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Foreword

The publication on financing local government is the result of a workshop in
Zagreb end of June 2001, organised by the Zagreb office of Friedrich Ebert
Stiftung in the frame of its regional project «Local Self-Government and
Decentralisation in South-East Europe». In the context of the Stability Pact for
South-East Europe and in co-operation with national institutions the Friedrich
Ebert Stiftung has initiated a regional project to analyse the situation and the
reforms of self-government and decentralization in the countries of the region,
covering Albania, Bosnia and Hercegovina, Bulgaria, Macedonia, Croatia,
Serbia, Slovenia, Romania, and Hungary. Based on the analysis and the
discussion of experts on the different experiences in implementing reform steps,
and the preparation and distribution of publications resulting from different
workshops, the project aims at the stimulation of public discussion with policy
makers, researchers, and experts at national and local level.

A first regional workshop with experts on local self-government and
decentralisation was organized in Zagreb in April 2001. Friedrich Ebert Stiftung
Zagreb has published the results of this workshop, including ten country
studies*. The discussion during the workshop had identified a number of most
important problem areas of local self-government and several proposals
concerning topics of future workshops were formulated. The majority of the
participants concluded that in all the countries in the region there is a need to
analyse more detailed questions of the financial structures at the Jevel of local
governments and proposed to organise in this context a follow-up activity on
financial issues.

The Friedrich Ebert Stiftung Zagreb took up this proposal and organised a
second workshop with international experts. Unlike the first workshop, where all
the experts from South-East European countries were asked to present country
reports for discussion, this workshop focused on case studies from Slovenia,
Germany, and Croatia giving an in-depth overview of the financial system in
these countries, thus stimulating an intensive discussion among the participants
on the basis of experiences in their own countries. During the workshop the
discussion concentrated on three main questions: the position of local self-
government in the system of public financing, the real and possible financial

* Local Self G and D lization in South-East Europe. Proceedings of the Workshop
held in Zagreb, 6" April 2001, Fricdrich Ebert Stiftung, Zagreb 2001




ressources of local communities, and the mechanisms of financial equalisation
between the different levels of the financial structure.

Zagreb, October 2001

Riidiger Pintar
Head of the Regional Office Zagreb
Friedrich Ebert Stiftung

Wolfgang Renzsch

Local Finance in Germany: Basic Information

Local Finance embraces basically four distinguishable issues:
* Tasks
* Public expenditure
* Revenues
« Equalisation

Tasks

In Germany local governments are entities of self government. All affairs of
local concern are under their jurisdiction. Within the limits of federal and Land
law they regulate local affairs under their own responsibility.

The "own" tasks local governments (cities, municipalities, counties) are obliged
to fulfil, are either voluntary or obligatory ones. Among the latter we find welfare
(Sozialhilfe), provisions of and for schools (except teachers), kindergartens,
planning of local building sites and local construction, public transport,
cemeteries, garbage collection, public security and order, fire defence,
ambulances, emergencies, etc. The voluntary tasks vary widely: museums, sport
facilities, culture, music, theatre, etc. are among them. A wide range of these
tasks (kindergartens, local transport, garbage collection, cemeteries) can be
handed over to private enterprises or organizations, especially when the costs are
covered by fees.

Furthermore local governments have to accomplish certain mandated tasks,
funded and unfunded. Among these are issues of civil defence, the
administration of inhabitants registers and of passports and identity cards, car
registration, administration and maintenance of federal highways etc. In these
area the local governments act as agents on order of the Land government (or the
federal government) without discretion of their own.

The room for discretion of local governments varies. Obligatory task allow more
local decision than mandated tasks, however less than "voluntary” ones.
Regulations differ from Land to Land since laws concerning local governments
are under the control of the Land parliaments. However, there are some
common features which apply to all Linder except the three city states.



Public Expenditure

According to the constitution (Art. 104a para. 1 Basic Law) the responsibility for
expenditure is related to the part of government which administers a certain
public task (however not, which caused an expenditure). This rule which
regulates the relations between the federal and the Linder is also applied to the
relations between Land governments and local governments. Generally the local
governments have to pay for their "own" tasks, even in case of obligatory ones.
Exceptions from this general rule are applied when the local governments act as
agents of the Land (or the federation). In those cases the Land takes over the
expenditure. Additionally we have co-financed tasks. The latter are primarily
public investments sponsored by the Land government for which the Local
governments have to provide matching funds.

Revenues

The Lander governments are obliged to provide sufficient financial means for

"their" local governments in order to enable them to accomplish their tasks. How

do they do that? Here we have to look at the German fiscal equalisation scheme.

1. The German financial system is highly integrated. The taxes are legislated
nearly exclusively at federal level. The Linder governments have no tax
legislation of their own. However, the local governments have the right to set
rates of certain local taxes like property tax (Grundsteuer), business tax
(Gewerbesteuer), and a number of minor taxes like dog taxes, tax on public
houses, hunting tax etc.

2. The distribution of tax revenues is separated from legislation. The revenues
of certain taxes are received by the federal government, some go to the
Linder and local governments. The most important taxes, however, the
income and corporation taxes, as well as the sales taxes (VAT) accrue jointly
to the federation, the Linder and local governments (joint taxes). The local
governments receive currently 15 pe of the local revenues of the income tax
due to federal regulation, plus additionally a certain percentage set by Land
law. On top they get a (small) share of the Value Added Tax.

The local governments participate at the VAT because the business tax on capital

was abolished and the rates of the business tax on income heavily reduced.

Currently we have a discussion about the total abolition of the business tax. As

compensation the local governments should get the permission to raise local

surcharges (tax on tax) on the income taxes.
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3. Taxes regulated by local governments themselves play a minor role as far as
the income of local governments is concerned.

4. More important are the revenues local governments receive out of the local
equalisation scheme. Since the population structure differs from Land to
Land Germany counts altogether 13 different models. Subsidies for local
investments are paid via various ways. The degree of "localization" of tasks
vary from Land to Land. All have in common, though, that they try to achieve
adistribution of revenues which reflects need as well as local fiscal strength.

5. Finally the local governments are the only level of government which finances
larger parts of their services by fees. The citizens have to pay for birth
certificates, passports and IDs, vehicle registrations, marriage certificates,
public transport, and - at last - for the services rendered by the cemeteries.

Fiscal Equalisation at Local Level

The fiscal equalisation system has - as it says - the aim to "equalise” the revenues
received by the local governments within one Land. The equalisation system
provides for two different kinds of relations: a vertical relation between the Land
and the municipalities and a horizontal relation among the local governments.
Technically the vertical relation is the important one; the one which organizes the
payments from the Land to the local governments. Effectively, however, it tries
to balance the revenues among the local governments according to need. "Need"
takes into account the different tasks a municipality has to deliver: A larger city,
for instance, will provide more services than other areas. Schools for special
purposes, sport facilities, culture, public transport etc. will be provides by the
towns, to a lesser degree by smaller communities. These differences in public
services are taken into account. The Linder follow different approaches:
Especially the bigger Lander accept a larger need per capita for the larger cities.
So do North Rhine-Westphalia, Bavaria and Lower Saxony. Other, especially
smaller Linder, have chosen another way. They provide moneys for towns
delivering task of "centrality".

Additionally the "own" revenues of the local governments are taken into account.
Poor municipalities will get more support than rich ones, however it is not a
levelling towards a common standard.

Instruments of fiscal equalisation
Tax sharing

As mentioned above the local governments receive shares of the personal
income tax of their citizens as well as parts of the VAT on a per capita rate. On top



of this federally regulated participation the local governments get parts of the
taxes received by the Land due to Land legislation (which is different from Land
to Land). The general equalisation is part of the participation at Land taxes.

Grants

Additionally to general revenue sharing the local governments receive general
grants and specific grant. Here again we have to take in account that the
regulations differ from Land to Land.

i. General grants are paid on a per capita base according to certain "keys". The
most general key is the size of a municipality. It is accepted that the need per
capita increases with the number of inhabitants. In North Rhine-Westphalia the
need per capita is calculated in a range from 100 pc to 145 pc., Baden-
Wirttemberg ranks its biggest cities with 186 pc of the average. These grant are
paid without any specific purposes. Additionally the Linder apply keys for spas,
the number of pupils and students (school expenditures), old aged people,
unemployed and a number of other needs.

ii. Specific grants are paid for specific purposes. The local governments are not
free in spending these grants but have to spend them for certain tasks. Among
these grants there are compensation payments for mandated tasks which are
executed by the local governments on order. More important are grant for
investments. Again, there are general grants and specific grants. General grants
for investments are paid on a per capita rate or according (o certain needs.
Mostly the local governments have to provide matching funds. Specific grants are
handed out for specific purposes like new pavement, parking lots, parks etc.
These grants have criticized for a long time because they allow the Land
government to controllocal policies by a "golden reign”.

Summary

These brief outlines demonstrate the complexity of the local fiscal equalisation

system. It is partly regulated by federal, partly by Land law. The latter differs

from Land to Land and, therefore, generalizations are difficult.

However, there are a few general tendencies:

¢ The whole system is tailored to meet the needs of mid-sized towns which are
not situated in the vicinity of larger cities, and which do not carry special
burdens.

* Big cities suffer from a shortage of revenues. Despite the fact that they
generate high tax incomes, and that a larger need is accepted they are still
overburdened especially by social welfare payments.

10

* On the other hand independent suburbs are rather affluent. They also
generate high taxincomes, however, they usually have small burdens to carry.

This system has created a structure of suffering big cities and affluent suburbs
surrounding the cities.

From my point of view the whole German financial equalisation system suffers
from a neglect of unequal burdens. The system was fundamentally reformed in
the late 1960's when this problem has not existed like today. Today we need an
adaptation of the system to changed problems, which is, however, politically very
difficult.
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Wolfgang Renzsch

The Dispute on the Financial Equalisation
The Financial Constitution as Problem of the
Federal State

The Partition of State Functions Has the Consequence of
Distribution of Charges

The Federal Republic of Germany is a federal state (article 20, paragraph 1 of
Basic Law). Federal states consist of the member states (in Germany, these are
called "Lander” = states), which constitute the Federal Republic and share with
the Federal State the state functions of responsibility, which they realize on their
own, that means also on their own financial account. The constitutions of the
federal states expound which state level - Federal State or Federal Lander - is in
charge of which function. As a rule, it is presumed that the responsibility is with
the states - Lander (for example in article 30 of Basic Law); the responsibilities of
the Federal Authorities are "itemized" in detail. Furthermore it is determined in
which way the member states participate in the policy of the Federal State (article
501f. of Basic Law).

Observing state functions - being the legislation or the execution of laws - costs a
lot of money and burdens the responsible territorial corporation with financial
charges. The partition of state functions to the Federal State and its members
would therefore be incomplete if the partition of the state charges were not
settled at the same time. The function of the financial condition here is not only
to settle the partition of charges (article 104a of Basic Law) but particularly also
to ensure the distribution of tax sources and tax revenues (article 105 - 107 of
Basic Law). It is an ideal case if distribution of charges and finances correspond
to each other: each territorial corporation participates in tax revenues in such
way, that they are independently able to equalise incomes and expenditure.

12

The Distribution of Revenues is understandably
Jull of conflict

In the Federal Republic of Germany, it is very difficult to achieve a concordance
of tax income and public charges. The rule is that differences concerning
distribution of state incomes between the Federal State and the Lander are full of
conflict and lengthy. This is being testified by the latest lawsuits brought before
the Federal Constitutional Court by the States of Baden-Wiirttemberg, Bavaria
and Hessen. The intensity, which characterizes the conflict may be explained by
the fact that due to the "functional partition of tasks" and the "policy
interlacement” which arises from that, the Federal State and the Linder are no
longer able or just in a restricted way in the position to fix their incomes and
spending for each of them. Due to low funds and stagnating tax increases, which
actually do not allow a settlement of conflicts by increases, the distribution of tax
revenues is like a "zero-sum-play™: the figures that one territorial corporation
gains, are being lost by the other. As the short resource "money” is decisive for the
possibilities of political creation, the territorial corporation, which has the
money in its cashier, can act with it politically; the one, which does not have it,
does not have that opportunity. This is the reason why financial equalisation
actually deals with distribution of the decisive resource of policy, of opportunities
for political action.

The "Functional Distribution of Tasks" Is Typical for the
Federal Republic of Germany

"Functional distribution of tasks" definitely means that legislation and execution
inbroad fields of domestic and financial policy are not divided into political fields
or domains of tasks as for example in social or research policy, but into functions.
The Federal State is to a very large extent in charge of legislation, the states are to
a considerable degree responsible of execution of the Federal laws: the
responsibilities and actions of the regional administration (administration of the
states) are thus to a great part determined by the decisions of the Federal
legislator.

Dispute on Financial Equalisation

Since 1949, the Federal State has always consistently increased and extensively
exhausted its traditionally broad responsibilities in the field of competing

13



legislation and framework legislation (article 74 - 75, 105 of Basic Law) - partly
not before being urged but always with consent of the states. The legislation,
which remained with the states, is restricted to a few domains. For these fields, at
least if it is about compulsory tasks (for example broad fields of education policy
and inner security) they agreed - partly with participation of the Federal State - to
apply unique standards, for example concerning the school-leaving certificate
(A-levels examination = Abitur).

The execution of Federal laws is matter of the states (concerning financial
administration please refer to article 108 of Basic Law), apart from certain
exceptions (article 86 ff. of Basic Law), as either "own matter” (article 83 f. of
Basic Law) or as Federal Assignment Administration (article 85 of Basic Law).
With the responsibility of the execution of Federal laws, the states also normally
(article 104 a of Basic Law, exceptions article 104 a, paragraph 2-4 of Basic Law)
have the financial responsibility. Thus the financial responsibility follows in the
Federal Republic not the "law” but the "execution causality”. An example: due to
the Federal Law in Germany, each three-years old child has a legal right to attend
a nursery school. Nursery school places, however, are not provided by the
Federal State but are created and maintained by the local authorities (which are
part of the states). Thus the financing of that task is with the local authorities (and
thus indirectly with the states); the Federal State, which had given rise to the
costs, has no share in them.

Due to Federal Legislation, actions and spending of the states are to a broad
extent determined on a federal legislation level, their tax incomes are due to the
here given monopoly of legislation decided by the Federal State (article 105 of
Basic Law). Given equality before the law (article 3, paragraph 1 of Basic Law)
and the welfare state rule (article 20, paragraph 1 of Basic Law) federal laws have
to be applied in the same way towards all citizens. The broad equalisation of the
living conditions in the different parts of the (old) Federal Republic is therefore
neither the result of the often discussed constitutional sentences, which demand
the "creation of equal living conditions” (article 72, paragraph 2 of Basic Law) or
the maintenance of "equality of living conditions in the Federal Republic” (article
106, paragraph 3, 2nd subparagraph of Basic Law), nor the consequence of
conscious political decisions, but the outcome of a functional division of tasks:
the more detailed the living conditions are regulated by the Federal State, the
more homogenous they become.

Financial Equalisation as Necessary Consequence

From this form of federal division of tasks there arises the necessity to financially
enable the states to efficiently fulfill their tasks of which they are in charge. The
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constitutional rule, to adjust the financial power of the states in a proper way
(article 107, paragraph 2 of Basic Law) arises from the functional division of tasks
and usefully has to be interpreted with respect to the charges of the states. It is the
central duty of the financial constitution and the financial equalisation to put
both the Federal State and the Linder - each of them individually - in the position
to fulfill their tasks efficiently. As the original distribution of taxes among the
states varies strongly, is unequal and does not come up to the tasks, a financial
equalisation becomes necessary, which enables the states, independently from

. their original financial power, to meet their constitutional tasks sufficiently. The
1 presently practiced and often criticized procedure of financial equalisation with

a high equalisation of the financial power of the states arises from the rule that
the states equally have to fuifill their tasks.

In the Federal Republic of Germany, the creation of federal financial
relationships were and still are very difficult, full of conflicts and lengthy. Almost
every regulation of the federal legislation, which has effects on the distribution of
charges and taxes between the Federal State and the Linder, is subject to
consent by the Bundesrat (Federal Council) and therefore it can only be
regulated by accordance between Federal State and the states. It is indispensable

| that laws interfering in the administration of the states (article 84, paragraph 1
: and 2 of Basic Law) or their finances (please refer concerning that to the special
- provisions in article 91 a, 104 a ff. of Basic Law) are subject to consent. Without

them, the Federal State would not be hampered to put through its political

{ interests and objects without respect to the efficiency and interests of the states.
. The states would become mere execution organs of the Federal State without
: having anown federal life.

© Just the interference between the state levels and their dependence on each

other is to a considerable part already an explanation for the intensity of the
conflict concerning this topic.

The Dynamic of the Federal State Is Requiring New

Adaptations

-+ Almost all the laws negotiated within the mediation committee thus have to doin
. one way or another with the distribution of charges and finances between the

levels. It appears seldom that "it is used for party political purposes”. But there
are a number of laws, with which the Federal State follows its (party) political
objectives, for which the states, however, have to carry the charges. The willing of
the single Linder Governments in these cases to accept charges also depends on
the party political agreement with the Federal Government.
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The conflicts are exacerbated by the dynamic, which is inside the Federal State:
the burdens of the single state levels are changing partly by external incidents,
partly by politically chosen developments in the course of time. An exemplary
case for this is the development since 1989. Due to the breakdown of the
Communist ruling system and the situation of security policy, which has changed
due to that, in the last decade the defense spending (federal spending) could be
really and nominally reduced for the first time in history of the Federal Republic
of Germany. On the other side as a result of open borders and the immigration to
the Federal Republic of Germany, the states and local authorities were
additionally burdened by dramatically increased social aid costs, for example for
asylum seekers. That was topped by immense expenditure for the reconstruction
of the new states. Due to these circumstances, but also for the extreme financial
exhaustion of the new states the existing defense rules had to be adapted to the
changed conditions. - That dynamic of the Federal State, being externally or
internally caused, needs from time to time adaptations in the balance between
Federal Authorities and the Lander, so that the single State levels can still come
up to their obligations. It is especially under these conditions of short cashiers,
that the adaptation processes are very difficult and full of conflicts.

Installment of "Cooperative Federalism" by Financial
Reform of 1969

The "functional” division of tasks, as it is familiar to us today, essentially got its

present shape in the 50s and 60s.

The problems of the financial order of the Federal Republic of the late 50s and

early 60s resulted in the objectives of the financial reform of 1969. It was

necessary

- to remedy the problematic financing of the Linder functions by the Federal
State and to replace them by thoroughly regulated and clear common tasks
and financial participation of the Federal State in certain functions of the
States,

- tocreate tax development within the Federal State and the Lander through a
"big tax association" in amore equal way,

- and finally to secure better efficiency of the financially weak Linder by an
intensive financial equalisation and to make the system easier.

Under the headword "cooperative federalism” the reform aimed to realize an

enforced joint action of the Federal State and the Linder when taking out their

functions. That actually meant that if there was an interest of the Federal State in
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the even realization and if these were too much for the states themselves, then
they would have to be planned and financed commonly in the future. The
realization was left with the states. The objectives were both a more efficient
realization of the state functions and an interregional equalisation in favor of the
weaker states apart from the financial equalisation of the states.

Federal State and the Linder agred in building new and rebuilding the existing
universities including the university hospitals, improving the regional economic
structure as well as the agrarian structure and the coast protection commonly and
according to certain rules (article 91 a of Basic Law). Apart from that, the
common planning and promotion of scientific research institutions and research
plans of supra-regional importance were given a constitutional basis (article 91 b
of BasicLaw).

The financial participation of the Federal State in further tasks of the Liander -
here without participation in the planning of these tasks - was apart from that
lead out from the gray-area and put on a constitutional basis. It was determined
that laws on payment of the Federal State, which were effected by the Léinder,
can be financed wholly of partly by the Federal State (article 104 a, paragraph 3 of
Basic Law). Furthermore, the possibility was created that the Federal State may
under certain - actually very broadly defined conditions -participate in important
investments of the states and local authorities (for example hospitals, public
transportation system etc. - article 104 a, paragraph 4 of Basic Law). It was both
efficiency and equalisation thoughts, which were also here considered in the
foreground of the plans. With the laws on payment (article 104 a, paragraph 3 of
Basic Law), which were in many cases motivated by social policy, it was essential
to release them from the negative burden of charges by participation of the
Federal State. It is a rule that social spending is higher in economically weak
states than in the stronger ones, which makes inter regional downward trends
even stronger. The investment aids made by the Federal State (article 104 a,
paragraph 4 of Basic Law) should serve to provide overall economic balance and
to promote economic growth, actually to effect control of cyclical movements as
well as the equalisation of different economic forces among the regions. The
States and local authorities, which are responsible the far greatest part of the
public investments, were, especially during recession, hardly able to take out the
anti-cyclic finance and budget policy aimed at that time. Therefore, fiscal Federal
responsibility seemed necessary in order to allow to the financially weak states a
participation in a "concerted" budget and financial policy, namely a policy, which
is agreed upon between the Federal State and the Linder. In the sense of the
equalisation idea, it should be allowed to the Federal State to particularly
support structurally weak and other problematic regions, for example suchwith a
high unemployment rate or economic growth below average.
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The Great Tax Union

In the field of vertical tax distribution, there was created the great tax union. The
income and corporation tax - which since the previous financial reform has
already been a compound tax - as well as the value-added tax, became common
taxes to which both the Federal State and the Lénder had a right, unless they were
assigned to the local authorities. For the other taxes, the divided system was kept,
which was used so far. On the basis of the Basic Law (article 106, paragraph 3 of
Basic Law) the income and corporation tax is shared to a half each by the Federal
State and the Lander - after deduction of the local authorities' part in the income
tax, presently amounts to 15 % of the complete tax revenue. The value-added tax
became the variable element in the framework of tax distribution. The
distribution was made according to the following principles: equal cover of the
necessary spending of the Federal State and the Linder, an appropriate
equalisation, avoidance to overburden the taxpayers and by respecting the
homogeneity of the living conditions in the whole Federal Republic (article 106,
paragraph 3 of Basic Law). The Federal State received until the integration of the
new Linder into the financial equalisation system of the Basic Law in 1995,
approximately two thirds of the whole amount of value-added tax, while the states
received one third. Due to the special financial weakness of the Eastern German
states and a change of the procedure in child benefit payments, since 1996, the
Linder share has been amounting to almost the half (49,5 %) of the value-added
taxon the whole.

Apart from that, in the financial equalisation system of the Federal Republic, the
trade tax (real tax) is treated similarly to a community tax. In the framework of a
community financial reform in 1969, the Federal State and the Linder received
shares of the whole trade tax in order to stabilize and adjust the community tax
revenues; the local authorities received as an equalisation the mentioned 15 %
share in income and corporation tax.

The great tax union - the community taxes are up to about 75 % of the whole tax
revenues - aimed at realizing an equal tax development with the Federal State
and the Linder, by participation of both state levels in the two important taxes,
which however react in different manners on the economic development. Al the
same time, the inclusion of the value-added tax into the tax union, the assignment
of up to one quarter of the Lander share to particularly financially weak states
(article 107, paragraph 1, 4" sentence 4, semi-section of Basic Law) and the
distribution of the rest of the Linder share according to the number of
inhabitants in the framework of vertical tax distribution was to promote the
equalisation among the states.

18

The Principle of Local Revenue Was Kept

‘With the tax distribution among the states - except the mentioned Linder share
in the value-added tax - there was used the principle - applied so far - of the local
revenue, which means: the states receive the revenue in the Linder taxes and the
Linder share of the income and corporation tax, which is collected by the
respective financial authorities. In order to correct distortion, which may arise in
the procedure of imposing taxes, there was introduced a fax disassembly. The
Liander share in the wage tax is generally assigned to the state where the taxpayer
has his place of living. This provision becomes relevant in the case of employees
who work in a different state than they live (commuters), as well as in cases where
the wages and wage taxes are centrally calculated and paid, which is the case with
big companies and authorities. The Linder share of the corporation tax of big
companies, which have establishments in several countries, is likewise
di bled. The tax di nbly is thus not a measure, which modifies the tax
distribution according to local payments but only a measure that corrects
mistaken assignments due to false levy of such taxes.

The wage tax is part of the income tax; the employer pays it to the Financial
Authority in charge. The employee whose tax obligation arises at his place of
living is obliged to pay the wage tax. That is why it has to be provided that the
Léander share in the wage tax s paid to the state, where the employee has his place
of living, the municipal share has to be paid to his city of living. That is done by
lump-sum calculations between the financial administrations.

This provision is not unproblematic: the income tax of persons, who work in one
State and use its public institutions but live in another State, is paid almost
exclusively to the State, where the employee has his place of living. This problem
is of special importance for the city-states.

Big companies, which have branches in many States, like the big banks,
automobile producers or chemical groups, but also public institutions like the
Bundeswehr (Federal Army), often have a central wage calculation and pay the
wage tax at the place of calculation.

The original distribution of the whole tax revenue is modified by the horizontal
financial equalisation. Thanks to regulations of the financial reform in 1969, the
horizontal equalisation was totally intensified, at the same time the financial
equalisation of the states is eased in the narrower sense. The great tax union
made the financial power differences among the states diminish because they
ceded a great part of the regionally differently distributed income and
corporation tax to the Federal State, as for the Linder share there was
introduced a tax disassembly and because the Linder participate in the value-

19



added tax, which was essentially distributed according to the number of
inhabitants. Furthermore, the financial equalisation of the states was eased by
the value-added tax equalisation according to article 107, paragraph 1, 4th
sentence, semi-section 2 of Basic Law. According to that, those countries, whose
whole tax revenues from the Lénder taxes and the Lander share in income and
corporation tax is below 92 % of the average per inhabitant, receive subventions
amounting to the missing sum to 92 % of the average.’ It was at the same time
intensified by filling it with the financial power of the financially weak states to at
least 95 % of the average per inhabitant.” In addition, in 1970 the weak states
were able to get it through, that the Federal State grants them (again)’ federal
complementary payments (article 107, paragraph 2, 3rd sentence of Basic Law).
Principally, the Federal State had had that possibility since 1949 (article 106,
paragraph 3 of Basic Law in the version dated 23 May 1949), but the Federal
State and the Linder regarded the horizontal equalisation for a long time as an
exclusive matter of the Linder, in which the Federal State did not participate.
The Linder share of the corporation tax of big companies, which have branches
in many Linder, is distributed on the single Lander according to resource
evaluation.

Complementary payments of the Federal Authority Amount
to Approximately 25 Billion DEM

The federal complementary payments won an unexpected dynamic. In 1970 and
1971, its volume amounted to merely 100 million DEM each, in 1972 and 1973 to
already 550 million DEM. In 1974, they won more dynamic and were fixed on
1,5 % of the whole value-added tax revenue, for the years of 1988 until 1994 they
were increased to 2 % of the whole value-added tax revenue, each of them
payable from the share of the Federal State. Since 1995, they have been
uncoupled from the whole value-added tax revenue and linked to the missing
amounts of the financially weak states to the average. The States authorized to
""This provision had only an inferior significance before the German reunification and the inclusion of
the new states into the financial constitution of the Basic Law as of 1. January 1995. Sincc 1995, this
"linc" has been used in order to transfer the agreed federal share to clevate the financial power of the
new states (7 pereentage points of the whole vatuc-added tax revenucs) into the cashicrs of the new

states.
*The calculations of the valuc-added tax adjustments arc cffceted on another basis than the fi

get equalisation payments receive 90 % of the missing financial power of the
average, whereby the financially weak States are granted a minimum figure of
99,5 % of the average.' Furthermore, federal complementary payments were
benefited for different charges - over-proportional costs of the political
leadership in small states, special charges of the new states as a result of the
former division of Germany, rehabilitation measures for the households of
Bremen and the Saarland. Their overall sum increased up to 2,7 billion DEM in
1989.° In 1995, the federal complementary payments essentially increased due to
the inclusion of the new states and due to the special payments to them of up to 25
billion DEM, followed by further financial aids to the Eastern German states in
the amount of 6,6 billion DEM.

A Shift from the Horizontal Financial Equalisation to the
Vertical Payments of the Federal Authorities

The financial equalisation of the states, the real centerpiece of the horizontal
equalisation, increased from 1970 until 1989 from 1,2 billion DEM to 3,5 billion
DEM. In 1995, it achieved a sum of 11,2 billion DEM, of which approximately 9,7
billion DEM were assigned to the new states, while 1,5 billion DEM were
transferred to the financially weak old states. These figures, no matter in which
limitation ever they are seen, prove with respect to the old states two things:
namely - measured to tax development of the states (and local authorities) - a
relative decrease of the transfer payments within the financial equalisation of the
states and a shift of the equalisation function from the traditional financial
equalisation of the states to the vertical payments of the Federal State. The over-
expansion of the financial equalisation, which was lot criticized by politics and
science - as can be seen here - has little to do with the economic development in
the old States but a lot with reunification of Germany. In face of this
development, there has to be asked whether it makes sense to hold on to the
traditional ideal of the financial equalisation of the states or whether they should
orientate - also in the interest of the "paying states" - more {o a vertical
equalisation with horizontal effects.

* According to the calculations of the DIW (= Dcutsches Institut fisr Wirtschaftsforschung - German
Institute for Economic Rescarch Berlin) these 99,5 % of the financial powcr index mean in the case of

adjustment of the states, therefore the figurcs "92 %" and "95 %" arc not comparablc by all mcans.
With the valuc-added tax adj they only tatc with the rcal inhabi and the mentioned
tax r with the fi ial adj of the states they take into account also the “cnnobled”
inhabitants of the city-statcs, half of the municipal taxcs, other incomes and the charges for the sca
harbours. .

3 As carly as in 1968 and 1969, the Federal State granted federal complementary payments, however,
refuscd it originally Lo prolong them after the financial reform.
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the fi jally weakest States, i. c. the Eastern German States, approximately 95 % in real terms of
the average tax revenucs per inhabitant (comparc remark 2).

* With respect to the reference years: 1970 was the first budget year after the financial reform in 1969,
1989 was the last onc before the German reunification. The figurcs beginning from 1990 cannot be
comparcd with those of the former years duc to the intcrim regulations until 1994, which partly
cancelicd constitutional provisions for a fixed time and duc to the consequences of the reunification
charges on the finances of the Federal State and the States. The new States were included as of 1
January 1995 in the financial adjustment of the Federal Republic of Germany.
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Political stability of the Federal Republic of Germany may to a considerable part
be attributed to the effects of the financial constitution.

Making Debts is Awarded

At the same time, the system developed false incentives. The distribution of the
value-added tax between Federal State and the Linder according to the
procedure of covering the proportion, awards the making of debts, the
equalisation proportion and filling up proportion in the horizontal equalisation
give little rise to make efforts to achieve an increase in tax revenues and
eventually in one of the Eastern Federal states they drew the conclusion from the
statements made by the Federal Constitutional Court in their decision of 1992 on
the extreme state of emergency budget of Bremen and the Saarland that the
principles which justify these financial aids apply "to a much larger extent to the
new states”. In the mutual relationship of the states there are incentives to a
"running board ride" particularly for the smaller states and the states, which are -
measured according to the standards of the financial equalisation system - the
weaker ones. The history of the financial equalisation of the Federal Republic is
full of examples, where small and weak states downright "sold” their votes in the
Bundesrat. The modernization pressure is for the small states, whose financial
power depends first of all on their position within the financial equalisation
system, smaller than for other countries. Despite this justified criticism
concerning structures of the financial constitution one may not fail to see that
normally there are other viewpoints, for example the successful set-up of
industry and the creation of jobs, which have a stronger influence on the political
decisions than (false) incentives in the financial equalisation system.

Apart from that, there are objections against the existing financial equalisation
system, which say that due to missing economic incentives, the structures
between the poor and rich states almost did not change. In fact, only three states
were able to achieve during the last 50 years a clear improvement in standing:
Bavaria, which in the 50s and 60s was regarded as the "richest" among the poor
states, was promoted into the league of the "rich” states. Schleswig-Holstein, in
the 50s by far the weakest state, today has reached the average. Among the ones
inabetter position, Hessen remarkably improved and is today the "richest” state.

The Causes of Different Efficiency Are Not Remedied by
Financial Equalisation

Due to such a development, the concentration of the charges of the States'
financial equalisation had less and less influence on the states. In 1970, when the
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financial reform of 1969 came into force, there were four States - Baden-
Wiirttemberg, Hamburg, Hessen and Nordrhein-Westfahlen, which relatively
equally shared the payments, towards the end of the old Federal Republic there
were essentially only two left: Baden-Wiirttemberg and Hessen. In the new
Federal Republic of Germany there are five of now sixteen, which have been
paying contributions regularly since 1995. There are four, which already in 1970
shared the charges of the financial equalisation of the states, Bavaria also joined:
the structures, therefore, hardly changed during the past 30 years. So, one of the

5 objectives of the financial reform of 1969, namely the equalisation of the
¢ efficiency of the states was achieved only to a relative degree. In face of the

relationship of five payer- and ten receiver- states there is today the danger that

' there is going to be spoiled on the long term the balance among the paying and

the receiving states: From a distribution system, which is dominated by one side,

¢ there could arise undesired distorted situations negative for the minority. For the
t payments, which the states liable to equalisation within the financial equalisation

of the states have to pay, are not determined according to their efficiency but first

. of all according to the missing amounts of the States, which have the right to
¢ equalisation.

+ Strategically the financial equalisation is in a dilemma: on one side it should
. absorb the negative consequences of different efficiency, on the other side,
i however, it is not able to repair their causes in a sufficient way. The trend is that
. the amount of necessary financial contribution is rising, in order to close the gap
4 between the efficient states and the ones whose efficiency is weak. The strong
* states have comparably favorable possibilities to improve their position by public
% investments. For the weak states, however, it is becoming more and more
i difficult, if not impossible to come up to their tasks without exaggerated
+ encumbrance.’

{ Modernization of the Federal State: What Could Come?

The permanent dispute about financial equalisation, but also the financial
constitution of the Federal Republic itself gives manifold rise to criticism from
science and politics. On the political level, the Western German Prime ministers
of the states asked shortly before reunification of Germany for an examination
and revision of the financial constitution with the objective to strengthen the

* The diffcrent possibilities of "poor" and "rich” states to cxecutc cconomy promoting investments
become clear if one sets the revenucs in relation to the spending obligations: if onc presumes a real
span of tax power (states and local authoritics) of about 95 up 10 104 % of the average as well as a link
to the budget of the states of about 90 to 95 % of their revenucs by salarics, interests, payment laws
ctc, then it becomes clear that the rest of the tax power difference after the financial cqualisation is
considerable with respect to the self financed public investments.
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states. True, that was included as an order in the Reunification Treaty but was not
realized neither by the Joint Constitutional Reform Commission of the German
Bundestag and Bundesrat nor within the framework of the negotiations on the
solidarity pact (for the new German states) by the finance ministers.

Lawsuits brought in by the states of Baden-Wiirttemberg and Bayern before the
Federal Constitutional Court initiated a new impulse for the discussion on
reform. An essential objective of the suits were improved protection of the
paying states from overstrain by the requirements of the receiving states. Bayern
pleaded for a restriction of the payment obligations to the half of the financial
power above the average. In its decision dated 11 November 1999, the Federal
Constitutional Court did not follow that request of the states who lodged the
lawsuit, asked, however, that the law on financial equalisation be rudimentary
examined in two steps by the end of the year 2002 or 2004 respectively.

After the end of the dispute before the Federal Constitutional Court the political
debate began again. In the framework of the coalition agreements of the Federal
Government under Gerhard Schroder there was already agreed to set up an
enquete commission, which should elaborate propositions for a revision of the
financial constitution and the financial equalisation. The Prime ministers of the
states asked on their annual conference dated 2 to 4 December 1998 also for a
Federal State - Lander - working group, which should develop propositions for
the modernization of the order of the Federal Republic of Germany on the
whole. At the conference of the representatives of the Federal and the Linder
governments on 17 December 1998 there was agreed to install a joint committee
of Federal State and Linder, which should show the possibilities of a reform of
the financial constitution. If in this committee, there is achieved an agreement on
the common objectives, there should be established a constitution committee of
the Bundestag and Bundesrat, which has to prepare the necessary changes of the
Basic Law. That complicated procedure was selected, because at this time there
is none or only a little agreement on the objectives of financial constitution
reform. It seems sure that a total revision will not take place, but only limited
adaptations will be possible.

According to the present phase in the discussions, it seems possible that a reform
of the Federal State order and especially of the financial constitution for the year
of 2005 will come - after expiry of the now valid regulations on the solidarity pact.
It will not be easy, however, to develop a concept, which is in fact going to be
accepted by the majority. The objective difficulty is that a reform concerning just
the financial distribution, is not efficient enough. The political difficulty is that
every change creates "winner" and "loser”. The example of the mixed financing
debate makes this clear. Essentially there is consent that the valid regulations are
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at least partly inefficient. At the same time the states, which would apparently
lose in case of a reform, are opposing strongly to that.

The precondition for a success promising modernization of the Federal State
order would be a basic examination of the distribution of tasks in the Federal
State, a definition of what under the points of view of a welfare state should be
realized and financed on the federal state level, and an examination of the fields,
which allow a scope of action and thus different solutions of the states. Only a
revision of the definition of tasks with the aim of broadening the scope of action
of the states allows a change of the existing financial distribution. The
experience, however, shows that a shift of the tasks is extremely difficuit. In their
Sunday speeches the political class of the Federal Republic agrees: the back shift
of tasks makes sense and is necessary. From Monday through Friday, when they
talk about details, and it is known that the devil is in the nuts and bolts, almost
every try fails to allow to the states' lawgivers further space for decisions.
Probably the form of the German party democracy is an essential impediment for
decentralization as all parties aim at a unified policy without respect to the levels,
which does not allow or allows only a little space for regional distinction. Even in
fields where the constitutional order is clearly assigned to the state's legislator,
the parties struggle for a relative unification in stating their positions. According

~ to the present trend, a regional distinction would jeopardize the party political

"alliance".
It would be thinkable to come back to a proposition discussed within the enquete
commission "constitutional reform” 1976, which foresaw that the states could

=, deviate from the federal legislation in the field of competing legislation, as long
: asthefederallegislator does not oppose to that. The federal legislation continues
. to exist, while each of the states would have the possibility of an "opting-out" for

anownlegislation. Different the provisions of article 125 a, paragraph 2 of Basic
Law such, a contract would not in every single case depend on the previous
consent of the Bundestag. In Canada, they have had a good experience with such
a construction of the constitution.

Opting-out clauses in the field of the federal legislation would apart from that
have the charming that the Federal State could withdraw without great expense
from disputes with or among the states. If one recalls the dispute about the
reintroduction of the tax on property, a states' tax, or the dispute on the times of
shop closure, which were carried out among the ministers of economy of the
states, then you have to ask yourself, why the Federal State does not withdraw in
order to leave the corresponding legislation with the states. The Federal State
would be relieved of this dispute; the parliaments of the states would have to
justify their decisions towards their voters.



There Will Be Posed Completely Other Questions in the
European Context

Although it can be seen that despite all justified critics in the present system, no
convincing alternative is visible and the political formation of a majority is going
to be very difficult, it seems thinkable that changed framework conditions
actually urge for a paradigm change. At the time of the three most important
situations of making fundamental political decisions - at the formulation of the
Basic Law in 1948/49, when the financial reform was made in 1969 and when
there were negotiations on the integration of the new states in the financial order
of the Basic Law in 1992/93 - there were viewpoints of interregional equalisation
in the foreground. In 1948/49 it was about the common surmounting of the post-
war misery, in 1968/69 it was about concerting action of the Federal State and the
Liander with the aim to create homogenous living conditions in the Federal
Republic and in 1992/93 it was about the claim of the Eastern German citizens to
assimilation with their Western fellow countrymen. As far as it is visible, there
will be posed other questions in the years to come. True for many years, the
realization of "inner unification" will remain a task of extraordinary priority,
apart from that, however, ideas of unification, which might have had its
justification in a closed national state, almost cannot be longer communicated in
a Europe without borders. It is difficult to justify why things from Flensburg to
Konstanz and from Aachen to Gorlitz should be regulated uniformly, if the point
of reference for the citizen and his (economic) action is no longer the national
legal framework but the much more flexible European one. It will hardly be
possible to communicate, to consider German standards as binding for the inner
state, if at the same time other European ones are considered as equal. The
renunciation of binding inner state norms, which, however, in the European
context have become obsolete, means first of all that the Federal State renounces
of its political possibilities to direct or that it uses them only restrictedly with the
aim that the subsidiarity principle - which within the European Union is always
stressed by the Germans - is respected also in the inner state and that the states
are left with more scope to independently create politics. It has to be seen,
whether the Federal State and above all also the political parties are prepared to
that.

Not only as to the constitutionally legal position of the states, but also with
respect to their role as sovereign sub-national territorial corporations within the
European Union, the partition of functions of the Basic Law requires an
examination. With the actual cessation of national borders and the arising new
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competition situation, which developed between the German states and other
regions in the European Union, which have other regulation regimes, there
arises the need for strengthening the regulation competences of the states. The
states are already facing new responsibilities, more will come, but their
autonomous regulation possibilities are very restricted.
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Srecko Devjak

Budgetary Financing of Local Self-Government
in Slovenia

Introduction

The Constitution of the Republic of Slovenia defines municipality as a basic local
community, which fulfils the needs of its inhabitants by executing duties that are
defined by its competence. Bearing in mind that municipality is the basic
territorial unit of society and that it manages its property in order to fulfil a wide
~ range of tasks, it needs to be considered that basic principles of economic and

cfficient operations apply to its activities. Municipality needs to manage its
propertylike a good master, as it is holder of the right of ownership as a subject of
the public law. For this reason, a set of legal acts regulates the management of
municipality's property.
The following three basic rules need to be taken into consideration when
managing the municipality's property:

- A principle of good master

- A principle of preserving municipality's property

- A principle of limited disposal (public infrastructure, public goods, etc).
Last amendments of the Act on Local Self-Government and the Act on
Municipalities' Financing represent a system frame for managing and funding
municipalities. At the same time they represent a basis for the implementation of
the European Charter on Local Self-Government. The new Act on Public
Finances, which was implemented in 1999, has entirely settled the area of
funding municipalities and managing their property. With the enforcement of
the new acts in the field of public finances, including the local level, the reform of
public finances, which is taking place in Slovenia, has been initiated. This new
system ensures greater autonomy of municipalities in making decisions about
public matters. It is done with the intention of:

- Successful solving duties

- Considering needs of their citizens while executing their duties and

- Assuring the preservation of municipality's property.
The basic documents dealing with municipality’s duties and managing its
property are:

- The municipality's budget
- The balance of the municipality's property.
Both documents give a synthetic view of municipality's budgeting process.

Documents on municipality’s budgeting process

The Act on Public Finances defines the method of planning in a municipality'.
This law defines documents and the procedures involved. Budget planning
consists of:

- Preparation of the budget

- Creation of the property balance

- Preparation and passing of the final balance report

- Planning and execution of the budget.
Planning periods that are created in the process of the budget planning are
shown in the table 1: "Planning periods by documents of the budget's planning". It
is obvious that the adopted law invites a slither planning.

Table 1: Planning periods by documents of the budget’s planning

Document Planning period

Budget memorandum - state budget Current year, next year, scenario for the
next three years

Budget - special part, financial plan Realisation of the previous yeer, estimation

of users of the budget of the current year, plan for the next year

Plans of the development progroms

of direct users

Proposals of the finonce plons of

direct users (goals, indicators, etc)

Instructions for the preporation of the

municipality’s budget proposal with:

- Contents for the preporafion of the Estimation for the next two years
financial plans of direct users

- Schedule for the preporation of the
municipality budget

Future four years

Current and the next two years

Plans of development programs, work - Four years {development programs and
places ond purchase of assets of direct assets)
users - preparation and harmonisation - Two years (for assets)

Preparation of finance plons of indirect | Realisotion of the previous year, estimation
users (state, municipality budgets of the current and plan for the next two years
State and municipality budget - plan only the plan of revenues and expenditures
of revenues and expenditures for the next year must be accepted

! Act of Public Finances, Official Gazette of the Republic of Siovenia, no. 79, 1999 (pp. 12394-12410).
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Municipalities are obliged to prepare a final report on their budgets in the first
half of the year. This phase of local self-government management is not identical
with the phase of the budget's preparation. This might be considered a less
developed function of the municipal management.

The procedures of planning state and municipality's budgets are being carried
out simultaneously. The duration of particular phases is defined in the scheme 1:
"Phases of the budgetary planning in Slovenia”.

Scheme 1: Phases of the budgetary planning in Slovenia

February, _ September,
Manch, gl | Mov. June [ o, August et November Decomber
Instruction for | Development pians, work places
the ond financial plon of direct users . Planning of
'
% mi‘;‘? | preparction of of the stote budget Voting on the | YON0® and | Tkl
EE| Mot e the budget's budget in the "“i":",h“"' liquidity of
a
stote budger | OmENS O |y et of the users of the | TT™M | imen | e ot
budgets for e o budget
direct users et
Acceptance
Stant of
municipal :' the
£ budgeting - | - Preporation of plons: development programs, Propasai of r udge T
§,§» informotion work ploces ond financiol plon of the the m:""'““ h‘:
€3 about the municipality's budget users muricipalty | _’;‘°"' v
2 preparation | - - Adjustment of plans budget v o
and the
devel " municipality’s
opme budget

The budget documents are divided into three groups:

- General part of the budget (the balance of revenues and expenditures, the
account of financial debts and investments and the fiscal account),

- Special part of the budget (financial plans for direct and indirect budget
beneficiaries)

- Development programme plan of direct and indirect budget beneficiaries.
The planning process is organised into two types of information-documentation
flow:

- Information on content, value and form of documents, the Ministry of
Finance and municipalities provide financial support to direct and indirect
budget beneficiaries,

- Budget beneficiaries provide documents (development programme plans
and financial plans) to bodies responsible for preparing budgets in
municipalities or the state.

Scheme 2 shows the information and documents flow-chart.

30

The process of budget planning can be understood as forming final c_locumcms
(budget memorandums, budgets, balances~ of assets, financial plans,
development plans) and as types of accompanying (supplemental) docurner.ns,
all mutually connected, determining the activity content of the whole planning
process.

Due to the municipality's duty to manage its property, _p{'opc?r.ty balances_ are of
the same significance as accounting documents. Mum.cxpalmes are oAbl.lgec_i t'o
prepare the balances every second year. When speaking about mu‘mclp.allty-s
final accounts and property's balances, however, management functions in this
area have not yet been established.

Sheme 2: Information and documentation flow-chart in the budget
planning process

BUDGET
DOCUMENTS S UDGET
STATE __INSTRUCTIONS
MUNICIPALITY BENEFICIARIES
DEVELOPMENT

GENERAL PART SPECIAL PART PROGRAMME PLAN

\: Annual plans or

Balance of Financial plans development
revenues ond of (in)direct programme plans of
expenditures beneficiaries (in)direct beneficiaries
Account of \

financial debts [T«

and investments

Account of
financing
DOCUMENTS
STATE INFORMATION BUDGET
MUNICIPALITY BENEFICIARIES
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Municipality’s budget

Budget is a normative act, which determines the plan of inputs and outputs of the

public expenditures in a municipality. It is a basic instrument of the executive

policy and a basic financial instrument of a municipality when defining its tasks
and execution of its basic functions.

Budget documents consist of:

1. Common part - common balance of revenues and expenditures, account of
financial outstanding debts and investments and finance account.

2. Special part - financial plan of direct users (municipality's bodies,
management, administration, funds and agencies).

3. Development plans - one-year plans and those concerning direct users that
are defined by the acts on the long-term development plans, with special acts
and other regulations. This part will take place for the budgeting year 2001.

Common and special parts of the budget deal with:

- Estimation of the realisation of revenues and expenditures of the past year

- Estimation of the realisation of revenues and expenditures for the current
year

- Plan of revenues and expenditures for the next year.

The plan of revenues and expenditures for the next year is the only one which

must be ratified by the municipality council. )

Beside the described structure of revenues and expenditures, municipalities'

budgets can also be shown by functional classification. It depicts expenditures by

their functional purposes and it displays current and investment consumption by
everysingle item.

Municipality’s property balance

The methodology of creating municipality's property balance is determined by
law. Under Slovenian circumstances this process is much more troublesome than
the process of budget planning. Disordered files and inadequate attention paid
to property management do not enable appropriate implementation of
management functions when creating property balances and managing property.
This is due to the unsettled conditions and, on the other hand, due to accustomed
patterns of thinking.

Undefined functional classification represents another problem, which calls
performance indicators of successful municipality's property management for its
urgent facilitation.

Basic structure of property balance is represented in the table 3.

32

Table 2: Contents of the municipality’s budget

A, BALANCE OF REVENUES AND EXPENDITURES
I SUM OF REVENUES (70+71+72+73+74)
CURRENT REVENUES (70+71)
70 TAX REVENUES (7000+703+704+706}
7000 Individual _income tax (35%)}
703 Properly toxes
704 Joxes on_goods ond services
706 Other taxes
71 NON-TAX_REVENUES {710+711+712+713+714)
710 PARTICIPATION IN PROFIT AND PROPERTY TAXES
711 CHARGES
712 PENALTIES
713 REVENUES FROM SELING GOODS AND SERVICES
714 OTHER NON-TAX REVENUES
72 CAPITALS REVENUES {720+721+722)
73 RECEIVED DONATIONS (730+731)
74 TRANSFERRED REVENUES
n. SUM OF EXPENDITURES (40+41+42+43)
40 CURRENT_EXSPENDITURES (400+401+402+403+409)
400 Salaries and_other_administrative_expenditures
401 Employers’ contributions for social security
402 Expenditures_for_goods_and services in the adminisiration
403 Payment of interests
409 Fyunds exiracted for o reserve
41 CURRENT TRANSFERS (410+411+412+413)
42 INVESTMENTS EXPENDITURES  {420)
43 INVESTMENTS TRANSFERS (430)
[[1 X BUDGET’S SURPLUS (OR DEFICIT} { I - .}
{SUM_OF REVENUES AND EXPENDITURES)
B. BALANCE OF FINANCIAL OUTSTANDING DEBTS AND INVESTMENTS
75 V. | RECEIVED REPAYMENS OF LOANS AND SELLING OF THE CAPITAL
SHARES (750+751)
44 V. GIVEN LOANS AND INCERAS OF THE CAPITAL SHARES (440+441)
VI. | RECEIVED MINUS GIVEN LOANS AND CHANGE OFf THE CAPITAL
SHARES (IV. - V) -
VII. | TOTAL SURPLUS (OR DEFICIT) OF REVENUES MINUS EXPENDITURES
AND BALANCE OF GIVEN AND RECEIVED LOANS
(. + V) - (i + V)
CCFINANCING BUDGET
50 VIIi. | CONTRACTING DEBTS (500)
55 IX._| PAYMENT OF DEBTS (550}
X. | NET CONTRACTING DEBTS (VIi.-IX.)
XI. | INCREASED (OR DECREASED) FUNDS ON ACCOUNTS
(LAVLAX) = (LEMAVIL) - (L+V+IX)
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Table 3: Municipal property balance

Description of property k

Assets Liabilities
Current value of undefined long-term means
- Purchase volue of non-object long-term means General fund

- Corrected volue of non object long term means
Current value of fixed property

- Purchase volue of fixed properly Reserve fund
- Corrected value of fixed property

Current value of equipment and other basic funds
- Purchase volue of equipment and other basic

funds Long term occepted loans
- Corrected value of equipment and other basic
funds
Demands for funds given into public enterprises
- Demands for funds given into state enterprises Long term liobilities as
- Demands for funds given into municipality’s a result of operation
enterprises
Stocks Short_term _liabilities
Long term capital_investments Other _liabilities

Given _long-term loans and deposits
Long term outstanding debts from operations
Monetary funds

Short term funds
Other outstanding debts

Sum_assets Sum _liabilities
{Scheme is being used since the year 2001 on)

Municipalities in Slovenia are obliged to introduce property balances gradually.
However, due to unsettled property documentation and other files they are still
notof greater importance.

Contents of the municipal balance documents

.

Basic structure of the municipalities’ balances

Items of the municipality's balances of budgetary revenues and expenditures are
shownin the Table 4.

Personal income taxes represent more than a half of the municipalities’ budget
funds. Municipalities get 35% of collected personal income taxes. Moreover,
they receive additional 14% from the state budget.
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Toble 4: Budgetary revenues of Slovenian municipalities

Year 2000 Structure

Account mio. SIT | Year 2000

SUM OF REVENUES (70+71+72+73+74) 215.026 100

CURRENT REVENUES (70+71) 155.143 72,15
70 TAX REVENUES (700+703+704) 125.895 58,55
700 Tox_on _incomes and_profits 90.871 42,26
7000 Personal income taxes 90.871 42,26
703 Property taxes 25471 11,85
704 Toxes on goods and services 9.553 4,44
71 NON-TAX REVENUES 29.248 13,6
710 PARTICIPATION IN PROFIT AND PROPERTY TAXES 11.811 5,49
711 CHARGES 1.035 0,48
712 PENALTIES 402 0,19
713 REVENUES FROM SELING GOODS AND SERVICES 1.260 0,59
714 OTHER NON-TAX REVENUES 14.740 6,85
72 CAPITALS REVENUES (720+721+722) 8.781 4,08
73 RECEIVED DONATIONS (730+731) 975 0,45
74 TRANSFER REVENUES 50.127 23,31

Financial balance 30.272 14,08

Table 5: Expenditures of Slovenian municipalities
Year 2000 Structure

Account mio. SIT | year 2000

Ii, SUM OF EXPENDITURES {40+41+42+43) 214.429 100
40 CURRENT EXSPENDITURES

(400+401+402+403+409) 46.568 21,72
400 Solaries and other administrative expenditures 11.827 5,52
401 Employers’_contributions for_social security 1.647 0,77
402 Expenditures for goods and services in the

administration 31.319 14,61
403 Payment of interests 590 0,28
409 Reserve funds 1.185 0,55
41 CURRENT TRANSFERS (410+411+412+413) 89.611 41,79
410 Subventions 6.177 2,88
411 Transfers to individuols and households 23.622 11,02

Transfers to_non-profit organisctions 9.396 4,38

Other_transfers 50.416 23,51
42 INVESTMENT _EXPENDITURES _ (420) 58.258 27,17
43 INVESTMENT TRANSFERS (430) 19.992 9,32

11l. BUDGET'S SURPLUS (OR DEFICIT) (1. - IL.)

{SUM OF REVENUES AND EXPENDITURES) 597 0,28
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In the year 2000 current expenditures represented 65% of total budgetary
expenditures. The leftover was represented by investment expenditures.

The structure of expenditures of the budget funds by functional areas
significantly varied by municipality. In the selected sample it varied in the
intervals shown in the table 6. The structure is estimated approximately due to
great oscillations between municipalities.

Table 6: The structure of expenditures of budget funds

Purpose Structural estimation (%)
Public administration 10 - 15
Defence 2
Public security 1-3
Economic activities 15-35
Pollution, envir | protection Upto 10
Health core 2
Culiure, recreation, and other

non-profit organisations 5-12
Educotion 20 - 30
Social security 3-5

Dynamics of welfare expenditures is not influenced by the current consumption,
whereas the investment expenditures vary according to investments.
Expenditure dynamics is different by revenues, i.e. it varies according to funds. It
has been estimated that the legally prescribed dynamics of revenues is
structurally disproportional. Table 7 represents the dynamics of budget's funds by
legal foundations.

Table 7: Dynamics of budgetary funds by legal foundations

After Orders,

Type of revenue current balancing legislation coniracts,

decisions
Tax revenues 95% 5% Over 95% Up to 5%
Non-tox revenues 11% 89% Up to 10% Over 90%
Copital revenue 0% 100% Up to 100%
Received donafiens 0% 100% Up to 100%
Transfer revenue 82% 18% Over 80% Up to 20%
incomes from selling
capital shares 0% 100% Up to 100%
Total revenues 76% 24% cca 80% cca 20%
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On the basis of the table and the picture a conclusion can be drawn that the
majority of current revenues is being outsourced into municipalities' budgets
(over 75%) and that law proscribes the majority of revenues. The structure is
showningraph 1.

Graph 1: Income Dynamics and Legislation basis

Current After saidation Legislation Orders, contracts

The connection between the increase of the investments and the current
expenditures for a period between 1995 and 2000 is shown in the table 8.

Toble 8: Fluctuation of current and investment expenditures for the
period 1995 - 2000

Expenditures 1995 | 1996 | 1997 | 1998 | 1999 | 2000
Investment 30444 | 41166 | 48763 | 56903 | 68102 | 78250
expenditures
Current 73026 | 83080 | 92105 | 105581 | 119256 |136179
expenditures

Tource: Bulletin of Public Finances, Ministry for finances RS, Liubliona, April 2001

The graphic presentation of the correlation and regression line shows that
current expenditures are growing more rapidly than investment expenditures. If
the investment expenditure grows up to 1000, investment expenditure increases
up to 1320. This canbe seen from the regression line, which forms the equation:

Y = 1,32x + 30402
where x represents investment expenditure and y represents current

expenditure. .
This correlation shows that the growth of investment expenditures brings about
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the gcceleralcd increase of current expenditures, which is a commonly known
fact in the public sector. '

Financial balance

Municipalities receive missing funds, necessary for their executive duties, from
the state budget. The Law on Funding the Municipalities regulates this Ir’lattcr.
The extent is calculated for each municipality by the equation:

Ppi = (0.70 + 0.05*Ci + 0.05*Pi + 0.16*Mi + 0.04*Si) ZP*Oi

The following means:

Ppi- appropriate volume of funds for the financing of the local needs of an
individual municipality;

Ci- ratio. Petwcen per-capita length of local roads in an individual

) mqmcnpality and per-capita length of local roads in Slovenia;

Pi-  ratio between per-capita area of a municipality and per-capita area of
Slovenia;

Mi-  ratio between the share of the population under the age of 15 in the entire
population of an individual municipality and the average of these shares in
Slovenia as of 1st January of the year in which the amount of appropriate
expenditure is determined for the subsequent year;

Zlf- appropriate per-capita expenditure;

Oi- num‘ba?r of persons whose permanent residence is in an individual
municipality as of 1" January of the year in which the amount of
apgropriate expenditure is determined for the subsequent year on the
basis of data from the central population register.

The basic sum of all coefficients shall be 1.00. The amount of these funds is

calct.;l:lcd for each municipality once for the next year. It is paid out once per

month.
Table 9 shows frequency distribution of the amount of the financial balance funds
per inhabitant for the year 2001.

Table 9: Frequency distribution of the finance balance per
inhabitant for the year 2001 '

A n ‘.of fil ial bal Number of Structure
per inhab {in th ds SIT) icipalities
0do1 28 5%
1 do 20 N 16%
20 do 40 71 37%
40 do 60 41 21%
60 do 80 17 5%,
80 do 100 3 %
100 do 120 ] %
100%

38

It can be concluded that most of the municipalities (nearly half of them) receive
financial balance in the amount of 40.000 SIT per inhabitant. Furthermore,
nearly 15% of them do not meet requirements for it.

Conclusions

On the basis of the presented facts we can conclude that the budget planning in
Slovene municipalities develops in the direction of the planning systems which
are introduced in the developed European countries. Slovenia has been
introducing the system of sliding four-year budget planning. Budgets are
adopted annually for one fiscal year. The arca of assets management (balance
sheets) in the Slovene municipalities is still in its infant stage and the function of
asscts management is less developed than the function of budget management.
The structure of budget revenues shows that tax revenues represent more thana
half and transfer revenues (including financial equalisation) almost one fourthof
total budget revenues. Approximately 3/4 of revenues are inflows, which
regularly (at least monthly) fill in the municipal budgets, and more than 3/4 of
revenues are realised on the statutory bases.

We have found out that the increase in cxpenditures for the current
implementation of tasks falling within the competence of municipalities (in the
period of 1995 - 2000) is considerably faster than the increase in the investment
expenditure. Duc tolimited budget possibilities, this will probably hinder further
investment activities of the municipalities.

A mechanism of financial equalisation has been introduced io cover the
budgetary needs of municipalitics, whose own revenues do not suffice for current
operations and urgent investment activities. The analyses shows that the size of a
municipality is not a factor, which would influence the financial equalisation to
which the municipality is entitled. This element allows for the progress of
underdeveloped municipalities. From the aspects of development, the effects of
these mechanisms cannot yet be determined.
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Ziatka Plostajner

Local Government Financing: Some Observations

Slovenia has not yet completed the reform of local self-government system. The
right to self-government is a constitutional right of Slovenian citizens. According
to the Constitution, municipalities are the basic socio-economic, political and
administrative units, responsible for the development of the local economy and
social services in their territories. Slovenia has introduced a single-level system of
local self-government with the intention to upgrade it with a second tier later.
Slovenian municipalities range from 400 to 276,000 inhabitants. However, most
municipalities are rather small (less than 9000) and often lack the financial
resources and administrative capacity to perform their functions successfully.

As a result of the reform of the local government system, the number of
municipalities has tripled since 1991, increasing from the previous 62 communes
to 147 municipalities in 1994, and to 192 in 1998. The number of municipalities is
expected to increase further, since many new proposals for establishment of new
municipalities have been already waiting for parliamentary decision' to be
allowed to proceed with referendum for the establishment of new municipalities.
A municipality may be established by statute following a vote in favor of its
establishment at a referendum conducted to ascertain the will of the people in
the area affected. If citizens accept proposals for new municipalities, they will
have to start functioning on the 1" of January, 2003.

Is small really beautiful?

When the reform of local self-government started nobody could imagine that
Slovenia will end up with numerous very small municipalities and with no second
tier of local self-government. It has been defined by law that the municipality
should have at least 5.000 inhabitants, although in certain special circumstances
an exception can be made due to geographic, historical, economic or national
reasons. After the first and second phase of reform Slovenia has ended up with
exceptions. One half of its municipalities have the population below 5.000. But
the partition of municipalities is still going on and many proposals for new
municipalities were submitted to parliament, so with the beginning of the year
2003, when new municipalities should be formally established, Slovenian

' In thc 1996, thc Law on the Procedure of the E: tish of Municipalities and on thc
Determining of Their Territory was cnacted to regulate th i of new icipaliti
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municipalities will become even smaller. The size of municipalities is an
important issue. From the point of view of democratic theory one could argue
that the smaller the municipalities the better for democracy since citizens could
participate to a higher degree. Also different forms of direct democracy are
much easier to practice. But certain size is still important, because municipalities
should also have on their disposal needed resources (financial, human etc.) for
successfully fulfilling local needs. Very small municipalities lack sufficient
resources for provision of needed services to their citizens. And also there is no
guarantee that they are more democratically run than larger municipalities. Very
often the power can be more easily sized up by one group than in bigger, more
diversified and resourceful municipalities.

The size of the municipalities is important factor in Slovenia can hardly afford
additional partition of already small municipalities. With this their
administrative and financial capacity will diminish further. The state should
reconsider the way equalisation grant is distributed since it is one of the very
important if not the most important reason for establishment of new
municipalities. For local communities it is financially viable to become an
independent municipality due to the expected state support. As parts of bigger
municipalities they are much worse off, since the total amount of state financial
support for larger municipality is smaller than if divided into smaller
municipalities. As long as criteria which municipalities should fulfill are not
respected and state financing favors establishment of small municipalities, the
process of partition of Slovenian municipalities will continue. With received
grants new municipalities can much easier improve their basic infrastructure
(roads, pipelines etc.) but after that they meet their limits because most of the
problems they have to address cross municipal borders or they lack capacity to
deal with them (environment, development, education, etc.).

Small municipalities lack human and financial resources to fulfill their task on
the long run. Although they should perform the same tasks as bigger
municipalities they can afford only one or very few professional administrators to
carry out these tasks. To talk about professional local administration under such
conditions is very hard. On the other hand they lack financial resources, since
their population is small and the possibility for collecting taxes very limited.

They are almost entirely dependant upon the state and its financial support.
Although they have a very small administration, almost half of the local budget is
spent for local administration work, while larger municipalities spend between
10to 12 percents only.

Larger municipalitics have on their disposal much wider range of different
resources (financial, human, technological, etc.), but they are considered less
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democratic and more removed from citizen influence. However, this obstacle
can be overcomed by internal division of municipality into smaller units to which
certain responsibilities can be delegated.

Voluntary or mandatory regionalization?

At the moment there exist no official political and administrative entities at an

intermediate level between the municipalities and the state level, and although

municipalities may join into regional associations to regulate and pursue local

matters of wider interest it has not been common practice to do so. Still,

municipalities of certain areas (Koroska, Bela Krajina, etc.) joined together to

formally establish region, but none of the proposals has passed the

parliamentary procedure yet. The Parliament is waiting for a law on regions

which should provide a general legal framework for regionalization of Slovenia.

Regionalization is particularly relevant for successfully addressing major

development and environmental issues necessitating resources of regional

capacity, such as development agencies, for developments of a strategic nature

such as waste removal and treatment or waste-water treatment facilities. Inorder
to promote regional development, there is a pressing need to set up an
appropriate mechanism or mechanisms to combine different elements and
agencies at the regional level.

When the Constitution was drafted a great emphasis was given to local self-
government and autonomy. The constitutional provision that regions should be
formed voluntarily by municipalities is based on the assumption that local
governments readily cooperate. It was expected that regional level would evolve
spontaneously as municipalities would join voluntarily to form regions, but
practice has not lived up to these expectations. This problem is actually more
complex than first realized, but an intermediate level of government still must be
established for a number of arguments, either by voluntary cooperation or
mandatory by law. Under the present legal framework the state cannot impose
regions upon the municipalities. One of the current proposals for changing the
Constitution is related to this issue, empowering the state to regionalize Slovenia
bylaw.

The intermediate level of government can be scen as a challenge to existing
municipalities and national government, given the element of division of tasks
and resources, and supervision entailed. This is especially apparent when the
legacy of previous and present centralized system is taken into account. The
question is still open to what a degree the central authorities have been really
willing to decentralize or would they rather turn to deconcentration instead. At
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the same time, do municipalities really want to co-operate and join their efforts
and resources with neighboring municipalities? Or, would they prefer isolation,
especially from the centers of previous communes which tend to dominate over
smaller municipalities that parted away?

Thus, a very big challenge lies ahead concerning this issue. It is not only about
providing a legal framework, the real challenge is to develop a true culture of
local self-governance. On one side citizens and local governments must learn to
assume the responsibility of making those decisions that have been delegated to
the local governments, what presupposes also the readiness to co-operate with
other municipalities in the area on a regular basis. On the other side, central
authorities must learn that local communities can have their own priorities and
soh:\tions of concrete problems which they have to respect, within the bounds of
legislation, of course. It is very important for all players to realize the mutual
benefits of cooperation, since they are force into it if they want it or not. Of
course, there will always be an aspect of tension between municipalities and the
central and local levels, since theirs objectives do not always correspond,
frequently, these objectives will even conflict. Nonetheless, it is important to
focus on the positive aspects of such tensions and accept the necessity of
cooperation. But difference cannot be resolved only by subordination of smaller
municipalities to larger, or the local government to the central, but rather
through negotiations and mutual adjustments.

If the emphasis is on decentralization, the accompanying regionalization is a
precondition for success and at the same time local government capacity building
is of utmost importance. Decentralization also requires both, the delegation of
responsibilities and the delegation of financial and budgetary control. Slovenian
financial system will have to be adjusted if tasks and functions will be
decentralized. It is very important to recognize that true local self-government
cannot be obtained without a clear connection between functions and finances.
Competence and responsibility must always be connected.

Local competencies between potentiality and actuality

In accordance with current legislation, the municipalities shall be responsible for

three sets of tasks:

+ their own local public affairs (which can differ from one community to
another),

* local public matters defined as such by central government through sectors
national laws;

¢ tasks that have been transferred to them from the state competence (until
nownone).
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Currently, Slovenian municipalities perform only their own local public affairs
and local public matters defined as such by central government through sectors
national laws, since the state has not yet transferred any of its responsibilities to
the municipalities arguing that municipality cannot provide for equal and
uniform provision of services due to big difference in their size and capacities.
Some of current functions are the solely responsibility of the municipality
(kindergarten and nursery, fire and civil protection, family welfare services,
refuse collection and disposal, town planning, local economic development,
district heating, water supply, etc.), while for others the responsibility is shared
between the municipality and the state (primary and adult education, social
housing, social security, primary health care, theatres, museums, libraries, parks
and public spaces, sport facilities, other cultural facilities, environmental
protection, roads, transport, etc.) When responsibility is shared, programs are
very often developed in close co-operation between responsible state and
municipal authorities. The municipality has to participate by co-financing
programs (for example: adult education, public work programs, local
development programs, etc.). Municipalities also provide funding for programs
of nongovernmental organizations that compliment public programs.

There is no real possibility that the state will be more willing to transfer its tasks to
the municipal level in the near future. Due to expected increase in the number of
municipalities it is really very unlikely. Rather it is ore likely that Slovenia will
establish regions, although it is still open how many and what their competencies
and financial resources will be, although they should have financial resources on
their own.

Cannot do it without money

Local matters of public interest shall be financed by the municipality from its own
sources, national means and from loans. Normally municipal tasks should be
financed from municipal own sources (i.c. from local taxes and other duties, and
from revenues received from municipal property) but it is rarely the case.
Economically underdeveloped municipalities which cannot ensure the
implementation of their tasks within their own financial resources should receive
additional finance from the state.
Municipalities have on their disposal three kinds of financial resources’:
- locally derived sources:
« taxes: property tax, gift and inheritance tax, tax on gambling, tax on use of
goods);
« rates and fees: administrative fees, fees on gambling machines, local fees,

*The Law on Financing of Local Government has been passed in 1994, and amended in 1998,
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communal fees, charges for the use of buildings and land, fees on farming
land and forest, fines;

¢ other: property sales, rental fees, leases;

- funds from national sources:

« shared taxes: income tax (35 percent municipality, before 1998
municipality received 30 percent);

* general grants: (monthly transfers from the Ministry of Finance based on
projections of guaranteed spending until 1999 and, after, on relevant
spending’);

« special grants (by individual ministries for specific projects, but maximum
to 70 percent of total project costs);

- borrowing - limited to 10 percent of the municipal revenues in previous year,
only for financing housing, water supply and waste disposal they can exceed
the limit; the interest payments cannot exceed 3 percent of revenues.

General grants - equalisation

Until the 1999, Slovenia used for equalisation purposes the guaranteed

spending, which was intended for financing of current expenditures and of

investments. After that the relevant spending has been introduced, which is
intended for financing of current expenditures only related to performance of
local government tasks specified by the Constitution or laws. The amount of
relevant spending per capita is determined by the Ministry of Finance according
to a following formula:

RSi = (0.70 + 0.05*Ri + 0.05%Ai + 0.16*Yi + 0.04*Oi) RS*Pi

where:

RSi: relevant spending for a municipality defined as an appropriate volume of
funds for the financing of local government tasks specified by the
Constitutionor laws.

Ri: ratio between the per-capita length of local roads in an individual
municipality and the per-capita length of local roads in Slovemia;

Ai: ratio between the per-capita area of the municipality and the per-
capita area of Slovenia;

Yi: ratio between the share of the population under the age of 15 in the
entirc population of individual municipality and the average of
municipal shares in Slovenia as of the 1" of January of the year in
which the amount of relevant spending is determined for a subsequent
year;

* The Ministry of Finance detcrmines the amount of relevant spending per capita in relation to
municipal population, sizc of territory and length of local roads, sharc of population under the age of
15, and sharc of population above the age of 65.
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Oi:  ratio between the share of the population above the age of 65 in the entire
population of individual municipality and the average of municipal shares
in Slovenia as of the 1" of January of the year in which the amount of
relevant spending is determined for a subsequent year;

RS: relevant spending per capita as determined by the Parliament for each
year, when adopting the national budget;

Pi: number of persons with permanent residence in an individual
municipality as of the 1" of January of the year in which the amount of
relevant spending is determined for the subsequent year on the basis of
data from the central population register.

Basic sum of all coefficients should total to 1. However, the first coefficient can

be higher than 0.70 in cases of urban municipalities or municipalities which were

the centers of previous communes. For urban municipalities the coefficient
increases to 0.78, the sum of all coefficients thus totaling 1.08, while in the second

case it increases to 0.74, leading to the sum of 1.04.

The criteria which determines if municipality qualifies for equalisation grant or

not is the amount of its estimated own revenues, which is jointly prepared by the

Ministry of Finance, the Tax Office and individual municipality. When

calculating estimated revenues, all municipal revenues are included except the

category of other non-tax municipal revenues (like property sales, rental fees,
leases, etc.). The estimation of local revenues is based upon levels of revenues as
determined by law or average levels in Slovenian municipalities if not
determined by law. Municipalities that can cover relevant spending with their
own estimated revenues do not qualify for state equalisation grant. In 1999, there
were 20 such municipalities in Slovenia. All other municipalities received
cqualisation grant. In the form of equalisation grant which is paid in regular
monthly installments, the state has to cover the whole difference between the
relevant spending and estimated own revenues so that municipality can carry out
their tasks.

The law stipulates that in the case two or more municipalities decide to merge,
they are entitled to additional equalisation funds for a period of next three years.
With this provision the state wants to offset negative effects that such a merger
can have on the level of equalisation grant. However, it does not really represent
an inducement for municipalities, since they still gain more by partition than by
merger.

For the very same reason the amendment to the Law on Financing of Local
government that was introduced in 1998 stipulated that the equalisation funds
received by an individual municipality can be less or equal the amount of its own
estimated revenues, but the Constitutional Court banned this provision as
unconstitutional.

46

Special grants

Investments are co-financed through special grants by individual ministries.
Thus, they are provided separately by individual ministries in accordance with
specified criteria and available resources. Level of income tax serves as a main
criteria. Municipalities that have lower income tax per capita receive higher
share of state financing for individual investments, with 70 per cent being the
upper limit. Investment priorities has to be approved by the government. Special
grants from individual ministries are transferred for different investments
(demographically endangered regions, municipal services, construction of
waterworks, municipal waste sites etc.). Currently, very often they have to co-
finance projects that the state is willing to fund, even if these are not the most
appropriate from the local point of view.

Local revenues

It should be mentioned that general government consumption as a percentage of
GDP is around 46 per cent. However, the Slovenian public finances are still very
centralized, although some progress has been accomplished toward greater
financial autonomy of local governments. Municipal government expenditure
only accounts for around 5 per cent of GDP and percent of total general
government expenditure, which is less than in other CEE countries (e.g. Poland
being the nearest with 12,3%, Sycora, 1999). The Tax Administration of the
Republic of Slovenia assesses, levies and collects taxes on behalf of municipal
governments.

In accordance with valid legislation the state determines which revenue
instruments are available to local governments, and it imposes tax limits, which
entail still more revenue constraints. For municipalities, access to revenue
diversity is dictated by the state. The benefits associated with revenue
diversification must be tempered, however, with the recognition that for many
poorer residents, increased revenue burdens could entail revenue sources that
may be onerous. This could be especially true with regard to fees, if they are
structured without regard to individual's ability to pay contributing to increase of
social and spatial inequalities.

For now, local governments cannot implement any new taxes on their own. In
most cases, they also cannot raise tax or fee rates to generate additional revenue,
since they are determined by the state. They have almost no discretion over taxes,
the exception being . property taxes, which should become one of the most
important revenue sources for municipalities. However, most municipalitics
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have not been able to collect it so far because they are lacking reliable records.
Significant financial effects of that tax will not be seen until the new law on
Property tax has been passed replacing current property taxes with a tax on real
estate (buildings and land) being imposed on all individuals and legal persons.
The state has been also intensively working on modernization and
informatization of land and building cadastres, which will provide a reliable
database for taxation. Until now, very often only owners of second homes in
some very attractive arcas where second homes are numerous have to pay
property taxes.

Non-tax revenues allow greater autonomy and rates and fees vary among local
governments, but their importance is greatly dependant upon the size of
municipalities and the ability of its inhabitants to pay them. Smaller
municipalities collect negligible amounts, which represent only around 5 percent
of their revenues. The most important source is the Contribution for the use of
buildings and land, representing one third of all local non-tax revenues.

It should be mentioned that trom the point of view of municipalities, other
revenues (property sales, rental fees, leases and residential funds) are very
important, since they are the only revenues municipality can spend really
independently. However, the amount collected is rather small in most
municipalities, primarily due to the lack of property and financial management
expertise, what should be greatly improved in the future. Furthermore, in the
process of denationalization and privatization, municipalities have been left
without sufficient amounts of real estate property, especially urban land
(building plots) and housing since almost 80 percent of the social housing stock
being privatized.

Municipalities borrowing capacity is also determined by the state. They can
borrow only from national credit institutions. They can also issue local bonds, but
due to the lack of regulation, it is not used very often.

Expenditures

The great majority of expenditures are determined by the state. Most of
municipal revenues goes for relevant spending as determined by state. More
than half of municipal expenditures are in the area of administration, protection
and public institutions. To this public sanitation, roads and fire protections can be
added, what means, that more than two thirds of municipal expenditures are for
public purposes. For support of local economic development municipalities
spend around 6 percent of total municipal expenditures, however it varies greatly
among municipalities, from 1 to 16 percent, depending on municipal resources.
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Municipalities would like to gain greater financial autonomy, what is particularly
important for development functions that the municipalities increasingly have to
perform. Some municipalities have succeeded in maintaining their original level
of development under the changed circumstances. Moreover, they have even
managed to start new investments and realize new development projects.
Analysis of the success (or otherwise) of the transformation of particular local
economics has shown that amongst the most important factors are the quality or
lack thereof, of urban management and institutional organization of local
government. Municipalities are in a great need for additional support in this
area.

A lot to be desired

Although all Slovenian local governments share common elements of the
contemporary problem of local government finance, some have worse problems
than others. Municipalities that have small tax base as a result of small or even
declining population, no major industries, or falling agricultural values face
greater pressures on the revenue side than those that are big or have been
growing. They are left with fixed overhead costs for provision of public services
and with a serious question of how to provide quality services to their residents or
even harder question of how to introduce new types of services. Many services
also require certain economies of scale, which usually cannot be obtained within
one municipal jurisdiction. Municipalities will have to overcome obstacles that
prevent closer cooperation and join their resources for common purposes. State
should serve as facilitator of this co-operation providing also appropriate
financial incentives and financial sources for provision of common tasks.

Also accountability to citizens has to strengthened. Citizens should know how
municipal revenues are used and be in control that they are used wisely,
effectively and efficiently. Citizen involvement into local government operations
is of crucial importance. Also modern information technologies can be used to
provide better access to information related to municipal spending. This way
citizen trust into local government and local officials, which is not very high
today, could improve in future.

From decentralization point of view something has to be done, and this opinion is
widely shared today also among municipalities. The question which still needs to
be answered is how to approach it. On how there is no agreement yet, but
Slovenia should search for such an agreement, because otherwise many
opportunities will be missed. The recent reform of local self-government leaves a
lot to be desired from the point of view of functionality and proper delineation of
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central and local administrative boundaries and provision of fiscal autonomy of
local governments. In the next few years Slovenia will need to carry out a
reorganization of the whole administrative system and local government
structure. Agreement will need to be reached about the formation of regions
(districts, provinces), their functions and responsibilities, since one tier local
government with small municipalities cannot fulfill more demanding tasks that
local government should also perform. "Subsidiarity", as a new political and
economic strategy requires an intermediate level of decision making and
organization, to operate between the state and the municipalities. This is needed
urgently, to counter the tendencies towards extensive centralization, associated
with inappropriate and detached decision making at the state level, as well as to
combat the opposite pressures for a complete decentralization of government,
which can result in ineffective self-interested parochial decision making (and
resourcing) at the local levels.

Appendix

Table 1: The structure of municipal revenues, 1997 and 1998

Revenues 1997(%) | 1998(%) | Real growth
98/97(%)

Tox revenues 42.6 41.2 2.9
Income tax [shared) 39.0 37.4 1.9
Pro’peﬂy tax 0.4 0.4 5.6
Gift and inheritance tax 0.2 0.2 -8.7
Jax on gombling 0.2 0.2 19.9
Tox on use of goods 2.8 3.0 16.6

Non-1ax revenues 35.6 37.3 11.5
Administrative fees 0.0 0.0 -3.7
Fees on gambling
machines 0.9 0.7 -12.2
Fines 0.1 0.2 23.
Local fees 0.3 0.4 15..
Communal fees 2.7 27 8.
Revenues from
administrative bodies .9 .8 1.9
Coniribution for the use of
buildings and land 0.3 12.0 24.5
Fees on forming and forests 0.6 1.1 81.6

Ofther revenues {property sales,

rental fees, eic.} 188 184 43

General gronts {financial

equalisation from the state} 18.8 184 44

Special grants 3.0 3.1 11.3

otal (borrowing excluded) 100.0 100.0 9.0

Source: Cankar, Viaj, ond Klun: Local governments in Siovenia, 2000
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Table 2: The structure of municipal expenditures, 1997 and 1998

Expenditures 1997(%) | 1998(%) Real growth
_ § 98/97(%)
Administration (wages, costs, efc.) 12.9 13.0 7.7
Protection and salvage funds 0.4 0.4 0.0
Public insfituti 41.0 41.7 8.5
Primary education 11.7 11.9 8.7
Research activifies 0.2 0.1 -35.0
Culture 5.4 53 3.7
Sport 3.3 3.4 11.8
Social securtty 38 3.7 3.1
Kindergartens and nurseries 14.8 15.1 8.3
Public health 15 1.6 17.7
er 04 0.5 49.9
Transfer to local economy 35.6 34.9 4.5
Public sanitation 12.3 1.6 0.6
Housing 4.8 5.6 24.6
Roads 10.6 9.6 -3.5
Fire protection 1.9 2.0 10.2
Other transfers 6.0 6.1 8.7
Reserve fund 0.8 0.5 -28.8
Transfers to sublocal communities 1.1 1.2 12.4
Other 8.2 8.3 -

Source: Cankar, Vlaj, and Klun: Local governments in Slovenia, 2000.
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Dubravka Jurlina Alibegovié

Reforming the System of Financing Local-Self
Government in Croatia

Introduction - Structure of local-self government

The Croatian Local Self-government and Administration Act from 1993 defines
municipalities and towns as units of local self-government, and counties as units
of local self-government and state administration.

Basic public functions of 420 Croatian municipalities and 123 towns relate to
ensuring preconditions for the development of economic, social and public
utility services and other activities important for the area, preconditions for
physical planning, urban development planning and environment protection,
design of settlements, quality of housing, public utilities objects, municipal
services, children care, education, public health, social care, culture, sport, etc.
A county is a unit of local self-government and state administration comprising
10to 30 municipalities and towns.

The county, in its self-governing sphere performs activities with the scope of a
balanced economic and social development of municipalities and towns within
the county and of the county as a whole, co-ordinates issues of common interest
which are decided upon by municipal and town bodies of the respective county,
establishes conditions for urban planning and environment protection of the
county, co-ordinates the development of educational, cultural, medical, social
and public utilities and infrastructure facilities in the county.

Institutional Framework

County and municipal/town administration form the lower level fiscal
authorities in Croatia responsible for sub-national governemnt financing and
public spending. Their system, financing and obligations are based on a number
of laws, that partially or completely regulate issues of local administration and
self-government. Besides the Constitution of the Republic of Croatia, there are
three groups of legal acts defining these issues. The first group of legal acts
regulates the system and organisation of lower level fiscal authorities, whercas
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the second covers financing sources. The third group of acts regulates obligations
of lower level fiscal authorities in the area of settling public services.
Croatian legal acts defining the system and organisation of lower level fiscal
authorities:
- Constitution of the Republic of Croatia (1990),
- Acton the Territories of Counties, Towns and Municipalities in the Republic
of Croatia (1995), .
- Act on the County of Zagreb (1995),
- Acton the City of Zagreb (1993),
- Acton the Local Administration and Self-government (1993),
- Act on Determining Tasks within the Self-government Activities of the
Units of Local Administration and Self-government (1993).
Croatian legal acts defining sources of financing of lower level fiscal authorities:
Taxrevenues are defined in the following legal acts:
- State Budget Act (1994)
- Local Administration and Self-government Act (1993),
- Acton Financing Local Administration and Self-government Units (1993),
- Income Tax Act (1995),
- Profit Tax Act (1995),
- Capital Transfer Act (1997),
- Tax Authorities Act (1993).
Non-tax revenues are defined in the following legal acts :
- Acton Administrative Fees (1996),
- Acton Public Utilities Management (1995),
- Forests Act (1993),
- Hunting Act (1995),
- Roads Act (1995),
- Waters Act (1995),
- Acton Financing Water Management (1995),
- Maritime Code (1994),
- Mining Act (1995), .
- Act on the Sale of Apartments with Occupancy Rights (1993),
- Tourist Tax Act (1994).
Croatian legal acts defining obligations of the lower level of fiscal authorities in
the area of balancing publicservices:
- Local Administration and Self-government Act (1993),
- Act on Determining Activities of the Self-governing Sphere of the Local
Administration and Self-government Units (1993),
- Acton Public Utilities Management (1995),
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- Fire Protection Act (1993),

- Fire-fighting Act (1993),

- Urban Development Act (1994),

- Nature Conservation Act (1994),

- Environmental Protection Act (1994),

- Health Insurance Act (1993),

- Health Care Act (1994),

- Acton Protection of Cultural Heritage (1994),

- Acton Financing Social Needs in Culture (1993),
- Act on Cultural Institutions Management (1995),
- Acton Social Care of Pre-school Children (1993),
- Acton Librarianship and Libraries (1993),

- Museums Act (1993),

- Acton Protection of Archival Materials and Archives (1993),
- Theatres Act (1995),

- Sports Act (1995),

- Technical Culture Act (1994),

- Building Land Act (1992).

Current Situation

Revenue Structure

The financing of local self-government units and administration is based on four
types of revenue sources: their own funds, share in taxes levied by the central

government (common taxes), state budget grants and borrowing.

Table 1. County and Municipality or City Taxes

County Taxes Municipality and city taxes
1. inherited property tax 1. consumption tax on alcoholic and non-
alcoholic_beverages
2. toxes on houses used as secondary
residences
3. corporate firm nome tax

2. motor vehicles tox

3. taxes on boats and other
water_vehicles

4. enterfainment ond sport
event lax

4. public fand use tax

5. advertising tax
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Own funds

The county's own funds are formed by revenues from own assets, county taxes,
fines and other revenues including grants from the central government.

Whereas less developed counties rely mostly on grants from the central
government, the developed ones base their budgets on a number of county taxes
are levied on legal entities and individuals who have inherited property,
including cash or monetary claims, or who received property as a gift. The taxable
base is the market value of the property at the moment of tax assessment after the
deduction of debts and expenses encumbering the property. The tax is charged at
rates up to 5%. Movable property received in this way is taxable if the taxable
base exceeds DEM 2000. County taxes on motor vehicles are levied on legal
persons and individuals who own registered passenger cars and motorcycles. The
taxable base is calculated according to the engine power and the depreciation of
the vehicle. Taxes on boats and other water vehicles are levied to legal persons
and individuals who own registered boats and vehicles for water transport. The
taxable base depends on the length of the vehicle and its depreciation. Persons
who organize performances are subject to the entertainment and sport event tax
which is levied on the value of tickets sold (i.e. for movies, sports, etc.). The rate
can be up to 5% of the value of tickets sold. Theatre shows, museum attendance
and other cultural performances and industrial fairs and exhibitions are exempt.
The own funds of a municipality or a town are formed out of revenues from own
assets, municipal taxes, fines, administrative fees, tourist taxes, communal
charges, charges for the use of public areas and other revenues thatare, asarule,
regulated by special legislation.

Municipal revenue from taxes mostly depends on the level of the development of
a municipality or a town. In more developed municipalitics/towns, particularly
those in touristic areas, revenues from taxes are a significant budget item,
whereas underdeveloped ones depend mostly on external financing. There are a
number of taxes on this level. Municipal consumption tax on alcoholic and non-
alcoholic beverages is levied on the retail price of alcoholic and non-alcoholic
beverages sold for catering. The rate canbe up to 3 percent of the tax base for the
sales tax. Taxes on houses used as secondary residences are levied on legal
persons and individuals who are owners of country cottages and rest centers. The
taxis based on the usable surface of the property at rates up to DEM 3 per square
meter. Legal persons and individuals that advertise in public places are subject to
the advertising tax which is levied at up to DEM 200 per advertisement. This taxis
not paid on advertisements published in newspapers and in public media. The
corporate firm name taxis levied on legal persons and individuals liable for profit
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or income taxes. This tax is levied as a lomp-sum of up to 500 German marks.
Towns and municipalities also regulate the assessment and collection of the
public land use tax which is paid at a rate, in a manner and under the conditions
established by themselves.

Towns with more than 40,000 inhabitants can introduce a surtax on the income
tax of up to 30% of their share in the income tax (i.e. up to 7.5% of the total tax).
The City of Zagreb, as the capital, can introduce a surtax on the income tax of up
to 60% (i.e. 27.5% of the total tax). The surtax rate is determined by the local
government unit and the revenue accrues to the local administration and self-
governments units where a surtax payer resides. Any municipality or a town may
stipulate lower income tax rates for taxpayers in their territory on the portion of
the income tax, provided that this reduction is not lower than 30 percent.

Share in taxes levied by the central government

The main tax revenue of local self-government units and administration is a
share in taxes levied by the central government. The common taxes are the
income tax, the profit tax, the tax on Iotteries and betting, and the real estate sales
tax.

The share of municipalities and towns in common taxes is as follows:

- income tax 32percent,
- profit tax 20 percent,
- taxes onlotteries and betting 70 percent,
- real estate sale tax 60 percent.

The City of Zagreb with its particular status receives 45 percent of the income
tax.
The share of counties in common taxes is as follows:

- income tax 8 percent,

- profit tax 10percent.

Table 2. Shares in Common Taxes

shares in %
central state | counties | municipalities | totel
Jtowns
income tox 60 8 32 100
profit tax 70 10 20 100
taxes on lotteries and beiting 70 10 20 100
real estate sale tax 40 - 60 100
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State budget grants

Several forms of budget grants and transfers are used in Croatia. The money
comes from the state budget and the receivers are local authorities i.e.
municipalities and counties These are equalisation grants, specific-purpose
grants, and ad hoc grants.

Counties provide grants from their budget whenever the consolidated county
and municipal/town tax and non-tax revenues per capita are lower than 75
percent of the county average. Municipalities and towns receive a grant equal to
the difference between their actual per capita revenues and 75 percent of the
county average (excluding towns with more than 40,000 inhabitants; they are
allowed to levy a surtax on income tax by themselves up to the level prescribed by
the Act on Financing Local Administration and Self-government Units). The
intent of these grantsis to partially equalise local government revenues.

Similar subsidies are given to counties with less than 75 percent of the national
per capita average. The grants are equal to the amount necessary to bring the
county revenues up to three-fourths of the national average. Counties receive
grants from the national budget and the amount of grant is equal to the
difference between counties actual revenues per capita and 75 percent of the
county average.

Towns and municipalities make transfers to counties to finance projects of
mutual interest to people inmore than one local government.

The national government provides ad hoc grants to help financing specific
services. The grants are given to municipalities in areas of special interest.

Ad hoc grants are also given to finance health care, schools, housing and other
services. The grants are proposed by the Ministry of Health, Ministry of
Education and Ministry of Civil Engineering and Physical Planning. In some
cases grants are provided directly to municipalities and towns.

The Republic of Croatia may grant specific-purpose subsidies. This is
particularly provided to municipalities and towns that have suffered war
destruction.

Borrowing

Local self-government units and administration may borrow (from the state
budget) only if the State Auditing Agency establishes that loan repayment will
not affect the financing of its expenditures. A local self-government and
administration unit can raise public debt or issue municipal bonds with the
approval of the Ministry of Finance. Local self-government and administration
units cannot borrow funds to finance regular activities of their bodies and budget
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users, except in the short term and in the case where budget revenues are not
generated equally throughout the year. Local self-government and
administration units can take loans to finance construction, reconstruction, or
adaptation of facilities or to supply equipment intended for providing permanent
conditions for the operation of their bodies and budget users.

Structure of Revenue Sources for Financing Service Delivery

Total revenues of both local governments (counties, municipalities and towns)
amounted to 4,6 billion kuna in 1995, 6,6 billion kuna in 1996, 7,6 billion kuna in
1997, 9,0 billion kuna in 1998, 8,4 billion kuna in 1999, and 9,4 billion kuna in
2000. For the sake of comparison, the central government's budget amounted to
27,8 billion kuna in 1995, 31,1 billion kuna in 1996, 33,8 billion kuna in 1997, 43,8
billion kuna in 1998, 50,0 billion kuna in 1999 and 49,3 billion kuna in 2000.
Sub-national percentages of revenues indicate that Croatia is highly centralised
according to international standards. The major part of GDP is spent by the
central government budget. The share of Croatian local governments' total
revenues and transfers in GDP was 4,7 percent in 1995, 6,1 percent in 1996, 6,2
percentin 1997, and 6,6 percentin 1998.

Tax Revenues

Tax revenues make major part of total sub-national revenues. In 1995, tax
revenues amounted to 66,2 percent of the total sub-national revenues. The share
of tax revenues in the structure of sub-national revenues started to decline from
1996, and amounted to 53,1 percent in 2000.

Towns and municipalities receive nearly 60 percent of sub-national tax revenues.
Most of the tax revenues come from shares of national taxes, income and profit,
in particular. .
Real estate sales tax is the third important tax revenue for the sub-national
government; its share in total revenues amounted to approx. 6 percent in 2000.
Local governments are permitted to impose rates on several tax bases (locfal
taxes), within limits established by the national government. Towns with
population higher than 40,000 inhabitants are permitted to levy a personal
income surtax of up to 30 percent of the 32 percent share they receive from the
national income tax, except in Zagreb where the surtax canbe up to 60 percent of
the city's share of tax revenues.
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Non-Tax Revenues

Non-tax revenues comprise a wide range of items including administrative fees
and fees intended for the use of public resources, tolls, miscellaneous county and
municipality/town fees, and communal fees. Non-tax revenues yielded 22,7
percent of total revenues in 1995. After 1995, the non-tax revenues started to
increase their amount and share in total revenues of sub-national government.
The non-tax share of revenues was significantly increased in 1996, because of a
decision to bring communal fees from extrabudgetary communal fund to the
budget. The share of non-tax revenues amounted to around 32 percent of sub-
national revenues. Non-tax revenues are much more significant sources of
revenues for municipalities and cities than for the counties, because the counties
do not collect communal fees.

Capital revenues, which include the sale of land and property, represent around 5
to 8 percent of total sub-national revenues. Capital revenues are much smaller
than capital expenditures, evidencing that much of the capital expenditures are
financed from the current revenue sources or transfers.

Transfers

Transfers from the national to the sub-national governments amounted to
between six and nine percent of revenues (7,4% in 2000). Transfers provide a
much larger share of revenues for counties, representing just over one-fourth of
total revenues.

Counties in turn provide transfers to their municipalities and towns, equalling
nearly 30 percent of the counties' revenues. These grants are intended to equalise
municipal revenues partially. Grants are made to constituent Jocal governments
whenever the town or municipal revenues per capita are lower than 75 percent of
the county average.

The above presented structure of the lower level of fiscal authorities points at
basic conclusions. Financing of local self-government units and administration is
mostly based on common revenues, which are in most cases common revenues
from income tax. Other sources of income of the lower level of fiscal authorities
are their own tax revenues and non-tax revenues. The percentage of
participation of capital revenues and subsidies of the higher level of authorities is
negligible in the total revenues of local authorities. Financing revenues is not a
part of the structure of total revenues, which means that the units of local self-
government do not use borrowing at all, or atleast not often, as an instrument for
financing of public expenditures.
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Expenditure Structure 5

General responsibilities of sub-national governments are defined in the Local T TEsEos2any
Self-Government and Administration Act. Sub-national governments are .3 FREE R g2¢g
responsible for services of local nature, i.e. local roads, housing, street lighting, o LFBEEEES
local marketplaces, waste collection and disposal, local recreational parks and = e B L B AN
cultural services. £ 4-2 sen88ssd
Counties operate as local self-governments but also as a home for detached units & lEnsssan
of 2 number of ministries. The counties' responsibilities in terms of local self k woeewe -~
government are mostly to co-ordinate local government activities within their sgessganzs
borders and to regulate activities that are of common interest to. Overall, the & 28 R PR
counties have very limited service delivery responsibilities. Counties can perform -~ NEIEFREEELEEE
functions transferred from the municipalities. 8 2 b

The national government delivers services with a country-wide interest, 4 2 38332598
including justice, foreign affairs, and defence. The national government also B 518 ~&s§ 3 § 8
provides publicorder and police services. kS O IRGRA8=2"
Many social and economic functions, such as education, health, and welfare, are - I PR
shared between the national and sub-national governments. Sub-national E‘ g e § S32RS g
governments often find their role in supplementing national financing to provide ] o . 25 52382888
a differential quality of services that is needed locally. § o W a6 oo
Expenditure data for sub-national governments in Croatia are presented in the & 8 33330298
Table 3. Expenditure data reveal that the sub-national share of spending hasbeen > s 289 SERE
growing substantially from 1995 to 1998. 8 O R&GAEETT
Towns and municipalities are responsible for about 90 percent of sub-national o T
spending, with counties contributing with the remaining 10 percent. Towns and § g §7§ SEEEEH
municipalities spend more on services than counties in every category. o 0 Peld S hdoem
Functional classification of local expenditures shows that the main expenditure = & 22851177
categories of sub-national governments are housing and communal services. ‘Zt g [smagmeos
Housing and communal services make about one third of municipal/town " T |§2E3°88
expenditures. A large amount of it belongs to transfers aimed to help financing 2 § |§§TERAT
local utility companies. Transportation and communications, education, “w

recreation and cultural expenditures also make a relatively large share of (e} 5
municipal/town spending. 7 g

Countics' major expenditures go to social security and welfare and to recreation S =

and culture. Z73 5.3 x
Economic classification of sub-national expenditures shows that sub-national A 5 ee :é 8 P
governments make relatively more of the capital than the current expenditures. e X & & % 5 i_-; g 3
The share of current expenditure in the total sub-national expenditure started to o EER L =
decline from 1996. As for the structure, in 1998, about two-thirds of total sub- ° =2 o e «
national expenditures went for current expenditures, and only one-third for 36 = z

capital expenditures. "
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The New Proposals for Financing and Responsibilities of

Local-Self Government

TB 2 2,a o-me wwwo- 0 0wy
PEl 6 NR S8 Ice 9% £3% More Fiscal Autonomy?
¥ 3 § X8 8% 9~% 83 B3
of 3 2 3% 2 = T
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public expenditures to local authorities, decreasing in such a manner the
flexibility of local authorities regarding their own public spending and
financing public expenditures,

- the county authorities play a relatively small role in the supply of public
services,

-local public expenditures are predominantly financed through common
revenues mostly based on the income tax

- own revenue sources of local authorities are very much limited, so that non-
tax revenues (user and communal fees) appear as an important revenue
source (insufficient to cover completely most of public services expenses,
however)

-the percentage of capital revenue and subsidies from higher levels of
authorities participating in local authorities revenues is negligible,

- local sclf-government units use very little, or none at all, borrowing as an
instrument of public expenditures financing

- principal issues of the system of lower levels of fiscal authorities and their
financing regard distribution of revenues between the central and local
authorities, as well as the amount and distribution of subsidies, local
authorities borrowing and defining adequate types of local taxes,

- direct transfers are relatively small in comparison with the international
standards,

- stronger reliance on user fees and local taxes offers the best option for
restructuring of local revenues and for reduction of share in the distribution
of common tax revenues.

In order to ensure a favourable environment for the operation of lower levels of
fiscal authorities the Croatian central state, that is the highest level of fiscal
authorities, should adopt the following principles:

- stimulation in order to increase the share of tax revenues collected on the
local level,

- correlation between local economic capabilities and tax revenues,

- introduction of a new system of financing, with the principal aim to balance
economic differences between regions and municipalities within a region,

- motivating local administration to establish a long-term development
strategy,

- stimulating cfficiency and development of financial market and capital
market in order to stimulate international aid and co-operation in the area
of financing local authorities' activities.
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Towards the Reform

TC 1§ rong need 1 roatia for cha ges 1n financ
The a strong need in C (o) N n finances of lower level fiscal
authorities. The changcs haveto provide for

- distribution of functions between the levels of fiscal authorities has to be
a th

- ?:fficient distribution of public expenditures,

- increase of the responsibilities of local authorities,

- privatization o public services th ici i i
privat P! at are more efficiently delivered by private

- more efficient mode of public services financing,

- nesx: mstru:ner;t;:))f increasing fiscal ability in public expenditures financing,

- instruments of borrowing, as well as of issuin; i ing of

1 ( 8 g guarantees for fi

capital expenditures. s ancing of

Distribution of functions and public expenditures

Current structure of delivering and financing public services in Croatia, suggests
decentralization. This in particular refers to decentralization of clcmc;xtargyg and
secondar)" school education, decentralization of primary health care, and
dcc.entrahzation of social security and welfare. The central state should ma;ntain
main responsibility for establishing health and educational standards and
programmes whereas the very services should be delivered on the local level

It pe}s been shown in Croatia that bigger cities deliver public services ;nore
efficiently than the counties do. In case of less densely populated municipalities it
would bf‘, !)ctter if they associated and offered these services together or pass the
responsibility to the county and thus avoid negative effects of the economies of
small scale. The experience gathered so far points that the financial system
shquld_incorporatc a system of initiatives for municipalities to act together in
delivering public services. Those could be, for example, additional revenue
sources to small municipalities that have got together to deliver services of
education.

Public services financing
The principal reason for changing the present system of financing local self-
government and administration in Croatia, is an obvious disproportion between

fiscal F:apacitics of municipalities/towns and counties on one hand and their
established responsibilities in providing for public needs on the other. Before
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1993 when the new legislation regulating problems of local self-government and
administration and its financing, municipalities and towns were mostly
responsible for delivering publicservices.

The new legislation transferred a great deal of responsibilities in delivering
public services to counties but underestimated their fiscal position, making thus
the prescribed functions difficult to perform. Till 1997 the fiscal position of
municipalities and towns remained more favourable, which is evident from
surplus in municipality and town budgets at the time. From 1997 responsibilities
became too heavy to bear and the county budgets soon dried up. The necessary
change of the system of financing of local authorities should primarily ensure the
increase of the counties' fiscal capacity.

The problems related to the system of financing local self-government and
administration in Croatia, also suggest that a new mode of financing the units of
Jocal authorities should be considered. One of recently considered measures is
introduction of a surtax on income tax which is expected to increase the fiscal
capacitiy of local authorities.. The surtaxon income tax has all the characteristics
of a local tax - it is paid at a rate established by the unit of local self-government,
and it belongs to the local self-government where the surtax payer permanently
resides. Legal acts should enable the units of local authorities, that is the
municipalities/towns (not only towns of more than 40,000 inhabitants), to
introduce this measure. In this way, towns could make their own extra income,
and at the same time decrease their dependence on state subsidies. Only the
upper limit of the surtax rate on income tax, should be prescribed which would
enable each municipality/town and county to decide frecly on level of the surtax
rate in accordance with preferences of local population. The decisions on the
introduction of this tax should be confirmed through local referendum.

The system of equalization grant will give enough revenues for particular local
authorities for ensuring estimated minimum level of public needs (education).
The units of local self-government in Croatia can incur debts by issuing securities
or by raising loans from non-banking sector only for capital projects performed
by budget beneficiaries. At the same time local authorities have the right of
issuing guarantees up toalegally determined amount for carrying out obligations
of public companies and institutions. However, it seems necessary to extend the
possibilities of incurring debts for local capital construction at domestic and
foreign banks. This particularly refers to borrowing from the Croatian Bank for
Restructuring and Development and to stimulating the issue of debt securitics
(tocal bonds) for financing the construction of local capital objects.
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Concrete Actions

The new proposals of the Act on Financin, ini i
A : g Local Administration -
government Units defines the following issues: and Self
1. 'fI’hefr_xew pfoposal of the Act is based on ensuring adequate revenue sources
or financing primary and secondary education, health c: i
security and welfare. ? * care and social

The new'proposal. will ensure some part of revenue sources for some
decentralized functions.

2. The new revenue sources are:
- the biggest participation of local authorities in common taxes - income tax,
- adequate equalization grants for decentralized functions, ,
- the possibility of introducing the new local taxes (tax on unused agriculture
land, tax on unused properties for business activities, tax on unused land, tax
on game machines, surtax on income tax). |

w

. The higher participation of local authorities in common taxes - income tax for

financing some decentralized function - 9,8%:

- 2,9% participation in income tax for financing primary education

- 2,0% participation in income tax for financing secondary cducatic;n

- 2,0% participation in income tax for financing social security ané welfare
(0,4% for centers for social work, and 1,6% for retirement centers),

- 2,9% participation for health care (2,5% for investment maintenance of
county hospitals, 0,3% for health care for unsecured persons, 0,1% for
health care of agriculture families above 65 years).

4. Adeq}xate‘ equalization grants for decentralized functions. Total amount of
equalization grants is 21% of income tax revenues in 1999.

5. The new proposal of the Act ensures improvement of development of cities
fmd municipalities on islands that finance capital projects of common
interests for island development. The share of income tax that will be
transferred to local authorities amount 29,2% of total income tax revenues
from thisarea.

6. Estimation is that 1,937 billion of Kuna will be transferred from the state
budget to the local budgets. Estimation is that expenditure for decentralized
functions amounts 1,778 billion of Kuna, and the rest are for social security
and welfare and for development of islands.

7. The new proposal of the Act provides more autonomy for local and regional
authorities in introducing local taxes.
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Table 6. Comparison of the current and proposed municipality and

city’s revenue sources

Current revenue sources

Proposed revenue sources

Municipality_and city taxes
-onsumption tox
1.2. toxes on houses used os
secondary residences
1.3. advertising tax
1.4, corporate firm nome tox
1.5. public land use tax

1. Municipality ond city faxes

1.1, surfox on income tax

1.2. consumption tax

1.3. taxes on houses used os secondary
residences

1.4. taxes on unused agriculture land

1.5. toxes on unused properties for
business ocfivities

1.6. tax on unused lond

1.7. corporate firm name fox

1.8. public lond use tox

2. _surfox_on income fax

2. _ surfax_on _income tox

- ciies with more than 40.000
inhabitants can infroduce surtox
of up to 30% of up to 30% of
their share in the income tax
(ie. up fo 7.5% of the total tax)
the City of Zogreb can infroduce
a surtax on the income tax of up
to 60% (i.e. 27.5% of the total tax)

municipolity can introduce surtox

of up 1o 10%

city with less than 30.000 inhabitants
can introduce surtax of up to 12%
city with more than 30.000 inhobitants
can introduce surtax of up to 15%
the City of Zogreb can introduce

surtax_of up to 30%

3. __common tax revenues

3. __common fax revenues

3.1. income fax

3.2. profit tox

3.3. fox on lotteries and betfing
3.4. real estate sales tox.

3.1. income tax
(state 29,2%, county 8%, municipality
or city 32%)
3.1.).income tax for decentraiized
functions
- primory education
- secondary education
. social security and welfare
- centers for sociol work
- retirement cenires
- health core
- investment maintenance of county
hospitals - 2,5%
- health care for unsecured persons -
0,3%
- health core of agriculture families
above 65 years - 0,1%
3.2. profit tox
(state 70%, counly 10%, municipality
or city 20%)
3.3. tax on lofteries and befting
(state 50%, municipality or city 50%)
3.4. real estote sales tox
(state 40%, municipality or city 60%)
3.5. concession revenues
- for mineral woter
{stote BO%, municipality or city 20%)
- for drinking water
[state_70%, icipality or city 30%}

4. equalization_grant 21%

primary education

secondary education

centers for social services and welfare
health care - investment maintenance

of county hospitals
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Conclusions

Decentralization has often coincided with restructuring of public
expenditures/reduction of fiscal deficits and demands for more local autonomy.
Further efforts and research related to the problems of lower level fiscal
authorities in Croatia will be without doubt directed to proper structuring of
fiscal transfers from the central state to the local level. Defining a desirable
model of financing of public needs is unthinkable of without establishing better
mode of using user fees, borrowing, as well as the use of guarantees of the central
state for particular public expenditures.

The following actions are recommended:

1.Inthe shortterm

Review of Expenditure Obligations and Revenue Sources, particularly with
regards to nationally mandated responsibilities and revenues from the national
government. The objective would be to develop transparent criteria for selection
of investment and rationale for national government support, and to review the
role of national government in the pricing of services and choice of investments.
Review the administrative structure and the role of the different levels of the
government, particularly that of counties.

Asses the impact of the restrictions on borrowings at the local level, while
maintaining the strong monitoring role of the national government.

Review municipal investment plans and priorities as part of the budget planning
exercise; develop indicative rolling 3-year budgets at municipal level including
long term investment expenditures, and institute wide use of cost benefit criteria
forselection of investments at the municipal level.

Undertake a study of ongoing cases of private sector participation to learn of
potential and obstacles to identify potential, restrictions, and modalities for
private sector participation in service provision.

2. Medium Term

Undertake measures to improve efficiency of operations of municipal owned
enterprises, such as operating on commercial basis with the aim to reduce
subsidies and move towards substantial cost recovery.

Enhance local government capacity to negotiate and implement private sector
arrangements.

Review current legal framework with a view to improving incentives to private
sector participation.
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Assess potential for municipalities to access the capital markets within the

government's monitoring and oversight system. )
Assess the potential for introduction of value based property taxation to replace

the current ad hoc property tax system. ) o
Undertake a study of ongoing cases of private sector participation to learn of

potential and obstacles to identify potential, restrictions, and modalities for
private sector participation in service provision.
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Katarina Ott and Anto Bajo

Local Government Budgeting in Croatia:
Problems and Recommendations for Reform'

Introduction

Since 1990, when the first attempts were made to work out a concept for the local
government financing system, the practical financing of the new communes has
been bedevilled by a problem composed of four essential elements.

First, there were no reliable data about the fiscal capacities of the communes.
Data about public revenue were available for the communes as they were then set
up. There was a problem that some regions (or counties), in spite of having an
appropriate tax burden, still did not have adequate sources of financing of their
own. This problem showed up with some communes as well, since there were no
data about per capita revenue, which would have been needed for the communes
to be able to obtain the right to prescribe their own rates of tax, or for the central
government to cede them a percentage of its revenue.

Secondly, the foundation of the new communes entailed the foundation of new
commune records about potential revenue. Without such an insight into the
financial capacity of the communes it was not possible to make a proposal about
their own revenue. These communes could be financed only via the intermediacy
of the counties. Funds were provided for the counties and for the communes in
their area. There was a question of whether the central government should
finance the local units directly from the national Budget or via the counties.
According to previous experience about public revenue, it was realised that the
cities needed to bring in taxes bigger than the average in order to cover the
greater per capita expenditure.

* This text is a slightly aitercd version of conch s and recc dations for policy-makers from a
comprchensive rescarch report on local government financing and budgets in Croatia. The authors
havc carricd out this research project at the Institute of Public Finance in Zagreb. The project was
financed by the Institute of Public Finance, the Tax Administration of the Ministry of Finance of the
Republic of Croatia, the Open Socicty Institute and the Local Government and Public Service
Reform Initiative. Katarina Ott's work in this arca was co-financed by the Research Support Scheme
of the Open Socicty Support Foundation. The rescarch project was finished and preparcd for
publication in Junc 2001, at the very time when in the Croatian Parliament changes to the laws that
govern affairs of local government financing and local government budgets were adopted. The whole
rescarch report was published in Croatian in Financijska tcorija i praksa 25 (3), 2001, pp. 311-449,
and thesc conclusions also in English on pp. 439-449.(Full text in English is available at request.
Contact kott@ijf.hr or bajo@ijf.hr).
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Thirdly, the problem of fiscal equalisation became still more complex because of
the war, since the earlier model of financing through supplementary funds
became unworkable. Reform of the tax system and the introduction of a new
manner of local government financing took place in conditions that because of
reconstruction and the consequences of the destruction brought by the war made
the finding of optimum solutions for the vertical and horizontal division of
budgetary revenue and expenditure more difficult.

Fourthly came the still current problems of the renewal and reconstruction of
areas severely damaged in the war. Such expenditure could not be included in
the regular local government financing system. There could only be speculation
about the possible relative range of the revenues of the communes, that is, the
extent to which they were discrepant with the national or county average.

All these and other problems need to be taken into account when preparing the
reform of local government financing in Croatia. The authors argue that a
structural fiscal problem exists in Croatia, manifested in the absence of a good
budgetary system, clearly separated functions, and competencies for financing.
Accordingly, the authors emphasise problems and give recommendations for the
reform of the budgetary system of the local units.

Territorial Organisation

Croatia is a small country with a very great number of local government units: 422
communes, 122 cities and 20 counties (not to mention the city of Zagreb). The
large number of local units makes it impossible for the central government to get
arealistic picture of their finances.
Every place that satisfies the formal criterion of a population of 10,000 can
become acity. This means that there are cities that are incapable of justifying the
title either by revenue or by the functions that are statutorily stipulated. It is the
same thing with communes. The fashionable trend to found communes that
took Croatia by storm in 1993 permitted any petty rural area to found a commune
of its own. The main problem inheres in the amassing of administrative bodies
and employees in these communes. Such local government units are simply
incapable either of financing current expenditure or of providing the basic
services in their areas. And so they have to depend on direct transfers from the
national Budget. This leads, in spite of the theoretical territorial
decentralisation, to the actual centralisation of government.
eDecision on an optimum number of local units should be made, based
on a detailed analysis of the financial situation of local units and their
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ability to finance themselves and provide public services. After that,
thcd n'umtber of existing communes and counties, which is unsustainable,
and is too much of a burden upon the national hould

reduced. i Pudeet .

Administrative functions

Itis the c:,ounties that are in charge of administrative functions at the leve! of the
loc:?l units. The administrative bodies of the counties, i.e., the bodies of the
national civil service, are financed from the national’ Budget, for the
performance of administrative functions, but from the county budg,cts when
they undertake matters proper to the sphere of local self-government. ,Thesc
marks of duality can be seen in the prefect, who carries out functions of.central
goycrnmcnt and of local self-government. New laws envisage these functions
;ec:ng. §plil 'between two officials. But for this to be donme the National
havr::;ls‘t::;i‘:;?l?cm Law will have to be changed - something no one seems to
In thx§ case too the question has arisen about the accumulation of administrative
machinery at the level of the counties. Bearing in mind the numerous criticisms
by the local units - the cities and communes - about the work of the counties and
the county bodies, it is essential to settle on the number of administrative bodies
gnd the people employed in them. Existing administration at county level is
mef‘fective. Another problem is the level of the salaries in the administrative
bodfes of the local units, which frequently surpasses that in central government
bOdlfiS: There are no criteria for evaluation of the work done in the
admqustrative services of local units; in most cases the system for rewarding and
Penahsing the performance or non-performance of work is based upon the
internal regulations of the local units. Central government has practically no
control over these regulations, or knowledge of their contents.
In all local units (counties, communes and cities), the number
(situation) of the administrative units and the employees in them
should be determined.

Functions and division of responsibility

"T'here is no clear delimitation of function between the levels of government, even
in spite of the many laws that regulate the financing system. Almost all functions
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are financed from both central and local government levels. Local governments
do finance certain functions, such as welfare, and secondary educ?tion, although
they have no legal obligation to do so. Some hcalthcar.e functions have been
devolved upon the counties, which are incapable of financing

them. .
Jt is necessary to clearly distinguish between the functions of the

national and the local governments. The authorities and
responsibilities for the financing of functions, and tl!e provision of
public services at the Yocal level, should be united in a single law.
oThere should be a clear distinction made between the rights an.d
obligations of local units and those of the central govemmen.t. In lh!s
way individual local units will have an interest in executing their
obligations, and if they are not performed, it will be easy to affix
individual responsibility for mistakes and oversights.

+The effectiveness of the financing of local unit public expend?ture frofn
the central gover t budget should be re-evaluated, particularly in

the case of financing el tary and dary education, .heallh care,
welfare, fire protection, road maintenance and construction at local
and regional levels. As well as d ralisation of expenditure, the

to local units should be ensured.

gradual d tralisation of r

Areas of special national concern

These areas were sct up for the sake of more rapid develqpmcm, and they have a
privileged status in financing. Through many tax exemptions, (hc‘e government is
attempting to jump-start the economic development of these regions. Howevgr,
these development measures have not been accompanied by any serious analysis,
nor are there any tested economic indicators for the degre‘e of develqprncnt‘ of
the regions. And there is no precise number of employees in the admmlstra'nve
services, or employees in industry and business. The goverm-ncx?t provides
current subsidies from the national Budget. However, the criteria are very
questionable, as are the amounts of the funds that are sent year after year to these
areas.

«Realistic conditions and indicators of development in the. areas of
special national concern should be determined, and eﬂectwt.mess of
state incentive measures to do with the functioning of the public sector
in these regions should be ascertained.
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Fiscal equalisation and fiscal capacity

The system of financial equalisation and the allocation of subsidies. From the
national Budget, central government provides numerous subsidies - current,
capital, specific and general - to local units. The subsidies are sent to the counties,
and the counties provide funds to the local units with below-average fiscal
capacities according to the size of their revenues. Areas of special national
concern to which the government gives subsidies directly are a story to
themselves. The government has no clearly defined criteria for the subsidies it
gives. There is complete confusion when an attempt is made to work out the total
amount of funds that the state gives to local units. It is impossible to arrive at
these sums, because numerous subsidies are given via the various ministries. The
Finance Ministry has no way of checking on and making sure that these funds are
used, to what extent and for what purposes. Local units do not have the
obligation (except for areas of special national concern) to report to the Finance
Ministry about the level of funds used. It is questionable to what extent the
subsidics are used for fiscal equalisation, because most of them go on the
financing of current expenditure.

*Fiscal equalisation criteria must be fixed. It should be achieved that
funds for fiscal equalisation are given not only by the central
government, but also by the richer counties and the more developed
cities and communes.

Fiscal capacity. It is hard to measure the fiscal capacity of the local units because
there are no precise figures about the populations involved. Itis also hard to get
a realistic account of the revenues and expenditure of the LGUSs. An additional
problem inheres in the tax bases and the rate of local taxes, which are not
systematically controlled at the level of central government. The government has
in outline terms, according to per capita revenue, determined the criterion for
the allocation of the subsidies used for fiscal equalisation. However, the criteria
and the equalisation of fiscal capacity on the basis of income are not applied.

The local units’ own tax revenues. In practice to date, central government has
not supervised the rate of local taxes that can be set autonomously by local units.
The introduction of new local taxes is envisaged, and the possibility of all local
units prescribing rates of surtax (on personal income tax). There is a question to
what extent the introduction of new local taxes will affect the increase of tax
revenue, for in current practice, local taxes figure in the budgets of local units but
to asmall extent.

*The central government should oblige local units to send information
about the size of the base for local taxes, and the rate that is imposed
in each unit.
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Foundation of new local units

In spite of the excessive number of local units, even today new units are being
founded by splitting up existing units. The problem of the founding a new unit is
intimately related to the division of assets. Many local units, that is, do not have
any inventories of their assets (asset balance sheets), nor do they know the value
of the assets they have. Many units are fighting court cases about the division of
assets. The management of assets belonging to local units is a further
complication, since there are no departments or individuals with the expertise
required for this. Asset management is not institutionally settled even in the
central ministries.

eOnce and for all the value of the assets of local units, and the

responsibility for managing these assets, should be determined.

Shared taxes

The central government has stipulated the sharing of the main Kinds of taxes with
the local units. The main taxes like income tax and profits tax are thus shared in
percentages among all levels of government. A special problem however is value
added tax, which goes only to the central government. Many local units have a
consumption tax, the rate of which they set autonomously. There are then
problems of the double taxation of the same product - alcoholic and non-
alcoholic beverages for example. Has the central government made a suitable
determination of the amount that remains at local government unit? An analysis
of revenue shows that the main resource of individual local units (especially the
communes) is not tax but non-tax revenue. The small percentage of the local
units in shared taxes needs increasing.
oThe share of local units (in the tax revenue sharing arrangement
(above all, personal income and profits tax) should be increased (i.e.
the share of central government should be reduced).

Participation of citizens in the provision of public services

Apart from the principle saying that citizens have the right to elect, and
encourage the election of, representatives in the representative and executive
bodies of government, no way, in which citizens can take part in the provision or
financing of public services has been foreseen. Citizens do appear as the
initiators of the financing of individual programmes and projects, but their
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participation is not regulated by statute. However, among the non-tax revenues,
we can come across income from self-contributions. These are self-imposed
levies of citizens that they on their own initiative introduce for the financing of
items of the utility infrastructure - water mains, local roads and the like.
However, self-contributions are not governed by statute, even though local units
do introduce them and use them as a result of grassrootsinitiatives.
*A more active role for citizens in providing and financing public
services should be ensured. The self-contribution system should be
regulated by statute.

Non-tax revenue

Because of the low fiscal capacity and the low level of revenue from local (own)
taxes, many LGUs have non-tax revenue as their main source of revenue. The
main role in filling the local budgets, especially of cities and communes, is played
by utility charges and contributions.
Utility charges and contributions. This area is regulated by the law. The issue is
that many local units autonomously prescribe high rates of utility charges and
contributions. Eighty per cent of cities (or utility firms) illegally charge for
connections to the infrastructure, for which reason the population has to pay
high prices for charges and contributions. There are whole series of charges and
fees that the local units levy without the central government having any control of
the rates, or records of the accounts.

*The central government should control the rate of utility contributions

and charges that can be set autonomously by local units.

The position of the utility companies

Little is known about the privatisation and ownership of these companies. Many
local units do not evaluate the value of their assets realistically, nor have the
responsibilities with respect to the management of these assets been
institutionally allocated. Thus the value of the utility firms is not known either.
An additional problem is the connection of the local budget and the utility firms.
These firms operate as companies, i.e., on a profit basis. And yet the losses of
these firms are covered from the budgets of then LGUs, which pay their debts.
*The ownership of utility firms and the possibility of privatising
individual functions at the local government level should be
established.
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Balancing budgets, borrowing and potential obligation

In principle, there is the budgetary principle that a local budget has to be
balanced. Every year the local units are enjoined to observe the "golden rule” that
borrowing is resorted to only for the financing of capital expenditure. However,
in many cases the balancing principle is not respected, and local units rely on
borrowing for the financing of current expenditure as well, with the commercial
banking sector, although this is expressly forbidden. There are many examples in
which Iocal units do not have a clearly separated part of the budget for the
financing account, in which borrowing and repayment are presented. Many
transactions, such as the issue of budget guarantees for utility firms, are simply
not registered, nor is there a unified or unitary register of local government-
backed guarantees. Guarantees are often kept in the financing account of the
LGUs, evenif they have not become areal obligation of the unit.

+Financial control of the borrowing of local units should be introduced

and the size of loans and potential obligations of local units limited.

Potential obligations (guarantees)

Local units record and book loans given and made and guarantees in various
ways. Some units enter given guarantees as loans given. While planning the
budget, many local units deliberately exaggerate the size of revenues and
expenditure, and in this way, formally, provide for a greater level of borrowing
than if they estimated budgetary expenditure and revenue more realistically, and
atlowerlevels.

Exaggeration of the size of the budget has become a means for local units to
arrive at greater amounts of money from borrowing. We should recall that the
state has limited borrowing of local units to the level of 20% of the expenditure
for the previous year. According to this logic, a bigger budget means a bigger
borrowing ceiling the following year. For this reason financial reports can be
consolidated only with difficulty, and one cannot be at all sure of the correctness
of the information obtained from data shown.

*The obligation for all units to keep registers (off-balance sheet) of
guarantees issued should be introduced.

«Special auxiliary records about guarantees that have been made should
be kept. On the basis of the instructions of the central government,
local units should plan a guarantee reserve. However, in the
instructions it is necessary to determine what amount, i.e., percentage,
of the guarantees should be set aside in the guarantee reserve.
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Internal control, treasury and audit

Internal control is not organised, either in ministries or at the local unit level

*Internal control in larger local units should be set up. It is nece;saw
to ensure that internal control is carried out in the counties on behalf
of smaller units that are incapable of doing this themselves.

”l.'he tl:eagury system does not work at the national level, nor is there a national
fmancr«}l information system. There are no long-term plans for the structuring of
lreasunes_at the level of local government units. Cash management practice.
The function of cash management is not separated at central government lcvei
frgm dcbl.managcment. Both functions are linked organisation-wise in the
Fmax.lc; Mlqistry in a single administration or agency - the Cash and Public Debt
Administration. The basic problem is that there is no developed national
treasury system at the central government level.

Althoug_h there is a single treasury, at the Croatian National Bank, most
transactions and payments from the budget are done via the many acco;mts of
the budget kept at the commercial banks. An additional problem is the absence
of an effective national financial information system.

It is the same thing with cash management at the level of local units. They too
have no treasury system, but make their payments and manage their cash
through the many accounts at the commercial banks and ZAP (the Payments
Clearance Institute).

*The Finance Ministry should draw up a plan for organising a treasury
at the local government level, and also of course get the treasury going
at the national level. The Finance Ministry should also determine the
way in which cash is to be managed, and oblige local units to keep
their funds in a single budgetary account.

Auditing of joint stock enterprises or firms owned by local units. These
enterprises are subject to state and to commercial auditing, as are other, privately
owned companies. It is not clear that both kinds of auditing are required.

*It should not be necessary to carry out external commercial auditing of
the utility companies, only the national auditing. For this reason the
Accounting Law needs amending. This would reduce the costs of
auditing, and the national auditing system would then carry out the
audits of these firms within the required time limits.

Classification and Consolidation

Classification of the budgets does not support the separation of functions
according to level of government. Planning of the budget is carried out according
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to the account plan, which cannot be applied at the LGU level, because of the
particular kinds of revenue and expenditure.
1t is impossible to present data about current and capital expenditure, and data
about utility charges, according to an economic and functional classification.
Thus, for example, some local units, within the framework of subsidies and
current and capital transfers, include the pay and material expenses of
employees, which should be shown in the framework of employee expenditure.
The problem lies in the account plan of the budget(s), which does not enable the
acquisition of information about overall expenditure by a purely functional or
economic structure (since economic, functional and institutional classifications
are all mixed up). In order to obtain data by functions and economic categories,
the data from financial reports and other sources have to be constantly adjusted,
and this does not give a very realistic picture of the state of affairs.
Consolidation of local units’ budgets is still not performed, nor is consolidation
at the same level of government (county, commune and city) done. In outline, for
all local units, a summary balance sheet is drawn up. One of the main problems is
the classification of the budget(s), which makes consolidation of local unit level
budgets impossible, and this is exacerbated by the absence of any instructions
about how to carry out consolidation.

«A new account plan of the budget for the country as a whole and for
the local units should be brought in, and it should be secured that
there is a review of public expenditure in terms of functions and
economic categories.

There is no classification of expenditure by programme and subprogramme. For
this reason many L.GUs do not programme expenditure for more than a year
ahead. If expenditure were programmed for several years ahead (with an
effective estimate of revenue), in the first year it would become clear that there
would not be adequate funds for the completion of many capital projects in the
year(s) to come. In this way all the preventable expenditure that arises when
projects are uncompleted wouldbe avoided.

*A programme and subprogramme classification of public, especially

ital, expenditure should be introd d and applied at both national

L

an.d local levels.
The planning and financing of capital expenditure
Decision making about capital investment and the financing of capital projects at

the local level is one of the weaker links in the finances of local units. No analysis
of the structure of capital expenditure or monitoring of the execution of capital
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:x}:xposslblc because of the low fiscal capacities of the local units. 'Ighc ql:wslion 0¥
'nf asset ba'lance sheets of some of the units is still unsettled.
o a:];l:gn;::xfa ;f L:lapm“l projects. Local units do not undertake any long-term
projects, and most such projects are financed in li i
in : ine with th
;:Eac_mes of the local budget at any given moment in time. The reasons can b:
ovn in the poor or non-existent registers of capital projects. Nor at the central
io ct;nmcnt, alas, isthere any programmatic classification of public expenditure.
: governments do not estimate the consequences of making decisions abou.t
t;:mncmg (curxent Investment maintenance and the construction of facilities) on
e faxccutlon fmd financing of projects in the years to come. For this reason, most
ﬁro;ects are financed _at the central government level that, however, doés not
ave a complete ov‘ers1g.ht of Fhe use of budgetary resources at the local level. No
programme of capital financing or sectoral analysis of programmes exists, either
atthe local or at the central government level. ’
*The budget of local units should be separated into current and capital
Ez::s ta:mi all local units should be obliged to keep a financing account
*Registers of capital projects at local and central :
ovel
should be stipulated. gorernment levels

Performance indicators

The system of performance inlocal units comes down to a comparison of planned
and realised. There are individual examples of steps forward towards
programmes..Ho;vcvcr, there is still no monitoring of the performance of
programmes in the sen: i iti

programme se of the production of some general good or citizen
Information about performance does not have to be, and largely is not. part of
the documentation of the annual budget. What is fundamental is monit,oring of
the level of revenue and expenditure, and it is budgetary balance that is in the
foreground, as well as control of the borrowing of the local units. Local units do
not keep up with expenditure in terms of individual activities, nor do they
measure effectiveness and the costs of the activity by making a cost benefit
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equation, nor do they insist on quality, efficiency and management.
Performance is not an imperative even at the level of central government, and
hence not at the local levelseither.

«Every budgetary financial transaction should be able to identify the
budget and centre of costs, its purpose or the service it provides, the
source of funds and the kind of revenue or expenditure.

Evaluating and rewarding the work of employees. The work of employees. is
not evaluated in local units. There is no system for monitoring success and quality
of work, nor any incentive system for better performance. Performance is not
evaluated at all. Thinking goes on within the framework provided by statute, and
concrete shifts in the direction of change and improvement are expected from
clsewhere, i.c., from the central government. The model of initiative and
independent, active and creative, work has not been internalised. Beca'use of the
lack of existence of incentive measures or of any criteria for incentives to be
awarded, individuals cannot be expected to perform creative, high-quality work.
Ideas interest nobody, and the final result, in which there is no systematic effort
to raise the level of the quality of the work of the employees, is inertia and red
tape.
p‘iThe national government and the local units should be able to
prescribe an incentives system for work well done, and penalties for
substandard work.

Accounting and methodology

Accounting of the budget is complicated and regulated by numerous regulations
that overlap with each other and yet are conceptually and substantially unclear.
Thus budget accounting underrates obligations, overrates assets and makes
consolidation impossible. '
There is no singte model or methodology for showing revenue a'nq cxpcn_duurc
for all the budgets. The lack of a urified methodology makes it impossible to
keep up with and consolidate local unit budgets.
«The Finance Ministry should clearly inform all local units about the
prescribed form or model for financial reporting. . .
A review of the whole budgetary accounting and reporting system is
necessary; this should be embodied in a single law. Various diﬂ'ere.nt
regulations should be terminologically unified, because local units
understand and apply them in different ways.
+The Finance Ministry should lay down the obligation to adopt the
i ts of the budgets of local units as financial reports.

Changes should start from the creation of the classification of revenne
and expenditure according to a certain number of modified categories.
This wonld make the financial data gathered analysable in various
ways and for various requirements.

Budget planning

At the beginning of the planning of LGU budgets there appears the problem of
the use of the Finance Ministry guidelines, which are over-generalised for most
local units. For this reason the Finance Ministry has to pay more attention to
specificities and adapt the guidelines to the units (communes, cities, counties).
The problem lies in the MF sending the budget preparation and making
guidelines first of all to the counties and the city of Zagreb. In line with these
guidelines, the counties draw up draft estimates of their own budgets, and draw
up guidelines for the cities and communes in their own areas. However, the
counties do not fulfil their obligations, nor do they draw up guidelines with
indicators for the cities and communes in their regions. This is the basic reason
why most of these units consider the guidelines too generalised and partially
inapplicable. As well as this, the communes, cities and counties are bound to
draw up a budget by 15 December for the year to come. It is not rare for the
budget to be passed in the very last days of December. Many of the units have at
least one and perhaps two revisions of the budget during the year - some as many
asthree or four.

*Finance Ministry guideli hould be adapted to individual levels of
local units, with the obligation being placed on local units to draw up
their own indicators. A single model of budgetary planning for all local
units should be prescribed.

The plan and estimate of the budget. The basic elements for the making of the
plan and the estimate of the budget are not always uniform or detailed. They
depend on the size of the budget, the structure of public expenditure and
revenue, and the kind of public functions financed from the budget. Methods and
quality of estimating LGU budgetary revenue and expenditure do notdepend on
the size of the budgetary unit or its economic power, but on the interest of the
executive bodies, and the expertise and personnel of the finance departments
charged with planning and preparing the budget.

¢Local units should base the planning of their budgets upon their own
indicators. Local units that get transfers from the national Budget
have to keep to guidelines about pay and expenditure trends. And so
they have to keep up with expenditure in terms of items.
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Public investment planning

The government has not to date dealt in any serious way with the planning of
public investment, nor has any overall approach to the financing of capital
projects at local unit level been set up. Only at the beginning of 2000, for the
1996-1999 period, for the first time, was a complete list of capital investment per
sector. This list cannot even be found in the Finance Ministry, nor do decision-
makers in the Finance Ministry know of its existence. It was made and signed by
the government of the country. Because of this information blockage, the
competent institutions, above all the Finance Ministry, find it hard to control to
what degree local government capital investments are financed and carried out.
Capital projects are not grouped into programmes of publicinvestment.

«At the central government level, a complete and detailed list of capital
projects financed at local levels should be kept, in order to make
possible control of capital subsidies transferred to local units.

oIt is mecessary to introduce into the procedure of planning capital
investment the practice of making investment studies with
consideration of possible sources of financing. Since this is to do with
projects that are important for the society as a whole, the obligation to
make a social justifiability study of each investment should be
imposed.

eLocal administration should be equipped and trained to work with
contemporary ways of planni pital project

«All local units should be obliged to measure the costs and benefits of
capital projects, and to plan capital projects over a longer period of
time.

Reform of the budgetary system of the local units should be carried out in several
phases, for which additional concrete research into the financial position of the
local unit still needs to be carried out, however. The main problem about reform
is the excessive politicisation that might attend any new initiative. For this reason
it would be better to concentrate on possible improvements to the presentsystem
of local units, with the emphasis on strengthening the budget and the leghnique
of budgeting, the budgetary process in the local units, and the construction of a
more powerful financial control mechanism on the part of the central
government. All the main participants in the budgetary process should be
educated to understand the aims and intentions of the steps proposed for the
future.
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Nenad Zakosek

Financing Local Self-Government:
Report on Workshop Debate

The experts from South Eastern Europe and Germany came together within the
framework of the FES regional project on "Local Self-Government and
Decentralisation” in Zagreb, on 29" June, 2001, for the second workshop dealing
with "Financing of Local Self-Government". The workshop debate focused on
three main issues:

1) What lessons can be drawn from a developed and complex system of
financing local self-government, such as German, for the reform policies
concerning local self-government in South Eastern Europe?

2) What are the basic features and problems of local government financing
in South Eastern Europe?

3) What are the main options and dilemmas concerning the improvement of
local self-government financing in the region?

An attempt to use German experience in financing local self-government as a
possible model for reform policies in South Eastern Europe must acknowledge
some specific features and peculiarities of the German system of territorial and
administrative organisation. If this is done, certain general lessons may be
learned. The German system of local self-government is characterised by several
features:

- local self-government entities are integrated into the system of German
federalism and are part of federal provinces (Liinder);

- local self-government units are very heterogeneous and a great variety of
them exist, depending on their size, geographic position, level of
economic development and urbanisation, their social structure;

- decision-making is separated from implementation: thus a major part of
local self-government tasks results from decisions taken at federal or
provincial level and local administration has the obligation of fulfilling
them without being able to influence or alter their character.

There are no principle restrictions of functions that can be delivered at local level
(except for defence and foreign policy). These functions can be differentiated
into obligatory (stipulated by law), mandatory (ordered by federal or Liinder
governments) and voluntary (decided by the entities of local self-government
themselves).
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The fiscal revenues of local governments are mainly based on taxes regulated at
the federal level: they include both joint taxes, which are dominant, and original
local taxes (e.g. property tax), the significance of which is negligible. Other
revenue sources include fees and contributions and transfers through
equalisation schemes (cach source amounting to approximately 1/4 of the total
revenues). Due to great differences between local self-government entities a
variety of equalisation models is presently being applied. Borrowing as a revenue
source for local self-government units is restricted to investment, it depends
upon the permission of the Land government and, consequentially, it has only
minor significance for the local budgets.
The complexity of the German system of local self-government has some
negative consequences. Citizens are insufficiently informed about the system
and therefore restrain from engagement in local affairs. Financial inequalities
between local self-government units have grown with time and produced a
serious financial crisis of big cities. Despite some 25 years of discussion and
political attempts, it proved impossible to reform the fiscal system affecting local
self-government (including equalisation schemes). This inability to agree on a
reform concept was caused by the complicated process of decision-making in the
system of German federalism: since the reform of the system of local self-
government and its financing depended upon the consent of both houses of the
parliament, Bundestag and Bundesrat, it was not possible to achieve a decision.
The situation could change if certain decisions about local self-government
would be delegated to the level of Linder: it would increase their diversity and
flexibility, thus making them betier prepared for the conditions of increased
regional competitionin the EU.
While the system of financing local self-government remained unchanged for
nearly three decades, reforms were implemented through privatisation of local
public services. Real privatisation should be distinguished from fictional one: the
former is carried out through delegation of certain public services (¢.g.
childcare) to private service-providers, the latter is based on the organisation of
certain tasks of local government through city companies (e.g. transportation,
electricity) rather than through public administration. In both cases the purpose
is to achieve more efficient providing of services. The logic of fictional
privatisation may be explained through an example: While the city of Bonn has
privatised its agency for economic promotion, it has remained its only owner.
The agency is organised as an entity of private law and s therefore not subdued to
legal regulations and restrictions that apply for public administration. In the case
of real privatisation, when services are provided on the basis of contracts with
private companies, local governments must define and impose quality standards.
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In ordcr. to main.lain these standards, it may prove necessary to subsidise some of
the service-providers. Limits to privatisation are defined by control functions of
the state, which should not be privatised.
Local governments cannot go bankrupt: thus if a local entity fails to provide
certain obligatory or mandated services, the Land, of whichiitis a part, must taki
care of this and secure their provision. ' ¢
Thc German system of local self-government can be described as a mixed model
which combines elements of competition and co-operation. Local sclf:
goverfnmcnt units compete to attract investors in different ways, be it through
reducing local taxes, providing favourable conditions for con:xpany sites or
through offering better living conditions for company employees. This and the
clectoral competition among parties are the reasons why local governments
cann.ot abandon voluntary services, but rather try to supply as many of them as
possnhl.c. At the same time local self-government units depend on functional co-
operation, in order to ensure a number of complex and expensive services (eg
water supply, regionally integrated transportation, garbage recycling ctc.) and to
promote development. In some cases there is competition between Liinder and
loc:.sl govcmmcnts (especially of larger cities), caused by opposed political
rpa]'omies, which rule at regional and at local level. This competition, too, is
limited by common interest in regional and local development. There ;rc aiso
lt':gal and political limits to politicisation of local self-government: the system of
f inancing local self-government is regulated by the constitution (both federal and
in the Land) and laws and it cannot easily be manipulated for political purposes.
Many provincial parliaments include representatives who perform different
tgnctions at local level and thus can ensure that local interests are preserved.
Finally, if any local self-government entity would feel discriminated by the
government of the Land, it might appeal to the constitutional court of the Land
and ask for judicial review of the disputed decisions.
Another segment of the workshop debate aimed at a brief overview of the
systems of financing local self-government in South Eastern Europe, their main
problems and the reform plans.
The system of local self-government in Slovenia is characterised by a wide range
of tasks performed at local level, which are financed by different sources of
revenue: both joint (or shared) and own local taxes, fees and transfers from the
national government through general and specific grants according to a well
established formula. Main reform plans deal with the introduction of a regional
level of territorial organisation. The reform has been prepared through the
establishment of a Regional Development Agency at national level and its 12
regional branches. Another reform topic focuses on the introduction of long-
term budget planning.




Croatia has recently started a comprehensive reform of the system of local self-
government, which also affects financial sources of local and regional entities.
The objective of the reform is administrative and fiscal decentralisation, which
includes devolution of a number of tasks and services from national to regional
and local levels and financial strengthening of regional and local governments.
Revenues of local and regional self-government entities shall be increased
through different measures: increased participation in shared taxes,
introduction of new taxes and surtaxes and establishing of an equalisation
mechanism to assist less developed localand regional entities.
The system of local self-government in Hungary consists of a great number of
local entities, which vary in size and level of economic development. A wide
range of tasks performed by local self-government requires a differentiated
system of financing mechanisms. Own sources of local entities, which amount to
35% of local budgets, include local taxes, fees and revenues from local assets.
Nearly 2/3 of the revenues of local budgets come from national sources: either
shared taxes (which also include an equalisation scheme for local entities below
85% of the average development level) or different types of grants. An additional
source of financing local self-government is borrowing, which is limited to
maximally 8% of a local budget. Since local entities can go bankrupt in Hungary,
borrowing is of marginal importance for smaller and less developed local
entities, but big cities like Budapest use loans to solve liquidity problems or issue
bonds for investment purposes.
Local self-government in Bosnia and Herzegovina is characterised by a complex
3-tiers system of territorial organisation, where local entities perform very
limited tasks. The revenues of local self-government are also very limited, since
higher levels of territorial organisation (cantons, the two entities of Federation
and Republika Srpska) seek to maximally centralise the fiscal system. Bosnia and
Herzegovina needs a new law on local self-government, which would also
stabilise their revenue sources.
The Serbian system of local self-government is based on very large local units,
whose functions are limited by a highly centralised system of state
administration. All property is possessed and managed by the national
government. Main revenue sources of local self-government include different
taxes and fees. An equalisation scheme for less developed local entities is built
into the distribution of consumption tax revenues. Local entities are not entitled
to borrowing.
The 1-tier system of local self-government in Montenegro is financed through
own revenues (local taxes and fees), shared taxes and additional transfers from
the national budget for less developed local entities. The following features were
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wnsf:?utgmally, entitled to ve_:ry limited financial resources. Their rcvenue;
angstl‘sw(:l a:)igal Llaxcs and fees. Since all taxes are collected by national authorities
nal government is faced with serious liquidi infi ing
. gove quidity problems in financin,
:s budgetary obligations, local governments sometimes have problems in gc[tinz
ccess to the revenues, to V{hlf:h they are entitled. Equalisation transfers are
;nanagcd through t-hree specialised state funds: for underdeveloped rural areas;
or .road cc;lnslrucnon and maintenance and for water supply. Reform plan;
envisage the introduction of participation of 1 :
| t ocal self- i
consumption and income taxes. elfgovernment in
]il'llganan 2-tiers system of local self-government is financed through (local and
Is a'red) taxes and th.rough government grants, which amount to about 30-40% of
‘ocal budgets. Main problems in financing local government include the
1mb.alancc bctwszcj.n tasks and resources, and a legally questionable practice of
;{anonal author?lles to transfer surplus local revenues into national budget
eform plans aim at better adjustment between administrative tasks of local
government anq lh; available financial resources and at establishing a more
adequate equalisation scheme, which should be included into the national
budget.
The Romanian system of local self-government was until recently characterised
b.y high centralisation of financial resources. Only 5% of local budgets were
f_manced.through own local revenues, while 95% were financed through transfers
from national government, which were often influenced by political criteria. In
2000 a system of shared taxes was introduces, which gives the local authorities a
Fnore solid anq secure financial basis for their activities. Presently, the most
important task is to implement the new financial regulations and make local self-
gc?vcmmcnt less dependent on national government.
Finally, as a .result of the debate certain dilemmas, open questions, and
recommendations concerning financing local self-government were formulated.
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The competence of local self-government to impose taxes was endorsed,
whereby tax collection may be performed through national fiscal authorities.
However, local governments arc faced with a dilemma when they introduce
additional local taxes: on the one hand, they may increase their financial sources
for local purposes, but on the other hand, they may worsen their competitive
position against other local units trying to attract investors. Therefore, fiscal
competence of local self-government must be applied carefully, and as a part of
comprehensive development policy.
Joint or shared taxes are, as a rule, the main source of local budgets in South
Eastern Europe. Those countries which have not yet introduced a system of
shared taxes should do this, in order to secure a more stable financial basis for
local self-government.
It was stressed that most of the countries in the region are characterised by great
discrepancies between local entities, which significantly vary by size, economic
and fiscal power and level of development. Because of this, elaborated
equalisation mechanisms, based on a formula composed of different criteria
(such as in the case of Slovenia), should be introduced in order to assist less
developed areas or areas with specific higher needs. Equalisation transfers must
not by any means depend on political criteria.
It was agreed that the role of property owned by local self-government entities
hasuntil now not been adequately acknowledge in the region. There is a need for
more efficient management and use of local property in order to increase their
contributions to local budgets.
The role of borrowing by local government as 2 financial instrument, especially
for investment purposes, has to be properly evaluated and introduced. National
government may introduce certain limits to borrowing, in order to prevent

bankruptcy of local governments.
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