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a note on Budget Rules and 
Fiscal FedeRalism

Heiko t. BuRRet and laRs P. Feld1

Introduction

Budget rules have become a widespread tool for pur-
suing sound fiscal policy. This particularly holds for 
federations as the incentives to overspend and borrow 
excessively are particularly pronounced if the costs of 
public spending can be shifted to other jurisdictions by 
exploiting a common pool of revenues and attracting 
bailout transfers. Sub-national governments might be 
inclined to spend less and collect taxes more eagerly if 
their fiscal responsibility is strengthened. Sub-national 
tax autonomy, a credible no-bailout clause and numer-
ic rules restricting sub-national finances seem useful to 
achieve this end.

However, politicians might be tempted to relax this dis-
cipline by window-dressing and creative accounting. 
These measures may come in various guises of fiscal 
gimmickry such as the reclassification of expenditure, 
the accumulation of arrears, off-budget activities and 
shifts in fiscal responsibilities. As a result, the targeted 
headline indicators are temporarily embellished without 
actually improving the underlying fiscal position to a 
similar extent. While a fiscal framework that supports 
sub-national fiscal responsibility provides incentives to 
truly comply with the constraints, desirable budget rules 
should be equipped with features as exemplified below. 
Against this background we analyse the design and ef-
fectiveness of current sub-national budget rules in the 
United States, Switzerland and Germany.

• Numeric limits and flexibility. The annual budget 
balance should be constrained by a numeric limit that 
needs to be respected during budget formation, exe-
cution and closure. To grant budget flexibility, tempo- 
 

1  Walter Eucken Institut (both).

rary deviations from the threshold should be allowed 
for cyclical deficits and unforeseen extraordinary 
situations.

• Definitions and redemption. To prevent a perma-
nent use of temporary exceptions, it seems important 
to precisely outline a method for the calculation of 
the cyclical deficit component that is replicable for 
a professional public. Similarly, extraordinary situa-
tions should be narrowly defined and only apply if ap-
proved by a supermajority in parliament. Any deficits 
shall be amortized within a reasonable period of time.

• Legal foundation. To eliminate the easiest way of 
circumvention, the rule should be anchored in the 
constitution or a similar piece of legislation. A con-
stitutional law may only be amended by a supermajor-
ity and cannot be overridden by laws that have been 
passed later (lex posterior) or that govern a more spe-
cific matter (lex specialis). 

• Coverage. To tackle incentives to conceal the fiscal 
burden, the rule should cover all off-budget funds, 
special funds, publicly-owned entities and apply to all 
public accounts.

• Correction mechanism. A violation of the rule 
should trigger an automatic correction mechanism 
that specifies the required annual adjustment.

• Incentives for compliance. An independent council 
should monitor the budget rule and correction mech-
anism and examine the cyclical adjustments, budget 
forecasts and circumstances that trigger, prolong or 
end extraordinary situations. The reports must be ef-
fectively communicated in public. A non-compliance 
with the council’s recommendations should require a 
supermajority in parliament. 

The United States

The federal framework of the US is characterized by 
a strong tradition of fiscal autonomy at the sub-feder-
al level. All 50 states have their own tax systems and 
authority and are relatively free to tax citizens and 
activities within their border. Unlike most other fed-
eral states, the US has no fiscal equalization scheme in 
place that is designed to reduce fiscal disparities among 
sub-federal jurisdictions. The fiscal responsibility of 
the sub-national level is enhanced by the no-bailout 
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stance of the federal government, which can be traced 
back to the default of eight US states and one territory 
in the post-1837 recession. While the no-bailout posi-
tion has also been adopted by US states regarding their 
municipalities and is shaped by Chapter 9 of the US 
bankruptcy code, it is not legally implemented for the 
states (Inman 2003).

State balanced budget rules

Due to the federal bailout denial, the bond market differ-
entiated refinancing conditions according to the solven-
cy of the US states such that creditors looked for signals 
of fiscal discipline. In the 1840s the first states adopted 
constitutional debt limitations (Wallis 2005). A recent 
survey by the National Association of State Budget 
Officers (NASBO 2008) reveals that all 50 US states 
with the exception of Indiana and Vermont operate un-
der some kind of constitutional or statutory balanced 
budget requirement. In 48 states a law stipulates at least 
one of the following requirements: (1) the governor must 
submit a balanced budget, (2) the legislature must pass a 
balanced budget, (3) the governor must sign a balanced 
budget, and (4) deficits may not be carried over into the 
next fiscal year or biennium. Only the latter can be clas-
sified as a numeric budget constraint since the other re-
quirements tend to be procedural rules that need to be 
observed at certain points during the budget process, but 
not at the end of the fiscal year.

In general the provisions are sparsely worded, leave 
room for interpretation, and vary substantially among 
the states. Even though some states have anchored the 
requirements into their constitution and obliged courts 
to monitor the rule, other desirable features seem to be 
missing for the most part. Importantly, most restrictions 
only apply to a fraction of the state budget (for example, 
general fund), leaving other funds for deficit financing. 
In addition, some states are allowed to borrow to bal-
ance their budget. In order to achieve a balanced budget 
in times of economic crisis or emergencies, almost all 
states have some kind of rainy day and emergency fund. 
General fund surpluses are mostly transferred into the 
rainy day fund. A supermajority vote in the legislature 
is only required to withdraw money from these funds 
in a few states. A heap of further loopholes and ways to 
circumvent the state debt and deficit restrictions were 
recently summarized by Heun (2014). Besides budget 
rules, many states limit the amount of (guaranteed) debt 
and some states require tax increases to be approved by 
a supermajority in the legislature.

The Advisory Commission on Intergovernmental 
Relations (ACIR 1987) presents a detailed documenta-
tion of state debt and budget restrictions and a stringen-
cy index that is based on the types of balanced budget 
provisions, its legal foundations and a subjective as-
sessment of its importance. The maximum index score 
is assigned to constitutional prohibitions to carryover 
a deficit. In compliance with the empirical findings 
of the ACIR (1987), the majority of subsequent stud-
ies provides evidence that debt and deficit restrictions 
tend to support fiscal discipline (Table 1). Exceptions 
are Calcagno and Escaleras (2007) and Hou and Smith 
(2009) who present the opposite effect of the (statutory) 
requirement to submit a balanced budget. 

Most studies suggest that budget deficits are particular-
ly reduced if strong fiscal rules (that is, no-carryover 
provisions) are implemented (ACIR 1987; Eichengreen 
1994; Alesina and Bayoumi 1996; Hou and Smith 2009, 
2010). Bohn and Inman (1996) and Primo (2006) find 
evidence that an external enforcement of no-carryover 
rules through elected state courts (instead of appoint-
ed courts) tend to decrease fiscal deficits. However, 
Briffault (1996) questions the existence of a threat from 
court enforcement. According to Kiewiet and Szakaly 
(1996) debt limits are particularly effective if a devia-
tion has to be approved by referenda. In addition, Hou 
and Smith (2010) provide recent evidence that budget 
rules tend to have a more significant impact the more 
narrowly defined the analysed budget balance is. If 
narrowly defined balances are considered, budget con-
straints also seem to matter for fiscal sustainability 
(Mahdavi and Westerlund 2011). Among others, Bohn 
and Inman (1996) conclude that the deficit is primarily 
reduced by means of spending cuts. In a related strand 
of literature, anecdotal and empirical evidence suggests 
that state governments have widely taken advantage of 
the loopholes in the fiscal rules and circumvented them 
by means of fiscal gimmickry (Ratchford 1941; Heins 
1963; Bennett and DiLorenzo 1983; von Hagen 1991, 
1992; Bunch 1991; GAO 1993; Briffault 1996; Costello, 
Petacchi and Weber 2012).2

2  The literature on fiscal rules at least partly originated from the analyses 
of Proposition 13’s impact on fiscal policies. This paper focuses on the 
effects of debt and deficit restrictions. Other related strands of literature 
focus on the effects of state budget rules on anti-cyclical fiscal policy 
and business cycles (for example, Alt and Lowry 1994; Eichengreen and 
Bayoumi 1994; Poterba 1994; Bayoumi and Eichengreen 1995; Levinson 
1998, 2007; Sørensen, Wu and Yosha 2001; Primo 2006; Krol and Svorny 
2007), on state bond yields (for example, Bayoumi, Goldstein and 
Woglom 1995; Poterba and Rueben 1999; Lowry and Alt 2001) and on 
the fiscal impact of state tax and expenditure rules and line-item veto au-
thority (for example, Bails 1982, 1990; Abrams and Dougan 1986; Holtz-
Eakin 1988; Joyce and Mullins 1991; Elder 1992; Shadbegian 1996; St. 
Clair 2012). Early papers on these issues are surveyed by, for example, 
Poterba (1995), Krol (1997), Kirchgässner, Feld and Savioz (1999), 
Kirchgässner (2002) or Schaltegger (2002).  
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Empirical studies on the effect of debt and deficit restrictions on fiscal discipline in US states 

Study States; 
period 

 
  Dependent variable (selection) 

 
Fiscal rule (selection) 

Support fiscal 
discipline* 

Mahdavi and 
Westerlund 
(2011) 

47 
1961-2006 

- Four measures of budget balance  
(ranging from broad to narrow) 
of state and local level 

Stringency index of BBR 
(ACIR 1987) 
Budget rules 
(Hou and Smith 2006) 

YES 

Hou and Smith 
(2010) 

50 
1950-2004 

- Six measures of budget balance 
(ranging from broad to narrow) 

Six balanced budget 
requirements 
(Hou and Smith 2006)  

YES 

Hou and Smith 
(2009) 

1979-1981 
1985-2004 

- Probability of reported budget surplus 
- Probability of general fund surplus 

Four balanced budget 
requirements 

YES for strong 
rules 

NO for weak rules 
Calcagno and 
Escaleras 
(2007) 

37 
1971-2000 

- Deficit to income ratio Requirement for governor to 
submit a balanced budget NO 

Primo (2006) 
47 

1969-2000 - Direct state and local expenditures No-carryover rule (ACIR 
1987; Bohn and Inman 1996) YES 

Rose (2006) 43 
1974-1999 

- State general fund surplus, 
tax revenue, expenditure 

No-carryover rules 
(ACIR 1987 and others) YES 

Chaney, 
Copley and 
Stone (2002) 

48 
1994-1995 

- Per capita excess (deficit) of pension 
plan net assets available for pension 
benefits over pension benefit obligation 

Balanced budget requirements 
(GAO 1993)     YES** 

Penner and 
Weisner 
(2001) 

N/A 
N/A 

- Public welfare expenditures 
to total general expenditures 

- Public welfare expenditures per capita 

No-carryover rules  
(NASBO 1999 and other) YES 

Alesina and 
Bayoumi 
(1996) 

48 
1990 

- Average primary budget surplus 
to state GDP ratio (1988-1990) 

- Average state budget surplus 
to state GDP ratio (1988-1990) 

Stringency index of BBR 
(ACIR 1987) YES 

Bohn and 
Inman (1996) 

47 
1970-1991 

- State general fund deficit per capita 

Stringency index of BBR 
(ACIR 1987) 
Four balanced budget 
requirements  

YES 

Kiewiet and 
Szakaly (1996) 

49 
1961-1990 

- (Non-)guaranteed state debt per capita 
- Total state (and local) debt per capita 

Five requirements on bond 
issuance  YES 

Clingermayer 
and Wood 
(1995) 

48 
1961-1989 

- Annual change in long-term state debt Constitutional debt limits No significant 
effect 

Eichengreen 
(1994) 

N/A 
1985-1989 - General fund balance 

Stringency index of BBR 
(ACIR 1987) 
Two balanced budget 
requirements 

YES 

von Hagen 
(1992) 

N/A 
1985 

- State debt per capita and 
in relation to income 

- State debt growth (1976-1985) 

Debt limitations 
Stringency of BBR (ACIR 
1987) 

Ambiguous 

Nice (1991) N/A 
1982 

- State (and local) debt per capita  
- (Non-)guaranteed state debt per capita 

Constitutional debt limits 
Balanced budget requirements 

YES (debt limits) 
No significant 
effect (BBR) 

von Hagen 
(1991) 

50 
1985 

- State debt and state debt growth 
(1975-1985) 

- Ratio of non-guaranteed to guaranteed 
state debt 

Stringency index of BBR 
(ACIR 1987) 

No significant 
effect 

ACIR (1987) 
50 

1984 

- General fund state deficit, tax revenues 
and long-term debt 

- (Non-)guaranteed state debt 

Stringency index of BBR 
(ACIR 1987) 
Constitutional debt limits 

YES 

Abrams and 
Dougan (1986) 

50 
1980 

- State and local spending per capita  
- State spending per capita 

Balanced budget requirements 
(ACIR 1987) 

No significant 
effect 

* “YES” (“NO”) indicates that the empirical results suggest that fiscal rules significantly support fiscal discipline (indiscipline).  
** “BBR” reduces pension funding level significantly. “BBR” stands for Balanced Budget Requirements. “ACIR” stands for 
Advisory Commission on Intergovernmental Relations. Studies listed above may focus on further issues. 

Source: The authors. 

Table 1  
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Figure 1  

US States with no-carryover rule (blue)

Source: Own illustration. The islands located in the south-west of the maps indicate Alaska and Hawaii, respectively.

Survey-based results (NASBO 2008) Reading on the books (Hou and Smith 2006)

Although the ACIR findings are widely used,3 the data 
might not be accurate. For instance, the frequently em-
ployed no-carryover provision is supposed to be im-
plemented in 36 states according to the ACIR (1987), 
in 39 states according to the United States General 
Accounting Office (GAO 1993), in 43 states according 
to the NASBO (2008) and in only 11 states according 
to Hou and Smith (2006). The records of the two latter 
studies vary substantially, although the data was collect-
ed almost at the same time (Figure 1). Thus, the vari-
ation in the data is not only due to the different points 
in time covered by the reports, but also to differences 
in personal interpretation, perception and knowledge 
of state laws, practices and court decisions. These con-
founding factors are likely to be more pronounced in the 
survey-based reports (ACIR 1987, GAO 1993, NASBO 
2008) than in data collected from legal and other texts 
(Hou and Smith 2006). Although the issue has recently 
gained attention (Hou and Smith 2006, 2010; Krol and 
Svorny 2007; Levinson 2007; National Conference of 
State Legislatures 2010; Mahdavi and Westerlund 2011), 
the data variation does not distort the overall findings 
(Table 1).

While the data variation suggests that there might be 
some institutional variation across time, empirical re-
search often implicitly assumes that budget rules re-
main unchanged. For instance, Rose (2006), Primo 
(2006) and Mahdavi and Westerlund (2011) employ the 
 
3 ACIR data have also been used in related strands of literature, for exam-
ple, Pogue (1970), McEachern (1978), Bayoumi and Eichengreen (1995), 
Bohn and Inman (1996), Sørensen et al. (2001), Fatás and Mihov (2006).

no-carryover rule according to data collected in 1984 
by the ACIR (1987) while analysing periods from 
1974−2000, 1969−2000 and 1961−2006, respectively.

Switzerland

The Swiss federal government, the 26 cantons and the 
2,353 municipalities enjoy substantial fiscal autono-
my and responsibility. Each level of government has 
the capacity to incur debt, the right to tax and can de-
cide on its expenditure relatively independently. While 
disparities among cantons and municipalities are 
reduced by means of fiscal equalization, its redistribu-
tive impact is limited. Sub-national fiscal responsibility 
was consolidated by the no-bailout decision of the Swiss 
Supreme Court in 2003 regarding the municipality of 
Leukerbad. The federal fiscal framework is supplement-
ed by direct democracy and fiscal constraints. 

Cantonal balanced budget rules

To secure financial transparency and stability the 
Conference of the Cantonal Ministers of Finance agreed 
in 1981 on a role model law for cantonal budgeting that 
requires a balanced budget in the medium term (article 
4). At the end of 2012 all cantons apart from Appenzell 
Inner Rhodes, Basel-City and Jura had implemented 
some kind of budget rule in their constitution or budget 
law. The 23 cantonal budget rules vary substantially 
with respect to their point of introduction, design and 
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No budget rule (index=0)

Cantonal budget rules: stringency and year of introduction

weak budget rule (index=1)
medium budget rule (index=2)
strong budget rule (index=3)

Notes: The dates indicate the year the budget rule became effective. Major revisions are specified by a second date. The cantonal fiscal
rules are classified slightly differently by other studies. Abbreviations: AG Aargau, AI Appenzell Inner-Rhodes, AR Appenzell Outer-
Rhodes, BE Bern, BL Basel-County, BS Basel-City, FR Fribourg, GE Geneva, GL Glarus, GR Grisons, JU Jura, LU Lucerne, NE 
Neuchâtel, NW Nidwalden, OW Obwalden, SZ Schwyz, SG St. Gall, SH Schaffhausen, SO Solothurn, TG Thurgau, TI Ticino, UR Uri, 
VD Vaud, VS Valais, ZG Zug and ZH Zurich.         
         
         
         
         

Source: Own illustration based on data from Feld et al. (2013) and Conference of the Cantonal Ministers of Finance (2012).

LU
(2001)

BE
(2002/2009)

AG
(2005)

OW
(2006)

ZH
(2001)

SZ

GR
(1988/1999)

VS
(2005)

GL
(2011)

VD
(2006)

NE
(2005)

JU

FR
(1960/
1996)

SG
(1929/
1997)

NW
(2001)

BL
(2009)

BS

UR
(2012)

ZG

TG
(2012)

SO
(1986/2005)

AI

AR
(1996/2014)

TI
GE

(2010)

SH

Figure 2  stringency. While some canton-
al laws stipulate numeric annual 
deficit thresholds and automatic 
expenditure and tax adjustments, 
other cantons only require a bal-
anced budget in the medium 
term or set loosely defined es-
cape clauses (Conference of the 
Cantonal Ministers of Finance 
2012). Contrary to the US states, 
no cantonal court has the duty to 
supervise the budget rules. The 
enforcement in Switzerland may 
take place through sanction mech-
anisms and direct democracy in-
stead (Schaltegger 2002). 

The rigid budget rule adopted in 
St. Gall is often referred to as a role 
model. Its constitution stipulates 
that the current budget has to be 
balanced (article 82). According 
to the State Administration Law 
(Staatsverwaltungsgesetz), the constraint is assumed to 
be satisfied if the budget proposal reports a deficit below 
three percent of the simple tax revenue. Otherwise the 
tax rate (tax foot) has to be adjusted. Tax cuts are prohib-
ited as long as the non-restricted equity is below 20 per-
cent of the simple tax revenue. A deficit at the end of the 
year has to be debited in the budget proposal after the 
subsequent year unless non-restricted equity is availa-
ble. The current budget also includes public investments 
below CHF five million and depreciations of investment 
projects above that threshold. Unlike St. Gall, Ticino has 
rather weak budget constraints that merely require the 
current budget to be balanced in the medium term.4

The large variation in cantonal fiscal regulations is ex-
ploited by Feld and Kirchgässner (2001, 2008) and Feld 
et al. (2013) in order to construct a stringency index. 
They assign an index value between zero and three ac-
cording to the number of fulfilled requirements, which 
are: a strong link between budget planning and execu-
tion, a numeric deficit threshold and an automatic tax 
adjustment. Despite the prevalence of cantonal fiscal 
rules, all three requirements are only met by St. Gall and 
Fribourg, which have already been constrained since 
1929 and 1960, respectively, and since 2008 by Basel-
County. The budget rule of Ticino, among others, does 

4  A detailed description of cantonal budget regulations is provided by 
Stauffer (2001) and a more recent overview by the Conference of the 
Cantonal Ministers of Finance (2012).

The dates indicate the year the budget rule became effective. Major revisions are specified by a sec-
ond date. The cantonal fiscal rules are classified slightly differently by other studies. Abbreviations: 
AG Aargau, AI Appenzell Inner-Rhodes, AR Appenzell Outer-Rhodes, BE Bern, BL Basel-
County, BS Basel-City, FR Fribourg, GE Geneva, GL Glarus, GR Grisons, JU Jura, LU Lucerne, 
NE Neuchâtel, NW Nidwalden, OW Obwalden, SZ Schwyz, SG St. Gall, SH Schaffhausen, SO 
Solothurn, TG Thurgau, TI Ticino, UR Uri, VD Vaud, VS Valais, ZG Zug and ZH Zurich.

not satisfy any requirement, thus an index value of zero 
is assigned (Figure 2).

All empirical investigations to date suggest that cantonal 
budget rules support fiscal discipline (Table 2). In an ini-
tial study Feld and Kirchgässner (2001) find a significant 
negative impact of their stringency index on public debt 
and deficits during the years 1986-97. This index is also 
employed by Schaltegger (2002) who draws a similar con-
clusion for an extended period (1980-98). In compliance 
with the previous results, Feld and Kirchgässner (2008) 
provide evidence that strong budget rules significant-
ly reduce both cantonal deficits and cantonal and local 
deficits together. Since the coefficient of the stringency 
index is almost similar in both deficit equations, the 
authors conclude that the constraints have not led to a 
shift in cantonal deficits to the local level. While Feld, 
Kirchgässner and Schaltegger (2010) study cantonal 
revenues as dependent variables, their fiscal rule dum-
my remains insignificant in all equations. Krogstrup 
and Wälti (2008) examine whether previous findings 
are driven by voter preferences. By using data from the 
period 1955–99 they conclude that fiscal rules continue 
to significantly improve cantonal deficits. A some-
what different approach is pursued by Luechinger and 
Schaltegger (2013). Their results suggest that fiscal rules 
exhibit a significant negative impact on the probability 
of projected and realized cantonal deficits. In a related 
strand of literature Feld et al. (2013) investigate the main 



Forum

CESifo DICE Report 1/2014 (March) 8

Empirical studies on the effect of cantonal budget rules on fiscal discipline in Switzerland 

Study Cantons,  
period Dependent variable (selection) Fiscal rule Support fiscal 

discipline* 

Luechinger and 
Schaltegger (2013) 

26 
1984-2005 

Probability of projected and 
realized cantonal deficit 

Budget rule dummy 
and stringency index 
(Feld and 
Kirchgässner 2008) 

YES 

Feld, Kirchgässner 
and Schaltegger 
(2010) 

26 
1980-1998 

State and local revenues 
Various revenue categories 

Budget rule dummy No significant effect 

Krogstrup and Wälti 
(2008) 

25 
1955-1999 

Cantonal budget balance Budget rule dummy YES 

Feld and 
Kirchgässner (2008) 

26 
1980-1998 

Cantonal deficit, cantonal and 
local deficits together, cantonal 
debt 

Stringency index 
(Feld and 
Kirchgässner 2001) 

YES 

Schaltegger (2002) 
26 

1980-1998 
Cantonal expenditure, revenue,  
debt and deficit 

Stringency index 
(Feld and 
Kirchgässner 2001) 

YES 

Feld and 
Kirchgässner (2001) 

26 
1986-1997 

Cantonal expenditure, revenue,  
debt and deficit Stringency index YES 

* “YES” indicates that the empirical results suggest that fiscal rules significantly support fiscal discipline. 
Studies listed above may focus on further issues.  

Source: The authors. 

Table 2  

drivers of cantonal yield spreads. Their results indicate 
that stricter budget rules and the no-bailout regime es-
tablished after the Leukerbad court decision in 2003 are 
both associated with lower cantonal yield spreads.

Germany

The current fiscal constitution of Germany is charac-
terized by almost no individual tax autonomy for the 
states and and their 11,161 municipalities,  strong and 
complex horizontal and vertical fiscal equalization 
schemes and an implicit bailout guarantee. The latter 
was approved by the German Constitutional Court in 
1992 and 2006 under the condition that a state is not 
capable of reducing excessive indebtedness on its own. 
While a reform of the fiscal equalization system is re-
quired by 2020, the current design implies a marginal 
tax rate on revenue of close to 100 percent in most states 
(Feld and Schnellenbach 2013). Compared to the US and 
Switzerland, the German fiscal framework seems to in-
duce particularly strong incentives for unsound sub-na-
tional finances.

State balanced budget rules

German states have been constrained by some kind of 
balanced budget rule for a long time. Since a softening 
of the federal budget rule in 1969, most state laws allow 
for deviations from a balanced budget in case of spend-
ing on public investment, extraordinary needs and dis-
turbances of the general macroeconomic equilibrium. 
The escape clauses have been used widely since their 
terms are not clearly defined and public special funds 
are not included. In line with this observation, a recent 
study reveals that only Bavaria, Hesse, Saxony and 
probably Baden-Wuerttemberg pursued a sustainable 
fiscal policy between 1950 and 2011 (Burret, Feld and 
Köhler 2013). 

The deterioration of public finances and the persis-
tent shortcomings of the budget rules led to the adop-
tion of a new budget rule in the German Basic Law 
(Grundgesetz) in 2009 (Article 109 and 115). The de-
sign of the so-called debt brake is based on the Swiss 
debt brake. Besides provisions for the federal govern-
ment, the rule requires the state budgets to be at least 
structurally balanced from 2020 onwards. Cyclical 
deficits are only allowed if the state enshrines the 
rule into its own legal framework and treats cyclical 
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influences symmetrically. The states may implement 
escape clauses for natural disasters or extraordinary 
situations that are beyond the government’s control 
and significantly affect government finances. So far a 
new budget rule has been incorporated into the consti-
tution of six states and into the Budget Laws of anoth-
er four states. Nevertheless, most of these provisions 
are still in conflict with the German Basic Law. While 
states’ budgetary autonomy impedes a federal enforce-
ment, a newly established independent fiscal council 
(Beirat beim Stabilitätsrat) has the duty to supervise 
compliance and unveil unsustainable developments. In 
order to achieve a structural budget balance by 2020 
five highly indebted states receive consolidation pay-
ments totalling EUR 800 million per year. To be el-
igible Berlin, Bremen, Saarland, Saxony-Anhalt and 
Schleswig-Holstein have to reduce their structural 
deficit of 2010 by ten percent each year.

Despite some loopholes, the wording of the German 
Basic Law appears well defined and rigid. While 
most state budget rules do not become fully effec-
tive before 2020, the transition period has already 
been successful. Descriptive statistics reveal consid-
erable consolidation progress 
in all states on average. In 
2012 Bavaria, Mecklenburg-
Western Pomerania, Saxony 
and Thuringia have already 
achieved structural budget 
balances, while Brandenburg, 
Saxony-Anhalt and Berlin have 
come close to striking a struc-
tural balance (Figure 3). Only 
Baden-Wuerttemberg, Hesse 
and North Rhine-Westphalia 
have not managed to reduce 
their structural deficits by a 
tenth each year since 2010. 
The situation in Saarland and 
Bremen seems particularly 
worrisome since their consol-
idation requirements are still 
substantial. The two states 
risk a reversal of their annual 
consolidation receipts of EUR 
260 million (Saarland) and 
300 million (Bremen) if they 
violate their adjustment path. 
However, Bremen has already 
reduced its structural deficit 
significantly.

Conclusion

In all three mature federal states most sub-national 
governments are constrained by self-imposed budget 
rules. While the rigidity of fiscal rules varies crucial-
ly across the US states and Swiss cantons, almost all 
German states are currently operating under weak 
budgetary restrictions that have not proved very ef-
fective. However, from 2020 onwards German Basic 
Law sets stronger requirements for new state budget 
rules. By then the variety of sub-national fiscal rules is 
likely to be far smaller in Germany than in the US or 
Switzerland. 

Empirical evidence on the Swiss cantons and US states 
suggests that strong budget rules exert a disciplinary 
influence on sub-national fiscal policies. The results 
are particularly robust and conclusive in the case of 
Switzerland, which is consistent with the observation 
that Swiss cantons have more stringent budget rules 
than the US states. The success of the cantonal con-
straints provides initial indications of the prospective 
effectiveness of the new fiscal rule in Germany for 
which Switzerland served as a role model. However, an 

-2 500

-2 000

-1 500

-1 000

- 500

 0

 500

B
ra

nd
en

bu
rg

B
er

lin

B
ad

en
-W

ue
rtt

em
be

rg

B
av

ar
ia

B
re

m
en

H
es

se

 H
am

bu
rg

M
ec

kl
en

bu
rg

-W
es

te
rn

P
om

er
an

ia

Lo
w

er
 S

ax
on

y

N
or

th
 R

hi
ne

-W
es

tp
ha

lia

R
hi

ne
la

nd
-P

al
at

in
at

e

S
ch

le
sw

ig
-H

ol
st

ei
n

S
aa

rla
nd

S
ax

on
y

S
ax

on
y-

A
nh

al
t

Th
ur

in
gi

a

2010 2011 2012 80% of 2010 value

Source: Own illustration based on data from Institut der deutschen Wirtschaft Köln 
(2013a, 2013b). 

Structural budget balance of the German states
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extrapolation of the Swiss results to Germany might be 
misleading because the rules are integrated into a more 
decentralized fiscal framework than in Germany. Until 
the new state rule becomes legally binding, progress 
depends crucially on the willingness of the German 
states to consolidate. The reluctance of several states 
puts the credibility of the German debt brake at risk.
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tax comPetition and diRect 
democRacy in local PuBlic 
Finance – emPiRical WoRk 
on sWitzeRland

maRio Jametti1

Introduction2

The subprime crisis and the current European Union 
debt crisis have massively increased the fiscal pressure 
on national governments. Although less noticeable, the 
crises have also had a significant impact on local pub-
lic authorities. The reduction in the debt of national and 
state governments is very likely to imply less transfers 
to local authorities, or a shift in public expenditure du-
ties to lower level jurisdictions. The challenge that lies 
ahead for local government is huge, especially since the 
latter is often the “residual claimant” in public service 
delivery, and often has limited access to revenue gener-
ation, relying heavily on fiscal transfers.

This paper offers an overview of work in two areas 
of great importance in local public finance: tax com-
petition and direct democracy. Tax competition at the 
lowest tiers of government might have increased rele-
vance since tax bases are likely to be the most mobile 
across smaller-scale regions. Both individuals and firms 
present a higher relocation elasticity if one talks about 
moving from one municipality to another, rather than, 
say, from one country to another. Similarly, direct dem-
ocratic institutions are likely to be most widespread at 
the local level, quite simply, because they are easier to 
organize with a smaller number of voters.

1  University of Lugano, CESifo Research Network and Swiss Public 
Administration Network (SPAN). 
2  This article was prepared for the CESifo DICE Report 1/2014. 
Excellent research assistance was provided by Edoardo Slerca. The pa-
per presents the sole opinion of the author and does not implicate any of 
the institutions he is affiliated with. Financial support from the Swiss 
National Science Foundation (grants Sinergia – 130648 and 147668) 
is gratefully acknowledged. All errors and omissions are the author’s 
responsibility.

The paper concentrates on empirical work using data on 
Switzerland. The country is often praised as a natural 
laboratory for exploring the effects of tax competition 
and direct democracy for a number of reasons. The 
country is small and fairly homogenous, it consists of 
three levels of government (federal, cantonal and mu-
nicipal) all with noteworthy autonomy in tax setting and 
expenditure decisions. Similarly, direct democratic in-
stitutions are widespread and present at all levels of gov-
ernment. The main instruments are the citizen assembly 
(not present at the federal level), the initiative and the 
referendum. Furthermore, specific characteristics of 
these institutions vary widely across and within regions.

The article is not an exhaustive summary of the vast em-
pirical work on Switzerland, but is influenced by my own 
research. The overarching objective is to discuss how tax 
competition and direct democracy influence policy de-
cisions at the local level, and more specifically, whether 
they can be a force for good, making local governments 
more efficient and bringing policy decisions closer to 
citizen preferences. Overall, I would say that tax com-
petition is alive and well, and direct democracy works!

The reminder of the article is structured as follows. The 
next section (The Local Public Sector in Switzerland: 
Taxes, Expenditure and Institutions) gives a short over-
view of the Swiss institutional context. The following 
section concentrates on Tax Competition, which is fol-
lowed by a section focusing on Direct Democracy. In 
each section a short overview of the main theoretical 
elements is presented, followed by a discussion of em-
pirical work. The last section offers some conclusions.

The local public sector in Switzerland: taxes, 
expenditure and institutions

The local public sector

Switzerland is organized as a federation with three lev-
els of government: federal, cantonal (state) and munic-
ipal. There are 26 cantons, and roughly 2,500 munici-
palities that make up its 41,000 km2 that are inhabited 
by just over eight million people. Thus, jurisdictions in 
Switzerland are small on average, both at the second and 
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Share of expenditure across levels of government (%), 2009 

Expenditure Item Federal Cantons Municipalities 

Administration 57 23 20 

Defense 91   4   5 

Security 10 64 26 

Economy 41 38 21 

Environment 17 22 61 

Social housing   1 17 82 

Health   3 84 13 

Culture and recreation   8 32 60 

Education   9 60 31 

Welfare 42 38 20 

Source: Swiss Federal Department of Finance (2011). 

Table 1  

third tier of government. The country is also character-
ized by the fact that it leaves a great deal of autonomy to 
all jurisdictions, both in terms of expenditure and reve-
nues. The shares (for expenditure and revenues) are ap-
proximately: 30 percent federal, 40 percent cantons and 
30 percent municipalities. These shares have remained 
remarkably stable over time.

Table 1 presents the share of spending across all levels 
of government for an array of expenditure items. The 
largest spending areas (in terms of share of the budget) 
at the federal level are defense and welfare. Cantons, by 
contrast, bear the largest shares of spending on health, 
security and education, while municipalities concen-
trate spending on the environment, social housing and 
culture. However, as can also be seen in the table, most 
areas are spread over all three levels of government.

In terms of revenue generation, cantons and munici-
palities rely largely on four (shared) tax bases: personal 
income and wealth, and corporate income and capital, 
with the first being the largest contributor.3 It should 
be noted that municipalities, unlike most local author-
ities, do not rely much on property taxes, but rather on 
the (potentially mobile) income and wealth tax bases. 
Each canton has its own tax laws, defining the sets of 
tax schedules on these bases. Based on the legally de-
fined basic tax rates, cantonal and municipal authorities 
autonomously set multipliers that define effectively ap-
plied tax rates. Hence, municipalities cannot determine 
the progressivity of a specific tax, which is defined by 

3  A video of the evolution of tax rates for all municipalities in 
Switzerland since 1984 can be found on the website of our research 
network (http://www.fiscalfederalism.ch/data/video.html, accessed 03 
March 2014). 

the cantonal tax law; but they can 
influence the level of taxes via the 
multiplier.4

Political institutions

Direct democracy is a cornerstone 
political institution in Switzerland. 
It has a century-old tradition. 
Probably the purest form of direct 
democracy is the citizen assembly 
(“Landsgemeinde”). This has been 
widely used for decision-making 
at the cantonal level for hundreds 
of years.5 Besides the assembly, 
two main instruments of direct 

democracy are present at all levels of government: the 
initiative and the referendum. However, areas of applica-
tion, conditions and use of these instruments vary wide-
ly across and within levels of government.

The citizen initiative allows citizens to bring an issue of 
interest to a ballot. It is worth noting that only constitu-
tional initiatives are allowed at the federal level, while at 
lower-level jurisdictions initiatives can also be brought 
forward on other types of legislation. Whether an ini-
tiative is voted upon, generally depends on whether a 
sufficiently large number of signatures is obtained, or 
the signature requirement is reached. These thresholds 
vary between cantons and municipalities and they can 
be expressed as the number of signatures or percent-
age of citizens. There is even more variation in terms 
of referenda. First of all, referenda can be mandatory 
or optional. If optional, they are again linked to a sig-
nature requirement. If mandatory, a referendum can be 
triggered by an expenditure threshold.

At the sub-federal level the agenda setter for the direct 
democratic instruments is the canton. Cantonal con-
stitutions define the availability and conditions for all 
jurisdictions in their constituency. Thus, besides char-
acterizing the direct democratic instruments avail-
able for cantonal decisions, they also describe what 
municipalities can or cannot do. Again there is a 

4  It should be noted that municipalities, with some exceptions, apply 
the same multiplier across all four tax bases, which is sometimes man-
dated by the cantonal tax law. In a sense, municipalities can only use 
one degree of freedom for all four tax bases. This feature is important 
in some of the empirical research discussed below. 
5  Only two cantons (Appenzell Innerhoden and Glarus) still avail of 
the “Landsgemeinde”. The other cantons have abolished them over the 
last 150 years. However, a citizen assembly is still the highest political 
institution in many municipalities.

http://www.fiscalfederalism.ch/data/video.html
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significant degree of variation 
across and within cantons. For 
the local authorities, the constitu-
tion and subsequent laws can de-
fine exactly what instruments are 
available, which are then applied 
to all municipalities in the canton. 
Alternatively, the constitution can 
establish the rules for the set of 
instruments available,6 or it may 
leave the choice of institutions en-
tirely up to the municipality. 

To illustrate the wide variation 
across jurisdictions of direct 
democratic instruments, Figure 
1 displays, at the cantonal level, 
the existence of mandatory fiscal 
referenda both at the canton and 
municipality (Galletta and Jametti 
2012).7

Finally, direct democratic insti-
tutions not only exist, but they 
are also frequently used. Table 2 
presents statistics on the use of 
direct democratic instruments 
across the three levels of government. It is worth noting 
that the mandatory referendum is the most widely used 
instrument.

Tax competition

Theory

The standard result of tax competition for mobile tax 
bases among same-level governments is well estab-
lished and goes back at least to the seminal formal state-
ments of Wilson (1986) and Zodrow and Mieszkowski 
(1986): uncoordinated tax setting among governments 
leads to inefficiently low tax rates and an inequitable 
shift to immobile tax bases. Each government, despite 
being benevolent within its own jurisdiction, does not 
take into account the negative “horizontal” externality 
that a reduction in taxes implies for other jurisdictions. 
The result is the frequently cited “race to the bottom” in 
the taxation of mobile factors. As a result, insufficient 

6  For example, in the canton of Vaud (with capital Lausanne) munic-
ipalities with less than 1,000 citizens have an assembly, while larger 
ones must have a municipal council.
7  The map is based on a sample of around 130 municipalities. Cantons 
in white are not part of this sample.

tax revenue implies that public expenditure is subopti-
mally low, that is, tax competition is welfare reducing.
Keen and Kotsogiannis (2002) extend the basic model 
within a federal context. Besides the well-known hori-
zontal externality, pushing tax rates below the social op-
timum, the authors show that if two levels of government 
tax the same base, another, “vertical”, externality arises. 
When setting their taxes local (subfederal) authorities 
do not fully take into account the effect on the (shared) 
federal tax base, giving them an incentive to set tax rates 
that are suboptimally high. Indeed, if vertical external-
ities are strong enough, a “race to the top” can be ob-
served in local tax rates. Keen and Kotsogiannis (2004) 
show that tax competition also reduces welfare in this 
setting, while Brülhart and Jametti (2006) show that the 
effect of whichever externality dominates gets stronger 
as the number of jurisdictions increases. In other words, 
if the horizontal externality dominates, tax rates de-
crease with a larger number of jurisdictions (more tax 
competition); while the inverse is true if the vertical 
externality dominates. More generally, the existence 
of vertical externalities might explain why the race to 
the bottom is not complete. Finally, in a federal context, 
benevolent upper level government can correct for the 
externalities if it fully controls vertical transfers and is a 

Institutional variation in Switzerland, mandatory fiscal referendum

Source:  Micotti and Bützer (2003).

Ref Can - Ref Mun
Ref Can - Ref Mun / No Ref Mun
Ref Can - No Ref Mun

No Ref Can - Ref Mun
No Ref Can - Ref Mun /No Ref Mun
No Ref Can - No Ref Mun

No Info Ref = Referendum
Can = Cantonal
Mun = Municipal

Figure 1  

Use of direct democratic instruments  

Instrument Federal Cantons Municipalities* 

Initiative 76   354   187 

Optional referendum 67   362   337 

Mandatory referendum 45 1374 2918 

*Based on 91 municipalities for the period 1990-2000 

Source: Micotti and Bützer (2003). 

Table 2  
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Stackelberg-leader (Boadway, Marchand and Vigneault 
1998) or if multiple tax bases exist (Hoyt 2001).
As a side note, the theoretical models discussed above 
imply that taxes are strategic complements, both if there 
is a race to the bottom or the top. This need not neces-
sarily be the case and is specific to model assumptions. 
Indeed, de Mooij and Vrijburg (2012) show that taxes 
can act as strategic substitutes if the public and private 
goods are sufficiently close complements. We will re-
turn to this point later.

Can tax competition be a force for good? The answer 
is yes, if we depart from the assumption of benevolent 
governments. Without entering the realm of political 
economy, Brennan and Buchanan (1980) show that tax 
competition can be welfare improving if it acts as a re-
straint on the unfettered appetite of local jurisdictions. 
In other words, tax competition can tame the Leviathan. 
Brülhart and Jametti (2007) build a model to character-
ize precisely these conditions. In their model of a feder-
ation, they assume that local jurisdictions present vary-
ing objective functions, ranging from more benevolent 
to more revenue-maximizing functions.8 If, for more 
benevolent governments, the above-mentioned vertical 
externalities dominate, then competition induced reduc-
tions in equilibrium tax rates of less-benevolent govern-
ments are welfare improving.

Empirical work

The large degree of autonomy enjoyed by sub-federal 
jurisdictions in taxation (and expenditure) decisions in 
Switzerland has led to a longstanding tradition of em-
pirical studies. Switzerland is often presented as an 
“ideal” natural laboratory for analyzing tax competition 
empirically. Many studies use cantonal data, the first 
sub-federal layer of jurisdictions,9 while fewer focus 
on the effects of tax competition at the municipal lev-
el, on which I will concentrate. Feld and Kirchgässner 
(2001c, 181) find that “tax competition… is relatively 
strong in Switzerland”. Using a cross-section of the 137 
largest municipalities in 1990, they analyze the effect 
of taxes on residence decisions by different classes of 
taxpayers. They find that taxes have a significant, and 
expected, impact on residence choices by different in-
come groups. For example, an increase in the tax rate 
for high-income individuals reduces the share of this in-
come group in the locality, ceteris paribus.

8  More specifically, local jurisdictions present objective functions 
with differing linear combinations of utility and revenue maximization.
9  For example, Feld and Kirchgässner (2003).

Thus, tax competition among local jurisdictions exists 
in Switzerland, but is this good or bad? A first step in 
this direction was undertaken by Brülhart and Jametti 
(2006) using their empirical test to distinguish between 
horizontal and vertical tax externalities among “benev-
olent” jurisdictions. As mentioned previously, in the 
model of Keen and Kotsogiannis (2002), the effect of 
whichever externality dominates gets stronger as the 
number of (symmetric) jurisdictions increases. An em-
pirical counterpart of this theoretical measure of tax 
competition is the relative smallness of municipalities. 
Brülhart and Jametti (2006) use a pooled cross-section 
of up to 103 municipalities to explain the level of taxes.10 

They restrict their sample to municipalities with direct 
democratic participation in the tax setting process, us-
ing the assumption that direct democracy brings policy 
decisions closer to the preferences of citizens (to which 
we return below). They find that a higher degree of tax 
competition (a higher degree of smallness) has a positive 
and significant impact on the level of taxes. Thus taxes 
increase with more competing jurisdictions, that is, the 
vertical externality seems to dominate in their dataset, 
and taxes may be suboptimally high.

This is the starting point for their follow-up paper 
(Brülhart and Jametti 2007) to assess the welfare effects 
of tax competition. If vertical externalities dominate for 
relatively benevolent authorities, then the tax reducing 
effect of competition among less benevolent govern-
ments (proxied by municipalities without direct demo-
cratic participation in tax setting) is welfare improving. 
Brülhart and Jametti (2007) find exactly this in a panel 
dataset of 130 Swiss municipalities.

Finally, Parchet (2014) analyzes whether municipal taxes 
are strategic substitutes or complements in Switzerland. He 
proposes a novel identification strategy based on state-lev-
el fiscal reforms and focusing on municipalities along can-
tonal borders. In his sample, tax reaction functions have 
 a negative slope, hence taxes are strategic substitutes.

Direct democracy

Theory

What are the channels through which direct democracy 
can shape public policy? At the outset, there is little role

10  More specifically, Brülhart and Jametti (2006) use a “tax-index”, 
i.e. a revenue-weighted average of tax rates from the four tax bases mu-
nicipalities mainly access. This precisely takes into account the feature 
mentioned above that many municipalities choose one single multiplier 
to shift all four tax schedules.
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for citizen participation if government is benevolent. In 
fiscal federalism this is nicely illustrated by the seminal 
contribution of Tiebout (1956). If citizens are mobile, 
they can “vote with their feet” and choose the juris-
diction that offers the best bundle of taxes and public 
services for them. Citizens then sort into communities 
together with individuals with similar preferences. It 
should be noted that differences in the level of public ex-
penditure (and corresponding taxes) across jurisdictions 
are not a subject of concern, since citizens choose what 
they like best. Similarly, there is a limited role for direct 
democracy in another cornerstone of the fiscal federal-
ism literature, namely the “Decentralization Theorem” 
(Oates 1972). This theorem describes the allocation of 
public goods and services through a trade-off between 
internalizing inter-jurisdictional spillovers and scale 
economies and catering to local preferences.

Direct democracy comes into play in situations where 
politicians are not necessarily benevolent, but pursue 
their own goals. Politicians’ decisions can deviate from 
citizens’ preferences either because politicians seek to 
maximize their own utility function (Tullock 1980), or 
because, despite being welfare maximizers, they are 
not able to fully apprehend constituents’ preferences 
(Matsusaka 1992).

A first strand of the theoretical literature discusses the 
channel through which direct democratic institutions 
result in political decisions closer to citizens’ prefer-
ences. Examples are Romer and Rosenthal (1979) and 
Gerber (1996). Essentially, direct democracy makes it 
possible to hold politicians accountable.11

The central finding is that government expenditure is 
usually higher than that wished for by the median vot-
er and is never lower. The gap between median voters’ 
preferences and policy outcome is reduced, but policy 
makers still have the main role in policy formation. Feld 
and Kirchgässner (2000) argue how the referendum can 
positively affect citizens’ information and political ac-
tion. Instead, Kessler (2005) comes to a somewhat dif-
ferent conclusion. She argues that in direct democratic 
legislation, citizens do not invest in information acquisi-
tion because their votes are unlikely to be determinant. 
Elected representatives thus allow the promotion of 
more efficient policies.

11  For a model of political accountability in a federation (but without 
the presence of direct democratic institutions) see Joanis (2014) and for 
an empirical application thereof, see Jametti and Joanis (2011).

In essence, most of the theoretical results point to the 
fact that direct democratic participation of the citizen 
in the decision-making process brings adopted policies 
closer to the preferences of voters. Furthermore, since 
politicians have a tendency to increase public expendi-
ture beyond socially optimal levels, this implies that di-
rect democracy should have a reduced expenditure.

Empirical work

Like in the field of tax competition, Switzerland has 
also been used extensively to study the effects of direct 
democratic institutions. Again, I will focus mainly on 
studies of municipalities. Pommerehne (1978) was one 
of the first academics to highlight the negative effect of 
direct democracy on public expenditure. He used data 
on Swiss municipalities from the year 1970 to show that 
the availability of a referendum in a municipality reduc-
es (excess) public service provision.

Feld and Kirchgässner (2001a,b) study in detail the out-
come of several forms of direct democracy on public pol-
icy. Using data on 131 Swiss municipalities in the year 
1990 they show that mandatory referendum on budget 
deficits entails a reduction in public debt, expenditure 
and revenue. Moreover, using data on 26 Swiss cantons 
for the period 1986–97, they find that expenditure and 
revenue are lower in cantons with a mandatory referen-
dum on new spending projects. 

Feld et al. (2008) test the hypothesis that decentraliza-
tion is more likely under direct, rather than represent-
ative democracy. They confirm, in line with theory, the 
hypothesis that direct democracy fosters decentrali-
zation, both for expenditure and revenues. Funk and 
Gathmann (2011) revisit these previous empirical find-
ings, using information on cantonal institutions for the 
period 1890–2000. In their sample, a mandatory budget 
referendum (their proxy of direct democracy) does not 
affect municipal expenditure and decentralization.

One aspect that the abovementioned studies do not con-
sider is the full spectrum of institutions at all levels of 
governments. Indeed, the large institutional variation 
in Switzerland implies a potential vertical interaction 
between direct democratic instruments at the cantonal 
and municipal levels. Galletta and Jametti (2012), ex-
plore this avenue. They test whether the impact of direct 
democracy at the upper level of government depends 
on the degree of citizen participation at the local level. 
They find that cantonal fiscal referenda increase munic-
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ipal public expenditure for localities that do not avail of 
a referendum, while this expansionary effect is much 
reduced and statistically significantly different for mu-
nicipalities that also have a fiscal referendum. 

Conclusions

Tax competition and direct democracy play an impor-
tant role in local public finances in Switzerland. But 
this is not only relevant for national policy decisions. 
Indeed, given the small scale of the country and the 
large institutional variation, Switzerland can help us to 
understand how tax competition and direct democracy 
can and should be used to make local governments more 
efficient in choosing policies that are closer to citizen 
preferences, for a much wider audience.

This article offers an overview of research in tax compe-
tition and direct democracy using data on Switzerland. 
Both issues have one important aspect in common. They 
hold local politicians in check. Tax competition might 
be harmful in that it does not make it possible to provide 
the optimal level of public services to citizens, but it 
might also be a force for good if it tames the Leviathan.

Similarly, direct democracy might lead to unwanted 
outcomes if voters are able to shift the burden of public 
good provision to minorities,12 but it does help to hold 
politicians accountable for their actions.
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diRect democRacy 
as a disciPlinaRy device on 
excessive PuBlic sPending

PatRicia Funk1 and 
cHRistina gatHmann2

Introduction

The current debt crisis in Europe and North America 
raises the question of how to impose greater spending 
discipline on governments and politicians. In Germany, 
for example, a debt break at both the federal and the 
state level has now been incorporated into constitutional 
law. After 2016, net borrowing by the federal govern-
ment cannot exceed 0.35 percent of GDP. After 2020, 
a balanced budget is also required by all German states 
(except in rare circumstances such as natural disasters 
or an exceptionally deep recession).

Do such rules or similar provisions constrain public 
spending? The evidence is not clear-cut (see, for exam-
ple, Poterba 1997; Bohn and Inman 1996 for evidence 
from the United States). Past experience, most recently 
with the Stability Pact in the European Union, has cer-
tainly demonstrated that governments can be quite crea-
tive in circumventing such budget rules. 

To increase budget discipline, a promising alternative 
could be direct democracy, which gives citizens more 
direct influence over public spending. Direct democra-
cy has experienced a remarkable renaissance over the 
past few decades. The recent referendums on the new 
European constitution in France, the Netherlands and 
Ireland are a few prominent examples of this upsurge 
in direct voter participation, which has also become 
increasingly popular at the local level in Germany. 
Moreover, its introduction is currently being debated 

1  Universitat Pompeu Fabra and Barcelona GSE.
2  University of Heidelberg.

in such diverse contexts as in the Netherlands, South 
Africa and even in the European Union.

The rising popularity of direct democracy is fuelled by 
the belief that direct voter control may not only improve 
the legitimacy of political decisions, but could also slow 
down or even reverse the rapid growth in government 
spending and debt observed over the past decades. In 
recent work (Funk and Gathmann 2011, 2013), we eval-
uate the merit of these policy proposals using the ex-
emplary case of Switzerland. Switzerland is a country 
with historically low government spending, which many 
argue is related to its intensive use of direct democracy. 

More specifically, we ask whether direct democracy 
reduces government spending and whether direct dem-
ocratic institutions at one level of government shift 
spending to lower levels of governments – resulting in 
more decentralization. Our evidence suggests that direct 
democracy constrains spending but its effect is more 
modest than previously suggested (for example Feld and 
Matsusaka 2003; Matsusaka 2004). We also find little 
evidence that direct democracy at the state level results 
in higher local spending or decentralization. This result 
suggests that state politicians cannot easily avoid the dis-
ciplining effect of direct democracy by simply shifting 
responsibilities to local levels of government. Overall, 
direct democracy seems to be a promising institutional 
alternative to reduce public spending when citizens are 
more fiscally conservative than representatives.

Direct democracy in Switzerland

Switzerland has a strong federalist system in which its 
cantons play an important role. In fact, all political re-
sponsibilities remain with the canton unless they were 
granted to the federal government in a national referen-
dum. In 2010, 42 percent of all government spending 
was undertaken by the cantons, 34 percent by the fed-
eral and 24 percent by local governments. Cantons have 
a lot of autonomy in the provision of public goods, as 
well as the authority to tax labor and capital income. As 
a result, there is a great deal of heterogeneity in taxes, 
public spending, and – most importantly – political in-
stitutions across cantons. The study focuses on the di-
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rect democratic institutions most 
relevant for fiscal policy: the man-
datory budget referendum and the 
voter initiative. 

Direct democracy has always 
played an important role in 
Switzerland (Curti 1900; Trechsel 
and Serdült 1999; Vatter 2002). 
The referendum and voter initi-
ative for a revision of the federal 
constitution have been in place 
since the Swiss Confederation 
was founded in 1848 (Kölz 1992). 
Direct democracy has an even 
longer political tradition at the 
canton level. In cantons such as 
Appenzell, Glarus or Uri, the 
direct participation of citizens in town meetings goes 
back to the 13th and 14th century. The right to propose 
new laws through initiatives, for example, was already 
in place in Glarus, Vaud and Nidwalden in 1850 (Kölz 
2004).

The mandatory budget referendum (currently in place 
in about 60 percent of the cantons) gives citizens the 
power to approve or reject government projects when 
their (one-time or recurring) expenditures exceed a 
certain monetary threshold (the exact threshold is set 
in the canton constitution). The construction of a new 
canton hospital is one example of a project falling under 
the mandatory budget referendum. Between 1980 and 
1999 alone, citizens voted on 461 expenditure referen-
dums and approved 86 percent of the projects proposed 
(Trechsel and Serdült 1999).

By contrast, referendums in the remaining Swiss can-
tons as well as at the local level in Germany, for exam-
ple, are optional. Here, citizens have to collect a cer-
tain number of signatures before a political project or 
decision is taken to the ballot box. Yet control over the 
budget is stronger with a mandatory budget referendum 
because voter approval is mandated by law.

The voter initiative in turn allows citizens to propose 
entirely new laws, for example, limits on spending 
growth. While all cantons in Switzerland allow for voter 
initiatives, there is substantial variation in the number 
of signatures required to get an initiative on the ballot. 
A lower signature requirement (measured in terms of 
eligible voters) imposes fewer costs on citizens to pro-
pose a decision and therefore facilitates the use of direct 

democracy. Hence, low signature requirements for the 
voter initiative strengthen voter control over political 
decisions. Figure 1 shows the geographic distribution 
of the mandatory budget referendum and signature re-
quirement for the voter initiative in the Swiss cantons 
in 2000. 

Political representation with direct democracy

But how exactly do the referendum and the voter ini-
tiative affect public policies? If representatives simply 
implemented the preferences of voters (according to the 
median voter theorem), direct democracy would have 
little impact on political decisions. With imperfect elec-
toral competition, however, the preferences of legisla-
tors and voters may diverge and actual policies need not 
necessarily reflect the preferences of the median voter. 
This divergence could arise, for example, as a result 
of career concerns by politicians, lobbying by special 
interest groups or bargaining (log-rolling) in the legis-
lature. Referendums and initiatives then give citizens 
tools to influence the policies above and beyond general 
elections – which tend to bring actual policies closer to 
those preferred by the median voter. 

In a referendum, politicians propose the project and 
hence the amount of additional spending citizens can 
approve or not (Romer and Rosenthal 1979). If voters 
agree with the project and the proposed spending, the 
project is implemented. If voters decline the project in 
the referendum, the status quo budget (without the par-
ticular project) is implemented instead. Referendums 
thus constrain public spending when politicians prefer 

No mandatory budget referendum, high signature requirement No mandatory budget referendum, low signature requirement
Mandatory budget referendum, high signature requirement Mandatory budget referendum, low signature requirement

Map of direct democracy in Swiss cantons in 2000

Source: Online Appendix, Funk and Gathmann (2011).

Figure 1  
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Voter preferences vary by institutional regime 
 Mandatory budget referendum No mandatory budget referendum T Statistic 

Mean 
Differences 

Mean Std. Dev Mean Std. Dev 

% Support for 
more government 1,35 7,42 1,93 9,42 5,9 

% Support for 
higher spending           -2,45 8,21 3,47 9,99 8,4 

Notes: The table reports the weighted mean and standard deviation of voter support for more government (higher spending, 
taxes or subsidies) and higher public spending. The summary statistics are shown separately for cantons with and without a 
mandatory budget referendum and weighted by the size of a canton's electorate. Voter support in federal propositions is 
calculated as the support (in percent) in each canton's  electorate for a proposition with higher implied spending or taxes and 
as a deviation from the Swiss average. Hence, cantons with negative numbers show less than average support for the 
proposition while positive numbers indicate a higher voter support than the average canton. 

Source: Funk and Gathmann (2013). 

Table 1  

to spend more than voters (and the costs of going to the 
ballot are not too high). 

The effect of the voter initiative on public spending 
also depends on the spending preferences of politicians 
compared to voters. When legislators spend more than 
desired by the median voter, the mere threat of an initi-
ative can force legislators to implement policies closer 
to the preferences of the median voter (Gerber 1996). 
Otherwise, voters can always launch an initiative to 
force a reduction in public spending (as they did with 
Proposition 13 in California, for example). A second 
argument why initiatives might affect spending direct-
ly is that they allow citizens to select their preferred 
choice for individual policy proposals. In a purely rep-
resentative democracy, citizens can only select candi-
dates representing a whole bundle of policy proposals. 
Legislators’ choices on non-salient issues may therefore 
differ from the actual preferences of the median voter 
(Weingast, Shepsie and Johnson 1981; Besley and Coate 
2002). By launching an initiative, citizens can effective-
ly “unbundle” a policy issue from other decisions taken. 

Two insights emerge from this discussion: both a ref-
erendum and a voter initiative may constrain public 
spending when the costs of direct democratic partici-
pation are not too high and voters actually prefer less 
spending than representatives. If voters were to prefer 
more public spending than politicians, direct democracy 
could, in fact, increase government spending.

Direct democracy at the canton level may also affect 
spending behavior at the local level: fewer canton re-
sources might constrain local fiscal budgets, or might 
affect citizens’ willingness to delegate responsibilities 
to the canton (rather than local) level. Direct democracy 
could also increase local spending if canton politicians 

constrained by voter control at the canton level were to 
delegate responsibilities to the local level. In that case, 
higher spending at the local level would partly offset 
the constraining effect of direct democracy at the can-
ton level (Feld, Schaltegger and Schnellenbach 2008; 
Galleta and Jametti 2012). 

Fiscal effects of direct democratic participation in 
Switzerland

To isolate the actual effect of direct democracy on pub-
lic spending, we need to ensure that cantons are compa-
rable along other dimensions. Most importantly, voters 
in cantons with stronger direct democracy might prefer 
less public spending than voters in other cantons. In that 
case, the public spending observed should also be lower 
in those cantons with strong direct democracy, even if 
direct democracy had no effect on spending whatsoever. 
To explore the role of voter preferences on spending, we 
use the fact that Switzerland also has direct democra-
cy at the federal level. Specifically, we assembled data 
on all federal ballots held in Switzerland since 1890. 
Based on supplementary official documents, we select 
ballots in which voters had to decide on a measure that 
would increase (decrease) public expenditure, subsidies 
or taxes (see Funk and Gathmann 2013 for details). As 
citizens in all cantons decide on the same ballot, we can 
compare the voting preferences of cantons in which vot-
ers have more control over political decisions to those of 
cantons with weaker direct democracy.

Table 1 shows cantonal voter support for increases in 
public spending relative to the Swiss average. The table 
demonstrates that voters in cantons with strong direct 
democracy are more fiscally conservative than voters in 
other cantons. Hence, voter preferences seem to shape 
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institutions which, in turn, affect the size and composi-
tion of public spending.

We further collected a rich new data set with detailed 
information on direct democratic institutions in all 
Swiss cantons, which we coded from past and current 
canton constitutions. The long horizon of the analysis 
from 1890 to 2000 has the advantage that almost all 
cantons reformed their direct democratic institutions at 
least once, and often multiple times, over this period. To 
evaluate the public spending effects of direct democra-
cy, our study then compares how much public spending 
adjusts if a canton adopted (or abolished) the mandatory 
budget referendum, or facilitated (impeded) voter initi-
atives by reducing (increasing) signature requirements, 
relative to public spending changes in a similar canton 
without a reform. 

We start out with canton fixed effects to control for any 
permanent unobservable canton differences (like cul-
tural differences, for example) that may also influence 
public spending. We further control for other observable 
canton characteristics such as population composition, 
or its economic structure, as well as our measure of voter 

preferences. Our fixed effect estimates suggest that the 
mandatory budget referendum reduces canton spending 
by 8.4 percent (see Table 2). An increase in the signature 
requirement for the voter initiative by one percent (of the 
eligible population) raises expenditure by 0.4 percent. In 
all specifications, the canton fixed effects are highly sta-
tistically significant, suggesting that cantons also differ 
along time-invariant unobservable dimensions. 

Table 2, however, does not suggest that direct democra-
cy at the canton level shifts spending to the local level. 
If anything, the voter initiative seems to be associated 
with more centralized spending, not less. Hence, the re-
duction of state expenditure through direct democracy 
is not offset by higher expenditure at the local level. 

Figure 2 also suggests that periods of high spending 
(that is, overspending in the eye of the voter) increase 
the likelihood of adopting stronger direct democratic 
institutions in a canton. Thus, direct democracy is not 
only stronger in cantons where voters are fiscally more 
conservative, but periods of high spending also seem 
to trigger reforms to increase voter control over public 
resources. 

Direct democracy and government spending 

 

Canton expenditure Local expenditure 
OLS OLS IV OLS OLS IV 

 (IV sample)   (IV sample)  
(1) (2) (3) (4) (5) (6) 

Budget referendum -0.084** -0.097** -0.107** -0.065 -0.007 0.151 
 (0.041) (0.042) (0.043) (0.042) (0.058) (0.095) 

Signature requirement 
initiative     0.004***    0.004***  0.014**      0.004***      0.009***      0.023*** 

 (0.001) (0.001) (0.006) (0.001) (0.002) (0.007) 

Other canton characteristics Yes Yes Yes Yes Yes Yes 
Age structure of canton Yes Yes Yes Yes Yes Yes 
Size legislature and executive Yes Yes Yes Yes Yes Yes 
Canton fixed effects Yes Yes Yes Yes Yes Yes 
Year fixed effects Yes Yes Yes Yes Yes Yes 

Observations 2,395 2,355 2,355 2,310 2,310 2,310 
R-squared 0.98 0.98  0.95 0.95  
Notes: The dependent variable is log annual canton per capita expenditures in columns (1)-(3) and log annual local per capita 
revenues in columns (4)-(6) over the period 1890-2000. The mandatory budget referendum is a binary variable equal to one if 
a referendum for large projects is mandated by law. The signature requirement for the voter initiative is measured as share of 
eligible voters. All specifications include log population, the percentage of the population in different age groups (20-39, 40-
64, 65 and above, age 0-19 being the omitted category), the percentage of the population living in cities with more than 10,000 
inhabitants, the percentage of workers employed in agriculture and industry, the log per capita federal subsidies to a canton, 
labor force participation rate, infant mortality rate, the per capita ownership of cars, the number of doctors per 1,000 
inhabitants, the percentage of Protestants, the size of the canton parliament and the size of the canton executive as well as 
canton and year fixed effects. Columns (1) and (4) show OLS results; columns (2) and (5) restrict the sample to those with 
valid observations of the instruments. Columns (3) and (6) show instrumental variable estimates where we use the provisions 
for the constitutional initiative and for the mandatory budget referendum in neighboring cantons as instruments for the current 
direct democratic institutions in a canton. Statistical significance: ***, p<0.01, **, p<0.05 and *, p<0.1. 

Source: Funk and Gathmann (2011). 

Table 2  
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To address this concern of reverse causality, that is the 
possibility that public spending results in institutional 
reforms rather than the reverse, we use an instrumental 
variable approach. Since all direct democratic participa-
tion rights are set down in the constitution, institutional 
reform necessarily requires a change in the canton’s con-
stitution. Our first instrument measures how difficult it 
is for voters to amend the canton’s constitution. As a 
second instrument, we use changes in direct democracy 
in the neighboring cantons. Both instruments affect the 
provision of direct democracy in a canton, but are plau-
sibly unrelated to a canton’s public spending. Empirical 
identification of the causal effect of direct democracy on 
public spending is then achieved by instrumental varia-
bles combined with canton fixed effects. 

The instrumental variable estimates show that the 
budget referendum decreases canton spending by 12 
percent. In addition, a one percent lower signature re-
quirement for the initiative decreases canton spending 
by 0.4–1.4 percent. Overall, these results suggest that 
direct democracy works as a constraining tool even af-
ter we account for voter preferences, other institutional 
differences and the endogeneity of direct democratic 
institutions. 
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Government spending and changes in the mandatory budget 
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Source: Authors' calculations. 

Notes: The figure shows the evolution of log canton expenditures before and after adopting or 
abolishing the budget referendum. Log canton expenditures are adjusted for a quadratic time 
trend and canton fixed effects. 
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 Abolish budget referendum

Adopt budget referendum

Figure 2  Conclusion

Our recent work clearly supports 
the view that direct democracy 
might not only increase the le-
gitimacy of political decisions, 
but also act as an effective tool 
to reduce public spending. In the 
Swiss context, voters in cantons 
with stronger direct democracy do 
indeed prefer less spending than 
voters in cantons with weaker 
participatory institutions. Direct 
democracy improves the rep-
resentation of these fiscally more 
conservative voter preferences in 
actual political decisions. Both 
the mandatory budget referen-
dum and the voter initiative are 

effective tools for reducing public spending, even after 
accounting for differences in voter preferences and the 
fact that direct democracy is itself a product of voters 
preferring more political influence. 

We also show that direct democratic institutions at the 
canton level play a limited role in the vertical structure 
of government. Neither the budget referendum nor the 
voter initiative decentralizes spending to the local level. 
Hence, we find little evidence for the concern that repre-
sentatives can circumvent the tighter voter control over 
public spending by shifting spending to lower levels of 
government. 

As such, direct democracy seems a promising institution 
for countering overspending and excessive debt. There 
are, however, a few caveats to this conclusion: first, not 
all political decisions lend themselves to a ballot vote 
as the issue needs to be framed as a simple yes/no vote 
(which is not always possible). Further, citizens need to 
be able to make an informed decision which is difficult 
when the issue is very complex. Finally, voters also need 
to be well-informed through supporting material that 
is accessible to all eligible voters. Yet, the example of 
Switzerland and other countries with direct democracy 
shows that these caveats can not only be overcome but 
that citizens deciding directly at the ballot actually con-
tribute to a vibrant democratic culture.  
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electoRal Rules and 
municiPal Finances: evidence 
FRom tWo ReFoRms in italy

massimo BoRdignon1 and

gilBeRto tuRati2

Introduction

Local finance offers an important testing ground for 
analyses of fiscal policy and political economics. The 
sheer number of local communities and the fact that 
many institutional features can be taken as common 
across localities inside a single country make the results 
of empirical analysis of local governments more con-
vincing than either single case studies or inter-country 
comparisons (Besley and Case 2003). Moreover, local 
governments are often affected by reforms that can be 
taken as exogenous with respect to the local community. 
Hence, one can hope to use these episodes to cast light 
on important and unresolved issues in economics. Italy 
is a good case in point. At the beginning of the 1990s, 
local finance in Italy was affected by two reforms that 
deeply changed both the politics and the funding of local 
governments. 

The electoral reform

Institutional details

Until 1993 municipal governments in Italy were ruled 
by a proportional parliamentary system. Citizens vot-
ed for party lists to elect the legislative body (that is, 
the city council); the council subsequently appointed 
the mayor and the municipal executive office. Since the 
electoral reform (Law 81/1993), the mayor has been di-
rectly elected by citizens, together with the legislative  

1  Catholic University, Milano.
2  University of Torino.

body and with rules that guarantee the mayor a sup-
porting majority in the council. The municipal council 
can still dismiss the mayor, but then the council is also 
forced to resign and new elections need to take place. 
The rationale of the reform, in line with what was occur-
ring at the same time for all other levels of government 
in Italy (Bordignon and Monticini 2012; Bordignon and 
Turati 2009) was to make the mayor directly accounta-
ble to citizens and to increase his/her grip on the coun-
cil, eliminating the instability that had characterized 
previous municipal governments.3 

The new electoral rule also discriminates between 
municipalities below and municipalities above 15,000 
inhabitants.4 In the former, the mayor is elected in a 
single round under plurality rule; in the latter, s/he is 
elected with a runoff system. More specifically, below 
the threshold, candidates are supported by a list only 
(made up by a single party or coalition of parties), the 
candidate that gets plurality becomes mayor, and the 
list supporting the winner gets 2/3 of the seats in the 
municipal councils.5 Above the threshold, parties (or co-
alitions) present lists of candidates for the council and 
support a candidate for mayor. There are two rounds of 
voting. In the first round, voters cast two votes: one for a 
mayoral candidate and one for a party list. If a candidate 
gets more than 50 percent of the votes in the first round, 
s/he is elected. Otherwise, the two best candidates run 
against each other in a second round (which takes place 
two weeks after the first round). In this second round, 
the vote is only over the mayor, not the party lists. As 
in the single round system, the rules for the allocation 
of council seats entail a majority premium for the lists 
supporting the winning candidate for mayor.

What is of interest here is the sharp discontinuity in 
electoral rule at the 15,000 threshold. Interestingly, 
while many relevant factors such as the number of 
councillors, mayor’s and councillor’s wages, central

3  Indeed, in the universe of mayoral elections from 1993 to 2007, the 
mayor was removed because the council approved a vote of no confi-
dence in only one percent of the cases. This is in sharp contrast with 
events prior to the reform. 
4  In Italy, there are about 8,100 municipalities, 90 percent of which 
have less than 15,000 inhabitants.
5  The remaining 1/3 of the seats are divided among the losing lists in 
proportion to their vote shares. To gain seats, a list must get at least 4 
percent of the votes.
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government grants, etc. all vary (at different thresholds) 
as municipal population increases, following national 
regulations, no such changes occur in the interval be-
tween 10,000 and 20,000 inhabitants. Furthermore, it 
can be shown that no other variable referring to munic-
ipalities, like the characteristics of the population, the 
economy or the environment, present a similar disconti-
nuity at the threshold level. This then gives some confi-
dence that if there is any systematic difference in policy 
outcomes between municipalities above and below the 
threshold (inside the above interval), this can only be 
due to the difference in the electoral rules.

The impact of the reform: policy moderation

What effects can consequently be expected from a 
change in electoral rules that induce a shift from single 
to dual ballot systems? An extensive body of literature 
in political science addresses this issue. The well-known 
“Duverger Law”, for example, predicts a clear relation-
ship between the features of the electoral rule and the 
equilibrium number of political parties. Single ballot 
under plurality rule should lead to only two parties or 
two “serious candidates” running. The predictions for 
the runoff, however, are less clear cut, and single bal-
lot under plurality rule is usually grouped with other 
electoral systems that admit a larger number of parties 
(“Duverger hypothesis”). 

Yet predictions of the equilibrium number of parties or 
candidates, however interesting for political scientists, 
are of limited importance to economists. In the end, it 
does not matter very much whether there is a large or 
a small number of parties; what counts is what these 
parties do. The really interesting question is therefore 
whether voting with one system or the other systemat-
ically changes what we expect governments to be able 
to do. This is an issue that has been little discussed in 
economic literature; and indeed, in spite of its empirical 
importance,6 we know very little about the effects of the 
runoff in terms of policy.

In Bordignon, Nannicini and Tabellini (2013) this issue 
is tackled from a theoretically standpoint. The main pre-
diction is that the runoff, in a system such as the Italian 
one that is characterized by an ideologically polarized 
electorate and by strongly extremist parties, should lead 

6  The best known example is the French Presidential system. But run-
off mechanisms are used extensively in many other countries in Latin 
America, in the US gubernatorial primary elections and in several local 
and regional elections. See Cox (1997). 

to greater policy moderation. This is desirable on wel-
fare grounds, if moderate parties elicit the support of 
most voters, as is usually the case in Italy too.7 The in-
tuition is very simple and can be derived in a variety of 
theoretical setups. Under a single ballot system, small, 
extremist parties have no chance of winning and repre-
sent plurality. But if they can command the support of 
a large enough number of voters, they can threaten the 
ideologically closer moderate parties to lose the elec-
tions, if they do not accept an alliance with them. This 
threat is less credible under the runoff system, provid-
ed that some of the extremist voters at the final ballot 
are, however, willing to vote (rather than abstain), once 
the extremist candidate has been eliminated at the first 
round. The implication is that the runoff should reduce 
the bargaining power of the extremists, weakening their 
influence on equilibrium policy. It is worth noting that 
although this may mean, as in the original Duverger 
analysis, that there may be more parties or candidates 
running in a runoff than under the single ballot (if the 
moderate candidates or parties prefer to run alone in 
the first round),8 this is not essential for our prediction. 
Moderate and extremist parties might still decide to run 
together in the elections, but as the extremist’s bargain-
ing power is reduced, the coalition will form on a less 
extreme platform than under the single ballot system.9 

The argument relies on the fact that some of the extrem-
ist voters, even in the absence of their preferred candi-
date, might still decide to turn out at the elections (at 
the second ballot) and vote for the candidate they dislike 
less, rather than abstaining. Figure 1 shows that this is 
indeed the case, at least in Italy. In Figure 1 we plot the 
turnout in the second round for municipalities above the 
threshold with votes for the losers in the first round. The 
figure shows that voting for losers in the first round is 
substantial; on average, 30 percent of votes go to can-
didates that do not make it to the second round. Yet the 
drop in electoral participation in the second round is 
much lower, at only 15 percent on average. This means 
that approximately 50 percent of voters for losers turn 
out at the second ballot and vote for different candidates 
than they did in the first round. 

But how can one test for moderation in policy? There 
is no obvious way to measure policy moderation. In 

7  Survey data show that ideological polarization of the electorate is 
increasing in many parts of the world. See the relevant data in World 
Values Survey.
8  This is, indeed, what happens with the runoff in Italy.
9  The argument can be derived more easily by assuming sincere vot-
ers (and strategic parties and candidates), but it holds even when as-
suming strategic voters, although in this case, not surprisingly, other 
equilibria are possible. 
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Bordignon, Nannicini and Tabellini (2013) we take 
a different route, using the volatility of the main pol-
icy tool of municipalities, the property tax on real es-
tate (ICI),10 as an indicator.11 This is a tax for which 
data show the presence of a strong partisan effect: the 
more leftish (rightist) a party, the higher (the lower) the 
property tax rate that it wishes to impose. This means, 
however, that municipalities above the threshold should 
be characterized by a lower volatility of the property 
tax both cross-sectional (between municipalities of the  

10  See below for a discussion of the institutional characteristics of the 
property tax. Our work tests the effect on both the property tax on com-
mercial buildings (business) and that on residence housing. 
11  For the reasons discussed above, we focus on a sample composed by 
all Italian municipalities between 10,000 and 20,000 inhabitants (667 
towns), observed over a period of about 15 years, for a total of 2,027 
mayoral terms. However,  analysis on a restricted sample of towns, 
between 12,500 and 17,500 inhabitants, provides virtually the same 
results. 

same population size) and across 
time for the same municipality. 
Intuitively, as the municipal gov-
ernment shifts from one side to 
the other of the political spectrum, 
the runoff should dampen the in-
fluence of the extremist parties on 
policy, leading to less variation 
in the property tax rate. This is 
indeed a prediction of our theory, 
provided that political turnover is 
not significantly different above 
and below the threshold, some-
thing that we can prove empirical-
ly. Using a RDD design, we then 
test if the variance of the property 
tax rate is statistically different 
above and below the threshold. 
The results strongly support our 
theory. In all exercises, the vari-
ance of the property tax shows a 
sharp and negative discontinuity 
when moving from just below to 
just above the threshold, dropping 
by 60 to 70 percent, depending on 
specification (see Figure 2 for an 
example).

The funding reform

Institutional details

The electoral reform was not the 
only reform introduced in Italy at 

the time. In the very same year, 1993, a new munici-
pal property tax (ICI), on the value of all buildings and 
lands, was introduced (Law 504/1992), providing Italian 
cities with a large and autonomous source of tax revenue 
for the first time. The tax base was determined uniform-
ly across the country (by using the national Cadastre), 
but municipalities were given some autonomy in the set-
ting up of the tax rates and allowances.12 Interestingly, 
the introduction of the new property tax was accompa-
nied by an offsetting variation in grants, so that at the 
statutory minimal level of the new tax rate, each munic-
ipality had exactly the same resources both before and 
after the reform. 

12  Tax rates could be set in an interval between 0.4 percent and 0.7 
percent, differentiating the rates between residential housing and com-
mercial buildings. Municipalities could also introduce an allowance for 
resident house owners. See Bordignon et al. (2003) and Bordignon et al. 
(2010).
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The reform had dramatic effects 
on the composition of municipal 
revenue. As Figure 3 shows, on 
average, the share of central gov-
ernment grants on municipal total 
current revenue dropped by 20 
points in the year of the introduc-
tion of ICI, from about 60 to 40 
percent. However, the effect was 
differentiated across municipali-
ties, depending on their tax bases. 
For instance, in 2000, municipali-
ties in the richer north of the coun-
try were on average self-financed 
for about 70 percent of their 
budget, while in the poorer south 
grants covered on average about 
60–70 percent of total municipal 
expenditures. 

The impact of the reform: the selection of politicians 
and the ex-post quality of policies

Thus, in 1993, Italian municipalities were affected by 
two simultaneous reforms: one (the electoral reform) 
that affected all municipalities in the same way, and 
a second reform, of the funding system, that affected 
municipalities very differently depending on their tax 
base. Intuitively, this may have had different effects on 
the selection of the local political class. In poor munic-
ipalities, where grants maintained a paramount role in 
the financing, the main task of a local politician was to 
guarantee that central money kept flowing to local com-
munities. This may require different skills (for example, 
strong political connections with national parties) than 
that of a good administrator of local matters. On the 
contrary, in richer municipalities, where most resources 
now came from the local communities, administrative 
skills should be more important. Rational voters should 
then vote for different types of politicians in the two 
cases, and anticipating voters’ behavior, different types 
of politicians might decide to enter (or being selected to 
run by parties) in the local political arena. Building on 
this intuition, Bordignon, Gamalerio and Turati (2013) 
prove theoretically, in a carrier model of politics with 
self-selection of politicians, that a tax decentralization 
reform should have very different effects in municipal-
ities characterized by different degree of vertical fiscal 
imbalance (VFI). It should increase voters’ welfare in 
rich communities, as it also attracts politicians of higher 
administrative skills, while it might reduce welfare in 

poorer communities as the quality of politicians does not 
change and their skills become less useful to voters.13

To test these ideas, we then collect an extensive data set 
on the personal characteristics of the mayors of the main 
Italian cities,14 as well as on other economic and political 
features of the municipalities in the ten years around the 
introduction of ICI (1988–1997). We consider only may-
ors because of the paramount role in municipal policy 
that they assumed following the electoral reform. As a 
proxy for administrative skills we use the profession of 
the mayor before entering politics. As for political skills, 
we consider the previous political experience of the can-
didate before becoming mayor (including all legislative 
and executive positions in all local governments, and in 
the Italian and European Parliament). Finally, we also 
provide a measure for the ex-post quality of policies, by 
looking at two indicators commonly used in the litera-
ture: the percentage of separate waste collection, and the 
probability of completing the term in office.

Some descriptive evidence supporting our story is 
provided in Figure 4, where – distinguishing between 
rich and poor municipalities according to median in-
come – we plot the share of mayors coming from a pro-
fession characterized by high administrative skills.15  

13  The lower average quality of politicians might provide a different 
explanation for the common observation that decentralization usually 
works less well in local communities characterized by higher level of 
vertical fiscal imbalance. For instance, fly paper effects, financial in-
stability and soft budget constraint problems, are typically shown to be 
more common in local governments that rely more on grants.
14  The 90 cities that are also “Capoluogo di Provincia” in ordinary 
regions. Note that all these cities are beyond the 15,000 threshold, so 
that the electoral system is the same.
15  In the figure, entrepreneurs, managers, engineers, architects, busi-
ness consultants, lawyers and university professors.
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While this share is constant for poor municipalities, it 
shows a clear increase for rich municipalities after the 
ICI reform kicks in. This descriptive evidence is con-
firmed by more formal econometric analysis. Regression 
results using a difference-in-differences approach 
(where the ‘treatment’ is the change in the degree of VFI 
induced by the ICI reform), controlling for municipality 
and time fixed effects, and for a number of covariates, 
are strongly supportive of our theoretical hypotheses. 
The features of local politicians changed dramatically 
in richer municipalities after the reforms: a much larg-
er percentage of mayors came from top administrative 
professions in the private sector, and these mayors were 
also less politically experienced. There is also some 
evidence that in these municipalities the higher quality 
of the local political class was also reflected in a higher 
quality of policies ex-post, and that this improvement 
was effectively due to a “selection effect” on local pol-
iticians, and not to a stronger “disciplining effect” in 
richer communities.16 On the contrary, we observe no or 
very little effect of the reforms in poorer communities, 
both in terms of the ex-ante skills of politicians and the 
ex-post quality of policy.

The results do not depend on differences in pre-treat-
ment trends. Moreover, they appear to be robust to a 
number of alternative stories. In particular, they hold 
even controlling for the degree of competitiveness in the 
local electoral competition, for the endowment of “so-
cial capital” at the municipal level, for the higher costs 
of electoral campaigns in the richest cities, and for the  

16  We use an institutional characteristics of the electoral reform, the 
introduction of a term limit on mayors, to discriminate between the two 
effects. 

changing political scenario in the 
mid-1990s in Italy, with the birth 
of new political parties. More 
importantly, they hold even in 
the case of a different reform in 
the funding of Italian munici-
palities (for the introduction of 
a municipal surcharge on the 
Personal Income Tax in 1999; 
see Bordignon and Piazza 2010), 
which was implemented at given 
electoral rules. This suggests that 
it is indeed the funding reform, 
and not the electoral rule, that 
produces the different effect on 
the selection of the local political 
class.
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geogRaPHy, economics 
and Political systems: 
a BiRd’s eye vieW

elise s. BRezis1 and 
tHieRRy veRdieR2

Introduction

As early on as in the writings of Montesquieu and Adam 
Smith, geography plays a preponderant role in explain-
ing disparities in the development of nation states. Smith 
placed an emphasis on topography, and especially on the 
role of coasts and rivers in the development of regions. 
For Montesquieu, climate was an essential element to 
economic development. His theory asserted that climate 
may substantially influence the nature and development 
of human societies. 

For a long time, economists did not pay attention to geo-
graphy, and this field was left to sociologists, historians, 
and geographers. Economists have only recently started 
to analyze the impact of geography, and this article will 
examine the various avenues of research that have been 
taken, wherein the notion of geography mostly encom-
passes matters related to location, soils, and topography; 
but also to climate and epidemiology.

The first part of the article focuses on the relationship 
between geography and economics, while the second 
part relates geography to political systems and public 
economics.

Geography and economics

The field of economic geography focuses on the study of 
the spatial aspects of economic activities, and examines 
the location, distribution, and spatial organization 

1  Bar-Ilan University.
2  PSE-ENPC.

of economic activities, taking into consideration 
economies of agglomeration and the effects of distances 
and transportation.

Among the early economic geographers, the main 
researchers into spatial decisions were Hotelling, 
Weber, von Thünen, and Christaller. Hotelling 
emphasized how space matters for competition between 
firms, Alfred Weber embodies the precursor of location 
theory; Christaller developed the central-place theory 
analyzing the centripetal forces in play between the 
periphery and the city; and von Thünen’s cone theory 
focused mainly on the centrifugal forces linking the city 
and its outskirts, analyzing the efficient outcome of the 
development of the city at the core, and agriculture on 
its periphery.

These geographical arguments were not incorporated 
into mainstream economic research until the work of 
Krugman (1991a, 1991b), who found a way to analyti-
cally combine all of these previous elements into a sin-
gle general equilibrium framework: the core-periphery 
model.

This core-periphery model examines the uneven devel-
opment of regions and the emergence of clusters. On the 
one hand, there are some benefits to spatial concentra-
tion: firms have an incentive to locate in the larger mar-
ket to exploit economies of scale in production, which 
can be due either to increasing returns or to scale ex-
ternalities, including spillover effects like the backward 
and forward linkages.3 These are the centripetal forces 
that explain the dynamics of clustering together.

On the other hand, there are also centrifugal forces, 
which mainly encompass the negative effect of compe-
tition between firms clustering in the same city, conges-
tion, and the higher prices of land and rents. To close 
the framework, the remaining elements affecting the 
spatial concentration of industry and development of 
regions are determined by distance and transportation 
costs. Depending upon distance and size of transporta-
tion costs, equilibrium will either be of a mono-core, or 

3  Some of the linkages are due to the fact that individuals have an 
incentive to move to big cities, where they find higher real wages and a 
larger variety of goods.
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of two or more centers, with the agriculture sector on 
their periphery.4 

Related to this main core-periphery framework, other 
subjects of research have been developed. In connection 
with the remarks of Montesquieu, research has shown 
that tropical areas prone to infectious disease are poorer 
than temperate zone areas due to health effects leading 
to lower human capital and labor productivity, as well as 
lower output (Gallup, Sachs and Mellinger 1999; Bloom 
and Sachs 1998). 

As far as Smith’s assertion that topography affects devel-
opment is concerned, cross-country empirical research 
shows that GDP per capita is positively correlated with 
coastal proximity (Mellinger, Sachs and Gallup 2000). 
Moreover, 57 percent of income is generated in areas lying 
within 80km of the coast, while these areas account for 
only 13 percent of land mass (Rappaport and Sachs 2003).

The development of cities and regions is also dynamic 
over time. Cities first developed mostly in highly fertile 
regions like those near river valleys, at a time when inter- 

4  See Fujita and Thisse (2009) for a review of this theory.

national trade was not yet developed. Subsequently, due 
to trade, cities developed near the Atlantic, and in prox-
imity to coal mines during the Industrial Revolution. 
Today, cities with high-quality universities are magnets 
for highly-skilled workers and high-tech industries.

Yet the new technologies have reduced the importance 
of geographic strategic position, as well as the disad-
vantage of residing in an interior region. The initial rea-
son for a city’s development, such as the presence of a 
port or suitable topography, nevertheless leads to such 
concentration and linkages that, despite the disappear-
ance of this initial advantage, the city tends to remain a 
center, as in the case of New York and London, as shown 
in Table 1.5 The stability of the big poles does not apply 
to medium-sized cities, whose concentration forces still 
rely on one or two sectors, as in the case of automobile 
industry based in Detroit. Historical evidence suggests 
that life cycles are an important aspect of urban history, 
and centers of population shift with economic activity, 
as shown in Table 1.6 

5 On geography, economic activity, and path dependence, see also 
Davis and Weinstein (2002), Duranton (2007), Glaeser (2008) and 
Bleakley and Lin (2012).
6  See also Bairoch (1988). On the dynamics of the relative density of 
rural and urban areas, see Michaels et al. (2012).

The rise and fall of cities (population in thousands) 

A. Fall of cities in Holland (specializing in textile) 

 1600 1700 1750 1800 

Leiden 64   65   37   31 

Haarlem 39   37   27   22 

Amsterdam (core) 54 200 210 217 

B. Rise of new cities in England (specializing in cotton) 

 1700 1750 1800 1850 

Manchester    8  18  84   303 

Birmingham    7  24  71   233 

Sheffield    3  12  46   135 

London (core) 575 675 948 2.236 

C. Fall of cities in the United States (specializing in steel) 

  1900  1950  1970  1990 

Pittsburgh   322   677   520    370 

Gary     16   134   175    117 

Youngstown     45   168   141      96 

New York (core) 3.437 7.891 7.894 7.322 

Note: This table highlights that the population of main cities increases over time due to strong linkage effects.  
But, medium-size cities rise and fall in correlation with changes in technology. 

Source: Brezis and Krugman (1997, 371). 

Table 1  
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This life cycle in the development of cities is related to 
economic activity, since the very success of an urban 
center in a traditional technology may put it at a dis-
advantage in terms of the implementation of a newer, 
ultimately more productive technology, as is shown in 
Brezis and Krugman (1997).

They highlight that when a new technology is intro-
duced, for which this accumulated experience is irrel-
evant, older centers favor staying with a technology in 
which they are more efficient. New centers, however, 
turn to the new technology and are competitive despite 
the raw state of that technology, because their distance 
from the big center means that they offer lower land rents 
and wages. Over time, as the new technology matures, 
the established cities are overtaken. Therefore, during 
times of major technological change, medium-size cities 
are often overtaken by upstart metropolitan areas. 

In conclusion, the new economic geography has ana-
lyzed the dynamics of clustering based on two main 
elements: first, the production function that displays in-
creasing returns or knowledge externalities, and second, 
distance and transport costs. The new economic geogra-
phy has not dealt with political variables. The following 
section of this article analyzes the relationship between 
geography and political systems.

Geography and political systems

Geography and state formation

The first question raised relating geography to political 
regimes was at the origin of the state itself: what causes 
groups of people and small communities to aggregate 
into political units as states, and how is this aggregation 
related to geographical factors?

The “hydraulic hypothesis” of Wittfogel was one of 
the first theories relating geography to the origin of the 
state. He claimed that small communities in a small 
geographic concentration cannot develop large-scale 
irrigation, and therefore several communities are com-
pelled to merge. More generally, this theory empha-
sizes that small autonomous political units in a given 
geographic area cannot carry out the construction of 
infrastructure with high fixed costs, thereby leading to 
the formation of states. This Hydraulic Society thesis 
has run into difficulties since countries like China and 
Mexico became states long before the advent of large 
scale irrigation. 

War and force have also been related to state forma-
tion. As Jenks (1900, 73) stated: “Historically speak-
ing, there is not the slightest difficulty in proving that 
all political communities of the modern type owe their 
existence to successful warfare”. War lies at the root of 
the state. However, Carneiro (1970, 1978) asserted that 
if warfare is a necessary condition for the rise of the 
state, it is not a sufficient one, and geographic elements 
must be added. 

Carneiro highlights the importance of conditions of ter-
ritorial “circumscription” in the formation of primary 
states. This circumscription theory claims that the de-
velopment of a state will start in areas of circumscribed 
agricultural land, with a geographical border that does 
not permit inhabitants to flee rapidly in case of war and 
not to pay taxes to the victor. The coercive coordination 
due to geographic circumscription is therefore neces-
sary for the creation of surplus, and is a causal factor in 
the origins of the state. 

Carneiro opposes two regions with contrasting ecolo-
gies: one with circumscribed agricultural land, like the 
coastal valleys of Peru from which Andean coastal pop-
ulations could not escape; and the other a region with 
extensive and unlimited land like the Amazon basin, 
where Amazonian populations could always disperse. 
Therefore, in the Amazon basin, there was no tendency 
for villages to combine into larger political units.7

The social circumscription theory, which claims that 
it is optimal to cluster, for purposes of both attack and 
defense, was adapted to this theory. It is more difficult 
for inhabitants in the nuclear area to escape attack than 
it is in the periphery, where ability to move is greater 
(Chagnon 1968). 

As far as circumscription is concerned, Ashraf, Galor 
and Ozak (2010) exploited cross-country variation in the 
degree of geographical isolation, prior to the advent of 
seafaring and airborne transportation technologies, to 
examine its impact on the course of economic develop-
ment across the globe. Their empirical investigation es-
tablishes that prehistoric geographical isolation has gen-
erated a persistent beneficial effect of cultural attributes 
that are conducive to innovation and thus contributed to 
contemporary variation in the standard of living across 
countries.

7  See also Diamond (1997) who proposes the “geographical fragmen-
tation” as an explanation for technological innovation.
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Geography, institutions and state capacity 

The literature linking economic growth, institutions 
and state capacity has mainly focused on redistributive 
conflicts between social classes, arguing that the power 
of elites and elite interconnections influence the types 
of institutions chosen which affects economic growth.8 
However, a new body of literature has arisen focusing 
on geography as an exogenous factor, which affects in-
stitutions and state capacity. 

Historians such as Blockmans (1978, 1997) highlight 
the significant effect of geographic scale and com-
pactness on the type of representative institutions of 
pre-modern European polities. Bairoch (1997) also 
stresses that the compactness of small states with 
strong regional autonomy in their political systems 
leads to early economic development. Along those 
lines, Stasavage (2010) argues that geographically 
compact polities can more easily sustain intensive 
forms of political representation. Stasavage’s empirical 
analysis using a dataset on representative institutions 
in medieval and early modern Europe suggests a strong 
effect of geographic scale on the formation of political 
representation. Diamond (1997) stresses that climatic, 
topographic and environmental characteristics, which 
favored the early development of stable agricultural 
societies, ultimately led to immunity to diseases en-
demic in agricultural animals, and the development of 
powerful and organized states.

One line of research into the role of geography, and its 
interactions with historical events, and into the evo-
lution of institution-building has focused more spe-
cifically on Africa. Nunn and Puga (2012) and Nunn 
and Wantchenkon (2011) consider the historical case 
of the slave trade and its interaction with geographic 
topography and distance in the African context. Nunn 
and Puga (2012) look at terrain ruggedness and show, 
as expected, that rugged terrain generally has a neg-
ative direct effect on income, and economic develop-
ment as it hinders trade and most productive activities. 
However, in the African context, this effect is more 
than compensated for by an indirect positive effect 
associated with the protection that rugged terrain pro-
vided to those being raided during the slave trades. As 
income is positively associated with institution build-
ing, this suggests that ruggedness of terrain could have 
been a positive contributing factor for institutional de-
velopment in Africa. 

8  See Brezis and Temin (2008) for a review on this literature.

Nunn and Wantchenkon (2010) investigate how the 
historical origins of civil mistrust within Africa 
may be associated with the exposure to slave trade. 
Combining contemporary household survey data with 
historic data on slave shipments, they show that indi-
viduals whose ancestors were heavily raided during the 
slave trade exhibit less trust in neighbors, relatives, and 
their local government. As an instrument for exposure 
to slave trade, they use the historic distance from the 
coast of a respondent’s ancestors, while controlling for 
the individual’s current distance from the coast. These 
results emphasize the role of geography in the building 
up of social capital and civic culture in Africa and via 
that channel, its long-term implications for building up 
legitimacy and trust in public and state institutions. 

In the avenue of genetic research, Ashraf and Galor 
(2013) established that migratory distance from Africa 
and therefore genetic diversity is an underlying cause of 
a broad spectrum of manifestations of ethnic and cultur-
al fragmentation, and their effect on social cohesion and 
civil conflicts.

Acemoglu, Johnson and Robinson (2001) examine the 
effects of colonialism mostly in Africa, and show that 
geography can also affect state capacity through the 
legacy of colonialism, especially corruption. In colo-
nies with an inhospitable climate and topography, very 
few Europeans settled, and the institutions therein were 
created in extractive forms, giving way to corruption 
and embezzlement after the end of colonialism. In col-
onies with more hospitable climates, large number of 
Europeans settled, and they therefore tended to establish 
governmental systems similar to those of Europe. When 
such colonized countries gained independence, the 
Europeans left them more developed and less corrupt.9 

Focusing on the US, Galor, Moav and Vollrath (2009) 
establish that geographical characteristics that were 
complementary to large plantations generated a con-
centration of landownership that adversely affected the 
emergence of human-capital promoting institutions (for 
example, public schooling), and thus the pace of the 
transition from an agricultural to an industrial econo-
my. This, in turn, contributed to the emergence of the 
great divergence in income per capita across countries. 
The prediction of the theory regarding the adverse effect 
of the concentration of landownership on education ex-

9 This paper does not discuss the relative role and importance of ge-
ography vs.  institutions in affecting economic development. Acemoglu 
et al. (2002) explore the issue from the viewpoint of institutions, and 
Carstensen and Gundlach (2006) from the geography perspective.  
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penditure is established empirically based on evidence 
from the beginning of the 20th century in the US. 

As far as state capacity and efficiency is concerned, 
Alesina and Spolaore (2003) discuss the size of nations 
and raised the importance of distance on political in-
tegration decisions. Distance matters because of how 
it affects the trade-off between the efficiency of provi-
sion of public goods and the differentiated preferences 
of agents over such goods. They emphasize that the 
optimal size of nations results from a basic trade-off 
between economies of scale and congestion. Indeed, 
on the one hand, there are benefits of scale associated 
with the provision of public goods, which are cheaper 
when more taxpayers pay for them and larger countries 
can also better internalize cross-regional externalities, 
or natural shocks. On the other hand, however, there is 
congestion and a higher heterogeneity of preferences 
across citizens. 

As far as fiscal state capacity is concerned, Mayshar, 
Moav and Neeman (2013) examine geographical fac-
tors that can affect extractive institutions and state 
capacity, and like Wittfogel, they stress the impor-
tance of water irrigation. They claim that differences 
in institutions found between Upper Mesopotamia and 
Ancient Egypt can be explained by the degree of infor-
mal transparency in the supply of water, which affects 
the ability to appropriate revenues. In particular, the 
homogeneity of farmland and irrigation systems in-
creased the transparency of farming, thereby increas-
ing appropriability. It is this difference in the system of 
water irrigation that led to differences in the power of 
the state, state institutions and political systems in the 
Ancient world.

Finally, the geographic topography may also interact 
with the incentives for taxation and redistribution in 
societies dominated by elites with limited state capaci-
ty. As Bourguignon and Verdier (2012) emphasize, the 
incentives of elites to tax, redistribute, and increase 
state capacity are affected by the complementarities or 
substitutability in the production process between the 
factors controlled by the elite and other social groups. 
These technological properties of the production pro-
cess are themselves naturally dependent on the geo-
graphic and climatic context in which these societies 
evolve. As such, geography plays a role in the way 
elites are induced to design policies and institutions 
that best fit their interests, whether they are in congru-
ence or not with the interests of the other groups in 
society.

Geography, conflicts and the transition process

A well-established body of literature on international re-
lations argues that climate, topography, and location are 
important determinants of state behavior. Boulding’s 
(1962) research on conflict argues that the lower the 
costs of the transportation of goods, or of violence, the 
less likely the parties in a conflict are to have uncon-
ditional viability. Moreover, Sprout and Sprout’s (1965) 
environmental probabilism claimed that environment 
and climate affects the choices and actions of players 
in foreign policy, which in turn affects the international 
political realm.

With its focus on the microeconomics of the geography 
of political repression, Gates (2002) develops a model 
showing how geography interacts with ethnicity and 
ideology to determine military success and to shape 
rebels’ recruitment activities. He analyzes how this in-
teraction affects the distance between insurgents and 
regimes; and how the distance between the insurgent 
group and the seat of government enables an insurgent 
group to expand. 

Among the first empirical studies to include variables 
on topography, Fearon and Laitin (2003) argue that 
rough terrain (area poorly served by roads, which is 
measured by the proportion of the country that is moun-
tainous) is an essential opportunity for rebellion, and 
for translating grievance and discontent into insurgen-
cies or civil conflict. Collier and Hoeffler (2004) added 
some more indicators of both forests and mountainous 
terrain as causal variables explaining civil wars. Their 
findings are weakly supporting the expected positive 
mountain-war correlation, whereas forests fail to gener-
ate significant effects. 

The transition process in Eastern Europe constitutes 
another interesting example of the impact of geography 
and space on conflicts and the evolution of political re-
gimes (Fearon and Laitin 1999). More specifically, the 
relationship between geography and conflict can be ap-
plied to the analysis of the timing of the transition pro-
cess of Eastern European countries. 

It is interesting to note that the sequence of political 
liberalizations and economic transitions observed 
across Eastern Europe in the late 1980s actually be-
gan in countries located further from the “free world” 
frontier. Indeed, although the nearest country to the 
West was East Germany, Poland and Hungary were 
the first countries to undergo a change of regime, with 
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the process then spreading eastward and westward 
(see Figure 1). 

As a matter of fact, one might reasonably expect that 
closer proximity to the West would facilitate support for 
dissidence against the old regime and therefore render 
a shift of regime more likely. The elements that explain 
this “non-linearity in the process of transition” are the 
effect of distance and topography on the effectiveness of 
the army in suppressing uprisings. 

In the aforementioned literature relating geography 
and state capacity, geography was usually introduced 
through its effect on the provision of public goods. In 
this section, geographic distance matters through its ef-
fect on the effectiveness of the army and the police in 
dissuading dissidents from starting a revolution. At the 
heart of the analysis lies the assertion that the repressive 
capacity of an incumbent political elite is affected by the 
spatial ability of dissidents to escape the regime.

Brezis and Verdier (2012) assume on the one hand that 
geographic distance and topography affect the costs of 
escaping from a country: the closer the country to the 
“free world”, the easier it is for dissidents to escape 
the authoritarian regime run by the incumbent elite. 
All else being equal, this reduces the expected costs of 
dissidence, thereby stimulating stronger incentives for 
counter-regime activities, implying that power shifts 
are more likely in political regimes located closer to the 
“free world” frontier. This link therefore provides a first 
direct channel through which geography and space cir-
cumscribe the nature of political power and tend to favor 
democratization. 

On the other hand, distance also 
endogenously affects the scale 
of repression, and this provides a 
second induced channel through 
which geography interacts with 
conflicts and politics. Indeed, the 
size of the repressive forces in a 
given authoritarian regime is not 
exogenous, but rather actually re-
sults from the choice made by the 
incumbent elite to remain in pow-
er. This feature implies in par-
ticular that the size of the repres-
sive apparatus will be a function 
of the geographical characteris-
tics of the country. As a matter of 
fact, countries with easier access 
to “safe havens” will face strong-

er repressive efforts from their elites than countries 
where such access is more difficult. 

The rationale underlying this relationship is simple. 
Geographic distance and policing are substitutes from 
the standpoint of the expected cost of sanction as per-
ceived by dissidents in a given country. The closer the 
country is to safe havens, the more likely its dissidents 
are to decide to flee whenever an uprising is repressed; 
and so the more profitable, in terms of perceived sanc-
tions, it is for the regime to police those trying to flee. 
It follows that there should be more intensive policing 
and repressive apparatus in countries closer to the free 
world frontier than in countries located further from 
such frontier. This second induced effect of geography 
enters with opposite sign to the first direct channel of 
distance. 

These conflicting effects of geography on political pow-
er shifts lie at the source of these intricate patterns of 
democratization processes. They may therefore explain 
the sequence of political liberalizations and economic 
transitions observed across Eastern Europe in the late 
1980s, which took the form of a U-shaped function of 
distance, as shown in Figure 1.

In conclusion, this recent line of research into geogra-
phy and political systems has emphasized the impor-
tance of topography and proximity on two fundamental 
dimensions of politics: the technologies of conflicts and 
control, and the degree of heterogeneity of preferences. 
Through such channels, geographic factors happen to be 
constraining factors for the emergence or sustainability 
of specific political regimes. 
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To date, however, the aforementioned analyzes have 
essentially been confined to static spatial dimensions. 
A future consideration of geography might include dy-
namical spatial effects. Important questions for future 
research along these lines include the implications of 
geography for states’ competition and cooperation dy-
namics in international relations and how conflict or 
political systems diffuse from neighboring or regional 
states.10

Conclusion

This paper shows that there are many paths via which 
geography has shaped economic development and the 
formation of institutions, conflicts, and political sys-
tems. Yet, considering the fact that geography is one 
of the only elements that is an exogenous variable par 
excellence, it is quite striking that macroeconomics and 
political economy have not focused more intensely on its 
effects. This could change soon: with the further reduc-
tion of transportation costs (leading also to increasing 
costs of saturation, and to congestion), we could face the 
greater effects of geography on our economic and polit-
ical systems. Therefore greater scrutiny on this exoge-
nous variable will become necessary.

However, to characterize geography as an exogenous 
element may not hold anymore in the near future. 
Indeed, the new environmental economics emphasize 
that economic and political decisions influence our cli-
mate, our oceans, and Earth’s topography; geography 
becomes affected by economic and political systems. 
As a result, geography will no longer be exogenous: ge-
ography affects political regimes, which, in turn, affects 
geography. 

Interestingly this co-evolution process between geogra-
phy and social systems may give rise to important rein-
forcing complementarities and generate the possibility 
of multiple long-run geographic-institutional equilib-
ria, highlighting the crucial role of history and initial 
conditions on the dynamics of political systems in the 
world. Ultimately, geography cannot be disentangled 
from history.

10  This diffusion effect is analyzed in Brezis and Verdier (2003) but 
without a geographical dimension.

References

Acemoglu, D., S. Johnson and J. Robinson (2001), “The Colonial 
Origins of Comparative Development: An Empirical Investigation”, 
American Economic Review 91 (5), 1369–401.

Acemoglu, D., S. Johnson, and J. Robinson (2002), “Reversal of 
Fortune: Geography and Institutions in the Making of the Modern 
World Income Distribution.” Quarterly Journal of Economics 117 (4), 
1231–94.

Alesina, A. and E. Spolaore (2003), The Size of Nations, MIT Press, 
Cambridge, Mass.

Ashraf, Q., O. Galor and O. Ozak (2010), “Isolation and Development”, 
Journal of the European Economic Association 8 (2-3), 401–12.

Ashraf, Q. and O. Galor (2013), “Genetic Diversity and the Origins of 
Cultural Fragmentation”, American Economic Review 103 (3), 528–33.

Bairoch, P. (1997), Victoires et Deboires, vol. 1, Histoire économique et 
sociale du monde du XVIe siècle à nos jours, Gallimard, Paris.

Bairoch, P. (1988), Cities and Economics Development: From the 
Dawn of History to the Present, University of Chicago Press, Chicago.

Bleakley, H. and J. Lin (2012) “Portage and Path Dependence”, 
Quarterly Journal of Economics 127, 587–644.

Blockmans, W. (1978), “A Typology of Representative Institutions in 
Late Medieval Europe”, Journal of Medieval History 4, 189–215.

Blockmans, W. (1997), “Representation (Since the Thirteenth 
Century)”, in C. Allmand, D. Abulafia and R. McKitterick, eds., The 
New Cambridge Medieval History, Cambridge University Press, 
Cambridge, 29–64.

Bloom, D. and J. D. Sachs (1998), “Geography, Demography, and 
Economic Growth in Africa”, Brookings Papers on Economic Activity 
2, 207–95.

Boulding, K. (1962), Conflict and Defense, Harper & Row, New York.

Bourguignon, F. and T. Verdier (2012), “The Simple Analytics of Elite 
Behavior under Limited State Capacity”, in A. H. Amsden, A. DiCaprio 
and J. A. Robinson, eds., The Role of Elites in Economic Development, 
Oxford University Press, Oxford, 251–80. 

Brezis, E. S. and P. Krugman (1997), “Technology and Life Cycle of 
Cities”, Journal of Economic Growth 2, 369–383.

Brezis, E. S. and P. Temin (2008), “Elites and Economic Outcomes”, in 
S. N. Durlauf and L. E. Blume, eds., The New Palgrave Dictionary of 
Economics, second edition, Palgrave Macmillan, Basingstoke.

Brezis, E. S. and T. Verdier (2003), “Political Institutions and Economic 
Reforms in Central and Eastern Europe: A Snowball Effect”, Economic 
Systems 27, 289-311.

Brezis, E. S. and T. Verdier (2013), “Non-Linear Geographics and 
the Economics of Transition and Democratization”, Economics of 
Transition 21 (1), 53–71.

Carneiro, R. L. (1970), “A Theory of the Origin of the State,” Science 
169, 733–38. 

Carneiro, R. L. (1978), “Political Expansion as an Expression of the 
Principle of Competitive Exclusion”, in R. Cohen and E. R. Service, 
eds., Origins of the State: The Anthropology of Political Evolution, 
Institute for the Study of Human Issues, Philadelphia, 205–23. 
 
Carstensen, K. and E. Gundlach (2006), “The Primacy of Insitutions 
Reconsidered: Direct Income Effects of Malaria Prevalence”, The 
World Bank Economic Review 20, 309–339.

Chagnon, N. A. (1968), “The Culture Ecology of Shifting (Pioneering) 
Cultivation among the Yanomamo Indians”, Anthropological Land 
Ethnological Sciences 3, 249–55.

Collier, P. and A. Hoeffler (2004), “Greed and Grievance in Civil War”, 
Oxford Economic Papers 56, 563–95.



Research Report

CESifo DICE Report 1/2014 (March) 36

Davis, D. and D. Weinstein (2002) “Bones, Bombs, and Break Points: 
The Geography of Economic Activity”, American Economic Review 
92, 1269–89.

Diamond, J. (1997), Guns, Germs, and Steel: The Fates of Human 
Societies, Norton, New York.

Duranton, G. (2007) “Urban Evolutions: The Fast, the Slow and the 
Still”, American Economic Review  97, 197–218.

Fearon, J. D. and D. D. Laitin (1999), ʺWeak States, Rough Terrain, 
and Large Scale Ethnic Violence Since 1945 ,̋ paper presented at the 
1999 Annual Meetings of the American Political Science Association, 
Atlanta, September.

Fearon, J. D. and D. D. Laitin (2003), “Ethnicity, Insurgency, and Civil 
War”, American Political Science Review 97 (1), 75–90. 

Fujita, M. and J.-F. Thisse (2009), “New Economic Geography: An 
Appraisal on the Occasion of Paul Krugman’s 2008 Nobel Prize in 
Economic Sciences”, Regional Science and Urban Economics 39, 
109–19.

Gallup, J. L., J. D. Sachs and A. D. Mellinger (1999), “Geography and 
Economic Development”, International Regional Science Review 22, 
179–232.

Galor, O., O. Moav and D. Vollrath (2009), “Inequality in 
Landownership, the Emergence of Human-Capital Promoting 
Institutions, and the Great Divergence,” Review of Economic Studies 
76 (1), 143–79.

Gates, S. (2002), “Recruitment and Allegiance: The Microfoundations 
of Rebellion”, Journal of Conflict Resolution 46, 111–30.

Glaeser, E. L. (2008), Cities, Agglomeration and Spatial Equilibrium, 
Oxford University Press, Oxford.

Jenks, E. (1900), A History of Politics, McMillan, London.

Krugman, P. (1991a), “Increasing Returns and Economic Geography”, 
Journal of Political Economy 99, 483–99. 

Krugman, P. (1991b), Geography and Trade, MIT Press, Cambridge, 
Mass.

Mayshar, J., O. Moav and Z. Neeman (2013), “Geography, Transparency 
and Institutions“, CEPR Discussion Paper no. 9625.

Mellinger, A. D., J. D. Sachs and J. L. Gallup (2000), “Climate, Coastal 
Proximity, and Development”, in G. L. Clark, M. P. Feldman and M. S. 
Gertler, eds., Handbook of Economic Geography, Oxford University 
Press, Oxford, 169–94.

Nunn, N. and D. Puga (2012), “Ruggedness: The Blessing of Bad 
Geography in Africa,” The Review of Economics and Statistics 94 (1), 
20–36.

Nunn, N. and L. Wantchekon (2011), “The Slave Trade and the Origin 
of Mistrust in Africa”, American Economic Review 101 (7), 3221–52.

Rappaport, J. and J. D. Sachs (2003), “The United States as a Coastal 
Nation”, Journal of Economic Growth 8, 5–46.

Sprout, H. and M. Sprout (1965), The Ecological Perspective on Human 
Affairs—With Special Reference to International Politics, Princeton 
University Press, Princeton.

Stasavage, D. (2010), “When Distance Mattered: Geographic Scale and 
the Development of European Representative Assemblies”, American 
Political Science Review 104 (4), 625–43.



Reform Model

CESifo DICE Report 1/2014 (March)3737

cHild BeneFit and cHild 
alloWances in geRmany: 
tHeiR imPact on 
Family Policy goals

Helmut RaineR, steFan BaueRnscHusteR, 
natalia danzeR, anita FicHtl, 
timo HeneR, cHRistian HolzneR and 
Janina ReinkoWski1

Introduction

Child benefit and child allowances represent a major pil-
lar of monetary family benefits. As a part of the ex-post 
evaluation of monetary family benefits commissioned 
by the German Federal Ministry for Families, Senior 
Citizens, Women, and Youths and the Federal Ministry 
of Finance, a recent research study2 by the Ifo Institute 
examines the impact of child benefit and child allow-
ances on families and discusses the efficiency of such 
family policy benefits. 

Research study: child benefit and child allowances

The research study considers both child benefit and child 
allowances and examines their effects on the following 
target areas: “compatibility of family and career”, “safe-
guarding the economic stability and social participation 
of families”, and “birth rates”. To identify the effects of 
child benefit and child allowances on these goals, the 
study draws on the child benefit reform of 1996, which 
significantly increased child benefit. The subsequent ef-
ficiency analysis estimates the direct and indirect costs 
of an increase in child benefit. 

1  Ifo Institute (all), Stefan Bauernschuster: University of Passau.
2 This article is based on the study Rainer et al. (2013). Please consult 
this study for more detailed information and results.

A key component of family policy 

Child benefit and child allowances represent two major 
components of monetary family benefits within the di-
verse range of family policy instruments. Both benefits 
have existed since the 1950s and are very popular with 
the general public. The central importance of these ben-
efits can also be measured by their financial volume, 
which is around EUR 39 billion annually and thus ac-
counts for almost a third of the total volume3 of all fam-
ily benefits (BMFSFJ 2012). 

The integral goal of both regulations is to safeguard 
families, as stipulated in article 6 paragraph 1 of the 
German constitution. In their later working lives 
children earn income and pay taxes and social secu-
rity contributions. Child benefit and child allowances 
can therefore be seen as a way of acknowledging the 
social contributions of families to economic wealth. 
Moreover, family benefits are a means of compensat-
ing for the reduced economic capacity of families – due 
to the demands of child care and education – and thus 
to establish horizontal equity (Lüdeke and Werding 
1996). 

Historical development

Since the introduction of child benefits in the German 
Federal Republic in 1954 and of the child allowance in 
1949, they have been subject to a number of reforms. 
The rules for the possibility of combining these two 
benefits, as well as the financing, the size of the ben-
efit and the circle of beneficiary children4 and/or their 
parents changed many times. From 1955 to 1995 child 
benefit and child allowances were granted at the same 
time with only one interruption and were referred to as 
a “dual system”.

3  In 2010 the total volume of all family benefits was around EUR 125 
billion, and that of marriage-related benefits was around EUR 75 billion. 
4  The example of child benefit: this was paid out for the first time in 
1954 for the third child and for every further child, from 1961 onwards it 
was paid out as of the second child and from 1975 it was paid out as of the 
first child. 
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Reform of 1996

The last major structural reform to date took place in 
1996. The reform was based on the decisions of the 
German Constitutional Court (BVerfG) at the begin-
ning of the 1990s.5 In the Court’s opinion, the dual sys-
tem at that time did not result in full tax exemption of 
the subsistence level of children. However, expenditure 
to cover the minimum subsistence level of adults and 
children has to be completely exempt from taxation. The 
legislator responded to judicial demands by incorporat-
ing child benefit law into income tax law. As a result, in-
come amounting to the combined minimum subsistence 
level of the parents and the children is no longer taxed. 
For the parents this tax-free allowance is safeguarded 
by taking into account the basic income tax allowance. 
For the children this can, since the reform, be achieved 
either by the deduction of the corresponding allowanc-
es in the process of taxing the parents or alternatively 
via the payment of child benefit (the so-called “options 
model”).6 

Since the reform took effect child benefit in Germany 
has been paid out as a monthly tax rebate in the context 
of family benefit equalisation. Parents receive child al-
lowances that are scaled according the number of chil-
dren that they have. Tax authorities check whether the 
tax relief generated by the child allowance is greater 
than the amount of child benefit. In this case the child al-
lowance comes into effect, which is then set off against 
the child benefit that has already been paid out. Due to 
the progressive tax rate in Germany, individuals are 
entitled to save more taxes through the child allowance 
the higher their income. That is why the tax saving via 

5  Decisions by the German Constitutional Court of 29 May 1990 
(BVerfGE 82, 60) and 12 June 1990 (BVerfGE 82, 198).
6  §§ 62-78 EstG since the version in German Annual Tax Act of 
11.10.1995, BGBl. I p. 1250.

the child allowance is only larger than the child benefit 
above a certain income level. The child allowance has 
no effect if the tax relief granted via the allowance is 
lower than the child benefit paid out. In this case this 
difference serves to support the family.

Overall, the option model implies that the total mone-
tary relief generated by child benefit and child allow-
ance are no longer income-dependent for most recipi-
ents, but only consist of the income independent fixed 
amount of child benefit, since the child allowance is 
only effective as of a high income level. The reform 
turned out to have the biggest overall effect on recipients 
with low incomes.

The child benefit reform significantly increased the 
nominal monetary benefits paid to families with chil-
dren.7 The annual child allowance increased by over 
50 percent from EUR 2,098 (DM 4,104) annually per 
child before the reform to EUR 3,203 (DM 6,246) as of 
1996. Between 1997 and 1999 it was set at EUR 3,534 
(DM 6,912) (see Table 1). While child benefit was paid 
for the first child regardless of income, but was in-
come-dependent for all further children, the entitlement 
to child benefit for all children was no longer coupled 
with parental income after the reform. Child benefit 
prior to the reform amounted to at least EUR 36 (DM 
70) and was scaled according to income earned and the 
number of children in a family to a maximum of EUR 
123 (DM 240) per child. These amounts are shown in 
Table 1. Low-earners received a top-up benefit of EUR 
33 (DM 65) via additional child benefit. The child ben-
efit and child allowance taken together meant that no 

7  Until the end of 1999 child benefit was fully offset against the claim 
to social benefits, that is, social benefits were reduced by the corre-
sponding amount of child benefit. Recipients of unemployment benefit 
and unemployment assistance received child benefit in addition to their 
other entitlements. 

Trends in child allowance and child benefit between 1992 and 1999 

 Annual child 
allowance Monthly child benefit 

Year Per child Child 1 Child 2 Child 3 Child 4 and further children 

1992-1993+ 2.098 (4.104) 36 (70) 66-36 (130-70)* 112-72 (220-140)* 123-72 (240-140)* 

1994-1995+ 2.098 (4.104) 36 (70) 66-36 (130-70)* 112-36 (220-70)* 123-36 (240-70)* 

1996 3.203 (6.246) 102 (200) 102 (200) 153 (300) 179 (350) 

1997-1998 3.534 (6.912) 112 (220) 112 (220) 153 (300) 179 (350) 

1999 3.534 (6.912) 128 (250) 128 (250) 153 (300) 179 (350) 

Notes: benefit per year in EUR; DM amounts in brackets; *income dependent reductions to child benefit.  
+ Additional benefit amounting to EUR 33 (DM 65) for recipients of low income. 

Source: BMF (2007, 2008). 

Table 1  
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recipient received less than EUR 69 (DM 135) per child 
in monthly benefits (Lüdeke and Werding 1996). After 
the 1 January 1996 child benefit for the first two children 
increased to EUR 102 (DM 200), to EUR 153 (DM 300) 
for the third and EUR 179 (DM 350) for the fourth and 
any further children (see Table 1). 

Figure 1 summarises the size of child benefits and the 
impact of child allowance in the case of couples with 
one child before (blue line) and after the 1996 reform 
(red line). The “dip” in the red curve at EUR 74,933 (DM 
146,556) indicates the point where income independent 
child benefit is replaced by the child allowance, since 
the tax savings through the child allowance are greater 
than hypothetical child benefit. 

Prior to the reform, couples with one child received at 
least EUR 828 (DM 1,619) per year through the combi-
nation of child benefit and additional child benefit. As 
of 1996 they received at least EUR 1,224 (DM 2,394) 
per year in child benefit. The reform gains can be seen 
from the vertical gap between the red and blue line. The 
increase in monetary family benefits was very high for 
low-income recipients at an annual EUR 396 (DM 775). 
It is clear that families with a very low income profited 
the most from the reform. The reform gain subsequent-
ly falls steadily with rising annual income. For families 
with an annual income of around EUR 75,000 the re-
form even brought a small loss in income, as shown by 
the marginal area in the figure in which the blue line is 
above the red line. After that point the advantage steadi-
ly increases with rising income. The benefit peaks when 
the top tax rate is reached. 

Theoretical effects 

According to the neoclassical la-
bour supply model, a rationally 
acting household tries to maxim-
ise the individual benefit resulting 
from its consumption of goods 
and leisure time, by optimally 
distributing its time between lei-
sure activities and labour. Labour 
is seen as a way of generating in-
come that can be used for the con-
sumption of goods.

From a theoretical viewpoint the 
increase in child benefit in 1996 
could have had several effects. 
Since an increase in child benefit 
is equivalent to an income transfer, 

which is paid out regardless of the labour status of the 
parents, one would expect it to have a negative impact 
on labour supply. The reasoning behind this expecta-
tion is that a given consumption plan can be implement-
ed with fewer working hours thanks to the increase in 
child benefit. This should primarily benefit households 
with low and medium-sized incomes. For them the re-
form implied a considerable increase in child benefit, 
while the abolition of the “dual system” meant that the 
child allowance previously claimed was eliminated. This 
ultimately equalled an increase in taxation on earnings. 
The increase in income-independent transfer benefits, 
together with the discontinuation of child allowances, 
leads to a decrease in the number of hours worked.8 For 
high earners the child benefit reform has both positive 
and negative work incentives. The increase in the child 
allowances results in greater tax relief and thus, im-
plicitly, in an increase in net wages. This wage increase 
may boost the labour supply, because an hour of leisure 
(measured by potential wage loss) becomes more expen-
sive. On the other hand, it is also conceivable that the im-
plicit increase in wages is partly used to reduce working 
time and enjoy leisure time. The number of hours worked 
falls or rises depending on which of the two effects (sub-
stitution effect or income effect) dominates. 

Empirical studies

The only study to date on the evaluation of child ben-
efit in Germany is by Tamm (2010). This analysis ex-

8  Both income and substitution effects also negatively impact their 
labour supply as a result.
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amines the influence of child benefit on the employment 
of mothers with children over six years of age and a 
working partner. The author finds that the benefit has 
no impact on the basic decision of mothers to seek em-
ployment. However, the working time of mothers in em-
ployment drops by one hour. This effect is strongest for 
mothers with an intermediate level of education. 

International studies

Two family and social policy instruments were close-
ly scrutinised: “Earned Income Tax Credit” (EITC) in 
the USA and “Working Families’ Tax Credit” (WFTC) 
in Great Britain. However, both measures target disad-
vantaged groups and are conditional to employment in 
order to establish positive incentives to work. 

The EITC represents a tax credit that grants low income 
parents an income-dependent transfer payment (paid in 
addition to their wages) up to a given income ceiling. 
Studies show that the EITC increases the labour supply 
of single mothers (Eissa and Liebman 1996; Meyer and 
Rosenbaum 2001). In the phase-out region of the EITC 
reducing earnings is partly compensated by increased 
transfers. This is noticeable for married couples, result-
ing in a lower labour supply of married mothers, but not 
of fathers (Eissa and Hoynes 2004). The impact of the 
EITC on birth rates was also examined, yielding rath-
er sobering results. Although the effects tended to be 
positive, their impact was very limited (Baughman and 
Dickert-Conlin 2003, 2009).

International studies based on British data evaluate the 
“Working Families’ Tax Credit” (WFTC) that exist-
ed from 1999 to 2003. The benefit mainly represented 
a tax credit for families with children in which at least 
one parent worked. This parent had to be employed for 
at least 16 hours per week. It is therefore unsurprising 
that Francesconi, Rainer and van der Klaauw (2009) 
found positive incentives to work for those who worked 
less than 16 hours per week and thus did not satisfy the 
minimum requirement for WFTC. For secondary earn-
ers, whose partners were already entitled to WFTC, 
there were, by contrast, negative incentives to work. 
Francesconi and van der Klaauw (2007) conclude that 
the introduction of the WFTC increased the likelihood 
of single mothers working by 5.1 percent. Blundell, 
Brewer and Shephard (2005) add evidence regarding 
single fathers, who also react to WFTC with higher em-
ployment rates. Brewer, Ratcliffe and Smith (2011) ex-
amine the impact of the introduction of WFTC on birth 

rates. After controlling for potential individual trends in 
groups they find a 15 percent higher fertility rate among 
couples who were affected by the reform. The effect is 
most pronounced for first-born children and is lower for 
couples who already have children.

Method and impact analyses

The study presented here analyses the child benefit re-
form of 1996 described above and examines its impact 
on the compatibility of family and career, on the fertil-
ity decisions of families and – unlike existing studies 
– on the social participation of families and their finan-
cial stability. In this impact analysis the 1996 reform 
is treated as an experiment, which grants couples with 
children higher benefits, but denies them to childless 
couples. The data basis for the analyses is the longitu-
dinal German Socio-Economic Panel, and specifically 
the waves of 1992 to 1998 that include the reform year of 
1996, as well as a few years before and after.

The reform of child benefit and the child allowance in 
1996 fulfils the basic condition for a quasi-experimen-
tal identification strategy in a difference-in-differences 
model (DID model): the unanticipated introduction of 
a measure for a specific group, or at least a substantial 
change in benefits at a certain point in time.9 The size 
of the calculated effects of the 1996 reform cannot be 
directly applied to today’s situation due to structural 
changes in the labour market. Thanks to the identifica-
tion strategy, the basic reaction of families towards an 
increase in child benefit, which one can expect to be 
similar today, can be traced in a methodically sound 
manner. The large increase in child benefit for its recip-
ients makes it possible, in a first step, to compare the 
variable of interest before and after the reform within 
the group of eligible claimants. However, this simple 
difference (first difference) cannot be causally interpret-
ed, since it cannot be explicitly attributed to the reform 
of the law, but is just as likely to have been caused by a 
contemporary trend that was completely unrelated to the 
reform. Moreover, other changes could have occurred in 
the reform year that may have caused a leap in the vari-
able of interest. 

9  The correct identification of the point in time of its impact is crucial 
to a before-and-after comparison, which is also part of the DID model. 
The law took effect as of 1 January 1996. Since the law was not ap-
proved by German parliament until 11 October 1995, it can be assumed 
that the majority of the population was not familiar enough with the 
reform early enough for the law to lead to reactionary behaviour prior 
to 1 January 1996.
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To eliminate these confounding factors that are unre-
lated to the reform a second difference is used in the 
DID model in contrast to the naive before-and-after 
model. This second difference is the difference in 
the before-and-after differences (first differences) be-
tween the subsidised (parents) and the non-subsidised 
(childless) groups. The development of the variable of 
interest in the treatment group is compared with the 
development of the variable of interest in the control 
group. Under the assumption that trends in the varia-
ble of interest of both groups would have been similar 
without the reform, this second difference – the dif-
ference between group-specific differences over time 
– enables a clear attribution of effects to the child ben-
efit reform. Using this method the effects of the child 
benefit reform on the various target areas is examined 
and presented below.

Compatibility of family and job 

The first target examined is the compatibility of family 
and a career. There is a special focus on the changes to 
labour supply of mothers resulting from the reform. 

As already explained above, child benefit was massive-
ly increased thanks to the child benefit reform of 1996 
and the child allowance only remained relevant for the 
high-income earners. The scope for decision-making 
of families was boosted by the increase in benefits. As 
a result, mothers spent less time in the labour market. 
The design of the child benefit reform theoretically 
creates diverging effects along the income distribu-
tion. While high-income earners only marginally ben-
efit from higher child allowances, the reform repre-
sents significant increases in income for low-income 
earners; and this has strong negative income effects on 
the labour supply.

The empirical results suggest that the negative employ-
ment effects of the child benefit increase are mainly 
materialised at the intensive margin of labour supply 
by mothers. Mothers with partners tend to switch from 
a full-time to a part-time position, with participation 
ratios remaining largely stable. The increase in part-
time employment is statistically significant and robust. 
Although the decline in full-time employment is not 
statistically significant in all specifications, the partial 
results of the various heterogeneity analyses and the 
size of the average effects clearly suggest that the in-
crease in part-time employment is primarily due to the 
decrease in full-time employment. 

The pattern of a switch from full-time to part-time em-
ployment is particularly marked in households with a 
low-income potential, and thus particularly among fam-
ilies that benefitted to a large extent from the reform and 
can therefore be theoretically expected to suffer strong 
negative labour supply effects. Moreover, it emerges 
that mothers with two or three children in particular, 
who presumably no longer plan to have any further chil-
dren, are responsible for the negative labour market re-
action. The labour supply of fathers is not affected by 
the reform. No reduction in the labour supply of single 
mothers was found either. The less robust results (due to 
the smaller sample size) even point to a slight increase 
in employment.

A model calculation clarifies the scale of the results. 
Increasing child benefits by one euro per month and per 
child on average,10 leads to a decrease of 0.34 percent in 
the full-time employment of mothers and an increase of 
0.4 percent in part-time employment. This corresponds 
to a decline in the number of fully-employed mothers of 
17,100 and a 20,300 increase in the number of mothers 
employed part-time.11 The average weekly working time 
would fall by 0.09 hours, which would lead to an overall 
decline of 434,400 working hours per week.

Economic stability of families 

In the empirical analysis of the effects of the child ben-
efit reform on the economic stability of families’ we use 
monthly gross and/or net income from earnings, annual 
net household income, the per capita equivalent income, 
as well as two poverty indicators as dependent vari-
ables. Compared to the results for the effect on labour 
supply, the empirical results are far less obvious, but 
some trends nevertheless emerge. 

Generally, the financial situation of families could be 
expected to improve significantly through an increase 
in child benefit. Surprisingly, however, this is not the 
case. In nearly all specifications the point estimators 
are not significantly different from zero and thus indi-
cate that there was no statistically meaningful reform 
effect on the average earnings of mothers as well as on 
the economic stability of households. This may partly 
be due to a possible estimation error. It is, however, con-
10  In political reality an increase in child benefit typically amounts to 
more than one euro per month, and the corresponding effects on labour 
market distribution are greater. If the results are extrapolated by the ac-
tual amount of the increase, the labour supply is reduced to a far greater 
extent.
11  This extrapolation applies if based on all mothers with children 
aged between six and under 18 years.
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ceivable that own earnings adjustments and transfers 
work against each other in the course of the reform such 
that the average overall effects barely differ from zero. 
Various variations of the basic analysis do not yield any 
statistically significant results in most cases. Careful 
interpretations of the results of quantile regressions in 
gross earnings indicate that the reform tends to have a 
negative impact on the earnings of mothers in the lower 
area of income distribution. 

The only heterogeneity analysis that reveals signif-
icant group differences in the reform effect is the 
separate analysis of single mothers. The labour sup-
ply analysis already showed that the labour supply 
of single mothers tended to increase as a reaction to 
the reform. Even if this expansion is not reflected sig-
nificantly and robustly in an increase in the monthly 
earnings of single parents, it is nevertheless true that 
both average household income and the equivalent in-
come of families with single mothers rose significantly 
thanks to the reform. The results thus seem to indicate 
an improvement in the economic stability of families 
with single mothers.

Social participation

The additional leisure time resulting from the reduction 
of labour supply could be used by mothers to partici-
pate more fully in social and societal life, to spend more 
time with their children, to engage in further education 
or simply to enjoy sufficient resting periods that have a 
positive effect on their life satisfaction. The study ex-
amines the social participation of families using three 
groups of variables. 

The first group of indicators is related to use of time 
during leisure. The dependent variables measure the 
frequency of seven different leisure time activities. 
These include participation in cultural events (for ex-
ample, concerts, theatre and talks), going to the cinema, 
pop concerts, dance events; active sports, socialising 
with friends, family and neighbours; political activity 
(participation in citizens‘ initiatives, political parties 
and local politics); voluntary activities in clubs, associ-
ations or social services and helping out friends, family 
and neighbours (neighbourly assistance).

The second group of variables contains the following 
seven target dependent variables: time for hobbies and 
other free time activities; time for doing jobs around the 
house, for working on the car and in the garden, time 

for training, further education and learning (including 
school and studies); for housework (washing, cooking 
and cleaning); time for a career or apprenticeship (times 
include journey to work including secondary profes-
sional activities); time for looking after children and 
for running errands (shopping, purchases and visiting 
authorities). 

The last variable group complements the previous in-
formation on leisure time activities and time allocation 
in daily life by providing information on the subjective 
well-being of the individuals surveyed, which is meas-
ured by satisfaction with their current life, health, work, 
household activity, household income, apartment, lei-
sure time and with their overall standard of living.

It can be stated that the child benefit reform of 1996 had 
no robust and significant effects on the various meas-
ures of social participation, use of time or satisfaction 
with certain areas of life. Positive effects were only 
found on sporting and cultural activities, although the 
latter made no impact on basic satisfaction with life. As 
with the analysis of economic stability, it is conceivable 
that this finding is due to the complexity of the individ-
ual responses to the reform. 

Time spent with children is an important dependent 
variable in relation to the evaluation of family policy 
measures. In general, mothers seem to spend more time 
on caring for their children, which is partly due to the 
transfer from full to part-time work and an additional 
reduction in free time. However, these effects cannot be 
rigorously attributed to the child benefit reform due to 
the lack of an adequate control group, since the pattern 
emerging could also be explained by a general contem-
porary trend towards more time spent on childcare. It 
would naturally be of further interest how the possible 
increase in time mothers spend with their children im-
pacts their well-being.

Birth rates 

An increase in specific family policy benefits like 
the increase in child benefit in 1996 leads to incen-
tive effects that can potentially increase birth rates. 
Additional financial resources for families reduce the 
additional costs of having more children. An increase 
in such benefits should therefore theoretically lead to 
a rise in birth rates. Empirically there is a difference 
between a short-term increase in the total fertility rate 
(calculated according to period patterns) and a real 
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long-term increase in the actual number of children 
(calculated according to cohort patterns). An increase 
in incentives can also result in births that were already 
planned being brought forward. This pure tempo ef-
fect of births may increase the total fertility rate in the 
short-term, but not the completed number of children. 
At least some indication of potential tempo effects 
may be given by the age of mothers at the birth of their 
children. That is why monitoring the age of mothers 
at the birth of their children plays an important role 
in analysing the impact of an increase in child benefit 
on fertility. Since the child benefit reform theoretical-
ly provides fertility incentives for families both with 
and without children the differential impact of the child 
benefit reform across the income distribution is used 
here to define treatment and control groups. As already 
mentioned, low-income earners benefit more from the 
child benefit reform than high-earners, which is why 
they are also expected to show stronger behavioural re-
actions. However, since income itself can be influenced 
by the child benefit reform, the position of a family in 
the income distribution is approximated using the edu-
cation level of both partners. Families in which at least 
one partner has limited education are used as a treat-
ment group in the DID model (in a further specification 
families are used in which both partners have a medi-
um level of education at most). All other couples act as 
a control group. The birth rates of both groups are sub-
sequently observed over time. The implicit assumption 
is that both groups would have followed the same trend 
in birth rates without the child benefit reform. If this 
assumption is valid, differences in the development 
of birth rates in both of these groups over time can be 
attributed to the child benefit reform, and more specif-
ically to the stronger increase in monetary benefits for 
the treatment group than for the control group.

Overall, only the results of some specifications indi-
cate that the child benefit reform had a positive influ-
ence on birth rates. The reform was only found to have 
a statistically significant positive effect on the proba-
bility of a birth for the first treatment group (couples in 
which at least one partner has a low level of education). 
The result is most strongly affected and statistically 
significant for couples without children. No change in 
the age of mothers at childbirth is detected, which is 
why a pure tempo effect can be excluded as the cause 
of the impact on birth rates. However, since no signif-
icant results can be found for the specifications with 
the alternative treatment group (couples in which both 
partners have a medium level of education), the overall 
results should be interpreted with caution. 

Efficiency analysis

After the impact analysis an efficiency analysis was 
carried out. This complemented the direct costs of the 
child benefit reform with the fiscal effects of the over-
all economic effects established in the impact analysis 
to determine which direct and indirect costs result for 
the state from the child benefit reform. 

Direct costs include additional government expendi-
ture per child in the form of increased child benefit. 
Indirect costs are follow-up costs like, for example, 
falling government revenue from taxes and social secu-
rity contributions due to lower employment. Minimum 
expenditure for social transfers reduces the indirect 
costs. The direct and indirect costs were calculated 
using a hypothetical child benefit reform, which pro-
vides for an increase in child benefits of EUR 12 per 
child per year and/or EUR 1 per child per month. The 
results of these calculations are shown in detail in 
Table 2.

The direct costs of this hypothetical child benefit re-
form increase according to the number of children for 
whom child benefit is either paid out or an allowance is 
claimed. In 2010 around 17.5 million children qualified 
for child benefit. Based on corresponding increases in 
child benefit the hypothetical reform would generate 
annual additional costs of roughly EUR 210 million 
(1st line of Table 2).

The additional indirect costs of a hypothetical child 
benefit reform, based on the estimated results of the 
impact analysis, were calculated in two scenarios. 
In the first scenario the effects of the impact analysis 
are only expected to apply to mothers of 6 to 17 year-
olds. In the second scenario it is presumed that the ef-
fects can be transferred to the mothers of 0 to 17 year-
olds. Finally the total costs including indirect costs, 
which arise due to a reduction in tax revenues and 
social security contributions (due to the reduction in 
working time), as well as through lesser or greater ex-
penditure for transfer payments, are compared to the 
direct costs (increase in child benefit). The resulting 
statistics can be seen in the last lines of Table 2. The 
quotient of 2.0 for the group of mothers with children 
aged between 6 and 17 years indicates that in the sce-
nario of a child benefit reform whereby child allow-
ances are increased by an average of EUR 1 per child, 
the costs of such a reform are around EUR 2 per child. 
If all mothers with children under the age of 18 are 
taken as a basis, the total costs of a EUR 1 increase 
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in child benefit are between EUR 1.20 per child 
(lower limit) and EUR 4.10 per child (upper limit).12

The large range of the quotient from von 1.1 to 2.9 and/
or 1.2 to 4.1 clearly illustrates how difficult it is to es-
timate the exact costs of such a reform. Moreover, the 
fact that the quotient  is greater than one in the best case 
scenario (lower limit) suggests that the state will incur 
indirect costs. On average, estimates of these indirect 
additional costs are at around the same level as the di-
rect costs of an increase in child benefit. This implies 
that the total costs of an increase in child benefit are on 
average twice as high as the direct costs.

It is worth mentioning, however, that the lower work par-
ticipation of mothers resulting from the child benefit re-
form creates time gains in families, which could help to 
improve welfare under certain circumstances. However, 
since these potential effects cannot be quantified, they 
could not be considered in the efficiency analysis. 

Closing remarks 

The results of the impact analysis show that an increase 
in child benefit can generate negative employment ef-

12  Upper and lower limits are stipulated by the 90 percent confidence 
interval of the estimates.

fects for mothers, which are reflected in a reduction 
in working hours. Mothers with partners – especially 
in low income households – tend to reduce their full-
time employment in favour of part-time employment. 
Labour force participation rates remain largely stable. 
The economic situation of families does not change sig-
nificantly through the increase in child benefit, since the 
adjustments in labour supply reduce the earned income 
of families and thus mitigate the child benefit increase. 
This compensation effect does not seem to apply to sin-
gle mothers, and child benefit improves their financial 
situation. Moreover, the impact analysis shows no sig-
nificant effects on various measures of social partici-
pation, use of time or satisfaction with certain areas of 
life. There was no conclusive evidence on the effects of 
a child benefit increase on birth rates since the reform 
either. 

The efficiency analysis shows, however, that the actual 
costs of a child benefit increase are around twice as high 
as the nominal costs. Where other family policies like 
investment in childcare induce self-financing effects 
due to increases in labour supply of parents, monetary 
transfers like child benefit incur additional costs. The 
reduced working time of mothers resulting from the in-
crease in child benefit creates indirect costs for the state: 
since mothers reduce their working hours if child benefit 
is increased, the state loses tax and social security con-

Direct and indirect costs of a fictional child benefit reform 

 

Direct and indirect costs (€12 per child and per year / €1 per child and per month) 

Mothers (children 6-17) Mothers (children 0-17) 
Lower 
limit 

Average 
value 

Upper 
limit 

Lower 
limit 

Average 
value 

Upper 
limit 

Direct costs*   210.4    210.4    210.4    210.4    210.4    210.4  

Lower tax revenues and 
social security contributions 
by employers* 

0.0    194.9     387.7  0.0    318.5   633.5  

Lower social security 
contributions from 
employers* 

- 29.3    63.7     156.8   - 47.9   104.2  256.2  

Additional transfer 
payments excluding 
child allowances*  

  53.7  - 45.6   - 144.9     87.7  - 74.6  - 236.8  

Total costs (in millions of 
euros per year)*   234.8     423.4     610.0     250.2    558.5    863.4  

Total costs / direct costs         1.1            2.0           2.9          1.2           2.7        4.1 

  * In millions of euros per year. 

  Source: Own calculations. 

Table 2 
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tributions. On average these additional indirect costs are 
estimated to be as high as the direct costs of an increase 
in child benefit. 

A conclusive overall evaluation of the effects of child 
benefit and child allowances is beyond the scope of this 
study. Such an evaluation should consider additional 
aspects like the effects of child benefits on the well-be-
ing of children. Moreover, the weighting of the targets 
behind the reform cannot be objectively analysed even 
when compared to other uses of funding. It essentially 
remains a question of political considerations how the 
targets should be weighted and whether public expendi-
ture is utilised in the most desired way. Impact analysis, 
however, can guide the search for the most efficient poli-
cies to reach the politically established goals.
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neW Ranking, old mistakes 
– tHe “gloBal go-to tHink 
tanks” Ranking 2013

The Think Tanks and Civil Societies Program at the 
University of Pennsylvania has presented the “Global 
Go-To Think Tanks” Ranking on an annual basis since 
2008. This ranking, published at the end of January, is 
based on a survey of expert panelists, journalists, schol-
ars, donors and participating think tanks. It claims to as-
sess think tanks worldwide based on regional, functional 
and other criteria. According to its website, “The index 
has become the gold standard for think tanks around the 
world”.1 Seiler and Wohlrabe (2010) analyse the rank-
ing for 2009 and identify a large number of technical 
and functional flaws, casting doubt on the quality of the 
ranking. The functional critiques in particular were re-
newed by Wohlrabe (2012) for the ranking in 2011. In 
the wake of the publication of the current ranking for 
2013 on January 22nd, we are taking this opportunity to 
inspect the quality and validity of the new ranking.2 In 
short, the critical points raised with regard to the 2011 
survey remain relevant in light of the fact that neither 
the nomination nor the selection procedure has been 
changed since then; and only the categories have been 
re-adjusted. The ranking’s results should therefore con-
tinue to be interpreted with great caution. The first part 
of this paper introduces the methodology used in the 
ranking and the second part highlights its shortcomings. 

Methodology

The ranking is based on a three-stage process. In the 
first stage, the call for the open nomination round was 
sent to 6,826 think tanks, as well as “thousands”3 of 
journalists, donors and policymakers (p. 11). Each par-
ticipant was encouraged to nominate between five and 
25 think tanks for each of the 46 categories. In the sec-
ond stage, a further survey of all persons and organisa-
tions was carried out, whereby only think tanks could 
be ranked that obtained five or more nominations in 
the first round. At the third and last stage, the lists were 

1  See http://gotothinktank.com/the-2013-global-go-to-think-tank- 
index-ggtti/.
2 The current ranking can be downloaded at www.gotothinktank.
com; here and hereafter, as far as not differently noted, we always quote 
from the “2013 Global Go-To Think Tank Index Report” of the Think 
Tanks and Civil Societies Program at the University of Pennsylvania.
3  A certain or more specific number is not announced.

shared with expert panellists, who had also corrected 
the nominations in the round before. The expert panel 
was composed of 793 not clearly defined experts “for all 
the regional and functional research categories” (p. 11). 
After the integration of the expert panellists’ feedback, 
the final lists were generated and published. Following 
statistics on representativeness, the extent of the nomi-
nation process is reported: 
• 6,826 think tanks from 182 countries were invited to 

participate in the process;
• 1,947 individuals from 120 countries participated in 

the nominations and rankings process;
• Think tanks were nominated, and subsequently 

ranked, in 47 categories;
• 2,265 ballots were cast over two voting rounds;
• 52,000 votes were cast over two voting rounds;4

• 171 think tanks were nominated as the world’s top 
think tank.

Critiques

In general terms a great deal of the important informa-
tion that would be necessary to evaluate the quality of 
the study is missing. It is not clear, for instance, how the 
52,000 votes are distributed between the different stag-
es.5 Furthermore, there is no information on how many 
votes are cast per category and per think tank. There is 
also a lack of information on the regional vote distribu-
tion over continents that would make it possible to judge 
the regional bias mentioned by the Think Tank and Civil 
Societies Program itself (p. 9ff).

Wohlrabe (2012) criticised intransparent and partly con-
tradictory statements on the number of participants. The 
exact number of participants also differs in this year’s 
ranking: in one instance “over 1,950” (p. 11) are cited, 
while another reference is made to “1,947” (p. 12). Both 
of these numbers are all the more remarkable, as they 
are found in exactly the same context in the previous 
year’s report. Equally, the term “100s of think tanks” 
(p. 11) is also very loose and open to interpretation. 
Despite an “increasingly global reach” (p. 11), the re-
sponse rate of less than ten percent among think thanks 
is quite low.6 This includes a decreasing representative-
ness. The number of 2,265 votes cast (allocated to two 

4  The authors asked the editors how the votes are divided. At the time 
of writing they had not yet received any responses to their questions.
5  In the 2012 ranking, 57,018 votes were received, corresponding to a 
decline of 5,000 votes.
6  Assuming 1,947 participants, a number of between 609 and 614 par-
ticipating think tanks can be calculated.

http://gotothinktank.com/the-2013-global-go-to-think-tank-index-ggtti/
http://gotothinktank.com/the-2013-global-go-to-think-tank-index-ggtti/
http://www.gotothinktank.com
http://www.gotothinktank.com
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voting rounds), combined with 1,947 participants, im-
plies that only 318 persons voted for both of the rounds 
and 1,629 for only one round. 

The number of 52,000 votes, which are allocated to two 
voting rounds, also raises several questions. As already 
mentioned, no information on the exact vote distribution 
over the two rounds is available. In fact, it seems that 
voting parity does not exist in any of the 46 categories, 
because no think tank has to share its rank with another 
one. This, in turn, implies, however, that the votes for 
each think tank in the second voting round need to differ 
from each other by a minimum of one. For all of the 46 
categories – the different length of the categories is tak-
en into account – the minimum quantity of votes is nec-
essarily 81,455, which is distinctly undercut by 52,000 
(see Table 1).7 This calculation does not include votes for 
the first nomination round. Furthermore, it cannot be as-
sumed that all think tanks only won their ranking places 
by an advantage of one vote. Since a linear distribution 
of votes is highly improbable, the true amount of votes 
required has to be much higher. The insufficient number 
of votes therefore casts doubt on the accomplishment of 
the ranking.

Other faults found concern the power of the expert 
panel, and especially the fact that changes in the rank-
ing by the expert panellists are not explicitly excluded 
(Wohlrabe 2012). Identifying omissions or irregulari-
ties by the expert panel might be useful after the first 
round, but it is not reasonable which “serious errors” (p. 
12) after the second and last voting round can be found 
and corrected. In addition to the insufficient number of 
votes, we suspect that intransparent and inappropriate 
adjustments and modifications occurred.

As in previous years, it may prove almost impossible 
to create a ranking of this magnitude based on quanti-
tative indicators due to a lack of information.8 Without 
an enormous time exposure, an economist, for example, 
is not able to assess either scientific or political think 
tanks worldwide. This may explain why, on average, 
only 23 votes per ballot were sent back, even although 
a far higher number is allowed.9 A decreasing amount 
of votes is associated with declining representativeness. 
Even within the same branch, it is often impossible to 
give a comprehensive response according to the nomi-

7  This calculation assumes that, for example, for the ranking world-
wide with 150 ranked think tanks, the first rank obtains 150 votes, the 
second 149, et cetera.
8  The quantitative criteria are quite similar to those in 2011 (see 
Wohlrabe 2012).
9  At the first stage a maximum of 25 think thanks can be nominated, 
at the second stage several can be nominated for each of 46 categories.

nation and ranking criteria. How can any external indi-
vidual assess, for example, the “level, diversity and sta-
bility of funding” of other organisations or “listserv and 
web site dominance” (p. 14ff)? Most of the participants 
may also be unaware of the “key contacts in the policy 
academic community” (p. 15) enjoyed by institutes in 
foreign countries. 

Moreover, some of the category classifications such as, 
for example, the category “Top Domestic Economic 
Policy Think Tanks” are difficult to understand. Due 
to the large number of countries with all their specific 
domestic economies, scarcely anybody can realistically 
be expected to be in a position to evaluate the quality 
of all of these institutes with respect to their domestic 
economic situation. Two possible conclusions, however, 
can be drawn. Firstly, participants only rank those think 
tanks on which they have access to reliable information; 
therefore, the amount of votes and representativeness 
decrease and the ranking will be biased. It should be as-
sumed that some think tanks are better according to ob-
jective criteria, but are not ranked because participants 
do not know enough about them. This selection bias 
could potentially be resolved by drawing upon a suffi-
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ciently large sample. Nonetheless, the information in the 
report does not support this implication. The same prob-
lem occurs, as mentioned above, when individuals judge 
think tanks from other fields of research. The ranking 
results may also be biased if certain subjects answer 
more frequently and are overrepresented. Secondly, the 
lack of information leads to a perception-ranking and 
Seiler ś and Wohlrabe ś (2010) critique finds its applica-
tion. Hence, only think tanks should be allowed to par-
ticipate that are able to respond comprehensively for all 
nominated organisations. 

Among these rankings, some inconsistencies are worth 
noting. At a glance, in Table 2 (p. 27ff) “Top Think 
Tanks Worldwide (Non-US)”, the “Bonn International 
Center of Conversation (BICC)” is ranked 70th. In 
Table 3, which includes US institutes, (p. 30ff.) “Top 
Think Tanks Worldwide (US and non-US)” the insti-
tute moves up to 57, although 11 US institutes are list-
ed among the top 30. Thus, the BICC was able to move 

up 24 places compared to its non-
US competitors. Examples of this 
type are often found in the report 
and indicate the inconsistency of 
answering-behaviour. 

In addition, some technical faults 
can be identified. In Table 45 
(p. 100ff), where “Think Tanks 
with the Most Significant Impact 
on Public Policy” are listed, the 
German Institute for International 
and Security Affairs (SWP) is 
ranked 22nd as well as 28th. It 
is completely unclear why the 
International Center of Human 
Development from Armenia is 
found on the ranking “Top Think 
Tanks in Central and Eastern 
Europe” (Table 11, p. 45ff), 
although nine other Armenian 
institutes are listed at “Top Think 
Tanks in Central Asia” (Table 8, 
p. 41ff).

Development over time

Like Wohlrabe (2012), we would 
like to take a look at the develop-
ment over time of the “Global Go-
To Think Tank” Ranking. Figure 1 

shows the Top Ten Think tanks (non-US) since 2008. It 
is notable that its composition within the last two years 
is the same and the order of the top three did not change 
either. This low level of fluctuation may be due to two 
different reasons: either the best ranked institutes are 
objectively the best; or there is a self-amplifying process 
over time due to the increasing prominence gained by 
an institute after being ranked at the top, which leads 
to more nominations. Publishing the amount of nomina-
tions over time of the top think tanks and their relative 
advantage to these think tanks would be quite helpful. 
Without this data, every statement is only speculative. 

In a second step, we would like to draw a comparison 
with the “Global Go-to Think Tank” Ranking and a 
quantitative-based ranking like RePEc, which gener-
ates a global ranking among economic departments 
and institutes and aggregates 35 output-indicators. 
These indicators include the number of publications 
(weighted and unweighted), as well as the number of 

Global Go-To Think Tank-Ranking voting 

Amount of ranked 
think tanks within 

one category 

Amount of 
rankings 

with certain 
amount of ranked 

think tanks 

Minimum  
votes 

per ranking 

Minimum 
votes 
total 

10 1 55 55 

20 1 210 210 

25 1 325 325 

30 7 465 3,255 

35 1 630 630 

40 5 820 4,100 

45 2 1,035 2,070 

50 7 1,275 8,925 

55 1 1,540 1,540 

60 7 1,830 12,810 

65 2 2,145 4,290 

70 2 2,485 4,970 

75 2 2,850 5,700 

80 5 3,240 16,200 

100 1 5,050 5,050 

150 1 11,325 11,325 

Sum  46  35,280  81,455 

votes cast 
 

 52,000 

Difference 
  

-29,455 

Source: Global Go-To Think Tank-Ranking 2013, calculations of Ifo Institute. 

Table 1  
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citations and downloads.10 Figure 2 illustrates a scat-
terplot with rescaled ranking positions of the category 
“Top Domestic Economic Policy Think Tanks” and the 
RePEc ranking position. Initially, it is conspicuous that 
among the top 80 of the “Global Go-To Think Tank” 
Ranking only 12 institutions are ranked by RePEc. 
There may be different reasons for this. On the one 
hand, there are some top think tanks that are not listed 
by the Think-Tank Ranking such as, for example, the 
World Bank (3rd at RePEc), International Monetary 
Fund (5th at RePEc) or Central Banks. These institu-
tions produce a lot of highly relevant output, which is 
demanded according to the output criteria. On the oth-
er hand, think tanks listed by the “Global Go-To Think 
Tank” Ranking are not ranked at the RePEc list, because 

10  See Seiler and Wohlrabe (2012) for a more detailed description of 
the RePEc Ranking methodology.

it only shows the top five percent 
of over 6,300 institutions and de-
partments. Therefore, Bruegel is 
only found in the top eight percent 
in RePEc, but comes No. eight in 
the Think-Tank Ranking. This 
demonstrates the large differ-
ences that can occur between a 
quantitative ranking and a survey 
that is announced to be based on 
quantitative factors. The high var-
iance in Figure 2 clarifies those 
differences. Figure 3 shows the 
same relation between the RePEc-
Ranking and the category “Top 
International Economic Policy 
Think Tanks”. In that case, only 
eight institutions can be compared 
with each other. The variance is 
still greater and the correlation 
smaller. Basically, a weak positive 
relation between both of the rank-
ings is still visible. 

Conclusions

As pointed out, the think tank 
ranking fails in terms of its own 
ambitious claim. Many of the 
facts that would be needed to 
prove the quality and significance 
of the ranking are inappropriate, 
unclear or missing. The method-
ology of the survey and the in-

sufficient number of responses mean that the ranking is 
potentially biased and leads us to suspect that ex post 
adjustments have been applied. The interpretations and 
implications of this ranking therefore need to be ap-
proached with extreme caution. 

Martin Braml (LMU Munich) and
Klaus Wohlrabe (Ifo Institute)
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deFRactionalisation in 
diFFeRent electoRal systems

Electoral systems face two competing aims: firstly to 
ensure that the transmission of citizens’ votes into par-
liamentary seats is proportional and secondly, that the 
legislative body has a stable majority to back up a gov-
ernment. As a result, there tend to be major differenc-
es between national electoral systems in terms of their 
respective history and depending on whether propor-
tionality or the capacity to govern is considered as more 
important. While the aim of proportionality demands 
that the legislative body should be as fractionalised as 
the electorate body, the aim of building enough capacity 
to govern demands at least some degree of defraction-
alisation. In this article a measure used to quantify the 
degree of defractionalisation is discussed and applied to 
legislative bodies in different European countries.

Electoral system families

In general a distinction is drawn between two main 
families of electoral systems: proportional representa-
tion (PR) and the plurality or majority system (Lijphart 
1991). Additionally there are electoral systems that con-
tain components of both and are therefore called mixed 
or hybrid systems. Each electoral system has specific 

advantages. Proportional representation claims to have 
greater proportionality overall, and especially better 
representation of minorities. Plurality/majority electoral 
systems, on the other hand, claim clearer accountability 
and higher capacities to govern (Lijphart 1991). Mixed 
systems try to combine the benefits of both systems. 
Most European countries today have proportional rep-
resentation systems or mixed systems. In Europe only 
France and United Kingdom have a majority system (see 
Figure 1).

Indices of fractionalisation

To assess the proportionality and the extent of defrac-
tionalisation in the different electoral systems empiri-
cally the two following indices of fractionalisation pro-
posed by Rae (1968) are useful: 

!!"!"# = 1− !!!
!

!!!

                                                  !!"!"! = 1− !!!
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The indices show the fractionalisation of the legislative 
body and of the electorate body. In the formula m is the 
number of parties voted for, or having seats in the leg-
islative body, vi is the proportion of votes for party i; si 
the proportion of seats in the legislative body associated 
with the party i. When there is no fractionalisation in 
the respective body, the corresponding index is zero as 
there is just one party (m=1) and therefore s1 and v1 are 
one. When the body is totally fractionalised, meaning 

Proportional Representation
Plurality/Majority
Mixed

Source: IDEA (2013); www.ifo.de/w/3gMZQP2VK/visualstory.

Electoral system families in Europe

Figure 1 

Visual Storytelling 

The data used in this article is available 
as visual story.

Visual Storytelling allows you to analyse DICE 
information using interactive maps and graphs.

This feature enables users to:

• See how indicators alter over time 
(play function).

• Use scatter or radar plots to compare 
different indicators and connections.

• Select individual countries 
to compare performance.

• Select additional information layers 
in all visualisations.

Box 1

http://www.cesifo-group.de/ifoHome/facts/DICE/DICE-Search.html?DICEsearch.query=*%3A*&DICEsearch.facet_hasVisualStory=true
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that every vote or parliamentary seat goes to another 
party, the indices become nearly one.1

To measure the difference between the fractionalisation 
of the electorate and the legislative body of an elector-
al system the spread between the two indices Diffrae= 
raeele  – raeleg is crucial. The spread shows the defrac-
tionalising effect of the electoral system as it compares 

1  For better presentation all values displayed in the following are mul-
tiplied by one hundred.

the fractionalisation of the electorate body with the frac-
tionalisation of the legislative body. In most cases the 
difference is again between one and zero. Negative val-
ues are unlikely as it can be assumed that the fractional-
isation of the electorate is higher than the fractionalisa-
tion of the legislative body and therefore raeele is higher 
than raeleg..2 This is the case because of the defraction-
alising effect of the electoral systems, which mostly 
 
2  Does not hold for Italy in the years 1994 and 1995 where the highly 
complex, mixed electoral system introduced in 1993 leads to a higher 
fractionalisation of parliament than of the electorate body.

Fractionalisation indices and electoral system family  

  Diffrae (Median) Diffrae 2011 Electoral system family 

Denmark 1.05 0.36 Proportional Representation 

Netherlands 1.27 0.51 Proportional Representation 

Malta 1.37 1.89 Proportional Representation 

Sweden 1.44 1.16 Proportional Representation 

Iceland 1.44 1.91 Proportional Representation 

Cyprus 1.51 1.83 Proportional Representation 

Belgium 1.75 1.93 Proportional Representation 

Austria 1.79 2.75 Proportional Representation 

Switzerland 2.01 2.23 Proportional Representation 

Finland 2.22 1.68 Proportional Representation 

Germany 2.37 2.78 Mixed 

Slovenia 2.61 3.17 Proportional Representation 

Italy 2.86 6.17 Proportional Representation 

Luxembourg 2.93 4.06 Proportional Representation 

Norway 3.01 2.68 Proportional Representation 

Estonia 3.65 5.11 Proportional Representation 

Latvia 3.74 2.43 Proportional Representation 

Ireland 4.71 7.30 Proportional Representation 

Slovak Republic 5.12 6.93 Proportional Representation 

Lithuania 6.10 6.10 Mixed 

Poland 6.44 6.63 Proportional Representation 

Romania 6.55 2.31 Mixed 

Czech Republic 6.73 7.40 Proportional Representation 

Portugal 6.93 6.93 Proportional Representation 

Greece 8.04 6.87 Proportional Representation 

Bulgaria 8.86 7.53 Proportional Representation 

Spain 9.02 9.38 Proportional Representation 

Hungary 10.00 15.53 Mixed 

United Kingdom 12.59 11.89 Plurality/Majority 

France 12.98 17.58 Plurality/Majority 

Source: IDEA (2013), Armingeon et al. (2013); DICE Database (2013, 2014a, 2014b). 

Table 1  
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favour bigger parties over their smaller counterparts 
(Rae 1968). As perfect proportionality exists, when 
“every party receives exactly the same share of the 
seats as it won of the votes” (Galager 1991, 33), it can 
be assumed that values nearer to zero have a better pro-
portionality in the transmission of votes into seats.

Effects of electoral systems

As stated in the beginning, the second function of the 
electoral system is to provide a legislative body with 
a stable majority to back up a government. To ensure 
this, most electoral systems have measures that influ-
ence the fractionalisation of the legislative body in a 
way that legislative bodies are less fractionalised than 
the electorate body. In most cases a party or a coalition 
has to reach a minimal value of the votes cast. This 
threshold can be explicit, as, for example, in Austria 
or Denmark on nationwide level, in Spain on a district 
level, or implicit through the limited number of seats of 
the legislative body as in the Netherlands (see Table 2). 
Additionally, there are other measures that influence the 
composition of the legislative body and ensure that there 
is a stable majority in the legislative body. Two exam-
ples of such cases are: 1) In Greece the party obtaining 
the most votes gets 50 additional seats. 2) If the strong-
est party or coalition in Italy fails to win 340 out of 617 

seats, the party needs to obtain additional seats until it 
reaches 340 seats.3 
The benefit of the approach used here is that it covers 
all of the measures cited that are used to influence the 
composition of the legislative body as it looks at the final 
result of all the measures and compares it with the orig-
inal electorate body.

In most countries the electoral systems has experienced 
some changes over time, but the difference in the frac-
tionalisation indices already alternated in every elec-
tion. In view of this fact it is difficult to draw a clear 
distinction between the changes in fractionalisation 
caused by electoral system reforms and those driven by 
electoral behaviour. Hence a cross country comparison 
for a single year could be misleading. For a comparison 
between the electoral systems in different countries it is 
more useful to look at the median value of the fractional-
isation across time for each country (Diffrae (Median)). 
This value then offers insights into the systemic design 
of the electoral system with regard to the importance of 
proportionality.

As expected from the theory, the plurality/majority sys-
tems in France and United Kingdom exhibit the highest 

3  This measure was executed in the three elections between 2006 and 
2013, but was declared as an infringement of the constitution at the end 
of 2013 (Corte costituzionale 2014).

Figure 2: Difference in fractionalisations in Italy

Figure 3: Difference in fractionalisations in Germany

www.ifo.de/w/3gMZQP2VK/visualstory
www.ifo.de/w/3gMZQP2VK/visualstory
www.ifo.de/w/3gMZQP2VK/visualstory
www.ifo.de/w/3gMZQP2VK/visualstory
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difference between the fractionalisation of the electorate 
and the legislative body. Spain (9.02) has the highest 
value in the group of PR systems, which is a result of a 
regionalised party system and a three percent threshold 
at a district level combined with the fact that Spain has 
many small districts. This favours big national parties 
over their small regional counterparts, which may obtain 
a significant share of votes in some districts, but only a 
few seats in the legislative body (Field 2009). Denmark 
(1.05) and the Netherlands (1.27) rank best in this ob-
servation. Denmark has a relatively low threshold at a 

national level with additional exceptions. The whole 
electoral system is designed to create as much propor-
tionality as possible (see Table 2).

For Italy we can observe that the change in elector-
al system in 2005 initially led to a slightly better pro-
portionality in the electoral system, but with the 2008 
election this value increased significantly. The current 
electoral system (described in Table 2) seems to have a 
more defractionalising effect than the previous elector-
al system. 

 
Electoral systems characteristics 

Austria Closed party-list system with proportional representation applying the Hare method to the regional and 
provincial constituencies, and the d'Hondt method at the federal level; 4 per cent threshold for parties 
to gain representation. 

Denmark Proportional representation system according to a modified version of the St. Laguë method and Hare quota 
and using the method of greatest remainders. Each elector can cast either a "personal vote" for one of the 
candidates or a vote for one of the party lists. They can vote for any of the candidates or parties of their 
constituency, not being limited to those of their nomination district. 
Of the 175 seats reserved for Denmark proper, 135 seats are distributed among the constituencies. 
The 40 remaining, or compensatory, seats are then distributed among the parties which either have won at 
least one constituency seat; have obtained, in two electoral regions, at least as many votes as the average 
number of valid votes cast in the region, per constituency seat; or have obtained at least 2% of all valid 
votes cast in the country as a whole. Such distribution, based on votes obtained on the national scale, 
is aimed at redressing the imbalance caused through the distribution of the constituency seats. 
When it has been decided which parties are entitled to a share of the compensatory seats, the number of 
seats which each party is proportionately entitled to of the 175 seats is calculated on the basis of the total 
number of votes cast for these parties in all parts of the country. From the number of seats thus arrived at 
for each party, the number of constituency seats already obtained by the party is deducted. 
The resulting figure is the number of compensatory seats due to the party. 
The end result of this system is a distribution of seats in the Folketing that faithfully reflects the share 
of the popular votes received by the parties.  

Greece - Parties must obtain at least 3 per cent of the votes cast to obtain parliamentary representation. 
- 250 seats are distributed in accordance with the Hagenbach-Bischoff system. 
- The party obtaining the highest number of valid votes is entitled to 50 seats, 
 allocated to candidates on its party list. 
- majority vote, under some circumstances, to allocate further remaining seats at the national level and 
 simple majority vote in eight single-member constituencies. 

Italy - Proportional representation system for 629 of 630 seats, using blocked party lists for 617 of the 630 
 members elected from Italy and for the 12 members elected by Italian citizens overseas (First-past-the-
 post system for the single-member constituency in Valle d'Aosta). 
The minimum thresholds for a seat in the Chamber of Deputies are: 
- for a political coalition: 10 % of total valid votes; 
- for a political party (list) within a coalition: 2% of total valid votes; 
- for a political party (list) which is not affiliated with any political coalition: 
 4% of total votes cast nationwide; 
- for language minority lists: 20% of the votes cast in their constituency. 
However, any list obtaining the highest number of votes among all lists and which fails to win 2% of the 
votes cast is also entitled to a seat. 
If the political coalition or party with the highest number of votes fails to win 340 seats, it is given "bonus" 
seats to meet the 340-seat requirement. The 277 remaining seats are distributed among the other coalitions 
or unaffiliated lists using the whole number quotient and highest remainders method. 

Netherlands Party-list system with proportional representation. Seats are distributed at the national level among different 
lists or groups of lists which have obtained at least 0.67% of the nationwide vote, each being awarded as 
many seats as the number of times the votes for its candidates is the multiple of an established national 
quota (the total of valid votes in the country divided by the number of seats (150) to be filled). Within each 
list, seats are then allocated among candidates according to the order in which they appear on the list. The 
seats remaining unfilled after this first distribution are then allotted according to the d'Hondt method of 
highest average. 

Source: IPU (2013); DICE Database (2013). 

Table 2  
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On the other hand, the rise of new parties can lead to 
changes in the fractionalisation as can be shown for 
Germany. With German unification and the elections in 
1990 the party system diversified and the defractionalis-
ing effect of the electoral system had a stronger impact 
as a result. In the last elections (2013) the diversification 
proceeded and the difference between the fractional-
isation of the electorate body and the legislative body 
increased further.

Conclusion

It was shown that different electoral systems have dif-
ferent defractionalising effects. In majority or plurality 
systems these effects are stronger than in proportional 
representation systems. Depending on the measures 
used, however, the legislative body has a lot less frag-
mented structure than the electoral body, also in pro-
portional representation systems. The huge variation 
in proportional representation systems depends on how 
the electoral system tries to achieve proportionality and 
the capacity to govern. The measures described in Italy 
and Greece, for example, are the result of experiences 
with unstable legislative majorities. However, the diver-
sification of the party system can also lead to changes 
in the defractionalising effects of an electoral system. 
Through the effects of defractionalisation, established 
parties can prevent small new parties from getting into 
the legislative body. Hence countries that are high-
ly concerned about proportionality should adjust their 
electoral system according to the new socio-political 
situations expressed in the diversification of the party 
system to minimise the defractionalising effects of the 
electoral system.

Daniel Leithold
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Figure  1

PuBlic deBt in tHe euRozone

In the wake of the outbreak of the recent global finan-
cial crisis, public deficits and government debt have 
increased substantially among member states of the 
European Union. These issues have since been hotly de-
bated among economist and politicians. 

Government debt is the accumulation of past borrowing 
and therefore the result of repeatedly running budget 
deficits. It is usually measured as a percentage of a coun-
try’s gross domestic product (GDP) at nominal value. 
According to the Maastricht definition of debt, general 
government debt comprises of the consolidated gross 
debt of the entire government sector including central, 
state and local government, as well as social security 
funds outstanding at the end of a quarter. Sub-sector 
data are consolidated at the national level by the statis-
tical authorities of the member states (Eurostat 2014). 

To prevent excessive budget deficits and the over ac-
cumulation of debt, the Maastricht Treaty of 1992 and 
the Stability and Growth Pact of 1997 introduced rules 
to maintain stable public finances. More specifically, 
members of the European Union, and especially mem-
bers of the Eurozone, were required to limit annual pub-
lic deficits to three percent of GDP and public debt to 
60 percent of GDP. Since the introduction of this rule-
based policy framework, however, not all members have 
succeeded in achieving fiscal discipline. Although there 
is no scientific consensus on the proper size of public 
deficits and public debt, the latest reform proposals for 

the Stability and Growth Pact acknowledge the need for 
stricter fiscal governance in the Eurozone. Schuknecht 
et al. (2011), for example, demand that national budget 
deficits require approval at the European level. 

The evolution in the public debt levels of selected EU 
countries is shown in Figure 1. A notable feature is 
that most countries managed to reduce their level of 
debt over the first decade of the millennium. Spain and 
Ireland in particular have made tremendous efforts to 
reduce their indebtedness. Although Greece and Italy 
registered small successes in their debt reduction, they 
were among those countries with the highest debt levels 
that entered the monetary union. The two largest coun-
tries of the Eurozone, France and Germany, experienced 
steady increases in their budget deficits and exceeded 
the Maastricht deficit criteria, which led to a controver-
sy over the temporary suspension of sanctions. In 2009, 
however, all of the countries in the EU were forced to 
react to the global financial crisis by increasing their 
government spending and providing fiscal stimulus. 
Government debt levels rose to historical highs as a re-
sult. Currently, less than half of the EU countries meet 
the target of debt levels below 60 percent, as shown in 
Figure 2. Table 1 provides a detailed summary of the debt 
levels in the European Union during the financial crises. 

Figure 2 also reveals that the group of countries below 
the 60 percent debt criterion consists mostly of new 
member states. A crucial question is whether similar 
debt levels in the EU countries have a similar effect on 
economic activity and growth levels. It is widely accept-
ed, that beyond a certain threshold level, further increas-
es in the level of debt as percentage of GDP lead to lower 

economic growth. Reinhart and 
Rogoff (2010) find that for both 
advanced and emerging countries, 
high debt/GDP ratios of 90 percent 
and above are associated with no-
tably lower growth outcomes. For 
countries in the EU Mencinger, 
Aristovnik and Verbic (2014) 
provide evidence that the turning 
point for new member states is 
substantially lower than that for 
old member states. These findings 
are important for fiscal govern-
ance in the Eurozone, as they in-
dicate different levels of economic 
activity for similar debt levels. 

Martin Berghausen
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General government gross debt (Maastricht debt) in % of GDP 

 2006 2007 2008 2009 2010 2011 2012 

Austria 62.3 60.2 63.8 69.2 72.3 72.8 74.0 

Belgium 87.9 84.0 89.2 95.7 95.7 98.0 99.8 

Bulgaria 21.6 17.2 13.7 14.6 16.2 16.3 18.5 

Croatia    36.6 44.9 51.6 55.5 

Cyprus 64.7 58.8 48.9 58.5 61.3 71.5 86.6 

Czech Republic 28.3 27.9 28.7 34.6 38.4 41.4 46.2 

Denmark 32.1 27.1 33.4 40.7 42.7 46.4 45.4 

Estonia 4.4 3.7 4.5 7.1 6.7 6.1 9.8 

Finland 39.6 35.2 33.9 43.5 48.7 49.2 53.6 

France 64.0 64.2 68.2 79.2 82.4 85.8 90.2 

Germany 68.0 65.2 66.8 74.5 82.5 80.0 81.0 

Greece 107.5 107.2 112.9 129.7 148.3 170.3 156.9 

Hungary 65.9 67.0 73.0 79.8 82.2 82.1 79.8 

Ireland 24.6 24.9 44.2 64.4 91.2 104.1 117.4 

Italy 106.3 103.3 106.1 116.4 119.3 120.7 127.0 

Latvia 10.7 9.0 19.8 36.9 44.4 41.9 40.6 

Lithuania 17.9 16.8 15.5 29.3 37.8 38.3 40.5 

Luxembourg 6.7 6.7 14.4 15.5 19.5 18.7 21.7 

Malta 62.5 60.7 60.9 66.5 66.8 69.5 71.3 

Netherlands 47.4 45.3 58.5 60.8 63.4 65.7 71.3 

Poland 47.7 45.0 47.1 50.9 54.9 56.2 55.6 

Portugal 69.4 68.4 71.7 83.7 94.0 108.2 124.1 

Romania 12.4 12.8 13.4 23.6 30.5 34.7 37.9 

Slovakia 30.5 29.6 27.9 35.6 41.0 43.4 52.4 

Slovenia 26.4 23.1 22.0 35.2 38.7 47.1 54.4 

Spain 39.7 36.3 40.2 54.0 61.7 70.5 86.0 

Sweden 45.3 40.2 38.8 42.6 39.4 38.6 38.2 

United Kingdom 42.7 43.7 51.9 67.1 78.4 84.3 88.7 

  Source: Eurostat (2014). 

Table 1  
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maRket comPetition and 
PRoduct maRket Regulation

There are good reasons to regulate markets: to safeguard 
consumers, to protect investors or avoid damage to third 
parties and protect the environment. But regulation is 
costly: products become more expensive for consumers 
and entrepreneurs and investors may be discouraged 
from entering the market. As a result, product market 
regulation might inhibit market competition thereby 
reducing productivity and growth.1 Aware of the need 
to make regulation competition-friendly, the OECD has 
developed indicators of product market regulation that 
measure the degree to which policies promote or inhibit 
competition.2

The indicator for product market regulation measures 
the economy-wide regulatory and market environments 
in OECD countries and some non-OECD countries in 
1998, 2003, 2008 and 2013. It is based on qualitative in-
formation mainly derived from answers to a question-
naire by national administrations and covers both gen-
eral and sectoral regulatory issues in the areas of “state 
control”, “barriers to entrepreneurship” and “barriers to 
trade and investment”.3 The lower the value of the indi-
cator, the more competition-friendly a country’s product 
market regulation is. 

The development of the product market regulation in-
dicator over time is shown in Figure 1 for a restricted 
sample of OECD countries. From the descriptive statis-
tics several insights are evident:4 firstly, regulation im-
pediments to competition have declined in recent years. 
Secondly, the regulatory environments in countries that 
formerly had comparatively restrictive policies have be-
come a lot more liberalised. As a result of this conver-
gence process, product market regulation has become 
more homogenous across the OECD. Finally, after an 
earlier period with substantial success in improving the 
competition friendliness of regulation, a ceiling seems 
to have been reached. The latest comparison of the in-
dicator of product market regulation across countries is 
shown in Table 1. Due to the historical convergence pro-
cess, only minor differences remain. 

Marcus Drometer

1  See, for example, Nickell (1996). 
2  For a recent update see OECD (2013).
3  See Wölfl et al. (2009).
4  For further details compare Wölfl et al. (2009).
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Product market regulation: overall PMR score 1998-2013 

  1998 2003 2008 2013 

Austria 2,11 1,60 1,35 1,17 
Belgium 2,25 1,62 1,55 1,39 
Bulgaria    1,57 
Czech Republic 2,63 1,87 1,50 1,39 
Denmark 1,65 1,48 1,31 1,22 
Estonia   1,38 1,33 
Finland 1,94 1,49 1,34 1,29 
France 2,33 1,74 1,49 1,43 
Germany 2,17 1,71 1,33 1,21 
Greece 2,71 2,45 2,19 1,68 
Hungary 2,65 2,08 1,40 1,31 
Ireland 1,85 1,58 1,38 1,44 
Italy 2,35 1,81 1,49 1,26 
Netherlands 1,81 1,49 0,96 0,91 
Portugal 2,55 2,09 1,70 1,30 
Slovak Republic  1,93 1,57 1,31 
Slovenia   1,99 1,80 
Spain 2,37 1,77 1,58 1,45 
Sweden 1,88 1,50 1,64 1,55 
United Kingdom 1,32 1,10 1,21 1,09 
      
Iceland 1,99 1,50 1,45 1,46 
Norway 1,87 1,55 1,50 1,49 
Switzerland 2,49 1,99 1,55 1,50 
      
Australia 1,70 1,31 1,43 1,26 
Canada 1,85 1,58 1,48 1,37 
Japan 2,22 1,48 1,54 1,51 
Korea 2,49 1,89 1,88 1,88 
New Zealand 1,45 1,29 1,22 1,27 
United States 1,50 1,30 1,11  
Index scale 0 to 6 from least to most restrictive. Empty cells: data not available. 

Source: OECD 2014. 

Table 1  
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New at DICe Database

 
Recent entries to the DICE Database

In the first quarter of 2014, the DICE Database received a 
number of new entries, consisting partly of updates and 
partly of new topics. Some topics are mentioned below.

• Renewable Energy Capacities
• Policies to Support Renewable Energies
• Policies and Measures on Energy Efficiency
• Broadband Penetration
• Local Loop Unbundling Requirements
• Policy Developments in International Mobile 

Roaming Services
• National Treatment for Foreign-controlled Enterprises 

in Telecommunication
• Transparency of Government Policymaking
• Wastefulness of Government Spending (WEF Index)
• Youth in Labour Market

The interactive graphics application Visual Storytelling 
has been further expanded.

ForthComINg CoNFereNCes

CESifo Area Conference 
on Public Sector Economics 2014
24–26 April 2014, Munich

The conference is intended to give an overview of the 
current research undertaken by members of the Public 
Sector Economics area of the network and to stimulate 
interaction and co-operation between area members. 
All CESifo research network members are invited to 
submit their papers which may deal with any topic in 
Public Economics.
The keynote lecture on Taxation and Development will 
be delivered by Henrik Kleven (LSE).

Scientific organiser: 
Rick Van der Ploeg

CESifo Area Conference on Employment and Social 
Protection 2014
02–03 May 2014, Munich

The purpose of the workshop is to bring together CESifo 
members to present and discuss their ongoing research, 
and to stimulate interaction and co-operation between 
them. All CESifo Research Network members are in-
vited to submit their papers, which may deal with any 
topic within the domains of employment and social 
protection. Both domains are to be broadly defined, the 
former including, in particular, issues of the organisa-
tion of labour. The latter domain, in turn, includes not 
only governmental institutions of the welfare state, like 
social insurance, but also other non-governmental in-
stitutions of the welfare society, such as the family, or 
charities and informal networks, social norms and altru-
istic behaviour. 
The keynote lecture will be delivered by Imran Rasul 
(University College London).

Scientific organiser: 
Kai A. Konrad

CESifo Area Conference on Global Economy 2014
16–17 May 2014, Munich

CESifo will hold its annual meeting for the Global 
Economy research area, intended to allow presentation 
of current research undertaken by its members and to 
stimulate interaction and co-operation between area 
members. Papers can be on any topic under the Global 
Economy field, covering trade, international finance, 
migration, global environmental issues, and others. 
Papers will be discussed in seminar format.

Scientific organisers: 
Peter Egger, John Whalley

Estimation of Gravity Models of Bilateral Trade
30–31 May 2014, Munich

This conference, organised by CESifo and the ETZ 
Zürich in connection with a Special Issue in Empirical 
Economics, calls for papers on all aspects of the estima-
tion of bilateral trade. In particular, we welcome papers 
with a strong orientation towards econometric issues. 
Possible topics include the following:

http://www.cesifo-group.de/ifoHome/facts/DICE/DICE-Search.html?DICEsearch.facet_isArchived=false&DICEsearch.facet_hasVisualStory=true
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• Panel data analysis of gravity models.
• Allowing for time-dependence or cross-sectional de-

pendence of the data in gravity model estimates.
• Measurement error and endogeneity of variables in 

the estimation of gravity models.
• Addressing missing data and zero trade flows.
• Addressing nonlinear effects of covariates (such as 

trade costs) on trade flows
• Structural estimation of gravity models.
There will be four keynotes and the organizers will se-
lect papers among the submitted ones for presentation at 
the Ifo Institute in Munich and, after undergoing a reg-
ular review process, for publication in the special issue.
All papers presented at the conference will appear in the 
CESifo Working Paper series

Scientific organisers: Badi H. Baltagi, Peter Egger and 
Michael Pfaffermayr

New books oN INstItutIoNs

Mass Politics in Tough Times. Opinions, Votes and 
Protest in the Great Recession
Edited by Larry Bartels and Nancy Bermeo
Oxford University Press 2014

International Development. Ideas, Experience, and 
Prospects
Edited by Bruce Currie-Alder, Ravi Kanbur, David M. 
Malone, and Rohinton Medhora
Oxford University Press 2014

Why Government Fails So Often: And How It Can 
Do Better 
Peter H. Schuck
Princeton University Press 2014
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DICE Database: www.cesifo-group.org/DICE

THE DATABASE FOR INSTITUTIONAL COMPARISONS IN EUROPE

The Database for Institutional Comparisons in Europe – DICE – was created to 
stimulate the political and academic discussion of institutional and economic policy
reforms. DICE is a unique database offering comparative information on national
institutions, regulations and economic policy. Although DICE is not a statistical data-
base, it also contains data on the outputs (economic effects) of institutions and regulations 
where relevant.

DICE covers a broad range of institutional themes: Business and Financial Markets, 
Education and Innovation, Energy and Natural Environment, Infrastructure, Labour 
Market and Migration, Public Sector, Social Policy, Values and Other Topics.

The information is presented in tables (text or data), graphics (interactive application 
Visual Storytelling), and reports. In most cases, all EU countries are covered as well as 
some other major OECD countries. Users can choose between current comparisons
and time series that show developments over time.

DICE combines systematic information from a wide range of sources, presenting
a convenient one-stop service for your data needs.

DICE is a free-access database.

Feedback is always welcome.
Please address your suggestions / comments to:
DICE@ifo.de




