figure 3 is a plot of grants as a share of revenues, so it demonstrates that grants to local governments were falling even faster than own-source revenues during this period. As a result, local public employment – especially in education, but also in policing, public hospitals, and roads – fell substantially during and after the Great Recession. In many counties, public employment had still not recovered to levels seen before the Great Recession when the COVID crisis hit, when it fell still further.

Figure 4 demonstrates that intergovernmental transfers from states to local governments have fallen precipitously as a share of outlays of state governments since the 1970s, with many of the cuts coinciding with recessions. A far larger share of state government expenditures are now direct expenditures, including for Medicaid, rather than grants to local governments.


Figure 4 Intergovernmental Grants to Local Governments as Share of Total Expenditures by State Governments
[image: A line graph showing the decline in intergovernmental grants from U.S. state to local governments as a share of total state expenditures from 1970 to 2020, with recessions marked by gray vertical bars.]

Source: Author calculations using data from: United States Census of Governments, via the Willamette Government Finance Database. my.willamette.edu/site/mba/public-datasets.

Recall from Figure 2 above that state and federal employment do not typically fall during recessions. Job losses take place primarily at the local level, where borrowing during recessions in order to avoid firing teachers and social workers is especially difficult. Note that in recent recessions prior to the COVID outbreak, the ad hoc scramble for additional federal support has been directed almost exclusively at state governments. In fact, state governments have been able to stabilise their direct expenditures as a result of these additional grants. However, in spite of this extra support from the federal government, state governments typically cut their transfers to local governments during and after recessions. As a result, local governments are hit with simultaneous reductions in tax revenues and intergovernmental funds. This can be especially difficult for relatively poor, rural municipalities and school districts, where budgets are often more dependent on transfers funded by more affluent suburban taxpayers.

In urban and suburban areas with diversified economies and many sources of private sector employment, it is often possible to absorb these cuts and return to growth relatively quickly. However, in much of rural America, public sector employment is a very important part of the labour market, and as a result, cuts during recessions leave a lasting legacy. Employment in large swaths of rural America has still not recovered from the public sector cuts in the wake of the Great Recession. In some rural places, the local public sector was the biggest single category of long-term job losses in the decade after the Great Recession.22 

In comparison with other federations, the United States is quite exceptional in its lack of a formal system of fiscal equalisation. Beland and Lecours argue that in part, equalisation payments emerged in federations like Canada and Australia in the middle of the twentieth century as efforts to forestall secessionist movements and generate national unity, whereas the United States, after the Civil War and Reconstruction, did not face any similar threats to its territorial integrity.23 They also point to differences in cultural notions of citizenship, and the ease with which states that stood to be ‘payers’ in any system of equalisation in the United States might be able to block any proposals that they feared would make them into long-term losers.

To be sure, some of the grants in the United States are distributed via formulas that are broadly progressive. However, many of the grants, eg for highway funds, are distributed via formulas that have little to do with income. In the distribution of federal funds, the counter-majoritarian and highly malapportioned Senate is of crucial importance. Small states are able to bargain for far more than their per-capita share of resources. The standard operating procedure for many grant programmes – especially ad hoc responses to events like recessions or the pandemic – is to release grants on a per-capita basis, with a minimum floor that is of great benefit to small states. In practice, states like the Dakotas, Vermont, and Wyoming are showered with federal largesse that is funded by taxpayers in larger states. The result of all this is a system of intergovernmental grants that is not notably progressive.


Figure 5 Intergovernmental Grants Per Capita, Income per Capita, and Population, US States, 2010–2019
[image: Two scatter plots comparing mean federal grants per capita in U.S. states (2010–2019) with mean log income per capita and mean log population, showing an inverse relationship with income and population size.]

Source: Author calculations using data from: United States Census of Governments, via the Willamette Government Finance Database. my.willamette.edu/site/mba/public-datasets.

The left-hand panel of Figure 5 plots federal grants to US states per capita on the vertical axis, and total income per capita (from the Bureau of Economic Analysis) on the horizontal axis. The gray data markers indicate the population size of the state. It demonstrates that in the aggregate, federal grants are not targeted at low-income states. The contrast with federations like Germany, Australia, and Canada is notable. As clarified in the right-hand panel of Figure 5, perhaps part of the explanation for the lack of progressivity in the US grant system is the bias in favour of small states.

The federal government has little direct formal involvement in the states’ ability to raise revenue, but as a practical matter, state and federal governments are attempting to tax the same individuals and firms, and the efforts of each level create important externalities for the other. The revenue structure of the states is quite varied. Some states, like California, raise substantial revenues through state income taxes, while others, like Texas, have no income tax at all. States without income taxes rely mostly on sales and corporate taxes. The states have full autonomy over the designation of the base and rates for their various taxes. However, the states are very much affected by federal government’s decisions about things like the deductibility of state and local taxes as well as mortgage interest on federal tax returns. For many decades, Americans were able to reduce their federal tax burden by deducting taxes paid to state and local governments. Recent tax reforms placed a $10,000 limit on this deduction, which had the impact of raising taxes significantly for high earners in states that rely heavily on income taxes.

In order to understand the impact of this type of reform, it is important to understand the geography of prosperity and the knowledge economy in the United States. As explained by Moretti, investment in the knowledge economy, and the high-paying jobs that go with it, are highly concentrated in a small number of counties in the United States.24 In addition to the agglomeration effects noted by economic geographers, a less appreciated aspect of this concentration is the history of massive federal government investments in sophisticated national defence programmes in places like Silicon Valley and Boston. This geographic concentration of prosperity appears to be growing more quickly in the United States than in many other federations. Another feature of American decentralisation is strong control for local jurisdictions over zoning, and as a small number of cities (eg, Boston, Seattle, and San Francisco) have seen extraordinary investment in the knowledge economy, self-interested local majorities have prevented an increase in the housing supply. This leads to extremely high home prices and higher cost of living in these dynamic cities.

The US dollar is a rather different unit of currency in wealthy coastal cities than in much of the rest of the country. Yet the federal tax system treats them exactly the same. Thus, a middle-class individual in the San Francisco Bay area makes a substantially higher salary, and pays substantially more for housing and utilities, than a middle-class person in Ohio. The San Francisco resident is also taxed by the federal government at a much higher rate. A very high share of federal taxes in the United States are collected in a very small number of counties in the most productive parts of the country on the two coasts. Someone in the top decile of the income distribution in Alabama would be in the middle of the distribution in the San Francisco Bay Area. Thus, the federal tax burden of the middle and upper part of the local income distribution is far greater in knowledge economy cities, which effectively subsidise the rest of the country.

By reducing the state and local income tax deduction, along with the amount of mortgage interest that can be deducted, while also lowering top rates, recent tax reform had the impact of increasing the tax burden in productive, knowledge-economy areas and reducing it for the wealthy in less productive parts of the country. This also has an important implication for state governments in states like Massachusetts and California, since the increasing federal tax burden makes it more difficult for state governments to raise additional revenue.

While the United States does not have a formal equalisation system, and as seen above, the distribution of federal grants is not especially progressive, the revenue side is far more progressive, such that per capita balance of payments by state is negatively correlated with income. This creates what might be viewed as ‘equalisation by stealth,’ in the sense that the net fiscal flows accruing to states like those in the deep South, and the net fiscal transfers being paid by the states in the Northeast, are not very transparent.25 Something similar happens within states, where the size of the subsidies flowing from wealthy suburban areas to poor rural areas is very poorly understood.

The opacity of the US system is an interesting contrast with the transparency of the equalisation system in Canada. From a traditional public finance perspective, the lack of transparency in the United States breaks the link between taxes and benefits, distorting choices and undermining accountability. On the other hand, the transparency of the Canadian system might make it easier for political entrepreneurs in paying provinces like Alberta to stoke anger and resentment. Indignation about net fiscal transfers to poor states has not typically been an important rallying cry for voters in Connecticut and Massachusetts, and voters in urban and coastal California do not rail against transfers to the poor counties of the interior. Fights about federalism in the United States have historically been about hot-button social issues, COVID relief, and democracy rather than fiscal transfers.

On the expenditures side, state governments have full autonomy in theory, but practice is much more complex. A very large share of the expenditures of the states is conducted in policy areas, above all health care, where the federal government plays an extremely important role in funding via grants. For the implementation of its policies, the federal government has a rather limited presence around the country. Two major social programmes are administered directly by the federal government: Social Security and Medicare (a health-care programme for senior citizens). The federal government also runs an extensive health system for veterans. Otherwise, the federal government must attempt to achieve its goals via conditional grants to states and in some instances, local governments.

It is tempting for the federal government to issue what critics refer to as ‘unfunded mandates.’ The federal government sometimes passes laws that obligate lower-level governments to achieve certain benchmarks, while offering inter-governmental grants that are insufficient to achieve the specified outcomes. Examples frequently criticised as unfunded mandates include the Americans with Disabilities Act, or the Federal No Child Left Behind Act of 2001, which required states to create and administer standardised tests in order to receive federal funding. City and county governments also frequently complain about unfunded mandates from states. Debates about unfunded mandates and conditions associated with grant programmes are a ubiquitous and ongoing feature of American federalism. Like every other aspect of American federalism, they frequently involve the courts.

One of the most controversial aspects of federal-state relations is Medicaid – a joint federal-state programme to provide health care for low-income residents. The key feature of Medicaid is its open-ended federal matching component. The federal government guarantees matching funds – at least dollar for dollar – to states for all qualifying Medicaid expenditures undertaken by states. This provides states with relatively strong incentives to spend money on Medicaid versus other programmes that receive no matching funds. In some instances, the federal government provides a higher matching rate. For instance, as part of the Affordable Care Act (‘Obamacare’, ACA), the federal government offered to pay 100 per cent of Medicaid costs for newly eligible individual added to the programme, tapering to 90 per cent after an introductory period.

Like so many other policy areas, Medicaid expansion, and the ACA more generally, have become part of the highly polarised American two-party conflict. Again, incumbents and challengers have adopted a system of base mobilisation driven by the maximisation of the perceived ideological distance of the out-party. This has led some state officials to leave surprisingly large amounts of federal money on the table. Because they are opposed to the expanded federal role in Medicaid and the ACA more generally, some Republican-led states have refused to expand Medicaid enrollments that would have, at least for a period of time, been completely funded by the federal government. As a result, Medicaid eligibility, requirements, benefits, and delivery are quite varied across states.

Figure 6 displays the evolution of aggregate expenditures of the states by category. The largest category, public welfare, is dominated by Medicaid. This category accounted for 18 per cent of expenditures by states in 1990. Largely because of the growth of Medicaid relative to other programmes, it now accounts for almost 33 per cent of expenditures, much of which is funded through federal grants.

The second-largest category of expenditures is elementary education. However, it should be emphasised that the vast majority of these expenditures are not undertaken directly by state governments, but rather, they take the form of inter-governmental grants to local governments and school districts. Moreover, a portion of these education expenditures are ‘pass-through’ grants from the federal government that are then distributed to the school districts.


Figure 6 Major Expenditure Categories, US States, as Share of Aggregate State Expenditures, 1972–2019
[image: A line graph showing U.S. state expenditures by major category from 1970 to 2020, highlighting the sharp rise in public welfare spending compared to steadier trends in health, education, hospitals, and corrections.]

Source: Author calculations using data from: United States Census of Governments, via the Willamette Government Finance Database. my.willamette.edu/site/mba/public-datasets.

The system of unemployment insurance in the United States is also a complex area of joint federal and state involvement. Each state administers its own unemployment insurance system. These systems are funded by payroll taxes levied on employers, but in some states, employees make direct contributions as well. Benefit levels and eligibility requirements vary by state. States with under-funded programmes have been able to borrow from the federal government to keep unemployment benefits flowing. This provision was used by a number of states during the Great Recession and during the COVID pandemic. The states whose unemployment trusts have built up the largest debts to the federal government include California, New York, Texas, and Illinois.26 Moreover, beyond these loans, the federal government has stepped in to provide direct subsidies to bolster state unemployment systems, in particular with the goal of expanding the duration of coverage, during severe recessions. In response to the Great Recession, the federal government provided additional unemployment insurance to cover 100 per cent of the cost of a programme that extended benefits for an additional 13 weeks. In response to the COVID pandemic, the federal government not only backstopped state programmes, but it also provided addition supplementary unemployment payments that were completely funded by the federal government.

The framers of the US Constitution did not envision programmes like Medicaid or unemployment insurance. The assignment of tasks was oriented toward an eighteenth century notion of how to govern what was essentially a mutual defence pact. As the demands on the federal government grew, the path of least resistance was often the creation of redundancies and complex, intertwined programmes involving the federal government, states, and local governments. One clear disadvantage of this style of federalism, especially when combined with the current level of political polarisation, is the extent to which it encourages credit-claiming and blame-avoidance. For instance, if parents are unhappy with budget cuts in local schools, it is not clear if they should blame the school district that actually released the school budget, the state legislature that cut intergovernmental grants to school districts in an effort to balance its own budget, or the federal government for requiring that budgets be redesigned around standardised testing and for pushing state budgets to spend ever-increasing amounts on Medicaid rather than education.

This disadvantage of complex, intertwined federalism was on clear display during the COVID crisis. The federal government presides over an impressive national public health apparatus, including the Centres for Disease Control and the National Institute of Health. Yet much of the relevant authority over public health was in the hands of county, municipal, and state officials. When the virus first emerged in cities controlled by Democratic mayors, often in states with Democratic governors, the Republican president had weak political incentives to mobilise federal resources in the early days of the pandemic. The president called upon state and county governments to act alone – even encouraging them to compete against one another to obtain protective equipment and ventilators. Likewise, governors sometimes avoided making difficult and potentially unpopular decisions about closing bars, cancelling sporting events, or requiring masks, leaving those decisions instead to county public health officials, who then ended up facing protests in front of their homes and death threats from irate local citizens.

Even the administration of elections is an area of complex joint responsibility. The Elections Clause of the Constitution (Article 1, Section 4, Clause 1) directs the legislatures of the states to determine the ‘times, places, and manner’ of elections to the federal legislature. State legislatures also have the power to choose presidential electors – a power that they have delegated to their voters. Some states have delegated power over redistricting to independent commissions, or delegated certain decisions about ballots, voting machines, and the like to secretaries of state and various appointed bureaucrats, some of whom made important and controversial decisions about how to conduct elections during the pandemic. Some states also have provisions in their state constitutions that relate to elections, and these are sometimes reviewed by state courts, which has in recent years led to a central role for state courts in high-profile decisions about redistricting, absentee ballots, and other aspects of election administration. As mentioned above, however, if the Supreme Court endorses the so-called ‘independent state legislature’ theory, various types of delegation would no longer be possible, and the role of secretaries of state, governors, and state courts would be transformed.

In practice, much of actual election administration, including the printing of ballots and counting of votes, is carried out by counties, who often operate by rather different norms and procedures, for instance about rejection of absentee ballots, even within the same state. Popularly elected and openly partisan secretaries of state make determinations about where to send voting equipment. As with so many other aspects of US politics, federalism and overlapping authority generate intense judicialisation. Most close elections end up being litigated, and election law is a booming professional field. Federal and state laws, above all those meant to facilitate minority representation, lead to constant lawsuits not only about the conduct of state and federal elections, but also elections for city councils and school boards. All of this only adds to the centrality of judicial appointments as focal points in American political battles.

A current area of concern is with efforts by strong partisans to take over what were traditionally non-partisan election administration jobs at the local level. Likewise, state governments have attempted to wrestle power over election administration away from local officials when it suits their partisan interests. As with so many policy areas, highly polarised battles about election administration are wrapped up in battles about federalism and decentralised authority.

Finally, beyond taxes and expenditures, the US states have considerable scope for action in the regulation of the economy and society. For instance, 16 states have environmental policy acts, which require that proposed actions by the state government be evaluated for their potential impact on the environment or public health. Business and environmental regulations vary considerably from one state to another. Moreover, regulations related to firearm ownership vary considerably across states, and across localities within states.

After the recent Supreme Court decision eliminating a nationwide protection for abortion rights, states are now becoming quite active in crafting their own distinctive abortion regulations, ranging from strict bans in the most conservative states to strong protections in the most progressive states. This development is creating a new set of conflicts in American federalism. Legislatures in states with abortion bans have discussed ways to sanction state residents who obtain abortions in other states, or to punish those who ship medications into the state. This will force the Supreme Court to revisit previous rulings about inter-state commerce and travel. Within states with abortion restrictions, popularly elected prosecutors in urban areas where local majorities support abortion rights have indicated that they will not prioritise enforcement of abortion regulations, which will likely lead to jurisdiction battles between state and local officials.



III.Financial Stability

Perhaps one of the most admired features of the US system of federalism is the lack of federal involvement in the borrowing decisions of the states, and the emergence of the states as subnational ‘sovereigns.’ A multi-layered fiscal system can be understood as a dynamic game of incomplete information, where lower-level governments must respond to negative revenue shocks, but they are uncertain about whether, in the event of a debt servicing crisis, the central government would rescue them with bailouts.27 If the perceived probability of an eventual bailout is sufficiently high, lower-level governments face incentives to avoid hard decisions and wait for bailouts. If the perceived probability is sufficiently low, the lower-level governments are like miniature sovereigns. They understand that they are responsible for their own fiscal obligations, and as a result, they will take politically painful measures to cut expenditures or raise revenues in reaction to a negative shock, perceiving that they have little to gain from allowing a full-blown debt-servicing crisis to emerge.

The latter type of system requires that the higher-level government make a credible ‘no bailout’ commitment. This commitment was first established in the United States in the 1840s, when a number of states defaulted on their debts. They and their creditors lobbied the federal government for a new round of federal debt relief along the lines of Hamilton’s initial debt assumption. They were rebuffed, in large part because it was not possible to put together a legislative majority in favour of bailouts. This is reminiscent of the argument of Beland and Lecours about the veto power of wealthy states as a reason why the United States did not adopt a formal system of equalisation.28 The defaulting states were frozen out of credit markets. In order to approach credit markets again, states were then forced to move beyond financing themselves with things like charters and land deals and develop a tax base, and they devised a set of self-imposed formal borrowing restrictions. These borrowing restrictions eventually spread through a process of policy diffusion and are now in place in almost all states.

There is an empirical literature that exploits variation across states in the stringency of these rules. Some are embedded in the state constitution, and others are statutory. Some states allow a deficit to be carried over to the next fiscal year. Some states require that the legislature pass, and the governor must sign a balanced budget, while others only require the proposal of a balanced budget, and still others pay no attention to the budget but instead restrict borrowing. While states with strict balanced budget rules attempt to sell public assets and transfer resources across government funds to close budget shortfalls,29 research has suggested that more stringent and enforceable rules are associated with lower deficits, reduced expenditures, quicker adjustments in response to downturns, and lower borrowing costs.30 It may be especially relevant for the European Union that deficits and expenditures appear to be lower in states where the rules are formally enforced by elected state supreme courts rather than those appointed by the governor or legislature.

A difficulty with these cross-sectional studies, however, is that they cannot disentangle whether different fiscal outcomes associated with more stringent rules are caused by the rules themselves, or by the underlying political climate in the states that adopt the strictest rules. It is possible that the true enforcement mechanism of state-level fiscal rules is not the courts, but rather, the state’s voters. It is possible that the rules create a clear focal point that facilitates blame and potential electoral punishment for excessive borrowing, which voters fear will ultimately lead to tax increases or service cuts. To the extent that this is true, it requires a clear understanding on the part of voters that the federal government’s no-bailout commitment is credible, and that the costs of excessive borrowing will be borne relatively quickly by the state’s voters.

The 1840s crisis was an important moment in the emergence of the central government’s credible ‘no bailout’ commitment. Whether the federal government’s commitment is still credible after two world wars and the emergence of complex, intertwined federalism during the New Deal is the subject of some debate in the United States. Given recent experience, states can rationally anticipate the continued flow of grants for Medicaid, and can indeed hold out hopes for an eventual package of additional funds to bolster Medicaid and other programmes, and they can hope for assistance with their unemployment programmes. In each US recession, after considerable indecision, debate, and lobbying, some system of ad hoc special grants to the states is eventually allocated by Congress. However, these grants have never been earmarked for debt servicing, or distributed according to indebtedness or even income. In fact, they are typically distributed on a per-capita basis with a generous floor for small states, or on some other criteria that reflect last-minute bargaining in the legislature. Homeland Security grants after September 11 went disproportionately to rural fire departments rather than cities facing terrorist threats, and grants to states in the initial package of relief after the outbreak of COVID showered substantial resources on South Dakota, which had very few cases at the time, and left New York with relatively little, even though it had one of the largest outbreaks in the world. Some observers refer to these ad hoc grants as ‘bailouts,’ but this seems to be a definition of bailouts that would include virtually any increased federal transfers in response to unforeseen crises.

Perhaps in large part because the United States does not have a system of redistributive and/or counter-cyclical general-purpose grants, and since delayed, ad hoc per capita grants in the wake of crises have been of relatively little comfort, historically, state governments have not made fiscal decisions in the wake of downturns as if they expect to eventually externalise their debt burdens onto the federal government. Rodden (2023) shows that direct expenditures of states increase from trend during recessions, in large part due to greater uptake of Medicaid and other public welfare programmes, but there is eventually a retrenchment. Real per capita expenditures of the states flattened out and returned to trend after the 1991 recession and fell sharply after the 2001 recession and the Great Recession. And as described above, states have been balancing their budgets by cutting grants to local governments in recent decades.

As previously mentioned, each recession since 1991 has involved a spike in federal transfers, while real state taxes per capita have fallen sharply with each recession and only recovered very gradually. This has led to the trend, described above, of increasing dependence of the states on federal transfers with each recession. Direct state expenditures have increased substantially since around 2000, while state tax revenues have stagnated and federal grants have trended upwards. An important question is whether the credibility of the federal government’s ‘no bailout’ commitment can be maintained if this trend continues.

It should be noted that federal COVID relief efforts have made some important changes from the typical post-recession playbook. In particular, rather than routing resources exclusively through state governments, the American Rescue Plan made funds directly available to local governments, and those resources that still passed through the state government must be dispersed to local governments on a rapid timetable or forfeited. Moreover, the funds provided to state and local governments by the American Rescue Plan were not earmarked for COVID-related programmes, and state and local governments were allowed to use additional federal transfers to fill gaps in budgets, bolster social expenditures, or invest in infrastructure. Governments were explicitly forbidden, however, from using the funds to enact tax reductions. This provision has been extremely controversial and difficult to enforce, and like many other aspects of COVID policy, it was being challenged in court.

The very large ad hoc transfers to state and local governments associated with the COVID relief packages were crafted with the anticipation that state and local tax revenues would be decimated by the economic downturn. However, state and local tax revenues were far more resilient than anticipated, and COVID relief has been something of a windfall for state and especially local governments. Local government employment has been quite slow to recover, however, in part because officials are loath to use one-time windfalls to embark on recurring personnel expenditures, but also in large part due to an extremely tight labour market in which public-sector wages and flexibility of working arrangements were not attractive relative to the opportunities in the private sector.

The federal government’s COVID response has potential to change the basic structure of American federalism in several ways. US state governments do not have a tradition of running up large debts to the federal government, as in, for example, the Brazilian federation. However, as mentioned above, several states have run up large debts to the federal government via their unemployment insurance programmes during COVID. Forgiveness of such debts, if carried out, might create moral hazard problems going forward.

Perhaps the most important innovation for fiscal federalism in the policy reaction to COVID was the decision by the Federal Reserve to introduce a programme for purchasing newly issued state and local government bonds via the Municipal Liquidity Facility (MLF). This programme was supported by Treasury via the Collaboration, Accountability, Research, Education and Support (CARES) Act, which indemnified the Fed against losses from default. The programme was hurriedly introduced as bond yields were rapidly increasing in March of 2020, and some governments were unable to issue debt. It was clear that these government would begin to shed public employees very quickly. Soon after the introduction of the programme, bond yields stabilised, ultimately declining throughout the summer after a very large spike in March.31 It should be emphasised that actual take-up of the programme was very low. Only the state of Illinois and the New York Transportation Authority ended up participating before the programme was wound down. The rapid reduction in bond yields in late March and April 2020 indicates a powerful backstop effect, not unlike Draghi’s famous ‘whatever it takes’ speech. According to analysis of Bordo and Duca, this indicates that there was systemic risk in the municipal bond market, and without the Federal Reserve’s action, yields would have continued to rise and many governments would have been frozen out.32 

Recent research exploits a discontinuity in MLF eligibility to study the impact of the programme. It finds that not only did the Federal Reserve serve as a liquidity-provider of last resort, but it may have also created the perception of credit-risk sharing. Specifically the lowest-rated issuers were some of the biggest beneficiaries.33 Haughwout and collaborators also examined the impact of this programme, along with inter-governmental grants associated with the CARES act, on state and local employment. They find that both programmes had an immediate impact on employment. They also find evidence consistent with the view that government furloughs of public-sector workers in response to the pandemic were surprisingly large relative to the size of revenue losses, suggesting that local officials may have over-reacted based on past experience.34 

The MLF is no longer functioning, but the episode may have set an important precedent. Market actors might now begin to view the Federal Reserve and Treasury as a natural backstop in the event of another systemic state/municipal crisis. The MLF was carried out under the auspices of Section 13(3) of the Federal Reserve Act, which permits the Federal Reserve to provide liquidity directly to non-bank, commercial entities in times of crises by a vote of five governors. The Consolidated Appropriations Act of 2021 contains provisions that attempt to change the authority of the Board of Governors under Section 13(3) going forward, focusing on rolling back some of the specific programmes instituted during the COVID crisis. However, this language does not seem to prevent similar uses of Section 13(3) in the future, and there are additional provisions in the Federal Reserve Act that would appear to give the Federal Reserve the authority to provide liquidity to states and municipalities, including Section 14(2)(b).35 An important question for future analysis is whether, along with the increasing transfer-dependence of state governments, expectations of further involvement of the Federal Reserve in municipal credit markets might undermine the traditional ‘no-bailout’ commitment of the federal government.

In sum, a legacy of the original American federal bargain is that the federal government has been rather uniquely disengaged from regulating the borrowing of the states, and since it is also disengaged from guaranteeing minimal levels of service provision or income, it has also been credibly disengaged from guaranteeing their debts. With the federal response to each recent recession, this disengagement has been increasingly called into question. Over recent decades, this disengagement has been a double-edged sword. It works well as a mechanism for avoiding burden-shifting from imprudent lower-level governments to the centre, but in conjunction with the states’ balanced budget requirements, it also creates highly pro-cyclical public expenditures. Local fiscal contraction and job losses can easily undermine the efforts of the federal government and central bank to stimulate the economy during recessions.



IV.Inequality and Solidarity

The United States has come a long way since Jefferson, in his Notes on Virginia, referred to Virginia as ‘my country.’36 While the governor of California in 2020 pointedly refers to it as a ‘nation state,’ the primary allegiance of most Americans is with the nation rather than their individual state. Nevertheless, solidarity is, quite literally, a foreign concept in the US federal system. This word has no place in the lexicon of American federalism akin to its use in Germany. While formulaic grant programmes in the United States often have a minimum floor, these act merely as subsidies to small states. As a legacy of its founding, the US Constitution contains no hint of an indication that the federal government has an obligation to guarantee some minimum level of service provision or, in the parlance of the German Basic Law, living conditions, throughout the country.

In spite of wars, recessions, and the growth of the federal government, little has changed in this aspect of US federalism. Public expenditures vary dramatically from one part of the country to another. The provision of education, for instance, varies greatly from one state to another, and more importantly, from one school district to another within states. After a long period of income convergence associated with the movement of manufacturing to the South and the rise of the Mountain West, incomes are diverging across states, as well as within states, and economic prosperity is increasingly concentrated.37 Rates at which people have health insurance are quite varied cross states. Even life expectancy is diverging across states and counties, and is actually declining in some of the poorest rural counties.


Figure 7 State-Level Income per Capita, Expenditures, and Grants, 2019
[image: A set of four scatter plots showing relationships between 2019 state-level income per capita and measures of expenditure and federal grants, revealing that higher-income states generally have lower grants and expenditures relative to GDP.]

Source: Author calculations using data from: United States Census of Governments, via the Willamette Government Finance Database. my.willamette.edu/site/mba/public-datasets.

The first panel in Figure 7 plots total expenditures of state governments per capita in 2019 against per-capita income, demonstrating that some of the wealthiest states, like New York, Massachusetts, and Wyoming spend more than twice as much per capita as states like Georgia, Florida, and Tennessee. It should be kept in mind, however, that a dollar of state expenditures can purchase far more goods and services in Tennessee than in New York. The second panel of Figure 7 demonstrates that even though they spend less per capita than the wealthier states, government expenditures make up a larger share of the economy in relatively poor states. As shown in the bottom panels of Figure 7, this is driven by the fact that even though relatively poor states do not receive larger grants per capita, as demonstrated above, grants make up larger shares of revenue, and larger shares of GDP, in the poorest states.

Aside from intergovernmental grants, there are some important federal programmes that provide the same benefits to individuals regardless of their geographic location. These programmes are limited, for the most part, to senior citizens (Social Security and Medicare), disabled individuals (also funded through the Social Security Administration), and veterans who have access to the nationwide system of health care offered through the Veterans Administration. Payments associated with other programmes, such as Medicaid or food assistance programmes, are ultimately determined by decisions of states. In European policy debates, the claim is sometimes made that the US system of fiscal federalism provides a system of insurance against asymmetric shocks. This is true, but research has shown that this insurance comes exclusively from the nature of the income tax. Asymmetric negative income shocks are associated with lower federal tax payments, but they are not associated with increased federal expenditures.

Viewed from Europe, Americans’ tolerance for growing inter-regional inequality might seem puzzling. It may seem surprising that political entrepreneurs do not latch onto the issue of divergence in income and living conditions, mobilising poor regions to push for increased inter-regional transfers from the wealthy regions. The explanation is largely beyond the scope of this chapter, but Alberto Alesina and his collaborators have claimed that compared with Europeans, Americans have rather distinctive beliefs about the impact of effort versus luck in the determination of income, and more optimistic assessments about their prospects of upward mobility.38 

Another possibility has to do with the odd way in which the American party system has evolved in the era of the knowledge economy and globalisation, combined with the lack of transparency in the system of inter-regional fiscal flows described above. The party of the ‘left,’ the Democratic Party, which has since the New Deal advocated for greater levels of redistribution, by virtue of its geographic legacy in cities, has become closely associated with the elites of the knowledge economy. In recent years, more than two thirds of federal tax payments have originated in majority-Democratic counties, and this is trending upward over time. The Republican Party, which has long advocated for smaller government and lower levels of redistribution, has become the dominant party in the parts of the country where economic opportunities are most rapidly disappearing and where voters, and state and local governments, are most dependent on federal transfers. Voters in areas with strong Republican majorities have the most to gain from the introduction of a system of general-purpose transfers focused on the equalisation of fiscal capacity or living conditions, but the party has traditionally advocated smaller government and market-based solutions to economic decline rather than government intervention. This may be changing as rural populists push aside traditional fiscal conservatives and gain power within the party, but to this point, advocates of place-based assistance or an enhanced system of inter-regional redistribution have not been able to gain the upper hand in either party.



V.Monetary Policy

The Federal Reserve system has a regional structure, and its decisionmakers have at their disposal an array of region-specific data. But they must make ‘one size fits all’ decisions about monetary policy. Relative to the European Monetary Union, this has not been especially controversial in the United States. If one applies the Taylor rule to four different US regions, the predicted interest rate policies of the regions are consistently different, but they are in a relatively narrow band around the actual, observed rate.39 Furthermore, there is no obvious pattern of advantage or disadvantage in the observed policy for any particular region in the long run. When they conduct the same exercise for the Euro area, contrasting the countries of the ‘core’ and ‘periphery’ of the union, however, they find a much large difference between the Taylor rule predictions of the core and periphery, and a persistent similarity of the observed policy to the optimal policy for the core.

The narrower range of predicted interest rates for the US regions might have several explanations. First of all, the United States has a system of net fiscal transfers that, because of the role of the federal income tax, helps smooth out asymmetric shocks. Second, in the past, labour market mobility has been more pronounced as a response to economic shocks in the United States than in Europe. However, Europe and the United States are converging on this dimension as labour market mobility declines in the United States and increases in Europe.40 

The decline in internal migration in the United States is an interesting puzzle.41 It is occurring within a broad range of age and educational groups since 1980 but is especially pronounced among those with lower education levels. Migration responses to asymmetric regional shocks, such as NAFTA or the entry of China into the WTO, are less pronounced than in earlier decades, meaning that larger shares of workers ‘left behind’ by changes in the local labour market are accepting lower-wage jobs in the service sector, or leaving the labour market and applying for government assistance. The reasons for this are disputed, but one potential reason for the decline in labour market mobility in the United States is that as knowledge-economy cities have become more expensive,42 and as middle-skill jobs have disappeared,43 there are fewer incentives for unskilled workers in struggling regions to move. In fact, the most prosperous parts of the United States are losing population, in part because of housing prices. Moreover, growing inequality and divergence in prices between knowledge-economy cities and the rest of the country might also be generating differences in optimal monetary policy. It is possible that as inter-regional inequality grows, the United States will become more like Europe in the strain created by its ‘one-size-fits-all’ monetary policy.

The role and independence of the Federal Reserve has changed considerably throughout American history. Of particular interest in Europe, perhaps, is the history of the relationship between the Federal Reserve and the Treasury Department. The Federal Reserve Act of 1913 aimed to create an institution that would be responsible to Congress but insulated from the political influence of the executive branch. However, the evolving mandate of the Federal Reserve has at times involved some level of coordination and even collaboration with Treasury. Prior to the Banking Act of 1933, the Secretary of the Treasury was a member of the Federal Reserve Board. During World War II, the Federal Reserve agreed to the insistence of the Treasury Department that interest rates be kept low in order to fund the war effort with cheap debt. After World War II, tensions between the Federal Reserve and Treasury were managed via the Treasury-Federal Reserve Accord of 1951, which affirmed the separation of the two bodies, restoring the authority of the Federal Reserve over interest rates.

In the postwar period, the notion of central bank independence suffered in the early 1970s, when President Nixon pressured the Federal Reserve to cut interest rates prior to the 1972 election. After the ensuing period of stagflation, the notion of central bank independence and rules-based monetary policy gained greater favour, especially during the 1970s and 80s, when the Federal Reserve Board resisted political pressure to lower interest rates. Some observers argued that the Federal Reserve and Treasury were even working at cross-purposes during the reaction to the Great Recession.44 Political debates about the appropriate role of the Federal Reserve became heated once again during the era of quantitative easing.

As with World War II, the COVID crisis led to a new level of collaboration between Treasury and the Federal Reserve. Congress designated $450 billion specifically for the Treasury to use in programmes established by the Federal Reserve. In addition to a variety of emergency lending programmes for private businesses, as described above, the role of the Federal Reserve vis-à-vis state and local governments changed with the introduction of the Municipal Liquidity Facility in 2020. In this regard, the United States has followed the lead of the ECB by announcing its willingness to intervene and provide a backstop in the event of a systemic crisis. After the crisis, the future of the collaboration between the Federal Reserve became an area of political disagreement. Fiscal conservatives were worried about moral hazard and bad incentives, advocating a return to clear separation between Treasury and the Federal Reserve, while some progressives were pushing for an expansion of the newfound collaboration.

As Europe tries to extract lessons from the American experience, an important difference is hard to ignore: for the last 100 years, in its pursuit of price stability, the Federal Reserve has reacted to, coordinated with, and in times of crisis, partnered with a powerful central government with deep pockets.



VI.Summary of Changes in the System of Federalism Associated with COVID

Throughout this chapter, I have identified moments when the benefits and costs of American-style federalism were illuminated by the COVID crisis. Some benefits included redundancies, policy experimentation, flexibility, and the ability to craft local policies to local conditions. Costs include needless and costly polarisation, poor coordination across governmental levels, lack of clarity about responsibilities, blame-shifting, inefficient and poorly targeted assistance, and lack of accountability.

As with wars, the Great Depression, and the Great Recession, it is also worthwhile to itemise the ways in which the system may have been altered by the COVID crisis. Above all, a level of direct collaboration between Treasury and the Federal Reserve emerged that has not been seen since perhaps World War II. An important aspect of this was the Federal Reserve’s willingness to intervene in municipal credit markets in ways that might change the incentives of voters, officials, and creditors going forward.

Second, perhaps because of a belief that the federal response to the Great Recession was too timid, the scale and scope of the federal fiscal response to the COVID crisis were extraordinary, including large transfers to state and local governments. Relative to previous assistance packages, some of these funds were more flexible. Also in contrast to previous special transfer programmes cobbled together in response to crises, significant COVID relief funds flowed directly to local governments rather than relying on state governments as conduits. Also unlike previous crises, anticipated revenue losses for state and local governments never materialised, leaving state and local officials with an unfamiliar windfall. Econometricians will be studying the impact of these developments on the behaviour of state and local fiscal decisionmakers for years to come.



VII.Costs, Benefits, and Lessons for Europe

In order to extract lessons from the US experience, it is important to understand the US Constitution not as the product of masterful design that might be copied, but as a compromise among elites who wanted very different things – a compromise that was viewed with some distaste by all who ultimately supported it. In many respects, this tradition has continued to the present day. On the right side of the political spectrum, it is common to argue that all of federalism’s potential to restrain the growth of government and facilitate efficiency was lost with the New Deal and the rise of intertwined federalism.45 And on the left, all of federalism’s safeguards and counter-majoritarian features are viewed as among the most important impediments to the pursuit of progressive policy goals. Criticised from all sides, American federalism is still very much an exercise in compromise.

It is remarkable that this ancient constitutional bargain is still largely in place, and that a pact among jealous elites evolved into a stable and relatively democratic system of governance. But the institutional and social legacies of that bargain have created serious tensions that led once to a bloody civil war, and that are again creating a dangerous level of polarisation, hostility, and threats to democracy. The ability of the American system to diffuse conflict and promote compromise via democracy is probably more threatened now than at any time since the Civil War.

The United States is often viewed as a blueprint for those in the European Union who, like Alexander Hamilton in the late eighteenth century, perceive the centre’s powers as too limited for the tasks at hand, and would like to find a way to overcome obstacles to centralisation. But Hamilton’s machinations notwithstanding, the most important centralising constitutional moments in the United States have not been carried out by elites in smoke-filled rooms or by imperious courts, but by large democratic majorities during periods of something like broad consensus around a common purpose, as with the 16th amendment, the New Deal, and wartime military buildups.

However, when there is no war or common enemy, the US federal system comes under strain. This is especially true in the current era of urban-rural sectionalism. The majoritarian, two-party nature of American democracy has, in the era of the globalised knowledge economy, created intense conflict between a party of cities, the global knowledge economy, and associated services on one side, and a party of exurban and rural communities characterised by more traditional economic activities on the other. The counter-majoritarian aspect of American federalism is increasingly frustrating to urban interests, while much like Jefferson and the Virginians, rural America feels threatened by the notion of unbridled majority rule. Rather than articulating and defending policy positions or claiming credit for effective management, candidates for federal office increasingly advertise themselves to their core supporters as effective warriors in inter-group conflicts. Europe would do well to avoid this type of polarisation.

Ever since Jefferson bridled at Hamilton’s notion that the ‘Necessary and Proper’ Clause allowed for the formation of a national bank, it was clear that the practical implementation of the pact would require the frequent intervention of a referee. Over the years, this has led to increasingly important courts and a judicialisation of politics in the United States. The growing power of the judiciary in American democracy is one of the central stories of American federalism. Whether an abortion can be obtained in the South, or an automatic weapon in the North, or whether the federal government is allowed to play a central role in health care, are determined not only by elections and legislative decisions, but also by philosophical and historical musings about the eighteenth century among a group of nine appointees with lifetime tenure.

For their part, members of the court attempt to protect their institutional prerogatives and legitimacy by attempting not to stray too far, or for too long, from public opinion, and by making (increasingly strained) claims of non-partisanship. Courts are constrained because the threat of court-packing or non-implementation of judicial decisions is always lurking. This aspect of American federalism deserves careful consideration in Europe. The American path from a loose confederation to a more centralised and intertwined federation involved a judicialisation of some aspects of politics, and rancorous partisan fights about judicial appointments, that Europeans may wish to eschew. Perhaps robust federalism requires a referee, and indeed, something like American-style judicial review has emerged in other federations as well. However, some aspects of the American system are unique, including the combination of lifetime tenure for high court justices, a highly politicised, counter-majoritarian judicial selection mechanism, and a constitution that is difficult to amend.

Another crucial feature of American federalism, as it has developed over the last 250 years, is the increasing overlap and intermingling of the functions of the central government, states, and municipalities. Accountability has suffered as a result. Blame-shifting is ubiquitous. Overlapping and redundant authority may be especially problematic in the presence of intense geographic polarisation. While the costs of blame-shifting and the benefits of local innovation were on display during the COVID crisis in other federations as well, the US was perhaps unique in the extent to which the multi-layered system of authority mapped onto political polarisation.

The American system of fiscal management is one of the areas of greatest interest for debates in Europe. In spite of the rise of a strong central government and a complex system of intergovernmental grants and intertwined responsibilities, the states have retained significant revenue and policy autonomy without falling prey to soft budget constraints. Key components of this system are self-imposed borrowing limits at the state level, federal disengagement from regulating subnational borrowing, the lack of a pre-existing bailout mechanism, the difficulty of assembling a political coalition in favour of bailouts, and the lack of any national consensus or expectations about solidarity or minimum service provision. In the wake of the debt crisis, Brexit, and COVID-19, Europe has moved in a rather different direction on some of these dimensions than the United States. In the United States as well, the existing system has also come under strain, as the states have become increasingly dependent on intergovernmental transfers, and as the Federal Reserve has inserted itself as a potential guarantor of subnational government debt.

The US system of market-imposed discipline and state balanced budget requirements, with its lack of inter-regional solidarity, has some costs that might not be palatable in Europe. Above all, local public expenditures and public employment are pro-cyclical, and without major reform, there is little scope for counter-cyclical policy in the states. Recessions are associated with large and lasting cuts in expenditures and public employment in the poorest localities. Federal assistance during recessions is typically ad hoc, delayed, politicised, and poorly targeted. When state governments receive extra assistance, they protect their own public employees while forcing budget cuts on local governments and school districts. Americans are accustomed to this type of federalism and the inequality it produces, but it would be quite foreign to Europeans. If Europe is to design a system of inter-governmental transfers in order to bolster the budgets of member states experiencing asymmetric shocks, it will likely want to look to Canada or Australia for rules-based systems rather than the ad hoc legislative scramble that takes place with every recession in the United States.

Finally, because of its challenges and flaws, the US case should provide architects of European federalism with reason for optimism. Regional discord and animosity in the United States are intense. Many of its archaic institutions function poorly, and obvious inefficiencies abound. Yet the system endures. It has exhibited surprising resilience and flexibility during stress tests, and often recovers from shocks and crises more quickly than its peers. Despite polarisation, fleeting moments of compromise and forbearance emerge. The American experience suggests that a flawed federation can still flourish.
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PART II

Fiscal Federalism in EU Member States




Austria

FRANZ FALLEND, RAINER PALMSTORFER AND HANNES WINNER


I.Goals of the Existing System, According to Existing Legal Order, Design and/or Tradition

The system of fiscal federalism in Austria is relatively complex. This is mirrored by the fact that its relevant provisions can be found in many different layers of Austrian law. At its centre we find the federal constitutional law of 1920 (Bundes-Verfassungsgesetz – B-VG1). Adopted in 1920, the B-VG is the most important act in the federal constitution of Austria, which consists of numerous federal constitutional laws and federal constitutional law provisions contained in simple federal laws.

The B-VG distinguishes between three different territorial units: the federation, the nine states (Länder) and the municipalities. Although the B-VG was designed to distribute the competences for legislation, administration and jurisdiction between the federation and the states in all matters, the act does not do so for the field of taxation. Pursuant to Art 13(1) B-VG, the competences of the federation and the states in the field of taxation will be prescribed in a special federal constitutional law. Based on this provision, the Fiscal Constitutional Law of 1948 (Finanz-Verfassungsgesetz – F-VG 1948) was adopted, which will be elaborated on below.

Arts 51-52d B-VG govern the budgetary-law framework of the Federation. This framework consists of a layer of three types of federal laws: The Federal Budget Act (Bundeshaushaltsgesetz – BHG 2013), the Federal Finance Frame Act (Bundesfinanzrahmengesetz – BRG) and the (annual) Federal Finance Act (Bundesfinanzgesetz – BFG). By contrast, the B-VG does not contain provisions on the budgetary laws of the states and the municipalities. For this reason, the main body of the budgetary-law framework for the states can be found in the form of state constitutional laws.

The B-VG sets out the budgets of the federation, the states and the municipalities as being independent from each other. Apart from Art 13(2) and (3) B-VG, the B-VG does not contain any provision regulating the budgetary framework of the federation, the states and the municipalities. Art 13(2) B-VG obliges the federation, the states and the municipalities to aim at ‘an overall balance and sustainable balanced budgets in the conduct of their budgetary affairs’. Similarly, Art 13 (3) B-VG obliges them to ‘aim at the equal status of women and men in the budgeting’. These two provisions, thus, contain two goals for the budgeting of the federation, the states and the municipalities. Considering that Art 13(2) sentence 2 B-VG obliges them to ‘co-ordinate their budgeting with regard to these goals’, one can identify Art 13(2) B-VG as a fundamental goal for Austria’s system of fiscal federalism. This goal was introduced in 2008.

However, it has to be seen against the background of the so-called ‘Empowerment Law’ (Ermächtigung des Österreichischen Gemeindebundes und des Österreichischen Städtebundes).2 The Empowerment Law is a federal constitutional law that was adopted in 1998 in order to safeguard Austria’s compliance with the EU framework on the budgetary discipline of its member states. The Empowerment Law provides for the possibility of legally binding agreements between the federation, the states and the municipalities to co-ordinate their budgets with the aim of complying with the EU requirements on budgetary discipline.3 

The F-VG 1948 sets up the principles of taxation, revenue sharing, cost bearing and intergovernmental transfers and assigns the power to determine which taxes are to be levied by the different territorial levels (federation, states, municipalities), and how the tax revenues are to be shared between them, to the national parliament, more specifically to its first chamber, the National Council (Nationalrat). For this reason, the crucial competence to decide on the competence in this field lies in the hands of the simple federal legislator (ie, the simple majority in the National Council4). This dominance is enshrined in § 3 (1) F-VG, according to which ‘the [simple] federal legislator regulates the division of rights and tax revenues between the federation and the states and can grant fiscal transfers from federal funds for their administrative expenses or subsidies for specific purposes’.

As a rule, the federal government opens negotiations with the state governments and representatives of the associations of municipalities about fiscal equalisation (Finanzausgleich), but there is no constitutional guarantee for this. Thus, although the federation or, more precisely, the simple federal legislator has the competence-competence in this area (ie, the competence to decide on the competence for the sharing of tax revenues in Austria), the federation enters into negotiations with the states and municipalities.

Approximately 95 per cent of the overall tax revenues are collected by organs of the federal government. Even after taking into account intergovernmental transfers, the bulk of the tax revenues, about 56 per cent, goes to the federal government; 22 per cent are allocated to the states, excluding the capital city of Vienna, nine per cent to Vienna (which has a double status as state and municipality), and nine per cent to the other 2,094 municipalities.5 To sum up, fiscal federalism in Austria emphasises asymmetrically the rights of the federation vis-à-vis the states and the municipalities, which are treated like ‘agents’ by its ‘principal’.6 For a formally ‘federal’ state, this is rather unusual.

The centralisation of the system of fiscal federalism mirrors the centralisation of the political system. In the academic literature, Austria is typically described as ‘one of the most centralized [federations] with the constituent units often serving mainly as “agents” and “subordinates” of the federal government’,7 as more a decentralised unitary than a federal state8 or as ‘a federation without federalism’.9 The centralising features go back to the founding years of the so-called ‘First Republic’ (1920–33). In 1920, the B-VG, whose basic principles are still valid today, established a state structure which was federal in form, but centralised in substance as it assigned only minor responsibilities to the sub-national units.10 

The system of fiscal federalism in Austria follows a restrictive and static understanding of fiscal equalisation. The political tasks (competences) of the different territorial units, which are defined in the federal constitution, are taken as given. On this basis, the Fiscal Equalisation Laws (Finanzausgleichsgesetze), which are passed by a simple majority vote of the National Council for periods of four to six years, only regulate the distribution of the tax revenues between the federation, the states and the municipalities and further equalisation measures.11 They do not account for government expenditures, particularly for social protection, which in 2019 made up 41.6 per cent of the overall public expenditures.12 This creates a mismatch between revenue and expenditure responsibilities, often resulting in an inefficient provision of public services.13 

The F-VG and the Fiscal Equalisation Laws lay down only rather abstract, formal goals, like the equivalence between tasks and expenditures, the respect for the financial capacities of the respective territorial units, or balanced budgets. What is missing, however, are explicitly formulated policy goals, eg, economic, social or environmental goals, and guidelines how these goals are to be accommodated. Instead, the system’s history is characterised by a dominance of political power politics, the protection of vested interests and rights, a chaotic, non-transparent interlocking of transfers, a very limited autonomy of the sub-national units, negative incentives for competition between them and lacking evaluation procedures.14 The lacking definition of objectives does not destabilise the federal system as such, but it does hinder an efficient provision of public goods and services. Economists have criticised these deficits for decades and called for reforms based on a disentanglement of the interwoven responsibilities of the federal and the state governments and on the principle of ‘fiscal equivalence’, bringing together the responsibilities for expenditures, revenues and decision-making in one hand.15 

Reforms to create a new system with higher degrees of transparency and responsibility have failed so far. The state governments and the associations of the municipalities have viewed initiatives of the federal government in this direction with suspicion, as barely veiled attempts to supervise the budget decisions of the states and municipalities. On the other hand, most states are not interested in effective instruments of fiscal federalism because they profit from a situation in which they get financed by the federation, while at the same time they are exempt from raising the necessary, unpopular taxes.16 Rather than fighting for an extension of their tax autonomy, the states have preferred to fight for higher shares of the distributed joint taxes and of the federal transfers, for which they are not politically responsible.17 



II.How has the System Emerged Over Time and what were the Major Bones of Contention?


A.Who were/are the Driving Forces in Fiscal Arrangements (Institutions, Relationship between them, ‘System’ of Fiscal Federalism)?

Historically, the driving forces behind the centralisation of the political and the fiscal system have been the major political parties. The federalist dynamic, which showed up in the aftermath of World War I, was only short-lived and soon superseded by a party dynamic, characterised by bitter, violent conflicts between the major ‘camps’ of the Christian Socials and the Social Democrats. The Christian Socials, who were the dominant governing party at the federal level during the First Republic, gradually renounced their traditional pro-federal position in order to curb the influence of the (traditionally more centrally minded) Social Democrats, dominating in the capital city of Vienna, where they tried to build up a model socialist ‘state within the state’ (‘red Vienna’).18 

After World War II, the need to re-build the devastated economy and to re-establish democracy prompted calls for a strong role of the ‘state’, which was translated by the key political actors, ie, the major parties as well as leading state politicians, as a call for a stronger federal government. This resulted in an increased centralisation of economic and social policies.19 For a long time relying on a two-thirds majority in Parliament, which allowed them to change federal constitutional laws,20 the two governing parties, the People’s Party (ÖVP, the successor of the Christian Socials) and the Social Democrats (SPÖ), changed the distribution of competences between the territorial levels at will. Some constitutional lawyers have regarded the continuous reduction of state responsibilities as a ‘creeping total revision’ of the federal constitution.21 As a matter of fact, in this period the states exhibited little individuality or distinct political cultures. Federal law was mostly replicated one-to-one by state legislators, a practice sarcastically labelled ‘rank-xerox federalism’ in the literature.22 

The system of fiscal federalism that was re-established in the post-war period was even more centralised than during the First Republic. The F-VG 1948, as mentioned above, not only entitled the federal parliament to determine the distribution of the tax revenues by simple majority, but eliminated safeguarding mechanisms for the states in case their financial position was hampered by federal decisions. In addition, the share of the revenues from joint taxes going to the federal government was increased and, instead of conceding a substantive tax autonomy to the states, the importance of federal transfers was enhanced.23 Ever since, the system has retained this centralised character, even though since the 1960s the implementation of economic and social policies has increasingly been delegated to the states.24 

Critics have argued that a more intensive discussion between the major political actors about the goals of fiscal federalism and its performance would have been useful. As specific, policy-related goals are missing in the F-VG, the discrepancies between macro-economic goals and the goals of the different territorial units and their political actors have not even been noticed as a problem. Central criteria applied during the process, like a population-based key for the distribution of the tax revenues that favours larger over smaller municipalities (abgestufter Bevölkerungsschlüssel), simply have been prolonged in one negotiation about the Fiscal Equalisation Law after another without discussing substantively what specific effects these criteria have on general living conditions.25 

In addition, quite often major reforms are enacted by one territorial level without including representatives of affected other (usually lower) levels in the decision-making process, leading to inefficient solutions or problems. In 2013, a goal-oriented approach was introduced in health policy, where responsibilities and financing are organised in a particularly complicated way. Although the municipalities have important functions regarding child-care and sports facilities, they were not included in the relevant decision-making commissions. In the same vein, the federal parliament decided in 2017 to abolish the obligation of relatives to contribute to the costs of places for older people in retirement homes without sufficiently considering the ensuing financial burdens for the states and the municipalities.26 



B.Had there been ‘Constitutional Moments’ (Wars etc.)?

The collapse of the Habsburg monarchy at the end of World War I was undoubtedly the major constitutional moment for creating the Austrian Federal Constitution. With the main B-VG adopted in 1920, the Austrian Federal Constitution still follows the basic design shaped in the early 1920s. The Austrian authoritarian regime of the Ständestaat (1934–38) and the Nazi regime (1938–45) did not result in the adoption of a completely new Federal Constitution in 1945. The political parties decided to go back to the B-VG 1920, as amended in 1929.

Tellingly, when drafting the articles on the separation of competences between the federation and the states, the founders of the B-VG 1920 only agreed to enact a special federal constitutional law on taxation issues later. This was done by means of the Financial Constitutional Law 1922, which in many respects resembles the current F-VG 1948. Already in 1922, the dominant position of the simple federal legislator was noticeable. The dominant position of the federation dates back to the Habsburg monarchy. Interestingly enough, it was the constitutional period (from 1867 onwards) of the Habsburg monarchy which saw the steady decrease of fiscal powers of the states, with autonomous state taxes such as spirits taxes being abolished (1901) and replaced by transfers from the central level. At the same time, the fiscal powers of the central state rose. The decisive turning point has been identified as the introduction of the central income tax in 1896. Under this system, the states were becoming more and more dependent on transfers from the central level. Thus, the Monarchy laid the roots for the current system of fiscal federalism in present-day Austria.27 



C.Relation of Austria’s ‘System’ of Fiscal Federalism to its Model of Democracy

Although the federal government is not obliged to negotiate fiscal equalisation with representatives of the states and the municipalities, and although the National Council has the right to pass the Fiscal Equalisation Laws on its own, these laws would be hardly enforceable against the declared will of the most powerful of the regional decision-makers, that is the State Governors.28 The State Governors (Landeshauptleute), who are elected by a majority of the members of the respective state parliaments, are the most powerful figures of state politics. They have an outstanding constitutional status (government head, head of the state bureaucracy, responsible agent for the so-called ‘indirect federal administration’, informal ‘head of state’) and, as leaders of the dominant party in the state and focus of media interest, they also dispose of major political resources.29 By way of the informal Conference of the State Governors (Landeshauptleutekonferenz), which in effect has replaced the second chamber of the National Parliament (the Federal Council, Bundesrat) as primary institution for the representation of state interests,30 the State Governors exert considerable influence at the federal level as well.31 Especially in the field of fiscal federalism, they act as ‘relatively efficient counterbalance to the weight of the federal order of government’.32 

So far, all Fiscal Equalisation Laws passed by the National Council have been supported by the states and the municipalities. The underlying pacts between the federal government, the state governments and the representatives of the associations of the municipalities have been interpreted by the Constitutional Court (Verfassungsgerichtshof) as proof that the financial capacities of the sub-national units have in fact been respected, as stipulated by the Fiscal Constitutional Law.33 

Thus, the practice of Austria’s system of fiscal federalism resembles the traditional, consensus-oriented style of political decision-making in Austria, called ‘consociationalism’ (Konkordanzdemokratie). This style is characterised by a general tendency of the political elites to attempt to reach consensus, to refrain from decisions until all relevant actors have had a chance to articulate their positions and to use majority decisions only as last resort.34 The so-called ‘Consultation Mechanism’, initiated in 1999, which legally obliges the federal and state governments to consult each other if they intend to pass a law that imposes financial burdens on the other territorial unit, is another example of this ‘federalism by negotiation’.35 From a legal and democratic point of view it can be criticised that a body that is not even mentioned in the Federal Constitution – the Conference of the State Governors – has such an influential status. In this respect, the Conference is comparable to ‘Social Partnership’, the Austrian variant of neo-corporatism, which in the past has often acted as major player in economic and social policies, although it was not until 2007 that it was incorporated in the Federal Constitution.36 



III.What are the Distribution Mechanisms Regarding Revenues and Expenditures?


A.Revenue Autonomy? Does it Exist? For which Level in the Federation?

Austrian fiscal federalism assigns only a very limited revenue autonomy to the sub-national units, and, in turn, large revenue competences to the central level (ie, the right to establish new taxes and to assign the administering rights as well as the corresponding revenues to the sub-national units). Due to the dominance of the federation under § 3 F-VG, the states and municipalities are allowed to determine the tax base and/or the tax rate only for fees and smaller taxes.37 The limited role of lower-tier jurisdictions in deciding to raise taxes and in designing the details of tax collection also translates in a low revenue share compared to the central level (Figure 1). Accordingly, the revenue shares of the states and local municipalities lie around 10 to 15 per cent, a share that has remained more or less stable over the last decades.38 The social security funds (SSF) are primarily financed by earmarked and income-related contributions of employers and employees under a pay-as-you-go-system. Its revenue share is around 25 per cent, with a slight upward trend in recent years.


Figure 1 Revenue shares of federal, state and local jurisdictions as well as the social ­security funds on total tax revenue in Austria
[image: A line graph showing Austria’s revenue shares by level of government from 1995 to 2019, indicating that the federal share remains dominant, followed by social security funds, with smaller shares for state and local jurisdictions.]

Source: Eurostat database at ec.europa.eu/eurostat/web/main/data/database, own calculations.



B.Role and Function of Social Security Mechanisms

Figure 2 shows the expenditure shares of the federal, state and local level as well as the SSF compared to the total public expenditure in Austria. First, we can see that the federal state disposes of about 50 per cent of all expenditures. The corresponding shares of the state and local levels are relatively low, which mirrors the low revenue shares of these units (Figure 1).


Figure 2 Expenditure shares of federal, state and local jurisdictions as well as the social security funds on total tax revenue in Austria
[image: A line graph showing Austria’s expenditure shares by level of government from 1995 to 2019, where the federal government consistently holds the largest share, followed by social security funds, with smaller portions for state and local levels.]

Source: Eurostat database at ec.europa.eu/eurostat/web/main/data/database, own calculations.

Again, we observe a larger and increasing expenditure share of the SSF, which is an autonomous institution in Austria. It covers a mandatory insurance for pension, health and occupational accident and today is organised in five (until 2018 in 22) insurance institutions. The unemployment insurance is also part of the social security system. It is organised in a separate administrative body and is financed by compulsory contributions from employees and employers. All the benefits of the social security system are financed by own contributions. The only exemption is the pension insurance, which receives public subsidies in case of deficits. The share of state pension subsidies on the total expenditures for pensions is about 20 per cent.39 

Although the federal level is clearly dominant in the regulation of social security policies, the states and, to a lesser degree, the municipalities have residual competences. What is more, they play an important role in the administration of the respective federal laws. As a result, public policy in these areas is characterised by a high degree of interconnectedness between the territorial levels, necessitating constant and comprehensive co-ordination to function properly. This system of ‘(co-operative) implementation federalism’ may, in theory, profit from the closeness of the responsible administrative bodies to the citizens so that their decisions can be tailored to the citizens’ preferences in the respective regions or local communities. In Austria, however, it is predominantly a system of hierarchical steering, in which typical principal-agent problems, like a lack of congruence between political and administrative goals or deficient information flows, occur rather often. Especially in the field of indirect federal administration (see below) divergences of interests and information asymmetries between the decision-making bodies of the involved territorial levels can be expected.40 



IV.How are Fiscal Mechanisms Related to the Distribution of ‘Substantive’ Competences?

As regards substantive competences (to be understood roughly as competences other than those on fiscal issues), it is remarkable that the Austrian Federal Constitution draws a line between the financial constitution and the other constitutional provisions on the separation of competences between the federation, states and municipalities. While the financial constitution is governed by a special federal constitutional act in form of the F-VG 1948, the other provisions on the separation of competences between federation and states are contained in the B-VG and, thus, in the main federal constitutional act, primarily in Arts 10-15 B-VG. Under this system, it is either the federation or the states that is/are competent for legislation and/or public administration in a specific area.41 By means of simple federal or state laws the competences for public administration may be conferred on municipal authorities.42 Under this system, the most important competences in the field of legislation and public administration are in the hands of the federation. However, as regards public administration, not all of these areas are also administered by federal authorities themselves (ie, direct federal administration). Apart from areas such as the maintenance of public security, military affairs, customs, asylum and administration of justice, most of the areas falling in the competence of federal public administration are administered by state authorities under the supervision of the competent federal minister (ie, the indirect federal administration).43 

As a result, state and municipal authorities are considerably engaged in the field of federal administration. This raises the question of which level must bear the costs for this system. The answer to this question can be found in § 2 F-VG. According to this provision, the federation, states and municipalities have to cover the expenses caused by the execution of their tasks unless provided otherwise by the competent legislator. Pursuant to § 2 F-VG, the federation, therefore, would also have to bear the costs for the areas of indirect federal administration, because these areas – though being actually administered by state authorities – are, legally speaking, tasks of the public administration of the federation. However, § 2 F-VG allows for divergent provisions taken by the competent legislator. This being said, it needs to be mentioned that the simple federal legislator has included a provision in the Fiscal Equalisation Law (§ 1 [1] FAG), according to which the states have to bear the costs for staff and material expenses in the field of indirect federal administration. Thus, § 1 (1) FAG again shows the dominance of the federation in the field of the fiscal constitution, which finds its expression, above all else, in § 3 F-VG. Despite this, the power of the simple federal legislator is not without constitutional restrictions. § 4 F-VG states: ‘The provisions foreseen in §§ 2, 3 F-VG [ie, the provisions contained in the Fiscal Equalization Law] shall be in conformity with the distribution of burdens of public administration and shall consider that the limits of capacity of the (…) [Federation, states and municipalities] shall not be exceeded.’ Therefore, by means of a Fiscal Equalisation Law, the federal legislator may not overburden the respective territorial levels. In such a case, the respective provision would violate the federal constitution and could be annulled by the Austrian Constitutional Court.

In order to make sure that such overburdening does not take place, several instruments have been developed. First, as mentioned above, prior to the adoption of a Fiscal Equalisation Law, informal intergovernmental negotiations take place. Though this pact does not have the character of a legally binding treaty, it is nevertheless of importance, since the consensus of the different territorial levels shows that the Fiscal Equalisation Law modelled on the pact is presumably in accordance with §§ 2, 3 F-VG and, therefore, not unconstitutional.

Second, there is also the more formal instrument of the Consultation Mechanism. As its name implies, the Consultation Mechanism is basically about information exchange concerning legislative measures of one territorial level (eg, federation) possibly producing costs for other territorial levels (eg, states or municipalities). The Consultation Mechanism is a legally binding treaty between federation, state and municipalities, based on the Empowerment Law. Under this system, the federation/the states must send their drafts of laws and administrative regulations to the other territorial levels. This must be done together with an assessment of the fiscal effects of the prospective acts. The Consultation Mechanism is not only a tool for the sake of information. Each of the territorial levels involved can call for negotiations in a consultation committee. If a consensus cannot be reached in this procedure, the territorial level that has adopted the respective act, as a rule, must cover the costs related to its administration.44 It may be assumed that the mere existence of the Mechanism prevents, or at least reduces the likelihood of, excessive financial burdens for the lower territorial units. Conflicts arising out of the Mechanism are to be resolved by the Constitutional Court. However, the Court only very rarely has been seized with this matter. In 2014, eg, it stipulated that the Mechanism had been violated by the federal government in the case of costs for railway crossings in the municipalities.45 

To conclude, the overwhelming power of the simple federal legislator is nevertheless limited. These limits take the form of constitutional provisions but also of political restraints (ie, the political power of the states and their governors).



V.How is Control of Financial Stability Exercised on the Various Levels? Ability and Autonomy/Limits for Borrowing?

The Austrian territorial levels have the power to borrow. There is no debt break in the Federal Constitutional Law, as a recent attempt to create such a provision failed in the fall of 2019. Thus, from a constitutional perspective, the states do not need the approval of the federation before incurring debts. In addition, there is also no control of the state debts by the federation. By contrast, the fiscal room of manoeuvre of the municipalities is more limited. According to § 14 F-VG, the incurring of debts by the municipalities is governed by state laws. Thus, there is a partial control of municipal debts by the states.

However, with Austria’s accession to the European Union (EU) in 1995, it was necessary to develop a system in order to comply with the requirements of fiscal discipline under the EMU-framework of the EU. Prior to the 3rd stage of EMU (01 January 1999), Austria had to find a way on how to avoid excessive government deficits (now: Art 126 [1] TFEU), an obligation that refers to government expenditures at all levels and comprises central, regional or local government as well as social security funds, to the exclusion of commercial operations (EDP Protocol, Art 2 first indent). The problem was that under the Federal Constitution the competences for public expenditure and revenues are divided between the federation, the states but also the municipalities. In brief, there is no single competence for regulating the government sector. Instead, there is a bundle of competences of actors forming the government sector.

The approach chosen by the federal constitutional legislator was to co-ordinate the legal entities belonging to this sector. This was done by a special federal constitutional law: the above-mentioned ‘Empowerment Law’. The Empowerment Law provides for the possibility of legally binding agreements between the federation, the states and the municipalities. Non-compliance with such agreements could be controlled in a special procedure before the Constitutional Court, which can be called upon by the contracting parties.46 So far, this has never happened.

Besides the Consultation Mechanism, the Empowerment Law also provided for the conclusion of the Austrian Stability Pact.47 This pact contains the obligations of the territorial levels to meet the criteria of budgetary discipline imposed by EU law on the public households of Austria (ie, federation, states, municipalities). Thus, the Austrian Stability Act is the main tool to safeguard compliance with Art 126 TFEU and the European Stability and Growth Pact (SGP). Since then, several Austrian Stability Acts have been passed, with the Austrian Stability Act 2012 being the most recent one.48 

It must be pointed out that the competence to implement EU law (as well as public international law) follows the general division of legislative/executive competences between the federation and the states. This is why the Austrian Stability Pact (ASP) 2012 co-ordinates the respective competences of the federation, the states and the municipalities49 in the field of budgetary law. In order to meet the obligations imposed by European law, the Austrian Stability Pact 2012 was agreed upon. Art 4 ASP 2012 contains a rule to transpose Art 3 of the European Treaty on Stability, Coordination and Governance in the Economic and Monetary Union (TSCG) – the debt break – into Austrian law.

Art 4 ASP 2012 is referred to as Austrian debt break, a rule that splits up the structural deficit allowed under Art 3 TSCG among the federation, the states and the municipalities. The overall structural deficit shall not exceed 0.45 per cent of the gross domestic product, which shows that the Austrian debt break is even stricter than Art 3 TSCG. Although Art 4 ASP 2012 ranks below Federal Constitutional Law, this provision is binding on the federation, the states and the municipalities as contracting parties when they take decisions on their respective budgets. Consequently, the National Council, being an institution of the federation, as federal budgetary legislator is bound by Art 4 ASP 2012. As the ASP is to be regarded as lacking direct effect, a federal law violating the ASP is not unconstitutional. Because of this, a party, like a state, cannot make an application to the Austrian Constitutional Court to declare, for example, the annual federal budget (which is adopted as a simple federal law) as unconstitutional.

For these reasons, other ways of ensuring compliance with the ASP were created. In order to ensure the compliance with the Austrian debt break (and other ASP provisions), the ASP 2012 set up a Committee, involving representatives from the contracting parties, that can sanction ASP violations. As a last resort, it is also possible to bring such a dispute before the Austrian Constitutional Court. However, this mechanism has not been used yet. Also, the recent fine imposed on Austria for the manipulation of the debt data in the state of Salzburg50 has not yet triggered a sanction procedure under the ASP 2012.

Another important step was the creation of the Austrian Fiscal Advisory Council51 (Fiskalrat) by a simple Federal Law.52 The Fiscal Council is an expert body with monitoring tasks concerning the fiscal policies in Austria. Apart from that, the Fiscal Council can also make recommendations on fiscal policy and carries out fiscal policy studies. The Fiscal Council is independent,53 a feature that shows that the Fiscal Council is designed to be the independent body in the national budgetary surveillance framework as required by Art 5 Regulation 473/2013/EU. Since its inception, the Austrian Fiscal Advisory Council has been very active in performing its tasks and has produced several studies and recommendations.54 



VI.What is the Role of the Concept of Solidarity?

Solidarity, defined as the mutual duty of assistance of federal units in budgetary emergencies, is not explicitly laid down either in the F-VG or in the B-VG.55 However, the F-VG at least implicitly contains this notion for two reasons. First, by determining the financial resources needed by the fiscal authorities to provide public goods and services. Apart from this financing function, an intergovernmental equalisation can also be derived from the notion of realising somewhat equivalent living conditions (see Section VIII below on this issue). The pooling of tax revenues and their subsequent distribution among the territorial authorities might be viewed as one approach to achieve this goal. The resulting definition of a minimum level of public services mainly demonstrates the solidarity in the Austrian federalism.56 

Several studies have demonstrated that the system of financial equalisation has a levelling effect between ‘net payers’ and ‘net receivers’ among the states.57 Overall, the system brings about a strong redistribution from the richer to the poorer municipalities.58 Now and then, the redistribution mechanism between the municipalities has created conflicts between the two associations representing their interests. While the Association of the Austrian Cities (Österreichischer Städtebund) favours higher transfers to bigger municipalities, arguing that because of their function as regional centres they have disproportionately higher expenditures, the Association of the Austrian Municipalities (Österreichischer Gemeindebund), comprising above all smaller municipalities, opposes this argument.59 



VII.‘One Size Fits All’ Monetary Policy

As monetary policy falls under the exclusive competence of the EU, Austria no longer has competences in this field. Monetary policy is conducted by the European Central Bank.60 The Austrian National Bank only organises the money supply in the Austrian economy. Thus, there is no monetary policy competence at the level of the states and municipalities, which can be justified by the public goods character of monetary policy.



VIII.Merits and Deficiencies of Austrian Fiscal Federalism – Measured against its ‘Goals’


A.Impact on Equalisation in the Federation

In contrast to Germany, where the uniformity of living conditions is explicitly laid down in the constitution (Grundgesetz), the Austrian federalism lacks a formal statement of fiscal equalisation.61 However, there are also weak elements in the Austrian fiscal federalism that are intended to balance living conditions, especially covered by special funds for financially weak municipalities in rural areas (Finanzzuweisungen). However, these funds are allocated on a discretionary basis and not according to clear rules, making it hard to show empirically how they have contributed to a financial equalisation between municipalities. Apart from this, a significant equalisation effect is not to be expected due to the low quantitative significance of these funds.



B.Macro-economic Effects on the Federation and its Entities

As shown in Figures 1 and 2, most of the budget responsibilities are held by the federal state. In addition, Figure 3 shows that the bulk of the annual net deficit is attributable to the central government. States and local municipalities can only get into debt within very narrow limits that are consistent with the requirements of the Austrian Fiscal Pact. From this, one would expect only moderate macroeconomic effects of their fiscal policies.


Figure 3 Net deficit shares of federal, state and local jurisdictions as well as social security funds in Austria
[image: A line graph showing Austria’s net deficit shares by government level from 1995 to 2019, indicating persistent federal deficits, while state, local, and social security funds remain closer to balance relative to GDP.]

Source: Eurostat database at ec.europa.eu/eurostat/web/main/data/database, own calculations.



C.The System’s Democratic Legitimacy

The Fiscal Equalisation Laws, as the primary output of the system of fiscal federalism, are legitimised by the fact that they are passed by the democratically elected National Council. As the enactment of these laws is preceded by negotiations between the federal government and representatives of the states and municipalities, it can also be claimed that they are based on the support of the sub-national units – even though ‘[i]n reality, the Länder and the local governments have no real alternative but to accept the determination of fiscal relations by the federal government’.62 

From a constitutional and political perspective, it seems also problematic that the whole process is heavily dominated by the executives of the involved territorial units, with little or no participation of the respective parliaments. The second chamber, the Federal Council, which is designated by the federal constitution to represent the interests of the states, is in no position to fulfil this task. On the one hand, in general it cannot veto, but only delay bills passed by the first chamber, the National Council. On the other hand, its members are not directly elected by the people, but delegated by the state parliaments. As a consequence, they are more dependent on the political parties that have nominated them than their counterparts in the National Council. Most of them seem to view themselves less as representatives of their states than as representatives of their parties, which also dominate the decision-making process in the second chamber. The parliamentary groups of all parties are characterised by a high level of party discipline. In each party the positions and decisions of the members of the parliamentary groups of both National and Federal Council are determined in common sessions. As a result, in the law-making process the Federal Council is clearly subordinated to the National Council.63 

To what extent the system of fiscal federalism is supported by the Austrian citizens is hard to tell. General surveys dealing with questions of federalism are rare and surveys dealing with questions of fiscal federalism are completely missing. A survey of 2009 found that, on average, 40.3 per cent of the respondents felt emotionally attached primarily to Austria (as a nation), 20.4 per cent to their municipality, 19.9 per cent to Europe and 19.3 per cent to their region (Land).64 A survey in 2019 showed similar trends: 37 per cent of the respondents stated that they feel primarily as citizens of Austria; 24 per cent named their municipality, 16 per cent the European Union and 14 per cent their state (the rest did not answer the question).65 As far as the evaluation of the federal system is concerned, a survey carried out in 2017 revealed that only 27 per cent of the respondents agreed that the federal system (defined as ‘distribution of competences between several levels’) works very or rather well, while 55 per cent qualified its workings as rather bad or very bad.66 



D.Control

Although Austria’s system of fiscal federalism, in many respects, is the product of informal, legally non-binding negotiations between the different territorial levels, the core elements of this system (ie, the F-VG, the Fiscal Equalisation Laws, the Consultation Mechanism and the ASP) take the form of legally binding instruments. However, this does not mean that compliance with the legal duties of the territorial levels can be fully controlled by the Austrian Constitutional Court. There are a series of rulings on whether or not a certain provision in a Fiscal Equalisation Law (ie, a simple federal law) complies with the F-VG or other parts of the federal constitution. Hereby the aforementioned § 4 F-VG is of prime importance, for it restricts the margin of manoeuvre of the federal legislator obliging it to take into the consideration the distribution of burdens of public administration and the limits of capacity of the territorial units. However, in its settled case law67 the Constitutional Court holds that the federal constitution grants a large room of appreciation to the federal legislator and only imposes little substantive barriers on it. The Constitutional Court stresses the importance of informal negotiations before the adoption of a FAG. If the FAG has been adopted after such negotiations, one may assume that the requirements of § 4 F-VG, as a rule, are complied with. More importantly, these cases can be read in a sense that the federation is obliged to enter into informal negotiations with the other territorial units. The existing case-law does not deal with constellations in which there have not been any negotiations at all. Rather, the case law concerns constellations in which a FAG has been adopted although there has not been reached a full consensus on all points. But even this does not necessarily lead to a violation of § 4 F-VG. In such a constellation, the Constitutional Court will engage in an individual assessment, which does not mean, however, that the Court examines the contested provision in the FAG in a particularly strict manner – an aspect which is criticised in the literature.68 

Likewise, there are also a few cases concerning compliance with the duties under the Consultation Mechanism. By contrast, there are no such rulings as regards the compliance of the territorial levels with the ASP. This is because compliance with the ASP shall be safeguarded by means of committees, an instrument that in many respects is a sleeping beauty. To conclude, the picture of control in this system is rather inhomogeneous.



E.Legitimacy and Efficiency of Conflict Resolution

The system of fiscal federalism in Austria is very stable, if not static. About 85 per cent of the total revenues fall under the category of the joint federal taxes. They are distributed between the different territorial levels according to uniform keys, which basically do not change over time.69 As mentioned above, the fact that the Fiscal Equalisation Laws are regularly negotiated between representatives of the different levels gives legitimacy to the system and provides for efficient conflict resolution.

However, it may be doubted whether this ‘efficiency’ can be claimed under economic terms as well. A general problem is that inter-governmental transfers have reached such amounts and their structure is so complex and non-transparent that even economists, let alone political decision-makers, have major difficulties in determining their allocative or distributive impacts.70 What is more, since the 1970s, federal governments have increasingly resorted to making transfers to state governments for specific purposes or projects dependent on co-financing by the latter. As a result, the transfers have become a dirigiste instrument in the hands of the federal government, and competition among the state governments for their allocation has increased. Quite frequently, such transfers have been allocated less based on clear national policy goals, objective criteria or needs and more based on (party) political reasons. In the long run, the limited tax autonomy of the states and their growing dependence on federal transfers have impeded rational fiscal policies and increased the danger of liquidity problems in the state budgets.71 

The financial grants (Finanzzuweisungen) of the federal government to the municipalities with below-average financial capacity may serve as an example for an obviously inefficient result. According to calculations of the Ministry of Finance, only about 40 per cent of these grants reach the targeted municipalities. The rest is distributed by the governments of the financially better-off states to ‘their’ municipalities. As a consequence, it is missing in structurally weak regions, especially in the states of Burgenland, Carinthia and Styria.72 The low amount of the means for the financially disadvantaged municipalities, the lack of solidarity between the states and the complicated regulations are listed in the literature as reasons why the envisaged equalisation between richer and poorer municipalities works only to a limited degree.73 The fact that the teachers in the compulsory primary and secondary schools are financed by the federal government, but are employees of the respective state government, is often cited as classic example for the unwelcome incongruence between task, expenditure and revenue responsibilities.74 



IX.COVID-19 Crisis – Testing the Resilience of Fiscal Federalism

The outbreak of the COVID-19 pandemic in Europe in March 2020 triggered severe government measures to contain it and to cope with the ensuing economic recession. The measures reflected some of the basic features and deficits of Austria’s federal and fiscal system. The federal government was the major actor in the crisis, and the anti-pandemic measures were highly centralised, especially in financial terms. Overall, the economic relief measures passed in March and April 2020 amounted to 39.4 billion Euros. Of this sum, 38 billion Euros were to be covered by the federal government, while the nine state governments together were to contribute only 1.4 billion Euros.75 Several state governors used their leeway to enact region-specific measures and, for example, closed schools in certain regions. In September 2020, a ‘Corona traffic light’ system was introduced with the aim to set region-specific measures based on certain criteria, like the development of new infections or the capacities of the health care system in the different regions. The new system was of limited use only, as already in October 2020 the whole of Austria was to be coloured uniformly ‘red’, indicating no possibility for regionally differentiated measures.

The pandemic also left its mark on the FAG. In 2021,76 the share of the municipalities in the income tax was raised by 400 million Euros. Furthermore, the municipalities got a special advance for their shares amounting to 1 billion Euros to be repaid after 2023 and the structural fund was increased by 100 million Euros. This was done because the liquidity of the municipalities was badly hit by the decrease in the revenues from the municipal tax against the background of state laws restricting the powers of the municipalities to take out loans. This support of the municipalities has also been decided to promote their role as investors in infrastructure. All in all, this support of the federation amounted to 1.5 billion Euros.77 By contrast, the major instrument to cope with budgetary discipline required by EU law – the ASP – has not been amended. More importantly, the application of the ASP has been de facto suspended: Art 15 (1) ASP 2012 commits the federation, the states and the municipalities to medium-term budgeting in accordance with the obligations under ASP and to an effective medium-term budgetary framework complying with the requirements of EU law. This commitment is also the subject of reporting requirements of the federation, the states and the municipalities to the Austrian co-ordination committee and, respectively, to the states’ co-ordination committees. The deadline for these annual reports is 31 August. Against the background of the COVID-19 crisis, the Austrian co-ordination committee made use of its power pursuant to Art 14 (5) ASP 2012 to amend the respective deadline. This was done twice,78 with the reporting requirements being suspended till December 2021.

The pandemic necessitated an intensive co-ordination between the different territorial levels and actors of the federal and fiscal system to produce efficient and effective policies. Even though the Institute of Federalism (Innsbruck) claimed in August 2020 that Austrian federalism had successfully passed the ‘Corona test’, and that states and municipalities had fulfilled their tasks in a diligent manner,79 crisis management and the interaction between the federal government and the provincial governments, were criticised time and again, notably by opposition parties and media. Likewise, a report by an independent committee, which was set up to investigate the crisis management in the state of Tyrol, especially concerning the early ‘Corona hotspot’ in the municipality of Ischgl, arrived at rather devastating conclusions. The federal Ministry of Health was blamed for providing only inadequate legal foundations for the subordinate administrations, which had to execute the federal pandemic law and its amendments within the rules of indirect federal administration. The state government of Tyrol was, among other things, accused of unlawfully delegating political responsibility to the head of the state administration and of lacking a sufficiently prepared crisis management system.80 

The co-ordination problems between the federal government and the state governments were exacerbated by political differences, especially between the federal conservative-green coalition government and the social democratic government in the state and capital city of Vienna. When a draft for a new decree of the Ministry of Health with new restrictive measures was only sent out to the state governments of the conservative ÖVP for consultation, the social democratic SPÖ fumed. However, sometimes, ÖVP governors protested against not being adequately involved as well, for example when the government announced that it was determined to organise mass COVID tests in November 2020. On the contrary, the governing parties insisted that the state governments had been included in the decision-making process to an unprecedented degree.



X.Dos and Don’ts: What can the EU Possibly Learn from Fiscal Federalism in Austria


A.Deficiencies – Negative Examples

The Austrian system of fiscal federalism displays some major deficiencies. First, it is strongly centralised in the sense that the federal state has the dominating budgetary power. The central parliament also regulates the revenue autonomy of the subordinate jurisdictions. Despite their lack of regulative competences and their financial dependence on federal decisions, the states and municipalities play a prominent role in the administration of public good provision. Second, the distribution of public responsibilities is strongly rooted in historical circumstances. However, it is neither based on economic considerations (public goods or spill-overs) nor does it account for the specific revenue situation of the respective jurisdictions. This in turn suggests that the principle of fiscal equivalence, according to which those who profit from a public service should also be those who contribute to its financing, is achieved only to a very limited extent. Third, Austrian fiscal federalism lacks clearly defined goals and performance criteria. This makes it difficult to evaluate public policies, including their contribution to fiscal equalisation and the realisation of somewhat equivalent living conditions, and to design them in more efficient ways. Fourth, the relevant political actors are little inclined to discuss general principles or to engage in substantial reforms. Rather, political pragmatism rules.



B.Achievements – Positive Examples

The Austrian federalism is generally characterised by a political consensus ensuring a balance of interests, especially at the level of the states. Even though the federal government, based on the centralisation of legislative responsibilities and the financial superiority of the federal level, clearly dominates the decision-making process, it can hardly enforce decisions if the states, represented first and foremost by the state governors, unite to resist them. Moreover, the implementation of federal laws often depends on the collaboration of the subordinate state and local administrations. The consultation mechanism, which was designed to protect the subordinate level(s) from a financial overload by the upper level(s), can be regarded as an indication of this basic consensus orientation. In a similar vein, the Stability Pact established joint debt coverage rules, which in turn increased the fiscal transparency of the jurisdictions and created pressure to use public funds more efficiently.



XI.Conclusion

The Austrian system of fiscal federalism is deeply rooted in historical regards and embedded in a wider political system characterised by a high degree of consensus orientation and political pragmatism. Specific goals regarding fiscal equalisation and the realisation of somewhat equivalent living conditions are missing. That is why Austria seems not to be a good case to design an efficient and equalising federalism in the EU.
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WILLEM SAS, DAMIEN PIRON, ANDRÉ DECOSTER AND PATRICIA POPELIER

In this chapter we will give a broad overview of Belgium’s practice of fiscal federalism. As we will show, the complexity of Belgium’s federal constellation is reflected in the financing of its subnational level of government. As we explain in section I, the unitary Belgian state only recently morphed into a federal State relatively. The origins of this federal transformation can be traced back to a coexistence of two major communities in a single country: a Dutch-speaking majority and a French-speaking minority.1 The State’s structures have hence been designed to achieve a political equilibrium between these two communities, consisting of two distinctively different federated entities (‘Regions’ and ‘Communities’) which – depending on the entity – acquired ever broader fiscal autonomy.

In section II we discuss in detail the various phases of this gradual institutional reform and specify how they affected the fiscal framework regulating the financing of the subnational governments (hereafter referred to as ‘federated entities’).

In section III we focus on the final result of these reforms, so that readers interested mainly in the current situation can skip straight to this section. As in most federations, Belgian Fiscal federalism can be seen as resting on four pillars. First, tax autonomy gives federated entities authority over their own tax bases, tax rates, and tax policies, which we tackle in section III(A). The gap between subnational tax revenues and the overall funding needed to finance devolved competences is bridged by a system of federal grants, explained in section III(B), where we also address the difference between needs-based grants and incentivising (responsibility-based) grants.

As the COVID-19 crisis has shown, however, regional tax revenues and federal grants are often insufficient to balance the budget, and borrowing from financial markets becomes necessary. In section IV we discuss the rather weak borrowing constraints of the federated entities.

When all other channels of regional finance are put under pressure, an additional source of financing can be found in interregional solidarity in the form of equalisation mechanisms, which we explain in section V.

It should not come as a surprise that such a complex system comes with rather original solutions to manage and organise cultural or language diversity, that also produces severe challenges. These challenges are discussed in section VI.

Building on them, section VII sketches out some lessons for the EU. Section VIII concludes.


I.Goals of the System According to the Existing Legal Order and/or Tradition

Six constitutional reforms adopted between 1970 and 2015 transformed Belgium from a unitary state into a fully-fledged federal state.2 This complex federation shows many peculiarities. One of them is the coexistence of two types of federated entities covering distinct, yet partially overlapping territories, namely the ‘Regions’ and ‘Communities’. The Regions’ competences are ‘territory-related’, and primarily concern the socio-economic sphere. Examples are inter alia, employment, economy, agriculture, energy, water, environment, town and country planning, housing, foreign trade, transport and public works. Mostly the French speaking business interests in Wallonia lobbied for this set of competences, to protect their declining metallurgic and heavy industries. The Communities are competent for ‘person-related’ matters relating to culture, education, audio-visual media, health and welfare. The Flemish-speaking area, mostly for reasons of cultural emancipation, was the main driving force for that division.

As a result, there are three Regions – Flanders, Wallonia and Brussels – which are territorially distinct. There are also three Communities – the Flemish Community, the French Community and the German-speaking Community. Yet the two main Communities, ie the Flemish and the French Community both have jurisdiction over certain institutions in the Brussels Region. There are, eg, Dutch-speaking and French-speaking schools in the same neighbourhood or even street in Brussels. Special protective measures also exist to safeguard the interests of the Flemish minority regarding the competences of the Brussels Region. Lastly, because of the relatively small presence of Dutch-speakers in Brussels, the Flemish Community and Region merged their competences and budgets from their inception in 1980, whilst the French Community and the Walloon Region remain legally distinct.3 

Also, Federation-wide legislative processes structure around the two main poles of Belgian federalism because of the linguistic divide. There is, for instance, a French and a Dutch linguistic group in the federal Parliament. So-called ‘special majority laws’, that deal with the state structure, can only be adopted by a majority in each linguistic group.4 An ever-growing body of competences being devolved from the federal level to the federated entities but not vice versa, the system is centrifugal. There are also features of constitutional asymmetry, as the federated entities do not enjoy the same status and level of autonomy.5 

Through successive waves of institutional reforms, the Belgian Communities and Regions acquired significant political, legal, and financial authority. According to Eurostat data, Belgium’s federated entities (institutional sector S1312) managed 19.3 per cent of the country’s GDP in 2019. This represented almost 40 per cent of the total resources collected by Belgian public authorities. According to these sources, the federated entities’ level of revenue is even the highest of the whole continent, placing Belgium ahead of Spain (14.9 per cent of GDP) and Germany (13.9 per cent of GDP), well above the average for the European Union (EU 27: 5.7 per cent of GDP) and the euro area (6.7 per cent of GDP).

The financial framework of Belgium’s federated entities is enshrined in the special majority law of 16 January 1989 on the financing of the Communities and the Regions (hereafter Special Financing Law – SFL), whose foundations are laid down in Arts 175 to 178 Const. The SFL sets the degree of financial and tax autonomy effectively enjoyed by the component units of the Belgian Federation, as it defines how financial resources are allocated, both vertically (ie between the federal government and the federated entities) and horizontally (ie among the federated entities). The SFL represents the cornerstone of Belgium’s fiscal federalism and will be the main focus in this text.

The last (sixth) constitutional reform, negotiated in 2011/13 and enacted in 2015, thoroughly reshaped the SFL according to several principles rooted in political demands. Tax autonomy and ‘responsibility’ were to increase, whereas sufficient use should still be made of need-based criteria to distribute grants. This balance between responsibility and compensation is further discussed below. Other changes considered the specific socio-economic position of Brussels and the sustainability of public finances, without structurally underfunding the regional entities. On all these accounts the constitutional reform was fairly successful.6 



II.Evolution Over Time and Major Bones of Contention

In terms of public finance, most institutional reforms since 1970 intended to meet pressing demands for greater financial autonomy, which particularly emerged from Flanders.7 This almost uninterrupted devolution of competences and financial resources to the federated entities was among others politically justified by a desire to improve the management of public funds and increase the democratic legitimacy of the institutional framework. Three layers of financial legitimation have cumulatively been put forward in the history of Belgium’s fiscal federalism:8 vertical financial autonomy (since 1970), horizontal fiscal responsibility (since 1989) and, finally, tax autonomy (especially since 2001).


A.First and Second Institutional Reform (1970–88)

In the period 1970–88, the devolution of competences aimed at responding to divergent cultural, linguistic and economic preferences and priorities throughout the country. To finance these competences, the newly created federated entities gradually received broad (vertical) financial autonomy – which we define here as the power to allocate their own expenditure autonomously. Thus, the ‘earmarked’ flows of funding, conditional on being spent only on specific competences, are now largely absent from the Belgian system. The Communities and the Regions were granted the authority to vote on their budget annually and received full autonomy in the allocation of their resources (Arts 175(2), 176(2) and 177(2) Const). Despite this autonomy, the federated entities were still heavily reliant on the federal government to access public funds. This is shown in the law of 9 August 1980, passed by ordinary majority, which allocated five sources of funding to the Communities and the Regions. Two of these sources – federal grants from the national budget and transfers out of the proceeds of federally collected taxes – covered the main share of subnational funding. Non-tax revenues were a smaller share, related to their competences, as were loans and a general taxing power stemming from Art 170(2) Const.9 

The scope of the Communities’ and Regions’ autonomous taxing power was strongly restricted in practice. Art 170(2) Const, 2nd subparagraph, establishes the primacy of federal tax law over regional and community tax decrees.10 On this basis, the ordinary law of 23 January 198911 set up a non bis in idem principle in the field of taxation, according to which the federated entities are not allowed to levy taxes in matters already taxed by the federal level of government. Throughout the 1980s, various Flemish politicians and academics denounced the limited extent of the federated entities’ taxing powers. According to some calculations, the latter amounted to only 3 per cent of total regional revenues, a situation which illustrated their ‘almost total dependence’12 on the central government in this respect.



B.Third and Fourth Institutional Reform (1989–2000)

A second period started in 1989, when debates regarding the financial organisation of the federal system started focusing more on the horizontal allocation of resources, ie the criteria according to which the resources allocated by the federal government are shared among the federated entities. This issue has led to a trade-off between financial ‘responsibility’ and solidarity. The concept of financial responsibility refers to the idea that an entity should ‘reap the fruits’ of its economic dynamism. It is portrayed as a ‘fair return’ principle,13 ie a reward for growth enhancing economic and tax policies. Such discourse strongly resonated with the Flemish side, as it clearly gave an advantage to the more prosperous northern part of the country. This distribution method indeed favours entities whose residents are better off, hence contribute more to public revenue. French-speaking politicians, representing less prosperous territories and citizens, for their part insist on adequate financial solidarity among all the component units of the Belgian federation.

This balancing act resulted in the SFL, adopted in January 1989.14 It paved the way to a genuine model of fiscal federalism in Belgium. The fact that sensitive intergovernmental financial relations are organised through a special majority law is politically significant. As mentioned above, this legal instrument was originally designed as a power sharing mechanism in the field of ­institutional matters, characteristic of Belgian consensus democracy. It indeed conveys a ‘locking in’ logic, which the SFL extended to fiscal arrangements. In ­practice, any amendment to the federated entities’ financing system hence requires the support of a two-third majority in each House (House of Representatives and Senate), but also of a majority in the two linguistic groups that compose them.15 

The SFL mainly extended existing financing mechanisms for the federated entities in the form of federal grants collected out of national tax incomes. As before, new competences transferred to the federated entities in the 1988–89 institutional reform (of which education was the most important) were funded by annual federal grants paid out of (tax) revenues collected by the federal government. These grants, whose ‘basic amount’ was pegged to the Consumer Price Index, were distributed according to two distinct rationales.

On the one hand, the competences devolved to the three Regions were funded by the so-called Personal Income Tax (PIT) grants, allocated on the basis of their relative share in national PIT revenue. The adverse consequences of this ‘fair return’ criterion were nevertheless partly compensated by an explicit equalisation scheme introduced at the behest of the representatives of the Walloon and Brussels regions. This mechanism, known as the ‘national solidarity contribution’, aimed to increase the resources of Regions where the PIT revenue per capita was lower than the national average (Art 48 SFL).

On the other hand, the ‘Value Added Tax’ (VAT) grant was designed for financing education policy, which then absorbed approximately 80 per cent of Community expenditure.16 It was allocated according to the financial ‘needs’ of both Communities, estimated based on the school pupils’ ratio (Art 39(2) SFL). This noticeable derogation from the ‘fair return’ principle has been depicted by some as an implicit solidarity mechanism between the Communities, justified by the argument that ‘a (Francophone) child is worth just as much as a (Flemish) child’. By contrast, the Communities do not benefit from any explicit solidarity mechanism, as the latter has solely been provided for the Regions – even though a part of Community competences has also been funded by PIT grants allocated according to the ‘fair return’ criterion.17 

Crucially, moreover, by devolving additional taxing power to the Regions, an important first step was taken in the direction of true tax autonomy, where subnational governments have some say in setting the tax base and rate.18 For reasons discussed in section III, the SFL devolved additional taxing power to the Regions, but not to the Communities. It partially transferred revenue-raising powers over seven types of taxes to regional authorities, the proceeds of which previously had been transferred by the federal authority. These are the taxes on gambling and betting, automatic amusement devices, the opening of drinking establishments, inheritance duties, real estate, registration fees on real estate transfers, and the road fund tax on automobiles. The Regions were to some extent allowed to modify the tax base, rate and exemptions from these ‘regional taxes’ and empowered to take over their collection.

The entry into force of the SFL in 1989 caused financial distress to the French Community, unlike its Flemish counterpart. The reason for the difference was the merger of the Flemish Region and Community since their creation in 1980, which pooled together all financial resources linked to both entities (Art 1(3) SFL). The more the ongoing institutional process decentralised competences and funding to finance these competences, the more the Flemish government acquired fiscal autonomy over a far larger budget and tax autonomy in the most prosperous parts of the Belgian economy. As a result, and at the request of French-speaking political parties, the so-called ‘Saint-Michel’ agreements of September 1992 laid the groundwork for the fourth institutional reform of 1993/94. It provided a refinancing of federated entities in exchange for the devolution of new competences, as requested by Flanders as a quid pro quo.19 



C.Fifth Institutional Reform (2001)

As the refinancing of federated entities under the fourth reform proved scarce, a new round of institutional bargaining began at the turn of the century. It was concluded by the ‘Lambermont’ agreements enacted in 2001, which marked the transition to a third stage in the history of Belgian fiscal federalism. Since the early 2000s, endeavours to improve public finance management have resulted in transferring growing tax powers to the Regions. These new revenue-raising powers are supposed to enable them to more effectively link up their resources with their policies, even though this situation also increases the likelihood of interregional tax competition.

In financial terms, the fifth institutional reform of 2001 was based on two elements. The first was a new refinancing of the Communities to address the underfinancing of the French Community. In addition, regional tax autonomy was increased in two ways. On the one hand, the Regions received new tax instruments: radio and television licence fees, vehicle registration fees and the Eurovignette (which was replaced by a so-called ‘kilometre charge’ on trucks in 2016). On the other hand, their prerogatives on existing regional taxes were harmonised. As a result, regional governments were granted complete jurisdiction over all their regional taxes, meaning that from then on they could autonomously set the tax base, rate and exemptions to these regional taxes. They were also entitled to collect the tax proceeds in full.20 

The fifth institutional reform also extended the Regions’ competence in terms of PIT, at that point still a full-fledged federal tax. It enabled them to collect general (proportional) surcharges and allow general (lump sum or proportional) tax rebates on the federal PIT levied within their territory. However, this taxing power was strictly circumscribed: the Regions could not reduce the overall progressivity of the PIT, nor engage in unfair tax competition. In addition, such surcharges or rebates could not exceed a margin set to 6.75 per cent of federal PIT revenues raised on their territory.

Despite this reform, the main Flemish political parties further advocated greater regional tax autonomy throughout the 2000s. They emphasised the need to strengthen federated entities’ ‘responsibility’ during community negotiations that took place in 2007/08 and were resumed after the 2010 federal elections. The term ‘responsibility’ was mostly interpreted from a political and a fiscal perspective. In such debates, increasing the Regions’ tax responsibilities by granting them direct access to part of the PIT (or even corporate tax) is argued to increase the political accountability of regional representatives vis-à-vis citizens:21 The latter would be allowed to express their preferences not only on expenditure policy choices (the allocation of public expenses), but also on tax policy (the collection of revenues). When it comes to fiscal aspects, the responsibility principle upholds a strictly linear relationship between regional economic performance and regional resources.22 This underpins the ‘fair return’ criterion mentioned above. We return to the question of conceptually sound foundations of responsibility in a Belgian context and how they can be linked to a grants system in section III(B).23 



D.Sixth Institutional Reform (2011–15)

After 18 months of negotiations, a new institutional agreement was agreed upon in October 2011. The sixth institutional reform considerably altered the relative weight of Belgium’s federated entities, by transferring substantive competences worth more than €20 bn to the Communities and the Regions in areas such as family allowances, parts of healthcare, elderly care, labour market policy, tax rebates or deductions, etc. When it stepped into force in 2015, Communities’ and Regions’ expenditures respectively increased by approximately 50 per cent and 20 per cent. Logically, and similar to earlier reforms, this broad devolution of competences went hand in hand with a thorough revision of their financing system. Indeed, whenever new competences are decentralised, the way these are financed will have to be specified, hence the SFL had to be revised.

However, and importantly, this reform of the SFL did not only organise the funding of newly decentralised competences, but also revised the parameters used to fund the federated entities and amended the equalisation scheme to rule out the (theoretical) possibility of setting the wrong incentives. Besides, a temporary transition mechanism was introduced to mutually compensate for the positive or negative consequences of the new funding system (Title V/1 SFL). At the end of the bargaining process, an additional mechanism was eventually introduced to involve the Communities and the Regions in public finance consolidation (see also section IV below).

The biggest parameter shift under the sixth institutional reform on the revenue side was a further decentralisation of taxing powers and increased regional tax autonomy. Concerning the financing of the Regions, the previous system of PIT grants, optionally complemented by surcharges and relieves on the PIT, was replaced by a system of regional piggy-back PIT (Title III/1 SFL). In practice, the Regions currently levy so called ‘extended proportional surcharges’ of 33.257 per cent on the federal PIT – which was reduced accordingly. In other words, about a quarter of overall PIT revenue was thus transferred to the Regions. Depending on their fiscal margins and tax policy goals, they are now allowed to define the rate of their surcharge autonomously and without any quantitative limit, as well as to implement reductions on their proportion of the PIT.24 They can even increase, but also decrease, the progressivity of the PIT – under given conditions. Besides, the Regions obtained exclusive taxing powers over a series of tax rebates/reductions related to their competences, including property taxation (see also section III).

However, this widening of regional tax autonomy also comes with a contradiction, as it among others creates interference between federal tax policies and regional resources. Indeed, the ‘reduced federal PIT’ is the sole basis for the calculation of regional surcharges. As a consequence, federal PIT reforms directly affect PIT surcharges actually collected by the Regions – which is one of their main revenue items.25 Through this channel, federal decisions thus directly impact (ie, increase or decrease) regional financial resources, a setting unseen since the creation of the SFL in 1989. The Regions willing to compensate for adverse fiscal consequences of federal tax policy are indeed entitled to increase their surcharges. Yet, this does not alter the actual primacy of the federal government in the field of direct taxation. Other features of this new ‘inter-federal’ PIT management framework support this assertion. An example thereof is that the collection of the PIT – including regional surcharges – is kept at the federal level, as a competence of the federal administration. Moreover, the latter is also entrusted with estimating down-payments to be made to the Regions and calculating budgetary settlements between the federal and regional governments (Art 54/1 SFL).

Despite these limits, the growing regionalisation of the PIT nevertheless represents a noticeable step towards larger regional tax autonomy, on top of the wide range of regional taxes already decentralised during earlier reforms. Consequently, regional authorities are nowadays endowed with significant tools to consolidate their own tax system, as well as their administrative capacity in this field. We will discuss these in more detail in section III(A).



III.Fiscal Mechanisms and the Distribution of ‘Substantive’ Competences

Summing up the gradual institutional evolution of Belgium’s fiscal framework laid out in the previous section, we now describe the current situation in more detail.

As in most other federations, a considerable amount of substantive competences has been decentralised to a subnational level of government, in between the central and the municipal level. Unlike other federations, and for reasons explained above, Belgium has two types of subnational government covering distinct, yet partially overlapping territories, namely the ‘Regions’ and ‘Communities’. The Regions’ competences are ‘territory-related’, and primarily concern the socio-economic sphere. Examples are inter alia, employment, economy, agriculture, energy, water, environment, town and country planning, housing, foreign trade, transport and public works. The Communities are competent for ‘person-related’ matters relating to culture, education, audio-visual media, parts of healthcare and welfare. As a result, there are three Regions – Flanders, Wallonia and Brussels – which are territorially distinct. There are also three Communities – the Flemish Community, the French Community and the German-speaking Community – yet the two main Communities, ie the Flemish and the French Community both have jurisdiction over certain institutions in the Brussels Region.

The financing of these federated entities, as spelled out in the ‘Special Financing Act’, is therefore also slightly more complex than in other federations, but not too substantially different as the main pillars are always the same: tax autonomy, federal grants, borrowing autonomy and solidarity. We discuss the former two in this section, and the latter in sections IV and V.

First, the Belgian federated entities enjoy a considerable degree of tax autonomy, comparable to Spanish or Scottish levels, which we define as the extent to which a government can collect the revenue to finance its expenditures through its own taxes. As described above, the ‘Special Financing Law’ (SFL) defines which taxes are considered decentralised, with the main revenues deriving from the shared personal income tax, registration taxes of real estate transactions, inheritance taxes and the road tax. We will flesh out the application of tax autonomy in Belgium further in section III(A), also explaining why only the Regions currently raise their own taxes.

Second, federated entities receive part of their resources from the federal level. These are ‘federal grants’, the amounts of which are not fixed, but indexed to inflation and often also to economic growth. As stipulated by the SFL, these grants are allocated by the federal government to the Regions and Communities by use of fixed formulas, based on regional information that can vary over time. In what follows we will call these ‘allocation criteria’. Once allocated, however, the federated entities are free to use these funds to finance any of their competences at will. The lion’s share of the federal grants is hence not ‘earmarked’, ie not conditional on being spent on specific public services.

Zooming in on the allocation itself, two distinct types of criteria are used. A first subgroup of allocation criteria is based on the tax revenues collected within each region, more specifically on PIT revenues. This is called the ‘fiscal capacity’ of a region. The tax allocation criterion itself is then the region’s share in the total revenue of the PIT raised by the federal government. As already mentioned in section II.B., this criterion has also been coined the ‘fair return’ criterion, since a region indirectly gets back what it contributed via the federal taxes paid by its inhabitants. The higher its contribution to total tax receipts, the more favourable its allocation criterion is, and the larger the share of the grant to which it is entitled. Because of the link with the personal income tax, grants to which this criterion applies are simply called ‘PIT grants’. We will discuss why this type of criterion is used in section III(B).

Second, needs-based criteria consider population numbers of all kinds, such as the number of pupils, elderly or young people within a region. For example, the more pupils within a community, the higher the need for education funding. By allocating the grant – which was introduced when education was decentralised – according to a community’s share of the total, national pupil population, such a need is met. In section III(B) we explain why this type of financing is only applied to grants financing the Communities and why we disagree with the interpretation of this type of allocation as ‘consumption federalism’.


A.Degree of Tax Autonomy

The degree of tax autonomy is usually measured by calculating the share of own, regional tax revenue in the total amount of regional income streams, including federal grants and user fees. Table 1 illustrates this approach for the SFL in place before the sixth institutional reform of 2015 (pre-2015 SFL) described in section II(D), and the new SFL installed in 2015 (2015 SFL), both computed for the year 2019.

The first line of this table shows the grants that the regions and communities received from the federal government under the pre-2015 SFL. The second line shows the revenue the regions collected out of own taxes in that same setting. The sum of the federal grants and own tax revenues yields total regional revenues on the third line, with which we calculate on the fourth line the extent of the tax autonomy under the old system. The second part of this table shows the same calculation, but for the post 2015 SFL amendments.

In the rightmost column of the table, we show the result for all Regions together. The first observation is that tax autonomy in the current system (2015 SFL) has been increased considerably compared to the pre-2015 SFL, namely by €12.6 billion (bn). The total of €10.8 bn in regional tax revenues under the pre-2015 SFL increases to €23.4 bn under the current financing law. If we express tax autonomy in terms of the method described above, then tax autonomy for the Regions increased from 44.2 per cent to 79.4 per cent. This increase of 35.5 percentage points constitutes an increase of more than two thirds (the 80 per cent increase in the bottom line of the table). In other words, and focusing only on the Regions, tax autonomy is very high in the current system: the Flemish region obtains no less than 82.8 per cent, and Wallonia and Brussels 74.1 per cent and 74.8 per cent respectively from their own taxes.

This significant increase was achieved by bringing the PIT within the scope of subnational taxation for the first time. In the new system, and although the federal government remains responsible for determining the tax base, it has reduced all PIT rates by about a quarter. The freed-up fiscal space is then occupied by the Regions, by levying a surcharge (or piggy-back tax) on the tax revenues paid to the federal level. For example, suppose a citizen living in Flanders would have to pay 10,000 € in PIT to the federal government in the pre-2015 system. In the new system, the federal government would then lower its rates so that the same individual would only have to pay 7,500 €. The Flemish Region then occupies the freed-up fiscal space, by taxing the 7,500 € of federal tax revenues at a rate of 33 per cent, resulting in a regional tax bill of 2,500 € for this citizen. Overall, the same citizen pays the same amount of taxes in both systems, being 10,000 €, of which 25 per cent is now raised by the Region.

Of course, the Regions do not have to stick to the initial surcharge of 33 per cent equalising the pre-2015 outcome to the new setting and have the full autonomy to change this initial tax rate. The regional surcharge can moreover be modulated across different brackets of the newly created tax base, for example by splitting up the 7,500 € up in three parts and setting a rate of 20 per cent for the first bracket and 30 per cent for the richest. The SFL does impose restrictions in terms of possible erosion of the progressivity of the PIT, as well as in terms of harmful tax competition, but these still leave much leeway for the Regions to design their own PIT tax system. Interestingly, and although the call for tax autonomy was very loud in Flanders, nothing has so far been done with this newly gained autonomy.


Table 1 Fiscal autonomy in the pre-2015 SFL and SFL in operation since 2015 ­(comparison for 2019 in billion €)26 


	
pre-2015 SFL


	
Flemish Region


	
Flemish Comm


	
Flanders (Reg + Comm.)


	
Walloon Region


	
French Comm.


	
Brussels Region


	
Total (Regions)







	
Grants


	
7,8


	
16,0


	
23,8


	
4,6


	
10,1


	
1,4


	
13,8





	
Own taxes (a)


	
6,6


	
	
6,6


	
2,8


	
	
1,5


	
10,8





	
Total revenues (b)


	
14,4


	
	
30,4


	
7,4


	
	
2,9


	
24,6





	
Fiscal autonomy (a)/(b) in %


	
45,5%


	
	
21,5%


	
37,6%


	
	
52,6%


	
44,2%





	
2015 SFL


	
	
	
	
	
	
	



	
Grants


	
3,0


	
23,5


	
26,6


	
2,2


	
14,4


	
0,8


	
6,1





	
Own taxes (a)


	
14,6


	
	
14,6


	
6,3


	
	
2,5


	
23,4





	
Total revenues (b)


	
17,7


	
	
41,2


	
8,5


	
	
3,3


	
29,5





	
Fiscal autonomy (a)/(b) in %


	
82,8%


	
	
35,5%


	
74,1%


	
	
74,8%


	
79,4%





	
change caused by the move from pre-2015 SFL to 2015 SFL





	
in percentage points


	
37,3%


	
	
14,0%


	
36,6%


	
	
22,2%


	
35,5%





	
in percentages


	
82,0%


	
	
65,2%


	
97,2%


	
	
42,2%


	
80,7%







Another interesting political consideration is the fact that the Flemish (nationalist) call for more tax autonomy has not subsided since 2015. Given the high percentages of tax autonomy for the Regions calculated in Table 1, this at first sight is hard to explain.

The reason lies in the Belgian federal framework itself, and its hybrid features identified above. Because the territorially defined Regions are interwoven with person-defined Communities in Brussels, raising taxes in this area becomes rather complex. Whilst for the Regions it is easy to identify taxpayers based on their residence, this is not the case for the Communities. Indeed, since the Flemish and the French Communities have overlapping territory in Brussels, the question becomes which citizen can be taxed, and which citizen does not enjoy Community services and should be exempt. According to an old opinion of the Council of State,27 it is impossible for the Flemish and the French communities to identify a taxpayer in Brussels in the absence of a ‘sub-nationality’, which would go against the constitution.28 The Council also declined the option of exempting Brussels residents of the obligation to pay Community taxes, considering this discriminatory.

However, the Council ignored that Communities have no legal jurisdiction over persons in Brussels to begin with, but only over unilingual institutions, which are easy to identify. As a result, it would be legally impossible for the communities to tax persons in Brussels, but it could tax users of its institutions. Also, the merger on the Flemish side of the Region and the Community implies that Brussels’ residents indirectly benefit from regional taxes raised in Flemish territory, which would violate non-discrimination as defined by the Council. The Council’s ­opinion nevertheless deeply impacted fiscal practice, as to this day the Communities do not raise any taxes, even though legally speaking they perfectly could.29 

Crucially, this legal interpretation and political practice have far-reaching consequences for any tax autonomy calculations. As illustrated In Table 1, the tax revenue cells in the second and sixth rows remain empty for the Communities. As they do not raise any taxes of their own, they are financed via grants only, printed in italics in the table. This immediately explains the widely differing appreciations by different political actors of the degree of tax autonomy. When, under the pre-2015 SFL, we express the Flemish tax revenues of 6.6 bn compared to the total regional revenues of 14.4 bn, the tax autonomy of Flanders already amounted to 45.5 per cent. If, on the other hand, we express it in terms of the combined income of the Flemish Region and Community (6.6 out of 30.3 bn), it is only 21.5 per cent. Someone referring to a percentage of ‘only 20 per cent’ is therefore not wrong, but it is clear that this is not a discussion about numbers, but about a different (political) frame of reference.

The sixth institutional reform did not change the federal frame of reference of Regions and Communities. So, whoever wants to, can still produce a figure that points to a much lower fiscal autonomy for Flanders. Add the grants to the communities in the denominator, and the fiscal autonomy for Flanders is now 35.5 per cent (which is still a considerable increase of two thirds compared to the former 20.6 per cent). Only: whoever takes this position would make the discussion easier by not using these figures. It would be better to openly explain why the Communities are not using their tax powers, how taxes should be levied on a community-basis in Brussels, or why the direction of a classical territorially defined federalism with non-overlapping regions was never opted for. As we will show below, moreover, the philosophy of financing the communities via grants has always been ‘needs-based’, which does not always fit well with real tax autonomy.

Apart from the size of the tax autonomy, the transfer of about a quarter of the income from the PIT to the Regions is also an important element for other reasons. Because of the progressivity of the PIT (richer people pay proportionally more taxes), revenues from this tax grow faster than GDP. For example, if GDP grows by two per cent, the PIT revenue may increase by 2.6 per cent. This ratio (in this case 1.3) is called the elasticity of PIT revenues with respect to GDP. The estimate of this elasticity is uncertain, yet the federal government transferred a quarter of this ‘elasticity bonus’ to the regions. Hence, the size of the elasticity plays a crucial role in the picture of winners and losers in the long run (ie when the economy grows). The higher the elasticity, the more beneficial the new SFL will turn out for the Regions, and the less for the federal government. The lower the elasticity, the better it looks for the federal government. This was discussed extensively in earlier works.30 

In any case, by transferring only a quarter of the PIT to the regions, the viability of the federal state and the preservation of its fiscal prerogatives are assured, also with respect to the elasticity bonus.



B.Degree of ‘Responsibility’ versus Needs

The demand for more responsibility was a second point that was particularly emphasised by the Flemish parties during the 2011–13 negotiations leading to the current SFL. In the media, the term quickly degenerated into a ‘buzzword’, and was often poorly or sloppily defined if at all, because it was assumed equivalent to fiscal or tax autonomy. However, responsibility can be interpreted in a much broader sense, whereby tax autonomy need not even be present as a precondition.

In a best-case scenario, responsibility includes every possible instrument that holds governments accountable for the consequences of their policies. The reasoning here is that regional governments feeling the (positive) consequences of a good policy may also be more inclined to govern better. After all, if we follow the theory of economic federalism, regional governments are better placed to meet local needs and preferences. Effective empowerment then ensures that such welfare-enhancing and adapted policies are indeed implemented. What we mean by such a good policy, how it manifests itself in practice, and how we can reward it, however, depends on the entity or jurisdiction in question. For this reason, responsibility will be interpreted differently depending on whether we look at the Regions or the Communities.


i.Regions

As mentioned earlier, the regions were granted economic powers since their creation in 1980. The idea was to tackle the different economic conditions in the three parts of the country, assuming that regional authorities are better positioned to assess differences in needs or preferences. This concerned powers such as employment, agriculture, the economy, public works, energy, transport (except for the national railroads), town and country planning, foreign trade, etc. The newly transferred powers in the sixth institutional reform concerning the labour market and fiscal policy (tax exemptions/rebates) follow a similar logic. Thanks to the decentralisation of targeted labour tax reductions, for example, it will be easier to target employment policy to the actual labour market in each region (Flanders has a greater number of older and a lesser number of younger jobseekers than the other regions). In short, given such competences, good regional policy can be defined as all government policy that supports and stimulates the regional economy.

This notion of good policy as stimulating regional economic growth was indeed enshrined in the pre-2015 SFL during the third institutional reform in 1989. Moreover, it was argued that economic growth is reflected in the growth of incomes, and thus of tax revenues. And so, it was further argued, per capita personal tax revenues are a good indicator of ‘good policy’. That indicator is called regional fiscal capacity, as defined above. Rewarding good policy then simply boils down to making regional revenues dependent on the fiscal capacity of the regions. This was done by putting more weight on the criterion which allocates grants according to a Region’s share in the total income from PIT (the ‘fair return’ criterion as described above). An increase in fiscal capacity reflects higher regional growth and is rewarded with a higher allocation of federal grants, while a decrease in fiscal capacity is ‘punished’ with a lower allocation. The underlying reasoning also implies that ‘responsibility’ in this sense consists of both tax autonomy on the one hand and the ‘fair return’ allocations on the other.

The basic assumption that good policy automatically leads to regional growth and tax income raises many questions. Are all the changes in regional growth really the result of policies under the regional government’s own control? After all, globalisation largely limits regional governments’ grip on their economies. Also, is our understanding, both theoretical and empirical, of how a government behaves sufficiently well-founded to reliably estimate the magnitude of the incentive effect on government policy? Is PIT revenue the most appropriate indicator of regional growth? Regional employment or participation rates or job/start-up creation might be better measures of regional growth, and above all, they are much easier to link to actual policies. Unfortunately, such questions are beyond the scope of this text, but we refer to Bell et al for a thorough discussion.31 

Sizing up the fiscal framework under the post-2015 SFL using the fiscal capacity link as a proxy for responsibility as explained above, Figure 1 shows that the increased tax autonomy has had no direct effect on overall responsibility.


Figure 1 Overview of the pre-2015 and current SFL (comparison for 2019 in bn €). Own representation by the author based on publicly available Belgian budget data
[image: A diagram comparing Belgium’s pre-2015 and post-2015 Special Finance Law systems, showing changes in total revenues, tax autonomy, grants, needs-based criteria, and solidarity allocations between regions and communities.]

As can be seen in the grey quadrants, in relative terms, the amount of PIT grants and tax autonomy decreases from 67 per cent of total revenues to 55 per cent. This is because the regionalised PIT replaces the regional grants that already followed the ‘fair return’ rule, of about 12 bn €. An increase in responsibility is, therefore, to be sought in the resources that finance the newly transferred powers for the Regions in 2015. This new allocation, amounting to €5.3 bn in 2019 and representing, alongside the revenues from tax autonomy, the major source of revenues for the Regions, is indeed distributed according to the ‘fair return’ criterion. Thus, also for the new competences, the regional funding is largely linked to regional growth, which will lead to a 5.3 bn increase in responsibility in absolute terms. In Table 2, we show this sharp increase in responsibility in a different way. The first line shows the amounts per capita that are currently spent on the newly transferred labour market competences. The second line shows the grant allocation (again in € per capita) based on which the regions must finance the transferred competences in the new system.

Since the new allocation is distributed based on fiscal capacity (‘fair return’), it is higher per capita for the Flemish Region (€415) than for Wallonia (€338) and Brussels (€298). However, lower economic growth and the resulting higher unemployment rate mean that current expenditure is higher in Wallonia and Brussels. In other words, the Regions were forced to ‘face facts’ from 2015 onwards. For those regions where the current expenditure on labour market policy is higher than what they contribute to the federal treasury, the budgetary scope will be significantly reduced under the new system. If the Brussels and Walloon regions fail in getting their regional economy on track from 2025 onwards, when the transition mechanism compensating for these differences starts phasing out, they will consequently be held ‘responsible’.


Table 2 Fiscal autonomy in the old and new SFL (comparison for 2019 in €/capita)


	
	
Flemish Region


	
Walloon Region


	
Brussels Region







	
I. Current expenditures


	
II. 382


	
III. 450


	
IV. 515





	
V. Grant allocation


	
VI. 412


	
VII. 338


	
VIII. 298





	
IX. Difference


	
X. 30


	
XI. -112


	
XII. -217









ii.Communities

As we explained earlier, and in contrast to the Regions, the Communities have been person-based since their establishment in 1970. Language not being linked to a territory but to a person, the competences of the communities were hence interpreted from a different angle. Competences such as education, the use of languages, health policy (curative and preventive medicine), assistance to persons (youth protection, social assistance, family assistance, reception of immigrants, etc.) and culture (theatre, libraries, audio-visual media, etc.) have been gradually transferred to the communities. The sixth institutional reform adds a large amount to these. Child benefits, but also aspects of elderly and healthcare were transferred, amounting to €12.9 bn in 2019.

We explained above how difficult it is for the Regions to define ‘good’ policy, let alone measure it. For the policies of Communities, this exercise seems to be even more difficult. For each competence, it is fairly easy to think of several factors that constitute good policy and that, moreover, have little to do with regional growth. For example, the extent to which healthcare is cost-effective, or adapted to local needs, cannot be measured simply by regional growth rates. In the long run, education may have an impact on growth, but again this does not seem to us to be a direct measure of the quality of education which, for example, also offers equal opportunities. How to measure and subsequently reward good education or health policies has never really been considered within the SFL. Indeed, from 1989, one quarter of the community grants were even allocated according to the ‘fair return’ criterion. The remaining funds are distributed according to so-called ‘needs-based’ criteria. As also explained above, the latter allocate federal grants based on population numbers of all kinds, such as the number of pupils, elderly people, young people, or the total population of a community.

There is a good reason to emphasise needs when considering the financing for the Communities. After all, the use of such a criterion expresses the political choice that an inhabitant of a federal country is entitled to the same services for certain things, regardless of the Region he or she lives in or the Community he or she belongs to. The economic theory of fiscal federalism classifies this as the principle of ‘horizontal equity’. If a Dutch-speaking child deserves the same access to education as a French-speaking one, education should be financed based on student numbers. A Community with relatively more school-aged children will then receive a larger share of federal grants. Since this principle of horizontal equity is most often associated with person-based competences, it is therefore not surprising that needs-based criteria, such as population numbers, are used as allocation criteria for federal grants financing the Communities.

Lastly, and even if we allow for more clearly defined output factors of good Community policies as also discussed in Bell et al,32 it is a widespread misunderstanding that needs-based criteria are at odds with responsible policies. Indeed, such criteria do not reduce grant finance to the practice of ‘consumption federalism’, where Communities could ramp up spending with the federal government bearing all the costs. On the contrary, the Communities are financed per head and cannot expect a cent more.



IV.Control of Financial Stability across Levels of Government

Of course, and due to unexpected shocks or political priorities, standard revenue streams may not suffice to cover all public expenditure. This goes for regional governments just as well as for national governments. For this reason, and to varying degrees depending on the country, subnational governments are given the autonomy to finance deficits by issuing debt. The borrowing constraints set around such subnational autonomy to raise funds on financial markets will be crucial to maintain financial stability across levels of government, as well as coordination towards this goal. In this light, two non-majoritarian institutions born out the federalisation of the country play a central role in Belgium’s fiscal consolidation and stability: the ‘Public Sector Borrowing Requirements’ Section of the High Council of Finance (referred to as ‘the Section’ below) and the Constitutional Court.


A.The High Council of Finance

The Section was created in 1989 because the third institutional reform, by quadrupling the federated entities’ financial resources, deeply altered the balance of fiscal power. The federal government – heavily dependent as it was on financial markets – feared trouble in consolidating Belgium’s public finance due to potential shortage of budgetary coordination. It, therefore, created the Section to ensure intergovernmental fiscal coordination and protect fiscal orthodoxy. This advisory body is made up of twelve members, appointed by virtue of ‘their special competence and experience in the financial and economic field’ (Art 49(6) SFL) and distributed according to linguistic and institutional parity. The Section is thus composed of an equal number of Dutch-speaking and French-speaking members. Besides, six of them represent Entity I (made up of the Federal Authority and the Social Security), while six others sit on behalf of Entity II (made up of the Communities, the Regions and Local Authorities).33 

The Section is responsible for issuing an annual opinion on the distribution of fiscal targets among governments. It proposes a budgetary trajectory, which serves as a starting point for negotiations between representatives of each component unit of the Belgian federation. This takes place within the Inter-ministerial Conference on Finance and Budget, an informal coordination forum bringing together federal, regional and community Ministers of Finance and Budget. The agreements reached in this forum are subsequently ratified by the Consultative Committee.34 On its own initiative or upon request by the federal Minister of Finance or Budget, the Section can also issue an opinion on the advisability of restricting the borrowing capacity of one or more public authorities to ‘preserve the economic union and monetary union’ and avoid ‘a structural deterioration of the borrowing requirements’ (Art 49(6) SFL).35 However, it does not seem to have implemented this competence so far, probably because of the ‘massive political turmoil’ this would undoubtedly create.36 

The Section has played a fundamental role in fiscal coordination within the Belgian federation. In the 1990s, it strongly supported the orthodox budgetary strategy which enabled Belgium to meet the ‘convergence criteria’ set out in the Maastricht Treaty to join the Eurozone. Even though its influence waned during the first decade of the twenty-first century, it nowadays assumes the role of translating European budgetary requirements within an ever more federalised Belgium. This is partly due to the closer monitoring of both national and regional fiscal policies carried by European institutions in response to the European public debt crisis.37 

The Treaty on Stability, Coordination and Governance in the Economic and Monetary Union (TSCG, aka ‘Fiscal Compact), which was transposed in Belgian law by a cooperation agreement of December 2013,38 transformed the Section into an independent fiscal Council. In addition to its tasks related to fiscal coordination, the Section is now also in charge of overseeing compliance by the federal and the federated entities with the fiscal path they agreed upon and transmitted to European institutions. In the event of ‘significant observed deviations’ from either the medium-term objective or adjustment path towards it, a correction mechanism is automatically triggered to eradicate it within 18 months. In such cases, the Section assesses whether this gap stems from exceptional circumstances, determines the extent of the corrective action to be undertaken, and overlooks its effective implementation.39 



B.The Constitutional Court

With respect to the revenue side of the budget, Art 1ter(1) SFL currently imposes five restrictions upon regional tax autonomy: (1) compliance with the general framework of the economic and monetary union; (2) the principle of federal loyalty; (3) the prohibition of unfair tax competition; (4) the free movement of persons, goods, services and capital; and (5) the prohibition of double taxation.40 The Constitutional Court enforces respect for these principles and is another ­non-majoritarian institution closely linked to Belgium’s transformation into a federal state. It was created in the wake of the second institutional reform to resolve potential disputes between the federal, regional and community legislatures on the allocation of powers. This ‘arbitrator’ role is explicitly displayed in its initial name: ‘Court of Arbitration’. It was only afterwards that its jurisdiction was also extended to the protection of individual rights and freedoms (set out in Part II Const).

Peeters and Mosselmans stress the crucial role played by the Constitutional Court (also ‘the Court’) in enforcing the principles governing the relationships between the federal government, the Communities, and the Regions.41 According to them, the Court ‘supports a broad interpretation of the community and regional powers’, as it has tended to take the autonomy of the federated entities ‘as its starting point’. Yet, this general approach has not prevented it from imposing a major limitation on the constitutional power of the regions to impose tax, namely the economic and monetary union. This illustrates the balanced position the Belgian Constitutional Court has proven to hold in federalism disputes.42 The requirement to respect this general framework emerged as early as 1986 in the case law of the Belgian Court of Arbitration, before being systematised in a landmark decision rendered two years later. Reviewing a case related to a Walloon tax levied on water export to the other two Regions, the Court ruled that it ensues from the 1970 and 1980 institutional reforms that


the new structure of the Belgian state is vested in an economic and monetary union, by which is meant that the institutional framework of an economy is built on constituent units and is characterised by an integrated market (the so-called economic union) and a single currency (the so-called monetary union.



Concerning economic matters, Belgium’s constituent units are required to guarantee the free movement of goods and factors of production between them. Any rule likely to hinder this freedom of movement – such as internal customs duty – is deemed incompatible with the economic union and, consequently, contrary to Belgium’s federal structure.

This seminal decision of the Belgian Constitutional Court was directly inspired from the Court of Justice of the European Union case law.43 It indeed transposed the requirements applying to interstate relations within the European Union to intrastate relations within the Belgian federation. The audacity of this – now broadly accepted – position should be appreciated: at the time, institutional legislation did not contain such principle, which nevertheless drastically limited the exercise, by the federated entities, of their economic and tax competences.44 During the 1988-1989 institutional reform, the principle of economic and monetary union was officially enacted in Art 6(1) Special law on institutional reform and in the SFL. Since the sixth Institutional reform, this principle explicitly applies to all regional tax powers.

Legal scholarship regularly likens the general framework of the (internal) economic and monetary union to a specific application, in economic and tax areas, of another guiding principle of Belgian (fiscal) federalism: the principle of federal loyalty. The Constitutional Court has regularly claimed jurisdiction over this principle – enshrined since 1993 in Art 143(1) Const. It does so ‘in conjunction with the principles of reasonableness and proportionality’.45 According to the Court, federal loyalty implies ‘the obligation not to alter the balance of the whole federal construction when exercising one’s own competences’. The Court’s judicial overview of this term is not limited to the ‘sole exercise of competences’ but extends to the ‘spirit’ in which the latter ought to be implemented: when exercising its exclusive competences, each legislature should avoid rendering ‘the exercise of their competences by other legislatures impossible or extremely difficult’. This case law was confirmed on the occasion of the sixth institutional reform, which expressly extended the jurisdiction of the Constitutional Court to the federal loyalty principle. Moreover, this principle was also inserted into Art 1ter SFL, which circumscribes regional tax autonomy. Just like the federal government, the Regions are thus required to comply with this principle when exercising their powers. However, the concrete impact of this legal requirement has so far remained unpredictable. It usually comes down to an obligation to consult the other entities.

When it comes to taxing powers, compliance with the principle of federal loyalty seems redundant with another restriction on regional tax autonomy, namely the prohibition of unfair tax competition. This provision was inserted in the SFL during the fifth institutional reform in 2001 to restrict the use of regional surcharges and relieves on the PIT. On the occasion of the sixth Institutional reform, it was even extended to all regional tax prerogatives. However, the concept of ‘unfair tax competition’ is neither defined in the SFL nor in its preparatory works. The legislator, therefore, implicitly delegated this task to the Constitutional Court.

To summarise, the Constitutional Court nowadays has large room for manoeuvre to interpret the legal safeguards of Belgium fiscal federalism. This is partly due to its judicial activism, as it creatively interpreted some of the main principles circumscribing regional tax autonomy. For instance, the principles of (internal) economic and monetary union and federal loyalty were first laid down in the Court’s case law, before being enacted in the SFL. When not acting on its own initiative, the Constitutional Court might also be called upon to fill in vacuums in (special) legislation, as illustrated by the example of unfair tax competition. The Court’s power of interpretation is further bolstered by the vagueness of many key concepts – which are sometimes neither mentioned in the Constitution nor in special laws. Through its case law, the Constitutional Court has put itself in a position to define the extent to which Regions can effectively engage in tax competition. Overall, while courts in federal system tend to take a centralist position, the Constitutional Court, as mentioned, has taken a more balanced position.46 However, no firm conclusion can yet be drawn regarding its stance on competition. The stakes are nevertheless far from being low, as its case law could starkly impact how federal and regional government exercise their taxation powers.



V.The Role of Solidarity

Until the third institutional reform of 1989, federal grants were distributed based on a criterion that was a weighted average of population (to the advantage of Flanders), fiscal capacity (at that time still to the advantage of Brussels) and surface area (to the advantage of Wallonia). When the SFL was introduced in 1989, and at the request of Flanders, this ‘1/3rd, 1/3rd, 1/3rd criterion’ was abandoned in favour of the PIT criterion, ie to fiscal capacity. Crucially, this was partly compensated by introducing a fairly standard equalisation mechanism, which provides an additional grant to regions with a fiscal capacity that is lower than the federal average.

In this sense, such a mechanism again expresses the principle of horizontal equity in a federation. According to this principle, citizens in the same circumstances can count on the same (quality of) public service, regardless of inter-regional differences in fiscal capacity. The name of the mechanism in Dutch, being the ‘solidarity mechanism’, is, therefore, rather unfortunate. It has nothing to do with vertical redistribution between rich and poor citizens (as in the progressive PIT or social security), but with horizontal equity between individual and comparable citizens within the same federation.

The formula below determines the ‘solidarity’ grant a region can count on under the new SFL when its fiscal capacity is below the national average:

SOLregion = 0, 8 × (POPregion − PITregion) × B (1)

Where POPregion represents that region’s population share of the total, national population, and PITregion represents the region’s share of federal PB revenues (the new PIT criterion). Thus, 80 per cent of the difference between a region’s population share and its PB share in the federal total is compensated.

The reasoning is as follows. When more people live in a region in percentage terms than contribute to the federal PIT revenues, the fiscal capacity of that region (measured as PIT revenues per capita) is lower than the national average. We show below the shares in population and PIT revenue for the three regions.


Table 3 Share in population and PIT revenues for the three regions


	
Share in


	
Flemish Region


	
Walloon Region


	
Brussels Region







	
Population


	
57.5%


	
32.2%


	
10.3%





	
PIT revenues


	
63.5%


	
28.2%


	
8.3%





	
Difference


	
-6%


	
4%


	
2%







For Wallonia and Brussels, POPregion is larger than PITregion, so the difference in the above formula becomes positive. Only in this case, a solidarity grant is provided.

Finally, the solidarity grant is also partly determined by the basic amount to which the percentage is applied. This is the B in the formula above. In the new SFL that amount is set at €20.09 bn. It is the sum of the newly granted fiscal autonomy (10.74 bn), the new regional allocation (5.25 bn), and half of the PIT community grant (4.1 bn). Multiplied by 80 per cent of the difference from the last row of Table 3, this results in an additional allocation for Wallonia and Brussels of €676 million and €264 million respectively in 2015. Compared to the solidarity mechanism from the old SFL, this represents a decrease of €180 million for the Walloon region and €72 million for the Brussels region. An important difference with the old solidarity mechanism under the pre-2015 SFL is that, under the new system, the basic amount is not only indexed to inflation but also to economic growth. In time, this can cause the initial difference in solidarity grant between the old and new SFL to be closed, or even reversed.



VI.Merits and Deficiencies of Belgian Fiscal Federalism

If we compare the Belgian fiscal framework to an ‘ideal’ blueprint as derived by the economic theory of fiscal federalism and described in eg Bell et al,47 the result of six institutional reforms is reasonably positive. Needs-based financing and ‘responsibility’ elements are fairly well balanced, even though both could be better tailored to reward good policies. Fiscal autonomy could be even higher, but only on the condition that the regionalised PIT does not have too many unwanted effects in the future, such as harmful tax competition, and if the position of Brussels is made clearer. This remains to be seen and requires empirical research as well as political effort. The lack of borrowing constraints or fiscal rules may prove to be a problem in the future. However, as the EU Fiscal Compact has shown, rules in itself a rarely sufficient. What is needed is political cooperation.

In short, there is room for well-considered improvement, but certainly not for a seventh institutional reform in which – as some political parties envisage – the federal level is all but eliminated. In an economy as highly integrated as the Belgian economy, which covers a small area, the disadvantages of a further split are simply too great. Missed economies of scale, competitive and spill-over effects of all kinds resulting from such a ‘confederal’ model would undermine prosperity. The Achilles’ heel of Belgian federalism and its fiscal framework does not lie in the vertical division of powers and their financing, but rather in two other weaknesses.

First, the system is undermined by its complex design, with the interwoven Communities and Regions as its most important feature. As we have seen, both the Flemish and French Communities decide on policies conducted within the boundaries of the Brussels Capital Region, which inevitably means that federated entities will end up in each other’s (fiscal) manoeuvring space as well. The advantages of decentralisation resulting from the increased transparency of regionalised policy linked to devolved tax autonomy are, thus, undercut, as decision-making is tied up in a Gordian knot too intricate to understand, let alone untangle.

Second, and related to this, the position of the Brussels Region in a widely cast net of ‘spill-overs’ is becoming increasingly untenable. In many ways the Region is too small for its own good, as it is trapped in its own economic hinterland. How then to integrate the Brussels economy and labour market with its hinterland in Flanders and Wallonia? How to give the hundreds of thousands of low-skilled young people in Brussels the opportunity to find work in the rest of the country? How to ensure that mobility to and from Brussels improves? Coordination of fiscal and economic policies should be the norm in this case, yet the system is not geared towards overcoming coordination failures and harmful (tax) competition. On the contrary, it even strengthens these processes, as regional governments are only inclined to consider the welfare of their own constituents, and coordination mechanisms are weak.

From a strictly economic perspective, the solutions are obvious. By simply expanding the Brussels Region, so that its borders coincide with, for example, the province of Brabant of old, many of the ‘spill-overs’ and coordination problems would automatically disappear. If we also turn the Brussels area into a full-fledged member state – ie, with its own education policy, its own healthcare system, and its own cultural policy – we reinforce this process, and streamline policies even further.

Of course, there are many other motives at play than just economic ones. Politically, such an ideal image does not stand a chance, certainly in the short term. Nonetheless, some of these utopic elements can serve as inspiration for a workable solution. For one, introducing a more standard form of federalism with equivalent and territorially defined federated entities would already be a step forward. It would make political decisions more transparent for voters and provide the necessary equivalence for politicians to work together as partners. Prosperity in the future will depend to a large extent on cooperation agreements and voluntary coordination mechanisms. But cooperation is only possible if everyone’s motives are clear, and everyone’s levers and bargaining power is more or less the same. And if cooperation is strategically undermined, at least voters know who is to blame and why, strengthening political accountability.



VII.Dos and Don’ts: What the EU can Learn from Fiscal Federalism in Belgium


A.Deficiencies – Negative Examples

The lack of transparency of the Belgian system both in terms of power sharing and the allocations of competences across levels of government shows in two important ways, as explained above. First, the layered system with Regions and Communities operating at the same subnational level. This undermines the advantage of improved accountability of decentralised expenditure and taxation. It almost completely undercuts the argument that yardstick competition improves policy making, where voters can compare outcomes in each region and punish or reward politicians accordingly. Second, the way in which special laws applying to the decentralised entities (such as the SFL) are decided on in the federal parliament, requiring not just a two-thirds majority, but also a majority in both the Dutch-speaking and French-speaking language groups in the federal parliament. This means that any attempt to improve existing institutions lacks transparency and gets easily bogged down in political opportunism. This also shows in the way the SFL is designed and perceived by voters. It has a reputation of being completely incomprehensible, and grants are interpreted as subsidies for low-growth regions rather than tools incentivising them to do better. As we have seen this is untrue, although there is room for improvement on that front as well.

Both points are relevant for the EU in the sense that it also lacks transparency. The trilogue decision-making process is highly complex, as are the overlapping jurisdictions of the EEA, EU, Eurozone, EU customs union, etc. In the discussion on how revenue raising power should be centralised, the lesson should then be not to succumb to the temptation of letting institutional complexity hijack the process. It should be organised in a transparent way and explained properly at every stage.

A second lesson relates to the management of spill-overs. If regions are too small for their competences (such as Brussels), externalities will lead to coordination failure, as each region’s politicians ignore the effect of their policies on other constituencies. This can be solved via either asymmetric formulas or by keeping certain competences central, which goes for tax autonomy as well. In the case of the EU, it is an argument to centralise those taxes that have a lot of spill-overs, ie a tax base that is very mobile and hence susceptible to the race to the bottom of harmful tax competition. Corporate taxation being the obvious first candidate, where the recent steps towards a uniform minimum rate of 15 per cent and a harmonised tax base are encouraging. The same goes for the recently approved Carbon Border Adjustment Mechanism, essentially an import tariff preventing carbon leakage. The expansion of the EU emissions trading system to include more aspects of transport and construction, as proposed by the European Commission, would also be a welcome reform. All these taxes concern very responsive and mobile tax bases and are hence textbook candidates for coordination failure. Centralising these at the EU level prevents that.

Third, as explained in section II, Belgian institutional reform has always followed one direction: further decentralisation. This one-sided perspective, meant to placate and pacify political pressure from all sides, has overlooked the need to build in centripetal forces at the federal level as well. For this reason, federal politicians often do not necessarily put national objectives first and tend to focus on their own regional constituency. On the revenue side this has often surfaced as stressing the importance of keeping or reclaiming own tax revenues. This can lead to extreme or strategic voting for the central level of government, putting in place politicians that are even less likely to seek out a compromise, and will be even more protective of regional interests. Daniele et al find similar trends for the EU, showing that extreme voting for the European Parliament is more pervasive in member states that perceive themselves as winners or losers of the EU.48 They stress the need for federation-wide constituencies, where at least part of the members of parliament of the highest level of government are elected nationwide. This breaks the regional ties of at least some federal representatives, thus ensuring their electoral incentives and concerns are nationwide.



B.Achievements – Positive Examples

In Belgium the bulk of social security mechanisms – healthcare, pension and unemployment schemes – as well as its funding are kept at the federal level of government. This has shown to be both a strong stabiliser and a source of cohesion. Yet increasingly it has also fomented discord, for the reasons described above. Any debate in the EU on federation-wide stabilising elements such as an unemployment scheme is, therefore, to be encouraged. Again, transparency will be key, also regarding its funding mechanisms. The ‘Support to mitigate Unemployment Risks in an Emergency’ (SURE) system put in place during the pandemic was a step in the right direction in that respect.

Second, keeping the main levers of taxation at the central level, as is still the case in Belgium, ensures a certain ‘spending power’ as defined by Boadway and Tremblay for the federal government.49 However, and increasingly so, as described in this chapter, most of these revenues are earmarked for either social security programmes or precisely the SFL. Nonetheless, an EU version of Art 170 Const giving the federal government some leeway on imposing the primacy of federal taxation, could be a valuable idea.



VIII.Conclusion

Belgian federalism and its regional and local public finance system are highly complex, mimicking a miniature version of the EU. The Belgian aim of blending constituent elements which have historically often diverged on cultural or economic dimensions is as daunting as the European objective. The fact that Belgium has always been more on the ‘keeping together’ track of federalism – managing centrifugal forces – marks the biggest difference with the European project, which has a ‘coming together’ orientation. However, it is precisely this difference which allows us to draw some important lessons for the EU, as the European process of integration already seems to show the very centrifugal elements Belgian institutional reform was meant to tackle.

In that sense both systems are almost meeting in the institutional middle, and both systems need the same reforms which can install more centripetal elements at the heart of their workings. Transparency and an open and informed debate on the advantages of centralisation should be put front and centre in this respect. Such a debate should also be held on the revenue side of federalism, as it can often be the most controversial part. This marks the importance of a principle-based approach to design a fiscal framework, to ‘start from scratch’ so to speak. The EU should allow for widespread citizen participation in all its ways on what the trade-off between the national objectives of responsibility and compensation/horizontal equity really entails, and on which criteria it should be based. These criteria could then even be asymmetric and decided on unilaterally by each member state within certain bounds, as suggested by Bell et al.50 The road is long, for both Belgium and the EU and much will depend on external as well as internal (geo-) political and economic dynamics.
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I.The Goals of the System According to Legal Order and Tradition

The German federal system is regarded as the archetypical case of cooperative federalism.1 It stands in stark contrast to dual federal systems typically exemplified by the United States. In dual federal systems, a fundamental antagonism exists between the constituent units (in the case of the US: the federal government and the states). Their relationship is marked by (forced, but limited) interdependence, competition and a strong striving for autonomy.2 In a cooperative federal system, such as Germany, in contrast, the constituent units (in that case the federal government and the Länder) share tasks, powers, and money, and their mutual behaviour is predominantly marked by negotiation and cooperation horizontally as well vertically.3 Solidarity, as a guiding normative principle, plays an important role in the German constitution (Grundgesetz – Basic Law, hereinafter GG) as well as in everyday politics. This fundamental normative orientation is also the backbone of German fiscal relations.4 

The cooperative character of German federalism is rooted in the specific division of labour between levels of government as provided by the Basic Law. The federal level is endowed with major legislative powers, leaving only sparse residual legislative powers (eg, culture, police and education) to the Länder parliaments (Arts 70–74 GG; for a more detailed elaboration of the federal power distribution see section III). The Länder, on the other hand, hold the monopoly of executive powers in nearly all policies. The federal government relies on the Länder administrations to implement policies adopted by the federal parliament (Arts 83–85 GG). This functional in contrast to a sectoral division of powers necessitates a tight cooperation within and across levels of government to ensure efficient policymaking and implementation. For example, when federal legislation is drafted, federal ministries depend on input from their Länder counterparts on the expected effects on implementation of the draft bill. This input is secured not only by regular exchange in sectoral intergovernmental councils,5 but also in the sectoral committees of the Bundesrat (Germany’s second chamber staffed by members of Land government), where experts from Land ministries debate draft bills.6 Another prominent example of the cooperative nature of German federalism is the so-called ‘joint tasks’ (Gemeinschaftsaufgaben) according to Arts 91a–e GG. In those instances, federal and Länder governments form joint commissions and agree on pay shares for the tasks to be jointly accomplished.7 The functional division of powers also impacts directly fiscal relations between different levels of government. As the Länder are responsible for fulfilling the largest part of public tasks, they also need to dispose of the financial resources to do so. Thus, it is the basic rationale of the German fiscal constitution to endow all constituent units with the financial resources necessary for them to fulfil their tasks.

A strong emphasis on solidarity marks the system of fiscal relations to endow all constituent units with the necessary financial resources. Constitutionally, this is founded on the normative premise of producing or safeguarding equivalent living conditions in Germany. The principle appears twice in the GG, in Arts 72 and 106. In Art 72(2) GG, ‘the provision of equivalent living conditions’ provides the reason why the federal level may claim to attract concurrent legislative powers. In Art 106(3) GG, the ‘uniformity of living conditions’ is a criterion for the vertical division of value added tax. Interestingly, during the constitutional reform of 1994, the ‘uniformity’ was attenuated into ‘equivalence’ only in Art 72, but not in Art 106, whatever the reason behind this inconsistency may be.

The fiscal constitution is spelled out in Arts 104a–115 GG. While its basic features were developed in the 1950s, it is the most often amended part of the Basic Law (for a more detailed description of the historical evolution of the fiscal constitution see section II). This is because it contains very detailed regulations (even the percentages of vertical tax distribution are laid down in the GG) which are subject to recurrent contestation and re-negotiation among the constituent units. This combination of high level of conflict common to federal negotiations on the distribution of resources, on the one hand, and high hurdles for constitutional amendment, on the other hand, explains why details of the fiscal constitution were subject to recurrent changes, although substantive reforms materialised only rarely.8 

The concept of solidarity is pervasive in the mechanisms of tax distribution as well as in redistributive payments. The system of tax distribution consists of a mix of ‘own’ taxes, where the different units of government have individual tax levying powers, and ‘joint’ taxes which are collected collectively and then shared among the constituent units according to constitutionally prescribed quotas or procedures (Art 106 GG).9 The ‘own’ taxes make up only a small share of each unit’s revenues, while the powerful revenue generating taxes (VAT and income tax) are joint taxes, thereby making sure that enough money flows to each constitutional unit. After the primary tax distribution has attributed to each unit a certain amount of money, it is followed by several steps of re-distribution. The horizontal distribution of VAT is the most powerful instrument of re-distributing money among the Länder. It is complemented by vertical equalisation payments from the federal level to the financially weaker Länder. All in all, the system of financial re-distribution lifts each unit’s income per inhabitant relative to the average income per inhabitant above the 90 per cent level (for a more detailed description of the system of tax distribution and re-distribution see section IV.).

The most recent major reform of the fiscal relations was adopted and entered into force on 1 January 2020. It was necessitated formally by sunset legislation from 2004 and substantially by a growing disparity in the financial and economic strength of the Länder resulting in ever more lopsided horizontal re-distributive payments which threatened the fundamental solidarity among them. This reform exemplifies that a financial equalisation system that emphasises solidarity as strongly as the German system does is rather vulnerable to strong disparities in economic and financial strength among its constituent units. In Europe, where the disparities are still much greater, a more flexible system of fiscal relations is needed.



II.Origin and Development of Federalism in the German Federal State

This chapter considers selected historical events that have had a particular impact on the federalism of the Federal Republic of Germany. The discussion starts with the Herrenchiemsee Constitutional Convention, the results of which form the essential preparatory basis for the Basic Law. Subsequently, some details of the first version of the GG are described, which are of particular importance for the German post-war order. With the financial reforms of 1955 and 1969, two packages of laws are discussed that have had a strong impact on German federalism in general and the financial constitution in particular to the present day. The German reunification is also a historically important event. Changes in constitutional law and financial policy challenges that accompanied it, some of which are still highly topical, are presented in detail. Subsequently, the results of the federalism reforms of 2006 and 2009 and their respective reform priorities are discussed. Finally, the results of the most recent federalism reform of 2017 are described, which form the essential constitutional basis for the decade from 2020.


A.Historic Roots and Debates within the Framework of the Herrenchiemsee Constitutional Convention

A first draft of German federalism was created after the March Revolution of 1848. During that process, however, the National Assembly, which reconciled the principles of democracy and the participation of the federal states in politics of the empire, failed because of the refusal of the Prussian King Frederick William IV to accept his election as head of state. Otto von Bismarck’s subsequent policy of unifying Germany again gave priority to a confederation of states, with the dissolution of the German Confederation in 1866. The German Empire, founded in 1871, included representation of the federal states at the national level via the Bundesrat. However, this continued to be based on the principle of aristocratic succession, which emphasised various interests of the ruling heads of the states. Prussia dominated politics and was intent on de-solidarisation at the expense of small and medium-sized states in order to secure its supremacy. Financially, the Empire was mainly dependent on its member states. Being a confederation of states, the main function of the empire was to coordinate its member states, first and foremost in external and internal security policy.

As a response to the empire’s princely system, a desire for a more centrally organised and, thus, more decisive state coalesced during the Weimar Republic, which led to the decentralised unitary state of the Weimar Republic. Federalism served as a means of structuring the Empire internally, not for democratic solidarisation. The states were significantly curtailed in their powers and became financially dependent on the Reich.

The end of the Weimar Republic also meant the end of the democratic constitutional order in Germany. The Länder and the Reichsrat, the successor of the empire’s Bundesrat, were dissolved as political institutions. The National Socialist dictatorship created a totalitarian and centralised unitary state.

The current federalism in Germany is rooted in the developments leading up to the founding of the Federal Republic of Germany when the GG stepped into force on 23 May 1949. At the London Conference in the spring of 1948, the Western Allies and representatives of Germany’s neighbouring states decided to establish a new Western German state. On 1 June 1948, the Allied Forces mandated the German prime ministers with drafting a democratic constitution with a federal structure. This work was carried out in the Parliamentary Council from 1 September 1948 onwards. Preparatory work for the Parliamentary Council was conducted at the constitutional convention at Herrenchiemsee in Bavaria in the period 10–23 August 1948, where the prime ministers of the states in the western occupational zones convened. Over the course of two weeks, an advisory board consisting of around 30 experts discussed the design of the constitution.

The convention faced a lack of predictability regarding the financial needs of the federation the lower-level governments that depended on the distribution of tasks and expenditures yet to be defined.10 This represented a major challenge regarding the allocation and distribution of taxes across the levels of government. As a result, discussions laid an emphasis on the distribution of legislative and executive power between the federal level and the Länder. Regarding legislative power, the convention agreed that the Länder should in principle be responsible for legislation, insofar as it was not assigned to the federal government.11 The recommendation, thus, distinguished between concurrent and exclusive legislation. Moreover, the council recommended that the federal government was to be given dominance in tax legislation regarding customs, consumption taxes, value added tax and transport taxes. The Länder, on the other hand, should be given legislative competence for the income tax and wealth tax. Three alternatives were included regarding the design of the fiscal administration: Federal administration, Länder administration, and federal executive administration. Most representatives were in favour of a Länder fiscal administration.12 

The documents establishing the recommendations of the Constitutional Convention were submitted for discussion to the Parliamentary Council. A deficit regarding the outcome of the convention can be identified in the lack of recommendations on how to reduce the extreme differences in financial strength between the Länder.13 This was rooted in the demand for extensive Länder competences accompanied by a flexible design of tax collection rates, which stood in contrast to the concept horizontal fiscal equalisation.



B.Basic Law of 1949

On 1 September 1948, the Parliamentary Council convened in Bonn to discuss the design and details of the constitution based on the results of the Constitutional Convention at Herrenchiemsee. The prime ministers of the Länder had feared that if the constitution applied only to a West German state, it might further solidify the division of Germany. Therefore, instead of a constituent assembly, they convened a ‘Parliamentary Council’ with the task of drafting a provisional constitution, the GG. The constitution was to guarantee fundamental rights and provide for a federal state structure. Controversies in the Parliamentary Council centred on the horizontal distribution of power including the financial order. The majority of the Parliamentary Council favoured a unitary tax administration at the federal level.14 However, conflict with the Allied Forces erupted regarding the proposed extensive federal responsibilities. In a memorandum from November 1948, the Allied Forces announced that they would reject the proposal drafted by the Parliamentary Council. Instead, the military governors called for a dual tax system with legislative competence for the level of government to which the tax revenue accrued. Thereby, they wanted to limit federal legislation to those taxes whose revenues the federal government needed to cover its expenditures.15 The military governors particularly criticised that the Länder lacked adequate sources of revenue that were independent of the federal government.16 Moreover, language barriers and poor translations led to misinterpretations by the Allied Forces. For example, the term ‘legislative primacy’ (Vorrangsgesetzgebung) was replaced with ‘concurrent legislation’ (konkurrierende Gesetzgebung) in a later draft to clarify that the federal government was not to have general primacy in legislation.17 Following further disputes within the Parliamentary Council as well as with the Allied Forces, the proposal for the GG was finally accepted and proclaimed on 23 May 1949. As a result, the Council agreed on a divided fiscal administration and a Bundesrat with limited powers. A proposed combination of VAT, income tax and corporate income tax to a common tax base could not be realised. Instead, value added tax revenues were to be accrued completely to the federal government. The council moreover accepted the primacy of federal legislation.

Articles of the GG of 1949 that are of relevance for the fiscal order include:


	Arts 106(1) and (2) GG that described, which tax revenues accrued to which level of government, thereby introducing a tax separation system. At the same time the federal government was granted access to parts of the income and corporation tax by Art 106(3) GG, although these tax revenues were formally assigned to the Länder.

	Regarding fiscal equalisation between the Länder, Arts 106(3) and (4) GG allowed for both federal allocations to financially weak states and a system of equalisation among the Länder.

	Art 107 GG was drafted as a sunset clause that allowed the federal legislature, with the consent of the Bundesrat until 1952, to rewrite Art 106 GG by an ordinary law (ie, without a constitutional amendment majority).18 This deadline was extended twice, until Art 107 GG was finally rewritten and passed on 31 December 1955 in the ‘Small Financial Reform’.



In the period leading up to the 1955 reform, Art 120a GG was introduced in 1952 to regulate the equalisation of burdens between the federal equalisation office (Bundesausgleichsamt) and the Länder equalisation offices (Landesausgleichsämter). It stated that laws implementing equalisation payments should be implemented in part by the federal level and in part by the Länder on behalf of the federal level.



C.The ‘Small Financial Reform’ of 1955 and the ‘Great Financial Reform’ of 1969

The ‘Small Financial Reform’ of 1955 was prompted by the expiration of the deadline in Art 107 GG determining the tax revenue distribution, Länder fiscal equalisation, and supplementary allocations. The focus of the reform rested on the clarification of the definitive distribution of taxes between the federal government and the Länder. Along with the formulation of Art 107 GG, Art 106 GG, which regulates revenue authority and financial allocations between the levels of government was rewritten and extended. Specifically, the Article regulates which level of government the different separate taxes accrue to, as well as the distribution of the joint taxes.

Regarding Art 106 GG, the following provision was added: ‘The Federation and the Länder shall bear separately the expenses arising from the performance of their duties’. The incorporation of this provision into the overall revenue distribution scheme in Art 106 GG resulted from the limited mandate, which was predominantly seen in the final regulation of tax distribution. With the 1969 fiscal reform that provision was moved to Art 104a GG. The constitutional amendment clarified that the provision in Art 83 GG, according to which federal laws were to be implemented by the Länder on behalf of the Federation or as their own affairs, also decided on the charging of related tasks (with a few exceptions, such as consequential war burdens and subsidies for social security burdens). This strengthened the implementation linkage, according to which the level that has to perform tasks also has to bear the expenses.19 

From 1956 to 1969, three laws were enacted in the field of tax distribution, which regulated the participation quotas in joint taxes in more detail. Among others, Art 106 GG was amended in 1956 by adding further regulations regarding the allocation of tax revenues to the municipalities. As a result, Art 106(6) GG stated that the municipalities were to obtain a share of the income tax and corporate tax that was to be defined via Länder legislation. Possible further participation of the municipalities in the Länder tax revenue was also to be determined by Länder legislation. Moreover, Art 106(7) GG introduced financial allocations by the federal level for additional expenses at the Länder and municipal levels that stemmed from federal regulations. Overall, the 1955 reform continued to promote and strengthen policy linkages between the federal and state governments.20 

The need for a new reform arose because the distribution of responsibilities between the federal level and the Länder was still not clarified. This was mainly due to the vague formulation of the principle of burden-sharing, which had led to many custom solutions.21 Such custom solutions concerned, for example, the subsidy measures of the Agriculture Act as well as the costs from the Housing Subsidy Act, which were completely taken over by the federal government. In particular, the reform was necessary to limit the manifold policy interdependencies as well as increasing centralist-unitarian tendencies, which were justified with the principle of ‘uniformity of living conditions‘.22 Leading up to the reform, the Troeger Commission was appointed in 1964 with the task of working out a financial reform. The Commission called for a cooperative federalism that strengthened the cooperation between the federal government and the Länder with regard to their tasks.

Art 91a GG introduced joint tasks between the federal level and the Länder that covered areas such as construction of universities, regional economic and agricultural structure, as well as coastal protection. With the 1969 fiscal reform, the provision in Art 106 GG addressing the distribution of expenditures according to the distribution of tasks was inserted instead in Article 104a GG. The federal level was now allowed to provide financial support to the Länder to finance important investments (Art 104a(4) GG). To this end, the 1969 reform introduced cash benefit laws and federal contract administration. Moreover, the reform extended the system of joint taxes regulated in Art 106 GG to include the value-added tax alongside the income and corporate tax. The municipalities were also included in the joint tax system, once more, their share was to be specified in Länder legislation. In return, the federal level and Länder were allocated a share of the trade tax, previously accruing only to the municipal level. In order to regulate horizontal fiscal equalisation in the narrow sense between the Länder, a revenue-based Länder financial equalisation system was implemented, which in some areas modified the underlying population distribution key when calculating the demand measure index. Both the 1955 and 1969 financial reform increased the interconnectedness between the federal level and the Länder, thus strengthening the system of cooperative federalism.



D.German Reunification

The collapse of the Soviet Union led to the reunification of the five East German Länder Brandenburg, Mecklenburg Western Pomerania, Saxony, Saxony-Anhalt, and Thuringia with the West German Länder. Constitutionally, the reunification was executed on the basis of Art 23 GG (old version). With the accession of the five East German Länder to the Federal Republic of Germany, the structural differences between the Länder increased significantly. This resulted in an enormous increase in the volume of fiscal equalisation required to balance out the financial capacity of the Länder. However, the financial equalisation system from 1969 was not adjusted immediately to accommodate for this, and the horizontal fiscal equalisation was suspended until 1995. Instead, the German Unity fund was introduced as a short-term transitional measure. The East German states received vertical transfers via the fund, which the federal government and the West German Länder financed jointly. In 1995, five years after reunification, the Finanzausgleichsgesetz23 (‘fiscal equalisation law’, FAG) stepped into force, which rearranged the horizontal fiscal equalisation system completely. This prompted the wealthier Länder, namely Bavaria, Baden-Württemberg, and Hesse to challenge the horizontal fiscal equalisation system at the Constitutional Court, the Bundesverfassungsgericht (BVerfG). The plaintiffs argued that the required compensation payments to the eastern German Länder had been mis-calculated. The BVerfG reached its decision in 1999, stating the FAG would only remain in force as a transitional law until the end of 2004.24 As a result, the system of horizontal fiscal equalisation between the Länder had to be reformed once more.



E.The Federalism Reform I of 2006

One of the main objectives of the Federalism Reform I of 2006 was to increase transparency regarding the complex interdependencies of responsibilities and allocate political responsibilities more clearly.25 Moreover, the reform sought to reduce the number of federal laws requiring approval of the Bundesrat to a share of around 30 per cent. This aimed at a reduction of the possibilities for blocking federal laws by the Bundesrat. A further, higher-level goal of the reform was to strengthen the position of Germany in the EU by streamlining the GG with EU law. The reform once again tackled the allocation of tasks between the federal and Länder level. Moreover, it established a joint commitment between the federal government and the Länder regarding budgetary discipline and the sharing of sanctions – in case they would be imposed by the EU. The Länder received the option of regulating administrative procedures and the establishment of authorities themselves, an area that was previously regulated by federal law and required the approval of the Bundesrat. Moreover, the ‘Framework laws’ (Rahmengesetze) were eliminated, thereby granting more competences to the Länder. Lastly, the reform introduced the possibility of deviating legislation applicable to areas such as nature conservation, landscape conservation, and water management. This meant that the Länder could now enact different regulations than the federal government, thereby providing an exception to the rule ‘federal law breaks state law’. The reform introduced only minor changes regarding fiscal relations between the federal level and the Länder. Instead, this area was decided as a core topic of the following Federalism Reform II of 2009.26 



F.The Federalism Reform II of 2009

At the core of the Federalism Reform II of 2009 stood the introduction of debt-limiting regulations. After prolonged discussions and negotiations, the proposal of the Federal Minister of Finance to establish regulations based on the close-to-balance approach of the European Stability and Growth Pact was endorsed. As a result, structural net borrowing was limited in Arts 115 and 109 GG to a maximum of 0.35 per cent of the GDP p.a. for the federal level and zero structural net borrowing for the Länder. The latter had the opportunity to get a net borrowing share of 0.15 per cent which would add up to 0.5 per cent together with the federal level. This would have been in line with the close-to-balance approach of the (EU) Stability and Growth Pact. Because the Länder could not agree on how to distribute the 0.15 per cent, it was agreed to implement a net zero debt rule and consequently to waive the 0.15 per cent structural debt option. While the debt brake at the federal level came into force in 2016, the Länder debt brake had an even longer transitional period and would have to be implemented from 2020 onwards. The debt brake regulation included an exception clause in case of natural disasters and extraordinary emergency situations. To ensure that all Länder would comply with the debt brake in the future, a consolidation pact granted financially weaker Länder financial support to reduce their old debts. Furthermore, the 2009 reform introduced the Stability Council in Art 109a GG to act as an early warning system by monitoring the budgets of the federal and Länder governments, identifying impending budgetary shortfalls and initiating remediation procedures.27 



G.Federalism Reform 2017


i.General Overview

The last federalism reform of 2017 defined the constitutional framework and the single-law structure of the German financial architecture for the post-2020 period. It is the result of a long and chequered unification process and is regarded as one of the central achievements of the German legislator in the 18th legislative period, above all because of its fiscal federal scope.

The federalism reform was necessary because central legal bases for the vertical and horizontal distribution of available public funds expired at the end of 2019. These included the Maßstäbegesetz28 (MaßstG) and the Finanzausgleichsgesetz, which concretise the postulate under Art 107(2) GG29 that the different financial strength of the Länder must be balanced adequately. In addition, the Solidarpakt II, supporting the eastern German Länder’s economic, financial and infrastructural catch-up process, ended in 2019. These and other statutory time limits required important decisions on follow-up solutions by the legislature. At the same time, they provided an opportunity to comprehensively restructure federal fiscal relations and to align them with the foreseeable challenges of the future. The subject was no less than the question of how financial resources must be distributed in the future to allow local authorities to adequately fulfil their tasks. Against this backdrop, a reform of the fiscal equalisation system (in the broad sense) between the federal and Länder governments was the focus of political and interdisciplinary academic debate for some time.

The outcome of the political negotiations resulted in comprehensive changes of the status quo ante, with significant consequences for the federal government, the Länder and indirectly, for the municipalities. The reform covers two different aspects of federal governance. One part of the reform covers the existing distribution of responsibilities between the federal levels. The other part covers the existing distribution of public revenues in the Länder. However, there is no direct connection between the results of the two parts of the reform. The changes in the distribution of tasks and revenues were – in contrast to the fundamental demands of the economic theory of federalism – not coordinated with each other, but was discussed and decided upon as different packages of demands side by side. In the following, the income-related aspects of the negotiation outcomes will be considered.

The new Art 107 GG in conjunction with the new Finanzausgleichsgesetz, which took effect on 1 January 2020, led to a considerable restructuring of the system of equalisation. In addition, there are changes in the financial relations between the federal government and the Länder outside the system of fiscal equalisation with a significant financial weight.



ii.The Negotiation Genesis in the Period 2012–17

A broad-based reorganisation of federation-Länder financial relations for 2020 had already become very clear in the early 2000s because of various legislative measures. Not only the Solidarpaktfortführungsgesetz provided its most important part, the Finanzausgleichsgesetz, and other regulations with the expiry date 31 December 2019, but the federalism reforms in 200630 and 200931 also established a clear and direct reference to this date. Within the framework of the Federalism Reform I of 2006, the legislator was obliged by Art 143c GG to provide financial compensation for burdens or reduced revenues that the Länder incur as a result of the abolition of joint tasks and financial assistance (see Entflechtungsmittel). The regulation covers the period from 1 January 2007 to 31 December 2019. The Federalism Reform II of 2009 ratified the law by inserting a third paragraph in Art 143c GG. Moreover, Art 109 GG, ratified a ban on structural new debt for Länder and a structural borrowing of 0.35 per cent for the federal government. The topic increasingly entered the political discourse after 2012, initially with general positions of individual parties on key parameters for a reorganisation of federal financial relations and various negotiation principles.32 The parliamentary groups of the CDU/CSU and SPD included the topic in their coalition negotiations in 2013. An agreement was reached to the effect that an agreement on fundamental lines of resolution should be reached in the 18th legislative period (2013–17).33 

The heads of government began to concretise the issue in mid-2014. At the Minister President’s Conference on 12 June 2014, the decision was taken to recommend the establishment of Federation-Länder working groups to work out the ‘basis for agreements on questions of federal financial relations’.34 A list of tasks for these working groups was defined.35 As expected, however, finding a solution proved to be extremely difficult in view of the complexity of interests and the sometimes diametrically opposed positions of the Länder. A compilation of the positions of the Länder on the reorganisation of the Federation-Länder financial relations of 18 September 2014 is indicative of this:


Some Länder are of the opinion that it is not appropriate to relieve the burden on the payers in the horizontal fiscal equalization system. […] From the point of view of other Länder, solutions in the other areas […] can only be considered if significant relief for the payers in the fiscal equalization among the Länder is part of the overall package.36 



However, the positions of the Länder did not differ solely on the question of the future burden on the payers. North Rhine-Westphalia (NRW), eg, took a special position, as it felt particularly disadvantaged by the rules of VAT distribution. The fact that up to 25 per cent of the Länder’s share of the VAT was not to be distributed according on a per capita basis, but according to a revenue-level-based allocation key, proved to be disadvantageous for the most populous Land for a long time. Thus, NRW sought to abolish the input VAT equalisation.37 However, both components of the equalisation system – VAT equalisation on the one hand, and horizontal equalisation among the Länder on the other, secure substantial portions of the revenues of the East German Länder. A reduction of the equalisation tariffs or even an abolition of one of the two system stages would, therefore, not have been compatible with their interests. Other vested interests of single or groups of Länder included the retention of existing inhabitant upgrades, the continuation, supplementation or expansion of special needs situations to be offset by supplementary federal grants in the fiscal equalisation system, and separate financial assistance to support budget consolidation and compliance with the debt brake.38 


Figure 1 Interest triangle of the Länder
[image: A triangular diagram illustrating the fiscal interests among German Länder, showing Bavaria and Hesse seeking reduced balancing burdens, East German Länder maintaining equalization levels, and North Rhine-Westphalia advocating the abolition of VAT equalization.]

Source: Own representation.

After an agreement was first not foreseeable, then Federal Minister of Finance Schäuble together with then First Mayor of Hamburg Scholz presented ideas for the reorganisation of the Federation-Länder financial relations, supplying new content-wise reference points.39 However, the Schäuble-Scholz paper came to no avail, partly because some negotiators did not see their interests sufficiently taken into account.40 

Further proposals and reform concepts followed, which again significantly increased the complexity of the negotiating framework. Among other things, NRW reaffirmed its position that it wanted to abolish the input VAT equalisation. Baden-Württemberg presented the so-called Kretschmann/Schmid compromise concept, which, among other things, provided for a reduction (but not abolition) of the VAT equalisation scheme and a stronger burden limit for the payers in the fiscal equalisation system, while at the same time providing the East German Länder with additional financial assistance of €2 billion (bn) p.a. and interest subsidies of €263 million (mn) and €155 mn p.a. to the heavily indebted Länder Bremen and Saarland, respectively, to be financed equally by the federal government and the Länder as a whole in line with their respective shares of the turnover tax revenue. Financial resources from the Gemeindeverkehrsfinanzierungsgesetz41 (GVFG) and Entflechtungsmittel were to be integrated into the VAT distribution and allocated to the Länder in the form of VAT points.42 Finally, the federal government submitted a new proposal which, in particular, took up the position of NRW and also included an abolition of the input VAT equalisation. At the same time, the equalisation tariff in the fiscal Länder-equalisation scheme was to be linearised and the degree of inclusion of municipal financial resources was to be increased to 100 per cent. The federal concept also provided for interest subsidies for Bremen and the Saarland. The Entflechtungsmittel and the federal programme for the GVFG were to be continued at the same level.43 Further impetus for negotiations was provided by Saxony, which introduced various parametric proposals into the debate. These included the explicit retention of the value added tax equalisation. In addition, Saxony also spoke out in favour of continuing the GVFG and the Entflechtungsmittel – the latter, however, with an annual dynamisation.44 

The Ministry of Finance in Lower Saxony in June 2015 illustrated the deadlock, stating:


After extensive preparatory work and a number of minister-presidents’ conferences, the negotiations on the reorganization of Federation-Länder financial relations are still at a standstill. An agreement within the circle of the Länder fails due to irreconcilable positions on individual elements and without a coordinated Länder opinion, no agreement with the federal government is possible. Only a radical change of perspective can offer a way out of the dilemma of ever new interest-based calculation models.45 



A decisive consolidation of the different positions of the Länder took place in late summer/autumn 2015, when both the A and B Länder46 presented their own concepts.47 Finally, a working group under the leadership of Hamburg and Bavaria was set up with the task of working out a viable compromise between the two models. Their proposal finally led to a solution that appeared acceptable to all 16 Länder. On 3 December 2015, the Minister-Presidents surprisingly agreed on a compromise that was to be presented to the federal government. The model would lead to significant additional revenues for all Länder. It would relieve the burden on the financially strong Länder and yet ensure a noticeable equalisation of financial power between them. However, the equalisation funds would increasingly be provided by the federal government, which would be burdened considerably more by supplementary federal allocations. The additional burdens of the federation were estimated at approximately € 9.7 bn in the first year of application.48 

As expected, the reactions of the federation were cautious to negative. Then Federal Minister of Finance Schäuble replied: ‘The Länder always agree 16:0 at expense of the federation and mean, the federation must nod there only and pay.’ Also the parliamentary groups in the Bundestag evaluated the agreement of the Länder predominantly negative. Schneider from the SPD parliamentary group stated: ‘Again an agreement between the Länder was obviously possible only at expense of the federation, without it thereby to take part.’

On 21 April 2016, a list of claims that the federal government had against the Länder became public. The paper contained two different topics. On the one hand, the federal government demanded some improvements in the Federation-Länder financial relations and modified the parametric design of the fiscal equalisation model on which the Länder had agreed – without, however, significantly changing the fiscal distribution result of the Länder model. On the other hand, in return for its additional financial burden, the federal government provided for the strengthening of its competencies in the performance of certain tasks at the expense of the Länder, eg in the areas of tax administration, digitisation, the administration of federal highways or investments in the municipal education infrastructure. The federal government’s demands, in turn, met with a clearly negative response from the Länder. Sieling, Mayor (and thereby Minister President) of Bremen, reaffirmed the concept of the Länder by referring to its balancing of interests and fixed fine tuning, which did not allow for any changes. Schäuble’s demands would ‘[…] lead to the whole construction collapsing and the agreement between the Länder no longer functioning’. The unity of the Länder, thus, depended directly on the adherence to the model negotiated at the end of 2015. Once again, the negotiations seemed to be deadlocked – this time between the entirety of the Länder and the federal government.

Only on 14 October 2016 the heads of the federal and Länder governments reached a final agreement, in which the Länder had largely prevailed. In return, the Länder agreed to the transfer of responsibilities demanded by the federal government. In its entirety, the compromise involved a comprehensive legislative initiative. The required approval of both chambers of parliament was still pending for the multiple amendments to the GG and the drafting and rewriting of numerous individual laws. In the parliamentary groups in particular, there seemed to be a certain amount of resistance to the design of the reform.

In the first reading of the federal government’s draft laws in the Bundestag on 13 February 2017, this resistance became apparent across all parliamentary groups.49 In particular, the reduction in solidarity among the Länder and the increasing dependence of financially weak Länder on the federal government was criticised. The draft bills were referred to the Budget Committee, which, among other things, set up several expert hearings.50 Most of the invited experts were critical of the reorganisation of Federation-Länder financial relations.51 

After selective amendments to the draft laws by the Budget Committee, the Bundestag approved the bills in amended committee form by a majority in its second and third reading on 1 June 2017. The necessary amendments to the articles of the GG were adopted by 455 votes in favour, 87 against and 61 abstentions. The amendments to the ordinary laws and changes to the federal fiscal equalisation system were also adopted by a majority in an amended committee version. This was followed by approval by the Bundesrat on 2 June 2017. The law amending the GG stepped into force on 20 July 2017. The Gesetz zur Änderung des bundesstaatlichen Finanzausgleichs was promulgated on 17 August 2017. Major parts, including the amendments to the Maßstäbegesetz and the Finanzausgleichsgesetz, stepped into force on 1 January 2020.



iii.Changes in Financial Relations within the Framework of the Finanzausgleichsgesetz

The VAT share of the Länder was increased by about € 4.02 billion at the expense of the federal share,52 partly by an annual fixed amount and partly in a dynamic form by a relative increase in the Länder-share of total VAT revenue. This resulted in the following vertical allocation of the value added tax revenue:


Table 1 Vertical allocation of VAT revenue 2020
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Source: §1 Finanzausgleichsgesetz.

With the horizontal distribution of the Länder-share of the VAT to the single Länder, the balance of power between the Länder will be upheld in the future. Although the allocation criterion is generally per capita-based, additions or deductions are made according to their fiscal capacity. Weak Länder receive a surcharge, strong ones suffer discounts. Gaps in financial strength will be uniformly compensated by 63 per cent.53 Horizontal equalisation and the preceding advance VAT equalisation were thus completely abolished.

The arithmetic to determine the relative financial positions of the Länder has been retained in principle, in that for each Land the financial strength measurement figure is set in relation to the equalisation measurement figure. However, there is a change in the inclusion of municipal financial strength. Since 2020, 75 per cent instead of 64 per cent of this are credited to the Länder. Thus, the basis to calculate their financial strength has been expanded and differences in financial performance between the Länder at the municipal level were given more consideration. On the other hand, the degree of inclusion of the Förderabgabe54 has been reduced from 100 to 33 per cent.55 The weighting of the population in the city-states (135 per cent) as well as Mecklenburg-Western Pomerania (105 per cent), Brandenburg (103 per cent) and Saxony-Anhalt (102 per cent) in the calculation of compensation measures remained unchanged. Unconditional supplementary federal grants were noticeably increased as were the equalisation tariff and the degree of equalisation of the general grants. While in the old system after the fiscal equalisation among the Länder existing financial strength gaps of up to 99.5 per cent were equalised by 77.5 per cent, the financial strength gap has been closed by 80 per cent since 2020 up to 99.75 per cent.56 

The special needs grants remained almost unchanged – except for the ‘partition-grants’ (Solidarpakt I and II), which expired as planned in 2019. The Sonderbedarfs-Bundesergänzungszuweisunge wegen überdurchschnittlich hoher Kosten politischer Führung (Pol-BEZ) were increased by € 11 mn p.a. for Brandenburg.57 In addition to the already existing supplementary federal grants, two new vertical instruments were introduced: Since 2020, the so-called Gemeinde-BEZ provide for consideration of financial capacity differences between the Länder at the municipal level. Weak Länder, whose municipal financial strength is particularly low, receive 53.5 per cent of the gap up to 80 per cent of the average municipal financial strength.58 Forschungs-BEZ are granted to Länder with below-average net inflows from federal research funding under Art 91b GG. The difference to 95 per cent of the average of the Länder population is to be compensated to 35 per cent.59 These regulations are valid for an unlimited period. According to Art 143f GG, reforms are possible only after 2030, if requested by the Federal Government, the Bundestag or at least three Länder. Until a reform is decided, existing regulations will be applied for up to five years after the reform-request.



iv.Changes in Financial Relations Outside the Finanzausgleichsgesetz

Part of the reorganisation of the Federation-Länder financial relations was the introduction of restructuring assistance for Bremen and the Saarland. Since 2020, both Länder are receiving €400 mn p.a. as assistance to comply with the debt rule of Art 109(3) GG. Contrasting the previous consolidation aid under the Konsolidierungshilfengesetz, financed in equal parts by the federal government and the Länder, these funds are financed entirely by the federal government. The granting of the funds is subject to various conditions, which are specified in the new Sanierungshilfengesetz.60 Both Länder undertake to reduce their debt by at least one eighth of the restructuring aid granted p.a. In addition, increasing financial surpluses and strengthening of their economic and financial power are to be strived for. The federal financial aid for seaports granted to Bremen, Hamburg, Mecklenburg-Western Pomerania, Lower Saxony and Schleswig-Holstein was prolonged unchanged.61 Originally, it would have expired by 2020. The federal programme under the Gemeindeverkehrsfinanzierungsgesetz was also continued to the same extent. However, the Entflechtungsmittel, also limited until 2019, were not extended. In the political agreement, however, an argumentative link was established to the increase in the Länder share of the VAT revenue, which consequently has a compensatory effect on the Entflechtungsmittel that are no longer required. In this context, the earmarked Entflechtungsmittel are converted into general covering funds which are made available to the Länder within the scope of the VAT allocation.

The competences of the Stability Council (SC), which is composed of the federal and Länder Ministers of Finance and the Federal Minister of Economics and Energy have been strengthened. The SC monitors the current situation and future budgetary development of the federal and state governments and assesses them on a defined set of criteria. These are provided with threshold values. Exceeding these thresholds may indicate an impending budget emergency. If the SC identifies a budget emergency, a restructuring programme must be drawn up in agreement with the government concerned. The SC also monitors compliance with the debt rule of Art 109(3) GG and with the limit of the general government deficit. If the ceiling is exceeded, it recommends measures suitable for reducing the deficit. In particular, the requirements of Regulation (EC) No. 1175/2011 must be considered. The SC can make recommendations but has no sanctioning powers of its own. As a result, the comments made by the SC are mostly supplementary. Further details are regulated in the Stabilitätsratsgesetz.62 The federal government also supports the municipalities and, thus, the states through transmission channels outside the vertical equalisation system. These include cash benefit laws, direct financial aid and the instrument of joint tasks; eg to improve the educational infrastructure of financially weak municipalities, the federal government provides the Länder with investment assistance totalling €3.5 bn. To this end, the ‘Kommunalinvestitionsförderungsfonds’ was increased to €7 bn. The allocation of the funds to a Land is governed by the Kommunalinvestitionsförderungsgesetz.63 



v.A Comparison to the Old System

The financial effects of the 2017/20 reform are generally presented as a comparison with the result that would have been achieved if the old system would still be in place. Consequently, this scenario implies that under the old law, the partition grants were granted for the last time in 2019 and would have ceased to apply from 2020. Similarly, Entflechtungsmittel would no longer be granted; the GVFG federal programme would have ceased to exist completely, as would federal financial assistance for seaports. Systemic elements of the old fiscal equalisation system like the equalisation system and tariff, as well as the federal grants for special needs would have remained in place beyond 2019. Compared with this scenario, the reform of 2017/20 results in the additional revenues for the single Länder shown in Figure 2.


Figure 2 Additional revenues for the Länder in 2020 through the 2017 federalism reform
[image: A bar chart showing additional revenues per inhabitant for German Länder in 2020 resulting from the 2017 federalism reform, with contributions from VAT, fiscal equalization, and special federal grants.]

Source: Own representation, own calculations. Data basis: Tax estimate.

Overall, it can be seen that all Länder are generating revenue-side benefits from the 2017 federalism reform. The additional revenues in 2020 amount to a total of €10 bn compared to the old system. The federal government, which is burdened with the same amount by the new fiscal equalisation mechanism and the additional regulations, is on the opposite position. The reorganisation of fiscal relations therefore means a vertical shift in revenues at the expense of the federal government and in favour of the Länder. As described above, this goes hand in hand with a stronger influence of the federal level on state competencies. In a comparison of the single Länder, Bremen and the Saarland have made the clearest gains from the financial reform. These gains are mainly fed by the reorganisation assistance under the Sanierungshilfengesetz.64 In addition, while the East German Länder benefit the most from the new regulations, all others benefit, although to a lesser extent, including the former net payers.

The differences in the composition of the additional revenue components between the individual groups of Länder are striking. Figure 2 also illustrates the existence of three relatively homogeneous groups regarding the structure of additional revenues in addition to Bremen and Saarland. The financially strong Länder Bavaria, Baden-Wurttemberg, Hesse and Hamburg achieve their reform-induced advantages primarily through the restructuring of the horizontal equalisation system. These net payers in the old horizontal equalisation system profit, on the one hand, from the additional VAT revenues and, on the other hand, are noticeably relieved by the lower equalisation tariff in the horizontal equalisation system. A second homogeneous group can be seen in the financially weak western German Länder Lower-Saxony, North-Rhine-Westphalia, Rhineland-Palatinate, Schleswig-Holstein and, to a very small extent, Berlin. The combination of additional VAT resources and the new horizontal equalisation mechanism has a positive effect on them. Even after the horizontal equalisation stage, they are already collecting additional revenues compared to the old system. There are differences within this group as to whether additional revenues arise due to the modified federal grants, which essentially corresponds to the modified degree of compensation of the horizontal equalisation instruments. In contrast, the eastern German Länder form a third group with similar characteristics in the additional revenue structure. They are among the financially weakest Länder and have benefited heavily from the previous input VAT equalisation system and horizontal equalisation. Their abolition leads to a loss of revenue compared to the old system, which the new horizontal equalisation mechanism cannot fully compensate for. Only the newly adjusted general equalisation base and the additional funds granted by the federal government lead to financial reform gains in the eastern German Länder, which are even above average compared to the Länder as a whole.



III.Distribution of Tasks and Expenditure in the German Federal State (Passive Fiscal Equalisation)


A.General Overview

As mentioned in the introduction, the power distribution between different levels of government in federal systems can be organised following either a sectoral or a functional logic. According to the sectoral logic, the power to legislate on and execute public tasks in specific policy areas (eg, foreign affairs, food safety, schooling, etc) is allocated exclusively to either the federal government or the substate governments. Mostly, even the right to adjudicate in those matters follows the same allocation. The idea behind this federal architecture is to enable the constituent units to act largely autonomously by creating ‘watertight compartments’ of jurisdictions for either unit.65 Even in federations which are organised according to that logic, such as the United States or Canada, however, this clear sectoral separation of tasks cannot work in practice, resulting in recurrent litigations between levels or units of government over their respective jurisdictions.66 

Germany, in contrast, follows the functional logic of power allocation. The GG allocates powers to either the federal or the Länder level not according to policy areas, but according to legislative or executive functions. The federal level has wide legislative powers, whereas the Länder have a preponderance concerning the executive and the judicial power. The federal level has the most power to legislate in most areas of fiscal relevance as to revenue (eg, tax laws), and spending (eg, social security law). The Länder, on the other hand, execute most of the legislation passed by the federal government, and Länder courts decide most cases. Accordingly, spending power (or the duty of financing tasks) follows the power to execute tasks and, thus, resides predominantly at the Länder level, subject to variations that will be detailed below.



B.The Starting Point of the Grundgesetz Order of Competencies

As many other federal constitutions (see eg the Tenth Amendment to the US Constitution), the GG states the general rule that ‘Except as otherwise provided or permitted by this Grundgesetz, the exercise of state powers and the discharge of state functions is a matter for the Länder’ (Art 30 GG). As a consequence, all federal measures have to be constitutionally justified, whereas the Länder are not depending on a GG competence title.67 They have their own constitutions, which must, however, not conflict with the GG.

The formal preponderance and normative precedence of the Länder is, however, hedged by Art 31 GG, which states that federal law prevails over Länder law. As a matter of fact, the federal level has far more extended legislative powers than the Länder. In the executive and judicial state functions, the federal level also reserves the power to control or in part overrule, Länder decisions. Furthermore, several decisions of national relevance are vested exclusively at the federal level (see below). Finally, again in parallel to the US constitutional law, a counterpart of the implied powers doctrine is acknowledged in the GG as well.68 To give an example: the power to define a national anthem is unanimously regarded as vested in the federal level, although the Grundgesetz does not explicitly mention this matter as a federal issue.



C.Legislative Power

Art 70(1) GG – being lex specialis to Art 30 – states that the Länder shall have the right to legislate insofar as the GG does not confer legislative power on the Federation. The division of legislative authority between the Federal level and the Länder is governed by some constitutional provisions concerning ‘exclusive’ and ‘concurrent’ legislative powers.

On matters within the ‘exclusive’ legislative power of the federal level, the Länder have the power to legislate only when and to the extent that they are expressly authorised to do so by federal law (Art 71 GG). The federal level has such exclusive legislative power with respect to a couple of policy areas – many of which are nowadays supra-nationalised and vested in the EU – such as foreign affairs and defence, freedom of movement, currency, money and coinage, weights and measures, the unity of the customs and trading area, the exchange of goods and payments with foreign countries, customs duties and fiscal monopolies, postal and telecommunications services, industrial property rights, and the law on weapons and explosives (Art 73(1) GG).

On matters within the ‘concurrent’ legislative power, the Länder have the power to legislate as long as and to the extent that the federal level has not exercised its legislative power by enacting a law. The matters of concurrent legislation (the GG lists 30 different instances) are split three categories.69 First, matters of ‘unconditional concurrent powers’. In those matters, the federal level may legislate without further qualification (Art 72(1) GG).70 Second, matters of ‘conditional concurrent powers’. In those matters, the federal level may legislate only insofar as it contributes to securing equivalent living conditions in the territory. Otherwise, federal legislation may be contested by the Länder (Art 72(2) GG).71 Third, matters where the Länder have the right to deviate unilaterally from federal legislation (Art 72(3) GG).72 Unconditional concurrent legislative power extends to numerous matters including virtually all taxes (including income, wealth, inheritance, corporate, and turnover tax) except for certain local taxes on consumption and expenditures, civil and criminal law, public welfare, the law relating to economic matters (including most aspects of industry, energy, crafts, trades, commerce, banking, stock exchanges, private insurance), labour law (including social security such as unemployment insurance), prevention of the abuse of economic power, urban real estate transactions, land law, transportation law, and state liability (Art 74(1) GG).

Thus, despite Art 30 GG, the Länder retain only a tiny set of matters on which they have autonomous legislative powers,73 the most important among which are education, police and culture. Minor issues that have been ‘returned’ to the Länder as a consequence of the constitutional reform of 2006 are public service working conditions and remuneration, shop opening hours and restaurants and fairs regulations.74 



D.Executive (and Judicial) Power

The execution of Länder laws is their exclusive power. Federal laws (including tax laws except for customs duties, taxes on consumption regulated by a federal law, the motor vehicle tax and other transaction taxes related to motorised vehicles and charges imposed within the framework of the EU) are also commonly executed by the Länder. Depending on special constitutional provisions, the Länder do this either ‘in their own right’ or ‘on federal commission’. Execution of laws ‘in their own right’ is the general rule (Art 83 GG). In that case, Länder provide for the establishment of the requisite authorities and regulate concomitant administrative procedures (Art 84(1) GG sentence 1). The federal government shall only exercise oversight to ensure that execution occurs in accordance with the law (Art 84(3) GG sentence 1). When the Länder execute laws ‘on federal commission’, establishment of the authorities shall remain their concern, except as federal laws otherwise provide (Art 85(1) GG). The Länder authorities shall be subject to instructions from the competent highest federal authorities. Federal oversight shall extend to the legality and appropriateness of execution (Art 85(3) GG). Execution ‘on federal commission’ especially applies where taxes accruing wholly or in part to the Federal level are administered by revenue authorities of the Länder (Art 108(3) GG).

In all three cases, execution by the Länder of Länder laws in their own right, of federal laws in their own right and of federal laws on commission, the Länder are ultimately responsible to provide not only institutions and administrative procedure, but to deliver the public tasks and services to the citizens. In part they use Länder ministries and offices. The major part of executive tasks is further transferred from the Länder to their municipalities who act as lower administrative units for the Land.75 Thus, effectively public tasks and services are delivered in a cascading system of legislation and transferred or original executive powers from the federal to the Länder to the municipal level. This high vertical stratification in the functional division of powers necessitates intense coordination within, among and across constituent and administrative units, while clearly allocating responsibility and accountability for specific tasks to certain levels of government.

The judicial power is exercised by the BVerfG, by the federal courts provided for in the GG, and by the Länder courts. Federal courts are the Federal Court of Justice, the Federal Administrative Court, the Federal Finance Court, the Federal Labour Court, and the Federal Social Court as supreme courts of ordinary, administrative, financial, labour and social jurisdiction. Courts of first instance and appellation courts are institutions of the Länder.76 



E.‘Joint Tasks’ as Exception

Whereas generally a specific matter or issue is exclusively vested in either the federal government or the Länder, the GG provides for several ‘joint tasks’, where both levels shall cooperate (Art 91a f GG). This applies especially to programmes aimed at improving regional economic structures, the agrarian structure, and coastal preservation, furthermore to agreements regarding the promotion of sciences, research, and teaching in cases of supra-regional importance. Joint tasks, while conflicting with the logic of clear task assignment to one level of government and functional power distribution,77 proved to be a necessity in the case of larger tasks that create externalities beyond regional borders or are simply too big and costly to be shouldered by one unit alone. They were introduced in the GG in 1967, cut back in the course of the constitutional reform of 2006, but subsequently extended to new tasks.78 In 2009, with the insertion of Art 91e GG, joint tasks were extended even to a cooperation between federal and local institutions in the organisation of unemployment benefits and employment service.79 Typically, joint tasks involve a joint decision-making body staffed by federal and Länder representatives and an agreement on how the costs of the task are split between levels of government.



F.Financing Competencies (Apportionment of Expenditures)

Regarding the responsibility to pay for public tasks and services, the GG generally follows the logic of the so-called ‘principle of connectivity’ (Art 104a(1) GG), meaning that the financial burden for public tasks is linked to the task itself. It can be interpreted in two ways.80 The standard interpretation in the German system of burden sharing follows an executive causality (Vollzugskausalität), meaning that the level or unit of government bears the burden of paying for the execution of that task. According to this (standard) interpretation, the federal level and the Länder separately finance the expenditures resulting from the discharge of their respective responsibilities insofar as the GG does not otherwise provide. However, where the Länder act on federal commission (according to Art 85 GG, meaning that the federal level has extended rights of control and oversight), the federal level shall finance the resulting expenditures.

The second interpretation of the principle of connectivity which has increasingly been gaining ground in the fiscal relations between levels of government in the past 15 years follows a logic of causality of origin (Verursachungskausalität). In that case, the financial burden falls upon that level or unit of government where a task originates, typically the one that passed the law. The logic of executive causality heavily burdens local governments with implementation costs. At the same time, local governments have the lowest revenues. Acknowledging this discrepancy, in 2006 the wording of Arts 84 and 85 GG was amended, inhibiting the federal level to directly transmit tasks to the local level. At the same time, Länder governments added clauses to their constitutions or fiscal equalisation laws establishing connectivity according to the logic of origin. Thus, nowadays, local governments can be obliged to shoulder new tasks only by Länder law. The Länder have committed themselves, however, to compensate their local governments for additional costs they must incur due to Länder legislation by way of local fiscal equalisation payments.

Exceptions to this burden-bearing rule resulting from those two interlinked interpretations of the principle of connectivity are provided for in the Basic Law, first, by Arts 91a through 91e GG – the joint tasks as elaborated above; second, Arts 104a section 3 and 104b GG contain special provisions which are, however, highly consequential in the everyday reality of federal fiscal relations.81 Art 104a(3) GG stipulates that in cases where the federal level issues a law granting financial assistance to citizens (Leistungsgesetze), eg in the realm of social security or education assistance, the federal and Länder governments can agree on a percentage of burden sharing. If the federal level bears 50 per cent of the cost or more, the task automatically shifts to ‘execution in commission’ according to Art 85 GG, thereby restricting leeway for the Länder in how they execute the task (Art 104a(3) sentence 2 GG). Art 104a(3) GG gained relevance in the past years in the discussion whether and to what extent the federal level would compensate local governments for social security expenses for refugees (rent and heating costs) and gave rise to considerable legislative creativity.82 The legislator has reacted with a constitutional amendment, according to which the quota, from which a contract administration is mandatory, in the field of basic security (rent and heating costs) was raised to 75 per cent (Art 104(3) sentence 3 GG).83 Art 104b GG finally, provides for federal assistance to Länder or local investments, thereby providing the federal level with a powerful lever for influencing lower level policy-making (‘golden strings’).

Who bears the costs of state administration is not specified by constitutional law?84 In any case, history has shown that the power to finance should not extend to areas where the state authority has neither legislative nor administrative competence.85 All in all, the complex assignment of tasks to levels of government, complemented by a system of burden sharing which basically follows the principle of connectivity according to the logic of execution causality, but is complemented by elements of causality of origin and burden sharing, necessitates a similarly refined and complex system of tax allocation and fiscal equalisation payments as will be elaborated in the next section.



IV.Distribution of Revenues in the German Federal State (Active Fiscal Equalisation)


A.General Overview

State financing does not pursue an end in itself. Rather, it is intended to enable the community to make certain expenditures associated with the performance of specific tasks for which a (federal) state requires revenues.86 In simple terms, revenues are all funds that flow to the state.87 Many states do not engage in large-scale economic activity itself. The necessary financial resources must therefore be provided primarily (and at best without any obligation to repay) by the citizens. This is the reason why a state’s revenues result primarily from the collection and assessment of taxes. A federal financial constitution in a federalist state must, therefore, determine who has the power of tax legislation and who is responsible for administration and jurisdiction of tax matters. Of particular importance is how the tax revenue is to be distributed between the federal and the constituent states.



B.Legislative Power in Tax Legislation

The legislative power in matters of taxation contributes significantly to the question how much distribution mass is available at all. However, it must be strictly separated from the question of how the tax revenue is to be distributed between the federal and the constituent states. Consequently, an extensive allocation of that legislative power to the federal or the constituent states does not indicate (at least not as long as there is no connection between legislative power and the distribution of tax revenues) whether an allocation of legislative power is accompanied by a high allocation of funding.88 

The responsibilities for the enactment of tax laws are determined by Art 105 GG. The regulation takes over the differentiation between ‘exclusive’ and ‘concurrent’ legislative power known from Arts 71 and 72 GG. The federal level has the ‘exclusive’ legislative power over customs duties and fiscal monopolies (Art 105(1) GG). In addition, the federal level has a ‘concurrent’ legislative power for other taxes (with the exception of local taxes on consumption and expenditures under Art 105(2a) GG), if it is accrued to the revenue from these taxes in whole or in part. In this respect, the legislative power to enact a tax law is linked to the distribution of the tax revenue according to Art 106 GG. In addition, the federal level possesses also a ‘concurrent’ legislative power, if the conditions of Art 72(2) GG are met (Art 105(2) GG), a uniform regulation is thus necessary for the establishment of equivalent living conditions throughout the federal territory or for the maintenance of legal or economic unity in national interest.

According to Art 105(2a) GG, the Länder shall have the power to legislate with regard to local taxes on consumption and expenditures. They have largely delegated this legislative power to the municipalities and empowered them to enact corresponding taxes through statutes.89 As a compensation for the comprehensive power in the field of tax legislation of the federal level, the Länder have been given a right of approval through the Bundesrat (Art 105(3) GG).90 



C.Tax Administration Competencies

Art 108 GG – being lex specialis to the general regulations in Art 83 et seq. GG – standardises structure, authorities and procedures of the administration of taxes at the Federal level and in the Länder.91 However, the provision is not exhaustive, so that in some cases the general regulations must be applied.92 

In principle, the federal level and the Länder have their own financial administrations. The federal level administers the taxes and duties listed in Art 108(1) GG (customs duties, fiscal monopolies, taxes on consumption regulated by federal law, motor vehicle tax and charges imposed within the framework of the EU) by federal finance authorities. The financial authorities of the Länder administer the other taxes (Art 108(2) GG). They act ‘on federal commission’ when they administer taxes whose revenue accrues wholly or in part to the federal level (income tax, turnover tax, corporation tax, for example). In this respect the federal level exercises a right to issue instructions (Art 85 GG).

The organisation of the federal finance authorities shall be regulated by a federal law according to Art 108(1) sentence 2 GG. In contrast, according to Art 108(2) sentence 2 GG, the structure of the administration of the Länder may be regulated by a federal law requiring the consent of the Bundesrat (authorisation of the Federal level to regulate the administration of the Länder), with the members of the Bundesrat being representatives of the Länder governments (Art 51(1) sentence 1 GG). The corresponding regulations can be found in the Finanzverwaltungsgesetz. The same applies to the administrative procedure. The procedure to be applied by the federal fiscal authorities shall be prescribed by federal law (Art 108(5) sentence 1 GG), the procedure to be followed by Land revenue authorities may be prescribed by a federal law requiring the consent of the Bundesrat (Art 108(5) sentence 2 GG). The regulations prescribed by federal law can be found in the Abgabenordnung.

According to Art 108(4) GG, a federal law (requiring the consent of Bundesrat) may provide for collaboration between federal and Land revenue authorities in matters of tax administration and transfer the administration of taxes incumbent on the federal authorities to the Land authorities or vice versa the administration of taxes incumbent on the Land authorities to federal authorities. Art 108(7) GG authorises the federal level to issue general administrative rules (internal administrative rules).

Art 108(6) GG establishes an exclusive legislative power of the Federal level for the regulation of the fiscal jurisdiction. On this basis, the Finanzgerichtsordnung has been issued.93 



D.Distribution of Tax Revenues


i.Ways of Distributing Revenues in a Federal State

The share of the total tax revenue to which the federal and constituent states are entitled depends on the distribution of tax revenue. Only an adequate financial supply can ensure that the federal and the constituent states can exercise and fulfil their assigned responsibilities. Revenues are allocated by law (especially by constitutional order). There is no over-constitutional requirement as to the proportion or manner in which revenues are to be distributed in a federal state.94 A state system consisting of a federal and a constituent state level can implement the distribution of revenues in different ways.95 It would be possible to allocate the total revenue to the federal or the constituent states, with the proviso that the financial needs of the other side are met by appropriate contributions (contribution system). Another option would be to provide the federal and constituent states with separate revenues from different types of taxes or tax sources (separation system). Finally, it would also be conceivable to bundle the tax revenues of all tax types and distribute them among the federal and constituent states according to a (fixed or changing) key (combined system).



ii.The Financial Equalisation

The distribution of revenue in the Grundgesetz is carried out in a multi-stage income distribution procedure, also known as financial equalisation.96 


a.Vertical Apportionment of Tax Revenue between the Federation and the Länder

In a first stage, the revenue of the respective tax types is divided between the federal level and the Länder. This distribution is regularly referred to as primary vertical fiscal equalisation.97 The legal basis can be found in Art 106 GG. The ­apportionment is detached from the corresponding legislative power and combines different systems for the distribution of tax revenue.98 

The GG makes partial use of a system of separation in that certain tax revenues are allocated solely to the Federal level (Art 106(1) GG) and certain tax revenues solely to the Länder (Art 106(2) GG). In addition, in the area of by far the most profitable joint taxes (income tax, corporation tax and turnover tax), a combined system is used (Art 106(3) GG).99 

Half of the corporate tax is divided between the federal level and the Länder. The municipalities receive a share of 15 per cent of the income tax (Art 106(5) GG, Section 1 of the Gemeindefinanzreformgesetz). Half of the remaining 85 per cent is divided between the federal level and the Länder (Art 106(3) sentence 2 GG). The turnover tax is divided between the federal level and the Länder according to the key defined in § 1 of the Finanzausgleichsgesetz (Art 106(3) sentence 3 GG). The municipalities receive a very small share of the turnover tax revenue (about 2 per cent in 2020).100 The remaining part is divided roughly equally (with a small surplus in favour of the Federal level) between the federal level and the Länder.



b.Horizontal Apportionment of Tax Revenue between the Länder

As soon as it has been determined what share of the total tax revenue the Länder are entitled to, the question of how the Länder share is to be distributed horizontally must be addressed at a second stage. This is also known as primary horizontal fiscal equalisation.101 Theoretically, there are two possible ways. First, the tax could be allocated to the country in which it was collected (principle of local revenue). Second, the tax could be divided according to the number of inhabitants of the countries (population principle).102 

According to Art 107(1) sentence 1 GG, the revenue from Land taxes and the Land share of revenue from income and corporate tax are distributed depending on the extent that such taxes are collected by finance authorities within their respective territories (local revenue). Possible distortions (e.g. enterprises with several permanent establishments in different countries), are corrected by a separation and an allotment of local revenue (Art 107(1) sentences 2 and 3 GG).103 This means a legal regulation, which contains supplementary specifications for the distribution of the tax revenue. Taxes on trades, corporate tax, wage tax and interest deduction are affected by the separation. For trade tax, the separation is legally anchored in the Gewerbesteuergesetz. The separation for other taxes is regulated in a separate law, the Zerlegungsgesetz.

The Land share of revenue from the turnover tax is divided to the individual Länder on a per capita basis (Art 107(1) sentence 4 GG and sec 2 Finanzausgleichsgesetz). It is, therefore, of no relevance for the horizontal distribution of the turnover tax revenue within the Länder where a service that is subject to turnover tax is performed. The previously envisaged possibility of allocating supplementary parts of the turnover tax to states whose revenues are below the average of the states (also known as turnover tax advance compensation) was deleted with the reform of the financial relations between the federal level and the Länder with effect from January 2020 (Art 143g GG).104 



c.Equalisation of Financial Capacity and Federal Supplementary Grants

The financial capacity of individual countries can vary greatly. However, the GG idea of solidarity between the Federal level and the Länder requires that Länder with limited financial capacity receive additional support to enable them to carry out their tasks financially.105 Therefore, according to Art 107(2) sentence 1 GG, a federal law shall ensure that the financial capacity of the Länder is adequately balanced. Such support – which only occurs secondarily after the primary distribution of tax revenue – can theoretically be provided horizontally (financial payments from financially strong Länder to financially weak ones) or vertically (financial payments from the federal level to financially weak Länder). The financial relations between the federal level and the Länder have been reorganised for the period from 2020 onwards. The fiscal equalisation system in force until 2019 provided for both horizontal and vertical fiscal equalisation (the result was that fiscal equalisation consisted of four stages). Since the reform of financial relations with effect from January 2020, horizontal equalisation between the Länder based on equalisation allocations and equalisation amounts was (practically) abolished.106 The Länder are no longer directly responsible for each other. Instead, there is only a vertical and secondary equalisation of the respective financial capacity by the federal level, which now forms the third and final stage of financial equalisation.

Such vertical financial equalisation provides for appropriate additions and deductions from the financial capacity of the respective Länder, which shall be regulated in the allotment of their shares of revenue from the turnover tax (Art 107(2) sentence 2 GG). This adjustment of the financial capacity is regulated by ordinary, ‘simple’ (ie, sub-constitutional) law in Section 4 et seq. of the Finanzausgleichsgesetz. The concept of financial capacity is a constitutional term that requires explanation and serves to make the revenues of the Länder comparable. It takes into account all sources of finance to which the Länder have access.107 

In addition, supplementary grants by the federal level can also help to support underperforming Länder to counteract existing differences between the Länder.108 Supplementary grants are financial benefits that are allocated from federal funds to needy Länder to supplement their general financial needs (Art 107(2) sentence 5 GG). Such supplementary grants already existed before the reorganisation of financial relations but were considerably expanded with effect from January 2020.109 For example, the tariff of the general federal supplementary grants was increased and the compensation ceiling was raised (Section 11 Finanzausgleichsgesetz).110 In addition, supplementary grants are now made to the Länder with municipalities that have particularly weak tax revenues. Also newly introduced are annual grants to underperforming Länder which were only given below-average consideration in the allocation of research funds under Art 91b GG. These and other extensions, combined with the abolition of the turnover tax advance compensation, make supplementary federal grants considerably more important.

As a result, the federal level has a greater financial burden as of 2020 because of the new regulation, and its responsibility for an appropriate financial balance of power between the Länder and in the performance of public tasks is likely to increase in the near future.



E.Other Financial Assistance in the Federal System

Financial resources can also flow between the Federal level and the Länder outside the financial equalisation system. However, financial aid (payments from the federal budget to the Länder to fulfil specific purposes), is exceptional in nature. According to Art 104a GG, the federal level and the Länder finance separately the expenditures resulting from the discharge of their respective responsibilities, unless otherwise provided for in the GG. Such a different regulation is found in Art 104b of the GG. Within narrow limits, it allows financial assistance from the federal level to avert a disturbance of the overall economic equilibrium, to compensate for differences in economic capacities within the federal territory or to promote economic growth. In addition, during the reorganisation of the financial relations between the federal level and the Länder from 2020 onwards, the legislator has taken further measures to improve the performance of tasks in the Federal State. Art 104c GG enables the federal level to provide financial assistance to support investments in the education infrastructure by financially weak municipalities that are of significance to the nation as a whole. Finally, Art 104d GG allows the federal level to grant financial assistance to the Länder for investments of national significance on the part of the Länder and municipalities in social housing.



V.The Role of Municipalities in the German Federal State


A.The Role of Municipalities in the Fulfilment of Public Tasks

The municipal level holds a special position within Germany’s federal framework. The smallest municipalities have only about 10–20 inhabitants and the largest is Munich with 1.5 million inhabitants. With around 11,800 municipal units in total, the municipalities are important components of the federal states, but at the same time they have the right of municipal self-administration and the right to financial independence. Generally speaking, they have an ambivalent position within the federal state’s organisation. Under constitutional law, the municipalities are not classified as an independent state level, but as part of the Länder. At the same time, the GG grants municipal self-government in Art 28(2) sentence 1. Consequently, this fundamental right leads to a two-tier federal state structure with a three-tier administrative structure consisting of federal, Land and municipal levels.

In general, the competences of the municipal level derive from the GG, the municipal ordinances, other federal and Länder laws and, in particular, the Länder constitutions.111 The municipal level is primarily responsible for matters such as road and school construction, health care, public transport, energy supply and social spending. Although the municipal level is considered a constitutional component of the Länder, the constitutional right to self-government allows the municipal level to regulate matters of the local community (eg, public services and social welfare) in its own responsibility.112 However, in reality only a limited degree of voluntary self-government remains.113 Since the municipal level is subject to the legislation of the Länder with regard to structure, tasks or funding, there are considerable differences in the catalogue of municipal tasks between the Länder.114 

The municipal tasks can be structured according to the scope for decision-making. First, the voluntary self-government tasks (freiwillige Selbstverwaltungsaufgaben) entail the most comprehensive decision-making and implementation competences. Second, the compulsory tasks (Pflichtaufgaben zur Erfüllung nach Weisung) come without the right to issue instructions by the municipalities and with legal supervision by the Länder (the if and the how is set). Last, the executive competences (Pflichtige Selbstverwaltungsaufgaben) have only limited decision-making competences, whereby the fulfilment of the task itself is fixed without specifying how the task is to be fulfilled. The voluntary self-government tasks generally account for less than 10 per cent of municipal task fulfilment, leaving the majority of the tasks as transferred compulsory tasks. Thus, the Länder have a considerable influence on the municipalities’ task fulfilment, despite the municipalities’ fundamental right to self-government. In general, the principle of decision-making connexity prevails. And even in the case of compulsory tasks, the municipalities still have discretionary powers – especially with regard to the deployment of staff, investment activities and the quality of task fulfilment. Especially through the implementation competence for many tasks, the municipalities, thus, have a direct interaction with the citizens and businesses. If the decision-making linkage is insufficient, this can, therefore, fundamentally cause difficulties for the municipalities.

The municipalities’ fiscal importance within the federal state is – in addition to their constitutional status – relevant for their characterisation. At first glance, the municipalities represent roughly one quarter of total expenditure, which appears less important than the federal level and the Länder level. A special feature of the German system is, that social services are a major expenditure factor at the municipal level where they count for around 40 per cent of the total expenditure.115 As the municipalities receive just a small share of public tax revenues, they are dependent on extensive fiscal transfers. For example, in the case of municipal social expenditures described above, the federal government participates to some extent. The municipalities also receive allocations from the Länder (and the Federation via the Länder’s budgets) for the fulfilment of delegated tasks or for participation in their tax revenues. The share of direct expenditure (expenditure to the private sector) is, therefore, high at well over 30 per cent, which is above the federal level. In the case of public investments, the importance of the regional and local authorities stands out as they make up about 55 per cent of the total volume. In addition, the share of current operating expenditure, grants, and transfers to the private sector as well as staff expenditure is also significantly higher than that of the federal government. At the same time, the municipalities receive only about 13 per cent of Germany’s total tax revenue, which shows the dependence of the municipalities and means that financial allocations and reimbursements from the federal level and Länder level are indispensable for the fulfilment of municipal tasks. At the same time, the economic functions of the municipal level are important for the fulfilment of public tasks.


Figure 3 Share of government groups in selected budget items 2021 (without social security system)
[image: A horizontal bar chart showing the distribution of selected budget items in Germany for 2021, comparing federal, Länder, and municipal shares in total expenditure, investment, revenue, and debt, excluding the social security system.]
Source: Own representation, own calculations, data: Statistischen Bundesamt, Kassenstatistik 2021, Schuldenstatistik 2021.



B.Economic Disparities

In general, there are vast spatial disparities at the municipal level: eg between the municipalities of individual federal states, within federal states or between independent towns and districts, etc. Disparities between cities and rural areas mainly arise because cities are normally economic centres that create high tax revenue. However, metropolitan functions induce additional costs. In the German tax allocation scheme, differences in economic performance only partially translate into tax revenue.116 Even prosperous cities need additional grants to fulfil their tasks. Furthermore, there are spatial differences between East and West Germany or between North and South Germany. The latter spatial differences are usually reflected more clearly in the tax system. To compensate for these imbalances, there is a general equalisation system between the Länder (see above).

However, it is disputed whether all municipalities in the German fiscal system have adequate financial resources to be able to fulfil their tasks. Municipalities with basically the same sources of revenue sometimes have considerable differences in their financial situation. Furthermore, it is also disputed whether the federal level and the Länder partly violate the principle of connexity when they set tasks and transfer their implementation to the municipalities without adequate financial compensation.117 



C.Municipalities within the Fiscal Equalisation Systems

The position of the municipalities in the tax distribution system depends on the real taxes, in particular the property tax (Grundsteuer) and the trade tax (Gewerbesteuer). The trade tax is generally highly sensitive to economic cycles. For real taxes, there is a uniform tax basis for the whole of Germany, while municipalities can set individual tax rates. In addition, the municipalities receive 15 per cent of the income tax and about four per cent of the value added tax. The share of income tax depends on the place of residence. The value added tax, however, is not allocated according to an equalising scale (eg, the number of inhabitants, as for the Länder), but on the basis of a business-oriented key. Thus, trade tax income has a spreading effect on municipal tax revenue.

In addition to tax revenues, another key source of revenue for the municipalities is the allocation from the Länder, a part of which is distributed vertically between the Länder and the municipalities through rule-based municipal fiscal equalisation schemes.118 In general, there are various regulations for the distribution of financial allocations in each of the 13 Länder (city-states are left out). The core element of these are the key allocations, substituting the lack of tax capacity. In these systems the focus is on the number of inhabitants, which is usually weighted higher with increasing municipality size, so that, generally, a higher financial requirement per inhabitant is calculated for larger municipalities.119 Some of these allocations are unconditional, others are tied to specific purposes and fields of activity. In addition, reimbursements for commissioned matters are also often significant (eg, for educational institutions and social services).120 

The municipal equalisation schemes can only redistribute tax income within each Länder’s borders. Furthermore, municipal tax capacity is also represented in the context of the equalisation of financial strength between the federal level and the Länder. In the system of VAT distribution municipal financial strength is calculated into the Länder’s tax capacity at 75 per cent.

As mentioned above, the municipalities are also heavily dependent on grants from the Länder. The considerable volume of this amounts to approximately €100 bn. A part of this is distributed within the municipal financial equalisation systems – about 50 per cent. In the municipal fiscal equalisation system, the focus is basically on tax revenue equalisation, although there is much more differentiation here than in the federal fiscal equalisation system. Another part of the Länder allocations is distributed outside the municipal fiscal equalisation systems. Some of the allocations are made in accordance with the tasks – i.e., through cost reimbursements and cost sharing. Some of those allocations come from the federal level, supporting municipal social expenses and can have distributive effects across the Länder’s borders. As a rule, disparities are not fully compensated for in order to maintain incentives for efficient task implementation. A last group of allocations is made upon request – especially for investment funding. Those do not aim at distribution effects but rather assist the implementation of concrete tasks. The funding programmes are made up by the Länder, with the federal level only supporting specific programmes according to the general prohibition of cooperation.

Within the system of tax revenue allocation, the municipalities’ position is rather weak. They are necessarily dependent on additional financial support. Consequently, a differentiated system of allocations exists to ensure this support. At the same time, the allocation systems are a constant source of conflict between municipalities, the Länder and the federal government. At the same time, the tax power of the municipalities translates into financial power for the Länder in the distribution of turnover tax. Thus, the revenue situation of the Länder and their municipalities remains closely linked. The overall strong position of the municipalities in the fulfilment of public tasks can be understood as a strength of German federalism, as it allows for adaptation to local or regional specificities, opens up room for experimentation and, in times of crisis, can build on a widely ramified network of actors with possibilities for action. The associated transaction costs and different speeds of adaptation must be understood as a necessary evil in this context.



VI.Merits and Deficiencies of German Fiscal Federalism


A.Impact on Equalisation in the Federation

The multi-step system of distribution and redistribution of tax revenues among the levels and units of government produces a high level of equalisation. After all steps of equalisation payments have been implemented, the fiscal capacity per capita of the weakest Land was at 97.7 per cent of the average in 2020. This very high level of equalisation has recurrently produced criticism against the system. Critics argue that the system sets negative incentives for economically and financially weaker Länder to freeride on the others. From the point of view of economic theory, this argument is compelling. Empirically, however, this criticism has not proven substantial so far. The reason why some Länder still lag behind the others in terms of economic and fiscal power cannot be precisely attributed to specific deliberate policy decisions by their governments. Rather, long-time effects based on structural weaknesses of regions and/or on inherited deficits which burden fiscal flexibility in the long term seem to reach into the present.

The often-postulated constitutional aim of securing equivalent living conditions across the territory has largely been attained. This is particularly noteworthy in light of the enormous economic and fiscal disparities that existed (and to a lesser degree still persist) between the western and the eastern German Länder after unification in 1990.



B.The System’s Democratic Legitimacy

Among finance experts (public officials in finance departments as well as academics), the German fiscal equalisation system is broadly accepted in its basic features, even though there is a constant debate on amending or improving details of the system.121 

Among politicians, the legitimacy is more ambiguous. The fiscal equalisation scheme with its high level of redistribution has recurrently proven to be a welcome issue for electoral campaigns in the more affluent Länder. As was analysed almost half a century ago by Gerhard Lehmbruch, two principles overlap and sometimes clash in German federalism: the cooperative principle that dominates negotiations and interactions among territorial units; and the competitive principle that follows from party competition within and across territorial units and levels of government.122 The incentives set by party competition to campaign against the solidarity and cooperative spirit of federalism are exemplified by Bavarian electoral campaigns. There, candidates from the incumbent conservative party regularly seek and gain popular approval by complaining about Bavaria’s high contributions in the horizontal fiscal equalisation scheme from which the poorer (and implied – the lazier and less committed) Länder profit.

Public support for the fiscal equalisation scheme, finally, is hard to estimate, as non-experts, even specialised journalists, do not fully understand it. Consequently, the issue is rarely included in opinion polls.



C.Control

While, compared to other federal systems, a cooperative orientation between the territorial units and the levels of government prevails, the country’s federal structure sets incentives and offers opportunities for shirking.123 For example, tax collection invite freeriding behaviour. As tax collection is to a large extent the task of Länder administrations, it is alleged that some Länder deliberately do not conduct regular tax audits among their companies, thereby signalling to companies that they are a ‘tax oasis’, yet effectively contributing to a collective loss of tax income. Hence, recurrent discussions in the Bundestag have been held to centralise the tax collection power to the federal level in order to ensure better control over the practice of tax collection, a reform impetus which the Länder is resisting successfully.

Another aspect of control is the federated units’ borrowing behaviour. While austerity policy is generally accepted in Germany, and the federal government, as well as many local governments, successfully consolidated their finances and reduced deficits in the second half of the 2010s, chances of effective control of borrowing behaviour are limited. The Stability Council is a ‘toothless tiger’, based on strategies of naming, shaming and blaming, yet without sanction mechanisms.124 The debt brake to which the Länder consented in 2009 and which should have entered into force for the first time in 2020, was since then suspended due to the continued crisis situations of, first, the pandemic and, now, the Russian war against Ukraine. Even between the Länder and the local level, where a real hierarchical relationship of oversight exists, the Länder are very reluctant to enforce fiscal discipline among their local governments.125 After all, control of fiscal discipline is hard to enforce among governments that rely on fiscal autonomy as part and parcel of their political autonomy.



D.Legitimacy and Efficiency of Conflict Resolution

Conflicts among the federated units are not a prominent feature of German federalism due to its long-ingrained tradition of solidarity. For example, jurisdictional conflicts between levels of government occur rather rarely, as compared to Canada or the US. Instead, the functional division of power encourages intense negotiation during policymaking and cooperation during implementation. In fiscal matters, however, there is a constant conflict between the local and the Länder level about the correct interpretation of the principle of connectivity. The costs of fulfilling tasks lie mainly with the local governments and they claim compensation by way of unconditional grants in the communal fiscal equalisation scheme. Those conflicts, as practically all other conflicts in German federalism, are handled by way of negotiation, yet leaving room for a grudging feeling on both sides that the settlement may have been to one’s disadvantage.

Another aspect of conflict – mentioned in section VI(C) above – was linked for many years to dissatisfaction of the populations of the richer Länder with perceived high horizontal equalisation payments. Bavaria even took the matter to the federal constitutional court. This conflict has, however, been settled by the most recent reform of the fiscal equalisation scheme (see section II(G) above) by incorporating equalisation payments based on fiscal capacity in the horizontal distribution of VAT. Since then, at least formally no horizontal payments are being transferred anymore. Substantively, however, the re-distributive effect has remained the same, but it is less visible now, giving rise to less dissatisfaction. Also, the federal level has recurrently been showing during the past years a surprising lenience to grease compromises, transforming a zero-sum game into a positive-sum game by adding considerable amounts of ‘its’ share of joint taxes to the negotiation mass.



VII.COVID-19 Crisis – Testing the Resilience of Fiscal Federalism126 

In 2020 and 2021, Germany provided financial resources for COVID-related measures totalling around €750 bn, which is equivalent to around 22.5 per cent of annual GDP. This included a series of measures adopted by the different governmental levels to ease the financial situation of private households and businesses. The federal government primarily resorted to transfer payments, subsidies and loans, which included short-time allowance, extension of unemployment benefit type I, a child bonus and numerous bridging aids for companies. Moreover, lending was supported via the creation of the Economic Stabilisation Fund and the special programmes of the Kreditanstalt für Wiederaufbau (KfW).127 The window of opportunity was also used to implement structural measures that are not directly related to the pandemic (eg, climate protection).

In addition, the federal government supported the Länder and the municipalities. This includes the permanent increase in the federal share of municipal transfer payments for housing and heating, which now amounts to 74 per cent (approx. €3.4 bn or 0.1 per cent of GDP in additional annual expenditures for the federal government). Moreover, a one-time lump sum compensation for the municipalities shortfall in trade tax revenues was granted in 2020, which totalled €11.8 bn (0.3 per cent of GDP) and was borne equally by the federal and the Länder governments.

On the revenue side, the federal government also used crisis instruments. These included a temporary reduction in VAT; adjustments to advance tax payments and deferrals of tax payments coordinated by the federal government; as well as the extension of the tax loss carryback.128 The latter results in a delayed return of corporate taxes to pre-crisis levels.

All in all, revenues decreased considerably during the pandemic years. For example federal tax revenue in fiscal year 2020 declined by 10.3 per cent compared to the previous year. Even worse were the decline in corporate income tax (−24.2 per cent in 2020 compared to 2019) and VAT (−20.6 per cent). The Länder and the local balance of revenues and expenditures display the same trend. In order to cope with the dramatically increased fiscal gap, substantial borrowing was inevitable. The federal government, therefore, made use of the option to activate the exception clause in the federal debt rule (‘debt brake’) on account of the pandemic. As a result, the federal government’s debt increased by around €214 bn in 2020 (+18 per cent compared to 2019) and another €145 bn in 2021 bringing it to a total of around €1.6 tn by the end of 2021.

In reaction to the immense new debt, a discussion was revived to revise the debt brake that had been introduced in 2009.129 The current debt brake sets an absolute ceiling on new debts which can only be suspended in extraordinary crisis situations. The permanent crisis of the past two years exacerbates, however, the pending lack of investment in all kinds of infrastructure and sustainability transformations. Now, considerations are being put forward to relax the absolute ceiling of the debt brake and to take into account again the level of investment, as under the pre-2009 debt rule, the so-called ‘golden rule’. In this respect, it may well be that the pandemic has triggered another round of reforms of the fiscal constitution in Germany.



VIII.Dos and Don’ts: What can the EU Possibly Learn from Fiscal Federalism in Germany

Transforming a large territory composed of many formerly autonomous units into one unified economic and monetary space causes less problems the more homogenous the territories’ fiscal and economic power and the more homogenous their fiscal, economic and social policies are. To date, the EU and even the EMU are still highly heterogenous in this respect, putting the Euro as a single currency with no means of adapting to those varying levels of economic and fiscal power under considerable stress. An open and transparent system of fiscal transfers would contribute to alleviating this stress on the common currency. The sum of transfers would need to be, however, far larger than any transfers that exist to date in member states. This hypothetical scenario can in several respects be regarded in parallel to the situation Germany faced after its unification in 1990, where five new units were added to the existing fiscal equalisation system. The amount of transfer payments increased dramatically, stretching solidarity among the Länder and requiring large new debts as well as intense commitment at the federal level. The EU is far bigger, economic disparities are much greater, and solidarity is not even based on a common language and history. What is more, in contrast to the situation in Germany after unification, in the EU there is not an established system of fiscal equalisation payments to which several new units need to be added. Rather, the entire system would need to be created from the scratch. Under those conditions, an outright fiscal equalisation system would most likely be politically unacceptable to the populations and governments of those countries which would be net payers. Thus, from the point of view of economic and fiscal stability, a horizontal fiscal equalisation scheme similar to the one established in Germany would be sensible. From the point of view of political stability and societal peace, it seems currently not feasible.

The tension between economic sensibility and political feasibility is perhaps the greatest obstacle for drafting a good fiscal equalisation system. While, for example, economic sensibility would recommend drafting a system based exclusively on general, fair and transparent principles, the political reality shows that those who are entrusted to decide on the system will immediately calculate how those principles translate into payments for their clientele and accordingly try to adjust the principles. Hence, every fiscal equalisation scheme invariably follows its in-built tendency to incorporate ever more specific instances, needs or situations, thereby diluting the principledness and clarity of the original draft. Similarly, economic reasoning shows that reforms of fiscal equalisation schemes are by their very nature zero-sum negotiations and an existing system will never be changed (except if pareto-improvements are possible) under the unanimity rule. German experiences with the so-called ‘Joint decision trap’ exemplify this problem.130 Efficiency changes which would disadvantage some members can only be decided under a majority rule. Political considerations of minority protection caution against deciding such important decisions as fiscal equalisation rules by a majority vote in order to avoid the risk of systematic externalisation of costs to a minority. Under unanimity rule, however, every negotiator has the power to hold all others hostage in order to enforce their requests (an illustrative example of this mechanism was recently given by Turkey blocking Finland’s and Sweden’s accession to the NATO).

From the point of view of the German experience, a principled, general and transparent system of fiscal equalisation that can be adjusted by a qualified majority appears, thus, as a promising scheme.
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PART III

Fiscal Federalism in the EU?




An Analysis of the Existing System

CORINNA DORNACHER, STEFAN GRILLER, FLORIAN HUBER, SONJA PUNTSCHER RIEKMANN AND IVANA SKAZLIC


I.Economic and Monetary Union (EMU)


A.Separation and Fragmentation of Monetary and Economic Integration

The asymmetry between monetary and economic integration in the EU is standard textbook knowledge.1 The origin of this differentiation dates back to the Maastricht Treaty when no consensus could be found for the creation of a ‘Political Union’ that would encompass ‘economic governance’ at EU (at the time EC) level. Consequently, Economic and Monetary Union has often been described as a misnomer due to the asymmetric structure in reality.2 

Its characteristic is the transfer of monetary powers into the exclusive competence of the EU with the European Central Bank (ECB) as the independent guardian of the primary goal of price stability. By contrast, the ECB’s single monetary policy applies to a rather diverse economic landscape within the Eurozone, governed by 20 different national economic policies3 which remain the responsibility of the Member States, merely subject to ‘coordination’ at EU level.4 The latter consists mainly of the so-called Stability and Growth Pact (SGP) imposing budgetary discipline on the Eurozone members by limiting the annual deficit to three per cent and the public debt to 60 per cent of the Gross Domestic Product (GDP), albeit with a number of exceptions. National medium-term fiscal-structural plans accompanied by annual progress reports – up to the 2024 reform of the SGP: Annual Convergence and Stability Programmes – for each Member State are a complement. They consist mainly of EU Council recommendations which should at best be consensually developed with each Member States during the yearly budgetary cycle, in the framework of the European Semester. In addition, considerable procedural and substantive constraints on Member States’ budgetary and fiscal policies also derive from Monetary Policy and from the rules governing the internal market.5 

It is in line with the traditional understanding of sovereignty and sometimes national constitutional requirements that Member States have so far held on to their budgetary and fiscal autonomies.6 Neither Art 3 nor Art 4 of the Treaty on the Functioning of the EU (TFEU) list fiscal policies under union competences, which limits the EU’s regulatory powers due to the principle of conferral (Art 5 Treaty on European Union (TEU)).

The asymmetry for Eurozone-members comes with an additional challenge resulting from membership fragmentation at the outset: not all EU Member States are ‘Ins’, meaning that they would also be Eurozone-members. For, even if all EU Member States – with the only exception of Denmark which is benefiting from an opt out granted by the TEU and is consequently sometimes addressed as an ‘EMU-out’ – are obliged to join the EMU,7 there is a condition attached to this obligation: to fulfil the so-called convergence criteria.8 Currently six EU Member States are in this preparatory phase, usually addressed as ‘Pre-Ins’.

As a result, in 2024 the ‘EMU-map’ – to use this simplification – looks as follows:

EU Member States not yet participating in the EMU, the so-called ‘EU Member States with a derogation’, unsurprisingly are not fully integrated into the legal and institutional setup both of the Monetary and the Economic Union. A considerable number of important Treaty provisions are not applicable to ‘Pre-Ins’.9 In addition, these Pre-Ins are not represented in the core organs of the European System of Central Banks (ESCB), namely in the Executive Board and the Governing Council of the ECB. Instead, they participate in the ECB’s General Council which has mainly advisory functions. By contrast, non-EMU-members are fully represented in the European Parliament (EP) and in the European Commission. There is an inevitable tension resulting from this participation of non-members in the lawmaking and in the enforcement of the entire EMU; full participation is only partly waived for the adoption of measures regarding the budgetary discipline and economic policy guidelines by EMU-members only.10 No less important is the resulting conceptual difficulty to adopt measures that would be appropriate for all groups of EU members (Ins, Outs and Pre-Ins) alike while at the same time serving the goal of promoting all EU Member States to EMU members.


Figure 1 The EMU inside and outside the EU as in 2025
[image: A map of Europe showing the status of countries in relation to the Economic and Monetary Union as of 2025, distinguishing eurozone members, EU states obliged to join, opt-outs, and non-EU countries using the euro officially or unilaterally.]
Source: Authors.

Another layer of fragmentation results from the lacking consensus among the Member States to use the EU legal order for the adoption of two important measures addressing the economic and sovereign debt crisis that started in 2008. As a result, the, both concluded in 2012, Treaty on Stabilisation, Coordination and Governance in the Economic and Monetary Union (TSCG)11 and the European Stability Mechanism (ESM)12 were established as treaties under public international law. Parties to the TSCG (today) are all EU-members. Parties to the ESM, by contrast, are (today) all of the 20 Eurozone-members, but none of the ‘Pre-Ins’. The TSCG is complementing and reinforcing EU measures (the so-called sixpack and the two-pack legislation) that were created in order to reinforce budgetary discipline of the Member States. The ESM is a ‘rescue umbrella’ provided by a specific international organisation designed for supporting Member States in financial difficulties, among others by bilateral loans. Financial support is conditional on an obligation of the beneficiary Member State to restore sound public finances, and, thus, aims at re-establishing financial stability that should have been achieved by respecting the SGP in the first place.



B.Monetary Union


i.Introductory Remarks

Monetary policy as a federal competence is a common feature of mature fiscal federal systems. Yet again, the EU’s approach to monetary integration differs from the structures that developed in federally organised nation states. The Eurozone’s geographical scope is not congruent with the EU territory as a whole. Although membership in the currency union is considered irreversible13 – except by leaving the EU altogether – acquiring that status is conditional upon fulfilling certain conditions (and upon political will). Furthermore, the close links between monetary, economic, and fiscal policy are seemingly at odds with the legal framework. The vertical division of competences foreseen in the treaties requires a precise demarcation of these policy fields despite that it is not always possible or practical in reality.14 It also means that a strongly centralised monetary policy response is regularly applied to a fairly diverse economic landscape,15 all the while lacking an EU budget of scale capable of macroeconomic management. Finally, the quasi-constitutional law nature of most of the monetary legal framework makes it difficult to enact any changes.

One of the longstanding narratives about monetary integration within the EU is that the Eurozone is or at least is designed to become an optimal currency area, yielding economic benefits for every Member State involved, which outweigh the costs of losing their monetary sovereignty. Following this logic, one would assume that policy decisions as well as entry requirements for the currency union reflect this. In reality, however, political motivations for supporting a currency union vary, are far more nuanced, and also change over time.16 The following paragraphs will contrast the legal framework surrounding participation in the currency union with the theoretical underpinnings that were and are still used to justify them.



ii.EMU-Membership

Joining the Eurozone is a general legal obligation for all EU Member States.17 Since Denmark obtained a special status by negotiating an exemption (Protocol No. 16) and accession to the currency union is generally subject to specific conditions, Eurozone membership became an early example of differentiated integration within the EU.18 As of now, only 20 of the EU’s 27 members participate in stage three of the EMU.19 The treaties refer to the specific conditions for accession as convergence criteria.20 In addition to Art 140 TFEU, the convergence criteria are regulated in Protocols No 12 and No 13. Overall, there are five of them: (1) Compatibility of national legislation with EU law, particularly the ESCB Statute; (2) achievement of a high degree of price stability; (3) a sustainable public budgetary position; (4) normal fluctuation margins of exchange-rates; (5) durability of convergence. Art 6 Protocol No 13 contains an amendment procedure for the convergence criteria. Amendments are adopted by unanimous decision of the Economic and Financial Council (ECOFIN)21 pursuant to a proposal by the Commission and after consultation with the European Parliament, the ECB, and the Economic and Financial Committee.

While the legal convergence criterion is meant to ensure the independence of each participating national central bank (NCB) and a seamless regulatory integration, the rationale behind the other criteria is to establish a minimum of economic homogeneity needed in a currency union.22 However, the indicators employed do not necessarily address the latter issue or if they do, it is only indirectly.23 Two of the criteria require prospective Member States to demonstrate that their economic and political environment can function with a hard currency. Benchmarks for stability are the average inflation rate of at most the three best performing Member States24 in the past year and normal margins of exchange-rate fluctuation within the European Exchange Rate Mechanism (ERM) II against the Euro in at least the past two years prior to the assessment.25 The other two focus on public finances. In order to meet the sustainable government budgetary position criterion it suffices that no excessive deficit decision has been adopted by the Council at the time of the assessment.26 The durability of convergence – for an irreversible currency union arguably an important factor – is determined by comparing long-term government bonds’ interest rates of the prospective Member State and the, at most, three best performing Member States with regards to price stability.27 Interestingly, ‘Member States’ does not even refer to Eurozone Member States but includes all EU Member States. Notwithstanding the integrative purpose of EMU and the best practice approach common in supranational organisations, it remains a strange concept to potentially link convergence among a particular peer group to the performance of states outside of said group. The durability criterion also underlines the heavy reliance on market forces to foster budgetary discipline. At this stage it amounts to ‘a market test of confidence in the currency and finances’28 of the prospective Member State. Upon entry into the Eurozone it then effectively evolves into a market based disciplining mechanism.29 Given the long history of market failures when it comes to accurately appraising economic fundamentals and correlated risks this did not turn out to be an adequate regulatory strategy.

Procedurally, the Commission and the ECB review the performance of Member States with a derogation, ie non-Eurozone members, at least every two years or upon a request of a prospective Eurozone Member State and report their findings on the level of compliance with the convergence criteria to the Council. The Council ultimately decides30 if the criteria are fulfilled and abrogates the derogation by qualified majority following a positive proposal by the Commission, a consultation with the European Parliament, a discussion with the European Council, and a favourable recommendation by the Euro-group, adopted also by qualified majority.31 Only the subsequent decision about irrevocably fixing the exchange rate between the Euro and the national currency requires unanimity among the Eurozone members and the joining Member State.32 Therefore, legally, Member States with a derogation do not have a veto power in whether or not to join the currency union. They do, however, control their effort or lack thereof to achieve the necessary convergence33 with little signs of willingness from the Commission to enforce the legal obligation to work towards meeting the criteria.34 The relationship between the ‘Ins’ and ‘Pre-Ins’ is regulated in Art 139 TFEU exempting the non-Eurozone members from certain rights but also from obligations as well as limiting their participation in decision-making bodies involved in matters concerning the Eurozone.



iii.The ESCB and Monetary Policy


a.The Institutional Structure of the ESCB

The ESCB35 follows the structural blueprint of the American Federal Reserve36 and is an operationally decentralised banking system governed centrally by the ECB.37 NCBs remain national institutions, founded under national law, but are simultaneously integral parts of the ESCB.38 However, differentiated integration has structural consequences for the ESCB as well. Within the ESCB the ECB together with the NCBs, whose Member State’s currency is the euro, form the Eurosystem.39 Neither the ESCB nor the Eurosystem possess legal personality. Legal personality is granted only to the ECB under EU law40 and the NCBs according to their respective national law. The decision-making bodies of the ECB, the Governing Council and Executive Board govern the ESCB and the Eurosystem,41 whereby the Governing Council formulates monetary policy, and the Executive Board is responsible for implementation. NCBs of Member States with a derogation are part of the General Council, which is a temporary third decision-making body of the ECB until all Member States will have joined the Eurozone.42 Its role is mainly a coordinative one (monetary policy coordination between ‘Pre-Ins’ and Eurozone) and preparatory (for Eurozone accession).43 Currently, the ECB’s internal organisation also features the Supervisory Board.44 Established by secondary law to carry out the ECB’s supervisory tasks within the Single Supervisory Mechanism,45 it is not a Treaty based decision-making body of the ECB. As an internal body, the Supervisory Board has to submit complete draft decisions to the Governing Council for adoption.46 

The Eurosystem’s main domain are all internal aspects of monetary policy. Externally, the Council is competent to decide the strategic course for the Eurozone.47 In doing so, the Council is, of course, dependent on the ECB to handle the necessary operations. Having in mind how external and internal monetary policy choices interact, the ECB was included in the decision-making process concerning joint positions at international organisations and fora as well as exchange rate arrangements.48 Formally, the ECB’s influence is limited to consultation and recommendation rights in this regard. This general division of competence is not uncommon in monetary law frameworks.49 A less common feature is, however, the residual external competences of Member States in EU matters where international law precludes EU institutions from exercising their competences.50 

Another, probably unique characteristic of the Eurozone’s central banking laws is their quasi-constitutional nature, because all important aspects are regulated by primary law, which is notoriously tough to amend given wide-spread unanimity requirements for amendments.



b.The ESCB and its Mandate

Like the sample federations in this study, the EU’s monetary framework does not define monetary policy. This omission is problematic considering that the vertical competence division between the EU and Member States with implications for their sovereignty requires a clear demarcation. The general understanding of monetary policy as the control of supply and cost of money and credit by monetary authorities51 is not particularly helpful either in this regard. In the Treaties the mandate of the Eurosystem is marked by a primary objective (price stability)52 and secondary objectives (support of general economic policies in the Union with a view to objectives listed in Art 3 TEU and contribute to prudential supervision and the stability of the financial system53) as well as a list of tasks54 and instruments55 to achieve them. This is in line with international practice. Yet typically, central banking laws provide broader mandates with more objectives of equal importance to pursue.56 The Court of Justice of the EU (CJEU) determines whether certain measures constitute monetary policy or economic policy foremost based on the objective of the measure, while also considering the instruments used to attain that objective.57 This interpretation is not without challenge. In particular, the German Constitutional Court (BVerfG) regarded it imperative to question the motives of measures beyond just a logic and evident inconsistency test.58 It also suggested to read the proportionality principle59 as a measure to make a gradual distinction between competences that are interlinked in practice instead of a substantive prohibition to exercise a competence.60 Moreover, the BVerfG viewed Art 123 TFEU, another substantive prohibition, as a negative competence norm (ie, a formal limit on the Eurosystem’s mandate, instead of a limit on available instruments).61 These doctrinal differences finally culminated in the PSPP-judgment of the BVerfG, in which it partially refused to follow the preliminary reference ruling of the CJEU by declaring parts of it an ‘ultra vires’ act and subsequently declared the Public Sector Purchase Programme (PSPP) to be one too, unless the Governing Council presents adequate information demonstrating the PSPP is indeed proportionate. Notwithstanding particular German constitutional law issues, it seems strange that an evident, significant competence overreach can be rectified retroactively. As the aftermath of the judgment illustrates, it remains somewhat unclear what the practical consequences of the ruling should have been. This is true even after the BVerfG considered the issue resolved due to an (officially unrelated) account on the PSPP’s purpose, effects, and relation between both by the Governing Council of the ECB as well submitted documents by the Bundesbank and Bundestag.62 

Difficulties in ascertaining the mandate and obligations of the Eurosystem do not only arise with regards to its primary objective, but also regarding its secondary one to support general economic policies in the Union. In the context of public asset purchase programmes certain side effects of those were sometimes considered justified with a view to support the EU’s objectives pursuant to Art 3 TEU and honouring the principles laid down in Art 119 TFEU. Recently, an environmental protection organisation, called ClientEarth, sued the Belgian Central Bank for participating in the asset purchase programmes of the Eurosystem, which allegedly violated environmental protection objectives of the EU due to including bonds of fossil fuel companies. The group withdrew their claim after the ECB updated its policy.63 It did raise an interesting legal issue whether the Eurosystem is obliged to devise its own environmental (monetary) policy or is at least competent to do so, if it deems it necessary. From a legal perspective, incorporating environmental protection aspects into the monetary policy strategy may be justified insofar as it is necessary to achieve price stability64 or to ensure the stability of the financial system.65 It is important to note, however, that the ECB has a considerable margin of discretion in this regard. In terms of supporting general economic policies the emphasis is on ‘support’, meaning the Eurosystem does not bear the main responsibility and is not compelled to draft its own, autonomous policies in pursuit of the objectives in Art 3 TEU. It can only support already existing measures of other competent authorities.66 This also follows from the principle of institutional balance, which requires respecting the division of competences and the authority and tasks assigned to other institutions. It is for similar reasons that neither Art 11 TFEU nor Art 216(2) TFEU in conjunction with the Paris Agreement establish a legal obligation for the Eurosystem to become active in environmental protection.67 However, both would prohibit the Eurosystem from counteracting such policies adopted by other (competent) EU institutions. Finally, while the majority interpretation on the obligation to act in accordance with an open market economy and free competition fostering an efficient allocation of resources and in compliance with the principles in Art 119 TFEU is that this does not preclude the Eurosystem from deviating from the principle of market neutrality,68 favouring ‘green’ bonds over those related to companies with higher carbon emission rates needs to be proportionate as well as in line with uniform treatment rules (anti-discrimination).69 

Furthermore, the growing significance of communication as a monetary policy instrument is hard to overlook, but difficult to qualify legally especially when said communication is sufficient to achieve the intended effect without implementation. So far, this has not prevented courts in the EU from granting effective legal protection.70 For example, the BVerfG considered the communication’s effects sufficient for judicial standing under national law, while the CJEU did not have to address the issue (ie, in a preliminary reference procedure it is sufficient that the issues raised are relevant for the national court to decide).71 

Overall, discussions about the Eurosystem’s mandate often also include debates about the independence of the ECB, which is protected by primary EU law.72 Central Bank independence has become the norm and is protected for predominantly practical reasons. There is a well-documented history of governments pursuing inflationary policies as short-term relief solutions for fiscal and economic issues, which would otherwise require difficult measures that are potentially unpopular with voters.73 By safeguarding the ECB’s functional, organisational, and financial independence, the treaties aim to foster price stability and other economic goals of the EU.74 This does not mean the ECB is entitled to act without accountability. Its actions are subject to judicial review.75 Notwithstanding limitations on transparency for the sake of efficient monetary governance, the ECB is also subject to various mandatory reporting requirements76 and obligations to provide reasons for their measures as well as assess their effects.77 However, since certain open market operations of the Eurosystem have potentially far-reaching side effects for areas well outside its mandate, the question of democratic legitimacy will not disappear.78 In the end, this is to some extent another symptom of the asymmetric design of EMU. Certain measures of the Eurosystem might have never been necessary if the Member States had managed to coordinate their economic and fiscal policies better or if there was a fiscal institutional counterpart to the ECB at EU level.



c.Legal Aspects of Unconventional Monetary Policy Measures

In the aftermath of the European sovereign debt crisis, it became common to refer to certain central bank measures as unconventional monetary policy measures. The term is not based on a legal distinction and given the consistent use of the measures since, it may eventually merit a re-evaluation of what is considered conventional and unconventional. Conventional or standard instruments are typically the setting of key interest rates and the provision of main refinancing operations (MRO), which normally have a short-term maturity.79 Unconventional or non-standard are enhanced credit support for financial institutions, the relaxation of collateral requirements in lending operations, expanded asset purchase programmes (Quantitative Easing, QE), and structural open market operations.80 The following will focus on QE and structural market operations, since those were most controversial legally.

Structural market operations of the Eurosystem aim to protect or restore an appropriate monetary policy transmission mechanism by smoothing (at times severe) tensions in government bond markets.81 Such programmes are the Securities Market Programme (SMP),82 the Outright Monetary Transactions Programme (OMT),83 and the Transmission Protection Instrument (TPI).84 In accordance with Art 123 TFEU and Art 18(1) ESCB-Statute these programmes foresee the purchase of debt instruments issued by Member State governments on secondary markets, the possibility of holding those until maturity and are ex-ante unlimited, selective, and conditional. Although the SMP was not de jure selective and not conditional, it was effectively terminated in 2012 once the OMT was announced. Both the SMP and OMT focus on bonds with a maturity between one and three years. The TPI is broader. It accepts bonds with a maturity between one and ten years. The OMT’s conditions are connected to ESM adjustment programmes, whereas the TPI makes purchases conditional upon compliance with the EU’s fiscal discipline rules. Moreover, the OMT and TPI stipulate no preferred creditor status for the ECB as well as potential absorption of excess liquidity that the programmes may generate. Neither the OMT nor the TPI have been activated. Their backgrounds differ insofar as the SMP and OMT navigated a persistent low-inflation and low-interest rate environment, while the TPI complements raising key interest rates during a high inflation phase in several Member States.

The main legal issues are whether the ECB mandate85 covers intermediate objectives that are only indirectly causal for maintaining price stability. Furthermore, whether the programmes are proportionate and do not circumvent the prohibition of monetary financing.86 In accordance with the majority opinion in the literature, the CJEU ruled that at least the SMP and OMT were within the mandate, proportionate and did not circumvent Art 123 TFEU.87 For the latter the court developed an intermediary person test. According to that test, a circumvention, namely an effectively equivalent effect as primary market purchases, exists if there is no price-setting based on independent risk assessments anymore on primary markets, because participants can be sure to sell their portfolios to the Eurosystem at certain prices. Obviously, the ECB does not give such assurances.

Critics argue that the conditions move the measures into the realm of economic policy. However, the CJEU merely regarded them necessary to avoid undercutting the EU’s and Member State’s efforts concerning the fiscal discipline. As mentioned above, the BVerfG took particular offence with how the CJEU assessed the proportionality of such programmes. Having in mind that Art 127(1) TFEU explicitly gives precedence to the price stability objective above all other goals, it makes sense that the CJEU did not conduct a proportionality assessment in order to demarcate economic from monetary policy, like it does in the area of fundamental rights, for example. It did, however, perform a thorough proportionality test regarding the use of the monetary competence, in line with the requirement set out in Art 5(1) TEU. Undoubtedly, though, both Art 123 TFEU and Art 5(4) TFEU draw lines for future public asset purchases and eventually the ECB may cross them if it continues to proliferate its asset purchase programmes.

QE on the other hand aims to expand the monetary base in order to fight deflation (eg, the PSPP during the low-inflation period when interest rates were already at or below zero) or to provide additional liquidity in times of crisis (eg, the Emergency Pandemic Purchase Programme (PEPP)).88 The expanded asset purchase programme also includes the covered bond purchase programme (CBPP3),89 the asset-backed securities purchase programme (ABSPP),90 the PSPP and the corporate sector purchase programme (CSPP).91 Much of the controversy related to the PSPP and PEPP is about their extraordinary volume. Yet legally, it is much simpler to justify their compliance with the Eurosystem’s mandate, since their purpose is directly tied to fighting persistent deflationary tendencies or risks. The legal issue lies rather with the proportionality and at which point the Eurosystem’s demand on secondary markets unduly influences prices of these bonds on primary markets (see the remarks above). So far, the mark has not been overstepped and previous and recent pauses in purchases suggest the ECB closely monitors its effects.



C.Economic Union


i.General Remarks

Economic policy is a shared competence between the EU and its Member States.92 However, there is hardly a genuine power balance between them, with the Member States retaining a dominant position in economic policymaking, ie in the fields of fiscal and macro-economic policies. The EU’s role is mostly resigned to coordinating the 27 different national economic policies, albeit lacking any effective enforcement tools in case of relevant divergences. Allowing such a diverse economic landscape to be governed in a strongly decentralised fashion appears to be at odds with the well-known pitfalls and difficulties of maintaining a monetary union without a fiscal union. It was a deliberate design choice to establish an asymmetric EMU as evident in the Delors Report which mentioned and acknowledged these issues.93 A choice owed to political realities as well as national convictions at the time, which to some extent persist today and continue to influence reforms. Instead of a completed economic and fiscal union, the EU’s economic governance framework prescribes guiding principles and common goals94 for the formulation and execution of national economic policies. The goal is closely coordinated economic policies,95 committed to an open market economy and free competition, which serve common objectives.96 Additionally, Member States are compelled to observe the principles listed in Art 119(3) TFEU: stable prices, sound public finances and monetary conditions, and a sustainable balance of payments.97 Several primary EU law provisions (Arts 121 and 126 TFEU and Protocol No 12) in conjunction with secondary EU law (the reformed SGP) and international law (the TSCG98) all aim to detect, prevent and, if necessary, correct deviations with the potential to endanger the stability of the monetary union.99 Together with the prohibitions in Arts 123 and 124 TFEU the so called ‘no-bailout clause’ of Art 125 TFEU exposes Member States to market forces in theory similar to private participants, thus creating a market based mechanism to reward or sanction sound and unsound fiscal behaviour respectively. Aside from market failures to respond promptly and accordingly to deteriorating state finances, the ‘no-bailout’ label is misleading. Art 125 TFEU prohibits explicit and implicit guarantees as well as the assumption of debt. This is supposed to reinforce the notion that each Member State remains responsible for their own finances and consequently has to be assessed separately regardless of their Eurozone membership when markets determine risk premiums.100 Yet, the provision does not outright prevent the Union or other Member States from granting each other financial assistance. Emergency aid options provided for in Art 122 TFEU demonstrate that (at least) exceptions are foreseen.101 Art 122 TFEU is an expression of the principle of solidarity102 and complements the European economic governance rules.103 Recent practice and case law are based on this interpretation and qualify Art 122 TFEU not as a (very limited) exception to but as an argument for a more generous reading of Art 125 TFEU.104 

The prevailing view in academia seems to acknowledge this development, notwithstanding that the issue remains controversial.105 However this may be, the generous reading of Art 125 TFEU by the CJEU brings the sustainability of sound public finances of Eurozone members in difficulties out of the perimeter of strictly ‘governing by rules and numbers’.106 It renders the ‘bailing out’107 of members in difficulties a political decision of the highest rank instead of fully exposing each and every member to the scrutiny of the financial markets. The ESM is a Treaty under public international law. Already the conclusion of such a Treaty is a highly political decision. It was subject to numerous constitutional challenges in many of the contracting countries.108 One of the crucial arguments had been that the ESM overly compromises the ‘budgetary autonomy’ of the national parliaments. Even if the ESM survived all these challenges, the controversy is proof of the highly politicised notion of ‘bailing Eurozone members out’. Furthermore, given that the ESM Board of Governors is a political body consisting of the national finance ministers109 means that each and every decision on the granting of stability support is a political decision.

In practice, it proved difficult to optimise economic coordination across some 20 Eurozone Member States well enough to compensate for an incomplete economic union and a lack of a fiscal union. Continuous reform efforts reflect this struggle, as proposals seemingly oscillate between more discretionary governance, taking into account national autonomy and specifics and calls for more centralisation or stricter rules.110 However, at its core and despite some successful secondary EU law reforms the framework remained remarkably unaltered since its inception.

One such successful reform, albeit not in the context of policy coordination, was the establishment of a banking union. The banking union consists of two pillars: a Single Supervisory Mechanism (SSM)111 and a Single Resolution Mechanism (SRM).112 A third pillar, a European Deposit Insurance Scheme (EDIS) is planned but has not yet been adopted.113 Essentially, the banking union centralised financial supervision of systemically important institutions at the ECB’s Supervisory Board with a view to remedy some of the causes and accelerators of the financial crisis. So far, the effects of the banking union have generally been regarded as positive for the stabilisation of the EMU.114 

Lastly, while it is true that fiscal policy remains the domain of the Member States, the internal market certainly shaped national fiscal policy more than the division of competences might suggest at first glance. Member States face many constraints when devising fiscal policies: From EU tax law harmonisation, facilitating trade or other EU policies goals, as well as requirements derived from basic freedoms, human rights, competition law, or the effects of the Banking Union.



ii.Coordinating Member States’ Economic Policies – The SGP

The coordination of the Member States’ economic policies is at the core of European economic policy (Art 119(3) TFEU) and, as mentioned above, quite heavily regulated, creating a multi-layered complex framework. To make matters even more complicated, not all rules apply to all Member States equally. Member States with a derogation, ie Member States who are not part of the Eurozone, are exempt from the sanctions outlined in Art 126 TFEU.115 Conversely, Art 136(1)(a) TFEU allows for a strengthening of the rules only with effect for Eurozone Member States.

Systematically, the procedure consists of a preventive arm (policy coordination, Arts 120 and 121 TFEU) and a corrective arm (excessive deficit procedure, Art 126 TFEU). Only the skeleton of the preventive mechanism is contained in Art 121(3)–(5) TFEU and referred to there as multilateral surveillance. In principle, the same is true for the corrective mechanism which is referred to as avoiding excessive government deficits in Art 126 TFEU.

Important details and additional elements were introduced in a series of regulations and directives pursuant to Arts 121(6) and 126(14) TFEU (partly in combination with Art 136 TFEU) aiming to refine the procedure as well as strengthen coordination and correction. This set of secondary EU law116 is commonly known as the SGP, originally consisting of a European Council Resolution117 and two Council Regulations.118 The Pact was amended by two further Council Regulations119 in 2005 and in 2011 amended and complemented by five regulations and one directive (known as ‘Six-Pack’)120 and in 2013 by two further regulations (known as ‘Two-Pack’).121 The latest reform took place in 2024. It brought about a substantial revision in detail, but not a design change or systemic overhaul of both the preventive and the corrective elements of the SGP. The ‘original’ 1997 (preventive) Regulation 1466/97 was repealed and replaced by refurbished rules122 while the second of the ‘original’ regulations – Regulation 1467/97 (mainly on corrective aspects governing the excessive deficit procedure) was considerably amended,123 as was the mentioned Six-Pack-Directive.124 While the two mentioned regulations entered into force already on 30 April 2024, albeit with some transitory mechanisms, the directive is to be transformed into national law by 31 December 2025.



iii.Complementing the SGP During the COVID-19 Pandemic

In order to cope with the COVID-19 pandemic the general escape clause of the SGP was activated, effectively suspending budgetary and fiscal restrictions to give Member States the necessary fiscal room for counter-cyclical measures.125 Meanwhile, the European Semester126 was adjusted to fit the implementation management of the Recovery and Resilience Facility (RRF),127 which in turn contains a conditionality mechanism (Art 10 Regulation (EU) No 2021/241) linking the RRF funds to the compliance with deficit rules pursuant to Art 126 TFEU. The European Semester is an annual cycle of policy coordination implementation. Its original purpose was to facilitate efficient and good governance by synchronising the various mechanisms created by the preventive and corrective processes based on Arts 121 and 126 TFEU, and related secondary EU law.128 Therefore, incorporating the RRF management into the European Semester seems to be a logical extension of its purpose.

However, the many pitfalls of incremental and pragmatic crisis intervention are also haunting this recent step. The expansive linking of procedures, programmes, and facilities, which are based on different EU competences, each with their own distinct requirements, raises doubts concerning the legality of the practice insofar as it goes beyond a mere harmonisation of timetables. In particular, linking the disbursement of EU funds with corrective procedures intended to enforce budget discipline is controversial, since Art 126(11) TFEU contains an exhaustive list of possible penalties Member States can be subjected to, if they breach the deficit rules.129 These penalties do not include withholding or reducing EU funds. Regarding cohesion funds, primary EU law at least provides a legal anchor to make their payments in certain instances conditional upon sound public finances in accordance with Art 126 TFEU.130 However, the RRF is formally not a cohesion fund, but a crisis relief measure.131 Other voices in the literature focus on the main purpose of the condition and its economically sanctioning impact. In their view, it is legitimate to use conditionality as a tool to ensure a coherent and effective cohesion policy, whereas to use it as a means of coercion to enforce deficit rules is not.132 In other words: conditionality is not necessarily in itself a sanction against an unrelated lack of fiscal discipline.

In practice, it might be difficult to ascertain the true or even main motive behind a particular conditionality. In the case of the RRF it could be argued that Art 10 of Regulation (EU) No 2021/241 primarily aims to counteract moral hazard issues linked to the provision of financial aid with distributive effects. While the detailed references to the excessive deficit procedure in Art 10(1) and (2) of Regulation (EU) No 2021/241 may suggest otherwise – namely a sanction mechanism – Art 10(4) actually illustrates that the suspension of funds is not supposed to cause undue economic disadvantages.133 Potential coercive effects are, therefore, a (possibly welcome) side effect of ensuring the coherence and effectiveness of the RRF policy goals and not its main purpose.

It might be fair to say that expanding the scope of the European Semester provides a good example for a gradual shift of conceptual, supervisory, and implementing capacities to the EU level without clearly defined competence structures that would reflect a consensus on the desirable amount of coordination at EU level. The pressing and well-argued needs for additional financing measures by the EU, mainly the Commission and the Council, provided sufficient incentives for a ‘pragmatic’ way forward which at the same time compromises thorough and systematic scrutiny both as regards the division of competences and the rule of law. The result is a mix of non-binding and binding measures (from recommendations to looming sanctions) and financial incentives coming close to coercive power, given the benefits coming already from their sheer magnitude.



iv.Salient Aspects of Preventing and Correcting Excessive Deficits and of Enhancing the European Semester


a.Preventive Element

Before the demands of managing the economic fallout of the COVID-19 pandemic disrupted the ‘normal’ coordination procedure (see the adjustments to the European Semester in detail below), the recent iterations of economic policy cooperation rules were designed in response to the sovereign debt crisis, its lead-up, and the flaws of EMU it unmasked. Yet, a comprehensive regulatory overhaul failed to materialise even then and still seems far off judging from the most recent reform.134 Currently, the institutional forum for coordination is the Council (Art 121(1) TFEU). The process itself revolves around centrally set broad guidelines, compliance with which is monitored by a peer review mechanism (Art 121(3) TFEU, ‘multilateral surveillance’). These broad guidelines are drawn up based on recommendations by the Commission and in consultation with the European Council (Art 121(2) TFEU) and apply to a three-year period. The EP’s involvement in this procedure is very limited. While the Council is to inform the Parliament on the adopted recommendations, it does not play an active role in their drafting (Art 121(2) TFEU). There is also a possibility for the Council to set policy guidelines specifically for the Eurozone Member States provided that these are compatible with those adopted for the EU as a whole (Art 136(1)(a) TFEU).

Today the multilateral surveillance imposes detailed duties to supply information as well as rules on how to collect data for it on Member States, which in turn allows the Commission to analyse and report their respective economic and fiscal situation to the Council. Specifically, this means Member States until recently were obliged to set a budgetary target (medium-term objectives (MTO)) and to submit annual stability (for Eurozone Member States) or convergence (for non-Eurozone Member States) programmes detailing how they intend to achieve their commitments as well as a national reform programme containing reform plans to boost growth and employment.

The 2024 reform of the SGP brings about greater flexibility and draws some lessons from the past.135 National medium-term fiscal-structural plans introduce a four-year timeline136 for bringing and maintaining the government annual deficits below the 3 per cent GDP as well as the net government debt below the 60 per cent reference. This calculation is done by using the net primary expenditure137 of each Member State which might be specific to that State. These plans replace the previous annual Stability and Convergence Programmes and the national reform programmes. In cases of exceeding the 3 per cent deficit or the 60 per cent debt threshold, the fiscal adjustment period can now be extended up to seven years138 if the Member State commits to performing certain reforms and investments improving the growth potential and supporting fiscal sustainability, among others. All EU Member States continue to act under the obligation to draft their budgets based ‘on a set of commonly agreed priorities to address economic risks and challenges detected by the Commission’.139 The national medium-term fiscal-structural plans are being assessed by the Commission and the Council. A revised version should be submitted in case of lacking endorsement.

Part of the toolbox for preventing excessive annual deficits is furthermore the TSCG, in which Member States committed themselves to a balanced budget objective (preferably to be enshrined in constitutional law), to an annual budget deficit ceiling of 0.5 per cent of GDP and to automatically adopt corrective measures in case of a significant deviation from the MTO (see Art 3 TSCG).140 Within the multilateral surveillance procedure, peer and public pressure are supposed to incentivise compliance (see Art 121[4] TFEU). To this end, the Commission can issue a warning to a diverging Member State. The Council may adopt and issue necessary recommendations to the Member State concerned, on a recommendation from the Commission, and publish these, on a proposal from the Commission.

Moreover, the 2011 reforms introduced the Macroeconomic Imbalances Procedure (MIP) as a new element of multilateral surveillance, because the dangers for economic stability emanating from large current account deficits or asset bubbles were a blind spot of the previous SGP. Aside from making concrete policy recommendations to Member States, the Commission also produces an annual growth survey (progress analysis and in-depth assessment of employment and macroeconomic trends) and an alert mechanism report (outlining potentially harmful macroeconomic imbalances).

By and large, this illustrates that there is meaningful room to regulate economic coordination by means of secondary EU law and, therefore, also for future coordination reforms. However, it also highlights the build-up of bureaucracy and complex administrative procedures that contain few positive incentives for Member States to comply.



b.Corrective Element

Art 119(3) TFEU stipulates sound public finances as a guiding principle of economic policy. The rationale behind this is that excessive debt can have a crowding out effect on private financial market participants as well as negatively affect growth. It may also create political pressure to embrace higher levels of inflation or threaten the stability of the financial system if a sovereign default impends.141 Within the economic governance framework of the EU, this has been translated into a firm rule prohibiting excessive public debt (Art 126(1) TFEU).142 Unlike many other (self-imposed) constitutional debt brakes, the existence of excessive debt does not render the budget unlawful, but initiates an excessive deficit procedure designed to restore the sustainability of the respective Member State’s finances. Moreover, Art 126(10) TFEU suspends the application of Arts 258 and 259 TFEU (infringement procedure) for nearly all steps of the deficit procedure except for the sanctioning mechanism and termination of the procedure. Excluding federal oversight lawsuits is an effective way to keep the matter in the political domain with the main decision-making body being the Council, not a court.143 While Art 126(10) TFEU does not preclude other direct legal actions (eg, an action for annulment, Art 263 TFEU), the generally political, discretionary nature of the excessive deficit procedure was identified as an issue during the sovereign debt crisis. Due to an unsuccessful push for treaty amendment,144 proponents of stricter rules and swift enforcement moved to resolve the matter under international law. Consequently, the TSCG contains a commitment for Eurozone Member States to support the Commission’s recommendations and proposals in the Council during an excessive deficit procedure of a Eurozone Member State (Art 7 TSCG). They also included a legal action resembling an infringement procedure (Art 8 TSCG in combination with Art 273 TFEU).145 

The Commission is tasked with the close monitoring of the national debt burdens (Art 126(2)–(3) TFEU) and has the right of initiative (Art 126(5)–(6) TFEU),146 whereas the responsibility to ensure compliance with fiscal discipline ultimately rests with the Council, which has decision-making powers (Art 126(6)–(9) and (11)–(12) TFEU). Although primary EU law (Art 126 TFEU in conjunction with Protocol No 12)147 defines excessive debt in numerical reference values148 both the Commission and the Council have a margin of discretion in assessing the debt level.149 Moreover, the Council is not bound by the Commission’s determination in its decision.150 Procedurally, the Commission reports excessive debts or a risk thereof to the Council after consulting the Economic and Financial Committee (Art 126(4) TFEU) and giving the Member State in question the chance to submit its own observations. Should the Council conclude that an excessive deficit exists, it issues, on recommendation of the Commission, recommendations to the Member State in breach of fiscal discipline. These recommendations direct the Member State how to correct their excessive deficit within a set timeframe (typically six months, three months in case of a more serious breach that requires immediate attention).151 Those can be made public by the Council (Art 126(8) TFEU), if the situation is not remedied in time. As a last step of escalation before sanctions come into play, the Council may put the Member State on notice and require progress reports (Art 126(9) TFEU). Finally, compliance can be enforced by imposing sanctions, which range from additional information duties when issuing bonds and securities, over encouraging the European Investment Bank to revise its lending policy and non-interest-bearing deposits with the Union, to fines. All these measures affect the financial interests of a Member State, which may at that point already be experiencing difficulties in servicing its debt. The sanctions are, therefore, potentially counterproductive to the objective of the excessive deficit procedure and have so far not produced a noticeable deterrent effect.

The four-times-reformed SGP complements the primary EU law corrective framework by providing specific rules on which factors are relevant and how these should be considered when assessing the sustainability of the government debt. To expedite the process, the SGP stipulates concrete timeframes for the various procedural steps. Upon opening the excessive deficit procedure, the Member State concerned has to submit an economic partnership programme (EPP)152 describing the policy measures and structural reforms needed to correct the deficit. EPPs are similar to macroeconomic adjustment programmes required during financial assistance programmes of the ESM or IMF. In fact, if the EPP precedes the latter, the macroeconomic adjustment programme has to build upon the EPP and function as a substitute for it.153 Under the 2024 reform,154 this design was maintained. Where the excessive deficit procedure was opened on the basis of the three per cent deficit criterion, the corrective net expenditure path should include a minimum annual structural adjustment of at least 0.5 per cent of the GDP. Where, by contrast, the excessive deficit procedure was opened on the basis of the 60 per cent debt criterion, the corrective net expenditure path should be at least as demanding as the net expenditure path set by the Council under the preventive rules.155 

Furthermore, the SGP establishes a fine as the norm, thereby rendering other types of sanctions listed in Art 126(11) TFEU as possible complementary measures. Such a fine would amount to up to 0.05 per cent of the GDP156 and accumulate every six months of insufficient corrective action.157 Fines, which until today never have been imposed on any EMU Member States, are other revenue, as referred to in Art 311 TFEU, and are to be assigned to the ESM.158 

The first Commission report on the basis of the 2024 reformed legal framework was presented in June 2024 with relation to 12 Eurozone Member States.159 Based on this report, the Commission proposed to the Council to adopt a Decision under Art 126(6) TFEU establishing the existence of an excessive deficit, for seven of them: Belgium, France, Italy, Hungary, Malta, Poland and Slovakia. The Council indeed followed suit.160 In its second report on two Member States,161 the Commission considered recommending an excessive deficit procedure for Austria.162 



c.‘Governing by Rules and Ruling by Numbers’?

It would be misleading, though, to qualify this mechanism as ‘governing by rules and ruling by numbers’ as insinuated by the original EMU narrative.163 First, Art 126 TFEU in itself comprises the famous 3 and 60 per cent thresholds. This is, to start with, because any corrective decision is to be taken by the Council, and it turned out quickly that this is a political decision, making it difficult to sanction members, specifically if they are mutually protecting each other.164 Second, already the wording of the Treaty is ambiguous. An excessive deficit is deemed to be non-existent if the reference value is exceeded but ‘the ratio has declined substantially and continuously and reached a level that comes close to the reference value, or, alternatively, the excess […] is only exceptional and temporary and the ratio remains close to the reference value’. Exceeding the excessive debt value, in turn, is accepted if ‘the ratio is sufficiently diminishing and approaching the reference value at a satisfactory pace’.165 

The SGP undertakes narrowing down the resulting margin of appreciation. However, its language is still so vague that any decision on its basis entails a considerable political component if not to say has a political character. A government deficit is considered exceptional if it results from a severe economic downturn or from ‘exceptional circumstances outside the control of the government’. The excess will be considered temporary where the Commission’s budgetary forecasts indicate the fall below 3 per cent ‘following the end of the severe economic downturn or the exceptional circumstances’.166 An excess of government debt will be considered sufficiently diminishing if the Member State respects its net expenditure path set by the Council.167 

Furthermore, when preparing its report to the Council, the Treaty obliges the Commission to take into account ‘all other relevant factors, including the medium-term economic and budgetary position of the Member State’.168 Also this provision is concretised by the SGP in a manner which provides ample margin of discretion both for the Commission and the deciding Council.169 

All this is complemented by escape clauses embedded in the preventive part of the SGP. In the framework of the General escape clause,170 the Council may adopt ‘a recommendation allowing Member States to deviate from their net expenditure path […], in the event of a severe economic downturn […], provided that it does not endanger fiscal sustainability over the medium-term’. Such deviation is granted for a one-year time limit which is extendable if the downturn persists. Based on the National escape clause,171 the Council may allow such a deviation to a Member State ‘where exceptional circumstances outside the control of the Member State have a major impact on the public finances […], provided that such deviation does not endanger fiscal sustainability over the medium-term’. The (extendable) time limit for such a deviation is specified by the Council.

To put it differently: the dividing line between denying, or alternatively, establishing the existence of excessive deficits, is far from being clear cut.172 Moreover, in both scenarios, a EMU Member State facing serious public finance difficulties will have to perform a thorough macroeconomic forecast including its expenditure and debt path, be it in the framework of its medium-term fiscal-structural plan, ie absent a decision establishing an excessive deficit, or in the framework of an economic partnership programme (EEP), once the Council decides that an excessive deficit exists. Nevertheless, as mentioned, crucial differences result from denying or affirming the existence of an excessive deficit. This relates, inter alia, to the timeframe and the intensity of monitoring by the Commission and the Council, and to the resulting reaction of the financial markets, all of that with potentially enormous significance for the macroeconomic path of the Member State facing serious difficulties.

Our overall conclusion is that the excessive deficit procedure spelled out in Art 126 TFEU and the SGP ensures broad leeway for the Commission and the Council when it comes to taking decisions including sanctions. We share the view that the absence of any financial sanction based on Art 126 TFEU throughout its lifetime of more than 25 years is not only due to the deterrent effect of the regulatory framework but is also due to its ‘political design’. Already the SGP in itself cannot be coined as ‘governing by rules and ruling by numbers’. This is even less the case as soon as the political nature of the deciding body – the Council – is taken into account. The generous reading of Art 125 TFEU by the CJEU comes on top. The interplay of these provisions implies a politicisation of the excessive deficit procedure and, thus, of monitoring the budgetary discipline of the Member States. ‘Governing by rules and ruling by number’ was misrepresenting the regulatory design of the EMU from the outset. This became obvious during the multiple crises the EMU had to overcome.



d.The European Semester in Practice – An Overview


aa.Its Design

The European Semester is a main EU procedure for yearly coordination and monitoring of national budgetary, economic, social, and employment policies at the EU level. Arts 121 and 148 TFEU, the 2011 Six- and 2013 Two-Pack EU legislation and the 2024 reform of the SGP form the legal basis. The procedure was introduced in 2011 in response to the European sovereign debt crisis with the aim to provide a coherent EU framework for monitoring of economic developments across Member States and to avoid negative spill-over effects of potentially problematic economic trends and prevent future crises.173 The policy coordination and monitoring under the European Semester today include four different EU mechanisms:174 


	fiscal policies within the SGP, specifically the formulation, and the surveillance of the implementation, of the broad economic guidelines;

	the formulation, and the surveillance of the implementation, of the employment guidelines, including the principles of the European Pillar of Social Rights;

	the submission, assessment and endorsement of national medium-term fiscal-structural plans of the Member States, as well as implementation monitoring;

	macroeconomic policies within the MIP.



The procedure functions as a regular annual cycle with defined stages and deadlines (see Figure 2 below), which allows for EU monitoring of national policy plans to ensure they are compliant with EU requirements and obligations. Each European Semester cycle starts in November when the Commission publishes several documents – eg the Annual Sustainable Growth Strategy, the report on macroeconomic imbalances (Alert Mechanism Report), the Joint Employment Report and the Single Market Report. For Eurozone Member States specifically, the Commission also publishes policy recommendations for the Eurozone as a whole and assessments of their draft budgetary plans (Opinion on Draft Budgetary Plans). After that, in February, the Commission publishes individual Country Reports, which provide a detailed assessment of socio-economic developments in each Member State and highlight key challenges. These reports also include the Commission’s assessments of national implementation progress related to EU policy recommendations. In addition, for those Member States that raised particular concerns regarding potentially problematic macroeconomic developments (indicated in the Alert Mechanism Report based on the MIP scoreboard175), the Country Reports also provide a detailed analysis of their macroeconomic situation (In-Depth Review). Following these steps and taking into account EU priorities and assessments, each Member State prepares the national medium-term fiscal-structural plans – formerly the Stability or Convergence Programme – and the National Reform Programme. These national programmes need to be submitted to the Commission by end of April each year. The Commission then assesses submitted national programmes and prepares EU recommendations for each Member State in May. The ECOFIN adopts the final version of these recommendations in July. Each Member State is supposed to include the received EU recommendations in their policy plans and actions and implement them. Finally, the yearly European Semester cycle ends in October when Eurozone Member States submit their draft budgetary plans (by 15 October) to the Commission for review.


Figure 2 Regular European Semester procedure
[image: A timeline illustrating the European Semester procedure, showing the annual coordination cycle among the European Commission, Council, and Member States from November to October, including forecasts, reports, and country-specific recommendations.]

Source: European Commission.

While all EU Member States participate in the European Semester, the EU surveillance and potential sanctions within the procedure are greater for the Eurozone Member States. Eurozone Member States need to submit their draft budgetary plans by mid-October each year to the Commission for review.176 The Commission then publishes its opinion on the draft of each Eurozone Member State and can request re-submission in case it should consider it as non-compliant with SGP obligations.177 Moreover, formal sanctioning procedures within the European Semester could be opened for the Eurozone Member States that consistently fail to correct excessive deficit and excessive macroeconomic imbalances.178 

The mentioned, crisis-born measures increased the involvement of and surveillance by EU level actors.179 This resulted in a combination of EU and national rules and procedures of economic governance with the European Semester as its cornerstone.

The degree of democratic legitimacy of this complex design has been a concern ever since.180 This relates specifically to adequate parliamentary accountability and to the legitimation of decisions taken within the European Semester.181 More critique has been voiced regarding the excessive complexity of the procedure,182 which creates administrative burden at the national level.183 Furthermore, the initial cycles of the European Semester specifically came under fire for the predominant economic focus, in particular the fiscal consolidation-oriented approach with little consideration of the social impact and outcomes.184 Finally, the effectiveness of the procedure is continuously questioned as well, due to low national implementation rates of EU recommendations and mostly limited overall progress.185 

Addressing some of these concerns, the European Semester was adjusted on several occasions over time with the intention to streamline the procedure186 as well as to incorporate additional policy areas. With the greater policy area coverage in the European Semester, the EU benchmarks, targets, and indicators as well as EU-related assessments expanded within the procedure. Member States reporting requirements also increased.

Further and substantial adjustments to the European Semester occurred with the outbreak of the COVID-19 pandemic and a decision to manage the implementation of the RRF within this procedure.187 In this regard, some regular European Semester stages and documents were (temporarily) modified in the 2021 and 2022 cycles (see Figure 3 below). The 2024 reform of the SGP expressly includes the consistency of the national medium-term fiscal-structural plans with the RRF as a benchmark188 and the progress in implementing the principles of the European Pillar of Social Rights.189 

Most recently, the developments outlined above prompted the harsh criticism, presented in the ‘Draghi Report’,190 that ‘the established processes have so far proven to be largely bureaucratic (mainly producing reports) and ineffective in delivering relevant reforms at the EU level’. The policy advice based on this contention has been to modify the European Semester which should ‘only focus on fiscal policy surveillance, while the coordination of all other policies relevant to the EU’s competitiveness would be merged into a new Competitiveness Coordination Framework’. Clearly, this is in stark contrast to the most recent reforms which are based on the interconnectedness of policy choices impacting both on finances and competitiveness.



bb.Implementation Difficulties and Incremental Change


Figure 3 European Semester and Recovery and Resilience Facility
[image: A timeline showing coordination between the European Semester and the Recovery and Resilience Facility, outlining key milestones such as reporting, payment assessments, reform programmes, and review cycles managed by the Commission and Member States throughout the year.]

Source: European Commission.

The most important modifications of the regular European Semester cycle started in 2021 and came to an intermediate resolution with the 2024 SGP reform. These developments may be seen as a laboratory for the ever increasing interconnectedness between the EU and the national fiscal developments, with a potential of shifting decision taking on fiscal matters to the EU level, and thus contributing to an incremental ‘fiscal federalisation’.

Following the geopolitical and economic developments due to the Russian invasion of Ukraine, the EU launched the REPowerEU, an instrument intended to increase the security of the EU’s energy supply and end its dependency of fossil fuels from Russia. Consequently, REPowerEU-related elements were incorporated into the RRF Regulation.191 Member States are now required to include a dedicated ‘REPowerEU chapter’ in their National RRP. Additional 210 billion euro are available until by 2027 as additional funding. Respective Member States’ measures will be monitored and implemented under the European Semester. The Commission justified this inclusion into the European Semester by complementarities between the European Semester and the RRF and the expected synergy effects.

The decision to manage these newly created RRF funds through the European Semester changes its character, arguably ‘from a non-binding structure for policy coordination to a vehicle for the allocation of a major economic impetus’.192 The RRF as a performance-based (conditional) funding instrument differs from the established EU funds in that financial disbursements depend on continuous satisfactory implementation of the proposed measures (milestones and targets). The Commission also gains more powers in steering national policy plans and actions as well as through their evaluation.



v.Solidarity and its Limits


a.Some Fundamentals

Different research fields offer different definitions and meanings of solidarity, emphasising different bases and scope of solidarity.193 With multiple crises that the EU experienced in the past decade (the European sovereign debt crisis, the migration crisis, Brexit, and the recent health and economic crisis caused by COVID-19), scholars explored whether and how these developments affected ‘solidarities in Europe’,194 including demands for (more) solidarity.195 The following is based on the position that the current EU Treaties do not mandate ‘solidarity’ beyond what can be identified as obligations flowing from primary and secondary EU law.196 Creating obligations to solidary conduct by secondary legislation is of course possible as long as this is in line with the Treaties. Moreover, both primary and secondary EU law maybe and in fact are the object of ideas for ‘improvement’ which does not necessarily render ‘more solidarity’ desirable for different commentators.

Art 2 TEU invokes ‘solidarity’ in close vicinity to the fundamental values of the EU and as a basis for society, side-by-side with pluralism, non-discrimination, tolerance, justice, and equality between women and men. Art 3 TEU provides that the EU ‘shall promote economic, social and territorial cohesion, and solidarity among Member States’. The Charter of Fundamental Rights of the EU includes a section on solidarity. Against this background, the CJEU has repeatedly stressed that the characteristics of the EU legal order


have given rise to a structured network of principles, rules and mutually interdependent legal relations binding the EU and its Member States reciprocally and binding its Member States to each other […] EU law is thus based on the fundamental premiss that each Member State shares with all the other Member States, and recognises that they share with it, a set of common values on which the EU is founded, as stated in Article 2 TEU.197 



There is no reason for doubt that solidarity forms part of this ‘network’. As part of the principles, it might inform the interpretation of the pertinent legislation and provide guidance to solutions.198 However, solidarity as a principle does not in itself produce concrete obligations, not the least when it comes to financial solidarity.

Legal bases for adopting secondary EU law enhancing or implementing internal EU solidarity are scarce. Art 222 TFEU introduced the ‘solidarity clause’, enabling a joint action and mutual solidarity assistance between Member States in case of a terrorist attack or natural and man-made disasters. 122(1) TFEU mentions solidarity between Member States as a basis for ‘appropriate’ measures in cases of economic difficulties. In this context, but without explicitly repeating the reference to solidarity, para 2 provides an option for EU financial assistance to a Member State facing severe difficulties or serious threats of difficulties caused by natural disasters or events beyond its control. Beyond that, the principle or the spirit of solidarity is visible in other policy areas, including border checks, asylum and migration (Art 80 TFEU), and energy policy (Art 194 TFEU) as well as common foreign and security policy (Arts 21, 24 and 32 TEU). Certainly, the ambition to promote economic, social and territorial cohesion (Arts 174ff TFEU), explicitly aiming at reducing disparities between various regions and the backwardness of the least favoured regions, equally includes elements of solidarity by interregional redistribution.199 These goals are mainly purported by the Structural Funds such as the Agricultural Fund, the Social Fund, and the Regional Development Fund.

In practice, when it comes to fiscal aspects, solidarity-based solutions have been rare.200 Politically speaking this may be because such solidarity would be ‘costly, uneven and breeds the moral hazard’.201 In a legal perspective, it should not be forgotten that Art 125 TFEU can be read as a ‘solidarity break’.202 Arguably, this had been the prevailing view at the time of its creation.203 In the Pringle case, the CJEU stressed ‘solidarity’ between Member States as the basis of Art 122 TFEU204 which had been, amongst others, the basis of the European Financial Stabilisation Mechanism (EFSM). It appears to be uncontroversial that granting financial assistance on the basis of Art 122 TFEU is an option subject to political evaluation, but at least in general not an obligation (argument: the Council ‘may’ grant financial assistance).

When dealing with Art 125 TFEU, the Court avoids both coining Art 122 TFEU as an exception to Art 125 TFEU and characterising the ESM as a solidarity initiative. Instead, it stresses the telos of Art 125 TFEU which in the eyes of the Court is the safeguarding of the financial stability of the euro area as a whole.205 Strict conditions for financial assistance are a mandatory consequence of this approach which the Court found respected by the ESM. By contrast, AG Kokott in her Opinion stressed that a ‘broad interpretation’ of Art 125 TFEU would be ‘incompatible with the concept of solidarity’.206 On the basis of this reasoning, it can be argued and should not be forgotten that creating the ESM and its predecessors represent – irrespective of the system stabilising telos which is no impediment to that view – a remarkable exercise in solidarity, if only outside the EU legal order. This does not imply any obligation to enact such assistance. This is not the case, such obligation is neither flowing from the solidarity principle alone, nor from its consequences for Arts 122 or 125 TFEU, nor from Art 136(3) TFEU. AG Kokott was eager to stress that ‘it cannot be inferred from the concept of solidarity that there exists a duty to provide financial assistance of the kind that is to be provided by the ESM’.207 

Be that as it may, some scholars208 point to a shift towards more EU solidarity solutions during the COVID-19 crisis, especially when compared to solutions during the Eurozone crisis. The nature of the COVID-19 crisis – a health catastrophe as opposed to ‘self-inflicted’ financial instability – has been highlighted as the most prominent factor influencing this development. As evidence for such change, the following has been pointed to: a prompt suspension of EU fiscal rules,209 discarding the austerity agenda by easing conditionalities to access the ESM’s Pandemic Crisis Support (PCS) loans, and creation of the ‘Support to mitigate Unemployment Risks in an Emergency’ (SURE) and the NextGenerationEU (NGEU) instruments.210 Argumentation lines in the political debate on these EU responses seem to have shifted from the emphasis of individual national responsibility and moral hazard towards the need of EU solidarity,211 although still from a predominantly economic rationale.212 Different national positions213 were still prominent and common solutions did not come without underlying conflicts between Member States.214 While some scholars argue that the adoption of the NGEU departs from main principles of economic cooperation in the EU,215 showing a ‘commitment to economic integration and cross-country solidarity in the EU’,216 the North-South-divide between Member States still appears relevant when it comes to the future of EU (financial) solidarity.217 



b.Towards More Solidarity and Less Conditionality in EU Responses to the COVID-19 Crisis?

The severe health situation as well as economic downturn caused by the COVID-19 pandemic required prompt EU responses. After some stuttering in the beginning which somehow resembled the start of the European sovereign debt crisis management,218 the adaptations came quicker and evolved quicker.219 

The first step was the speedy temporary suspension of the SGP rules on excessive debt and deficits by activating ‘the general escape clause’.220 The Commission continued to perform annual monitoring and assessment within the European Semester. Eurozone Member States needed to submit their Draft Budgetary Plans to the Commission by mid-October. Corrective measures were of course avoided. The deactivation of the general escape clause was envisaged during 2023. Due to the implications of the war in Ukraine and the energy crisis, this ‘deactivation’ was finally postponed and done at the end of 2023.221 

The EU activation of the general escape clause was complemented by a specific ESM credit line – the PCS aiming at assisting Member States to cover healthcare costs caused by the pandemic. The ESM222 was considered as one of the possible solutions to tackle the Covid-19 outfall.223 Yet, a decision about how exactly financial assistance via ESM loans should be provided did not come easily due to tensions between Member States.224 During the eurozone crisis, ESM financial assistance had come with strict and detailed conditions and tight monitoring defined in ‘Memoranda of Understanding’ which were negotiated by the European Commission, the European Central Bank, and the International Monetary Fund (the so-called Troika). These conditionalities required recipient Member States to implement specified adjustment programmes and austerity measures225 which caused severe social consequences in recipient Member States.226 Southern European Member States were concerned this could turn out similarly. Italy, eg, advocated unconditional transfers instead.227 Others, eg Finland and the Netherlands, insisted on conditionality requirements.228 

The final agreement (reached on 9 April 2020) was to create the PCS credit line with a limited conditionality. The PCS – available until 2022 – would have allowed Eurozone Member States to borrow up to two per cent of their 2019 GDP, the only requirement being that the borrowed money would be used to finance COVID-19 crisis related expenses.229 Even though the PCS could provide up to €240 billion in loans to help finance healthcare-related costs, no Member State used this credit line in practice.230 Explanations offered include previous political controversies linked to ESM-assistance, market considerations, potentially resulting negative economic implications for the recipient country, and the seemingly wide-spread perception that the PCS was more an action aiming at calming the financial markets than an effective instrument.231 

In addition, SURE was created,232 based on Art 122 TFEU.233 This instrument which was available until the end of 2022 provided up to €100 billion in loans to Member States234 for national work schemes. This had been less controversial235 as a temporary instrument providing for loans with limited conditionality.236 The Commission approved a total of almost €98.4 billion SURE loans to 19 Member States.237 With the exception of Belgium and Ireland, no Northern Member State requested SURE loans. Hence, the main beneficiaries of this instrument were mostly Southern as well as Central and Eastern states.238 

Finally, the major EU response to the pandemic – the NGEU and the RRF as the main pillar of the Recovery Fund – provides €750 billion (of which €390 billion in grants and €360 billion in loans) to the Member States to support their recovery efforts.239 The management of the available RRF funds is linked to the European Semester.240 To receive financial support, Member States need to prepare national RRPs, elaborating reform and investment plans for the upcoming years and outlining how they will contribute to the six pillars set out in the RRF-Regulation241 and address relevant country-specific recommendations issued within the European Semester. All Member States requested RRF grants. Some estimates of the RRF grant transfers242 showed that Member States most affected by the COVID-19 crisis as well as those with lower Gross National Income (GNI) per capita receive more funds: Italy and Spain received the highest share in terms of the value, Bulgaria, Croatia and Greece received the highest share in terms of their GNI. In addition to grants, Member States could request RRF loans, if only limited to the country’s 6.8 per cent of its 2019 GNI in current prices.243 



c.The Future of EU Financial Solidarity after the COVID-19 Crisis?

We share Schelkle’s assessment244 that the three new instruments introduced in response to the COVID-19 crisis (the ESM PCS, the SURE and the RRF) represent a step forward in EU fiscal integration since ‘the RRF re-insures asymmetric budget risks and SURE re-insures relatively short, sharp shocks to businesses. The ESM Pandemic Crisis Support re-insures liquidity risks for sovereigns and thus prevents solvency problems’.245 However, due to their temporary nature and overall limited capacity, these instruments are crisis-management rather than crisis-prevention tools. Consequently, they are not offering viable solutions for tackling long-term asymmetries in the eurozone. Moreover, the fiscal solidarity aspect of these instruments appears limited.246 

A remaining bone of contention is the future of the temporary and exceptional nature of all these instruments, specifically of the RRF.247 The Northern countries, specifically Germany, favour such an approach as a general guideline for the future which is likely to be supported by (parts of) the so-called Friends of Cohesion group.248,249 By contrast, Southern Member States tend to advocate permanent financial instruments leading towards greater EU fiscal integration,250 probably modelled after the NGEU.

Comparative surveys on citizens’ attitudes towards EU solidarity showed that support is depending on the type of crisis and the underlying needs for solidarity.251 It does not come as a big surprise that EU solidarity measures are more welcome in cases of ‘exogenous’ problems such as natural disasters and pandemics.252 By contrast, ‘endogenous’ problems such as high national debts or unemployment are met with scepticism when it comes to solidarity. Austrian,253 German,254 and Dutch255 citizens’ support of EU solidarity in COVID-19 was also stronger regarding health, including for example financial assistance for medical purposes, rather than regarding economic aspects. These findings seem to be reconfirmed in the Standard Eurobarometer survey.256 Citizens’ responses suggest that the COVID-19 pandemic was perceived more as a health than an economic crisis which shifts the balance more into the support direction.257 Only 14 per cent of respondents indicated that the EU should prioritise coordination and solidarity both between the EU Member States and with their neighbours.258 

Regarding COVID-19, citizens tend to prefer permanent EU solidarity-based approaches.259 By contrast, their support towards greater EU fiscal solidarity seems to depend on cost-benefit considerations linked to national economic effects.260 In general, citizens emphasise reciprocal benefits as a basis for EU solidarity.261 While these findings indicate that for citizens EU solidarity comes only second to national solidarity,262 some studies reveal that the stances of national political leaders might impact enormously on the overall level of public support for EU solidarity-based instruments.263 

Summing up, the differences in policy response to the socio-economic impacts between the sovereign debt crisis and this health crisis are obvious. While the former was consistently addressed in an inter-governmental fashion, oftentimes outside EU law, making financial aid conditional upon previously agreed reforms, there are signs for a more comprehensive approach within the EU legal order this time around. Several factors could be playing a role here:


	First, it may be due to the symmetrical nature of the pandemic (it hit all Member States fairly evenly), even though the ability to absorb the economic and fiscal shock differs considerably.264 Financial assistance was primarily seen as a health measure designed to overcome the economic repercussions of the pandemic, much less as financial support addressing more or less self-inflicted economic turmoil, as has been the case during the Eurozone crisis.

	Second, there may be an increased willingness to relinquish control in favour of solidarity-based solutions in the face of natural catastrophes.265 

	Third, the fact that it coincided with the long-term budget negotiations266 may also contribute to it. Lastly, the sheer unprecedented scope of the economic and fiscal shock across the EU, and quite possibly globally, as well as the unsuitability of ESM instruments for this kind of crisis are certainly significant factors, too.



Overall, even these factors did not lead to a paradigm shift, as intergovernmentalism is still prevalent in negotiations through interlinking different reforms and measures into package deals with unanimity requirements. Therefore, caution is advised when it comes to drawing general conclusions. It remains to be seen whether this health crisis response might impact on the general attitude towards financial solidarity among the Member States.



II.The Financial System of the EU


A.Introductory Remarks

The EU’s own public finances led a shadowy existence during the sovereign debt crisis, but later rose to fateful prominence in the campaigns of ‘Brexit’ proponents. The difference in perception illustrates important aspects of the EU financial system. Aside from the EU not being a sovereign entity, its general budget – at least up until now – has regularly been comparatively small in size (€189.3 bn for 2024) and, most notably, balanced. Borrowing to cover any budget deficit has traditionally been regarded as incompatible with the own resources system and, thus, avoided.267 Consequently, the EU budget was mostly deemed negligible when discussing causes, effects or even potential remedies to the sovereign debt crisis.268 With regards to EU membership, however, public discourse tends to focus on cost-benefit calculations, dividing Member States into net contributors and net beneficiaries.269 Unfortunately, competitive advantages resulting from a reduction of economic restrictions (like customs-duties or restrictions equal to quantitative restrictions), non-material benefits of the membership as well as legal realities thereby often remain unconsidered.

Note that the following analysis of the EU budget does not include the budgets of the ECB and the European Investment Bank (EIB). Their budget is separate and independent from the general public finances of the EU.270 



B.The EU Budget – Legal Basis and Procedure

The budgetary legal framework of the EU consists of primary EU law, secondary EU law, and legally binding inter-institutional agreements.271 Arts 310–325 TFEU contain the main rules on revenue and expenditure, but do not serve as a legal basis to authorise any procurement of funds or discharge of payments. Cost-effective actions generally require specific substantive authorisation in accordance with the principle of conferral.272 Such provisions are scattered throughout the treaties273 and can sometimes also be found in secondary EU law. One of the most striking features of EU budget law is its revenue centred approach. A key aspect of this approach is the Own Resources Decision (ORD).274 It establishes the types and limits of own resources available to the EU, which given the majority read on the principle of own resources (see below) effectively pre-determines the EU’s financial capacity. The actual medium-term budget perspective regarding expenditure is then further outlined in the Multiannual Financial Framework (MFF).275 Formerly part of an inter-institutional agreement, the MFF is a Council regulation276 which aims to ensure an orderly budgetary development consistent with the EU’s own resources by drawing up seven-year financial frameworks.277 The parameters of the framework include caps in payment commitments per appropriation category in order to comply with the overall ceiling prescribed by the ORD. Notwithstanding these restrictions, there is still room for the allocation of special funds in the event of unforeseen circumstances.278 Finally, the actual budget appropriations are left to the annual budget plan.279 The Financial Regulation,280 which is adopted by the EP and the Council in accordance with Art 322 TFEU, addresses issues of budget implementation and control, since these are not covered comprehensively in the Treaties.281 

Several general principles, which have become customary in the context of public budgets, complement the legal framework.282 Most of them are now contained in Art 310 TFEU, while some are derived from the Financial Regulation283 or even recognised as general legal principles of EU law.284 The principles are: unity, accuracy, universality, annuality, equilibrium, specification, unit of account, transparency, sound financial management, and combating fraud.

Many of the procedures relating to regulations of the EU budget are characterised by a strong influence of the Member States, reflecting the political relevancy of the matter. This is evidenced by the application of special legislative procedures and the requirement of unanimity in the Council for the adoption of the MFF285 and the ORD.286 The latter even requires the consent of each Member State according to their national constitutional law (ie, ratification), which led to some confusion about the legal nature of the decision.287 The wording of Art 311(3) TFEU (‘decision’, ‘legislative procedure’), however, clearly indicates the secondary EU law character of the ORD (cf Art 288 TFEU). This is also reflected in the purpose of the decision, which is to further substantiate the stipulations in Art 311(1) and (2) TFEU – a principal function of secondary EU law.288 The mere fact that Art 311(3) TFEU is intended to protect national sovereignty and the budgetary autonomy of national parliaments, on the other hand, does not render the decision itself primary EU law.289 Thus, any decision taken pursuant to Art 311(3) TFEU can be subject to judicial review by the ECJ and has to comply with other primary EU law. This is not a trivial finding. Both the ORD and the MFF substantially restrict the scope of action for the budgetary powers of the EP. While the Parliament is involved in the legislative procedure of both instruments, albeit to varying degrees – ORD (consultation) and MFF (consent) – its primary domain lies in the annual budget procedure. Art 314(7)(d) TFEU even confers onto the EP the final say in budgetary matters, provided the threshold for a qualified majority vote is met. Consequently, the degree of pre-determination by the MFF needs to be limited to an extent that still allows for a meaningful decision-making scope during the annual budget procedure.290 Otherwise the significance of the annual budget would be undermined and the Parliament’s budgetary powers circumvented.

The adoption of the budget is historically an important prerogative of parliaments. For the EU budget the procedure is laid out in Art 314 TFEU. Based on the expenditure estimates of all EU institutions, except for the ECB, the Commission will prepare a draft budget, which is submitted to the Council and the EP. If the Parliament agrees with the position on the draft budget adopted by the Council or fails to take any decision within 42 days after receiving the communication from the Council, the budget passes. In the event of a disagreement between the Parliament and the Council, a Conciliation Committee will be tasked to work out a joint text. Once an agreement on a joint text is reached, the adoption of the accordingly amended draft budget is very likely. Should this not be the case, the European Parliament is able to adopt the budget anyway with a qualified majority vote. If no budget is adopted in time, an emergency budget will take effect instead.291 However, the rather scarce resources provided by the emergency budget may serve as an incentive to act swiftly.



C.The Principle of Own Resources


i.The Evolution of the System Over Time

Initially, the EU operated under a system of Member State contributions similar to the vast majority of international organisations.292 Subsequently, the contribution based system was formally abandoned in favour of the principle of own resources.293 The change was likely motivated by an attempt to shield the EU from undue political influence by Member States, which might otherwise have been in a position to withhold funding as a means to assert their own policy ideas.294 It also reflected the fundamental principles and common objectives of an increasingly integrated EU,295 which go beyond financial incentives or a mere cost-benefit calculation.296 Yet, the precise meaning of the term ‘own resources’ is not defined in the treaties and is in dispute among scholars, although a majority opinion has already emerged and it is generally regarded as a sign of increased financial autonomy.297 There are a few clues that can be taken from the historical evolution of the budgetary norms, particularly from the above mentioned shift away from contributions. Theoretically, own resources of an international organisation – understood as a generic term – could also comprise contributions by its members. The two concepts are not per se mutually exclusive. By clearly distinguishing between them, the treaties underline an understanding that points to a juxtaposition of the terms ‘own resources’ and ‘member contributions’. Therefore, while contributions are expenses of the contributor and subject to its approval,298 own resources are generally interpreted as revenue directly allocated to the EU, ie automatically accruing to it.299 In terms of financial autonomy the latter aspect is particularly important, because it means that own resources do not require any approval or subsequent decision by national authorities. Legally, they are not within Member States’ power of disposition anymore nor were they ever. In practice, the distinction is less obvious, since the EU is still reliant on national authorities for most administrative tasks (eg, tax, levies or duties collection) and the subsequent transfer of the EU’s share of revenue. Ultimately, the increase in financial autonomy hinges more on the observance of EU law and the efficiency of the EU judicial system300 than any practical changes.301 



ii.Current Types of Own Resources

With regard to public finances, revenue is usually generated through taxes, other duties and fees, commercial activities by public entities, and borrowing.302 Depending on the respective constitutional constraints not all of these resources may be at the free disposal of all levels of government within a federation. Given the sui generis nature of the EU its financial constitution is similarly particular.303 Under the current own resources system, the EU budget is funded by agricultural levies and customs duties (so called traditional own resources),304 Value Added Tax (VAT)-based,305 GNI-based,306 and non-recyclable plastic packaging waste-based307 own resources. The significance of each type has varied throughout the existence of the own resources system with plastic waste-based own resources introduced last. Initially, VAT-based own resources were intended to fill the gap created by the abolition of Member State contributions and to play an important role in funding the EU.308 Generating revenue through VATs is a common strategy in modern societies. It is also a tax type which was relatively easy to harmonise at the time.309 Nevertheless, the goal of providing sufficient funding for the tasks assigned to the EU was not achieved, making increases in the allocated VAT-revenue share a necessary and regular feature of most subsequent ORDs.310 Another drawback associated with VAT-based own resources, which ultimately contributed to its diminished significance, are disparities in burden sharing among Member States. VAT-revenue typically plays an important role for national budgets of financially weaker Member States. Sharing revenue from VATs is, thus, a heavier burden on them compared to the overall size of their economy and other financially stronger Member States.311 This as well as continuous debates about net-contributor/beneficiary Member States have sparked discussions about the guiding principles of ORDs, particularly about financial fairness between Member States.312 Although at its core a matter of political will, social cohesion and economic expediency, there are some legal rules worth noting in this context. One of the cornerstones of international law is the principle of equality of sovereign states,313 which refers to their formal status and is the main reason for consensus requirements. It does not, however, address issues of substantive equality. EU law breaks with this formal concept of state equality in various aspects, especially with regards to fiscal relations. Art 3(3) TEU and Art 174 TFEU postulate the promotion of social and economic cohesion as well as solidarity among Member States and the goal to reduce disparities between the various European regions. It follows from this that the treaties acknowledge a general need for interregional redistribution of wealth and actually require it to some extent.314 Although the wording of Art 3(3) TEU and Art 174 TFEU offers little guidance in terms of the precise extent required, one can derive from it financial capacity (revenue side) and financial need (expenditure side) as basic defining benchmarks for the fiscal relations between the EU and its Member States.315 It is important to emphasise that financial capacity should always be seen in relation to gross sums not net sums, which include return flows from EU expenditure activity. Conflating equitable revenue allocation with equitable spending would undermine the differences in how both principles are measured with potentially distorting results. Moreover, offsetting revenue flows to the EU against expenditure flows back to each Member State would also threaten the independence of the EU budget.316 

GNI-based own resources were introduced as an attempt to fix some of the issues associated with VAT-based own resources as well as taking into account Art 3(3) TEU and Art 174 TFEU. While the GNI may be a reliable indicator about the financial capacity of a Member State, it is also at least de facto a return to member contribution-like payments and should, therefore, only be considered as an interim solution. Yet, so far reforms or plans to create new own resources for the EU have been met with decisive political opposition.317 

Further adding to the complexity of the own resources system are reductions granted to specific Member States via a so called (permanent and temporary) correction mechanisms.318 This practice originated in demands from the UK to reduce its contributions to the EU budget, citing unfair budgetary imbalances,319 and was later partially extended to other net-contributor Member States (Germany, Austria, Sweden, Denmark and the Netherlands).320 Unfortunately, the underlying premise of these corrections is still a comparison of the net financial burden between Member States, demonstrating the pervasiveness of cost-benefit calculations and the idea of Member State contributions despite changes in the treaties.321 Repeated proposals by the Commission to replace the current mechanism with a generalised correction mechanism, which would apply uniformly to all Member States, have not been successful.322 Due to the UK leaving the EU, the Commission then suggested the elimination of all correction mechanisms and a phase-out of existing ones in its ORD proposal for the 2021–2027 period.323 The own resource decision which was eventually adopted for the 2021–2027 period includes the proposed lump sum reductions in annual GNI-based own resources, but not their phasing-out until 2025 as proposed by the Commission.324 



iii.Own Resources and Taxation


a.Requirements for Own Resources

Generally, fiscal federal systems also differentiate between legislative powers of taxation, administrative competences regarding tax collection, and the authority to allocate revenue.325 While the authority to allocate revenue is undisputedly encompassed by Art 311 TFEU and exercised by the adoption of ORDs,326 some of the more controversial issues are the requirements for own resources, and whether Art 311(1) and (3) TFEU constitute a sufficient legal basis for genuine EU legislative powers of taxation. Fiscal administrative competences for the EU on the other hand are rarely discussed. In the context of ORDs, a recurring point of contention is solely the reimbursement of Member States’ administrative costs, which the Commission argues has reached levels far beyond the break-even point.327 

The debate about requirements for own resources goes back to considerations about financial autonomy, but beyond simply juxtaposing ‘member contributions’ against ‘own resources’ (see above). A view, previously held in particular by the EP and the Commission, regards the term ‘own resources’ as a substantive obligation, concluding that direct taxes, levies and duties are the only resources eligible as own resources.328 As of yet, however, none ORDs, since the very first one in 1970, has complied with this narrow interpretation of Art 311 TFEU. Instead, the majority read of Art 311(1) and (3) seems to favour a more formal approach, leaving it to the respective ORD to determine which funds are to be considered own resources.329 According to this view, the Council’s and Member States’ scope of discretion is quite broad, primarily constrained only by fiscal autonomy considerations.330 Thus, the incompatibility of member contributions in a legal sense with ‘own resources’ is generally accepted,331 beyond that the decisions are shaped by necessity and political majorities. The negotiations for the 2021–2027 period serve as yet another example of this.

Historically, there is little evidence that the term ‘own resources’ was intended to exclusively limit the EU to certain types of resources. Art 201 TEEC, the predecessor provision, did name only tariffs (now part of the so-called traditional own resources) as an example of own resources, but the wording suggested the example was purely for illustrative purposes.332 Even then, the revenue from these funds would not have been sufficient to adequately finance the EU’s (formerly EC’s) tasks. Furthermore, a more diverse mix of own resources categories does not per se contradict the wording nor the spirit of Art 311 TFEU. There can be degrees to fiscal autonomy without sacrificing the concept altogether. In fact, the vague wording may have been deliberate to allow for dynamic developments and the adaptation to changing (political and economic) circumstances.333 



b.Legislative Power of Taxation

A key component of fiscal sovereignty is the legislative power of taxation, ie the power to determine taxable events and corresponding tax rates. Devoid of a sovereign status the EU requires a specific legal base – a conferral of competence from the Member States334 – in order to be able to directly tax European companies and/or citizens. Some consider Art 311 TFEU in conjunction with the respective ORD to be that legal base. Having in mind the vague wording of the provision, the main rationale behind this interpretation of the term ‘own resources’ as a substantive authorisation are the special procedural requirements for the ORD,335 which include ratification by all Member States similar to primary EU law amendment procedures.336 Before getting into the details of this argument, however, it is worth to unravel the different scenarios that are being discussed or alluded to under this topic for a more precise assessment.

First, introducing a European tax through the ORD on the basis of Art 311 TFEU could mean an exhaustive regulation of a taxable event, tax rate, and the allocation of revenue therefrom. In this case the EP would only be consulted337 and the national parliaments’ involvement would depend on constitutional ratification requirements, as opposed to taxation. Second, it could mean creating a legal mandate for the Council and the Parliament to regulate a specific tax, ideally already determining the allocation of future revenue as well.338 Besides representing a stark departure from previous practice, this scenario would arguably challenge existing notions of democratic legitimacy and statehood. There is also disconnect between the potential scope of such a competence enlargement and the secondary EU law nature of the ORD used to bring it about. Third, it could refer to the allocation of revenue of a new tax, which is labelled as a European tax. This label may be due to the harmonisation of a national tax or due to a legal base in EU – but not budgetary – law. Most proposals in the past that included ‘European taxes’ as new own resources categories were a variation of the latter scenario.

There are obvious advantages to this last scenario as well as legal reasons. EU budgetary law is systematically as well as by content and rationale designed to ensure the funding of the EU. It generally provides no legal basis for tax policies predominantly seeking to influence social or economic behaviour through taxation rather than pure financing interests.339 As a result, other substantive provisions may be preferable for practical reasons anyhow. In the past ORDs have never been used to substantially regulate any type of resource, but to determine resource categories and for revenue allocation. The established practice is indicative of the Member States’ – the ‘Masters of the Treaties’ – understanding of budgetary procedures and their purpose in the EU’s fiscal system. Incidentally, it is also supported by the legal system of the treaties, which provide substantive authorisations for cost effective actions (procurement and discharge of funds) in other chapters while the budgetary norms thematically largely focus on accounting. Nevertheless, the dynamic potential of Art 311(3) TFEU, reinforced in particular by the ratification requirement, should not be dismissed outright. In particular, the similarities in wording between the simplified treaty revision procedures340 and the ORD procedure341 are noteworthy, albeit not conclusive. The ratification requirement in Art 311(3) TFEU342 predates the introduction of a simplified revision procedure.343 The constitutionally sanctioned consent by each Member State aims to safeguard the financial autonomy and fiscal sovereignty of Member States, since they are required to share parts of what could otherwise be their public revenue. Its purpose is neither to legitimise a treaty change nor a conferral of competence. As illustrated by Art 48(6) TEU, which limits the simple revision procedure to amendments that do not result in an increase of competences for the EU, new substantive competences can only be conferred through the ordinary revision procedure.344 Reconstructed in this manner, the ORD and Art 311(3) TFEU are, therefore, no sufficient legal base for scenario one and two. European tax legislation would require either an already existing substantive authorisation in the treaties or the creation of one through ordinary treaty amendment.345 

What can be safely concluded from the above is that the creation of an ‘EU tax’ that would allocate the power to tax to EU organs – say eg in the ordinary legislative procedure, as a variation of the second option mentioned above – is controversial and facing strong opposition. However, the above arguments are not indisputable. Art 311 TFEU with its Treaty change-like features could also be seen as lex specialis vis-à-vis (the later in time created) Art 48(6) TEU. It should also be mentioned that Art 311 TFEU includes the express authorisation to ‘establish new categories of own resources’ in the framework of the ORD. This would mean that Art 311 TFEU already implies the exceptional power to create such an ‘EU tax’ as an own resource in the ORD, namely the taxable event, the allocation of revenue, and the legislative procedure (eg, ordinary legislative procedure) for enacting the details including the tax rate. The mentioned repercussions for democracy and legitimacy would only gradually differ from the third scenario where Member States would, on the basis of the ORD, collect a tax which is labelled as ‘EU tax’ and the revenues of which would be considered own EU resources. If the above reasoning would hold, Art 311 TFEU in connection with the ORD would provide the competence conferral which is indispensable under Art 5(1) TEU.

However this may be, the Council did not feel hampered by the above-mentioned restrictive reading of Art 311 TFEU. Otherwise, it could not have inserted into the latest ORD346 a non-recyclable plastic packaging waste-based resource in the own resource decision of 2020. The purpose of this new resources category is to steer environmental behaviour rather than to provide funding.347 If the measure proves to be effective, it will not even generate additional revenue as a side-effect. Therefore, from a budgetary perspective this new category is by design unsuitable to fund the EU. It would be unlawfully included into the ORD, if the mentioned justifying reasoning above would not hold.

Apart from whether or not the EU is authorised to legislate independently, there are further legal principles and rules in EU law which are relevant for taxation, their applicability sometimes depending on the involvement of EU institutions or the implementation of EU law.348 The most fundamental one of them is the rule of law.349 Several important legal principles are derived from or attributable to it. Among these are: the reservation of law,350 the principle of proportionality and the principle of legal certainty.351 The principle of equality, both as a human right352 and in the form of the non-discrimination principle,353 inherent in fundamental freedoms354 and competition law rules,355 also affects tax legislation, prohibiting, for example, a higher tax rate exclusively based on the citizen living in a more prosperous Member State.356 Other notable human rights in this context are the right to property,357 the freedom to choose an occupation and to conduct a business.358 



iv.Own Resources and Borrowing


a.The Incremental Modification of the Narrow Reading of Art 311 TFEU

Own resources and borrowing have traditionally been deemed two mutually exclusive concepts.359 The current Financial Regulation even prohibits any borrowing within the framework of the general budget.360 Underlying this is an interpretation of ‘own resources’ which is incompatible with the temporary nature of borrowing proceeds. Since funds raised on financial markets via loans or the issuance of bonds will eventually have to be repaid – ideally by use of revenue from non-credit resources361 – they formally constitute a liability.362 By contrast, ‘own resources’ are often characterised as non-repayable funds, allocated to the EU definitively, even though the term is used less narrowly in common parlance of many Member States.363 Proponents of this narrow interpretation of ‘own resources’ are also pointing to the principle of a balanced budget364 to support their view that the EU is barred from incurring debt.365 A slightly less strict read of Arts 310 and 311 TFEU concludes that while borrowing may be incompatible with the principle of own recourses it could still be considered ‘other revenue’ under Art 311(2) TFEU.366 ‘Other revenue’ is, for example, income tax revenue from EU civil servant salaries or fines imposed on companies and Member States for violating EU law (primarily in the realm of competition law).367 The EU has, in fact, borrowed before by instructing the Commission to raise capital on financial markets, but never to fund its own general budget. As ‘other revenue’368 these funds were used for loans to non-member countries or individual Member States during times of distress, typically to finance specific projects or balance-of-payments difficulties.369 Recently, the Commission operated in financial markets under the EFSM during the sovereign debt crisis.370 What all of these examples have in common is a temporary (crisis) nature and their suitability for credit financing.371 Another recurring feature is the intermediary role of the EU in these situations, who is granting access to loans that the actual debtor could otherwise not obtain or at least not under equally favourable terms.372 Notwithstanding the lack of an explicit authorisation in the treaties373 and dissenting views in legal literature (see above), the practice has become widely accepted. Against the backdrop of economic necessities, the perception of acceptable levels of risk, and in the absence of any explicit prohibition in primary EU law374 this development is to some extent, perhaps, almost self-explanatory. Legally, it translated into the adoption of secondary EU law acts, which were inter alia based on primary EU law provisions granting the EU spending powers,375 creating specific authorisations for the borrowing and lending operations described above. In a nutshell, the EU’s mandate to borrow remains a grey zone between the accepted practice of borrowing with a limited scope for specific purposes and the highly controversial issue of credit financing its general budget.376 



b.Joint Borrowing

Joint borrowing has long been a politically contentious issue within the EU. The reservations range from fear of moral hazard effects to national constitutional constraints based on democratic legitimacy, identity and statehood. On the flipside are considerations of and to some extent legal obligations about solidarity as well as a growing economic interdependency. Joint borrowing is a generic term for different constructs that cause Member States to be jointly liable for a credit amount either directly or indirectly.377 A common form thereof is, as described above, the issuance of bonds on behalf of the EU in order to grant project or crisis related loans, backed by the EU budget and ultimately by the Member States. Previously, the Commission has been authorised to raise capital by specific secondary EU law acts. However, a more general authorisation could also be included in an ORD. Finally, joint borrowing can also refer to the collaborative borrowing activity of Member States, either directly or through vehicles such as previously the EFSF and now the ESM. This chapter will focus on the former, while the latter will be discussed in more detail below.

Contrary to a common assumption, the principle of a balanced budget does not actually mean that credit financing is per se prohibited.378 Unless specified otherwise, it typically only requires that each spending item is accounted for in the budget by the respective appropriations.379 With regards to the compatibility of ‘own resources’ with the concept of borrowing much depends on whether a formal or substantive approach is taken (see above). Furthermore, there are diverging views on whether the term ‘own resources’ requires non-earmarked funds or whether, particularly in the case of borrowing, limitations regarding scope and purpose are necessary to maintain a general budget that is predominantly financed by non-repayable revenue.380 Arguably, the budgetary principle of unity381 would be better served by incorporating any authorisation for the EU to borrow in the ORD, since the established practice defies the rule of a single budget document.382 Additionally, the ORD in conjunction with Art 311 TFEU would provide for a secure legal basis rather than inferring an authority to borrow from provisions dealing with spending power. Having in mind, however, that there are no fiscal discipline rules comparable to the excessive deficit rules applicable to Member State governments for the EU, it may be prudent to close that gap by setting limits on credit financing in the ORD. After all, it would be systematically inconsistent to allow the EU, on the one hand, limitless credit financing and, on the other hand, subject the Member States to strict rules with a view to sustainability.



c.The ORD 2020

Considering the enormous containment and mitigation efforts undertaken in the face of the COVID-19 pandemic, which led to economic shutdowns in many Member States attempting to reduce mobility and to curb contagion, the Commission revised its initial proposal for the ORD for the 2021–27 period accordingly.383 By Incorporating a French-German initiative, the new proposal foresaw 750 bn EUR in borrowed funds as additional own resources for crisis relief and reconstruction aid. The proposal constituted a merger of established practice and the long debated, legally controversial inclusion of an authority to borrow in the ORD. In line with previous EU borrowing activity, the Commission would raise capital on financial markets by issuing bonds on behalf of the EU and make the proceeds available to Member States either in form of loans or indirectly by transferring it to a temporary EU Recovery Programme, designed to aid recovery efforts and facilitate resilience building across the Union. As a response to exceptional circumstances the powers granted to the Commission are supposed to be ‘limited in size, duration and scope’.384 To that effect the proposal generally prohibited the financing of operational expenditure by borrowed funds,385 except for addressing the consequences of the Covid-19 crisis.386 The Council adopted the proposed authority to borrow in the final version of the ORD 2020 more or less unaltered.387 It may be noteworthy to point out, however, that both the Commission proposal and the final ORD refrained from defining the borrowing proceeds as own resources.388 Aside from effectively creating a shadow budget (see below) and regardless of the position taken on the issue of the compatibility of the concept of own resources with borrowing (see above), this raises the question whether the ORD can even be used to introduce a fiscally relevant authorisation that is not a category of own resources. Particularly, the wording and purpose of Art 311(3) TFEU indicate quite the opposite. Historically, there is also no example of such a use of the decision. Only the special legislative procedure of Art 311 TFEU could justify such a broad interpretation. Yet, as stated above, considering the secondary EU law nature of the decision and read in context with the simplified amendment procedure (Art 48(6) TEU), the special procedures’ purpose is not to legitimise an unlimited right to invent any kind of fiscally relevant instruments, which may or may not result in an increase in Union competences, through the ORD. It is rather unfortunate, therefore, that the authorisation to borrow was not introduced as a new, albeit temporary, category of own resources.

The underlying rationale of the outlined mechanisms faces even harsher legal criticism389 which has to be considered for future steps. The argument runs that the authorisation granted to the Commission to raise such a considerable amount of debt is a step into the direction of a ‘debt union’. It has to be noted, in this context, that the repayment mechanism includes the, if only unlikely, possibility to make one Member State liable for the repayment of others.390 It is being criticised that this has the potential of redistributing money between the EU Member States similarly to the contested Eurobonds.

Based mainly on such criticism, the German Act Ratifying the EU ORD had been the subject of constitutional complaints filed with the BVerfG. The Court rejected the complaints as unfounded.391 However, the reasons for this rejection indicate that the limits built into the ORD had been decisive. In essence, the BVerfG accepted the constitutionality of the ratifying act only by saying that the 2020 EU ORD does not ‘manifestly exceed’ the limits of the current European integration agenda (Integrationsprogramm). This is, according to the Court, because the ORD authorises borrowing on the part of the EU itself (but not on behalf of the Member States); that it ensures that the borrowed funds may only be used for tasks that come under EU competence in accordance with the principle of conferral; that the ORD establishes limits both to the duration and the amount of the borrowing; and that that the amount of ‘other revenue’ must not exceed the total amount of own resources.

Apparently, raising debts on behalf of the EU without such restrictions would be, in the eyes of the BVerfG, constitutionally problematic.392 



v.The Spending Power of the EU and Distributional Effects


a.The Absence of a System of Fiscal Equalisation within the EU

Despite the level of integration that has been achieved within the EMU, its underpinning legal framework does not provide for an equalisation of financial capacity among Member States. A horizontal redistribution of revenue by means of direct transfers between Member States or unconditional grants from the EU to financially weaker Member States for that purpose are not part of the treaties.393 Financial fairness considerations in the context of ORDs are usually geared towards equitable burden sharing, ie taking into account the economic and financial performance of Member States, not towards any redistribution of wealth or financial and economic capacity. The ORD has by and large no influence on the relative financial standing of a Member State within the EU, due to a lack of progressive elements394 and the fact that traditional own resources are predominantly governed by non-fiscal (eg, protectionist) considerations.395 This leaves the spending activity of the EU as the only budgetary means to effect a kind of horizontal redistribution of wealth with a view to benefiting social and territorial cohesion within the Union. To preface the following findings, however, it should be noted that any distributional effects thereof are rather incidental, given the earmarking of the funds and the focus on economic performance, measured by the GNP (Gross National Product) as opposed to by financial capacity.



b.The Legal Spending Power of the EU

Perhaps surprisingly, yet in line with the respective rules on revenue, there is no general provision in primary EU law dealing with the authorisation of (cost-effective) public expenditure.396 In particular, the Treaty chapter titled financial provisions397 is markedly silent on the issue. Rather there are few explicit legal authorisations scattered throughout the treaties398 in addition to various provisions, which clearly proceed on the premise that the EU is allowed to incur expenditure, since they stipulate the promotion of certain goals and behaviours, for example.399 Generally, any legal competence in primary EU law to act or regulate a specific subject matter is recognised to also include the competence to regulate the corresponding spending power for the EU.400 Due to the limitations imposed by the principle of conferral401 there may not always be sufficient legal grounds to infer such a spending authority, in which case the residual clause in Art 352 TFEU can be used to resolve the matter of cost coverage.402 Consequently, the legal spending power of the EU is predominantly governed by secondary EU law.

According to the case-law of the CJEU, mixed or parallel financing by the EU and Member States is possible.403 The issue of funding is not necessarily linked to the respective division of administrative or legislative competences between different levels of government within the EU.404 Unlike some fiscal federal systems that adhere to a principle of related actions (‘Konnexitätsprinzip’)405 the legal spending power of the EU is not constrained or pre-determined by which government level is tasked with the implementation or responsible for the underlying regulation. Of course, the principle of conferral still applies and in practice several policy fields are subject to separate cost coverage, especially in the realm of exclusive Union competences.406 Conversely, the fund system of the EU (see below) usually subsidises measures of the Member States and, therefore, typically requires co-funding by both entities.407 

The underlying premise of the EMU continues to be, however, the fiscal autonomy and individual responsibility of its Member States, as illustrated by Art 125 TFEU.408 Generally, EU spending aims to reduce disparities between levels of development when focusing on economic, social and territorial cohesion,409 which is not the same as equal living standards or homogeneity across the Union.410 The EU treaties clearly envisage to achieve market convergence primarily through liberal market mechanisms protected inter alia by fundamental freedoms and competition law. Although recent treaty amendments, especially since the Maastricht Treaty, increasingly point towards the development of a union principle of solidarity,411 the actual policy tools provided for in EU law remain mostly limited to individual measures for special purposes with a view to functional benefits for the internal market or more broadly for the EMU.412 In light of conditionality and consistent reform requirements financial aid during the European sovereign debt crisis also falls squarely into this approach to solidarity, despite its scope and sometimes legal basis outside of EU law.413 



c.The European Fund System and Other Financial Instruments

European Funds are special financial instruments without legal personality or a budget of their own. Their revenue and expenditure are budget items of the general EU budget.414 Art 175(1) TFEU collectively refers to certain funds as ‘Structural Funds’ but does not offer a legal basis for the secondary EU law acts establishing these Funds. Specific authorisations for the establishment of Structural Funds and other financial instruments are to be found elsewhere.415 Of the three Funds listed in Art 175(1) TFEU only the European Social Fund (ESF), though now under the European Social Fund Plus (ESF+), and the European Regional Development Fund (ERDF) are still active. The European Agricultural Guidance and Guarantee Fund, Guidance Section (EAGG-GS) has since been replaced by the European Agricultural Fund for Rural Development (EAFRD). The ESF, ERDF, Cohesion Fund (CF), EAFRD and the European Maritime and Fisheries Fund (EMFF) are collectively referred to as European Structural and Investment Funds (ESI-Funds) by the Common Provisions Regulation,416 which lays down general rules for all ESI-Funds. Other important funds include the European Union Solidarity Fund (EUSF) which provides assistance in the event of major natural disasters and the Instrument for Pre-Accession Assistance (IPA) which supports EU candidate countries.

The financial means appropriated to the Funds or other EU financial instruments are intended for complementary use to the Member States’ own efforts and are subject to the principle of subsidiarity and proportionality.417 To this end, the sums discharged are usually earmarked and clearly defined regarding duration, scope, applicable region, and volume.418 The earmarking also serves to control the allocation of resources within the Member States and ideally would contribute to their effective use, too.419 A reason for the co-financing structure of the supported projects is the expectation that if national financial interests are involved as well, it will foster financial efficiency further, even though in reality that is not always the case.420 The encroachment on the policy autonomy of Member States, on the other hand, is justified by the very purpose of the investment, namely to counterbalance structural economic disadvantages which impact the overall economic performance of that region or Member State. Conceptually the funds are, thus, designed as temporary measures, eventually dispensable, because the root causes for their existence will have been eliminated.421 Ultimately, each Member State is supposed to remain responsible and accountable for their own economic and fiscal performance. The funds do not address disparities in financial capacity between Member States.

Distributional effects largely occur due to differences between the share of each Member State in contributing to the overall revenue of the EU and the financial assistance received through EU programmes. Particularly, the focus of the Funds and other financial instruments on structurally and economically disadvantaged regions leads to some degree of horizontal fiscal equalisation, albeit not on purpose and not always congruent with relative financial capacity.

It is to be mentioned that all of this is, in 2024, under scrutiny and subject to major overhauls in the course of a so called New European Competitiveness initiative, in the aftermath of, inter alia, a comprehensive analysis and recommendations presented by the former ECB President Mario Draghi.422 



vi.The MFF for the 2021–2027 Period


a.Negotiations between the Commission, the Council, and the European Parliament

The process of negotiations on the MFF for the 2021–2027 period officially started with a Commission proposal on 2 May 2018.423 However, following the outbreak of the COVID-19 pandemic, the Commission presented a revised proposal of the 2021–2027 MFF together with the EU recovery package on 27 May 2020. In this revised version, the overall size of the MFF as well as allocations for some EU programmes and funds, such as Erasmus+ and the European Defence Fund, were reduced. For the EU recovery package, on the other hand, the Commission proposed borrowing €750 bn (€500 bn to be disbursed in grants and €250 bn in loans) that would top-up the 2021–2027 MFF.424 This kicked-off a rather complex and conflictual negotiation process for the 2021–2027 MFF,425 with one very contentious issue being how much of the borrowing proceeds (750 bn total) foreseen in the new ORD (see above) should be distributed in the form of loans as opposed to non-repayable subsidies or grants.426 Meanwhile, the EP advocated for a more ambitious MFF and a substantial EU recovery package,427 amounting to €2 trillion.428 Additionally, the EP insisted on: the EU recovery package to be part of the MFF; a revision of the Commission’s proposal on the reform of own resources system; and especially the inclusion of new own resources aimed at supporting the EU recovery package. Beyond that, the EP demanded adequate parliamentary engagement in shaping the EU’s recovery strategy and the recovery fund, thus objecting to the process that would resort to a largely intergovernmental setting.429 While it did not succeed sufficiently on the latter matter, the EP proved more successful in others. It did so, in particular by ensuring its prompt involvement in the negotiations and by interlinking issues related to the ORD, the EU Recovery Instrument (EURI), and conditionality (rule of law mechanism) for receiving EU funds. The EP reiterated that it would only give its consent to the MFF if there were satisfactory outcomes on all these different issues under negotiations.430 

Although the European Council does not have a formal role in the legislative procedure of the MFF, it nevertheless played an important role in the negotiation process, of which the EP was disapproving.431 Unsurprisingly, the EP was then critical of the political agreement on the 2021–2027 MFF and the EU recovery package reached by the European Council at the Special meeting in July 2020,432 warning that it is prepared to withhold its consent for the MFF until a satisfactory level of improvement of the proposal is achieved in the negotiations with the Council.433 The EP disagreed with the proposed size and composition of the 2021–2027 MFF of the European Council’s agreement and demanded adequate funding of EU programmes, emphasising that the creation of EU recovery funds should not be detrimental to regular EU funding directed towards long-term EU objectives. The EP reiterated that it will not give its consent for the MFF without an agreement on the reform of the EU’s own resources system since for the EP the only acceptable repayment method of incurred EU debt would be the creation of new own resources. Moreover, the EP disagreed with the European Council’s downsizing of the grant component of the recovery fund as compared to the Commission’s proposal. It also advocated for a creation of the rule of law mechanism.434 

Following the European Council’s political agreement, the EP engaged in negotiations on the 2021–2027 MFF and EU recovery package with the Council. The agreement between these two institutions was reached on 10 November 2020. The major EP’s achievements435 included an increase of the MFF 2021–2027 of €15 bn to finance EU programmes prioritised by the EP and also €1 bn to reinforce the special flexibility instruments for unforeseen needs.436 According to Costa Montero et al,437 these MFF-related concessions are important because the EP managed to enforce its policy priorities and re‐open negotiations on the allocation and distribution of the MFF funds. By contrast, the EP was overall less successful in exerting its influence in negotiations on the EURI and especially arrangements related to the RFF management.



b.The Shifting Member States’ Divide on Solidarity

In parallel to the above-mentioned developments, the debate among the Member States unfolded. The COVID-19 crisis from both the health and economic perspective as well as from the prospects for recovery differed significantly across Member States.438 From the outset, a major bone of contention was burden sharing,439 and in the affirmative, ‘who should act in solidarity with whom, and under which circumstances’.440 This revived the ‘North-South divide’ that dominated Eurozone crisis management.441 On the one side, Northern Member States including Germany, Netherlands, Austria, and Finland emphasised the importance of national responsibility and firmly proposed favourable loans while rejecting any debt mutualisation. On the other side, Southern Member States including France, Spain, and Italy, pushed for greater EU fiscal solidarity, highlighting the danger for the stability of the EMU and the EU. While the prospects for a compromise appeared grim at first, the major change came with Germany’s alignment with Southern European Member States442 and the announcement of the Franco-German initiative for a recovery fund on 18 May 2020. Following this proposal, the Commission prepared and announced the NGEU recovery fund, which was, as mentioned, backed (with amendments) by the European Council in July 2020.

The following negotiations443 saw the mentioned divide on the composition of the fund (loans only or a combination of loans and grants) and the details of conditionality. Southern states strongly advocated grants and opposed strict conditionalities. France and Germany were supportive of conditional grants. In contrast, the so-called ‘frugal’ group of Member States, consisting of the Netherlands, Austria, Denmark, and Sweden, were against grants and insisted on strict conditionalities including the blocking of disbursements in cases of serious implementation flaws. Eastern European Member States also supported conditionalities as well as the temporary nature of the EU funds.444 

The rule of law issue also saw a divide. The frugal group of Member States, France and Germany supported this approach. The point featured less prominently in the Southern Member States’ negotiation positions. Eastern European Member States were divided. Whereas Hungary and Poland objected to the rule of law conditionality, Czechia and Slovakia tried to distance themselves from this position.445 

Finally, Member States had different positions on the Commission’s proposal to prioritise financing green and digital transformation. The frugal group as well as France and Germany were in favour. Eastern Member States differed ranging from prioritising green transition (eg, Slovakia) to focusing on energy transition specifically (eg, Poland).446 Southern Member States, instead, were generally less focused on these policies.

According to available assessments, Germany’s switching of ‘coalition camps’ played a crucial role447 in reaching the final compromise. De la Porte and Jensen448 address the Commission, France and Germany as ‘winners’ of the negotiations since, according to their assessment, the final agreement on the NGEU came closest to their initial position.

In justifying the final agreement on the NGEU, political leaders of the frugal as well as of Southern Member States focused on emphasising national gains.449 The former tended to highlight achievements related to national rebates and downsizing the grant component. The temporary nature of the NGEU and the conditionalities attached to the instrument were emphasised as well. The latter mostly highlighted the opportunity that NGEU provides for recovery and resilience of their national economies as well as the amount of funds obtained for their respective country.450 While political leaders in Germany referred to solidarity and the importance of the instrument for the EU, the temporary nature of the NGEU featured prominently in their justification of the final agreement.451 



c.The Resulting MFF for 2021–2027

In the end, the compromise on the EU recovery fund that was reached includes grants amounting to 390 bn and 360 bn in loans.452 Both grants and loans, however, shall be paid in instalments and conditional upon the fulfilment of previously set milestones and targets. While the MFF remains the main legal document concerning operational expenditure, a different path was chosen for the borrowing proceeds resulting in what has since been described as ‘creative legal engineering’.453 Based on Art 322(1)(a) TFEU, a general regime of conditionality for the protection of the EU budget454 was introduced which applies to all budgetary matters and aims to protect the principles of the rule of law.455 The new EURI, based on Art 122 TFEU, essentially fills the role of the MFF by allocating the €750 bn to existing and new programmes as well as providing commitment ceilings and a timeline (payments can only be made until 2026).456 Moreover, the borrowing proceeds are to be externally assigned revenue457 insofar as they will be discharged in the form of grants. To administer the borrowed funds several new programmes were introduced, among them the establishment of the permanent RRF,458 and existing ones were supplemented under the heading NGEU. The current MFF for the 2021–2027 period provides for a total of €1,100 bn in commitment appropriations and 1061 bn. in payment appropriations over the course of the seven-year period, the €750 bn not included.459 Overall the financial recovery effort is supposed to be ‘significant, focused and limited in time’460 with most of the funds appropriated for recovery support (98 per cent) and the rest for investments into kick-starting the economy and resilience building. Nevertheless, the total volume of the MFF (a seven-year period) amounts to only about 8 per cent of the EU’s 2020 GDP.461 

As a result, the EU budget within the actual MFF amounts to €160–180 bn annually from 2021–2027; some €806 bn are to be added under the NGEU programme. The resulting picture, comprising both the MFF and the NGEU (which is a separate budget), amounts to some €2 trillion for the 2021–2027 programme, and is as follows:462 


Figure 4 Size ratio between MFF 2021-27 NGEU budgets
[image: A donut chart showing the size ratio between the EU Multiannual Financial Framework (2021–2027) and the NextGenerationEU recovery budgets, with EUR 1.211 trillion for the MFF and EUR 806.9 billion for NGEU, including grants, loans, and other contributions.]

Source: European Commission.

These figures are small, if compared to Member States’ budgets and spending. The EU budget accounts for around one per cent of EU GNI and two per cent of total public spending in the EU Member States.463 

The mentioned form of ‘creative legal engineering’464 raises indeed a few questions about the legality of the fiscal construct it produced. The general regime of conditionality, which links the EU budget to the basic value of the rule of law in order to protect the EU budget and likely to provide a more effective enforcement mechanism than the procedure foreseen in Art 7 TEU, already faced an unsuccessful challenge in front of the CJEU with annulment claims filed by both Hungary and Poland.465 The Court found no infringement of EU law. Furthermore, while the use of Art 122(2) TFEU to respond to the socio-economic effects of the COVID-19 crisis is less controversial than it was in the aftermath of the financial crisis,466 the EURI does not provide for temporary, direct financial aid to the Member States as one might assume. Rather it serves as a bridge between the crisis induced, temporary authority to borrow on financial markets, and permanent financial instruments aimed at achieving much broader, longstanding EU policy goals.467 Aside from potentially breaching the boundaries of a crisis instrument covered by Art 122 TFEU, this also facilitates the creation of a large subsidiary budget (externally assigned revenue) contrary to the principle of universality (Art 20 Financial Regulation). Finally, even the use of Art 175(3) TFEU is not entirely uncontroversial since the objectives of the RRF clearly go beyond cohesion policies in the strict sense.468 



III.Realised, Failed and Envisaged Reforms Over the Years469 


A.The Reaction to the Financial Crisis of 2007/08

Academic analysis and discussion of recent financial crises, the EU’s short and medium-term reaction as well as realised and failed EMU reforms is abundant.470 We are not aiming at replicating or revising this discussion. Instead, we are coining the major developments as far as they seem pertinent for our purpose: scrutinising the EU’s financial setup and its federal features against the background of experience drawn from more or less well-functioning fiscal federations as well as from the EU’s own history.

Today it is widely accepted that what had originally been coined as the ‘US subprime crisis’ of 2007–08471 had at its beginning a ‘housing-market-bubble’ leading to a series of banking-crises and later resulting in sovereign debt-crises. The development is economically being explained by the view that rapidly rising and insufficiently secured private indebtedness can provoke banking crises which in turn increase, specifically if systemically important banks are bailed out, the likelihood of sovereign debt crises.472 

The EU and its Member States responded to the 2007–08-crisis by an avalanche of measures, first by short-term emergency measures soon accompanied by initiatives aiming at breaking the vicious circle473 between unsustainable private debts, defaulting banks or banks at the brink of default calling for bailouts and resulting sovereign debt crises.474 These measures were used and considerably developed further during the COVID-19 crisis which unfolded at the beginning of 2020.

One might categorise the measures taken into three groups:


	Aid measures and related market interventions, with both banks and sovereigns as beneficiaries, comprising:

	Heavily subsidising especially of financial intermediaries, mainly credit institutions, by EU Member States, and the corresponding approval as state aid compatible with Art 107 TFEU by the Commission.

	The subsequent financial aid packages for some Member States, partly enacted under Art 122(2) TFEU but mostly done outside the EU institutional framework, at the beginning partly even under private national law,475 but finally under public international law, generalised and harboured in the ESM. The latter is a combination of financial aid packages for Member States in difficulties on the condition that they would re-establish sound public finances – which they should have observed under the SGP in the first place.

	It is this element of financial assistance which has been substantially developed further during the COVID-19 crisis.476 In the framework of the MFF 2021–2027 a package deal was cut between the Member States and between the EU legislative organs that allowed the distribution of substantial financial assistance to the Member States out of the EU budget. To that end, the Commission was authorised to borrow money on the financial markets on behalf of the EU.

	Non-traditional monetary policy measures taken by the ECB mainly by purchasing government bonds; most important among them, and at the same time legally most contentious, were the 2012 OMT programme and the 2015–2018 Expanded Asset Purchase Programmes, esp. the PSPP – the latter also being dubbed with QE, and a purchase peak of roughly €80 b/month from April 2016 to March 2017.




	Strengthening the preventive as well as the corrective elements of the SGP aiming at Member States’ budgetary discipline.

	The SGP was amended and complemented mainly by the so-called ‘Six-Pack’, and the subsequent ‘Two-Pack’, a number of additional secondary EU law instruments, as well as by the 2024 reform. The thrust of all this was, on the one hand, swifter and more comprehensive monitoring of macroeconomic developments within all EMU Member States in order to prevent excessive deficits. This included the introduction of the ‘European Semester’ providing for closer monitoring of enacting national budgets as well as the introduction of new sanctions, and reverse majority voting (RMV), where the necessity to achieve qualified majority in the Council is replaced by a Commission recommendation deemed as Council decision, if the latter does not, by qualified majority, reject the Commission recommendation. It also included expanding the monitoring on the prevention and the correction of excessive macroeconomic imbalances in the euro area.

	The system was complemented by the TSCG (‘Fiscal Compact’), concluded outside the institutional framework of the EU under international law. It reinforces the budgetary discipline targets as enacted within the SGP.




	Strengthening the financial markets supervision mainly by creating a ‘Banking Union’.

	In an effort to prevent future turmoil in the financial markets, financial market regulation was reinforced by creating a SSM, including establishing the ECB as the central supervisory authority for larger banks in the euro area. The new supervision design also includes financial market agencies such as the European Banking Authority (EBA) shifting the implementing power from the Commission to these agencies.

	This was supplemented by a novel Deposit Guarantee Scheme (DGS) and the SRM including an intergovernmental Agreement on a Single Resolution Fund (ASRF).






Looking back at the developments through the lens of institutional changes including institutional balance, the picture is nuanced, without a recognisable ‘system’ or ‘design’ of change.477 Rather it is bits and pieces resulting from urgency and pragmatism. This might be true for all reform measures, including those currently envisaged.

Through the mentioned Six-Pack and Two-Pack reforms, Member States’ discretion was considerably curtailed. Important powers were shifted to the Commission, not the least by introducing the mentioned RMV. Conversely, the TSCG might be seen as weakening the ‘Community method’ by shifting the problem-solving capacity to the level of the Member States under general international law. The same is true for the creation of the ESM. Also, the latter shifts the problem-solving capacity to the Member States level – in an alternative view strongly retains it at that level. Looking at the Banking Union we see a combination of shifting powers to the ECB, but also to the Commission, and then – by the ASRF – back to the Member States. Entrusting independent agencies such as the EBA with important implementing tasks has a double effect. It weakens the Commission, at first sight to the benefit of independent actors. However, a closer look reveals that these agencies might, through their institutional design, be influenced more by the Member States than by the Commission.

It goes without saying that, through the sheer economic power of its non-traditional financial interventions, the ECB gained enormous importance in stabilising the economy, a task which is not expressly foreseen in its mandate. Qualifying these interventions as part of Monetary Policy with – inevitable and overwhelmingly welcome – effects on economic policy, shifted economic power to the ECB, at the expense of the Member States.

What can safely be added is that almost every measure had been controversial at some point, politically, economically and/or legally, and that, so far, any treaty change has been and is being cautiously avoided.478 



B.The Reaction to the COVID-19 Pandemic

When presenting its most recent reform proposals, leading to the 2024 reform of the SGP, the Commission stressed the need to update instruments and procedures in order to ‘integrate the lessons learned’ from recent responses to economic shocks including the reaction to the COVID-19 pandemic.479 

A closer look at the instruments used as a reaction to the pandemic reveals a scattered number of measures demonstrating the lack of a developed emergency design integrating the EU and its Member States.480 It does so irrespective of the economic rationale and success, including the ambition to combine pandemic recovery and modernising the economy as well as responding to the climate crisis. This caused the use of partially controversial legal bases, time limits for the measures combined with package deals involving unanimity requirements that entail veto powers for every Member State, and a questionable ‘second’ EU budget. As remarkable as it may be that this complex achievement had been possible, politically, it is alarming to note the sheer complexity and consequent vulnerability of exceptional steps straining the legal system to the utmost. The impression prevails that the incremental ‘way forward’ by creative emergency measures is being continued. The EU is far from a developed rulebook preparing for crises that need swift and comprehensive reaction.

The COVID-19-measures of the EU and its Member States included health measures, restrictions to the free movement of persons inter-alia affecting Schengen, and economic support measures. The latter consisted first, like in the Financial Crisis of 2007/08, in the temporary relaxation of State Aid Rules481 and the activation of the escape clause of the SGP,482 accompanied by a new asset purchase programme of the ECB (PEPP).483 In addition, previously unused EU-funds were redirected to COVID-19-related expenditure.484 Later, several new spending programmes were adopted, among them the SURE instrument.485 In addition, the Commission was temporarily (until the end of 2026) authorised in the new ORD486 to raise up to €750 bn on financial markets on behalf of the EU to be disbursed to the Member States as conditional loans (€360 bn) and grants (€390 bn).

It is remarkable and revealing the exceptional character of this step that the €750 bn are classified as externally assigned revenue.487 In conjunction with the EURI regulation,488 this effectively establishes a subsidiary (a ‘second’) EU budget. It is contested whether this violates the unity principle of the EU budget enshrined in the Treaties.489 The EURI technically is not a financial aid programme, but a budget appropriations bill. Nevertheless, it was based on Art 122 TFEU. The biggest portion of the borrowed money is assigned to the newly established RRF.490 The RRF covers manifold policy initiatives not all of which reveal clear links to the pandemic.

In other words: we contend that the ‘economic firepower’ developed as a response to the COVID-19-crisis is impressive and could serve as a blueprint for future crises reactions or even as a game changer for the fiscal federal setup of the EU.491 However, its institutional design and legal basis is dubious and should not be imitated.492 



C.Failed and More or Less forgotten Reform Proposals

A pattern of avoiding – more or less convincingly – any proposals aiming at treaty revision can be witnessed in the communications and reports for EMU reforms tabled by EU officials during and in the aftermath of the financial crisis. The message of the Four Presidents’ report493 and the Commission’s Blueprint494 of 2012, the 2015 Five Presidents’ report,495 the White Paper496 and Reflection Paper497 of 2017 indicate only the general direction of reforms towards completing the EMU without going into the intricate details.

More or less in the same vein, the Commission’s legislative proposals of the Saint Nicholas package of 2017 suggested a package of legislative proposals and initiatives.498 It consisted in essence of proposals:


	to transform the ESM into a European Monetary Fund (EMF) within the EU law framework;

	to integrate the TSCG into the EU legal framework;

	to create new budgetary instruments within the EU legal framework, aiming at stabilising the euro area, such as supporting structural reforms in the Member States, creating a convergence facility for Pre-Ins to the euro area, creating a backstop for the Banking Union, and investment protection in the event of asymmetric shocks; and

	to create a European Minister of Economy and Finance who should act as Vice President of the Commission and at the same time as the chair of the Eurogroup.



Arguably, the common underlying rationale of the different proposals was avoiding risky Treaty change. This led to compromises in the substance of the texts. These compromises in turn rendered the proposals less attractive in terms of substantive weight. For example, the transformation of the ESM into an EMF, the creation of a (limited) euro area fiscal capacity or new structural convergence tools might well be in line with the existing Treaty framework. All in all, enacting the above-mentioned proposals would reinforce the ‘Community method’ and, thus, strengthen the economic policy weight of the EU, specifically of the Commission and the Council. Other initiatives such as the installation of a European Minister of Economy and Finance only at first sight make the impression of a strong complement. When examined more precisely, the initiative appears as rather cosmetic in that it avoids equipping the Minister with any new and significant competences.

By contrast, further reaching ideas such as the installation of Eurobonds or a Redemption Fund and Pact were dropped, arguably because it seemed virtually impossible to adopt them under the existing framework. In the same vein, the EP should remain a comparatively marginal player. Anticipating later ideas, the proposal bringing the ESM under EU law was conditioned by introducing a separate budget line that would remain in the hands of the Member States, thereby keeping the EP sidelined.

All this seems reconfirmed by the latest, 2024 reform of the SGP.499 Again, of course, any proposal for a Treaty change was avoided. The reform concentrates on readjusting the fiscal discipline mechanism for the euro area. The conundrum on how to improve the sanctioning mechanism of the excessive deficit procedure while avoiding Treaty change was, amongst others, ‘solved’ by sticking to the ultima ratio of (so far never used) fines, but at the same time reducing their possible amount. Furthermore, the final texts reveal some omissions compared to the Commission Communication which was at the beginning of the exercise. This concerns specifically the envisaged application of the macroeconomic conditionality mechanism which would have created a general authorisation for suspending EU financing in cases where a Member State is not taking effective action to correct excessive deficits or debts. Another deficiency is the absolute absence of any steps in the direction of greater fiscal capacity of the EU, which admittedly again would need either a Treaty change or at least a far-reaching amendment of the ORD subject to unanimity.500 



D.Remarks on the Volatility of the Reform Ambition

In recent years, the Commission’s reform proposals became, compared to the previous initiatives, under-ambitious. We note a tendency from promoting a higher level of integration with an effective crisis management to stagnation.

The reform ambitions decreased between 2012 and 2024.501 The 2012 roadmap, for instance, envisaged an integrated budgetary framework, including appropriate fiscal capacity for the EMU.502 The reasoning had been that maintaining an appropriate level of competitiveness, coordination, resilience, and convergence in pursuit of price stability requires coordination according to common rules, and supranational enforcement counterbalancing negative effects.503 Safeguarding financial stability of the entire system by scattered, mostly national measures turns out to be inconsistent and insufficient. The culmination of the process should be the establishment of a well-defined, common but limited fiscal capacity to improve the absorption of economic shocks. This was coined as being similar to a central crisis management framework with an interdependent insurance-type system between euro area countries.504 It had been argued that the capacity to take executive economic policy decisions at the EU level improving crisis management in bad times and economic policymaking in good times would be essential for the EMU.505 This should at the same time further improve democratic legitimacy and accountability.506 

However, fundamental aspects like strengthening the coordination of economic policies, a central euro stabilisation mechanism, an effective institutional architecture and governance as well as democratic accountability are still not achieved.507 The same is true for the ambition of creating a fiscal framework supporting the resilience of EU economies against shocks as well as mechanisms for debt sustainability.508 

This is remarkably different when it comes to the EU’s reaction to the COVID-19 pandemic. However, as mentioned, much caution was applied to ascertain that this is an exceptional measure, limited in time, and not designed to become a perpetuated and generalised toolbox of the EMU. However, it would not be the first time that exceptional and specific measures spilt over into permanent solutions.



IV.Some Remarks on Theory


A.Optimum Currency Area

In his influential 1961-piece Robert Mundell was sceptical against Monetary Unions, both in the version of different, but fixed currencies and of one currency. He had some sympathy for flexible exchange rates based on regional currencies: ‘The optimum currency area is the region.’509 Indeed he argued: ‘If the world can be divided into regions within each of which there is factor mobility and between which there is factor immobility, then each of these regions should have a separate currency which fluctuates relative to all other currencies.’510 

However, Mundell admitted that this preference would collide to a certain extent with the observation that a currency union is at least partly ‘an expression of national sovereignty’. In this vein, he admitted: ‘if factors are mobile across national boundaries than a flexible exchange system becomes unnecessary …’511 

As a result, it could be concluded that factor mobility is, according to Mundell, the clue to success. An Optimum Currency Area (OCA) would be, irrespective of national borders, an area with – more or less full – factor mobility that would work as a stabiliser. Asymmetric shocks to two regions in a currency union – eg unemployment in one region (B) and inflation in another region (A) caused by a demand shift favouring products of region A would be mitigated or accommodated by labour mobility and capital mobility (which in the absence of depreciation and appreciation are the available remedies within the currency union).

Later, however, Mundell added some arguments in favour of common currencies. Arguably, the most important one is risk-sharing and the ensuing option of reducing currency reserves.512 ‘When two members of the common currency system pull the reserves they no longer need as many reserves jointly as they needed singly.’513 Some more decades later Mundell was, somewhat contrasted by the scepticism of Milton Friedman, impressed by the success of the creation of the euro.514 He stressed, however, that the ambitious design to do away with separate currencies and replace them by a single one like in the EMU would inevitably involve ‘a step toward political integration’, and that the euro would at the same time be a catalyst in this respect.

Third, and most importantly – alongside with factor mobility and risk-sharing – the countries engaging in a monetary union should feature similar business cycle characteristics.515 If countries share a common business cycle, shocks will impact the Member States symmetrically, rendering appropriate policy actions more effective.

Be that as it may, if we take a look at the euro area and the convergence criteria both as a prerequisite to membership and then partly – regarding the deficit and debt criterion – also a continuous membership requirement, and if we compare this to the OCA-discussion we cannot but admit that we are facing a paradox. Factor mobility never has been a prerequisite for EMU-membership, nor has it been achieved within the area. While the freedom of capital is guaranteed already for the Single Market, and to a large extent realised, worker mobility, but also the mobility of enterprises, within the EU is a subjective right that is far from fully functioning. This is mainly due to language barriers, but also to other factors like differing tax and social security systems, but also to cultural bonds.

Most strikingly, however, until today the EU as a whole and the EMU alike lack what would deserve the label of economic governance as a complementing feature for a unified monetary policy.

At first glance, this leads to the well-known criticism that the EMU right from the beginning has never been an OCA. In an early contribution, Eichengreen compares selected EU countries with the US states and finds that cross-country capital flexibility seems to be more variable for selected EU country pairs as opposed to US states.516 However, this result does not carry over to labour markets. Moreover, real exchange rates remain much more volatile in Europe as opposed to the US. Building on these empirical observations, Bayoumi and Eichengreen devise an OCA-index to assess whether European countries fulfil the OCA characteristics.517 By focusing on the dynamics of these indices, they show that European economies can be grouped into three clusters: Member States that are (1) ready for engaging in a currency area (inter alia Austria, Belgium and the Netherlands), (2) slowly converging (Sweden, Italy, Greece, Portugal and Spain) or (3) displaying little convergence (UK, Finland, Norway and Denmark). It is worth stressing that this analysis only includes data up to 1997 and much has changed since then. The actual adoption of the euro has led to an increase in business cycle synchronisation across countries. This empirical observation was very pronounced up to the global financial crisis in 2007–09. The sharp increases in budget deficits driven by expansionary fiscal policies across euro area Member States led to a divergence in treasury yields. This triggered the European sovereign debt crisis and questions about the structural characteristics of the Eurozone have been reiterated.518 



B.OCAs in Light of Unconventional Monetary Policy

It is not established beyond doubt that the mentioned deviations from theory substantially mattered or that economic crises could have been avoided by respecting the OCA theory’s assumptions and findings at the occasion of the creation of the Eurozone. There is nothing in the OCA theory, given its fixation on external shocks and lack of a financial sector, that would have prepared policymakers for shocks developing as a consequence of monetary integration.519 An alternative view might be that developing a sound system of risk sharing might be more important for the well-functioning of a monetary union than respecting the conditions of the OCA theory.520 

Furthermore, the OCA theory originally had been based on conventional Central Banks instruments like open market operations with a considerable fixation on the central bank setting a common policy rate. This neglects an important dimension of the so-called unconventional monetary policy measures that became common in the aftermath of the financial and debt crisis:521 the asymmetries induced by large scale asset purchases and how these transmit to different Member States. This, in turn, could imply a larger degree of business cycle synchronisation since asymmetries with respect to shock sizes should be lowered.

We back this claim by reporting the cross-sectional standard deviation of output gaps of selected Eurozone Member States over time in Figure 5. The cross-sectional standard deviation of output gaps can be interpreted as a measure of business cycle synchronisation. Low values would imply that output gaps strongly co-move whereas larger values suggest substantial idiosyncrasies in terms of output gap dynamics across countries. The figure clearly suggests that in response to important monetary policy actions by the ECB (marked by vertical lines), business cycle synchronisation often increased substantially (evidenced by declining cross-sectional standard deviations).


Figure 5 Cross-sectional standard deviation of Euro Area output gaps
[image: A line graph showing the cross-sectional standard deviation of Euro Area output gaps from 2000 to 2020, highlighting key ECB policy events such as Draghi’s speech, TLTROs, PSPP, and APP phases that mark major monetary interventions.]

Source: Own calculations.

Since visual inspection of this pattern provides only preliminary evidence and does not imply a causal relationship, we set up a small-scale empirical model. The model we consider is a vector autoregression that includes a small set of macroeconomic aggregates for the euro area as a whole, the logarithm of the cross-sectional dispersion of the output gap and an instrument measuring an ECB QE shock and a target shock (to measure conventional monetary policy).522 

The impulse responses are shown in Figure 6. Each panel in the figure shows the reaction to an expansionary monetary policy action. The x-axis depicts the horizon (in months) of the shocks whereas the y-axis shows the reaction of the dispersion of the output gap (in per cent).

The Figure gives rise to several interesting empirical regularities. First, expansionary QE shocks seem to increase business cycle synchronisation. After around one quarter, our measure of business cycle convergence improves by around 2.5 per cent. After around a year, the effect turns insignificant. When we consider conventional monetary policy shocks, we find that an expansionary monetary policy shock that decreases the policy rate leads to lower business cycle synchronisation. Notice that this effect almost mirrors the one observed for QE but appears to be slightly more persistent. Again, we conjecture that this is mainly driven by the fact that a single interest rate impacts all Member States simultaneously and in a similar vein whereas QE shocks have asymmetric impacts and, thus, impact countries more exposed to shocks stronger, ultimately leading to declining cross-sectional dispersions in output gaps.

This provides empirical evidence to the conjecture that unconventional monetary policy can be used to lessen the adverse effects of asymmetric shocks to members of a monetary union. By doing so, Member States featuring de-synchronised business cycles could endogenously adjust in reaction to monetary policy actions and, thus, eventually fulfil the requirements of standard OCA theory.


Figure 6 Dynamic responses of the dispersion of the output gap to a QE shock and a target rate shock. Bright lines represent 16th and 84th credible intervals and the black line is the median reaction
[image: Two line graphs showing how quantitative easing (QE) shocks and target rate shocks affect the dispersion of the output gap. The black line indicates the median response, while the shaded bounds represent the 16th and 84th credible intervals.]

Source: Own calculations.



C.Is this a Fiscal Federation?


i.Debating EU Federalism

Federalism has a long and yet inconsistent tradition in the European integration debate. From its inception, the construction of European unity was connected to the vision of a United States of Europe as proposed by Winston Churchill in his legendary speech at the University of Zürich in 1946. While the founding fathers pursued such vision with different vigour and varying means, political actors like Spinelli523 and academic scholars524 underpinned it with normative and theoretical arguments. However, in the aftermath of the failed European Defence Community and the Political Community in 1954525 and the restart of integration mainly in terms of market building and economic cooperation in the Treaty of Rome, the concept of federalism was more and more relegated to the realm of normative if not wishful thinking. Hence, federalism became ill-suited to describe the reality of the integration process. This was the time of the rise of two grand theories – namely intergovernmentalism and neo-functionalism – that until today hold sway over much of the political science scholarly work. Even if these two strands enjoyed their own cycles of boom and bust, they remain dominant, while being enriched or modified or questioned by theories of multilevel governance or network analysis, historical or sociological institutionalisms and more recently by new intergovernmentalism. In contrast, federalism rested in the doldrums and was criticised as an overly normative political programme.526 

Yet, with the post-2008 financial and fiscal crisis and the astonishing measures the EU took to stabilise the Eurozone, federalism as a theory of shared- and self-rule resurfaced. And so did comparative studies on the EU and full-fledged federations, in particular the USA.527 While there is still significant reluctance to accept this approach, because of what is qualified as a problematic comparison of an international organisation with federal states, recent political science research began to look at the European integration and federalism from a different angle: first, by distinguishing federalism as a set of principles from federation as state-bound organisation; second, by showing that one key tenet of federalism is non-centralisation accompanied by a variety of strong and weak centres; third, by focusing on the dynamics of federalisation processes also within established federations.

The Special Issue published by Fossum and Jachtenfuchs in the Journal of European Public Policy (2017)528 is an important example of this novel approach in which federalism is presented and discussed as an analytical concept529 to study the EU’s case of federalisation. Thus, the focus is on an open-ended process of ‘coming together and holding together’530 in which the question of statehood is secondary. Priority is given to the issue of how the coming and holding together of diverse units into one is organised and evolves, deepens, stalls or disperses. For that, it is important to conceive of federalism in terms of a community different from nationalism. Under this approach, federalism is guided by a special idea of solidarity that is relevant for situations marked by diversity. In this vein, diversity is to be managed by divided and shared sovereignty under the precept of non-centralisation but in a continuous act of balancing self- and shared rule within a system of constitutional constraints. In this respect representation becomes the key to connect citizens via collectives (ie, subunits) and via individuals, giving birth to the concept of compounded representation.531 Moreover, representation via subunits necessitates special attention for intergovernmentalism, which is not seen as the opposite but as an important part of federalism. To this more recent research added the concept of multilevel parliamentarism. Thus, while intergovernmentalism as well as neofunctionalism largely shunned the question of democracy, for federalism it is of paramount importance.532 

In comparison, the discussion among legal scholars might be less controversial, at least the more recent one. Characterising the EU as a federal polity, at least as a federation in the making would not necessarily provoke fierce opposition.533 This of course depends on the definition in detail and the insight that first, a federation by no means inevitably has to be a state under international law, and that second, the transition between centralisation and decentralisation can be manifold. In this vein, disentangling federal elements from the debate on statehood and sovereignty is, similarly like for the political science discourse, essential.

In economic theory, there tends to be no strict differentiation between federal and central states since aspects of fiscal devolution are economically not per se limited to federal states.534 The focus of economists on efficiency and equality issues is contrasted by political scientists’ emphasis on participation and coordination, whereas public law analysis focuses more on constitutional principles of federalism, democracy, and solidarity.



ii.The EU: A Fiscal Federation with a Weak Federal Level

For decades, academic debate on the ‘federal vision of the EU’535 has been centring around federalism as a general concept overarching all policy fields. Fiscal aspects have neither been explicitly excluded nor specifically concentrated upon. This appears to be changing, not the least in the aftermath of the financial and fiscal crisis that had started 2007/08.536 

Measured by our definition,537 the EU as well as the EMU meet the criteria of Fiscal Federalism and consequently of a Fiscal Federation. Arguably, this is not depending on a specific concept of fiscal policies, be it broad or narrow. The latter would see the surveillance of sound Member States’ financial stability like in the SGP538 at the core of any federal fiscal authority, while a broader notion would encompass the traditional power to raise and administer taxes539 which would be divided between the federal and the national level.

A closer look at the EU characteristics and the specificities developed over time reveals that we are talking about a comparatively weak ‘federal level’ (the EU) in terms of competencies and institutions. In the course of the fiscal and financial crisis as well as during the COVID-19 crisis, however, considerable strengthening of EU instruments had been enacted. It is rather a matter of taste (and political preference) whether to address the result as a ‘weak’ or as a ‘strong’ federation, meaning: a week federal level juxtaposed to strong components, the Member States:


	The authority to raise, manage, and spend public revenues (fiscal powers and functions) mainly rests with the Member States. The political decision on each and every element of public revenues (objects and amount of taxation, division of lawmaking and implementation capacity within the state, beneficiaries of public spending et cetera) are not substantially curtailed as such. Compared to the Member States, the EU budget – the revenue side of it resulting from the limits of the ORD – is small and amounts to approximately two per cent of the 27 Member States’ national budgets.

	Member States’ related activities are restricted mainly by the SGP, a pact to maintain sound public finances – 3 per cent GDP national deficit, 60 per cent GDP national debt – including the option of sanctions. Over the years, the latter have come close to a mere theoretical possibility given the lack of any such sanction during the 25 years of EMU despite several ‘occasions’.

	Consequently, limitations to the Member States’ use of public funds are deficit and debt oriented and, thus, mainly quantitative in nature. As regards qualitative ‘EU steering’, the attention turns away from legal obligations to financial incentives. The most important among them result from conditioned financing, specifically as developed in the framework of the ‘Structural Funds’ and during the COVID-19 crisis in the framework of the NGEU Programme. The latter so far deploys the biggest economic ‘firepower’ coming from the EU budget in times of crises. As mentioned, NGEU is an exceptional programme, limited in time and financed by debts the EU was authorised to take on until 2026 and which should be repaid by 2058. Under this programme, (national) spending is supported for research and innovation, fighting climate change, managing digital transformation and biodiversity.

	These recent developments, and their integration into the European Semester, unfold a particularly dynamic development strengthening the legal and de facto EU influence on national fiscal and related substantive policy decisions. This amounts to an incremental further ‘federalisation’ of the EU, ie to strengthening the ‘central’ level of the European Union also in its fiscal dimension.

	Looking at the EU and its Member States, according to our definition, as different levels of government, it has first to be noted that the organisational setup is specifically complex given that some of those members are themselves structured as (fiscal) federations, partly as federal states like Belgium, Germany or Austria, partly as states with autonomous provinces coming close to that like Spain or Italy. This means that ‘a certain margin of autonomy’ is not only existing for Member States, but also for their sub-units.

	While the margin of autonomy for the Member States remains large, the margin for the EU in turn is extremely limited. As for the revenue side, it rests on the ORD which is subject to unanimity in the Council. This means that the weight of the decentral entities (the EU Member States) is extremely high when it comes to the financing of the ‘central’ entity (the EU).

	When it comes to the EMU, the weakness of the ‘federal’, the EMU level, is accentuated by the fragmentation in several respects: membership fragmentation (through the lengthy accession procedure with more or less legal exceptions such as those for Denmark and Sweden); asymmetry between Monetary and Economic Union, the former highly integrated with the independent ECB as the central actor, the latter only loosely integrated with far-reaching Member States’ autonomy; legal fragmentation by keeping important regulatory building bricks like the ESM and the TSCG outside the EU legal order. All these fragmentations hamper the EMU’s ability to swift and efficient action.



Our conclusion that the EU qualifies as a fiscal federation is based on the status quo, meaning the pertinent allocation of powers, the actual use of EU powers and the restrictions Member States are facing under the existing body of EU law. In other words, we are not referring to the potential of competencies which are under the current Constitution attributed to the EU but have not or only to a very limited extent been used. Would we instead refer to the potential available under the Treaties as they stand today, we might even qualify the EU powers as constituting a strong federal level.

For example, harmonising taxation by the Member States is burdensome insofar as it requires unanimity in the Council, and it is even more restricted regarding direct taxation where only directives may be used.540 As a result, the current acquis is quite limited,541 specifically regarding direct taxation. This does not discredit the contention that the EU’s scope of power in the field of taxation is far-reaching, if only unanimity in the Council could be achieved. In other words: the potential is there, but the conditions for its use are such that, until today, harmonising measures do not touch upon the substance of direct taxation. Consequently, the centralising potential at EU level is far from being fully used, which leaves the substance of political decision taking at Member States’ level. Measuring the ‘federalisation’ in the field therefore produces huge differences if the EU acquis of harmonising direct taxation is opposed to the potential which is available under the current Treaty provisions, if only by unanimity.

Similarly, the ORD could introduce substantial EU resources encompassing both EU taxes and borrowing.542 This could considerably boost the EU’s economic weight in normal times as well as for emergency mechanisms. Again, such steps would need unanimity, and in this case even an additional approval by each Member State according to its constitutional requirements. Such major steps did not happen, however. As a result, the EU budget has until today remained marginal, as mentioned. Not even the consensus of all Member States that Covid 19 required a strong reaction at EU level could change that. Instead, the measures taken were construed as exceptional and limited in time.543 Also here, the potential of creating a powerful federal level is provided by the Treaties. However, the hurdles are extremely high which is visible in the modest results that could be achieved. Exploiting the potential to its full extent could change the relation between the federal and the decentral entities, the Member States, substantially.

Consequently, these caveats do not change our contention that the EU already is a fiscal federation. We reiterate, to be sure, that we are not implying any suggestions relating to statehood or sovereignty.544 Neither the EU nor the EMU, despite certain similarities, are to be qualified as a state or as a sovereign, state-like entity.

The above findings beg and accentuate our original question to what extent the EU could learn lessons from other federations, all of which are stronger integrated in that the central, ie the federal level has a more influential position in each of the above-mentioned respects.
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Lessons to be Learnt from Our Model Fiscal Federations

CORINNA DORNACHER, STEFAN GRILLER, FLORIAN HUBER, SONJA PUNTSCHER RIEKMANN AND IVANA SKAZLIC


I.The Case for Cautious Conclusions Drawing from Comparisons

The struggles of the EU and its in-built deficiencies are not entirely unique.1 A survey of our example countries for this study shows their systems were created in a trial and error fashion facing at times similar problems and roadblocks as the EU has or does now. The following chapter will focus on the lessons to be learnt from these more mature fiscal federal systems for future reforms of the EU fiscal arrangement, albeit mindful of the differences and nuances of each of them. We anticipate our main takeaway: yes, there are lessons to be learnt regarding both the core design difficulties and viable solutions. However, the specificities emerging for each of our sample countries call for a clear caveat against taking any of the solutions as a blueprint for the EU. Rather they can serve as inspiring options or unintentional warnings.



II.A Budget of Scale


A.Overview

A striking commonality of all of our example federations is that their federal budget is one of scale, meaning an economically dominant budget with the capacity to engage in macro-economic management. Generally, macro-economic management aims to promote growth and stability. Regarding the latter, economists rely on different notions of economic stability that typically map a large number of macroeconomic indicators into a single figure.2 Constructing such summary measures, however, is challenging since it is not clear which indicators to include, possibly leading to different conclusions about the level of instability. Moreover, data availability and lags in data releases imply that such indicators are difficult to use in real-time policy making and possibly prone to measurement errors.3 Alternative approaches based on time series techniques assume that stability is inherently related to situations where a given quantity (such as the spread between Italian and German treasuries) exceeds a long-run trend. Increases in spreads might reflect a deterioration in fiscal and macroeconomic fundamentals and, thus, have negative effects on macroeconomic (and in particular financial) stability. If spreads increase beyond a level deemed to be sustainable (typically defined to levels that do not trigger a self-fulfilling prophecy in sovereign risk by the private sector),4 appropriate policy reactions are necessary to push spreads back towards their long-run trends. To achieve this, the central bank and fiscal authorities coordinate their policies. Especially in the Eurozone, this coordination is absent since a fragmented collection of fiscal authorities (with different incentives and heterogeneity in optimal policy responses) has little incentive to coordinate their policy actions among Member States and with the ECB.5 The EU itself, on the other hand, does not possess a budget of scale.

Even the outlier among the group: Switzerland, whose system favours the sub-federal levels in tax revenue allocation relative to the overall tax revenue of the federation, had an annual federal budget in 2023 that amounted to roughly 10 per cent of its GDP. Conversely, the EU’s annual budget remains capped at 1.4 per cent of its GNI.6 For 2024 this amounts to approximately €189 bn (1.07 per cent of GNI).7 The vast majority of that budget (85 per cent) is spent on infrastructure projects, structural aid for underdeveloped EU regions, and agriculture.8 Due to its limited volume among other reasons, the EU budget did not play a role in crisis management during the European sovereign debt crisis. Instead, Member States opted for intergovernmental solutions eventually establishing the ESM under international law. While the intergovernmental approach has remained the preferred method,9 interestingly the EU budget negotiations turned out to be the main battleground for dealing with the lockdown, demand, and reallocation shock caused by the COVID-19-pandemic.10 Ultimately though, the NGEU policy initiative did not increase the EU budget significantly relative to its GNI11 and led to a rather substantial ‘shadow budget’ next to the general budget.12 The pandemic crisis relief effort was mainly borne by the Member States (aided by the temporary suspension of budget rules as opposed to by vertical transfers as seen in most of the example federations).13 

Historically, the example federations, which arose from independent states or former colonies joining forces (USA, Canada, Australia, Switzerland), typically allocated types of revenue to their newly formed federal government similar to the traditional own-resources of the EU (customs, tariffs, and VAT). It may be tempting, therefore, to ascribe the current difference in the volume of federal budgets relative to GDP or even to the overall tax revenue of the system simply to the early stage that the EU’s fiscal federal system is still in, both in years and development. However, this would neglect the importance of particularly customs and tariffs as sources of public revenue at the time of the founding of the older example federations in this study. The significance of customs and tariffs for public funding has decreased considerably over time and has since been surpassed in importance by indirect14 and direct taxes. While Canada and Australia intended a strong federal government from the outset,15 with Australia maintaining a notable vertical fiscal imbalance in favour of the Commonwealth to this day,16 the USA (initially) and Switzerland (still) preferred a weaker position for the federal government. Both had to adapt, though, facing the cost (or in the Swiss case the consequence of diminished cross-border trade in times) of war and economic crisis. While Switzerland’s federal government coped by borrowing to compensate for dwindling revenue and was eventually granted limited and temporary taxation powers, the USA shifted to a fiscally more dominant federal government. The example federations that emerged from devolving unitary states or empires (Belgium, Germany, and Austria), have not decentralised fiscal powers to a degree that would have made constituent units the driving force in fiscal policy matters. Except for Australia and Switzerland (showcasing a vertical imbalance in favour of the federal and the sub-federal level respectively), all other example federation arrived at a system with a roughly even division of tax revenue across levels of government relative to the overall system tax revenue.



B.Lessons and EU Perspective

The lesson that a political and economic unit requires a central budget of scale, which enables the federal level to fulfil its role as well as engage in macro-economic interventions might at first sight appear banal, given historic experiences. From the development in our sample federations, we can deduce economic and political rationales for a federal budget of scale, but little in terms of a concrete budget volume.

However, looking at the EU it is hard to conceal that the matter is far from being settled politically, economically and legally.17 One important strain of the economic debate argues that the EMU is incomplete and needs to be fixed by both making the ECB a lender of last resort and by introducing a Budgetary Union with a common budget.18 The argument runs that the fragility of the Eurozone should be reduced by small steps into the direction of a ‘political union’ based on a strong sense of common purpose and belonging to the same ‘nation’.19 These steps would include establishing the ECB as the lender of last resort as well as consolidating government budgets and debts.20 

The counter-position looks for ‘minimalist solutions’ making the euro area less crisis prone but short of a fiscal union.21 These solutions would include ways to write down sovereign debt, a sort of joint fiscal liability for the rescue of systemically relevant banks, and mechanisms to prevent the re-nationalisation of government debts holdings by banks.22 

A closer look reveals that these positions are anything but far apart in that they propose concrete steps enhancing economic stability that would in one case be seen as a means to promote ‘political union’, in the other as a means to avoid such development. The counter-position raises mainly institutional concerns of a constitutional dimension for its caution. It is said that a common budget would need appropriate democratic representation in the euro area parliament. The EP, however, could not legitimately pass a common budget given the overrepresentation of smaller and underrepresentation of bigger Member States.23 While this is certainly a valid objection, we would prefer to rectify the flaw by improving parliamentary representation and co-decision of the EP also in economic matters.24 The disproportional composition of the EP has been a concern for quite some time. There may be a temptation to play the issue down by pointing to the small size of the EU budget. However, this is not a strong argument for a principled debate, even less so if we take the increasing volume of the EU budget into account, not the least under the NGEU. We, therefore, incline to the first mentioned contention that a common budget of scale would be desirable in order to make the EMU more robust and stable for times of crises.25 

Politically, participating in a federation and by extension progressive integration is at its core for formerly independent states or colonies a strategic choice to surrender independence in return for increased external security and internal economic efficiency.26 That is why crises (wars, external threats, financial and economic crises) generally lead to a consolidation of power at the central level in federations.27 Integration reforms are insofar driven by self-interest.28 We can find evidence of that in almost all of our example federations. Canada and Switzerland may be of interest here, since the provinces of the former (though mainly on the initiative of Québec) successfully reversed some war related fiscal centralisation by introducing opt-outs.29 The Cantons and people of Switzerland, on the other hand, granted its federal government only limited and temporary taxation powers in the first place. Although, this is now considered a deficiency of the Swiss federation due to the inherent uncertainty that negotiating extensions entail.30 The EU already operates under temporary budget rules, since the MFF requires renewal at least every five years (in practice typically a seven year period).31 Usually, the Council after consent by the European Parliament enacts a new ORD in the same intervals, although there is no legal obligation to do so. The ORD 2021–2027 for the first time also includes a temporary mandate for the Commission to borrow funds on behalf of the EU. Nevertheless, the borrowing proceeds were explicitly excluded from the list of own resources and are not part of the general budget, effectively creating a second budget.32 The act was politically approved and celebrated for displaying the necessary flexibility in times of crisis, but its legality remains controversial.

It has been rightly observed that ‘no budget has ever been created mainly for macroeconomic stabilisation purposes. A proper budget could only grow out of political decisions to finance defined common public goods and to design an institutional framework ensuring adequate accountability to a legislative body.’33 It might well be that the NGEU is the first and important step of combining macroeconomic stabilisation (to combat adverse economic effects of Covid-19) with financing common priorities like research and innovation, the combat against climate change, and the digital revolution.34 In other words, the common good that might be seen worth a common budget is not predetermined, it might very well be developed step-by-step as the EU goes along.

For the EU, considering the Swiss experience, permanent funding solutions as part of the general budget with opt-out options like in Canada could be a way to secure political support for further fiscal centralisation and to stabilise a system with a preference for strongly autonomous constituent units. It should be noted, however, that the opt-out of more affluent EU Member States might be detrimental to any chance of success for such a proposal.

Finally, regardless of any crisis, another political motive for ensuring that the federal level has the financial capacity to act is the simple ability to fulfil its role and constitutionally assigned tasks. Art 311(1) TFEU addresses this, rendering it the main purpose of the ORD.

Economically, the European sovereign debt crisis illustrated the need to address externalities stemming from economic asymmetries, cross-border trade and capital flows that are normally absorbed by currency exchange rates or an independent monetary policy in countries, which do not participate in a monetary union. The Canadian report35 explicitly acknowledges that Canada does not constitute an optimum currency area as defined by the OCA-theory and faces some of the issues a one-size fits all monetary policy produces. However, while it is difficult to achieve business cycle alignment across all constituent units while labour mobility may be hampered by cultural differences or language barriers, fiscal transfers to pool risk and fully integrated capital markets can soften the drawbacks related to a monetary union. Central fiscal institutions can help compensate the impact of asymmetric shocks in a way (even unconventional) monetary policy cannot.36 Moreover, it can provide a counterpart at federal level to the single monetary policy, improving the monetary transmission mechanism. Evidence suggests that the lack of these features played a decisive role in why the EU faced a sovereign debt crisis of its Member States triggered by the global financial crisis when our example federations did not. Even though only Australia’s constitution explicitly allows for intergovernmental bailouts, whereas in the other example federations the law is silent in this regard. The American federal government has previously established a no-bailout commitment in practice. How credible it still is, though, remains open.37 

As the EU struggles to optimise its rule-based approach to economic and fiscal coordination in order for its common market and monetary union to function without a central fiscal capacity of scale,38 it becomes apparent that this endeavour is not economically impossible but comes at a (potentially high) cost. A cost that the example federations either from the outset or eventually concluded were not willing to bear.

As already mentioned, the takeaways for concrete budget volumes and set-ups are limited. Few sample countries are as socially diverse as the EU or even remotely similar in economic size. Moreover, the ideal budget size also depends on the number of tasks assigned to a level of government and their respective cost-intensity. For example, the USA’s status as a global superpower and its related military spending have a significant effect on the size of the federal budget in a way that would not apply to the EU.

Since the EU shifted from a Member State contribution system, a standard feature of international organisations, to the own resource system, the primary goal of the shift, to increase the financial autonomy of the EU, has never been fully achieved. Approximately 65 per cent of the own resources are generated by so-called GNI-based own resources,39 which are effectively Member State contributions. There are no legal restraints that would prevent the Council from allocating more revenue to the EU. Again, one might even argue Art 311(1) TFEU calls for it.

The difficulty lies in determining the resources to share with or exclusively assign to the EU. Rather than sharing already existing (harmonised) national taxes, it may be prudent to introduce new taxes that tap into tax bases directly affected by (ideally benefitting from) cross border economic activity or completely novel ones, eg a tax on revenue of digital companies. Another source could be climate change taxes geared towards setting an incentive for environmentally friendly behaviour (Art 192 TFEU).

If the borrowing mandate should become a permanent feature of the EU – and there are good reasons to allow the EU to borrow funds on capital markets not just in emergency situations, as it may enhance the efficient allocation of capital over time40 – it should be included in the own resources and thereby the general budget (ie, not as externally assigned revenue).41 

On the expenditure side the biggest issue is how the additional money would be used and by whom. It could be in the form of automatic stabilisers, direct loans or grants (conditional and unconditional).42 Aside from automatic stabilisers, any form of discretionary stabilisation policies or large public investment project may warrant the establishment of a new EU institution to manage and administer these funds (eg, a European Finance Minister). In any event, it would merit a discussion about ensuring democratic legitimacy and the involvement of the European Parliament in such policies and projects. Politically, the biggest roadblock for any meaningful EU fiscal capacity and corresponding spending competences is overcoming the gridlock related to fears of large and consistent fiscal transfers from the core to the periphery of the EU.43 

Other reform proposals in favour of an increased European fiscal capacity short of a fiscal union included a European Monetary Fund and Eurobonds. The European Monetary Fund would essentially entail the integration of the ESM into EU law. The added practical benefit to the status quo would likely be very small.



III.Stability


A.Overview

Defining and measuring macroeconomic (in-)stability is a particularly challenging task, not least because there are different approaches and notions used by economists as well as difficulties concerning the data availability. In this section, stability primarily refers to a resilience of the economic system, including policy responses to macroeconomic uncertainty shocks and their effects, especially in terms of developments on the financial markets. In the EU context, this specifically refers to the absence of risks of dissolution (of the Eurozone) and/or defaulting of constituent units and corresponding markets concerns and reactions. In turn, considering that our case federations investigated in this report have a much longer history and also mature fiscal federal systems such threats or concerns might be substantially less acute (if present at all), shaping markets perceptions quite differently.

We address EU and non-EU case federations separately. This is done because Austria, Belgium and Germany are Eurozone Member States and, thus, subject to the EU’s regulatory and supervisory framework aimed at ensuring stability and sustainability of public finances. The main lessons and takeaways for the EU will be therefore formulated from the examples of the non-EU case federations.

In non-EU case federations (Australia, Canada, Switzerland, USA), there are usually no agreed rules and limits at the federal and sub-federal level but rather autonomously introduced (self-imposed) constraints. Moreover, with the exception of Australia, where intergovernmental bail-outs are expressly allowed, intergovernmental bail-outs are neither expressly allowed nor prohibited in Canada, Switzerland, and the USA Still, both the Swiss and the USA reports point to a de facto no bail out policy in these federations.

Fiscal discipline either at the federal or the sub-federal level in examined non-EU case federations is mostly not regulated or controlled. Still, in Switzerland, the debt brake at the federal level is included in the constitution and implementing legislation, supervised by the parliament and in some cases approved by people in referendum. Similar procedures might exist at the cantonal level as well. In the USA, there is a legislative debt ceiling at the federal level and the Congress needs to approve its increase for a budget to be enacted, but it is generally not considered as a strong or effective constraint. In Australia, there are ex-post reviews of the government expenditure and tax programmes performed by the independent agencies which report to the parliament at the federal and the state levels as well as the Parliamentary Budget Office established at the federal level and in some cases also at the State and Territory levels. In addition, ad hoc independent government reviews can be conducted at the federal and state levels, mostly due to underlying political reasons. The Loan Council mostly provides a mechanism for reporting on borrowing policies across the federation. Thus, the main aim is to increase transparency and accountability of public finances rather than to enforce the oversight of debt and borrowing limits.

There is a quite different framework for ensuring financial stability in case of federations that are at the same time EU Member States (Austria, Belgium, Germany). Most notably, fiscal discipline is strictly regulated by EU law and the Fiscal Compact.44 In addition to the EU framework, the German Constitution defines a debt brake at federal and state levels, with states also defining their own debt rules. While the Austrian Constitution does not define the debt break, each level of government (federal, states, and municipalities) is constrained by mentioned EU rules as well as the Austrian Stability Pact (a Treaty concluded between the federation and the provinces). Apart from the EU rules, there are no other constraints at the federal level in Belgium, while at the sub-federal level there is formally the internal fiscal pact, including the procedure by which the federal Minister of Finance can limit borrowing at the regional level if it exceeds the agreed limits. However, this pact and its procedure have not been further developed or yet triggered in practice. Regarding the intergovernmental bail-outs, there are no specific arrangements in Austria and Belgium (ie, bailouts are neither expressly prohibited nor allowed), while in Germany they are mostly prohibited at the state level, with few exceptions.

Apart from the oversight by the Commission and the Council at the EU level, supervision of fiscal discipline by independent or expert institution exists in all three examined EU case federations, as is also mandated by EU law. In addition, budgetary scrutiny is also performed by the Courts of auditors in all three countries.



B.Lessons and EU Perspective

Overall, none of the non-EU case federations seem to have particularly strict federal rules concerning fiscal discipline (apart from self-imposed debt brakes) as well as regarding intergovernmental bail-outs (usually left to discretion). Since the central bank everywhere has a fiscal counterpart (with the central fiscal capacity and ability to implement central fiscal policy responses), there appears to be little (if at all) necessity or pressure to regulate and control fiscal discipline across. The issue is more or less left to the discretion of the members of the federation. Equally absent explicit rules on bailouts, financial markets might assume that the federal government would, if need should be, act as a lender of last resort. This might in turn limit increased bond spreads.

Notwithstanding high debt levels and negative effects of the global financial crisis, none of the non-EU case federations experienced economic turmoil comparable to the EU. The existing practice of introducing self-imposed limits (debt brakes) in most of these federations might indicate the benefit of fiscal discipline scrutiny, even if monitoring and/or supervision is not reported to be particularly constraining. Even in Austria, Belgium and Germany, the effectiveness of independent bodies ensuring the fiscal discipline appears to be mixed.

We incline to conclude that the EU setup with its marked asymmetry between monetary and economic policy integration is so specific and different if compared to our sample countries that direct conclusions should be avoided. The EU design of monitoring fiscal discipline of its Member States – as disputed and somehow inefficient it has been over the decades, given the fallout of the Eurozone crisis – might be imperative under the current asymmetry. That might change once the EU, id est the Commission and the Council together with the European Parliament, should be transformed into a powerful economic counterpart to the ECB. A prerequisite for such a transformation would be the creation of a budget of scale.



IV.‘One Size Fits All’ Monetary Policy


A.Overview

The ‘one size fits all’ dilemma refers to a – necessarily in substance uniform – monetary policy by a central bank for economically diverse members which might have different needs or might be hit by asymmetric shocks.45 

Inflation targeting has become a standard practice of all central banks. Yet, price stability is not the only nor primary objective of the Federal Reserve,46 the Bank of Canada47 or the Reserve Bank of Australia48 according to their respective statutes. Other objectives of equal legal rank include full employment and economic growth. Particularly, the Canadian report highlights, too, that not all of the provinces benefit equally from the central monetary policy.49 Inflation targeting in a monetary union requires a single, centrally set target. The observed inflation rate in the federation is an average of all regional rates. The ensuing aggregate response works best if the spreads among regional inflation rates are small. This is – or at least has been – mostly the case in the USA, where the predicted regional inflation rate policy pursuant to the Taylor Rule remains within a narrow band around the actual one set by the Federal Reserve. In the long run, the Federal Reserve’s interest rate policy does not produce an obvious pattern of disadvantages or advantages for any particular region.50 In Canada, the situation is less homogenous. The Canadian federation is increasingly experiencing asymmetric shocks without the Bank of Canada being able to tailor its inflation target policy to regional developments, since the institution is responsible for the aggregate development. This has caused significant differences in prices across provinces affecting cost of living, business competitiveness, and investments.51 

Regarding external monetary relations, all central banks operate under a flexible exchange rate regime. Free-floating currencies provide a buffer against external shocks but can also create challenges for natural resource and commodity rich federations if those resources are concentrated in certain regions while other regions rely on different factors of production. Both the Canadian and Australian reports mention the volatility of energy and commodity markets, their significance for the value of their respective currency and how such currency moves affect their provinces and states differently.52 In Australia, these differential effects often play a role during intergovernmental negotiations concerning fiscal relations between the Commonwealth and the States, since they are a matter of concern for State and local governments. Aside from the option of fiscal transfers to pool risk, policies to support and improve interstate labour mobility, the functioning of capital markets as well as the synchronisation of business cycles can be effective compensatory measures to cope with the drawbacks of a single monetary policy. Although the Canadian report acknowledges that business cycle alignment may be increasingly difficult to achieve,53 like the American report it maintains the importance of other institutions than central banks in helping to balance burden related to asymmetric shocks.54 



B.Lessons and EU Perspective

All of the sample federations face the challenge of maintaining a common currency area in which the adverse effects of a ‘one size fits all’ monetary policy do not outweigh the integration gains. The public and expert discourse surrounding this topic is obviously different from the EU given undisputed statehood and ample experience. Nevertheless, economic diversity across territories and over time are causing strain whenever the disparities increase. As to whether and why absorbing such asymmetries might be easier without a ‘one size fits all’ policy is controversial. Explanations focus on measures taken by fiscal and other authorities, not on specific strategies of the central banks. Implicitly (in Canada’s case explicitly),55 the limitations of monetary policy compared to economic policy responses are acknowledged. This is the case even if the respective central bank statutes include a broader mandate56 if compared to the mandated focus on price stability for the ECB.

A takeaway might be that drawbacks of a single monetary policy for a diverse economic landscape are easier to address by common fiscal and economic responses. Again, this refers us to the importance of a federal budget of scale which could counterbalance adverse effects of a monetary union. In other words, the challenge is not to correct a flaw in the ECB’s conduct of monetary policy, but to create a balanced design of monetary and economic policy at the EU level replacing the mentioned asymmetry. Generally, monetary unions with a strong central fiscal authority appear to enjoy an effective transmission of monetary policy across their territory without having ‘to counter unwarranted, disorderly market dynamics (…) in jurisdictions experiencing a deterioration in financing conditions not warranted by country-specific fundamentals’.57 Backing by a strong fiscal authority fosters the notion of financial markets that the credit rating of the federal government is a proxy for credit ratings associated with the local governments (which often do not have a separate credit rating).

Furthermore, it is to be noted that the central banks of our example federations largely engaged in similar ‘unconventional’ policy operations as the ECB to cope with the financial crisis, the pandemic and the war in Ukraine. QE became a common feature of central bank strategies. Given the broader mandate, the legality of such measures was less controversial than for the ECB.

Against the background of rising inflation rates, central banks have begun raising key interest rates accordingly. Selective open market instruments, intended to ensure a smooth monetary policy transmission like the Transmission Protection Instrument (TPI)58 or previously the OMT-Program, so far do not play a significant part in the monetary policy strategies in the USA, Canada or Australia. The Federal Reserve’s introduction of the Municipal Liquidity Facility in 2020 may be an exception. The facility serves as a backstop in the event of a systemic crisis and demonstrated the Federal Reserve’s readiness to intervene. Notwithstanding the upsides, fiscal conservatives in the USA are concerned about moral hazard and negative incentives, advocating for ‘a return to clear separation between Treasury and the Federal Reserve, while some progressives are pushing for an expansion of the newfound collaboration’.59 Evidently, similar concerns are the motive behind Arts 123–125 TFEU.

Perhaps the solution lies somewhere in the middle, a path the ECB is attempting to forge. However, it finds itself in a legally grey zone. With a view to our ‘budget of scale’ lesson, a way forward might be to share the burden between the ECB and an EU fiscal authority while at the same time keep restraints which would impede moral hazard.



V.Division of Competences


A.Overview

The cornerstone of a fiscal federation is a decentralised fiscal structure featuring the division of fiscal powers and functions between different levels of government, granting each level some degree of autonomy.60 There is no blueprint on how competences should be divided and corresponding relations be arranged. The (financial) Constitution of a federation most commonly determines which level of government has legislative taxation powers, administrative powers related to tax collection and the authority to allocate revenue. Division of competences (including fiscal competences) between levels of government in the federal system can generally follow sectoral of functional logic. According to the former, legislative and administrative/executive powers for public tasks and services are allocated to either federal or sub-federal level as per specific policy area. By contrast, according to the latter, the powers and competences are allocated to either federal or sub-federal level as per functions (legislative or administrative/executive). It is important to note that irrespective of which of the two designs dominates there is rarely a clear and strict form of either division in practice. The effectiveness of both governance and the use of public revenues plays an important role, as does the principle of subsidiarity.

The following overview considers the following aspects: the extent to which each level of government is assigned public tasks, the level of (de-)centralisation of the legislative and administrative taxation powers, the ability of each level of government to raise and spend revenue to self-finance its assigned tasks, and finally, the borrowing authority of each level of government.

Starting with task distribution, all levels of government dispose of significant public tasks across the seven federations. This is no obstacle for widely divergent approaches when it comes to details. In four of the countries (Belgium, Germany, Switzerland and the USA) we find a fairly balanced division of tasks (in number and importance). By contrast, in Australia and Canada, more important tasks tend to be assigned to and exercised by the state (id est the subcentral) level. The contrary is true for Austria where the federal level has more and more important tasks assigned.

When it comes to legislative and administrative powers, most countries synchronised the authority to impose, regulate, collect and enforce taxes, as they mostly follow sectoral division of functions (Germany and Switzerland being the exceptions to the rule). In Belgium, Canada and the USA, these powers also tend to be evenly divided across different levels of government, measured by the overall tax revenue of the system. In Austria, both legislative and administrative taxation powers are almost completely centralised at the federal level, whereas in Australia they are mostly centralised since the Commonwealth fully occupied some important taxes in practice, raising around 80 per cent of all tax revenue. There is an even division of legislative taxation powers across different levels of government in Switzerland, yet administrative taxation powers are mostly decentralised (for example, the cantons collect federal income tax). In Germany, legislative taxation powers are mostly centralised at the federal level, leaving only scarce legislative powers to the Länder. In turn, administrative taxation powers are mostly decentralised with the Länder authority, with only a few exceptions. Additionally, the principle of connectivity plays an important role in the German system. where financing responsibilities are connected to the tasks assigned and exercised. The financial burden-sharing for public tasks and services can be determined following either the logic of an executive causality, where the level of government that executes the task bears the financial burden for the task, or the logic of origin, where the level of government from which the task originates bears the financial burden.

Fiscal autonomy, understood as the ability/capacity to self-finance the assigned tasks (excluding borrowing revenue), prevails at the federal level. Everywhere, the central level may raise and spend independently in order to fully self-finance all of its assigned tasks. In Canada and Switzerland, this also seems to be the case at the state level. There are no constraints – some restrictions omitted here – to raise and spend revenue to fulfil all their assigned tasks. On the other end of spectrum are the Austrian Länder with no ability to raise and spend revenue independently. Hence, they are almost completely dependent on the revenues raised by the federal level. Within the other three cases (Australia, Belgium and the USA), the sub-federal levels are partially able to self-finance their assigned tasks. More specifically, in Australia as well as the USA, the states enjoy considerable degree of fiscal autonomy, but they also depend on the federal grants. In Belgium, the ability to raise and spend revenues varies according to the federal entity. While the Regions have some degree of autonomy, the Communities in practice do not raise taxes notwithstanding Constitutional guarantees for their full autonomy. In Germany, there is a differentiation between the power to raise and power to spend revenue at the state level. Concerning the former, the German sub-federal levels have rather marginal ability since the Länder can only determine the real estate transfer tax, while the local authorities can determine commercial and land tax. Yet, the Länder power to spend extends to all revenues.

Also, the authority and ability to borrow funds differs. In Australia, Canada, and Switzerland both the federal and state level have the ability to borrow funds autonomously, generally without constraints (although in Switzerland there are self-imposed limitations at each level). Also in Austria, Germany and the USA, each level has the authority to borrow funds. However, this is limited to varying degrees. In Austria, the domestic Stability Pact sets limitations on the amount of public debt accumulated by federal, state and municipal levels. In Germany, there are legal constraints (debt brake) at the federal as well as the state level. In the USA, the ability to borrow by the federal government is somewhat constrained by the debt ceiling. Limitations at the state level in turn mostly relate to own budget balance rules. Finally, in Belgium, the ability to borrow at the federal level is unconstrained, while the borrowing at the sub-federal level could be limited, which is yet to happen.



B.Lessons and EU Perspective

Our sample federations reveal very diverse divisions of competences, especially regarding the authority to raise and spend revenues at each level of government. Still, each level has a number of important tasks assigned, measured by the total amount of state tasks and their importance for the society as a whole. There is an overall tendency towards an even division of tasks. Some tasks of common interest tend to be centralised (such as military affairs, foreign affairs, and to some extent social security schemes). Overall, however, the level of centralisation of significant tasks at the federal level appears quite limited.

Different explanations are offered. While the division of public tasks in Canada mainly reflects compromises, the pattern in Austria is due to specific developments in its history. In Australia, states are primarily responsible for governance and services according to the Constitution, in practice. Nevertheless, the Commonwealth plays an important role not least due to the Constitutional Court’s broad interpretation of the Commonwealth’s discretion to influence states’ policy areas through grants. The Belgian example in turn reflects a continuous process of devolution, within which numerous substantive competences have been transferred to sub-federal entities.

The details of the division of legislative and administrative taxation powers represent a fundamental choice each federation need to make. Overall, the emerging centralisation or decentralisation spectrum is mixed, reflecting the mentioned sectoral or functional logic. It would be inappropriate to select any of the mentioned solutions as superior or most efficient. The German case, however, seems to reveal that a functional division of powers needs a higher level of cooperation and solidarity.

Undoubtedly, the division of competences is a crucial feature with implications for all other fiscal federal arrangements. While there is no blueprint how competences should be divided, a few takeaways seem worthwhile to consider. A useful conclusion for the EU comes at a very high level of abstraction. First, an increasing overlap of competences across federal, state, and municipal levels creates greater complexity which might impede efficiency and accountability – this is an issue eg in the USA and in Canada. In Switzerland, such overlap was addressed in the reform process (the Nationaler Finanzausgleich (NFA) of 2004/8) with the intention to provide a clearer and simpler division of tasks. Secondly, and related, clearly defined goals and performance criteria as well as respecting fiscal equivalence are desirable. The Austrian case, for example, highlights the consequences of respective deficiencies. Thirdly, transparency, simplicity and accountability are core qualities.



VI.Revenue Distribution Mechanisms


A.Overview

The choices in distributing mechanisms for revenues and expenditures is a complex field and often linked to specific historical contexts. Naturally, the particular design of competence-division has an impact on allocating revenue. A ­sectoral division of competences along policy sectors produces different results than a functional division along state power categories, also as regards the distribution of revenues. Compartmentalised fiscal federal systems mostly use tax (rate) competition to determine revenue distribution within the federation. Functionally divided systems (of usually centrally regulated, but decentrally collected taxes) require a mechanism according to which the collected taxes will be distributed among the different levels of government. Few systems, if any, display a pure form of either of these regimes, variations of tax competition and formal distribution mechanisms are the result. However, when it comes to equalisation in the narrow sense (ie, redistribution of wealth after the initial allocation of tax revenue within a fiscal federal system) a formal distribution mechanism is always required. Financial capacity, population, standards of state services as well as incentive politics (‘fair return’) are parameters that dominate. The level of complexity and transparency factors into how effective a mechanism is in practice.

The majority of the sample countries favours a sectoral over a functional division of powers, meaning tax autonomy and competition play a significant role in determining each government level’s share of revenue. Canada is a prime example of such a compartmentalised system, in which both the federal and provincial governments have the autonomous power to levy taxes on (mostly) shared tax bases. In practice, tax rate competition has given way to a (voluntary) meaningful degree of harmonisation. Except for Québec, all provinces have effectively delegated the administration and collection of taxes to the centre (Ottawa). The American system was originally designed to avoid inter-state redistribution altogether, but later amended to allow the federal government to introduce some form of it. Yet, both the federal government and the state governments each maintain their own independent tax agencies. Australia, on the other hand, is an example of separated tax bases between the Commonwealth and its states. The relatively high vertical fiscal imbalance in favour of the Commonwealth is a result of the latter controlling the main profitable tax bases. The Swiss system – which de facto moved closer to the German model – is structurally still built on the idea of tax autonomy and, thus, tax competition. Contrary to Australia, the Swiss system favours the cantonal level, to which the main direct taxes accrue. The tax harmonisation law of 1990 restricts cantonal tax competition to some degree.

In Germany, legislative powers do not correspond to revenue allocation, rendering a formalised revenue allocation process comprising several steps of apportionment necessary. First, the primary vertical allocation of tax revenue makes partial use of a system of separation (ie, certain tax revenue is solely allocated to the federal or state level). The rest (among it the most profitable tax bases like personal income and corporate profits) is distributed according to a fixed key. Next, the Länder-share of total tax revenue is divided among them following a mixed mechanism based on the principle of local revenue (revenue will be allocated to the Land in which it was collected) and the population principle (per capita).

The Belgian federation contains two layers of federated entities, which do not map onto each other, but both possess certain powers, rights, and tasks: regions and language communities. Upon devolving from a unitary state into a federation, Belgium decentralised certain taxes, introducing the concept of tax autonomy and competition, albeit in a limited capacity. In practice, regions have the power to levy certain taxes, but they still share all tax bases available to them with the federal government. The remaining financial needs of regions are met by federal grants. Communities are fully funded through federal grants. The majority of these grants are not earmarked. Allocation of funds happens according to a fixed key and inflation as well as sometimes growth indexes. Belgium also uses a combination of the local revenue principle (supposed to foster a ‘fair return’) and the population principle (a ‘needs based’ element) as allocation criteria. Within the Belgian federal grant scheme, the per capita approach refers to different groups depending on the purpose of the grant (eg, for educational grants the group is students). The latter only applies to federal grants to Communities.

Finally, Austria features a very centralised system, in which the sub-federal unites have very few taxation powers, typically employing a graduated population key that favours larger communities.

Notwithstanding the differences in volume and significance for each system, equalisation is an integral part everywhere. As such, redistributive transfers are either part of the revenue allocation process or are affected through health care and social insurance schemes or a mix of both. Correspondingly, the goals and purposes of these equalisation payments also vary. Equalisation may serve to level the financial capacity of sub-federal units, pool risks, ensure a certain standard of public services or comparable living conditions across the federation as well as a combination of some or all of these. These are but a few of the factors shaping how transfers are structured and which allocation criteria apply.

The Canadian system employs equalisation in the narrow sense61 and additionally achieves some wealth redistribution through federal block grants (Canada Health Transfer and Canada Social Transfer). The latter are equal per capita transfers, hence not designed to support specifically financially weaker provinces. The following will, therefore, focus on equalisation in the narrow sense. The Canadian federal government fully controls the equalisation programme. Currently, provincial equalisation entitlements are calculated by comparing provincial fiscal capacity to the national average. Most notably, a provinces’ fiscal capacity is measured not by its actual revenue but by a product of the provincial tax base (an estimation of total taxable income, expenditures, and assets) and the national average tax rate. Provinces, which fall below the national average, receive compensation equal to the difference. Equalisation payments are capped in two ways: (1) the compensation must not lead to a better budget position than that of non-recipient provinces; (2) total equalisation payments made are fixed at roughly 0.85 per cent of the national GDP.

Switzerland employs a combined vertical and horizontal equalisation programme. However, the biggest share is covered by the federal government. Social security and public broadcasting funds additionally redistribute wealth to some extent from high income and high level of employment cantons to those of the opposite make-up. Similarly to Canada, the newly reformed Swiss equalisation programme seeks to support cantons with a lower tax potential. In contrast to Canada, however, equalisation is only guaranteed up to 85 per cent of the national average. ‘Special regional burdens’ are addressed through specific burden sharing arrangements, which take particular financing needs into account.

Germany recently switched from a combined vertical and horizontal equalisation programme to a solely vertical one due to increasingly intense opposition to horizontal payments from wealthier Länder. A major difference to the aforementioned systems is that Germany measures fiscal capacity not in tax potential but in actual accrued tax revenue. Granted the German legal tax framework foresees fewer taxation autonomies at Länder-level and, thus, less potential tax competition than its Canadian or Swiss counterparts do. The main allocation criterion is inhabitants (per capita). Fiscal capacity gaps are balanced up to 63 per cent by granting financially weak Länder a surcharge and financially strong Länder a discount during the final steps of tax revenue allocation. Supplementary federal grants to underperforming Länder are supposed to compensate for the remaining financial disparities.

Belgium’s use of the local principle in revenue allocation (ie, the notion of a fair return and incentivising ‘good’ governance) can lead to significant gaps in financial capacity. As a partial remedy, equalisation mechanism was introduced in form of a federal grant scheme. It compensates 80 per cent of the difference between a region’s share of the total population and its share of the personal income tax (PIT). Therefore, if a region has a surplus of inhabitants who do not contribute to the PIT revenue (eg, unemployed persons, children), it will receive payments from the solidarity grant.

The very centralised system of Austria predominantly uses the graduated population key also to determine equalisation payments, which favours larger over smaller municipalities.

Within the Australian federalism, their equalisation mechanism is intended to fully level fiscal capacity across the federation and compensate for the diminished tax autonomy of the states. To achieve this, Australia employs a complex formula using fiscal capacity, fiscal need and population as criteria. A recent reform introduced a floor guaranteeing a minimum of 70 per cent per capita share. In the case of Western Australia, this floor inflated the state’s budget beyond its actual financial needs.

The USA is the clear outlier among the group, since it has no formal equalisation mechanism. However, there is what could be described as ‘equalisation by stealth’ due to the per capita balance of payments by state being negatively correlated with income. Moreover, there are federal grants, which operate with broadly progressive formulas. Mostly, however, the power dynamics in the USA Senate regularly lead to a per capita allocation criterion combined with, particularly for small states, generous minimum floors.



B.Lessons and the EU Perspective

The majority of the sample federations achieves a roughly even vertical division of revenue relative to the total revenue of the federation (except for Australia and Switzerland) through either tax competition (sometimes constrained by legally mandated or voluntary tax harmonisation) or pre-determined revenue allocation keys. Those who do not depend predominantly on tax competition base their allocation keys for shared taxes often on a combination of population and local revenue principles. It appears that a sustainable balance between the notion of a ‘fair return’ and more needs-based criteria as well as an even division of revenue across government levels are favoured. Considering the less cost intensive task load of the EU compared to the majority of federal governments, the Swiss template of a vertical imbalance in favour of the sub-federal level might be a more realistic task for the EU. Moreover, while fiscal centralisation is conducive to an adequate representation of common interests across a full range of economic and social issues, a more decentralised, competitive form of fiscal federalism is beneficial for democratic accountability and the overall responsiveness of the system. In general, bar any paradigm shifts future reforms of EU fiscal relations will have to contend with a high degree of horizontal tax competition within a functionally divided competence structure. Member States will be unlikely to relinquish their taxation autonomy (a feature also present in the Canadian, Swiss, and American fiscal federalism), whereas the EU presently does not have the administrative body to carry out tax administration and collection even if it gained taxation powers.

Another lesson from the example federations is the usefulness of a fiscal equalisation programme even if it might be minimal.62 Vertical transfer solutions appear to cause less political strife between financially stronger and weaker states than horizontal mechanisms. Within the EU, participation in such a programme could be restricted to Eurozone Member States only. From a system stability perspective, Eurozone Member States likely stand to require, but also benefit most from transfers that help counteract some of the adverse effects of entering a monetary union. However, expanding this particular field of differentiated integration to include also equalisation may hamper integration in the long run. In particular, it could render achieving the necessary convergence to join the Eurozone, which is still a legal obligation of all Member States with a derogation, more challenging, should it cause the gaps between ‘Ins’ and ‘Pre-Ins’ to widen.

Regarding potential distribution mechanisms, the Swiss and Canadian system appear especially instructive, since their respective sub-federal units enjoy a high degree of autonomy in tax matters. As mentioned above it is to be expected that EU Member States will continue to hold on to their taxation powers or as much as possible anyway. Both Canada and Switzerland measure fiscal capacity based on tax revenue potential rather than actual accrued revenue. In this way the political accountability and responsibility of falling short of their potential (or at least below the national average) remains squarely with the sub-federal units, whereas structural disadvantages are (partially) compensated.

Almost all country reports recommend the use of simple and transparent formulas to calculate equalisation payment entitlements, although most of the countries fall short of this goal themselves. In other words, with regard to equalisation, the sample countries demonstrate what should be avoided. Judging by the American and Australian experience, the insertion of a minimum floor appears to disproportionally benefit smaller states and can lead to unwarranted budget surpluses, especially if the floor does not take special revenue windfalls into account that may accrue in a given budget cycle. However, it may be prudent to introduce ceilings for total equalisation payments, eg a certain percentage of GDP, as well as to ensure that non-recipient states do not fare worse financially than those who receive equalisation transfers, in order to avoid moral hazard issues and internal conflict.



VII.Solidarity


A.Overview

‘Solidarity’ is a colourful term.63 Here we apply a broad understanding of solidarity that means mutual support both if it is mandated or (only) allowed including cases where support is subject to a political decision which is regularly taken in one way or another. If financial support or equalisation mechanisms are subject to broad discretion of the competent authority, this would preclude the existence of a system of solidarity. In primary EU law, solidarity addresses mainly legal relations (obligations) between Member States.64 

In a continuous requirement of balancing the self-rule and shared-rule within a system, marked by either the process of coming together or holding together, solidarity is of special significance for federalism. While the need and demands for solidarity-based solutions might become particularly relevant in exceptional and emergency situations, some level of solidarity among different levels of government and regions in a federal system more generally is required in managing diversity, fiscal matters included. Below we address some aspects of system-wide solidarity approaches across the seven model countries federations as well as the EU perspective and possible future responses on the ground of solidarity.

Our sample countries display a range from highly developed solidaristic systems with an established practice of intergovernmental burden and risk sharing, such as in Australia and Germany, to almost non-existent systematic solutions as in the USA. All other case federations have some solidarity mechanisms and institutions, providing for intergovernmental burden or risk sharing.

In particular, the established systems in all cases but in the USA are explicitly or implicitly based on solidaristic concepts. They demonstrate solidarity (to varying degrees and with different effects) through fiscal equalisation mechanisms and additional financial instruments with the objective to ensure provision of balanced public goods and services, and in case of Germany and to a limited extent in Austria, also living conditions. By contrast, there are no such efforts to support state and local governments in the USA, apart from the Medicaid and unemployment insurance programmes.

Overall, it appears that fiscal federal arrangements across the board reflect the diverging approaches in emphasising autonomy (and responsibility) or solidarity and the extent to which they manage to balance their respective elements. For example, the system in the USA strongly emphasises the autonomy of each level of government. Although in practice federal and state responsibilities became increasingly intertwined and there is ever greater importance of intergovernmental transfers from the federal level to the states, generally there are no nation-wide expectations or pressures for a system-wide solidarity. Despite the strengthening of the role of federal government, the states still have a significant degree of policy autonomy.

A different example emerges from Australia. In it the extensive horizontal equalisation based on both fiscal capacity and fiscal needs makes the established system highly solidaristic, achieving also significant equalisation effects. Yet, the operation of such a system is based on the high levels of vertical fiscal imbalance due to the Commonwealth’s monopolisation of the main tax bases. Coupled with the Commonwealth’s extensive spending powers, this results in greater dependence of the states on the fiscal equalisation payments and their decreasing policy autonomy.

More mixed approaches are also possible. For example, while fiscal autonomy and responsibility of each level of government are pronounced in the Swiss system, the vertical and horizontal financial solidarity is important as well. In addition to fiscal equalisation scheme with unconditional payments, there are other conditional and unconditional fiscal transfers or shared revenue resources in Switzerland. Overall, the established system does not substantially affect a high degree of cantonal autonomy, although importance of these transfers varies across cantons. In Canada, the concept of solidarity is a core element of fiscal federal arrangements, and in particular the fiscal equalisation, which is stipulated in the Constitution. Beyond the fiscal equalisation programme, also the national employment insurance programme and the pension fund as well as regional economic development programmes reflect a system-wide solidarity. These solidaristic aspects of the system (also used to strengthen national unity), however, need to be balanced by equally important emphasis of the provincial autonomy. In this regard, possible opt-outs as well as discretion in utilisation of transfers by provinces are important elements of the Canadian arrangements. Moreover, the Canadian fiscal equalisation only determines provincial fiscal capacity since the assessment of fiscal needs was rejected by provinces due to fears that this might negatively affect their autonomy.

Our model countries also showcase that solidarity-based arrangements regularly come with criticism. As examples in Switzerland, Canada, Australia, Germany, Belgium indicate, net-contributing federal entities are more likely to question or raise objections about the fiscal equalisation scheme. Usually, arguments of less supportive entities emphasise that the equalisation transfers provide negative free-riding incentives for financially weaker entities, while penalising those who perform well (as shown in cases of Australia, Belgium and Germany). Long-lasting objections might lead to changes or adjustments of the system. For example, in Germany, objections to horizontal equalisation payments by economically and financially strong states, which were also taken to the Federal Constitutional Court, resulted in changes of the fiscal equalisation scheme. That is, with the most recent reform, no horizontal payments are transferred at least formally, but vertical transfers increased instead. Furthermore, donor cantons in Switzerland usually strive to modify cantonal solidarity but recipient cantons manage to prevent major changes, mostly because they have majorities in parliamentary chambers. Nevertheless, another solution, that every canton has become gross recipient at the expense of the federal level is important as well. Another example is Belgium, where adjustments of the fiscal framework reflected demands of the Flemish region for greater regional tax autonomy and more emphasis on the ‘fair return’ criterion in the allocation of grants in the latest institutional reform. Finally, conflicts over fiscal arrangements might appear at the lower levels as well, as cases in Germany and Austria show.



B.Lessons and EU Perspective

Notwithstanding significant differences in the established systems and practices, there seem to be at least some solidaristic aspects in all our model federations. Moreover, it seems to be important to formalise (solidarity-based) arrangements. Unlike all other examples, in the USA there are mostly no notable systematic solidarity-based mechanisms. During national and/or regional recessions, however, the federal financial assistance is provided on an ad hoc basis. The problematic aspect of such approach, as indicated in the USA report, is that the assistance tends to be delayed, disputed, and inefficient in terms of results (poor targeting). Hence, it should be avoided. In considerations of possible solutions in the EU, defined and formalised mechanisms might be more effective than ad hoc interventions. Finally, system-wide solidarity arrangements are not without criticism and require a broad consensus. Although initiatives to eliminate equalisation as a whole and/or threats of exiting were observed, most criticism and conflicts usually tend to revolve around the terms and the extent of equalisation payments. Addressing these issues requires adequate mechanisms of compromise building and significant level of negotiations and consultations. Moreover, transparency and simplicity of the system of fiscal transfers is important, which all federations strive to achieve. In any further developments of fiscal federal arrangements, the EU would need to improve on compromise building mechanisms. While finding pragmatic proposals and targets might be important, outcomes at the lowest common denominator are rarely beneficial.

Our model countries display a broad variety of solidarity mechanisms including equalisation schemes. We do not conclude that this is an indispensable feature of any fiscal federation. The USA is an example to the contrary.

As developed above,65 the EU system started from marginal elements of financial solidarity, later complemented by the ESM, a remarkable solidarity-based mechanism if only outside of the EU legal order. Next was the solidarity-based financial assistance created during the Covid-19 pandemic, inside the EU legal order this time but limited in time and regarding the purpose. The EU is still far from disposing of a principled equalisation scheme.

By showcasing the solutions found in our sample federations we do not suggest that similar solutions for the EU are without alternative. The EU could continue with hybrid solutions as developed in the last decades. However, we contend that it would be better off – meaning it would create a more efficient financial system – if it could take the political decision to develop a principled system of financial solidarity that could work as a constant element within the EU Constitution, as opposed to the many ad hoc solutions of the past which were crisis-born, controversial and deficient in many ways. In other words, the experience in all our sample federations – even the USA where solidarity is mainly performed on an ad hoc basis – and the experience within the EU since the financial and debt crisis, make a case for more elaborate solidarity mechanisms within the EU. Clearly, they should address swift, coordinated and powerful reaction in times of crises,66 which at the same time would be an important purpose for the use of a budget of scale.

This would not necessarily include equalisation schemes aiming at the direct reduction of income or wealth disparities. The huge differences between the Member States regarding social security, education, health, and direct taxation would jeopardise meaningful equalisation. Arguably, further approximation of these financially crucial policy fields might be a prerequisite for developing sustainable equalisation schemes.

It would be a second, distinct argument to advocate enhanced solidarity as a value in itself which is anchored in the fundamental values of the Union as mentioned in Arts 2 and 3(3) TEU.

We contend that these two aspects: solidarity, first, as a means to improve economic stability and efficiency in the EU, and, secondly, as a value in itself, deserve a thorough debate. Side-by-side to the budget of scale we consider ­improving solidarity as the most compelling lesson to be drawn from the experience in our model countries.



VIII.Representation of Sub-federal Units


A.Overview

As argued by Fossum and Jachtenfuchs: ‘representation serves as a vital bridging device between federalism and democracy; representation is intrinsic to federalism’s balancing of shared rule and self-rule.’67 Following these lines of argument, representation is perceived as a crucial element to connect citizens via sub-units and individuals and it is, therefore, important to be considered in this part on the lessons to be learnt for the EU. All seven sample federations have bicameral legislatures. Yet, although they all have a second chamber (Senates in Australia, Belgium, Canada, USA, Federal Councils in Austria and Germany, and the Council of States in Switzerland), there is a significant variation with regard to their selection system, composition, size and the apportionment of seats method as well as their powers in terms of participation and influence in federal legislation.68 Still, who and how is represented, and here especially in fiscal matters, is important not least because the legislation serves to regulate the system and manage conflicts, including fiscal relations.

In Australia, Switzerland and the USA, members of the Senate are directly elected with equal representation of the states (ie, regardless of the population size). Both chambers of the bicameral legislature in these federations enjoy equal legislative powers. Since the second chamber/Senate has absolute veto power, both chambers need to agree for federal legislation to be adopted. In Canada, by contrast, members of the Senate are appointed by the Prime Minister. Formally both chambers enjoy equal legislative powers, but the Senate very rarely utilises its power to block the federal legislation in practice.

In other three federations, members of the second chamber are either elected by sub-national parliaments (Austria), appointed by sub-national government (Germany) or appointed by regions and language communities as well as co-opted by members of the Senate (Belgium), with weighted representation. Moreover, the second chambers in these federations have a weaker role with their legislative powers depending on the policy area in question. In Austria, the Federal Council has only a suspensive veto power, also in the case of Financial Equalisation Law, except in cases where the Länder competences are concerned and in EU matters (where its power is enhanced). The German Federal Council has a strong position, especially in tax legislation, but its absolute veto power is limited to ‘consent bills’. In Belgium, federal laws that qualify as ‘special majority’ laws can be blocked by regions. This includes the Special Financing Law (SFL), which requires a 2/3 majority as well as majority in each language group in both chambers of the parliament.

Furthermore, in most federations, the governments of constituent units usually rely on informal intergovernmental forums69 to exert their influence in federal policy- and decision-making. The Conference of Cantonal Governments in Switzerland, for example, serves as an important channel of representation of cantonal interests and preferences and can influence federal legislation. Moreover, a referendum on any act of parliament can be requested by eight (or more) cantons, but this is a mechanism rarely used in practice.70 In Australia, the Council of Australian Governments and the National Cabinet, gathering federal, state and territory governments, became important venues for formulating agreed policies. Yet, more generally, the Commonwealth does not consult the state governments when exercising federal powers, except in cases when the matter falls within the state powers. Furthermore, in Austria, there is no obligation for the federal government to negotiate the fiscal equalisation with sub-national units and the National Council (the first chamber) adopts the Fiscal Equalisation Law, but the State Governors are usually consulted before decisions are adopted at the federal level. Political consensus is important, and the Conference of the State Governors does play a role. Finally, since in Canada the field of fiscal federalism (fiscal arrangements and transfers) falls within the scope of federal government and the Sente is largely perceived as not effectively representing provinces and their interest at the federal level,71 the consultation with provinces is important in ensuring the acceptability of the fiscal federal decisions.



B.Lessons and EU Perspective

Notwithstanding significant variation of their established systems, sub-federal units participate in federal legislation in the examined federations. In addition, (informal) intergovernmental mechanisms and venues through which governments of the sub-federal units are able to secure representation of their interest and preferences and exert influence in federal policy- and decision-making, play an important role in many case federations.

In the EU, Member States are represented and participate in the EU’s policy- and decision-making via the Council of the European Union, which gathers representatives of each Member State government (ministers, depending on the policy area). For most EU policies, the Council shares legislative function with the EP, the only directly elected EU institution which represents the EU citizens. The Council also performs executive and coordinative function in some specific policy fields (common foreign and security policy, EU economic governance). Overall, Member States’ interests and preferences are strongly represented in the Council, and they can exert significant institutional influence at the EU level. This also applies to EU budget-related matters (for example, the MFF needs to be adopted by unanimous decision in the Council). Furthermore, the EU crisis management tends to resort to intergovernmental methods and settings, strengthening the role and powers of the Council as well as the European Council (gathering Member States heads of state and government). During and after the Eurozone crisis, the role and importance of the Eurogroup and Euro Summits in decision-making processes increased, thus strengthening euro area Member States representation and interests.

Considering divergent solutions to representation adopted in our sample federations, there seems to be no specific lessons for the EU. Yet, overall, Member States’ representation and influence in the EU appear more powerful compared to the sample federations. In the aftermath of the economic crisis, intergovernmental settings, especially in the EMU, tend to be further strengthened.72 It is a specific topic that this could be improved by enhancing parliamentarism at the EU level.73 
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Reform Options – Political Choices Based on Principled Reflection
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I.The Background to the Cumbersome Reform Progress – Or: Beware of the EU’s History

Politically influential proposals for the reform of EU institutions over a long period of time, specifically while hope for constitutional reform was alive, used to be presented under the heading of enhancing efficiency and transparency, not the least with a view to enlargement.1 Proposals explicitly addressing, on the principled basis, a desired future constitutional architecture, have been the exception. An example of the latter is Joschka Fischer’s speech at the Humboldt University in May 2000,2 which, in retrospect, might be viewed as an opener for the subsequent effort to establish a Constitutional Treaty.3 He proposed a ‘European Federation’ including a ‘fully-fledged’ European Parliament and a division of competences, on the basis of a concept of shared sovereignty. Immediately, this provoked harsh criticism. Tony Blair opposed ‘the view of Europe as a superstate, subsuming nations into a politics dominated by supranational institutions’ which allegedly ‘fails the test of the people’ and denounced the ‘so-called democratic deficit’.4 

The Constitutional Treaty failed.5 The subsequent Lisbon Treaty avoided any ‘constitutional language’ that could have provoked fresh rejection.6 Even where institutional changes were made, including modifying the balance between institutions,7 and largely incorporating the reforms that were foreseen in the Constitutional Treaty, this was done in a language as neutral as possible. One main reason was to downplay the constitutional significance of the reform and thereby avoid ‘dangerous’ national referenda and other obstacles to the ratification procedures.

The actuality of this 20 years old debate in 2025, specifically including the topic of ‘federalism’ and ‘fiscal federalism’ is puzzling, even in the aftermath of Brexit. Anything similar to the above debate has been constantly avoided ever since, as has been the use of the discredited ‘F-word’. Despite all, rather because of this reticence, the underlying questions are lingering and at the heart both of the setbacks to the many reform initiatives as well as the cautious wording of any remaining reform ambitions, not the least regarding the EMU.8 

The above has been, over the years, the background to the adoption of legal measures combating the crisis. After the failure of the Constitutional Treaty, and the difficulties in ratifying the Lisbon Treaty entering into force only in 2009, that is after the beginning of the financial crisis, another swift treaty change seemed out of reach. The crisis had to be combated on the grounds of the Lisbon Treaty. The unwritten but dominant motto has been, and probably still is: No treaty change! In the words of Jean-Paul Kepenne: ‘When the euro area crisis erupted, strong measures of solidarity and reinforced coordination within the euro area were felt necessary, but the union was truly missing adequate legal basis for the adoption. The pressure of events and strong legal creativity were, therefore, crucial for moving forward’.9 

In a situation of that kind, the effort to avoid Treaty amendments and nevertheless perform unprecedented and far-reaching troubleshooting creates inevitable tension. Caution is no guarantee of escaping the sensitive issue. It remains on the agenda, if only by implication. However, such circumstances render it less promising to concentrate on the arguments explicitly put forward in the debate, which remain mostly ambiguous, or concentrate on transparency, efficiency, and the lack of alternatives. No one of the institutional actors – Commission, European Parliament, Council, ECB, CJEU, Member States’ Governments – can be expected to reveal eventual aspirations for institutional change or a shift in power. An increase in efficiency, transparency and the need to maintain the ‘institutional balance’, while doing what is considered without alternative, is certainly less controversial.

Reform decisions are political decisions. It is not for scholars to make politics. However, academia has the privilege to explore reform options without risking defeat at the ballot. This may be seen as a blessing and a curse at the same time. It allows to draw lessons both on the basis of theory and experience without constantly aiming at immediate political acceptance and success. The curse is that any exercise of that kind is easily denounced as irrelevant if it is perceived as out of reach of the required majorities. We are well aware of these risks while we are still aiming at striking the balance.

One important lesson should be emphasised at the outset, when looking at our model countries. While common features – specifically the allocation of taxation powers and expenditure responsibilities, imposing fiscal discipline and organising transfer systems (mostly with equalisation objectives and/or solidarity mechanisms) – can be identified at a very high level of abstraction, clearly, political, legal, and economic developments over time that were crucial for the solutions found are very peculiar for each and every country.10 This meets with findings of previous studies: while the challenges different federations face ‘may be very similar, the solutions they discover and adopt are often unique and local’.11 

The many differences leading to a plethora of different solutions in the selected model countries make caution advisable when it comes to conclusions for the EU. What might appear as disappointing at first glance we qualify as an important outcome: history led to very diverse systems, all of which developed specific solutions for the common challenges of organising the fiscal setup of federal states. The creation, the development, and the status quo of the EU are at least equally specific if not unique if compared to the model countries.12 This is why copying features from our model countries would most likely not work for the EU. The latter needs to build on its own specificities to find its specific way forward.



II.The Guiding Force of the EU-Constitution and its Principles – Or: Making Principles Interactive and Operational

EU reforms, similarly like reforms in nation states, do not unfold in a vacuum. They start from a Treaty basis that has been developed over more than seven decades. More or less undisputedly, the EU Constitution13 is based on several principles. Some of them, the Lisbon Treaty now calls ‘values’ (in Art 2 TEU): human rights, democracy, and the rule of law. However, in the preamble of the TEU, the same guarantees are still addressed as ‘principles’, as had been the case from their introduction by the Treaty of Maastricht until the Lisbon Treaty. The change in labelling is not significant.14 However, it illustrates the difficulty of the concept: what defines principles, what are their functions, and which principles exist?

We are not entering into the details of this debate.15 Suffice it to say that we are sharing the view that principles are backbones of the EU Constitution. They can be distilled from the Treaties and have a guiding force for interpreting the latter as well as for secondary EU law. Principles can be understood as rules of optimisation.16 They have a directing function and serve as a yardstick, even if there is no specific legal hurdle for amendments.17 In other words, they include binding norms, sometimes optimisation obligations with a considerable degree of vagueness. The CJEU speaks of ‘a structured network of principles, rules and mutually interdependent legal relations binding the European Union and its Member States reciprocally as well as binding its Member States to each other’.18 Given these functions it is possible to mitigate some uncertainties in interpreting other legal provisions, both Treaty and secondary EU law. Furthermore, it can be helpful to identify deviations from principles in certain EU policy areas.

This is worth pondering based on the premise that changing the EU principles is neither a pressing need nor a prerequisite for improving the EU’s ‘economic constitution’. While the first of these contentions is a value judgement which can be shared or not, we claim that the second is an option we aim to plausibly demonstrate below. The challenge is to identify not only the contents of those principles de lege lata, but also their guiding force for future reforms. This might include amendments to the Treaties that would not wish to compromise the common values and principles, but most and before all the enactment of secondary legislation that should be in line with them.

Some of such above-mentioned deviations from the pertinent EU principles occur in the field of EU economic governance. This renders the principles ‘operational’ for our purposes: they point into the direction that would have to be taken in order to reduce such exceptions to the principles. This, of course, would require political decisions to amend the law as it stands. Academia can only assist in identifying ‘irregularities’ – meaning exceptions to the principles which otherwise go more or less undisputed. Suffice it to point out that the ‘EMU Constitution’ and ‘Economic Union’ law specifically is – compared eg to the constitutional framework of internal market law – extremely detailed, scattered by a high number of exceptions (‘variable geometry’, ‘outs’ and ‘pre-ins’ of EMU-members), and averse to comprehensive secondary EU law.19 This entails an unusually low importance of parliamentary decision taking at the EU level, not to say a certain marginalisation of the European Parliament.

From the numerous principles identified in the academic debate we mention below the most pertinent ones. We are not aiming at providing an exhaustive or complete list. By contrast, we shall indicate the most relevant for our study only, emphasising them in italics. ‘Most relevant’ means that they might serve as guidance and yardstick for future reforms. Such an approach makes selection inevitable. In addition, it implies that context is important: the significance and impact of principles may be different depending on the respective substance matter. To give an example: the rule of law is binding across-the-board in all areas of EU law. However, it is of specific salience when it comes to restrictions of fundamental rights.

The list of (largely undisputed) principles – with those of specific importance for our subject highlighted in italics – is as follows:20 


	integration through law

	supranationality

	democracy

	human (or fundamental) rights

	fundamental freedoms

	rule of law

	principles coordinating the multilayered system: federalism, separation of powers (power sharing),21 solidarity, loyalty, equality, national identity, subsidiarity, proportionality

	principles governing implementation

	liability of the EU and of the Member States

	economic governance including the principle of an open market economy with free competition.



As a caveat it should also be stressed that several principles are interoperable in the sense that optimising one could compromise others, or that amending one could inevitably – positively or negatively – affect others. We are not entering in all delicate details of this relationship.

The point we would like to emphasise is that substantive EMU reform is possible without fundamentally changing the EU Constitution based on the above-mentioned principles. Using the directive function of the principles could inform initiatives that could bring the EMU closer to the fundamental governing the sign of the EU.

We are not aiming at a comprehensive discussion of the above principles, not even of all of those we consider of specific importance for the EMU. Instead, we concentrate on the separation of powers being at the centre of any division of competences including a federal-type division of competences, and on democracy being one of those principles which has been specifically marginal in the field of EMU, at least at the EU level.



III.Separation of Powers


A.Basics

It can safely be accepted that Montesquieu22 provided for the most influential ‘background assumptions’ of modern constitutions dealing with the separation of powers.23 In the following, we would like to evaluate the concept for the purposes of the EU as a fiscal federation in the making. We shall demonstrate that the concept is of utmost relevance for understanding the current EU design, and helpful when it comes to discuss reform initiatives.

Starting with the US Federal Constitution of 1787, there is a long line of constitutions that draw on the concept. At least the terminology of the USA Constitution is a good example for the underlying organic approach. Its first three articles define the powers – legislature, executive and judiciary – and declare that they are vested in a Congress, a President and in one Supreme Court. The intention is that the three powers (or functions) are neatly divided between the three organs, which are separate and independent from each other, but at the same time check and balance each other: ‘le pouvoir arrête le pouvoir’.24 

But before addressing the details, it should be said that the principle – at least since Montesquieu – is neither purely descriptive nor of value in itself. The principle is functional in the sense that its ultimate goal is the preservation of freedom, which Montesquieu sees endangered should two or three of the powers be vested in one hand (whoever might be the holder).25 Today it is more or less common understanding that the principle of the separation of powers is not self-contained. It has an instrumental function, and its main goals are to achieve liberty and to prevent the abuse of power.26 Arguably, this purpose is separable from the context of statehood. This is important, amongst other reasons, for the relevance of the principle for state-like entities such as the EU.

It was, amongst others, Karl Loewenstein who, in the middle of the last century, tried to develop further the unsatisfactory classification of states – democracy, aristocracy and monarchy –, which underlies (also) Montesquieu’s concept. He proposed to distinguish between Constitutionalism and Autocracy, the conceptual difference being that there is ‘shared exercise and control of political power’ in constitutional states, but ‘concentrated exercise without control’ in autocracies.27 Obviously constitutionalism cannot and does not mean that every action has to be a joint effort of different powerholders, nor that every action necessarily is subject to control. On the contrary, there are various degrees of autonomy and of interdependence that determine different patterns of government. Nonetheless, we emphasise at the outset that allocating specific powers to specific organs – most importantly: general lawmaking as the central task of a fully-fledged parliament, and control as the central task of an independent judiciary – is an indispensable feature of constitutionalism. The notion of ‘shared exercise of power’ highlights the ‘checks and balance characteristic’ of the system without downplaying the importance of institutional and organisational separation of responsibilities for the different tasks: legislation, execution and judicial control.

The opposing political system, autocracy, is characterised by the existence of a single powerholder, be it an individual person, an assembly, a committee, a junta, or a party. Thus, the exercise of power is concentrated in one hand, and no effective control exists. Obviously intermediary configurations exist, not only in the transitional stage from one system to the other, but also frequently when constitutional patterns are used as a disguise for autocratic power.

In this context, Loewenstein criticises the conception sketched of the separation of powers as ‘obsolete and devoid of reality’. In a modern parliamentary system, ‘legislative and executive power holders are no longer separated, neither in their persons nor even in their functions. The members of the government are members of the parliament; the government is integrated in the parliament.’28 

Instead, according to Loewenstein, the separation of powers is only the classical way of formulating ‘the need for the shared and mutually controlled exercise of political power. What is colloquially, if erroneously, spoken of as the separation of powers is operationally only the distribution of specific state functions among different state organs.’29 

It is of secondary concern whether this is in contrast to Montesquieu’s view or, as Madison30 had already put it, the bottom line of Montesquieu’s reasoning.31 Under representative structures of decision-making, legislation and the execution of laws, ‘instead of being separate or separable functions, are nothing but different techniques of political leadership’, which are seen as falling to ‘government’.32 What seems to be important, though, is that this power-sharing is balanced in the sense that no power holder has the possibility of encroaching on the core competences of the others. As mentioned, this is a crucial element of constitutionalism, specifically when it comes to building democratic institutions where lawmaking has to be vested with the people and/or its representatives in the parliamentary assembly as opposed to being ‘shared’ between the legislative and the executive.

According to Madison, powers belonging to one of the departments ought not to be ‘directly and completely’ administered by either of the other departments. ‘It is equally evident, that none of them ought to possess, directly or indirectly, an overruling influence over the others, in the administration of their respective powers. It will not be denied that power is of an encroaching nature and that it ought to be effectually restrained from passing the limits assigned to it.’33 

The means to guarantee this is the famous concept of a system of ‘checks and balances’, where the relations between the powers are such that they can ‘keep each other in their proper places”, mainly by ‘giving to those who administer each department the necessary constitutional means and personal motives to resist encroachments of the others.’34 

On the grounds of this analysis, a new tripartism of state functions is proposed: policy determination, policy execution, and policy control. A detailed presentation of the concept is skipped here.35 It shall suffice to highlight some key features showing that this categorisation corresponds to a certain extent to the traditional division of powers, but at the same time emphasises the many facets of interconnectedness. It is important to note at the outset, that this conceptualisation is not bound to the notion of statehood but useful also for other polities including the EU with its many state-like features.

In this system, policy determination is incumbent on the government and the parliament, which are called on to co-operate. It is a matter for the prevailing pattern of government whether the government or the parliament takes the lead in policy initiation. The primary instrument for the performance of policy decision is legislation. If the initiation is performed by the government, parliament, by indorsing, assumes co-responsibility. If the parliament rejects or modifies the measure, it exercises political control. Policy execution is seen as administration, which is the application of the policy decisions as well as of the utilitarian regulations of social relations. This function is also shared between the different power holders (parliament, government, courts). Policy control is seen as the mechanisms for taming and limiting political power. It is exercised with regard to all power holders, and undertaken by the electorate, government, parliament, and the courts.

It is essential to differentiate between shared and controlled power. While shared power amounts to mutual control – because the powerholders have to co-operate in the exercise of a function, eg in the legislative process – there are also ‘autonomous control techniques’ which may be exercised at the discretion of the powerholder and independently – eg no-confidence vote; the right to dissolve parliament; the right of the electorate to reject a law by referendum; judicial review of parliamentary legislation. A crucial feature of constitutionalism, in this sense, is that government is responsible: political power is mutually shared and mutually controlled.



B.Patterns of Government, and the Interplay of Principles

Obviously, there are many different patterns of government – different models of dividing powers – not only imaginable but also existing in reality. Despite their differences, many of them may meet the requirements of the principle of the separation of powers as reconstructed above. Loewenstein, for example, distinguishes, within the class of constitutional democracies, between direct democracy (ancient Greece), the assembly government, parliamentarism (France, Weimar Constitution, Germany), the cabinet government (Britain), presidentialism (USA), and directory government (Switzerland). While close interdependence does exist between the principle of the separation of powers and other constitutional principles dealing with the organisation of political power, mixing things up should be avoided. To take democracy as an example: a governmental system with a weak parliament might face a democratic deficit, but it need not necessarily suffer from the absence of separation of powers. The demand for additional ‘power’, namely more competences for the parliament, might very well be justified in the light of the principle of democracy, but not necessarily in the light of the separation of powers. In practice, however, it might sometimes be easier to call for more competences under the heading ‘separation of powers’,36 in order to avoid an open struggle for more power. The flipside of this insight is that a well-built separation of powers design is not necessarily at the same time a fully-fledged democracy.

Intricate interlinkages also emerge regarding two other organisational principles, namely federalism and the rule of law. It was already and rightly observed by Madison37 that the federal organisation of the state, which by definition involves more than a single government, is a forceful security for the rights of the people. The division between vertical and horizontal separation (sharing) of power is, thus, only pertinent for heuristic purposes. In substance, the vertical separation of power is a cornerstone of the concept as such. When assessing the division of powers in various systems, including the EU system, it would be completely misleading to leave this aspect aside. Obviously, every struggle over the division including the allocation of competences between the EU and its Member States explicitly or implicitly involves the sharing of power. This is of specific relevance and at the same time specifically complex in a field like the EMU, where the dividing lines have to be drawn within the realm of economic governance in the broadest sense, including monetary policy, economic policy both at the EU and the Member States’ level, all of that divided between exclusive, shared and coordinating competences. Talking about reforms that additionally have to take into account horizontal power-sharing both at the EU and the Member States’ level, eg the allocation of powers to the national parliaments or the national governments, or the European Parliament together with the Council, or the Commission, to name only a few of the many possibilities, risks getting extremely controversial at the outset.

The second principle addressed is the rule of law as an organising principle. This is because the main characteristic of the rule of law corresponds directly to the function of power control, insofar as this task is vested in the judiciary. The core aspect of the rule of law is the subordination of government to existing legislation, in particular to acts of parliament, and the existence of a system of judicial review by independent courts to enforce this obligation.38 As for the EC, the ECJ emphasised that it ‘is a Community based on the rule of law, inasmuch as neither its Member States nor its institutions can avoid a review of the question whether the measures adopted by them are in conformity with the basic constitutional charter, the Treaty.’39 As such it might well be argued that the rule of law is an element of the principle of the separation of powers.

Interconnectedness also seems evident with regard to the issue of transparency. If the separation of powers includes the notion of accountability – eg of the parliament vis-à-vis the electorate, or of the government vis-à-vis the parliament – transparency is evidently a prerequisite for deciding whom to hold responsible for what.40 Consequently, even if transparency is not an element of the separation of powers itself, it appears to be a necessary corollary.

To sum up: the central element of the principle of the separation of powers is shared and mutually controlled exercise of political power. The goal is to ensure liberty and to prevent the abuse of power. Many different patterns of government might meet these requirements. For the sake of clarity and honesty, pursuing different goals (eg, democracy) under the heading of the separation of powers should be avoided.



C.Power Sharing or Separating Powers?

Against the above explained background, we use the terms ‘separation of powers’ and ‘power-sharing’ as synonymous. ‘Vertical’ separation of powers or power-sharing would include the division of competences in federal systems, while ‘horizontal’ indicates that separation exists at only one of more interrelated levels, in our case power-sharing at the EU level. From the perspective of a functional reconstruction, the concepts of ‘separation of powers’ and ‘power-sharing’ are consequently not antagonistic. To be clear, once again: power-sharing would not mean confounding separate tasks like general lawmaking, implementation and enforcement, and judicial control. It means a design which ensures that the respective organs have to rely on each other for the functioning of the entire system (checks and balances) without encroaching on the powers of the other constitutional organs.

Turning more closely to the debate in the EU, the notion of the ‘Separation of Powers’ is not without ambiguity. There is a strain in the academic debate claiming that the organisational features of the EU do not deserve the characterisation of ‘separating powers’, specifically not in the ‘classical sense’. Instead, it is argued, there is a pragmatic principle of securing the ability of the Community to fulfil its functions, in a non-hierarchical manner.41 The jurisprudence of the CJEU on institutional balance is, by some, seen as a substitute for the separation of powers.42 However, the prevailing view seems to be that the principle of the separation of powers – not in an organic, but in a ‘functional sense’ – is a structural feature underlying the Community, today the Union legal order.43 We share this view, complemented with the above insight that this might also be labelled ‘power-sharing’ in the above sense.



D.The EU Pattern of Government

The EU’s sui generis system of government is too well-known to be elaborated on here in detail.44 As a preliminary remark to the following points, suffice it to draw on several aspects of policy determination, policy execution and policy control. Policy determination is a shared competence between several institutions. First, we have to recall that there is the division of competences between the Union on the one hand and the Member States on the other. As addressed in some detail and stated several times, the EMU is specifically complex in that we observe exclusive EU competence for Monetary Union with the ECB as the key and independent player, as well as a coordinating EU competence on Economic Union, while the core of Economic Policy is still a Member State competence. Moreover, substantive parts of the EMU and of the coordinated Member States’ economic policies are almost ‘set in stone’, namely part of primary EU law – to name only price stability as the prime task for the ECB45 and avoiding excessive deficits for the Member States46 as examples. In other words, ‘policy determination’ is ‘petrified’ through existing Treaty Law, and not open to change by ‘regular lawmaking’.

As far as policy determination at the EU level is open to secondary EU law, it is shared mainly between the Council, the Commission and the European Parliament, in a vast variety of ways, but in principle following supranational mechanisms. However, there are important exceptions such as, since Lisbon to a lesser extent, the so-called area of freedom, security and justice, but above all, Common Foreign and Security Policy (CFSP) and Economic Union, the weaker branch of the EMU. More generally speaking, more intergovernmental structures are preserved in those instances in the EU where unanimous decision-making is still the rule, but also where national policies are only coordinated, not harmonised.

It should be added that the growing importance of the European Council before and after Lisbon47 produced types of parallel governmental structures. In practice, the right of the European Council to ‘provide the Union with the necessary impetus for its development’ and define the ‘general political guidelines and priorities of the Union’48 has led to more or less informal policy determination, not so much in the legal form of binding law, but of presidency conclusions or ‘open coordination’. Especially in the field of economic policy, this role of the European Council is explicitly encompassed in its right to ‘discuss’, acting on the basis of a Council report, ‘the conclusion on broad guidelines of economic policies of the Member States and of the Union’ which would then become a recommendation of the Council.49 As a result it can be observed that the two mechanisms of policy determination – one more supranational, the other more intergovernmental – are not always in harmony.

The right of initiative in general lies primarily with the Commission. An important exception to that is the area of freedom, security and justice. The European Parliament is no co-legislator in every instance and plays no decisive role whatsoever in the CFSP and a very limited one in economic policy formation, hence in the Economic Union. The resulting system is rather weak in terms of parliamentarism.50 This is aggravated by the fact that there is no effective ‘joint parliamentary policy determination’ through the Member States’ parliaments, neither during the (upstream) process of decision-making, nor via effective national control mechanisms, which are not workable vis-à-vis the Commission, and only imperfectly vis-à-vis the representatives in the Council.

Policy execution is, in the first place, also divided between the EU and the Member State level, where the main responsibility for the implementation and enforcement of Union law lies. Only to a lesser extent is it also the Commission that is entrusted with this task.51 The latter is certainly not the case regarding the EMU. The Monetary Union is primarily a matter for the ECB, Economic Policy lies with the Member States, and as far as coordination is at stake, the Commission has an important preparatory role, but the Council is the dominant actor while the European Parliament is almost sidelined.

Policy control is also, generally speaking, divided between the EU and the Member States. This might be said with regard to judicial control, where the Union and the Member States have the right to file a complaint with the CJEU concerning alleged violations of the law on either side, and with regard to the different organs. We should also note certain rights of the Member States to nominate and appoint functionaries. Furthermore, by electing the MEPs the peoples of the Member States exercise political control at the EU level. Political control is also exercised at the Union level by the potential motion of distrust by the EP against the Commission, but also by the shared power of parliament and the European Council during the investiture of the Commission. Also here, it can be said that the European Parliament still has a rather weak position, especially vis-à-vis the Commission.

Also here, the area of EMU is specific in that the independent ECB is subject to CJEU scrutiny but not to close surveillance by the Commission. Economic Policy of the Member States is mainly subject to the preventive and the repressive elements of the SGP where control is politicised in that the CJEU’s power is not excluded but reduced,52 while the Council is primarily in charge.



E.Core Elements of the Pertinent Jurisprudence


i.Horizontal Separation of Powers

Arguably, the EU pattern of government as superficially sketched out above aims at a constitutionalised system where exercise and control of political power are being shared,53 and at the same time aims at preserving the spirit of the principle as developed within the Member States’ legal orders over the centuries. The jurisprudence of the CJEU acknowledges this. The Court developed the core elements of the principle as secured in the former Community legal order, and confirmed that under the Lisbon Treaty, in its findings on institutional balance. This is certainly not a fully-fledged text-book version of the principle. But that cannot be expected from the case-law of a court. It would be equally mistaken to claim that the principle is exhaustively circumscribed in the existing case-law. The Court, while solving controversial cases, is applying the principle and at the same time making it more concrete. So far it refrained from giving a summarised definition. We might call it a principle in the making,54 of which we refer to the most pertinent elements for our study.

In the so-called Chernobyl case, and by overthrowing previous judgments, the ECJ found that the EP had a right to bring an action under Art 263 TFEU,55 even prior to this being explicitly foreseen in that article. It held that the European Parliament’s prerogatives had to be respected.


Those prerogatives are one of the elements of the institutional balance created by the Treaties. The Treaties set up a system for distributing powers among the different Community institutions, assigning to each institution its own role in the institutional structure of the Community and the accomplishment of the tasks entrusted to the Community […] Observance of the institutional balance means that each of the institutions must exercise its powers with due regard for the powers of the other institutions. It also requires that it should be possible to penalize any breach of that rule which may occur.56 



Although the Court did not use the term ‘separation of powers’, the underlying assumption undeniably corresponds to core requirements of such a principle, provided that it is not reconstructed in a formalistic manner such that certain functions have to be neatly attributed to certain organs and have to be fulfilled in complete isolation. The right granted to the European Parliament is nothing less than the right effectively to fight against encroachments of its competence. Such a right to resist against undue interference is crucial within every system of shared power. What appears to be presupposed is that power is shared by more than one institution. The crucial aspect in the case at issue is power control, which is currently also protected under the rule of law (Art 2 TEU). It has already been mentioned that this is itself an element of the mosaic of the ­separation of powers.57 

The Court added another important tile to the mosaic in the cases on the right of the European Parliament to be consulted in the legislative procedure.


It is settled law that the requirement to consult the European Parliament in the legislative procedure, in the cases provided for by the Treaty, means that it must be freshly consulted whenever the text finally adopted, taken as a whole, differs in essence from the text on which the Parliament has already been consulted, except in cases in which the amendments substantially correspond to the wishes of the Parliament itself […]58 



What appears to be of specific importance is that the CJEU made it clear in this context that power-sharing (here with regard to policy determination) takes place under the obligation to ‘cooperate sincerely’. Thus, it denied the European Parliament’s right to be freshly consulted in a case where it had failed to discharge this obligation. The Court said that ‘inter-institutional dialogue, on which the consultation procedure in particular is based, is subject to the same mutual duties of sincere cooperation as those which govern relations between Member States and the Community institutions’.59 

In a more recent case concerning the initiative to pass a framework regulation on macro-financial assistance to third countries, consequently also on policy determination, the Court confirmed this line of reasoning. While reiterating that the principle of institutional balance


‘requires that each of the institutions must exercise its powers with due regard for the powers of the other institutions’, the Court referred to Art 13(2) TEU as a provision that ‘reflects’ the principle, in that it obliges ‘each EU institution to act within the limits of the powers conferred on it in the Treaties, and in conformity with the procedures, conditions and objectives set out in them.’60 



The dispute was on whether or not the Commission had the right to withdraw the proposal for the mentioned framework regulation under Art 212 TFEU at a point of time during the ordinary legislative procedure after the European Parliament and the Council had come to an agreement which was contrary to the Commission’s proposal.61 The CJEU repeated its standing jurisprudence that the principle of institutional balance is characteristic of the institutional structure of the EU, ‘a principle which requires that each of the institutions must exercise its powers with due regard for the powers of the other institutions.’62 The CJEU affirmed, in principle, the right of the Commission to withdraw the proposal, provided that certain conditions are met ensuring that cooperation had taken place. First, the Commission does not dispose of a right of veto and must consequently provide cogent evidence or arguments for the withdrawal.63 Second, the principle of mutual sincere cooperation, equally enshrined in Art 13(2) TEU has to be respected.64 



ii.Vertical Separation of Powers

Power-separation between the EU and its Member States is first and before all governed by the division of competences. Unsurprisingly, controversies in this field more likely involve not only the CJEU but also Member States’ courts, not the least those claiming a responsibility of defending national competencies against encroachments by EU organs.65 This is specifically relevant in areas which are so closely intertwined like monetary and economic policy.

As regards terminology, we note an astonishing paradox. When the CJEU denied the right of the regions to file an action under Art 263 TFEU,66 it went largely unnoticed that the Court expressly confirmed that the principle of institutional balance also applies to the vertical separation of powers.67 In more recent judgments, even where distributing the roles in the powers shared is centre stage, such express reference cannot be found. This, however, does not diminish the significance of the principle.

The most prominent examples related to our subject are the disputes on the legality of the ESM and on non-traditional measures of the ECB, namely the OMT and the PSPP.68 Both dimensions of vertical power-separation – the Member States’ respect for the ECB’s powers and, inversely, the ECB’s respect for its own limits which, inter-alia, protect the Member States’ economic (including fiscal) policy powers which they merely ‘coordinate’ within the Union69 – were at stake. The CJEU confirmed the legality of all mentioned measures. In this context, the CJEU ruled on how to delimit monetary from economic policy. The Court confirmed the line of reasoning it started in the Pringle case,70 namely that the determination of whether a measure falls within the area of monetary policy, and consequently comes under the exclusive competence of the EU with the ECB as the main acting institution, is principally depending upon the objectives of that measure, while the instruments employed are only of secondary relevance.71 It held ‘that a monetary policy measure cannot be treated as equivalent to an economic policy measure for the sole reason that it may have indirect effects that can also be sought in the context of economic policy’.72 

This did not go unchallenged. The salience of the controversy in terms of power-separation is highlighted by the fact that first, regarding the ESM, the Member States found it, for the first and until today only time, advisable to use the (simplified) Treaty revision procedure and insert Article 136(3) TFEU into the text, even if the CJEU later found that this would not have been constitutionally necessary to save the ESM. Second, the PSPP induced, for the first time in the EU history, a verdict by the German Federal Constitutional Court (GFCC) declaring, at least temporarily,73 both the ECB measure and the CJEU judgment upholding the PSPP null and void for the German legal order.

It has received less attention even if equally important for our subject, that both of the instruments the EU Member States had created outside the EU legal order under public international law, namely the TSCG and the ESM, came under close scrutiny of a number of national courts, not the least the Highest Courts including Constitutional Courts.74 Clearly, the yardstick in these cases was to a lesser extent the division of competences between the EU and its Member States but the respect for national constitutional law when it comes to concluding international treaties. National courts felt obliged to safeguard the budgetary powers of the national parliaments, sometimes dubbed ‘budgetary sovereignty’. Even if no verdict of any constitutional violation is to be reported, it is not difficult to conclude that these constitutional restrictions are of critical importance for any future reforms including the possible creation of a ‘budget of scale’ let alone a deeper ‘fiscal union’.75 

An example from the Banking Union which emerged from the efforts to disentangle the ‘vicious circle’ between banks and sovereign debts, demonstrates the multidimensional facets of assigning responsibilities. One of the measures taken in the aftermath of the financial crisis was entrusting the ECB with the exclusive supervision of ‘significant’ – that is: systemically important – banks.76 Since 2014, the ECB is, consequently, acting for some 120 banks as the responsible supervising authority in the framework of what the respective EU regulation77 calls a ‘single supervisory mechanism’ meaning a system of financial supervision composed by the ECB and national authorities. The mentioned regulation had been adopted on the basis of Article 127(6) TFEU allowing to ‘confer’, by unanimous Council decision, ‘specific tasks’ upon the ECB ‘concerning policies relating to the prudential supervision of credit institutions and other financial institutions’. Whether ‘specific tasks’ would encompass installing the ECB as the central supervisory authority for significant banks was controversial.

This entails both an issue of horizontal and vertical separation of powers. While previously, the responsibility was, on the basis of national legislation implementing the respective EU directive,78 mainly with the national authorities monitored by the European Commission, later complemented and partly replaced by an agency, the EBA, this responsibility is now with the ECB. For the sake of the argument, it might, first, be argued that this assignment encroaches, at the EU level, on the competences which the Treaty would rather assign to the Commission79 or allow to be assigned, based on secondary legislation, to the EBA. Second, it might be argued that this is curtailing the Member States’ prerogative of conducting prudential supervision by, as the case may be, implementing Union acts.80 

When it came to litigation, these issues did not bother the European Courts too much. Several banks complained to be subject to ECB supervision while they would have preferred to continue being supervised by the national authorities. One of the arguments was that the ECB had not performed a proper proportionality test when determining the scope of its ‘exclusive’ competence for prudential supervision. The CJEU disagreed and held that neither the ECB nor the General Court, where remedy had been sought, had erred in claiming and confirming the ECB’s responsibility.81 

The matter, however, also involved national courts. Specifically, the GFCC had been addressed in seeking protection against both the SSM and the SRM, in other words against the far-reaching responsibilities of the ECB replacing those of the national authorities. As regards the SSM, the GFCC held that Art 127(6) TFEU has to be interpreted strictly. A ‘full conferral of the complete supervision of banks’82 to the ECB would be prohibited and even ultra vires. The GFCC rejected the reading of the above-mentioned CJEU judgment to the end that the responsibility of the national authorities would come from a re-delegation by the ECB (relying on ‘exclusive’ competence).83 

We might conclude that essential elements of separating powers in the field of the EMU including the closely related aspects of the Banking Union remain disputed, not the least against the background of a delicate ‘conversation’ between the CJEU and some of the highest national courts.



F.Guidance for Shaping the EU as a Fiscal Federation?

Looking at our topic: ‘fiscal federalism in the making’ through the lens of power-sharing (or power-separation) sharpens the eye in identifying both existing patterns of government and consequences of possible changes. However, separation of powers, if indisputably forming an EU governance principle, has limited guiding force when it comes to reform ambitions and proposals. Inevitably, any major reform would affect the principle. However, the principle itself does not determine which pattern of governance should be chosen when it comes to political reform choices. For example, clearly, an EU ‘budget of scale’ would bring about major powershift as regards the vertical division of powers and depending on the decision-making design at the EU level, probably also regarding the horizontal dimension. But the principle as such provides no argument for or against ­creating a ‘budget of scale’.84 Favouring or opposing the latter is primarily an economic conundrum, contested among scholars of political economy, too; politics is taking sides.

Consequently, at first sight, it might seem that the principle of separating powers does not provide for guidance when it comes to reforms. It might be argued that as long as the political will exists there will be a way to achieve the goal, legally.

However, we contend that this would be a misleading oversimplification. This is because the hurdles for any future distribution of assignments differ enormously depending on the ‘legal protection’ of the actual shape of power-sharing. Making the argument simple: appointing the ECB, as has happened, as a major institution of prudential supervision for banks, implies hugely different steps than regulating prudential supervision earlier. At the time, the task was a balanced distribution of responsibilities between the national supervising authorities, the Commission, and EBA, which is in essence a matter of reaching the necessary majorities in the ordinary legislative procedure.85 Already such an effort may be challenging given that it involves changing the balance between actors at the EU level and between the EU organs and the Member States. Making the ECB a prime actor adds an additional layer of complexity already at the EU level. This is accentuated by the need to reach unanimity in the Council and to respect the restriction transferring not more than ‘specific tasks’ to the ECB.86 Violating this restriction would risk the resistance of the disempowered players, eg the Commission, not only during the legislative procedure but also afterwards by bringing the matter before the CJEU. Furthermore, ignoring the mentioned restriction also risks Member States’ resistance, first, when it comes to voting in the Council and, second, resulting from Member States’ courts claiming a violation of the vertical distribution of competences which might, as the mentioned example should have demonstrated, amount to an ultra vires verdict. The latter would not only jeopardise uniform and smooth administration of EU law. The imminent threat that such a verdict could be handed down would already influence the voting behaviour of the Member States’ ministers in the Council.

In other words: the corset of the existing pattern and detail of rule-making and implementation establishes different hurdles for different solutions. Even where, like in the case of banking supervision, unanimity can be reached, the need for compromises and hence the effect on the contents of the secondary EU law to be passed is obvious. The actual design of power-sharing, thus, influences the political feasibility of envisaged regulation.

Things get, at least potentially, even more complex as soon as the actual power sharing design of the Treaties would be affected. This is so if envisaged solutions could not be aligned with the requirements of the Treaties. In such a case, a Treaty amendment would be necessary, which is a burdensome and normally lengthy exercise not to be elaborated here.87 Suffice it to say that unanimity not only within the EU institutions like the Council but between the Member States is needed in order to get the ratification of a draft Treaty accepted. As mentioned, Member States shy away from such a step which is the reason why we did not see a formal initiation by the European Council under Article 48 TEU to this end other than the simplified revision at the occasion of the conclusion of the ESM.

A hurdle which is a little bit lower than a Treaty change has to be passed if special majorities or unanimity would be required for a reform enacted by secondary EU law. The above example of unanimity in the Council for making the ECB an authority for prudential supervision is comparatively simple. Let us turn to an example which would be more complex, coming closer to Treaty change. Assume it would in principle be legal to create a ‘budget of scale’ in the framework of the Own Resources Decision (ORD). This decision needs unanimous approval by the Council as well as the approval by all Member States in accordance with their respective constitutional requirements.88 This is (only) a little bit easier to achieve than a Treaty change,89 absent the requirement of a Convention and of a formal ratification as in the ordinary revision procedure.

However, this is still far from being easy. It becomes even more difficult and riskier as soon as only one Member State encounters constitutional hurdles for its consent. In our example it might be ‘budgetary sovereignty’ of the national parliament which would have to be curtailed in favour of an EU ‘budget of scale’. Changing the constitution always entails additional difficulties. These are aggravating as soon as, arguably, the ‘constitutional identity’ of a Member State is at stake. Sufficient majorities for such a change might be unavailable. In some cases, the argument runs that there is no legal way to change the ‘core’ of the national constitution.

Summing up we contend that while it is correct claiming that there is almost always a legal procedure to achieve any political goal, thorough analysis should not stop here. The hurdles for changing the actual design and detail of power-sharing in the EU, both between the EU institutions and between the EU and its Member States, vary enormously. Politically speaking, this creates, functional from the respective strategy in the broad range between risk prone or risk averse attitudes, significant preference differences when it comes to choosing between several reform options. It is in this sense that the principle of power sharing in its current shaping has a guiding force for any reform ambition long before the principle itself would be at stake.

What becomes obvious from these deliberations is that controversies on alleged changes of ‘institutional balance’ are frequently inextricably linked to controversies on alleged violations of the existing constitutional provisions distributing powers. It is certainly possible and advisable to keep the variations (a) making use of conferred authority, (b) violating existing limits, (c) amending the distribution of powers discontinuously, and (d) amending distribution of powers by Treaty change according to the respective rules, apart. That said we contend that ‘changing the institutional balance’ in the public and the academic discourse de facto can address each of the four possibilities. The use of the term should be as transparent as possible.



IV.Democracy


A.Introductory Remarks

While we are not elaborating on all of the mentioned and not even on all of the context-relevant principles, we address democracy given that the status quo of the EMU can be qualified as a – Treaty-based – exception to the rule that sees the European Parliament widely on equal footing with the Council when it comes to lawmaking. The latter is, to give only one example, true for the entire field of internal market law but applies also to many other EU policies.

Unsurprisingly, the European Parliament has been repeatedly criticising the state of affairs not only, but also regarding the current EMU setup. In its most recent report, the Committee on Constitutional Affairs is again calling for a Convention for the revision of the treaties.90 The pivotal element of the proposal, as far as it is relating to the EMU, is to enhance the EP’s role by creating a comprehensive co-decision right side by side with the Council, in many instances by introducing the ordinary legislative procedure.

This is to be seen against the background that a democratic design of law making was only implicitly present at the foundation of the EU. Nevertheless, that design gained prominence with the expansion of tasks delegated to the supranational sphere. A paradigm shift has occurred since the foundation of the European Communities in the 1950s which affected the fundaments of the institutional conception. It might have been correct to call the original Communities – in the words of Hans-Peter Ipsen91 – grosso modo, a ‘purpose-oriented community aiming at functional integration’ (‘Zweckverband funktionaler Integration’), mainly dealing with the non-political implementation of a customs union and a common market as specified in the Treaties. However, the Communities have developed into a Union that is constantly making political decisions in nearly all fields. Decision-making at the European level today undoubtedly has come to include what Karl Loewenstein92 calls ‘policy determination’. This is due to the increased weight of the body of Union law both in terms of quality and quantity.

The treaties cannot and do not determine those political decisions in detail. Thus, decisions at the European level transcend the non-political implementation of a treaty programme. Consequently, decision-making procedures changed. The Commission’s approval, in the course of the decision-making procedure, especially in the case of the ordinary legislation procedure,93 can be replaced by the approval of the European Parliament. The Council and the European Parliament together are able to override the Commission’s proposal.94 This is a change in the fundamental conception, a major institutional reform, mainly by improving the position of the European Parliament.

This development is also evident in the crisis-related jurisprudence of the CJEU, as shown, for example, in the Short selling case.95 In this case the CJEU upheld the transfer, to the European Securities and Markets Authority (ESMA), of the power to even prohibit short selling activities of natural or legal persons. ESMA is an EU agency that should, according to standing jurisprudence and long-standing academic discourse, not dispose of discretionary powers but rather deliver technical implementation decisions. Arguably, however, ESMA disposes of quasi legislative powers here96 – even if the CJEU is explicitly denying. The criteria for an ESMA-decision include vagueness like ‘threat to the orderly functioning and integrity of financial markets or the stability of the whole or part of the financial system in the Union’. Consequently, political choices are not only taken at the level of EU law but taking them can even be delegated to agencies. Altogether, the EU has been transformed into a polity taking political choices. Arguably, its institutional setup has not yet been adequately adjusted accordingly, not the least regarding the EMU.

After the direct election of the European Parliament in 1979, MEPs started to stress the need for improvement of the democratic quality of the emerging transnational polity. Concomitant with the Treaty of Maastricht and its cumbersome ratification processes, political and academic controversies about the EU’s ‘democratic deficit’ began and resulted in numerous constitutional reform initiatives as well as a plethora of academic works in the pursuit of problem resolution. While actors and authors did not always share a common problem definition, today ‘political equality’ in and ‘public control’ of decision-making can be considered as the foundational values to gauge the EU’s democratic credentials. These abstract values, however, are to be evaluated in the framework of six principles, ie delegation, accountability, representation, responsiveness, participation and transparency,97 and in the light of multiple tensions and crises. The Eurozone crisis and the decisions taken to overcome it, are obviously of utmost importance in the context of this volume and so are the interinstitutional tensions between vertical and horizontal levels of governance as well as between creditor and debtor states and their demoi.



B.The Limited Role of the EP within the EU Fiscal System and the EMU

One of the main democratic legitimacy concerns in the EU relates to the fact that powers exercised by executive actors are not adequately counterbalanced by powers of the European Parliament and the national parliaments. In this regard, the Treaty of Lisbon is often considered a victory for the European Parliament98 as it increased its legislative, budgetary, and supervisory powers.99 Most notably, the Treaty has strengthened European Parliament’s role regarding the EU budget procedure by assigning it co-equal decision-making powers with the Council on the entire annual budget (Art 314 TFEU). The decision of the European Parliament and the Council on the annual budget needs to conform to annual spending limits specified in the Multiannual Financial Framework (MFF).100 Here, it is important to mention that upon the official adoption of the annual EU budget, the Commission is responsible for its implementation and is accountable to the European Parliament. Hence, the European Parliament provides the democratic oversight of implementation of the annual EU budget.

In comparison to the MFF and the EU annual budget procedures, relevant EU law provisions for cooperation and coordination in economic and fiscal affairs (Arts 121 and 126 TFEU, and also Arts 136–138 TFEU for Eurozone Member States) do not assign prominent role and powers to the European Parliament. This especially concerns the European Semester.101 In this procedure, the Commission is pivotal. It defines goals and priorities at the EU level for the upcoming year. It also provides detailed assessment of Member States fiscal, macroeconomic and social and employment situation based on which it proposes policy recommendations, monitors the implementation, and evaluates draft budgetary plans of Eurozone Member States before they are officially adopted. The European Council endorses the Commission’s Annual (Sustainable) Growth Strategy (ASGS) providing EU goals and priorities as well as policy recommendations, while the Council officially adopts them. By contrast, the role of the European Parliament is rather limited.102 More specifically, the European Parliament adopts resolutions on the Commission’s ASGS at the beginning of the European Semester cycle of each year as well as on the ongoing implementation of the procedure towards the end of each annual cycle. In addition, the European Parliament can organise Economic Dialogues with other relevant EU institutions to discuss their European Semester-related activities and decisions as well as with Member States to exchange the views on the ongoing processes.103 Although the European Parliament tended to actively organise Economic Dialogues so far, Fromage emphasised that these instruments ‘only offer the possibility for an ex post control and the duty to transmit information is limited to some institutions and bodies only’.104 Demands for a greater involvement in the European Semester in particular as well as for the employment of the Community Method in the EU economic governance in general are reiterated by the European Parliament.105 Thus, the extent to which democratic legitimacy enhancing effects in the European Semester procedure are secured at the European level is under question.

The European Semester procedure might also affect the role and powers of national parliaments. Within the established framework, budgetary powers formally remained with national parliaments. However, that framework enhanced the EU and the EMU rules and criteria and provided greater powers to the EU institutions (especially the Commission) in monitoring and reviewing national budgets, which can constrain national budgetary decisions.106 Moreover, the established policy coordination and monitoring stages within the European Semester require national governments to present at the EU level their fiscal and economic policy plans at an early stage of development and to align them with the EU objectives and rules. Thus, resulting agreements on these plans at the EU level might be then difficult to amend by national parliaments within their regular national policy- and decision- making processes.107 So far, the empirical research revealed overall different levels and ways of participation by national parliaments in the European Semester, highlighting different challenges they face in performing more effective scrutiny of the procedure.108 The accountability and parliamentary legitimation of the European Semester decisions at the national level, therefore, continues to be asymmetrical and still largely limited across Member States.109 

Finally, arrangements for managing and implementing the EU recovery fund, particularly the RRF, resulted in complex procedures that, according to some, created ‘another system in parallel to the normal EU budget’.110 While the RFF complements the EU budget, it is managed differently and it seems that in some parts it overlaps with other EU programmes and funds.111 Although the EP participated as a co-legislator with the Council in the process of adoption of the RRF Regulation (Regulation (EU) 2021/241), its role and powers were not enhanced in the established RRF management arrangements.112 According to Art 26 of the RRF Regulation, the European Parliament may organise the Recovery and Resilience Dialogue with the Commission every two months to discuss the implementation of the RRF. In addition, Art 25 of the RFF Regulation provides some enhanced information rights of the EP in the process. Still, the European Parliament has no formal role in the evaluation process of national RRPs nor in the approval process of the RRF funds, including the procedure for blocking the disbursements.113 Instead, established arrangements strengthened the role of the Commission and the Council.

In the beginning, the EP was rather critical about the assessment process of national RRPs by the Commission and the Council.114 It demanded a proper information provision by the Commission, and importantly, it emphasised that the Commission’s approval of these documents needs to be based exclusively on how well they meet the objectives set out in the RRF Regulation. The European Parliament also expressed concerns about inadequate involvement of national parliaments and other relevant national stakeholders in the process of preparation of national RRPs in many Member States, highlighting that their proper involvement is crucial for the successful implementation. In addition, for the effective implementation of the RRF and the use of available EU funds, the European Parliament stressed the importance of adequate arrangements between the Commission, Member States and all implementing partners, ensuring proper levels of transparency and accountability. It also advocated for strengthening of resources of relevant EU institutions (such as the European Court of Auditors and the European Anti-Fraud Office) in charge of overseeing the RRF implementation.115 While the information provision about the ongoing RRF implementation as well as the communication between the Commission and the European Parliament seem to have improved with the time,116 the European Parliament continues to highlight the need for its adequate involvement at all stages of the process. It also reiterated its critique about still insufficient levels of involvement of national parliaments and other stakeholders in the implementation process of national RRPs across Member States.117 Therefore, the RRF management and implementation still raise some democratic legitimacy-related concerns. Such concerns are on how to ensure adequate parliamentary accountability and scrutiny of the processes for granting, disbursing and using available EU funds.

We may conclude that incremental improvements are visible demonstrating that enhancing the EP’s role in EU lawmaking in general and in EMU lawmaking specifically remains contentious but possible. Its empowerment and equal footing in the framework of the EMU, however, is a task which is still to be achieved. Arguably, this would at the same time be an important prerequisite for the creation of a ‘budget of scale’. Such a budget would allow for economically powerful interventions of the EU on a regular basis, as opposed to the current exceptional basis.118 



V.Law, Politics, and Reforms


A.Decades of ‘Muddling through’

The regulatory reactions we witnessed during and after the financial turmoil starting in 2007/08119 brought about an impressive package of measures combating the crisis and improving the institutional and substantive shields against the revealed vulnerabilities. This has been done by using all means that could have been imagined, except for Treaty change.120 The reform measures were channelled into a mix of supranational legislation (Six-Pack, Two-Pack, Banking Union), ­intergovernmental coordination (bilateral loans), treaties under international law avoiding restrictions from the EU legal order (TSCG, ESM, ASRF), and non-traditional ECB-measures.

The resulting changes to the institutional balance are inconclusive because they do not provide clear winners or losers in terms of powers. Nonetheless, it is widely agreed that the enacted reforms caused ‘a shift in inter-institutional balance’.121 It is less clear if this always happened by making use of conferred authority or partly also by violating existing limits.122 

The mentioned abstinence from formal Treaty changes might be invoked as a sort of proof for the respect of the EU constitution. It is in this vein that the many changes are sometimes labelled as ‘institutional variations.’123 

The opposite view is that we witnessed a ‘constitutional mutation.’124 a somewhat tacit change in the application and, consequently, probably also the meaning of the respective Treaty requirements. We share this evaluation and contend that the distribution of powers, both horizontally at the EU level, and vertically, between the EU and the Member States, has been considerably altered at least by stretching the Treaty limits to the utmost, and in some instances probably by overstepping the boundaries. The latter went largely unpunished by the courts. To be clear, we are not alleging that this has been a ‘creeping revolution’ overthrowing the ‘previous’ EU Constitution, even if we admit that the dividing lines are blurred.

At any event, we submit that the courts were exceptionally generous. The Pringle, Gauweiler and Weiss cases at the EU level and the many unsuccessful challenges to the ESM and the TSCG at the national level, but also issues which did not find their way to the courts (like reverse majority voting, RMV, and new sanctions in the SGP) support the conclusion that the sheer amount and the fundamental significance of legal controversies are exceptional. In other words, the frequency and importance of the conflicts indicate a systemic issue touching upon the rule of law.

One important aspect allegedly informing the reluctance of the courts to intervene was the urgency of the measures, their intrinsic logic (without alternative), and the caution avoiding any responsibility for fuelling economic turmoil or even endangering stability ‘only’ for what is often called ‘formal legal reasons’. It was only ex-post factum – when no disastrous economic consequences were looming – that the GFCC came up with its ‘warning’ by handing down the PSPP judgment in 2020.

On these grounds, we share the above-mentioned characterisation of the changes as a ‘constitutional mutation’, even if we are not entering into the details of this debate here. The resulting conclusion is, thus, unpleasant. It appears that the system of checks and balances, the control of political power by courts enforcing constitutional boundaries, was, against the background of the crisis, ‘suspended’, or simply not properly applied. This resulted in a shift of institutional balance, to the detriment of the courts, and consequently also compromising the rule of law. The courts fulfilled their function as peacemakers at the expense of their credibility. In the long run, this might undermine the rule of law as such, and consequently also the peace-making power of the courts.



B.Contested Reform Initiatives

As mentioned, a plethora of reform options and proposals has been tabled125 during the last decade, in addition to the remarkably swift first reactions during and in the aftermath of the economic crisis. Many of these proposals are controversial at least in a dual sense. First, there is always, and rightfully so in a democratic system, debate on the merits for improving the system including its resilience to crises. Secondly, the more substantial proposals regularly receive the objection that they would need a Treaty change. Without any doubt, these proposals deserve thorough scrutiny as regards their merits and legality. We are not entering into this analysis.126 Our point is that these controversies are adding to the dilemma. As long as Treaty change is, politically speaking, to be avoided, such proposals tend to be dropped or watered down to compromises that are deemed to stand legal scrutiny if enacted by secondary EU law. The latter subsequently are vulnerable both regarding the preserved substance and the legal robustness.

The following examples can be given in that regard. The transformation of the ESM into a European Monetary Fund, the integration of the TSCG into the EU legal order, the creation of a euro area fiscal capacity or new structural convergence tools could, according to many commentators, be enacted within the existing Treaty framework.127 This might even be true for other, at first sight spectacular, initiatives such as the installation of a European Minister of Economy and Finance which, when examined more closely, turn out to be rather cosmetic. This is true for the European Minister of Economy and Finance if that post would not be equipped with any new and significant assignments.

This might be different regarding other proposals like the creation of Eurobonds,128 a Redemption Fund and Pact,129 equipping the ECB as a ‘lender of last resort’ for individual banks,130 or creating a ‘veto power’ for the EU vis-à-vis unsound national budgets.131 

None of the above, however, has been enacted so far, neither by initiating a Treaty change nor by secondary EU law. At least some of these proposals arguably were dropped against the background of legal objections. These objections might arise under primary EU law as well as under national constitutional law, as mentioned.132 In the political arena, arguably, it is not always the substantive weight of these arguments which unfolds the power to stop an initiative. Let alone that national constitutional concerns are hard to overcome during negotiations at the EU level, irrespective of their merits. To put it differently, while past controversies – some of which we highlighted above – might define what will again resurface as controversial,133 it remains almost impossible to predict which hurdles will be ‘manageable’ and which ones become insurmountable obstacles. At least during the political process, urgency will remain a decisive factor.



C.No Treaty Change!


i.Reasons, and Significance for the EMU

The post-Lisbon amendments to the EU economic constitution excluded Treaty changes with the only exception of the introduction of Art 136(3) TFEU using the simplified revision procedure.134 Treaty changes were avoided for two main reasons.135 First, the urgency to react in order to avoid severe damage was obvious and did not allow for lengthy treaty negotiations. Second, the experience with the failed Constitutional Treaty and the difficulties getting the Lisbon Treaty ratified – that had already been drafted under the assumption that Treaty amendments would hardly be available in the near future – led the EU organs and the Member States to shy away from respective initiatives.

While the second observation is burdensome for all areas that could benefit from reforms – such as the area of freedom, security and justice, to name only one – it is specifically damaging to the development of the EMU, more specifically of the Economic Union. This is because Title VIII TFEU (economic and monetary policy) is very detailed, mainly due to the ambition to reduce objections to the foundation of the EMU at the time (in preparing the Maastricht Treaty 1992). It spells out not only the details of differentiated integration (‘variable geometry’, ‘outs’ and ‘pre-ins’ of EMU-members) but also substantive elements – eg the preventive and the repressive leg of budgetary discipline – which could otherwise be left to secondary EU law by the European Parliament and the Council. However, the European Parliament got largely sidelined.136 Today, it might be seen as an outdated pattern of government that instead of allowing to take political choices in the ordinary legislative procedure many regulatory details are ‘petrified’ in the Treaties. Consequently, there is no broad political leeway to govern the EMU by secondary EU law.137 



ii.De-Constitutionalisation as a Remedy

If the above assessment is correct, the solution or at least the crucial first step into the direction is easy to spell out: the provisions of the Treaties on the EMU could be de-constitutionalised. This means that many details could be eliminated from the Treaty text and moved to secondary EU law using the ordinary legislative procedure.138 This would make it easier to overcome the stalemate resulting from the need for unanimity for any substantive reform.

Admittedly, this implies simultaneously overcoming and changing the hurdle of unanimity, which has been blocking so many reforms during the last decades. It might be easier to achieve this goal if the details of substantial future reforms and the respective ‘winners and losers’ remain hidden behind the ‘veil of ignorance’. Decoupling de-constitutionalisation from reform details would put the core ambition at the centre stage: for the benefit of developing the EMU further it should become more difficult to block reforms.139 Instead of very detailed economic governance provisions in the Treaties, more flexibility, including a certain capacity and room for dynamism and adaptability of the system should be provided for. This may involve the introduction of qualified majority voting modalities to enhance the dynamics of the integration process, as can be learnt from the developments in the field of the internal market.140 It could be considered developing the EMU towards a supranational governance system, including the ordinary legislative procedure, thus also putting the European Parliament on equal footing, and fully integrating the EMU into the existing EU framework. We contend that the scope could be broad and encompass most of the contested reform initiatives.141 It goes without saying that not only the overall direction but also the details of such a reform remains the subject of a political decision to be taken.

Enhancing democratic rulemaking by involving the European Parliament on equal footing within the ordinary legislative procedure provides a strong case. This is because in any democratic system unanimity runs counter to the basic idea that the largest possible majority should be backing the law as it stands. Otherwise, a minority or even, in the case of unanimity, a single member of the polity can block progress even if an overwhelming majority would be in favour.



VI.Possible Reform Scenarios


A.Preliminary Remarks

Learning from our model countries as well as from difficulties during the lifetime of the EMU inspires us to come up with scenarios for reforms. This is a hypothetical academic exercise, based on experience, previous reform proposals, and a rich cross disciplinary debate.142 It inevitably includes taking choices. Scenarios of that kind are not purely analytical in nature, but normative in the sense that they present options allowing for informed political decision taking.

We are not living in an academic ivory tower ignoring reform restrictions of all kinds both legal and political. Not the least among them is the reticence of the EU Member States to compromise ‘Budgetary Sovereignty’ of the national parliaments as well as the heavily criticised creation of a ‘Debt Union’ where the liability for national debts would be shared between EMU members. Adding to this complexity is that both politically and legally, the hurdles for reforms are considerably higher as soon as they imply Treaty changes. Such changes need unanimity, in some countries politically risky referenda, and might end up in lengthy package deal negotiations. Depending on the substance, these hurdles are sometimes considered politically insurmountable, and consequently subject to avoidance strategies at the outset of every debate.

We are not discussing the legitimacy of these and other concerns. Some of us have done this elsewhere.143 All of the mentioned aspects touch upon the ‘balance of power’ in the sense explained above.144 The differences between the hurdles impact on political decision taking. However, this does not render academic endeavours necessarily useless. In the following, we take the academic freedom to set this intricate debate aside for a moment for the benefit of exploring different options from scaling back to a lower level of integration to the optimisation of the current fiscal federal system in the EU.

We are neither aiming at a comprehensive digestion of the many reform proposals nor on the detailed elaboration of the scenarios.145 Rather, our focus is on developing further what we consider a fiscal federation in the making, against the backdrop of the extensive discussion in the previous subchapters on the EMU system and its developments during several periods of crises,146 without repeating the many details of this mostly contentious development. This allows us to stick to catchwords conveying the gist of crucial differences between the scenarios. In doing so we identify substantive and organisational aspects of selected reform scenarios that would be in line with the above outlined EU principles as the guiding basis of our deliberations. The detailed elaboration of these scenarios should and could be done once the principled political choices are taken. It goes without saying that the following scenarios are far from being razor-sharp discernible alternatives. Rather, they are roughly sketched out models allowing for all sorts of combinations, and with blurry dividing lines, specifically between the first three of them.



B.Five Selected Scenarios


i.Scenario One – The Status Quo, Improved

The guiding idea of this scenario is that the financial, monetary, and economic system of the EU is maintained. Only minor changes are considered (no Treaty change, no major changes to secondary EU law). Which improvements would be highly recommendable, based on experience and lessons from our model countries? Which major reform ‘candidates’ would therefore remain untouched?

Key aspects:

EU financial system


	The Banking Union would be developed further without major design changes like a common fiscal backstop. This means that Prudential Regulations (like capital requirements and bail-in arrangements) would be constantly evaluated and developed further to enhance their credibility, in parallel to safety mechanisms like safety deposit provisions.



EU budget, fiscal and economic policy


	the SGP both with its preventive and corrective functions remains essentially untouched – yet in its recently reformed version;147 

	The enlarged EU budget and the joint borrowing as foreseen under the Own Resources Decision and the MFF 2021–2027 are considered temporary crisis measures and will not be adopted permanently; this would not exclude fresh ad hoc initiatives modelled after the NGEU programme;

	The ESM continues to operate as an international organisation separated from the EU – and will not be transformed into a European Monetary Fund that would include eg a common backstop for the Single Resolution Fund;

	The TSCG continues to operate as a treaty under public international law without being integrated into the EU legal order;



Monetary Policy


	The ECB’s mandate remains narrow and focused on price stability as an absolute priority; in accordance with CJEU case-law, non-traditional monetary policies such as the PSPP remain possible under certain circumstances.



Democratic Legitimacy and Accountability


	Parliamentarism – the marginal role of the European Parliament, the national parliaments as the champions of ‘budgetary sovereignty’, and the existing interparliamentary co-operation remain untouched, including the blurry lines of accountability and responsibility.

	The effectiveness and functionality of the European Semester would be improved.





ii.Scenario Two – A More Mature EU Fiscal Federal System

The guiding idea of this scenario is that, taking into account the experiences of the fiscal federal systems of our project countries, a series of steps could be envisaged to create a more mature EU system, without substantially changing the system, and in addition to the improvements under Scenario One. As mentioned, combinations between the scenarios would be easily possible. To give two examples only: at least parts of the most recent proposal relating to the reform of the Stability and Growth Pact could be assigned to Scenario One. In contrast, we qualify the introduction of an ‘EU-tax’ in addition to the current ORD-resources as a systemic change148 which would come under Scenario Three or Five.

This scenario could include amendments of the current EU constitution. Taking this hurdle into account could lead to two subsets of scenario Two.

It would be essential to enact enhanced crisis prevention tools, like the reform of the SGP, in parallel to crisis mitigation tools like introducing a European unemployment scheme – in order to avoid adverse moral hazard effects.

Key aspects:

EU financial system


	In parallel to improving the market discipline of banks, the already envisaged strengthening of the crisis management and deposit insurance framework (CMDI)149 as well as the complementary European Deposit Insurance Scheme (EDIS)150 – the latter having been blocked for almost 10 years now – should and could be enacted. The overarching rationale remains unchanged: breaking the fatal state-bank nexus without creating a similar EU-bank nexus;



EU budget, fiscal and economic policy


	The Stability and Growth Pact would be enhanced along the lines of the 2024 reform;151 

	Additional smart sanctions could be envisaged, and could even replace the counter-productive monetary fines; eg an ‘EU veto’ against obviously unsound national budgets in the aftermath of the establishment of excessive deficits or debts;

	Improving structural approximation through an improved Fund system (eg, by adding a new fund and cutting ineffective or redundant ones);

	Introducing a European unemployment scheme that can be complemented by national schemes;

	A European Economic and Finance Minister (as the president of the Council of Finance Ministers, or at least of the Eurogroup finance ministers, and with enhanced responsibility for the EU budget)



Monetary Policy


	The Stabilising function for the ECB by clearly demarcating non-traditional measures in times of crises should be flagged out;



Democratic Legitimacy and Accountability


	A clear division of competencies and responsibilities between the European Parliament and the national parliaments when it comes to economic governance should be created.





iii.Scenario Three – Common Features of Functioning Fiscal Federal Systems

The guiding idea of this scenario is adopting most of the common features of ­functioning fiscal federal systems that all or the majority of our project countries have in common, in addition to the improvements under Scenarios One and Two.

Key aspects:

EU financial system


	Improving the resilience of banks could include imposing ‘sovereign ­concentration charges’,152 id est additional capital requirements aiming at the reduction of the dangerous bank-state-nexus through disproportional exposures of banks to a single, most likely their home country;



EU budget, fiscal and economic policy


	Enhancing the fiscal capacity of the EU by allowing for EU taxes whose revenue will be allocated to the EU – preferably with tax bases related to cross-border trade;

	The option of joint borrowing could become a permanent feature of the Own Resources Decision, subject to provisions for a debt break;

	Parts of the revenue of the mentioned joint borrowing could be made available to the Member States for the purpose of debt restructuring either through earmarked grants or loans with favourable terms;

	(Gradual) aligning of EU competences and EU taxation;

	The ESM should be dissolved, its tasks should be shifted to the Commission or a specific EU Stability Fund (financed by EU budget/debt instruments) which would be accountable for its financial aid operations to the European Parliament;

	Foster further capital market integration as a means to reduce risk through diversification; this could include the creation of adequate infrastructure, eg empowering the ECB as a capable lender of last resort;



Monetary Policy


	in the framework of emergency measures by the ECB, the purchasing of debt instruments directly from Member States should be allowed;



Democratic Legitimacy and Accountability


	Enhancing the role and the powers of the EP and related issues like the quality of representation, functioning of a party system at the EU level should be envisaged.





iv.Scenario Four – Scaling Back to the Pre-Crisis World

The guiding idea of this scenario is a return to the pre-crisis consensus with a hard currency, low inflation, sustainable public finances, moderate economic coordination, a strong internal market with competition among Member States, and national responsibility and accountability for national economic and fiscal choices. However, in light of recent experiences the credibility of the no-bailout-rule would have to be enhanced by a Sovereign Debt Restructuring Mechanism. The ECB would have to curtail its non-traditional measures to an extent that would exclude the markets to expect getting the money back from the ECB in cases of excessive national deficits. The ESM would have to be terminated accordingly, in order to signal the same result for other Member States. Other than that, all measures fostering the resilience of banks (Banking Union) and budgetary discipline (The Stability and Growth Pact) would be maintained. The same could apply to the TSCG as a treaty under public international law.

At first glance this might be seen as a totally unrealistic scenario. While this might be true, it is not easy to determine to what extent it is more unrealistic than any of the other four scenarios.



v.Scenario Five – Utopia, The Perfect Fiscal Federal System

The guiding idea of this scenario is that EU fiscal federalism could be developed further reaching a point close to ‘ideal’ – meaning that economic, legal and political science insights would be used in order to optimise the functionality of the system. Also here, we would not touch upon the sketched-out principles of the EU Constitution.

By using the strong term ‘utopia’ we intend to signal how distant the actual state of affairs is from a fully functional EMU in terms of economic, legal and political optimisation. Nevertheless, we see no insurmountable obstacles other than the already mentioned lack of political will.

Key aspects:

EU financial system


	The system should be completed, consisting of a comprehensive regulatory framework of Prudential Supervision, an SRM, and a European Deposit Insurance Scheme (EDIS); a powerful financial backstop should be included;



EU budget, fiscal and economic policy


	The Stability and Growth Pact should be simplified, including a smart shift in the sanctioning mechanism: instead of imposing fines, countries violating the deficit and debt thresholds would be obliged to use a preformed type of bonds – labelled ‘junior sovereign bonds’ in the academic debate153 – that would signal the development to the market and at the same time include mechanisms to assure debt repayment to the creditors;

	The credibility of this system should be enhanced by the creation of a Sovereign Debt Restructuring Procedure under the jurisdiction of the CJEU – which would likely require a central lender of last resort for the duration of the procedure in order to guarantee the continued provision of state services and functions; in order to prevent obstruction, restructuring would need to be subject to a decision taken by qualified majority of all bondholders;

	The EU should dispose of a budget of scale dedicated both to the financing of common goods (like the fight against climate change and digital transformation) and crisis intervention for members in difficulties;

	Hand-in-hand, a European Finance Minister (EFM) should be created who would be the VP of the Commission primarily responsible for implementing the EU budget;

	An independent European Monetary Fund should take over the tasks from the ESM.



Monetary Policy


	The ECB should keep its priority of price stability; however, its mandate should also include non-traditional measures and the function of the lender of last resort in order to exceptionally intervene in times of crises.



Democratic Legitimacy and Accountability

All our scenarios contain remarks about democratic legitimacy. We hold that specifically the far-reaching changes proposed in scenario Five should go together with enhancing parliamentarism at the EU level. According to Art 10 TEU, the EP is the main representative organ of the EU citizens. We advocate the expansion of legislative rights of the EP to all EMU aspects as crucial to enhance democratic legitimacy of pertinent policy provisions.154 In this regard we start from the premis that a well-functioning parliamentarism lies at the heart of modern representative democracy.155 

Even if this were to happen, parliamentarism within the EMU would still be remarkably restrained. This is because the Treaties, which by definition exclude amendments by a parliamentary legislative procedure,156 are comparatively detailed, which in turn would reduce the political choices for the EP.157 In combination with making the EP a full-fledged legislator in the field we propose a ‘de-constitutionalisation’ of the EMU law158 modelled after other harmonisation bases like Art 114 TFEU for the internal market. In doing so, the current Treaty provisions would largely be replaced by empowering the EP to legislate in the ordinary legislative procedure, specifically regarding the Economic Union,159 and including broad discretionary powers.

Indeed, the very existence of a parliament elected by universal suffrage is the epitome of democracy, while its absence is the first proof of the lack of democracy.160 Whereas concrete forms of parliamentarism may vary across national democracies and over the course of their history, its core feature is the power to legislate and to legitimise and control the executive. Even in presidential systems parliaments retain a large proportion of that power. After the experience of fascism and national socialism, which generally started by the abolishment or at least substantial curtailment of parliaments, Western European states re-instated their parliaments with far-reaching rights as the first and foremost sign of the return to democracy. This also occurred in Central and Eastern European states after the fall of the iron curtain and communism.

However, over the last decades, parliaments saw an ever-growing shift of power towards executives. Owing to European integration such development intensified for two main reasons. First, despite the increase of political decision-making at the EU level and the growth of the EP’s rights as co-legislator European parliamentarism is still not on equal footing with executives acting in the Council in several policy fields including important aspects of EMU. Secondly, the Council contradicts one basic rule of modern democracy as therein national executives act as legislators. While this second aspect is owed to the history of integration based on international treaties and, thus, on intergovernmentalism, it provokes the question about whether such an arrangement is still compatible with the theoretical and constitutional principles of democracy. Even if heeding to the concept of power sharing between the EP and the Council (enhanced by the Commission’s privilege of legislative initiative) the question about control of national executives remains crucial. The argument about the indirect legitimation of the latter through national parliaments is spurious. This is because the European national parliaments enjoy quite different rights of control vis-à-vis their governments when acting at the EU level. More importantly, they do not control the Council as a collective body. Also, national parliaments’ right to call into question the respect for the principles of subsidiarity and proportionality in EU policymaking where competencies are shared between Member States and the EU is bound to the capacity of collective action of one third of national parliaments. Whereas the ‘de-centring’ of parliaments in the European as well as national polities to the advantage of the Commission (eg, in the European Semester) and of the ECB turning into a de facto lender of last resort as a result of the financial and fiscal crisis are special cases of concern. The same holds true for the so-called ‘agencification’ of today’s democratic systems.

The side-lining of the EP is the consequence of the multiple crises that haunted the EU in the wake of the post-2008 financial and fiscal crisis, the pandemic and the war between Russia and Ukraine and induced swift decision-making in states of emergency. Thus, urgency as regards the EU’s capacity to act collectively vis-à-vis (financial, energy, health etc) markets and global competitors became the determining driving force of governments and supranational governance actors, that would and could not await the outcome of lengthy parliamentary debates. While such stance may be comprehensible in terms of output, it does raise issues of legitimacy, sometimes even of legality. Moreover, the current institutional set-up leads to cumbersome compromise-building to overcome the cacophony of the debate in the wake of clashing interests. In order to simultaneously increase the Union’s capacity to act, to depart from hectic ad hoc, often half-hearted and temporarily limited solutions and to ensure democratic legitimacy, we propose a bolder approach and add a scenario in which we suggest to call a Convention according to Art 48 TEU to tackle the questions raised above aiming at:


	a discussion of supranational democracy based on the ‘re-centring’ of parliamentarism;

	constituting the EP as a two-chamber system and transforming the Council into a (directly) elected Senate;

	defining the tasks of the two chambers;

	giving the EP the right to legislative initiative;

	establishing EP’s rights to legislate in all policy fields and to control the executive;

	giving the EP the right to elect the Commissioners;

	reducing the number of Commissioners according to existing treaty provisions;

	providing for a clearer demarcation of national and supranational competencies;

	providing for a budget of scale for the EU based on direct taxation and giving the EP ‘budget sovereignty’;

	defining rules for the creation and financing European parties; and

	providing for the regulatory and financial basis of European media (including social media) as a starting point for a European public sphere.



Such approach may sound utopian. It is, however, in the vein of political calls for greater boldness for instance by the Commission President Ursula von der Leyen (2025) as well as by the Draghi Report (2024) regarding a variety of policy fields ranging from industrial to defence policies. If the Union is to put their proposals into reality while simultaneously living up to the principles guiding European integration a new debate about its constitutional framework should not a priori be ruled out.
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