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Abstract

The recent process of political and economic transformation in eastern European
countries has not only contributed to the decentralisation of political structure but aso
sgnificantly enhanced the fisca autonomy of municipdities belonging to these countries.
Although the degree of self-governing ability of municipdities seemsto vary from one
country to another, many similar types of public activities have recently been assigned to
locd governments, and some taxes were also declared to be so-called locd taxes. To be
aure, thistype of fisca decentralisation has caused some additiond problems, particularly
for safeguarding the qudity of publicly provided goods and services and for co-ordingting
intergovernmental fisca transfers between the central and local governmentsin an
efficent way. For indance, some criticise that alarge number of smdl-szed
municipdities in the trangtion economies have suffered from financia bottleneck and
have not been able to receive financia support from the centra government that was
necessary for their economic development. However, such afisca devolution trend
appearsto continue, in pardld to the ongoing democratisation and decentrdisation. This
study primarily dedswith crucia issues surrounding the impact of nationd fiscd policy
and the regulatory framework on local governments expenditure behaviour and their
ability to mobilise necessary revenues (i.e. tax income, grants and municipa borrowings)
under the particular consderation of the inditutiona and adminigtretive co-operation with
the centra government and of the (till exigting) less-well developed financia market in
Poland, the Sovak Republic, the Czech Republic and Hungary.

Keywords: fiscal decentralisation, loca expenditures and taxes, shared taxes,
intergovernmentd transfers, municipa borrowings, Poland, the Sovak Republic, the
Czech Republic, Hungary
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1. Introduction

The reationship between centrd and loca (and municipd) government is changing. For
this reason it has traditiondly been a mgor subject of politicd discussons. The idea of
decentrdisation of politicd decisonmaking has become increasingly fashionable
world-wide, which is aso accompanied by fiscd decentrdisation in most cases. In some
developed countries the systems of intergovernmenta finance have evolved gradudly
and each country has unique features (Ahmad, Hewitt and Ruggiero, 1997). Emerging
countries on different continents have had differing reasons and motivations for such
reforms and their consequences for macro-economic Sability and growth have adso
varied ggnificantly from one country to another (Fukasaku and de Médlo, 1999). More
recently, the acknowledgement of subgdiarity as the basic principle for the European
Union, the introduction of the West German federa system in the eastern pat of the
country, the revivd of regiondiam in Wesern European countries like Portugd are
diginctive examples of the decentrdisation process in Europe. This kind of politica
decentrdisation has dso been pronounced in the trandtion countries of Poland, the
Czech Republic, Sovakia and Hungary. To ke sure, such development is “a reflection of
the political evolution toward more democratic and participatory forms of government,
seeking to improve the responsveness and accountability of politicad leaders to their
electorate, and to ensure a closer corregpondence of the quantity, qudity, and
composition of publicly provided goods and sarvices to the preference of ther
beneficiaries’ (Ter-Minassian, 1997, p. 3).

Compared to the case for cities and municipalities in western Europe, those located in
the trangtion countries have been confronted with more serious problems caused by the
Speedy industriad modernisation and de-indudtridisation, the rapidly increasing public
activities due to socid, economic, hedth and environmentd ills, as well as by the provison
of additiona new (city-specific) infrastructure that is often better adapted to newly
emerging economic activities. In particular, the challenges for large cities in eastern Europe
have been more immediate and have adso become more intensified in the course of the
ongoing economic and palitica trangtion. On the other hand, it is argued that since the
large agglomeration areas provide an unpardlded business environment to economic
sectors, rurd regions and municipdities are a loss to compete, which, in turn, leads to the
increase in regiond digparity in acountry. As aresult, municipdities in disadvantaged
regions suffer from a net reduction in population Size, decreasing locd tax revenues, fewer
job opportunities etc. Furthermore, cities and municipdities in trangtion countries seem to
be (in some cases serioudy) suffering from alack of necessary financia meansto cover
the increasing expenditures and to meet current chalenges. Such fisca stress usudly takes
place ether when the cogts of providing local servicesincrease faster than revenues
needed to finance them, or when, a given costs of public service provison, loca
government revenues are constrained by a declining economic base which reduces taxable
resources.’
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Following the so-called equalisation objectives, one eadly tends to argue that those
municipalities and cities with grester spoending needs automatically require more financia
support from centra or upper-level government. Y et, the sum of grantsto municipalities
should basically be induced from the comparison of their (existing and/or anticipated)
‘true’ expenditure needs with loca fisca capacity from their own resources such asloca
tax revenues and fees® To be sure, the expenditure behaviour of municipdlitiesis aso, to a
great extent, influenced by their present fisca capacity aswell as by the size of locd debts.
In the provision of infrastructure, loca governments tend to (critically) consider an
increase in local taxes, especidly when intergovernmental grants to municipdities do not
adequately compensate the existing fiscal stressthat is caused by large expenditure needs,
and/or, when the totd sum of local debts has dready reached the maximum level that
should not be exceeded. In addition, the city or municipality with well-equipped
infragtructure is obvioudy more attractive for investors and firms looking for anew
location, while the increase in locd taxes immediatdy means the loss of regiona and
municipal competitiveness. In the case that the additiond provison of infrastructure will
mainly be financed by higher local taxes, loca governments should aso be well aware of
such atrade-off relaionship and their short-term as well as long-term effects on the loca
economy (Nam, 2000; Nam, Nerb and Russ, 1990).

As mentioned before, the provison of public sarvices and infrasiructure and ther

finance is being decentrdised in Hungary, Poland, the Czech Republic and Sovakia
However, the nationd fiscal policy and regulatory framework appears to ill have a
crucid impact on locd governments expenditure behaviour and to limit ther ability to
mobilise own tax income. In addition, the expanded loca government role in providing
public services and in obtaining the necessary financiad resources remain disturbed by
the weak inditutiond and adminidrative co-operation with the centrad government and
by the less well-developed financid market. This comparative sudy ams at examining
principd and immediate issues on politicd and fiscal decentrdisation in the sdected
European trangtion countries including expenditure and revenue assgnments,
intergovernmental  trandfer systems, locd borrowings, etc. In addition, an empiricd
atempt is made on the bass of avalable daa to identify the recent development of
municipa expenditures and revenues in these countries.
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2. Basic theor etical explanations on fiscal decentralisation and municipal finance
2.1. Expenditure assignments

According to the well-known subsidiarity principle, efficiency in the dlocation of
financid resources is best achieved by assigning respongbility for each type of
expenditure to the leve of government that most closaly represents the beneficiaries of
provided public goods and services (Frenkel, 1986; Hyman, 1993; Ter-Minassan, 1997).
In other words, the expenditure assgnments involve decisons asto which leve of
government should be predominantly responsible for the formulation, financing and
adminigration of policy activities and related follow-ups. Compared to the apparent cases
for the centrd provison of nationa public goods and services like macro-economic
stabilisation, redistribution, defence and foreign affairs,* those activities related to socid
protection, education and health as well as environment have generaly been considered
astypica public serviceswhich can be wel provided by loca or regional governments.
Y et, in most cases public goods have a character of mixed goods, for which some
degree of decentrdisation combined with some centralised co-ordination appearsto be
feasble and desirable, due to unclear didtribution of benefits among regions,
externdities and sill-overs, etc. As a consequence, overlgpping responshilitiesin
palicy formulation, financing and adminigtration of public goods and services are quite
common, which have aso partly contributed to the existing greet variety of
intergovernmental fiscal arrangements and expenditure assgnments among different
countries (Levin, 1990; Ahmad, Hewitt and Ruggiero, 1997).° Furthermore, the central
government in many countries can influence the decentraised provision of public goods
through the regulation of their ddivery in terms of quaity and the ex-post control of the
use of financid means and transfers.

The strong policy orientation of dlocation objectivesin terms of the devolution of
expenditure responshilities to loca governments can create conflicts with the
achievement of the macro-economic stabilisation and the redistributive god, which
appear to be better accomplished by the central government (Musgrave, 1983; Oates,
1972). Although “the overdl level of expenditures of [regiond or loca] governmentsis
effectively congrained by limits on their taxation and borrowing powers, changesin
composition [for example, in favour of transfers to individuas with a high propengty to
consume] may run counter to the stabilisation objective of the central government” (Ter-
Minassian, 1997, p. 5). Empirical investigations (including Brosio, 1985) do not dways
confirm the so-caled Leviathan hypothesis by Brennan and Buchanan (1980) that
decentrdisation generdly limits the growth of tota government expenditures.
Furthermore, “with increased decentralisation comes the possibility of loss of
macroeconomic control as locd bureaucracies multiply, [which make] monitoring and
evaluation more problematic [...]” (Ahmad, Hewitt and Ruggiero, 1997, p. 31).° Ina
country with large economic disparity among its regions, the ahility of locd or regiond
governments to deliver public goods and services can dso vary widdly, which, in turn,
could trigger undesirable internal migration.” In countries in transition such type of
economic policy conflicts gppear to be more adequately taken into account in making
decision about assgning certain expenditure responsbilities to loca governments.



2.2. Revenue assignments

The generd principles of decentraisation aso guide the assgnment of taxes to different
levels of government. In practice, two options of assgning fundsto loca jurisdictions are
commonly adopted but quite often in a combined form:
assgnment of (some) taxing power to the central government and financing local
expenditure needs by intergovernmenta grants or other transfers, for example, in form
of sharing tax revenues, and
assgnment of (some) taxing power to the loca governments, if necessary
complementing the revenues (raised locally) with tax-sharing arrangements with the
central government (Norregaard, 1997).
Table 1 illustrates more precisaly how different types of taxes and grants can be
assigned to the lower level of governments.

Tablel  Fiscal autonomy in local gover nments

Own taxes Base and rate under local control
Overlapping taxes Nation-wide tax base but rates under local control
Shared taxes Nation-wide base and rates, but with afixed portion of the tax

revenues (on atax-by-tax basis or on the basis of pool of different
tax sources) being alocated to the loca governmentsin question,
based on (1) the revenues accruing within each jurisdiction (aso
so-cdled the derivation principle) or (2) other criteria, typicaly
population, expenditure needs, and/or tax capacity.

Genera purposegrant | Loca government’s shareis fixed by centra government (usualy
with are-digtributive dement), but the former is free to determine
how the grants should be spent; the amounts received by
individua authorities may depend on their tax efforts.

Specific grants The absolute sum of grant may be determined by centra
government or it may be open-ended (i.e. dependent on the
expenditure levels decided by lower levels of government), but in
ether case centrd government specifies the expenditure
programmes for which the funds should be spent.

Source: Norregaard (1997), Tax Assgnment, Washington DC.

According to the standard theory of public economics (Oates, 1972; Musgrave and
Musgrave, 1980; King, 1984), there are severd characterigtics for typica local taxes,
which financidly support a decentralised public expenditure system:
The base of loca taxes should be neither very mobile nor very unevenly distributed
among jurisdictions. In the case of prevailing strong mohility, taxpayers will relocate
the income activities or tax sources from high to low areas. Thisfact will dso limit the
freedom of loca governments to change the rates.
Loca taxes should be accountable and locd taxpayers should know what the tax
ligbilities are. In addition, they should be fairly easy to administer on thelocdl leve.
The link between payment of the tax and local service received should beintact. In
other words, such benefits should be strongly internaised to the locd taxpayers.
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Locd taxes should be able to generate sufficient revenues to avoid large vertica

imbalances and idedlly be less sengtive to the changes in business cycle.

In accordance with such criteria mentioned above, land or property taxes and, to some
extent, persona income taxes have been quite often suggested to be suitable locd taxes,
while corporate income taxes have usualy been considered to be less gppropriate for the
same purpose (Paugam, 1999). For example, “[in] some countries, state-leve taxation of
corporate profits, in the absence of a coordinated approach, has been accompanied by
strong competition (tax wars), leading to distortions in enterprise’ s location decisons, tax
avoidance through transfer pricing by enterprises operating in multiple areas, and erosion
of revenue’ (Ter-Minassian, 1997, p. 10).

2.3. Intergovernmental transfer systems

Intergovernmentd transfers are aimed at rectifying not only the vertical imbaance caused
by the unequa own tax revenues and expenditures of different levels of governments but
aso the horizonta imbaance which isled by the different fisca capacities anong same
levd juridictions. Although the local expenditure needs appear to be hardly measured in
an objective way, the role of transfers becomes more crucid for those deficit jurisdictions
on the sub-nationd leve, especialy when their increasing expenditures cannot be
financed by borrowing or they lack direct accessto capital markets. In the cases of
exiging externdities on other jurisdictions, the centra government aso needs to
financidly support sub-nationa authoritiesin order to guarantee the provison of certain
public services on the locdl levd like pollution contral, inter-regiond highways, etc.
(Davis and Lucker, 1982; Frenkel, 1986; Ali, Lerme and Nakosteen, 1993; Boadway and
Hobson, 1993; Hyman, 1993; Rosen, 1995; Dahlby, 1996; Ahmad and Craig, 1997).
Furthermore, the amount of grants should vary with the loca expenditure needs and
inversdly with locd fiscal capacity, while their distribution must be transparent and fair.
More importantly, an effective transfer system should neither encourage overspending nor
wesken tax collection efforts on the sub-nationa level (Gage and Manddll, 1990; Jones
and Cullis, 1994; Bahl and Linn, 1994; Shah, 1994a and 1994b; Winkler, 1994; Oates,
1998; Nam, Parsche and Steinherr, 2001).

Basicdly the re-dlocation of fiscal resources from one leve of government to another
takes place through the sharing of tax revenues or through aform of grants. In the case of
revenue sharing, tax bases can be shared on atax-by-tax basis (in some cases with
different coefficients of distribution among levels of government for each tax), 2 or taxes
can be pooled and shared systematicaly theresfter, asillustrated in Table 1. According to
the previous experiences in emerging countries, such revenue sharing arrangements
appear to be less successful in encouraging local revenue mobilisation (Fukasaku and de
Méllo, 1999). Grants from higher (federal or state) to lower levels (state or local) can be
conditiond (i.e. closdly tied with specifications regarding the use of the funds and/or the
performance achieved in the supported programme),® or unconditiona respecting the
autonomy of loca governments in spending such financia means. The so-called block
grants also have afixed character, which are, however, designed to support broad areas of
locd activities (like education, environmenta preservation, etc.) rather than specific
projects. On the other hand, intergovernmental grants can be openrended® — regardless
of the trandfer Size required to cover the expenditure needs of individua loca
governments — or subject to certain limits. In addition, the down-flow grants have been
quite often made in the EU on the basis of the so-called additiondity principle, which
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requires — as adigibility criterion for the supporting grants — the partid financid
participation of local governmentsin providing local goods and servicesin its territory. ™

2.4. Municipal borrowings and debt management

Borrowing has traditionaly been an important source to finance long-term public
infrastructure projects in advanced countries because it enhances intergenerationa equity.
In other words, these projects yield returns through severd generations, over which the
cogsfor the provision of public goods should be shared equally. Such type of
intergenerationd burden sharing enables small loca governments to undertake the
necessary large scale infrastructure investments (Shah, 1999). However, some countries
dtill impose drict redrictions on loca borrowing. For example, in some developing and
trangition countries large infrastructure projects have recently been more strongly
supported in terms of capital grants or on-lending from higher level governments, snce
loca governments (especidly in the small entities due to their weak economic power,
amall sze of tax income and other unfavourable creditworthiness) quite often suffer from
the lack of direct access to credit markets.*?

More importantly, fiscd deficits and debt have continuoudy risen over timein alarge
number of countries both &t the state and locd levels. The rapid growth of loca public
debt in a country, which eventualy endangers the macro-economic stability, also
immediately questions whether the local borrowing istightly oriented to the necessary
financid needs for wel-designed loca public projects and whether its processis
transparent and efficient enough in an adminigtrative sense. In generd there are four basic
debt-control categories which are gpplied in practice in combined forms

primary reliance on market discipline without the so-called bail-out guarantee of the

central government when the credit market is free and trangparent information prevails

(Lane, 1993),

adidogue-oriented co-operation and negotiation anong different levels of

governments in the design and implementation of debt controls (indluding limits on the

indebtedness of sub-nationd governments),

rules-based controls as specified in the condtitution or by law regarding, for example,

setting purpose- or project-oriented limits on the absolute level of local debts*® and

direct adminigirative controls of the central government over local borrowing,
including setting of annud limits on the overdl debt of individua sub-nationa
jurisdictions, the tight review and authorisation of individua borrowing operations like
credit gpprovas (or the centrdisation of al government borrowing) and ex-post

monitoring, etc. (Ter-Minassian, 1997; Ter-Minassian and Craig, 1997; Shah, 1999).

All these controls can dso be classfied into passve and active contrals, as illustrated

inTable 2.
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Table2  Activeand passive controlsover local borrowings

Passve These types of loca debt controls have many forms, from broad
controls guidelines on alowable ranges of debt/revenue and debt charges/own-
source revenue ratios, to more specific golden rules, which permit
borrowing only for capita formation but forbid it for financing current
deficits.

Active controls | More active controls on loca borrowing include centraly specified
limits on capita spending of each loca government, centra government
approva of submitted locd project and loca debts (including bond
finance) and seeking community mandates on borrowing plans through
popular referenda.

Sources. Shah (1999), Fiscd Federdism and Macroeconomic Governance: for Better or
for Worse?, OECD, Paris; Spahn (1999), Decentralization, Local Government Capacity
and Creditworthiness. Macroeconomic Aspects, World Bank, Washington DC.

3. Comparison of smilarities and differences in municipal finance in Poland, the
Slovak Republic, the Czech Republic and Hungary
3.1. Fiscal decentralisation in selected eastern European countries

The recent process of political and economic trangtion in eastern European countries has
not only contributed to the decentrdisation of politica structure but aso sgnificantly
enhanced the fiscal autonomy of municipdities belonging to these countries. For

example, the number of Czech, Sovak and Hungarian municipdities, whose development
hed been sgnificantly hindered by the poaliticaly forced amagametion policy under the
former communist regimes, grew rapidly at the beginning of the 1990s. Asa
consaquence, the Size of municipaities measured in terms of the number of inhabitantsis
rather smal in these European trangtion countries. For example, the number of Czech
municipdities (‘Obec’) increased by 50% between 1990 and 1992 and reach 6251
municipdities a present, of which 87% are with less than 1500 inhabitants. In Hungary
the number multiplied from 1523 (1990) to 3158 (1999) and the average size of
‘Telepllés (munidpdity) is currently 3180 inhabitants (see Table 3).



Table3

9

Sub-national government system and the average size of municipality
in 1999 for the selected transition countries

Poland Czech Republic Sovakia Hungary
Regiond and | Wojewddztwo | Kraj Kraj Tervezési-
county level | (Region) (Region) (Region) statisztikai
16 entitieswith | 14 entitieswith 8 entitieswith régio
2415847 734150 674832 (Stetidticd
inhabitants per | inhabitants per inhabitants per region)
region region region 7 entitieswith
1434714
inhabitants per
Powiat region
(County)
373 entities Megye
with 103629 (County)
inhabitants per 20 entitieswith
county 502150
inhabitants per
county
Municipd Gmina Obec Obec Telepllés
level 2489 entities 6251 entitieswith | 2911 entitieswith | 3158 entities
with 15530 1644 inhabitants | 1855 inhabitants | with 3180
inhabitants per | per municipdity | per municipdity inhabitants per
municipaity municipaity

Source Ifo Ingtitute for Economic Research, Munich.

Although the degree of sdf-governing ability of municipdities ssemsto vary from one
country to another, many similar types of public activities have recently been assigned to
locd governments, and some taxes were also declared to be so-called locd taxes. To be
aure, thistype of fiscad decentralisation has also caused some additional problems,
particularly for safeguarding the qudity of publicly provided goods and services and for
co-ordinaing intergovernmentad fiscad affairs between the centra and loca governments
in an efficient way. For ingtance, some criticise that alarge number of smal-szed
municipdities in the Czech Republic, the Sovak Republic, Hungary and Poland have
suffered from financid bottlenecks and have not been able to receive financid support
from the centra government that was necessary for their economic development.

In these investigated countries, the process of ‘red’ politica and fiscad decentralisation
took place at the beginning of the 1990s. In 1990, Hungary and Sovakiaintroduced
amilar types of laws to guarantee the municipa finance and governance, while alarge
number of traditiond Polish gminas (municipdities) acquired true sdf-governing

autonomy after thelong socidist era. However, the implementation of fisca

decentralisation has been a‘tria and error’ process. These trangition countries have had a
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series of legidative acts and severd rdevant reforms (including tax reforms) in the past

10 years which dedlt with the mutud fiscal relations between different tiers of
jurisdictions, the tasks and authorities of local governments, the local budgetary systems,
financid management and expenditure control mechanisms, etc. The Hungarian Law of
Locd Sdf-Government, for example, gives awide scope for loca governments to set the
quantity and quality of public goods and services and the ways that their provisons are to
be organised and administered. On the other hand, this law has been criticised because it
does not emphas se the so-cdled inter-juridicd soill-overs of public goods and services
and, as a consequence, this law encourages non-cooperative behaviour of local
governments when providing such goods and services. As the 1999 sdlf-government
reform in Poland shows, municipdities are expected to gain additiond respongbilities,
and their tax autonomy may expand in the future. The establishment of regiond
governments (a saf-governing intermediate tier of loca governments) in the Czech
Republic and Poland at the end of 1999 was not aimed at reducing the autonomy of
municipdities at all.

3.2. Devolution of expenditure responsibilities to municipalities
3.2.1. Major activities of local governments

Typicd public activities assgned to loca governmentsin the investigated eastern

European countries include:

- land management and planning, zoning and loca environmentd protection,
municipa budget and property management,

provision of loca roads, bridges, streets and public transport system,

water supply as well as municipa waste trestmernt,

primary hedlth care and socia wefare services,

municpa housng,

elementary education including kindergarten,

promotion of culture and sport,

public order and fire protection, etc.

In the Czech Republic the provision of such loca public goods and servicesis
somewhat differently organised. For education (the most important ‘own’ loca
activities), municipdities are repongble for the provison of pre-school facilities and
primary schools (up to 15 years of age), as far as the maintenance of buildings and
operating costs are concerned. On the other hand, teachers wages are paid out of the
central budget. In generd, private companies carry out the task of solid waste collection.
Water supply and waste disposal systems were also largely privatised, athough
municipdities have subgantid equity shares in these companies. Loca governments
have ds0 34% of stock shares of companies distributing gas and eectricity. The hedlth
care system is organised by hedth insurance companiesin the Czech Republic. The so-
cdled ‘delegated’ respongbilities of municipdities include keeping the birth, marriage
and desth regigters, the implementation of congtruction and physical planning law.
Environmenta protection, the provison of locd transportation, ensuring water
standards, sanitation etc. also belong to this responghility group. Only 6% of
municipdities currently provide al these delegated functions, from which the
surrounding smdler municipdities can dso benefit in the context of inter-municipa
agreements or by the digtrict office decrees. The municipa expenditures related to the
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provison of delegated locd activities are partly covered by grants from the centrd
governmern.

Indl the investigated countries, there are no regulations and norms set by the central
government concerning the minimum level of services expected from locd service
providers. For the above-mentioned delegated responsibilitiesin the Czech Republic,
specid laws clearly prescribe the ways amunicipaity should carry out these activities.
In case amunicipality does not provide loca services by itsdlf but the provison is made
by a private body or non-profit organisation, municipdities usudly define thelevd and
qudity of the provided goods and services.

3.2.2. Recent devel opment of municipal expenditures

The analyses of the mid-term development of municipa expenditures are generdly
concentrated on the years between 1993 and 1999. The recent changesin local
expenditures of a country well correspond to the development of the macro-economic
business cyclein the same country. For example, a continuous growth of tota local
expenditures was observed in Poland from ca. 28 to 48 hillion zlotys (expressed at 1998
prices) between 1994 and 1998. In Sovakia, the amount expressed at current prices
increased from 19 billion SKK (1994), reached a peak at 27 billion SKK in 1997 and
declined gradudly thereafter (24 billion SKK in 1999), while the Czech annua vaues
between 1997-99 showed a continuous upward trend from 134 to 150 billion CZK.
Hungary’s municipa expenditures dso grew from ca. 611 to 1110 billion HUF over the
years 1993-97.

Municipa expenditures generdly consst of (a) operating expenditures for ensuring
the proper functioning of exigting local goods as well as public services and the follow-
up expenses caused by the redisation of locd infrastructure projects, and (b) investment
expenditures for the provison of new infragtructure. Over dl the investigated years the
operating expenditures dominated: in Hungary and Poland, the operating (i.e. current)
expenditures comprised around 80% of the total sum of municipa expenditures, while the
share reached over 60% in the Czech Republic and Soovakia. Among mgjor local
activities, the largest expenditure category was education in Hungary and Poland: both
countries spent more than 30% of tota (operating and investment) annual expenditures
for this activity. The Polish gminas were very eager to improve the endowment of water
supply and waste disposd networks and facilities. Consequently, gminas spent
approximately 50% of total investment expenditures (i.e. haf of 6 hillion zlotys in 1998)
for such infragtructure projects every year. While Hungarian loca governments have
dlocated ca 2.5% of GDP for financing municipa investments each year, those off-
budget service enterprises like public companies, NGOs and private firms owned partly
by local governments have aso carried out investment activities of which the annua sum
corresponds to 1.5% of GDP. In addition, it isto be noted that Polish municipalities
invesments have been financidly covered mogly by the gminas exclugve tax revenues
which have aso been supplemented by borrowings from private banks and various public
funds for environmenta protection and water management. In comparison, the same
activity hes been substantiadly financed by the sdles of locd properties and the grants from
the centra government in Hungary.

In Poland, local expenditures of urban gminas with strong economic bases comprised
by far the highest share (on average over 55%) of the totd amount of municipa
expenditures, followed by rurd municipaities (over 20%) and citieswith rurd digtricts
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(under 20%). The concentration of loca expenditures on large urban municipdities can
be explained by their specific function as the so-called centra places for surroundings
aswell as by their strong economic bases that generate higher fiscal revenues. However,
the share of urban gminas declined in the years between 1994 and 1998, in contrast to
the rura types where the share was evidently growing. Such a postive trend for rurd
areas was caused by the implementation of investment projects which were initiated and
supported by the centrad government and the different levels of Funds for

Environmenta Protection and Water Management. The average amount of gminas' totd
expenditures per inhabitant rose rapidly from ca. 730 zlotysin 1994 to 1230 zloytsin
1998, but its disparity has remained quite high between urban and rura gminas
(compare, for example, ca. 2100 zlotys for Warsaw and 880 zlotys for the rurd Zamosc
Province). The leve of per capitainvestment expenditures for urban gminas was also
far above the average for total municipdities (e.g. 560 zlotys for Warsaw compared to
the average of 276 zlotysin 1998). This fact again indicates that there has been astrong
link between the level of investment expenditures and the gminas' fiscal income.

3.3. Local taxes and tax sharing
3.3.1. Recent development of municipal budgetary revenues

In recent years, the development of local budgetary revenues was quite expansive in the
investigated eastern European countries. For ingtance, Polish, Hungarian and Czech
municipaities experienced continuoudy increasing tota fisca revenues, athough

relevant daidics are available in the latter two countries only in nomind terms.
Municipd revenues increased in Poland from gpproximatdy 28 hillion to 49 hillion
Zlotysin the period 1994-98 in red terms, in the Czech Republic 108 billion to 210
billion CZK between 1994 and 1999 and in Hungary from 861 hillion to 1568 billion
HUF over the years from 1995 to 2000 (Table 4). In addition, the size of so-cdled * off-
budget’ revenuesis estimated to be ca. 10% to 30% of the tota loca government budget
in Hungary. The Sovak caseisrather different: municipditiesin this country (* Obec’)
experienced the peak of the tota revenue level in 1998 (at ca. 29 billion SKK).
Furthermore, the per capitafiscd income level was dways the highest for urban
municipditiesin Poland (e.g. 1352 zlotys for urban municipaities compared to 1193
Zlotysfor dl in 1998). Thiswas mainly caused by the highest level of exclusive loca
revenues yielded in thistype of gminas (= 503 zlotys compared to 399 zlotysfor all
municipalities & the same year).



13

Table4 Clasdsification of recent municipal budgetary revenues according to
theindividual revenueitems
Poland Czech Rep. Sovakia Hungary
Absolute 28 billion Zlotys | 108 billion CZK | 20 billion SKK 861 hillion HUF
amount of (8hillionUS$) | (39 billion USH) | (0.6 billion USH) | (6.3 hillion
total revenues |in 1994® 49 |[in19%4® 210 |in1994® 29 US$) in 1995
* billion Zlotys billion CZK (5.9 |hillion SKK (0.8 |® 1568 hillion
(14 billion billion US$) in billion US$) in HUF (5.6
US$) in 1998 1999 1998 ® 27 billion US$) in
(et 1998 prices | (at current prices | hillion SKK (0.6 | 2000
and exchange and exchange billion US$) in (at current
rates) rates) 1999 prices and
(at current prices | exchange rates)
and exchange
rates)
of which
Revenues 35% on average | 35% on average | 15% on average | 30% on average
fromlocd
taxes and fees
Revenues 25% on average | 7% on average 25% on average | 2% in 1995
from tax (24% in 1990)
gharing
Nor-tax Margind 21%on average |35% onaverage | 8% in 1995
revenues (4% in 2000)
Intergovernm | 35% on average | 20% on average | 15% on average | 60% on average
enta
transfers and
grants
Bank credits | 3% onaverage | 17%onaverage |10%onaverage | 3% onaverage
& municpd [ (1%in1994® |(4%in 1994 ® (5%in 1994 ®
bonds 6% in 1998) 20% in 1999) 12% in 1999)

* In the invedtigated period nationd currencies of the sdected trandtion countries
continuoudy logt vaue againg US dollar.
Sources. Sierak (2000), A Study on the Municipa Finance in Poland, Warsaw (mimeo);
Knazko (2000), Municipa Finance and Governance in the Slovek Republic, Bratidava
(mimeo); Kamenickova (2000), Municipd Finance and Governance in the Czech
Republic, Prague (mimeo); Hegedus (2000), Municipd Finance and Governance in
Hungary, Budapest (mimeo); Estimation of the Ifo Inditute for Economic Research,

Munich.
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3.3.2. Local tax systems in comparison

Thetotd fiscd capacity of municipaitiesis basically determined by (a) exclusve
revenues from loca taxes, locd fees and user charges, (b) amunicipaity’s surcharge on
shared taxes, mostly on persona and corporate income () revenues from the sde or
rent of municipal property, (d) bond dues, bank credits and other interest income, (€)
income of municipa companies, and (f) generd and specid subsdies and grants of the
centra government, etc.

Thelocd tax system differs from one country to another. In Slovakia and the Czech
Republic, red edtate taxes (e.g. land vaue tax and buildings tax) are typicaly loca
ones. On the other hand, the list of local taxesis quite long for Poland and Hungary. In
the former country, red estate tax, agricultura tax, forest tax, transportation tax, tax on
business activity and inheritance and gift taxes are part of those locd taxes, whilein
Hungary, businesstax, red edtate tax, tourism tax and urban land tax are presently
collected by municipditiesin asdective way. The busnesstax — by far the most
important financia source — has been increasingly gaining significance in recent years.
Y ¢, the relevant decisions on tax bases, rates and deductibles of loca taxes are
generdly made by the centra government in these investigated countries.

Loca fees and charges — the second source of exclusive locdl fisca income— are
imposed, for ingtance in the Czech Republic as wdl asin the Slovak Republic, on the
ownership of dogs, the sales of acoholic and tobacco products, the usage of public
territory, on municipa advertisements, for entrance of motor vehiclesto historica town
centres, for entertaining and pin-bal machines, for spa cures and recreationa stays, etc.
The Czech and Sovak centra governments determine the range and the upper-limits of
locd feesthat are practically administered by local governments. In Hungary, for
example, loca governments are free to set their own level of charges for weater supply,
sawage treatment, housing, district heeting and lighting, garbage collection, etc., but not
for charges for education, socia and hedlth services. For those conceded servicesto
private partners (i.e. public-private partnership), adjussmentsin user charges are
generdly made on the basis of agreements between the two parties in Hungary.

Those exclusive revenues (i.e. local taxes and loca fees) have recently comprised
around 35% of the total fiscal revenues and consequently were the most important
financid means to meet municipa expendituresin Poland and the Czech Republic,
although their sgnificance declined dightly in the investigated years. In Hungary, the
corresponding share remained around 30% between 1995 and 2000. By contrast, redl
edtate tax and local fees have played aless crucid role as revenue sources for the Slovak
municipalities (with approx. 15% of tota loca fisca revenues).

3.3.3. Importance of the revenues from tax sharing and the non-tax revenues for local
budget

As mentioned before, persona and corporate income taxes are the most common shared
taxes in the Czech Republic, Poland and Sovakia. Road tax is additionaly designated for
tax sharing in Sovakia In particular, revenues from personal income tax sharing (at ca.
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60% to 80% of the total shared tax revenues) have recently been dominant in these
countries, athough corporate income tax has gradudly gained significance in the course

of time. In Hungary, persona income tax was an important shared tax until the mid-

1990s, together with motor vehicle tax and tax on land rents. In this country the municipa
shares and digtribution rules of persona income tax revenues have been modified
annudly: eg. in 1990 the entire sum of revenues was dlocated to municipdities but the
municipa share reduced to 40% at the end of 1990s. Subsequently, the share of revenues
from the sharing of persond income tax for thetotd loca fisca capacity decreased from
24% to 2% in the 1990s.

The so-called non-tax revenues from the sde of municipaity property like rea estate,
flats, municipd firms, etc., property rental, busness income resulting from municipa
firmsand locd governments participation in private companies have recently been quite
ggnificant in the Czech Republic and Sovakia. For example, the share of thisitem
amounted to more than 35% and 33% respectively of the total budgetary revenuesin these
countriesin 1999. The sales of loca assets turned out to be anew crucid financia source
for Hungarian municipdities just after the redefinition of asset price structure in the mid-
1990s, dthough they usudly have the ‘one-time' revenue character. In this country the
share of non+tax revenues reached its maximum in 1997 at 11% of total local revenues. In
addition, these assets have been quite unevenly distributed among municipalities.

3.4. Intergovernmental transfer systems in the investigated transition countries

The intergovernmentd transfer and grant system is quite heterogeneous in the
investigated European trangition countries. In the Czech Republic generd (i.e.
equivaence-oriented) grants do not exi<t, and al transfers from the central government
are specific and purpose-oriented. In particular, capita grants (e.g. for hospitds,
schools, water supply facilities, libraries, thestres, eic.) are generaly dlocated in line
with the particular government programmes. On the other hand, important operating
grants are provided on the formula-based system, and the basic down-flow transfer sum
is defined, for example, per pupil in the pre-school and primary school facilities, per bed
in the elderly people homes, etc. In 1999 operating grants amounted to 22 billion CZK
compared to the total sum of intergovernmenta transfers of 33 billion CZK (= ca. 16%
of total budgetary revenues): both figures gradualy increased between 1994 and 1999.

In the Slovak Republic grants are made by the central government and the various
state-owned funds (like the State Environmenta Fund, the State Fund for Housing
Deveopment, etc.). Their absolute and relative significance (the latter measured in terms
of the share of tota local revenues) experienced ups and downs in the period 1994-99
with apeak of 5 billion SKK (= gpproximately 17% of the tota loca revenues) in 1997.
Over two thirds of such grants were project-oriented (e.g. for providing public trangport
system, congtruction of housing facilities, etc.) and strongly concentrated on large urban
areas. The equdisation-oriented genera transfers have usualy been addressed to smdll
municipdities (with less than 3000 inhabitants) that were particularly suffering from
fiscal bottlenecks. At present, a horizontal equaisation and resource transfer system
from rich cities to poor rurd municipaities does not exist in Slovakia

The Polish intergovernmentd trandfer system is quite Smple and ams a achieving the
traditiona godsof rdieving the locd fiscal condraints and guaranteeing and enhancing
the quality of local goods and services provided by local governments. The additiond
assignment of maintaining elementary schoolsin 1996, the massive supports for generd
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educationd activities and the (equity-oriented) promotion of economic development of
rura areas contributed to the rapid growth of gminas’ (redl) revenues from ‘subsidies

of ca 4 billion (= 15% of the total municipa revenues) to 12 billion (= 24% of the
corresponding revenues) zlotys between 1994 and 1998. On the other hand, ‘grants are
amed a financing the spedific municipa infrastructure projects that are exclusvely
defined and commissoned by the centrd government: the total sum remained quiite
stable at around 6 hillion zlotys but their share changed from 21% to 12% of the tota
revenues in the investigated years.

Hungary currently has a quite complicated intergovernmental system and the most
important sources for municipa finance in this country have been grants that comprised
around 60% of tota budgetary revenues of local governmentsin the last 6 years. In
generd, the down-flow transfers can be classfied into the following different groups: (a)
normative grants, (b) purpose-oriented matching grants, (c) deficit grants, and (d) specid
‘addressed’ and ‘targeted’ subsidies for supporting municipa investment activities, as
well as (e) the new grant for equalising fisca capacity. The most subgtantia trandfers are
those normative (partly also equivaence-oriented and formula- based) types that include
per capita grants based on the size of population, grants for core public services based on
the number of beneficiaries, cgpacity grants made on the basis of bed number in shelters
for homeless people and matching grants for the tourist tax. Their share amounted to ca
40% of thelocal budgetary revenuesin 1993 but declined to 25% in 1998. Matching
grants with the increasing share of ca. 18% (1993) to 22% (1998) were mainly addressed
to hedlth care indtitutions. Deficit grants are aimed at supporting municipdities with high
fiscd deficits in 1997 840 locd governments received ca. 6 billion HUF of which the
sum increased to 12 billion HUF for 1230 municipdities in 1999. Although the sze of
such deficit grants appears to be negligible, they tended to discourage revenue-raisng
efforts of local governments and to reward increasing expenditures a the sametime,
Investment activities related to water supply, hedlth and socia security, and education
have been promoted by the addressed and targeted grants of which the totdl sumis
defined annudly (e.g. 52 billion HUF for 2000). The targeted subsidies aim at reducing
the effective investment costs for promoted projects by a certain percentage share (usualy
40% to 50%), while the traditionaly addressed types often cover the entire investment
costs. The new grants for fiscal equity introduced in 1999 are calculated on the basis of
municipa business tax capacities and paid up to a given normétive per capitalevel that
varies according to municipa types (eg. villages, cities, etc.). In 1999 a sum of 38 billion
HUF was digtributed for this purpose. As awhole, the shift from agenerd grant system
toward a more project-oriented down-flow transfer system was observed in the 1990s.

3.5. Municipal borrowings and debt management in practice

Loca debtsin forms of bank credits and communa bonds are rdatively new financia
measures to cover the increasing expenditure needs of municipditiesin the investigated
trangtion economies. Basically, thereis neither alegd limit for local credits nor the
intervention of central government to restrict and to forbid such borrowing activities.
Municipdities can borrow from domestic aswdll as from foreign banks, issue bonds on
the domestic or foreign markets, or borrow from non-banking ingtitutions. In the Czech
Republic, municipdities have generally been acknowledged as reliable debtors, because
there has not been a case of municipa default yet and al loca borrowings have recently
been repaid without substantid delays, and alarger share of Czech municipdities have a
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dable leve of own and shared tax revenues and attractive red properties that, in turn,
determine the creditworthiness of municipaitiesin generd. When issuing local bonds
(normally in co-operation with private banks), however, the gpprova is required by the
centrd government or its gpecific commission which examines borrowing conditions
under the relevant legd framework. Hungary is an exception: e.g. adebt service limit
for loca governments and the generd rule on issuing and trading municipa bonds were
introduced in 1996. Moreover, it has been quite rare to find specid long-term oriented
lending mechanisms in the investigated countries by which the total credit sum can be
paid back through the revenues generated by future projects.

In Poland, bank credits and public loans played aminor role in financing municipa
activities, dthough such types of borrowings rapidly increased from 198 miillion (i.e.
0.7% of tota municipa revenues) to 2674 million zlotys (i.e. 5.5% of the corresponding
revenues) between 1994 and 1999. Instead of old measures like preferential bank credits
and public loans, it is now becoming increasingly popular to take bank credits on ‘normal’
commercid terms and to issue communa bonds. Regarding the bank credit structure of
municipdities, there was aso a movement of preponderance from short-term to mid-term
credits the latter type was particularly important for financing investment projectsin
urban aress (like public trangportation systems). A number of urban gminas issued
municipa bonds (with the total value of more than 570 million zlotys between 1995 and
1998), which were mainly for purchasing motor vehicles for the municipa trangport
system and/or for the renewad of roads.

Apart from the Prague bond with avaue of 7.4 billion CZK issued in 1994, the most
meaningful proportion of loca debt has recently been the bank loansin the Czech
Republic (notably from the Czech Savings Bank). Bank credits comprised ca. 44% of
the total local debts of 40 hillion CZK compared to 27% for municipal bondsin 1999.
According to the available data, the share of municipa borrowings amounted to 3.5% of
tota loca revenues of 108 billion CZK in 1994, of which the share reached ca 19.1%
of the corresponding total revenues of 210 billion CZK in 1999.

In Sovakia, the amount of bank credits continuoudy increased from around 886
million SKK in 1994 to 3163 million SKK in 1999, while the emisson vaue of
municipal bonds fluctuated in the period between 1994 (40 million SKK) and 1999 (253
million SKK). The comparable figures (40 and 253 million SKK for 1994 and 1999,
respectively) indicate that municipa borrowings in the form of issuing bonds are not yet
acknowledged as the way to obtain additiond financid sourcesin this country. The
share of bark credits and municipal bonds increased from 4.6% to 11.6% of total
budgetary revenues of Slovak municipaitiesin the period between 1994 and 1999.

Hungarian municipdities have traditiondly had low borrowings (e.g. around 23 hillion
HUF in 1995 and 36 billion HUF in 2000). Thisitem comprised, on average, ca. 2.7% of
the total local budgetary revenuesfor the individua years between 1995 and 2000. Such
low local borrowings were partly led by the weak engagement of private banksin this
meatter and the grant-maximisation strategy of municipdities. The issuance of commund
bonds (22 cases) is presently underdeveloped in Hungary.

4. Summary and concluding remarks
The trend of political decentrdisation and fiscal devolution has recently been quite

pronounced in the eastern European trangition countries like Poland, the Czech
Republic, Hungary and the Slovak Republic, which gppears likdly to continue in the
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future. In the context of politica and economic trandtion these countries have been

trying to implement democratic and participatory forms of governments on different levels
not only to improve the responsiveness and accountability of political leadersto their
electorate but dso to ensure a closer correspondence of the quantity, qudity, and
composition of publicly provided goods and services to the preference of thelr
beneficiaries. To be sure, this process has caused some additional problems, particularly
for sefeguarding the qudity of publicly provided goods and services and for co-ordingting
intergovernmentd fiscd affairs between the centrd and locd governmentsin an efficient
way. In the investigated eastern European countries the number of self-governing
municipdities grew rapidly in the 1990s and their average Size, measured in terms of the
number of inhabitants, is quite smal. This has quite often limited the expangon of the

local economic base for generating own revenues and hindered the redlisation of
economies of scae in collecting municipa tax revenues and providing loca public goods
and services. Despite the insufficient availability and poor qudity of rdevant datigtics, one
eadly tends to argue that many small-sized less-favoured municipdities have suffered
from fiscal bottlenecks and have not been able to receive financia support from the
central government that are necessary for their economic development and for the
provison of locd infrastructure.

Severa smilar types of public activities have been legdly assgned to locd
governmentsin the investigated countries which indude land planning and loca
environmenta protection, municipa housing and property management, loca transport
system, water supply and waste disposal, primary health care and socid welfare
sarvices, eementary education, culture and sport, fire protection, etc. In genera, there
are no specific regulations and norms set by the centrd government concerning the
minimum level of services expected from local service providers. The concentration of
loca expenditures on large urban municipalities can also be explained by their specific
function as the so-caled centrd places for surroundings as well as by their strong
economic bases that generate higher fiscal revenues. The importance of inter-juridica
externd effects of public goods appears to be less adequately acknowledged by
municipdities in the selected trangtion economies until now, which has, in turn,
encouraged the non-cooperative behaviour of locad governments when providing such
goods. The public-private partnership isincreasingly becoming popular for loca
activities such as water supply, waste trestment and public transport services. Loca
expenditures of municipditiesin the investigated eastern European countries tend to
increase gradudly, dthough their annua trend can be partly disturbed by the
development of the macro-economic business cycles.

In spite of the continuous growth of loca budgetary revenues in previous years, the
ability of municipdities to mobilise own fiscal resources that are required to meet the
rapidly increasing expenditure needs is generdly judged to be rather limited, partly
because relevant decisons on locd tax bases and rates aswell as tax sharing schedules
have been made by the central government and/or subject to strict restrictions indicated
in the nationd tax law. Although the intergovernmentd transfer system is constructed
differently from one country to another, the dominance of a purpose- and project-
oriented grant system is gpparent. The amount of intergovernmentd transfers from the
central government has traditionaly made a substantia contribution to the total municipd
fiscal capacity in the investigated trangition countries, and such atrend islikely to
continue in the future. In other words, in adopting such abundant financia means, the
central government in these countries will further try to lead the provison of locd public
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goods and services, which, on the other hand, could make the process of carrying-out
legdlly assgned public activities by municipdities less * sdf-governing'. Y, it should be
emphasised that afull-scae redisation of the subsidiarity principle in the field of loca
expenditure assgnment should idedlly be accompanied by the provison of sufficient own
fiscal resources and unconditiona transfers which can be gppropriately and efficiently
adopted by the individual municipalities according to their own needs* In spite of the
‘one-time’ revenue character, non-tax revenues gppear to remain as one of the mgor
budgetary resources in the mid-term for Czech and Sovak municipdities.

Locd borrowingsin forms of (mostly short- and mid-term) bank credits and commund
bonds have rgpidly emerged as financia means to meet the increasing municipa
expenditure needs in the investigated trandtion economies, dthough their Sgnificance has
remained rather moderate. Bascdly, there are neither legd limitsfor local credits nor
intervention of central government to redtrict and to forbid borrowing activities (except in
Hungary), which means that the debt control primarily relies on market discipline without
the so-cdled ball-out guarantees of the central government. This can, however, encourage
the exessve borrowing behaviour of the individua municipdities. Partly due to the less
well-developed financia market, the long-term oriented lending mechanism is not yet
popular in the investigated countries, by which the tota credit sum can be paid back
through the revenues generated by future infrastructure projects.

The intergovernmenta devolution of tax administration and the delegation of
expenditure respongbilities require a trangparent, well-functioning and co-operéative
public (financid) management for both central and local governments to carry out dl the
expenditure- and revenue-rdaed activitiesin an efficient way. In other words, a
successful fiscd decentrdisation can only take place in a country when in dl tiers of
government the systemetic tax collection and enforcement occursin parale with the
sound expenditure choice of local needs and cost- effective delivery of public goods and
sarvices. Apart from the legally defined formulation of a standardised local budget, its
approvd, execution and supervison in dl the investigated countries, the budgetary law
of loca governmentsis generaly incorporated in the nation-wide budgetary law system.
In spite of such ardatively well-defined legd framework and recent efforts to enhance
the municipa ability to organise efficient cash management, to introduce cost control
mechanism, to better monitor expenditures and to establish a well-functioning finencid
reporting system, etc., the budgeting and accounting practice of loca governments till
falsto deiver adequate information and ared overview on the financid dtuation and
the accomplishment of municipd activities. Most importantly, municipal budgets do not
contain any information about the off-budget activities of loca governments. Since
accounting standards for local governments (particularly in the Czech Republic and
Slovakia) do not require the declaration of granted guarantees and/or other contingent
lidbilities, it is nearly impossble to estimate the extent of such warranties that individua
loca governments have provided.

Notes

! This study was financed by the World Bank and the Free State d Saxony. Specid
thanks are due to Roberta Benini of Nomisma in Bologna for her vauable comments
and suggestions on this paper. They are dso grateful to Vera Kamenickova of the Czech
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Ministry of Finance in Prague, Viktor Niznansky and Mirodav Knazko of the Centre for
Economic and Socid Andyss in Braidava, Jozssf Hegedus of the Metropolitan
Research Inditute in Budapest and Jacek Sierak of the City of Reguy (Poland) for ther
research contribution.

2 For example, large German cities have continudly lost part of their mgor income —
revenues from trade taxes (Gewerbesteuer) and income taxes — due particularly to the
ongoing sub-urbanisation process and the recent economic recesson as wel as the
reduction of tax revenues caused by tax reforms. In aldition, as a direct consequence of
unification, grants from upper-levd governments to the cities in the context of the
German intergovernmenta resource dlocation system Finanzausgleich) have been partly
reduced.

3 It iswidely accepted fact that ‘needs’ are subjective and, therefore, cannot be easily
quantified. Nevertheless, alarge number of resource transfer methods between different
levels of government and of measurement methods of locd expenditure needs have
been developed in the past and a so implemented in many indudtridised countries,
which range from exclusively palitica to Sraightforward atistical ones. Furthermore,
there have been serious and ambitious efforts to devise aswell asto improve these
methodol ogies, S0 that the so-called true financid needs of municipdities could be
measured in a more effective and systematic way. In particular, the dispute about the
relationship between the per capitaleve of locad expenditure needs and the Size of the
municipdity (in terms of population Size) has not yet been fully settled (Nam, 2000).

“ According to the conventiond literature, this type of centralisation is necessary
when (a) certain public goods have nortrival consumption within an entire country asis
the case for defence and macro-economic palicies, (b) sgnificant economies of scae
are present in the provision of these goods, and (c) undesirable population and capital
movement can result from variationsin policy and theleve of provison between
jurisdictions.

® “For instance, there are certain efficiency advantages to local supply of primary
education and preventive health care, such as possibly better quality through local
supervison, and alowance for communities to express culturd and curative
preferences. For tertiary education and hospitals, existence of economies of scae and
externdities (their benefits accruing to more than on jurisdiction) imply that more
centralized control may be warranted. However, the demand for minimum standards
often requires that centralized decison making of policies be ensured for dl these [locd
public] services’ (Ahmad, Hewitt and Ruggiero, 1997, p. 25).

® The macro-economic stabilisation function is generaly judged to be inappropriate
for sub-national assgnment, because “(a) raisng debt a the locad levd would entall
higher regiond costs while the benefits would spill beyond regiond borders, and too
little stabilisation would be provided as a reault; (b) the monetisation of loca debt will
cregte inflationary pressure and pose a threat for price stability; (C) currency Stability
requires that both monetary and fiscd policy functions belong to the centre done and
(d) cydicd shocks are usudly nationd in scope and therefore require a nationd
response” (Shah, 1999, p. 38).

’ On the other hand, the Tiebout and tax competition models show that competition
among loca governments induces locdities to provide an efficient configuration of
local public goods (Tiebout, 1961). Since residents are mobile between localities, these
theories argue that they will sdlect the areawhich offers them the optimum combination
of public service and taxesto pay.
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8 This type of arangement “may provide an incentive for the [centrd government] to
concentrate its collection and enforcement efforts on the taxes that are not shared or are
shared to a lesser extent[..] Fixed revenue-sharing [including the determination of
revenue portion going to the loca and regiond governments, eg. in terms of a congtant
rate to the shared tax base] can aso have pro-cyclical [macro-economic] effects, as
increases in shared revenues during periods of boom increase the capacity to spend of
the [locd or regiond] governments while decline in revenues during economic
downturns force them to cut back spending. [..] The distribution of shared revenues
among subnationd jurisdictions is often made on a deivaion badss, with each
jurisdiction getting the share of the revenue collected in its territory. [Yet, such a type of
digribution method appears to be less suitable] to correct horizontal imbalances, under
[the derivation principle] the leve of the trandfer from the centre to each subnationd
government is podtively corrdated with the taxing capecity of the later” (Ter-
Minassian, 1997, p. 12f.).

° In most cases the imposition of conditions can be justified from the redistribution
point of view, for example to guarantee the minimum nation-wide standards for the
provison of services of nationa concern like primary education, hedth care, pollution
contral, etc. (Ahmad and Craig, 1997).

10 Those who favour the sound development of nationa budget and macro-economic
gability as wdl as the reduction of corruption tend to be againgt those opentend types of
grants.

1n countries like Canada, Australia, Japan and the United Kingdom, tax bases
between the central and sub-nationd (date and local) government are divided in away
that the former recaives asgnificantly or extremely higher share of totd tax revenues.

At the same time, the central government provides specific and unconditiond (i.e.

generd) grants for the lower level governments. The generd grants are in most cases
equaisation-oriented and aimed at rectifying regiona disparities (Peacock, 1977,

Chandler and Zollner, 1986; Watts, 1991; Boadway and Hubson, 1993; Elzar, 1997; Ma,
1997; Worthington, Dollery and Edward, 1998). The United States has a marked
preference for conditiond grants: In the early 1990s matching grants amounted to more
than 90% of federa intergovernmenta transfers to state and loca governments (Rosen,
1995). Germany has a unique tax assgnment system: al mgor taxes (persona and
corporate income taxes as well as value added tax) are shared by the federd (Bund), state
(Lander) and municipd (Gemeinde) governments. Altogether these shared taxes currently
amount to ca. two thirds of tax revenuesin the country. In the context of the so-cdled
German state resource alocation sysem (Landerfinanzausgleich) unconditiona grants are
made from states with above-average fisca capacities (e.g. Bavaria, Baden-Wrttemberg
and Hesse) to states with below-average fisca capacities (e.g. Saarland, Lower Saxony
and New German Lander). In addition, the federd government offers supplementary
grants to the financidly weak sates in the eastern and western parts of Germany, of

which some dso have conditiona character (e.g. for solving debt service problemsin
Bremen and Saarland). Unconditiond transfers from state governments to local

authorities dso occur within a state in the context of the so-caled municipa resource
dlocation system (Kommunalfinanzausgleich).
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12 Deveoping countries like India and Pekistan, for example, do not alow locd
governments to access credit markets.

13 “Rules-based approaches have the obvious advantage of transparency and even
handedness, as wel as of avoiding protracted bargaining between the centrd and the
[loca governments, but] lack flexibility [...]” (Ter-Minasssian and Craig, 1997, p. 166).

14 See, for example, the intergovernmental resource allocation system between the
Lander and their municipditiesin Germany (Steinherr, et d., 1997).
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